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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 
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 
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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). 

(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, 
etc.) maintenance expenses, deprecia-
tion expenses, tax expenses, and inter-
est expenses. For purposes of this sec-
tion, any effect on a taxpayer’s per-
mitted return on investment that re-
sults from a reduction in the tax-
payer’s rate base does not constitute a 
reduction in cost of service, even 
though, as a technical ratemaking 
term, ‘‘cost of service’’ ordinarily in-
cludes a permitted return on invest-
ment. In addition, taking into account 
a deduction for the additional interest 
that the taxpayer would pay or accrue 
if the credit were unavailable in deter-
mining Federal income tax expense 
(‘‘synchronization of interest’’) does 
not constitute a reduction in cost of 
service for purposes of section 46(f)(2). 
This adjustment to Federal income tax 
expense may be taken into account in 
determining cost of service for the reg-
ulated accounting period or periods 
that include the taxable year to which 
the adjustment relates or for any sub-
sequent regulated accounting period. 

(B) See paragraph (b)(3)(ii)(B) of this 
section for rules relating to the 
amount of additional interest that the 
taxpayer would pay or accrue if the 
credit were unavailable. 

(ii) In determining whether, or to 
what extent, a credit has been used to 
reduce cost of service, reference shall 
be made to any accounting treatment 
that affects cost of service. Examples 
of such treatment include reducing by 
all or a portion of the credit the 
amount of Federal income tax expense 
taken into account for ratemaking pur-
poses and reducing the depreciable 
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bases of property by all or a portion of 
the credit for ratemaking purposes. 

(3) Rate base. (i) For purposes of this 
section, ‘‘rate base’’ is the monetary 
amount that is multiplied by a rate of 
return to determine the permitted re-
turn on investment. 

(ii)(A) In determining whether, or to 
what extent, a credit has been used to 
reduce rate base, reference shall be 
made to any accounting treatment 
that affects rate base. In addition, in 
those cases in which the rate of return 
is based on the taxpayer’s cost of cap-
ital, reference shall be made to any ac-
counting treatment that reduces the 
permitted return on investment by 
treating the credit less favorably than 
the capital that would have been pro-
vided if the credit were unavailable. 
Thus, the credit may not be assigned a 
‘‘cost of capital’’ rate that is less than 
the overall cost of capital rate, deter-
mined on the basis of a weighted aver-
age, for the capital that would have 
been provided if the credit were un-
available. 

(B) For purposes of determining the 
cost of capital rate assigned to the 
credit and the amount of additional in-
terest that the taxpayer would pay or 
accrue, the composition of the capital 
that would have been provided if the 
credit were unavailable may be deter-
mined— 

(1) On the basis of all the relevant 
facts and circumstances; or 

(2) By assuming for both such pur-
poses that such capital would be pro-
vided solely by common shareholders, 
preferred shareholders, and long-term 
creditors in the same proportions and 
at the same rates of return as the cap-
ital actually provided to the taxpayer 
by such shareholders and creditors. 

For purposes of this section, capital 
provided by long-term creditors does 
not include deferred taxes as described 
in section 167(e)(3)(G) or 168(e)(3)(B)(ii). 

(C) If a taxpayer’s overall rate of re-
turn is based on a deemed or hypo-
thetical capital structure, paragraph 
(b)(3)(ii)(B) of this section shall be ap-
plied by treating the deemed or hypo-
thetical capital as if it were the capital 
actually provided to the taxpayer and 
determining the composition of the 
capital that would have been provided 

if the credit were unavailable in a man-
ner consistent with such treatment. 

(iii) Whether, or to what extent, a 
credit has been used to reduce rate 
base for any period to which pre-June 
23, 1986 rates apply will be determined 
under 26 CFR 1.46–6(b) (3) and (4) (re-
vised as of April 1, 1985) if such a deter-
mination avoids disallowance of a cred-
it that would be disallowed under para-
graph (b)(3)(ii) or (4)(ii) of this section. 
For this purpose, a period of which pre- 
June 23, 1986 rates apply is any period 
for which the effect of the credit on 
rate base for ratemaking purposes is 
established under a determination put 
into effect (within the meaning of 
paragraph (f) of this section) before 
June 23, 1986. 

(4) Indirect reductions to cost of service 
or rate base. (i) Cost of service or rate 
base is also considered to have been re-
duced by reason of all or a portion of a 
credit if such reduction is made in an 
indirect manner. 

(ii) One type of such indirect reduc-
tion is any ratemaking decision in 
which the credit is treated as operating 
income (subject to ratemaking regula-
tion) or is treated less favorably than 
the capital that would have been pro-
vided if the credit were unavailable. 
For example, if the credit is accounted 
for as nonoperating income on a com-
pany’s regulated books of account but 
a ratemaking decision has the effect of 
treating the credit as operating income 
in determining rate of return to com-
mon shareholders, then cost of service 
has been indirectly reduced by reason 
of the credit. 

(iii) A second type of indirect reduc-
tion is any ratemaking decision in-
tended to achieve an effect similar to a 
direct reduction to cost of service or 
rate base. In determining whether a 
ratemaking decision is intended to 
achieve this effect, consideration is 
given to all the relevant facts and cir-
cumstances of each case, including, but 
not limited to— 

(A) The record of the proceeding, 
(B) The regulatory body’s orders or 

opinions (including any dissenting 
views), and 

(C) The anticipated effect of the rate-
making decision on the company’s rev-
enues in comparison to a direct reduc-
tion to cost of service or rate base by 

VerDate Sep<11>2014 15:10 Sep 08, 2020 Jkt 250089 PO 00000 Frm 00357 Fmt 8010 Sfmt 8010 Y:\SGML\250089.XXX 250089S
P

A
S

C
H

A
L 

on
 D

S
K

JM
0X

7X
2P

R
O

D
 w

ith
 C

F
R



348 

26 CFR Ch. I (4–1–20 Edition) § 1.46–6 

reason of the investment tax credits 
available to the regulated company. 

(iv) This paragraph (b)(4)(iv) de-
scribes a situation that is not an indi-
rect reduction to cost of service or rate 
base by reason of all or a portion of a 
credit. The ratemaking treatment of 
credits may affect the financial condi-
tion of a company, including the com-
pany’s ability to attract new capital, 
the cost of that capital, the company’s 
future financial requirements, the mar-
ket price of the company’s securities, 
and the degree of risk attributable to 
investment in those securities. The fi-
nancial condition may be reflected in 
certain customary financial indicators 
such as the comparative capital struc-
ture of the company, coverage ratios, 
price/earnings ratios, and price/book 
ratios. Under the facts and cir-
cumstances test of paragraph (b)(4)(iii) 
of this section, the consideration of a 
company’s financial condition by a reg-
ulatory body is not an indirect reduc-
tion to cost of service or rate base, 
even though such condition, as affected 
by the ratemaking treatment of the 
company’s investment tax credits, is 
considered in the development of a rea-
sonable rate of return on common 
shareholders’ investment. 

(c) General rule—(1) In general. Sec-
tion 46(f)(1) applies to all of the tax-
payer’s section 46(f) property except 
property to which an election under 
section 46(f) (2) or (3) applies. Under 
section 46(f)(1), the credit for the tax-
payer’s section 46(f) property will be 
disallowed if— 

(i) The taxpayer’s cost of service for 
ratemaking purposes is reduced by rea-
son of any portion of such credit, or 

(ii) The taxpayer’s rate base is re-
duced by reason of any portion of the 
credit and such reduction in rate base 
is not restored or is restored less rap-
idly than ratably within the meaning 
of paragraph (g) of this section. 

(2) Insufficient natural domestic supply. 
The provisions of paragraph (c)(1)(ii) of 
this section shall not apply to permit 
any reduction in taxpayer’s rate base 
with respect to its ‘‘short supply prop-
erty’’ if it made an election under the 
last sentence of section 46(f)(1) on or 
before March 9, 1972. 

(3) Short supply property. For purposes 
of this section, section 46(f) property is 
‘‘short supply property’’ if— 

(i) The property is described in para-
graph (b)(1)(ii) of this section, 

(ii) The regulatory body described in 
section 46(c)(3)(B) that has jurisdiction 
for ratemaking purposes with respect 
to such trade or business is an agency 
or instrumentality of the United 
States, and 

(iii) This regulatory body makes a 
short supply determination and the de-
termination is in effect on the date 
such property is placed in service. 

(4) Short supply determination. A short 
supply determination is made or re-
voked on the date of its publication in 
the FEDERAL REGISTER. It is a deter-
mination that the natural domestic 
supply of gas or steam is insufficient to 
meet the present and future require-
ments of the domestic economy. 

(5) Dates short supply determination in 
effect. (i) A short supply determination 
is considered to be in effect with re-
spect to section 46(f) property placed in 
service at any time before the deter-
mination is revoked. However, a short 
supply determination made after June 
20, 1979 is not considered to be in effect 
with respect to section 46(f) property 
placed in service before such deter-
mination was made. 

(d) Special rule for ratable flow- 
through. If an election was made under 
section 46(f)(2) on or before March 9, 
1972, section 46(f)(2) applies to all of the 
taxpayer’s section 46(f) property except 
property to which an election under 
section 46(f)(3) applies. Under section 
46(f)(2), the credit for the taxpayer’s 
section 46(f) property will be disallowed 
if— 

(1) The taxpayer’s cost of service, for 
ratemaking purposes or in its regu-
lated books of account, is reduced by 
more than a ratable portion of such 
credit within the meaning of paragraph 
(g) of this section or 

(2) The taxpayer’s rate base is re-
duced by reason of any portion of such 
credit. 

(e) Flow-through property. If a tax-
payer made an election under section 
46(f)(3) on or before March 9, 1972, sec-
tion 46(f) (1) and (2) do not apply to the 
taxpayer’s section 46(f) property to 
which section 167(l)(2)(C) applies. In the 
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case of an election under section 
46(f)(3), a credit will not be disallowed, 
notwithstanding a determination by a 
regulatory body having jurisdiction 
over such taxpayer that reduces the 
taxpayer’s cost of service or rate base 
by reason of such credit. In general, 
section 167(l)(2)(C) applies to property 
with respect to which a taxpayer may 
use a flow-through method of account-
ing (within the meaning of section 
167(l)(3)(H)) to take into account the 
allowance for depreciation under sec-
tion 167(a). Section 167(l)(2)(C) applies 
to property even though the taxpayer 
does not use a flow-through method of 
accounting with respect to the prop-
erty. Section 167(l)(2)(C) does not apply 
to property if the taxpayer can not use 
a flow-through method of accounting 
with respect to the property. For ex-
ample, section 167(l)(2)(C) does not 
apply to property with respect to 
which an election under section 
167(l)(4)(A) applies. Thus, such property 
does not qualify for an election under 
section 46(f)(3). 

(f) Limitations—(1) In general. This 
paragraph provides rules relating to 
limitations on the disallowance of 
credits under section 46(f)(4). Key 
terms are defined in paragraphs (f) (7), 
(8), and (9) of this section. 

(2) Disallowance postponed. There is 
no disallowance of a credit before the 
first final inconsistent determination 
is put into effect for the taxpayer’s sec-
tion 46(f) property. 

(3) Time of disallowance. A credit is 
disallowed— 

(i) When the first final inconsistent 
determination is put into effect and 

(ii) When any inconsistent deter-
mination (whether or not final) is put 
into effect after the first final incon-
sistent determination is put into ef-
fect. 

(4) Credits disallowed. A credit is dis-
allowed for section 46(f) property 
placed in service (within the meaning 
of § 1.46–3(d)) by the taxpayer— 

(i) Before the date any inconsistent 
determination described in paragraph 
(f)(2) of this section is put into effect 
and 

(ii) On or after such date and before 
the date a subsequent consistent deter-
mination (whether or not final) is put 
into effect. 

(5) Barred years. No amount of credit 
for a taxable year is disallowed under 
paragraph (f)(3) of this section if, for 
such year, assessment of a deficiency is 
barred by any law or rule of law. 

(6) Notification and other requirements. 
The taxpayer shall notify the district 
director of a disallowance of a credit 
under paragraph (f)(3) of this section 
within 30 days of the date that the ap-
plicable determination is put into ef-
fect. In the case of such a disallowance, 
the taxpayer shall recompute its tax li-
ability for any affected taxable year, 
and such recomputation shall be made 
in the form of an amended return 
where necessary. 

(7) Determinations. For purposes of 
this paragraph, the term ‘‘determina-
tion’’ refers to a determination made 
with respect to section 46(f) property 
(other than property to which an elec-
tion under section 46(f)(3) applies) by a 
regulatory body described in section 
46(c)(3)(B) that determines the effect of 
the credit— 

(i) For purposes of section 46(f)(1), on 
the taxpayer’s cost of service or rate 
base for ratemaking purposes or 

(ii) In the case of a taxpayer that 
made an election under section 46(f)(2), 
on the taxpayer’s cost of service, for 
ratemaking purposes or in its regu-
lated books of account, or on the tax-
payer’s rate base for ratemaking pur-
poses. 
A regulatory body does not have to 
take affirmative action to make a de-
termination. Thus, a regulatory body’s 
failure to take action on a rate sched-
ule filed by a taxpayer is a determina-
tion if the rates can be put into effect 
without further action by the regu-
latory body. 

(8) Types of determinations. For pur-
poses of this paragraph— 

(i) The term ‘‘inconsistent’’ refers to 
a determination that is inconsistent 
with section 46(f) (1) or (2) (as the case 
may be). Thus, for example, a deter-
mination to reduce the taxpayer’s cost 
of service by more than a ratable por-
tion of the credit would be a deter-
mination that is inconsistent with sec-
tion 46(f)(2). As a further example, such 
a determination would also be incon-
sistent if section 46(f)(1) applied be-
cause no reduction in cost of service is 
permitted under section 46(f)(1). 
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(ii) The term ‘‘consistent’’ refers to a 
determination that is consistent with 
section 46(f) (1) or (2) (as the case may 
be). 

(iii) The term ‘‘final determination’’ 
means a determination with respect to 
which all rights to appeal or to request 
a review, a rehearing, or a redeter-
mination have been exhausted or have 
lapsed. 

(iv) The term ‘‘first final inconsistent 
determination’’ means the first final 
determination put into effect after De-
cember 10, 1971, that is inconsistent 
with section 46(f) (1) or (2) (as the case 
may be). 

(9) Put into effect. A determination is 
put into effect on the latter of— 

(i) The date it is issued (or, if a first 
final inconsistent determination, the 
date it becomes final) or 

(ii) The date it becomes operative. 
(10) Examples. The provisions of this 

paragraph may be illustrated by the 
following examples: 

Example 1. Corporation X, a calendar-year 
taxpayer engaged in a public utility activity 
is subject to the jurisdiction of regulatory 
body A. On September 15, 1971, X purchases 
section 46(f) property and places it in service 
on that date. For 1971, X takes the credit al-
lowable by section 38 with respect to such 
property. X does not make any election per-
mitted by section 46(f). On October 9, 1972, A 
makes a determination that X must account 
for the credit allowable under section 38 in a 
manner inconsistent with section 46(f)(1). 
The determination, which was the first de-
termination by A after December 10, 1971, be-
comes final on January 1, 1973, and holds 
that X must retroactively adjust the manner 
in which it accounted for the credit allow-
able under section 38 starting with the tax-
able year that began on January 1, 1972. 
Since, under the provisions of paragraph 
(f)(8) of this section, the determination by A 
is put into effect on January 1, 1973 (the date 
it becomes final), the credit is retroactively 
disallowed with respect to any of X’s section 
46(f) property placed in service before Janu-
ary 1, 1973, on any date which occurs during 
a taxable year with respect to which an as-
sessment of a deficiency has not been barred 
by any law or rule of law. In addition, the 
credit is disallowed with respect to X’s sec-
tion 46(f) property placed in service on or 
after January 1, 1973, and before the date 
that a subsequent determination by A, which 
as to X is consistent with section 46(f)(1), is 
put into effect. Thus, X must amend its in-
come tax return for 1971 to reflect the retro-
active disallowance of the credit otherwise 
allowable under section 38 with respect to 

the section 46(f) property placed in service on 
September 15, 1971. 

Example 2. The facts are the same as in ex-
ample 1, except that the first inconsistent 
determination by A becomes final on April 5, 
1972, and requires X to account for the credit 
for all taxable years beginning on or after 
January 1, 1973, in a manner inconsistent 
with section 46(f)(1). Under the provisions of 
paragraph (f)(8) of this section, the deter-
mination was put into effect on January 1, 
1973 (the date it became operative). The re-
sult is the same as in example 1. 

Example 3. The facts are the same as in ex-
ample 1, except that on June 1, 1975, A issues 
a determination that X shall retroactively 
account for the credit allowable by section 38 
in a manner consistent with the provisions 
of section 46(f)(1) for taxable years beginning 
on or after January 1, 1971. The determina-
tion becomes final on January 5, 1976, in the 
same form as originally issued. The result is 
the same as in example 1 with respect to 
property X places in service before June 1, 
1975. The credit is allowed with respect to 
property X places in service on or after June 
1, 1975 (the date that the consistent deter-
mination is put into effect). 

(g) Ratable methods—(1) In general. 
Under this paragraph (g), rules are pre-
scribed for purposes of determining 
whether or not, under section 46(f)(1), a 
reduction in the taxpayer’s rate base 
with respect to the credit is restored 
less rapidly than ratably and whether 
or not under section 46(f)(2) the tax-
payer’s cost of service for ratemaking 
purposes is reduced by more than a rat-
able portion of such credit. 

(2) Regulated depreciation expense. 
What is ‘‘ratable’’ is determined by 
considering the period of time actually 
used in computing the taxpayer’s regu-
lated depreciation expense for the 
property for which a credit is allowed. 
‘‘Regulated depreciation expense’’ is 
the depreciation expense for the prop-
erty used by a regulatory body for pur-
poses of establishing the taxpayer’s 
cost of service for ratemaking pur-
poses. Such period of time shall be ex-
pressed in units of years (or shorter pe-
riods), units of production, or machine 
hours and shall be determined in ac-
cordance with the individual useful life 
system or composite (or other group 
asset) account system actually used in 
computing the taxpayer’s regulated de-
preciation expense. A method of restor-
ing, or reducing, is ratable if the 
amount to be restored to rate base, or 
to reduce cost of service (as the case 
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may be), is allocated ratably in propor-
tion to the number of such units. Thus, 
for example, assume that the regulated 
depreciation expense is computed 
under the straight line method by ap-
plying a composite annual percentage 
rate to ‘‘original cost’’ (as defined for 
purposes of computing regulated depre-
ciation expense). If, with respect to an 
item of section 46(f) property, the 
amount to be restored annually to rate 
base is computed by applying a com-
posite annual percentage rate to the 
amount by which the rate base was re-
duced, then the restoration is ratable. 
Similarly, if cost of service is reduced 
annually by an amount computed by 
applying a composite annual percent-
age rate to the amount of the credit, 
cost of service is reduced by a ratable 
portion. If such composite annual 
percenage rate were revised for pur-
poses of computing regulated deprecia-
tion expense beginning with a par-
ticular accounting period, the com-
putation of ratable restoration or rat-
able portion (as the case may be) must 
also be revised beginning with such pe-
riod. A composite annual percentage 
rate is determined solely by reference 
to the period of time actually used by 
the taxpayer in computing its regu-
lated depreciation expense without re-
duction for salvage or other items such 
as over and under accruals. A com-
posite annual percentage rate deter-
mined by taking into account salvage 
value or other items shall be consid-
ered to be ratable in the case of a de-
termination (whether or not final) 
issued before March 22, 1979, and any 
rate order (whether or not final) that is 
entered into before June 20, 1979, in re-
sponse to a rate case filed before April 
23, 1979. For this purpose, the term 
‘‘rate order’’ does not include an order 
by a regulatory body that perfunc-
torily adopts rates as filed if such rates 
are suspended or subject to rebate. 

(h) Elections—(1) Applicability of elec-
tions. (i) Any election under section 
46(f) applies to all of the taxpayer’s 
property eligible for the election, 
whether or not the taxpayer is regu-
lated by more than one regulatory 
body. 

(ii) Section 46(f)(1) applies to all of 
the taxpayer’s section 46(f) property in 
the absence of an election under either 

section 46(f) (2) or (3). If an election is 
made under section 46(f)(2), section 
46(f)(1) does not apply to any of the 
taxpayer’s section 46(f) property. 

(iii) An election made under the last 
sentence of section 46(f)(1) applies to 
that portion of the taxpayer’s section 
46(f) property to which section 46(f)(1) 
applies and which is short supply prop-
erty within the meaning of paragraph 
(c)(2) of this section. 

(iv) If a taxpayer makes an election 
under section 46(f)(2) and makes no 
election under section 46(f)(3), the elec-
tion under section 46(f)(2) applies to all 
of the taxpayer’s section 46(f) property. 

(v) If a taxpayer makes an election 
under section 46(f)(3), such election ap-
plies to all of the taxpayer’s section 
46(f) property to which section 
167(l)(2)(C) applies. Section 46(f) (1) or 
(2) (as the case may be) applies to that 
portion of the taxpayer’s section 46(f) 
property that is not property to which 
section 167(f)(2)(C) applies. Thus, for 
example, if a taxpayer makes an elec-
tion under section 46(f)(2) and also 
makes an election under section 
46(f)(3), section 46(f)(3) applies to all of 
the taxpayer’s section 46(f) property to 
which section 167(l)(2)(C) applies, and 
section 46(f)(2) applies to the remainder 
of the taxpayer’s section 46(f) property. 

(2) Method of making elections. See 26 
CFR 12.3 for rules relating to the meth-
od of making the elections described in 
section 46(f) (1), (2), or (3). 

(i) [Reserved] 
(j) Reorganizations, asset acquisitions, 

multiple regulation, etc.—(1) Taxpayers 
not entirely subject to jurisdiction of one 
regulatory body. (i) If a taxpayer is re-
quired by a regulatory body having ju-
risdiction over less than all of its prop-
erty to account for the credit under a 
determination that is inconsistent 
with section 46(f) (1) or (2) (as the case 
may be), such credit shall be disallowed 
only with respect to property subject 
to the jurisdiction of such regulatory 
body. 

(ii) For purposes of this paragraph (j), 
a regulatory body is considered to have 
jurisdiction over property of a tax-
payer if the property is included in the 
rate base for which the regulatory body 
determines an allowable rate of return 
for ratemaking purposes or if expenses 
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with respect to the property are in-
cluded in cost of service as determined 
by the regulatory body for ratemaking 
purposes. For example, if regulatory 
body A, having jurisdiction over 60 per-
cent of an item of corporation X’s sec-
tion 46(f) property, makes a determina-
tion which is inconsistent with section 
46(f), and if regulatory body B, having 
jurisdiction over the remaining 40 per-
cent of such item of property, makes a 
consistent determination (or if the re-
maining 40 percent is not subject to the 
jurisdiction of any regulatory body), 
then 60 percent of the credit for such 
item will be disallowed. For a further 
example, if regulatory body A, having 
jurisdiction over 60 percent of X’s sec-
tion 46(f) property, has jurisdiction 
over 100 percent of a particular gener-
ator, 100 percent of the credit for such 
generator will be disallowed. 

(iii) For rules which provide that the 
3 elections under section 46(f) may not 
be made with respect to less than all of 
the taxpayer’s property eligible for the 
election, see paragraph (h)(1)(i) of this 
section. 

(2) [Reserved] 
(k) Treatment of accumulated deferred 

investment tax credits upon the deregula-
tion of public utility property—(1) Scope— 
(i) In general. This paragraph (k) pro-
vides rules for the application of 
former sections 46(f)(1) and 46(f)(2) of 
the Internal Revenue Code to a tax-
payer with respect to public utility 
property that ceases, whether by dis-
position, deregulation, or otherwise, to 
be public utility property with respect 
to the taxpayer and that is not de-
scribed in paragraph (k)(1)(ii) of this 
section (deregulated public utility 
property). 

(ii) Exception. This paragraph (k) does 
not apply to property that ceases to be 
public utility property with respect to 
the taxpayer on account of an ordinary 
retirement within the meaning of 
§ 1.167(a)–11(d)(3)(ii). 

(2) Ratable amount—(i) Restoration of 
rate base reduction. A reduction in the 
taxpayer’s rate base on account of the 
credit with respect to public utility 
property that becomes deregulated 
public utility property is restored rat-
ably during the period after the prop-
erty becomes deregulated public utility 
property if the amount of the reduction 

remaining to be restored does not, at 
any time during the period, exceed the 
restoration percentage of the recover-
able stranded cost of the property at 
such time. For this purpose— 

(A) The stranded cost of the property 
is the cost of the property reduced by 
the amount of such cost that the tax-
payer has recovered through regulated 
depreciation expense during the period 
before the property becomes deregu-
lated public utility property; 

(B) The recoverable stranded cost of 
the property at any time is the strand-
ed cost of the property that the tax-
payer will be permitted to recover 
through rates after such time; and 

(C) The restoration percentage for 
the property is determined by dividing 
the reduction in rate base remaining to 
be restored with respect to the prop-
erty immediately before the property 
becomes deregulated public utility 
property by the stranded cost of the 
property. 

(ii) Cost of service reduction. Reduc-
tions in the taxpayer’s cost of service 
on account of the credit with respect to 
public utility property that becomes 
deregulated public utility property are 
ratable during the period after the 
property becomes deregulated public 
utility property if the cumulative 
amount of the reduction during such 
period does not, at any time during the 
period, exceed the flowthrough percent-
age of the cumulative stranded cost re-
covery for the property at such time. 
For this purpose— 

(A) The stranded cost of the property 
is the cost of the property reduced by 
the amount of such cost that the tax-
payer has recovered through regulated 
depreciation expense during the period 
before the property becomes deregu-
lated public utility property; 

(B) The cumulative stranded cost re-
covery for the property at any time is 
the stranded cost of the property that 
the taxpayer has been permitted to re-
cover through rates on or before such 
time; and 

(C) The flowthrough percentage for 
the property is determined by dividing 
the amount of credit with respect to 
the property remaining to be used to 
reduce cost of service immediately be-
fore the property becomes deregulated 
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public utility property by the stranded 
cost of the property. 

(3) Cross reference. See § 1.168(i)–(3) for 
rules relating to the treatment of bal-
ances of excess deferred income taxes 
when public utility property becomes 
deregulated public utility property. 

(4) Effective/applicability dates—(i) In 
general. Except as provided in para-
graph (k)(4)(ii) of this section, this 
paragraph (k) applies to public utility 
property that becomes deregulated 
public utility property with respect to 
a taxpayer after December 21, 2005. 

(ii) Property that becomes public utility 
property of the transferee. This para-
graph (k) does not apply to property 
that becomes deregulated public util-
ity property with respect to a taxpayer 
an account of a transfer on or before 
March 20, 2008 if after the transfer the 
property is public utility property of 
the transferee. 

(iii) Application of regulation project 
(REG–104385–01). A reduction in the tax-
payer’s cost of service will be treated 
as ratable if it is consistent with the 
proposed rules in regulation project 
(REG–104385–01) (68 FR 10190) March 4, 
2003, and occurs during the period be-
ginning on March 5, 2003, and ending on 
the earlier of— 

(A) The last date on which the util-
ity’s rates are determined under the 
rate order in effect on December 21, 
2005; or 

(B) December 21, 2007. 

[T.D. 7602, 44 FR 17668, Mar. 23, 1979, as 
amended by T.D. 8089, 51 FR 18777, May 22, 
1986; T.D. 9387, 73 FR 14936, Mar. 20, 2008; 73 
FR 18708, Apr. 7, 2008] 

§ 1.46–7 Statutory provisions; plan re-
quirements for taxpayers electing 
additional investment credit, etc. 

As amended by sections 802(b)(7), and 
803 (c), (d), and (e) of the Tax Reform 
Act of 1976 (90 Stat. 1520), section 301 
(d), (e), and (f) of the Tax Reduction 
Act of 1975 (89 Stat. 38) provides as fol-
lows: 

Sec. 301. Increase in investment credit 
* * * 

(d) Plan requirements for taxpayers electing 
additional credit. In order to meet the re-
quirements of this subsection— 

(1) Except as expressly provided in sub-
sections (e) and (f), a corporation (herein-
after in this subsection referred to as the 
‘‘employer’’) must establish an employee 

stock ownership plan (described in paragraph 
(2)) which is funded by transfers of employer 
securities in accordance with the provisions 
of paragraph (6) and which meets all other 
requirements of this subsection. 

(2) The plan referred to in paragraph (1) 
must be a defined contribution plan estab-
lished in writing which— 

(A) Is a stock bonus plan, a stock bonus 
and a money purchase pension plan, or a 
profit-sharing plan, 

(B) Is designed to invest primarily in em-
ployer securities, and 

(C) Meets such other requirements (similar 
to requirements applicable to employee 
stock ownership plans as defined in section 
4975(e)(7) of the Internal Revenue Code of 
1954) as the Secretary of the Treasury or his 
delegate may prescribe. 

(3) The plan must provide for the alloca-
tion of all employer securities transferred to 
it or purchased by it (because of the require-
ments of section 46(a)(2)(B) of the Internal 
Revenue Code of 1954) to the account of each 
participant (who was a participant at any 
time during the plan year, whether or not he 
is a participant at the close of the plan year) 
as of the close of each year in an amount 
which bears substantially the same propor-
tion to the amount of all such securities al-
located to all participants in the plan for 
that plan year as the amount of compensa-
tion paid to such participant (disregarding 
any compensation in excess of the first 
$100,000 per year) bears to the compensation 
paid to all such participants during that 
year (disregarding any compensation in ex-
cess of the first $100,000 with respect to any 
participant). Notwithstanding the first sen-
tence of this paragraph, the allocation to 
participants’ accounts may be extended over 
whatever period may be necessary to comply 
with the requirements of section 415 of the 
Internal Revenue Code of 1954. For purposes 
of this paragraph, the amount of compensa-
tion paid to a participant for a year is the 
amount of such participant’s compensation 
within the meaning of section 415(c)(3) of 
such Code for such year. 

(4) The plan must provide that each partic-
ipant has a nonforfeitable right to any stock 
allocated to his account under paragraph (3), 
and that no stock allocated to a partici-
pant’s account may be distributed from that 
account before the end of the eighty-fourth 
month beginning after the month in which 
the stock is allocated to the account except 
in the case of separation from the service, 
death, or disability. 

(5) The plan must provide that each partic-
ipant is entitled to direct the plan as to the 
manner in which any employer securities al-
located to the account of the participant are 
to be voted. 

(6) On making a claim for credit, adjust-
ment, or refund under section 38 of the Inter-
nal Revenue Code of 1954, the employer 
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