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AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Tenporary regul ati ons.

SUMMARY: This docunent contains tenporary regulations relating to
t he exclusion of gain fromthe sale or exchange of a taxpayer’s
principal residence in the case of a taxpayer who has not owned and
used the property as the taxpayer’s principal residence for two of
the preceding five years or who has excluded gain fromthe sale or
exchange of a principal residence within the preceding two years.
The text of these tenporary regul ations also serves as the text of
t he proposed regul ations set forth in the notice of proposed

rul emaki ng on this subject in the Proposed Rules section in this

i ssue of the Federal Register.

DATES: Effective Date: These regulations are effective
Decenmber 24, 2002.

Applicability Date: For dates of applicability, see

§1.121-3T(1).
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FOR FURTHER | NFORMATI ON CONTACT: Sara Pai ge Shepherd, (202) 622-4960
(not a toll-free number).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent contains anmendnents to the Incone Tax Regul ations
(26 CFR part 1) under section 121(c) relating to the exclusion of
gain fromthe sale or exchange of the principal residence of a
t axpayer who has not owned and used the property as the taxpayer’s
principal residence for two of the preceding five years or who has
excl uded gain on the sale or exchange of a principal residence within
t he preceding two years.

Under section 121(a), a taxpayer may exclude up to $250, 000
($500, 000 for certain joint returns) of gain realized on the sale or
exchange of the taxpayer’s principal residence if the taxpayer owned
and used the property as the taxpayer’s principal residence for at
| east two years during the five-year period ending on the date of the
sal e or exchange. Section 121(b)(3) allows the taxpayer to apply the
maxi mum excl usion to only one sale or exchange during the two-year
peri od ending on the date of the sale or exchange. Section 121(c)
provi des that a taxpayer who fails to nmeet any of these conditions by
reason of a change in place of enploynent, health, or, to the extent
provided in regulations, unforeseen circunmstances, may be entitled to

an exclusion in a reduced nmaxi num anmount.
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On COctober 10, 2000, a notice of proposed rul emaki ng (REG
105235-99) under section 121 was published in the Federal Register
(65 FR 60136). The proposed regulations did not define change in
pl ace of enploynment, health, or unforeseen circunstances for purposes
of the reduced maxi num excl usion. Conmments were specifically
request ed regardi ng what circunmstances should qualify as unforeseen.
A public hearing was held on January 26, 2001.

The I RS and Treasury Department received numerous conments
regardi ng the reduced maxi mum excl usi on and have concluded that many
of these comments should be adopted. However, because the rules
formulated in response to these comments are extensive, the IRS and
Treasury Departnent have concluded that the rules relating to the
reduced maxi num excl usi on shoul d be issued as proposed and tenporary
regul ations to provide the public with adequate notice and
opportunity to comment. Final regul ati ons under section 121
addr essi ng provisions other than the reduced nmaxi mum excl usi on are
set forth elsewhere in this edition of the Federal Register.

Expl anati on of Provisions

1. General Provisions

Under the tenporary regulations, a reduced maxi num excl usi on
limtation is available to a taxpayer who has sold or exchanged
property owned and used as the taxpayer’s principal residence for

|l ess than two of the preceding five years or who has excluded gain on
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t he sale or exchange of a principal residence within the preceding
two years. This reduced maxi mnum exclusion applies only if the sale
or exchange is by reason of a change in place of enploynent, health,
or unforeseen circunstances. A sale or exchange is by reason of a
change in place of enploynent, health, or unforeseen circunstances
only if the taxpayer’s primary reason for the sale or exchange is a
change in place of enploynent, health, or unforeseen circunstances.
The taxpayer’s primary reason for the sale or exchange is detern ned
based on the facts and circunstances. The tenporary regul ations
provide a list of factors that may be relevant in determ ning the
taxpayer’s primary reason. These factors are suggestive only. No
single fact or particular conbination of facts is determ native of
the taxpayer’s entitlenent to the reduced maxi num excl usi on.

In addition, for each of the three grounds for claimng a
reduced maxi mum excl usi on, the tenporary regul ations provide a
general definition and one or nore safe harbors. |If a safe harbor
applies, the taxpayer’s primary reason for the sale or exchange is
deened to be a change in place of enploynent, health, or unforeseen
ci rcumnst ances.

2. Change in Place of Enpl oynent

The tenporary regul ations provide that a sale or exchange is by
reason of a change in place of enploynment if the taxpayer’s primry

reason for the sale or exchange is a change in the |ocation of the
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enpl oynent of a qualified individual. Enploynent is defined as the

commencenent of enployment with a new enpl oyer, the continuation of
enpl oynent with the sane enpl oyer, or the commencenent or

continuation of self-enploynent. A qualified individual is defined

as the taxpayer, the taxpayer’s spouse, a co-owner of the residence,
or a person whose principal place of abode is in the same househol d
as the taxpayer.

The tenporary regul ati ons adopt a safe harbor, suggested by
comment ators, that provides that the primary reason for the sale or
exchange is deemed to be a change in place of enploynent if the new
pl ace of enploynent of a qualified individual is at least fifty mles
farther fromthe residence sold or exchanged than was the fornmer
pl ace of enmploynent. If the individual was unenployed, the distance
bet ween the new pl ace of enploynment and the residence sold or
exchanged nust be at least fifty mles. This standard is derived
fromsection 217(c)(1) relating to the novi ng expense deduction. The
safe harbor applies only if the change in place of enploynent occurs
during the period of the taxpayer’s ownership and use of the property
as the taxpayer’s principal residence. |If a sale or exchange does
not satisfy this safe harbor, a taxpayer may still qualify for the
reduced maxi num excl usi on by reason of a change in place of
enpl oynment if the facts and circunstances indicate that a change in

pl ace of enploynent is the primary reason for the sale or exchange.
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3. Sal e or Exchange by Reason of Health

Comrent at ors proposed that, for purposes of determ ning whether
a sale or exchange is by reason of health, the regul ati ons adopt
standards simlar to those for the deductibility of nedical expenses
under section 213(a). Comentators al so suggested that the
regul ati ons provide that the reduced maxi mum excl usi on by reason of
health apply to sales and exchanges due to (1) advanced age-rel ated
infirmties, (2) the taxpayer’s need to nove in order to care for a
famly menber, (3) severe allergies, and (4) enotional problens.

In response to these comrents, the tenporary regul ations
provi de the general rule that a sale or exchange is by reason of
health if the taxpayer’s primary reason for the sale or exchange is
(1) to obtain, provide, or facilitate the diagnosis, cure,
mtigation, or treatnment of disease, illness, or injury of a
qualified individual, or (2) to obtain or provide nedical or personal
care for a qualified individual suffering froma disease, illness, or
injury. A sale or exchange that is nerely beneficial to the general
health or well-being of the individual is not a sale or exchange by
reason of health.

One comment at or suggested that the regul ations establish a safe
harbor allow ng a taxpayer to claima reduced maxi mum exclusion if
t he taxpayer obtains docunentation of a specific nmedical condition

froma licensed physician. The tenporary regul ati ons provide a safe
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harbor that the primary reason for the sale or exchange is deened to
be health if a physician (as defined in section 213(d)(4)) recomrends
a change of residence for reasons of health.

For purposes of the reduced maxi num excl usi on by reason of

health, the termqualified individual includes the taxpayer, the

t axpayer’s spouse, a co-owner of the residence, a person whose
princi pal place of abode is in the sane household as the

t axpayer, and certain famly nmenbers of these individuals. The
definition of qualified individual in the case of health is broader
than the definition that applies to the exclusions by reason of
change in place of enploynent and unforeseen circunstances to
enconpass taxpayers who sell or exchange their residence in order to
care for sick famly nmenbers.

4. Sal e or Exchange by Reason of Unforeseen Circunstances

The tenporary regul ations provide that a sale or exchange is by
reason of unforeseen circunstances if the primary reason for the sale
or exchange is the occurrence of an event that the taxpayer does not
antici pate before purchasi ng and occupying the residence.

Many comrent ators provi ded suggestions regarding circunstances
that should qualify as unforeseen. A |large nunber of comentators
suggested that unforeseen circunmstances shoul d enconpass divorce or
the term nation of a permanent residential relationship. Ohers

suggested that unforeseen circunstances should include death, birth,
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marri age, bankruptcy, the | oss of enploynent, incarceration,
adm ssion to an institution of higher |earning, natural and man- made
di sasters, involuntary conversions, and a substantial increase in
medi cal or living expenses leading to a significant change in
econom c circunstances. One commentator suggested that any del ay of
over three years in selling the residence due to a decline in the
real estate market should be deemed an unforeseen circunstance. A
few comrent at ors suggested that unforeseen circunstances should
i ncl ude unfavorabl e changes affecting the desirability of the
property, such as environnental problens, zoning-I|aw changes,
sl ovenly nei ghbors, and serious nuisance or safety concerns.

The tenporary regul ati ons adopt many of these suggestions as
safe harbors. A taxpayer’s primary reason for the sale or exchange
is deemed to be unforeseen circunstances if one of the safe harbor
events occurs during the taxpayer’s ownership and use of the
property. The safe harbor events include the involuntary conversion
of the residence, a natural or man-made di saster or act of war or
terrorismresulting in a casualty to the residence, and, in the case
of a qualified individual: (1) death, (2) the cessation of enpl oynent
as a result of which the individual is eligible for unenpl oynent
conpensation, (3) a change in enploynent or self-enploynment status
that results in the taxpayer’s inability to pay housing costs and

reasonabl e basic living expenses for the taxpayer's household, (4)
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di vorce or | egal separation under a decree of divorce or separate
mai nt enance, and (5) multiple births resulting fromthe sane
pregnancy. The Conmm ssi oner may designate other events or situations
as unforeseen circunstances in published gui dance of general
applicability or in a ruling directed to a specific taxpayer. A
t axpayer who does not qualify for a safe harbor nmay denonstrate that
the primary reason for the sale or exchange is unforeseen
ci rcunmst ances, under a facts and circunstances test.

For purposes of the reduced maxi mum excl usi on by reason of

unf oreseen circunstances, a qualified individual includes the

t axpayer, the taxpayer’s spouse, a co-owner of the residence, and a
person whose principal place of abode is in the sane household as the
t axpayer.

The regul ations include exanmples illustrating the application
of the safe harbors and the facts and circunstances test.

5. Election to Apply Requl ati ons Retroactively

The regul ations provide that taxpayers who woul d ot herw se
qual i fy under these tenporary regulations to exclude gain froma sale
or exchange that occurred before the effective date of the
regul ati ons but on or after May 7, 1997, may elect to apply all of
t he provisions of the tenporary regulations to the sale or exchange.
A taxpayer may neke the election by filing a return for the taxable

year of the sale or exchange that does not include the gain fromthe
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sal e or exchange of the taxpayer's principal residence in the
t axpayer's gross income. Taxpayers who have filed a return for the
t axabl e year of the sale or exchange may elect to apply all of the
provi sions of these regulations for any years for which the period of
limtations under section 6511 has not expired by filing an anended
return.

6. Audit Protection

The tenporary regulations provide that the RS will not
chal | enge a taxpayer’s position that a sale or exchange before the
effective date of these regulations but on or after My 7,

1997, qualifies for the reduced maxi num excl usi on under section
121(c) if the taxpayer has namde a reasonable, good faith effort to
conply with the requirenents of section 121(c) and if the sale or
exchange otherw se qualifies under section 121.

7. Ef f ective Date

These tenporary regul ations apply to sales and exchanges on or
after Decenber 24, 2002.
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 Admi nistrative Procedure Act (5

U.S.C. chapter 5) does not apply to these regul ations. For the
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applicability of the Regulatory Flexibility Act (5 U S.C. chapter 6)
refer to the Special Analyses section of the preanble to the
cross-reference notice of proposed rul emaki ng published in the
Proposed Rul es section in this issue of the Federal Register.
Pursuant to section 7805(f) of the Internal Revenue Code, these
tenporary regulations will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for coment on their
i npact on small business.
Drafting Informtion

The principal author of these regulations is Sara Paige
Shepherd, Office of Associate Chief Counsel (Inconme Tax and
Accounting). However, other personnel fromthe IRS and the Treasury
Departnent participated in the devel opnent of the regul ations.
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 anmended as foll ows:
PART 1--1 NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Section 1.121-3T is added to read as foll ows:
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81.121-3T Reduced maxi mum exclusion for taxpavers failing to neet

certain requirenents (tenporary).

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

(b) Primary reason for sale or exchange. 1In order for a

t axpayer to claima reduced maxi mum excl usi on under section 121(c),
t he sal e or exchange nmust be by reason of a change in place of
enpl oynment, health, or unforeseen circunstances. A sale or exchange
is by reason of a change in place of enploynment, health, or
unf oreseen circunstances only if the primary reason for the sale or
exchange is a change in place of enploynent (within the neaning of
paragraph (c) of this section), health (within the neaning of
par agraph (d) of this section), or unforeseen circunstances (wthin
t he neani ng of paragraph (e) of this section). Wether the
requirenments of this section are satisfied depends upon all the facts
and circunmstances. |If the taxpayer qualifies for a safe harbor
described in this section, the taxpayer’s primary reason is deened to
be a change in place of enploynent, health, or unforeseen
circunmstances. |f the taxpayer does not qualify for a safe harbor
factors that may be relevant in determ ning the taxpayer’s primry
reason for the sale or exchange include (but are not linmted to) the
extent to which--

(1) The sale or exchange and the circunstances giving rise to

the sale or exchange are proximate in tinme;
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(2) The suitability of the property as the taxpayer’s
princi pal residence materially changes;

(3) The taxpayer’s financial ability to maintain the property
mat eri ally changes;

(4) The taxpayer uses the property as the taxpayer’s residence
during the period of the taxpayer’s ownership of the property;

(5) The circunstances giving rise to the sale or exchange are
not reasonably foreseeabl e when the taxpayer begins using the
property as the taxpayer’s principal residence; and

(6) The circunstances giving rise to the sale or exchange
occur during the period of the taxpayer’s ownership and use of the
property as the taxpayer’s principal residence.

(c) Sale or exchange by reason of a change in place of

enpl oynent--(1) 1n general. A sale or exchange is by reason of a

change in place of enploynent if, in the case of a qualified

i ndi vi dual described in paragraph (f) of this section, the primary
reason for the sale or exchange is a change in the |ocation of the
i ndi vi dual’ s enpl oynent.

(2) Distance safe harbor. The primary reason for the sale or

exchange is deemed to be a change in place of enploynent (within the

meani ng of paragraph (c)(1) of this section) if--
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(i) The change in place of enploynment occurs during the period
of the taxpayer’s ownership and use of the property as the taxpayer’s
princi pal residence; and
(ii) The individual’s new place of enploynent is at |east 50
mles farther fromthe residence sold or exchanged than was the
former place of enploynent, or, if there was no former place of
enpl oynment, the distance between the individual’s new place of
enpl oynment and the residence sold or exchanged is at |east 50 m|es.

(3) Enploynment. For purposes of this paragraph (c),

enpl oynent includes the commencenent of enployment with a new

enpl oyer, the continuation of enploynment with the same enpl oyer, and
t he commencenent or continuation of self-enploynent.

(4) Examples. The followi ng exanples illustrate the rul es of
this paragraph (c):

Exanple 1. A is unenployed and owns a townhouse that she has
owned and used as her principal residence since 2002. 1In 2003 A
obtains a job that is 54 mles from her townhouse, and she sells the
t owmnhouse. Because the distance between A's new place of enploynent
and the townhouse is at least 50 mles, the sale is within the safe
har bor of paragraph (c)(2) of this section and Ais entitled to claim
a reduced maxi mum excl usi on under section 121(c)(2).

Exanple 2. B is an officer in the United States Air Force
stationed in Florida. B purchases a house in Florida in 2001. 1In
May 2002 B noves out of his house to take a 3-year assignnment in
Germany. B sells his house in January 2003. Because B' s new pl ace
of enmploynent in Germany is at |least 50 mles farther fromthe
residence sold than is B's forner place of enploynment in Florida, the
sale is within the safe harbor of paragraph (c)(2) of this section
and Bis entitled to claima reduced nmaxi mum excl usi on under section
121(c)(2).
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Exanple 3. C is enployed by Enployer R at R s Phil adel phi a
office. C purchases a house in February 2001 that is 35 mles from
R s Phil adel phia office. In May 2002 C begins a tenporary assi gnnent
at Rs WImngton office that is 72 mles from C s house, and noves
out of the house. In June 2004 Cis assigned to work in R s London
office, and as a result, sells her house in August 2004. The sal e of
the house is not within the safe harbor of paragraph (c)(2) of this
section by reason of the change in place of enployment from
Phi | adel phia to W I m ngton because the WI m ngton office is not 50
mles farther from C s house than is the Phil adel phia office.
Furthernmore, the sale is not within the safe harbor by reason of the
change in place of enploynent to London because Cis not using the
house as her principal residence when she noves to London. However,
Cis entitled to claima reduced maxi mum excl usi on under section
121(c)(2) because, under the facts and circunstances, the primry
reason for the sale is the change in Cs place of enploynent.

Exanple 4. In July 2002 D buys a condom niumthat is 5 mles
from her place of enploynment and uses it as her principal residence.
I n February 2003 D, who works as an energency mnedi ci ne physi ci an,
obtains a job that is located 51 mles fromD s condom nium D may
be called in to work unschedul ed hours and, when called, nust be able
to arrive at work quickly. Therefore, D sells her condom ni um and
buys a townhouse that is 4 mles from her new place of enploynent.
Because D' s new place of enmploynent is only 46 mles farther fromthe
condom niumthan is D's fornmer place of enploynent, the sale is not
within the safe harbor of paragraph (c)(2) of this section. However,
Dis entitled to claima reduced maxi mum excl usi on under section
121(c)(2) because, under the facts and circunstances, the primry
reason for the sale is the change in D s place of enploynent.

(d) Sale or exchange by reason of health--(1) In general. A

sal e or exchange is by reason of health if the primary reason for the
sal e or exchange is to obtain, provide, or facilitate the diagnosis,
cure, mtigation, or treatnment of disease, illness, or injury of a
qual i fied individual described in paragraph (f) of this section, or
to obtain or provide nmedical or personal care for a qualified

i ndi vi dual suffering froma disease, illness, or injury. A sale or

exchange that is nmerely beneficial to the general health or well -
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being of the individual is not a sale or exchange by reason of
heal t h.

(2) Physician’s recommendation safe harbor. The primary

reason for the sale or exchange is deenmed to be health if a physician
(as defined in section 213(d)(4)) recommends a change of residence
for reasons of health (as defined in paragraph (d)(1) of this
section).

(3) Examples. The followi ng exanples illustrate the rul es of
t his paragraph (d):

Exanple 1. In 2002 A buys a house that she uses as her
principal residence. A is injured in an accident and is unable to
care for herself. As a result, A sells her house in 2003 and noves
in with her daughter so that the daughter can provide the care that A
requires as a result of her injury. Because, under the facts and
circunmst ances, the primary reason for the sale of A's house is A's
health, Ais entitled to claima reduced maxi num excl usi on under
section 121(c)(2).

Exanple 2. H s father has a chronic disease. In 2002 H and W
purchase a house that they use as their principal residence. In 2003
H and Wsell their house in order to nove into the house of H's
father so that they can provide the care he requires as a result of
hi s di sease. Because, under the facts and circunmstances, the primary
reason for the sale of their house is the health of Hs father, H and
Ware entitled to claima reduced maxi num excl usi on under section
121(c) (2).

Exanple 3. H and Wpurchase a house in 2002 that they use as
their principal residence. Their son suffers froma chronic illness
that requires regular nedical care. Later that year their doctor
recommends that their son begin a new treatnment that is avail able at
a nmedical facility 100 mles away fromtheir residence. 1In 2003 H
and Wsell their house to be closer to the medical facility.

Because, under the facts and circunstances, the primary reason for
the sale is to facilitate the treatnent of their son’s chronic
illness, Hand Ware entitled to claima reduced maxi num excl usi on
under section 121(c)(2).
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Exanple 4. B, who has chronic asthma, purchases a house in
M nnesota in 2002 that he uses as his principal residence. B's
doctor tells B that noving to a warm dry climate would mtigate B's
asthma synptonms. In 2003 B sells his house and noves to Arizona to
relieve his asthma synmptons. The sale is within the safe harbor of
paragraph (d)(2) of this section and Bis entitled to claima reduced
maxi mum excl usi on under section 121(c)(2).

Exanple 5. In 2002 H and W purchase a house in M chigan that
they use as their principal residence. H's doctor tells H that he
shoul d get nore exercise, but His not suffering fromany di sease
that can be treated or mtigated by exercise. In 2003 H and Wsell
their house and nove to Florida so that H can increase his general
| evel of exercise by playing golf year-round. Because the sale of
the house is nerely beneficial to Hs general health, the sale of the
house is not by reason of Hs health. H and Ware not entitled to
claima reduced maxi mum excl usi on under section 121(c)(2).

(e) Sale or exchange by reason of unforeseen circunstances

--(1) In general. A sale or exchange is by reason of unforeseen

circunmstances if the primary reason for the sale or exchange is the
occurrence of an event that the taxpayer does not anticipate before
pur chasi ng and occupyi ng the residence.

(2) Specific event safe harbors. The primary reason for the

sal e or exchange is deenmed to be unforeseen circunmstances (within the
meani ng of paragraph (e)(1) of this section) if any of the events
specified in paragraphs (e)(2)(i) through (iii) of this section occur
during the period of the taxpayer’s ownership and use of the

resi dence as the taxpayer’s principal residence--

(i) The involuntary conversion of the residence;
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(i1) Natural or man-made di sasters or acts of war or terrorism
resulting in a casualty to the residence (w thout regard to
deductibility under section 165(h));

(iii) In the case of a qualified individual described in
paragraph (f) of this section--

(A) Death;

(B) The cessation of enploynent as a result of which the
individual is eligible for unenpl oynent conpensation (as defined in
section 85(b));

(C) A change in enploynent or self-enploynment status that
results in the taxpayer’s inability to pay housing costs and
reasonabl e basic living expenses for the taxpayer's household
(i ncludi ng anounts for food, clothing, nedical expenses, taxes,
transportation, court-ordered paynents, and expenses reasonably
necessary to the production of inconme, but not for the naintenance of
an affluent or |uxurious standard of |iving);

(D) Divorce or |legal separation under a decree of divorce or
separate mai ntenance; or

(E) Miultiple births resulting fromthe sane pregnancy; or

(iv) An event determ ned by the Conm ssioner to be an
unf oreseen circunstance to the extent provided in published guidance
of general applicability or in a ruling directed to a specific

t axpayer.
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(3) Exanples. The follow ng exanples illustrate the rul es of
this paragraph (e):

Exanple 1. In 2003 A buys a house in California. After A
begins to use the house as her principal residence, an earthquake
causes damage to A's house. A sells the house in 2004. The sale is
within the safe harbor of paragraph (e)(2)(ii) of this section and A
is entitled to claima reduced maxi mum excl usi on under section
121(c)(2).

Exanple 2. H works as a teacher and Wworks as a pilot. In
2003 H and Wbuy a house that they use as their principal residence.
Later that year Wis furloughed fromher job for six nmonths. H and W
are unable to pay their nortgage during the period Wis furloughed.
H and Wsell their house in 2004. The sale is within the safe harbor
of paragraph (e)(2)(iii)(C) of this section and H and Ware entitled
to claima reduced maxi mum excl usi on under section 121(c)(2).

Exanple 3. In 2003 H and Wbuy a two-bedroom condom ni um t hat
t hey use as their principal residence. 1In 2004 Wgives birth to
twins and H and Wsell their condom nium and buy a four-bedroom
house. The sale is within the safe harbor of paragraph
(e)(2)(iti)(E) of this section, and Hand Ware entitled to claima
reduced maxi mum excl usi on under section 121(c)(2).

Exanple 4. B buys a condom niumin 2003 and uses it as his
principal residence. B's nmonthly condom niumfee is $X. Three
mont hs after B noves into the condom nium the condom ni um
associ ati on decides to replace the building’ s roof and heating
system Six nonths later, B s nonthly condom nium fee doubles. B
sells the condom niumin 2004 because B is unable to pay the new
condom nium fee along with the nonthly nortgage paynent. The safe
har bors of paragraph (e)(2) of this section do not apply. However,
under the facts and circunstances, the primary reason for the sale is
unf oreseen circunstances, and B is entitled to claima reduced
maxi mum excl usi on under section 121(c)(2).

Exanple 5. In 2003 C buys a house that he uses as his
princi pal residence. The property is |located on a heavily trafficked
road. C sells the property in 2004 because the traffic is nore
di sturbi ng than he expected. Cis not entitled to claima reduced
maxi mum excl usi on under section 121(c)(2) because the safe harbors of
paragraph (e)(2) of this section do not apply and, under the facts
and circunstances, the traffic is not an unforeseen circunstance.
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Exanple 6. In 2003 D and her fiancé E buy a house and live in
it as their principal residence. In 2004 D and E cancel their
weddi ng plans and E noves out of the house. Because D cannot afford
to nmake the nonthly nortgage paynments alone, D and E sell the house
in 2004. The safe harbors of paragraph (e)(2) of this section do not
apply. However, under the facts and circunstances, the primry
reason for the sale is unforeseen circunstances, and D and E are each
entitled to claima reduced maxi mum excl usi on under section
121(c)(2).

(f) Qualified individual. For purposes of this section,

qual i fied individual nmeans--

(1) The taxpayer;

(2) The taxpayer’s spouse;

(3) A co-owner of the residence;

(4) A person whose principal place of abode is in the sane
househol d as the taxpayer; or

(5) For purposes of paragraph (d) of this section, a person
bearing a relationship specified in sections 152(a)(1) through
152(a)(8) (wthout regard to qualification as a dependent) to a
qual i fied individual described in paragraphs (f)(1) through (4) of
this section, or a descendant of the taxpayer’s grandparent.

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

(h) Election to apply requlations retroactively. Taxpayers
who woul d ot herwi se qualify under this section to exclude gain froma
sal e or exchange before Decenber 24, 2002 but on or after My 7,
1997, may elect to apply all of the provisions of this section for

any years for which the period of |[imtations under section 6511 has
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not expired. The taxpayer makes the el ection under this paragraph
(h) by filing a return for the taxable year of the sale or exchange
t hat does not include the gain fromthe sale or exchange of the
t axpayer's principal residence in the taxpayer's gross incone.
Taxpayers who have filed a return for the taxable year of the sale or
exchange may elect to apply all the provisions of this section for
any years for which the period of Iimtations under section 6511 has
not expired by filing an amended return.

(i) through (j) [Reserved]. See 81.121-3(i) through (j).

(k) Audit protection. The Internal Revenue Service wl

not chall enge a taxpayer’s position that a sale or exchange of
a principal residence that occurred before Decenber 24, 2002
but on or after May 7, 1997, qualifies for the reduced maxi mum
excl usi on under section 121(c) if the taxpayer has nade a
reasonabl e, good faith effort to conply with the requirenents
of section 121(c) and if the sale or exchange otherw se

qual i fies under section 121.

(') Effective date. For the applicability of this
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section, see 81.121-3(l).

Robert E. Wenzel

Deputy Conmm ssioner of Internal Revenue.

Approved: Decenmber 11, 2002.

Pamel a F. d son

Assi stant Secretary of the Treasury.



