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On October 10, 2000, the IRS and the Treasury Depart nent
published in the Federal Register (65 FR 60136) a notice of proposed
rul emaki ng (REG 105235-99) under section 121 of the Internal Revenue
Code. Coments were specifically requested regardi ng what
circunst ances should qualify as unforeseen for purposes of the
reduced maxi mum excl usi on under section 121(c). Witten and
el ectronic comments responding to the notice of proposed rul emaking
were received. A public hearing was held on January 26, 2001.

After considering all of the comments, the proposed regul ations
are adopted as anmended by this Treasury decision. Proposed and
tenporary regul ati ons regarding the reduced maxi mum excl usi on
are also published in this issue of the Federal Register.

On Septenber 9, 2002, the I RS published Notice 2002-60
(2002-36 | .R. B. 482), which provides that certain taxpayers
affected by the Septenber 11, 2001, terrorist attacks may
claima reduced maxi mum excl usi on for a sale or exchange of
t he taxpayer’s principal residence by reason of unforeseen
ci rcunmst ances.

Expl anati on and Summary of Comments

1. Exclusion of Gain fromthe Sale or Exchange of a Principal

Resi dence
Under section 121 and the proposed regul ati ons, a taxpayer may

exclude up to $250, 000 ($500,000 for certain joint returns) of gain
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realized on the sale or exchange of the taxpayer’s principal
residence if the taxpayer owned and used the property as the
t axpayer’s principal residence for at |least two years during the
five-year period ending on the date of the sale or exchange.

a. Principal residence

The proposed regul ati ons provide that whether property is used
by the taxpayer as the taxpayer’s residence, and whether the property
is used as the taxpayer’s principal residence, depends upon all the
facts and circunstances. The proposed regul ations further provide
that if a taxpayer alternates between two properties, the property
t hat the taxpayer uses a mpjority of the time during the year w |
ordinarily be considered the taxpayer’s principal residence.

Comment ators requested a bright line test or a list of factors
to identify a property as the taxpayer’s principal residence in the
case of a taxpayer with nultiple residences. Oher comentators
guesti oned whet her the property that a taxpayer uses a mpjority of
the time during the year should generally be considered the
t axpayer’s principal residence, arguing that the determ nation of the
t axpayer’s principal residence should be judged on a day-by-day,
rat her than a year-by-year, basis.

The final regulations continue to provide that the residence
that the taxpayer uses a mpjority of the time during the year wll

ordinarily be considered the taxpayer’s principal residence.
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However, this test is not dispositive. The final regulations also
i nclude a nonexclusive list of factors that are relevant in
identifying a property as a taxpayer’s principal residence.

b. Vacant | and

Comment ators requested clarification of the circunmstances in
whi ch vacant | and surrounding a residential structure would be
treated as part of the residence for purposes of section 121.
Several comentators maintained that a taxpayer who sells vacant |and
should be entitled to the section 121 exclusion if the taxpayer used
the vacant land in conjunction with a dwelling unit as the taxpayer’s
princi pal residence for at |east two years.

Under section 1034 and forner section 121, a sale of vacant
land that did not include a dwelling unit did not qualify as a sale
of the taxpayer’s residence. See Rev. Rul. 56-420 (1956-2 C. B. 519);

Rev. Rul. 83-50 (1983-1 C.B. 41); OBarr v. Conm ssioner, 44 T.C

501 (1965); Roy v. Conmm ssioner, T.C Menp. 1995-23; Hale v.

Comm ssioner, T.C. Menp. 1982-527. However, if the sale of vacant

| and was one of a series of transactions that included the sale of
t he house, and the series of transactions all occurred during the
repl acenent period provided by section 1034 (two years before or
after the date of the taxpayer’s purchase of a repl acenent

resi dence), the sale of vacant |and and the sale of the house were
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treated as one sale. See Bogley v. Comm ssioner, 263 F.2d 746 (4th

Cir. 1959); Rev. Rul. 76-541 (1976-2 C. B. 246).

Consequently, the final regulations provide that section 121
applies to the sale or exchange of vacant |and that the taxpayer has
owned and used as part of the taxpayer’s principal residence if the
sal e or exchange of the dwelling unit occurs within two years before
or after the sale or exchange of the vacant |and. The vacant | and
must be adjacent to land containing the dwelling unit and the sale or
exchange of the vacant |and nust otherw se satisfy the requirements
of section 121.

For purposes of section 121(b)(1) and (2) (regarding the
maxi mum | imtation amount of the section 121 exclusion), sales or
exchanges of the dwelling unit and vacant |land are treated as one
sal e or exchange. Therefore, only one maximum |limtation anmount of
$250, 000 ($500,000 for certain joint returns) applies to the conbi ned
sal es or exchanges of the vacant | and and dwelling unit. [In applying
the maximumlimtati on ambunt to sales or exchanges that occur in
different taxable years, gain fromthe sale or exchange of the
dwel ling unit, up to the maximumlim tation anount under section
121(b) (1) or (2), is excluded first, and each spouse is treated as
excludi ng one-half of the gain froma sale or exchange to which
section 121(b)(2)(A) and 81.121-2(a)(3)(i)(relating to the limtation

for certain joint returns) apply. Sales or exchanges of the dwelling
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unit and adj acent vacant land in separate transactions are

di sregarded in applying section 121(b)(3) (restricting the
application of section 121 to only 1 sale or exchange every 2 years)
to each other but are taken into account as a sale or exchange of a
princi pal residence on the date of each transaction in applying
section 121(b)(3) to that transaction and the sale or exchange of any
ot her principal residence.

2. Use as a Principal Residence

a. Occupancy requirement

Nurmer ous conmment ators asserted that the two-year use
requi rement of section 121 should not require actual occupancy.
| nstead, they argued for a facts and circunstances test simlar to
the test enployed under section 1034. Under that test, a taxpayer’'s
non- occupancy of a residence would count as use if the taxpayer did
not intend to abandon the property as the taxpayer’s principal
residence. The final regulations do not adopt this suggestion
because it is inconsistent with the statutory approach under section
121 of aggregating periods of use over a five-year period, and with
the legislative history that provides that “a taxpayer nmust have
owned the residence and occupied it as a principal residence for at
| east two of the five years prior to the sale or exchange.” See H R
Rep. No. 148, 105th Cong., 1st Sess. 348 (1997), 1997-4 (Vol. 1) C.B.

319, 670; S. Rep. No. 33, 105th Cong., 1st Sess. 37 (1997), 1997-4
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(Vol. 2) C. B. 1067, 1117; H. R Conf. Rep. No. 220, 105th Cong., 1st
Sess. 386 (1997), 1997-4 (Vol. 2) C.B. 1457, 1856.

Comment at ors proposed a special exception to the occupancy
requi renment for taxpayers who are absent fromthe home for an
extended period of tinme due to enploynent but have not purchased a
repl acenent residence. O her commentators suggested that nmenbers of
the uni fornmed services and the United States Foreign Service should
be accorded a special exception because they are often away from hone
for extended periods of tine. A commentator also requested that the
home daycare industry be exenpted fromthe occupancy requirenent
because cal cul ating the days of actual occupancy presents a
particular difficulty for honme daycare providers who often use the
same space for residential and business purposes.

The final regulations do not adopt these coments because there
is no specific authority under section 121 to provide exceptions to
the use requirenment except in the cases of property of a deceased
spouse (section 121(d)(2)), property of a fornmer spouse (section
121(d)(3)(B)), and out-of-residence care (section 121(d)(7)).

Mor eover, section 1034 contained a special rule for nenbers of the
Armed Forces, which Congress did not include in enacting section 121.

b. Short tenmporary absences

Comrent ators requested that the regul ations specify a maxi mum

period of time that would constitute a short tenporary absence from
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the residence and be considered use for purposes of satisfying the
t wo-year use requirenent. One comrentator suggested that periods of
up to five years away from honme due to international enploynent
assi gnments should be considered short tenporary absences.

Because the determ nation of whether an absence is short and
tenporary depends on the facts and circunstances, the final
regul ati ons do not adopt these suggesti ons.

C. Property used in part as a principal residence

The proposed regul ations provide that if a taxpayer satisfies
the use requirenment with respect to only a portion of the property
sol d or exchanged, section 121 will apply only to the gain allocable
to that portion. Thus, if the residence was used partially for
residential purposes and partially for business purposes (m xed-use
property), only that part of the gain allocable to the residenti al
portion is excludable under section 121.

Under section 121(d)(6), the exclusion does not apply to so
much of the gain fromthe sale of the property as does not exceed
depreciation attributable to periods after May 6, 1997. Comentators
suggested that the enactnent of section 121(d)(6) illustrates
legislative intent to elimnate the allocation requirenment for
m xed-use property that existed under prior |aw

The I RS and Treasury Departnment have reconsidered the

all ocation rules of the proposed regulations. The final regul ations
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provide that section 121 will not apply to the gain allocable to any
portion of property sold or exchanged with respect to which a

t axpayer does not satisfy the use requirenent if the non-residenti al
portion is separate fromthe dwelling unit. Additionally, if the
depreciation for periods after May 6, 1997, attributable to the non-
residential portion of the property exceeds the gain allocable to the
non-residential portion of the property, the excess wll not reduce
the section 121 exclusion applicable to gain allocable to the
residential portion of the property. No allocation of gain is
required if both the residential and non-residential portions of the
property are within the sane dwelling unit, however, section 121 wl
not apply to the gain to the extent of any post-May 6, 1997,
depreciation adjustnents. The final regul ations provide that the

termdwelling unit has the same neaning as in section 280A(f) (1), but

does not include appurtenant structures or other property.

A comment at or asked for clarification regarding how to allocate
t he basis and the anmobunt realized under the allocation rules between
the portions of the property used for business and residential
pur poses. The comment at or suggested that the regul ati ons shoul d
require allocation on the sane basis used to detern ne previous
depreci ati on deductions. The regul ations adopt this coment and
provi de that the taxpayer nust use the sanme nmethod to allocate the

basis and the ampunt realized between the busi ness and residenti al
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portions of the property as the taxpayer used to allocate the basis
for purposes of depreciation, if applicable.

3. Omership by Trusts

Comrent at ors suggested that the regul ati ons adopt the hol di ngs
of Rev. Rul. 66-159 (1966-1 C. B. 162) and Rev. Rul. 85-45 (1985-1
C.B. 183) regarding treatnment of sales of property by certain trusts.
Rev. Rul. 66-159 holds that, in cases in which the grantor is treated
as the owner of the entire trust under sections 676 and 671, gain
realized fromthe sale of trust property used by the grantor as the
grantor’s principal residence qualifies under section 1034 for the
roll over of gain into a replacenent residence. Because the grantor
is treated as the owner of the entire trust, the sale by the trust
will be treated for federal incone tax purposes as if nade by the
grantor.

Rev. Rul. 85-45 holds that, in cases in which the beneficiary
of a trust is treated as the owner of the entire trust under sections
678 and 671, gain realized fromthe sale of trust property used by
the beneficiary as the beneficiary’s principal residence qualifies
for the one-tine exclusion of gain fromthe sale of a residence under
former section 121. For the period that the beneficiary is treated
as the owner of the entire trust, the beneficiary will be treated as

owni ng the property for section 121 purposes, and the sale by the



-11-
trust will be treated for federal inconme tax purposes as if made by
t he beneficiary.

The final regul ati ons adopt these suggestions and provide that,
if a residence is held by a trust, a taxpayer is treated as the
owner and the seller of the residence during the period that
the taxpayer is treated as the owner of the trust or the
portion of the trust that includes the residence under
sections 671 through 679. The regul ations provide simlar
treatment for certain single-owner entities.

4. Dollar Limtations Applicable to Jointly Omed Property

Comrent ators requested further clarification of the application
of the dollar limtations of section 121(b) to non-married taxpayers
who are joint owners of a residence. |In response, the final
regul ati ons provide that each unmarried taxpayer who jointly owns a
principal residence may be eligible to exclude from gross i ncome up
to $250,000 of gain that is attributable to each taxpayer’s interest
in the property.

5. Reduced Maxi mum Excl usi on

Section 121(c) provides an exclusion of gain in a reduced
maxi mum anount for taxpayers who have owned or used a principal
resi dence for less than two of the five years preceding the sale or
exchange or who have excluded gain from another sale or exchange

during the last two years. Taxpayers who fail to neet any of these
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conditions may qualify for the reduced maxi num exclusion if the sale
or exchange is by reason of a change in place of enploynment, health,
or unforeseen circunstances.

The proposed regul ati ons explain the general rule and the
conputation of the reduced maxi mum excl usi on but do not provide rules
clarifying what is a sale or exchange by reason of a change in place
of enmpl oynment, health, or unforeseen circunstances. Coments were
requested regardi ng what circunmstances should qualify as unforeseen.
Because the rules fornulated in response to the comments are
extensive, the I RS and Treasury Departnment have concluded that it is
appropriate to publish proposed and tenporary regul ations to provide
the public with adequate notice and opportunity to conmment. These
proposed and tenporary regul ations are published el sewhere in this
i ssue of the Federal Register. The final regul ati ons provide
gui dance regarding the conputation of the reduced maxi num excl usi on.

6. Property of Deceased Spouse

Comrent at ors suggested that the regulations allow a
surviving spouse to exclude up to $500,000 of gain if the sale
or exchange of the marital honme occurs within one year of the
death of the decedent spouse and the requirenments of section
121 are otherwise nmet. Under section 121(b)(2), the $500, 000
exclusion is only avail able to spouses who file a joint

return. A surviving spouse is eligible to file a joint return
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with the decedent spouse only for the year of the decedent
spouse’s death. Therefore, the final regul ations do not adopt
thi s suggesti on.

Comrent ators al so requested clarification regarding the
conputati on of basis and gain for surviving spouses. They
asked for guidance regardi ng the advantages of titling the
marital home in the names of both spouses so that a surviving
spouse can obtain a step-up in basis and, consequently,
realize less gain fromthe disposition of the marital hone.
Because the rules regarding the conmputation of basis and gain
are outside the scope of these regul ations, the final
regul ati ons do not address these issues.

7. Partial Interests

Comrent at ors suggested that the regulations clarify that a
t axpayer who sells a partial interest in the taxpayer’s principal
residence and nore than two years |ater sells the remining interest
in the sane property is entitled to use up to the full exclusion for
each sal e.

The final regulations provide that a taxpayer may exclude gain
fromthe sale or exchange of partial interests (other than interests
remai ning after the sale or exchange of a remainder interest) in the
taxpayer’s principal residence if the interest sold or exchanged

includes an interest in the dwelling unit. However, the IRS and
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Treasury Departnent believe that allowi ng nore than the maxi mum
[imtation anount with respect to the sane principal residence is
contrary to the | anguage and i ntent of section 121. Therefore, only
one maxi mum limtation amount of $250,000 ($500,000 for certain joint
returns) applies to the conbined sales or exchanges of parti al

i nterests.

In this regard, for purposes of determ ning the maxi num
limtation anount under section 121(b)(1) and (2), the sales or
exchanges of partial interests in the sane principal residence are
treated as one sale or exchange. |In applying the maximumIlimtation
amount to sal es or exchanges that occur in different taxable years, a
t axpayer may exclude gain fromthe first sale or exchange of a
partial interest up to the taxpayer’s full maximum |limtati on anmunt
and may exclude gain fromthe sale or exchange of any other parti al
interest in the sane principal residence to the extent of any
remai ni ng maxi mum |l imtation amount, and each spouse is treated as
excludi ng one-half of the gain froma sale or exchange to which
section 121(b)(2)(A) and 81.121-2(a)(3)(i)(relating to the limtation
for certain joint returns) apply.

For purposes of applying section 121(b)(3) (restricting the
application of section 121 to only 1 sale or exchange every 2 years),
each sale or exchange of a partial interest is disregarded with

respect to other sales or exchanges of partial interests in the sane
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princi pal residence, but is taken into account as of the date of the

sal e or exchange in applying section 121(b)(3) to that sale or

exchange and the sal e or exchange of any other principal residence.

8. Elections Under Sections 121(d)(8) and (f)

Comrent ators asked for clarification regardi ng when a
t axpayer nmay make or revoke an el ection under section
121(d)(8) (el ection to have the section 121 exclusion apply to
a sale or exchange of a remainder interest in the taxpayer’s
princi pal residence) or section 121(f)(election to have the
section 121 exclusion not apply to a sale or exchange of the
t axpayer’'s principal residence). The final regul ati ons adopt
and clarify the provisions of the proposed regul ati ons and
provi de that a taxpayer nay make or revoke either election at
any time before the expiration of a three-year period
begi nning on the | ast date prescribed by | aw (determ ned
wi t hout regard to extensions) for the filing of the return for
the taxable year in which the sale or exchange occurred.

9. Reporti ng Sal es or Exchanges

Comment ators reconmended the creation of a formfor
t axpayers to use to report the sale or exchange of a principa
residence even if the gain is entirely excludabl e under
section 121. The final regulations do not adopt this

suggesti on because, unlike sal es or exchanges under section
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1034, no tax attributes of the sold residence carry over to a
new resi dence. Therefore the reporting of excluded gain is
unnecessary and woul d be unduly burdensone for taxpayers.

10. El ection to Apply Requl ati ons Retroactively

The regul ations provide that taxpayers who would
ot herwi se qualify under the provisions of 881.121-1 through
1.121-4 of the final regulations to exclude gain froma sale
or exchange before the effective date of the regul ations but
on or after May 7, 1997, nay elect to apply the provisions of
the final regulations for any years for which the period of
limtation under section 6511 has not expired. A taxpayer nmay
make the election by filing a return for the taxable year of
the sale or exchange that does not include the gain fromthe
sal e or exchange of the taxpayer's principal residence in the
t axpayer's gross inconme. Taxpayers who have filed a return
for the taxable year of the sale or exchange may elect to
apply the provisions of the final regulations for any years
for which the period of Iimtation under section 6511 has not
expired by filing an anended return.

11. Audit Protection

The regul ations provide that the IRS will not chall enge a
taxpayer’s position that a sale or exchange before the effective date

of these regulations but on or after May 7, 1997, qualifies for the
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section 121 exclusion if the taxpayer has nade a reasonabl e, good
faith effort to conply with the requirenents of section 121
Conpliance with the provisions of the proposed regul ati ons that
preceded these final regulations generally will be considered a
reasonabl e, good faith effort.

12. Section 121 Exclusion in Individuals’ Title 11 Cases

The regul ations provide that the bankruptcy estate of an
i ndividual in a chapter 7 or 11 bankruptcy case under title 11
of the United States Code succeeds to and takes into account
the individual’s section 121 exclusion if the individual
satisfies the requirenents of section 121. Although the
effective date for this provision is on or after publication

of final regulations in the Federal Register, in view of the

| RS"s acqui escence in the case of Internal Revenue Service V.

Wal dschm dt (In re Bradley), 222 B.R 313 (MD. Tenn. 1998),

AOD CC-1999- 009 (August 30, 1999), and Chi ef Counsel Notice
(35)000-162 (August 10, 1999), the IRS will not challenge a
position taken prior to the effective date of these regul ati ons that
a bankruptcy estate may use the section 121 exclusion if the debtor
woul d otherwi se satisfy the section 121 requirenents.

13. Ef fective Date

These regul ati ons apply to sales or exchanges on or after

Decenber 24, 2002.
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Speci al Anal yses

It has been determ ned that this Treasury decision is not a
significant regulatory action as defined in Executive Order 12866.
Therefore, a regulatory assessnent is not required. It also has been
determ ned that section 553(b) of the Adm nistrative Procedure Act (5
U.S.C. chapter 5) does not apply to these regul ations, and because
t hese regul ati ons do not inpose a collection of information on snall
entities, the Regulatory Flexibility Act (5 U S.C. chapter 6) does
not apply. Pursuant to section 7805(f) of the Internal Revenue Code,
the notice of proposed rul emaki ng precedi ng these regul ati ons was
submtted to the Chief Counsel for Advocacy of the Small Business
Adm ni stration for conment on its inpact on small business.
Drafting Information

The principal author of these regulations is Sara Paige
Shepherd, O fice of Associate Chief Counsel (Income Tax and
Accounting). However, other personnel fromthe IRS and the Treasury
Departnment participated in the devel opnent of the regul ati ons.
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Amendnents to the Regul ati ons

Accordingly, 26 CFR part 1 is anended as foll ows:

PART 1--1 NCOVE TAXES
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Paragraph 1. The authority citation for part 1 is anended by
adding an entry in nunerical order to read in part as foll ows:
Aut hority: 26 U.S.C. 7805 * * *
Section 1.1398-3 also issued under 26 U. S.C. 1398(g) * * *
Par. 2. Sections 1.121-1, 1.121-2, 1.121-3 and 1.121-4 are
revised to read as follows:

81.121-1 Exclusion of gain from sale or exchange of a principal

resi dence.

(a) In general. Section 121 provides that, under certain

ci rcunst ances, gross incone does not include gain realized on the
sal e or exchange of property that was owned and used by a taxpayer as
t he taxpayer's principal residence. Subject to the other provisions
of section 121, a taxpayer may exclude gain only if, during the
5-year period ending on the date of the sale or exchange, the

t axpayer owned and used the property as the taxpayer's

princi pal residence for periods aggregating 2 years or nore.

(b) Residence--(1) 1n general. Wether property is

used by the taxpayer as the taxpayer’s residence depends upon

all the facts and circunstances. A property used by the taxpayer

as the taxpayer’s residence may include a houseboat, a house trailer,
or the house or apartnent that the taxpayer is entitled to occupy as
a tenant-stockholder in a cooperative housing corporation (as those

terms are defined in section 216(b)(1) and (2)). Property used by



-20-
t he taxpayer as the taxpayer’s residence does not include personal
property that is not a fixture under |ocal |aw.

(2) Principal residence. 1In the case of a taxpayer

usi ng nore than one property as a residence, whether property
is used by the taxpayer as the taxpayer’s principal residence
depends upon all the facts and circunstances. |f a taxpayer

al ternates between 2 properties, using each as a residence for
successive periods of tine, the property that the taxpayer
uses a majority of the time during the year ordinarily wll be
consi dered the taxpayer’s principal residence. |In addition to
t he taxpayer’s use of the property, relevant factors in
determ ning a taxpayer’s principal residence, include, but are
not limted to--

(i) The taxpayer’s place of enploynent;

(ii) The principal place of abode of the taxpayer’s
fam |y menbers;

(ii1) The address listed on the taxpayer’s federal and
state tax returns, driver’s license, autonobile registration
and voter registration card,;

(iv) The taxpayer’s mmiling address for bills and
correspondence;

(v) The location of the taxpayer’s banks; and
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(vi) The location of religious organizations and
recreational clubs with which the taxpayer is affiliated.

(3) Vacant land--(i) In general. The sale or exchange of

vacant land is not a sale or exchange of the taxpayer’s principal
resi dence unl ess--

(A) The vacant land is adjacent to |land containing the
dwel ling unit of the taxpayer’s principal residence;

(B) The taxpayer owned and used the vacant |and as part of the
t axpayer’s principal residence;

(C) The taxpayer sells or exchanges the dwelling unit in a
sal e or exchange that neets the requirements of section 121 within 2
years before or 2 years after the date of the sale or exchange of the
vacant | and; and

(D) The requirements of section 121 have otherwise been met
with respect to the vacant | and.

(ii) Limtations--(A) Maximumlimtation amount. For purposes

of section 121(b)(1) and (2) (relating to the maximumlimtation
amount of the section 121 exclusion), the sale or exchange of the
dwel ling unit and the vacant |and are treated as one sale or
exchange. Therefore, only one maximum limtati on anount of $250, 000
($500, 000 for certain joint returns) applies to the conbi ned sal es or
exchanges of vacant |land and the dwelling unit. In applying the

maxi mum |l imtation amount to sales or exchanges that occur in
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different taxable years, gain fromthe sale or exchange of the
dwel ling unit, up to the maxinmum |lim tati on anount under section
121(b) (1) or (2), is excluded first and each spouse is treated as
excl uding one-half of the gain froma sale or exchange to which
section 121(b)(2) (A and 81.121-2(a)(3)(i) (relating to the
limtation for certain joint returns) apply.

(B) Sale or exchange of nore than one principal residence in 2-

year period. If a dwelling unit and vacant |and are sold or exchanged

in separate transactions that qualify for the section 121 excl usion
under this paragraph (b)(3), each of the transactions is disregarded
in applying section 121(b)(3) (restricting the application of section
121 to only 1 sale or exchange every 2 years) to the other
transactions but is taken into account as a sale or exchange of a
princi pal residence on the date of the transaction in applying
section 121(b)(3) to that transaction and the sale or exchange of any
ot her principal residence.

(C) Sale or exchange of vacant |l and before dwelling unit. If

the sale or exchange of the dwelling unit occurs in a |later taxable
year than the sale or exchange of the vacant | and and after the date
prescribed by law (including extensions) for the filing of the
return for the taxable year of the sale or exchange of the

vacant |and, any gain fromthe sale or exchange of the vacant | and

must be treated as taxable on the taxpayer’s return for the taxable
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year of the sale or exchange of the vacant land. |f the taxpayer has
reported gain fromthe sale or exchange of the vacant |and as
taxabl e, after satisfying the requirements of this paragraph (b)(3)
t he taxpayer may claimthe section 121 exclusion with regard to
t he sal e or exchange of the vacant |and (for any period for
whi ch the period of limtation under section 6511 has not
expired) by filing an anmended return.

(4) Examples. The provisions of this paragraph (b) are
illustrated by the foll owi ng exanpl es:

Exanple 1. Taxpayer A owns 2 residences, one in New York
and one in Florida. From 1999 through 2004, he lives in the
New York residence for 7 nonths and the Florida residence for
5 nonths of each year. |In the absence of facts and
ci rcunmst ances indicating otherw se, the New York residence is
A's principal residence. A would be eligible for the section
121 exclusion of gain fromthe sale or exchange of the New
York residence, but not the Florida residence.

Exanple 2. Taxpayer B owns 2 residences, one in Virginia
and one in Maine. During 1999 and 2000, she lives in the
Virginia residence. During 2001 and 2002, she lives in the
Mai ne residence. During 2003, she lives in the Virginia
resi dence. B's principal residence during 1999, 2000, and
2003 is the Virginia residence. B's principal residence
during 2001 and 2002 is the Maine residence. B would be
eligible for the 121 exclusion of gain fromthe sale or
exchange of either residence (but not both) during 2003.

Exanple 3. In 1991 Taxpayer C buys property consisting
of a house and 10 acres that she uses as her principal

residence. In May 2005 C sells 8 acres of the |and and
realizes a gain of $110,000. C does not sell the dwelling
unit before the due date for filing Cs 2005 return, therefore

Cis not eligible to exclude the $110,000 of gain. |In March
2007 C sells the house and remaining 2 acres realizing a gain
of $180,000 fromthe sale of the house. C may exclude the
$180, 000 of gain. Because the sale of the 8 acres occurred
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within 2 years fromthe date of the sale of the dwelling unit,
the sale of the 8 acres is treated as a sale of the taxpayer’s
princi pal residence under paragraph (b)(3) of this section. C
may file an anended return for 2005 to claiman exclusion for
$70, 000 ($250,000 - $180,000 gain previously excluded) of the
$110, 000 gain fromthe sale of the 8 acres.

Exanple 4. In 1998 Taxpayer D buys a house and 1 acre that he

uses as his principal residence. In 1999 D buys 29 acres adjacent to
hi s house and uses the vacant |and as part of his principal
residence. In 2003 D sells the house and 1 acre and the 29 acres in

2 separate transactions. D sells the house and 1 acre at a |oss of
$25,000. D realizes $270,000 of gain fromthe sale of the 29 acres.
D may exclude the $245,000 gain fromthe 2 sal es.

(c) Ownership and use requirenents--(1) In general

The requirenments of ownership and use for periods aggregating
2 years or nore may be satisfied by establishing ownership and
use for 24 full nmonths or for 730 days (365 x 2). The

requi renents of ownership and use may be satisfied during
nonconcurrent periods if both the ownership and use tests are
met during the 5-year period ending on the date of the sale or
exchange.

(2) Use. (i) In establishing whether a taxpayer has
satisfied the 2-year use requirenent, occupancy of the
residence is required. However, short tenporary absences,
such as for vacation or other seasonal absence (although
acconpanied with rental of the residence), are counted as
peri ods of use.

(i1) Determnation of use during periods of out-of-residence

care. |If a taxpayer has becone physically or nentally incapable of
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self-care and the taxpayer sells or exchanges property that the
t axpayer owned and used as the taxpayer’s principal residence for
peri ods aggregating at |east 1 year during the 5-year period
precedi ng the sale or exchange, the taxpayer is treated as using the
property as the taxpayer’s principal residence for any period of tine
during the 5-year period in which the taxpayer owns the property and
resides in any facility (including a nursing hone) |licensed by a
State or political subdivision to care for an individual in the
t axpayer’s condition.

(3) Ownership--(i) Trusts. |If a residence is owned by
a trust, for the period that a taxpayer is treated under
sections 671 through 679 (relating to the treatnent of
grantors and others as substantial owners) as the owner of the
trust or the portion of the trust that includes the residence,
the taxpayer will be treated as owning the residence for
pur poses of satisfying the 2-year ownership requirenent of
section 121, and the sale or exchange by the trust wll be
treated as if nade by the taxpayer.

(ii) Certain single owner entities. |If a residence is

owned by an eligible entity (within the neaning of
8301. 7701-3(a) of this chapter) that has a single owner and is
di sregarded for federal tax purposes as an entity separate

fromits owner under 8301.7701-3 of this chapter, the owner
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will be treated as owning the residence for purposes of

sati sfying the 2-year ownership requirenment of section 121,
and the sale or exchange by the entity will be treated as if
made by the owner.

(4) Exanples. The provisions of this paragraph (c) are
illustrated by the follow ng exanples. The exanpl es assune that
81.121-3 (relating to the reduced maxi num excl usi on) does not apply
to the sale of the property. The exanples are as foll ows:

Exanple 1. Taxpayer A has owned and used his house as
his principal residence since 1986. On January 31, 1998, A
noves to another state. A rents his house to tenants from
that date until April 18, 2000, when he sells it. A is
eligible for the section 121 exclusion because he has owned
and used the house as his principal residence for at |east 2
of the 5 years preceding the sale.

Exanple 2. Taxpayer B owns and uses a house as her
princi pal residence from 1986 to the end of 1997. On January
4, 1998, B noves to another state and ceases to use the house.
B's son noves into the house in March 1999 and uses the
residence until it is sold on July 1, 2001. B may not excl ude
gain fromthe sale under section 121 because she did not use
the property as her principal residence for at |east 2 years
out of the 5 years preceding the sale.

Exanple 3. Taxpayer C lives in a townhouse that he rents
from 1993 t hrough 1996. On January 18, 1997, he purchases the
t owmnhouse. On February 1, 1998, C noves into his daughter’s
home. On May 25, 2000, while still living in his daughter’s
home, C sells his townhouse. The section 121 exclusion will
apply to gain fromthe sal e because C owned the townhouse for
at |l east 2 years out of the 5 years preceding the sale (from
January 19, 1997 until May 25, 2000) and he used the townhouse
as his principal residence for at |east 2 years during the 5-
year period preceding the sale (from May 25, 1995 until
February 1, 1998).
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Exanple 4. Taxpayer D, a coll ege professor, purchases
and noves into a house on May 1, 1997. He uses the house as
his principal residence continuously until Septenmber 1, 1998,
when he goes abroad for a 1l-year sabbatical |eave. On Cctober
1, 1999, 1 nonth after returning fromthe | eave, D sells the
house. Because his |eave is not considered to be a short
t enporary absence under paragraph (c)(2) of this section, the
period of the sabbatical |eave may not be included in
determ ni ng whet her D used the house for periods aggregating 2
years during the 5-year period ending on the date of the sale.
Consequently, Dis not entitled to exclude gain under section
121 because he did not use the residence for the requisite
peri od.

Exanple 5. Taxpayer E purchases a house on February 1
1998, that he uses as his principal residence. During 1998
and 1999, E |leaves his residence for a 2-nonth sunmmer
vacation. E sells the house on March 1, 2000. Although, in
the 5-year period preceding the date of sale, the total tine E
used his residence is less than 2 years (21 nonths), the
section 121 exclusion will apply to gain fromthe sale of the
resi dence because, under paragraph (c)(2) of this section, the
2-nonth vacations are short tenporary absences and are counted
as periods of use in determ ning whether E used the residence
for the requisite period.

(d) Depreciation taken after May 6, 1997--(1) ln general. The

section 121 exclusion does not apply to so nmuch of the gain fromthe
sal e or exchange of property as does not exceed the portion of the
depreciation adjustnents (as defined in section 1250(b)(3))
attributable to the property for periods after May 6, 1997.
Depreci ati on adjustnents allocable to any portion of the property to
whi ch the section 121 exclusion does not apply under paragraph (e) of
this section are not taken into account for this purpose.

(2) Example. The provisions of this paragraph (d) are

illustrated by the follow ng exanpl e:
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Exanple. On July 1, 1999, Taxpayer A noves into a house that
he owns and had rented to tenants since July 1, 1997. A took
depreci ati on deductions totaling $14,000 for the period that he
rented the property. After using the residence as his principal
residence for 2 full years, A sells the property on August 1, 2001.
A's gain realized fromthe sale is $40,000. A has no other section
1231 or capital gains or |osses for 2001. Only $26, 000 ($40,000 gain
realized - $14,000 depreciation deductions) may be excl uded under
section 121. Under section 121(d)(6) and paragraph (d)(1) of this
section, A nust recognize $14,000 of the gain as unrecaptured section
1250 gain within the nmeaning of section 1(h).

(e) Property used in part as a principal residence--(1)

Al l ocation required. Section 121 will not apply to the gain

all ocable to any portion (separate fromthe dwelling unit) of
property sold or exchanged with respect to which a taxpayer does not
satisfy the use requirement. Thus, if a portion of the property was
used for residential purposes and a portion of the property (separate
fromthe dwelling unit) was used for non-residential purposes, only
the gain allocable to the residential portion is excludable under
section 121. No allocation is required if both the residential and
non-resi dential portions of the property are within the same dwelling
unit. However, section 121 does not apply to the gain allocable to
the residential portion of the property to the extent provided by

par agraph (d) of this section.

(2) Dwelling unit. For purposes of this paragraph (e), the

termdwelling unit has the same neaning as in section 280A(f) (1), but

does not include appurtenant structures or other property.
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(3) Method of allocation. For purposes of determ ning the
ampount of gain allocable to the residential and non-residenti al
portions of the property, the taxpayer nust allocate the basis and
t he ampunt realized between the residential and the non-residential
portions of the property using the sanme nethod of allocation that the
t axpayer used to determ ne depreciation adjustnents (as defined in
section 1250(b)(3)), if applicable.

(4) Examples. The provisions of this paragraph (e) are
illustrated by the foll owi ng exanpl es:

Exanple 1. Non-residential use of property not within
the dwelling unit. (i) Taxpayer A owns a property that
consists of a house, a stable and 35 acres. A uses the stable
and 28 acres for non-residential purposes for nore than 3
years during the 5-year period preceding the sale. A uses the
entire house and the remaining 7 acres as his principal
residence for at |east 2 years during the 5-year period
preceding the sale. For periods after May 6, 1997, A clains
depreci ati on deducti ons of $9,000 for the non-residential use
of the stable. A sells the entire property in 2004, realizing
a gain of $24,000. A has no other section 1231 or capital
gains or |osses for 2004.

(i1) Because the stable and the 28 acres used in the
busi ness are separate fromthe dwelling unit, the allocation
rul es under this paragraph (e) apply and A nust allocate the
basi s and anount realized between the portion of the property
t hat he used as his principal residence and the portion of the
property that he used for non-residential purposes. A
determ nes that $14,000 of the gain is allocable to the non-
residential -use portion of the property and that $10, 000 of
the gain is allocable to the portion of the property used as
his residence. A nust recognize the $14,000 of gain allocable
to the non-residential-use portion of the property ($9, 000 of
whi ch is unrecaptured section 1250 gain within the meani ng of
section 1(h), and $5,000 of which is adjusted net capital
gain). A may exclude $10,000 of the gain fromthe sale of the

property.
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Exanple 2. Non-residential use of property not within
the dwelling unit and rental of the entire property. (i) In
1998 Taxpayer B buys a property that includes a house, a barn,
and 2 acres. B uses the house and 2 acres as her principal
resi dence and the barn for an antiques business. In 2002, B
noves out of the house and rents it to tenants. B sells the
property in 2004, realizing a gain of $21,000. Between 1998
and 2004 B cl ai s depreciation deductions of $4, 800
attributable to the antiques business. Between 2002 and 2004
B clainms depreciation deductions of $3,000 attributable to the
house. B has no other section 1231 or capital gains or | osses
for 2004.

(ii) Because the portion of the property used in the
antiques business is separate fromthe dwelling unit, the
al l ocation rules under this paragraph (e) apply. B nust
all ocate basis and amount realized between the portion of the
property that she used as her principal residence and the
portion of the property that she used for non-residenti al
purposes. B determ nes that $4,000 of the gain is allocable
to the non-residential portion of the property and that
$17,000 of the gain is allocable to the portion of the
property that she used as her principal residence.

(iii) B must recognize the $4,000 of gain allocable to
the non-residential portion of the property (all of which is
unrecaptured section 1250 gain within the meani ng of section
1(h)). In addition, the section 121 exclusion does not apply
to the gain allocable to the residential portion of the
property to the extent of the depreciation adjustnents
attributable to the residential portion of the property for
periods after May 6, 1997 ($3,000). Therefore, B may excl ude
$14,000 of the gain fromthe sale of the property.

Exanple 3. Non-residential use of a separate dwelling
unit. (i) In 2002 Taxpayer C buys a 3-story townhouse and
converts the basenment |evel, which has a separate entrance,
into a separate apartnment by installing a kitchen and bat hroom
and renmoving the interior stairway that |eads fromthe
basenent to the upper floors. After the conversion, the
property constitutes 2 dwelling units within the neaning of
paragraph (e)(2) of this section. C uses the first and second
floors of the townhouse as his principal residence and rents
t he basenent level to tenants from 2003 to 2007. C clains
depreci ati on deductions of $2,000 for that period with respect
to the basenment apartnent. C sells the entire property in
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2007, realizing gain of $18,000. C has no other section 1231
or capital gains or |osses for 2007.

(ii) Because the basenent apartnment and the upper floors
of the townhouse are separate dwelling units, C nust allocate
the gain between the portion of the property that he used as
his principal residence and the portion of the property that
he used for non-residential purposes under paragraph (e) of
this section. After allocating the basis and the anmpunt
realized between the residential and non-residential portions
of the property, C determ nes that $6,000 of the gain is
all ocable to the non-residential portion of the property and
t hat $12,000 of the gain is allocable to the portion of the
property used as his residence. C nust recognize the $6, 000
of gain allocable to the non-residential portion of the
property ($2,000 of which is unrecaptured section 1250 gain
within the nmeani ng of section 1(h), and $4, 000 of which is
adj usted net capital gain). C may exclude $12,000 of the gain
fromthe sale of the property.

Exanple 4. Separate dwelling unit converted to
residential use. The facts are the sanme as in Exanple 3
except that in 2007 C incorporates the basenment of the
t ownhouse into his principal residence by elimnating the
kitchen and building a new interior stairway to the upper
floors. C uses all 3 floors of the townhouse as his principal
residence for 2 full years and sells the townhouse in 2010,
realizing a gain of $20,000. Under section 121(d)(6) and
paragraph (d) of this section, C nust recognize $2,000 of the
gai n as unrecaptured section 1250 gain within the meaning of
section 1(h). Because C used the entire 3 floors of the
t owmnhouse as his principal residence for 2 of the 5 years
preceding the sale of the property, C may excl ude the
remai ni ng $18, 000 of the gain fromthe sale of the house.

Exanple 5. Non-residential use within the dwelling unit,
property depreciated. Taxpayer D, an attorney, buys a house
in 2003. The house constitutes a single dwelling unit but D
uses a portion of the house as a law office. D clains
depreci ati on deductions of $2,000 during the period that she
owns the house. D sells the house in 2006, realizing a gain
of $13,000. D has no other section 1231 or capital gains or
| osses for 2006. Under section 121(d)(6) and paragraph (d) of
this section, D nmust recognize $2,000 of the gain as
unrecaptured section 1250 gain within the nmeani ng of section
1(h). D may exclude the remaining $11, 000 of the gain from
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the sale of her house because, under paragraph (e)(1) of this
section, she is not required to allocate gain to the business
use within the dwelling unit.

Exanple 6. Non-residential use within the dwelling unit,
property not depreciated. The facts are the sane as in
Exanple 5, except that Dis not entitled to claimany
depreci ati on deductions with respect to her business use of
t he house. D may exclude $13,000 of the gain fromthe sal e of
her house because, under paragraph (e)(1) of this section, she
is not required to allocate gain to the business use within
the dwelling unit.

(f) Effective date. This section is applicable for

sal es and exchanges on or after Decenber 24, 2002. For rules
on electing to apply the provisions of this section
retroactively, see 81.121-4(j).

8§1.121-2 Limtations.

(a) Dollar limtations--(1) In general. A taxpayer may

exclude from gross income up to $250, 000 of gain fromthe sale
or exchange of the taxpayer’s principal residence. A taxpayer
is eligible for only one maxi num excl usi on per princi pal

resi dence.

(2) Joint owners. |If taxpayers jointly own a principal

residence but file separate returns, each taxpayer may excl ude
fromgross incone up to $250,000 of gain that is attributable
to each taxpayer’s interest in the property, if the
requi renents of section 121 have ot herwi se been net.

(3) Special rules for joint returns--(i) lLn general. A

husband and wi fe who make a joint return for the year of the
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sal e or exchange of a principal residence my exclude up to
$500, 000 of gain if--

(A) Either spouse neets the 2-year ownership
requi renments of 81.121-1(a) and (c);

(B) Both spouses neet the 2-year use requirenments of
§1.121-1(a) and (c); and

(C) Neither spouse excluded gain froma prior sale or
exchange of property under section 121 within the last 2 years

(as determ ned under paragraph (b) of this section).

(ii) Oher joint returns. For taxpayers filing jointly,
if either spouse fails to neet the requirenents of paragraph
(a)(3)(i) of this section, the maximum |limtati on anount to be
claimed by the couple is the sum of each spouse’s limtation
ampunt determ ned on a separate basis as if they had not been
married. For this purpose, each spouse is treated as owni ng
the property during the period that either spouse owned the
property.

(4) Examples. The provisions of this paragraph (a) are
illustrated by the follow ng exanples. The exanples assune that
81.121-3 (relating to the reduced maxi mum excl usi on) does not apply
to the sale of the property. The exanples are as foll ows:

Exanple 1. Unmarried Taxpayers A and B own a house as
joint owners, each owning a 50 percent interest in the house.

They sell the house after owning and using it as their
principal residence for 2 full years. The gain realized from
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the sale is $256,000. A and B are each eligible to exclude
$128, 000 of gain because the anopunt of realized gain allocable
to each of themfromthe sale does not exceed each taxpayer’s
available limtation amunt of $250, 000.

Exanple 2. The facts are the sane as in Exanple 1,
except that A and B are nmarried taxpayers who file a joint
return for the taxable year of the sale. A and B are eligible
to exclude the entire anpunt of realized gain ($256,000) from
gross inconme because the gain realized fromthe sale does not
exceed the limtation amunt of $500,000 available to A and B
as taxpayers filing a joint return.

Exanple 3. During 1999, married Taxpayers H and W each
sell a residence that each had separately owned and used as a
princi pal residence before their marriage. Each spouse neets
t he ownership and use tests for his or her respective
residence. Neither spouse neets the use requirenent for the
ot her spouse’s residence. H and Wfile a joint return for the
year of the sales. The gain realized fromthe sale of H s
residence is $200,000. The gain realized fromthe sale of Ws
resi dence i s $300,000. Because the ownership and use
requi renents are net for each residence by each respective
spouse, H and Ware each eligible to exclude up to $250, 000 of
gain fromthe sale of their individual residences. However, W
may not use H s unused exclusion to exclude gain in excess of
her limtation ampunt. Therefore, H and Wnust recognize
$50, 000 of the gain realized on the sale of Ws residence.

Exanple 4. Married Taxpayers H and Wsell their
residence and file a joint return for the year of the sale.
W but not H, satisfies the requirenents of section 121. They
are eligible to exclude up to $250,000 of the gain fromthe
sal e of the residence because that is the sum of each spouse’s
dollar limtation anount determ ned on a separate basis as if
t hey had not been married ($0 for H, $250,000 for W.

Exanple 5. Married Taxpayers H and W have owned and used
their principal residence since 1998. On February 16, 2001, H
dies. On Septenber 24, 2001, Wsells the residence and
realizes a gain of $350,000. Pursuant to section 6013(a)(3),
Wand H s executor nake a joint return for 2001. AlIl $350, 000
of the gain fromthe sale of the residence may be excl uded.

Exanple 6. Assune the sane facts as Exanple 5, except
that Wdoes not sell the residence until January 31, 2002.
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Because Ws filing status for the taxable year of the sale is
single, the special rules for joint returns under paragraph
(a)(3) of this section do not apply and Wmay exclude only
$250, 000 of the gain.

(b) Application of section 121 to only 1 sale or

exchange every 2 years--(1) |In general. Except as otherw se

provided in 81.121-3 (relating to the reduced maxi mum
exclusion), a taxpayer may not exclude from gross inconme gain
fromthe sale or exchange of a principal residence if, during
the 2-year period ending on the date of the sale or exchange,
t he taxpayer sold or exchanged ot her property for which gain
was excluded under section 121. For purposes of this
paragraph (b)(1), any sale or exchange before May 7, 1997, is
di sregar ded.

(2) Example. The following exanple illustrates the
rules of this paragraph (b). The exanple assunes that 81.121-3
(relating to the reduced maxi mum excl usi on) does not apply to the
sale of the property. The exanple is as foll ows:

Exanpl e. Taxpayer A owns a townhouse that he uses as his
princi pal residence for 2 full years, 1998 and 1999. A buys a
house in 2000 that he owns and uses as his principal
residence. A sells the townhouse in 2002 and excludes gain
realized on its sale under section 121. A sells the house in
2003. Although A neets the 2-year ownership and use
requi rements of section 121, Ais not eligible to exclude gain

fromthe sale of the house because A excluded gain within the
| ast 2 years under section 121 fromthe sale of the townhouse.

(c) Effective date. This section is applicable for

sal es and exchanges on or after Decenber 24, 2002. For rules
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on electing to apply the provisions of this section
retroactively, see 81.121-4(j).

8§1.121-3 Reduced maxi num excl usi on for taxpayers failing to

meet certain requirenments.

(a) 1n general. Inlieu of the [imtation under section

121(b) and 81.121-2, a reduced maxi mum exclusion limtation my be
avai l able for a taxpayer who sells or exchanges property used
as the taxpayer’s principal residence but fails to satisfy the
ownership and use requirenments described in 81.121-1(a) and
(c) or the 2-year limtation described in 81.121-2(h).

(b) through (f) [Reserved]. For further guidance, see
81.121-3T(b) through (f).

(g) Conputation of reduced maxi mum exclusion. (1) The

reduced maxi num exclusion is conputed by nmultiplying the
maxi mum dol lar |imtation of $250,000 ($500,000 for certain
joint filers) by a fraction. The nunerator of the fraction is
the shortest of the period of time that the taxpayer owned the
property during the 5-year period ending on the date of the
sal e or exchange; the period of tinme that the taxpayer used
the property as the taxpayer's principal residence during the
5-year period ending on the date of the sale or exchange; or
the period of time between the date of a prior sale or

exchange of property for which the taxpayer excluded gain
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under section 121 and the date of the current sale or
exchange. The nunmerator of the fraction nay be expressed in
days or nonths. The denom nator of the fraction is 730 days or
24 nont hs (depending on the measure of tine used in the nunerator).
(2) Exanples. The follow ng exanples illustrate the rules of
this paragraph (g):

Exanple 1. Taxpayer A purchases a house that she uses as her
princi pal residence. Twelve nonths after the purchase, A sells the
house due to a change in place of her enploynment. A has not excluded
gai n under section 121 on a prior sale or exchange of property within
the last 2 years. A is eligible to exclude up to $125,000 of the
gain fromthe sale of her house (12/24 x $250, 000).

Exanple 2. (i) Taxpayer H owns a house that he has used as
his principal residence since 1996. On January 15, 1999, H and W
marry and Wbegins to use Hs house as her principal residence. On
January 15, 2000, H sells the house due to a change in Ws place of
enpl oynent. Neither H nor Whas excluded gain under section 121 on a
prior sale or exchange of property within the last 2 years.

(ii) Because H and W have not each used the house as their
principal residence for at |least 2 years during the 5-year period
preceding its sale, the maxi numdollar limtation amunt that may be
claimed by Hand Wwi Il not be $500,000, but the sum of each spouse’s
limtation anount determ ned on a separate basis as if they had not
been married. (See 81.121-2(a)(3)(ii).)

(iii) His eligible to exclude up to $250,000 of gain because
he meets the requirenments of section 121. Wis not eligible to
exclude the maxi num dollar [imtation amunt. |Instead, because the
sale of the house is due to a change in place of enploynment, Wis
eligible to claima reduced maxi mum excl usi on of up to $125, 000 of
the gain (365/730 x $250,000). Therefore, H and Ware eligible to
exclude up to $375,000 of gain ($250,000 + $125,000) fromthe sal e of
t he house.

(h) [Reserved]. For further guidance, see 81.121-3T(h).

(i) through (k) [Reserved].
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(I') Effective date. This section is applicable for
sal es and exchanges on or after Decenber 24, 2002. For rules
on electing to apply the provisions of this section
retroactively, see 81.121-4(j).

81.121-4 Special rules.

(a) Property of deceased spouse--(1) In general. For

pur poses of satisfying the ownership and use requirenments of section
121, a taxpayer is treated as owning and using property as the

t axpayer’s principal residence during any period that the taxpayer’'s
deceased spouse owned and used the property as a principal residence
before death if--

(i) The taxpayer’s spouse is deceased on the date of the sale
or exchange of the property; and

(i1) The taxpayer has not remarried at the tine of the sale or
exchange of the property.

(2) Exanple. The provisions of this paragraph (a) are
illustrated by the follow ng exanple. The exanple assunes that
81.121-3 (relating to the reduced maxi mum excl usi on) does not apply
to the sale of the property. The exanple is as follows:

Exanpl e. Taxpayer H has owned and used a house as his
principal residence since 1987. H and Wmarry on July 1, 1999 and
fromthat date they use H's house as their principal residence. H
di es on August 15, 2000, and Winherits the property. Wsells the
property on Septenber 1, 2000, at which tine she has not remarri ed.

Al t hough W has owned and used the house for less than 2 years, Ww |
be considered to have satisfied the ownership and use requirenents of
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section 121 because Ws period of ownership and use includes the
period that H owned and used the property before death.

(b) Property owned by spouse or former spouse--(1) Property

transferred to individual from spouse or former spouse. If a

t axpayer obtains property froma spouse or forner spouse in
a transaction described in section 1041(a), the period that the
t axpayer owns the property will include the period that the spouse or

former spouse owned the property.

(2) Property used by spouse or fornmer spouse. A taxpayer is
treated as using property as the taxpayer’s principal residence for
any period that the taxpayer has an ownership interest in the
property and the taxpayer’s spouse or former spouse is granted use of
t he property under a divorce or separation instrunent (as defined in
section 71(b)(2)), provided that the spouse or former spouse uses the
property as his or her principal residence.

(c) Tenant-stockholder in cooperative housing corporation. A

t axpayer who hol ds stock as a tenant-stockholder in a cooperative
housi ng corporation (as those terns are defined in section 216(b) (1)
and (2)) nmay be eligible to exclude gain under section 121 on the
sal e or exchange of the stock. |In determ ning whether the taxpayer
meets the requirenments of section 121, the ownership requirenents are
applied to the holding of the stock and the use requirenments are
applied to the house or apartnent that the taxpayer is entitled to

occupy by reason of the taxpayer’s stock ownership.
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(d) lnvoluntary conversions--(1) 1n general. For purposes of
section 121, the destruction, theft, seizure, requisition, or
condemation of property is treated as a sale of the property.

(2) Application of section 1033. |In applying section 1033

(relating to involuntary conversions), the anount realized fromthe
sal e or exchange of property used as the taxpayer’s principal
residence is treated as being the amount determ ned w thout regard to
section 121, reduced by the anpunt of gain excluded fromthe

t axpayer’s gross inconme under section 121.

(3) Property acquired after involuntary conversion. |If the
basis of the property acquired as a result of an involuntary
conversion is determned (in whole or in part) under section 1033(b)
(relating to the basis of property acquired through an involuntary
conversion), then for purposes of satisfying the requirenents of
section 121, the taxpayer will be treated as owning and using the
acqui red property as the taxpayer’s principal residence during any
period of tine that the taxpayer owned and used the converted
property as the taxpayer’s principal residence.

(4) Exanple. The provisions of this paragraph (d) are
illustrated by the follow ng exanpl e:

Exanple. (i) On February 18, 1999, fire destroys Taxpayer A s
house whi ch has an adjusted basis of $80,000. A had owned and used
this property as her principal residence for 20 years prior to its
destruction. A s insurance conpany pays A $400,000 for the house. A

realizes a gain of $320,000 ($400,000 - $80,000). On August 27,
1999, A purchases a new house at a cost of $100, 000.
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(ii) Because the destruction of the house is treated as a sale
for purposes of section 121, A will exclude $250,000 of the realized
gain from A s gross incone. For purposes of section 1033, the anount
realized is then treated as being $150, 000 ($400,000 - $250, 000) and
the gain realized is $70,000 ($150,000 anount realized - $80, 000
basis). A elects under section 1033 to recognize only $50,000 of the
gain ($150, 000 amount realized - $100, 000 cost of new house). The
remai ni ng $20, 000 of gain is deferred and A's basis in the new house
is $80,000 ($100,000 cost - $20,000 gain not recognized).

(iii) Awll be treated as owning and using the new house as
A s principal residence during the 20-year period that A owned and
used the destroyed house.

(e) Sales or exchanges of partial interests--(1) Partial

interests other than remainder interests--(i) ILn general. Except as

provi ded in paragraph (e)(2) of this section (relating to sales or
exchanges of remainder interests), a taxpayer nmay apply the section
121 exclusion to gain fromthe sale or exchange of an interest in the
t axpayer’s principal residence that is |less than the taxpayer’'s
entire interest if the interest sold or exchanged includes an
interest in the dwelling unit. For rules relating to the sale or
exchange of vacant |and, see 81.121-1(b)(3).

(i) Limtations--(A) Maximumlimtati on anount. For purposes

of section 121(b)(1) and (2) (relating to the maximum linm tation
anount of the section 121 exclusion), sales or exchanges of parti al
interests in the same principal residence are treated as one sale or
exchange. Therefore, only one maximum |linitation anount of $250, 000
($500, 000 for certain joint returns) applies to the conbi ned sal es or

exchanges of the partial interests. 1In applying the maxi num
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[imtation anount to sal es or exchanges that occur in different

t axabl e years, a taxpayer may exclude gain fromthe first sale or
exchange of a partial interest up to the taxpayer’s full maxi mum
limtation anount and nmay exclude gain fromthe sale or exchange of
any other partial interest in the same principal residence to the
extent of any remaining maximum limtati on amobunt, and each spouse is
treated as excluding one-half of the gain froma sale or exchange to
whi ch section 121(b)(2)(A) and 81.121-2(a)(3)(i)(relating to the

limtation for certain joint returns) apply.

(B) Sale or exchange of nore than one principal residence in 2-

year period. For purposes of applying section 121(b)(3) (restricting

the application of section 121 to only 1 sale or exchange every 2
years), each sale or exchange of a partial interest is disregarded
with respect to other sales or exchanges of partial interests in the
sanme principal residence, but is taken into account as of the date of
the sale or exchange in applying section 121(b)(3) to that sale or
exchange and the sal e or exchange of any other principal residence.

(2) Sales or exchanges of remminder interests--(i) In

general. A taxpayer may elect to apply the section 121 exclusion to
gain fromthe sale or exchange of a remminder interest in the
t axpayer’s principal residence.

(ii) Limtations--(A) Sale or exchange of any other interest.

| f a taxpayer elects to exclude gain fromthe sale or exchange of a
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remai nder interest in the taxpayer’s principal residence, the section
121 exclusion will not apply to a sale or exchange of any ot her
interest in the residence that is sold or exchanged separately.

(B) Sales or exchanges to related parties. This paragraph

(e)(2) wll not apply to a sale or exchange to any person that bears
a relationship to the taxpayer that is described in section 267(b) or
707(b).

(iii) Election. The taxpayer makes the el ection under this
paragraph (e)(2) by filing a return for the taxable year of the sale
or exchange that does not include the gain fromthe sale or exchange
of the remainder interest in the taxpayer’s gross incone. A
t axpayer nmay nmake or revoke the election at any time before
the expiration of a 3-year period beginning on the |ast date
prescribed by law (determ ned without regard to extensions)
for the filing of the return for the taxable year in which the
sal e or exchange occurred.

(4) Example. The provisions of this paragraph (e) are
illustrated by the follow ng exanpl e:

Exanple. 1In 1991 Taxpayer A buys a house that A uses as his
principal residence. 1In 2004 A's friend B noves into A's house and A
sells B a 50%interest in the house realizing a gain of $136,000. A
may excl ude the $136,000 of gain. |In 2005 A sells his remaining 50%
interest in the home to B realizing a gain of $138,000. A may

exclude $114, 000 (%$250,000 - $136,000 gain previously excluded) of
the $138,000 gain fromthe sale of the remaining interest.
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(f) No exclusion for expatriates. The section 121 exclusion

will not apply to any sale or exchange by an individual if the
provi sions of section 877(a) (relating to the treatnent of
expatriates) applies to the individual.

(g) Election to have section not apply. A taxpayer may el ect

to have the section 121 exclusion not apply to a sale or exchange of
property. The taxpayer makes the election by filing a return for the
t axabl e year of the sale or exchange that includes the gain fromthe
sal e or exchange of the taxpayer’s principal residence in the

t axpayer’s gross incone. A taxpayer nay nake an el ection under

t his paragraph (g) to have section 121 not apply (or revoke an

el ection to have section 121 not apply) at any time before the
expiration of a 3-year period beginning on the |ast date

prescribed by law (determ ned without regard to extensions)

for the filing of the return for the taxable year in which the

sal e or exchange occurred.

(h) Residences acquired in rollovers under section 1034. |If a

t axpayer acquires property in a transaction that qualifies under
section 1034 (section 1034 property) for the nonrecognition of gain
realized on the sale or exchange of another property and |ater sells
or exchanges such property, in determning the period of the

t axpayer’s ownership and use of the property under section 121 the

t axpayer may include the periods that the taxpayer owned and used the
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section 1034 property as the taxpayer’s principal residence (and each
prior residence taken into account under section 1223(7) in
determ ning the hol ding period of the section 1034 property).

(i) [Reserved].

(j) Election to apply requlations retroactively.

Taxpayers who woul d ot herwi se qualify under 881.121-1 through 1.121-4
to exclude gain froma sale or exchange of a principal residence

bef ore Decenber 24, 2002 but on or after My 7, 1997, may elect to
apply 881.121-1 through 1.121-4 for any years for which the period of
[imtation under section 6511 has not expired. The taxpayer nakes
the election under this paragraph (j) by filing a return for the

t axabl e year of the sale or exchange that does not include the gain
fromthe sale or exchange of the taxpayer's principal residence in

t he taxpayer's gross incone. Taxpayers who have filed a return for

t he taxabl e year of the sale or exchange nay elect to apply the

provi sions of these regulations for any years for which the period of

limtation under section 6511 has not expired by filing an anmended
return.
(k) Audit protection. The Internal Revenue Service will not

chal l enge a taxpayer’s position that a sale or exchange of a
princi pal residence occurring before Decenber 24, 2002 but on or
after May 7, 1997, qualifies for the section 121 exclusion if the

t axpayer has nmade a reasonable, good faith effort to comply with the
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requi renments of section 121. Conpliance with the provisions of the
regul ati ons project under section 121 (REG 105235-99 (2000-2 C. B.
447)) generally will be considered a reasonable, good faith effort to
conply with the requirenments of section 121.

(I') Effective date. This section is applicable for sales and

exchanges on or after Decenmber 24, 2002. For rules on electing to
apply the provisions retroactively, see paragraph (j) of this
section.
8§1.121-5 [ Renpved]

Par. 3. Section 1.121-5 is renoved.

Par. 4. Section 1.1398-3 is added to read as foll ows:

81.1398-3 Treatnent of section 121 exclusion in individuals’ title 11

cases.

(a) Scope. This section applies to cases under chapter 7
or chapter 11 of title 11 of the United States Code, but only
if the debtor is an individual.

(b) Definition and rules of general application. For

pur poses of this section, section 121 exclusion nmeans the
exclusion of gain fromthe sale or exchange of a debtor’s
princi pal residence avail abl e under section 121.

(c) Estate succeeds to exclusion upon comencenent of

case. The bankruptcy estate succeeds to and takes into
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account the section 121 exclusion with respect to the property

transferred into the estate.
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(d) Effective date. This section is applicable for

sal es or exchanges on or after Decenber 24, 2002.

Robert E. Wenzel,

Assi stant Deputy Commi ssioner of Internal Revenue.

Appr oved: Decenmber 11, 2002.

Panela F. d son,

Assi stant Secretary of the Treasury.



