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DIVISION I—INTRODUCTORY PROVISIONS

Be it enacted by the Senate and House of Represeniaiives of the
Undted States of America in Oongress assembled, That this Act, divided
into titles and sections according to the following Table of Contents,
may be cited as the “ Revenue Act of 1928": (8ee Table of Contents,
pp. V-XXIV.)

TITLE I—INCOME TAX
SuBTITLE A—INTRODUCTORY PROVISIONS

SECTION 1. APPLICATION OF TITLE,

The provisions of this title shall apply only to the taxable year 1928
and succeeding taxable years. Income, war-profits, and excess-profits
taxes for taxable years preceding the taxable year 1928 ghall not be
affected by the provisions of this title, but shall remain subject to the
applicable provisions of prior revenue Acts, except as such provisions
are modified by Titles III, IV, and V of this Act or by legislation
enacted subsequent to this Act.

SEC. 2. CROSS REFERENCES.
The cross references in this title to other portions of the title, where

the word “see” is used, are made only for convenience, and shall be

glven no legal effect.

SHEC. 3. CLASSIFICATION OF PROVISIONS.

The provisions of this title are herein classified and designated as—
Subtitle A—Introductory provisions,
Subtitle B—@eneral provisions, divided into Parts and sections,
Subtitle C—S8upplemental provisions, divided Into Supplements
and sections.

SEC. 4. SPECIAL CLASSES OF TAXPAYERS.

The application of the General Provisions and of Supplements A to
D, inclusive, to each of the following special classes of taxpayers, shall
be subject to the exceptions and additional provisions found in the
Supplement applicable to such class, as follows:

(a) Hstates and trusts and the beneficlaries thereof—Supplement B.

(b) Members of partnerships—Supplement F.

(¢) Insurance companies—Supplement G.

(d) Nonresident alien individuals—Supplement H.

(e) Foreign corporations—Supplement I.

(f) Individual citizens of any possession of the United States who
are not otherwise citizens of the United States and who are not resi-
dents of the United States—Supplement J.
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(g) Individual citizens of the United States or domestic corporations,
satisfying the conditions of section 251 by reason of deriving a large
portion of their gross income from sources within a possession of the
United States—Supplement J.

(h) China Trade Act corporations—8upplement K.

ArticLe 1. Division of Regulations.—These regulations under the

income tax provisions of the Revenue Act of 1928* consist of four
divisions as follows:

Division I, entitled “ Introductory Provisions,” relating to Intro-
ductory Provisions, Subtitle A of Title I. .

Division II. entitled “ General Provisions,” relating to General
Provisions, Subtitle B of Title 1.

Division III, entitled “ Supplemental Provisions,” relating to
Supplemental Provisions, Subtitle C of Title I-

Division IV, entitled “ Miscellaneous Provisions,” relating to cer-
tain provisions of Titles IV and V.

The application of the articles under Division II and the applica-
tion of the articles under Division III relating to Supplements A-D
of the Act, to certain special classes of taxpayers is subject to the
exceptions and additional provisions in Supplements E-K of the
Act and in the articles under Division III relating to those Supple-
ments. The special classes of taxpayers, and the Supplements,
sections of the Act, and articles of the Regulations containing
such exceptions and additional provisions are stated in the following
table:

. Bupplement of | Sections of | Articles of
Class of taxpayer ubtitle C Act Regulations

Estates and trusts and beneficiaries
thereof. .. ... ___ .-
Members of partnerships. .| F
Insurance companies.___.
Nonresident alien individuals_
Foreign corporations._____..__....
Citizens of possessions of United
States not citizens or residents
of the United States; and eciti-
zens of United States or domestic
ourporations deriving a large por-
tion of their groes Income from
sources within a possession of the
United Btates_. . . . _coooo.. el 251, 252 1131-1141
China Trade Act corporations. ... Koo 261-264 1151-1154

161170 861-801
181-189 901-942
201-208 951-1015
211-218 10211001
231-238 1101-1121

i The principal provisions of the Revenne Act of 1026, the Revenue Act of 1824, and
the Revised Statutes relating to income taxes for 1928 and subsequent taxable years are
printed in the appendix to these regulations.

Art. 1 $ 4

DIVISION II—GENERAL PROVISIONS

SUBTITLE B-—GENERAL PROVISIONS
PART I—RATES OF TAX

SEC. 11. NORMAL TAX ON INDIVIDUALS.

There shall be levied, collected, and paid for each taxable year upon
the net fncome of every individual a normal tax equal to the sum
of the following:

(a) 1% per centum of the first $4,000 of the amount of the net
income In excess of the credits against net income provided in sec-
tion 25;

(b) 8 per centum of the next $4,000 of such excess amount; and

(c) B per centum of the remainder of such excess amount.

Axrt. 11. Income tax on individuals.—Title I of the Act, which in
general is effective January 1, 1928 (see section 65), imposes an
income tax on individuals, including a normal tax (sections 11 and
211) and a surtax (section 12). The tax is upon net income which
is determined by subtracting the allowable deductions from the gross
income. (See generally sections 21-24.) In certain cases credits are
allowed against the net income before computing the tax (section 25)
and in other cases against the amount of the tax (sections 31-33 and
131). In general the tax is payable upon the basis of returns ren-
dered by persons liable thereto (sections 51, 53, 143, and 217), except
that in some instances it is to be paid at the source of the income
(section 144). Exceptions and additional provisions applicable to
certain special classes of taxpayers are listed in section 4 and article
1. See section 104 as to shareholders of corporations formed or
availed of to prevent imposition of surtax. See sections 101, 168, and
186 as to treatment of capital gaing and capital losses.

Art. 12, Normal tax on individual citizens or residents of the United
States.—The normal tax on individual citizens or residents of the
United States upon the amount of the net income, as defined in s~c-
tion 21, in excess of the credits provided in section 25 is at the rate
of 114 per cent upon the first $4,000 of such excess, 3 per cent upon
the next $4,000, and 5 per cent upon the remainder of the net income.
For normal tax on nonresident alien individuals see section 211 and
article 1021.

Art. 12 f11
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Arr, 13, Citizens or residents of the United States liable to tax.—-In
general, citizens of the United States, wherever resident, are liable to
the tax, and it makes no difference that they may own no assets
within the United States and may receive no income from sources
within the United States. Every resident alien individual is liable to
the tax, even though his income is wholly from sources outside the
United States. As to nonresident alien individuals, see sections
211-218 and articles 1021-1091.

Art. 14. Who is a citizen.—Every person born or naturalized in the
United States, and subject to its jurisdiction, is a citizen. When any
naturalized citizen has left the United States and resided for two
years in the foreign country from which he came, or for five years
in any other foreign country, it is presumed that he has ceased to be
an American citizen. This presumption does not apply, however, to
vesidence abroad while the United States was at war, nor does it
apply in the case of individuals born in the United States subject
to its jurisdiction. For example, if a Swede, after being naturalized
in the United States, returned to Sweden and resided there for two
years prior to April 6, 1917, he is presumed once more to be an
alien. However, even though an individual born in the United
States, subject to its jurisdiction, of either citizen or alien parents,
.resided in a foreign country for a number of years, he would still
be a citizen of the United States, unless he had become naturalized
in, or taken an oath of allegiance to, the foreign country of resi-
dence or some other foreign state. A foreigner who has filed his
declaration of intention of becoming a citizen of the United States
but who has not yet rgceived his final citizenship papers is an alien.
See articles 1022-1025 Y0r distinction between a resident alien indi-
vidual and a nonresident alien individual.

SEC. 12. SURTAX ON INDIVIDUALS.

(a) Rates of surtax.—There shall be levied, collected, and paid for
each taxable year upon the net income of every individual a surtax as
follows :

Upon a net income of $10,000 there shall be no surtax; upon net
fncomes in excess of $10,000 and not in excess of $14,000, 1 per
centum of such excess.

$40 upon net incomes of $14,000; and upon net incomes in excess
of $14,000 and not In excess of $16,000, 2 per centum in addition of
such excess.

$80 upon net incomes of $106,000; and upon net incomes in excess
of $16,000 and not in excess of $18,000, 3 per centum in addition of
such excess.

$140 upon net incomes of $18,000; and upon net incomes in ex-
cess of $18,000 and not in excess of $20,000, 4 per centum In addi-
tion of such excess,

Art. 14 §12
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$220 upon net incomes of $20,000; and upon net incomes in ex-
cess of $20,000 and not in excess of $22,000, 5 per centum in addl-
tion of such excess,

$320 upon net incomes of $22,000; and upon net incomes in ex-
cess of $22,000 and not In excess of $24,000, 6 per centum in addi-
tion of such excess.

$440 upon net incomes of $24,000; and upon net incomes in ex-
cess of $24,000 and not in excess of $28,000, 7 per centum in addi-
tion of such excess.

$720 upon net incomes of $28,000; and upon net incomes in ex-
cess of $28,000 and not in excess of $32,000, 8 per centum in addi-
tion of such excess,

$1,040 upon net incomes of $32,000; and upon net incomes in
excess of $32,000 and not in excess of $36,000, 9 per centum in
addition of such excess.

$1,400 upon net incomes of $36,000; and upon net incomes in
excess of $36,000 and not in excess of $40,000, 10 per centum in
additlon of such excess,

$1,800 upon net incomes of $40,000; and upon net incomes in
excess of $40,000 and not In excess of $44,000, 11 ver centum in
addition of such excess,

$2,240 upon net incomes of $44,000; and upon net incomes in
excess of $44,000 and not in excess of $48,000, 12 per centum in
addition of such excess.

$2,720 upon net incomes of $48,000; and upon net incomes in
excess of $48,000 and not in excess of $52,000, 13 per centum in
addition of such excess.

$3,240 upon net incomes of $562,000; and upon net incomes in
excess of $52,000 and not in excess of $56,000, 14 per centum in
addition of such excess.

$3,800 upon net incomes of $56,000; and upon net incomes in
excess of $56,000 and not in excess of $60,000, 15 per centum in
addition of such excess,

$4,400 upon net incomes of $60,000; and upon net incomes in
excess of $60,000 and not in excess of $64,000, 18 per centum in
addition of such excess,

$5,040 upon net incomes of $64,000; and upon net incomes in
excess of $64,000 and not in excess of $70,000, 17 per centum in
addition of such excess,

$6,000 upon net incomes of $70,000; and upon net incomes in
excess of $70,000 and not in excess of $80,000, 18 per centum in
addition of such excess.

$7,860 upon net incomes of $80,000; and upon net incomes in
excess of $80,000 and not tn excess of $100,000, 19 per centum in
addition of such excess,

$11,660 upon net Incomes of $100,000; and upon net incomes in
excess of $100,000, in addition 20 per centum of such excess.

(b) Bale of mines and oil or gas wells.—¥or limitation of surtax

attributable to sale of mines and oil or gus wells, see section 102,

(¢) Capital net gains and losses.—For rate and computation of tax

in lieu of normal and surtax in tase of net incomes of not less than

Art. 14 §12
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$30,000, approximately, or in case of net incomes, excluding items of
capital gain, capital loes, and capital deductions, of not less than
$30,000, approximately, see section 101,

(d) Evasion of surtaxes by incorporation.—For tax on corporations
which accamulate surplus to evade surtax on stockholders, see section
104.

Anr, 21. Surtax.—In addition to the normal tax imposed by sections
11 and 211 (see articles 11-14 and 1021) a surtax is imposed at the
rates specified in section 12 upon the net income of every individual,
resident or nonresident. In determining the taxable net income,
for the purpose of the surtax, the credits provided by section 25 in
the case of the normal tax are not applicable. The tax under section
101 in the case of a capital net gain is in lieu of the hormal tax
and the surtax, As to limitation on surtax on gain from sale of
mines and oil or gas wells, see section 102 and article 511.

Arr. 22. Computation of surtax.-~The following table shows the
surtax due for 1928 and subsequent years upon certain specified
amounts of net income. In each instance the first figure of the net
income in the net-income column is to be excluded and the second
ﬁgure included. The percentage given opposite applies to the excrss
of income over the first figure in the net-income column. The last
column gives the total surtax on a net income equal to the second
figure in the net-income column.

Total
Net {ncome Per cent surtax
$0 t0 $10,000_ _ . e recaeemmcafmeeamana|eman
$10,000 to $14,000. _ _ . neeecmemcaancaeann 1 $40
$14,000 to $16,000 ..................................... 2 80
$16,000 to $18,000_ . _ _ .. .. ..o...L e cccme——e———— 3 140
$18,000 to $20 000 . e ececcccmccm——————— 4 220
$20,000 to $22,000 ..................................... 5 320
$22,000 t0 $24,000_ _ - .o e icaeecccma—an 6 440
$24,000 t0 828,000 _ . e ccma————— 7 720
$28,000 10 $32,000 . _ _ _ o cicemccemenenaan 8 1, 040
$32,000 to $36,000. ..., fmmmmmmamemammmeeemnm———————— 9 1, 400
$36,000 to $40,000.___ 10 1, 80C
$40,000 to 344 000. . 11 2, 240
344,000 to $48,000- - 12 2, 720
$48,000 to $52,000. . 13 3, 240
$52,000 to. $56,000._ . 14 3, 800
$56,000 to $60,000__ .. 15 4, 400
$60,000 to $64,000._ . . _ ... icciamcmcaccaa. 16 5, 040
$64,000 10 $70,000. . - . .. eiacccceaccccnceaaa 17 6, 060
$70,000t0 $80,000_ . . - oo ecccccnraaccmee—na 18 7, 860
$80,000 to 8100 000.. e ececcmmm e ccamcma————. 19 11, 660
8100 000 UP - e amceeecere—————————n 20 {emiemnan

The surtax for any amount of net income not shown in the table
is computed by adding to the surtax for the largest amount shown

Art. 22 : §12
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which is less than the income, the surtax upon the excess over that
amount at the rate indicated in the table. Accordingly, the surtax
upon a net income of $63,128 would be $4,900.48, computed as fol-
lows:

Surtax on $60,000 from table $4, 400. 00

Surtax on $3,128 at 16 per cent 500. 48
Total S 4,900. 48

SEC. 13. TAX ON CORPORATIONS.

(a) Rate of tax.—There shall be levied, collected, and paid for each
taxable year upon the net Income of every corporation, a tax of 12
per centum of the amount of the net income in excess of the credits
against net income provided in section 26.

(b) Exempt corporations.—For corporations exempt from tax, see
section 103.

(¢) Improper accumulation of surplus.—For tax on corporations
which accumulate surplug to evade surtax on stockholders, see sec-
tion 104.

Arr. 81. Income tax on corporations—The Act imposes an in-
come tax on all corporations not expressly exempt (see section 103)
at the rate of 12 per cent of the net income subject to tax. Every
corporation not exempt under section 103 is liable to the tax, and it
makes no difference that a domestic corporation may receiwe no in-
come from sources within the United States. The tax is upon net
income, that is, gross income as defined by the Act, less allowable
deductions. (See sections 21-24.) Certain credits are allowed
against net income and against the amount of the tax. (See sections
26, 181, and 208.) The tax is payable upon the basis of returns
rendered by the corporations liable thereto, except that in some cases
it is to be paid at the source of the income. (See also sections 47, 52
58, 145, and 235.) For the income tax on life insurance companies
gee sections 201-203; on insurance companies other than life or
mutual, section 204. Mutual insurance companies other than life
are taxed under section 13. (See section 208.) As to foreign cor-
porations, see sections 53 and 231-238; as to domestic corporations
deriving income from sources within possessions of the United States
see section 251 ; as to China Trade Act corporations, see sections 261-
264. For what the term “corporation” includes and for the dif.
ference between domestic and foreign corporations, see section 701
(a) (2) and articles 1311-1814, 1316, 1318, and 1319.

SEC. 14. TAXABLE PERIOD EMBRACING YEARS WITH DIFFER-
ENT LAWS.
If a taxable perlod embraces portions of two calendar years for which

the laws are different, the tax shall be computed as provided in sec-
tion 108.

Art. 31 § 14
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PART ITI—COMPUTATION OF NET INCOME

SEC. 21. NET INCOME.
“ Net income ” means the gross income computed under section 22, less
the deductions allowed by section 28.

Art. 41. Meaning of net income.—The tax imposed by the Act
is upon income. In the computation of the tax various classes of
income must be considered :

(a) Income (in the broad sense), meaning all wealth which flows
in to the taxpayer other than as a mere return of capital. .It includes
the forms of income specifically described as gains and profits,
including gains derived from the sale or other disposition of capital
assets. Cash receipts alone do not always accurately reflect income,
for the Act recognizes as income-determining factors other items,
among which are inventories, accounts receivable, property exhaus-
tion, and accounts payable for expenses incurred. (See sections 22,
23, and 101 and the articles thereunder.)

(b) Gross income, meaning income (in the broad sense) less
income which is by statutory provision or otherwise exempt from
the tax imposed by the Act. (See section 22 and the articles
thereunder.)

(¢) Net income, meaning gross income less statutory deductions.
The statutory deductions are in general, though not exclusively,
expenditures, other than capital expenditures, connected with the
production of income. (See sections 23 and 24 and the articles there-
under.)

(d) Net income less credits. (See sections 25 and 26 and-the
articles thereunder.)

The surtax on individuals is imposed upon net income; the normal
tax on individuals and the tax upon corporations is imposed upon
net income less credits. Although taxable net income is a statu-
tory conception, it follows, subject to certain modifications as to
exemptions and as to deductions for partial losses in some cases, the
lines of commercial usage. Subject to these modifications statutory
net income is commercial net income. This appears from the
fact that ordinarily it is to be computed in accordance with the
method of accounting regularly employed in keeping the books of the
taxpayer. (See section 41.)

The net income of corporations is determined in general in the
gsame manner as the net income of individuals, but the deductions
allowed corporations are not precisely the same as those allowed
individuals. (See sections 23, 24, 117, 118, 208, 204, 208, and 2382 and
the articles thereunder.)

Art. 41 § 21
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SRBC. 22. GROSS INCOME.

(a) General definition.—* Gross Income™ includes gains, profits, and
income derived from salaries, wages, or compensation for personal
service, of whatever kind and in whatever form paid, or from pro-
fessions, vocations, trades, businesses, commerce, or sales, or dealings
in property, whether real or personal, growing out of the ownership or
use of or interest In such property; also from interest, rent, dividends,
securities, or the transaction of any business carried on for gain or
profit, or gains or profits and income derived from any source whatever.

ArT. 51. What included in gross income.—Gross income includes in
general compensation for personal and professional services, business
income, profits from sales of and dealings in property, interest, rent,
dividends, and gains, profits, and income derived from any source
whatever, unless exempt from tax by law. (See sections 22 (b) and
116.) In general,income is the gain derived from capital, from labor,
or from both combined, provided it be understood to include profit
gained through a sale or conversion of capital assets. Profits of
citizens, residents, or domestic corporations derived from sales in
foreign commerce must be included in their gross income; but special
provisions are made for nonresident aliens by sections 212-215 and
in certain cases for citizens and domestic corporations deriving
income from sources within possessions of the United States by
section 251. Income may be in the form of cash or of property.
As to dividends, whether in cash or in property, see section 115
and articles 621-629,

Where property is sold by a corporation to a shareholder, or by
an employer to an employee, for an amount substantially less than
its fair market value, such shareholder of the corporation or such
employee shall include in gross income the difference between the
amount paid for the property and the amount of its fair market
value. In computing the gain or loss from the subsequent sale of
such property its cost shall be deemed to be its fair market value at
the date of acquisition by the shareholder or the employee. This
paragraph does not apply, however, to the issuance by a corporation
to its shareholders of the right to subscribe to its stock, as to which
see article 58,

In the case of stock sold between dividend dates, the entire amount
of the dividend is income to the vendee and must be reported in his
gross income when the dividend becomes due and payable. The
amount advanced by the vendee to the vendor in contemplation of
the next dividend payment is an investment of capital and may not
be claimed as & deduction from gross income. As to the amount of
income tax paid for a bondholder by the obligor pursuant to a so-
called tax-free covenant, see section 144 (a) (4). As to the determi-

Art. 51 § 22 (a)
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nation of gain or loss from sale or disposition of property, see sec-
tions 111-113 and articles 561-604.

As to insurance companies and foreign corporations, see sections
202, 204, 207, 208, and 231 and articles 961, 992, 1001, 1101, and 1102.

Art. 52. Compensation for personal services.—Commissions paid
salesmen, compensation for services on the basis of a percentage of
profits, commissions on insurance premiums, tips, pay of persons in
the military or naval forces of the United States, retired pay of
Federal and other officers, and pensions or retiring allowances paid
by private persons or by the United States (except pensions exempted
by section 22 (b) (8)), are income to the recipients; as are also mar-
riage fees, baptismal offerings, sums paid for saying masses for the
dead, and other contributions received by a clergyman, evangelist, or
religious worker for services rendered. However, so-called pensions
awarded by one to whom no services have been rendered are mere
gifts or gratuities and are not taxable. The salaries of Federal
officers and employees are subject to tax. But see section 116 (a).
See section 81 and articles 311 and 812 for special provisions relative
to credit against the tax on account of earned income, and article 643
as to compensation of State officers and employees.

Art. 53. Compensation paid other than in cash.—Where services are
paid for with something other than money, the fair market value
of the thing taken in payment is the amount to be included as
income. If the services were rendered at a stipulated price, in the
absence of evidence to the contrary such price will be presumed
to be the fair value of the compensation received. Compensation
paid an employee of a corporation in its stock is to be treated as
if the corporation sold the stock for its market value and paid the
employee in cash. When living quarters such as camps are furnished
to employees for thé convenience of the employer, the ratable value
need not be added to the cash compensation of the employees, but
where a person receives as compensation for services rendered a
salary and in addition thereto living quarters, the value to such
person of the quarters furnished constitutes income subject to tax.
The value of quarters furnished Army and Navy officers, mernbers
of the Coast Guard, Coast and Geodetic Survey, and Public Health
Service, or amounts received as commutation of quarters by such
officers or members, do not constitute taxable income. (See also
section 22 (b) (8).) Premiums paid by an employer on policies
of group life insurance covering the lives of his employees, the bene-
ficiaries of which are designated by the employees, are not income to
the employees, (See article 283,)

Art. 53 § 22 (a)
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Art. 54, Compensation paid in notes.—Notes or other evidences of
indebtedness received in payment for services, and not merely as
security for such payment, constitute income to the amount of their
fair market value. A taxpayer receiving as compensation a note re-
garded as good for its face value at maturity, but not bearing in-
terest, shall treat as income as of the time of receipt the fair dis-
counted value of the note at such time. Thus, if it appears that such
a note is or could be discounted on a 6 per cent basis, the recipient
shall include such note in his gross income to the amount of its face
value less discount computed at the prevailing rate for such trans-
actions. If the payments due on a note so accounted for are met as
they become due, there should be included as income in respect of
each such payment so much thereof as represents recovery for the
discount originally deducted.

Agrr. 55. Gross income from business.—In the case of a manufactur-
ing, merchandising, or mining business “ gross income” means the
total sales, less the cost of goods sold, plus any income from invest-
ments and from incidental or outside operations or sources. In de-
termining the gross income subtractions should not be made for
depreciation, depletion, selling expenses, or losses, or for items not
ordinarily used in computing the cost of goods sold.

Art. 56. State contracts.—The profit of an independent contractor
from a contract with a State or political subdivision thereof must be
included in gross income. Where warrants are issued by a city, town,
or other political subdivision of a State, and are accepted by the con-
tractor in payment for public work done, the fair market value of
such warrants should be returned as income. If for any reason the
contractor upon conversion of the warrants into cash does not receive
and can not recover the full value of the warrants so returned, he may
deduct from gross income for the year in which the warrants are con-
verted into cash any loss sustained, and if he realizes more than the
value of the warrants so returned he should include such amount in
his gross income of the year in which realized.

ART. 57. Gross income of farmers.—A farmer reporting on the basis
of receipts and disbursements (in which no inventory to determine
profits is used) shall include in his gross income for the taxable year
(1) the amount of cash or the value of merchandise or other property
received from the sale of live stock and produce which were raised
during the taxable year or prior years, (2) the profits from the sale
of any live stock or other items which were purchased, and (3) gross
income from all other sources. The profit from the sale of live stock
or other items which were purchased after February 28, 1913, is to be
ascertained by deducting the cost from the sales price in the year in

Art. 57 ' § 22 (a)
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which the sale occurs, except that in the case of the sale of animals
purchased as draft or work animals or solely for breeding or dairy
purposes and not for resale, the profit shall be the amount of any
excess of the sales price over the amount representing the difference
between the cost and the depreciation theretofore allowable in respect
of such property as a deduction in computing net income.

In the case of a farmer reporting on the accrual basis (in which
an inventory is used to determine profits), his gross profits are ascer-
tained by adding to the inventory value of live stock and products
on hand at the end of the year the amount received from the sale
of live stock and products, and miscellaneous receipts for hire of
teams, machinery, and the like, during the year, and deducting from
this sum the inventory value of live stock and products on hand at
the beginning of the year and the cost of live stock and products
purchased during the year. In such cases all live stock raised or
purchased for sale shall be included in the inventory at their proper
valuation determined in accordance with the method authorized and
adopted for the purpose. Also live stock acquired for draft, breed-
ing, or dairy purposes and not for sale may be included in the inven-
tory, instead of being treated as capital assets subject to depreciation,
provided such practice is followed consistently by the taxpayer.
In case of the sale of any live stock included in an inventory their
cost must not be taken as an additional deduction in the return of
income, as such deduction will be reflected in the inventory. (See
article 106.)

In every case of the sale of machinery, farm equipment, or other
capital assets purchased after February 28, 1913 (which are not to
be included in an inventory if one is used to determine profits), any
excess over the cost thereof less the amount of depreciation thereto-
fore allowable in respect of such property as a deduction in comput-
ing net income, shall be included as gross income. Where farm
produce is exchanged for merchandise, groceries, or the like, the
market value of the article received in exchange is to be included in
gross income. Rents received in crop shares shall be returned as of
the year in which the crop shares are reduced to money or a money
equivalent. Proceeds of insurance, such as hail and fire insurance
on growing crops, should be included in gross income to the amount
received in cash or its equivalent for the crop injured or destroyed.
If a farmer is engaged in producing crops which take more than a
year from the time of planting to the time of gathering and dispos-
ing, the income therefrom may be computed upon the crop basis; but
in any such cases the entire cost of producing the crop must be taken

Art. 57 § 22 (a)
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as a deduction in the year in which the gross income from the crop
is realized.

As herein used the term “ farm ” embraces the farm in the ordi-
narily accepted sense, and includes stock, dairy, poultry, fruit, and
truck farms; also plantations, ranches, and all land used for farm-
ing operations. All individuals, partnerships, or corporations that
cultivate, operate, or manage farms for gain or profit, either as
owners or tenants, are designated farmers. A person cultivating or
operating a farm for recreation or pleasure, the result of which
is a continual loss from year to year, is not regarded as a farmer.

Form 1040¥ should be filled in and attached to his income tax
return by every farmer who either keeps no records or only records
of cash receipts and disbursements; its use is optional with other
farmmers, (See further articles 131, 175, and 210.)

ARrr, 58. Sale of stock and rights.—When shares of stock in a cor-
poration are sold from lots purchased at different dates and at dif-
ferent prices and the identity of the lots can not be determined, the
stock sold shall be charged against the earliest purchases of such
stock. The excess of the amount realized on the sale over the cost
or other basis of the stock will constitute gain. In the case of stock
in respect of which any stock dividend was paid, the basis for
determining gain or loss from a sale of a share of such stock shall be
ascertained in accordance with the principles laid down in article
600. Where common stock is received as a bonus with the purchase
of preferred stock or bonds, the total purchase price shall be fairly
apportioned between such common stock and the securities purchased
for the purpose of determining the portion of the cost attributable
to each class of stock or securities, but if that should be impracticable
in any case, no profit on any subsequent sale of any part of the stock
or securities will be realized until out of the proceeds of sales shall
have been recovered the total cost.

Where a corporation issues to its sharcho!ders rights to sub-
scribe to its stock, the value of the rights does not constitute taxable
income to the shareholdér, although gain may be derived or loss sus-
tained by the shareholder from the sale of such rights. In this con-
nection the following rules may be stated :

(1) If the shareholder does not exercise, but sells his rights to
subscribe, the cost or other basis of the stock in respect of -which
the rights are issued shall be apportioned between the rights and the
stock in proportion to the respective values thereof at the time the
rights are issued, and the basis for determining gain or loss from
the sale of a right on one hand or a share of stock on the other

Art. 58 § 22 (a)
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will be the quotient of the cost or other basis assigned to the rights
or the stock, divided, as the case may be, by the number of rights
issued or by the number of shares held.

Ezvample: A taxpayer in 1927 purchased 500 shares of stock at
$125 a share,; and in 1928, by reason of the ownership of such stock,
received 500 rights entitling him to subscribe to 100 additional shares
at $100 a share. Upon the issuance of the rights each of the shares
of stock in respect of which the rights were issued had a fair
market value of $120, and the rights had a fair market value of $3
each. Instead of subscribing to the additional shares, A sold the
rights at $4 each. The profit is computed as follows:

500 (shares) X$125=%62,500, cost of old stock (stock in respect
of which the rights were issued)

500 (shares) X$120==$60,000, market value of old stock

500 (rights) X$3 =%$1,500, market value of rights

60,50_0000 of $62,500 =$60,975.61, cost of old stock apportioned to

61, such stock after issuance of rights

————611,550(;)0 of $62,500 =$1,524.89, cost of old stock apportioned to
b

rights
$2,000 (proceeds of sale of rights) less $1,524.39 (cost of old stock
apportioned to rights) =$475.61, profit

For the purpose of determining the gain or loss from the subse-
quent sale of the stock in respect of which the rights were issued,
the adjusted cost of each share is $121.95—that is, $60,975.61 - 500.

(2) If the shareholder exercises his rights to subscribe, the basis
for determining gain or loss from a subsequent sale of a share of
the stock in respect of which the rights were issued shall be deter-
mined as in paragraph (1). The basis for determining gain or loss
from a subsequent sale of a share of the stock obtained through exer-
cising the rights shall be determined by dividing the part of the cost
or other basis of the old shares assigned to thé rights, plus the
subscription price of the new shares, by the number of new shares
obtained.

Example: A taxpayer in 1927 purchased 500 shares of stock at
$125 a share, and in 1928, by reason of the ownership of such stock,
received 500 rights entitling him to subscribe to 100 additional shares
at $100 a share. Upon the issuance of the rights each of the shares of
stock in respect of which the rights were issued had a fair mar-
ket value of $120, and the rights had a fair market value of $3
each. The taxpayer exercised his rights to subscribe to the addi-
tional shares and later sold one of such shares for $140. The profit
is computed as follows:

Art. 58 § 22 (a)
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$1,524.39 (cost of old stock apportioned to rights pursuant to the
computation in the example under paragraph (1))+$10,000 (sub-
scription price of additional shares) =$11,524.39, basis for determin-
ing gain or loss from sale of additional shares

$11,524.39+100=%115.24, basis for determining gain or loss from
sale of each share of additional stock

$140 (proceeds of sale of share of additional stock) less $115.24=
$24.76, profit

The basis for determining the gain or loss from subsequent sale
of the stock in respect of which the rights were issued is.$60,975.61
500, or $121.95 a share.

If the stock in respect of which the rights are issued was purchased
at different times and at different prices and the identity of the lots
can not be determined, or if the stock in respect of which the rights
are issued was purchased at different times and at different prices and
the stock rights issued in respect of such stock can not be identified
as having been issued in respect of any particular lot of such stock,
the basis for determining the gain or loss from the sale of the old
shares or the rights in cases where the rights are sold or from the
sale of the old or new shares in cases where the rights are exercised,
shall be ascertained in accordance with the principles laid down in
article 600.

The taxpayer may at his option include the entire proceeds from
the sale of stock rights in gross income, in which case the basis for
determining gain or loss from the subsequent sale of the stock in
respect of which the rights were issued shall be the same as though
the rights had not been issued.

Axt. 59. Sale of patents and copyrights.—A taxpayer disposing of
patents or copyrights by sale should determine the gain or loss aris-
ing therefrom by computing the difference between the selling price
and the cost or other basis, with proper adjustment for depreciation,
as provided in article 561, (See also article 207.)

Art. 60. Sale of good will.—Gain or loss from a sale of good will-
results only when the business, or a part of it, to which the good
will attaches is sold, in which case the gain or loss will be determined
by comparing the sale price with the cost or other basis of the assets,
including good will. (See article 561.) If specific payment was
not made for good will acquired after February 28, 1913, there
can be no deductible loss with respect thereto, but gain may be
realized from the sale of good will built up through expenditures
which have been currently deducted. It is immaterial that good
will may never have been carried on the books as an asset, but

Art. 60 § 22 (a)
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the burden of proof is on the taxpayer to establish the cost or
fair market value on March 1, 1913, of the good will sold.

Arr. 61. 8ale of real property in lots.—Where a tract of land is pur-
chased with a view to dividing it into lots or parcels of ground to
be sold as such, the cost or other basis shall be equitably apportioned
to the several lots or parcels and made a matter of record on the
books of the taxpayer, to the end that any gain derived from the sale
of any such lots or parcels which constitutes taxable income may be
returned as income for the year in which the sale ia made. This
rule contemplates that there will be a measure of gain or loss on
every lot or parcel sold, and not that the capital in the entire tract
shall be recovered before any taxable income shall be retirned.
The sale of each lot or parcel will be treated as a separate transac-
tion, and gain or loss computed accordingly. As to deductions for
future expense liabilities, see section 23 (o).

Art. 62, Annuities and insurance policies.—Annuities paid by re-
ligious, charitable, and educational corporations under an annuity
contract are, in general, subject to tax to the extent that the aggre-
gate amount of the payments to the annuitant exceeds the amounts
paid as consideration for the contract. But see section 22 (b) (2)
and article 82. An annuity charged upon devised land is taxable to
a donee-annuitant, whether paid by the devisee out of the rents of
the land or from other sources. The devisee is not required to return
a8 gross income the amount of rent paid to the annuitant, and he is
not entitled to deduct from his gross income any sums paid to the
annuitant. Amounts received by an insured as a return of premiums
paid by him under life insurance, endowment, or annuity contracts,
such as the so-called “dividend” of a mutual insurance company
which may be credited against the current premium, are not subject
to tax.

Arr. 63.! Improvements by lessees.—When buildings are erected or
improvements made by a lessee in pursuance of an agreement with
the lessor, and such buildings or improvements are not subject to
removal by the lessee, the lessor may at his option report the income
therefrom: upon either of the following bases:

(a) The lessor may report as income at the time when such build-
ings or improvements are completed the fair market value of such
buildings or improvements subject to the lease.

(5) The lessor may spread over the life of the lease the estimated
depreciated value of such buildings or improvements at the termina-
tion of the lease and report as income for each year of thé lease an
aliquot part thereof.

28ee T. D. 4282, p. 847.

Art. 63 § 22 (a)
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If for any other reason than a bona fide purchase from the lessee
by the lessor the lease is terminated, so that the lessor comes into
possession or control of the property prior to the time originally
fixed for the termination of the lease, the lessor receives additional
income for the year in which the lease is so terminated to the extent
that the value of such buildings or improvements when he became
entitled to such possession exceeds the amount already reported as
income on account of the erection of such buildings or improvements.
No appreciation in value due to causes other than the premature
termination of the lease shall be included. Conversely, if the build-
ings or improvements are destroyed prior to the expiration of the
lease, the lessor is entitled to deduct as a loss for the year when such
destruction takes place the amount previously reported as income
because of the erection of such buildings or improvements, less any
salvage value subject to the lease to the extent that such loss wa's
not compensated for by insurance. If the buildings or improvements
destroyed were acquired prior to March 1, 1913, the deduction shall
be based on the cost or the value subject to the lease as of that date,
whichever is higher, less any salvage value subject to the lease to the
extent that such loss was not compensated for by insurance. (See
articles 130 and 204.)

ARrt. 64. Forgiveness of indebtedness.—The cancellation and forgive-
ness of indebtedness may amount to a payment of income, to a
gift, or to a capital transaction, dependent upon the circumstances.
If, for example, an individual performs services for a creditor, who
in consideration thereof cancels the debt, income to that amount is
realized by the debtor as compensation for his services. If, however,
a creditor merely desires to benefit a debtor and without any consid-
eration therefor cancels the debt, the amount of the debt is a gift
from the creditor to the debtor and need not be included in the lat-
ter’s gross income. If a shareholder in a corporation which is
indebted to him gratuitously forgives the debt, the transaction
amounts to a contribution to the capital of the corporation.

ART. 65. Creation of sinking fund by corporation.—If a corporation,
in order solely to secure the payment of its bonds or other indebted-
ness, places property in trust or sets aside certain amounts in a sink-
ing fund under the control of a trustee who may be authorized to
invest and reinvest such sums from time to time, the property or
fund thus set aside by the corporation and held by the trustee is an
asset of the corporation, and any gain arising therefrom is income of
the corporation and shall be included as such in its annual return.

ARrr. 66. Sale by corporation of its capital stock.—The proceeds from
the original sale by a corporation of its shares of capital stock,

Art. 66 § 22 (a)
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whether such proceeds are in excess of or less than the par value of
the stock issued, constitute the capital of the company. If the stock
is sold at & premium, the premium is not income. Likewise, if the
stock is sold at a discount, the amount of the discount is not a loss
deductible from gross income. If, for the purpose of enabling a
corporation to secure working capital or for any other purpose, the
shareholders donate or return to the corporation to be resold by it
certain shares of stock of the company previously issued to them, or
if the corporation purchases any of its stock and holds it as treasury
stock, the sale of such stock will be considered a capital transac-
tion and the proceeds of such sale will be treated as capital and
will not constitute income of the corporation. A corporation realizes
no gain or loss from the purchase or sale of its own stock. (See
article 176.)

ARr. 67. Contributions to corporation by shareholders.—Where a cor-
poration requires additional funds for conducting its business and
obtaing such needed money through voluntary pro rata payments by
its shareholders, the amounts so received being credited to its surplus
account or to a special capital account, such amounts will not be
considered income, although there is no increase in the outstanding
shares of stock of the corporation. The payments in such circum-
stances are in the nature of voluntary assessments upon, and repre-
sent an additional price paid for, the shares of stock held by the
individual shareholders, and will be treated as an addition to and
as & part of the operating capital of the company. (See articles
64 and 282.)

Arr. 68. Sale and retirement by corporation of its bonds.—(1) (a) If
bonds are issued by a corporation at their face value, the corporation
realizes no gain or loss. (b) If thereafter the corporation purchases
and retires any of such bonds at a price in excess of the i 1ssulng prlce
or face value, the excess of the purchase price over the issuing price
or face value is a deductible expense for the taxable year. (c) If,
however, the corporation purchases and retires any of such bonds at a
price less than the issuing price or face value, the excess of the issuing
price or face value over the purchase price is gain or income for the
taxable year.

(2) (a) If bonds are issued by a corporation at a premium, the
net amount of such premium is gain or income which should be pro-
rated or amortized over the life of the bonds. (b) If thereafter the
corporation purchases and retires any of such bonds at a price in
excess of the issuing price minus any amount of premium already
returned as income, the excess of the purchase price over the issuing
price minus any amount of premium already returned as income (or

Art. 68 § 22 (a)
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over the face value plus any amount of premium not yet returned as
income) is a deductible expense for the taxable year. (o) If, how-
ever, the corporation purchases and retires any of such bonds at a
price less than the issuing price minus any amount of premium
already returned as income, the excess of the issuing price minus any
amount of premium already returned as income (or of the face value
plus any amount of premium not yet returned as income) over the
purchase price is gain or income for the taxable year.

(3) (a) If bonds are issued by a corporation at a discount, the net
amount of such discount is deductible and should be prorated or
amortized over the life of the bonds. (b) If thereafter the cor-
poratlon purchases and retires any of such bonds at a price in excess
of the issuing price plus any amount of discount already deducted,
the excess of the purchase price over the issuing price plus any
amount of discount already deducted (or over the face value minus
any amount of discount not yet deducted) is a deductible expense for
the taxable year. (¢) If, however, the corporatlon purchases and
retires any of such bonds at a price less than the issuing prlce plus
any amount of discount already deducted, the excess of the issuing
price plus any amount of discount already deducted (or of the face
value minus any amount of discount not yet deducted) over the pur-
chase price is gain or income for the taxable year.

ArT, 69. Sale of capital assets by corporation.—Where property is
acquired and later sold for an amount in excess of the cost or other
basis, the gain on the sale .is income. Where, then, a corporation
sells its capital assets in whole or in part, it shall include in its gross
income for the year in which the sale was made the gain from such
sale computed as provided in sections 111-113 and articles 561-604.
If the purchaser takes over all the assets and assumes the liabilit.ies,
the amount so assumed is part of the selling price.

Arr. 70, Income to lessor corporatlon from leased property.—Where
a corporation has leased its property in consideration that the lessee
shall pay in lieu of other rental an amount equivalent to a certain
rate of dividend on the lessor’s capital stock or the interest on the
lessor’s outstanding indebtedness, together with taxes, insurance, or
other fixed charges, such payments shall be considered rental pay-
ments and shall be returned by the lessor corporation as income, not-
withstanding the fact that the dividends and interest are paid by
the lessee directly to the shareholders and bondholders of the lessor.
The fact that a corporation has conveyed or let its property and has
parted with its management and control, or has ceased to engage in
the business for which it was originally orgamzed will not relieve it
from liability to the tax. While the payments made by the lessee

Art. 70 § 22 (a)
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directly to the bondholders or shareholders of the lessor are rentals
as to both the lessee and lessor (rentals paid in one case and rentals
received in the other), to the bondholders and the shareholders such
amounts are interest and dividend payments received as from the
lessor and as such shall be accounted for in their returns,

ARrr. T1. Gross income of corporation in liquidation.—When a cor-
poration is dissolved, its affairs are usually wound up by a receiver
or trustees in dissolution. The corporate existence is continued for
the purpose of liquidating the assets and paying the debts, and such
receiver or trustees stand in the stead of the corporation for such
purposes. (See sections 274 and 298 and articles 1191 and 1192.)
Any sales of property by them are to be treated as if made by the
corporation for the purpose of ascertaining the gain or loss. No
gain or loss is realized by a corporation from the mere distribution
of its assets in kind in partial or complete liquidation, however they
may have appreciated or depreciated in value since their acquisition.
But see section 44 (d) and article 355. (Ses further article 392.)

{SEC. 22. GROSS INCOME.]

(b) Exclusions from gross income.—The following items shall not
be included in gross income and shall be exempt from taxation under
this title:

(1) Lire INBURANCE.—Amounts received under a life insurance
contract pald by reason of the death of the insured, whether in a
single sum or in installments (but if such amounts are held by the
fnsurer under an agreement to pay interest thereon, the interest
payments shall be included in gross lncomg) ;

(2) ANNUITIES, ETC.—Amounts received (other than amounts
paid by reason of the death of the insured and interest payments on
such amounts) under a life insurance, endowment, or annuity con-
tract, but i1f such amounts (when added to amounts received before
the taxable year under such contract) exceed the aggregate
premiums or consideration paid (whether or not paid during the
taxable year) then the excess shall be included in gross income.
In the cape of a transfer for a valuable consideration, by assign-
ment or otherwise, of a life insurance, endowment, or annuity
contract, or any interest therein, only the actual value of such con-
sideration and the amount of the premiums and other sums subse-
quently paid by the transferee shall be exempt from taxation under
paragraph (1) or this paragraph;

(3) GIFrs, BEQUESTS, AND DEVISES.—The value of property ac-
quired by gift, bequest, devise, or inheritance (but the income from
such property shall be included in gross income) ;
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possessions. Every person owning any of the obligations or securi-
ties enumerated in clause (A), (B), or (C) shall, in the return
required by this title, submit a statement showing the number and
amount of ‘such obligations and securities owned by him and the
{ncome received therefrom, In such form and with such information
as the Commissioner may require. In the case of obligations of
the United States issued after September 1, 1917 (other than postal
savings certificates of deposit), the interest shall be exempt only
it and to the extent provided in the respective Acts authorizing
the issue thereof as amended and supplemented, and shall be ex-
cluded from gross income only if and to the extent it is wholly
exempt to the taxpayer fromn income taxes;

(5) COMPENSATION FOR INJURIES OR SICKNESS.—Amounts re-
celved, through accident or health insurance or under workmen'’s
compensation acts, as compensation for personal injuries or sick-
ness, plus the amount of any damages received whether by suit or
agreement on account of such injuries or sickness;

(6) PENSIONS AND WORLD WAR OOMPENSATION PAYMENTS.—
Amounts recelved as compensation, family allotments and allow-
ances under the provisions of the War Risk Insurance and the
Vocational Rehabilitation Acts or the World War Veterans' Act,
1924, or as pensions from the United States for service of the
beneficiary or another in the military or naval forces of the United
States in time of war, or as a State pension for services rendered
by the beneficlary or another for which the State is paying a
pension ;

(7) BUILDING AND LOAN ASSOCIATIONS.—~The amount received by
an individual as dividends or interest from domestic building and
loan associations, substantially all the business of which is con-
fined to making loans to members, but the amount excluded from
gross income under this paragraph in any taxable year shall not
exceed $300;

(8) MinisTmms.—The rental value of a dwelling housé and ap-
purtenances thereof furnished to a minister of the gospel as part
of his compensation ;

(9) MiscELLANEOUS ITEMS.—The following items, to the extent
provided in section 116:

Barned income from sources without the United States;

Salaries of certain Territorial employees;

The income of forelgn governments;

Income of States, municipalities and other political subdivi-
sions;

Receipts of ship owners' mutual protection and indemnity
associations ;

Dividends from China Trade Act corporations.

21
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(4) TAX-FRE® INTEREST.—Interest upon (A) the obligations of a
State, Territory, or any political subdivision thereof, or the Dis-
trict of Columbia ; or (B) securities issued under the provigions of
the Federal Farm Loan Act, or under the provisions of such Act
as amended; or (C) the obligations of the United States or its

Art. 71 § 22 (b)

Arr. 81. Exclusions from gross income.—The term “ gross income
as used in the Act does not include those items of income exempted
by statute or by fundamental law. The exemption of such income
should not be confused with the reduction of taxable income by the

Art. 81 § 22 (b)
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application of allowable deductions. Every person owning obliga-
tions of a State, Territory, any political subdivision thereof, or the
District of Columbia; securities issued under the provisions of the
Federal Farm Loan Act or of such Act as amended; or obligations
of the United States or its possessions, must, however, submit in
his income tax return a statement showing the number and amount of
such obligations and securities owned and the income received there-
from. For additional exclusions from gross income, see section 116
and articles 641-643.

Arr. 82. Proceeds of insurance—Compensation—Pensions.—The pro-
ceeds of life insurance policies, paid by reason of the death of an
insured to his estate or to any beneficiary (individual, partnership, or
corporation, but not a transferee for a valuable consideration),
directly or in trust, are excluded from the gross income of the bene-
ficiary. It is immaterial whether the proceeds are received in a
single sum or in installments. If, however, such proceeds are held
by the insurer under an agreement to pay interest thereon, the inter-
est payments must be included in gross income. Amounts received
(other than amounts paid by reason of the death of the insured and
interest payments on such amounts) under a life insurance, endow-
ment, or annuity contract are excluded from gross income, but if such
amounts (when added to amounts received before the taxable -year
under such contract) exceed the aggregate premiums or considera-
tion paid (whether or not paid during the taxable year) then the
excess shall be included in gross income. (See article 62.) How-
ever, in the case of a transfer for a valuable consideration, by assign-
ment or otherwise, of a life insurance, endowment, or annuity con-
tract, or any interest therein, only the actual value of such consid-
eration and the amount of the premiums and other sums subsequently
paid by the transferee are exempt from taxation. The amounts
received by an insured or his estate or other beneficiaries through
accident or health insurance or under workmen’s compensation acts
as compensation for personal injuries or sickness are excluded from
the gross income of the insured, his estate, and other beneficiaries.
Any damages recovered by suit or agreement on account of such
injuries or sickness are similarly excluded from the gross income of
the individual injured or sick, if living, or of his estate or other bene-
ficiaries entitled to receive such damages, if dead. (See further
article 283.) Since June 25, 1918, no assessment of any Federal tax
may be made on any allotments, family allowances, compensation,
or death or disability insurance payable under the War Risk Insur-
ance Act of September 2, 1914, as amended, even though the benefit
accrued before that date. In addition to this exemption from all
Federal taxes, the Revenue Act of 1928 exempts from income tax

Art. 82 § 22 (b)
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amounts received as compensation, family allotments, and allow-
ances under the provisions of the War Risk Insurance Act, the Voca-
tional Rehabilitation Act, or the World War Veterans’ Act, 1924,
or as pensions from the United States for service of the beneficiary
or another in the military or naval forces of the United States in
time of war, or as a State pension for services rendered by the bene-
ficiary or another for which the State is paying a pension. As to
meaning of “military and naval forces of the United States,” see
section 701 (a) (14).

Arr. 83. Qifts and bequests.—Property received as a gift, or received
under a will or under statutes of descent and distribution, is exempt
from the income tax, although the income therefrom derived from
investment, sale, or otherwise is not. An amount of principal paid
under a marriage settlement is a gift. Neither alimony nor an
allowance based on a separation agreement is taxable income. (See
article 281.)

Art. 84. Interest upon State obligations.—Interest upon the obliga-
tions of a State, Territory, or any political subdivision thereof, or
the District of Columbia is exempt from the income tax. Obliga-
tions issued by or on behalf of the State or Territory or a duly
organized political subdivision acting by constituted authorities em-
powered to issue such obligations, are the obligations of a State or
Territory or a political subdivision thereof. The term ¢ political
subdivision ” denotes any division of the State or Territory made by
the proper authorities thereof acting within their constitutional
powers. Political subdivisions of a State or Territory, within the
meaning of the exemption, include special assessment districts so
created, such as road, water, sewer, gas, light, reclamation, drainage,
irrigation, levee, school, harbor, port improvement, and similar dis-
tricts and divisions of a State or Territory.

ARrrt. 85. Dividends and interest from Federal land banks, Federal inter-
mediate oredit banks, and national farm-loan associations.-—As section 26
of the Federal Farm Loan Act of July 17, 1916 (39 Stat., 860), as
amended by an Act approved March 4, 1923 (42 Stat., 1454), provides
that Federal land banks, Federal intermediate credit banks, and
national farm-loan associations, including the capital and reserve
or surplus therein and the income derived therefrom, shall be exempt
from taxation, except taxes upon real estate, and that first mortgages
executed to Federal land banks, Federal intermediate credit banks,
or to joint stock land banks, and farm-loan bonds, and debentures
issued by intermediate credit banks, with the income therefrom,
shall be exempt from taxation, the income derived from dividends
on stock of Federal land banks, Federal intermediate credit banks,

Art. 85 § 22 (b)
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and national farm-loan associations and from interest on promissory -

notes secured by such first mortgages, or from such farm-loan bonds
or debentures, is not subject to the income tax.

Arr. 86. Dividends from Federal reserve banks.—Section 7 of the
Federal Reserve Act of December 23, 1918, provides that Federal
reserve banks, including the capital stock and surplus therein and
the income derived therefrom, shall be exempt from taxation, except
taxes upon real estate. This exemption attaches to and follows the
income derived from dividends on stock of Federal reserve banks
in the hands of the shareholders, so that the dividends received on
the stock of Federal reserve banks are not subject to the income tax.
Dividends paid by member banks, however, are treated like divi-
dends of ordinary corporations.

ARt 87.! Interest upon United States obligations.—Although interest
upon the obligations of the United States and its pogsessions is
generally exempt from tax, in the case of obligations issued by the
United States after September 1, 1917, which include Treasury cer-
tificates of indebtedness, Treasury bonds, Treasury savings certifi-
cates, the Liberty bond issues (except the first Liberty loan 314, per
cent bonds), and Treasury notes, the interest is exempt from tax only
if and to the extent provided in the Acts authorizing the issue
thereof, as amended and supplemented. The interest on all these
obligations is exempt from the normal income tax.

Interest on the first Liberty loan 814 per cent bonds is entirely
exempt from Federal, State, and local taxation, except estate or
inheritance taxes, but this absolute exemption does not extend to the
bonds of the first Liberty loan converted (Liberty 4 per cent and 414
per cent bonds).

Liberty 4 per cent and 414 per cent bonds, Treasury bonds, Treas-
ury certificates of indebtedness, Treasury savings certificates, and
Treasury notes are exempt, both as to principal and interest, from
all taxation now or hereafter imposed by the United States, any
State, or any of the possessions of the United States, or by any local
taxing authority, except (a) estate or inheritance taxes, and (b)
surtaxes and excess-profits and war-profits taxes, now or hereafter
imposed by the United States, upon the income or profits of individ-
uals, partnerships, associations, or corporations.

Liberty 4 per cent and 414 per cent bonds, Treasury bonds, Treas-
ury certificates of indebtedness, and Treasury savings certificates
are entitled to e limited exemption from surtaxes and excess-profits
taxes now or hereafter imposed by the United States. Interest on
an aggregate of not exceeding $5,000 principal amount of these obli-

3 feo T. Da. 4278 and 4202, pp. 348, 851,
Art. 87
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gations is exempt from the surtax imposed by section 12. Interest
in excess of the interest on an aggregate of not exceeding $5,000 prin-
cipal amount of such obligations is subject to surtax and must be
included in gross income. This limited exemption does not apply to
the interest on Treasury notes.

Interest credited to postal savings accounts upon moneys deposited
in postal savings banks is wholly exempt from income tax. -

ART, 88. Exemption of Treasury savings ocertificates.—Treasury sav-
ings certificates are issued under the Second Liberty Bond Act of
September 24, 1917, as amended. Such certificates are not trans-
ferable, nor is it lawful for any one person at any one time to hold
more than $5,000, maturity value, of any one series thereof. The
principal amount of such certificates for the purpose of computing
the exemption is their issue price.

In the case of a taxpayer reporting income on the basis of cash
receipts and disbursements, the difference between the issue price of
the savings certificates and the amount received updn their redemp-
tion is deemed to be income to the holder in the taxable year when
received. The amount thus received is exempt from all State and
local taxation (except estate and inheritance taxes) and from the
normal Federal income tax and the corporation income tax. It is
not exemnpt from surtaxes, except to the extent that it falls within the
exemption described in article 87, in respect of the interest on an
aggregate principal amount of 4 and 414 per cent Liberty bonds,
Treasury bonds, Treasury certificates of indebtedness, and Treasury
savings certificates, not exceeding $5,000. For the purpoge of com-
puting this limited exemption, savings certificates are to be taken at
issue price, and if the exemption is claimed with respect to any hold-
ings of savings certificates it will be deemed to cover the period during
which the taxpayer holds the savings certificates in respect of which
the exemption is claimed, and not merely the taxable year in which the
certificates are redeemed. In other words, if the taxpayer holds and
claims exemption upon $4,000 (issue price) of savings certificates of
the Series 1924, for the full period of 5 years to maturity, he will
not be allowed any exemption with respect to any other holdings
in excess of $1,000 of 4 and 414 per cent Liberty bonds, Treasury
bonds, and Treasury certificates of indebtedness or savings certificates
under the $5,000 limited exemption described in article 87 for any
part of the five-year period. If, on the other hand, the holder of’
$4,000 (issue price) of savings certificates, Series 1924, has during
the prior four years taken the full benefit of the $5,000 limited
exemption with respect to other holdings of honds or certificates, he

Art. 88
01514° 81—+
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will not be allowed exemption in the fifth year for more than
the amount by which the maturity value of the.sm.'ings certificates
exceeds the.published redemption price at the beginning of that year.

In the case of a taxpayer reporting on the accrual .basls, the mtm:est
to be reported for each year is the excess of the pu'bhshed redemption
price of the certificates at the end of his accounting year, or of the
amount received upon redemption, if redeemed flur.mg the year, over
the corresponding published price for the beginning of that.yeo,r;
and the interest exempt from taxation, if any, is the progortlon' of
the interest accrued that the portion of the issue price includible
in the exemption for each year is of the total issue price.

Axr. 89. Liberty loan bond exemption in the case of trusts or pgtner-
ships.—(a) When the income of a trust is taxable t,o. ber.neﬁcmnes, as
in the case of a trust the income of which is to be distributed to !:he
beneficiaries currently, each beneficiary is entitled :fo exemption
as if he owned directly a proportionate part qf the : berty loan
bonds held in trust. When, on the other hand, income is 'taxable to
the trustee, a5 in the case of a trust the income of which is accumu-
lated for the benefit of unborn or unascertained persons, the trust,
as the owner of the bonds held in trust, is entitled to the exemption

ch ownership.
on(%c;ozztt(;lfesil:wome of a I1)):1.x't,nership is taxable to the individual
partners, each partner is entitled to exemption as if he owngd
directly a proportionate part of the bonds hﬁsld by the partnership.

ART. 90. Interest upon United States obligations in the case of.non-
resident aliens and certain foreign organizations.—By virtue qf sectxogl 4
of the Victory Liberty Loan Act of March 3, 1919, amending section
3 of the Fourth Liberty Bond Act of July 9, 1918, the interest
received on and after March 8, 1919, on bonds, nobe.s, and certificates
of indebtedness of the United States while beneﬁcl'a.lly owned by a
nonresident alien individual, or a foreign corporation, pa.l.‘tnershlp,
or association, not engaged in business in the United States, is exempt
from income taxes. o

Agr. 91. Income accrned prior to March 1, 1918.—Any claim existing
unconditionally on March 1, 1918, whether presently payable or not,
and held by a taxpayer prior to March 1, 1913, whether evidenced
by writing or not, and all interest which had accrued thereon before
that date, do not constitute taxable income, although actus:lly recov-
ered or received subsequent to such date. Interest accruing on or
after that date is taxable income. Where an inbe'rast-bearmg claim
held on February 28, 1913, is paid in whole or in part _aft,er that
date, any gain derived from the payment of the claim is taxable.
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The amount of such gain is the excess of the proceeds of the claim
(both principal and interest) exclusive of any interest accrued since
February 28, 1913, already returned as income, over the cost thereof
(both principal and interest then accrued). However, the gain to
be included in gross income where the fair market value of the claim
as of March 1, 1913, is greater than the cost thereof, is the excess
of the amount received over such value. In the case of an insurance
policy its surrender value as of March 1, 1913, may be used as a
basis for the purpose of ascertaining the gain derived from its
sale or other disposition. Where services were rendered prior to
March 1, 1913, but paid for thereafter, the amount received is tax-
able income to the extent of the excess of such amount over the fair
market value on March 1, 1913, of the principal of the claim and any
interest which had then accrued.

[SEC. 22. GROSS INCOME.,]

(o) Inventories.—Whenever in the opinfon of the Obommissioner the

use of inventories 19 necessary in order clearly to determine the income

of any taxpayer, inventories shall be taken by such taxpayer upon such

basis as the Commissioner, with the approval of the Secretary, may pre-

scribe as conforming as nearly as may be to the best accounting practice

in the trade or business and as most clearly reflecting the income.
Arr. 101. Need of inventories—In order to reflect the net income
correctly, inventories at the beginning and end of each year are
necessary in every case in which the production, purchase, or sale of
merchandise is an income-producing factor. The inventory should
include raw materials and supplies on hand that have been acquired
for sale, consumption, or use in productive processes, together with
all finished or partly finished goods. Only merchandise title to
which is vested in the taxpayer should be included in the inventory.
Accordingly, the seller should include in his inventory goods under
contract for sale but not yet segregated and applied to the contract
and goods out upon consignment, but should exclude from inventory
goods sold, title to which has passed to the purchaser. A purchaser
should include in inventory merchandise purchased, title to which
has passed to him, although such merchandise is in transit or for
other reasons has not been reduced to physical possession, but should
not include goods ordered for future delivery, transfer of title to
which has not yet been effected. Taxpayers are not required to file
with their returns for 1928 and subsequent taxable years certificates

of inventory on Form 1126,

Art. 101 § 22 (0)
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Agr. 102. Valuation of inventories.—Section 22 (¢) provides two
tests to which each inventory must conform: .

(1) It must conform as nearly as may be to the best accounting
practice in the trade or business, and

(2) It must clearly reflect the income. .

It follows, therefore, that inventory rules can not be uniform but
must give effect to trade customs which come within 'the scope of the
best accounting practice in the particular tra(!e or business. In order
clearly to reflect income, the inventory practice .of a .taxpayer .should
be consistent from year to year, and greater yvelght is to be given to
consistency than to any particular method of inventorying or bs:ms of
valuation so long as the method or basis used is substantially in ac-
cord with these regulations. An inventory that can be used und_er
the best accounting practice in & balance sheet showing the financial
position of the taxpayer can, as a general rule, be regarded as clearly

ing his income. .
ref’ll‘el:tta bises of valuation most commonly used by business concerns
and which meet the requirements of section 22‘ (¢) are () cost and
(b) cost or market, whichever is lower. (For myentornes by flealers
in securities, see article 105.) Any goods in an inventory which are
unsalable at normal prices or unusable in the normal way because
of damage, imperfections, shop wear, cha{lges of style, odd or
broken lots, or other similar causes, including secon'd-han(.i goods
taken in exchange, should be valued at bona fide selhpg prices less
cost of selling, whether basis (a) or (b) is used, or if such goods
consist of raw materials or partly finished goods held f?r use or
consumption, they shall be valued upon a rea.sonable basis, taking
into consideration the usability and the condition of the goods, l.)ut
in no case shall such value be less than the scrap value. . Bona f.lde
selling price means actual offering of goods during a period ending
not later than 80 days after inventory date. The burden of proof
will rest upon the taxpayer to show that such exceptional goods as

are valued upon such selling basis come within the classifications

indicated above, and he shall maintain such records of the disposi-

tion of the goods as will enable a verification of the inventory to be |

made. o

In respect to normal goods, whichever bams.ls l.ldopted mue{z be
applied with reasonable consistency to the eptu‘e 1.nventory. ax-
payers were given an option to adopt the basis of either '(a) cost. or
(b) cost or market, whichever is lower, for.then' 1920 mventoneg
The basis adopted for that year is controlling, and a chapg.e can
now be made only after permission is secured from the Commissioner.
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Application for permission to change the basis of valuing inven-
tories shall be made at least 80 days prior to the close of the taxable
year for which the change is to be effective. Goods taken in the
inventory which have been so intermingled that they can not be
identified with specific invoices will be deemed to be the goods most
recently purchased or produced, and the cost thereof will be the
actual cost of the goods purchased or produced during the period
in which the quantity of goods in the inventory has been acquired.
Where the taxpayer maintains book inventories in accordance with
a sound accounting system in which the respective inventory accounts
are charged with the actual cost of the goods purchased or produced
and credited with the value of goods used, transferred, or sold, cal-
culated upon the basis of the actual cost of the goods acquired during
the taxable year (including the inventory at the beginning of the
year), the net value as shown by such inventory accounts will be
deemed to be the cost of the goods on hand. The balances shown by
such book inventories should be verified by physical inventories at
reasonable intervals and adjusted to conform therewith.

Inventories should be recorded in a legible manner, properly com-
puted and summarized, and should be preserved as a part of the
accounting records of the taxpayer. The inventories of taxpayers
on whatever basis taken will be subject to investigation by the Com-
missioner, and the taxpayer must satisfy the Commissioner of the
correctness of the prices adopted.

The following methods, among others, are sometimesused in tak-
ing or valuing inventories, but are not in accord with these regula-
tions, viz:

(1) Deducting from the inventory a reserve for price changes,
or an estimated depreciation in the value thereof.

(2) Taking work in process, or other parts of the inventory, at
a nominal price or at less than its proper value.

(3) Omitting portions of the stock on hand.

(4) Using a constant price or nominal value for so-called nor-
mal quantity of materials or goods in stock.

(5) Including stock in transit, either shipped to or from the tax-
payer, the title of which is not vested in the taxpayer.

ARrr. 103. Inventories at cost.—Cost means:

(1) In the case of merchandise on hand at the beginning of the
taxable year, the inventory price of snch goods.

(2) In the case of merchandise purchased since the beginning of
the taxable year, the invoice price.less trade or other discounts, ex-

cept strictly cash discounts approximating a fair interest rate, which

Art. 103 § 22 ()
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may be deducted or not at the option of the taxpayer, provided a
consistent course is followed. To this net invoice price should be
added transportation or other necessary charges incurred in ac-
quiring possession of the goods.

(8) In the case of merchandise produced by the taxpayer since
the beginning of the taxable year, (@) the cost of raw materials and
supplies entering into or consumed in connection with the product,
(b) expenditures for direct labor, (¢) indirect expenses incident to
and necessary for the production of the particular article, including
in such indirect expenses a reasonable proportion of management
expenses, but not including any cost of selling or return on capital,
whether by way of interest or profit.

(4) In any industry in which the usual rules for computation of
cost of production are inapplicable, costs may be approximated upon
such basis as may be reasonable and in conformity with established
trade practice in the particular industry. Among such cases are
(@) farmers and raisers of live stock (see article 106), (b) miners
and manufacturers who by a single process or uniform series of
processes derive a product of two or more kinds, sizes, or grades,
the unit cost of which is substantially alike (see article 107), and (¢)
retail merchants who use what is known as the “retail method ” in
ascertaining approximate cost (see article 108).

Arr. 104. Inventories at market—Under ordinary circumstances
and for normal goods in an inventory, “ market ” means the current
bid price prevailing at the date of the inventory for the particular
merchandise in the volume in which usually purchased by the tax-
payer, and is applicable in the cases—

(a) Of goods purchased and on hand, and

() Of basic elements of cost (materials, labor, and burden) in
goods in process of manufacture and in finished goods on hand;
exclusive, however, of goods on hand or in process of manufacture
for delivery upon firm sales contracts (i. e., those not legally sub-
ject to cancellation by either party) at fixed prices entered into
before the date of the inventory, which goods must be inventoried
at cost.

Where no open market exists or where quotations are nominal,
due to stagnant market conditions, the taxpayer must use such evi-
dence of a fair market price at the date or dates nearest the in-
ventory as may be available, such as specific purchases or sales by
the taxpayer or others in reasonable volume and made in good faith,
or compensation paid for cancellation of contracts for purchase
commitments. Where the taxpayer in the regular course of busi-
ness has offered for sale such merchandise at prices lower than the
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current price as above defined, the inventory may be valued at such
prices less proper allowance for selling expense, and the correct-
ness of such prices will be determined by reference to the actual
sales of the taxpayer for a reasonable period before and after the
da.te of the inventory. Prices which vary materially from the actual
prices so ascertained will not be accepted as reflecting the market.

. z'tm'. 105. Inventories by dealers in securities—A dealer in secu-
rities, who in his books of account regularly inventorles unsold

securities on hand either—

(a) At cost;

() At cost or market, whichever is lower; or

(¢) At market value,
may make his return upon the basis upon which his accounts are
kep.t; provided that a description of the method employed shall
be {ncluded.in or attached to the return, that all the securities must
be inventoried by the same method, and that such. method must be
adheref;l to in subsequent years, unless another be authorized by the
Commissioner. For the purpose of this rule a dealer in securities is
S mex:chant .of'securities, whether an individual, partnership, or cor-
poration, with an established place of business, regularly eng,aged in
the purchase of securities and their resale to customers; that is, one
w.ho as a merchant buys securities and sells them to customers w,ith 8
view to .t,he gsins and profits that may be derived therefrom. If
such business is simply a branch of the activities carried on by such
person, the securities inventoried as here provided may include only
those held for purposes of resale and not for investment. Taxpayers
who.buy and sell or hold securities for investment or speculation and
not in the course of an established business, and officers of corpora-
tions and members of partnerships who in their individual capacities
puy and sell securities, are not dealers in securities within the mean-
ing of this rule.

Art. 106. Inventories of live stock raisers and other farmers.—
Farme}'s may change the basis of their returns from that of receipts
and disbursements to that of an inventory basis provided adjust-
ments are made in accordance with one of the two methods outlined
in (1) and (2) below. It is optional with the taxpayer which method
is us_ed,'but, having elected one method, the option so exercised will
be binding upon the taxpayer, and he will be precluded from filing
amended returns upon the basis of the other method.

(.1) Opening and closing inventories shall be used for the year in
Yvhlch the change is made. There should be included in the opening
inventory .ull farm products (including live stock) purchased or
raised which were on hand at the date of the inventory, and there

Art. 106 § 22 ()
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must be submitted with the return for the current taxable year
an adjustment sheet for the preceding taxable year based on the
inventory method, upon the amount of which adjustment the tax
shall be assessed and paid (if any be due) at the rate of tax in effect
for that year. Ordinarily an adjustment sheet for the preceding
year will be sufficient, but if, in the opinion of the Commissioner,
such adjustment is not sufficient clearly to reflect income, adjust-
ments for earlier years may be accepted or required. Where it is
impossible to render complete inventories for the preceding year or
years, the Commissioner will accept estimates which, in his opinion,
substantially reflect the income on the inventory basis for such
preceding year or years; but inventories must not include real estate,
buildings, permanent improvements, or any other assets subject to
depreciation.

(2) No adjustment sheets will be required, but the net income
for the taxable year in which the change is made must be com-
puted without deducting from the sum of the closing inventory and
the sales and other receipts, the inventory of live stock, crops, and
products at the beginning of the year; provided, however—

(@) That if any live stock, grain, or other property on hand at the
beginning of the taxable year has been purchased and the cost
thereof not charged to expense, only the difference between the cost
and the selling price should be reported as income for the year in
which sold;

() But if the cost of such property has been charged to expense
for a previous year, the entire amount received must be reported
as income for the year in which sold.

Because of the difficulty of ascertaining actual cost of live stock
and other farm products, farmers who render their returns upon
an inventory basis may at their option value their inventories for
the current taxable year according to the “farm-price method,”
which provides for the valuation of inventories at market price less
cost of marketing. If the use of the “farm-price method ” of valu-
ing inventories for any taxable year involves a change in method of
valuing inventories from that employed in prior years, the opening
inventory for the taxable year in which the change is made should
be brought in at the same value as the closing inventory for the
preceding taxable year. If such valuation of the opening inventory
for the taxable year in which the change is made results in an ab-
normally large income for that year, there may be submitted with
the return for such taxable year an adjustment statement for the
preceding year based on the “ farm-price method ” of valuing inven-
tories, upoa the amount of which adjustments the tax, if any be
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due, shall be assessed and paid at the rate of tax in effect for such
preced}ng year. If an adjustment for the preceding year is not. in
tht? opinion of the Commissioner, sufficient clearly to reflect income
adjustment sheets for prior years may be accepted or required. ,

Where returns have been made in which the taxable net income
has been computed upon incomplete inventories, the abnoﬁnality
should be corrected by submitting with the return for the current
?nxable year a statement for the preceding year in which such ad-
justments shall be made as are necessary to bring the closing inven-
tory for the preceding year into agreement with the opening com-
plete inventory for the current taxable year. If necessary clearly to
reflect income, similar adjustments may be made as at the beginning
of the preceding year or years, and the tax, if any be due, shall be
assessed and paid at the rate of tax in effect for such year or’years

Art. 107. Inventories of miners and manufacturers.—A tnxpa'yer
engaged in mining or manufacturing who by a single process or
u.mform series of processes derives a product of two or more kinds
sizes, or grgdes, the unit cost of which is substantially alike, and whc:
in conformity to a recognized trade practice allocates an a’mount of
cost to each kind, size, or grade of product, which in the aggregate
will abs(zrb the total cost of production, may use such allocated cost
as a basis for pricing inventories, provided such allocation bears a
reasonable relation to the respective selling values of the different
kinds of product.

Arr. 108. Inventories of retail merchants.—Retail merchants who
employ what is known as the “retail method” of pricing inven-
tories may make their returns upon that basig, provided that the use
of such method is designated upon the return, that accurate accounts
are kept, and that such method ig consistently adhered to unless a
change is authorized by the Commissioner. Under this method the
goods in the inventory are ordinarily priced at the selling prices
and the total retail value of the goods in each department or of eacl:
class of goods is reduced to approximate cost by deducting the per-
centage which represents the difference between the retail selling
value and the purchase price. This percentage is determined by
departments of a store or by classes of goods, and should represent
as accurately as may be the amounts added to the cost prices of the
goods to cover selling and other expenses of doing business and for
the ma.rgir'l of profit. In computing the percentage above mentione!
proper adjustment should be made for all mark-ups and mark-downs.

A'taxpayer rmaintaining more than one department in bis store or
dealing in. classes of goods carrying different percentages of gross
profit should not use a percentage of profit based upon an average
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of his entire business, but should compute and use in valuing his in-
ventory the proper percentages for the respective departments or
classes of goods.
[SEC. 22. GROSS INCOME.]
(d) Distributions by ocorporations.—Distributions by corporations
shall be taxable to the shareholders as provided in section 115.
(¢) Determination of gain or loss.—In the case of a sale or other
disposition of property, the gain or loss shall be computed as provided
in sections 111, 112, and 113.
(f) Gross income from sources within and without United States.—
For computation of gross income from sources within and without the
United States, see section 119.

SEC. 23. DEDUCTIONS FROM GROSS INCOME.

In computing net income there shall be allowed as deductions:

(a) Expenses.—All the ordlnary and necessary expenses pald or in-
curred during the taxable year in carrying on any trade or business,
including a reasonable allowance for salarles or other compensation
for personal services actually rendered; traveling expenses (including
the entire amount expended for meals and lodging) while away from
home in the pursuit of a trade or business; and rentals or other pay-
ments required to be made as a condition to the continued use or pos-
gession, for purposes of the trade or business, of property to which the
taxpayer has not taken or is not taking title or in which he has no

equity.

Art. 121. Business expenses.—Buginess expenses deductible from
gross income include the ordinary and necessary expenditures di-
rectly connected with or pertaining to the taxpayer’s trade or busi-
ness, except the classes of items which are deductible under the pro-
visions of articles 141-271. The cost of goods purchased for resale,
with proper adjustment for opening and closing inventories, is de-
ducted from gross sales in computing gross income. (See article 55.)
Among the items included in business expenses are management ex-
penses, commissions, labor, supplies, incidental repairs, operating
expenses of automobiles used in the trade or business, traveling ex-
penses while away from home solely in the pursuit of a trade or
business (see article 122), advertising and other selling expenses,
together with insurance premiums against fire, storm, theft, acci-
dent, or other similar losses in the case of a business, and rental
for the use of business property. A taxpayer is entitled to deduct
the necessary expenses paid in carrying on his business from his
gross income from whatever source. As to items not deductible, see
section 24 and articles 281-284.

Art. 192. Traveling expenses.—Traveling expenses as ordinarily
understood, include railroad fares and meals and lodging. If the
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trip is undertaken for other than business purposes, the railroad
fares are personal expenses and the meals and lodging are living
expenses. If the trip is solely on business, the reasonable and neces-
sary traveling expenses, including railroad fares, meals, and lodging,
become business instead of personal expenses.

(a) If, then, an individual, whose business requires him to travel,
receives a salary as full compensation for his services, without reim-
bursement for traveling expenses, or is employed on a commission
basis with no expense allowance, his traveling expenses, including the
entire 'amount expended for meals and lodging, are deductible from
gross income. '

(0) If an individual receives a salary and is also repaid his actual
traveling expenses, he shall include in gross income the amount so
repaid and may deduct such expenses.

(¢) If an individual receives a salary and also an allowance for
meals and lodging, as, for example, a per diem allowance in lieu of
subsistence, the amount of the allowance should be included in gross
income and the cost of such meals and lodging may be deducted
therefrom.

A payment for the use of a sample room at a hotel for the display
of goods is a business expense. Only such expenses as are reason-
able and necessary in the conduct of the business and directly attribu-
table to it may be deducted. A taxpayer claiming the benefit of the
deductions referred to herein must attach to his return a statement
showing (1) the nature of the business in which engaged; (2) the
number of days away from home during the taxable year on account
of business; (3) the total amount of expenses incident to meals and
lodging while absent from home on business during the taxable year;
(4) the total amount of other expenses incident to travel and claimed
as a deduction.

Claim for the deductions referred to herein must be substantiated,
when required by the Commissioner, by evidence showing in detail
the amount and nature of the expenses incurred.

Commuters’ fares are not considered as business expenses and are
not deductible.

Art, 123. Cost of materials.—Taxpayers carrying materials and sup-
plies on hand should include in expenses the charges for materials
and supplies only to the amount that they are actually consumed
and used in operation during the year for which the return is made,
provided that the cost of such materials and supplies has not been
deducted in determining the net income for any previous year. If
a taxpayer carries incidental materials or supplies on hand for which
no record of consumption is kept or of which physical inventories
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at the beginning and end of the year are not taken, it will be per- -

missible for the taxpayer to include in his expenses and deduct from
gross income the total cost of such supplies and materials as were
purchased during the year for which the return is made, provided
the net income is clearly reflected by this method.

Art. 124. Repairs.—The cost of incidental repairs which neither
materially add to the value of the property nor appreciably prolong
its life, but keep it in an ordinarily efficient operating condition, may
be deducted as expense, provided the plant or property account is not
increased by the amount of such expenditures. Repairs in the nature
of replacements, to the extent that they arrest deterioration and ap-
preciably prolong the life of the property, should be charged
against the depreciation reserve if such account is kept. (See articles
201-210.)

ART, 125. Professional expenses.—A professional man may claim as
deductions the cost of supplies used by him in the practice of his
profession, expenses paid in the operation and repair of an auto-
mobile used in making professional calls, dues to professional socie-
ties and subscriptions to professional journals, the rent paid for
office rooms, the cost of the fuel, light, water, telephone, etc., used
in such offices, and the hire of office assistants. Amounts currently
expended for books, furniture, and professional instruments and
equipment, the useful life of which is short, may be deducted. As to
items not deductible, see section 24 and articles 281-284.

Arr. 126. Compensation for personal services.—Among the ordinary
and necessary expenses paid or incurred in carrying on any trade or
business may be included a reasonable allowance for salaries or
other compensation for personal services actually rendered. The test
of deductibility in the case of compensation payments is whether
they are reasonable and are in fact payments purely for services.
This test and its practical application may be further stated and
illustrated as follows:

(1) Any amount paid in the form of compensation, but not in
fact as the purchase price of services, is not deductible. (@) An os-
tensible salary paid by a corporation may be a distribution of a divi-
dend on stock. This is likely to occur in the case of a corporation
having few shareholders, practically all of whom draw salaries. If
in such a case the salaries are in excess of those ordinarily paid for
similar services, and the excessive payments correspond or bear a
close relationship to the stockholdings of the officers or employees, it
would seem likely that the salaries are not paid wholly for services
rendered, but that the excessive payments are a distribution of earn-
ings upon the stock. (b) An ostensible salary may be in part pay-
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ment for property. This may occur, for example, where a partner-
ship sells out to a corporation, the former partners agreeing to con-
tinue in the service of the corporation. In such a case it may be
found that the salaries of the former partners are not merely for
services, but in part constitute payment for the transfer of their
business.

(2) The form or method of fixing compensation is not decisive as
to deductibility. While any form of contingent compensation invites
scrutiny as a possible distribution of earnings of the enterprise, it
does not follow that payments on a contingent basis are to be treated
fundamentally on any basis different from that applying to com-
pensation at a flat rate. Generally speaking, if contingent com-
pensation is paid pursuant to a free bargain between the employer
and the individual made before the services are rendered, not influ-
enced by any consideration on the part of the employer other than
that of securing on fair and advantageous terms the services of the
individual, it should be allowed as a deduction even though in the
actual working out of the contract it may prove to be greater than
the amount which would ordinarily be paid.

(3) In any event the allowance for the compensation paid may not
exceed what is reasonable in all the circumstances. It is in general
just to assume that reasonable and true ‘compensation is only such
amount as would ordinarily be paid for like services by like enter-
prises in like circumstances. The circumstances to be taken into
consideration are those existing at the date when the contract for
services was made, not those existing at the date when the contract is
questioned.

ART, 127, Treatment of excessive compensation.—The income tax lia-
bility of the recipient in respect of an amount ostensibly paid to him
as compensation, but not allowed to be deducted as such by the
payor, will depend upon the circumstances of each case. Thus, in
the case of excessive payments by corporations, if such payments
correspond or bear a close relationship to stockholdings, and are
found to be a distribution of earnings or profits, the excessive pay-
ments will be treated as a dividend, and will thus be exempt from the
normal tax in the hands of the recipient. If such payments consti-
tute payment for property, they should be treated by the payor as a
capital expenditure and by the recipient as part of the purchase
price.

ART. 128. Bonuses to employees.—Bonuses to employees will consti-
tute allowable deductions from gross income when such payments
are made in good faith and as additional compensation for the serv-
ices actually rendered by the employees, provided such payments,

Art. 128 § 23 (a)
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when added to the stipulated salaries, do not exceed a reasonable
compensation for the services rendered. It is immaterial whether
such bonuses are paid in cash or in kind or partly in cash and partly
in kind. Donations made to employees and others, which do not
have in them the element of compensation or are in excess of reason-
able compensation for services, are not deductible from gross income.

Arr. 129. Pensions—Compensation for injuries.—Amounts paid by a
taxpayer for pensions to retired employees or to their families or
others dependent upon them, or on account of injuries received by
employees, and lump-sum amounts paid or accrued as compensation
for injuries, are proper deductions as ordinary and necessary ex-
penses. Such deductions are limited to the amount not compensated
for by insurance or otherwise. When the amount of the salary of an
officer or employee is paid for a limited period after his death to
his widow or heirs, in recognition of the services rendered by the
individual, such payments may be deducted. Salaries paid by em-
ployers to employees who are absent in the military, naval, or other
service of the Government, but who intend to return at the conclusion
of such service, are allowable deductions. As to deductions for nay-
ments to employees’ pension trusts, see section 23 (q) and article 271.

AgT. 180, Rentals.—Where a leasehold is acquired for business pur-
poses for & specified sum, the purchaser may take as a deduction in
his return an aliquot part of such sum each year, based on the num-
ber of years the lease has to run. Taxes paid by a tenant to or for
a landlord for business property are additional rent and constitute
a deductible item to the tenant and taxable income to the landlord,
the amount of the tax being deductible by the latter. The cost borne
by a lessee in erecting buildings or making permanent improvements
on ground of which he is lessee is held to be a capital investment and
not deductible as a business expense. In order to return to such tax-
payer his investment of capital, an annual deduction may be made
from gross income of an amount equal to the total cost of such
improvements divided by the number of years remaining of the term
of lease, and such deduction shall be in lieu of a deduction for de-
preciation. If the remainder of the term of lease is greater than the
probable life of the buildings erected, or of the improvements made,
this deduction shall take the form of an allowance for depreciation.
(See article 68.)

Art. 131. Expenses of farmers.—A farmer who operates a farm for
profit is entitled to deduct from gross income as necessary expenses
all amounts actually expended in the carrying on of the business of
farming. The cost of ordinary tools of short life or small cost,
such as hand tools, including shovels, rakes, etc., may be deducted.

Art. 131 § 23 (a)
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The cost of feeding and raising live stock may be treated as an ex-
pense deduction, in so far as such cost represents actual outlay, but
not including the value of farm produce grown upon th'e farm or
the labor of the taxpayer. Where a farmer is er}gaged in pl:oduc-
ing crops which take more than a year from the time of planting to
the process of gathering and disposal, expenses deducted may be
determined upon the crop basis, and such deductions must be tt}ken
in the year in which the gross income from the crop has ‘be(.an realized.
The cost of farm machinery, equipment, and farm bulldm.gs repre-
sents a capital investment and is not an allowable deduction as an
item of expense. Amounts expended in the development. of farmf-:,
orchards, and ranches prior to the time when the-productlve state is
reached may be regarded as investments o_f ca.plltal. Amounts ex-
pended in purchasing work, breeding, or dairy animals are rego:rded
as investments of capital, and may be depreciated unless such animals
are included in an inventory in accordance with article 57. Th.e pur-
chase price of an automobile, even when wholly used in carrying on
farming operations, is not deductible, but is regarded as an invest-
ment of capital. The cost of gasoline, repairs, and upkeep .of an
automobile if used wholly in the business of farming is deductible as
an expense; if used partly for business purposes a_nd partly for the
pleasure or convenience of the taxpayer or his family, such cost may
be apportioned according to the extent of the use for purposes of
business and pleasure or convenience, and only the proportlon of such
cost justly attributable to business purposes is de.ductlble as a neces-
sary expense. If a farm is operated for recreation or _pleasure a:nd
not on a commercial basis, and if the expenses incurred in connection
with the farm are in excess of the receipts therefrom, the entire
receipts from the sale of products may be ignored in rendering a
return of income, and the expenses incurred, being 1_‘egs,rded as per-
sonal expenses, will not constitute allowable deductions. (See also
articles 57, 175, and 210.) '
ArT. 182. Depositors’ guaranty fund.—Banking corporations which
pursuant to the laws of the States in which they are d?ing business
are required to set apart, keep, and maintain in their bunks.t'he
amount levied and assessed against them by the State authorities
as a % Depositors’ guaranty fund,” may deduct from their gross in-
come the amount so set apart each year to this fund, provided that
such fund, when set aside and carried to the credit of the State
banking board or duly authorized State officer, ceases to be an asset
of the bank and may he withdrawn in whole or in part upon de-
mand by such board or State officer to meet the needs of .these officers
in reimbursing depositors in insolvent banks, and provided further

Art. 132 § 23 (a)
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that no portion of the amount thus set aside and credited is return-
able under the laws of the State to the assets of the banking eorpo-
ration. If, however, such amount is simply set up on the books of
the bank as a reserve to meet a contingent liability and remains an
asset of the bank, it will not be deductible except as it is actually

paid out as required by law and upon demand of the proper State
officers.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]

(b) Interest.—All interest paid or sccrued within the taxable year
on indebtedness, except on indebtedness incurred or continued to
purchase or carry obligations or securitles (other than obligations of
the United States issued after September 24, 1917, and originally
subscribed for by the taxpayer) the interest upon which 18 wholly
exempt from taxation under this title.

Agr. 141. Interest.—Interest paid or accrued within the year on
indebtedness may be deducted from gross income, except that interest
on indebtedness incurred or continued to purchase or carry securities,
such as municipal bonds and first Liberty loan 814 per cent bonds,
the interest upon which is wholly exempt from tax, is not deductible.
Since other obligations of the United States issued after September
24, 1917, are not wholly exempt from taxation under this title, inver-
est paid on indebtedness incurred or continued to purchase such
obligations (whether or not originally subscribed for by the tax-
payer) is deductible in accordance with the general rule. Interest
paid by the taxpayer on & mortgage upon real estate of which he
is the legal or equitable owner, even -though the taxpayer is not
directly liable upon the bond or note secured by such mortgage, may
be deducted as interest on his indebtedness. Payments made for
Maryland or Perusylvania ground rents are not deductible as interest
but may, under proper circumstances, be deducted as rent.

Interest calculated for cost-keeping or other purposes on account
of capital or surplus invested in the business which does not repre-
sent a charge arising under an interest-bearing obligation, is not an
allowable deduction from gross income. Interest paid by a corpora-
tion on scrip dividends is an allowable deduction. So-called interest
on preferred stock, which is in reality a dividend thereon, can not be
deducted in computing net income. (See articles 68 and 176 as to
deduction of bond discount.) In the case of banks and loan or
trust companies, interest paid within the year on deposits or on
moneys received for investment and secured by interest-bearing cer-
tificates of indebtedness issued by such bank or loan or trust company
may be deducted from gross income,

Art. 141 § 23 (b)
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[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]
{In computing net income there shall be allowed as deductions:]
(o) Taxes generally.—Taxes paid or accrued within the taxable year,
except—
(1) Income, war-profits, and excess-profits taxes imposed by the
" authority of the United States;

(2) so much of the Income, war-profits, and excess-profits taxes
imposed by the authority of any forelgn country or possession of
the United States as is allowed as a credit against the tax under
section 131; and

(8) taxes assessed against local benefits of a kind tending to
incrense th~ value of the property assessed; but thls paragraph
shall not exclude the allowance as a deduction of so much of such
taxes as is properly allocable to-maintenance or interest charges.

For the purpose of this subsection, estate, inheritance, legacy, and suc-
cesslon taxes accrue on the due date thereof, except as otherwise pro-
vided by the law of the jurisdiction imposing such taxes, and shall be
ullowed as a deduction only to the estate,

Agrrt. 151, Taxes.—Fedcral taxes (except income, war-profits, and
excess-profits taxes), State and local taxes (except taxes assessed
against local benefits of a kind tending to increase the value of.the
property assessed), and taxes imposed by possessions of the United
States or by foreign countries (except the amount of income, war-
profits, and excess-profits taxes allowed as a credit against the tax),
are deductible from gross income. See generally section 181 and
articles 691-698 as to tax credits. Postage is not a tax. Amounts
paid to States under secured debts laws in order to render sec‘urit.ies
tax exempt are deductible. Automobile license fees are ordinarily
taxes. In general taxes are deductible only by the person upon whom
they are imposed. As to tax paid at the source on interest from
tax-free covenant bonds, see section 144 (a) (4) and article 761.

Art, 152. Federal duties and excise taxes.—Import or tariff duties
paid to the proper customs officers, and business, license, privilege,
excise, and stamp taxes paid to internal revenue collectors, are de-
ductible as taxes imposed by the authority of the United States,
provided they are not added to and made a part of the expenses of
the business or the cost of articles of merchandise with respect to
which they are paid, in which case they can not be separately
deducted.

ART. 158. Taxes for local benefits.—So-called taxes, more properly
assessments, paid for local benefits, such as street, sidewalk, and other
like improvements, imposed because of and measured by some benef?t
inuring directly to the property against which the assessment is
levied, do not constitute an allowable deduction from gross income.

Art. 153 § 238 (0)
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A tax is considered assessed against local benefits when the property
subject to the tax is limited to property benefited. Special assess-
' - ments are not deductible, even though an incidental benefit may inure
to the public welfare. The taxes deductible are those levied for the
gen'eral public welfare by the proper taxing authorities at a like rate
against s:ll property in the territory over which such authorities have
]urlsd.lct,lo.n. Assessments under the statutes of California relating
to irrigation and of Iowa relating to drainage, and under certain
statutes of Tennescee relating to levees, are limited to property
benefited, and when it is clear that the assessments are so limited,
the amounts paid thereunder are not deductible as taxes. The above
statements are subject to the exception that in so far as assessments
.against local benefits are made for the purpose of maintenance or
repair or for the purpose of meeting interest charges with respect to
such benefits, they are deductible. In such cases the burden is on the
taxpayer to show the allocation of the amounts assessed to the differ-
ent purposes, If the allocation can not be made, none of the amounts
so paid is deductible.

ArT. 154. Federal estate and State inheritance taxes.—Federal estate
taxes, _paid or accrued during the taxable year, are an allowable
fleductlon from the gross income of the estate in computing the net
income thereof subject to tax. Theé whole amount of such taxes,
Irrespective of when paid, is deemed to have accrued on the due date
thereof, namely, one year after the decedent’s death (see section
305 of the Revenue Act of 1926), and, if the accounts of the estate are
kept on an accrusl basis, is deductible from gross income of the tax-
able year in which such due date falls. If the accounts are kept on
the basis of cash receipts and disbursements, deduction may be
taken from gross income of the taxable year or years in which the
payment or payments may have been made.

Estate, succession, legacy, or inheritance taxes, imposed by any
State, Territory, or possession of the United States, or foreign
?ount!:y, are deductible by the estate, whether by the laws of the
]ul"is‘dlction exacting them, they are imposed upon the right or
privilege to transmit or upon the right or privilege of the heir,
devisee, legatee, or distributee to receive or to succeed to the property
of the decedent passing to him.

The accrual dates of such taxes shall be the due date thereof except
as otherwise provided by the law of the jurisdiction imposing them.
Where ‘deduction is claimed of any such taxes, the amount thereof
and the name of the State, Territory, or possession of the United

Art. 154 §23(0)
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States, or foreign country by which they have been imposed shall
be stated in the return.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

{In computing net income there shall be allowed as deductions:]

(d) Taxes of shareholder paid by corporation.—The deduction for
taxes allowed by subsection (c¢) shall be allowed to a corporation
in the case of taxes imposed upon a shareholder of the corporation
upon his interest as shareholder which are pald by the corporation
without relmbursement from the shareholder, but in such cases no
deductfon shall be allowed the shareholder for the amount of such
taxes.

AgT. 161. Tax on bank or other stock.—Banks or other corporations
paying taxes assessed against their shareholders on account of their
ownership of the shares of stock issued by such corporations with-
out reimbursement from such shareholders may deduct the amount
of taxes so paid. The Act specifically provides, however, that in
such cases the shareholders may not deduct the amount of the taxes.
The amount so paid should not be included in the income of the
shareholder.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]
(¢) Losses by individuals.—In the case of an individual, losses sus-
tained during the taxable year and not compensated for by insurance or

otherwise—
(1) 1f incurred in trade or business; or
(2) 1f incurred in any transaction entered into for profit, though
not connected with the trade or business; or
(8) of property not connected with the trade or business, if the
loss arlses from fires, storms, shipwreck, or other casualty, or from
theft. .

(1) Losses by corporations.—In the case of a corporation, losses sus-
tained during the taxable year and not compensated for by insurance
or otherwise.

(g) Basis for determining loss.—The basis for determining the
amount of deduction for losses sustained, to be allowed under subsec-
tion (e) or (f), shall be the same as is provided in section 118 for
determining the gain or loss from the sale or other disposition of
property.

(h) Loss on sale of stock or seourities.—For disallowance of loss
deduction In the case of sales of stock or securities where within thirty
days before or after the date of the sale the taxpayer has acquired
substantially identical property, see section 118.

(1) NWet losses.—The special deduction for net losses of prlor years,
to the extent provided in section 117,

Art. 161 § 28 (e)-(1)
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Arr. 171, Losses.—Losses sustained by individuals during the tax-
able year and not compensated for by insurance or otherwise are fully
deductible (except by nonresident aliens, see section 218 and srticle
1051) if—

(@) Incurred jn a taxpayer’s trade or business, or

(5) Incurred in any transaction entered into for profit, or

(¢) Arising from fires, storms, shipwreck, or other casualty, or
theft.

Losses sustained by corporations during the taxable year and not
compensated for by insurance or otherwise are deductible,

Losses must usually be evidencad by closec and completed transac-
tions. The basis for determining the amount of the deduction for
losses is the same as is provided in section 113 for determining the
gain or loss from the sale or other disposition of property. (See
articles 591-604.) Proper adjustment must be made in each case
for any expenditure, receipt, loss, or other item properly chargeable to
capital account, and for depreciation, obsolescence, amortization, or
depletion. (See section 111 and article 561.) Moreover, the amount
of the loss must be reduced by the amount of any insurance or other
compensation received, and by the salvage value, if any, of the prop-
erty. A loss occasioned by damage to an automobile maintained for
pleasure, where such damage results from the faulty driving of the
taxpayer or other person operating the automobile, but is not due to
the willful act or willful negligence of the taxpayer, is a deductible
loss in the computation of net income. Where damage to a taxpayer’s
automobile results from the faulty driving of the operator of an
automobile with which the automobile of the taxpayer collides, the
loss occasioned to the taxpayer by such damage is likewise deductible.
No loss is realized by the transfer of property by gift or by death.
But see section 44 (d) and article 855,

A loss on the sale of residential property purchased or constructed
by the taxpayer for use as his personal residence and so used by him
up to the time of the sale is not deductible. Where, however, prop-
erty so purchased or constructed is prior to its sale rented or other-
wise appropriated to income-producing purposes and is used for such
purposes up to the time of its sale, a loss from the sale of the prop-
erty, computed as provided in section 111 and article 561, is an allow-
able deduction i an amount not to exceed the excess of the value of
the property at the time it was appropriated to income-producing
purposes (with proper adjustment for depreciation) over the amount
realized from the sale. . However, in case the property was so ap-
propriated prior to March 1, 1913, the loss is an allowable deduction
in an amount not to exceed the excess of the value of the property

Art. 171 § 28 (e)-()
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at the time it was so appropriated or at March 1, 1913, whichever is
greater (with proper adjustment for depreciation), over the amount
realized from the sale. o

Eaample: Residential property was purchased by a taxpayer in
1920 for use as his personal residence at a cost of $25,000, of which
$15,000 was allocable to the building. The property was so used
by the taxpayer until January 1, 1925. From that date to January
1, 1928, when the property was sold, it was rented by the taxpayer.
The fair market value of the property at the time it was rented on
January 1, 1925, was $22,000. The building had an estimated li_fe
of 20 years when the property was purchased by the taxpayer in
1920. 'The property was sold on January 1, 1928, for $16,000. The
loss from the sale allowable as a deduction is $3,750, computed as
follows:

Cost of property in 1920 ;
Less depreciation allowable in respect ¢6f the building (depreclation for

$25, 000

8 years at § per cent based on $15,000, cost of bullding) .- 2, 260
22, 760

Selling price of property - 186, 000
Loss computed as provided in section 111 and article 861 e @, 760
Value of property at time it was rented on January 1, 1928 oo 22, 000
Lesd proper adjustment for depreclation 2, 250
19, 750

Selling price of property 16, 000
Portion of $6,750 loss which is deductible 8, 760

See section 101 and articles 501-503 as to capital losses. See section
117 and articles 651-655 as to deduction for net losses of prior years.
See section 118 and article 661 as to disallowance of loss deduction
in the case of sales of stock or securities where within 30 days before
or after the date of the sale the taxpayer has acquired substantially
identical property.

ARrT. 172. Voluntary removal of buildings.—Loss due to the volun-
tary removal or demolition of old buildings, the scrapping of old
machinery, equipment, etc., incident to renewals and replacements
will be deductible from gross income. When a taxpayer buys veal
estate upon which is located a building, which he proceeds to raze
with a view to erecting thereon another building, it will be con-
sidered that the taxpayer has sustained no deductible loss by reason
of the demolition of the old building, and no deductible expense on
account of the cost of such removal, the value of the real estate,
exclusive of old improvements, being presumably equal to the pur-

Art. 172 § 28 (e)-(D)
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chase price of the land and building plus the cost of removing the
useless building.

Arr. 173. Loss of useful value.—When, through some change in
business conditions, the usefulness in the business of some or all of
the capital assets is suddenly terminated, so that the taxpayer dis-
continues the business or discards such assets permanently from ‘use
in such business, he may claim as a loss for the year in which he
takes such action the difference between the basis (adjusted as pro-
vided in section 111 and article 561) and the salvage value of
the property. This exception to the rule requiring a sale or other
disposition of property in order to establish a loss Mquires proof
of some unforeseen cause by reason of which the property has been
prematurely discarded, as, for example, where an incresse in the cost
or change in the manufacture of any product makes it necessary to
abandon such‘manufacture, to which special machinery is exclu-
sively devoted, or where new legislation directly or indirectly makes
the continued profitable use of the property impossible. This ex-
ception does not extend to a case where the useful life of property
terminates solely as a result of those gradual processes for which
depreciation allowances are authorized. It does not apply to inven-
tories or to other than capital assets. The exception applies to
buildings only when they are permanently abandoned or perma-
nently devoted to a radically different use, and to machinery only
when its use as such is permanently abandoned. Any loss to be
deductible under this exception must be fully explained in the return
of income.

Arr. 174. Shrinkage in value of stocks.—A person possessing stock
of a corporation can not deduct from gross income any amount
claimed as a loss merely on account of shrinkage in value of such
stock through fluctuation of the market or otherwise. The loss
allowable in such cases is that actually suffered when the stock is
disposed of. If stock of a corporation becomes worthless, its
cost or other basis determined under section 113 may be deducted by
the owner in the taxable year in which the stock became worthless,
provided a satisfactory showing of its worthlessness be made, as in
the case of bad debts. Where banks or other corporations which are
subject to supervision by Federal authorities (or by State authorities
maintaining substantially equivalent standards) in obedience to the
specific orders or general policy of such supervisory officers charge
off stock as worthless or write it down to a nominal value, such stock
shall, in the absence of affirmative evidence clearly establishing the
contrary, be presumed for income tax purposes to be worthless. For
dealers in securities, see article 105.

Art. 174 § 23 (0)-(1)
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ArT. 175. Losses of farmers.—Losses incurred in the operation of
farms as business enterprises are deductible from gross income. If
farm products are held for favorable markets, no deduction on ac-
count of shrmkage in weight or physical value or by reason of
deterioration in storage shall be allowed, except as such shrinkage
may be reflected in an inventory if used to determine profits. The
total loss by frost, storm, flood, or fire of a prospective crop is not a
deductible loss in computing net income. A farmer engaged in rais-
ing and selling stock, cattle, sheep, horses, etc., is not entitled to claim
as & loss the value of animals that perish from among those animals
that were raised on the farm, except as such loss is reflected in an
inventory if used. If live stock has been purchased after February
28, 1913, for any purpose, and afterwards dies from disease, exposure,
or injury, or is killed by order of the authorities of a State or the
United States, the actual purchase price of such stock, less any de-
preciation allowable as a deduction in respect of such perlshed live
stock, may be deducted as a loss if the loss is not compensated for
by insurance or otherwise. The actual cost of other property
(with proper adjustment for depreciation) which is destroyed by
order of the authorities of a State or of the United States, may in
like manner be claimed as a loss. If reimbursement is made by a
State or the United States in whole or in part on account of stock
killed or other property destroyed in respect of which a loss was
claimed for a prior year, the amount received shall be reported as
income for the year in which reimbursement is made. The cost of
any feed, pasturage, or care which has been deducted as an expense
of operdtion shall not be included as part of the cost of the stock
for the purpose of ascertaining the amount of a deductible loss. If
gross income is ascertained by inventories, no deduction can be made
for live stock or products lost during the year, whether purchased
for resale or produced on the farm, as such losses will be reflected
in the inventory by reducing the amount of live stock or products
on hand at the close of the year. If an individual owns and oper-
ates a farm, in addition to being engaged in another trade, business,
or calling, and sustains a loss from such operation of the farm, then
the amount of loss sustained may be deducted from gross income
received from all sources, provided the farm is not operated for
recreation or pleasure. (See articles 57, 131, and 210.)

ART, 176. Sale of capital stock, bonds, and capital assets.—A corpora-
tion sustains no deductible loss from the sale of its capital stock.
(See article 66.) If it sells its bonds at a discount, the amount of
such discount is treated in the same way as interest paid, and if it

"petires its bonds at a price in excess of the issuing price, such excess

Art. 176 § 28 (e)-(1)
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may usually be deducted as oxpense. (See artic

sustained by a corporation upon the sa'lfa of its csl,:)ilga.el.)s,sseAthlyc(l)or:S
puted as provided in sections 111-113 and articles 561-604 s;lb'ect:
to the limitation provided in section 118 as to the purchase ’and : 1
of stock or securities, is deductible, e

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]
(J) Bad debts.—Debts ascertained to be worthless and charged- off
within the taxable year (or, in the discretion of ‘he Commlssion
a reasonable addition to a reserve for bad debts) ; and when saﬂsﬂeedx?
that a debt is recoverable only in part, the Commissioner m 1
such debt to be churged off in part. i o allow

Arr. 191. Bad —. in ei
— debts, Bad debts may be treated in either of two
(1) By a deduction from income in res
; pect of debts i
to be worthless in whole or in part, or ocertained
2) By a deducti i it
ba((i ()13[, g ‘deduction from income of an addition to a reserve for
Taxpayers were given an opti i
\ ption for 1921 toselect either of
me.thods mentioned for treating such debts. (See article 1:; (;Ie;'}ll:
!atlons 62.) The method used in the return for 1921 must l’)e used
chtreturns for subsequent,. years and in returns under the Revenue
h of 1928 unless permission is granted by the Commissioner to
change to the other"method. A taxpayer filing a first return of
income may .sel.ect either of the two methods subject to approval
by the C?mm13310ner upon examination of the return. If the method
selected is approved, 1t must be followed in returns for subsequent
y}(:ars, except as permigsion may be granted by the Commissioner to
:hange to another .method. Application for permission to change
tOet lznetlhod off t}x;eatmg bad debts shall be made at least 80 days prior
e close of the taxable year for which the ch i i
(So0 alse wrtioh Lo change is to be gﬁectlve.
Where all the surroundin i i
) g and attending circumstances indicate
Fhat & debt is worthless, either wholly or in part, the amount wll??ch
is worthless and charged off or written down to a nominal amount
on the books of the taxpayer shall be allowed as a deduction in

~ computipg net income. There should accompany the return a state-

ment showing the propriety of any deduction clai

No deduction shall be allowed fgr the part ((:): la,me((iielf: raz;ltg'tg?:t:fl.
to b_e worthless ?.nd charged off prior to January 1, 1921, unless and
until the debt is ascertained to be totally worthless an’d is finall
chargeq off or is written down to a nominal amount, or the loss i)s,
determined in some other manner by a closed and com‘plebed transac-

Art. 191 § 23 (J)
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tion. Before a taxpayer may charge off and deduct a debt in part,
he must ascertain and be able to demonstrate, with a reasonable de-
gree of certainty, the amount thereof which is uncollectible. Any
amount subsequently received on account of a bad debt or on account
of a part of such debt previously charged off and allowed as'a de-
duction for income tax purposes, must be included in gross income
for the taxable year in which received. In determining whether a
debt is worthless in whole or in part the Commissioner will consider
all pertinent evidence, including the value of the collateral, if any,
securing the debt and the financial condition of the debtor. Partial
deductions will be allowed with respect to specific debts only.

Where the surrounding circumstances indicate that a debt is worth-
less and uncollectible and that legal action to enforce payment would
in all probability not result in the satisfaction of execution on a judg-
ment, a showing of these facts will be sufficient evidence of the worth-
lessness of the debt for the purpose of deduction. Bankruptey is
generally an indication of the worthlessness of at least a part of an
unsecured and unpreferred debt. Actual determination of worth-
lessness in bankruptcy cases is sometimes possible before and at other
times only when a settlement in bankruptcy shall have been had.
Where a taxpayer ascertained a debt to be worthless and charged
it off in one year, the mere fact that bankruptcy proceedings insti-
tuted against the debtor are terminated in a later year, confirming
the conclusion that the debt is worthless, will not authorize shifting
the deduction to such later year. If a taxpayer computes his income
upon the basis of valuing his notes or accounts receivable at their fair
market value when received, which may be less than their face value,
the amount deductible for bad debts in any case is limited to such
‘original valuation.

Where banks or other corporations which are subject to super-
vision by Federal authorities (or by State authorities maintaining
substantially equivalent standards) in obedience to the specific
orders, or in accordance with the general policy af such supervisory
officers, charge off debts in whole or in part, such debts shall, in the
absence of affirmative evidence clearly establishing tie contrary, be
presumed, for income tax purposes, to be worthless or recoverable
only irf part, as the case may be.

Arr. 192. Examples of pad debts.—Worthless debts arising from
unpaid wages, salaries, rents, and similar items of taxable income
will not be allowed as a deduction unless the income such items rep-
resent has been included in the return of income for the year in which
the deduction s a bad debt is sought to be made or in a previous
year, Only the difference between the amount received in distribu-
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tion of the assets of a bankrupt and the amount of the claim may be
deducted as a bad debt. The difference between the amount received
by a creditor of a decedent in distribution of the assets of the de-
cedent’s estate and the amount of his claim may be considered a
worthless debt. A purchaser of accounts receivable which can not be
collected and are consequently charged off the books as bad debts is

entitled to deduct them, the amount of deduction to be based upon

the price he paid for them and not upon their face value.

ART. 193. Uncollectible deficienoy upon sale of mortgaged or pledged
property.—Where mortgaged or pledged property is lawfully sold
(whether to the creditor or another purchaser) for less than the
amount of the debt, and the mortgagee or pledgee ascertains that the
portion of the indebtedness remaining unsatisfied after such sale is
wholly or partially uncollectible, and charges it off, he may deduct
such amount (to the extent that it constitutes capital or represents
an item the income from which has been returned by him) as a bad
debt for the taxable year in which it is ascertained to be wholly or
partially worthless and charged off. In addition, where the creditor
buys in the mortgaged or pledged property, loss or gain is realized
measured by the difference between the amount of those obligations
of the debtor which are applied to the purchase or bid price of the
property (to the extent that such obligations constitute capital or
represent an item the income from which has been returned by him)
and the fair market value of the property. The fair market value of
the property shall be presumed to be the amount for which it is bid
in by the taxpayer in the absence of clear and convincing proof to
the contrary. If the creditor subsequently sells the property so
acquired, the basis for determining gain or loss is the fair market
value of the property at the date of acquisition.

Accrued interest may be included as part of the deduction only
when it has previously been returned as income. :

ART. 194. Worthless securities.—Where bonds purchased before
March 1, 1913, depreciated in value between the date of purchase
and that date, and were in a later year ascertained to be worthless
and charged off, the owner is entitled to a deduction in that year
equal to the cost of the bonds. Bonds purchased since February 28,
1913, when ascertained to be worthless, may be treated as bad debts
to the amount actually paid for them. Bonds of an insolvent cor-
poration secured only by a mortgage from which on foreclosure
nothing is realized for the bondholders are regarded as ascertained
to be worthless not later than the year of the foreclosure sale, and
no deduction for a bad debt is allowable in computing a bondholder’s
income for a subsequent year, A deduction for a bad debt based
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upon the value of the debt on March 1, 19183, is allowable only when
such value is established to the satisfaction of the Commissioner.

A taxpayer (other than a dealer in securities) possessing debts
evidenced by bonds or other similar obligations can not deduct fx:om
gross income any amount merely on account of market fluctuation.
Where a taxpayer ascertains, however, that due, for instance, to the
financial condition of the debtor, or conditions other than market
fluctuation, he will recover upon maturity none or only 8 part of
the debt evidenced by the bonds or other similar obligations and
so demonstrates to the satisfaction of the Commissioner, he may
deduct in computing net income the uncollectible part of the debt
evidenced by the bonds or other similar obligations. '

ART. 195. Reserve for bad debts.—Taxpayers who have, prior to
1928, established the reserve method of treating bad del?ts and main-
tained proper reserve accounts for bad debts, or who, in acc.orflance
with article 191, or upon securing permission from the Commissioner,
adopt the reserve method of treating bad debts, may deduct: fr?m
gross income a reasonable addition to a reserve for bad debts in lieu
of a deduction for specific bad debt items.

What constitutes a reasonable addition to a reserve for bad debts
must be determined in the light of the facts, and will vary as be-
tween classes of business and with conditions of business prosperity.
A taxpayer using the reserve method should make a statement in
his return showing the volume of his charge sales (or other business
transactions) for the year and the percentage of the reserve to such
amount, the total amount of notes and accounts receivable at the
beginning and close of the taxable year, and the amount of the
‘debts which have been ascertained to be wholly or partially worth-

less and charged against the reserve account during the taxable year.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

{In computing net income there shall be allowed as deductions :1

(k) Depreciation.—A reasonable allowance for the exhaustion, wear
and tear of property used in the trade or business, including a reason-
able allowance for obsolescence. In the case of property held by one
person for life with remainder to another person, the deduction ghall
be computed as if the lite tenant were the absolute owner of the prop-
erty and shall be allowed to the life tenant. In the case of property
held in trust the allowable deduction shall be apportioned between the
income beneficlaries and the trustee in accordance with the pertinent
provisions of the Instrument creating the trust, or, in the absence of
such provisions, on the basis of the trust income allocable to each.

ARrT. 201. Depreciation.—A reasonable allowance for_ the exhaustion,
wear and tear, and obsolescence of property used in the. trade or
business may be deducted from gross income. For convenience such

Art. 201 § 23 (k)
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an allowance will usually be referred to as depreciation, excluding
from the term any idea of a mere reduction in market value not
resulting from exhaustion, wear and tear, or obsolescence. The
proper allowance for such depreciation of any property used in the
trade or business is that amount which should be set aside for the
taxable year in accordance with a reasonably consistent plan (not
necessarily at a uniform rate), whereby the aggregate of the amounts
so set aside, plus the salvage value, will, at the end of the useful life
of the property in the business, equal the basis of the property deter-
mined in accordance with section 118 and erticles 591-604. Due
regard must also be given to expenditures for current upkeep. In
the case of property held by one person for life with remainder to
another person, the deduction for depreciation shall be computed as
if the life tenant were the absolute owner of the property go that he
will be entitled to the deduction during his life, and thereafter the
deduction, if any, will be allowed to the remainderman. In the case
of property held in trust, the allowable deduction is to be apportioned
between the income beneficiaries and the trustee in accordance with
the pertinent provisions of the will, deed, or other instrument creat-
ing the trust, or, in the absence of such provisions, on the basis of the
trust income which is allocable to the trustee and the beneficiaries,
respectively. For example, if the trust instrument provides that the
income of the trust computed without regard to depreciation shall
be distributed to a named beneficiary, such beneficiary will be entitled
to the depreciation allowance to the exclusion of the trustee, while
if the instrument provides that the trustee in determining the dis-
tributable income shall first make due allowance for keeping the trust
corpus intact by retaining a reasonable amount of the current income
for that purpose, the allowable deduction will be granted in full to
the trustee.

Agr. 202. Depreciable property.—The necessity for a depreciation
allowance arises from the fact that certain property used in the busi-
ness gradually approaches a point where its usefulness is exhausted.
The allowance should be confined to property of this nature. In the
case of tangible property, it applies to that which is subject to wear
and tear, to decay or decline from natural causes, to exhaustion, and
to obsolescence due to the normal progress of the art, as where ma-
chinery or other property must be replaced by a new invention, or
dne to the inadequacy of the property to the growing needs of the
business. It does not apply to inventories or to stock in trade,
nor to land apart from the improvements or physical development
added to it. It does not apply to bodies of minerals which through
the process of removal suffer depletion, other provisions for this
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being made in the Act. (See sections 23(1) and 114 and articles
221-257 and 611.) Property kept in repair may, nevertheless, be
the subject of a depreciation allowance. (See article 124.) The
deduction of an allowance for depreciation is limited to property
used in the taxpayer’s trade or business. No such allowance may be
made in respect of automobiles or other vehicles usq(.i sole.ly for
pleasure, a building used by the taxpayer solely as his residence,
nor in respect of furniture or furnishings therein, personful eﬁect-::s,
or clothing; but properties and costumes used exclusively in a bu§x-
ness, such as a theatrical business, may be the subject of a deprecia-
tion allowance.

ART. 203. Depreciation of intangible property.—Intangibles, the use
of which in the trade or business is definitely limited in duration,
may be the subject of a depreciation allowance. Exan!ples are pat-
ents and copyrights, licenses, and franchises. Intangibles, the use
of which in the business or trade is not so limited, will not usua}lly
be & proper subject of such an allowance. If, however, an int.tmglble
asset acquired through capital outlay is known from experience to
be of value in the business for only & limited period, the lengt}l of
which can be estimated from experience with reasonable certainty,
such intangible asset may be the subject of a depreciat,if)n allowance,
provided the facts are fully shown in the return or prior thereto.to
the satisfaction of the Commissioner. No deduction for depr_ecm-
tion, including obsolescence, is allowable in respect of good will.

ART, 204. Capital sum recoverable through depreciation allowar%cel.—
The capital sum to be replaced by depreciation allowances is the
cost or other basis of the property in respect of which the allow-
ance is made. (See sections 113 and 114 and articles '591—604 and
611.) To this amount should be added from time to tx.me the cost
of improvements, additions, and betterments, and from it should be
deducted from time to time the amount of any definite loss or damage
