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Reg. Section 1.48-12(c)(5) 
Qualified rehabilitated building; expenditures incurred after December 31, 1981.  
 
 
(c) Definition of qualified rehabilitation expenditures— 
 

(1) In general. Except as otherwise provided in paragraph (c)(7) of this section, the term 
"qualified rehabilitation expenditure" means any amount that is— 

 
(i) Properly chargeable to capital account (as described in paragraph (c)(2) of this 

section), 
 

(ii) Incurred by the taxpayer after December 31, 1981 (as described in paragraph (c)(3) of 
this section), 

 
(iii)For property for which depreciation is allowable under section 168 and which is real 

property described in paragraph (c)(4) of this section, and 
 

(iv) Made in connection with the rehabilitation of a qualified rehabilitated building (as 
described in paragraph (c)(5) of this section). 

 
(2) Chargeable to capital account. For purposes of paragraph (c)(1) of this section, amounts 

are chargeable to capital account if they are properly includible in computing basis of real 
property under § 1.46-3(c). Amounts treated as an expense and deducted in the year they 
are paid or incurred or amounts that are otherwise not added to the basis of real property 
described in paragraph (c)(4) of this section do not qualify. For purposes of this 
paragraph (c), amounts incurred for architectural and engineering fees, site survey fees, 
legal expenses, insurance premiums, development fees, and other construction related 
costs, satisfy the requirement of this paragraph (c)(2) if they are added to the basis of real 
property that is described in paragraph (c)(4) of this section. Construction period interest 
and taxes that are amortized under section 189 (as in effect prior to its repeal by the Tax 
Reform Act of 1986) do not satisfy the requirement of this paragraph (c)(2). If, however, 
such interest and taxes are treated by the taxpayer as chargeable to capital account with 
respect to property described in paragraph (c)(4) of this section, they shall be treated in 
the same manner as other costs described in this paragraph (c)(2). Any construction 
period interest or taxes or other fees or costs incurred in connection with the acquisition 
of a building, any interest in a building, or land, are subject to paragraph (c)(7)(ii) of this 
section. See paragraph (c)(9) of this section for additional rules concerning interest. 

 
(3) Incurred by the taxpayer— 

 
(i) In general. Qualified rehabilitation expenditures are incurred by the taxpayer for 

purposes of this section on the date such expenditures would be considered incurred 
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under an accrual method of accounting, regardless of the method of accounting used 
by the taxpayer with respect to other items of income and expense. If qualified 
rehabilitation expenditures are treated as having been incurred by a taxpayer under 
paragraph (c)(3)(ii) of this section, the taxpayer shall be treated as having incurred the 
expenditures on the date such expenditures were incurred by the transferor. 

 
(ii) Qualified rehabilitation expenditures treated as incurred by the taxpayer— 

 
(A) Where rehabilitation expenditures are incurred with respect to a building by a 

person (or persons) other than the taxpayer and the taxpayer subsequently 
acquires the building, or a portion of the building to which some or all of the 
expenditures are allocable (e.g., a condominium unit to which rehabilitation 
expenditures have been allocated), the taxpayer acquiring such property shall be 
treated as having incurred the rehabilitation expenditures actually incurred by the 
transferor (or treated as incurred by the transferor under this paragraph (c)(3)(ii)) 
allocable to the acquired property, provided that— 

 
(1) The building, or the portion of the building, acquired by the taxpayer was not 

used (or, if later, was not placed in service (as defined in paragraph (f)(2) of 
this section)) after the rehabilitation expenditures were incurred and prior to 
the date of acquisition, and 

 
(2) No credit with respect to such qualified rehabilitation expenditures is claimed 

by anyone other than the taxpayer acquiring the property. For purposes of this 
paragraph (c)(3)(ii), use shall mean actual use, whether personal or business. 
In the case of a building that is divided into condominium units, expenditures 
attributable to the common elements shall be allocable to the individual 
condominium units in accordance with the principles of paragraph (c)(10)(ii) 
of this section. Furthermore, for purpose of this paragraph (c)(3)(ii), a 
condominium unit's share of the common elements shall not be considered to 
have been used (or placed in service) prior to the time that the particular 
condominium unit is used. 

 
(B) The amount of rehabilitation expenditures described in paragraph (c)(3)(ii)(A) of 

this section treated as incurred by the taxpayer under this paragraph shall be the 
lesser of— 

 
(1) The amount of rehabilitation expenditures incurred before the date on which 

the taxpayer acquired the building (or portion thereof) to which the 
rehabilitation expenditures are attributable, or 

 
(2) The portion of the taxpayer's cost or other basis for the property that is 

properly allocable to the property resulting from the rehabilitation 
expenditures described in paragraph (c)(3)(ii)(B)(1) of this section. 

 
(C) For purposes of this paragraph (c)(3)(ii), the amount of rehabilitation expenditures 

treated as incurred by the taxpayer under this paragraph (c) shall not be treated as 
costs for the acquisition of a building. The portion of the cost of acquiring a 
building (or an interest therein) that is not treated under this paragraph as 



qualified rehabilitation expenditures incurred by the taxpayer is not treated as 
section 38 property in the hands of the acquiring taxpayer. (See paragraph 
(c)(7)(ii) of this section.) (See paragraph (b)(2)(vii) for rules concerning the 
application of the substantial rehabilitation test when expenditures are treated as 
incurred by the taxpayer.) 

 
(iii)Examples. The provisions of this paragraph (c) may be illustrated by the following 

examples: 
 

Example 1. In 1981, A, a taxpayer using the cash receipts and disbursements method 
of accounting, commenced the rehabilitation of a 30-year old building. In June 1981, 
A signed a contract with a plumbing contractor for replacement of the plumbing in 
the building. A agreed to pay the contractor as soon as the work was completed. The 
work was completed in December 1981, but A did not pay the amount due until 
January 15, 1982. The expenditures for the plumbing are not qualified rehabilitation 
expenditures (within the meaning of this paragraph (c)) because they were not 
incurred under an accrual method of accounting after December 31, 1981. 

 
Example 2. B incurred qualified rehabilitation expenditures of $300,000 with respect 
to an existing building between January 1, 1982, and May 15, 1982, and then sold the 
building to C on June 1, 1982. The portion of the building to which the expenditures 
were allocable was not used by B or any other person during the period from January 
1, 1982, to June 1, 1982, and neither B nor any other person claimed the credit. 
Consequently, C will be treated as having incurred the expenditures on the dates that 
B incurred the expenditures. 

 
Example 3. D, a taxpayer using the cash receipts and disbursements method of 
accounting, begins the rehabilitation of a building on January 11, 1982. Prior to May 
1, 1982, D makes rehabilitation expenditures of $16,000. On May 3, 1982, D sells the 
building, the land, and the property attributable to the rehabilitation expenditures to E 
for $35,000. The purchase price is properly allocable as follows: 

 
Land $5,000 
Existing building 11,000 
Property attributable to rehabilitation 
expenditures 

19,000 

Total purchase price 35,000 
 
 

The property attributable to the rehabilitation expenditures is placed in service by E 
on September 5, 1982. E may treat a portion of the $35,000 purchase price as 
rehabilitation expenditures paid or incurred by him. Since the rehabilitation 
expenditures paid by D ($16,000) are less than the portion of the purchase price 
properly allocable to property attributable to these expenditures ($19,000), E may 
treat only $16,000 as rehabilitation expenditures paid or incurred by him. The excess 
of the purchase price allocable to rehabilitation expenditures ($19,000) over the 
rehabilitation expenditures paid by D ($16,000), or $3,000, is treated as the cost of 
acquiring an interest in the building and is not a qualified rehabilitation expenditure 
treated as incurred by E. 



 
Example 4. The facts are the same as in example 3, except that the purchase price 
properly allocable to the property attributable to rehabilitation expenditures is 
$15,000. Under these circumstances, E may treat only $15,000 of D's $16,000 
expenditures as rehabilitation expenditures paid by D. The excess of the rehabilitation 
expenditures paid by D ($16,000) over the purchase price allocable to rehabilitation 
expenditures ($15,000), or $1,000, is treated as the cost of acquiring an interest in the 
building and is not a qualified rehabilitation expenditure treated as incurred by E. 

 
(4) Incurred for depreciable real property— 

 
(i) Property placed in service after December 31, 1986. Except as otherwise provided in 

paragraph (c)(4)(ii) of this section (relating to certain property that qualifies under a 
transition rule), in the case of property placed in service after December 31, 1986, an 
expenditure is incurred for depreciable real property for purposes of paragraph 
(c)(1)(iii) of this section, only if it is added to the depreciable basis of depreciable 
property which is— 

 
(A) Nonresidential real property, 

 
(B) Residential rental property, 

 
(C) Real property which has a class life of more than 12.5 years, or 

 
(D) An addition or improvement to property described in paragraph (c)(4)(i) (A), (B), 

or (C) of this section. 
 

For purposes of this paragraph (c)(4)(i), the terms "nonresidential real property", 
"residential rental property", and "class life" have the respective meanings given 
to such terms by section 168 and the regulations thereunder. 

 
(ii) Property placed in service before January 1, 1987, and property that qualifies under a 

transition rule. In the case of property placed in service before January 1, 1987, and 
property placed in service after December 31, 1986, that qualifies for the transition 
rules in paragraph (a)(2)(iv) (B) or (C) of this section, an expenditure attributable to 
such property shall be a qualified rehabilitation expenditure only if such expenditure 
is incurred for property that is real property (or additions or improvements to real 
property) with a recovery period (within the meaning of section 168 as in effect prior 
to its amendment by the Tax Reform Act of 1986) of 19 years (15 years for low-
income housing) and if the other requirements of this paragraph (c) are met. For 
purposes of this section, an expenditure is incurred for recovery property having a 
recovery period of 19 years only if the amount of the expenditure is added to the basis 
of property which is 19-year real property or 15-year real property in the case of low-
income housing. For purposes of this section, the term "low-income housing" has the 
meaning given such term by section 168(c)(2)(F) (as in effect prior to the 
amendments made by the Tax Reform Act of 1986). 

 
(5) Made in connection with the rehabilitation of a qualified rehabilitated building. In order 

for an expenditure to be a qualified rehabilitation expenditure, such expenditure must be 



incurred in connection with a rehabilitation (as defined in paragraph (b)(2)(iv) of this 
section) of a qualified rehabilitated building. Expenditures attributable to work done to 
facilities related to a building (e.g., sidewalk, parking lot, landscaping) are not considered 
made in connection with the rehabilitation of a qualified rehabilitated building. 

 
(6) When expenditures may be incurred. An expenditure is a qualified rehabilitation 

expenditure only if the building with respect to which the expenditures are incurred is 
substantially rehabilitated (within the meaning of paragraph (b)(2) of this section) for the 
taxable year in which the property attributable to the expenditures is placed in service 
(i.e., the building is substantially rehabilitated during a measuring period ending with or 
within the taxable year in which a credit is claimed). (See paragraph (f)(2) of this section 
for rules relating to when property is placed in service.) Once the substantial 
rehabilitation test is met for a taxable year, the amount of qualified rehabilitation 
expenditures upon which a credit can be claimed for the taxable year is limited to 
expenditures incurred: 

 
(i) Before the beginning of a measuring period during which the building was 

substantially rehabilitated that ends with or within the taxable year, provided that the 
expenditures were incurred in connection with the rehabilitation process that resulted 
in the substantial rehabilitation of the building; 

 
(ii) Within a measuring period during which the building was substantially rehabilitated 

that ends with or within the taxable year, and 
 

(iii)After the end of a measuring period during which the building was substantially 
rehabilitated but prior to the end of the taxable year with or within which the 
measuring period ends. 

 
(7) Certain expenditures excluded from qualified rehabilitation expenditures. The term 

"qualified rehabilitation expenditures" does not include the following expenditures: 
 

(i) Except as otherwise provided in paragraph (c)(8) of this section, any expenditure with 
respect to which the taxpayer does not use the straight line method over a recovery 
period determined under section 168 (c) and (g). 

 
(ii) The cost of acquiring a building, any interest in a building (including a leasehold 

interest), or land, except as provided in paragraph (c)(3)(ii) of this section. 
 

(iii)Any expenditure attributable to an enlargement of a building (within the meaning of 
paragraph (c)(10) of this section). 

 
(iv) Any expenditure attributable to the rehabilitation of a certified historic structure or a 

building located in a registered historic district, unless the rehabilitation is a certified 
rehabilitation. (See paragraph (d) of this section which contains definitions and 
special rules applicable to rehabilitations of certified historic structures and buildings 
located in registered historic districts.) 

 
(v) Any expenditure of a lessee of a building or a portion of a building, if, on the date the 

rehabilitation is completed with respect to property placed in service by such lessee, 



the remaining term of the lease (determined without regard to any renewal period) is 
less than the recovery period determined under section 168(c) (or 19 years in the case 
of property placed in service before January 1, 1987, and property placed in service 
that qualifies under the transition rules in paragraph (a)(2)(iv)(B) or (C) of this 
section). 

 
(vi) Any expenditure allocable to that portion of a building which is (or may reasonably 

be expected to be) tax-exempt use property (within the meaning of section 168 and 
the regulations thereunder), except that the exclusion in this paragraph (c)(7)(vi) shall 
not apply for purposes of determining whether the building is a substantially 
rehabilitated building under paragraph (b)(2) of this section. 

 
(8) Requirement to use straight line depreciation— 
 

(i) Property placed in service after December 31, 1986. The requirement in section 
48(g)(2)(B)(i) and paragraph (c)(7)(i) of this section to use straight line cost recovery 
does not apply to any expenditure to the extent that the alternative depreciation 
system of section 168(g) applies to such expenditure by reason of section 168(g)(1) 
(B) or (C). In addition, the requirement in section 48(g)(2)(B)(i) and paragraph 
(c)(7)(i) of this section applies only to the depreciation of the portion of the basis of a 
qualified rehabilitated building that is attributable to qualified rehabilitation 
expenditures. However, see § 1.168(k)-1(f)(10) if the qualified rehabilitation 
expenditures are qualified property or 50-percent bonus depreciation property under 
section 168(k) and see § 1.1400L(b)-1(f)(9) if the qualified rehabilitation 
expenditures are qualified New York Liberty Zone property under section 1400L(b). 

 
(ii) Property placed in service before January 1, 1987, and property placed in service after 

December 31, 1986, that qualifies for a transition rule. In the case of expenditures 
attributable to property placed in service before January 1, 1987, and property that 
qualifies for the transition rules in paragraph (a)(2)(iv) (B) or (C) of this section, the 
term "qualified rehabilitation expenditure" does not include an expenditure with 
respect to which an election was not made under section 168(b)(3) as in effect prior to 
its amendment by the Tax Reform Act of 1986, to use the straight line method of 
depreciation. In such case, the requirement that an election be made to use straight 
line cost recovery applies only to the cost recovery of the portion of the basis of a 
qualified rehabilitated building that is attributable to qualified rehabilitation 
expenditures. See section 168(f)(1), as in effect prior to its amendment by the Tax 
Reform Act of 1986, for rules relating to the use of different methods of cost recovery 
for different components of a building. In addition, such requirement shall not apply 
to any expenditure to the extent that section 168(f)(12) or (j), as in effect prior to the 
amendments made by the Tax Reform Act of 1986, applied to such expenditure. 

 
(9) Cost of acquisition. For purposes of paragraph (c)(7)(ii) of this section, cost of 

acquisition includes any interest incurred on indebtedness the proceeds of which are 
attributable to the acquisition of a building, an interest in a building, or land open which a 
building exists. Interest incurred on a construction loan the proceeds of which are used 
for qualified rehabilitation expenditures, however, is not treated as a cost of acquisition. 

 
(10) Enlargement defined— 



 
(i) In general. A building is enlarged to the extent that the total volume of the building is 

increased. An increase in floor space resulting from interior remodeling is not 
considered an enlargement. The total volume of a building is generally equal to the 
product of the floor area of the base of the building and the height from the underside 
of the lowest floor (including the basement) to the average height of the finished roof 
(as it exists or existed). For this purpose, floor area is measured from the exterior 
faces of external walls (other than shared walls that are external walls) and from the 
centerline of shared walls that are external walls. 

 
(ii) Rehabilitation that includes enlargement. If expenditures for property only partially 

qualify as qualified rehabilitation expenditures because some of the expenditures are 
attributable to the enlargement of the building, the expenditures must be apportioned 
between the original portion of the building and the enlargement. The expenditures 
must be specifically allocated between the original portion of the building and the 
enlargement to the extent possible. If it is not possible to make a specific allocation of 
the expenditures, the expenditures must be allocated to each portion on some 
reasonable basis. The determination of a reasonable basis for an allocation depends 
on factors such as the type of improvement and how the improvement relates 
functionally to the building. For example, in the case of expenditures for an air-
conditioning system or a roof, a reasonable basis for allocating the expenditures 
among the two portions generally would be the volume of the building, excluding the 
enlargement, served by the air-conditioning system or the roof relative to the volume 
of the enlargement served by the improvement. 


