Notice of Proposed Rulemaking Garrett, (202) 622-7180 (not toll-freepayer’s principal residence for at least 2

and Notice of Public Hearing numbers). years during the 5-year period ending or
. . SUPPLEMENTARY INFORMATION: U1 date of the sale or exchange. The e
Exclusion of Gain From Sale or clusion applies regardless of the age o
Exchange of a Principal Background the taxpayer, and the full exclusion can be
Residence used only once every 2 years. Ataxpaye
1. Section 121 Exclusion who fails to meet these requirements by

REG-105235-99 ' reason of a change in place of employ-:

) This document contains proposednent, health, or, to the extent provided in
AGENCY: Internal Revenue Service, . iments to the Income Tax Reguldegulations, unforeseen circumstance:

(IRS), Treasury. tions (26 CFR part 1) under section 121 dhay be entitled to a reduced exclusion.
ACTION: Notice of proposed rulemak-the Internal Revenue Code relating to the RRA 1998 amended TRA 1997 to clar-
ing and notice of public hearing. exclusion of gain from the sale or exchang@y that the reduced exclusion amount
. ___of a taxpayer’s principal residence. Thesénder section 121(c) is a portion of the
SUMMARY: This document contains o <o reqyations reflect changes to tigaximum limitation amount ($250,000 or
proposed regulations refating to the EXC|LFW made by the Taxpayer Relief Act 0f$500,000 for certain joint returns), not a
sion of gain from the sale or exchange Ofqq7 ' by plic Law 105-34 (111 Stat. 78®ortion of the realized gain. See H.R.
a taxpayer's principal residence. Thesgrp'1997)) a5 amended by the InterndRep. No. 356, 105th Cong., 1st Sess. 1
proposed regulations reflect changes [gevenue Service Restructuring and Reforfd997); S. Rep. No. 174, 105th Cong., 2c
the law made by the Taxpayer Relief ACh . ¢ 1998 pyblic Law 105-206 (1125€ss. 150 (1998). In addition, the amend
of 1997, as amended by the Internal Re\s,.., ‘05 (RRA 1998)). ments provided that for married taxpayers
enue Service Restructuring and Reform o4,y repeal by TRA 1997, sectiorfiling jointly but failing to meet the own-

Act of 1998. These proposed regulations, provided that gain from the sale or exership, use, or timing requirements of sec:

gﬁ;ﬁ;ae”{hzif:epcrtir:ii);%?{zrssi dvz\a/rr:gesse” Of €XZhange of a principal residence (old restion 121(b)(2)(A), the maximum limita-

dence) was recognized only to the extefiton amount will be the sum of each
DATES: Written or electronically gener-that the taxpayer’s adjusted sales price §Pouse’s limitation amount determined on
ated comments must be received by Janthe old residence exceeded the taxpayePsSeparate basis as if they had not bee
ary 9, 2001. Requests to speak (with outost of purchasing a new residence withiarried. S. Rep. No. 174, 105th Cong.,
lines of oral comments) to be discussed #te replacement period (generally 2 yeadd Sess. 151 (1998); H.R. Conf. Rep. No

the public hearing scheduled for Januarefore or after the date of sale). 599, 105th Cong., 2d Sess. 337 (1998)
23,2001 at 10 a.m., must be submitted by Prior to amendment by TRA 1997, for-Lastly, the amendments clar|f|eq that a
January 3, 2001. mer section 121 provided that a taxpayd@xpayer may elect to apply prior law

_ o could make a one-time election to excludegnder section 1034 or former section 121
ADDRESSES: Send submissions 'Oup to $125,000 of gain from the sale or exto a sale or exchange occurring on as we
CC:M&SP:RU (REG_105235_9.9 ), room hange of property. To qualify for the exas before the date of enactment, August ¢
?62332 Il3nteanaI Elevgu:.e SE\E/(/V'CE.’ I::O%usion, the taxpayer must have (1) beeh997. H.R. Rep. No. 356, 105th Cong.,

» Ben Frankiin station, vvashingion | h fthe sal ist Sess. 18 (1997); S. Rep. No. 174
DC 20044, Submissions may be hand 429¢ 55 or older on the date of the sale or e ( ) p

T 05th Cong., 2d Sess. 151 (1998).
livered between the hours of 8 a.m. and ange, and (2) owned and used the prob 9 ( )

p.m. to: CC:M&SP:RU (REG-105235- rty as the taxpayer's principal re&deng%_ Section 121 Exclusion in Individuals’

for at least 3 years during the 5-year peri e 11 Cases

99), Courier’s Desk, Internal Revenue Ser- _ .
o oo h f th I h .
vice, 1111 Constitution Ave., NW., Wash- ending on the date of the sale or exchange

ington, DC. Alternatively, taxpayers may TRA 1997 gmended section 121 and re- This document also contains proposec
) ' i : pealed section 1034 for sales and examendments to the Income Taxation Reg
submit commenFs electrf)mcally vui the .In'changes of principal residences after Maylations (26 CFR part 1) under section
terqﬁt bﬁ/q;e:_?ctmg Ft)he Tax tl)?egsboptttlp , 1997 (except, at the election of the taxt398 of the Internal Revenue Code.
ggmmeents dir:(:H)?to ?ﬁ:’”_\?é in);e?#etrglit:en%ayer’ to a sale or exchange (1) made @ynder the authority provided in section
http://www.irs.gov/tax_regs/regslist.html r before Augus_t 5, 1997, (2? made puri398(g)(8), the regulations add the sec
The. public. héaring will be held in fhe ”'stuant to a binding contract in effect _Ortion 121 exclusion to the list of tax attrib-
Auditorium, Seventh Floor, Internal Rev-AugLJSt > 1-997’ or (3) that would qualifyutes of the debtor that the bankruptcy es
enue Servi,ce Building 11’11 Constitutio under section _1034 by reason of a nevate of an individual in a chapter 7 or 11
Avenue. NW Washingt,on DC "Tesidence acquired on or before August Bankruptcy case under title 11 of the
' ” it 1997 or pursuant to a binding contract itUnited States Code succeeds to and take
FOR FURTHER INFORMATION CON- effect on August 5, 1997). Under sectiointo account in computing the taxable in-
TACT: Concerning the regulations, Sard21 as amended, a taxpayer generally exseme of the estate. Although these regu
P. Shepherd, (202) 622-4910; concerningudes up to $250,000 ($500,000 for cetations are proposed to be applicable on o
submissions of comments, the hearindain joint returns) of gain realized on theafter the date they are published as fina
and/or to be placed on the building accesgile or exchange of property if the propregulations in theFederal Register in
list to attend the hearing, contact Treenarty was owned and used as the taxdew of the IRS’s acquiescence in the cast



of Internal Revenue Service v. Waldble to that portion. Thus, if the residenceuptcy case under title 11 of the United

schmidt (In re Bradley)AOD CC-1999- was used partially for residential purposeStates Code succeeds to and takes into a
009 (August 30, 1999), and Chief Counand partially for business purposes, onlgount the individual’'s section 121 exclu-

sel Notice (35)000-162 (August 10.that part of the gain allocable to the resision if the individual satisfies the require-

1999), the IRS will not challenge the po-dential portion is excludable under sectioments of section 121.

sition taken prior to the effective date ofl21. Furthermore, the section 121 exclu- _

these regulations that a bankruptcy estatéon does not apply to the extent that de& Proposed Effective Date

may use the section 121 exclusion if thereciation attributable to periods after
debtor would otherwise satisfy the sectioMay 6, 1997, exceeds gain allocable to th&pplicable for sales or exchanges that

121 requirements. business-use portion of the property. occur on or after the date they are pub-

. Un_der se_ction 121(c), a reduced eXCIUﬁshed as final regulations in thieederal
sion is available for a taxpayer who Se"%zegister

or exchanges property used as the tax-
1. Section 121 Exclusion payer’s principal residence but fails to satSpecial Analyses

. isfy the ownership and use requirements
Section 1.121-1(b) of the proposed regdezcribed in secti%n 121(a) orqthe 2.year It has been determined that this notice

ulations addresses the definition of prinClI-imitation described in section 121(b)(3)0f proposed ru|emaking is not a S|gn|f|_
pal residence. This section provides thaly i,y 1 121-3(a) of the proposed reg@nt regulatory action as defined in Exec-
whether or not property is the taxpayers, ;. provides that the reduced exclusiofive Order 12866. Therefore, a regula-
residence, and whether or not property Roplies only if the sale or exchange is ndOry assessment is not required. It also
used by the taxpayer as the taxpayer s .. .- by a change in place of emplofi@s been determined that section 553(b;
principal residence (in the case of a tax. . 1o or to the extent provided i@f the Administrative Procedure Act (5
payer using more than one property as orms’ instru’cti(’)ns or other appropriatéJ-S-C- chapter 5) does not apply to these
residence), depends upon all the facts ant, |- ce including regulations and lettefegulations, and because these regulation
cireumstances. f a taxpayer alternates bgﬂlings unforeseen circumstances. Th@0 notimpose a collection of information
tween two properties, using each as a regls 5y the Treasury Department reque@ft Small entities, the Regulatory Flexibil-
dence for successive periods of tme, the o comments regarding what shouldty Act (5 U.S.C. chapter 6) does not
property that the taxpayer uses a majorig ualify as an unforeseen circumstance f&@Pply. Pursuant to section 7805(f) of the
of the time during the year will ordinarily urposes of determining whether a taxnternal Revenue Code, this notice of pro-
be considered the taxpayer's principal re%ayer is eligible to claim the reduced exPosed rulemaking will be submitted to the
idence. clusion available under section 121(c). Chief Counsel for Advocacy of the Small

Section 1.121-1(c) of the proposed reg-"y . "0 i 121(d)(8), a taxpayeBusiness Administration for comment on

ulations addresses the use requirement . R .
: ) at must make an election to have the sectidfs impact on small business.
under section 121(a). This section pro;

vides that, in order for a taxpayer to satisi21 exclusion apply to a sale or exchan

These regulations are proposed to be

Explanation of Provisions

f a remainder interest in the taxpa erg&omments and Requests for a Public
the use requirement under section 121(a pay earing

the taxpayer must occupy the residen Hngipal residence. Section 1.121-4(f)(3 -
(except for short temporary absences) fgjrovides that the taxpayer makes the elec- Before these proposed regulations are
at least 2 years during the 5-year periofo"” by filing a return for the taxable yearadopted as final regulations, considera-
ending on the date of the sale or exchang [ the sale or exchange that does not iffon will be given to any electronic or

See H.R. Rep. No. 148, 105th Cong., 1&Ude the gain from the sale or exchanggritten comments (a signed original and
Sess. at 348 (1997); S. Rep. No. 33, 105f}] (€ remainder interest in the taxpayer'gight (8) copies of written comments) that

cong., 1st Sess. at 37 (1997); H.R. Con#'9SS income. are submitted timely (in the manner de-
Rep. No. 220, 105th Cong., 1st Sess. at J"der section 121(f), a taxpayer muskcriped in the ADDRESSES caption) to
386 (1997). make an election to have the section 12ke |RS. The IRS and Treasury request

Section 1.121-1(d) provides that th&*¢lusion not apply to a sale or exchangéomments on the clarity of the proposed
section 121 exclusion does not apply to s3f (€ taxpayer’s principal residence. Seqyjes and how they may be made easier tc
much of the gain from the sale or ex1on 1.121-4(h) provides that the taxpay€linderstand. All comments will be avail-
change of property as does not exceed tHaekes the election by filing a return forapie for public inspection and copying.
portion of the depreciation adjustments (a4'¢ taxable year of the sale or exchange A puplic hearing has been scheduled
defined in section 1250(b)(3)) attributabld"at includes the gain from the sale or &y january 23, 2001, beginning at 10 a.m.
to periods after May 6, 1997, in respect of'ange of the residence in the taxpayerig the IRS Auditorium, Seventh Floor, In-

the property. gross income. ternal Revenue Building, 1111 Constitu-
Section 1.121-1(e) of the proposed regy gection 121 Exclusion in Individuals® 10N Avenue, NW., Washington, DC. Due

ulations provides that if a taxpayer satisjte 11 Cases to building security procedures, visitors

fies the use requirement only with respect must enter at the 10th Street entrance, lo:

to a portion of the property sold or ex- Section 1.1398-3 of the proposed regwsated between Constitution and Pennsyl-
changed, section 121 will apply only toations provides that the bankruptcy estateania Avenues, NW. In addition, all visi-
the gain from the sale or exchange allocaf an individual in a chapter 7 or 11 banktors must present photo identification to



enter the building. Because of access rgayer’s principal residence. Subject tustments (as defined in section
strictions, visitors will not be admitted be-the other provisions of section 121, a taxt250(b)(3)) attributable to periods after
yond the immediate entrance area mongayer will exclude gain only if, during theMay 6, 1997, in respect of the property.
than 15 minutes before the hearing startS-year period ending on the date of the (e) Property used in part as a principal
For information about having your namesale or exchange, the taxpayer owned amesidence If a taxpayer satisfies the use
placed on the building access list to attendsed the property as the taxpayer’s princrequirement only with respect to a portion
the hearing, see the “FOR FURTHER INpal residence for periods aggregating &f the property sold or exchanged, sectior
FORMATION CONTACT” section of the years or more. 121 will apply only to the gain from the
preamble. (b) Principal residence Whether or sale or exchange allocable to that portion
The rules of 26 CFR 601.601(a)(3)not property is used by the taxpayer as thehus, if the residence was used partially
apply to the hearing. Persons who wish taxpayer’s residence, and whether or ndor residential purposes and partially for
present oral comments at the hearing mugtoperty is used by the taxpayer as thleusiness purposes, only that part of the
submit written comments and an outlingaxpayer’s principal residence (in the casgain allocable to the residential portion is
of the topics to be discussed and the tim& a taxpayer using more than one propexcludable under section 121. Further-
to be devoted to each topic (signed origierty as a residence), depends upon all theore, the section 121 exclusion does no
nal and eight (8) copies) by January Jacts and circumstances. If a taxpayer akpply to the extent that depreciation at-
2001. A period of 10 minutes will be al-ternates between two properties, usingibutable to periods after May 6, 1997,
lotted to each person making commentgach as a residence for successive perioglsceeds gain allocable to the business-us
An agenda showing the scheduling of thef time, the property that the taxpayeportion of the property. Sdexample 8n
speakers will be prepared after the deadises a majority of the time during the yegparagraph (f) of this section.
line for receiving outlines has passedwill ordinarily be considered the tax- (f) Examples The provisions of para-
Copies of the agenda will be availablgayer’s principal residence. A propertygraphs (a) through (e) of this section are

free of charge at the hearing. used by the taxpayer as the taxpayerifustrated by the following examples:
. . principal residence may include a house- Example 1 Taxpayer A has owned and used his
Drafting Information boat, a house trailer, or stock held by Rouse as his principal residence since 1986. On Ja

. . uary 1, 1998, A moves to another state. Aleases hi

The principal author of these regulalenant-stockholder in a cooperative housg, e trom that date until April 18, 2000, when he
tions is Sara P. Shepherd, Office of Assiépg quporat_lon (as those terms a!’e dewils it. Ais eligible for the section 121 exclusion
tant Chief Counsel (Income Tax and Acfined in section 216(b)(1) and (2)), if thebecause he has owned and used the house as |

. welling that the taxpayer is entitled taprincipal residence for at least 2 years out of the £
counting). However, other personnePI negars preceding the sale.

occupy as a stockholder is used by t
from the IRS and the Treasury Depart= Py the t , o Iy .~ Example 2 Taxpayer B owned and used a house
ment participated in the development ofaxpayer as the taxpayers principal resizs ., principal residence from 1986 to the end o

the regulations. dence. Property gsgd by th_e taxpayer a897. on January 1, 1998, B moved to another stat
x ok % % * the taxpayer’s principal residence doesnd ceases to use the house. B’s move was not n

not include personal property, that is not gessitated by a change in place of employment

Proposed Amendments to the fixture under local law. health, or unforeseen circumstances. B's son move

Requlations (C) Ownershio and use re uirementsinto the house in March 1999 and used the residenc
9 p q *“until it was sold on July 1, 2001. Taxpayer B may

The requirements of ownership and USgot exclude gain from the sale under section 121 be

Accordingly, 26 CFR part 1 is pro-fo; periods aggregating 2 years or moreause she did not use the property as her princip:
posed to be amended as follows: may be satisfied by establishing owneresidence for at least 2 years out of the 5 years pre

PART 1—INCOME TAXES ship and use for 24 full months or for 73cFeding the sale.

. Example 3 Taxpayer C lived in a townhouse that
days (365 x 2). The requirements of Ownﬁe rented from 1993 through 1997. On January 1

Paragraph 1. The authority citation foership and use may be satisfied duringgeg he purchased this townhouse. On February :
part 1 is amended by adding an entry inonconcurrent periods if both the owneri998, C moved into his daughter’s home. On Marck
numerical order to read in part as followsship and use tests are met during the %-2000, while still living in his daughter’s home, C

Authority: 26 U.S.C. 7805.%** year period ending on the date of the Sagé)ld| h'tsoto"a‘l’i?]hz‘;srs'mzh‘; ;‘;cgzgatzst eéc(')“;:]oe”d"m'(
Section 1.1398-3 also issued under 26r exchange. In_ e_stabllshlng whether %?/f/)nﬁous% for at least 2 years out of the 5 years pre
U.S.C. 1398(g). taxpayer has satisfied the 2-year use rgsding the sale (from January 1, 1998 until March 1,

Par. 2. Sections 1.121-1, 1.121-2quirement, occupancy of the residence ®00) and he used the townhouse as his principz
1.121-3 and 1.121-4 are revised to reaéquired. However, short temporary abresidence for at least 2 years during the 5-year pe

as follows: sences, such as for vacation or other sed Ppreceding the sale (from March 1, 1995 until
sonal absence (although accompanie':((fbruary 1, 1998).

- . Example 4 Taxpayer D, a college professor, pur-

with rental of the residence), are counteghased and moved into a house on May 1, 1997. H

as periods of use. used the house as his principal residence continu

(d) Depreciation taken after May 6, ously until September 1, 1998, when he went

(@) In general Section 121 provides : ' .
that. under certain circumstances rostggz The section 121 exclusion does n(ﬁbroad for a 1-year sabba_tlcal leave. On October 1
) ' 9 1999, 1 month after returning from the leave, D sold

income does not include gain realized ofPPly to so much of the gain from the salg ', se. Because his leave is not considered to |

the sale or exchange of property that wad¥ exchange of property as does not €X%-short temporary absence for purposes of sectio
owned and used by a taxpayer as the tag(eed the portion of the depreciation adt21 (see paragraph (c) of this section), the period o

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



the leave may not be included in determinings15,000 of the gain is allocable to the business-ugas determined under paragraph (c) of
whether D used the house for periods aggregatinggdrtion of the property and that $35,000 of the 9aifhis section).
years during the 5-year period ending on the date & allocable to the portion of the property used as (2) Other joint returns For taxpayers
the sale. Consequently, D is not entitled to excludeer residence. J must recognize the $15,000 of L. . .
gain under section 121 because he did not use tpain allocable to the business-use portion of th%“ng jointly, if the spouses fail to meet
residence for the requisite period. property ($10,000 of which is unrecaptured sectiothe requirements of paragraph (b)(1) of
Example 5 Taxpayer E purchased a house 0250 gain within the meaning of section 1(h), andhis section, the maximum limitation
February 1, 1998, that he used as his principal res$5,000 of which adjusted net capital gain). J maymount to be claimed by the couple will
]Eience. During 1998 and 1999, E left his residenaexclude $35,000 of the gain from the sale of th%e the sum of each spouse’s limitation
or a 2-month summer vacation. E sold the house groperty. . .
March 1, 2000. Although, in the 5-year period pre- Example 10 Taxpayer K owns two residences,2mount determined on a separate basis 2
ceding the date of sale, the total time E used his resine in New York and one in Florida. From 199df they had not been married. For this
dence is less than 2 years (21 months), the sectitirough 2003, he lives in the New York residencgourpose, each spouse will be treated a:
121 exclusion will apply to gain from the sale of thefor 7 months and the Florida residence for %Wning the property during the period
residence because the 2-month vacations are shotonths. Thus, K used the New York residence that either spouse owned the propert
temporary absences and are counted as periodsméjority of the time in each year from 1999 P .. prop y
use in determining whether E used the residence féirough 2003. Therefore, in the absence of facts (3) Examples The provisions of this
the requisite period. and circumstances indicating otherwise, the Neyparagraph (b) are illustrated by the fol-
Example 6 On July 1, 1999, Taxpayer F movesYork residence is his principal residence, and onljowing examples:
into a house that he owns and had rented to tenani®e New York residence would be eligible for the Example 1 Married taxpayers H and W sell
since July 1, 1997. F took depreciation deductions21 exclusion if it were sold at the end of 2003.  their residence and the gain realized from the sale
totaling $14,000 for the period that he rented the Example 11 Taxpayer L owns two residences,is $256,000. H and W meet the requirements of
property. After using the residence as his principaine in Virginia and one in Maine. During 1999 andsection 121 and file a joint return for the year of the
residence for 2 full years, F sells the property on Au2000, she lives in the Virginia residence. Duringsale. The entire amount of gain from the sale of
gust 1, 2001. F’s gain realized from the sale i2001 and 2002, L lives in the Maine residencetheir principal residence is excluded from gross in-
$40,000. F had no capital losses for 2001. Onlpuring 2003, she lives in the Virginia residencecome because the gain realized from the sale doe:
$26,000 ($40,000 gain realized - $14,000 deprecidder principal residence during 1999, 2000, an¢ot exceed the limitation amount of $500,000
tion deductions) may be excluded under section 122003 is the Virginia residence. Her principal resiavailable to taxpayers filing a joint return.
The $14,000 of gain recognized by F is unrecapturetence during 2001 and 2002 is the Maine resi- Example 2 During 1999, married taxpayers H
section 1250 gain within the meaning of sectiordence. Either residence would be eligible for theand W each sell a residence that each had sepa
1(h). 121 exclusion if it were sold during 2003. rately owned and used as a principal residence be
_ Example 7 Te_lxpayer‘G, an attorney, uses a por- (g) Effective date This section and fore their marriage. Each spouse meets the owner:
tion of her principal residence as a law office for 351 1912 through 1.121-4 are applicathip and use tests for his or her respective
period in excess of 3 years out of the 5 years Dri{le for sales and exchanges that occur gesidence. Neither spouse meets the use require

ceding the sale of the property. Because G did n . ment for the other spouse’s residence. H and W
use the law office portion of the property as hePl after the date these regulations arg, a joint return for the year of the sales. The gain

residence, the section 121 exclusion does not apppublished as final regulations in thed- realized from the sale of H's residence is $200,000.

to the gain from the sale that is allocable to the larg| Registe[ The gain realized from the sale of W's residence is
office portion of the property. $300,000. Because the ownership and use require

Example 8 Taxpayer H buys a house in 1998.81 1212 Limitations. ments are met for each residence by each respec
For 5 years, H uses a portion of the property as his tive spouse, H and W are eligible to exclude up to

principal residence and a portion of the property (a) Dollar limitations. A taxpayer $250,000 of gain from the sale of each of their res-

for business purposes. H claims depreciation de- . idences. However, W may not use H’s unused ex-
. . xcl from gr incom T S .
ductions of $20,000 for the business use of thd'ay €XC ude from gross income up t(J'():Iusmn to exclude gain in excess of her exclusion

property. H sells the property in 2003, realizing 250,000 of gain from the sale or exzount. Therefore, H and W must recognize
gain of $50,000. H had no other section 1231 whange of the taXpayer'S pl’incipal resi$50’000 of the gain realized on the sale of W’s res-
capital gains or losses for 2003. H determines th@ience. If taxpayers jointly own a princi-idence.
porton of the propery and ihat $35.000 of the garh . [eSidence but file separate returns, Exanie 8 Meafied wiowers 1 and W !

) gach taxpayer will exclude from gros§ eir residence and file a joint return for the year of

is allocable to the portion of the property used a . .~ the sale. Section 1.121- 3 (relating to the reduced
his residence. H must recognize $15,000 of thé1cOme up to $250,000 of gain that is atéxclusion) does not apply to the sale of their resi-

gain allocable to the business-use portion of thtributable to each taxpayer’s interest ijence. W, but not H, satisfies the requirements of
property. This $15,000 of gain is unrecaptured se¢he property, if the requirements of secsection 121. They are eligible to exclude up to
tion 1250 gain within the meaning of section 1(h){j5n 121 have otherwise been met. $250,000 of the gain from the sale of the residence
In addition, the section 121 exclusion does not (b) Special rules for joint returns- because that is the sum of each spouse’s dollar lim-

apply to the extent that H's post-May 6, 1997 de- | A husband and wife wh itation amount determined on a separate basis as i
preciation ($20,000) exceeds the gain allocable tol) IN general A husband and wife who they had not been married ($0 for H, $250,000 for

the business-use portion of the property ($15,000make a joint return for the year of thew).

Therefore, H may exclude $30,000 of the gain fronggle or exchange may exclude up to Example 4 Married taxpayers H and W have
the sale of the property. The remaining $5,000 a§50 000 of gain if— owned and used their principal residence since
gain is recognized by H as unrecaptured section (i) Either spouse meets the 2-yeat998' On February 16, 2001, H dies. On Septem-

1250 gain within the meaning of section 1(h). . . ber 21, 2001, W sells the residence and realizes
Example 9 Taxpayer J buys a house in 19980Wnership requirements of §1':I'Z:I'_l("")’gain of $350,000. Pursuant to section 6013(a)(3),

For 5 years, J uses a portion of the property as her (i) Both spouses meet the 2-year US@s and H's executor make a joint return for 2001.
principal residence and a portion of the propertyequirements of All $350,000 of the gain from the sale of the resi-
for business purposes. J claims depreciation d<§-1 121-1(a); and dence may be excluded.

ductions of $10,000 for the business use of the (iii) Neith’er spouse excluded gain Example 5 Married taxpayers H and W have

property. J sells the property in 2003, realizing a ; owned and used their principal residence since
gain of $50,000. J had no other section 1231 drom a prior sale or exchange of propertyqgs o, February 16, 2001, H dies. W sells the

capital gains or losses for 2003. J determines thatnder section 121 within the last 2 yeargsidence on March 30, 2002. Because W’s filing



status for the taxable year of the sale is single, then the date of the sale or exchange; or tiparagraph (a) are illustrated by the fol-

S?‘iﬁ?a' r”"i_s fOLjOi”ttret“rI”S U”(?‘\?/[/ paragrap:‘ ((jbberiod of time between the date of a prioiowing example:
Of this section do not apply an may excludg i Example Taxpayer H has owned and used a
only $250,000 of the gain. Sale or exchange of property for which the p pay

(C) Application of section 121 to only 1taxpayer excluded gain under section 12llouse as his principal residence since July 1, 1987

d the dat f th t | H and W marry on July 1, 1999 and from that date
sale or exchange every 2 yearfl) In an € date of the current sal€ or €Xpey \se H's house as their principal residence.
genera] Except as otherwise provided inChange' The numerator of the fraCUO'aies on August 15, 2000, and W inherits the prop-
§1.121-3 (relating to the reduced exclumay be expressed in days or months. Tlegy and continues to use the property as her princi

o ¢ t lude f enominator of the fraction is 730 daygal residence. W sells the property on Septembe
sion), a taxpayer may not exclude fro 24 ths (d di th fe 2000, at which time she has not remarried. Al-
gross income gain from the sale or ex2! 24 months (depending on the measu

fi din th t though W has owned and used the house for les
change of a principal residence if, during' M€ Us€d in the humera o). than 2 years, W will be considered to have satisfiec

the 2-year period ending on the date of thel (b)_” E)'ian!(ﬁS Tre f(}”t(;wing ?_Xar_n' the ownership and use requirements of sec_tioln 52.

sale or exchange, the taxpayer sold or eQ_eS Illustrate the rules o IS section: becaus_e W'’s period of ownership and use include:
. . Example 1 Taxpayer A purchases a house thathe period that H owned and used the property be

ChanQEd other property fgr which 9allhe yses as her principal residence. Twelve montfare death.

was excluded under section 121.  Faditer the purchase, A sells the house due to achange(b) Property owned by spouse or for-

purposes of this paragraph (c)(1), any sale place of her employment. A has not excludegpa, spouse-(1) Property transferred to

or exchange before May 7, 1997 is disredain under section 121 on a prior sale or exchange of . .
garded g y property within the last 2 years. Ais eligible to ex-mdlvIdual from spouse or former spouse

. clude up to $125,000 of the gain from the sale of hdf @ taxpayer obtains property from a
(2) Example The following example | ,ce (12/24 x $250,000). spouse or former spouse in a transactio
illustrates the rules of this paragraph (c):  example 2 (i) Taxpayer H owned a house that hejescribed in section 1041(a), the perioc
Example Taxpayer Aowned a townhouse that heised as his principal residence since 1996. On Janiat the taxpayer owns the property will

used as his principal residence for two full yearsary 15, 1999, H and W marry and W begins to use lude th iod that th f
1998 and 1999. Athen bought a house in 2000 thgts house as her principa| residence. On Janua"pc ude the perlo that the Spouse or Tor-

he owned and used as his principal residence. #5 2000, H sells the house due to a change in HEIEI SPOUSE owned the property.

sells the townhouse in 2002 and excludes gain reaind W's place of employment. Neither H nor Whas (2) Property used by spouse or former
ized on its sale under section 121. A sells the housgcluded gain under section 121 on a prior sale (ypouse A taxpayer is treated as using
in the next year, 2003. Section 1.121-3 (relating texchange of property within the last 2 years. roperty as the taxpayer’s principal resi-
the reduced exclusion) does not apply to the sale of (ij) Because H and W have not both used thE .

the house. Although A meets the 2-year ownershiRouse as their principal residence for at least 2 yea?sence for any penOd that the taxpayer ha
and use requirements of section 121, Ais not eligiblguring the 5-year period preceding its sale, the ma@n ownershlp interest in the property anc
to exclude gain from the sale of the house becauseifyum dollar limitation amount that may be claimedthe taxpayer’s spouse or former spouse i
excluded gain within the last 2 years under sectiopy H and W will not be $500,000, but the sum Ofgranted use of the property under a di-
121 from the sale of the townhouse. each spouse's limitation amount determined on g ca or separation instrument (as define

separate basis as if they had not been married. (See . .
81.121-3 Reduced exclusion. §1.121-2(b)(2).) In"section 71(b)(2)), provided that the

(iii) H is eligible to exclude up to $250,000 of SPOUSE or former spouse uses the proper
(a) Reduced exclusion for taxpayersyain because he meets the requirements of sectias a principal residence.
failing to meet certain requirementdn  121. Wis not eligible to exclude the maximum dol-  (¢) Tenant-stockholder in cooperative
general Areduced exclusion is available/2" limitation amount. Instead, W is eligible topq;sing corporation A taxpayer who

laim a reduced exclusion. Because the sale of the .
for a taxpayer who sells or exchangeﬁouse is due to a change in place of employment yolds stock as a tenant-stockholder in :

property used as the taxpayer’s prinCipal ejigible to exclude up to $125,000 of the gaircOOperative housing corporation (as thos
residence but fails to satisfy the owneree5/730 x $250,000). Therefore, H and W are eliterms are defined in section 216(b)(1) anc
ship and use requirements described @ible to exclude up to $375,000 of gain ($250,000 {2)) may be eligible to exclude gain under

§1.121-1(a) or the 2-year limitation de$125.000) from the sale of the house. section 121 on the sale or exchange of th
scribed in §1.121-2(c). This reduced €X51.121-4 Special rules. stock. In determining whether the tax-
clusion applies only if the sale or ex- payer meets the requirements of sectiol

change is necessitated by a change in(a) Property of deceased spous€l) 121, the ownership requirements are ap
place of employment, health, or, to the extn general For purposes of satisfying theplied to the holding of the stock and the
tent provided in forms, instructions, orownership and use requirements of secise requirements are applied to the hous
other appropriate guidance including regtion 121, a taxpayer is treated as owningr apartment that the taxpayer was enti
ulations and letter rulings, unforeseen cirand using property as the taxpayer’s prirtted to occupy by reason of the taxpayer’s
cumstances. The reduced exclusion €pal residence during any period that thetock ownership.

computed by multiplying the maximumtaxpayer’'s deceased spouse owned and(d) Involuntary conversions-(1) In
dollar limitation of $250,000 ($500,000used the property as a principal residenggeneral For purposes of section 121,
for certain joint filers) by a fraction. Thebefore death if— the destruction, theft, seizure, requisi-
numerator of the fraction is the shortest of (i) The taxpayer’s spouse is deceasetion, or condemnation of property is
the period of time that the taxpayer ownedn the date of the sale or exchange of thieeated as a sale of the property.

the property as the taxpayer’s principaproperty; and (2) Application of section 1033In ap-
residence during the 5-year period ending (ii) The taxpayer has not remarried aplying section 1033 (relating to involun-
on the date of the sale or exchange; ththe time of the sale or exchange of theary conversions), the amount realized
period of time that the taxpayer used thproperty. from the sale or exchange of property
property during the 5-year period ending (2) Example The provisions of this used as the taxpayer’s principal residenc



is treated as being the amount determined (f) Sales of remainder interestg1) mining the holding period of the 1034
without regard to section 121, reduced bin general A taxpayer may elect to haveproperty).

the amount of gain excluded from the taxthe section 121 exclusion apply to gain

payer’s gross income under section 121.from the sale or exchange of a remaindéit-121-5 [Removed]

(3) Property acquired after involun- interest in the taxpayer’s principal resi- p5. 3 gection 1.121-5 is removed.
tary conversion If the basis of the prop- dence. Par. 4. Section 1.1398-3 is added to
erty acquired as a result of an involuntary (2) Limitations—(i) Sale or exchange (o544 as follows:
conversion is determined (in whole or irof any other interest If a taxpayer elects
part) under section 1033(b) (relating tdo exclude gain from the sale or exchang®l.1398-3 Treatment of section 121
the basis of property acquired through inef a remainder interest in the taxpayer'exclusion in individuals'title 11 cases.
voluntary conversion), then for purposegrincipal residence, the section 121 exclu- . . )
of satisfying the requirements of sectiorsion will not apply to a sale or exchange (&) Scope This section applies to
121, the taxpayer will be treated as ownef any other interest in the residence th&2S€S under chapter 7 or chapter 11 o
ing and using the acquired property as this sold or exchanged separately. title 11 of the United States Code, but
taxpayer's principal residence during any (i) Sales to related partiesParagraph OnlY if the debtor is an individual.
period of time that the taxpayer ownedf)(1) of this section will not apply to a (P) Definition and rules of general
and used the converted property as theale or exchange by any person who beafgPlication  For purposes of this sec-
taxpayer’s principal residence. a relationship to the taxpayer which is delion; Section 121 exclusion means the ex-

(4) Example The provisions of this scribed in section 267(b) or 707(b). clusion of gain from the sale or exchange
paragraph (d) are illustrated by the fol- (3) Election The taxpayer makes the®f @ debtor’s principal residence avail-
lowing example: election under this paragraph (f) by filing?P!e under section 121. _

Example (i) On February 18, 1999, fire destroysa return for the taxable year of the sale or (€) EState succeeds to exclusion upon
;gépoagyoerAA'ﬁazo:stﬁetgztngicl;nt;csiJusted bas'sh%fxchange that does not include the gai@pmmencement of cas&he bapkruptcy

,000. property as her b & <ale or exchange of the remairEstate succeeds to and takes into accour

principal residence for 20 years prior to its destruc- . . , . "the section 121 exclusion with respect to
tion. A insurance company paid A $400,000 fod€r interest in the taxpayer’s gross in- P

the house. Thus, A realized a gain of $320,0060me. the property tranSferreq Into the e.State-
($400,000 - $80,000). On August 27, 1999, A pur- (g) No exclusion for expatriatesThe (d) Effective date This section is ap-
chases a new house at a cost of $100,000. section 121 exclusion will not apply toPlicable for sales or exchanges that occur

(i) Because the destruction of the house is P :on or after the date these regulations are
: ny sale or exchange by an individual iPn ol ’ - .
treated as a sale for purposes of section 121, A Wf’ﬂ rpubllshed as final regulatlons in tEed-

exclude $250,000 of the realized gain from A's groskh€ treatment provided by sectio )
income. For purposes of section 1033, the amou#77(a)(1) (relating to the treatment ofral Register.
realized is then treated as being $150,000 ($400,0&patriates) applies to the individual.

- $250,000) and the gain realized is $70,000 (h) Election to have section not

($150,000 amount realized - $80,000 basis). A VAt lect to h th
elects under section 1033 to recognize only 51550,00%pp Y- axpayer may elect to have the

of the gain ($150,000 amount realized - $100,008€ction 121 exclusion not apply to a sale

cost of new house). The remaining $20,000 of gaior exchange of property. The taxpayefFiled by the Office of the Federal Register on Oc-
is deferred and A's basis in the new house is $80,0¢9 akes the election by filing a return fortober 6, 2000, 8:45 a.m., and published in the issue
($100,000 cost - $20,000 gain not recognized). the taxable year of the sale or exchangf:é the Federal Register for October 10, 2000, 65

(iif) A will be treated as owning and using the . . R. 60136)
new house as As principal residence during the 26—hat includes the gain from the sale or

year period that A owned and used the destroyeé@Xchange of the taxpayer’s principal
house. residence in the taxpayer’s gross in-

(e) Determination of use during peri- come.

ods of out-of-residence cardf a taxpayer (i) Residences acquired in rollovers
has become physically or mentally incaunder section 1034If a taxpayer acquires
pable of self-care and the taxpayer sells @roperty (section 121 property) in a trans-
exchanges property that the taxpayeaction that qualifies under section 1034 for
owned and used as the taxpayer’s princihe nonrecognition of gain realized on the
pal residence for a period aggregating aiale or exchange of another property (sec-
least 1 year during the 5-year period preion 1034 property) and later sells or ex-
ceding the sale or exchange, the taxpayehanges the section 121 property, in deter-
is treated as using the property as the tamiining the period of the taxpayer’s
payer’s principal residence for any periodwnership and use of the sold or ex-
of time during the 5-year period in whichchanged section 121 property, the tax-
the taxpayer owns the property and repayer may include the periods that the tax-
sides in any facility (including a nursingpayer owned and used the section 1034
home) licensed by a State or political subproperty as the taxpayer’s principal resi-
division to care for an individual in thedence (and each prior residence taken into
taxpayer’s condition. account under section 1223(7) in deter-

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.



