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(ii) Only those deductions allowable 
solely  by  reason  of    section  162   are 
taken  into  account in  applying the 
more-than-15-percent test.  Hence, de- 
preciation  allowable by reason of  sec- 
tion 167 (including amortization  allow- 
able in lieu of  depreciation); interest 
allowable  by  reason   of    section  163; 
taxes  allowable by  reason  of   section 
164;  and depletion allowable by reason 
of   section 611  are  examples of   deduc- 
tions which are not taken into account 
in applying the  test.  Moreover, rents 
and reimbursed amounts paid or pay- 
able by the lessor are not taken into 
account notwithstanding that  a deduc- 
tion in respect of  such rents  or reim- 
bursed amounts  is allowable solely by 
reason of  section 162.  For  purposes of 
this paragraph, a reimbursed amount is 
any  expense for  which the  lessee or 
some other party is obligated to reim- 
burse the lessor. Section 162 expenses 
paid or payable by any person other 
than the lessor are not taken into ac- 
count unless the lessor is obligated to 
reimburse the person paying the ex- 
pense. Further,   if  the  lessee is  obli- 
gated to pay to the lessor a charge for 
services which is separately  stated  or 
determinable, the expenses incurred by 
the lessor with respect to those serv- 
ices are not taken into account. 

(iii) For purposes of  the more-than- 
15-percent test,  the gross income from 
rents  of   the  lessor produced by the 
property is the total  amount which is 
payable to the lessor by reason of  the 
lease agreement other than reimburse- 
ments  of    section  162   expenses  and 
charges  for  services  which  are  sepa- 
rately stated or determinable. The fact 
that  such amount depends, in whole or 
in part, on the sales or profits of  the 
lessee or the performance of  significant 
services by the lessor shall not affect 
the characterization of   such amounts 
as gross income from rents for purposes 
of   this  paragraph.  Gross income from 
rents  also includes any taxes imposed 
on the  lessor by local law but  which 
are paid directly  by the  lessee on be- 
half of  the lessor. 

(4) For purposes of  determining under 
this paragraph whether property is 
subject  to  a  lease,  the  provisions of 
§ 1.57–3(d)(1) (relating to definition of  a 
lease) shall apply. If a noncorporate 
lessor enters into two or more succes- 
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sive leases with respect to the same or 
substantially  similar items of   section 
38  property, the terms of   such leases 
shall  be    aggregated  and  such  leases 
shall be  considered one lease for the 
purpose  of    determining whether the 
term of  such leases is less than 50 per- 
cent of  the estimated useful life of  the 
property subject to such leases. Thus, 
for example, if an individual owns an 
airplane with an estimated  useful life 
of  7 years and enters into three succes- 
sive 3-year leases of  such airplane, such 
leases  will  be    considered to  be    one 
lease for a term of  nine years for the 
purpose  of    determining whether the 
term of  the lease is less than 31⁄2   years 
(50 percent of  the 7-year estimated use- 
ful life). 

(5)   The  requirements  of   this  para- 
graph shall not apply with respect to 
any property  which is treated  as sec- 
tion 38  property  by reason of   section 
48(a)(1)(E). 
(Sec. 860(e)   (92  Stat. 2849,  26  U.S.C.  860(e)); 
sec. 860(g)  (92 Stat. 2850, 26 U.S.C. 860(g)); and 
sec. 7805 (68A Stat. 917, 26 U.S.C.  7805)) 

[T.D. 6731, 29 FR 6071, May 8, 1964, as amend- 
ed  by T.D. 6958, 33 FR 9170, June 21, 1968; T.D. 
7203,  37  FR 17126,  Aug. 25,  1972;  T.D. 7767,  46 
FR 11262,  Feb. 6,  1981;  T.D. 7936,  49  FR  2105, 
Jan. 18,  1984;  T.D. 8031,  50 FR 26697,  June  28, 
1985] 
 
§ 1.46–5  Qualified   progress   expendi- 

tures. 
(a) Effective date. This section applies 

to taxable years ending after December 
31, 1974. This section reflects amend- 
ments to the Internal Revenue Code 
made only by the Tax Reduction Act of 
1975,  the Tax Reform Act of  1976,  and 
the Revenue Act of  1978. 

(b)  General rule. Under section 46(d), a 
taxpayer may elect to take the invest- 
ment credit for qualified progress ex- 
penditures  (as defined in paragraph (g) 
of  this section). In general, qualified 
progress expenditures are amounts paid 
(paid or incurred in the case of  self- 
constructed property) for construction 
of  progress expenditure property. The 
taxpayer  must  reasonably  estimate 
that the property will take at least 2 
years to construct and that the useful 
life of  the property will be   7  years or 
more. Qualified progress expenditures 
may not be  taken into account if made 
before the later of  January 22,  1975,  or 
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the first taxable year to which an elec- 
tion under section 46(d)  applies. In gen- 
eral,   qualified  progress  expenditures 
are not allowed for the year property is 
placed in service, nor for the first year 
or any subsequent year recapture is re- 
quired under section 47(a)(3). There is a 
percentage limitation on qualified 
progress expenditures for taxable years 
beginning before January  1, 1980. For a 
special rule relating to transfers of 
progress expenditure property, see 
paragraph (r) of  this section. 

(c)  Reduction of  qualified investment. 
Under section 46(c)(4), a taxpayer must 
reduce qualified investment for the 
year property is placed in service by 
qualified progress expenditures taken 
into account by that person or a prede- 
cessor. A  ‘‘predecessor’’ of  a taxpayer 
is a person whose election  under sec- 
tion 46(d)  carries over to the taxpayer 
under paragraph (o)(3) of  this section. 

(d)   Progress expenditure property. 
Progress expenditure property is prop- 
erty  constructed  by  or  for  the  tax- 
payer, with a normal construction pe- 
riod of  2  years or more. The taxpayer 
must reasonably believe that the prop- 
erty  will be   new section  38  property 
with a useful life of   7  years or more 
when placed in service. Whether prop- 
erty is progress expenditure property is 
determined on the basis of  facts know 
at the close of  the taxable year of  the 
taxpayer in which construction  begins 
(or, if later,  at  the close of   the first 
taxable  year  to   which  an  election 
under section 46(d)  applies). For pur- 
poses of  this paragraph (d), property is 
constructed by or for the taxpayer only 
if it is built or manufactured from ma- 
terials and component parts. Accord- 
ingly, progress expenditure property 
does not  include property  such as or- 
chards, vineyards, livestock, or motion 
picture films or videotapes. 

(e)  Normal construction  period—(1) In 
general. (i)  The normal construction pe- 
riod is the period the taxpayer reason- 
ably  expects will be   required to  con- 
struct  the property. The period begins 
on the date physical work on construc- 
tion  of   the  property  commences and 
ends on the date the property is avail- 
able to be   placed in service. The nor- 
mal construction period does not in- 
clude, however, construction  before 
January 22,  1975,  nor construction  be- 

 
fore the first  day of   the first taxable 
year  for which an election  under sec- 
tion 46(d)  is in effect. Physical work on 
construction of  property does not in- 
clude preliminary activities such as 
planning, designing, preparing blue- 
prints,  exploring, or  securing  financ- 
ing. 

(ii)  The  determination   of   the  time 
when physical work on construction 
commences is based on the  facts  and 
circumstances of  each case. Physical 
work on construction  of  property may 
include the  physical work done by a 
subcontractor  on a component specifi- 
cally designated as part  of   the  prop- 
erty. Also, the commencement of  phys- 
ical work on construction may occur at 
a site different from the main site of 
construction of  the property. For ex- 
ample, if a shipyard orders a turbine 
before it  begins work on building a 
ship, the normal construction period of 
the ship is measured from the time the 
subcontractor   commences  physical 
work on construction of  the turbine (if 
it  is normal for such work to precede 
the work of  the main contractor). 

(iii) Generally, physical work on con- 
struction  does not include physical ac- 
tivity  that  is not  necessary to  com- 
plete construction of  the property, nor 
does it  include physical work on con- 
struction of  a building or other  prop- 
erty  that  will not be   new section  38 
property when placed in service. Phys- 
ical work on construction also does not 
include research and development ac- 
tivities in a laboratory or experimental 
setting. 

(iv) The normal  construction  period 
of  property ends on the date it  is ex- 
pected the property will be  available to 
be  placed in service. Property is con- 
sidered available to be  placed in service 
when  construction   is  completed  and 
the property is available for delivery to 
the site of  its assigned function. It is 
not  necessary that  property be   in  a 
state of  readiness for a specifically as- 
signed function.  Nor is  it  necessary 
that it actually be  delivered to the site 
of  its assigned function. 

(2)  Estimates. Taxpayers should refer 
to normal industry practice in esti- 
mating the normal construction period 
of  particular items. A  different period 
may be   used if special circumstances 
exist making it  impractical to make 
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the estimate on the basis of  normal in- 
dustry practice. The estimate  must be 
based on information available at the 
close of  the taxable year in which phys- 
ical work on construction  of  the prop- 
erty begins, or, if later, at the close of 
the first taxable year for which an elec- 
tion under section 46(d)  is in effect for 
the taxpayer. If the estimate is reason- 
able  when made, the  actual  time  it 
takes to complete the work is, in gen- 
eral, irrelevant in determining whether 
property is progress expenditure prop- 
erty. However, if there is a significant 
error in estimating the normal con- 
struction  period, it  may be   evidence 
that   the  estimate  was unreasonable 
when made. For  taxable  years ending 
after April 1, 1988, a taxpayer not rely- 
ing or normal industry practice to esti- 
mate the normal construction period of 
particular property must attach to the 
tax  return  for  the  taxable  year  in 
which physical work on construction of 
the property begins (or, if later,  the 
first taxable year for which an election 
under section 46(d)  is in effect) a state- 
ment of  the basis relied upon in esti- 
mating the normal construction period 
of  the property. 

(3)  Integrated unit. (i)  In determining 
whether property has a normal con- 
struction  period of  2 years or more, 
property that will be  placed in service 
separately  is  to  be    considered  sepa- 
rately.  For example, if two ships are 
contracted for at the same time, each 
ship is considered separately under this 
paragraph.  However, for property  that 
will  be   placed in service as an inte- 
grated unit, the taxpayer must deter- 
mine the normal construction period of 
the integrated unit. If the normal con- 
struction period of  the integrated unit 
is 2 years or more, the normal con- 
struction  period of  each item of  new 
section 38 property that is a part of  the 
integrated  unit  is considered to  be   2 
years or more. Thus, the normal con- 
struction  period of  an integrated unit 
may be  2 years or more even if no part 
of  the unit has a normal construction 
period of  2 years or more. 

(ii) Property is part of  an integrated 
unit only if the operation of  that item 
is essential to the performance of  the 
function to which the unit is assigned. 
Property essential to the performance 
of  the function to which the unit is as- 
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signed  includes  property   the   use  of 
which is  significantly connected to 
that  function and which effects the 
safe, proper, or efficient performance of 
the unit.  Generally, property must be 
placed in service at the same time to 
be   considered part  of   the  same inte- 
grated unit. Properties are not an inte- 
grated  unit,  however, solely  because 
they are to be  placed in service at the 
same time. 

(iii) The normal construction  period 
for an integrated unit  begins on the 
date the normal construction period of 
the first item of  new section  38  prop- 
erty that is part of  the unit begins. It 
is not necessary that  physical work 
commence at  the  main  construction 
site of  the integrated unit. 
The period ends on the date the last 
item of  new section 38 property that is 
part  of   that  unit  is  available to  be 
placed in service. Property that is not 
new section  38 property, such as a 
building, is not considered part  of   an 
integrated  unit  for purposes of   deter- 
mining the normal construction period 
of  that  unit. For example, if a manu- 
facturing plant has a normal construc- 
tion period of   two years or more but 
the equipment (i.e., new section 38 
property) to be   installed in the plant 
has  a  normal  construction   period  of 
less than two years, the plant and the 
equipment do  not constitute an inte- 
grated unit with a construction period 
of   two years  or more and the  equip- 
ment is not progress expenditure prop- 
erty. 

(4)  Examples. The following examples 
illustrate this paragraph (e). 

Example 1.  On   July 1,  1974,  corporation  X 
begins physical work on construction  of  a 
machine with an estimated  useful life when 
placed in service of  more than 7  years. For 
its  taxable  year  ending June  30,   1975,   X 
makes  an election  under section  46(d). For 
purposes of  determining on June 30, 1975, 
whether  the  machine  is ‘‘progress expendi- 
ture property’’, the normal construction pe- 
riod is treated as having begun on January 
22, 1975. Thus, the machine will be  considered 
to be  progress expenditure property on June 
30,  1975,  only if the estimated time required 
to complete construction after June 30 is at 
least 18 months and 22 days (i.e., 2 years less 
the period January 22, 1975, through June 30, 
1975). 

Example 2.  (i)   Corporation X  constructs a 
pipeline in two sections and simultaneously 
begins physical work on construction of  each 
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section on January  1,  1976.  One section  ex- 
tends from city M  to city N.  The other  ex- 
tends from city N to city O. Oil  will be  trans- 
ferred to storage tanks at both city N  and 
city O.  Corporation X  also begins construc- 
tion on January 1, 1976, of  a pumping station 
necessary to  the  operation of   the  pipeline 
from city  M   to city N.   Construction  of   a 
pumping station necessary to the operation 
of  the pipeline from city N  to city O  begins 
on  June  30,   1977.   For  1976,   corporation   X 
makes an election under section 46(d). 

(ii) The section of  pipeline from city M  to 
city N  and the  associated pumping station 
will be   available to be   placed in service on 
January 1,  1977.  Construction of  the section 
of  the pipeline from city N  to city O will be 
completed on June 30, 1977. However, that 
section of  the pipeline will not be  available 
to be   placed in service until  completion of 
the associated pumping station  on January 
1, 1978. 

(iii) The section of  pipeline from city M  to 
city N  and the section from city N  to city O 
must  be    considered  separately   in  deter- 
mining  the  normal  construction  period of 
the property. Each section will be  placed in 
service separately.  However, each section of 
the pipeline and the associated pumping sta- 
tion may be   considered an integrated unit. 
The pumping stations are essential to the 
operation of  each section of  pipeline. Each 
section of  pipeline and the associated pump- 
ing station are placed in service at the same 
time. 

(iv) The section of  pipeline from city M  to 
city N  and the  associated pumping station 
are not progress expenditure property, be- 
cause the normal construction period of  that 
unit is only 1 year (January 1,  1976 to Janu- 
ary 1, 1977). 

(v)  The section of  pipeline from city N  to 
city O  and the  associated pumping station 
are  progress expenditure  property,  because 
the normal construction of   that integrated 
unit is 2 years (January 1, 1976 to January  1, 
1978).  It is immaterial that neither the con- 
struction  period of   that section of   pipeline 
(January 1, 1976 to June 30, 1977) nor the con- 
struction  period of   the  associated pumping 
station (June 30, 1977 to January 1,  1978) is 2 
years. 

(vi) Assume the  pumping station  associ- 
ated with the pipeline from city N  to city O 
includes  backup  pumping  equipment  that 
will be  used only if the primary pumping 
equipment fails.  The backup equipment is 
part of  the integrated unit because it serves 
to effect the safe or efficient performance of 
the unit. 

(f)   New  section  38  property with  a  7- 
year useful life—(1) In general. The tax- 
payer must determine if property will 
be  new section 38 property with a use- 
ful life of  7 years or more when placed 
in service. The determination  must be 

 
made at the close of  the taxable year in 
which construction  begins or, if later, 
at the close of  the first taxable year to 
which an election under section 46(d) 
applies for the taxpayer. 

(2) Determination based on  reasonably 
expected use. The  determination   of 
whether property will be  ‘‘new section 
38  property’’ (within  the  meaning  of 
§§ 1.48–1  and 1.48–2  when placed in serv- 
ice must be  based on the reasonably ex- 
pected use of  the property by the tax- 
payer. There is a presumption that 
property  will be   new section  38  prop- 
erty if it would be  new section 38 prop- 
erty  if placed in service by the  tax- 
payer when the determination is made. 
For  example, in  determining  if prop- 
erty  is an integral  part  of   manufac- 
turing  under  section  48(a)(1)(B)(i),  it 
will be  presumed that  property will be 
new section 38 property if the taxpayer 
is engaged in manufacturing  when the 
determination   is  made.  Also, signifi- 
cant steps taken to establish a trade or 
business will be  evidence the taxpayer 
will be   engaged in that  trade or busi- 
ness when the property is placed in 
service. 

(3)   Estimated useful life. The  deter- 
mination of  whether property will have 
an estimated  useful life of  7  years or 
more when placed in service must be 
made  by  applying  the   principles  of 
§ 1.46–3(e). If the estimated useful life is 
less than 7 years when the property is 
actually  placed in service, the  credit 
previously allowed under section 46(d) 
must   be     recomputed  under  section 
47(a)(3)(B). 

(g)   Definition of  qualified  progress ex- 
penditures—(1) In  general. A  taxpayer’s 
qualified progress expenditures are the 
sum of  qualified progress expenditures 
for self-constructed property (deter- 
mined under paragraph (h)   of  this sec- 
tion), plus qualified progress expendi- 
tures for non-self-constructed property 
(determined under paragraph (j)  of  this 
section).    Only   amounts    includible 
under § 1.46–3(c) in the basis of  new sec- 
tion 38  property may be  considered as 
qualified progress expenditures. 

(2)   Excluded  amounts.  Qualified 
progress expenditures do  not include: 

(i)  In the case of  non-self-constructed 
property,  amounts  incurred  (whether 
or not paid)— 
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(A)   Before the  normal construction 
period begins, or 

(B)   Before the  later  of   January 22, 
1975, or the first day of  the first taxable 
year  for which an election  under sec- 
tion 46(d)  applies for the taxpayer; 

(ii)  In  the  case  of   self-constructed 
property, amounts chargeable to  cap- 
ital account— 

(A)   Before the  normal construction 
period begins, or 

(B)   Before the  later  of   January 22, 
1975, or the first day of  the first taxable 
year  for which an election  under sec- 
tion 46(d)  applies for the taxpayer, 
(See, however, section 46(d)(4)(A) and 
paragraph  (h)(3)(i) of   this  section, re- 
lating  to the  time when amounts for 
component parts  and materials  are 
properly chargeable to  capital  ac- 
count); 

(iii)  Expenditures with  respect to 
particular property in the earlier of— 

(A)   The taxable year in which the 
property is placed in service, or 

(B)   The taxable year in which the 
taxpayer must recapture investment 
credit   under  section   47(a)(3) for the 
property or any subsequent year; 

(iv)  Expenditures for  construction, 
reconstruction, or erection of  property 
that is not section 38 property; or 

(v)   Amounts treated  as  an  expense 
and deducted in the year paid or ac- 
crued. 

(h)   Qualified  progress expenditures  for 
self-constructed property—(1) In  general. 
Qualified   progress   expenditures    for 
self-constructed property (as defined in 
paragraph   (k)   of    this   section)  are 
amounts properly chargeable to capital 
account in connection with that  prop- 
erty. In general, amounts paid or in- 
curred  are  chargeable to  capital  ac- 
count if under the  taxpayer’s method 
of  accounting they are properly includ- 
ible in computing basis under § 1.46–3. 
Qualified   progress   expenditures    for 
self-constructed property include both 
direct   costs  (e.g.,  labor,  material, 
parts)  and  indirect  costs  (e.g.,  over- 
head, insurance) associated with con- 
struction  of    property  to  the  extent 
those costs are properly chargeable to 
capital account. 

(2)    Property   partially   non-self   con- 
structed. If an item of  property is self- 
constructed  because more than  half of 
the    construction   expenditures   are 
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made directly by the  taxpayer, then 
any expenditures (whether or not made 
directly by the taxpayer) for construc- 
tion of  that item of  property are not 
subject to  the  limitations  of   section 
46(d)(3)(B) and paragraph (j)  of  this sec- 
tion (relating to actual payment and 
progress in construction). 

(3) Time when amounts paid or incurred 
are    properly   chargeable  to    capital  ac- 
count. (i)  In general, expenditures for 
component parts  and materials  to  be 
used in construction of  self-constructed 
property are not properly chargeable to 
capital  account until  consumed or 
physically attached in the construction 
process. Component parts  and  mate- 
rials that  have been neither consumed 
nor physically attached in the con- 
struction  process, but which have been 
irrevocably allocated  to  construction 
of   that  property are properly charge- 
able  to  capital   account.  Component 
parts  and materials  designed specifi- 
cally for the self-constructed property 
may  be    considered  irrevocably  allo- 
cated to construction of  that property 
at the time of  manufacture of  the com- 
ponent parts and materials. Component 
parts  and materials  not designed spe- 
cifically for the property may be  con- 
sidered irrevocably allocated to con- 
struction at the time of  delivery to the 
construction site if they would be  eco- 
nomically impractical to remove. For 
example, pumps delivered to sites of 
construction of  a tundra pipeline may 
be   treated  as irrevocably allocated to 
that  pipeline on the date of   delivery, 
even if they  would be   usable, but for 
their location on the tundra, in connec- 
tion with other property. Component 
parts and materials are not to be  con- 
sidered irrevocably allocated to use in 
self-constructed  property  until  phys- 
ical work on construction of  that prop- 
erty has begun (as determined under 
paragraph   (e)(1)(ii)  of    this  section). 
Mere bookkeeping notations  are  not 
sufficient evidence that  the necessary 
allocation has been made. 

(ii) A  taxpayer’s procedure for deter- 
mining the time when an expenditure 
is properly chargeable to capital ac- 
count for self-constructed property is a 
method  of   accounting. Under section 
446(e), the  method  of  accounting, once 
adopted, may not be   changed without 
consent of  the Secretary. 
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(4)  Records requirement.  The taxpayer 
shall maintain detailed records which 
permit specific identification of  the 
amounts properly chargeable by the 
taxpayer during each taxable year to 
capital account for each item of  self- 
constructed property. 

(i)  [Reserved] 
(j)   Qualified  progress expenditures  for 

non-self-constructed  property—(1) In gen- 
eral.  Qualified  progress  expenditures 
for  non-self-constructed   property   (as 
defined in paragraph (l)  of  this section) 
are amounts actually paid by the tax- 
payer to another  person for construc- 
tion of   the property, but only to the 
extent  progress is  made in  construc- 
tion.  For  example, such expenditures 
may include payments to the manufac- 
turer of   an item of   progress  expendi- 
ture  property,  payments  to  a  con- 
tractor  building progress expenditure 
property, or payments for engineering 
designs or blueprints that are drawn up 
during the normal construction period. 

(2)   Property  partially  self-constructed. 
If an item of  property is non-self-con- 
structed, but a taxpayer uses its own 
employees to construct a portion of  the 
property, expenditures for construction 
of   that portion  are  made  directly  by 
the taxpayer (see § 1.46–5(h)(1)). Subject 
to the limitations of  paragraph (g)   of 
this  section,  those  expenditures are 
qualified   progress   expenditures    for 
non-self-constructed  property  if  they 
satisfy the requirements of  paragraphs 
(j)  (4),  (5),  and (6) of  this section. Wages 
actually paid to the taxpayer’s employ- 
ees  are  presumed to  correspond to 
progress in  construction.  Other 
amounts,   including   expenditures   for 
materials, parts, and overhead, must be 
actually  paid, not  borrowed from the 
payee,  and  attributable   to  progress 
made in construction by the taxpayer. 

(3)  Property constructed  by   more   than 
one   person. The percentage  of  comple- 
tion limitation (as prescribed in para- 
graph  (j)(6) of   this  section), including 
the presumption of  ratable progress in 
construction,  applies  to  an  item  of 
progress  expenditure  property  as  a 
whole. However, if several manufactur- 
ers or contractors do   work in connec- 
tion  with  the   same  property,  the 
progress that  each person makes to- 
ward completion of  construction of  the 
property  must  be    determined   sepa- 

 
rately. Section 46(d)(3)(B) is then ap- 
plied separately to  amounts paid to 
each manufacturer or contractor based 
on each person’s progress in construc- 
tion.  For  example, assume the  tax- 
payer contracts  with three persons to 
build an item of   equipment. The tax- 
payer contracts  with  A   to  build the 
frame, B  to build the motor, and C  to 
assemble the frame and motor. Assume 
each contract represents 331⁄3  percent of 
the construction costs of  the property. 
If, within the taxable year in which 
construction begins, A and B each com- 
plete 50 percent of  the construction  of 
the frame and motor, respectively, 
amounts paid to A  during that taxable 
year not in excess of  162⁄3   percent of  the 
overall   cost   of     the   property,   and 
amounts paid to B  during that taxable 
year not in excess of  162⁄3   percent of  the 
overall cost of  the property, are quali- 
fied   progress   expenditures.   Section 
46(d)(3)(B) does  not  apply,  however,  to 
persons, such as lower-tier subcontrac- 
tors, that do  not have a direct contrac- 
tual relationship with the taxpayer. If, 
in the above example, A engages a sub- 
contractor  to  construct  part  of    the 
frame,   section   46(d)(3)(B) is   applied 
only to amounts paid by the taxpayer 
to A,  B,  and C,  but the portion of  con- 
struction  completed by A during a tax- 
able year includes the portion com- 
pleted by A’s  subcontractor. 

(4) Requirement of actual payment. 
Qualified   progress   expenditures    for 
non-self-constructed property must be 
actually paid and not merely incurred. 
Amounts paid during the taxable year 
to  another  person for construction  of 
non-self-constructed  property  may  be 
in the form of  money or property (e.g., 
materials).  However, property given as 
payment may be  considered only to the 
extent it will be  includible under § 1.46– 
3(c)  in the basis of  the non-self-con- 
structed property when it is placed in 
service. 

(5) Certain borrowing disregarded. 
Qualified   progress   expenditures    for 
non-self-constructed property do  not 
include any amount paid to another 
person  (the  ‘‘payee’’) for construction 
if the amount is paid out of  funds bor- 
rowed directly or indirectly from the 
payee. Amounts borrowed directly  or 
indirectly  from the payee by any per- 
son that  is  related  to  the  taxpayer 
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(within the meaning of  section 267)  or 
that  is  a  member of   the  same  con- 
trolled  group of   corporations   (as  de- 
fined in section 1563(a)) will  be  consid- 
ered  borrowed indirectly  from  the 
payee. Similarly, amounts borrowed 
under any financing arrangement that 
has the  effect of   making the payee a 
surety will be  considered amounts bor- 
rowed indirectly  by the taxpayer from 
the payee. 

(6)  Percentage of  completion limitation. 
(i)    Under  section   46(d)(3)(B)(ii), pay- 
ments made in any taxable year may 
be  considered qualified progress ex- 
penditures for non-self-constructed 
property only to the extent they are 
attributable  to progress made in con- 
struction (percentage of  completion 
limitation).  Progress will generally be 
measured in terms of  the manufactur- 
er’s incurred cost, as a fraction of  the 
anticipated cost (as adjusted from year 
to year). Architectural or engineering 
estimates  will be   evidence of  progress 
made in construction. Cost accounting 
records  also  will  be   evidence  of 
progress. Progress will be  presumed to 
occur not more rapidly than  ratably 
over the normal construction period. 
However, the taxpayer may rebut the 
presumption by clear and convincing 
evidence of a greater percentage of 
completion. 

(ii) If, after the first year of  construc- 
tion, there is a change in either the 
total cost to the taxpayer or the total 
cost of  construction by another person, 
the taxpayer must recompute the per- 
centage  of   completion  limitation   on 
the basis of  revised cost. However, the 
recomputation   will   affect   only 
amounts allowed as qualified progress 
expenditures in  the  taxable  year  in 
which the change occurs and in subse- 
quent  taxable  years.  The recomputa- 
tion  remains subject to  the  presump- 
tion of  pro rata completion. 

(iii) If, for any taxable year, the 
amount paid to another person for con- 
struction of  an item of  property under 
section   46(d)(3)(B)(i) exceeds  the  per- 
centage of  completion limitation  in 
section   46(d)(3)(B)(ii), the  excess is 
treated as an amount paid to the other 
person for construction for the suc- 
ceeding taxable year. If for any taxable 
year the percentage of  completion lim- 
itation for an item of  property exceeds 

26 CFR Ch. I (4–1–05 Edition) 
 
the amount paid to another during the 
taxable year for construction, the ex- 
cess is added to the percentage of  com- 
pletion limitation for that property for 
the succeeding taxable year. 

(iv) The taxpayer must maintain  de- 
tailed records which permit specific 
identification of   the amounts paid to 
each  person for  construction  of   each 
item of  property and the percentage of 
construction  completed by each person 
for each taxable year. 

(7) Example. The following example il- 
lustrates  paragraph (j)(6) of   this  sec- 
tion. 
 

Example. (i)  Corporation X  agrees to build 
an  airplane  for  corporation  Y,   a  calendar 
year taxpayer. The airplane is non-self-con- 
structed progress expenditure property. 
Physical work on construction  begins on 
January 1, 1980. The normal construction  pe- 
riod for the airplane is five years and the air- 
plane is delivered and placed in service on 
December 31, 1984. 

(ii) The cost of  construction to corporation 
X  is $500,000.  The contract  price is $550,000. 
Corporation Y  makes a $110,000  payment in 
each of  the years 1980 and 1981, an  $85,000 
payment in 1982,  a $135,000  payment in 1983, 
and a $110,000 payment in 1984. 

(iii) For 1980, corporation Y makes an elec- 
tion  under  section  46(d). Progress  is  pre- 
sumed to occur ratably  over the 5-year con- 
struction  period, which is 20 percent in each 
year. Twenty percent of  the contract price is 
$110,000.  The percentage of  completion limi- 
tation for each year, thus, is $110,000. 

(iv) For each of  the years 1980 and 1981, the 
$110,000  payments may be   treated  as quali- 
fied progress expenditures. The payments 
equal the percentage of   completion limita- 
tion. 

(v)   For 1982,  the $85,000  payment  may  be 
treated  as a qualified progress expenditure, 
because it is less than the percentage of  com- 
pletion limitation. The excess of  the percent- 
age of  completion limitation  ($110,000)  over 
the 1982 payment ($85,000)  is added to the per- 
centage  of   completion limitation  for  1983. 
One hundred and ten thousand dollars minus 
$85,000  equals $25,000.  Twenty-five thousand 
dollars plus $110,000  equals $135,000,  which is 
the percentage of  completion limitation  for 
1983. 

(vi) For  1983,  the entire $135,000  payment 
may be  treated as a qualified progress ex- 
penditure. The payment equals the percent- 
age of  completion limitation for 1983. 

(vii) For 1984, no qualified progress expend- 
itures  may be   taken  into account, because 
the airplane is placed in service in that year. 
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(viii) See example 2  of  paragraph  (r)(4) of 
this section for the result if Y  sells its con- 
tract rights  to the property  on December 31, 
1982. 

(k) Definition of  self-constructed  prop- 
erty—(1)  In  general. Property   is  self- 
constructed property if it is reasonable 
to believe that  more than half of  the 
construction expenditures for the prop- 
erty will be  made directly by the tax- 
payer. Construction expenditures made 
directly by the taxpayer include direct 
costs such as wages and materials  and 
indirect costs such as overhead attrib- 
utable to construction of  the property. 
Expenditures for direct and indirect 
costs of  construction will be  treated as 
construction  expenditures  made di- 
rectly by the taxpayer only to the ex- 
tent  that   the  expenditures directly 
benefit the  construction of   the  prop- 
erty   by  employees of    the  taxpayer. 
Thus, wages paid to taxpayers’s em- 
ployees and expenditures for basic con- 
struction   materials,   such  as   sheet 
metal,  lumber, glass, and nails, which 
are used by employees of  the taxpayer 
to construct progress expenditure prop- 
erty, will be   considered made directly 
by the taxpayer. Construction expendi- 
tures made by the taxpayer to a con- 
tractor   or  manufacturer,  in  general, 
will not be  considered made directly by 
the taxpayer. Thus, the cost of  compo- 
nent parts, such as boilers and tur- 
bines, which are purchased and merely 
installed or assembled by the taxpayer, 
will  not  be    considered  expenditures 
made directly by the taxpayer for con- 
struction. (See   paragraph  (h)(3) of  this 
section to determine when such cost is 
properly chargeable to  capital  ac- 
count.) 

(2) Time when determination made. The 
determination of   whether property  is 
self-constructed is to be   made at  the 
close of  the taxable year in which phys- 
ical work on construction  of  the prop- 
erty begins, or, if later, the close of  the 
first taxable year to which an election 
under this  section applies. Once it  is 
reasonably estimated that  more than 
half of   construction  expenditures will 
be  made directly by the taxpayer, the 
fact the taxpayer actually makes half, 
or less than half, of  the expenditures 
directly will not affect classification of 
the property as self-constructed prop- 
erty.  Similarly, once a determination 

 
has been made, classification  of  prop- 
erty as self-constructed property is not 
affected by a change in circumstances 
in a later taxable year. However, a sig- 
nificant error unrelated to a change in 
circumstances  may  be    evidence  that 
the estimate  was unreasonable when 
made. 

(3) Determination based on  certain ex- 
penditures. For purposes of  determining 
whether more than half of  the expendi- 
tures for construction of  an item of 
property will be   made directly by the 
taxpayer, the taxpayer may take into 
account only expenditures properly in- 
cludable by the taxpayer in the basis of 
the  property  under  the  provisions of 
§ 1.46–3(c).  Thus,  property  is  self-con- 
structed property only if more than 
half of  the estimated basis of  the prop- 
erty to be  used for purposes of  deter- 
mining the credit allowed by section 38 
is attributable  to expenditures made 
directly by the taxpayer. 

(l)  Definition of non-self-constructed 
property. Non-self-constructed  property 
is property that is not self-constructed 
property. Thus, property is non-self- 
constructed property if it is reasonable 
to believe that only half, or less than 
half, of  the expenditures for construc- 
tion will be  made directly by the tax- 
payer. 

(m) Alternative limitations for  public 
utility,  railroad, or  airline property. The 
alternative  limitations  on qualified in- 
vestment under section 46(a)  (7)  and (8) 
for public utility,  railroad, or airline 
property (whichever applies) apply in 
determining the credit for qualified 
progress expenditures. The determina- 
tion of  whether progress expenditure 
property  will  be   public utility,  rail- 
road, or airline property (whichever ap- 
plies) when placed in service must  be 
made at the close of  the taxable year in 
which physical work on construction 
begins or, if later, at the close of  the 
first taxable year for which an election 
under section 46(d)   is in effect. If, at 
that time, the taxpayer is in a trade or 
business as a public utility, railroad, or 
airline    (as    described   in    section 
46(c)(3)(B) and  46(a)(8) (D)   and (E), re- 
spectively), it is evidence the property 
will be  public utility,  railroad, or air- 
line property when placed in service. 

(n)   Leased  property.  A  lessor  of 
progress expenditure property may not 
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elect under section 48(d)  to treat a les- 
see (or a person who will be  a lessee) as 
having made qualified progress expend- 
itures. 

(o)   Election—(1) In general. The elec- 
tion under section 46(d)(6)  to increase 
qualified  investment  by  qualified 
progress expenditures may be  made for 
any taxable year ending after  Decem- 
ber 31, 1974. Except as provided in para- 
graph (o)(2) of  this section, the election 
is effective for the  first  taxable year 
for which it is made and for all taxable 
years thereafter  unless it  is revoked 
with the consent of  the Commissioner. 
Except as provided in paragraphs (o)  (2) 
and (3)  of  this section, the election ap- 
plies to all qualified progress expendi- 
tures made by the taypayer during the 
taxable year for construction of  any 
progress  expenditure  property.  Thus, 
the taxpayer may not make the elec- 
tion for one item of  progress expendi- 
ture property and not for other items. 
If  progress  expenditure  property   is 
being constructed by or for a partner- 
ship, S corporation  (as defined in sec- 
tion  1361(a)), trust,  or estate, an elec- 
tion   under  section   46(d)(6) must   be 
made separately by each partner or 
shareholder, or each beneficiary if the 
beneficiary, in determining his tax li- 
ability,  would be   allowed investment 
credit under section 38 for property 
subject to  the  election. The election 
may not be  made by a partnership or S 
corporation,  and  may  be   made by a 
trust  or estate only if the trust  or es- 
tate,  in determining its tax liability, 
would  be   allowed investment credit 
under section 38 for property subject to 
the election. The election of  any part- 
ner, shareholder, beneficiary, trust,  or 
estate will be  effective for that person, 
even if a related partner,  shareholder, 
beneficiary, trust,  or estate  does not 
make the  election. An   election  made 
by a partner,  shareholder, beneficiary, 
trust,  or estate applies to all progress 
expenditure  property  of   that  person. 
For example, an election made by cor- 
poration X,  which is a partner in the 
XYZ partnership,  applies  to  progress 
expenditure property the corporation 
holds in its own capacity and also to 
its interest  in progress expenditure 
property of  the partnership. 

(2) Time and manner of  making election. 
An  election under section 46(d)(6) must 
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be   made on Form  3468  and filed with 
the original income tax return for the 
first  taxable year ending after  Decem- 
ber 31,  1974  to which the election will 
apply. An   election  made before March 
2,  1988,  by filing a written statement 
(whether or not attached to the income 
tax  return)  will be   considered valid. 
The election may not be   made on an 
amended return  filed after  the  time 
prescribed for filing the original return 
(including extensions) for that  taxable 
year.  However, an election under this 
section may be  made or revoked by fil- 
ing a statement  with an amended re- 
turn  filed on or before May 31,  1988,  if 
the due date for filing a return for the 
first taxable year to which the election 
applies is before May 31, 1988. 

(3)  Carryover of  election in certain 
transactions. In  general,  and  election 
under  section   46(d)(6) does not  carry 
over to the transferee of   progress  ex- 
penditure property (or an interest 
therein).   However, if  under  section 
47(b)  the property does not cease to be 
progress expenditure property  because 
of  the transfer, the election will carry 
over to the transferee. If so, the elec- 
tion will apply only to the property 
transferred. For rules relating to the 
determination of  qualified progress ex- 
penditures of  the transferee, see para- 
graph (r) of  this section. 

(p)  Partnerships, S  corporations, trusts, 
or  estates—(1) In general. Each partner, 
shareholder, trust,  estate, or bene- 
ficiary of  a trust or estate that makes 
an  election  under  section  46(d)   shall 
take into account its share of  qualified 
progress  expenditures  (determined 
under  paragraph  (p)(2) of  this section) 
made by  the  partnership,  S  corpora- 
tion, trust, or estate. In determining 
qualified investment for the year in 
which the property is placed in service, 
the basis of  the property is apportioned 
as provided in §§ 1.46–3(f), 1.48–6,  or 1.48– 
5   (whichever applies). Each partner, 
shareholder, trust,  estate, or bene- 
ficiary that made the election must re- 
duce  qualified  investment   under  sec- 
tion 46(c)(4) for the year the property is 
placed in service by qualified progress 
expenditures  taken   into  account  by 
that person. 

(2) Determination of share of qualified 
progress expenditures. The  share  of 
qualified progress expenditures of  each 
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partner, shareholder, trust,  estate,  or 
beneficiary  that   makes  an  election 
under section 46(d)  must be  determined 
in accordance with the same ratio used 
under §§ 1.46–3(f)(2), 1.48–5(a)(1), or  1.48– 
6(a)(1) (whichever  applies) to determine 
its  share of   basis (or cost). The last 
sentence of  § 1.46–3(f)(2)(i)  must be   ap- 
plied by referring to the date on which 
qualified  progress  expenditures  are 
paid or chargeable to capital  amount 
(whichever is applicable). 

(3)  Examples. The followng examples 
illustrate this paragraph (p). 

Example 1.  (i)   Corporation X  contracts to 
build a ship for partnership AB  that qualifies 
as progress expenditure  property.  The con- 
tract price is $100,000.  Physical work on con- 
struction of   the  ship begins on January  1, 
1980. The ship is placed in service on Decem- 
ber 31, 1983. 

(ii) The AB  partnership reports income on 
the calendar year basis. Partners  A  and  B 
share profits equally. For A’s  taxable year 
ending December 31,  1980,  A  makes an elec- 
tion under section 46(d)  B  does not make the 
election. 

(iii) For each of  the years 1980,  1981,  1982, 
and 1983, the AB  partnership makes $25,000 
payments to  corporation X.   The payments 
made  in  1980,   1981,   and  1982   are  qualified 
progress expenditures.  The 1983  payment is 
not a qualified progress expenditure, because 
the ship is placed in service in that year. 

(iv) For  each of   the years 1980,  1981,  and 
1982,  A  may take into account qualified 
progress  expenditures  of   $12,500   because   A 
had a 50 percent partnership interest in each 
of  those years. 

(v)   For 1983,  qualified investment for the 
ship is $100,000.  A  and B’s   share are $50,000 
each, because each had a 50 percent partner- 
ship interest in 1983. However, A must reduce 
its  $50,000   share  for  1983   by  $37,500,    the 
amount of  qualified progress expenditures 
taken into account by A.  B’s  share is not re- 
duced, because B  did not take into account 
qualified progess expenditures. 

Example 2.  (i)  The facts are the same as in 
example 1  except that  on June 30,  1983,  the 
partnership agreement is amended to admit 
a new partner, C. The partners agree to share 
profits  equally. There is no special alloca- 
tion in effect under section 704 with respect 
to the ship. 

(ii) For  each of   the years 1980,  1981,  and 
1982,  A  may take into account qualified 
progress  expenditures  of   $12,500   because   A 
has a 50 percent partnership interest in those 
years. 

(iii) For 1983,  A,  B,  and C’s  share of  quali- 
fied investment is $33,333  each, because each 
had a  331⁄3     percent partnership interest  in 
that year. A  must reduce its share to zero, 

 
because it took $37,500 into account as quali- 
fied progress expenditures. In addition, the 
excess of  the $37,500  over the $33,333  applied 
as a reduction is subject to recapture under 
section 47(a)(3)(B). B  and C’s  shares are not 
reduced, because neither taxpayer took into 
account qualified progress expenditures. 

(q)  Limitation on  qualified progress ex- 
penditures for  taxable years beginning be- 
fore   1980—(1)  In general. (i)   Under sec- 
tion 46(d)(7), qualified progress expend- 
itures for any taxable year beginning 
before January 1, 1980, are limited. The 
taxpayer must apply the limitation 
under  section   46(d)(7) on  an  item  by 
item  basis. In  general, the  taxpayer 
may take into account the applicable 
percentage (as determined under the 
table in section 46(d)(7)(A)) of  qualified 
progress expenditures for each of  those 
years. In addition, the  taxpayer  may 
take  into  account  for each of   those 
years  20   percent  of   qualified  invest- 
ment for each of  the preceding taxable 
years determined without applying the 
limitations of  section 46(d)(7). 

(ii) The applicable percentage under 
section 46(d)(7)(A) may  be  applied only 
for one taxable year that ends within a 
calendar year in determining qualified 
investment for an item of  progress ex- 
penditure property. For example, cal- 
endar year partners of  a calendar year 
partnership  may increase qualified in- 
vestment   for  1976   by  20   percent   of 
qualified  progress  expenditures  made 
in 1975  for an item of  property. If the 
partnership  incorporates  in  1976   and 
the taxable year of  the corporation be- 
gins on July 1,  1976,  and ends on June 
30, 1977, qualified investment of  the 
corporation for its taxable year begin- 
ning  on  July  1,   1976,   cannot  be    in- 
creased by 20 percent of  the 1975 ex- 
penditure. 

(2) Example. The following example il- 
lustrates this paragraph (q). 

Example. (i)   Corporation X  contracts with 
A on January 1, 1976, to build an electric gen- 
erator that  qualifies as non-self-constructed 
progress expenditure property. A  will build 
the generator at a cost of  $125,000.  Corpora- 
tion X  agrees to pay A  $150,000.  Corporation 
X  reports income on the calendar year basis. 
Corporation X  makes an election under sec- 
tion 46(d)  for 1976. Physical work on con- 
struction begins on January 1, 1976. Corpora- 
tion X makes payments of  $30,000 to A for 
construction of  the generator in each of  the 
years 1976,  1977,  1978,  1979,  and 1980.  A  incurs 
a cost of   $25,000  in each of   those years for 
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construction of  the property. The property is 
placed in service in 1980. 

(ii) For 1976,  X  may increase qualified in- 
vestment  by $12,000,  40  percent of   the pay- 
ment made in 1976. 

(iii) For 1977,  corporation X  may increase 
qualified investment by $24,000. Eighteen 
thousand dollars of  that amount is 60 percent 
of  the 1977 payment. The remaining $6,000  is 
20  percent of   the $30,000  payment made in 
1976. 

(iv) For 1978,  corporation X  may increase 
qualified investment  by $36,000.  Twenty-four 
thousand dollars of   that  amount is 80  per- 
cent  of   the  1978   payment.  The  remaining 
$12,000  is 20  percent of   the $30,000  payment 
made in 1976, plus 20 percent of  the $30,000 
payment made in 1977. 

(v)   For 1979,  corporation X  may increase 
qualified investment by $48,000.  Thirty thou- 
sand dollars of  that amount is 100 percent of 
the 1979  payment. The remaining $18,000  of 
that amount is 20 percent of  the $30,000 pay- 
ments made in each of  the years 1976,  1977, 
and 1978. 

(vi) Qualified investment for corporation X 
for 1980 is $30,000.  The $30,000 is the basis (or 
cost) of  the generator ($150,000),   reduced by 
qualified progress expenditures allowed with 
respect to that property ($120,000). 

(r) Special rules for  transferred prop- 
erty—(1) In general. A  transferee  of 
progress expenditure property (or an 
interest  therein)  may  take  into  ac- 
count  qualified  progress expenditures 
for the property only if— 

(i)  The property is progress expendi- 
ture property in the hands of  the trans- 
feree, and 

(ii) The transferee makes an election 
under  section  46(d)    or  the  election 
made by the transferor (or its prede- 
cessor) carries over to  the  transferee 
under paragraph (o)(3) of  this section. 

(2)  Status as  progress expenditure  prop- 
erty. (i)   If the transfer  requires recap- 
ture  under  section  47(a)(3) and  § 1.47– 
1(g)  (or would require recapture  if the 
transferor had made an election under 
section 46(d)), then— 

(A)   For  purposes of   determining  if 
the property is progress expenditure 
property in the hands of  the transferee, 
the normal construction period for the 
property  begins  on  the  date  of    the 
transfer, or, if later, on the first day of 
the  first  taxable year for which the 
transferee makes an election under 
section 46(d), and 

(B)   For  purposes of   determining 
whether  the  property  is  self-con- 
structed or non-self-constructed in the 
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hands  of   the  transferee, the  amount 
paid or incurred for the transfer of  the 
property will not be  considered a con- 
struction expenditure made directly by 
the transferee. 

(ii) If the  transfer  does not  require 
recapture   under  section  47(a)(3) and 
§ 1.47–1(g), and the election carries over 
to the taxpayer under paragraph (o)(3) 
of  this section, the property does not 
lose its status  as progress expenditure 
property because of  the transfer. 

(3)  Amount of  qualified progress ex- 
penditures for  transferee. (i)  If the trans- 
fer does not require recapture under 
section  47(a)(3) and  § 147–1(g),  and the 
election carries over to the taxpayer 
under  paragraph  (o)(3) of  this section, 
the  transferee must determine its 
qualified progress expenditures— 

(A)   By   using  the  same  normal  con- 
struction period used by the transferor, 

(B)  By   treating the property  as hav- 
ing the same status as self-constructed 
or non-self-constructed as the property 
had in the hands of  the transferor,  and 

(C)     In   the   case   of     non-self-con- 
structed  property, by taking  into  ac- 
count any excess described in section 
46(d)(4)(C)(i) (relating  to the excess of 
payments over the percentage-of-com- 
pletion      limitation)      or      section 
46(d)(4)(C)(ii) (relating to the excess of 
the  percentage-of-completion limita- 
tion  over  the  amount  of    payments) 
that  the transferor would have taken 
into account with respect to that prop- 
erty. 

(ii) If the transfer requires recapture 
under section 47(a)(3) and  § 1.47–1(g) (or 
would require recapture if the trans- 
feror had made an election under sec- 
tion  46(d)), the amount paid or incurred 
for the  transfer  will be   considered a 
payment for construction of  that prop- 
erty to the extent that— 

(A)   It  is properly includible in the 
basis of  the property under § 1.46–3(c), 

(B)     The  taxpayer  can  show  the 
amount is attributable to construction 
costs paid or chargeable to capital ac- 
count by the transferor or other person 
after physical work on construction  of 
the property began, and 

(C)  It does not exceed the amount by 
which the transferor has increased 
qualified  investment  for  qualified 
progress expenditures incurred with re- 
spect to  the  property  (or would have 
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increased qualified investment but for 
the  ‘‘lesser of’’   limitation  of   section 
46(d)(3)(B) or the absence of  an election 
under  section  46(d)), plus any amount 
that  would have been treated  as a 
qualified progress expenditure by the 
transferor had the property not been 
transferred. 
Once the status  of  the property as self- 
constructed or non-self-constructed 
property in the hands of  the transferee 
has  been determined,  all  rules  under 
this   section   for   determining  the 
amount of  qualified progress expendi- 
tures for that  type of  property apply. 
For  example, if the  property  is  non- 
self-constructed in the hands of  the 
transferee,  amounts  merely  incurred 
(but not paid) for the transfer are not 
taken  into  account  as  qualified 
progress expenditures. Actual payment 
is necessary (see paragraph (j)(3) of  this 
section).      In      applying      section 
46(d)(3)(B)(ii), the amount paid or in- 
curred for the transfer (to the extent 
that it qualifies as a payment for con- 
struction  under the  first  sentence of 
this  paragraph  (r)(3)(ii)) is considered 
to be   part of   the overall cost to the 
transferee of  construction by another 
person, and the portion of  construction 
which is completed during the taxable 
year is determined by taking  into ac- 
count construction that was completed 
before the constructed property was ac- 
quired by the transferee. If the trans- 
feree makes an election under section 
46(d)   and this  section for the  taxable 
year in which the transfer occurs, then 
for purposes of  applying the presump- 
tion   in  section   46(d)(4)(D) that  con- 
struction  is deemed to occur not more 
rapidly than  ratably  over the normal 
construction period, the transferee’s 
normal construction period is consid- 
ered  to  have  begun on  the  date  on 
which physical work on construction of 
the acquired property began. 

(4)  Examples. The following examples 
illustrate this paragraph (r). 

Example 1.  Corporation X  begins physical 
work  on  construction  of   progress  expendi- 
ture property for corporation Y  on January 
1,  1976.  Y  accurately estimates a 3-year nor- 
mal construction period and elects under 
section  46(d)   on its  return  for its  taxable 
year ending December 31, 1976. On  January 1, 
1978, Y sells the contract rights for construc- 
tion of  the property to corporation Z,  which 
uses a fiscal year ending June 30.  Qualified 

 
progress expenditures allowed to  Y  in 1976 
and 1977 are subject to recapture under sec- 
tion  47(a)(3). Because  Z’s   normal  construc- 
tion  period for the  property is less than  2 
years (January 1, 1978 to January 1, 1979), the 
property  is  not  progress expenditure  prop- 
erty in Z’s  hands. Z  may not elect progress 
expenditure treatment for the property. 

Example 2.  (i)  Assume the same facts as in 
the  example in paragraph (j)(7) of  this  sec- 
tion, except, on December 31, 1982, Y sells its 
contract rights to the property for $340,000 to 
corporation Z,  which also uses the calendar 
year. Z  pays Y  the full $340,000 on that date. 
The property is still to be  placed in service 
on December 31,  1984,  and will not be  avail- 
able for placing in service at an earlier date. 
Z makes payments to X of  $135,000 on Decem- 
ber 31, 1983, and $110,000 on December 31, 1984. 

(ii) The investment credit allowed Y in 1980 
and 1981  for qualified progress expenditures 
is subject to recapture under section 47(a)(3) 
and Y  may not treat its $85,000  payment in 
1982 as a qualified progress expenditure. 

(iii) For purposes of  determining if the air- 
plane is qualified progress expenditure prop- 
erty with respect to Z,  the normal construc- 
tion period for the property for Z  begins on 
December 31, 1982, the date of  transfer. Since 
the  remaining  construction  period  is  two 
years, the  property is progress expenditure 
property  if  it   otherwise  qualifies  in  Z’s 
hands. 

(iv) Only $305,000 of  the $340,000 payment to 
Y can qualify as a qualified progress expendi- 
ture, because only that  amount is attrib- 
utable to construction costs paid by Y  and 
does not exceed the  sum of  the amount by 
which  Y   increased qualified investment in 
1980 and 1981 for qualified progress expendi- 
tures ($220,000)  and the amount that Y would 
have treated as a qualified progress expendi- 
ture in 1982 ($85,000). 

(v)   Assume that  Z   cannot establish that 
progress in construction has been completed 
more rapidly than ratably. If Z  makes an 
election under section 46(d)  for 1982, then for 
purposes of  applying the percentage of  com- 
pletion limitation, Z’s  normal construction 
period is considered to begin on January  1, 
1980.  Progress is presumed to occur ratably 
over the 5-year construction period, which is 
20 percent in each year. 

(vi) For 1982,  Z  may treat the full $305,000 
as a qualified progress expenditure because 
it is less than the percentage of  completion 
limitation, $330,000  ($110,000  a year for 1980, 
1981, and  1982). 

(vii)  For  1983,   Z   may  treat  the  entire 
$135,000 payment as a qualified progress ex- 
penditure, since it does not exceed the per- 
centage  of   completion limitation   for  that 
year, $135,000  ($110,000  plus the $25,000  excess 
from 1982). 

(viii) For Z’s   taxable year ending  Decem- 
ber 31,  1984,  no  qualified  progress  expendi- 
tures may be  taken into account because the 
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property is placed in service during that 
year. 

[T.D.  8183,  53  FR 6618,  Mar.  2,  1988;  53  FR 
11162, Apr. 5, 1988] 

 
§ 1.46–6  Limitation  in  case  of   certain 

regulated companies. 
(a)  In  general—(1) Scope  of   section. 

This section does not reflect amend- 
ments made to section 46  after enact- 
ment of  the Revenue Act of  1971, other 
than the redesignation of  section 46(e) 
as section 46(f)   by the  Tax Reduction 
Act of  1975. 

(2)  Disallowance of  credit. Under sec- 
tion 46(f),  a credit otherwise allowable 
under section 38 (‘‘credit’’) will be  dis- 
allowed in certain cases with respect to 
‘‘section 46(f)   property’’ as defined in 
paragraph  (b)(1) of  this section. Para- 
graph (f)  of  this section describes cir- 
cumstances under which a determina- 
tion  put  into  effect by a  regulatory 
body will result  in the disallowance of 
the credit. Such a determination will 
result in a disallowance only if section 
46(f)  (1)  or (2)  applies to such property 
and such determination affects the tax- 
payer’s cost of  service or rate base in a 
manner inconsistent with section 46(f) 
(1) or (2) (whichever is applicable). 

(3)  General rules. The provisions  of 
section 46(f)  (1)  and (2)  are limitations 
on the treatment of  the credit for rate- 
making  purposes  and  for  purposes  of 
the  taxpayer’s regulated books of   ac- 
count only. Under the provisions of 
section 46(f)(1), the credit may not be 
flowed through to income (i.e., used to 
reduce taxpayer’s cost of   service) but 
in certain circumstances may be   used 
to reduce rate base (provided that  such 
reduction is restored not less rapidly 
than ratably). If an election is made 
under section 46(f)(2), the credit may be 
flowed through  to  income (but  not 
more rapidly than ratably) and there 
may not be  any reduction in rate base. 
If an  election  is  made under section 
46(f)(3), none  of  the limitations of  sec- 
tion 46(f)  (1)  or (2)  apply to certain sec- 
tion  46(f)    property  of    the  taxpayer. 
Thus, under the  provisions of   section 
46(f)(3), no  credit  is  disallowed  if  the 
credit is treated in any manner for 
ratemaking  purposes, including any 
manner of  treatment  permitted under 
the limitations of   section 46(f)   (1)   or 
(2). 
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(4) Elections. For rules relating to the 
manner of  making, on or before March 
9, 1972, the three elections listed in sec- 
tion 46(f)   (1),   (2),   and (3),   see 26  CFR 
12.3.  For rules relating to the applica- 
tion of   such elections,  see paragraph 
(h)  of  this section. 

(5)  Cross  references. For rules with re- 
spect to the treatment of  corporate re- 
organizations, asset acquisitions, and 
taxpayers subject to the jurisdiction of 
more than  one regulatory body, etc., 
see paragraph (j)  of  this section. 

(6)  Nonapplication of  prior law. Under 
section 105  (e)   of   the  Revenue Act of 
1971, section 203 (e)  of  the Revenue Act 
of  1964,  78  Stat. 35,  does not apply to 
section 46(f)  property. 

(b)   Definitions. For  purposes of   this 
section,    the    following   definitions 
apply: 

(1)    Section   46(f)    property.  ‘‘Section 
46(f)  property’’ is property described in 
section 50 that is— 

(i)  Public utility property within the 
meaning  of   section   46(c)(3)(B) (other 
than nonregulated communication 
property  described in  § 1.46–3(g)(2)(iv)) 
or 

(ii) Property used predominantly in 
the trade or business of  the furnishing 
or sale of  steam through a local dis- 
tribution  system  or  of   the  transpor- 
tation of  gas or steam  by pipeline, if 
the rates for the trade or business are 
regulated within the meaning of  § 1.46– 
3(g)(2)(iii). 
For purposes of  determining whether 
property is used predominantly in the 
trade or business of  transportation  of 
gas by pipeline (or of  transportation  of 
gas  by  pipeline  and  of   furnishing  or 
sale of  gas through a local distribution 
system), the rules prescribed in § 1.46– 
3(g)(4) apply  except  that  accounts 365 
through 371 inclusive (Transmission 
Plant) are added to the accounts listed 
in § 1.46–3(g)(4)(i). 

(2)  Cost  of  service. (i)(A) For purposes 
of  this section, ‘‘cost of  service’’ is the 
amount required by a taxpayer to pro- 
vide regulated  goods or services. Cost 
of service includes operating expenses 
(including salaries,  cost  of   materials, 


