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TITLE 26-INTERNAL REVENUE
Chapter 1-Internal Revenue Service,

Department of the Treasury
SuBCHApE A-comE AND ExcEsS

PROFiTS TAXES
[Regulations 118]

PART 39--Ico TAx: TAXABLE YEARS
'BEGIXNIIG APTER flECET. ER 31, 1951
SUBPART A-IxTRODUCTOay PROVISIONS

(Ca&Przs I, INTzsE=r. RZVENUE CODE)

See.
39.1 Statutory provisions; application of

Chapter 1.
39.1-1 Scope and applicability of regula-

tions.
39.2-3 Statutory provisions; cross references

.in Chapter 1; classification of provisions
in Chapter 1.

39.3-1 Division ofregulatlons.
39.4 Statutory provisions; classes of tax-

payers.
39.4-1 Application of regulations to special

classes of taxpayers.
SnBPART B--GENAL POVSMONS

(CHAPTR I, IT=AL REvENUE CODE)

PA7ES OF TAX
39.11 Statutory provisions; normal tax on

individuals.
39.11-1 Income tax on individuals.
39.11-2 Citizens or residents of the United

States liable to tax.
39.11-3 Who is a citizen.
39.12 Statutory provisions; surtax on in-

dividuals.
39.12-1 Surtax on Individuals.
39.12-2 Limitation on amount of tax.
39.12-3 Combined normal tax and surtax in

case of joint return of husband and wife.
39.12-4 Surtax in case of head of household.
39.13 Statutory provisions; normal tax on

corporations.
3913-1 Tax on corporations in general.
39.14-15 Statutory provisions, tax on

special classes of corporations; surtax on
corporations.

39.15-1 Surtax on corporations.
-39.15-2 Disallowance of surtax exemption

and minimum excess profits credit.
CO UA IONr OF BET INCOME

39.21 Statutory provisions; netincome.
39.21-1 Meaning of net income.
39.22 (a) Statutory provisions; definition

of gross income.
39.22 (a)-1 What included in gross income.
39.22 (a)-2 Compensation for personal

tervices.
39.22 (a)-3 Compensation paid other than

in casb_
39.22 (a)-4 Compensation paid in notes.
39.2 (a)-5 Gross income from business.
39.22 (a)-6 State contracts.
39.22 (a)-7 Gross income of farmers.

Part ii of this issue is divided
into two sections. Section I con-
tains §§ 39.1 through, 39.118-1 of
Part 39. Chapter 1, Title 26, and
Section 2 contains §§ 39.119 (a)
through 39.6000-1.

Sec.
39.22 (a)-8 Sale of stock andrights.
39.22 (a)-9 Sale of patents and copyrights.
39.22 (a)-10 Sale of good will.
39.22 (a)-11 Sale of real property In lots.
39.22 (a)-12 Annuities and insurance poll.

cles.
39.22 (a)-13 Cancellation of ndebtedness.
39.22 (a)-14 Creation of sInking fund by

corporation.
39.22 (a)-15 Acquisition or disposition by

a corporation of Its own capital stocl.
39.22 (a)-16 Contributions to corporation

by shareholders.
39.22 (a)-17 Sale and purchase by corpo-

ration of Its bonds.
39.22 (a)-18 Sale of capital assets by cor-

poration.
39.22 (a)-19 Income to le.or corporation

from leased property.
39.22 (a)-20 Gross Income of corporation

in liquidation.
39.22 (a)-21 Trust Income taxable to the

grantor as substantial owner thereof.
39.22 (a)-22 Trust income taxable to per-

son other than grantor.
§9.22 (a)-23 Alocations by cooperative

associations; tax treatment as topatrons.
39.22 (b) Statutory provisions; exclusions

from gross Income.
39.22 (b)-I Exemptions; exclusions from

gross income.
39.22 (b) (1) Statutory provisions; exclu-

sions from gross Income; life insurance.
39.22 (b) (1)-i Life insurance; amounts

paid by reason of the death of the
Insured.

39.22 (b) (l)-2 Death payment by em-
ployer; amounts paid by reason of the
death of an employee.

39.22 (b) (2) Statutory provisions; exclu-
sions from gross income; annuities, etc.

39.22 (b) (2)-i Life Insurance; endowment
contracts; amounts paid other than by
reason of the death of the Insured.

39.22 (b) (2)-2 Annuities.
39.22 (b) (2)-3 Transfers of life Insurance,

endowment, or annuity contracts.
39.22 (b) (2)-4 Annuity, etc., payments In

discharge of alimony obligation.
39.22 (b) (2)-5 Employees' annulties.
39.22 (b) (3) Statutory provisions; exclu-

sions from gross income; gifts, bequests,
devices, and inheritances.

39.22 (b) (3)-i Gifts and bequests.
39.22 (b) (4) Statutory provisions; exclu.-

sions from gross Income; tax-free in-
terest.

See.
3922 (b) (4)-i :Interest upon State cb1la-

tions.
39.22 (b) (4)-2 Dividends from shares and

stock of Federal agencies or in.trumen-
talities.

39.22 (b) (4)-3 Interest upon notes secured
by mortgages executed to Federal aen-
cles or instrumentalities.

39.22 (b) (4)-4 Interest upon United States
obliations.

39-. (b) (4)-S Treasury bond exemption
in the case of truats or partnerships.

39.22 (b) (4)-6 Interest upon United States
obligations In the case of nonresident
alenas and foreign corporations, not en-
gaged in buzine In the United States.

39.22 (b) (5) Statutory provisions; exclu-
sions from gros income; compensation
for injuries or aickne -.

39.22 (b) (6)-(9) Statutory provisions: ex.
cluslons from grs income; ministers;
Income exempt under treaty; msLcel-
lancous: income from discharge of
indebtedness.

39,22 (b) (9)-i Income from discharge of
Indebtednfes.

39.22 (b) (9)-2 Making and fil. of con-
rant.

39.22 (b) (10) Statutory provisions; exclu-
alons from gross income; income from
dicbarga of indebtedness of a railroad
corporation.

39.22 (b) (10)-i Income from discharge of
indebtednes of railroad corporations.

39.2 (b) (II) Statutory provisions; exclu-
clsns from gross income; improvements
by l-e on lesor's property.

39.22 (b) (1I)-i Exclusion from gross in-
come of lesor of real property of value
of Improvements erected by lessee.

39. (b) (12) Statutory provisions; exclu-
slons from gross income; recovery oZ bad
debts, prior taxes, and delinquency
amounts.

3922 (b) (12)-i Recovery of certain Item
previously deducted.

39.22 (b) (13) Statutory provisions; exclu-
cions from gross income; additional al-
lowanco for certain members of the
armed forces.

39.22 (b) (13)-i Compensation of members
of the armed forces of the United States
for cervice in a combat zone before Janu-
ary 1,1954, or for srvice while hcspital-
lzed as a result of such combat-zone
cervIce.

39.2 (b) (14) Statutory provisions; exclu-
sions from eros income; mustering-out
payments for military and naval person-
'nel.

39.22 (b) (14)-i Lustering-out payments
of military and naval forces.

39.22 (b) (1S) Statutory provisions; exclu-
sons from gros income; payments to
encourage exploration, development, and
mining for defe=e purposes.
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See. 'See.
39.22 (b) (15)-1 Payments to encourage ex- 39.23 (e)-3 Loss of useful value.

ploration, development, and mining for 39.23 (e)-4 Shrinkage in value of stocks.
defense purposes. 39.23 (e)-5 Losses of farmers.

39.22 (b) (16) Statutory provisions; exclu- 39.23 (f) Statutory provisions; deductions
sions from gross income; sports programs from gross income; losses by corpora-
conducted for the American National tions.
Red Cross. 39.23 (f)- Losses by corporations.

39.22 (c) Statutory provisions; gross in- 39.23 (g) Statutory provisions; deductions
come; inventories, from gross income; capital losses.

39.22 (c)-1 Need of inventories. 39.23 (g)-l Capital losses.
39.22 (c)-2 Valuation of inventories. 39.23 (g)-2 Loss on stock of affliate.
39.22 (c)-3 Inventories at cost. 39.23 (h) Statutory provisions; deductions
39.22 (c)-4 Inventories at cost or market, from gross income; wagering losses.

whichever is lower. 39.23 (h)-I Wagering losses.
39.22 (c)-5 Inventories by dealers In securl- 39.23 (i) Statutory provisions; deductions

ties. from gross income; basis for determin-
39.22 (c)-6 Inventories of livestock raisers ing loss.

and other farmers. 39.23 (1)-1 Basis for determining loss.
39.22 (c)-7 Inventories of miners and man- 39.23 (j)-(k) Statutory provisions; deduc-

ufacturers. tions from gross income; cross reference;
39.22 (c)-8 Inventories of retail merchants, bad debts.
39.22 (d) Statutory provisions; gross in- 39.23 (k)-i Bad debts.

come; last-in first-out inventory method. 39.23 (k)-2 Examples of bad debts.
39.22 (d)-i Last-in first-out inventories. 29.23 (k)-3 Uncollectible deficiency upon
39.22 (d)-2 Requirements incident to adop- sale of mortgaged or pledged property.

tion and use of last-in first-out Inven- 39.23 (k)-4 Worthless bonds and similar
tory method. obligations.

39.22 (d)-3 Time and manner of making 39.23 (k)-5 Reserve for bad debts.
election. 39.23 (k)-6 Nonbusiness bad debts.

39.22 (d)-4 Adjustments to be made by 39.23 (1) Statutory provisions; deductions
taxpayer, from gross income; depreciation.

39.22 (d)-5 Revocation of election. 39.23 (1)-1 Depreciation.
39.22 (d)-6 Change from last-in first-out 39.23 (l)-2 Depreciable property.

Inventory method. 39.23 (l)-3 Depreciation of intangible prop-
39.22 (d)-7 Involuntary liquidation and erty.

replacement. 39.23 (1)-4 Capital sum recoverable through
39.22 (e)-(k) Statutory provisions; cross depreciation allowances.

references; alimony, etc., income. 39.23 (1)-5 Method of computing deprecia-
39.22 (k)-I Alimony and separate mainte- tion allowance.

nance paym ents; income to former wife. 39.23 (l)-6 Obsolescence.
39.22 (l)-(m) Statutory provisions; cross 39.23 (1)-7 Depreciation of patent or copy-

reference; services of child, right.
39.22 (m)-I Services of child. 39.23 (1)-B Depreciation of drawings and
39.22 (n) Statutory provisions; adjusted models.

gross income. 99.23 (l)-9 Records of depreciable property.
39.22 (n)-i Adjusted gross income. 39.23 (1)-10 Depreciation in case of farmers.
39.22 (o) Statutory provisions; gross in- 39.23 (m) Statutory provisions; deductions

come; dealers in short-term municipal from, gross income; depletion.
bonds. 39.23 (m)-1 Depletion of mines, oil and gas

39.22 (o)-i Treatment of bond premiums wells, other natural deposits, and timber;
in case of dealers in tax-exempt securi- depreciation of improvements.
ties. 39.23 (m)-2 Computation of depletion of

39.23 (a) Statutory provisions; deductions mines, oil. and gas wells, and other
from gross income; expenses. natural deposits without reference to

39.23 (a)-i Business expenses, discovery value or percentage depletion.
39.23 (a)-2 Traveling expenses. 39.23 (m)-3 Computation of depletion of
39.23 (a)-3 Cost of materials, mines and other natural deposits (other
39.23 (a)-4 Repairs. than those in respect of which percent-
39.23 (a)-5 Professional expenses, age depletion Is allowable) on basis of
39.23 (a) -6 Compensation for personal serv- discovery value.

ices. 39.23 (m)-4- Computation of depletion
39.23 (a)-7 Treatment of excessive compen- based on a percentage of income in case

sation. of oil and gas wells.
39.23 (a)-8 Bonuses to employees. 39.23 (m)-5 Computation of depletion
39.23 (a) -9 Pensions; compensation for n- based on percentage of income in case

juries. of certain mines or other natural de-
39.23 (a)-10 Rentals. posits.
39.23 (a)-11 Expenses of farmers. 39.23 (m)-6 Determination of cost of de-
39.23 (a)-12 Depositors' guaranty fund. posits.
39.23 (a)-13 Corporate contributions. 39.23 (m)-7 Determination of fair market
39.23 (a)-14 Expenditures for advertising value of mineral properties, including oil

or promotion of good will. and gas properties.
39.23 (a)-15 Nontrade or nonbusiness ex- 39.23 (m)- Revaluation of mineral deposits

penses. not allowed.
39.23 (b) Statutory provisions; deductions 39.23 (m)-9 Determination of mineral con-

from gross income; interest, tents of mines and of oil or gas wells.
39.23 (b)-I Interest. 39.23 (m)-10 Depletion; adjustments of ac-
39.23 (c) Statutory provisions; deductions counts based on bonus or advanced roy-

from gross income; taxes. alty.
39.23 (c)-1 Taxes. 39.23 (m)-li Depletion and depreciation

accounts on books.39.23 (c)-2 Federal duties and excise taxes. 39.23 (m)-L12 Statement to be attached to
39.23 (c)-3 Taxes for local benefits, return when valuation, depletion, or de-
39.23 (d) Statutory provisions; deductions preciation of mineral property Is claimed.

from gross income; taxes of shareholder 39.23(m)-13 Statement to be attached to
paid by corporation, return when depletion Is claimed on per-

39.23, (d)-i 'Tax on bank or other stock, centage basis.
39.23 (e) Statutory provisions; deductions 39.23 (m)-14 Discovery of mines or other

from gross income; losses by individuals, natural deposits (except those in respect
39.23 (e)-1 Losses by individuals, of which percentage depletion s allow-
39.23 (e)-2 Voluntary removal of buildings. able under § 39.23 (m)-5).

Sec.
39.23 (m)-15 Allowable capital additions in

case of mines.
39.23 (m)-16 Charges to capital and to ex-

pense in case of oil and gas wells.
39.23 (m)-17 Depreciation in case of mines,
39.23 (m)-18 Depreciation of Improvements

in case of oil and gas wells.
39.23 (m)-19 Depletion and depreciation of

•oil and gas wells In years before 1910.
39.23 (m)-20 Capital recoverable through

depletion allowance in case of timber.
39.23 (m)-21 Computation of allowance for

depletion of timber for given year.
39.23 (M)-22 Revaluation of timber not al-

lowed.
39.23 (m)-23 Depreciation of improvemonts

in case of timber.
39.23 (m)-24 Information to be furnished

by taxpayer claiming depletion of tim-
ber.

39.23 (m)-25 Determination of fair market
value of timber,

39.23 (m)-20 Determination of quantity of
timler.

39.23 (m)-27 Aggregating timber and land
for purposes of valuation and account-
Ing.

39.23 (m)-28 Timber depletion and de-
preciation accounts on books.

39.23 (n)-(o) Statutory provisions, deduc-
tions from gross income; cross roferenco
charitable and other contributions.

39.23 (o)-1 Contributions or gifts by indi-
viduals.

39.23 (p) Statutory provisions; deductions
from gross income; contributions of an
employer to an employees' trust or an-
nuity plan and compensatlon. under a
deferred-payment plan.

39.23 (p)-1 Contributions of an employer
to an employees' trust or annuity plan
and compensation under a deferred pay-
ment plan; In general,

,39.23 (p)-2 Information to be furnished
by employer claiming deductions.

39.23 (p)-3 Effect of section 162 (d) of the
Revenue Act of 1942 upon deductions
for contributions paid before September
1, 1942, and carried over to succeeding
years.

39.23 (p)-4 Contributions of an employer
to or under an employees' pension trust
or annuity plan that meets the require-
ments of section 165 (a); application of
section 23 (p) (1) (A).

39.23 (p)-5 Pension atd annuity plano;
limitations under section 23 (p) (1)
(A) (I).

39.23 (p)-6 Pension and annuity plans:
limitations under section 23 (p) (1)
(A) (Ii).

39.23 (p)-7 Pension and annuity plans-
limitations under section 23 (p) (1)
(A) (iii).

39.23 (p)-8 Pension and annuity plans,
contributions in excess, of limitations
under section 23 (p) (1) (A), dpplica-
tion of section 23 (p) (1) (A) (iv),

39.23 (p)-9 Contributions of an employer
under an employees' annuity plan
which meets the requirements of sec-
tion 165 (a); application of section 23
(p) (1) (B).

39.23 (p)-10 Contributions of an employer
to an employees' profit-sharing ok stock
bonus trust that meets the requirements
of section 165 (a), application of section
23 (p) (1) (C).

39.23 (p)-11 Contributions of an employer
under a plan that does not meet the re-
quirements of section 165 (a); applica-
tion of section 23 (p) (1) (D).

39.23 (p)-12 Contributions of an employer
where deductions are allowable under
section 23 (p) (1) (A) or (B) and also
under section 23 (p) (1) (C); applica-
tion of section 23 (p) (1) (F).

39.23 (q) Statutory provisions dedtitions
from gross Income; charitable and other
contributions by corporations.
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Sec.
39.23 (q)-l Contributions or gifts by cor-

porations.
39.23 (r) Statutory provisions; deductions

from gross income; dividends paid by
banking corporations.

39.23 (r)-I Dividends paid by mutual sav-
ings banks, building and loan associa-
tions, and cooperative banks.

39.23 (r)-2 Dividends paid by certain bank-
ing corporations other than mutual sav-
Ings banks, building and loan assbia-
tions, and cooperative banks.

39.23 (s)-(u) Statutory provisions; deduc-
tions from gross income; cross refer-
ences; alimony, etc., payments.

39.23 (u)-l Periodic alimony payments.
39.23 (v)-(x) Statutory provisions; dedUc-

tions from gross income; cross refer-
ences; medical, dental, etc., expenses.

39.23 (x)-l Medical, dental, etc., expenses.
39.23 (y)-(Z) Statutory provisions; deduc-

tions from gross income; deduction for
the blind; amounts representing taxes
and interest paid to cooperative apart-
ment corporation.

39.23 (z)-1 Amounts representing taxes and
interest paid to cooperative apartment
corporation.

39.23 (aa) Statutory provisions; deductions
from gross income; optional standard
deduction for individuals.

39.23 (aa)-l Standard deduction.
3923 (bb) Statutory provisions; deductions

from gross income; circulation expendi-
tures.

39.23 (bb)-1 Circulation expenditures.
39.23 (c) Statutory provisions; deductions

from gross income; deduction of ex-
penditures paid or incurred for the de-
velopment of mines or other natural
deposits.

39.23 (cc)-1 Mine development expendi-
tures.

39.3 (dd) Statutory provisions, deductions
from gross income; repayment by mu-
tual savings banks, etc., "of certain loans.

39.23 (dd)-l -nepayment of certain loans by
mutual savings banks, building and loan
associztions, and cooperative banks.

39.2$ (ee)-(ff) Statutory provisions; deduc-
tions from gross income; cross reference;
exploration expenditures.

39.23 (ff)-l Discovery or exploration ex-
penditures.

39.24 (a) Statutory provisions; items not
deductible; in general

39.24 (a)-l Personal and family expenses.
s9.24 (a)-2 Capital expenditures.
89.24 (a)-3 Premiums on business Insur-

ance.
3924 (a)-4 Amounts allocable to exempt

income.
30.24 (a)-5 Single premium life insurance

or endowment contracts.
B92A (a)-6 Taxes and carrying charges

chargeable to capital account and
treated as capital items.

39.24 (b) Statutory provisions; items not
deductible; losses from sales or ex-
changes of property.

39.24 -(b)-l Losses from sales or exchanges
between certain classes of persons.

29.24 (c) Statutory provisions; items not
- deductible; unpaid expenses and in-

terest.
39.24 (c)-1 Disallowance of deductions for

unpaid expenses and interest.
39.24 (d) Statutory provisions; items not

deductible; holders of life or terminable
interest.

39.24 (d)-l Life or terminable interest.
39.24 (e)-(f) Statutory provisions; items

not deductible; cross references; ex-
penses attributable to unharvested crops
sold with land.

39.24 (f)-l Items attributable to an unhar-
vested crop sold with the land.

CREDrrS AGAI NeT INCOM.

39.25 Statutory provisions; credits of In-
dividual against net income.

FEDERAL REGISTER

Sec.
39.25-1 Credits of Individuals for purpose Of

normal tax.
39.25-2 Credits of Individuals for purpose

of normal tax and surtax.
39.26 (a) Statutory provlsions; credits of

corporations; interest on obligations of
the United States and Its instrumentall-
ties.

39.26 (a)-l Credit of corporation for In-
terest on obllgations of the United States
and Its Instrumentalities.

39.26 (b) Statutory provislons; credits of
corporations; dividends received.

39.26 (b)-l Credit for dividends received.
39.26 (c) Statutory provisions; credits of

corporations; net operating loss of pre-
ceding year.

39.26 (c)-I Credit of corporation for net
operating loss of preceding year.

39.26 (d) Statutory provisions; credits of
corporations; earnings or profits of bank
ailiates.

3926 (d)-l Bank aiflllates.
39.26 (e)-(h) Statutory provisions; credits

of corporations; cross references; divi-
dends paid on certain preferred stock.

39.26 (h)-l Credit for dividends paid on
preferred stock of public utilities.

39.26 (1) Statutory provisions; credits of
corporations; percenta"e of normal-tax
net income of Western Hemisphere trade
corporations.

39.26 (1)-i Credit of Western Hemisphere
trade corporations,

39.27 (a) Statutory provisions; corporation
dividends paid credit; definitiom

39.27 (a)-l Dividends paid credit.
.39.27 (b) Statutory provisions; corporation

dividends paid credit; basic curtax credit.
39.27 (b)-l Basic surtax" credit.
39.27 (b)-2 Dividends paid.
39.27 (c) Statutory provisions; corporatiOn

dividends paid credit; dividend carry-
over.

39.27 (c)-i Dividend carry-over.
39.27 (d) Statutory provisions; corporation

dividends paid credit; dividend. In kind.
39.27 (d)-l Dividends in kind.
39.27 (e) Statutory provisions; corporation

dividends paid credit; dividends in obli-
gations of the corporation.

39.27 (e)-l Dividends In obligations of the
corporation.

39.27 (f) Statutory provisions; corporation
dividends paid credit;O taxable stock
dividends.

39.27 (f)-I Taxable stock dividends.
39.27 (g) Statutory provisions; corporation

dividends paid credit; distributions In
liquidation.

39.27 (g)-l Dividends paid credit for dL-
tributions in liquidation. 0

39.27 (h) Statutory provisions; corporation
dividends paid credit; preferential divi-
dends.

39.27 (h)-l Preferential distributions.
39.27 (1) Statutory provisions; corporation

dividends paid credit; nontaxable dis-
tributions.

39.27 (1)-1 Nontaxable distributions.
39.28 (a) Statutory provisions; consent

dividends credit; definitions.
39.28 (a)-1 Consent stock.
39.28 (a)-2 Preferred dividends.
39.28 (a)-3 Consent dividends day.
39.28 (a)-4 Consent distribution.
39.28 (a)-5 Partial distribution.
39.28 (a)-6 Preferential distribution.
39.28 (b) Statutory provisions; conrent div-

Idends credit; corporations not entitled
to credit.

39.28 (b)-l Payment of preferred dividends.
39.28 (b)-2 Liquidation of consent stci.
39.23 (c) Statutory provisions; conzent div-

idends credit; allowance.
39.28 (0)-1 Amount of consent dividends

credit.
39.28 (d) Statutory provislons; consent div-

idends credit; shareholdera' consents.
39.28 (d)-i -Iking and filing of consents.

5773

See.
39.28 (d)-2 Consent distribution must be

nonpreferential.
39.23 (e) Statutory provirsons- consent div-

idends credits; consent distribution as
part of entire distribution.

39.28 (e)-l Consent and partial distribu-
tions to be considered together.

39.28 (f) Statutory provisions; consent div-
Idends crLdit; tability of amounts
specified in consents.

3928 (f)-i TaXability of amounts specified
in consents.

39.28 (g) Statutory provislons; consent div-
idends credit; corporate shareholders.

39.28 (g)-1 Treatment of amount =necffled
in consent of corporate shareholder.

39.28 (h)-(i) Statutory provisions; consent
dividends credit; basis of stock in hands
or shareholders; effect on capital account
of corporation.

39.28 (1)-i Effct on basis ofstcc in hands
of shareholders and capital account of
corporaton.

39.8 (J) Statutory provisions; consent dLv-
dends credit; amounts not Included in
shareholder'es return

cIEDns AcAIST TAx

393--35 Statutory provisions; credits
againnst tax: taxes of foreiga countrles
and po=e;ions of United States; cross
references; tax withheld on wages.

2 9.35-1 Credit for tax withheld on wage.
39.35-2 Credit for '-peclal refunds" of em-

ployee social cscurity tax.

AccouresnGP=QD pmx n ZM M 07mns
AccOV7Tezo

39.41 Sttutory provisiono; accounting pe-
riods and methods of accounting; general
rule.

39.41-1 Computation of net income.
39.41-2 Bases of computation and chanazs

in accounting methods.
39.41-3 Zeotheds of accounting.
39.41-4 Accounting perlod.
39.42 Statutory provision,; accounting pe-

riods and methods of accounting; peried
in which temo of gross income included.

39.42-1 When included in gross income.
39.42-2 Income not reduced to possession.
39.42-3 Examples of constructive receipt.
39.42-4 Long-term contracts.
39.42-5 Subtraction for redemption of trad-

Ing stamps.
39.42-6 Noninterest-bearing obligations i-

cued at discount.
29.42-7 Short-term obligations Issued on

discount basis,
39A3 Statutory provisions; accounting pe-

riods and methods of accounting; pericd
for which deductions and credits taken.

39.43-1 "Paid or incurred" and "paid or
accrued."

39.43-2 When charges deductible.
39.44 Statutory provlsions accounting pe-

rlcds and methods of accounting: In-
stallment basis.

39.44-1 Sale of personal property on install-
ment plan.

39.44-2 Sale of real property involving de-
ferred payments.

39.44-3 Sale of real property on Installment
plan.

39.44-4 Deferred-payment rale of real prop-
erty not on Installment plan.

39.44-5 Gain or Io=s upon disposition of
installment oblig-tions.

39.45 Statutory provisions; accounting pe-
riods and methods of accounting. allo-
cation of Income and deductions.

39.45-1 Determination of the taxable net
income of a controlled taxpayer.

39.46 Statutory provisons; accounting pe-
riods and methods of acounting; change
of accounting period.

39.46-1 Change of accounting period.
39.47 Statutory provisions; accounting pe-

rnod and methods of accounting; re-
turns, for periods of less than 12 months.
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39.47-1 Returns for periods of less than 12

months.
39.47-2 Returns for period of less than 12

months on account of a change in ac-
counting period.

39.48 Statutory provisions; accounting pe-
riods and methods of accounting; defini-
tions.

RETURNS AND PATIMENT OF TAX

29.51 Statutory provisions; returns and pay-
ment nf tax; individual returns.

39.51-1 Individual returns.
39.51-2 Form of return.
39.51-3 Return of income of minor.
39.51-4 Verification of returns.
39,51-5 Use of prescribed forms.
39.52 Statutory provisions; returns and pay-

ment of tax; corporation returns.
39.52-1 Corporation returns.

,39:52-2 Returns by receivers.
39.53 Statutory provisions; returns and pay-

ment of tax; time and place for filing
returns.

39.53-1 Time for filing returns.
39.53-2 Extension of time for filing returns.
39.53-3 Extensions of time in the case of

foreign organizations, certain domestic
corporations, citizens of United' States
residing or traveling abroad, and non-
taxablB returns of fiduciaries for estates
or trusts.

39.53-4 Due date of return.
39.53-5 Place for filing individual returns.
39.54 Statutory provisions; returns and pay-

ment of tax; records and special returns.
39.54-1 Records and income tax forms.
39.55 Statutory provisions; returns and'

payment of tax; publicity of returns.
39.55-1 Inspection of returns.
39.50 Statutory provisions; returns and

payment of tax; payment of tax.
39.56-1 Date on which tax shall be paid.
39.56-2 Extension of time for payment of

the tax or part or installment thereof.
39.56-3 When fractional part of cent may be

disregarded.
39.56-4 Receipts for tax payments.
39.57 Statutory provisions; returns and pay-

ment of tax; examination of returns and
determination of tax.

39.57-1 Examination of return and deter-
mination of tax by the Commissioner.

39.58 (a) Statutory provisions; returns and
payment of tax; declaration of estimated
tax by Individuals; requirement of.
declaration.

39.58 (a)-1 Declarations of estimated tax.
39.58 (b) Statutory provisions; returns and

payment of tax; declaration of estimated
tax by individuals; contents of declara-
tion.

39.58 (b)-1 Form and contents of declara-
tion of estimated tax.

39.58 (b)-2 Use of prescribed forms.
39.58 (c) Statutory provisions; returns and

payment of tax; declaration of estimated
tax by individuals; joint declaration by
husband and wife.

39.58 (c)-1 Joint declarations by husband
and wife.

39.58 (d) Statutory provisions; returns and
payment of tax; declaration of estimated
tax by individuals; time and place for
filing.

39.58 (d)-1 Time and place for filing decla-
rations.

39.58 (e) Statutory provisions; returns and
payment of tax; declaration of estimated
tax by individuals; extension of time.

39.58 (e)-1 Extension of time for filing
declarations.

39.58 (f)-(h) Statutory provisions; returns
and payment of tax; declaration of esti-
mated tax by individuals; persons under
disability; signatures presumed correct;
publicity of declaration.

39.58 (h)-I Publicity of returns.
39.59 Statutory provisions; returns and pay-

ment of tax; payment of estimated tax.

See.
39.59-1 Payment of estimated tax.
39.60 Statutory provisions; returns and

payment of tax; special rules for appli-
cation of sections 58 and 59.

39.60-1 Farmers.
39.60-2 Short taxable years.
39.60-3 Fiscal years.

ISCELLANEOUS PROVISIONS

39.61-64 Statutory provisions; miscellane-
ous provisions; laws made applicable;
rules and regulations; publication of
statistics; definitions.

SUBPART C-SUPPLEENTAL PROVSIONS

(CHAPTER 1, INTERNAL REVENUE CODE)

sUPPLEMENT A-RATES OF TAX

39.101 Statutory provisions; exemptions
from tax on corporations; In general.

39.101-1 Proof of exemption; annual re-
turns.

39.101-2 Limitations on exemption.
39.101 (1) Statutory provisions; exemp-

tions from.tax on corporations; labor,
agricultural, or horticultural organiza-
tions.

39.101 (1)-1 Labor, agricultural, and horti-
cultural organizations.

39.101 (2)-(3) Statutory provisions; ex-
emptions from tax on corporations; mu-
tual savings banks; fraternal beneficiary
societies, orders, or associations.

39.101 (3)-i Fraternal beneficiary societies.
39.101 (4) Statutory provisions; exemptions

from tax on corporations; credit unions,
etc.

39.101 (4)-i Credit unions and mutual in-
surance funds.

39.101 (5) Statutory provisions; exemptions
from tax on corporations; cemetery com-
panies.

39.101 (5)-i Cemetery companies.
39.101 (6) Statutory provisions; exemptions

from tax on corporations; religious,
charitable, etc., organizations.

39.101 (6)-1 Religious, charitable, scientific,
literary, and educational organizations
and community chests.

39.101 (7) Statutory provisions; exemp-
tions from tax on corporations; business
leagues, etc.

39.101 (7)-i Business leagues, chambers of
commerce, real estate boards, and boards
of trade.

39.101 (8) Statitory provisions; exemptions
from tax on corporations; civic organi-
zations.

39.101 (8)-1 Civic leagues and local associa-
tions of employees.

39.101 (9) Statutory provisions; exemp-
tions from tax on corporations; social
clulbi.

39.101 (9)-1 Social clubs.
39.101 (10) Statutory provisions; exemp-

tions from tax on corporations; benevo-
lent life. insurance associations and
mutual or cooperative companies.

39.101 (10)-i Local benevolent life insur-
ance associations, mutual irrigation and
telephone companies, and like organi-
zations.

39.101 (11) Statutory provisions; exemp-
tions from tax on corporations; mutual
insurance organizations other than life
or marine.

39.101 (11)-i Mutual insurance companies
or associations.

39.101 (12) Statutory provisions; exemp-
tions from tax on corporations; coopera-
tive farmers', fruit growers, etc., associa-
tions.

39.101 (12)-i Farmers' cooperative market-
ing and purchasing associations; require-
ments for exemption under section 101
(12) (A).

39.101 (12)-2 Tax treatment of farmers' co-
operative marketing and purchasing
associations exempt under section 101
(12) (A).

Sec.
39.101 (12)-3 Manner of taxation of coop-

erative associations subject to section
101 (12).

39.101 (12).4 Patronage dividends, robates,
or refunds; treatment as to cooperative
associations entitled to tax treatment
under section 101 (12) (B).

39.101 (13) Statutory provisions, exemp-
tions from tax on corporations: corpora-
tions organized to financo crop opera-
tions.

39.101 (13)-i Corporations organized to
finance crop operations.

39.101 (14) Statutory provisions; exemp-
tions from tax on corporations corpora-
tions organized to hold title to property
for exempt organizations.

39.101 (14)-i Corporations organized to
hold title to property for exempt
organizations.

39.101 (15)-(18) Statutory provisions: ex-
emptions from tax on corporations: In-
strumentalities of the Unitecl States;
employees' beneficiary assoolations:
teachers'. retirement fund associations,
religious or apostolic organizations.,

39.101 (18)-1 Religious or apostolic asso-
ciations or corporations.

39.101 (19) Statutory provlsions exomp-
tions from tax on corporations em-
ployees' beneficiary associations.

39.102 Statutory provisions, surtax on cor-
porations improperly accumulating
surplus.

39.102-1 Taxation of corporation formed or
utilized for avoidance of surtax.

39.102-2 Purpose to avoid surtax: ovidonco
burden of proof; definition of holding or
investment company.

39.102-3 Unreasonable accumulation of
profits.

39.102-4 CompUtation of undistributed see-
tion 102 net income.

39.103-104 Statutory provisions tax on citi-
zens and corporations of certain foreign
countries; banks and trust companies,

39.104-1 Tax on banks.
39.104-2 Mutual savings banks, building and

loan associations, and cooperative baiks,
39.105 Statutory provisions; sale of oil or

gas properties.
39.105-1 Surtax on sale of oil or gas proper-

ties.
39.106 Statutory provisions, claims against

United States involving acquisition of
property.

39.106-1 Surtax on certain amounts received
from the 

T
.'nited States,

39.107 Statutory provisions; compensation
for services reiidered for a period of 80
months or more and back pay.

39.1*07-1 Personal services.
39.107-2 Artistic work or invention.
39.107-3 Back pay attributable to prior

taxable years.
39.108 Statutory provisions fiscal year tax-

payers.
39.105-1 Computation of tax of individuals

for taxable years beginning in 1953 and
ending in 1954.

39,108-2 Computation of tax of corpora-
tions for taxable years beginning before
April 1, 1954, and ending after March 31,
1954.

39.109 Statutory provisions; Western Hemi-
sphere trade corporations.

39.109-1 Western Hemisphere trade corpora-
tions.

39.110 Statutory provisions; mutual savings
banks conducting life insurance business,

39.110-1 Mutual savings banks conducting
life Insurance business.

SUPPLEMENT n--cOMPUTATION Or NET INCOMni

39.111 Statutory provisions: dotermination
of amount of, and recognition of, gain
or loss.

39.111-1 Computation of gain or loss.
39.112 (a) Statutory provisions recognition

of gain or loss; general rule.
39.112 (a)-1 Sales or exchanges,
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Sec.
39.112 (a)-2 Use of term "assumption of

liabilities!'
39.112 (b) (1) Statutory provisions; recog-

nition of gain or loss; exchanges solely
in kind; property held for productive
use or investment.

39.112 (b) (1)-1 Property held for produc-
tive use In trade or business or for In-
vestment.

39.112 (b) (2) Statutory provisions; recog-
nition of gain or loss; exchanges solely
in kind; stock for stockof same corpora-
tion.

39.112 (b) (2)-1 Stock for stock of the same
corporation.

39.112 (b) (3)-(5) Statutory provisions; rec-
ognition of gain or loss; exchanges solely
in kind; stock for stock on reorganiza-
tion: gain of corporation; transfer to
corporation controlled by transferor.

39.112 (b) (5)-i Transfer of property to
corporation controlled by transferor.

39.112 (b) (5)-2 Treatment of assumptions
of liabilities.

39.112 (b) (5)-3 Records to be kept and
information to be filed.

39.112 (b) (6) Statutory provisions; recog-
nition of gain or loss; exchanges solely
in kind; property received by corpora-
tion on complete liquidation of another.

39.112 (b) (6)-i Distributions in liquida-
tion of subsidiary corporation.

39.112 (b) (6)-2 Liquidations completed
_ within one taxable year.

39.112 (b) (6)-3 Liquidations covering more
than one taxable year.

39.112 (b) (6)-4 Distributions in liquida-
tion as affecting minority Interests.

39.112 (b) (6)-5 Records to be kept and in-
formation to be filed with return.

39.112 (b) (7) Statutory provisions; recog-
nition of gain or loss; exchanges solely
in kind; election as to recognition of
gain In certain corporate liquidations.

39.112 (b) (7)-1 Corporate liquidation in
calendar month in 1952.

39.112 (b) (7)-2 Qualified electing share-
holder.

39.112 (b) (7)-3 Making and Mling of writ-
ten elections.

39.112 (b) (7)-4 Treatment of gain.
39.112 (b) (7)-5 Records to be kept and In-

formation to be filed with return.
39.1-12 (b) (8)-(9) Statutory provisions;

recognition of gain or loss; exchanges
solely in kind; exchanges and distribu-
tions in obedience to orders of Securities
and Exchange Commission; property
transfers on certain railroad reorganiza-
tions.

39.112 (b) (9)-1 Nonrecognition of loss
upon transfer of property of railroad
corporation.

39.112 (b) (10) Statutory provisions; rec-
ognition of gain or loss; exchanges solely
in -kind; transfers of property on reor-
ganization of corporations in certain
receivership and bankruptcy proceed-
ings.

39.112 (b) (10)-1 Transfer of property of
insolvent corporation in corporate reor-
ganization receivership proceeding.

39.112 (b) (10)-2 'Records to be kept and
information to be filed.

39.112 (b) (11) Statutory provisions; rec-
ognition of gain or loss; exchanges solely
in kind; distribution -of stock not in
liquidation.

39.112 (b) (11)-i Certain distributions of
stock on reorganization.

39.112 (b) (11)-2 Limitations upon the
application of section 112 (b) (11).

39.112 (c) Statutory provisions; recogni-
tion of gain or loss; gain from exchanges
not solely in kind.

39.112 (c)-1 Receipt of other property or
money in tax-free exchange not con-
nected with corporate reorganization.

FEDERAL REGISTER

Sec.
39.112 (d)-(e) Statutory provilions; rec-

ognition of gain or loss; gain of corpora-
tion from exchanges not rolely in kind:
loss from exchanges not solely in kind.

39.112 (e)-I Nonrecognition of lo-s.
39.112 (f) Statutory provislons,; recognition

of gain or loss; involuntary conversion of
prope:ty.

39.112 (f)-I Involuntary conversion vhero
disposition of the converted property
occurred after December 31, 1050.

39.112 (g) Statutory provisions; recognitlon
of gain or loss; deilnition of reorganiza-
tion.

39.112 (g)-I Purpose and scope of exception
of reorganization exchanges.

39.112 (g)-2 Definition of terms.
39.112 (g)-3 Exchange3 colely of stock or'

securities, or property, rolely for stock:
or securities, in pursuance of plan of
reorganization.

39.112 (g)-4 Exchanges in reorganization
for stock or securities and other property
or money.

39.112 (g)-6 Receipt of stock or cecurities
in reorganization without surrender of
stock by shareholder.

39.112 (g)-6 Records to be kept and in-
formation to be filed with returns.

39.112 (h) Statutory provaions; recognition
of gain or loss; definition of control

39.112 (h)-I Control of corporation.
39.112 (1) Statutory provisions; recognition

of gain or loss; exchanges involving
foreign corporations.

39.112 (1)-i Reorganization with, or trans-
fer of property to or from, a foreign
corporation.

39.112 (j)-(k) Statutory provisions; recog-
nition of gain or loss; cros reference;
assumption of liability.

39.112 (k)-I Assumption of liabilities not
to be taken into account for purpose of
recognizing gain or loss.

39.112 (1) 'Statutory provisions; recognition
of gain or loss; exchanges by recurlty
holders In connection with certain cor-
porate reorganizations.

39.112 (1)-1 Exchange in connection vith
reorganization of insolvent corporation.

39.112 (l)-2 Records to be kept and Infor-
mation to be filed.

39.112 (m) Statutory provisions; reco--nl-
tion of gain or loss; gain from sole or
exchange to effectuate pollcles of Federal
Communications Commicson.

39.112 (m)-1 Gain from sale or exchange to
effectuate policies of Federal Communi-
cations Commission.

39.112 (m)-2 Nature and effect of election.
39.112 (m)-3 Reduction of basis of property

pursuant to election under cection 112
(m).

39.112 (m)-4 Manner of election.
39.112 (n) Statutory provisions; recen-

tion of gain or loss; gain from rale or ex-
change of residence.

39.112(n)-i Gain from sale or exchange of
residence.

39.113 (a) Statutory provlons; adjusted
basis for determining gain or loss; basis
(unadjusted) of property; general rule.

39.113 (a)-1 Scope of basis for determining
gain or loss.

39.113 (a)-2 General rule.
39.113 (a) (1) Statutory provisions; ad-

justed basis for determining gain or
loss; basis (unadjusted) of property;
Inventory items.

39.113 (a) (1)-i Property Included In in-
ventory.

39.113 (a) (2) Statutory provisions; ad-
justed basis for determining gain or Io=;
basis (unadjusted) of property; gifts
after December 31, 1920.

39.113 (a) (2)-i Property transmitted by
gift after December 31, 1920.

39.113 (a) (3) Statutory provisions; ad-
-justed basis for determining gain or le=;
basis (unadjusted) of property; transfers
in trust after December 31, 1920.

5775

sec.
39.113 (a) (3)-i Transfer In trust after De-

cember 31, 1920.
39.113 (a) (4) Statutory provisions; ad-

justed basl for determining gain or lczz;
basis (unadjusted) of property; Cfts or
transfers in tru-t before January 1, 1521.

39.113 (a) (4)-i GIft or transfer in trust
before January 1. 1921.

39.113 (a) (5) Statutory provis anz; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; property
transmitted at death.

39.113 (a) (5)-1 Bas of property ccqulred
by bequest devise, or Inheritance.

39.113 (a) (6) Statutory provisions; ad-
justed basis for determining gain or lo=;
basis (unadjusted) of property; tax-free
exchanges generally.

39.113 (a) (6)-1 Pronerty acquired upon a
tax-free exchange.

39.113 (a) (6)-2 Treatment of asuamptfon
of liabilities.

30.113 (a) (7) Statutory provisions; ad-
justed basis for determining gain or los;
basis (unadjusted) of property; trans-
fers to corporation.

39.113 (a) (7)-1 Property acquired by cor-
poration in reorganization after Decem-
ber 31, 1917.

39.113 (a) (8) Statutory provisions: ad-
justed, basis for determining gain or loss;
basis (unadjusted) of property; property
acquired by issuance of stock or as paid-
in surplus.

39.113 (a) (8)-i Property acquired by a cor-
poration after December 31, 1920.

39.113 (a) (9) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; involun-
tary conversions.

39.113 (a) (9)-i Property acquired as a re-
sult of an Involuntary conversion.

39.113 (a) (10) Statutory provisions; ad-
justed basis for determining gain or losss
basis (unadjusted) of property; wash
sales of stock.

39.113 (a) (10)-I Stocks or securities ac-
quired in '%ash sales."

39.113 (a) A11) Statutory provisions; ad-
justed basis for determining gain or ioss;
basis (unadjusted) of property; property
acquired during afliation.

39.113 (a) (11)-1 Bas.s of property acquired
,during affiliation.

39.113 (a) (12) Statutory provisions; ad-
justed basis for determining gain or iozs;
basis (unadjusted) of property; basis
established by Revenue Act of 1932.

39.113 (a) (12)-i Basis of property estab-
lished by Revenue Act of 1932.

39.113 (a) (13) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; property
acquired by or from partnerships.

39.1123 (a) (13)-i Property contributed in
kind by a partner to a partnership.

39.113 (a) (13)-2 Readjustment of partner-
ship Interests.

39.113 (a) (14) Statutory provisions; ad-
justed basis for determining gain or los;
basis (unadjusted) of property; property
acquired before March 1, 1913.

39.113 (a) (14)-i Property acquired before
March 1, 1913.

39.113 (a) (15) Statutory provisions; ad-
justed bsis for determining gain or loss;
bais (unadjusted) of property; property
received by a corporation on complete
liquidation of another.

39.113 (a) (15)-1 Bab of property received
by a corporation in complete liquidation
of another corporation.

39.113 (a) (16) Statutory provisions; ad-
justed basis for determining gain or loSs;
basis (unadjusted) of property; basis e-
tablizhed by Revenue Act of 1434.

39.113 (a) (16)-i 3 of property cstab-
1Lbed by Revenue Act of 1934.
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See.
39.113 (a) (17)-(18) Statutory provisions;

adjusted basis for determining gain or
loss; basis (unadjusted) of property;
cross reference; property received in cer-
tain corporate liquidations.

39.113 (a) (18)-1 Basis of property received
in certain corporate liquidations.

39.113 (a) (19) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; stock
dividends and stock rights.

39.113 (a) (19)-i Basis of stock and rights
involved in the acquisition of stock
dividends or stock rights; general rules.

39.113 (a) (19)-2 Exceptions to general
rules.

39.113 (a) (20) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; property
acquired by railroad corporation.

39.113 (a) (20)-1 Property acquired by rail-
road corporation in a receivership or
railroad reorganization proceeding.

39.113 (a) (21) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; property
acquired by street, suburban, or inter-
urban electric railway corporation.

39.113 (a) (21)-1 Property acquired byelec-
tric railway corporation in corporate
reorganization proceeding.

39.113 (a) (22) Statutory provisions; ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; property
acquired on reorganization of certain
corporations.

39.113 (a) (22)-1 Basis of property acquired
by corporation as result of certain cor-
porate reorganization or receivership
proceedings.

39.113 (a) (23) Statutory provisions;- ad-
justed basis for determining gain or loss;
basis (unadjusted) of property; stock
acquired in tax-free distributions.

39.113 (a) (23)-1 Basis of stobk on certain
distributions on reorganization.

39.113 (b) (1) Statutory provisions; ad-
Justed basis for determining gain or
loss; general rule.

39.113 (b) (1)-1 Adjusted basis.
39.113 (b) (1)-2 Adjusted basis; cancella-

of indebtedness.
39.113 (b) (1)-3 Adjusted basis; cancella-

tion of indebtedness; special cases.
39.113 (b) (1)-4 Adjusted basis; mnual

savings banks, building and loan associa-
tions, and cooperative, banks.

39.113 (b) (2) Statutory provisions; ad-
justed basis for determining gain or
loss; substituted basis.

39.113 (b) (2)-1 Substituted basis.
39.113 (b) (3) Statutory provisions; ad-

justed basis for determining gain or
loss; discharge 'of indebtedness.

39.113 (b) (3)-i Adjusted basis; discharge
of corporate indebtedness; general, rule.

39.113 (b) (3)-2 Adjusted basis; discharge
of corporate indebtedness; special cases.

39.113 (b) (4) Statutory provisions; ad-
justed basis for determining gain or
loss; adjustment of capital structure
before September 22, 1938.

39.113 (b) (4)-i Adjusted basis; exception
to section 270 of the Bankruptcy Act, as
amended.

39.113 (c) Statutory provisions; adjusted
basis for determining gain or loss; prop-
erty on which lessee has made improve-
ments.

39.113 (c)-1 Property on which lessee has
made improvements.

39.113 (d) Statutory provisions; adjusted
basis for determining gain or loss; de-
preciation, etc., allowed before 1952.

39.113 (d) -i Election as to amounts allowed
in respect of depreciation, etc., before
1952.

39.114 Statutory provisions; basis for de-
preciation and depletion.

Sec.
39.114-1 Basis for allowance of depreciation

and depletion.
39.115 (a) Statutory provisions; distribu-

tions by. corporations; definition of
dividend.

39.115 (a)-1 Dividends.
39.115 (a)-2 Earnings or profits.
39.115 (a)-3 Effect on earnings or profits of

certain tax-free exchanges and tax-free
distributions.

39.115 (b) Statutory provisions; distribu-
tions by corporations; source of distri-
bution.

39.115 (b)-1 Sources of distribution in
general.

39.115 (a) Statutory provisions; distribu-
tions by corporations; distributions in
liquidation.

39.115 (c)-1 Distributions in liquidation.
39.115 (d) Statutory provisions; distribu-

tions by corporations; other distribu-
tions from capital.

39.115 (d)-1 Distributions other than a
dividend.

39.115 (d)-2 Distributions from depletion
or depreciation reserves.

39.115 (e)-(f) Statutory provisions; dis-
tributions by corporations; distributions
by personal service corporations; stock
dividends.

39.115 (f)-1 Stock dividends.
39.115 (f)-2 Election of shareholders as to

medium of payment.
39.115 (g) Statutory provisions; distribu-

tions by corporations; redemption of
stock.

39.115 (g)-1 Distribution in redemption or
cancellation of stock taxable as a divi-
dend.

39.115 (h)-(j) Statutory provisions; dis-
tributions by corporations; effect on
earnings and profits of distributions of
stock; definition of partial liquidation;
valuation of dividend.

39.115 (j)-1 Dividends paid in property.
39.115 (k)-(1) Statutory provisions; dis-

tributions by corporations; cross refer-
ence; effect on earnings and profits of
gain or loss and of receipt of tax-free
distributions.

39.115 (1)-1 Effect on earnings and profits
of gain or loss realized after February
28, 1913.

39.115 (l)-2 Effect on earnings and profits
of receipt of tax-free distributions re-
quiring adjustment or allocation of
basis of stock.

39.115 (m) Statutory provisions; distribu-
tions by corporations; earnings and
profits, increase in value of property ac-
crued before March 1, 1913.

39.115 (m)-1 Adjustments to earnings and
profits reflecting increase in value ac-
crued before March 1, 1913.

39.116 Statutory provisions; additional ex-
clusions from gross income.

39.116-1 Earned income from sources with-
out the United States.

39.116-2 Income of foreign governments, in-
ternational organizations, and their em-
ployees.

39.116-3 Bridges to be acquired by State or
political subdivisions.

39.116-4 Exclusion of certain cost-of-living
allowances.

39.116--5 Exclusion of certain allowances of
Foreign Service personnel.

39.116-6 Exclusion of certain income from
sources within Puerto Rico.

39.117 (a) Statutory provisions; capital
gains and losses; definitions.

39.117 (a)-1 Meaning of terms.
39.117 (b) Statutory provisions; capital

gains and losses; deduction from gross
income.

39.117 (b)-1 Deduction for long-term capi-
tal gains.

39.117 (c) Statutory provisions; capital
gains and losses; alternative taxes.

Sec.
39.117 (c)-i Alternative tax in easo not

long-term capital gain exceeds not short-
term capital loss.

39.117 (d) Statutory provisions; capital
gains and losses; limitation on capital
losses.

39.117 (d)-1 Limitation on capital losses,
39.117 (e) Statutory provisions: capital

gains and losses; capital loss carry-over,
39.117 (e)-1 Net capital lots carry-over,
39.117 (f)-(g) Statutory provisions; capital

gains and losses: retirement of bonds,
etc., gains and losses from short sales,
etc.

39.117 (g)- Gains and losses from short
sales, in general.

39.117 (g)-2 Gain attributable to anmorti-
zation deduction,

39.117 (h) Statutory provisions; capital
gains and losses; holding period of
property.

39.117 (h)-I Determination of period for
which capital assets are held,

39.117 (i)-(J) Statutory provisions capital
gains and losses; bond, etc., losses of
banks; gains and losses from involuntary
conversions and from sales or exchanges
of certain property used in the trade or
business.

39.117 (j)-1 Gains and losses from InV91un.
tary conversions and from the sale or
exchange of certain property used in the
trade or business.

39.117 (j)-2 Livestock held for draft, breed-
ing, or dairy purposes.

39.117 (k) Statutory provisions: Capital
gains and losses; gain or loss in the case
of timber or coal.

39.117 (k)-1 Gain or loss upon the cutting
and disposal of timber and the disposal
of coal.

39.117 (1) Statutory provisions capital
gains and losses; short sales, eto,

39.117 (l)-1 Gains and losses from certain
short sales of capital assets,

39.117 (in) Statutory provisions capital
gains and losses; collapsible corporations,

39.117 (m)-1 Collapsible corporations.
.39.117 (n) Statutory provisions; gains and

losses from sales or exchanges of securi-
ties by dealers in securities.

39.117 (n)-I Dealers in securities,
39.117 (o) Statutory provisions; gain from

sale of certain property between spouses
or between an individual and a con-
trolled corporation.

39.117 (o)-1 Gain from sale or exchange of
certain property between spouses or be-
tween an individual and a controlled
corporation.

39.117 (p) Statutory provisions, treatment
of termination payments to employee,

39.117 (p)-l Capital gains treatment of cer-
tain termination payments.

39.118 Statutory provisions; losses from
wash sales of stock or securities,

39.118-1 Losses from wash sales of stock or
securities.

39.119 (a) Statutory provisions; income
from sources within the United States;
gross income.

39.119 (a)-1 Interest.
39.119 (a)-2 Dividends,
39.119 (a)-3 Compensation for labor or

personal services,
39.119 (a)-4 Rentals and royalties.
39.119 (a)-5 Sale of real property.
39.119 (a)-6 Sale of personal property,
39.119 (a)-7 Other income from sources

within the United States.
39.119 (b) Statutory provisions: income

from sources within the United States:
net income.

39.119 (b)-1 Apportionment of deductions,
39.119 (c) Statutory provisions: Income

from sources within the United States:
gross income from sources without the
United States.

39.119 (c)-I Income from sources without
the United States.
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39.119 (d)-(e) Statutbry provisions; In-

come from sources within the United
States; net income from sources with-
out the United States; income from
sources partly within and partly without,
the United States.

39.119 (e)-1 Income from the sale of per-
sonal property derived from sources
partly within and partly without the
United States.

39.119-. (e)-2 Transportation service.
39.119 (e)-3 Telegraph and cable service.
39.119 (e)-4 Computation of Income.
39.119 (f) Statutory provisions; income

from sources within the United States;
definitions.

39.120 Statutory provisions; unlimited de-
duction for charitable and other con-
tributions.

39.120-1 Unlimited deduction for charitable
and other contributions.

39.121-122 Statutory provisions; deductions
of dividends paid on certain preferred
stock of certain corporations; net oper-
ating loss deduction.

39.122-1 Net operating loss deduction.
39.122-2 Computation of net operating loss

in case of corporation.
39.122-3 Computation of net operating loss

in case of a taxpayer other than a cor-
poration.

9122-4 Computation of net operating
loss carry-overs and net operating loss
carry-back.

39.122-5 -Conversion of net operating loss
carry-back and net operating loss carry-
overs into net -operating loss deduction.

^9.123 Statutory provisions; commodity
credit loans.

39.123-1 Election to include loans in in-
come.

19.123-2 Effect of election on adjustments
for other taxable years.

39.124 Statutory provisions; amortization
deduction.

39.124-A (a) Statutory provisions; amortiza-
tion deduction; general rule.

39.124A (a)-1 Amortization deduction; gen-
eral rule.

39.124A (b) Statutory provisions; amortiza-
tion deduction; election.

39.124A (b)-1 Election of amortization.
39.124A (c) Statutory provisions; amortiza-

tion deduction; termination.
39124A (c)-1 Election to discontinue amor-

tization.
39.124A (d) Statutory provisions; amortiza-

tion deduction; definitions.
39.124A (d)-1 Definitions.
39.124A (e) Statutory provslions; amortiza-

tion deduction; adjusted basis of emer-
gency facility.

39124A (e)-1 Adjusted basis of emergency
facility.

39.124A (f) Statutory provisions; amortiza-
tion deduction; depreciation.

39.124A (f)-1 Depreciation of portion of
emergency facility not subject to amor-
tization.

39.124A (g) Statutory provisions; amortiza-
tion deduction; payment by United
States of unamortized cost of facility.

39.124A -(g)-i Payment by United States of
unamortized cost of facility.

39.124r (h) Statutory provisions; amortiza-
tion deduction; life tenant and remain-
derman.

39.124A (h)-1 Life tenant and remainder-
man.

39.124A (I) Statutory provisions; amortiza-
tion deduction; cross reference.

39.124A (i)-1 Cross reference.
39.125 (a) Statutory provisions; amor-

tizable bond premium; general rule.
39.125 (a)-1 In general.
39.125 (a)-2 Bonds owned by decedents.

39.125 (b) Statutory provisions; amortizable
bond premium; amount,

39.125 (b)-1 Bond premium and amortizable
bond premium.

FEDERAL REGISTER

Sec.
39.=5 (b)-2 Callable and convertible bonds.
39.125 (b)-3 Capitalized expense.
39.125 (b)-4 Taxable yeara in which interest

not received or accruable.
39.25 (b)-5 Methods of amortization.
39.125 (c) Statutory provisions; amortizable

bond premiums; election with respect
to taxable and partially taxable bonds.

39.125 (c)-I Election.
39.125 (c)-2 Partially tax-exempt bonds

owned by" estates, trusts, partne rhips,
etc.

39.125 (d)-(e) Statutory provisions; amor-
tizable bond premium; definition of
bond; dealers In tax exempt securlties,
cross referenc-

39.126 (a) Statutory provisions; Income In
,respect of decedents; gross Income In-
cluslons.

39.126 (a)-1 Inclusion In gross Income of
Income In respect of a decedent.

39.126 (b) Statutory provisions; Income in
respect of decedents; allowance of deduc-
tions and credit.

39S.126 (b)-i Allowance of deductions and
credit in respect of decedent.

39.126 (c) Statutory provisions; Income In
respect of decedents; deduction for
estate tax.

$9.126 (c)-1 Deduction for estate tax at-
tributable to income In respect of
decedent.

39.127 (a) Statutory provisions; war losse3;
application.

39.127 (a)-1 War losses generally.
39.127 (b)-(c) Statutory provisions; war

losses; amount of loss; recoveries.
39.127 (c)-1 Recoveries In respect of war

losses.
39.127 (d) Statutory provisions; war lc=css

basis of recovered property.
39.127 (d)-1 Basis of recovered property.
39.127 (e)-(f) Statutory provisions; war

losses; partial -.orthlecsnem of certain
investments; determination of tax bene-
fits.

39.127 (f)-1 Determination of tax benefits
from allowable deductions.

39.128 Statutory provisions; recovery of un-
constitutional Federal taxes.

39.128-1 Recovery of unconstitutonal taxes.
39.129 Statutory provisions; acquisitions

made to evade or avoid income or excess
profits tax.

39.129-1 Meaning and uso of terms.
39.129-2 Purpose and scope of rection 129.
39.129-3 Instances In which section 129 (a)

disallows a deduction, credit, or other
allowance.

39.129-4 Power of Comm'ssoner to allocate
deduction, credit or allowance in part.

39.130 Statutory provisions; limitation on
deductions allowable to Individuals in
certain cas-3.

39.130-1 Limitation on deductions allowable
to Individuals In certain cas.

39.130A Statutory provisions; employee
stock options.

39.130A-1 Meaning and us of certain terms.
39.130A-2 Restricted stock option.
39.130A-3 Exercise of restrlctcd stock option.
39.130A-4 Modification, extension, or re-

nev.al.
39.130A-5 Operation of cection 130A.

SUPPLEENT C-C ITS AG.MST TAX
39.131 (a) Statutory provisions; toxe of

foreign countries and pozsessions of
United States; allowance of credit.

3t.131 (a)-1 Analysis of credit for taxes.
39131 (a)-2 Countries which do or do not

satisfy the similar credit requirement.
39.131 (b) Statutory provisions; taxes of

foreign countries and po-esons of
United States; limit on credit.

39.131 (b)-1 Limitations on credit for for-
eign taxes.

39.131 (c) Statutory provisions; taxes of
foreign countries and posessions of
United States; adjustments on payment
of accrued taxes.
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39.131 (c)-1 Redetermination of tax when

credit prove incorrect.
39131 (c)-2 Credit for taxes accrued but

not paid.
39131 (d) Statutory provisions; taxes of

foreign countries and possesions of
United States; year in which credit
taken.

39.131 (d)-1 Vhen credit for taxes may be
taken.

39.131 (a) Statutory provisions; taxes of
foreign countries and possession of
United States; proof of credits.

39131 (e)-1 Conditions of allowance of
credit.

39.131 (f) Statutory provisions; taxes of
forela countries and posze-ons of
United States; taxes of foreign corpora-
tion.

'39.131 (f)- Taxe of foreign corporatlon.
39.131 (g)-(h) Statutory provisions; t-x s,

of foreign countries and pas-asisna of
United States; corporations treated =s
foreign; credit for taxes in lieu of In-
come. etc . taxes.

39.131 (h)-1 Meaning of terms.
39.131 (l)-(J) Statutory provisions; taxes

of forelgn countries and possslonz of
United States; tax withheld at source;
tax Imposed by subchapter D.

39.131 (j)-1 Credit against exces3 profits
tax Imposed by subchapter D.

sin'PLmxxr.T D-axun;S AND PA=z r as' TAX
39.141 Statutory provisions; consolidated

returns.
39.141-1 Consolidated income and exce3

profits tax returns of affillated corpora-
tions.

39.142 Statutory provisions.; fiduciary re-
turns.

39.142-1 Fiduciary returns.
39.142-2 Returnby guardian or committse.
39142-3 Returns in case of two trusts.
39.142-4 Return by receiver.
39.142-5 Return for nonresident alln bene-

ficlary.
39.142-6 Time for filing return upon death,

or termination of trust.
39.143 Statutory provisions; withholding of

tax at source.
39143-1 WIthholding tax at source.
39.143-2 Fixed or determinable annual or

periodical income.
39.143-3 Exemption from withholding.
39.143-4 0"mership certificates for bond

laterat.
39.143-5 Form of certificate for citizens or

redents
39.143-6 Form of certificate for nonresident

allen, nonresident forelzn corporations,
and unknown owners.

39.143-7 Return and payment of tax with-
hold.

39.143-8 Owncrship certificates in the crze
of fiduciaries and'Jolint ormer.

39.143-9 Return of income from whi-h t:
.as wlthheld.

39144 Statutory provisions; pavrrnt of
corporation income tax at sourca.

39144-1 Withholding in the case of non-
resident forelgn corporatlons.

39144-2 Aids to withholding -entz in
determining liability for withholdir.- of
tax.

39.145 Statutory provisions: penalti-s
39.145-1 Penaltile.
39140 Statutory provisons; closing by

Commicsloner of taxable year.
39.14C-1 Termination of the taxable parlod

by Commissloner.
89147 Statutory provizions; information at

cource.
39.147-1 Return of information as to pay-

mentz of $CO0 or more.
39.147-2 Return of Information as to pay-

mentz to employees.
39.147-3 Caes where no return of inform--

tion required.
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39.147-4 Return of information as to cer-

tain interest.
39.147-5 Return of information as to pay-

ments to other than citizens or residents.
39.147-6 Foreign items.
39.147-7 Return of Information as to foreign

items.
39.147-8 Information as to actual owner.
39.148 (a) Statutory provisions; informa-

tion by corporations; dividend payments.
39.148 (a)-l Rcturn of information as to

payments of dividends.
39.148 (b)-(d) Statutory provisions; infor-

mation by corporations; profits declared
as dividends; accumulated earnings and
profits; contemplated dissolution or
liquidation.

39.148 (d)-1 Return of information respect-
ing contemplated dissolution or liquida-
tion.

39.148 (e) Statutory provisions; informa-
tion by corporations; distributions in
liquidation.

39.148 (e)-1 Returnof information respect-
ing distributions in liquidation.

39.148 (f) Statutory .provisions; informa-
tion by corporations; patronage divi-
dends.

39.148 (f)-1 Returns of information as to
patronage dividends, rebates, or refunds.

39.149-150 Statutory p:ovislons; returns of
brokers; collection of foreign-items.

39.150-1 License to collect foreign items.
39.151-153 Statutory provisions; foreign

personal holding companies; Pan-Ameri-
can trade corporations; information re-
quired from- certain tax-exempt organi-
zations and certain trusts.

39.153-1 Information required from certain
tax-exempt organizations.

39.153-2 Information required of certain
trusts claiming charitable- or. other de-
ductions under section 162 (a).

39.153-3 Publicity of returns.
39.153-4 Penalties.
39.154 Statutory provisions; income taxes

of members of armed forces upon death.
39.154-1 Abatement of income taxes of cer-

tain members of the armed forces of the
United States upon death.

SUPPLEMENT E-ESTATzS AND TRUSTS
39.161 Statutory provisions; estates and

trusts; imposition of tax.
39.161-1 Imposition of the tax.
39.162 Statutory provisions; estates and

trusts; net income.
39.162-1 Income of estates and trusts.
39.162-2 Allocation of estate and trust in-

come to legatees and beneficiaries.
39.162-3 Rules for the application of sec-

tion 162 (a) in the case of trusts.
39.162-4 Disallowance to donors of'.certain

charitable, etc., deductions for gifts made
in trust.

39.163 Statutory provisions; estates and
trusts; credits against net income.

3t;.163-1 Credits to estate, trust, or bene-
ficiary.

39.164-165 Statutory provisions; estates and
trusts; different taxable years; employees'
trusts.

39.165-1 Employees' trusts.
39.165-2 Impossibility of diversion under

the trust instrument.
39.165-3 Rquirements as to coverage.
39.165-4 Discrimination as to contributions

or benefits.
39.165-5 Period for which requirements of

section 165 (a) (3), (4), (5), and (6) are
applicable.

39.165-6 Taxability of beneficiary under a
trust which meets the requirements of
section 165 (a).

39.165-7 Treatment of beneficiary of a trust
not exempt under section 165 (a).

39.106 Statutory provisions; estates and
trusts; revocable trusts.

39.166-1 Trusts with power to revest corpus
in the grantor.

See.
39.167 Statutory provisions; estates and

trusts; income for benefit of grantor.
39.167-1 Trusts in the income of which the

grantor retains an interest.
39.167-2 Discretionary trusts for mainte-

nance or support of certain beneficiaries.
39.168-169 Statutory provisions; estates and

trusts; taxes of foreign countries and
possessions of United States; common
trust funds.

39.169-1 Common trust fund defined.
39.169-2 Income of participants In common

trust fund.
39.169-3 Computation of common trust

fund income.
39.169-4 Admission and withdrawal of par-

ticipants from the common-trust fund.
39.169-5 Returns of common trust funds,
39.170 Statutory provisions; estates and

trusts; net operating losses.
39.170-1 Net operating loss deduction in the

case of estates, trusts, and common trust
funds.

39.171 Statutory provisions; estates and
trusts; income in divorce, etc., cases.

39.171-1 Income of trust in case of divorce,
etc.

39.171-2 Application of trust rules to ali-
mony payments.

39.172 Statutory provisions; estates and
trusts; allowance of amortization deduc-
tions.

39.172-1 Amortization of emergency facility
of estate or trusts.

SUPPLEMENT F-PARTNERSHIPS

'39.181 Statutory provisions; partnerships;
liability for tax.

39.181-1 Partnerships.
39.182 Statutory provisions; partnerships;

tax of partners.
39.182-1 Distributive shares of partners.
39.183 Statutor- provisions; partnerships;

computation of income.
39.183-1 Computation of partnership in-

come.
39.184 Statutory provisions; partnerships;

credits against net income.
39.184-1 Credits allowed partners.
39.185-187 Statutory provisions; partner-

ships; earned income; taxes of foreign
countries and possessions of United
States; returns.

39.187-1 Partnership returns.
39.188-189 Statutory provisions; partner-

ships; different taxable years of partner
and partnership; net operating losses.

39.189-1 Net operatingloss deduction in the
case of partners.

39.190 Statutory provisions; partnerships;
allowance of amortization deduction.

39.190-1 Amortization of emergency facility
of partnership.

39.191 Statutory provisions; partnerships;
family partnerships.

39.191-1 Family partnerships.
39.191-2 Allocation of family partnership

income.
SUPPLEELIT G-INSUANCE COMPArIES

39.201 Statutory provisions; -tax on life in-
surance companies.

39.201-1 Tax on life insurance companies.
39.201-2 Foreign life insurance companies.
39.201-3 Life insurance companies; defini-

tion.
39.201-4 Life insurance reserves.
39.201-5 Interest paid.
39.201-6 Adjusted reserves.
39.201-7 Net income and deductions.
39.201-8 Real estate owned and occupied.
39.201-9 Amortization of premium and

accrual of discount.
39.202 Statutory provisions; life insurance

companies; adjusted normal-tax net in-
come.

39.202-1 Reserve and other policy liability
credit for adjusted nogral-tax net in-
come.

39.202-2 Adjustment for certain reserves.

Sec.
39.203 Statutory provisions. life insurance

companies; adjusted corporation surtax
net income.

39.203-1 Reserve and other policy liability
credit for adjusted corporation surtax
net Income.

39.203A Statutory provisions; life insuranco
companies; 1951 and 1952 adjusted
normal-tax net income.

39.203A-1 Tax on life insurance companies
in the case of a taxable year bogInning
in 1952.

39.203A-2 Reserve interest credit.
39.204 Statutory provisions, tax on insur-

ance companies other than life or
mutual.

39.204-1 Tax on insurance companies other
than life or mutual, mutual marine in-
surance companies, and mutual fire in-
surance companies issuing perpetual
policies.

39.204-2 Gross income.
30.204-3 Deductions.
39.205-207 Statutory provisions; insurance

companies: taxes of foreign countries
and possessions of United States, Com-
putation of gross income, tax on mutual
insurance companies other than life or
marine.

39.207-1 Tax on mutual insurance com-
panies other than life or marine or fire
insurance companies subject to the tax
imposed by section 204.

39.207-2 Net premiums.
39.207-3 Dividends to policyholders.
39.207-4 Net income and deductions.
39.207-5 Real estate owned and occupied.
39.207-6 Amortization of premium and ac-

crual of discount.
30.208 Statutory provisions; insurance com-

panies; not operating losses.
eUPPLEMEMsr U-NONUIDMTos~ ALXin

INDIVIDUALS
39.211 Statutory provisions; tax on non-

resident alien individuals.
39.211-1 Taxation of aliens in general.
39.211-2 Definition.
39.211-3 Alien seamen as residents.
39.211-4 Proof Of residence of alien.
39.211-5 Loss of residence by alien.
39.211-6 Duty of employer to determine

status of alien employee.
39.211-7 Taxation of nonresidont alion In-

dividuals.
39.212 Statutory provisions: nonresident

alien individuals; gross income,
39.212-1 Gross income of nonresident alien

individuals.
39.212-2 Exclusion of earnings of foreign

ships or aircraft from gross income.
39.213 Statutory provisions: nonresident

alien individuals: deductions.
39.213-1 Deductions allowed nonresident

alien individuals,
39.21. Statutory provisions; nonresident

alien individuals; credits against not in-
come.

39.214-1 Credits to nonresident alien in-
dividuals.

39.215 Statutory provisions: nonresidont
alien individuals; allowance of dedtle-
tions and credits.

39.215-1 Allowance of deductions and cred-
its to nonresident alien individuals.

39.216-217 Statutory provisions; nonresi-
dent alien individuals; credits against
tax; returns.

39.217-1 Time and place for filing returns
of nonresident alien individuals.

39.217-2 Return of income.
39.218 Statutory provisions, nonresident

alien individuals; payment of tax.
39.218-1 Date on which tax shall be paid

by nonresident alien individual.
39.219 Statutory provisions: nonresident

alien individuals; partnerships.
59.219-1 Partnerships.
39.220 Statutory provisions; nonresident

alien individuals; alien residents of
Puerto Rico.
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39.220-1 Alien residents of Puerto Rico.
39.221 Statutory provisions; nonresident

allen individuals; certain foreign exempt
organizations.

sus'rN T I-IOREIG N CORPORATION s

39.231 Statutory provisions; tax on foreign
corporations.

39.231-1 Taxation of foreign corporations.
39.231-2 Gross income of foreign corpora-

tions.
39.231-3 Exclusion of earnings of foreign

ships or aircraft from gross income.
39.232 Statutory provisions; foreign corpo-

rations; deductions..
39.232-1 Deductions allowed foreign corpo-

rations.
39.233 Statutory provisions; foreign corpo-

rations; allowance of .deductions and
credits.

39.233-1 Allowance of deductions and
credits.

39.234-235 Statutory provisions; foreign
corporations; credits against tax; re-
turns.

39.235-1 Time and place for filing returns
of foreign corporations.

39.235-2 Return of income.
39.236 Statutory provisions; foreign corpo-

rations; payment of tax.
39.236-1 Dates on which tax shall be paid

by foreign corporations.
39.237-238 Statutory provisions; foreign

corporations; insurance companies; cer-
tain exempt organizations.

SDPPLEIZENT T-POSSESSIONS OF THE UNTE
STATES

39.251 (a) Statutory provisions; Inco me
from sources within possessions of the
United States; general rule.

39.251 (a)-1 Citizens of the United States
and domestic corporations deriving in-
come from sources within a possession
of the United States.

39.251 (b) Statutory provisions; income
from sources within possessions of the
United States; amounts received In the
United States.

39.251 (b)-1 Income received within the
United States.

39.251 (c) Statutory provisions; in co me
from sources within possession of the
United States; tax of corporations.

39.251 (c)-i Tax in case of corporations.
39.251(d) Statutory provisions; income

from sources within possessions of the
United States; definition.

39.251 (d)-1 Definitions.
39251 (e) Statutory provisions; income

from sources within possessions of the
United States; deductions.

39.251(e)-i Deductions allowed citizens
and domestic corporations entitled to the
benefits of section 251.

39.251 (f)-(g) Statutory provisions; income
from sources within possessions of the
United States; credits against net in-
come; allowance of deductions and
credits.

39.251 (g)-I Allowance of deductions and
credits to citizens and domestic corpo-
rations entitled to the benefits of sec-
tion 251.

39.251 (h)-(j) Statutory provisions; in-
come from sources within possessions of
the United States; credits against tax;
prisoners of war and internees; em-
ployees of the United States.

39.252 Statutory provisions; taxation of
citizens of possessions of the United
States.

39.252-1 Status of citizens of United States
possession.

SuPPnEIENT N-CHMIA TEAE &CT
CORPORATIONS

39.261 Statutory provisions; tax of China
Trade Act corporations.

39.261-1 Tax on China Trade Act corpora-
tions.

No. 189--Pt. I--Sec. 1-2
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39.262 Statutory provisions: China Trade

Act corporations; credit against net in-
come.

39.262-1 Income and deductions of China
Trade Act corporations.

39.262-2 Credits allowed China Trade Act
corporations.

39.262-3 Meaning of terms used in connec-
tion with China Trade Act corporation,.

39.262-4 Withholding by a China Trado Act
corporation.

39.263-265 Statutory provisions; China
Trade Act corporations; credits against
tax; affiliation; income of shareholders

SvPPrIENT L-ASSS-!ENT AND COLECION
OF DEFICINCIES

39.271 Statutory provislons; arsesment and
collection of deficiencies; definition of
deficiency.

39.271-1 Deficiency defined.
39.272 Statutory provisions; a=cmcnt and

collection of deficiencies; procedure.
39.272-1 Assessment of a deficiency.
39.272-2 Collection of a deficiency.
39.272-3 Extension of time for payment of a

deficiency.
39.273 Statutory provisions; a e ment and

collection of deficiencies; Jeopardy as-
sesMments.

39.273-1 Jeopardy assez=ments.
39.274 Statutory provisions; assecsment and

collection of deficiencies; bankruptcy
and receiverships.

39.274-1 Banluptcy and receivership pro-
ceedings.

39.274-2 Immediate assessments In bank-
ruptcy and receivership cases.

39.275-277 Statutory provisions; assssent
and collection of deficiencies; period of
limitation; exceptions; Suspension of
running of period of limitation.

39.275-1 Period of limitation upon assess-
ment of tax.

39.275-2 Period of limitation upon collec-
tion of tax.

SUPPLELIENT -INTEREST AD ADDITIOZS TO
THE TAE

39.291 Statutory provisions; Interest and
additions to the t=ax failure to file
return.

39.291-1 Addition to the tax in cwe of fail-
ure to file return.

39.292-294 Statutory provisions; interest
and additions to the tax Interest on
deficiencies; additions to tax In caso of
deficiency; additions to tax In C~o of
nonpayments.

39.294-1 Additions to the tax.
39.294-2 Substantial overestimate of ex-

pected carry-backs.
39.295-299 Statutory provisions; interest

and additions to tax; time extended for
payment of tax shown on return; time
extended for payment of deficiency;
interest in case of Jeopardy asesnents;
banl=uptey and receiverships; removal
of property or departure from United
States.

SUPPILEEN I-C1ALS AGAINST =iAN5Finms
AND rznUCrsnlss

39.311 Statutory provisions; claim against
transferees and fiduciaries; transferred
assets.

39.311-1 Claims In cases of transferred
assets.

39312 .Statutory provisions; claims against
transferees and fiduciaries; notice of
fiduciary relationship.

39.312-1 Piduciaries.
39.313 Statutory provisions: claims against

transferees and fiduciaries; cross
rnference.

SUPPLEMET O-OV=lPAYLrmrmT
39.321-32 Statutory provisions; overpay-

ment of installment of tax; refunds and
credits.
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3922-1 Authority for abatement, credit,

and refund of tax.
39.322-2 Credit and refund adjustments.
39.322-3 Claims for refund by taxpayers.
3922-4 Claim for payment of Judgment

obtained against district director.
39.322-5 Claim for payment of Judgment

obtained in United States district court
against the United States.

39.322-0 Claim for payment of judoment
obtained In the Court of Claims against
the United States.

39.322-7 Limltationa upon crediting and re-
funding of taxes paid: general rule.

39.322-8 i-mitations upon crediting and re-
funding of taxes paid; In case waiver
executed.

39.322-0 Limitations upon crediting and re-
funding of taxes paid; overpayment on
account of bad debts, worthi e secu-
Titles. ete.

39.322-10 Llmitations upon crediting and
refunding of taxes paid; overpayment
determined by the Tax Court.

3922-11 Limitations upon crediting and
refunding of taxes paid--overpayment
on account of net operating lozs carry-
bacls and unused exee--s profits credit
carry-bacls

39.322-12 Crediting of accounts of district
directors In cacse of assesment3 against
several persons covering same liability.

SUPPLEIM"T r -- 70==r PTEZZONA
EOLDENO COMPANI"r

39331 Statutory provisions; definition of
foreign personal holding company.

39.331-1 Definition of foreign perzonal
holding company.

3931-2 Gros income requirement.
39.331-3 Stock ownership requirement.
39.32 Statutory provisions; foreign per-

sonal holding company income.
39.332-1 Forelgn per-onal holding company

Income.
39333 (a) Statutory provisions; foreign

personal holding companies; construc-
tive atcck-own.erzhip rules.

39.333 (a)-1 Stock ownership.
39.333 (a)-2 Stock not owned by individuaL
39.333 (a)-3 Family and partnership own-

ership.
39.333 (a)-4 Options.
39333 (a)-5 ApplIcatlQnoffamlyandpart-

nerahip rule and option rule.
39.333 (a)-8 Constructive ownership as

actual ownership.
39.333 (a)-7 Option rule in lieu of family

and partnership rule.
3933 (b) Statutory provisions; foreign

pers.onal holding companies; construc-
tivo tock-oWnernhip rules; convertible
ecurities.

39.333 (b)-1 Convertible zecurities.
39334 Statutory provisions; gros income of

foreign personal holding companies.
39.334-1 Gros: income in general for pu=-

p(se of Supplement P.
39234-2 Additions to grocs Income for pur-

poses of Supplement P.
39.335-336 Statutory provisions; foreign

personal holding companlze; undLtrib-
uted Supplement P net income; Supple-
ment P net income.

39.33-1 Supplement P net income.
39.33G-2 Illustration of computation of

Supplement P net Income and undls-
tributed Supplement P net income.

39.337 Statutory provisions; foreign per-
sonal holding companies. Income taxed
to United States shareholders.

39.337-1 Income of foreign personal holding
companies taxed to United States share-
holder.

39.337-2 Credit for obligations of the United
States.

39.337-3 Information in return.
39.37-4 Effect on capital account of foreign

personal holding company and basis af
ntock in hands of shareholders.
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See.
39.338 Statutory provisions; foreign per-

sonal holding companies; information
returns by officers and directors.

39.338-1 Information returns by officers and
directors of certain foreign corporations.

39.338-2 Annual information r~turns by offi-
cers and directors of certain foreign cor-

--porations.
39.338-3 Time and place of filing returns.
39.339 Statutory provisions; foreign per-

sonal holding companies; information
returns by shareholders.

39.339-1 Information returns by sharehold-
ers of certain foreign corporations.

39.339-2 Annual information returns by
shareholders of certain foreign corpora-
tions.

39.339-3 Time and place of filing returns.
39.340 Statutory provisions; foreign per-

sonal holding companies; penalties.
SUPPLEMENT Q-REGULATED INVESTMENT

COMPANIES
39.361 Statutory provisions; definition of

regulated investment company.
39.361-1 Definition of a regulated invest-

ment company.
39.362 Statutory provisions; tax on regu-

lated investment companies.
39.362-1 Earnings and profits of a regulated

investment, company.
39.362-2 Method of taxation of regulated

investment companies.
39.362-3 Records to be kept for purpose of

determining whether a corporation
claiming to be a regulated investment
company is a personal holding company.

39.362-4 Additional information required
in returns of shareholders.

39.362-5 Method of taxation of sharehold-
ers of regulated investment companies.

39.362-6 Distribution of dividends after
close of taxable year.

SUPPLEMENT R-XCHANGES AND DISTRIBUTIONS
IN OBEDIENCE TO ORDERS OF SECURITIES AND
EXCHANGE COMMISSION

39.371 Statutory provisions; exchanges and-
distributions in obedience to orders of
the Securities and Exchange Commis-
sion; nonrecognition of gain or loss.

39.371-1 Terms used.
39.371-2 Purpose and scope of exception.
39.371-3 Exchanges of stock or securities

solely for stock or securities.
39.371-4 Exchanges of property for property

by corporations.
39.371-5 Distribution solely of stock or se-

curities.
39.371-6 Transfers within system group.
39.371-7 Sale of stock or securities received

upon exchange by members of system
group.

39.371-8 Exchanges in which money or other
nonexempt property is received.

39.371-9 Requirements with respect to order
of Securities and Exchange Commission.

39.371-10 Nonapplication of other provi-
sions of the Internal Revenue Code.

39.371-11 Records to be kept and informa-
tion to be filed with returns.

39.372 Statutory provisions; basis of prop-
erty acquired in exchanges and distribu-
tions made in obedience to orders of the
Securities and Exchange Commission.

39.372-1 Basis for determining gain or loss.
39.372-2 Basis of property acquired upon

exchanges under section ;71 (a) . 371 (b)
(prior to amendment by Revenue Act of
1942), or 371 (e).

39.372-3 Reduction of basis of property by
reason of gain not recognized under
section 371 (b).

39.372-4 Basis of property acquired by cor-
poration under section 371 (a), 371 (b),
or 371 (e) as contribution of capital or
surplus, or in consideration for its own
stock or securities.

39.372-5 Basis of stock or securities acquired
by shareholder upon tax-free distribu-
tion under section 371 (c).

RULES AND REGULATIONS

Sec.
39.372-6 Basis of property acquired under

section 371 (d) in transactions between
corporations of the same system group.

39.373 Statutory provisions; exchanges and
distributions in obedience to orders of
Securities and Exchange Commission;
definitions.

39.373-1 Definitions.

SUPPLEMENT S-TAX OF SHAREHOLDERS OF
PERSONAL SERVICE CORPORATIONS

39.391 Statutory provisions; personal serv-
ice corporations; applicability of Supple-
ment S.

39.391-1 Applicability of Supplement S.
39.392 Statutory provisions; personal serv-

ice corporations; undistributed Supple-
ment S net income.

39.392-1 Undistributed Supplemeut S net
income.

39.393 Statutory provisions; personal serv-
ice corporations; Supplement S net in-
come.

39.393-1, Supplement S net income.
39.394 Statutory provisions; personal serv-

ice corporations; income taxed to share-
holders.

39.394-1 Taxability of shareholders.
39.394-2 Credit for interest on obligations of

the United States and its instrumentali-
ties.

39.394-3 Effect on capital account of per-
sonal service corporation.

39.394-4 Basis of stock in hands of share-
holders.

39.395-396 Statutory provisions; personal
service corporations; nonresident alien
individuals and foreign corporations;
payment of shareholder's tax.

39.396-1 Tax of certain shareholders paid
by the corporation.

SUPPLEMENT T-INDIVmUALS WITH ADJUSTED
GROSS INCOME OF LESS THAN $5,000

39.400 Statutory provisions; tax under Sup-
plement T; imposition of tax.

39.400-1 Scope and application of Supple-
ment T.

39.401 Statutory provisions; tax under
Supplement T; exemptions.

39.401-1 Rules for application of tables in
section 400.

39.402 Statutory'provisions; tax under Sup-
plement T; manner and effect of election.

39.402-1 Manner of election to compute tax
under Supplement T.

39.403-404 Statutory provisions; tax under
Supplement T; credits not allowed; tax-
payers ineligible.

39.404-1 Taxpayers to whom Supplement T
is inapplicable.

SUPPLEMENT U--TAXATION OF BUSINESS INCOME
OF CERTAIN SECTION 101 ORGANIZATIONS

39.421 Statutory provisions; imposition of
tax on business income of certain section
101 organizations.

39.421-1 Imposition of tax.
39.421-2 Organizations subject to tax.
39.421-3 Provisions generally applicable to

Supplement U tax.
39.422 Statutory provisions; unrelated busi-

ness net income of certain section 101
-organizations.

39.422-1 Definition of unrelated business
net income.

39.422-2 Organizations that are members of
partnerships.

39.422-3 Definition of unrelated trade or
business.

39.423 Statutory provisions; treatment of
Supplement U lease in determination of
unrelated business net income.

39.423-1 Definition of Supplement U lease.
39.423-2 Supplement U lease indebtedness.
39.423-3 Treatment of rent from Supple-

ment U lease.
39.423-4 Percentage of deductions taken

into account.

Sec.
39.424 Statutory provisions; credit for taxes

of foreign countries and possessions of
the United States.

SUBPART D-TAx ON SELF-EMPLOYMENT IN-
COME (SUDCUAPTER E, CHAPTER 1, INTERNAL
REVENUE CODE)

39.480 Statutory provisions, rate of tax on
self-employment income.

39.480-1 Tax on self-employment Income.
39.481 Statutory provisions; net earnings

from self-employment, self-employment
income, and trade or business, dclini-
tions.

39.481-1 Net earnings from self-employ-
ment.

39.481-2 Self-employment income.
39.481-3 Trade or business.
39.481-4 Employee and wages.
39.482 Statutory provisions; returns for tax

on self-employment income; cross refer-
ences.

39.482-1 Returns.
SUBPART E-PERSONAL HOLDING COMPANIEM

(SUDCHAPTER A, CHAPTER 2, INTERNAL REVV-
NUE CODE)

39.500 Statutory provisions; surtax on per-
sonal holding companies.

39.500-1 Surtax on personal holding com-
panies.

39.501 Statutory provisions, definition of
personal holding company.

39.601-1 Definition of personal holding
company.

39.501-2 Gross income requirement.
39.501-3 Stock ownership requirement,
39.402 Statutory provisions, personal hold-

ing company income; definition.
39.502-1 Personal holding company income,
89.503 (a) Statutory provisions, construo.

tive stock ownership.
39.503 (a)-l Stock ownership.
39.503 (a)-2 Stock not owned by individual,
39.503 (a)-3 Family and partnership own-

ership.
39.503 (a)-4 Options.
39.503 (a)-5 Application of family-partner-

ship and option rules,
39.503 (a)-6 Constructive ownership as

actual ownership.
39.603 (a)-7 Option rule in lieu of family

and partnership rule.
39.503 (b) Statutory provisions, owning of

convertible securities treated as atook
ownership.

39.503 (b)-1 Convertible securities,
39.504 Statutory provisions; undistributed

subchapter A net income; definition,
39.504-1 Undistributed subchapter A net

income.
39.504-2 Amounts used or irrevocably set

aside to pay or to retire indebtedness of
any kind incurred prior to January 1,
1934.

39.505 Statutory provisions, subchnpter A
net income; definition for the purpose of
this subehapter.

39.505-1 Subchapter A not Income.
39.505-2 Illustration of computation of

subchapter A not income, undistributed
subchapter A net income, and surtax.

39.506 Statutory provisions, credits and re-
funds for deficiency dividends.

39.05-1 Purpose and scope of defocoinoy
dividend credit,

39.506-2 Date when decision by Tax Court
or court becomes final and date of clos.
ing agreement.

39.506-3 Credit against unpaid deficiency.
39.506-4 Credit or refund of deficiency paid.
39.506-5 Claim for deficiency dividends

credit or credit or refund.
39.506-6 Effect of deficiency dividends on

dividends paid credit.
39.506-7 Suspension of statute of lin.a

tions and stay of collection.
39.507 Statutory provisions; meaning of

terms used.
39.508 Statutory provisions: administrative

provisions.
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Sec.
39.508-1 Return and payment of tax.

.39.508-2 Determination of tax, assesent,
collection.

-39.509-511 Statutory provisions. Improper
accumulation of surplus, foreign per-,
sonal holding companles; publicity of
returns; cross references.

SUBPAR' F- anr sram= RoVIsIoNS
DISCOVEMR OF TAX LIABIT

392604 Statutory provisions; returns as to
formation, etc., of foreign corporation.

29.3604-1 Informationreturns.
29.3604-2 Form of return.
39.3604-2 Contents of returns and verifl-

cation.

DETEnmINATIONI OF TAx MIAIL=

39.3612 Statutory provisions; returns exe-
cuted by Commissioner or director.

393614-3617 Statutory provisions; examl-
nation of books and witnesses; summons
from district director to produce books
and give testimony. penalties; penalties
and awards to informers with respect to
illegally produced petroleum.

ZnsomLAnNoUS PrOVISIONS

39.3631--3633 Statutory provisions; restric-
tion on examination of taxpayers;
authority to administer oaths, take testi-
mony. and certify. jurisdiction of dis-
trict courts to enforce summons, etc.

GENERAL COLMON PROVISIONS

39.3653 Statutory provisions; prohibition of
suits to restrain assessment or collection
of tax.

39.3656 Statutory provisions; payment by
check and money orders.

39.3656-1 Tax paid by check.
39.3657 Statutory provisions; payment of

tax by United States notes and certifi-
cates of Indebtedness.

39.3657-1 Treasury certificates of Indebt-
edness, Treasury notes, and Treasury
bills in payment of income and profits
taxes.

39.3657-2 Acceptance of Treasury Savings
.Notes, Series A, Series B. and Series D,
in payment of income (including excess
profits) taxes.

39,3658 Statutory provisions; fractional
parts of a cent.

39.3661 -Statutory provisions; enforcement
o; liability for taxes collected or witth-
held.

razi 'm TXS

39.3670-3673 Statutory provisions; prop-
erty subject to lien; period of lien;
vaidity against mortgagees. pledgees.
purchasers, and judgment creditors; re-
lease of lien.

39.3673-I Release of liens.
39.3674 Statutory provisions; partial dis-

charge of property.
S9.3674-1 Partial -discharge of property.
29.3675-3676 Statutory provisions; effect of

certificates of release or partial dis-
charge; single bond covering release of
lien and payment of Income tax de-
11ciency.

293676-1 Single bond covering release of
lien and payment of deficiency.

39.3677-3680 Statutory provisions; extended
application of provisions xelating to re-
lease or partial discharge; civil action
to enforce lien on property; civil action
to clear title to realty, cross references.

DITRAINrT

39.3690-3695 Statutory provisions; author-
ity to distrain; property exempt from.
distraint; levy; proceedings on distraint;
priority of specific tax liability on dis-
trained property, purchase and sale of
property for account of the United
States.

39.3695-1 Disposition of distrained property.

FEDERAL REGISTER

392696--36907 Statutory provisions redemp-
tion of property: certificates of Sale.

.29.3700-3706 Statutory provisions; author-
ity to distrain real estate; proceedings on
distraint; redemption of real estate; cer-
tificates of purchase; deeds of ale; trans-
mission of certificates and deeds to Com-
mlsloner-records of mle.

39.3710-3716 Statutory provisions; surren-
der of property subject to distraint; pro-
duction of books; sol of indiviLblo
property; distraint by district director
outside his district; period of limitation
upon distraint; succelvo selzures; fees
and charges in distraint and selzuro
cases.

39.3725 Statutory provisions; stamping,
marking, and branding seld goods.

SUITS By U/ DTTC

39.2740 Statutory provisions; autborization,
to commence suit.

39.3743 Statutory provIslons; authorization
for regulations.

39.3745-3748 Statutory provisions; district
director's report to district attorney of
willful violation of law: suits for recov-
ery of erroneous refunds; dispowition of
judgments and moneys recovered; peri-
ods of limitation.

CL~OSING AMaESUES"S AZM CO=M~O1TMss

39.3760 Statutory provisions; closing agreo-
ments.

39.3760-1 Closing agreements relating to tax
liability in respect of internal revenue
taxes.

39.3761-3762 Statutory provisions; compro-
mises; penalties for concealment of
property or withholding. eto., of records.

ADATM, caREVrS, AMD nrn'01W
39.3770-3775 Statutory provisions; author-

Ity to make abatements, credits, and re-
funds: Interest on overpayments; suits
for refund; Interest on judgments: re-
funds after periods of limitation; credits
after periods of limitation.

39.3777 Statutory provisions; reports of re-
funds and credits in exces of 8200.000.

39.3779 Statutory provisions; extensions of
time for payment of taxes by corpo-
rations expecting carry-backs.

29.3779-1 Etensions of time for payment of
taxes by corporations expecting carry-
backs.

29.3779-2 Contents of statement.
39.3779-3 Amount of tax the time for pay-

ment of which may be extended.
29.3779-4 Payment of remainder of tax

where extension relates to only part of
the tax.

293779-5 Period of extension.
39.3779-6 Revised statements.
39.3779-7 Termination by Commissioner.
39.3779-8 Payments on termination.
392779-9 Interest
29.3730 Statutory provisions; tentative

carry-back adjustments.
392780-1 Tentative carry-back adjust-

ments.
39.3780-2 Computation of increase or de-

crease In prior years' taxes affected by
the carry-back.

39.3780-3 Allowance of adjustments.
39.3780-4 Assessment of erroneous allow-

ances.
39.3781 Statutory provisions, extension of

time and tentative carry-back and nnor-
tization adjustments In the case of con-
solidated returns.

ADDrIONAhL ZTISIsc s~OUS PaOYISWN

39.3790-3795 Statutory provisions; prohibi-
tion of administrative revlew of Com-
misloner's decisions; rules and regula-
tions; expens of detection and punlh-
ment of frauds; penaltie nnd forfel-
tures; Interest on delinquent taxes;
adminitration of real estate acquired
by the United States.

5781

Sec.
29277 Statutory provisions; definitions.
39.3797-1 Clacaification of taxables.
3997-2 Asocaton.
39.3797-3 Asoclation. distinguished from

trust.
39.3797-4 Partncamphlizu
39.3797-5 Limited partnershipz.
39.3797-6 Prtnershlp ascclations
39.3797-7 Insurance company.
29.3797-8 Domestic, foreign. resident, and

nonresident percons.
392797-9 Pdnclary.
39.797-10 PIducary distin.uh ed fro=

agent.
39.3797-11 M~litary or naval forces and

armed forces of the United States.
39.3797-12 Collcctors and directors.
39.3798 Statutory proviLons; exemption of

Insolvent banTs from. tax.
392793-1 Banks and trust companLez cov-

ered.
393798-2 Scepa of section generally.
29.3793-3 Se-regated or transferred assets.
29.3793-4 -Uncegregated asets.
39.3793-5 Earnings.
39.3798-0 Abatement and refund.
39.3798-7 EAablisbment of Immunity.
39.2793-3 Procedure during Immunity.
30.793-9 Termination of Immunlty.
29.3798-10 Collection of tax after termina-

tion of Immunity.
39.3793-U Social Security taxes.
29279-3990 Statutory provisions; income

from obligations and mortgages Issued
by Joint-stock land banks; jurisdiction
of District Courts to Isue orders, proc-
eztn, and Judpments.

39.3801 (a) (1) Statutory provisions; mltl-
gation of effect of limitation and other
provilons In Income tax ca ses; definitIon
of determination.

39.3801 (a) (1)-i Purpose and scope of sec-
tion 3801.

39.3801 (a) (l)-2 Closing agreement as a
determinatlon.

39.2801 (a) (1)-3 Dsclan by Tax Court or
court as a determination.

39=1 (a) (1)-4 Final disposition ofclaim
for refund as a determination.

39.01 {a) (2)-(3) Statutory provisions;
mitigation of efrect of limitation and
other provlsions in Income tax cass;
definitions of taxpayer and related tax-
payer.

39.301 (a) (3)-i Related taxpayer.
392801 (b) Statutory provisions; mitiga-

ton of effect of limitation and other pro-
visions In income tax cases circum-
stances of adjustment.

39.301 (b)-O Circumstances of adjlL-tment.
39.3801 (b)-i Double Inclusion of item of

gross income.
392891 (b)-2 Double allowance of a deduc-

tion or credit.
39.3801 (b)-3 Eroneous exclusion of Item

of grcss income with respect; to which
tax was paid.

39.2801 (b)-4 Correlative deductions and
Inclusions specified In section 162 (b)
and (c) and corres-ponding provisions of
prior revenue acts.

39301 (b)-5 Determination of basis of
property In c e of erroneous treatment
of transaction relating to acquisition
thereof.

39=201 (b)-6 Law applicable in determina-
tion of error.

39.2801 (b)-7 Operation dependent upon
maintenance of Inconsistent position.

29.01 (b)-8 EELtance of status of related
taxpayer at time of the first maintenance
of an InconsIstent position.

39.2801 (c) Statutory provlonn; mitiZation
of effect of limltations and other provi-
dions In Income tax cases; method of ad-
justment.

39.3801 (c)-i Mthcd of adjustment.
39.301 (d) Statutory provisions; mitiga

ton of effect of limitation and other pro-
visions in income tax caes; acertain-
ment of amount of adju tment.
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Sec.
39.3801 (d)-I Ascertainment of amount of

adjustment.
39.3801 (e) Statutory provisions; mitiga-

tion of effect of limitation and other pro-
visions in income tax cases; adjustment
unaffected by other items.

39.3801 (e)-1 Effect of other items on
amount of adjustment.

39.3801 (f)-(g) Statutory provisions; miti-
gation of effect of limitation and-other
provisions in income tax cases; no ad-
justment for years prior to 1932; not
applicable to taxes imposed by chapter 9.

39.3804 Statutory provisions; time for per-
forming certain acts postponed by reason
of war.

39.3805 Statutory provisions; income tax
due dates postponed in case of China
Trade Act corporations.

39.3805-1 China Trade Act corporations.
39.3806 Statutory provisions; mitigation of

effect of renegotiation of war contracts
or disallowance of reimbursement.

39.3809 Statutory provisions; verification of
returns; nenalties of perjury.

39.3809-1 Verification by declaration in lieu
of oath.

39.3810 Statutory provisions; effective date
of self-employment tax in Puerto Rico.

39.3810-1 Effective date of self-employment
tax in Puerto Rico.

39.3811-3812 Statutory provisions; collec-
tion of taxes in Puerto Rico and Virgin
Islands; mitigation of effect of statute of
limitations and other provisions in case
of related taxes under different chapters.

39.3812-1 Application of section.
39.3812-2 Law applicable in determination

of error.
39.3813 Statutory provisions; requirements

for exemption of certain organizations
under section 101 (6) and for deducti-
bility of contributions made to such
organizations.

39.3813-1 Denial of exemption to organiza-
tions engaged in prohibited transactions.

39.3813-2 Future status of organization de-
nied exemption.

39.3813-3 Disallowance of certain chari-
table, etc., deductions.

39.3814 Statutory provisions denial of ex-
emption under section 101 (6) in, the
case of certain organizations accumulat-
ing income.

39.3814-1 Denial of exemption under section
101 (6) in the case of certain organiza-
tions accumulating income.

39.4041 Statutory provisions; issue of in-
structions, regulations, and forms.

39.4047 (a) Statutory provisions; penalties
for disclosure of information by officers
and employees of the United States.

SUBPART G-MscELLANzOs P OvisiONS

39.6000-1 Extension of time for making cer-
tain elections.

AuTHORrrY: §§ 39.1 to 39.6000-1 issued
under 53 Stat. 32, 457; 26 U. S. C. 62, 3791.
SUBPART A-INTRODUCTORY PROVISIONS

(CHAPTER I, INTERNAL REVENUE CODE)
§ 39.1 Statutory provisions; applica-

tion of Chapter 1.
SEC. 1. Applicatio n of chapter. The pro-

visions of this chapter shall apply only to
taxaole years beginning after December 31,
1938. Income, war-profits, and excess-
profits taxes for taxable years beginning prior
to January 1, 1939, shall not be affected by
the provisions of this chapter, but shall re-
main subject to the applicable provisions of
the Revenue Act of 1938 and prior revenue
acts, except as such provisions are modified
by legislation enacted -subsequent to the
Revenue Act of 1938.

§ 39.1-1 Scope and applicability of
regulations, (a) The regulations in this

§ 39.1

RULES AND REGULATIONS

part deal with (1) the taxes imposed by
chapter 1 of the Internal Revenue Code,
except the excess profits tax imposed un-
der subchapter D, (2) the surtax im-
posed by subchapter A of chapter 2
(sections 500 to 511, inclusive) upon the
undistributed subchapter A net income
of personal holding companies, and (3)
administraive provisions relating to
such taxes.

(b) The regulations in this part are
applicable only with respect to taxable
years beginning after December 31, 1951.

§ 39.2-3 Statutory provisions; cross
references in Chapter 1, classification of
provisions in Chapter 1.

SEc. 2. Gross references. The cross ref-
erences in this chapter to other portions of
the chapter, where the word "see" is used,
are made only for convenience, and shall
be given no legal effect.

SEC. 3. Classification of provisions. The
provisions of this chapter are herein classi-
fied and designated as-

Subchapter A-Introductory provisions,
Subchapter B--General provisions, divided

into Parts and sections,
Subchapter C-Supplemental provisions,

divided Into Supplements and sections.
Subchapter E-Tax on Self-Employment

'Income (the Self-Employment Contributions
Act), divided into sections.
[Sec. 3 as amended by sec. 172 (b), Rev. Act
1942; sec. 6 (b), Individual Income Tax Act
1944; sec. 208 (d), Social Security Act
Amendments 1950]

§ 39.3-1 Division of regulations.
These regulations, which constitute Part
39 of Title 26 of the Code of Federal
Regulations, are divided into seven sub-
parts. Subpart A relates to Introductory
Provisions of Chapter 1 of the Internal
Revenue Code. Subpart B relates to
,General Provisions of Chapter 1 of the
Internal Revenue Code. Subpart C re-
lates to Supplemental Provisions of
Chapter I of the Internal Revenue Code.
Subpart D relates to Tax on Self-Em-
ployment Income. Subpart E relates to
Surtax on Personal Holding Companies.
Subpart F relates to Administrative and
General Provisions. Subpart G relates
to Miscellaneous Provisions.

§ 39.4 Statutory provisions. classes of
taxpayers.

SEC. 4. Spectal 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 appli-
cable to such class, as follows:

(a) Estates and trusts and the benefici-
aries thereof--Supplement E.

(b) Members of partnerships-Supple-
ment F.

(c) Insurance companies--Supplement G.
(d) Nonresident alien individuals-Sup-

plement H.
(e) Foreign corporations-Supplement I.
(f) Individual citizens of any possession of'

the United States who are not otherwise citi-
zens of the United States and who are not
residents of the United States-Supplement
J.

(g) Individual citizens of the United
States or domestic corporations, satisfying
the conditions of section 251 by reason of de-
riving a large portion of, their gross income
from sources within a possession of the
United States--Supplement J.

(h) China Trade Act corporatios--Sup-
plement IC.

(1) Foreign personal holding compnnies
andttheir shareholders-Supplement P

(j) Regulated investment companies--
Supplement Q.

(k) Shareholders of personal service cor-
porations-Supplement S.

(1) Individuals with adjusted gross Income
of less than $5,000--Supplomont T,

[Sec. 4 as amended by seec. 102 (o), Rev. Act
1941; sec. 170 (b), Rev. Act 1042; sea, 5 (b),
Individual Income Tax Act 1044]

§ 39.4-1 Application of regulations to
special classes of taxpayers. With re-
spect to certain classes of taxpayers, tho
application of the provisions of Subpart
B of this part is subject to certain excep-
tions and additional provisions, which
appear in Subpart C of this part, in con-
nection with the following sections of
the Internal Revenue Code:

Estates and trusts-sections 101 to 172,
Inclusive.

Partnerships--sections 181 to 191, inclu-
sive.

Insurance companies-sections 201 to 207,
inclusive.

Nonresident alien individutls-setions
211 to 221, Inclusie,

Foreign corporations--sections 231 to 238,
inclusive.

Income from sources in possessions of the
United States-sections 251 and 252,

China Trade Act corporations--eotions
261 to 265, inclusive.

Foreign personal holding companies-sc-
tions 331 to 340, Inclusive.

Regulated investment companies -seotiona
361 and 362.

Shareholders of personal service corpora-
tions--sections 391 to 396, inclusive.

Individuals entitled to elect to pay thd
tax under Supplement T--sections 400 to
404, inclusive.

Tax-exempt organizations with taxable
business income under Supplement U-sec-
tions 421 to 424, inclusive.

SUBPART B-GENERAL PROVISIONS
(CHAPTER I, INTERNAL REVENUE CODY)

RATES OF TAX

§ 39.11 Statutory provisions; norma
tax on individuals.

SEc. 11. Normal tax on individuals- (a)
Taxable years beginning alter September 30,
1950. In case of taxable years beginning
after September 30, 1950, there shall be
levied, collected, and paid for each taxable
year upon the net income of every individual
a normal tax of 3 per contum of the amount
of the net Income In excess of the credits
against net Income provided in section 28,
For alternative tax which may be elected if
adjusted gross income Is less than $5,000, see
supplement T.

(b) / Taxable years beginning be/ore October
1, 1950. * * * [Not applicable.]

[See. 11 as amended by sec. 102 (b) (1), noy,
Act 1941; sec. 102, Rev. Act 1042; sea, 3, In-
dividual Income Tax Act'1944; sea. 101 (a).
Rev. Act 1945; see. 104 (a), Rov, Act 1048;
sec. 101 (a), Rev. Act 1950]

N§39.11-1 Income tax on individuals,
Chapter 1 of the Internal Revenue Code
Imposes an Income tax on individuals
consisting of a normal tax (section 11)
and a surtax (section 12) For optional
tax in the case of taxpayers with ad-
3usted gross incomes of less than $5,000,
see section 400 and §39.400-1. The nor-
mal tax on Individuals is at the rate of 3
percent and is upon net income (deter-
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mined by subtracting the allowable de-
ductions from the gross income) reduced
by the amount of the credits against net
income provided in section 25. In cer-
tan cases credits are allowed against the
amount of the tax (sections 31, 32, 35,
and 131). For computation of tax in the
case of a joint return of husband and
wife, see § 39.12-4. For treatment of tax-
able years beginning in 1953 and ending
in 1954, see § 39.108-1. In general, the
tax is payable upon the basis of returns
rendered by persons liable therefor (sec-
tions 51, 53,142, and 217) or at the source
of the income. Exceptions and addition-
al provisions applicable to certain special
classes of taxpayers are listed in § 39.4-1.
See Supplement P (sections 331 to 340.
inclusive) as to shareholders of foreign
personal holding compaies. See section
117 as to the treatment of capital gains
and capital losses.

§ 39.11-2 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 resi-
dent alien individual is liable to the tax,
even though his income is wholly from
sources outside the United States. A
nonresident alien individual who is a
bona fide resident of Puerto Rico during
the entire taxable year is, in general,
liable-to the tax in the same manner as
a resident alien individual. See sections
116 (1) and 220. As to nonresident alien
individuals, see sections 211 to 221,
inclusive.

§ 39.11-3 Who ;s a citizen. Every
person born or naturalized in the United
States, and subject to its jurisdiction, is
a citizen. For rules governing the ex-
patriation of citizens by birth and
naturalized citizens, see sections 349 to
357, inclusive, of the Immigration and
Nationality Act, 1952 (8 U. S. C. 1481-
1489). A foreigner who has filed his
declaration of intention of becoming a
citizen butwho has not yet been admitted
to citizenship by a final order of a na-
turalization court is an alien. See
§§ 39.211-2 to 39.211-5, inclusive, for dis-
tinction between a resident allen mdi-
vidual and a nonresident allen 3-di-
vidual.

§ 39.12 Statutory vrovistons; surtax
on 2ndividuals.

Sc. 12. Surtax on individuals-(a) Defi-
nition of "surtax net income" As used In
this section the term "surtax net income"
means the tmount of the net Income In ex-
cess of the credits against net income pro-
vided in section 25 (a).

(b) Rates of surtax. (1) Calendar year
1951. * * * [not applicable.]

(2) Taxable years beginnng after October
31, 1951, and before January 1, 1954. In the
case of taxable years beginning after October
31, 1951, and before January 1, 1954, there
shall be levied, collected, and paid for each
taxable year upon the surtax net income of
every individual (other than a bead of a
household to whom subsection (c) applies)
the surtax shown in the following table:
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Zf the surtam nct income is- The surtax shal be-
Not over $.000.. ............ 19.2 percent of the vurtax net Income.
Over $2.000 but not over $4000 ...... $384, plus 21.6 prcent of exces over $2.000.
Over $4.000 but not over MG,000 ...... $810, plus 20 percent of excess over $4,000.
Over $6,000 but not over $8,000_..... 1336, plus 31 percent of exceza over $%,000.
Over 08,000 but not over 610.000--- 61,93. plus 35 percent of excess over $3,000.
Over 810,000 but not over $12,000 _..... $2,. plus 39 percent of exce= over $10,000.
Over $12,000 but not over 814,000 .... . 3.430, plus 45 percent of excess over 612,C09.
Over $14,000 but not over 610,000 ..... 84,30, plun 50 percent of exce- over $14,000.
Over $16,000 but not over $18,00 ...... 5,330, plus 53 percent of excess over $16,000.
Over $18.000 but not over 20,000___....... 0,30. plus percent of excess over $18,0G0.
Over $20.000 but not over S22.000_..... 07.510, plus 59 percent of exces over $20,0o.
Over 022.000 but not over $26,000 - -...... , . plus 63 percent of exce= over $22,00.
Over $26,000 but not over 832,000 ------- 011.2160 plus 64 percent of excess over $26,M0.
Over $32.000 but not over 038,000 ...... 015,06, plus 65 percent of excess over $32,M00.
Over P38,000 but not over M4,000 ------- 0182956, plus 69 percent of excez over $33,000.
Over 04.000 but not over 050.000 -..... 623,030. plus 72 percent of exceas over $44,000.
Over $50,000 but not over M0,000 .... 7. 7416. plus 74 percent of exce= over $50,000.
Over 860,000 but not over $70.000 ........ 834 816, plu "77 percent of exc=3 over C69.000.
Over $70.000 but not over $80.000 ----- -- 042,516, plus E0 percent of exceca over $70,000.
Over $30,000 but not over $90.000 ------- 0.510, plus 82 percent of excess over $30,000.
Over $90,000 but not over $100.0) ---...... 058.716. plus 85 percent of exce-3 over $90.000.
Over $100,000 but not over 010.000 --.... 07,216. plus 87 percent of excess over $100,000.
Over 0150.000 but not over 0200,000 - $----- 0110,710, plus 83 percent of exceas3 over $150,00.
Over 0200,000 ---------------------- 0154,716. plus 89 percent of excess over $200,000.

(3) Taxable years beginning alter December 31, 1953. In the e-"e of taxable years
beginning after December 31. 1953, there shall be levied, collected, and paid for each tax-
able year upon the surtax net Income of every Individual (other than a head of a house-
hold to whom subsection (c) oppllea) the surtax shown In the following table:

If the surtax net income LD- The surtax shall be-
Not over $2,000 ........ 17 percent of the curtax net Income.
Over $2,000 but not over $4,000 ---......... $310 plus 19 percent of excess over $2,000.
Over $4,000 but not over $6,000 ........ $70, plus 23 percent of excez3 over $4,G00.
Over $6.000 but not over 88.000 ---------- $1,180. plus 27 percent of excess over $6,000
Over 88.000 but not over $10,000_..... .. 01,720, plus 31 percent of exceca over $8,000.
Over $10,000 but not over 0122000, . .340, plu 35 percent of excess over $10,000.
Over 612,000 but not over $14,000 ..... C3,040, plns 40 percent of excess over $12,000.
Over $14,000 but not over $10$000 ....... 83,840. pls 44 percent of exce.s over $14,00.
Over $16,000 but not over 018,000-.... $4.720. plus 47 percent of excess over $16,000.
Over $18,000 but not over $20,000 ... . 5,60, plus 50 percent of exce over $18,00.
Over $20,000 but not over $22.000.--. N.060, plus 53 percent of excea over $20,00.
Over $22,000 but not over $28,000...... $7,720, plus 50 percent of exc=.s over $22,000.
Over $26.000 but not over 832.000.... $9,080. pins &9 percent of exces over $26,000.
Over $32,000 but not over $38,000 ------- $13.500, plus 62 percent of excess over $32,000.
Over 838,000 but not over $44,000 ..... $17,20, plus 66 percent of exces over $38,000.
Over $44,000 but not over e50,000..... $21,180, plus 6 percent of excess over $44,000.
Over $50,000 but not over $60,000...... $25,320. pls 72 percent of excess over $50.000.
Over $60,000 but not over 670,000 _...... V32,520, plus 75 percent of excess over $00,000.
Over $70,000 but not over CZ0,000_..... $40.020, plus 78 percent of exce-= over $70,0100.
Over 080.000 butmot over 090,000 ...... $47,820, plns 81 percent of excess over $80,000.
Over $90,000 but not over $100,000. ... C55.920, plun 84 percent of excess over $30,000.
Over 8100.000 but not over 0150,000. 420, plus 80 percent of excess over $100,000.
Over $160,000 but not over 6200,000. _ 8107,320, plus 87 percent of excess over $150,000.
Over 6200,000- ....... _150,820, pluz 88 percent of exce= over $200,000.

(c) Rates of surtax; head of houschold-(1) Taxable years beginning after October 31,
1951, and before January 1, 1954. In the cazo of taxable years beginning after October 31.
1951, and before January 1, 1054, there aholl be levied, collected, and paid for each taxable
year upon the surtax net income of every individual who la the head of a houzehold the
surtax shown In the following table:

If the surtax net income is- The surtax shall be-
Not over $2.000 -------------.------- 192 percent of the curtax net income.
Over $2,000 but not over 34,000.... . ... 8384, plus 20A percent of exc= over $2,000.
Over $4.000 but not over . 0702. plus 24 percent of excess over $4,000.
Over $6.000 but not over 08.000. - 01,272. plus 26 percent of excess over 96.0.2.
Over $8,000 but not over 010,000---. . 01,92, plus 31 percent of excess over $8.000.
Over $10,000 but not over 012,000. 82,412, plus 32 percent of exce= over $10,000.
Over $12,000 but not over $14,000 -.... C3,052, plus 38 percent of excess over $12,000.
Over $14,000 but not over 010,000 -...... 3,812, plus 41 percent of excess over $14,000.
Over $16,000 but not over 018,000 ....... $4,632. plus 44 percent of excess over $16,000.
Over $18,000 but not over $20.000 -.... 05,12. plus 45 percent of excess over $18,000.
Over $20,000 but not over 022,G00 _....... 00,412, plus 49 percent of excess over $20,000.
Over 22,000 but not over 024,000 _...... $7,392, plus 51 percent of excess over $22,000.
Over $24,000 but not over $28,000...-... C8,412 ,plus 64 percent of excez3 over 824,000.
Over $28,000 but not over $32.000 ...... 010,572, plus 57 percent of excess over $23,000.
Over $32,000 but not over 38,000. ...... $12,852. pls CO percent of excess over 32,000.
Over $38,000 but not over 044.000 ...... 010,452, plus 63 percent of excess over =33,000.
Over $44,000 but not over 650,000-..... $20,232, plus 8 percent of excess over $4.000.
Over 850,000 but not over e60.000_ _... C24,312, plus 69 percent of excess over $50.000.
Over $60,000 but not over 070.000 -..... 831,212. plus 70 percent of exce-- over 880.000.
Over $70.000 but not over L80,000 ...... 838,212, plus 74 percent of exces3 over $W0,000.
Over $80.000 but not over e90.000- .... .0 4,12, plus 76 percent of exce- over C20,003.
Over $90,000 but not over $100.000 -....... 53.212, plus 78 percent of exce-z over $30,000.
Over $100,000 but not over 0150,000 -.... C01.012, plus 82 percent of excezs over $100,000.

§ 39.12
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if the surtax net income is- The surtax shall be-
Over $150,000 but not over $200,000 ----- $102,012, plus 85 percent of excess over $150,000.
Over $200,000 but not over $300,000 ----- $144,512, plus 88 percent of excess over $200,000.
Over $300,000 ------------------------ $232,512, plus 89 percent of excess over $300,000.

(2) Taxable years beginning after December 31, 1953. In the case of taxable years be-
ginning after December 31, 1953, there shall be levied, collected, and paid for each taxable
year upon the surtax net income of every individual who is the head of a household the
surtax shown in the following table:

If the surtax net income is- The surtax shall be-
Not over $2,000 ---------------------- 17 percent of the surtax net income.
Over $2,000 but not over $4,000 ---------- $340, plus 18 percent of excess over $2,000.
Over $4,000 but not over $6,000 ---------- $700, plus 21 percent of excess over $4,000.
Over $6,000 but not over $8,000 ---------- $ $1,120, plus 23 percent of excess over $6,000.
Over $8,000 but not over $10,000 --------- $1,580, plus 27 percent of excess over $8,000.
Over $10,000 but not over $12,000 -------- $2,120, plus 29 percent of excess over $10,000.
Over $12,000 but not over $14,000 -------- $2,700, plus 33 percent of excess over $12,000.
Over $14,000 but not over $16,000 -------- $3,360, plus 36 percent of excess over $14,000.
Over $16,000 but not over $18,000 -------- $4,080, plus 39 percent of excess over $16,000.
Over $18,000 but not over $20,000 -------- $4,860, plus 40 percent of excess over $18,000.
Over $20,000 but not over $22,000 ......... $5,660, plus 44 percent of excess over $20,000.
Over $22,000 but not over $24,000 -------- $6,540, plus 46 percent of excess over $22,000.
Over $24,000 but not over $28,000 -------- $7,460, plus 49 percent of excess over $24,000.
Over $28,000 but not over $832,000 --------- $9,420, plus 51 percent of excess over $28,000.
Over $32,000 but not over $38,000 -------- $11,460, plus 55 percent of excess over $32,000.
Over $38,000 but not over $44,000 -------- $14,760, plus 59 percent of excess over $38,000.
Over $44,000 but not over $50,000 -------- $18,300, plus 63 percent of excess over $44,000.
Over $50,000 but not over $60,000 -------- $22,080, plus 65 percent of excess over $50,000.
Over $60,000 but not over $70,000 --------- $28,580, plus 68 percent of excess over $60,000.
Over $70,000 but not over $80,000 -------- $35,380, plus 71 percent of excess over $70,000.
Over $80,000 but not over $90,000 -------- $42,480, plus 73 percent of excess over $80,000.
Over $90,000 but not over $100,000 -------- $49,780, plus 77 percent of excess over $90,000.
Over $100,000 but not over $150,000 ----- $57,480, plus 80 percent of excess over $100,000.
Over $150,000 but not over $200,000 ----- $97,480. plus 84 percent of excess over $150,000.
Over $200,000 but not over $300,000 ----- $139,480, plus 87 percent of excess over $200,000.
Over $300,000 ------------------------- $226,480, plus 88 percent of excess over $300,000.

(3) Definition of headof household. For
the purposes of this chapter, an individual.
shall be considered a head of a household'if,
and only if, such individual Is not married
at the close of his taxable year and main-
tains as his home a household which consti-
tutes for such taxable year the principal
place of abode, as a member of such house-
hold, of:

(A) A son, stepson, 'daughter, or step-
daughter of the taxpayer, or a descendant of
a son or daughter of the taxpayer, but if such
son, stepson, daughter, stepdaughter, or de-
scendant is married at the close of the tax-
payer's taxable year, only if the taxpayer is
entitled to an exemption for the taxable year
for such person under section 25 (b); or

(B) Any other person who s a-dependent
of the taxpayer, if the taxpayer is entitled to
an exemption for the taxable year for such
person under section 25 (b).

An individual shall be considered as main-
taining a household only if over half of the
cost of maintaining the household during the
taxable year is furnished by such individual.

(4) Determination of status. For the pur-
poses of this subsection-

(A) A legally adopted child of a person
shall be considered a child of such person by
blood;

(B) An individual who is legally separated
from his spouse under a decree of divorce or
of separate maintenance shall not be con-
sidered as married;

(C) A taxpayer shall be considered as not
married at the close of his taxable year if at
any time during the taxable year his spouse
is a nonresident alien; and

(D) A taxpayer shall be considered as mar-
ried at the close of his taxable year if his
spouse (other than a spouse described in
subparagraph (C)) died during the taxable
year.

(5) Nonresident alien. For the purposes
of this chapter a taxpayer shall in no case
be considered a head of a household if at
any time during the taxable year he is a
nonresident alien.

(d) Tax in case Of 7oint return. In the
case of a joint return of husband and wife
under section 51 (b), the combined normal

tax and'surtax under section 11 and subsec-
tion (b) of this section shau be twice the
combined normal tax and surtax that would
be determined if the net income and the ap-
plicable credits against net income provided
by section 25 were reduced by one-half.

(e) Computation of tax without regard to
credits against tax. In the application of
this section; the combined normal tax and
surtax shall be computed without regard to
the -xedits provided in sections 31, 32, and
35.

(f) Limitation on tax-(1) Calendar year
1951. * * * [Not applicable.]

(2) Taxable years beginning after October
31, 1951, and before January 1, 1954. In the
case of taxable years beginning after October
31, 1951, and before January 1, 1954, the
comained normal tax and surtax shall in no
event exceed 88 per centum of the net income
of the taxable year.

(3) Taxable years beginning after Decem-
ber 31, 1953. In the case of taxable years
beginning after December 31, 1953, the com-
bined normal tax and surtax shall In no event
exceed 87 per centum of the net income for
the taxable year.

(g) Cross references-(1) Alternative tax.
For alternative tax which may be elected if
adjusted gross income is less than $5,000, see
Supplement T.

(2) Tax in case of capital gains. For rate
and computation of alternative tax in lieu of
normal tax and surtax in the case of capital
gain from the sale or exchange of capital as-
sets held for more than 6 months, see section
117 (c).

(3) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

(4) Avoidance of surtaxes by incorpora-
tion. For surtax on corporations which ac-
cumulate surplus to avoid surtax on share-
holders, see section 102.

(5) Sale of oil or gas properties. For limi-
tation of surtax attributable to the sale of
oil or gas properties, see section 105.

(6) Tax on self-employment income. For
tax on self-employment income, see subchap-
ter E.

[Sec. 12 as amended by sec. 2, Rev. Act 1040:
sees. 101, 102 (b) (2), Rev. Aot 1941; sac, 103,
150 (j), Rev. Act 1942; Sec. 4 (a) (b), Indi-
vidual Income Tax Act 1944; sec. 101 (b) (o),
Rev. Act 1945; sees. 101, 104 (b) (o), 301, Rev.
Act 1948; sec. 101 (b), Rev. Act 1050: sec, 200
(d) (2), Social Security Act Amendments
1950; secs, 101, 301 (a), Rev, Acl 1051]

§ 39.12-1 Surtax on individuals. (a)
There is imposed, in addition to the nor-
mal tax imposed by section 11, a surtax
determined as specified in section 12
upon the surtax net income of every In-
dividual, resident or nonresident, except
nonresident alien individuals subject to
the tax Imposed by section 211 (a) The
surtax net Income is the not income
minus the credits provided in section 25

b) The surtax shall be determined
in accordance with the applicable surtax
table contained in section 12 (b) (2) or
(3) For treatment of taxable years
beginning in 1953 and ending in 1954,
see § 39.108-1.

(b) The surtax for any amount of sur-
tax net income is computed by adding
to the surtax for the bracket in which
that amount falls in the table .in section
12 (b) the surtax upon the excess of
that amount over the bottom of the
bracket at the rate indicated in the
table. Accordingly, the surtax for tax-
able years beginning after December 31,
1953, upon a surtax net income of $03,128
would be $34,866, computed as follows:
Surtax on $60,000 from table ----- 32,0 20
Surtax on $3,128 at 75 percent..... 2,840

Total --------------------- 34,860

(c) For computation of tax in the
case of a joint return of husband and
wife, see § 39.12-3.

(d) For tax treatment of head of
household, see § 39.12-4.

§ 39.12-2 Limitation on amount of tax.
The combined normal tax and surtax
computed before the application thereto
of the credit provided in section 31 (Q:o-
lating to the credit for foreign income
tax) section 32 (relating to the credit
for tax withheld at the source under
section 143 or 144) and section 35 (ro-
lating to the credit for tax withheld on
wages) shall not exceed an amount
equal to the following percent of the tax-
payer's net income for the taxable year,

Percent
For taxable years beginning before

Jan. 1, 1954 ----------------------- 8
For taxable years beginning after

Dec. 31, 1953 -------------------- - 87

For treatment of taxable years begin-
ning in 1953 and ending in 194, sec
§ 39.108-1.

§ 39.12-3 Combined normal tax and
surtax rn case of 7otnt return of husbancd
and wife. (a) In the case of a joint
return of husband and wife (see section
51 (b)) the combined normal tax and

surtax under section 11 and section 12
(b) shall be twice the combined normal
tax and surtax that would be determined
if the net income and the applicable
credits against net income provided by
section 25 were reduced by one-half.
Section 12 (d) For method o comput-
ing gross income and adjusted gross in-
come on a joint return, see § 39.51-1.

§ 39.12-1
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(b) The method of computing, under
section 12 (d) the tax of husband and
wife in the case of a joint return is as
follows:

(1) First, the net income and appli-
cable credits against net income are re-
duced by one-half. Second, the normal
tax and surtax are determined as
provided in sections 11 and 12 (b) by
using the net income and applicable
credits so reduced. Third, the normal
tax and surtax so determined are aggre-
gated. Fourth, this aggregate, which is
'the combined normal tax and surtax
that would be determined if the net in-
come and the applicable credits against
net income provided by section -5 were
reduced by one-half, is then multiplied
by two, to produce the tax imposed in the
case of the joint return.

(2) The limitation under section 12
(f) of the combined normal tax and sur-
tax to an amount not in excess of a
specified percent of the net income for
the taxable year is to be applied before
the fourth step above, that is, the limi-
tation to be applied upon the combined
normal, tax and surtax is determined
under section 12 (f) as the applicable
specified percent of one-half of the net
income for the taxable year (such one-
half of the net income being the actual
aggregate net income of the spouses re-
duced by one-half) For the percent
applicable in determining the limitation
under section 12 f) of the combined
normal tax and surtax, see § 39.12-2.
After such limitation is applied, then the
combined normal tax and surtax so
limited is multiplied -by two as provided
in section 12 (d)

(3) The following computation illus-
trates the method of application of sec-
tion 12 (d) in the determination of the
tax of a husband and wife filing a joint
return for the calendar year 1952. If
the joint net income is $8,200 and the
only allowable credits under section 25
are the two exemptions of the taxpayers
under section 25 (b) (1) (A) the tax on
the Joint return for 1952 is $1,626, deter-
mined as follows:
1. Net income ..... $8,200
2. Net income reduced by one-half-- 4,100
3. Credits against net income under

sec. 25 (2 exemptions under see.
25 (b) (1) (A)) -------------- 1,200

4. Credits in item 3 reduced by one-
half -------------------------- 600

5. Net income reduced by one-half
(item 2) minus credits reduced
by one-half (item 4) ----------- 3,500

6. Normal tax computed under sec. 11
on amount In item 5 (3 percent
of $3,500) --------------------- 105

7. Surtax computed under sec. 12 (b)
on amount in item 5 ($384 plus
21.6 percent of excess of $3,500
over, $2.000) ------------------- 708

8. Combined normal tax and surtax
computed on net income and
credits reduced by one-half.... 813

9. Twice the combined normal tax
and surtax determined in item 8 1,626

(c) If the alternative tax is computed
under section 117 (c) (2), relating to the
alternative tax where a taxpayer (other
than a corporation) has a net long-term
capital gain in excess of a net short-
term capital loss, the partial tax shall
be computed under sections 11 and 12
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as stated above but without inclusion of
50 percent of such excess In net income,
and the total tax shall be such partial
tax plus a specified percent of such ex-
cess (26 percent for taxable years begin-
ning before November 1, 1953, and 25
percent for all other taxable years) as
provided in such section 117 c) (2)

(d) If a joint return of a husband and
wife is fled under the provisions of sec-
tion 51 (b) (3) if the husband and wife
have different taxable years solely be-
cause of the death of either spouse, and
if the taxable year of the surviving
spouse covered by such Joint return be-
gins in 1953 and ends in 1954, the taxable
year of the deceased spouse covered by
the joint return shall, for the purpose
of the computation under section 12 d)
and this section of the combined normal
tax and surtax in respect of such joint
return, be deemed to have ended on the
date of the closing of the surviving
spouse's taxable year.

(e) For computation of tax under
Supplement T in the case of a Joint re-
turn, see §§ 39.400-1 and 39.401-1.

C) For treatment of taxable years be-
ginning in 1953 and ending in 1954, see
§ 39.108-1.

§ 39.12-4 Surtax in case of head of
household-(a) General rule. An Indi-
vidual who is the head of a household
under the rules prescribed n section 12
(c) is subject to the surtax imposed by
that section instead of the surtax im-
posed by section 12 b) (2) and section
12 b) (3)

b) Definition of head of household.
(1) For the purpose of section 12 (c),
the taxpayer shall be considered the
head of a household if, and only if, he
is not married at the close of his taxable
year and maintains as his home a house-
hold which constitutes for such taxable
year the principal place of abode, as a
member of such household, of at least
one of the individuals specified in section
12 (c) (3) (A) or provided for in section
12 (c) (3) (B). Under no circumstances
shall the same individual be used to
qualify more than one taxpayer as the
head of a household in the same taxable
year.

(2) Section 12 (c) (3) (A) specifies
that any of the following persons may
be used to qualify the taxpayer as the
head of a household: a son, stepson,
daughter, stepdaughter, or a descendant
of a son or daughter of the taxpayer.
If, however, such person is married at
the close of the taxable year of the tax-
payer, the taxpayer may qualify as the
head of a household by reason of such
person only if the taxpayer is entitled
to an exemption for his taxable year
under section 25 Cb) for such person,
that Is, only if such person has a gross
income of less than $600 for the calendar
year in which the taxable year of the
taxpayer begins, if the taxpayer supplies
more than one-half of the support of
such person for such calendar year. and
if such person does not make a joint re-
turn with his spouse for the taxable year
beginning in such calendar year. For
example, If such person is an unmarried
son of the taxpayer, the taxpayer Is not
deprived of his status as the head of a

household because the son has income of
$600 or more for the calendar year in
which the taxable year of the taxpayer
begins; if, however, such son is married
at the close of the taxable year of the
taxpayer, the taxpayer still may qualify
as the head of a household, but only if
the gross income of the son is less than
$600 for the calendar year in which the
taxable year of the taxpayer b2_rns and
the other conditions for allowance of the
dependency credit under section 25 (b)
are met

(3) Section 12 (c) (3) (B) provides
that a sercon for whom the taxpayer is
entitled to an exemption under section
25 (b) for the taxable year may be used
to qualify the taxpayer as the head of a
household. Section 25 (b) provides that
the taxpayer may be entitled to an ex-
emption for any of the following persons:

(I) His brother, sister, stepbrother, or
stepsister;

(if) His father or mother, or an
ancestor of either;

(III) His stepfather or stepmother;
(iv) A son or a daughter of his brother

or sister;
Cv) A brother or sister of his father or

mother; or
(vi) Hls son-in-law, daughter-in-law,

mother-in-law, father-in-law, sister-m-
law, or brother-in-law,
if such person has a gross income of less
than $600 for the calendar year in wich
the taxable year of the taxpayer begins,
if the taxpayer supplies more than one-
half of the support of such person for
such calendar year and If such person
does not make a Joint return with his
spouse for the taxable year bezinning in
such calendar year. For example, an un-
married taxpayer who maintains a home
for himself and his widowed mother may
not qualify as the head of a household by
reason of his maintenance of a home for
his mother if his mother has income of
$600 or more in the calendar year m
which the taxable year of the taxpayer
begins, or if he does not furnish more
than one-half of the support of his
mother for such calendar year.

(4) For the purposes of this section, a
taxpayer sall be considered as not mar-
ried if at the close of his taxable year he
Is legally separated from his spouse under
a decree of divorce or separate mainte-
nance, or If at any time during the tax-
able year the spouse to whom the tax-
payer Is married at the close of his
taxable year was a nonresident alien. A
taxpayer shall be considered married at
the close of his taxable year if his spouse
(other than a spouse who is a nonresi-
dent alien) dies during such year.

(c) Household. Section 12 c) is ap-
plicable only where the household actu-
ally constitutes the home of the tax-
payer for his taxable year and also
constitutes the principal place of abode
of at least one other person specified in
section 12 c) (3) (A) or provided for
in section 12 (c) (3) (B) for such tax-
able year, without regard to tho fact that
the physical location of such household
may have changed during such taxable
year. It is not sufficient that the tax-
payer maintain the household without
being Its occupant. The taxpayer and

§ 39.12-4
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such other person must occupy the
household for the entire taxable year of
the taxpayer. They will be considered
as occupying the household for such en-
tire taxable year notwithstanding tem-
porary absences from the household due
to special circumstances. A nonperma-
nent failure to occupy the common abode
by reason of illness, education, business,
vacation, military service, or a custody
agreement unde which a child or step-
child is absent for less than six months
in the taxable year of the taxpayer, shall
be considered a temporary absence due
to special circumstances. Such absence
will not prevent the taxpayer from qual-
ifying as the head of a household if (1)
it is reasonable to assume that the tax-
payer or such other person will return to
the household, and (2) the taxpayer con-
tinues to maintain such household or a
substantially equivalent household in
anticipation of such return. The tax-
payer will not be deprived of the benefits
of section 12 (c)- because such other per-
son dies during the taxable year of the
taxpayer if the household constitutes
the principal place of abode of such other
person during that part of such taxable
year preceding death.

(d) Cost of maintanmg a household.
The taxpayer shallbe considered as
maintaining a household only if he pays
more than one-half the cost thereof for
his taxable year. The cost of maintain-
ing a /household shall be the expenses
incurred for the mutual benefit of the
occupants thereof by reason of its op-
eration as the principal place of abode
of such occupants for such taxable year.
Such expenses include property taxes,
mortgage interest, rent, utility charges,
upkeep and repairs, property insurance,
and food consumed on the premises.
The cost of mamtaning a household
shall not include expenses otherwise in-
curred. Thus, such cost does not in-
clude expenses incurred for clothing,
education, medical treatment, vacations,
life insurance, and transportation. In
addition, the cost of maintaining a
household shall not include any amount
which represents the value of services
rendered in the household by the tax-
payer or by a person specified in section
12 (c) (3) (A) or provided for in section
12 (c) (3) (B)

§ 39.13 Statutory provzsons; normal
tax on corporations.

SEc. 13. Normal tax on corporations-(a)
Definitions. For the purposes of this chap-
ter-

(1) Adfustea net income. The term "ad-
justed net income" means the net income
minus the credit provided in section 26 (a),
relating to interest on certain obligations of
the United States and Government corpora-
tions.

(2) Normal-tax net income. The term
"normal-tax net income" means the adjusted
net income minus the sum of the following
credits:

(A) The credit for dividends received pro-
vided in section 26 (b);

(B) In the case of a public utility, the
credit for dividends paid on its preferred
stock provided in section 26 (h); and

(C) In the case of a western hemisphere
trade corporation (as defined in section 109),
the credit provided in section 26 (1).

§ 39.13

(b) Imposition o1 tax. There shall be
levied, collected, and paid for each taxable
year upon the normal-tax net income of
every corporation (except a corporation sub-
ject to a tax imposed by section 231 (a),
Supplement G, or Supplement Q)-

(1) Calendar year 1951. * * * [Not
applicable.]

(2) Taxable years beginning after March
31, 1951, and before April 1, 1954. In the
case of taxable years beginning after March
31, 1951, and before April 1, 1954, a tax of
30 per centua of the normal-tax income.

(3) Taxable years beginning after March
31, 1954. In the case of taxable years be-
ginning after March 31, 1954, a tax of 25 per
,centum of the normal-tax net income,

(c) Exempt corporations. For corpora-
tions exempt from taxation under this. chap-
ter, see section 101.

(d) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

(e) Improper accumulation of surplus.
For surtax on corporations which accumulate
surplus to avoid surtax on shareholders, see
section 102.

(f) Mutual savings banks conducting life
insurance business. For special tax, in lieif
of the taxes imposed by this section and
section 15, in the case of a mutual savings
bank conducting a life insurance business,
see section 110.

[Sec. 13 as amended by sec. 201, Rev. Act 1939;
see. 3, Rev. -Act 1940; sec. 101 (a), Second
Rev. Act 1940; sec. 103 (a), Rev. Act ,1941;
sec. 105 (a), Rev. Act 1942; sec. 122 (g) (2).
Rev. Act 1945; see. 121, Rev. Act 1950; sees.
121 (a), 346 (b), Rev. Act 1951]

§ 39.13-1 Tax on corporations in gen-
eral. (a) Section 13 imposes an income
tax on corporations generally. Every
corporation is-liable to the tax imposed
by such section, except (1) corporations
expressly exempt from all taxation under
chapter 1 (see section 101) (2) corpora-
tions subject to tax under Supplement
U (see section 421) (3) foreign corpora-
tions not engaged in trade or business
within the United States (see section
231 (a)) (4) insurance companies (see
Supplement G) and (5) regulated in-
vestment companies (see Supplement Q)

(b) It makes no difference that a do-
mestic corporation subject to any tax
imposed by section 13 may derive no
income from sources within the United
States. The tax imposed by section 13
for a taxable year is computed upon the
"normal-tax net income" for the taxable
year, that is; the adjusted net income for
such year minus (1) the credit for divi-
dends-received provided in section 26
(b) for such year, (2) M the case
of a public utility, the credit for divi-
dends paid on its preferred stock pro-
vided in section 26 (h) for such year,
and (3) in the case of a Western Hemi-
sphere trade corporation (see section
109) the credit provided in section 26 (i)
for such year. For taxable years be-
ginning before April 1, 1954, and ending
after March 31, 1954, see § 39.108-2. The
"adjusted net income" of a corporation
is the net income as defined in section
21 minus the credit-provided in section
26 (a) relating to interest on certain
obligations of the United States and its
instrumentalities.

(c) The tax Imposed by section 13 Is
payable upon the basis of returns
rendered by the corporations liable
thereto, except that in some cases a tax

is to be paid at the source of the Income
(see also sections 47, 52, 53, 144, and
235) For what the term "corpordtion"
includes and for the difference between
domestic and foreign corporations, sec
section 3797 (a) For treatment of the
tax Imposed on foreign corporations en-
gaged In trade or business within the
United States, see § 39.231-1 (o) In the
case of foreign corporations not engaged
in trade or business within the United
States, the tax is as provided In section
231 (a) In the case of insurance com-
panies, the tax Is as provided In Supple-
ment G (sections 201 to 207, inclusive)
In the case of regulated investment com-
panies, the tax Is as provided in Sup-
plement Q (sections 361 and 302) In
the case of corporations subject to tax
under Supplement U, the tax is as pro-
vided In sections 421 to 424, Inclusive.
For surtax on corporations generally,
see § 39.15-1. For surtax on personal
holding companies, see sections 500 to
511, Inclusive, For surtax on corpora-
tions Improperly accumulating surplus,
see section 102. For treatment of capi-
tal gains and losses, see section 117, For
treatment of mutual savings banks con-
ducting life Insurance business, see sec-
tion 110.

(d) (1) The tax Imposed by section
13 Is computed by applying to the
"normal-tax net income" the rate In
effect for the taxable year, The rates
of tax under section 13 applicable for
the respective taxable years are as
follows:

Percent
For taxable years beginning bfole

April 1, 1954 -----------.--------- 30
For taxable years beginning after

March 31, 1954 ------------------- 25
(2) The computation of the tax under

section 13 may be Illustrated by the fol-
lowing example:

Example. The A Corporation, a domentic
corporation (which is neither a public utility o
referred to in section 26 (h) nor a Western
Hemisphere trade corporation referred to in
section 26 (1)), has for the calendar year
1952 a net income of $130,000, including
Interest on United States obligations (al-
lowable as a credit under section 20 (a))
in the amount of $10,000 and cash dividonds-
received (allowable as a credit under section
26 (b) fl)) in the amount of $10,000. The
corporation's tax under section 13 for the
calendar year 1952 is $32,056,26, computed
as follows:
Net income --------------------- 0130, 000
Less credit for interest on United

States obligations ------------- 10, 000

Adjusted net income ------ 120,000
Less credit for dividends received

(85 percent of $10,000) --------- 8,00
Normal-tax not income --- 111,600

Tax under sec. 13 (b) (2) (30 per-
cent of $111,500) ------------- 33,450
§ 39.14-15 Statutory provisions; tax

on specal classes of corporations; surtax
on corporations.

Sxc. 14. Tax on special classes of corpora-
tions in case of taxable years (other that;
the calendar year 1950) beginning beoro
July 1, 1950.

[Repealed by sec. 121 (g), Rev, Act 19051,]
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SEC. 15. Surtax-on corporations-(a) Cor-
poration surtax net income. For the pur-
poses of this chapter, the term "corporation
surtax net income" means the net income
minus the sum of the following credits:

(1) The credit for dividends received pro-
Vided in section 26 (b);

(2) In the case of a public utility, the
credit for dividends paid on its preferred
stock provided in section 26 (h);

(3) In the case of a western hemisphere
trade corporation (as defined in section 109),
the credit provided in section 26 (1).

(b) Imposition of tax. There shall be
levied, collected, and paid for each taxable
year upon the corporation surtax net in-
come of every corporation (except a corpora-
tion subject to a tax Imposed by section 231
(a), Supplement G, or Supplement Q) a sur-
tax of 22 per centum -of the amount of the
corporation surtax net income in excess of
$25,000.

(c) Disallowance of surtax exemption and
Minimum excess profits credit. If any cor-
poration transfers, on or after January 1,
1951, all or part of its property (other than
money) to another corporation which was
created for the purpose of acquiring such.
property or which was not actively engaged
in business at the time of such acquisition,
and if after such transfer the transferor cor-
poration or its stockholders, or both, are in
control of such transferee corporation dur-
ing any part of the taxable year of such
transferee corporation, then such transferee
corporation shall not for such taxable year
(except as may be otherwise determined un-
der section 129 (b)) be allowed either the
$25,000 exemption from surtax provided in
subsection (b) or the $25,000 minimum ex-
cess profits credit provided in the last sen-
tence of section 431, unless such transferee
corporation shall establish by the clear pre-
ponderance of the evidence thAt the securing
of such exemption or credit was not a major
purpose of such transfer. For the purposes
of this subsection, control means the owner-
ship of stock possessing at least 80 per
centum of the total combined voting power
of all classes of stock entitled to vote or at
least 80 per centum of the total value of
shares of all classes of stock of the corpora-
tion. In determining the ownership of stock
for the purpose of this subsection, the own-
ership of stock shall be determined in ac-
cordance with the provisions of section 503.
except that constructive ownership under
section 503 (a) (2) shall be determined only
with respect to the individual's spouse and
m inor children. The provisions of section
129 (b), and the authority of the Secretary
under such section, shall, to the extent not
inconsistent with the provisions of this sub-
section, be applicable to this subsection.
Tis subsection shall not apply to any tax-
able year with respect to which the tax im-
posed by subehapter D of this chapter is not
in effect.

[Sec. 15 as amended by sec. 104 (a), Rev.
Act 1941; sec. 105 (b), Rev. Act 1942; sees.
121 (a), 122 (g) (3), Rev. Act 1945; sec. 121
(c), Rev. Act 1950; sec. 201 (a) (e), Excess
Profits Tax Act 1950; sec. 121 (f) Rev. Act
19511

§ 39.15-1 Surtax on corporations.
(a) Section 15 mposes a surtax upon the
corporation surtax net" rcome of every
corporation, except (1) corporations ex-
pressly exempt from all taxation under
chapter 1 (see section 101) (2) corpora-
tions subject to tax under Supplement
U (see section 421) (3) foreign corpora-
tions not engaged in trade or business
within the United States (see section 231
(a)) (4) insurance companies (see Sup-
plement G) and (5) regulated invest-
ment companies (see Supplement Q)
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For surtax on personal holding com-
panies, see sections 500 to 511, inclusive.
For surtax on corporations Improperly
accumulating surplus, see section 102.
For treatment of capital gains and losses.
see section 117. For treatment of mu-
tual savings banks conducting life In-
surance business, see section 110.

(b) The "corporation surtax net in-
come" of a corporation is its net income
for the taxable year minus (1) the credit
for dividends received provided in sec-
tion 26 (b) for such year, (2) in the
case of a public utility, the credit for
dividends paid on its preferred stock
provided in section 26 (h) for such year,
and (3) in the case of a Western Hemi-
sphere trade corporation (see section
109) the credit provided in section 26
(I) for such year. The credit provided
in section 26 (a) for interest received on
obligations of the United States or 4ts
instrumentalities Is not allowable in
computing corporation surtax net In-
come for any taxable year.

(c) The surtax on corporations is at
the rate of 22 percent and is upon
corporation surtax net income in excess
of $25,000. See, however, § 39.15-2, as to
the circumstances under which the
$25,000 exemption from surtax for cer-
tam taxable years may be disallowed in
whole or in part.

(d) For treatment of taxable years
beginning before April 1, 1954, and end-
ing after March 31, 1954, see § 39.108-2.

(e) The computation of the surtax on
corporations may be illustrated by the
following example:

Example. The A Corporation, a domestic
corporation (which Is neither a public
utility referred to in section 26 (h) nor a
Western Hemisphere trade corporation re-
ferred to in section 26 (1)), has for the cal-
endar year 1952 a net income of 080.000. The
net income includes cash dividends received
from a corporation (allowable as a credit un-
der section 26 (b) (1)) in the amount of
$10,000, and interest on United States obli-
gations (allowable as a credit under rectlon
26 (a) in determining adjusted net income
for purposes of corporation normal tax) in
the amount of $10.000. The A Corporatlon'a
surtax for the calendar year 1952 Is $11,50.
computed as follows:
Net income -------------.... --.. $80, 000
Less credit for dividends received

(85 percent of $10,00) 8.5600

Corporation surtax not in-
come ------- ----------- 'i, 500

Surtax (22 percent of 852,500. the

excess of $77,500 over $25,000)---- 11,550

§ 39.15-2 Disallowance of surtax ex-
emption and minimum excess proflts
credit-a) In generaL If one corpora-
tion transfers after December 31,1950, all
or part of its property (other than
money) to another corporation, neither
the $25,000 exemption from surtax pro-
vided in section 15 Mb) nor the $25,000
minimum excess profits credit provided
in section 431 shall be allowed the
transferee if:

(1) The transferee was created for the
purpose of acquiring such property, or

(2) The transferee was not actively
engaged in business at the time of the
acquisition, and
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(3) After such transfer the transferor
or Its stockholders, or both, are in con-
trol of the transferee during any part of
the taxable year of the transferee,
unless-

(4) The transferee establishes by the
clear preponderance of the evidence that
the securing of either such exemption or
such credit or both was not a major pur-
pose of such transfer, or

(5) The Commissioner allows such ex-
emption or such credit pursuant to the
authority provided in section 15 (c) and
section 129 (b).

(b) Purpose of section 15 (c) (1)
The purpose of section 15 (c) is to pre-
vent avoidance or evasion of the surtax
on corporation surtax net Income im-
posed by section 15 (b) or of the excess
profits tax Imposed by section 430. It
Is not Intended, however, that section 15
(c) be Interpreted as delimiting or abro-
gating any principle of law established
by Judicial decision, or any existing pro-
visions of the Internal Revenue Code,
such ns sections 45 and 129, which have
the effect of preventing the avoidance or
evasion of income or excess profits taxes.
Such principles of law and such provi-
slons of the Code, including section 15
Cc) are not mutually exclusive, and in
appropriate cases they may operate to-
gether or they may operate separately.

(2) The provisions of section 129 Mb)
and the authority of the Commissioner
thereunder, to the extent not inconsist-
ent with the provisions of section 15
(c), are applicable to cases covered by
section 15 (c). Pursuant to the author-
ity provided In section 129 (b) the Com-
missioner may allovw to the transferee
any part of a surtax exemption or min-
imum excess profits credit for a taxable
year for which such exemption or credit
would otherwise be disallowed under sec-
tion 15 (c), or he may apportion such
exemption or credit among the corpora-
tions involved (see § 39.129-4). For
example, Corporation A transfers on
January 1, 1952; all Its property to Cor-
porations B and C In exchange for all
the stock of such corporations. Im-
mediately thereafter, Corporation A is
dissolved and Its stockholders become the
sole stockholders of Corporations B and
C. Assuming that Corporations B and
C are unable to establish by the clear
preponderance of the evidence that the
securing of the surtax exemption pro-
vided in section 15 (b) or the mnimu
excess profits credit provided in section
431, or both, was not a major purpose of
the transfer, the Commissioner, never-
theless, has authority under sections 15

c) and 129 (b) to allow one such ex-
emption and credit and to apportion
such exemption and credit between
Corporations B and C.

(3) For the purpose of section 15 (c)
and this section, a corporation main-
taining an office for the purpose of pre-
serving Its corporate existence is not
considered to be "actively engaged in
business" even though such corporation
may be deemed to be "doing business"
for other purposes. Similarly, for the
purpose of section 15 c) and this sec-
tion, a corporation engaged in vnding
up Its affairs, prior to an acquisition to

§ 39.15-2
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which section 15 (c) is applicable, is not
considered to be "actively engaged in
business"
(c) Meaning and application of the

term "control" For the purpose of sec-
tion 15 (c) and tis section, the term
"control" means the ownership of stock
possessing either (1) at least 80 percent
of the total combined voting power of all
classes of stock entitled to vote, or (2)
at least 80 percent of the total value of
shares of all classes of stock of the-cor-
poration. In determining whether stock
possessing at least 80 percent of the total
combined voting power of all classes of
stock entitled to vote is owned, all classes
of such stock shall be considered to-
gether; it is not necessary that 80 per-
cent of each class of voting stock be
owned. -Likewise, in determining whether
stock possessing at least 80 percent of the
total value of shares of all classes of
stock is owned, all classes of stock of the
corporation shall be considered together;
it is not necessary that 80 percent of the
value of shares of each class be owned.
The fair market value of a share shall be
considered as the value to be used for the
purpose of this computation. The own-
ership of stock shall le determined m
accordance with the provisions of section
503 and the regulations thereunder, ex-
cept that constructive ownership under
section 503 (a) (2) shall be determined
only with respect to the individual's
spouse and minor children. For example,
in addition to stock held directly or un-
der an option to purchase, an individual
is deemed to own stock held directly or
Indirectly by or for his spouse or minor
children, and also to own a proportionate
part of the stock owned by a corpora-
tion, partnership, estate, or trust in
which he holds an interest as a share-
holder, partner, or beneficiary.

Disallowance of the exemption and
credit under section 15 (c) is not limited
to the taxable year of the transferee cor-
poration in which the transfer of prop-
erty occurs. Section 15 (c) provides for
the disallowance of the exemption and
credit for any taxable year whether the
taxable year in which the transfer of
property occurs or any subsequent tax-
able year of the transferee corporation,
if, during any part of such year, the
transferor corporation or its stockhold-
ers, or both, are in control of the trans-
feree corporation. Thus, if Corporation
D on January 1, 1952, transfers a part
of its property to Corporation E, a cor-
poration not actively engaged in business
at the time of the acquisition of such
property, in exchange for 60 percent of
the voting stock of Corporation E, and;
thereafter, during a later taxable year
with respect to which section 15 c) is
applicable, acquires an additional 20
percent of the voting stock of Corpora-
tion E, Corporation D, by reason of such
later acquisition, is considered to be in
control of Corporation E as of the time
of such acquisition for the purpose of
section 15 (c) Accordingly, Corpora-
tion E will be disallowed the surtax ex-
emption and nmmum -excess profits
credit for the taxable year in which the
later acquisition of stock occurred and
for each taxable year thereafter in which

§ 39.21

the requisite control continues, unless
Corporation E establishes by the clear
preponderance of the evidence that the
securing of such exemption or credit, or
both, was not a major purpose of the
transfer of the property in 1952.

In determining, for the purpose of
section 15 (c) whether a corporation,
its stockholders, or both, are in control
of a transferee corporation, it is not nec-
essartr that the stock be acquired on or
after January 1, 1951. Thus, if Corpora-
tion F on June 1, 1950,.owns 70 percent
of the voting stock of Corporation G,
and, thereafter, on January 2,1952, Cor-
poration F acquires an additional 10 per-
cent of such stock, control within the
meaning of section 15 (c) is acquired by
Corporation F on January 2, 1952.
(d) Nature of transfer A transfer

made- by any corporation of all or part
of (its assets, whether or not such trans-
fer qualifies as a reorganization under
section 112 (g) is within the scope of
section 15 (c) except that section 15.
(c) does not apply to a transfer of money
only. For example, the transfer of cash
for the purpose of expanding the busi-
ness of the -transferor corporation
through the formation of a new cor-
poration is not a transfer within the
scope of section 15 c) irrespective of
whether the new corporation uses the
cash to purchase from the transferor
corporation stock in trade or similar
property.
(e) Purpose of transfer In determin-

ing, for the purpose of section 15 c)
whether the securing of the exemption
from surtax or the -nimmum excess
profits credit constituted "a major pur-
pose" of the transfer, all circumstances
relevant to the transfer shall be con-
sidered. For disallowance of the surtax
exemption and minimum excess profits
credit under section 15 Cc) it is not
necessary that the obtaining of either
such credit or exemption or both have
been the sole or principal purpose of the
transfer of the property. It is sufficient
if it appears, in the light of all the facts
and circumstances, that the obtaining
of such exemption or credit, or both,
was one of the major considerations
that prompted the transfer. Thus, the
securing of the surtax exemption or the
minimum excess profits credit may con-
stitute "a major purpose" of the transfer,
notwithstanding that such transfer was
effected for a valid business purpose and
qualified as a reorganization within the
meaning of section 112 (g) The tax-
payer's burden of establishing by the
clear preponderance of the evidence that
the securing of either such exemption
or credit or both was not "a major pur-
pose" of the transfer may be met, for
example, by a showing that the obtain-
ing of such exemption, or credit, or both,
was not a major factor in relationship
to the other consideration or consideta-
tions which prompted the transfer.
(f) Taxable years to which applicable.

Section 15 (c) and this section do not
apply to any taxable year with respect to
which the excess profits tax inposed by
subchapter D of chapter 1 of the Internal
Revenue'Code is not in effect. For treat-
ment of taxable years beginning before

April 1, 1954, and ending after March 31,
1954, see § 39.108-2. For computation of
the excess profits tax for certain fiscal
years, see § 40.430-2 (b) (2) and (a) of
Regulations 130 (Part 40 of this chapter)

COMPUTATION OF NET INCOEI

§ 39.21 Statutory provisions; net in-
come.

Snc. 21. Net income-(a) Definition. "Not
income" means the gross Income computed
under section 22, less the deductions allowed
by section 23.

(b) Cross references. For definition of
"adjusted net Income" and "normal-tax neot
income," see section 13.
[Sec. 21 as amended by see. 210 (a), rov. Act
193-]

§ 39.21-1 Meaning of net income.
(a) The tax imposed by chapter 1 is
upon income. Neither income exempted
by statute or fundamental law, nor ex-
penses incurred in connection therewith,
other than interest, enter into the com-
putation of net Income as defined by
section 21. (See section 24 (a) (5).) In
the computation of the tax various
classes of Income must be considered,

(1) 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 ialo or
other disposition of Capital assets. Cash
receipts alone do not always accurately
reflect income, for the Internal Revenue
Code recognizes as income-determining
factors other items, among which are in-
ventories, accounts receivable, property
exhaustion, and accounts payable for ex-
penses incurred. (See sections 22, 23,
24, and 117.)

(2) Gross income, meaning income (in
the broad sense) less income which is by
statutory provision or otherwise exempt
from the tax imposed by chapter 1. (See
section 22.)

(3) Net income, meaning gross income
less statutory deductions. The statutory
deductions are in general, though not ex-
clusively, expenditures, other than capi-
tal expenditure4, connected with the pro-
duction of income. (See sections 23 and
24.)

(4) Net income less certain credits.
(See sections 25, 26, 27, and 28.)

(b) The normal taxes and surtaxes
imposed on individuals and on corpora-
tions are computed upon net income less
certain credits. Although taxable not
income is a statutory conception, it fol-
lows, 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. (Seo
section 41.)

c) The net Income of corporations Is
determined in general in the same man-
ner as the net income of individuals, but
the deductions allowed corporations are
not precisely the same as those allowed
individuals. (See sections 23, 24, 102,
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118, 121. 122, 203, 204, 207, 232, and 336,
and sections 500 to 511, inclusive.)

§ 39.22 (a) Statutory provnsions; deft-
nition of gross income.

Ssc. 22. Gross nome-(a) General defini-
Van. "Gross income" includes gains, profits,
and -income derived from salaries, wages, or
compensation for personal service (including
personal service as an officer or employee of a
State, or any political subdivision thereof, or
any agency or instrumentality of any one or
more of the foregoing), of whatever kind and
in whatever form paid, or from professions,
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 in-
terest, 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. In the
case of Presidents of the United States and
judges of courts of the United States taking
office after June 6, 1932, the compensation
received as such shall be included in gross
income; and all Acts fixing the compensation
of such Presidents and judges are hereby
amended accordingly. In-the cee of judges
of courts of the United States who took office
on or before June 6, 1932, the compensation
received as such shall be included in gross
income.
[See. 22 (a) as amended by sees. 1, 3, Public
Salary Tax Act 1939]

§ 39.22 (a)-1 What ncluded in gross
income. (a) 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
gans, profits, and income derived from
any source whatever, unless exempt from
tax by law. See sections 22 (b) and
116. In gen-eral, income is the gain de-
rived from capital, from labor, or from
both combined, provided it be under-
stood to include profit gamed through a
sale or conversion of capital assets.
Profits of citizens, residents, or domestic
corporations derived from sales in for-
eign commerce must be included in their
gross income; but special provisions are
made for nonresident aliens and for-
eign corporations by sections. 211 to 238,
inclusive, and, in certain cases, by sec-
tion 251, for citizens and domestic cor-
porations deriving income from sources
within possessions of the United States.
Income may be in the form of cash or of
property.

(b) If property is transferred by a cor-
poration to a shareholder, for an amount
less than its fair market value, regard-
less of whether the transfer is in the
form of a sale or exchange, such share-
holder shall include in gross income the
difference between the amount paid for
the property and the amount of its fair
market value to the extent that such dif-
ference is in the nature of a distribution
of earnings or profits taxable as a divi-
dend. In computing the gain or loss
from the subsequent sale of such prop-
erty its basis shall be the amount paid
for the property, increased by the
amount of such difference included in
gross income. This paragraph does not
apply, however, to the issuance by a cor-
poration to its shareholders of the right
to subscribe to its stock, as to which see
§ 39.22 (a)-8.
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(c) Except as otherwise provided In
section 130A, if property is transferred
by an employer to an employee for an
amount less than its fair market value,
regardless of whether the transfer Is In
the form of a sale or exchange, the differ-
ence between the amount paid for the
property and the amount of Its fair mar-
ket value Is in the nature of compensa-
tion and shall be included in the gross
income of the employee. In computing
the gain or loss from the subsequent sale
of such property its basis shall be the
amount paid for the property, increased
by the amount of such difference in-
cluded in gross Income. See section 130A
and the regulations prescribed there-
under for special rules with respect to
stock transferred, from an employer to
an employee pursuant to the timely exer-
cise of a restricted stock option.

(d) The fact that a dividend is de-
clared shortly after the sale of corporate
stock and the sale price Is influenced by
the expectation of the payment of a divi-
dend, does not make such dividend when
paid taxable to the vendor as a dividend.
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 a de-
duction from gross income.

(e) As to the amount of income tax
paid for a bondholder by the obligor pur-
suant to a so-called tax-free covenant,
see section 143 (a) (3). As to the deter-
nination of gain or loss from the sale or
other disposition of property, see sections
111 to 113, inclusive. As to amounts re-
ceived as loans -from the Commodity
Credit Corporation, see section 123. As.
to income upon a recovery In respect of
war losses, see section 127 (c). As to in-
surance companies and foreign corpora-
tions, see sections 201 to 207, inclusive,
and section 231.

§ 39.22 (a)-2 Compensation for per-
sonal services. (a) Commissions paid
salesmen, compensation for services on
the basis of a percentage of profits, com-
missions 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 pen-
sions or retiring allowances paid by the
United States (unless expressly exempt)
or by private persons are income to the
recipients; as are also marriage fees,
baptismal offerings, sums paid for saying
masses for the dead, and other contribu-
tions 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 ate mere gifts or gratuities and
are not taxable.

(b) The salaries of Federal officers
and employees are subject to tax.
Amounts deducted and withheld pursu-
ant to the Civil Service Retirement Act
of May 29, 1930 (5 U. S. C.. c. 14),
from the basic salary, pay, or compensa-
tion of the employees in the civil serv-
ice of the United States are Includible
in gross income for the year in which
deducted and withheld. As used in this
section, the term "Federal officers and
employees" includes all judges of courts
of the United States irrespective of when
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they took office. Compensation re-
ceived for services rendered as an officer
or employee (Including a member of a
legislative body and a judge or officer of
a court) of a State or any political sub-
division thereof, or any agency or in-
strumentality of any one or more of the
foregoing, Is to be included in gross in-
come, regardless of the nature of the
office or employment.

(c) The value of services need not be
Included In gross Income when rendered
directly and gratuitously to an organiza-
tion described in section 23 (o) Where,
however, pursuant to an agreement or
understanding services are rendered to
a person for the benefit of an organiza-
tion described-in section 23 (o) and an
amount for such services Is paid to such
organization by the person to whom the
services are rendered, the amount so
paid constitutes income to the person
performing the services even though at
the time of the agreement or under-
standing the person making the payment
acknowledges his liability to make pay-
ment to such organization.

§ 39.22 (a)-3 Compensatzon paid
other than fn cash. If services are paid
for with something other than money,
the fair market value of the thin- 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. If a corpora-
tion transfers to its employees its own
stock as compensation for services
rendered by the employee, the amount
of such compensation to be included in
the gross income of the employee is the
fair market value of the stock at the
time of the transfer. If a person re-
ceives as compensation for services
rendered a salary and In addition thereto
living quarters or meals, the value to
such person of the quarters and meals so
furnished constitutes income subject to
tax. If, however, living quarters or
meals are furnished to employees for the
convenience of the employer, the value
thereof need not be computed and added
to the compensation otherwise received
by the employees. The value of quarters
furnished to the commissioned officers,
chief warrant officers, warrant officers,
and enlisted personnel of the Army.
Navy, Air Force, Coast Guard, Coast and
Geodetic Survey, and Public Health
Service, or amounts received by them as
commutation of quarters, are to be ex-
cluded from gross income. See also sec-
tion 22 (b) (6) Premiums paid by an
employer on policies of group life in-
surance covering the lives of his em-
ployees, the beneficiaries of which are
designated by the employees, are not
income to the employees. See § 39.24
(a)-3.

§ 39.22 (a)-4 Compensation paid in
notes. Notes or other evidences of in-
debtedness received in payment for ssrv-
Ices constitute income to the amount of
their fair market value. A taxpayer re-
ceiving as compensation a note regarded
as good for its face value at maturity,
but not bearing interest, shall treat as
income as of the time of receipt the fair

§ 39.22 (al-4
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discounted value of the note at such time.
Thus, if it appears that such a note is or
could be discounted on a 6 percent 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 transactions.
If the payments due on -a note so ac-
counted for are met as they become due,
there should be included as income in re-
spect of each such payment so much
thereof as represents recovery for the
discount originally deducted.

§ 39.22 (a)-5 G r oss 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 investments and from inci-
dental or outside operations or sources.
In determining gross income, subtrac-
tions should not be made for depletion
allowances based on discovery value or
percentage of income, selling expenses, or
losses, or for other items- not ordinarily
used in computing cost of goods sold.
But see § 39.23 (m)-1 (e)

§ 39.22 (a)-6 State contracts. The
profit from a contract-with a State or
political subdivision thereof must be in-
eluded in gross income. If warrants are
issued by a city, town, or other political
subdivision of a State, and are accepted
by the contractor in payment for pub-
lic work done, the fair market value of
such warrants should be returned as in-
come. If for any reason the contractor
upon conversion of the warrants into
cash does not receive and cannot recover
the full value of the warrants so re-
turned, he may deduct from gross in-
come for the year in which the warrants
are converted into cash any loss sus-
tained, and if he realizes more than the
value of the warrants so returned he
should include the excess in his gross in-
come for the year in which realized.

§ 39.22 (a) -7 Gross income of farm-
ers. (a) 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 during the tax-
able year from the sale of livestock and
produce which were raised during the
taxable year or prior years, (2) the
profits from the sale of any livestock
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 pur-
chased after February 28, 1913, is to be
ascertained by deducting the cost from
the sales price in the year in 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 rep-
resenting the difference between the cost
and the depreciation theretofore allowed
(but not less than the amount allowable)
in respect of such property as a deduc-
tion in computing net income.

(b) In the case of a farmer reporting
on the accrual basis (in which an in-

§ 39.22 (a-5

ventory is used to determine profits), his
gross profits are ascertained by adding
to the inventory value of livestock and
products on hand at the end of the year
the amount received from the sale of
livestock and products, and miscel-
laneous receipts for hire of teams, ma-
chinery, and the like, during the year,
and deducting from this sum the in-
ventory value of livestock and products
on hand at the beginning of the year-
and the cost of livestock and products
purchased during the year. In such
cases all livestock raised or purchased
for sale shall be included in the inven-
tory at their proper valuation deter-
mined in accordance with the method
authorized and adopted for the purpose.
Also livestock acquired, for draft, breed-
ing, or dairy purposes and not for sale,
may be included in the inventory, in-
stead 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
livestock included in an inventory their
cost must not be taken as an additional
deduction an the return of income, as
such deduction will be reflected in the
inventory. See § 39.22 (c)-6.

(c) In the case of the sale of machin-
ery, farm equipment, or any other prop-
erty (except stock in trade of the
taxpayer, or property of a kind which
Would properly be included in the in-
ventory of the- taxpayer if on hand at
the close of the taxable year, or property
held by the taxpayer primarily for sale
to customers in the ordinary course of
his trade or business) any excess of the
proceeds of the sale over the adjusted
basis of such property determined under
section 113 and the regulations there-
under shall be included in the taxpayer's
gross income for the taxable year in
which such sale is made. If farm pro-
duce 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 re-
ceived in crop shares shall be returned
as of the year in which the crop shares
are reduced to money or the equivalent
of money. 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 de-
stroyed. If a farmer is engaged in pro-
ducing crops which take more than a
year from the time of planting to the
time of gathering and disposing, the in-
come therefrom may, with the consent
of the Commissioner (see § 39.41-2) be
computed upon the crop basis; but in
any such cases the entire cost of pro-
ducing the crop, must be taken as a
deduction for the year in which the gross
income from the crop is realized.

(d) As used in this section, 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 farming operations. All indi-
viduals, partnerships, or corporations
that cultivate, operate, or manage farms
for gain or profit, either as owners or
tenants, are designated as 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.

(e) Form 1040F 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 dis-
bursements; Its use is optional with other
farmers. (See further §§ 39.23 (a)-11,
39.23 (e)-5, and 39.23 (l)-1O.)

§ 39.22 (a)-8 Sale of stock and rights.
(a) If shares of stock in a corporation are
sold from lots purchased at different
dates or at different prices and the Iden-
tity of the lots cannot be determined, the
stock sold shall be charged against the
earliest purchases of such stock. In the
determination of the earliest purchases
of stock the rules prescribed in section
117 (h) (relating to the period for which
property has been held) shall be applied.
The excess of the amount realized on the
sale over the cost or other basis of the
stock will constitute gain. With respect
to the basis for deterndning gain or loss
from the sale or other disposition of
stock acquired as a stock dividend or the
stock with respect to which the stock
dividend was acquired, see §§ 39.113 (a)
(19)-1 and 39,113 (a) (19)-2. If com-
mon stock is received as a bonus with the
purchase of preferred stock or bonds, the
total purchase price shall be fairly ap-
portioned between such common stock
and the securities purchased for the pur-
pose of determining the portion of the
cost attributable to each class of stock
or securities, but if that should be, im-
practicable 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 re-
covered the total cost.

(b) Although the issuance by a cor-
poration to Its shareholders of rights to
subscribe to its stock may not under sec-
tion 115 (f) give rlqe to taxable income,
gain may be derived or loss sustained by
the shareholder from the sale of such
rights. In the case of stock in respect of
which were acquired stock subscription
rights which did not constitute income to
the shareholders within the meaning of
the sixteenth amendment to the Consti-
tution, and in the case of such rights,
the following rules are to be applied:

(1) If the shareholder does not exer-
cise, but sells, his rights to subscribe, the
cost or other basis, properly adjusted, of
the stock in respect of which the rights
are acquired shall be apportioned be-
tween the rights and the stock in propor-
tion 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 will be the quotient
of the cost or other basis, properly ad-
justed, assigned to the rights or the
stock, divided, as the case may be, by the
number of rights acquired or by the
number of shares held.

Example. A taxpayer In 1047 purchased
500 shares of common stock at $125 a share,
and In 1952, by reason of tho ownership of
such stock, acquired 500 rights entitling him
to subscribe to 100 additional shares of such
stock at $IO0a share. Upon the Issuanco of
the rights each of the shares of stock In
respect of which the rights wero acquired
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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, he sold the rights at $4 each. The
profit is computed at follows:

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

500 (shares) X$120=$60.000, market value of
old stock.

500 (rights) x$3

60,000
61,500

=$1,500, market value of
rights.

=$60,975.61, Cost of old
stock apportioned to
such stock.

1,500 of $62,500 =$1,524.39, cost of old
61,500 stock apportioned to

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 subsequent sale of the stock In
respect of which the rights were acquired,
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 deter-
mining gain or loss from a subsequent
sale of a share of the stock in respect
of which the rights were acquired shall
be determined as in subparagraph (1) of
this paragraph. The basis for deter-
mining gain or loss from a subsequent
sale of a share of the stock obtained
through exercising the rights, shall be
determined by dividing the part of the
cost or other basis, properly adjusted, of
the old shares assigned to the rights,
plus the subscription price of the new
shares, by the number of new shares
acquired.

Example. A taxpayer in 1949 purchased
500 shares of common stock at $125 a share,
and in 1952, by reason of the ownership of
such stock, acquired 500 rights entitling him
to subscribe to 100 additional shares of such
stock at $100 a share. Upon the issuance
of the rights each of the shares of stock in
respect of which the rights were acquired
had a fair market value of $120, and the
rights had a fair market value of $3 each.
The taxpayer exercised his rights to sub-
scribe to the additional shares and later
sold one of such shares for $140. The profit
is computed as follows:

$1,524.39 "(cost of old stock apportioned to
rights pursuant to the computation in the
example under subparagraph (1) of this
paragraph) +$10,000 (subscription price of
additional shares) =$11,524M9, basis for de-
termining gain or loss from sale of additional
shares.

$11,524.39-100=$115.24, basis for deter-
miing gain or loss from sale of each share
of additional stock.

$140 (proceeds of sale of share of addi-
tional 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 acquired is
$60,975.61--500, or $121.95 a share.

(3) If the stock in respect of which the
rights are acquired was purchased at
different times or at different prices and
the identity of the lots cannot be deter-
mined, or if the stock in respect of which
the rights are acquired was purchased at
different tims or at different prices and
the stock rights acquired in respect of
such stock cannot be identified as having
been acquired in respect of any particu-
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lar lot of such stock, the basis for de-
ternning the gain or loss from the sale
or other disposition of the old shares, or
the rights in cases in which the rights
are sold, or from the sale or other dis-
position of the old or new shares in cases
in which the rights are exercised, shall be
ascertained in accordance with the prin-
ciples laid down in § 39.113 (a) (12)-1.

Cc) As to deductions for losses from
sales or exchanges of stocks or bonds, in-
cluding losses from sales or exchanges of
rights to subscribe to stock, see § 39.23
(e)-l.

§ 39.22 (a)-9 Sale of -atents and
copynghts. A taxpayer disposing of
patents or coprights by sale should deter-
mine the gain or loss arising therefrom
by computing the difference between the
selling price and the cost or other basis,
with proper adjistment for depreciation,
as provided in §§ 39.111-1, 39.113 (a)
(14)-1, and 39.113 (b) (1)-1 to 39.113
(b) (4)-1. inclusive.

§39.22(a)-10 Sale ofgoodwtL 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 deter-
mined by comparing the sale price with
the cost or other basis of the assets, in-
cluding good will. (See §§ 39.111-1.
39.113 (a) (14)-1, and 39.113 (b) ()-i to
39.113 (b) (4)-1, Inclusive.) If specific
payment was not made for good will,
there can be no deductible loss with re-
spect 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 car-
ned on the books as an asset, but the
burden of proof is on the taxpayer to
establish the cost or other basis of the
good will sold.

§ 39.22 (a)-11 Sale of real property
in lots. If a tract of land is purchased
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 ap-
portioned to the several lots or parcel
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 in-
come for the year in which the sale is
made. This rule contemplates that
there will be gain or loss on every lot or
parcel sold, and not that the capital in
the entire tract may be recovered be-
fore any taxable income shall be re-
turned. The sale of each lot or parcel
will be treated as a separate transaction,
and gain or loss computed accordingly.

§ 39.22 (a)-12 Annuities and insur-
ance policies. Annuities paid by re-
ligious, charitable, and educational
corporations under an annuity contract
are, in general, subject to tax to the
same extent as annuities from other
sources paid under similar contracts.
See section 22 (b) (2) and § 39.22 (b)

2)-2. An annuity charged upon devised
land is taxable to the donee-annuitant to
the extent it becomes payable out of the
rents or other income of the land,
whether or not it is a charge upon the
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income of the land. See section 22 (b)
(3) and § 39.22 (b) (3)-1. As to certain
cases in which an annuity charged upon
devised land is taxable in full to a spouse
upon divorce or legal separation, see sec-
tion 22 (k). In such case the devisee is
not required to return as gross income
the amount of rent or other income paid
to the annuitant, and he is not entitled
to deduct from his gross income ;my
sums paid to the annuitant. Amounts
received as a return of premiums paid
under life insurance, endowment, or an-
nuity contracts, and the so-called "divi-
dend" of a mutual insurance company
which may be credited against the
current premium, are not subject to tax.

§ 39.22 a)-13 Cancellation of zndebt-
edness-(a) In general. The cancella-
tion of indebtedness, in whole or in part,
may result in the realization of income.
If, for example, an individual performs
services for a creditor, who in considera-
tion thereof cancels the debt, income in
the amount of the debt is realized by the
debtor as compensation for his services.
A taxpayer realizes income by the pay-
ment or purchase of his obligations at
less than their face value. See § 39.22
(a)-17. In general, if a shareholder in
a corporation which is indebted to him
gratuitously forgives the debt, the trans-
action amounts to a contribution to the
capital of the corporation to the extent
of the principal of the debt. For exclu-
sion from gross income of income attrib-
utable to discharge of indebtedness of
certain corporations, see § 39.22 (b)
(9)-1. For exclusion from gross in-
come of income attributable to discharge
of indebtedness of railroad corporations
in certain judicial proceedings, see
§ 39.22 (b) (10)-i. For exclusion from
gross income of income attributable to
the forgiveness or discharge of a grant
or loan made to a taxpayer by the United
States for the encouragement of explora-
tion for, or development or mining of,
critical and strategic minerals or metals,
see § 39.22 (b) (15)-i.

(b) Proceedings under Bankrupt cy
Act. Income is not realized by a tax-
payer by virtue of the discharge, under
section 14 of the Bankruptcy Act (11
U. S. C. 32), of his indebtedness as the
result of an adjudication in bankruptcy,
or by virtue of an agreement among his
creditors not consummated under any
provision of the Bankruptcy Act, if
immediately thereafter the taxpayer's
liabilities exceed the value of his assets.
Furthermore, income is not realized in
any case by a taxpayer in the case of a
cancellation or reduction of his indebted-
ness under:

(1) a plan of corporate reorganzation
confirmed under Chapter X of the Bank-
ruptoy Act (11 U. S. C., c. 10)

(2) an "arrangement" or a "real
property arrangement"-confirmed under
Chapter XI or Xif, respectively, of the
Bankruptcy Act (11 U. S. C., c. 11, 12)
or

(3) a "wage earner's plan!" confirmed
under Chapter XIII of the Bankruptcy
Act (11 U. S. C., c. 13).
If, however, such plan of corporate re-
organization or arrangement or wage

§ 39.22 fa)-13
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earner's plan referred to n subpara-
graphs (1) to (3) of this paragraph had
for one of its principal purposes the
avoidance of income tax, the cancella-
tion or reduction of indebtedness, under
such plan, confirmed under Chapter X,
X, XII, or X of the Bankruptcy Act
(11 U. S. C., c. 10-13) may result in the
realization of income.

(c) Cross references. 'Foradjustment
of basis of certain property in the case
of cancellation or reduction of indebted-
ness resulting from a proceeding under
the Bankruptcy Act, see §§ 39.113 (b)
(1)-2 and 39.113 (b) (1)-3.

§ 39.22 (a)-14 Creation of sinking
fund by corporation. If a corporation,
in order solely to secure the payment of
its bonds or other indebtedness, places
property in trust or sets aside certain
amounts in a sinking fund under the
control of a trustee who may be author-
ized 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 cor'
poration, and any gain arising therefrom
is income of the corporation and shall be
included as such in its gross income.

§ 39.22 (a)-15 Acquisition or disposi-
tion by a corporation of'its own capital-
stock. (a) Whether the acquisition or
disposition by a corporation of shares of
its own capital stock gives rise to taxable
gain or deductible loss depends upon the
real nature of the transaction, which is
to be ascertained from all its facts and
circumstances. The receipt by a corpo-
ration of the subscription price of shares
of its capital stock upon their original
issuance gives rise to neither taxable gain
nor deductible loss, whether the sub-
scription or issue price be in excess of.
or less than, the par or stated value of
such stock.

(b) However, if a corporation deals in
its own shares as it might in the shares
of another corporation, the resulting
gain or loss is to be computed in the same
manner as though the corporation were
dealing in the shares of another. So
also if the corporation receives its own
stock as consideration upon the sale of
property by it, or in satisfaction of in-
debtedness to it, the gain or loss resulting
is to be computed in the same manner as
though the payment had been made in
any other property. Any gain derived
from such transactions is subject to tax,
and any loss sustained is allowable as a
deduction where permitted by the pro-
visions of the Internal Revenue Code.

§'39.22 (a)-16 Contributions to cor-
poration by shareholders. If a corpora-
tion requires additional funds for
conducting its business and obtains such
needed money through voluntary pro
rata payments by its shareholders, the
amounts so recefved being credited to its
surplus account or to a special capital
account, such amounts will not be con-
sidered income, although there is no in-
crease in the outstanding shares of stock
of the corporation. The payments under
such circumstances are in the nature o;f
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 a -part of the operat-
ing capital of the company. (See
§§ 39.22 (a)-13 and 39.24 (a)-2.)

§ 39.22 (a)-17 Sale and purchase by
corporation of its bonds. (a) If bonds
are issued by a corporation at their face
value, the corporation realizes no gain
or loss. If the corporation purchases
any of such bonds at a price in excess of
the issuing price or face value, the excess
of the purchase price over the issuing
price or face value is a deductible ex-
pense for the taxable year. If, however,
the corporation purchases 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 pur-
chase price is gain or income for the
taxable year. o

(b) If, subsequent to February 28,
1913, bonds are issued by a corporation
at a premium, the net amount of such
premium is gain or income which should
be prorated or amortized over the life
of the bonds. If the corporation pur-
chases 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 issumg price minus any amount
of premium already returned as income
(or over the face value plus any amount
of premium not yet returned as income)
is a deductible expense for the taxable
year. If, however, the corporation pur-
chases 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 re-
turned 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.

(o) If bonds are issued by a corpora-
tion at a discount, the net amount of
such discount is deductible and should
be prorated or amortized over the life
of the bonds. If the cprporation pur-
chases 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 dis-
count not yet deducted) is a deductible
expense for the taxable year. If, how-
ever, the corporation purchases any of
such bonds at a price less than the is-
sung price plus any amount of discount
already deducted, the excess of the is-
suing price, plus any amount of dis-
count already deducted (or of the face
value minus any amount of discount not
'yet deducted) over the purchase price
is gain or income for the taxable year.

(d) If bonds were issued by a cor-
poration prior to March 1, 1913, at a
premium, the net amount of such pre-
mium was gain or income for the year
in which the bonds were issued and
should not be prorated or amortized over
the life of the bonds. If the corpora-
tion purchases any of such bonds at a
price in excess of the face value Qf the
bonds, the excess of the purchase price

over the face value Is a deductible ex-
pense for the taxable year. If, however,
the corporation purchases any of such
bonds at a price less than the face value,
the excess of the face value over the
purchase price is gain or Income for the
taxable year.

(e) For exclusion from gross income
of income attributable to discharge of
indebtedness of certain corporations, see
§ 39.22 (b) (9)-1. For exclusion from
gross income of income attributable to
discharge of Indebtedness of railroad
corporations In certain judicial proceed-
ings, see § 39.22 (b) (10)-1.

§ 39.22(a)-18 Sale of capital assets
by corporation. If property Is acquired
and later sold for an amount in excess of
the cost or other basis, the gain on the
sale is income. If, then, a corporotion
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 pro-
vided in sections 111 to 113, inclusive. If
the purchaser takes over all the assets
and assumes the liabilities, the amount so
assumed is part of the selling price.

§ 39.22(a)-19 Income to lessor cor-
poration from leased property, If a cor-
poration has leased its property in con-
sideration that the lessee shall pay in
lieu of other rental an amount equivalent
to a certain rate of dividend on the les-
sor's capital stock or the Interest on the
lessor's outstanding indebtedness, to-
gether with taxes, insurance, or other
fixed charges, such payments shall be
considered rental payments and shall be
returned by the lessor corporation as in-
come, notwithstanding 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 o1 leased its
property and has parted with Its man-
agement and control, or has ceased to
engage in the business for which it was
originally organized, will not relieve it
from liability for the tax. While the pay-
ments made by the lessee 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 pay-
ments received as from the lessor and as
such shall be accounted for in their
returns.

§ 39.22 (a)-20 Gross income of cor-
poration in liquidation, When a cor-
poration is dissolved, its affairs are,
usually wound up by a receiver or trus-
tees in dissolution. The corporate exist-
ence 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 208.)
Any sales of property by them are to be
treated as if made byrthe 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 ap-
preciated or depreciated in value since

§ C1.22 (a)-14
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their acquisition. But see section 44(d)
and § 39.44-5. (See also § 39.52-2.)

-§ 39.22 (a)-21 Trust income taxable
to the grantor as substantial owner
thereof-(a) Introduction. Income of a
trust is taxable to the grantor under sec-
tion 22 (a) although no; payable to the
grantor himself and not to be applied in
satisfaction of his legal obligations if he
has retained a control of the trust so
complete that he is still in practical effect
the owner of its income. (Helvering v.
Clifford, 309 U. S. 331.) In the absence
of precise guides supplied by an appro-
priate regulation, the application of this
principle to varying and diversified fac-
tual situations has led to considerable
uncertainty and confusion. The pro-
visions of this section accordingly resolve
the present difficulties of application by
defining and specifying those factors
which demonstrate- the retention-by the
grantor of such complete control of the
trust that he is taxable on the income
therefrom under section 22 Ca) Such
factors are set forth in general in para-
graph (b) of this section and in detail in
paragraphs (c) d) and (e) of this sec-
tion.

(b) In general. In conformity with
the principle stated in paragraph (a)
of this section, the income of a trust
is attributable to the grantor (except
where such income is taxable to the
grantor's spouse or former spouse under
section 22 (k) or 171) if:

(1) The corpus or the income there-
from will or may return after a relatively
short term of years (see paragraph Cc)
of this section)

(2) The beneficial enjoyment of the
corpus or the income therefrom is sub-
ject to a power of disposition (other than
certain excepted powers) whether by
revocation, alteration, or otherwise, exer-
cisable by the grantor, or another person
lacking a substantial adverse interest in
such disposition, or both (see paragraph
(d) of this section) or

(3) The corpus or the income there-
from is subject to administrative control,
exercisable primarily for the benefit of
the grantor (see paragraph (e) of this
section)

(c) Reversionary interest after a rela-
tively short term. (1) Income of a trust
is taxable to the grantor where the
grantor has a reversionary interest in
the corpus or the income therefrom
which will or may reasonably be ex-
pected to take effect in possession or en-
joyment:

(i) Within 10 years commencing with
the date of the transfer, or

Cii) Within 15 years commencing with
the date of the transfer if the income is
or may be payable to a beneficiary other
than a donee described in section 23 (o)
and if any one or more of the following
powers of administration over the trust
corpus or income are exercisable solely
by the grantor, or spouse (living with the
grantor, and not having a substantial
adverse interest in the corpus or income
of the trust) or both, whether or not
exercisable as trustee: a power to vote
or direct the voting of stock or other
securities, a power to control the invest-
ment of the trust funds either by direct-
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mg investments or reinvestmuents or by
vetoing proposed investments or rein-
vestments, and a power to reacquire the
trust corpus by substituting other prop-
erty, whether or not of an equivalent
value.

(2) Where the grantor's reversionary
interest is to take effect in possession or
enjoyment by reason of some event other
than the expiration of a specific term of
years, the trust income is nevertheless
attributable to him if such event Is the
practical equivalent of the expiration of
a period less than 10 or 15 years, as the
case may be. For example, a grantor Is
taxable on the Income of a trust If the
corpus is to return to him or his estate
on the graduation from college or prior
death of his son, who is 18 years of age
at the date of the*transfer in trust.
Trust income is, however, not attribut-
able to the grantor where such reversion-
ary interest Is to take effect in possession
or enjoyment at the death of the person
or persons to whom the income Is pay-
able.

(3) In general, a reversionary interest
may reasonably be expected to take ef-
fect in possession or enjoyment within
10 or 15 years, as the case may be, where
the corpus or the income therefrom is
to be reacquired if the grantor survives
any stated contingency which Is of an
insubstantial character. T h u s, the
grantor is taxable where the trust in-
come is to be paid to the grantor's wife
for three years, and the corpus Is then to
be returned to the grantor f he survives
such period, or to be paid to the grantor's
wife is he is already deceased.

(4) Any postponement of the date
specified' for the reacquisition of posses-
sion or enjoyment of the reversionary
interest is considered a new transfer In
trust commencing with the date on
which the postponement Is effected and
terminating with the date prescribed by
tho postponement. But income for any
period shall not be taxable to the grantor
by reason of the preceding sentence if
such income would not be taxable to him
in the absence of such postponement.,
This may be illustrated by the following
example:

Examplc. A places property In trust for
the benefit of his son B. Upon the expira-
tion of 12 years or the earlier death of B the
property is to be paid over to A or his estate.
Neither A nor his wife has any power of
administration over the trust corpus or in-
come. After the expiration of nine years A
extends the term of the trust for an addi-
tional two years. A is considered to have
made a new transfer In trust for a term of
five years. He Is not taxable on the Income
for the first three years of such term because
he would not be taxable thereon if the term
of the trust had not been extended. A is
taxable, however, on the income for the re-
naining two years.

Cd) Power to determine or control
beneficial enjoyment of income or corpus.
(1) Income of a trust is taxable to the
grantor where, whatever the duration of
the trust, the beneficial enjoyment of the
corpus or the income therefrom is sub-
ject to a power of disposition (except as
provided in section 167 (c) and as here-
after provided in subdivisions (1) to (v),
inclusive, of subparagraph (2) of this
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paragraph) whether by revocation,
alteration, or otherwise, exercisable (in
any capacity and re-ardless of whether
such exercise is subject to a precedent
giving of notice or Is limited to some
future date) by the grantor, or any per-
son not having a substantial adverse in-
terest in the beneficial enjoyment of the
corpus or income, whichever is subject
to the power, or both. The grantor is
not taxable, however, if the power,
whether exercisable with respect to
corpus or income, may only affect the
beneficial enjoyment of the income for
a period commencing 10 years from the
date of the transfer (or 15 years where
any power of administration specified m
paragraph (c) of this section Is exer-
cisable solely by the grantor, or spouse
living with the grantor and not havm
a substantial adverse interest, or both,
whether or not as trustee) For example,
if a trust created onJanuary 1, 1945, pro-
vides for the payment of income to the
grantor's wife, and the grantor does not
reserve any such administrative power
but reserves the power to substitute other
beneficiaries in lieu of his wife on or
after January 1, 1955, the grantor is not
taxable on the trust income for the
period before January 1, 1955. But the
income will be attributable to the grantor
for the period beginning on such date
unless the power s relinquished. If the
beginning of such period is postponed,
such postponement is considered a new
transfer in trust commencing with the
date on which the postponement is
effected and terminating with the date
prescribed by the postponement. But
income for any period shall not be tax-
able to the grantor by reason of the pre-
ceding sentence if such income would
not be taxable to him in the absence of
such postponement. Where the income
affected by the power is for a period
beginning by reason of some event other
than the expiration of a specific term of
ye.rs, the grantor will be taxable if such
event is the practical equivalent of the
explratlon of a period less than 10 or 15
years, as the case may be, in accordance
with the criteria stated in paragraph (c)
of this section.

(2) The provisions of subparagraph
(1) of this paragraph shall not apply
to any one or more of the follovng
powers:

(I) To a power exercisable only by
will, other than a power in the grantor
to appoint the income of the trust where
the income is accumulated for such dis-
position by the grantor, or may be so
accumulated in the discretion of the
grantor, or any person not having a sub-
statial adverse interest in the cisposi-
flon of such income, or both. For
example, if a trust provides that the
income is to be accumulated during the
grantors life and that the grantor may
appoint the accumulated income by
will, the grantor is taxable on the trust
income:

(iI) To a power to determine the ben-
eficial enjoyment of the corpus or the
income therefrom if such corpus or in-
come, as the case may be, is irrevocably
payable for the purposes and in the
manner specified in section 23 (0)

§ 39.22 a-21
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* (lii) To a power if such power is exer-
cisable by a trustee or trustees, none of
whom is the grantor, spouse living with
the grantor, or a related or subordinate
trustee of the type and under all the
conditions referred to in subdivision (iv)
(b) of this subparagraph, and the exer-.
clse of the power is not subject to the
approval or consent of any person other
than such trustee or trustees, and if such
power is one:

(a) To distribute, apportion, or ac-
cumulate income to or for a beneficiary
or beneficiaries, or to, for, or within a.
class of beneficiaries,

(b) To pay out corpus to or for a
beneficiary or beneficiaries or to or for
a class of beneficiaries (whether or not
income beneficiaries)
The powers herein described include all
the powers described in subdivision (iv)
of this subparagraph, since the latter
powers are more limited than those
herein described.

(iv) To a power,
(a) Which is exercisable:
(1) By the grantor or spouse living,

with the grantor, or both, whether or
not as trustee; or

(2) (i) Solely by a trustee or trustees
who include the father, mother, issue,
brother, sister or employee of the gran-
tor, or a subordinate employee of a cor-
poration in which the grantor is an ex-
ecutive or in which the stock holdings
of the grantor and the trust are sig-
nificant from the viewpoint of voting
control and (i) in a manner which may
affect the interests of beneficiaries which
include the spouse or any child of the
grantor (see subdivision ,(iii) of this sub-
paragraph for a power exercisable by a
related or subordinate trustee of the class
hereinabove described where the exercise
of the power does not affect the interest
of the spouse or a child of the grantor
or where the power is exercisable only
with the concurrence of an unrelated
and nonsubordinate trustee) or

(3) By any person or persons other
than as trustee; or

(4) By any trustee or trustees, and the
exercise of the power is subject to the
approval or consent of any person or
persons (other than such trustee or
trustees) or of the grantor or spouse
living with the grantor, or both, in the
capacity of trustee-and

(b) If such power is one:
(1) To pay out corpus to or for a bene-

ficiary or beneficiaries or to or for a
class of beneficiaries (whether or not
income beneficiaries) provided that the
power is limited by a reasonably definite
external standard. Such standard must,
be set forth in the trust instrument and
must consist of needs and circumstances
of the beneficiaries;

(2) To pay Out corpus to or for any
current income beneficiary, if the power
is not limited by a reasonably definite
external standard, provided that any
such payment of corpus must be charge-
able against the proportionate share of
corpus held in trust for the payment of
income to such beneficiary as if such
corpus constitutes a separate trust;

(3) To distribute or apply income to
or for any current income beneficiary or

§ 39.22 (a)-21

to accumulate-such income for him, pro-
vided that any accumulated income must
ultimately be payable to'the beneficiary
from whom distribution or application is
withheld, to his estate or to hIs appoint-
ees (or persons named as alternate
takers in default of appointment) pro-
vided that such beneficiary possesses a
power of appointment which does not
exclude from the class of possible ap-
pointees anyperson other than the bene-
ficiary, his estate, his creditors or the
creditors of his estate; or, if payable upon
the termination of the trust or in con-
junction with a 'distribution of corpus
which distribution is augmented by such
accumulated income, is ultimately pay-
able to the current income beneficiaries
in shares which hqve been irrevocably
specified in the trust instrument. Ac-
cumulated income shall be considere&so
payable although it is provided that if
any beneficiary does not survive a date
of distribution which may reasonably be
expected to occur.within the beneficiary's
lifetime, the share of such deceased bene-
ficiary is to be paid to such persons as
the beneficiary may appoint, or is to be
paid to one or more designated alternate
takers (other' than the grantor or the
grantor's estate) if the share of such al-
ternate taker or the shares of such
alternate takers have been irrevocably
specified in the trust instrument;

(4) Exercisable only during (i) the
existence of a legal disability of any cur-
rent income beneficiary, or (ii) the pe-
riod in which any income beneficiary
shall be under the age of 21 years, to dis-
tribute or apply income to or for such
beneficiary or to accumulate and add
such income to corpus;

(5) In a case falling under (a) (2) of
this subdivision, to distribute, apportion,
or accumulate income to or for a bene-
ficiary or beneficiaries, or to, for, or
within a class of beneficiaries, whether or
not the conditions in (b) (3) or (b) (4)
of this subdivision are satisfied, provided
that such power is limited by a reason-
ably definite external standard. For the
requirements of such standard, see (b)
(1) of this subdivision.

,A power, does not fall within the powers
described in subdivisions (iII) and (iv)
of this subparagraph if the trustee is
enabled to add to the class of benefici-
aries designated to receive the income or
corpus, except insofar as provision may
be made for after-born or after-adopted
children. A mere power to allocate re-
ceipts as between corpus and income,
even though expressed in broad language,
is not deemed a power over beneficial
enjoyment with respect to income or
corpus.

(e) Admznzstrative controL (1) In-
come of a trust, whatever its duration,
is taxable to the grantor where, under
the terms of the trust or the circum-
stances attendant on its operation, ad-
minstrative control is exercisable pri-
marily for the benfit.of the grantor
rather than the benficianes of the trust.
Admmistrative control is exercisable
primarily for the benefit of the grantor
where:

(I) A power exercisable by the grantor,
or any person not having a substantial

adverse Interest in Its exercise, or both,
whether or not In the capacity of trus-
tee, enables the grantor or any person
to purchase, exchange or otherwise deal
with or dispose of the corpus or the in-
come therefrom for less than an ade-
quate and full consideration in money
or money's worth; or

(1i) A power exercisable by the
grantor, or any person not having a sub-
stantial adverse Interest in Its exercise,
or both, whether or not in the capacity
of trustee, enables the grantor to borrow
the corpus or income, directly or Indi-
rectly, without adequate interest in any
case, or without adequate security ex-
cept where a trustee (other than the
grantor or spouse living with the grantor)
Is authorized under a general lending
power to make loans without security to
the grantor and other persons and cor-
porations upon the same terms and con-
ditions; or

(iii) The grantor has, directly or in-
directly borrowed the corpus or Income
and has not completely repaid the loan,
including any Interest, before the be-
ginning of the taxable year; or

(v) Any one of the following powers
of administration over the trust corpus
or income is exercisable in a nonflduclary
capacity by the grantor, or any person
not having a substantial adverse interest
In its exercise, or both: a power to vote
or direct the voting of stock or other se-
curities, a power to control the Invest-
ment of the trust funds either by direct-
ing investments or reinvestments or by
vetoing proposed investments or rein.'
vestments, and a power to reacquire the
trust corpus by substituting other prop-
erty of an equivalent value.

(2) If a power is exercisable by a per-
son as trustee, it is presumed that the
power is exercisable in a fiduciary capac-
ity primarily In the Interests of the
beneficiayries. Such presumption may be
rebutted only by clear and convincing
proof that the power Is not exercisable
primarily In the interests of the bene-
ficiaries. If a power Is not exercisable
by a person as trustee, the determina-
tion of whether such power is exercis-
able in a fiduciary or a nonfiduclary ca-
pacity depends on all the terms of the
trust and the circumstances surrounding
its creation and administration. For ex-
ample, where the trust corpus consists of
diversified stocks or securities of corpo-
rations the stock of which Is not closely
held and In which the holdings of the
trust, either by themselves or in con-
junction with the holdings of the grant-
or, are of no significance from the view-
point of voting control, a power with
respect to such stocks or securities held
by a person who is not a trustee will be
regarded as exercisable in a fiduciary ca-
pacity primarily In the interests of the
beneficiaries. Where the trust corpus
consists of stock or securities of a closely
held corporation, such a power may or
may not, depending upon all the facts,
be considered exercisable in a fiduciary
capacity.

(3) The mere fact that a power exer-
cisable by the trustee is described In
broad language does not Indicate that
the trustee Is authorized to purchase, ex-
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change, or otherwise deal with or dis-
pose of the trust property or income for
less than an adequate and full considera-
tion in money or money's worth, or is
authorized to lend the trust property or
income to the grantor without adequate
interest. On the other hand, such au-
thority may be indicated by the actual
adm4nstration of the trust.

(f) Limitations of section. Despite
the limitations of this section, the
grantor of a trust directing the payment
or application of the income therefrom
in satisfaction of the grantor's legal ob-
ligations shall continue to be taxable on
the income. The grantor may also be
taxable on the income of a trust on the
ground that such income is attributable
to him in a capacity unrelated to do-
minion and control over the trust as
such as defined in paragraphs (c) (d)
and (e) of this section. Thus, the pro-
visions of this section do not affect the
principles governing the taxability of
future income to the assignor thereof
whether or not the assignment is by
means of a trust. Nor, for. example, do
the provisions of this section affect the
applicability of section 22 (a) to the
creator of a family partnership. See
also sections 166 and 167.

§ 39.22 (a)-22 Trust income taxable
to person other than grantor Where a
person other than the grantor of prop-
erty transferred in trust has a power
exercisable solely by himself to vest the
corpus or the income therefrom in hun-
self, the income therefrom shall be in-
eluded in computing the net income of
such person. Even though such a power
has been partially released or otherwise
modifiectso that the person holding it
can no longer vest the corpus or the in-
come of the trust in himself, the income
shall continue to be taxable to such
person, if-after such release or modifica-
tion, he has retained such control of the
trust as would, within the principles of
§ 39.22 (a)-21, subject a grantor of such
a trust to tax on the incoma thereof.
This section shall not apply with respect
to a power over income, as originally
granted or thereafter modified, if the
grantor is otherwise taxable under
§ 39.22 (a)-21. See also § 39.166-1.

§ 39.22 (a)-23 Allocations by cooper-
ative associations; tax treatment as to
patrons-(a) In general. Amounts allo-
cated on the basis of the business done
with nr for a patron by a cooperative
association, whether or not entitled to
tax treatment under section 101 (12)
(B) in cash, merchandise, capital stock,
revolving-fund certificates, retain certifi-
cates, certificates of indebtedness, let-
ters of advice or in some other manner
disclosing to the patron the dollar
amount allocated shall be included in

, the computation of the gross income of
such patron for the taxable year in
which received to the extent prescribed
in paragraph (b) of this section, regard-
less of whether the amount allocated is
deemed, (or the purpose of section 101
(12) (B) to be made at the close of a
preceding taxable year of the coopera-
tive association. The determination of
the extent of taxability of such amounts
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is in no way dependent upon the method
of accounting employed by the patron or
upon the basis, cash, accrual or other-
wise, upon which the net Income of
such patron Is computed.

(b) Extent of taxability. (1) Amouns
allocated to a patron on a patronage
basis by a cooperative association with
respect to products marketed for such
patron, or with respect to supplies,
equipment, or services the cost of which
was deductible by the patron under sec-
tion 23, shall be included in the compu-
tation of the gross income of such patron
to the, following extent:

(i) If the allocation is n cash, In the
amount of cash received.

(i) If the allocation is in merchan-
dise, to the extent of the fair market
value of such merchandise at the time
of receipt by the patron.

(iII) If the allocation is in the form of
capital stock, revolving fund certificates,
certificates of indebtedness, letters of ad-
vice, retain certificates or similar docu-
ments-

(a) To the extent of the face amount
of such dccuments, if the allocation was
made in fulfillment and satisfaction of
a valid obligation of such association to
the patron, which obligation was in
existence prior to the receipt by the co-
operative association of the amount
allocated. For this purpose, It Is im-
material whether such allocation was
made within the time required by
§ 39.101 (12)-4 (a) (2)

(b) To the extent of the face amount
of such documents, if the allocation was
made with respect to patronage of a year
preceding the taxable year from amounts
retained as "reasonable reserva" under
§ 39.101-4 (a).

(c) To the extent of the cash or mer-
chandise received In redemption or satis-
faction of such documents (except those
which are negotiable Instruments) at
the time of receipt of such cash or mer-
chandise by the patron, where such
allocation was not made in pursuance of
the valid obligation referred to In sub-
division (a) of this subparagraph, or
from amounts retained as "reasonable
reserves" under § 39.101 (12)-4 (a), re-
ferred to in subdivision (b) of this sub-
paragraph. Where, In such case, the
documents allocated are negotiable In-
struments, such documents shall be in-
cludible in the income of the patron to
the extent of their fair market value at
the time of their receipt.

(2) Amounts which are allocated on a
patronage basis by a cooperative associa-
tion with respect to supplies, equipment,
or services the cost of which was not de-
ductible by the patron under section 23,
are not includible in the computation of
the gross Income of such patron; how-
ever, in the case of such amounts which
are allocated with respect to capital
assets (as defined in section 117 (a) (1))
or property used in the trade or business
within the meaning of section 117 (J),
shall, to the extent set forth In subdivi-
sions (), Cl) and (Ill) of subparagraph
(1) of this paragraph, be taken Into
account in determining under section
113 the cost or other basis of the assets
or property purchased for the patron.
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§ 39.22 (b) Statutorj provisions; ex-
clusions from gross income.

Src. 22. Gros income. 0 * 0
(b) Exclusions from grois income. The

following Items shall not ho Included in grozs
income and shall be exempt from taxation
under this chapter: 0 , ,

§ 39.22 (b)-1 Exemptions; excluszons
from gross income. Certain items of
Income specified in section 22 (b) are
exempt from tax and may be excluded
from gross income. These items, how-
ever, are exempt only to the extent and
in the amount specified. No other items
may be excluded from gross income ex-
cept (a) those items of Income which are.
under the Constitution, not taxable by
the Federal Government; (b) those items
of income which are exempt from tax on
Income under the provisions of any act
of Congress still in effect; and (c) the
Income excluded under the provisions of
the Internal Revenue Code (see particu-
larly section 116) Since the tax 2s un-
posed on net income, the exemption re-
ferred to above is not to be confused with
the deductions allowed by section 23 and
other provisions of the Internal Revenue
Code to be made from gross income in
computingnetincome. As to other items
not to be included in gross income, see
sections 22 (h) 112, 119, 127 (c), 165,
and 171 and Supplements G, H. I, and J
(sections 201 to 252, Inclusive) Section
607 (h) of the Merchant Marine Act,
1936, as amended, (46 U. S. C. 1177 (h))
reads as follows:

(h) The earnings of any contractor re-
celving an operating-differential subsidy
under authority of this act, which are
depcslted in the contractor'ea reserve funds. as
provided In this cection. except earnings
withdrawn from the special reserve funds
and paid Into the contractc's general funds
or distributed as dividends or bonuses as
provided In paragraph 4 of subsection (c)
of this cection. chall h exempt from all Fed-
cral tax(-,. Earnings wlthdra n from such
special rcerva fund shall he taxable as if
earned during the year of withdraval from
such fund.

§ 39.22 (b) (1) Statutory provisions;
exclusions from gross =come; life m-
surance.

SEc. 22. Gb03s income. *

(b) ExcZusfons from gross income. The
following items shall not be included In gros-
income and shall he exempt from taxattiv
under this chapter:

(1) Life insurance, etc., amounts receiref-
(A) Under a life Insurance contract, paid

by reason or the death of the Insured: or
(B) Under a contract of an employer pro-

riding for the payment of such amounts ta'
the beneficlarle of an employee. paid by rea-
con of the death of the employee;

IhOther in a Angle sum or otherise (but
if such amounts are held by the insurer, or
the employer, under an agreement to pay
interest thereon, the interest payments Shall
be Included In gros income). The aggre-
gate of the amounts excludible under sub-
paragraph (B) by all the honeftlrles of the
employee under all such contracts -of any
one employer may not exceed $5,000.

Sec. 22 (b) (1) as amended by Sec. 302 (a),
Rev. Act 1951]

§ 39.22 (b) ()-I L fe insurance;
amounts paid by reason of the death of
the insured. The proceeds of life insur-

§ 39.22 (b (1-1
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ance policies, paid by reason of the death
of an insured to his estate or to a bene-
ficiary (individual, partnership, or cor-
poration) directly or m trust, are ex-
cluded from the gross income of the
beneficiary, except in the case of certain
transferees as provided in § 39.22 (b)
(2)-3 and in the case of a spouse to
whom such payments are income under
section 22 (k) It is mmaterial whether
the proceeds are received in a single sum
or otherwise. If, however, such proceeds
are held by the insurer under an agree-
ment to pay interest thereon, the in-
terest payments must be included in
gross income;

§ 39.22 (b) (1)-2 Death payment by
employer, amounts pail by reason of
the death of 'an employee. (a) (1)
Amounts, not in excess of $5,000, paid by
an employer in pursuance of an express
contract to the estate or to a beneficiary
(individual, partnership, trust, or cor-
poration) of an employee, including a
former employee, by reason of the em-
ployee's death shall be excluded from the
gross income of such beneficiary. Where
such death payments are made by more
than one employer, mcluding-ormer em-
ployers of the decedent, a $5,000 ex-
clusion applies separately to amounts
receivable from each employer or former
employer of the decedent. Where the
aggregate payments by an employer, un-
der an express contract, to the benefici-
aries of the deceased employee exceed
$5,000, the $5,000 exclusion shall be pro-
portioned among the beneficiaries in the
same proportion as the amount payable
to or received by each under such con-
tract bears to the total death payment
the employer is contractually obligated
to make. It Is immaterial whether the
proceeds are received In a single sum or
otherwise. If, however, the proceeds are
held by an employer under an agreement
to pay interest thereon, the interest pay-
ment must be included in gross income.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following examples:

Example (1). The M Corporation, the em-
ployer of A, who died on November 30, 1952,
was liable under an express contract to pay
a death payment of $15,000 to the beneficiar-
ies of A, to be distributed as follows: $5,000
to the widow of A; $2,500 each to the parents
of A; and $1,000 each to the five children of
A. Each of the beneficiaries of A, except his
widow, received such payment in a lump
sum in January 1953. The widow of A elected
to receive her share of the death payment
In monthly installmentS of $100 beginning
with the month of January 1953. All'of the
beneficiaries filed income tax returns on a
calendar year basis. Apportioning the $5,000
exclusion in the same proportions as the
total death payments the employer is con-
tractually obligated to make, the widow of
A shall exclude $1,666.67 of the monthly pay-
ments made to her (one-third of $5,000);
each of A's parents shall exclude $8.3.33 of
his or her death payment (one-sixth of
$5,000)' and each of the five children shall
exclude $333.33 (one-fifteenth of $5,000. in
the case of the widow, $1,200 of her monthly
payments shall be excluded from her income
tax return for the year 1953 and the balance
of $466.67 from her return for the year 1954.

Example (2). H died on July 1, 1953.
At the time of his death he was employed
-by the A Corporation, which was liable
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under an express contract to pay a death
payment of $2,500 to IV, his widow. The
B Corporation, a former employer of H, was
also liable under an express contract to pay
a death payment of $5,000 to W. The
$7,500 receivable by W from the A and B
Corporations is excludable from her gross
income.

(b) Where a payment is made on ac-
count of the death of an employee by a
welfare fund or a trust, including a pen-
sion trust exempt.under section 165 (a)
in pursuance of an agreement entered
into by an employer of the deceased em-
ployee, the payment shall be considered
to have been made by the employer for
the purpose of this section. Any part of

death payment which is attributable to
the contributions of the employee shall
be disregarded in determining the
amount paid by an employer.

(c) An. express contract requiring
payment by an employer to the bene-
ficiares of a deceased employee by
reason of the latter's death shall be
deemed to exist only if (1) the employer
and employee had entered into a, written
contract, not revoked before the em-
ployee's death, which required such pay-
ment or (2) the employer had an
established plan (or program having the
effect of a plan) making provision for
such payments in the case of his em-
ployees generally, or for a class or classes
of his employees. In the latter case, the
contract will be deemed to exist between
the employer and the members of the
class or classes of employees to whom the
plan applies, provided such plan had
been communicated to such employees
and had not been rescinded before the
death of the employee to whom the par-
ticular death payment relates. Com-
munication of an employer's plan or
program tohis employees may be made
in different ways, such as by publicizing
or distributing to the employees con-
cerned notice of the- resolution ap-
proved by the board of directors which
created the plan, or by distributing to
the employees a booklet containing an
explanation of the plan and the rights
of their beneficiaries thereunder.

(d) (1) The exclusion from gross In-
come provided by this section is limited
solely to those amounts paid by or on be-
half of an employer which, by the terms
of the contract with the employee or by
the provisions of the plan providing for
such payments, are specifically desig-
nated and intended as a death payment,
paid only by reason of the death of the
employee. The exclusion does not-apply
to amounts with respect to which the de-
ceased employee possessed, Immediately
prior to his death, a nonforfeitable right
to receive the amounts while living. See
§ 39.165-7. Amounts to which the ex-
clusion i not applicable include, among
others, such items as uncollected salary,
payments for unused leave, and amounts
paid by or on behalf of an employer to
the survivor of a deceased retired em-
ployee as a survivor's annuity, as to
which see § 39.22 (b) (2)-2.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following examples:

Example -(M). A, who was a participant
under the B Company pension plan, retired

on December 31, 1951. He had mado no con-
tributions to the plan. Upon his retirement
he became entitled to a monthly income of
$100 payable for life, 120 months certain, A
died in October 1952 having received 10
monthly payments of $100 each. His widow
became entitled to 110 monthly payments
representing the balance of the paymonts
certain. No exclusion from gross income
may be made by A's widow under this section
since the employee's right to the monthly
payments was nonforfeltable from the date
of his retirement.

Example (2). The trustee of the 0 Cor-
poration profit-sharing plan was required
under the provisions of the plan to pay to
the beneficiary of B, an employee of the 0
Corporation who died on July 1, 1052, the
benefit due on account of the death of B,
The provisions of the profit-sharing plan
gave each participating employee in case of
voluntary termination of employment a 10
percent vested interest in the amount ac-
cumulated in his account for each year of
participation in the plan but, in case Of
death, the entire credit to the participant's
account would be paid to his beneficiary.
At the time of the death of B he had boon
a, participant for three years and the ac-
cumulation in his account was $8,000, After
his death this amount was paid to his bene-
ficiary. At the time of the death of B the
amount distributable to him on account of
voluntary termination of emplOyment Was
$2,400 (30 percent of $8,000). The difference
of $5,600 ($8,000 minus $2,400), payable to
the beneficiary of B only by reason of tile
death of B, Is considered an amount payable
solely by reason of B's death. Accordingly,
$5,000 may be excluded from the gross Income
of the beneficiary receiving such payment,

Example (3). The X Corporation insti-
tuted a retirement plan for its employeo,
the cost thereof being borne entirely by the
corporation. The plan provided, in part, as
follows: If, after 10 years of service, an em.
ployee left the employ of the corporation,
either voluntarily or involuntarily, before re-
tirement, a percentage of the reserve pro-
vided for the employee in the pension trust
fund would be paid the employee as follows:
10 to 16 years of service, 25 percent; 1 to
20 years of service, 50 percent- 20 to 25
years of service, 15 percent; 25 years of serv-
ice or over, 100 percent. The plan further
provided that if an employee died before
reaching retirement age, hi beneficiary
would receive a percentage of the reservo
provided for the employee in the retire.
ment fund, on the same basis as shown In
the preceding sentence. Y, an employee of
the X Corporation for 17 years, died while
in the employ of the corporation before
retirement. His beneficiary received $7,500,
an amount equal to 50 percent of the reserve
provided for Y's retirement, No exclusion
from gross income may be made by the bene-
ficiary with respect to such payment since
Y, prior to his death, had a nonforfeitablo
right to the payment.

§ 39.22 (b) (2) Statutory provisions;
exclusions from gross income; annuitc,
etc.

SEc. 22. Gross income, * *
(b) Exclusions from gross Income. The

following items shall not be included in
gross Inconie and shall be exempt from taXa-
tion under this chapter: 0 *

(2) Annuities, o.-C(A) In general,
Amounts received (other than amounts paid
by reason of the death of the insured and
interest payments on such %.mounta and
other than amounts received as annuities)
under a life insurance or endowment con-
tract, but if such amounts (when added to
amounts received before the taxablo year
under such contract) exceed the aggregate
premiums or consideration paid (whether or

§ 09.22 M('(1)-2
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not paid during the taxable year) then the
excess shall be included In gross income.
Amounts received as an annuity under an
annuity or endowment contract shall be in-
cluded in gross income; except that there
shall be excluded from gross income the ex-
cess of the amount received in the taxable
year over an amount equal to 3 per centum of
the aggregate premiums or consideration
paid for such annuity (whether or not paid
during such year), unti the aggregate
amount excluded from gross income under
this chapter or prior income tax laws in re-
spect of such annuity equals the aggregate
premiums or consideration paid for such
annuity. In the case of a transfer for a
valuable consideration, by assignment or
otherwise, of a life insurance, endowment, or
-annuity contract, or any interest therein,
only the actual value of such consideration
and the amount of the premiums and other
sums subsequently paid by the transferee
shall be exempt from taxation under para-
graph (1) or this paragraph. The preceding
sentence shall not apply in the case of such
a transfer if such contract or interest there-
m has a basis for determining gain or loss in
the hands of a transferee determined in
whole or in part by reference to such basis
of such contract or interest therein in the
hands of the.transferor. This subparagraph
and paragraph (1) shall not apply with re-
spect to so much of a payment under a life
insurance, endowment, or annuity contract,
,or any interest therein, as, under section 22
(k), is includible in gross income;

(B) Employees' annuities. If an annuity
contract is purchased by an employer for an
employee under a plan with respect to which
the employer's contribution is deductible
under section23 (p) (1) (B), or if an annuity
contract is purchased for an employee by an
employer exempt under section 101 (6), the
employee shall include in his income the
amounts received under such contract for
the year received except that if the employee
paid any of the consideration for the annuity,
the annuity shall be included n his income
as provided in subparagraph (A) of this
paragraph, the consideration for such annuity
-being considered the amount contributed by
-the employee. In all other cases, if the
employee's rights under the contract are
nonforfeitable except for failure to pay future
,premiums,, the amount contributed by the
employer for guch annuity contract on or
after such rights become nonforfeitable shall

,be included in the income of the employee in
-the year In which the amount is contributed,
which amount together with any amounts
contributed by the employee shaU constitute
the consideration paid for the annuity con-
tract in determining the amount of the
annuity required to be included in the income
of the employee under subparagraph (A) of
this paragraph.

(C) Jotnt ana survivor annuities. For
purposes of subparagraphs (A) and (B) of
this paragraph, where amounts are received
by a surviving annuitant under a joint and
survivor's annuity contract and the basis of
such survivor annuitant's interest is deter-
mined under section 113 (a) (5) the consid-
eration paid for such survivor's annuity shall
be considered to be an amount equal to such
basis.

[Sec. 22 (b) (2) as amended by sees. 110 (a),
120 (d), 162 (c), Rev. Act -1942; sec. 303 (a),
Rev. Act 19511

§ 39.22 (b) (2)-1 Life znsurance; en-
dowment contracts; amounts paid other
than- by reason of the death of the in-
sured. Amounts received under a life
insurance or endowment policy (other
than amounts paid by reason of, the
death of the insured, interest payments
on such amounts, amounts received as
annuities, and amounts of periodic pay-

FEDERAL REGISTER

ments included in gross Income under
section 22 (W)) are not taxable until
the aggregate of the amounts so received
(when added to the amounts received
before the taxable year under such pol-
icy) exceeds the aggregate premiums or
consideration paid, whether or not paid
during the taxable year. For the pur-
poses of this rule, the term "amounts
received before the taxable year under
such policy" shall not be construed to
include so much of any payments as
were included in gross income as
amounts received as an annuity under
an annuity or endowment contract for
taxable years ending before but not on
December 31.1948. Appropriate adjust-
ment will be required with respect to
such payments, or portion thereof, so
included as form the basis of a pending
or successful claim or suit for refund.
For definition of "annuity" see § 39.22
(b) (2)-2.

§ 39.22 (b) (2)-2 Annuities. (a)
(1) As used in section 22 (b) (2) (A),
"amounts received as an annuity under
an annuity or endowment contract"
means amounts (based on a computation
with reference to life expectancy and
mortality tables and payable over a pe-
nod longer than one year) received in
periodical installments, whether an-
nually, semiannually quarterly,
montlly, or otherwise. For adjust-
ment in the case of amounts received
in periodical installments for a fixed pe-
rinod and included in gross income for
taxable years ending before but not on
December 31, 1948, as an annuity under
an annuity or endowment contract, see
§ 39.22 (b) (2)-1. Such portion of each
installment payment of an annuity
(where the whole payment is not re-
quired to be included In income under
section 22 (W)) shall be included in
gross income as is not in excess of 3 per-
cent of the aggregate premiums or con-
sideration paid for such annuity,
whether or not paid during the taxable
year, divided by 12 and multiplied by the
number of months in respect of which
the installment is paid. As soon as the
aggregate of the amounts received and
excluded from gross income equals the
aggregate premiums or consideration
paid for such annuity, the entire amount
received thereafter in each taxable year
must be included in gross income. An-
nuities paid to retired employees pursu-
ant to the Civil Service Retirement Act
of May 29,1930, as amended (5 U. S. C., c.
14) are subject to section 22 (b) (2),
the aggregate premiums or considera-
tion paid for such annuities being the
total of the amounts previously with-
held from the compensation of the
employees.

(2) The application of this paragraph
may be illustrated by the following ex-
amples:

Example (1). A bought In 1949, for $50.000
consideration, a life annuity, payable In an-
nual installments of $5,000. For the calendar
year 1952, he would be required to include
in gross income 81,500 of the S5,000 received
during that year (3 percent of 50,000).
$3,500 being exempt. If A should live long
enough to receive exempt amounts totaling
$50,000, then all amounts he receives there-
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after under the amnuity contract would be
included In gross income.

Example (2). A bought an annuity on
October 1, 1952, paying; l0C0000 as consider-
ation therefor. The annuity amounts to
67,824 a year, payable In semiannual in-
atallments of C3,912, and on Dflcember 1. 1932,
A received 81,304. the first payment under
the contract being for a 2-month period. A
shall include in his gross income for the
calendar year 1952 the sum of 8500, being 3
percent of 810D.000 (the consideration paid)
divided by 12 and multiplied by 2 (the num-
ber of months In respect of which the in-
stalIment was paid).

Example (3). A bought an Increasing an-
nuity on August 1, 1952, paying C40,00 as
consideration therefor. The annuity amounts
to $1.000 a year for the first year, $2,00G a
.year for the second year. and $3,000 a year
thereafter, payable n quarterly insteImants.
A received the first quarterly installment on
November 1. 1952. amounting to $250. A shall
include in his gress income for the calendar
year 1952 the ra of $250, being such partion
of the Installment as is not In excess of 3 per-
cent of 840.000 (the consideration paid) di-
vided by 12 and multiplied by 3 (the number
of months in reocct of which the install-
ment was paid).

(b) (1) If. In the case of amounts re-
ceived under a Joint and survivor's an-
nuity, the value of any part of the
survivors interest is required to be in-
cluded In the gross estate of a decedent
annuitant dying after December 31,1950,
under the provisions of section 811
(whether or not such estate exceeds
$60.000 so as to require the filing of an
estate-tax return under section 937,
the basis of such interest to the
survivor annuitant is consid-red to be
the value of the life annuity to the sur-
vivor at the time of the decadent's death
as determined under section 113 (a) (5)
Such valuation shall be substituted, ef-
fective upon the date of death of the
first annuitant, in lieu of the considera-
tion previously used, if any, for purposes
of determining the taxable amounts of
the annuity payments received after
such date of death. Liewis?, the
amount of consideration determined in

accordance with this rule shall, with
respect to survivor annuity payme
made after the death of the first annu-
tant, be substituted for the amount of
consideration, if any, that may be recov-
ered without inclusion in gross income.

(2) The application of this paragra-h
may be lllustrat:d by the following ex-
amples:

Example (1). H and -7 on Ai.r_-ut I. I-7.
each contributed 0314.00 toward the purchase
of a joint and survivor's annuity of 12CC9
a year. payable In monthly Inztal/mentz. On
August 15, 1952, H dlicd. There Is irciuditl-
in his e:tate under the provisio"s of sctiaon
811 the amount of C30,003 attributable to
the decedant's interct In the annuity con-
tract. The value of the annuity piyments
to be reclvcd by v subz"qu2nt to H's d2ath
(L o.. the coat of providing n annuity of
812.000 a year during the raminin lifq o2
W) is determined, under the prav'izons oz
cectIon 113 (a) (5). to be C0OO. 0 "his
amount Is d emed to be the conidaratien
paid by W, effective August 15, 1952, for the
annuity payments to be received by her
subsequent to that date. Therefore, :Z the
monthly payments made to W following R's

death, N7 shall include the aum of $159, bsing
auch portion of the inztallment as Is not in
excess of 3 percent of $60,000 (the considera-
tion deemed to have been paid) divided by

§ 39.22 1b) (2-2
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12. The full amount of the annuity will not
become includible in gross income until
V60.000 shall have been recovered.

Example (2). H, an employee of the M
Corporation, retired on January 1, 1952.
Under the company's retirement plan H was
entitled, upon retirement,. to elect th receive
a life annuity of $2,400 annually or a reduced
annuity with a provision that his wife would
receive $1,200 annually during her lifetime if
he should predecease her. The f Corpora-
tion inaugurated its retirement plan in 1949
and paid the entire cost of all annuities.
H elected to take the reduced annuity. He
died on November 1, 1952, and thereafter his
wife W received $1,200 annually in equal
monthly installments. By -reason of H's
electio- to accept a reduced annuity with
survivor payments for his widow, there is
Includible in his estate under the provisions
of section 811 the -amount of $12,000.
This is the same valuation, as determined.
under section 113 (a) (5), placed on the
annuity payments receivable by W subse-
quent to H's death. Therefore, W shall in-
clude in her gross income with respect to
each monthly annuity payment received
subsequent to November 1, 1952, the sum of
$30, being such portion of the installment
as Is not in excess of 3 percent of $12,000 (the
consideration deemed to have been paid)
divided by 12. The full amount of the an-
nuity payments will not become includible
in gross income until $12,000 of the annuity
payments received after H's death shall have
been excluded from income. It is imnate-
rial that H had no cost basis with respect to
his annuity and had to include the full
amount therec' in his gross income.

§ 39.22 (b) (2)-3 Transfers of life in-
surance, endowment, or annuity con-
tracts. (a) In the-case of a transfer for
a valuable consideration, by assignment
or otherwise, of a life insurance, endow-
ment, or annuity contract, or any in-
terest therein, to which section 22 (b)
(1) or (2) (A) applies, only the actual
value of the consideration given for such
transfer and the amount of the pre-
miums and other sums subsequently paid
by the transferee shall be excluded from
gross income, in lieu of the amounts pro-
vided In §§ 39.22 (b) (1)-1, 39.22 (b)
(2)-1, or 39.22 (b) (2)-2 to be excluded
with respect to payments under such
life insurance, endowment, or annuity
contract. In the event of such a trans-
fer (other than to the insured) the rule
stated in the preceding sentence trans-
forms the exemption applicable under
section 22 (b) (1) or (2) (A) from that
determined as in the case of the insured
or person to whom the policy was origi-
nally issued to an exemption determined
as in the case of a transferee for a valu-
able consideration. The exemption ap-
plicable in the case of a transferee with-
out valuable consideration or a donee
beneficiary is determined in accordance
with the rule applicable m the case of its
last transferor or last owner of the policy.
For the purpose of determining gross in-
come In the case of a transfer of a life
insurance, endowment, or annuity con-
tract or any interest therein, if such con-
tract or interest therein has a basis for
determining gain or loss ir the hands of
the transferee determined, in whole or in
part, by reference to such basis of such
contract or interest therein in the hands
of the transferor, the rule stated in the
first sentence of this section shall not
apply as to such transfer, and the rule
applicable under section 22 (b) (1) or
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(2) (A) to a transferee without valuable
consideration (as stated in the preceding
sentence) shall apply as if the transfer
from such transferor to such transferee
were without valuable consideration.
Thus, where a corporation acquires a life
insurance policy from a predecessor cor-
poration in a tax-free reorganization, if
the proceeds received under the policy by
reason of the death of the insured would
be exempt from taxation in the hands of
the transferor, such proceeds received by
reason of the death of the insured will be
exempt from taxation in the hands of the
transferee, because the basis Is deter-
mined with reference to the basis in the
hands of the transferor.

(b) The following examples Illustrate
the application of the provisions of para-
graph (a)

Example (1). The A Corporation procures,
for a single premium of $500, an insurance
policy in the face amount of $1,000 upon the
life of X, one of its officers, naming the A
Corporation as beneficiary. If X dies during
the time the policy is held by the corpora-
tion, the proceeds of'the policy paid by
reason of the death of -X will be tax-free to
the corporation. If the A Corporation trans-
fers the policy to the B Corporation for a
valuable consideration (for example, $600 in
cash, and not pursuant to a tax-free ex-
change or reorganization), the proceeds paid
to the B Corporation by reason of the death
of X would be taxable to the extent of $400
($1,000 minus $600). Similarly, if, before
the death of X, the B Corporation had trans-
ferred the policy to the C Corporation in a
tax-free reorganization, the proceeds in the
hands of the C Corporation would be taxable
to the extent of $400, since $600, thp con-
sideration paid by Corporation B for the
transfer, would be exempt.

Example (2). In' 1932, Y took out an an-
nual premium 20-year endowment policy
having a maturity value of $20,000. After
payment of premiums totaling $5,500, Y as-
signed the policy to the If Corporation for. a
consideration of $4,000. If the 1f Corpora-
tion held the policy and paid the premiums
thereon, the $20,000 received upon maturity
of the policy (while A is still alive) would
be includible in the income of the M Cor-
poration, except to the extent of the $4,000
consideration paid .by It and the premiums
which it paid after the transfer. If, prior to
the maturity of the policy, the IM Corpora-
tion transferred its assets, including the
policy, to the N Corporation in a tax-free
exchange for the stock of the N Corporation
and the N CorporatiOn held the policy until
maturity (1952), paying all premiums due
thereon after such transfer, the $20,000 re-
ceived by the N Corporation would be in-
cludible in its gross income, except to the
extent of the $4,000 consideration paid by
the If Corporation for the transfer of the

.policy from Y and the aggregate premiums
paid by the M and N Corporations upon the
policy.

§ 39.22 (b) (2)-4 Annuity, etc., pay-
ments in discharge of alimony obliga-
tion. The full amount of any periodic
payment received under a life insur-
ance, endowment, or annuity contract
by a spouse or former spouse is re-
quired to be included in her gross in-
come if certain conditions specified in
section 22 (k) exist. See § 39.22 (k)-l.
Paragraphs 1 and 2 (A) of section 22 (b)
do not apply (except the last sentence
of section 22 (b) (23 (A)) with respect
to so much of a payment as under sec-
tion 22 (k) is includible in gross income.
For example, upon the divorce of a

husband and wife, the decree may re-
quire the husband to provide the wife
with an annuity of $2,000 for her life.
The wife, being desirous of a greater us-
sured Income, may pay with the husband
to an insurance company a considera-
tion which, when added to the amount
paid by ,the husband, purchases an an.-
nutty paying $3,000. For each taxable
year, $2,000 Is to be included in her In-
come under section 22 (W) and such por-
tion of $1,000 Is to be included In her
Income as Is required under § 39,22 (b)
(2-2 on the basis of the consideration
paid by her to the company.

§ 39.22 (b) (2)-5 Employecs' annui-
ties. (a) If al employer purchases an
annuity contract on behalf of an em-
ployee, Including a retired or former
employee, under a plan with respect to
which his contribution is deductible
under section 23 (p) (1) (B) (see § 30.23
(p)-9) the employee is not required to
include such amount In his Income in
the taxable year during which such con-
tribution is made. The amount received
or made available to such employee
under such annuity contract shall be
included In gross income of the employee
In the taxable year in which received 'or
made available, except that if the em-
ployee contributed any of the considera-
tion for the annuity, the annuity shall be
included In hb Income as provided in
§ 39.22 (b) (2)-2, the considerdtion for
the annuity being considered the amount
contributed by the employee. Except ad
provided in section 165 (d), If an em-
ployer purchases an annuity eontradt
which Is not under a plan with respect
to which his contribution Is deductible
under section 23 (p) (1) (B), the amount
of such contribution shall be included in
the income of the employee in the tax-
able year during which such contrIbt-
tion Is made, If the employee's rights
under the annuity contract are nonfor-
feltable, except for failurgi to pay future
premiums; at the time the contribution
is made. In such case, the total amount
of such contributions required to be in-
cluded in the income of the employee
together with any amounts contributed
by him will constitute the consideration
paid for the annuity contract In do-
termining the amount of the annuity
required to be Included In the Income of
the employee under section 22 (b) (2)
(A) If the employee's rights under the
annuity contract in such a case were
forfeitable at the time the employer's
contribution was made for the annuity
contract, even though they become non-
forfeitable later, the amount of such
contribution is not required to be in-
cluded in the Income of the employee,
but any amount received or made avail-
able to the employee under the annuity
contract shall be Includible In the gross
income of the employee in the taxable
year in which received or made available,
except that if the employee ccntributed
any of the consideration for the annuity,
the annuity shall be Included In his in-
come to the extent provided in § 39.22
(b) (2)-2. The fact that an employee
may not live a sufficient length of time
to enjoy any benefits under the annuity
contract, or that no payments will be

§ 39.22 (b) (2)-3
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made under any circumstances to his
estate or other beneficiary, will not make
the annuity contract forfeitable.

(b) If an employer has purchased an-
nuity contracts and transferred the
same to a trust or if an employer has
made contributions to a trust for the
purpose of providing annuity contracts
for Ins employees as provided in sec-
tion 165 (d) (see § 39.165-7) the amount
so paid or contributed is not required to
be included in the income of the em-
ployee, but any amount received or made
available to the employee under the an-
nuity contract shall be includible in the
gross income of the employee m the tax-
able year in which received or made
available. In such case the amount
paid or contributed by the employer
shall not constitute consideration paid
by the employee for such annuity con-
tract in determining the amount of an-
nuity payments required to be included in
his gross income under section 22 (b) (2)
unless the employee has paid income tax
for any taxable year beginning prior to
January 1, 1949, with respect to such
payment or contribution by the em-
ployer for-such year and such tax is not
credited or refunded to the employee.
In the event such tax has been paid and
not credited or refunded the amount
paid or contributed by the employer for
such year shall constitute consideration
paid by the employee for the annuity
contract in determining the amount of
the annuity required to be included in
the income of the employee under sec-
tion 22 (b) (2) (A) For example, an
employer in 1945 purchased and trans-
ferred to a trust meeting the require-
ments of section 165 (d) a life annuity
contract (payable in annual install-
ments of $5,000) for an employee at a
cost to the employer of $50,000. If the
employee included the $50,000 in his
gross income for 1945 and paid a tax
with respect thereto and if it be as-
sumed that such year is closed so that
the amount so paid cannot be credited
or refunded, only $1,500 of each $5,000
yearly annuity payment to the employee
will be required to be included in his
gross income (3 percent of $50,000)
$3,500 being exempt. If the employee
should live long enough to receive
exempt amounts totaling $50,000, then
all amounts he receives thereafter under
the annuity contract wouid be included
in gross income. If, in the foregoing
case, the employee's taxable year 1945
was not closed and the employee secured
a refund or credit of the tax previously
paid with respect to the $50,000 pre-
mium payment made by his employer,
then all amounts received under the an-
nuity contract will be required to be in-
eluded in his gross income.

(c) %Except as provided in § 39.22 (b)
(2)-2 with respect to joint and survivor
annuity payments received- subsequent
to the death of an annuitant who died
after December 31, 1950, if upon the
death of a retired employee, the widow
or other beneficiary of such retired em-
ployee is paid, in accordance with the
terms of the annuity contract relating to
the deceased employee, an annuity or
other death benefit, the amounts re-
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ceived by or made available to her shall
be included in her income to the extent
that they would have been included in
the income of the deceased employee bad
he lived and received such payments.
See also section 126 (a) As to taxation
of life Insurance benefits In connection
with annuity contracts, see § 39.165-6.

d) If the employer Is an organization
which is exempt under section 101 (6),
the employee is not required to include
in his income the amount paid by the
employer for an annuity contract, re-
gardless of whether the annuity plan
satisfies the requirements of section 165
(a) (3) (4) (5) and (6) and whether
the employee's rights are nonforfeitable.

(e) As to taxation of annuities pur-
chased by a trustee under a pension or
profit-sharing trust, see §§ 39.165-6 and
39.165-7.

(f) As to inclusion of full-time life in-
surance salesmen within the class of
persons considered to be employees, see
section 3797 (a) (20).

§ 39.22 (b) (3) Statutory provisions:
exclustons from gross income; gifts, be-
quests, devises, and inheritances.

SEc. 22.'Gross income. 0 S

' (b) Exclusions from gross income. The
follwing items shall not be Included In
gross income and shall be exempt from taxa-
tion under this chapter: 0 0 0

(3) Gifts, bequests, devise, and inherit-
ances. The value of property acquired by
gift, bequest, devise, or inheritance. There
shall not be excluded from grocs Income
under this paragraph, the Income from such
property, or. In case the gift, bequest, dovise.
or inheritance is of income from property,
the amount of such Income. For the pur-
poses of this paragraph, If, under the terms
of the gift, bequest, devise, or inheritance,
payment, crediting, or distribution thereof is
to be made at Intervals. to the extent that It
is paid or credited or to be distributed out
of income from property. It shal be consid-
ered a gift, bequest, devise, or Inheritance of
Income from property; o
[Sec. 22 (b) (3) as amended by sec. 111 (a),
nev. Act 1942]

§ 39.22 (b) (3)-1 Gifts and bequests.
(a) Property received as a gift, or re-
ceived under a will or under statutes of
descent and distribution, is not includible
in gross income, although the income
from such property Is Includible in gross
income. If the gift, bequest, devise, or
inheritance is of income from property,
it is not to be excluded from gross in-
come. An amount of principal paid un-
der a marriage settlement Is a gift. As
to alimony or an allowance paid upon
divorce or legal separation, see § 39.22
(k)-1.

(b) Section 22 (b) (3) provides a
special rule for the treatment of gifts,
bequests, devises, or inheritances which
by their terms are to be paid, credited,
or to be distributed at intervals. To the
extent any such gift, bequest, devise, or
inheritance is paid, credited, or to be
distributed out of income from property,
it shall be considered a gift, bequest.
devise, or inheritance of income from
property. Section 22 (b) (3) is designed
to provide the same treatment for
amounts of income from property, which
income is paid, credited, or to be dis-
tributed under a gift or bequest, Whether
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the gift or bequest is in terms of a right
to payments at Intervals (regardless of
Income) or is in terms of a right to in-
come. To the extent the amounts in
either case are paid. credited, or to be
distributed at intervals out of income
they are not to be excluded under sec-
tion 22 (b) (3) from the taxpayer's gross
income. As to the extent such amounts
are paid. credited, or to be distributed
out of Income from property in cases in
which the payment, crediting, or distrn-
bution thereof is to be made by an estate
or trust, see section 162 and the regula-
tions thereunder.

(c) The operation of the last sentence
of section 22 (b) (3) may be illustrated
by the following example:

Example. A. by his will, gave his vife an
annuity of $50,000 to be paid in advance in
quarterly paymentz. By nother clause of
his wll. A bequeathed the residue of his
property n trust with directions to the
trustees to collect the income from the prop-
erty and to pay the annuity of $50,000 out
of such Income (after payment of expenses),
or out of corpua to the extent such Income
is insum cent. Under the provisions of sac-
tlon 22 (b) (3). the $50.000 Will be included
In the wife'a Income each year and. under the
provkions of rectlon 162 (b),will be deducted
from the income of the trust to the extent
or the Income of the trust for Its taxable
year which Is considered under section 162
(d) to ho distributed In satiofaction of the
annuity.

d) The last sentence of section 22 (b)
(3), however, applies only to such
amounts as are to be paid or credited at
intervals. Thus, a bequest of money or
property (other than income) intended
to be paid in a lump sum or at one time
is not to be included in the legatee's gross
income, even though the executor may
for reasons of convenience or necessity
arrange to pay such amount in install-
ments or pay It out of funds traceable
as the income of property. However,
payments at intervals do not need to be
at regular intervals to come within the
rule stated in the last sentence of section
22 (b) (3). Thus, in case of a direction
in a testamentary trust to pay $5,000 a
year to John for his life but to pay the
$5,000 a year to Mary instead of John
for any year in which Mary becomes 18.
graduates from college, or marres, the
$5,000 a year is Income to Johnand lary,
respectively, In the years in which each
is to receive it, to the extent it is paid or
credited in such years out of income from
the trust property.

(e) Section 22 (b) (3) Is not intended
to tax a donee upon the same income
which is taxed to the grantor of a trust
or assignor of earnings or other income
under section 22 (a), section 166, or sec-
tion 167.

§ 39.22 (b) (4) Statutory promsons;
exclusions from gross income; tax-free
interest.

Szec. 22. Gross income. ...
(b) ExcZusions f1ro gross income. The

following item- ahall not be included In
gross income and shal be exempt from taxa-
tion under this chapter: 0 0 *

(4) Tax-free interest. Interezt upon (A)
the obligations of a State, Territory, Cr any
political subdivision thereof, or the Distrlct
of Columbia; or (B) obligation" of a corpras-

§ 39.22 (b (4)
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tion organized under Act of Congress, it
such corporation is an instrumentality of the
United States; or (C) the obligations of the
United States or its possessions. Every per-
son owning any of the obligations enumer-
ated in clause (A), (B), or (C) shall, when
so required by xegulations prescribed by the
Commissioner, with the approval of the Sec-
retary, submit In the return required by this
chapter a statement showing the number
and amount of such obligations owned by
him and the income received therefrom, in
such form and with such information as
such regulations may prescribe. In the case
of obligations of the United States issued
after September 1, 1917 (other than postal
savings certificates of deposit to the extent
they represent deposits made before March
1, 1941) and in the case of obligations of a
corporation organized under Act of Congress,
the interest shall be exempt only If and to
the extent provided in the respective Acts
authorizing the issue thereof as amended
and supplemented, and shall be excluded
from gross income only if and to the extent
It is wholly exempt from the taxes imposed
by this chapter;

[See. 22 (b) (4) as amended by sec. 112 (a),
Rev. Act 1042; sec. 11 (d), IndivIdual Income
Tax Act 1944]

SEC. 4. [Public Debt Act of 1941.1
(a) Interest upon, and gain from the sale

or other disposition of, obligations issued on
or after the effective date of this Act by the
United States or any agency or instrumental-
ity thereof shall not have any exemption, as
such, and loss from the sale or other disposi-
tion of such obligations shall not have any
special treatment, as such, under Federal tax
Acts now or hereafter enacted; except that
any such obligations which the United States
Maritime Commission or the Federal Hous-
ing Administration has, prior to the effective
date of this Act, contracted to issue at a
future date, shall when issued bear such tax-
exemption privileges as were, at the time of
such contract, provided in the law authorlz-
ing their issuance. For the purposes of this
subsection a Territory, a possession of the
United States, and the District of Columbia,
and any political subdivision thereof, and any
agency or instrumentality of any one or more
of the foregoing, shall not be considered as
an agency or instrumentality of the United
States.

(b) The provisions of this section shall,
with respect to such obligations, be consid-
ered as amendatory of and supplementary to
the respective Acts or parts of Acts authoriz-
ing the issuance of such "obligations, as
amended and supplemented.

Szc. 5. This Act, except sections 2 (b) and
(c), shall become effective on the first day of
the month following the date of its enact-
ment [February 19, 1941].

SEC. 6. [PUBLIC DEBT ACr or 1942.1
Section 4 of the Public Debt Act of 1941 is

hereby amended to read as follows:

"Sec. 4 (a) Interest upon obligations, and
dividends, earnings, or other income from
shares, certificates, stock, or other evidences
of ownership, and gain from the sale or other
disposition of such obligations and evidences
of ownership issued on or after the effective
date of the Public Debt Act of 1942 [March
28, 19421 by the United States or any agency
or Instrumentality thereof shall not- have
any exemption, as such, and loss from the
sale or other disposition of such obligations
or evidences of ownership shall not have any
special treatment, as such, under Federal tax
Acts now or hereafter enacted; except that
any such obligations which the United
States Maritime Commission or the Federal
Housing Administration had, prior to March
1, 1941, cpntracted to issue at a future date,
shall when issued bear such tax-exemption
privileges as were, at the time of such con.
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tract, provided n the law authorizing their
issuance. For the purposes of this subsec-
tion a Territory, a possession of the United
States, and the District of Columbia, and any
political subdivision thereof, and any agency
or instrumentality of any one or more of the
foregoing, shall not be considered as an
agency or instrumentality of the United
States. * * "

Szc. 11. [Organic Act of Guam, 1950.]
* * 0All bonds issued by the govern-

ment of Guam or by its authority shall be
exempt, as to principal and interest, from
taxation by the Government of the United
States or by the government of Guam, or by
any State or Territory or any political sub-
division thereof, or by the District of
Columbia.

SE. 3. [Puerto Rican Federal Relations
Act.]

. * * and all bonds issued by the Gov-
ernment of Puerto Rico, or by Its authority,
shall be exempt from taxation by the Gov-
ernment of the United States, or by the Gov-
ernment of Puerto Rico or of any political
or municipal subdivision thereof, or by any
State, Territory, or possession, or by any
county, municipality, or other municipal
subdivision of any State, Territory, or pos-
session of the United States, or by the Dis-
trict of Columbia. * * *
[Sec. 3 as amended by sec. 2, Pub. Law 301
(64th Cong.); Pub. Law 391 (75th Cong.).]

SEC. 1. [Pub. Law 418 (81st Cong.).] * * *
All bonds issued by the government of the
Virgin Islands or any municipality thereof,
including specifically interest thereon, shall
be exempt from taxation by the Government
of the United States, or by the government
of the 'Virgin Islands or any political subdi-
vision thereof, or by any State, Territory, or
possession or by any political subdivision of
any State, Territory, or possession, or by the
District of Columbia: * * *

§ 39.22 (b) (4)-1 Interest upon state
obligations. Interest upon the obliga-
tions of a State, Territory, or any politi-
cal subdivision thereof, or the District
of Columbia is exempt from the income
tax. Obligations issued by or on behalf
of the State, or Territory or a duly
organized political' subdivision acting
by constituted authorities empowered
to issue such obligations, are the obli-
gations of a State or Territory or a
political subdivision thereof. The term
"political subdivision," within the'mean-
ing of the exemption, denotes any divi-
sion of the State or Territory which is a
mumicpal corporation, or to which has
been delegated the right to exercise part
of the sovereign power of the State or
Territory. As thus defined, a political
subdivision of a State or Territory may
or may not, for the purpose of exemp-
tion, include special assessment districts
so created, such as road, water, sewer,
gas, light, reclamation, drainage, irrga-
tion, levee, school, harbor, port improve-
ment, and similar districts and divisions
of a State or Territory.

§ 39.22 (b) (4)-2 Dividends from
shares and stock of Federal agencies
or znstrumentalities-(a) Issued before
March 28, 1942. (1) Section 26 of the
Federal Farm Loan Act of July 1'7, 1916
(12 U. S. C. 931) provides that Federal
land banks and national farm-loan as-
sociations, including the capital and re-
serve orsurplus therein and.the income
derived therefrom, shall be exempt from
taxation, except taxes upon real estate.

Section 7 of the Federal Reservo Act of
December 23, 1913 (12 U. S. C. 531),
provides that Federal reserve banks, in-
cluding the capital stock and surplus
therein and the income derived there-
from, shall be exempt from taxation, ex-
cept taxes upon real estate. Section 13
of the Federal Home Loan Bank Act (12
U. S. C. 1433) provides that the Federal
Home Loan Bank Including its franchise,
Its capital, reserves, and surplus, its ad-
vances, and its income shall be exempt
from all taxation, except taxes upon real
estate. Section 5 (h) of the Homo
Owners' Loan Act of 1933 (12 U. S. C.
1464 (h)) provides that shares of Fed-
eral savings and loan associations shall,
both as to their value and the income
therefrom, be exempt from all taxation
(except surtaxes, estate, Inheritance, and
gift taxes) Imposed by the United States,
Under the above-mentioned provisions,
income consisting of dividends on stock
of Federal land banks, national farm-
loan associations, Federal home loan
banks, and Federal reserve banks is not,
in the case of stock issued before March
28, 1942, subject to the Income tax; and
income consisting of dividends on share
accounts of Federal savings and loan as-
sociations Is not, in the case of shares
issued before March 28, 1942, subject to
the normal tax on income. For taxabil-
ity of such income in the case of such
stock or shares issued on or after March
28, 1942, see section 6 of the Public Debt
Act of 1942 (31 U. S. C. 742a) and para-
graph (b) of this section. For the time
at which a stock or share is issued within
the meaning of this section, see para-
graph (b) of this section.

(2) Regardless of the exemption from
income tax of dividends paid on the
stock of Federal reserve banks, dividends
paid by member banks are treated like
dividends of ordinary corporations.

(3) Dividends on the stock of the cen-
tral bank for cooperatives, the produc-
tion credit corporations, production
credit associations, and banks for co-
operatives, organized under the provi-
sions of the Farm Credit Act of 1933,
constitute Income to the recipients, sub-
Ject to both the normal tax and surtax
(see section 63 of the Farm Credit Act
of 1933 (12 U. S. C. 1138c))

(b) Issued on or after March 28, 1942.
(1) By virtue of theprovislons of section
6 of the Public Debt Act of 1942, the tax
exemption provisions set forth in para-
graph (a) of this section with respect to
income consisting of dividends on stock
of the Federal land banks, national farm-
loan associations, and Federal reserve
banks, or on share accounts of Federal
savings and loan associations, are not
applicable in the case of dividends on
such stock or shares issued on or after
March 28, 1942.

(2) For the purposes of this section,
a stock or share is deemed to be issued
at the time and to the extent that pay-
ment therefor Is made to the agency or
instrumentality. The date of issuanpe of
the certificate or other evidence of own-
ership of such stock or share Is not de-
terminative if payment is made at an
earlier or later date. Where old stock
is retired In exchanae for new stock (f

§ 39.22 (b) (4-7
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a different character or preference, the
new stock shall be deemed to have been
issued at the time of the exchange rather
than when the old stock was paid for.
These rules may be illustrated by the
following examples:

Example (1). A, the owner of an invest-
ment share account, consisting of 10 shares,
in a Federal savings and loan association,
has a single certificate issued before March
28, 1942, evidencing such ownership. In
order that A may dispose of half of such
shares, the association at his request issues,
after March 27, 1942, two 5-share certificates
in substitution for the 10-share certificate.
The shares evidenced by the two new certifi-
cates are deemed to have been issued before
March 28, 1942, the shares having been paid
for before such date.

Example (2). The X Bank, a member of a
Federal reserve bank, owns 50 shares of
Federal reserve bank stock, evidenced by a
single stock certificate issued before March
28, 1942. On December 31, 1942, the X Bank
reduces the amount of its capital stock, as a
result of which it is reqired to reduce the
amount of its Federal reserve bank stock to
40 shares. It surrenders the 50-share certifi-
cate to the Federal reserve bank and receives
a new 40-share certificate. The 40 shares
evidenced by such certificate are deemed to
have been issued befoie March 28, 1942. On
December 31, 1943, the X Bank increases the
amount of its capital stock, as a result of
which it is required to purchase 10 additional
shares of the Federal reserve bank stock. The
Federal reserve bank issues a 10-share certifi-
cate evidencing ownership of the new shares.
Of the 50 shares then owned by the X Bank,
40 were issued prior to March 28, 1942, and
10 were issued after March 27, 1942.

Example (3). A, the owner of a savings
share account, in the amount of $100, in a
Federal savings and loan association, has a
passbook containing a certificate issued prior
to March 28, 1942, evidencing such ownership.
Subsequent to March 27, 1942, A deposits
$10,000 in the account. With respect to the
$10,000 deposit, the share Is deemed to have
been issued after March 27, 1942.

§ 39.22 (b) (4) -3 Interest upon notes
secured by mortgages executed to Fed-
eral agencies or instrumentalities.
Section 26 of the Federal Farm Loan Act
of July 17, 1916 (12 U. S. C. 931) and
section 210 of such act, as added by see-
tion 2 of the act of March 4, 1923 (12
U. S. C. 1111) provide that first mort-
gages executed to Federal land banks,
joint-stock land banks, or Federal inter-
mediate credit banks, and the income de-
rived therefroni, shall be exempt from
taxation. Accordingly, income consist-
ing of interest on promissory notes held
by such banks and secured by such first
mortgages is not subject to the income
tax.

§39.22 (b) (4)-4 Interest upon
United States obligations-(a) Issued
before March 1, 1941. (1) Although in-
terest upon the obligations of the United
States and its possessions and upon obli-
gations of a corporation organized under
act of Congress, if such corporation is an
instrumentality of the United States, is
generally exempt from tax, m the case
of obligations issued by the United
States after September 1, 1917, which in-
clude Treasury certificates of indebted-
ness, Treasury bonds, and Treasury
notes, and in the case of obligations of
a corporation organized under act of
Congress, the interest is exempt from
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tax only if and to the extent provided in
the acts authorizing the Issue thereof, as
amended and supplemented.

(2) Interest on Treasury certificates
of indebtedness is entirely exempt from
Federal income taxes. Interest upon
Treasury notes is exempt only to the
extent provided in the terms of the issue.
Interest (discount at which issued) on
Treasury bills and any gain from the
sale or other disposition of such bills are
also entirely exempt from Federal in-
come taxes. With respect to the non-
deductibility of losses from the sale or
other disposition of such bills, see § 39.23
(e)-1.

(3) Interest on Treasury bonds Is
exempt from Federal income taxes ex-
cept surtaxes imposed upon the income
or profits of individuals, associations, or
corporations. However, interest on an
aggregate of not xceedng $5,000 prin-
cipal amount of such bonds is also
exempt from surtaxes. Interest in ex-
cess of the interest on an aggregate.of
not exceeding $5,000 principal amount of
such bonds Is subject to surtax and must
be included in gross income.

(4) Section 26 of the Federal Farm
Loan Act of July 17, 1916 (12 U. S. C.
931) and section 210 of such act, as
added by section 2 of the act of March 4,
1923 (12 U. S. C. 1111), provide that
farm-loan bonds issued by Federal land
banks and joint-stock land banks
and clebentures issued by Federal inter-
mediate credit banks, with the income
therefrom, shall be exempt from taxa-
tion. Accordingly, interest from such
farm-loan bonds or debentures is not
subject to the income tax.

(5) Interest credited to postal savings
accounts upon moneys deposited before
March 1, 1941, in postal savings banks
is wholly exempt from income tax.

(b) Issued on or after March 1, 1941.
(1) By virtue of the provisions of ,ections
4 and 5 of the Public Debt Act of 1941.
the exemption prescribed In paragraph
(a) of this section Is limited to such
bonds, debentures, notes, or certificates
of indebtedness as have been Issued be-
fore March 1, 1941. Under such provi-
sions interest upon obligations Issued on
or after March 1, 1941. by the United
States, or any agency or instrumentality
thereof, shall not have any exemption, as
such, from Federal tax except in respect
of any such obligations which the United
States Maritime Commission or the Fed-
eral Housing- Administration has, before
March 1, 1941, contracted to issue at a
future date. The interest on such obll-
gations so contracted to be issued shal
bear such tax-exemption privileges as
were at the time of such contract pro-
vided in the law authorizing their issu-
ance. For the purposes hereof, under
section 4 (a) of the Public Debt Act of
1941, a Territory, a possession of the
United States, and the District of Colum-
bia and any political subdivisions there-
ofiand any agency or instrumentality of
any one or more of the foregoing, shall
not be considered as an agency or In-
strumentality of the United States.

(2) In the case of obligations Issued
as the result of a refunding operation,
as, for example, where a corporation

5801

exchanges bonds for previously issued
bonds, the refunding obligations are
deemed, for the purposes of this section,
to have been Issued at the time of the
exchange rather than at the time the
original bonds were issued.

§ 39.22 (b) (4)-5 Treasury bond ex-
emption in the case of trusts or partner-
ships. (a) When the income of a trust
is taxable to beneficiaries, as in the case
of a trust the income of which is to be
distributed to the beneficiaries currently,
each beneficiary Is entitled to exemption
as if he owned directly a proportionate
part of the Treasury bonds held in trust.
When, on the other hand, income is tax-
able to the trustee, as in the case of a
trust the income of which is accumulated
for the benefit of unborn or unascer-
tained persons, the trust, as the owner of
the bonds held in trust, Is entitled to the
exemption on account of such ownership.

(b) As the Income of a partnership is
taxable to the individual partners, each
partner is entitled to exemption as if he
owned directly a proportionate part of
the bonds held by the partnership.

§ 39.22 (b) (4)-6 Interest upon
United States obligations in the case of
nonresident aliens and foreign corpora-
tions, not engaged in business in the
United States. By virtue of section 4
of the Victory Liberty Loan Act of March
3, 1919 (31 U. S. C. 750) amending sec-
tion 3 of the Fourth Liberty Bond Act of
July 9, 1918 (31 U. S. C. 750) the interest
received on and after March 3, 1919, on
bonds, notes, and certificates of indebted-
ness of the United States while benefi-
cially owned by a nonresident alien in-
dividual, or a foreign corporation, p3-t-
nership, or association, if such mdivid-
ual, corporation, partnership, or associa-
tion Is not engaged In busine in the
United States, is exempt from income
taxes. Such exemption applies only to
such bonds, notes, or certificates as have
been Issued before March 1, 1941. In-
terest derived by a nonresident alien
individual, or by a foreign corporation,
partnership, or association on such
bonds, notes, or certificates issued on or
after March 1, 1941, is subject to tax as
In the case of taxpayers generally as
provided in § 39.22 (b) (4)-4 (b).

§ 39.22 (b) (5) Statutory pronsions;
exclusions from gross income; compensa-
tion for injuries or szckness.

SEC. 22. Gros3 income. * * *
(b) Exclusions from gross Income. The

following items shall not be included in
gross income and shall be exempt fron taxa-
tion under thi chapter: * 0 0

(5) Compensatfio for infurfes or sic -zz.
Except In the case of amounts attributable
to (and not in exce of) deductions allowed
under section 23 (x) in any prior taxable
fear, amounts received, through accident or
health Insurance or under workmen's con-
pennation acts, as compensation for personal
injurile or sickness, plus the amount of any
damages received whether ;by suit or agree-
ment on account of such injuries or sick-
nes, and amounts received as a pension.
annuity, or similar allowance for personal
injurte or alcknes3 rezulting from active
cervice in the armed forces of any country.
[Sec. 22 (b) (5) as amended by secs. 113, 127
(d). Rev. Act 19421

Sec. 402. [Career Compensation Act of
1949.J *

§ 39.22 (b) (5)
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(h). That part of the disability retirement
pay computed on the basis of years of active
service which Ic in excess of the disability re-
tirement pay that a member would receive if
such disability pay were computed on the
basis of percentage of disability shall, not be
deemed to be a pension, annuity, or similar
allowance for personal injuries or sickness re-
sulting from active service in the armed
forces of any country within the meaning of
section 22 (b) (5) of the Internal Revenue
Code, as amended. * * *

§ 39.22 (b) .(6)-(9) Statutory pro-
visions; exclusions from gross income;
msnisters; income exempt under treaty;
miscellaneous; income from discharge of
zndeotedness.

Sec. 22. Gross income. * *
(b) Exclusions from gross %ncome. 'The

following items shall not be included in gross
income and shall be exempt from taxation
under this chapter: * * *

(6) Ministers. The rental value of'a
dwelling house and appurtenances thereof
furnished to a minister of the gospel as part
of his compensation;

(7) Income exempt under treaty. Income
of any kind, to the extent required by any
treaty -obligation of the United States;

(8) Miscellaneous items. The following
items, to the extent provided in section 116:

Earned income from sources without the
United States;

Salaries of certain Territorial employees;
The income of foreign governments;
Income of States, municipalities, and

other political subdivisions;
Receipts of shipowners, mutual protection

and Indemnity associations;
Dividends from China Trade Act corpora-.

tions;
Compensation of employees of foreign

governments.
49) Income from discharge of indebted-

ness. In the case of a corporation, the
amount of any income of the taxpayer at-
tributable to the discharge, within the tax-
able year, of any indebtedness of the tax-
payer or for which the taxpayer is liable evi-
denced by a security (as hereinafter in this
paragraph defined) if the taxpayer, at such
time and in such manner as the Secretary by
regulations prescribes, mdkes and files its
consent to the regulations prescribed under
section 113 (b) (3) then in effect. In such
case the amount of any income of the tax-
payer attributable to any unamortized pre-
mium (computed as of the -first day of the
taxable year in which such discharge oc-
curred) with respect to such indebtedness
shall not be included in gross income and
the amount of the deduction attributable to
any unamortized discount (computed as of
the first day of the taxable year in which
such discharge occurred) with respect to
such indebtedness shall not be allowed as a
deduction. As used in this paragraph the
term "security" means any bond, debenture,
note, or certificate, or other evidence of in-
debtedness, issued .by any corporation.

[See. 22 (b) (9) as added by sec. 215 (a),
Rev. Act 1939; amended by sec. 114 (a), Rev.
Act 1942; sec. 152, Rev. Act 1945; sec. 1, Pub.
Law 578 ('79th Cong.)" see. 3, Pub. Law 112
(80th Cong.)' sec. 3. Pub. Law 271 (81st
Cong.); see. 201, Rev. Act 1950; sec. 304 (a),
Rev. Act 1951]

§ 39.22 (b) (9)-1 Income from dis-
charge of indebtedness. , (a) Section 22
(b) (9) provides a method whereby a
corporation may elect to have excluded
from its gross income the amount of the
ncome attributable to a discharge, within
the taxable year, of its indebtedness or
of indebtedness for which it is liable as,

§ 39.22 (b) 6)-(9)

for example, m the case of a debt arising
from an assumption of liability of
another corporation. To be entitled to
the benefits of section 22 (b) (9) a cor-
poration must file with its return for the
taxable year a consent to the provisions
of the regulations, in effect at the time
of the filing of the return, prescribed
under-section 113 (b) (3) (see §§ 39.113
(b) (3)-i and 39.113 (b) (3)-2, relating
to adjustment of basis) except that the
consent may be filed with an amended
return or claim for credit or refund,
where the 'taxpayer establishes to the
satisfaction of the Commissioner reason-
able cause for failure to file the consent
with its original return.

(b) As used in this section, the term
"indebtedness" means indebtedness evi-
denced by a security, that is, by a bond,
debenture, note, or certificate, or other
evidence of indebtedness issued by either
the taxpayer corporation or any other
corporation regardless of when issued.

(c) If as a result of the discharge of
indebtedness there remains unamortized
Prennum or unamortized discount, the
amount of the income attributable to
such premium is to be excluded from
gross income and the amount of the de-
duction attributable to such discount
shall be disallowed as a deduction. The
unamortized premium and unamortized
discount, as the case may be, is in each
instance to be computed as of the first
day of the taxable year in which the
discharge of indebtedness occurred.

(d) Section 22 (b) (9) and this sec-
tion are inapplicable in the case of any
discharge occurring in any proceeding
under Chapter X or XI of the Bank-
ruptcy Act (11 U. S. C., C. 10, 11) if the
proceeding under such chapter was urn-
tiated by a petition filed on or before
July 31, 1940, and with respect to any
discharge of indebtedness to which sec-
tion 22 (b) (10) applies.

§ 39.22 (b) (9)-2 Making and filing
of consent. A consent to have the basis
of its property adjusted in accordance
.with the provisions of the regulations,
in effect at the time of filing of the
return, prescribed under section 113 (b)
(3) (see §§ 39.113 (b) (3-i and 39.113
(b) (3)-2) shall be made by or on be-
half of the taxpayer corporation in du-
plicate on Form 982, in accordance with
these regulations and the instructions on
the form or issued therewith. The
original and duplicate shall be filed with
the return. In a case where a consent
as permitted (under § 39.22 (b) (9)-1)
after the original return has been filed,
the original and duplicate of Form 982
shall be filed with the amended return
or claim for credit or refund, as the case
may be, and the consent shall be to the
regulations which, at the time of the
filing of the consent, are applicable to
the taxable year for which such consent
is filed.

§ 39.22 (b) (10Y Statutory provisions;
excluszon from gross income; income

'from discharge of indebtedness of a rail-
road corporation.

SEC. 22. Gross income. *
(b) Exclusions from gross income. The

following -items, shall not be included in

gross income and shall be exempt from taxa-
tion under this chapter: * 0 *

(10) Income from discharge of Indebtcd-
ness of a railroad corporation. The amount
of any income attributable to the discharge,
within the taxable year, of any Indebtedness
of a railroad corporation, as defined in section
77m of the National Bankruptcy Act, as
amended, to the extent that such income
Is deemed to have been realized by reason
of a modification in or cancellation in whole
or in part of such indebtedness pursuant to
an order of a court in a receivership proceed-
Ing or in a proceeding under section 77 of the
.National Bankruptcy Act, as amended, In
such case the amount of any income of the
taxpayer attributable to any unamortized
premium (computed as of the first day of
the taxable year in which such discharge
occurred) with respect to such indebtedness
shall not be included in gross income and
the amount of the deduction attributable to
any unamortized discount (computed as of
the first clay of the taxable year in which
such discharge occurred) with respect to
such indebtedness shall not be allowed as a
deduction. Paragraph (9) shall not apply
with respect to any discharge of indebtedness
to which this paragraph applies. This para-
graph shall not apply to any discharge occur-
ring in a taxable year beginning after
December 31, 1954.

[Sec. 22 (b) (10) as added by sec. 114 (b),
Rev. Act 1942; amended by sec. 162, Rev. Act
.1945; sec. 1, Pub. Law 578 (70th Cong.); sec,
3, Pub. Law 112 (80th Cong.), sec. 3, Pub,
Law 271 (81st Cong.) I sec. 201, ROV. Act 1060;
sec. 304 (b), Rev. Act 1951]

§ 39.-22 (b) (10)-I Income from dis-
charge of indebtedness of railroad corpo-
rations. (a) tUnder section 22 (b) (10)
the amount of any income attributable to
the discharge, within the taxable year, of
any indebtedness of a railroad corpora-
tion as a result of an order of a court
In a receivership proceeding, or In a rail.
road reorganization proceeding under
section 77 of the Bankruptcy Act (11
U. S. C. 205) is, for taxable years begin-
ning before January 1, 1955, excluded
from the gross income of the railroad
corporation. The section is applicable
only in a case where income accrues to a
taxpayer from the modification or can-
cellation of the corporate indebtedness
(whether in whole or in part) pursuant
to a court order.

(b) The railroad corporations to
which this section and section 22 (b)
(10) apply are those defined in section
77 (M) of the Bankruptcy Act (11 U. S. 0.

,205 (m)) namely, any common carrier
by railroad engaged in the transportation
of persons or property in interstate com-
merce, except a street, a suburban, or
interurban electric railway which is not
.operated-as a part of a general railroad
system of transportation or which does
not derive more than 50 percent of its
operating revenues from the transporta-
tion of freight in standard steam rail-

.road freight equipment.
(c) As used in section 22 (b) (10) and

this section, the term "indebtedness"
means an obligation, absolute and not
contingent, to pay on demand or within
a given time, in cash or another medium,
a fixed amount.

(d) If, as a result of the discharge of
indebtedness, there remains unamortized
premium or unamortized discount, the
amount of the income attributable to
such premium is to be excluded from
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,Toss income and the amount of the de-
luction attributable to such discount
hall be disallowed as a deduction. The
inamortized premium and unamortized
liscount, as the case may be, is in each
nstance to be computea as of the first
lay of the taxable year in which the
lischarge of indebtedness occurred.

e) The provisions of section 22 (b)
:10) and this section are applicable with
u.spect to any discharge occurring in a
axable year beginning before January
L, 1955.

§ 39.22 (b) (11) Statutory promisions;
=xcZuszons from gross income; improve-
irents by lessee on lessor's property.
SEc. 22.-Gross income. * * *
(b) Excluimons fromr gross income. The

ollowng items shall not be included In gross
mcome and shall be exempt from taxation
"fndez this chapter: 0 4 *

(11), Improvements by lessee on lessor's
oroperty. Income, other than rent, derived
iy a lessor of real property upon the termina-

.,ion eta lease, representing the value of such

.:property attributable to buildings erected or
other improvements made by the lessee.
[See. 22 (b) (11) as added by sec. 115 (a),

:uev. Act 19421

§39.22 (b) (11)-1 Exclusion from
gross income of lessor of real property of
value of improvements erected by les-
gee. (a) Income derived by a lessor of
real- property upon the termination,
through forfeiture or otherwise, of the
lease of such property and attributable
to-buildings- erected or other improve-
ments made by the lessee upon the
leased property is excluded from gross
income. However, where the facts dis-
close that such buildings or improve-
ments -represent in whole or in part a
licidation in kind of lease rentals, the
exclusion from gross income shall not
apply to the extent that such buildings
or improvements represent such liqui-
dation. The exclusion applies only
with respect to the income realized by the
lessor upon the termination of the lease
and has no application to income, if any,
in the form of rent, which may be de-
rived by a lessor during the period of the
lease- and attributable to- buildings
erected or other improvements made by
the lessee. It has no application to in-
come which may be realized by the les-
sor upon the termination of the lease
but not attributable to the value of such
buildings, or -improvements. Neither
does it apply to income, derived by the
lessor subsequent to the termination of
the lease incident to the ownerslip of
such buildings or improvements.

(b) The provisions of this section may
be illustrated by the following example:

Example. The A Corporation leased in
1945 for a period of 50 years unimproved
real property to the B Corporation under a
lease-providing that the B Corporation erect
on the leased premises an office building
costing $500.000, in addition to paying the
A Corporation a -lease rental of $10.000 per
annum beginning on the date of completion
-of the improvements, the sum of $100.000
being placed in escrow for the payment of
the rental. The building was completed on
January 1. 1947. The lease provided that all
Improvements made by tkhe lessee on the
leased property would become the absolutb
property of the A Corporation on the -terml-
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nation of the lease by forfelture or otherwire
-and that the lessor would become entitled on
such termInation to the remainder of the
-sum f any, remaining In the escrow fund.
The 3 Corporation forfeited Its les on Jan-
uary 1, 1952. when the Improvements; had a
-value of $100,00. tUnder the provisions of
-section 22 (b) (11), the $100,000 is excluded
from gross Income. The amount of $50.000
representing the remainder In the ecrow
-fund Is forfeited to the A Corporation and Is
included in the gross Income of that tax-
,payer. As to the basis of the property In
the hands of the A Corporation, ree 39.113
(c)-,

§ 39.22 (b) (12) Statutory Provisions;
. eustons from gross income; recovery
-of bad debts, prior taxes, and delinquency
amounts.

SEc. 22. Gross income. *
(b) Exclusions from gross income. The

following items shall not be Included in gro
.income and shall be exempt from taxation
under this chapter: 0 0

(12) Recovery of bad debts, prior taxes,
and deitnquency amounts. Income attribu-
table to the recovery during the taxable year
of a. bad debt, prior tax, or delinquency
amount, to the extent of the amount of the
recovery exclusion with respect to such debt,

-tax, or amount. For the purposes of this
-paragraph:

(A) Definition of bad debt. e term
"bad debt" means a debt on account of
worthlessness or partial worthlecsness of
which a deduction was allowed for a prior
taxable year.

(B) Definition of prior tax. The term
"prior tax" means a tax on account or which
a deduction or credit was allowed for a prior
taxable year.

(C) Definition of delinquency amount.
The term "delinquency amount" means an
amount paid or accrued on account of which
a deduction or credit was allowed for a
prior taxable year and which Is attributable
to failure to file return with respect to a tax,
or pay a tax, within the time required by
the law under which the tax Is Imposed, or
to failure to file return with respect to a tax
or pay a tax.

(D) Definition of recovery ezlusion. The
term "recovery exclusion" with respbct to a
bad debt, prior tax, or delinquency amount,
means the amount, determined In accord-
ance with regulations prescribed by the Com-

misnoner with the approval of the Secretary,
of the deductions or credits allowed, on ac-
count of such bad debt, prior tax. or de-
linquency amount, which did not result In
a reduction of the taxpayer's tax under this
chapter (not Including the tax under tection

'102) or corresponding provisions of prior
-revenue laws, reduced by the amount ex-
.cludble In previous taxable years with respect
to such debt, tax, or amount under this
paragraph.

(R) Spcifal rules in case of section 102
tax and personal holding company tx. In
the application of subparagraphs (A), (B).
(C). and (D) In determining the tax under
section 102 or Subchapter A of Chapter 2.
a recovery exclusion allowed for the purposes
of Chapter 1 shall be allowed-for the purp=oe
-of such section or subchapter whether or
not the bad debt, prior tax, or delinquency
,amount resulted In a reduction of the rection
102 tax or Subchapter A tax for the prior
-taxable year; and In the case of a bad debt,
prior tax, or delinquency amount not allow-
able as a deduction or credit for the prior
taxable year under Chapter 1 (except section
102) but allowable for the mme taxable year
under such section or subchapter a recovery
exclusion shall be allowable for the purpo
-of such section or subchapter If such bad
debt, prior tax or delinquency amount did
not result in a reduction of the tax under
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such secUon 102 or such Subchapter A. As
-used In this subparagraph references to
.Chapter 1. section 10J, and Subchapter A in
the caso o taxable.yeara not subject to the
Internal Perenuo Code, shall be held to be
made to corresponding provisions of prior
revenue Acts.
[Scc. 22 (b) (12) as added by sec. 116 (a),

Rov. Act 19421

§ 39.22 (b) (12)-i Recovery of certain
tems Previously deducted-a) In gen-
-eraL Section 22 (b) (12) provides that
income attributable to the recovery dur-
Ing any taxable year of bad debts, prior
taxes, and delinquency amounts shall be
excluded from gross income to the extent
of the "recovery exclusion" with respect
to such Items. The rule of exclusion so
prescribed by statute applies equally with
respect to all other losses, expenditures,
and accruals made the basis of deduc-
tions from gross Income for prior taxable
years, Including war losses referred to in.
section 127, but not Including deductions

•with respect to depreciation, depletion,
amortization, or amortizable bond pre-
miums. See Dobson v. Commissioner,
'320 U. S. 489. The term "recovery ex-
clusion" as used In this section means
accordingly an amount equal to the por-
tion of the bad debts, prior taxes, and
delinquency amounts (the Items specifi-
cally referred to in section 22 (b) (12))
and of all other Items subject to the rule
of exclusion which, when deducted or
credited for a prior taxable year, did not
result in a reduction of any tax of the
taxpayer under chapter 1 of the Internal
-Revenue Code (other than a tax under
Eection 102) or under corresponding pro-
vislons of prior revenue laws.

(1) Section 22 (b) (12) items. The
term "section 22 (b) (12) items" as used
in this section means those bad debts,
prior taxes, delinquency amounts, and all
other Items subject to the rule of exclu-
sion, for which a deduction or credit was
allowed for a prior taxable year. If a
-bad debt was previously charged against
a reserve by a taxpayer on the reserve
method of treating bad debts, it was not
deducted, and it is therefore not con-
sidered a section 22 (b) (12) item. Bad
debts, prior taxes, and delinquency
amounts are defined in section 22 (b)
(12) (A) (B), and (C) respectively. A
typical example of a delinquency amount
described in that section Is interest upon
delinquent taxes. A typical example of
the other items not expressly referred
to in section 22 (b) (12) but nevertheless
subject to the rule of exclusion is a loss
sustained upon the sale of stock and later
recovered, in whole or in part, through
an action against the party from whom
such stock had been purchased.

(2) Definition of "recoverj." Recov-
.eries result from the receipt of amounts
In respect of !he previously deducted or
credited section 22 (b) (12) items, such
as from the collection or sale of a bad
debt, refund or credit of taxes paid, or
cancellation of taxes accrued. Care
should be taken In the case of bad debts
which were treated as only partially
worthless in prior years to distinguish
between the item described in section
22 (b) (12), that is. the part of such
debt which was deducted, and the part

§ 39.22 (b) 2-I
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not previously deducted, which is not a
section 22 (b) (12) item and is con.
sidered the first part collected. The
collection of the part not deducted is
not considered a, "recovery." Further-
more, the term "recovery" does not in-
elude the gain resulting from the receipt
of an amount on account-of a section
22 (b) (12) item which, together with
previous such receipts, exceeds the de-
duction or credit previously allowed for
such item. 7or instance, a $100 cor-
porate bond purchased for $40 and later
deducted as worthless is subsequently
collected to the extent of $50. The $10
gain (excess of $50 collection over $40
cost) is not a recovery of a-section 22
(b) (12) item. Such gain is in no case
excluded from gross income under sec-
tion 22 (b) (12) regardless of whether
the $40 recovery is or is not excluded.

(3) Treatment of debt deducted zn
more than one year by reason of 13artial
worthlessness. In the case of a bad debt
deducted in part for two or more prior
years, each such deduction of a part of
the debt is considered a separate section
22 (b) (12) item. A recovery with re-
spect to such debt is considered first a
recovery of those items (or portions
thereof) resutling from such debt, for
which there are recovery exclusions. If
there are recovery exclusions for two or
more items resulting from the same bad
debt, such items are considered recovered
in the order of' the taxable years for
which they were deducted, beginning
with the latest. The recovery exclusion
for any such item is determined, by con-
sidering the recovery exclusion with
respect to the prior year for which such,
item was deducted as being first used to
offset all other applicable recoveries in
the year in which the bad debt is recov-
ered.

(4) Special provisions as to worthless
bonds, etc., which are treated as capital
losses. Bad debts on account of certain
worthless securities and certain nonbusi-
ness bad debts are treated as losses from
the sale or exchange of capital assets.
See section 23 (k) The amounts of the
deductions allowed for any year under
section 117 (d) on account of such losses
for such year are considered to be sec-
tion 22 (b) (12) items. Any part of such
losses which, under section 117 (d) is a
deduction for a subsequent year through
the capital loss carry-over (any later
receipt of an amount with respect to such
deducted loss is a recovery) is considered
a section 22 (b) (12) item for the year in
which such loss was sustained.

(b) Computation of recovery exclu-
szon-(1) Amount of recovery excluszon
allowable for year of recovery. For the
year of any recovery the section 22 (b)
(12) items which were deducted or cred-
ited for one prior year are considered as
a group and the recovery thereon is con-
sidered separately from recoveries of any
items which were deducted or credited
for other years. This recovery is ex-
cluded from gross income to the extent
of the recovery exclusion with respect to
this group of items as (i) determined for
the original year for which such items
were deducted or credited (see subpara-
graph (2) of this paragraph) and (ii)
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reduced by the excludible recoveries in
intervening years on account of all sec-
tion 22 (b) (12) items for such original
year. A taxpayer claiming a recovery
exclusion shall submit, at the time the
exclusion is claimed, the computation of
the recovery exclusion claimed for the
original year for which the items were
deducted or credited, and computations
showing the amount recovered in inter-
vening years on account of the section 22
(b) (12) items deducted or credited for
the original year.

(2) Determination of recovery exclu-
szon for orginal year for which, items
were deducted or credited. (i) The re-
covery exclusion for the taxable year for
which section 22 (b)' (12) items were
deducted or credited (that is, the "origi-
nal taxable year") is the-portion of the
aggregate amount of such deductions and.
credits which could be disallowed with-
out causing an increase in any tax of the
taxpayer imposed under chapter ± of the
Internal Revenue Code (such as the
normal tax- and surtax) other than the
tax imposed on corporations by section
102 for the improper accumulation ot
surplus, or in any tax imposed- under
corresponding provisions of prior reve-
nue laws. For the purpose of such re-
covery exclusion, consideration- must be
given to the effect of net operating loss
carry-overs and carry-backs or capital
loss carry-overs.

(ii) Tis rule shall be applied by de-
termining the recovery exclusion as the
aggregate amount of the section 22 (b)
(12) items for the original year for which
such items were deducted or credited re-
duced by whichever of the following
amounts is the greatest:

(a) The difference between (1) the in-
come subject to normal tax (net income
reduced by credits allowable for normal
tax purposes) for such original year and
(2) the income subject to normal tax
computed. without regard to the section
22 (b) (12) items for such original year.

(b) The difference between (1) the
net income subject to surtax for such
original year and (2) the net income sub-
-ject to surtax computed without regard
to section 22 (b) (12) items for such
original year.

(c) For taxable years beginning after
December 31, 1942, and before January

-1, 1944, in the case of taxpayers other
than corporations, the difference be-
tween (1) the income subject to victory
tax (the victory tax net income reduced
by the specific exemption) for such
original year and (2) the income subject
to victory tax computed without regard
to the section 22 (b) (12) items for such
original year. See sections 450 to 476,
inclusive, Internal Revenue Code as ap-
plicable to such taxable year.

(M) In the case of a taxpayer subject
to any income tax in 'lieu of normal tax
or surtax or both (except the alternative
tax on capital gains imposed by section
117 (c) which is disregarded) the dif-
ference between (1) the income subject
to such tax for such original year and
(2) the income subject to such tax com-
puted without regard to the section 22
(b) (12) items for such original year,

(Neither the amount determined under
(1) nor the amount under (2) of (a),
(b), (c) or (M) of this subdivision shall
in any case be considered less than zero.)
For this determination of the recovery
exclusion, the aggregate of the section
22 (b) (12) items must be further do-
creased by the portion thereof which
caused a reduction in tax in preceding
or succeeding taxable years through any
net operating loss carry-overs or carry-
backs or capital loss carry-overs affected
by such items. This decrease is the ag-
gregate of the largest amount deter-
mined for each of such preceding and
succeeding years under (a) (b), (c), and
(d) of this subdivision, the computation
of each carry-over or carry-back to the
preceding or succeeding year being made
under (1) of (a), (b), (c), and (M) of
this- subdivision with regard to the sec-
tion 22 (b) (12) items for the original
year and such computation being made
under (2) of (a), (b) (a), and (d) of this
subdivision without regard to such items.
For the purposes of the preceding son.
tence,-the computations under both (1)
and (2) of (a) (b), (a) and (d) of this
subdivision shall be made without regard
to any section 22 (b) (12) items for such
preceding or succeeding year and the
carry-overs and carry-backs to such year
shall be determined without regard to
any section 22 (b) (12) items for years
subsequent to the original year,

(3) Example. The provisions of this
paragraph may be illustrated by the f01-
lowing example:

Example. A single Individual, who has no
dependents, has for 1952 $2,000 gross income,
a depreciation deduction of $2,000, and a
deduction of $900 for bad debts and of $700
for property taxes. His income and dodac-
tions for 1951 are set out below, Ilis rea
covery exclusion on account of the section
22 (b) (12) Items for 1062 (the debts and
taxes) is $600, determined by reducing the
$1,600 aggregate of the section 22 (b) (12)
items by the $200 difference between the
surtax net income for 1952 computed witll
and without regard to such aggregate, since
this difference is greater than such diforonce
between the incomes subject to normal tax,
arcertalned as follows:

Wihll do- Without
dulotin deduo,
of see. tIlea of
22(b) See.22

(12) (b) (12)
Itcms Items

Gross income ....................... , S00 $, 0
Less:" Depreciation ................ 2, 000 2. 000
Remainder ................ . O0 too
Less: Bad debts and ta.es-- 1,00........
Net Income or (loss) ............... (00) 80
Exemption under sec. 25 (b) (I)

(A) ............................. 0 Coo
Surtax net Income ................. 0 200
Interest on U. s. obligations

exempt from normal tax ......... 0 t0
Net income subject to normal tax. 0 120
Difference between surtax not in-

comes ($200-$0) ................. .......... 200
I)Ifferenco between incomes sub-

ject to normal tax ($120-$0) ................ 120

The taxpayer had no items which would
Cause section 122 (d) adjustments for M0a3
or 1951. For 1951 he had $0,000 gross income
and his only deduction was a not operating
loss deduction of $800 based on his loss for
1952. There would be no not operating loss

§ 39.22 (b) (12)-1
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d .duction for 1951 if the carry-back to 1951
w as- computed .sithout regard to the section
2 (b) (12) items for 1952. Accordingly,
$ 00 of such items for 1952 resulted, by way
o: carry-back to 1951, in a reduction of tax
f ir 1951, since net income subject to normal
t.x and surtax net income for 1951 were
reduced to the extent of the carry-back
(4zmputed in the manner set forth in the
table above). The $1,600 aggregate of the
sction 22 (b) (12) Items for 1952 Is further
reduced by the $800 which caused the reduc-
tion In tax through the carry-back. There-
fore, the recovery exclusion for the items for
1952 is $600, that Is, the $1,600 aggregate of
such items reduced by the $200 and by the
$1300. If in 1956 the taxpayer recovers $400
of the property taxes, all of the recovery is
excluded from the income by reason of the
recovery exclusion of $600 determined for the
riginal year 1952. If In 1957 he recovers
11 the bad debt of $900, $200 is excluded
;rn gross income. That is, the recovery ex-
Lusion" of $600 determined for the original
ear 1952 is reduced by the $400 recovery In
956 on account of the section 22 (b) (12)
'ems deducted for such original year.

(c) Provisions as to taxes imposed by
ection 102 and subchapter A of chapter
!. Section 22 (b) (12) (E) provides
pecial rules for determining the recov-
.ry exclusion in the case of the tax m-
)osed on corporations by section 102 for
he improper accumulation of surplus
ind the tax imposed on personal hold-
ng companies by subchapter A of chap-
,er 2 of the Internal Revenue Code.
Such taxpayers have, for the purposes of
;ich taxes, the recovery exclusion de-
;cribed in the preceding paragraphs of
;his section. This recovery exclusion is
ised for the purposes of the taxes im-
2osed by section 102 and subdhapter A
f chapter 2 regardless of what particu-

lar effect the section 22 (b) (12) items
bad on such taxes, that is, regardless of
whether the section 22 (b) (12) items
did or did not cause a reduction of such
taxes. Furthermore, a recovery exclu-
son is granted for certain other items
which are described in section 22 (b)
(12) (E) -The recovery exclusion on
account of such other items shall be de-
termined under the principles set forth
m this section with respect to section 22
(b) (12) items.

§ 39.22 (b) (13) Statutory provwsons;
exclusions from gross income; additional
allowance for certain members of the
armed forces.

S EC. 22. Gross income. * * *
(b) Exclustons from gross income. The

following items shall not be included In gross
income and shall be exempt from taxation
under this chapter: * * *

(13) Additional allowance for certain mem-
bers of the armed forces-(A) Enlistea per-
sonnel. Compensation received for active
service as a member below the grade of com-
missioned officer In the armed forces of the
United States for any month during any part
of which such member-

(i) Served in a combat zone after June 24,
1950, and prior to January 1, 1954, or

(i) Was hospitalized as a result of wounds,
disease, or injury incurred while serving in a
combat zone prior to January 1, 1954; but
this clause shall not apply for any month
during any part of which there are no com-
batant activities In any combat zone as de-
termined under subparagraph (C) (III) of
this paragraph.

(B) Commzsstoned officers. So much of
the compensation as does not exceed $200
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received for active service as a commisiloned
officer In the armed forces of the United
States for any month during any part of
which such officer-

(1) Served In a combat zone after June 24.
1950, and prior to January 1, 1954, or

(11) Was hospitalized as a result of
wounds, disease, or njury Incurred while
serving in a combat zone prior to January
1, 1954; but this clause shall not apply for
any month during any part of which there
are no combatant activities In any combat
zone as determined under subparagraph (C)
(ill) of this paragraph.

(C) Dcfinitfons. For the purposes of this
paragraph-

(I) The term "commissioned officer" does
not include a commissioned warrant ofcer;

(i) The term "combat zone" means any
area which the President of the United States
by Executive Order designates, for the pur-
poses of this paragraph, as an area In which
armed forces of the United States are or have
(after June 24. 1950) engaged In combat;

(ii) Service is performed in a combat zone
only If performed on or after the date desig-
nated by the President by Executive Order as
the date of the commencing of combatant
activities n such zone, and on or before the
date designated by the President by Execu-
tive Order as the date of the termination of
combatant activities in such zone, except
that June 25, 1950. shall be considered the
date of the commencing of combatant activi-
ties In the combat zone designated In Execu-
tive Order 10195; and

(iv) The term "compensation" does not
include pensions and retirement pay.

[Sec. 22 (b) (13) as added by sec. 117!, Rev.
Act 1942. amended by sec. 7 (a), Current Tax
Payment Act 1943; sec. 141 (a), Rev. Act 1045;
sec. 7, Pub. Law 384 (80th Cong.); cec. 202
(a), Rev. Act 1950; sec. 305 (a), (b), Rov.
Act 19511

§ 39.22 (b) (13)-1 Compensation of
members of the armed forces of the
United States for service in a combat
zone before January 1, 1954, or for service
while hospitalized as a result of such
combat-zone service. (a) In addition to
the exemptions and credits otherwise
applicable, section 22 (b) (13) provides
that there shall be excluded from gross
income:

(1) Compensation received for active
service as a member below the grade of
commissioned officer in the armed forces
of the United States for any month dur-
ing any part of which such member (I)
served in a combat zone before January
1, 1954, or (i) was hospitalized at any
place as a result of wounds, disease, or
injury incurred while so serving provided
that during all of such month there are
combatant activities In some combat
zone.

(2) In the case of compensation re-
ceived for active service as a commls-
.sioned officer in the armed forces of the
United States for any month during any
part of which such officer (1) served in
a combat zone before January 1, 1954, or
(ii) was hospitalized at any place as a
result of wounds, disease, or injury In-
•curred while so serving provided that
during all of such month there are com-
batant activities in some combat zone, so
much of such compensation as does not
exceed $200.

(b) The exclusions under section 22
(b) (13) and this section are applicable
only if active service Is performed in a
combat zone before January 1, 1954.
Compensation is subject to exclusion
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whether or not It is received outside a.
combat zone or while the recipient Is
hospitalized or in a year (including a
year after 1953) different from that in
which the service was rendered for which
the compensation s paid. Service is per-
formed in a combat 7one only if it is
performed in an area which the Presi-
dent of the United States has designated
by Executive order, for the purpose of
section 22 (b) (13), as an area in which
armed forces of the United States are or
have engaged In combat, and only if it
Is performed on or after the date desig-
nated by the President byExecutive order
as the date of the commencing of com-
batant activities in such zone (except
that the cate June 25, 1950, In the com-
bat zone designated in Executive Order
10195, shall be considered the date of the
commencing of combatant activities in
such zone) and on or before the date des-
Lgnated by the President by Executive
order as the date of the termination of
combatant activities in such zone. If a
member of the armed forces serves in
a combat zone or is hospitalized for any
part of a month, he Is entitled to the ex-
clusion for such month to the same
extent as if he had served in such zone,
or had been hospitalized, for the entire
month.

(c) If an individual Is hospitalized for
a wound, disease, or injury while serving
In a combat zone, the wound, disease, or
injury will, unless the contrary clearly
appears, be presumed to have been in-
curred while serving in a combat zone.
In certain cases, however, a wound, dis-
ease, or injury may have been incurred
while serving in a combat zone even
though the individual was not hospital-
ized for It while so serving. And, in ex-
ceptional cases, a wound, disease, or
injury will not have been incurred while
serving in a combat zone even though
the individual was hospitalized, for
It while so serving.

(d) These principles may be Illus-
trated by the following examples:

Er miple (1). AnIndiriduallshospitalitzd
in a combat zone for a speciflc disease after
having rved In such zone for three weeks.
The Incubation period of such dLease Is from
two to four weeks. Such dizease was In-
curred while rerving In the combat zone.

Example (2). The facts are the same as In
example (1) except that the incubation
period Is one year. Such disease was not
incurred while rerving In the combat zone.

Example (3). A member of the Air Force,
stationed outsde the combat zone, Is shot
while particlpating in an aerial flight over
the combat zone, but is not hospitalized
until he returns to his home ba-e. Such
injury w Incurred while serving In a com-
bat zone.

Example (4). An individual is hosplt1-
ized for a speciflc disea.e three weeks after
having departed from a combat zone. The
incubation perlod of such disease is from two
to four weeks. Such d1cease wa incurred
while serving In a combat zone.

(e) An individual Is hospitalized only
until such time as his status as a hospital
patient ceases by reason of his discharge
from the hospital.

(f) The term "commissioned officer"
does not include a commissioned war-
rant officer, and, accordingly, a com-
missioned warrant officer Is entitled to

§ 39.22 (b (13)-1
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the exclusion- allowed o enlisted per-
sonnel under -section 22.(b) (13) (A)
The term "compensation", fort the pur-
pose of this section, does not include.
pensions and retirement pay. As to.who
are members of the armed forces, see
§ 39.3797-11.

(g) These exclusions are applicable
without regard to the marital status- of
the recipient of the compensation; and if
a husband and wife both meet the re-
quirements of the statute, then.each is
entitled to the benefit of an exclusion.
In the-case of a husband and wife domi-
ciled in a State recognized for Federal.
income tax purposes as- a community
property State, any exclusion from gross
income-under section 22 (b) (13) oper-
ates before apportionment of the gross
Income of the-spouses in accordance with
community property law. For example,-
a man and his wife are domiciled in a:
community property State and, he-is en--
titled, as a commissioned officer, to the
benefit of the exclusion of $200 for each
month under section 22 (b) (13) (3)
He receives $1,000 as compensation'for
active service for three months m a com-
bat zone. Of such amount,.-$600 is ex-
cluded from gross -income under section
22 (b) (13)- (B) and only $400 is taken
into account in determning- the-gross in-
come of both husband and wife.

(h) A member of the armed forces-is
in active service if he is actually serving
in the armed forces. Periods during.
which a member of the armed forces is
absent from duty on account of sickness,
wounds, leave, internment by-the enemy;
or other lawful' cause are periods of
active service. A member of- the armed
forces in active service in a combat zone
who there becomes a prisoner of war
or missing in action is deemed, for the
purpose of section 22 (b) (13) and this
section, to continue in active service in
the combat zone for the-period for which
he is entitled to such status for military
pay purposes. These exclusions apply to
compensation received by a member of
the armed forces for services rendered
while in active service even though pay-
ment is received subsequent to discharge
or release from active service. Compen-
sation credited to a decedent's account
for a period subsequent to the estab-
lished date of his death and received by
his estate will be excluded under section
22 (b) (13) from the gross income of the
estate to the same extent -that it would
have been excluded from the gross in-
come of the decedent if he had lived and
received such compensation.

§ 39.22 (b) (14) Statutory provisions;
exclusions from gross income; muster-
mg-out payments for military and naval
personnel.

SEc. 22. Gross incone. *
(b) Exclusions from gross income. The

following Items shall not be included in
,2ross income and shall be exempt from tax-
ation under this chapter: * * *

(14) Mustering-out payments for military
and naval personnel. Amounts received
during the taxable years as mustering-out
payments with respect to service in the mil-
-tar'y or naval forces of the United States.

[See. 22 (b) (14) as added by sec. 109, Rev.
Act 1943]

§ 39.22 M) (14)

§ 39.22 (b) (14)1 Mustering-out pay-
ments o1 military and naval-forces. For
the purposes'of the exclusion from gross
income. under section 22 (b) (14) of
mustering-out payments with respect to
,service in the military or naval forces,
mustering-out payments. are payments-
made to any recipients pursuant to the
provisions of the Mustering-Out Pay-
ment Act of 1944 (38 U. S. C. 691e)

§ 39.22 (b) (15) Statutory provisions;
exclusions from gross zncome; payments
to encourage "exploration, development,
and mining for defense purposes.

Sxc, 22. Grpss income. * * * -
(b) Exclusions from gross income. The

following-Items shall notbe included it gross
iniome and- shall be exempt from taxation
'under this chapter: * a *

(15) Payments. ta.-encourage: exploration,
development, -and mining for -defense pur-
poses. An amount paid to a taxpayer by the
United, States (or any agency- or instrumea-
tality- thereof), whether py grantor loan, and
whether or-not repayable, for the encourage-
ment of exploration, development or nining
of critical and- strategic minerals or-metals
pursuant to or in connection with any under-
taking approved by- the United States (or

_ any of its agencies or instrumentalities) and
for which an accounting is made. or required
to be made to an iapproprlate governmental
agency, and the forgiveness.-or discharge of
any of such' amount., Any expenditures
-(other than expenditures made, after the
repayment of such grant or-loan) attribut-

.able to such grant,or loan .shall not. be de-
ductible, by the taxpayer as an expense nor
increase the-basis of the taxpayer's property
either for -determining gain or loss on sale,
exchange, or other disposition or for com-
puting depletion: or depreciation, but upon
the -repayment ,f-kany portion of any such
grant or loan whichr has .been. expended' in
accordance with -the terms thereof such
deductions and such increase ii basis shall
to the extent of such repayment be allowed
as if.made atthe time of such repayment.

[Sec. 22 (b) -(15) as added by sec. 306, Excess
Profits Tax Act 1950]

§ 39.22 (b) (15)-I Payments to en-
courage exploration, development, and
mining for defense purposes-(a) Ap-
plicability of section 22 (b) (15) Sec-
tion 22 (b) (15) is applicable only to
amounts (1) which are paid to a tax-
payer (i) by the- United States or by an
agency- or instrumentality of the United
States; (ii) as a grant, gift, bounty,
bonus, premium, incentive, subsidy, loan,
or advance; (iiI) for the encouragement
of exploration for, or development or
mining of, a critical and strategic min-
eral or metal; and (iv) pursuant to or
im connection with an undertaking by
the taxpayer-to explore for, or develop
or produce, such mineral, or metal and
to expend or use any amounts so re-
ceived for the purpose and in accordance
-with the terms and conditions upon
which such amounts are paid, which
undertaking has been approved by the
United States or by an agency or instru-
mentality of the United States; and (2)
for which the taxpayer has accounted,
or is required to account, to an ap-
propriate agency of the United States
'Government for -the expenditure or
use thereof for the purpose and in
accordance. with'the terms and-.condi-
.tions upon which such amounts are paid.
Section 22 (b) (15) is applicable only

to an amount which meets each tes or
requirement set forth above. The scotlon
is applicable -whether or not the payee
is obligated to repay to the United States
any portion or all of the amount so re-
ceived. However, section 22 (b) (15) is
not applicable to any loan or advance
for the repayment of which the bor-
rower's liability Is unconditional and
legally enforceable, Nor Is section 22
(b) (15)' applicable to any part of tho
purchase price of a critical and strategic
mineral or metal received, whether be.
fore, on, or after delivery, by the seller
from the United States or any agency or
instrumentality thereof, irrespective of
whether such purchase price Is below, at,
or above the established ceiling or our-
rently prevailing market price. A pay-
ment of -a separate and specific amount
for the encouragement of exploration
for, or development or mining of, a
critical and strategic mineral or metal
shall'not be considered to be a Part of
the- purchase price of such -mineral or
-.metal merely because such payment is
added to, onJncluded with, the payment
of such purchase price. AS used in sec-
tion- 22 (b) (15) and this section
the term "critical and strategic mineralN
or metals" means those minerals and
metals listed In section 450 (b), as well
as- such other minerals and metals as
are certified pursuant to sUch section as
being .essential to the defense effort of
the United States and as not having been
normally produced In appreciable quan-
tities within the United States, and such
other minerals and metals as are con.
sidered by those departments, agonCies,
and instrumentalities of the United
States charged with the encouragement
of exploration for, and development and
mining of, critical and sti'ategic minerals
and metals to constitute critical and
strategic minerals and metals for that
purpose. See, for example, section I of
Order-1 of the Defense Minerals Ex-
ploration Administration, March 7, 1952,
17 F R. 2090.

(b) Exclusion from gross income. Any
amount to which section 22 (b) (15) is
applicable Is, by the terms of such sec-
tion, excluded from gross income.
Section 22, (b) (15) also, exoludes from
gross Income any income attributable to
the forgiveness or discharge of any in-
debtedness to which such section is ap-
plicable.

(c) Expense deduction, bdsis for gain
or loss, depletion, or depreciation. Ex-
cept as hereinafter provided, any ex-
penditure attributable to an amount re-
ceived by a taxpayer to which section 22
'(b) (15) Is applicable shall not be de-
ductible by the taxpayer as an expense
under section 23, nor shall any such ex-
penditure increase the basis under sec-
tion 113 of the taxpayer's property either
for determining gain or loss oin sale, ex-
change, or other disposition or for com-
puting depletion or depreciation (includ-
ing amortization under section 124A)
Upon the repayment of any portion of
.any amount to which section, 22 (b) (15)
'is applicable and which has been ex-
pended for the purpose and In accord-
ance with the terms and conditions upon
which It was paid to the taxpayer, any
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Rpenditures attributable to such amount
aade by the taxpayer shall, as provided
a section 23, be allowed to the taxpayer
s a deduction, and any such expendi-
ures shall, as provided in section 113,
acrease the basis of the taxpayer's prop-
rty, to the extent of such repayment as
E such expenditures had been made at
he time of such repayment. Such ex-
penditures shall to the extent of the re-
iayment be expensed or capitalized, as
he case may be, in the order in which
hey were actually made or in such
ither manner as may be adopted by the
axpayer with the approval of the
lommssioner.

339.22 (b) (16) Statutory prom-
ions; exclusions from gross income;
,ports programs conducted for the
12merzcan National Red Cross.

SEc. 22. Gross income. * * *
(b) Exclusions from gross income. The

:ollowing Items shall not be included In
ross income and shall be exempt from tax-

Ltion under this chapter: * * *
(16) Sports programs conducted for the

Imercan National Red Cross. In the case of
i taxpayer which is a corporation primarily
angaged in the furnishing of sports pro-
;rams, amounts received as proceeds from a
sports program conducted by the taxpayer
If-

(A) The taxpayer agrees in writing with
the American National Red Cross to conduct
such sports program exclusively for the bene-
at of the American National Red Cross;

(B) The taxpayer turns over to the Amer-
Ican National Red- Cross the proceeds from
such sports program, minus the expenses
paid or incurred by the taxpayer (1) which
would not have been so paid or incurred but
for such sports program, and (if) which
would be allowable as deductions under sec-
tion 23 (a) (1) (A) but for the last sentence
thereof; and

(C) 'Me facilities usedfor such program
are- not regularly used during the taxable
year for the conduct of sports programs to
which this paragraph applies.
As used in this paragraph, the term "pro-
ceeds from such sports program" Includes
all- amounts paid for admission to the sports
program, plus all proceeds received by the
taxpayer from such program or activities
carried on in connection therewith.
[Sec. 22 (b) (16) as added by see. 1, Pub. Law

465 (82d Cong.) ]
§ 39.22 (c) Statutory provisions;

gross income; inventories.
SEc. 22 Gross income. * * *
(c) inventories. Whenever in the opinion

of the Commissioner the use of inventories
is 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 prescribe as conforming
as nearly as may be to the best accounting
practice in the trade or business and as most
clearly reflecting the income.

§ 39.22 (c)-l Need of inventories. In
order to reflect the net income correctly,
inventories at the beginning and end of
each taxable year are necessary in every
case in which the production, purchase,
or sale of merchandise is an Income-
producing factor. The inventory should
include all finished or partly finished
goods and, in the case of raw materials
and supplies, only those which have been
acquired for sale or which will physically
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become a part of merchandise Intended
for sale, in which class fall containers,
such as kegs, bottles, and cases, whether
returnable or not, if title thereto will
pass to the purchaser of the product to
be sold therein. Merchandise should be
included in the inventory only if title
thereto is vested In the taxpayer. Ac-
cordingly, 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 con-
signnent, but should exclude from in-
ventory goods sold (including contain-
ers) title to which has passed to the
purchaser. A purchaser should include
in inventory merchandise purchased (in-
cluding containers), title to which has
passed to him, although such merchan-
dise is i 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. (But see
§ 39.22 (d)-l.)

§ 39.22 (c)-2 Valuation of inventories.
(a) Section 22 (c) 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.
(b) It follows, therefore, that inven-

tory rules cannot be uniform but must
give effect to trade customs which come
within the scope of the best accounting
practice in the particular trade or busi-
ness. In order clearly to reflect income.
the inventory practice of a taxpayer
should be consistent from year to year,
and greater weight is to be given to con-
sistency than to any particular method
of inventorying or basis of valuation so
long as the method or basis used is sub-
stantially in accord with these regula-
tions. An inventory that can be used
under the best accounting practice In a
balance sheet showing the financial posi-
tion of the taxpayer can, as a general
rule, be regarded as clearly reflUctlng his
income.

(c) The bases of valuation most com-
monly used by business concerns and
which meet the requirements of section
22 (c) are (1) cost and (2) cost or mar-
ket, whichever is lower. (For inven-
tories by dealers in securities, see § 39.22
(c)-5.) Any goods in an Inventory
winch are unsalable at normal prices or
unusable in the normal way because of
damage, imperfections, shop wear,
changes of style, odd or broken lots, or
other similar causes, Including second-
hand goods taken In- exchange. should
be valued at bona fide selling prices less
direct cost of disposition, whether basis
(1) or (2) is used, or if such goods con-
sLst of raw materials or partly finished
goods held for use or consumption, they
shall be valued upon a reasonable basis,
taking Into consideration the usability
and the condition of the goods, but In no
case shall such value be less than the
scrap value. Bona Ilde selling price
means actual offering of goods during a
period ending not later than 30 days after
Inventory date. The burden of proof will
rest.upon the taxpayer to show that such
exceptional goods as are valued upon
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such selling basis come within the classi-
fications indicated above, and he shall
maintain such records of the disposition
of the goods as will enable a verification
of the inventory to be made.
(d) In respect of normal goods, which-

ever basis Is adopted must be applied
with reasonable consistency to the entire
inventory except as to those goods in-
ventorled under the last-in first-out
method authorized by section 22 (d) or
to animals inventoried under the elective
"unit-lIvestock-prIce method" author-
ized by § 39.2 (c)-6. Taxpayers were
given an option to adopt the basis of
either (1) cost or (2) cost or market,
whichever is lower, for their 1920 inven-
tories. The basis properly adopted for
that year or any subsequent year is con-
trolling, and a change can now be made
only after permission is secured from the
Commissoner. Application for permis-
sion to change the basis of valuing in-
ventories shall be made in writin- and
filed with the Commissioner as provided
In § 39.41-2. Goods taken In the inven-
tory which have been so intermingled
that they cannot be Identifizd with
specific Invoices will be deemed to be the
goods most recently purchased or pro-
duced, 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.! But see section 22 (d)
as to last-infirst-outinventones. Where
the taxpayer maintains book inventories
In accordance with a sound accounting
system In which the rezpective 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, calculated upon the
basis of the actual cost of the goods ac-
quired during the taxable year (includ-
ing 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.

(e) Inventories should be recorded In
a legible manner, properly computed 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 Commissioner,
and the taxpayer must satisfy the Com-
missloner of the correctness of the prices
adopted.

() The following methods, among
others, are sometimes used In taking or
valuing Inventories, but are notin accord
with the regulations in this part, viz:

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

(2) Takling 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 normal quantity of
materials or goods In stock.

§ 39.22 (c-2
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(5) Including stock in transit, shipped
-either to or from the taxpayer, the title
to which is not vested in the taxpayer.

§ 39.22 (c)-3 Inventories at cost.
Cost means: (a) In the case of merchan-
dise on hand at the beginning of the
taxable year, the inventory price of such
goods.

(b) In the case of merchandise pur-
chased since the beginning of the taxable
year, the invoice price less trade or other
discounts, except strictly cash discounts
approximating a fair interest rate, which
may be deducted or mot 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
acquiring possession of the goods.

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
rng of the taxable year, (1) the cost of
raw materials and supplies entering into
or consumed in connection with the
product, (2) expenditures for direct
labor, (3) indirect expenses incident to
and necessary for the production of the
particular article, including in-such in-
direct expenses a reasonable proportion
of management expenses, but not includ-
ing any cost of selling or return on capi-
tal, whether by way of interest or profit.

(d) In any industry in which the usual
rules for computation of cost of produc-
tion are inapplicable, costs 'may be ap-
proximated upon such basis as may be
reasonable and in conformity with estab-
lished trade practice in the particular
industry, Among such cases are (1)
farmers and raisers of livestock (see
§ 39.22 (c)-6) (2) miners and manufac-
turers 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
§ 39.22 (c)-7) and (3) retail merchants
who use what is known as the "retail
method" in qscertaming approximate
cost (see § 39.22 (c)-8)

§ 39.22 (c)-4 Inventories at cost or
market, whichever is lower (a) 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 taxpayer, and
is applicable in the cases-

(1) Of goodsourchased and on hand,
and

(2) Of basic elements of cost (mate-
rials, 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 manufac-
ture for delivery upon firm sales con-
tracts (i. e., those not legally subject to
cancellation by either party) at fixed
prices entered into before the date of the
inventory, under which the taxpayer is
protected against actual loss, which
goods must be inventoried at cost.

(b) Where no open market exists or
where quotations are nominal, du6 to
stagnant market conditions, the tax-
payer must use such evidence nf a fair
market price at the date or dates nearest
the inventory as may be available, such
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as specific purchases or sales by the tax-
payer or others in reasonable volume and
made in good faith, or compensation
paid for cancellation of contracts for
purchase commitments. Where the tax-
payer in the regular course of business
has offered for sale such merchandise at
prices lower than the current price as
above defined, the inventory may be
valued at such prices less direct cost of
disposition, and the correctness of such
prices will be determined by reference to
the actual sales of the taxpayer for a
reasonable period before and after the
dhte of the inventory. Prices which vary
materially from the actual prices so as-
certained will not be accepted as reflect-,
ing the market.

(c) Where the inventory is valued
upon the basis of cost or market, which-
ever is lower, the market value of each
article on hand at the inventory date
shall be compared with the cost of the
article, and the lower of such values
shall be taken as the inventory value
of the article. .,

§ 39.22 (c)-5 Inventories by dealers
in securities. A dealer in securities who
in his books of account regularly inven-
'tories unsold securities on hand either-

(a) At cost,
(b) At cost or market, whichever is

lower, or
(c) At market value,

may make is return uponthe basis upon
which his accounts are kept; provided
that a description of the method em-
ployed shall be included in or attached
to the return, that all the securities must
be inventoried by the same method, and
that such method must be adhered to in
subsequent years, unless another method
be authorized by the Commissioner pur-
suant to a written application therefor
filed with the Commissioner as provided
in § 39.41-2. A dealer in securities in
whose books of account separate compu-
tations of the gain or loss from the sale
of the various lots of securities sold are
made on the basis of the cost of each lot
shall be regarded, for the purposes of
this section, as regularly inventorying
his securities at cost. For the purpose of
this rule, a dealer in securities is a mer-
chant of securities, whether an indi-
vidual, partnership, or corporation, with
an established place of business, regu-
larly engaged in the purchase of securi-
ties and their resale to customers; that
is, one who as a merchant buys securities
and sells them to customers with a view
to the gains and profits that may be de-
rived therefrom. _If such business is
simply a branch of the activities carried
on by such person, the securities Inven-
toried 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, irrespective of whether such
buying or selling constitutes the carrying
on of a trade or business, and officers of
,corporations and members of partner-
ships who in their individual capacities
buy and sell securities, are not dealers in
securities within the meaning of this
rule.-

§ 39.22 (c)-6 Inventories of live-
stock raisers and other farmers. (a)
A farmer may make his return upon an
inventory basis instead of the cash re-
ceipts and disbursements basis, It Is
optional with the taxpayer which of
these methods of accounting is used, but,
having elected one method, the option so
exercised will be binding upon the tax-
payer for the year for which the option
Is exercised and for subsequent years
unless another method is authorized by
the Commissioner as provided in section
'39.41-2.

(b) In any change of accounting from
the cash receipts and disbursements
basis to an inventory basis, adjustments
'shall be- made, at the option of the tax-
payer, In accordance with one or the
other of the two methods outlined in (1)
and (2) below,

(1) Opening and closing inventories
shall be used for the year In which the
change Is made. There should be in-
-cluded In the opening inventory all farm
products (including livestock) pur-
chased or raised which were on hand
at the date of the inventory, and there
must be submitted with the return for
the current taxable year an adjustment
sheet for the preceding taxablo year
based on the Inventory method, upon
the amount of which adjustment the tax
shall be assessed anct 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 Commis-
sioner, such adjustment is not sufflolent
clearly to reflect Income, adjustments
for earlier years may be accepted or re-
quired. If it is impossible to render
complete inventories for the preceding
year or years, the Commissioner will ac-
cept estimates which, in his opinion, sub-
stantially reflect the Income on the in-
ventory basis for such preceding year or
years; but inventories must not include
real estate, buildings, permanent im-
provements, or any other assets subject
to depreciation.

(2) No adjustment sheets will be re-
quired, but the net Income for the tax-
able year in which the change is made
must be computed without deducting
from the sum of the closing inventory
and the sales and other receipts, the in-
ventory of livestock, crops, and products
at the beginning of the year; provided,
however-

(I) That If any livestock, grain, or
other property on hand at the beginning
of the taxable year had been purchased
and the cost thereof not charged to ex-
pense, only the difference between the
cost and the selling price should be r-
ported as income for the year In which
sold;

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

(c) Because of the difficulty of ascer-
taining actual cost of livestock and other
farm products, farmers who render their
returns upon an inventory basis may
value their Inventories according to the
"farm-price method," and farmers rais-
.ing livestock may value their inventories
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of animals according to either the "farm-
price method" or the "unit-livestock-
price method."

(d) The "farm-price method" provides
for the valuation of inventories at mar-
ket price less direct cost of disposition.
If this method of valuing inventories is
used, it must be applied to the entire
inventory except as to livestock inven-
toned, at the taxpayer's election, under
the "unit-livestock-price method." If
the use of the "farm-price method" of
valuing inventories for any taxable year
involves a change in method of valuing
inventories from that employed in prior
years, permission for such change shall
first be secured from the Commissioner
as provided in § 39.41-2.

(e) The "unit-livestock-price method"
provides for the valuation of .the dif-
ferent classes of animals in the inven-
tory at a standard unit price for each
anmal -within a class. A livestock
raiser electing this method of valuing
his ammals must adopt a reasonable
classification of the animals in his in-
ventory with respect to the age and
kind included so that the unit prices
assigned to the several classes will
reasonably account for the normal costs
incurred in producing the animals
within suclt classes. Thus, if a cattle
rai er determines that it costs approx-
imately $15 to produce a calf, and $7.50
each'year to raise the calf to maturity,
his classificatibns and unit prices would
be as follows: calves, $15; yearlings,
$22.50; 2-year olds, $30; mature ammals,
$37.50. The classification selected by
the livestock raiser, and the unit prices
assigned to the several classes, are sub-
3ect to approval by the Commissioner
upon examination of the taxpayer's
return.

(f) A taxpayer who elects to use the
'unit-livestock-prce method" must ap-
ply it to all livestock raised, whether
for sale or for breeding, draft, or dairy
purposes. Once established, the unit
prices and classifications selected by the
taxpayer must be consistently applied in
all subsequent years in the valuation of
livestock inventories. No changes in
the classification of animals or unit
prices will be made without the approval
of the Commissioner.

(g) A livestock raiser who uses the
"unit-livestock-price meth'd" must in-
elude in his inventory at cost any live-
stock purchased, except that animals
purchased for breeding, dairy, or draft
purposes can, at the election of the live-
stock raiser, be included in inventory or
be treated as capital assets subject to
depreciation after maturity. If the am-
mals purchased are not mature at the
time nf purchase, the cost should be in-
creased at the end of each accounting
year in accordance with the established
unit prices, except that no increase is
to be made in the -year of purchase if the
animal is acquired during the last six
months of that year. If the records
maintained permit identification of a
purchased animal, the cost of such am-
mal will be eliminated from the closing
inventory in the event of its sale or loss.
Otherwise, the first-in first-out method
of valuing inventories must be applied.
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Wh) If a taxpayer using the "farm-
price method" desires to adopt the "unit-
livestock-price method" in valuing his
inventories of livestock, permission for
the change shall first be secured from the
Commissioner as provided in § 39.41-2.
However, a taxpayer who has filed
returns on the basis of inventories at
cost, or cost or market whichever is lower,
may adopt the "unit-livestock-price
method" for valuing his inventories of
livestock without formal application for
permission, but the classifleations and
unit prices selected are subject to ap-
proval by the Commissioner upon exami-
nation of the taxpayer's return. A live-
stock raiser who has adopted a constant
uniit price method of valuing livestock in-
ventories and filed returns on that basis
Will be considered as having elected the
"unit-livestock-price method."

i) If returns have been made In
which the taxable net Income has been
computed upon incomplete inventories,
the abnormality should be corrected by
submitting with the return for the cur-
rent taxable year a statement for the
preceding year. In this statement such
adjustments shall be made as are neces-
sary to brlnq the closing inventory for
the preceding year Into agreement with
the opening complete Inventory for the
current taxable year. If necessary
clearly to reflect income, similar adjust-
ments 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.

§ 39.22 (c)-7 Inventories o1 miners
and manufacturers. A taxpayer en-
gaged in mining or manufacturing who
by a single process or uniform Eerles of
processes derives a product of two or
more kinds, sizes, or grades, the unit
cost of which is substantially alike, and
who in conformity to a recognized trade
practice allocates an amount of cost to
each lOnd, size, or grade of product,
which in the aggregate will absorb the
total cost of production, may, with the
consent of the Commissioner, use such
allocated cost as a basis for pricing In-
ventones, provided such allocation bears
a reasonable relation to the respective
selling values of the different kinds, s zes,
or grades of product. See section 22 d)
as to last-in first-out inventories.

§ 39.22 (c)-8 Inventories of retail
merchants. (a) Retail merchants who
employ what is known as the "retail
method'! of pricing nventorlez may make
their returns upon that basis, provided
that the use of such method is desig-
nated upon the return, that accurate ac-
counts are kept, and that such method
is consistently adhered to unless a change

-is authorized by the Commissioner as
provided in § 39.41-2. 'Under this method
the total of the retail selling prices of
the goods on hand at the end of the year
in each department or of each class of
goods is reduced to approximate cost by
deducting therefrom an amount which
bears the same ratio to such total as-

(1) The total of the retail selling prices
of the goods included n the opening in-
ventory plus the retail selling prices of
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the goods purchased during the year,
with proper-adjustment to such selling
prices for all mark-ups and mark-downs,
less

(2) The cost of the goods included in
the opening Inventory plus the cost of the
goods purchased during the year. bears
to (1).
The result should represent as accurately
as may be the amounts added to the cost
price of the goods to cover selling and
other expenses of doing business and for
the margin of profl.

(b) For further adjustments to be
made in the case of a retail merchant
using the last-n first-out inventory
method authorized by section 22 (d), see
§ 39.22 d)-l.

(c) A taxpayer maintaining more than
one department in his store or dealing
in classes of goods carrying different
percentages of gross profit should not
use a percentage of profit based upon an
average of his entire business, but should
compute and use in valuing his Inventory
the proper percentages for the respective
departments or classes of goods.

(d) A taxpayer (other than one using
the last-in first-out Inventory method)
who previously has determined mven-
torles in accordance with the foregoing,
except that, to obtain a basis of approxi-
mate cost or market, whichever is lower,
the practice has been followed, consis-
tently and uniformly, of adjusting the
retail selling prices of the goods in-
eluded inthe opening inventory and pur-
chased during the year for mark-ups but
not for mark-downs, may continue such
practice subject to the conditions pre-
scribed in this section. The adjustments
must be bona fide and consistent and
uniform. Where mark-down- are not in-
cluded in the adjustments, mark-ups
made to cancel or correct mark-downs
shall not be included; and the mark-ups
Included must be reduced by the mark-
downs made to cancel or correct such
mark-ups.

(e) In no event shall mark-downs not
based on actual reduction of retail sale
prices, such as mark-downs based on de-
preciation and obsolescence, be recog-
nized in determining the retail selling
prices of the goods on hand at the end
of the year.

Cf) A taxpayer (other than one using
the last-in first-out inventory method)
who previously has determined inven-
tories without following the practice of
eliminating mark-downs in making ad-
justments to retail selling pricez, may
adopt such practice, provided permission
to do so is obtained in accordance with,
and subject to the terms provided by,
§ 39.41-2. A taxpayer filing a first re-
turn of Income may adopt such prac-
tice subject to approval by the Comms-
sloner upon examination of the return.

(g) A taxpayer using the last-in first-
out inventory method in conjunction
with retail computations must adjust re-
tail selling prices for mark-downs as well
as mark-ups, in order that there may be
reflected the approximate cost of the
goods on hand at the end of the year
regardless of market values.

§ 39.22 (0l-8
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§ 39.22 d) Statutory provzsions;
gross income; last-rn first-out inventory
method.

SEC. 22. Gross income; *
(d) [Last-in first-out inventory method.]

(1) A taxpayer may use the following method
(whether or not such method has been pre-
scribed under subsection (c)) in inventory-
ing goods specified in the application re-
quired under paragraph (2)

(A) Inventory them at cost;
(B) Treat those remaining on hand at the

close of the taxable year as being: First, those
included in the opening inventory of the
taxable year (in the order of acquisition) to
the extent thereof, and second, those ac-
quired in the taxable year; and

(C) Treat those included in the opening
Inventory of the taxable year in which such
method is first used as having been acquired
at the same time and determine their cost
by the average cost method.

(2) The method described in paragraph
(1) may be used-

(A) Only in-Inventorying goods (required
under subsection (c) to be inventoried)
specified in an application to use such
method filed at such time and in such man-
nor as the Commissioner may prescribe; and

(B) Only if the taxpayer establishes to the
satisfaction. of the Commissioner that the
taxpayer has used no procedure other than
that specified in subparagraphs (B) and (C)
of paragraph (1) in inventorying such goods
to ascertain the income, profit, or loss of the
first taxable year for which the method de-
scribed In paragraph (1) is to be used, for
the purffose of a report or statement covering
such taxable year (1) to shareholders, part-
ners, or other proprietors, or to beneficiaries,
or (ii) for credit purposes.

(3) The change to, and the use of, such
method shall be in accordance with such
regulations as the Commissioner, with-the
approval of the Secretary, may prescribe as
necessary in order that the use of such
method may clearly refect income.

(4) In determining Ancome for the tax-
able year preceding the taxable year for
which such method is first used, the closing
Inventory of such preceding year of the goods
specified in such application shall be at cost.

(5) If a taxpayer, having complied with
paragraph (2), uses the method described in
paragraph (1) for any taxable year, then such
method shall be used in all subsequent tax-
able years unless-

(A) With the approval of the Commis-
sioner a change to a different method is
authorized; or

(B) The Commissioner determines that
the taxpayer has used for any such subse-
quent taxable year some procedure other
than that specified in subparagraph (B) of
paragraph (1) in inventorying the goods
specified in the application to ascertain the
income, profit, or loss of such subsequent
tax.ble year for the purpose of a report or
statement covering such taxable year (i) to
shareholders, partners, or other proprietors,
or beneficiaries, or (i) for credit purposes;
and requires a change to a method different
from that prescribed in paragraph (1) be-
ginning with such subsequent taxable year
or any taxable year thereafter.
In either of the above cases, the change to,
and the use of, the different method shall
be in accordance with such regulations as
the Commissioner, with the approval of the
Secretary, may prescribe as necessary in or-
der that the use of such method may clearly
reflect income.

(6) Involuntary liquidation and replace-
ment o inventory-(A) Adjustment of net
income and resulting tax; years beginning
prior to January 1, 1948. If, for any taxable
year beginnJng after December 31, 1940, and
prior to January 1, 1948, the closing inven-

§ 32.22 (d)

tory of a taxpayer inventorying goods under
the method provided in this subsection re-
flects a decrease from the opening inventory
of such goods for such year, and if the tax-
payer elects at such time and in such man-
ner and subject to such regulations as the
Commissioner with the approval of the Sec-
retary may prescribe, to have the provisions
of this paragraph apply, and if it [is] estab-
lished to the satisfaction of the Commis-
sioner, in accordance with such regulations,
that such decrease is attributable to the in-
voluntary liquidation of such inventory as
defined in subparagraph (B), and if the-
closing inventory of a subsequent taxable
year, ending prior to January 1, 953, reflects
a replacement, in whole or in part, of the
goods so previously liquidated, the net in-
come of the taxpayer otherwise determined
for the year of such involuntary liquidation
shall be adjusted as follows:

(I) Increased by-an amount equal to the
excess, if any, of the aggregate cost of such
goods reflected-in the opening inventory of
the year of, involuntary liquidation over the
aggregate replacement cost; or

(ii) Decreased by an amount equal to the
excess, if any, of the aggregate replacement
cost of such goods over the aggregate cost
thereof reflected in the opening inventory o'
the year of-the involuntary liquidation.

The taxes imposed by this chapter and by
chapter 2 for the year of such liquidation,
for preceding taxable years, Ind for all tax-
able years intervening between the year of
liquidation and the year of replacement shall
be redetermined, giving effect to such ad-
justments. Any.increase in such taxes re-
sulting from such adjustments shall be as-
sessed and collected as a deficiency but with-
out interess, and any overpayment so re-
sulting shall be credited or refunded to the
taxpayer without interest.

(B) Definition of involuntary liquidation.
The term "involuntary liquidation" as used
in this paragraph, means the sale or other
disposition of goods inventoried under the
method described in this subsection, either
voluntary or involuntary, coupled with a
failure on the part of the taxpayer to pur-
chase, manufacture, or otherwise produce
and have on hand at the close of the taxable
year in which such sale or other disposition
occurred such goods as would, if on hand at
the close of such taxable year, be subject to
the application of the provisions of Yhis sub-
section, if'such failure on the part of the
taxpayer is due, directly and exclusively, (i)
to enemy capture or control of sources of
limited foreign supply; (ii) to shipping. or
other transportation shortages; (iII) to
material shortages resulting from priorities
or allocations; (iv) to labor shortages; or
(v) to other prevailing war conditions beyond
the control of the taxpayer.

(C) Replacements. If, in the case of any
taxpayer subject to the provisions of sub-
paragraph (A), the closing inventory of the
taxpayer for a taxdble year, subsequent to
the year of involuntary liquidation but
prior to the complete replacement of the
goods so liquidated, reflects an increase over
the opening inventory of such goods for the
taxable year, the goods reflecting such in-
crease shall be considered, in the order of
their acquisition, as having been acquired in
replacement of the goods most recently liqui-
dated (whether or not in a year of involun-
tary liquidation) and not previously replaced,
and if the liquidation -was an involuntary
liquidation shall be taken into purchases and
included in the closing inventory of the
taxpayer for the year of replacement at the
inventory cost basis of the goods replaced.

(D) Election irrevocable. An election by
the taxpayer to have the provisions of this
paragraph apply, once made, shall be irrevo-
cable and shall be binding for the year of
the involuntary liquidation and for all deter-,

minations for prior and subsequent taxable
years insofar as they are related to the year
of liquidation or replacement.

(E) Adjustment in certain cases, If the
adjustments specified in subparagraph (A)
are, with respect to any taxable year, pro-
vented, on the date of the filing of the income
tax return of the taxpayer for the year of the
replacement, or within three years from such
date, by any provision or rule of law (other
than this subparagraph and other than sec-
tion 3761, relating to compromises), such ad-
justments shall nevertheless be made It, in
respect of the taxable year for which the

-adjustment is sought, a notice of deficiency
Is malledoor a claim for refund is filed, as the
case may be, within three years after tie data
of the filing of the income tax return for tie
year of replacement. If, at the time of tile
mailing of such notice of deficiency or the
filing of such claim for refund, the adjust-
ment is so prevented, then the amount of tile
adjustment authorized by this parrgraph
shall be limited to the increase or deeroafo
of the tax imposed by this chapter and
Chapter 2 previously determined for such
taxable year which results solely from the
effect of subparagraph (A), and such amount
shall be assessed and collected, or credited or
refunded, in the same manner as If It wore
a deficiency or an overpayment, as the caso
may be, for such taxable year and as If, on the
date of the filing of the Income tax return
for the year of the replacement, three years
remain before the expiration of the porlods of
limitation upon assessment or the filing of
clatm for refund for the taxable year. Tile
tax previously determined shall be ascer-
tained in accordance with section 134 (d),
The amount to be assssed and collected
under this paragraph in tho-samo manner as
If'it were it deficiency orto be credited or
refunded in the same manner as If it wore
an overpayment shall not be diminished by
any credit or set-off based upon any item,
inclusion, deduction, credit, exemption, gain.
or loss, other than one resulting from the
effect of subparagraph (A). Such amount,
if paid, shall not be recovered by a claim or
suit for refund, or suit for erroneous refund
based upon any item, Inclusion, deduetloti,
credit, exemption, gain, or loss, other than
one resulting from the effect of subpara-
graph (A).

(F) Years ending after June 30, 1950, ald
prior to January 1, 1954-(1) Adjusticnt of
net income and resulting tax. If, for any
taxable year ending after June 30, 1950, and
prior to January 1, 1954, the closing inventory
of a taxpayer inventorying goods under tile
method provided in tl~is subsection refiect4 a
decrease from the opening inventory of such
goods for such year, and if the taxpayer
elects, at such time and in such manner and
subject to such regulations as the Commis-
sioner with the approval of the Secretary
may prescribe, to have the provisions of this
paragraph apply, and if it is established to
the satisfaction of the Commissioner, in
accordance with such regulations, that such
decrease is attributable to the involuntary
liquidation of such inventory as defined in
subparagraph (B) (as modified by clause (i)
of this subparagraph), and If the closing
inventory of a subsequent taxable year, end-
ing priQr to January 1, 1950, reflects a replace-
ment ih whole or in part, of the goods so
previously liquidated, the not Income of the
taxpayer otherwise determined for the year
of such involuntary liquidations shall be
increased by an amount equal to the excess,
if any, of the aggregate cost of such goods
reflected in the opening inventory of the year
of involuntary liquidation over the agggre-
gate replacement cost, or decreased by an
amount equal to the excess, if any, of tie
aggregate 'replacement cost of such goods
over the aggregate cost thereof reflected in
the opening Inventary of the year of the
involuntary liquidation, The taxes imposed
by this chapter and by chapter 2 for the year
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of such liquidation, for preceding taxable
years; and for all taxable years Intervening
between the year of liquidation and the year
of replacement shall be redetermined, giving
ef.ect to such adjustments. Any increase in
such taxes resulting from such adjustments
shall be assessed and collected as a deflciency
but without interest, and any overpayment
so resulting shall be credited or refunded to
the taxpayer without interest.

(il) Deftnition of %nvoluntary liquidation.
)r the purposes of this subparagraph the
m "involuntary liquidation" shall have
Le meaning given to It in subparagraph (B)
id, in addition, it shall mean a failure, as
ferred to 2n that subparagraph, on the part
the taxpayer due, directly and exclusively,
disruption of normal trade relations be-

reen countries. For the purposes of this
Lbparagraph the words -enemy" and "war"
used in subparagraph (B), shall be Inter-

*eted, pursuant to regulations prescribed by
le Secretary, In such a way as to apply to
rcumstances, occurrences and condltons,
cking a state of war, which are similar, by
tason of a state of national preparedness, to
lose which would exist under a state of war.
(111) Application of subparagraphM (C) and

-). Subparagraphs (C) and (E), to the
tent that they refer to any taxpayer sub-
Ct to the provisions of subparagraph (A) or
) the adjustments specified in or resulting
om the effect of subparagraph (A), shall be
applicable to a taxpayer subject to the pro-

'slons of this subparagraph or to adjust-
Lents specified nor resulting from the effect
this subparagraph as though they specIfic-

Sy referred to this subparagraph. If, for
ay taxable year ending after June 30, 1950,
ad prior to January 1, 1953, subparagraph
0) is applicable with respect to Involuntary
quidations of goods of the same class sub-
,ct to the provisions of both subparagraph
A) and this subparagraph, the -involuntary
quidations of such goods subject to the
rovisions of this zubparagraph shall be con-
Idered forthe purpose of subparagraph IC)
s having occurred prior to the Involuntary
[quidations of such goods subject to th pro-
isions of subparagraph (A). For the pur-
ose of this clause, and with respect to the
axable years covered by this subparagraph,
he reference in subparagraph (E) to section
34 (d) shall be taken as a reference to sec-
ion 452 (d).

See. 22 (d) as amended by sec. 219 (a), Rev.
Lot 1939; sec. 118, sec. 119, Rev. Act 1942;
ec. 110. Rev. 'Act 1943; Sec. 8, Pub. Law 284
:80th Gong.); Pub. Law 756 (81st Cong.);
?ub. Law 919 (81st Cong.); sec. 306 (a). Rev.
lct 1951]

§ 39.22 (d)-1 Last-zn first-out inven-
,orts.- (a) Any taxpayer permitted or
required to take inventories pursuant to
;e provisions: of section 22 (c) and pur-
mant to the provisions of §§ 39.22 (c)-I
to 39.22 (c)-8, inclusive, may elect with
respect to those goods specified in his
application and properly subject to in-
ventory to compute his opening and clos-
mg inventories in accordance with the
method provided by section 22 d). Un-
der this last-rn first-out inventory
method, the taxpayer is permitted to
treat those goods remaining on hand at
the close of the taxable. year as being:

(1) Those included in the opening in-
ventory of the taxable year, in the order
of acquisition and to the extent thereof,
and

(2) Those acquired during the taxable
year.

No. 189-Pt. I--Sec. 1----6
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This last-in first-out Inventory method
is not dependent upon the character of
the business in which the taxpayer is
engaged, or upon the Identity or want
of identity through commingling of any
-of the goods on hand, and may be
adopted by the taxpayer as of the close
of any taxable year.

(b) If the last-in first-out inventory
method is used by a taxpayer who regu-
larly and consistently, in a manner siml-
lar to hedging on a futures market,
matches purchases with sales, then firm
purchases and sales contracts (I. e., those
not legally subject to cancellation by
either party) entered into at fixed prices
on or before the date of the inventory
may be included in purchases or sales,
as the case may be. for the purpose of
determining the cost of goods sold and
the resulting profit or loss, provided that
this practice is regularly and consistently
adhered to by the taxpayer and that, In
the opinion of the Commissioner, income
is clearly reflected thereby.

(c) A manufacturer or processor who
has adopted the last-in first-out inven-
tory method as to a class of goods may
elect to have such method apply to the
raw materials only (including those In-
cluded In goods in process and In finished
goods) expressed In terms of appropriate
units. If such method is adopted, the
adjustments are confined to costs of the
raw material in the inventory and the
cost of the raw material In goods In
process and in finished goods produced
by such manufacturer or processor and
reflected in the inventory.

Example (1). Assume the opening Inven-
tory had 10 units of raw material, 10 units
of gbods in process, and 10 units of finised
goods and the raw material cost was a cents
a unit, the processing cost 2 cents a unit,
and overhead cost 1 cent a unit. For the
purposes of this example, It is arsumed that
the entire amount of goods In prCce= Was
50 percent processed.

0riFIo L' v 'ToUT

Ma"W Oodain Flni ed
motcrlal pro= Coods

llaa'matrlal..... Moo0 MCO Ca.0o
Prom Ingcost ......... 10 .20
Overhead---- -.. 05 .10

In the closing inventory there are 20 units
of raw material, 6 units of goods In procem.
and 8 units of finished goods and the costs
were-raw material 10 cents, proce-ing cost
4 cents, and overhead 1 cent.

I Cwsnee l'ev'rroar
Based on cost and prior to adjmtmcnt]

lsw Goods In FaM
matcrlal proc= gx'J

RawmsIater.ial_--. - $0. $C0 le.Orrcsig casts- -.. . . . in- .32
Ovaerbd-__ .0(3 .3

" Total-- ,.00 .75 L20

There were 30 units of raw material in the
opening Inventory and 34 units In the clos-
Ing inventory. The adjustment to the clm-
Ing- inventory would be as follows:
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CLOZmsu L'~v-svon As ADJE5?ED

mate"s proc=s gcds

lisa materll:

4OtGC~t_ _ $8.244 at to CLV I4
4st1csntS - .61 .40

s r bezcm s, tub-e to dermi htLfn cprfo under
fectl 22( d) (I) (B) andJ3=t (d)-Z Itth emzcsL11
In Coal In prCc. ,the zane adlustment E applimbil.

The only adjustment to the closing Inventory
Is the cwt of the raw material; the proces-
Ing costs and overhead coa are not changed.

Example (2). A,-ume the opening In-
ventory bad 5 units of raw material, 10 units
of goods In proces. and 20 units of finished
goods with the cane prices as in example
(1) and the losing inventory had 20 units
n! raw material. 20 units of goods In process,
and 10 units of finished goods, with raw
material cats as In the closing Inventory in
example (1). The adju&ted closing Inventory
would be as follows In o far as the raw ma-
terial i, concerned:

Raw material. 20 at 6 cent .6120
Goods In process:

15 at 6 cent .90
, at 10 cents'. .50

Finished goods:
None at G cents-._ _ .00
10 at 10 cents. -- _ . I. 0

2This excess Is aubject; to determlnat!on of
price under cectIon 22 (d) (1) (B) and § 39.22
(d)-2.
The 20 units of raw material in the raw
otate plus 15 units of raw material In goods
In proces mate up the 35 units of raw ma-
terial that were contained In the opening
Inventory.

(d) For the purposes of this section,
raw material In the opening Inventory
must be compared with similar raw ma-
terial In the closing Inventory. There
may be several types of raw materials.
depending upon the character, quality
or price, and each type of raw material
in the opening Inventory must be com-
pared with a simhlar type in the closing
inventory.

(e) In the cotton textile industry there
may be different raw materials depend-
ing upon marked differences in length of
staple, In color or grade of the cotton.
But where different staple lengths or
grades of cotton are being used at differ-
ent times in the same mill to produce the
same class of goods, such differences
would not necessarily require the classifi-
cation into different raw materials.

(f) As to the pork packing industry a
live hog is considered as being composed
of various raw materials., different cuts
of a hog varying markedly in price and
use. Generally a hog is processed into
approximately 10 prima cuts and sev-
eral miscellaneous articles. However, due
to similarity in price and use, these may
be grouped into fewer classifications,
each Group being classed as one raw ma-
teriaL

(g) When the finished product con-
tains two or more different raw materials
as In the case of cotton and rayon mix-
tures, each raw material is treated

§ 39.22 d]--1
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separately and adjustments made ac-
cordingly.

(h) pon written notice addressed to
the Commissioner by the taxpayer, a
taxpayer who has heretofore adopted
the last-in first-out inventory method in
respect of any goods may adopt the
method authorized in this section and
limit the election to the raw material
including raw materials-. entering into
goods in process and in Tinished goods.
If this method is adopted as to any spe-
cific goods, it must be used exclusively
for such goods for any previous year
(not closed by agreement) to which the
previous election -applies and all subse-
quent years, unless permission to change
is granted by the Commsioner.
(i) The election may also be limited

to that phase in the manufacturing
process where a product is produced
that is recognized generally as a salable
product, as for example, in the -textile
industry where one phase of the process
Is the production of yarn. Since yarn
is generally recognized as a salable
product the election may be limited to
that portion of the process when yarn
is produced. In the case of copper and
brass processors, the election may be
limited to the production of bars, plates,
sheets, etc., although-these may be fur-
ther processed into other products..

() The election may also apply to
any one raw material, when two or more
raw materials enter into the composition
of the finished product, for example, in
the case of cotton and rayon yarn the
taxpayer may elect to inventory the
cotton only. However, a taxpayer who
has previously made an election to use
the last-in first-out inventory method
may not now elect to exclude any raw
materials that were covered by such
previous election.

k) If a taxpayer using the retail
method of pricing inventories, author-
ized by § 39.22 (c)-8, elects to use in con-
nection therewith the last-in first-out
inventory method authorized by section
22 d) the apparent cost of the goods on
hand at the end of the year, determined
pursuant to § 39.22 (c)-8, shall be ad-
justed to the extent of price changes
therein taking place subsequent to the
close of the preceding taxable year. The
amount of any apparent inventory in-
crease or decrease to be eliminated in
this adjustment shall be determined.by
reference to acceptable price indices es-a
tablished to the satisfaction of the Com-
missioner. Price indices prepared by
the United States Bureau of Labor Sta-
tistics which are applicable to the goods
in questionwill be considered acceptable
to the Commissioner. Price indices
which are based upon inadequate rec-
ords, or whichare not subject to com-
plete and detailed audit within the
Internal Revenue Service, will not- be
approved.
(1) If a taxpayer uses consistently the

so-called "dollar-value" method of pric-
ing inventories, or any other method of
computation established to the satisfac-
tion of the Commissioner as reasonably
adaptable to the purpose and intent of
section 22 (d) and if such taxpayer
elects under section 22 (d) to use the

§ 39.22 (d-2

RULES AND REGULATIONS

last-m first-out inventory method au-
thorized by such section, the taxpayer's
opening and closing inventories shall be
determined under section 22 d) by the
use of the appropriate adaptation.

§ 39.22 (d)-2 Requirements incident
to adoption and use of last-zn first-out
znventory method. Except as otherwise
provided in § 39.22 d)-l with respect to
raw material computations, with respect.
to retail inventory computations, and
with respect to "dollar-value" and other
methods of computation established to
the satisfaction of the Commissioner as
reasonably adapted to the purpose and
intent of section 22 (d) the adoption
and use of the last-in first-out inventory
method is, by section 22 (d) and the reg-
ulations thereunder, made subject to the
following requirements:

(a) The taxpayer shall file an applica-
tion to use such method specifying with
particularity the goods to which it Is to
be applied.

(b) The inventory shall be taken at
cost regardless of market values.

(c) Goods of the specified type In-
cluded in the opening inventory of the
taxable year for which the method is
first used shall be considered as having
been acquired at the same time and at
a unit cost equal to the actual cost 6K
the aggregate divided by the number of
units on hand. The actual cost of the
aggregate shall be determined pursuant
to the mventorymethod employed by the
taxpayer under the regulations appli-
cable to the preceding taxable year with
the exception that restoration shall be
made with respect to any write-down to
market values resulting from the pricing
of former inventories.

(d) Goods of the specified type on
hand ag of the close of the taxable year
in excess of what were on hand as of
the beginning of the taxable year shall
be included in the closing inventory, re-
gardless of identification with specific
invoices and regardless of specific cost
accounting records, at costs determined
pursuant to the provisions of Rule 1 or
Rule 2, dependent upon the character
of the transactions in which the tax-
payer is engaged:

(1) Rule 1. In the case of a taxpayer
engaged in the purchase and sale of mer-
chandise, such as a retail grocer or
druggist, or engaged in the initial pro-
duction of merchandise and its sale with-
out processing, such as a miner sell-
ing his ore output without smelting or
refining, such costs shall be determined-

(i) By reference to the actual cost of
the goods most recently purchased or
produced;

(ii) By reference to the actual cost of
the goods purchased or produced during
the taxable year in the order of acqisi-
tion;

(iiI) By application of an average unit
cost equal to the aggregate cost of all
of the goods purchased or produced
throughout the taxable year divided by
the total number of units so purchased
or produced, the goods reflected in such
inventory increase being considered for
the purposes of section 22 (d) as having
been acquired all at the same time; or

(v) Pursuant to any other proper
method which, in the opinion of the
Commissioner, clearly reflects Income,
Whichever of the several methods of
valuing the inventory increase Is adopted
by the taxpayer and approved by the
.Commissioner shall be consistently ad-
hered to in all subsequent taxable years
so long as the last-in first-out Inventory
method is used by the taxpayer.
The application of Rule 1 may be Illus-
trated by the following examples:

Example (1). Suppose that the taxpayer
adopts the last-in first-out Inventory method
for the taxable year 1952 with an opening
Inventory of 10 units at 10 cents per unit,
that it makes 1052 purchases of 10 units as
follows:
January ------------ at $0. 11 = s0, 11
April --------------- 2 at .12 =s .24
July --------------- 3 at .13 =s .30
October ------------- 4 at 14 = .650

Totals ..-------- 1i0 1.30
and that it has a 1952 closing inventory of
15 units. This closing Inventory, depending
upon the taxpayer's method of valuing in-
ventory increases, will be computed as fol-
lows:

(a) Most recent purchases-
10 at $0.10 ------------ = $1.00
4 at ,14 (October)... - .60

- 1 at -. 13 (July) ----- = .13

Totals 15 1.09

(b) In order of acquisitlon-
1O at $0.0 ............
I at .11. (January) ...
2 at .12 (April) .....
2 at .13 (July) .-----

Totals 15

(o) At an annual average--
10 at 0.o ........ - =
5 at .13 (130/10) ....--

.Totals 15

- 1, O0
- .11• " .24
-" .20

1,01.

$1.00
.01

1.06
Example (2). Suppose that the taxpayor's

closing inventory fo' 1053, the year follow-
Ing that involved in example (1), refleets
an inventory decrease for the year, and not
an increase; suppose that there Is, accord-
Ingly, a 1953 closing inventory or 13 units,
Inasmuch as the decreased closing Inventory
will be determined wholly by reference to
the 15 units reflected in the opening in-
ventory for the year, and will be taken "In
the order of acquisition" pursuant to seotlon
22 (d) (1) (B), and Inasmuch as the char-
acter of the taxpayer's opening Inventory
for the year will be dependent upon Its
method of valuing Its 5-unit inventory In-
crease for the preceding year, the closing
inventory for 1953 will be computed ns fol-
lows:

(a) In case the increase for the preceding
taxable year was taken by reference to the
most recent purchases--

1 10 at $0.10 (from 1051)... -- = 1, O0
1 at .13 (July 1952)... = .13
2 at .14 (October 1952) = .20

Totals. 13 1.41
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(b) In case the increase for the preceding
xable year was taken in the order of ac-
lUsition-

10 at $0. 10 (from 1951)__. --- $1. 00
1 at .11 (January 1952) - .11
2 at .12 (April1952)_-- = .24

otals_ 13 1.35

(c) In case the increase for the preceding
ixable year was taken on the basis of an
verage-

10 at $0.10 (from 1951)- = $1.00
3 at .13 (from 1952).- = .39

'otals_ 13- 1.39

(2) Rule 2. In the case of a taxpayer
ngaged in manufacturing, fabricating,
rocessng, or otherwise producing mer-
handise, such costs shall be deter-
amed -

(i) In the case of raw materials pur-
hased or initially produced by the tax-
layer, in the manner elected by the tax-
)ayer under Rule 1 to the same extent
Ls if the taxpayer were engaged in pur-
.hase and sale transactions;
Lnd

(fi) In the case of goods in process, re-
;ardless of the stage to which the manu-
acture, fabricating, or processing may
iave advanced, and in the case of fin-
shed goods, pursuant to any proper
nethod which, in the opinion of the
,ommissioner; clearly reflects income.

(e) The taxpayer shall establish to
;'he satisfaction of the Commissioner
hatthe taxpayer, in ascertaining in-

2ome, profit, or loss for the taxable year
for which the last-m first-out inventory
method is first used or for any subse-
quent taxable year, for credit purposes or
for the purpose of reports to sharehold-
ers, partners, or other proprietors, or to
beneficiaries, has not used any inventory
method other than that referred to in
§ 39.22 (d)-1 or at variance with the re-
quirement referred to in paragraph (c)
of this section, the taxpayer's use of
market value in lieu of cost or his issu-
ance of reports or credit statemeits cov-
ering a period of operations less than the
whole of the taxable year not being con-
sidered at variance with this require-
ment.
- (f) Goods of the specified type on
hand as of the close of the taxable year
preceding the taxable year for which
this inventory method is first used shall
be included in the taxpayer's closing
inventory for such preceding taxable
year at cost determined in the manner
prescribed in paragraph (c) of this
section.

(g) The last-in first-out Inventory
method, once adopted by the taxpayer
-with the approval of the Commissioner,
shall be adhered to m all subsequent
taxable years unless-

(1) A change to a, different method
is approved by the Commissioner; or

(2) The Commissioner determines
that the taxpayer, in ascertaining in-
come, profit, or loss for the whole of any
taxable year subsequent to his adoption
of the last-m first-out inventory method,
'for credit purposes or for the purpose
of reports to shareholders, partners, or
other proprietors, or to beneficiaries,
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has used any inventory method at vari-
ance with that referred to In § 39.22
(d)-I and requires of the taxpayer a
change to a different method for such
subsequent taxable year or any taxable
year thereafter.

(h) The records and accounts em-
ployed by the taxpayer in keeping his
books shall be maintained in conformity
with the inventory method referred to
in § 39.22 (d)-1, and such supplemental
and detailed inventory records shall be
maintained as will enable the Commis-
sioner readily to verify the taxpayer's
inventory computations as well as his
compliance with these several require-
ments.

§ 39.22 d)-3 Time and manner of
making election. (a) The last-in first-

-out inventory method may be adopted
and used only If the taxpayer files with
his return for the taxable year as of the
close of which the method is first to be
used, in triplicate on Form 970, and pur-
suant to the Instructions printed thereon
and to the requirements of this section.
a statement of his election to use such
inventory method. Such statement shall
be accompanied by an analysis of all in-
ventories 'of the taxpayer as of the be-
ginning and as of the end of the taxable
year for which the last-in first-out in-
ventory method Is proposed first to be
used, and also as of the beginning of the

.preceding taxable year. In the case of
a, manufacturer, this analysis shall show
in detail the manner in 'which costs are
computed with respect to raw materials,
goods in process, and finished goods,
segregating the products (whether in
process or finished goods) into natural
groups on the basis of either (1) simI-
larity in factory processes through which
they pass, or (2) similarity of raw ma-
terials used, or (3) similarity in style,
shape, or use finished products. Each
group of .products shall be clearly de-
scribed.

(6) The taxpayer shall submit for the
consideration of the Corontsiloner in
connection with the taxpayer's adoption
or use of the last-in first-out inventory
method such other detailed information
with respect to his business or account-
ing system as may be at any time re-
quested by the Commissioner.

(c) As a condition to the taxpayer's
use of the last-in first-out inventory
method, the Commissioner may require
that the method be used with respect to
goods other than those specified in the
taxpayer's statement of election if, In the
opinion of the Commissioner, the use of
such method with respect to such other
goods is essential to a clear reflection of
income.

d) Whether or not the taxpayer's ap-
plication for the adoption and use of the
last-in first-out inventory method should
be approved, and whether or not such
method, once adopted. may be continued,
and the propriety of all computations in-
cidental to the use of such method will
be determined by the Commissioner in
connection with the examination of the
taxpayer's returns.

§ 39.22 (d)-4 Adjustments to be made
by taxpayer A taxpayer may not
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-change to the last-in frst-out method of
taking Inventories unless, at the time he
files his application for the adoption of
such method, he agrees to such adjust-
ments incident to the change to or from
such method, or incident to the ue of
such method, in the inventories of prior
taxable years or otherwise, as the Com-
mlssioner upon the examination of the
taxpayer's returns may deem necessary
in order that the true income of the tax-
payer will be clearly reflected for the
years involved.

§ 39.22 (d)-5 Revocation of election.
An election made to adopt and use the
last-in first-out inventory method is ir-
revocable, and the method once adopted
shall be used in all subsequent taxable
years, unless the use of another method
be required by the Commissioner, or au-
thorized by him pursuant to a written
application therefor filed with him as
provided in § 39.41-2.

§ 39.22 (d)-6 Change from last-i
first-out inventory met d. If the tax-
payer Is granted permission by the Com-
missioner to discontinue the use of last-
in first-out method of taking inventories,
and thereafter to pursue some other
method, or if the taxpayer Is required by
the Commissoner to discontinue the use
of the last-in first-out method by reason
of the taxpayer's failure to conform to
the requlrements detailed in § 39.22
(d)-2, the inventory of the specified
goods for the first taxable year affected
by the change and for each taxable year
thereafter shall be taken-

(a) In conformity with the method
used by the taxpayer under section 22
(c) in inventorying goods not included
in his last-in first-out inventory com-
putations; or

(b) If the last-in Dist-out inventory
method was used by the taxpayer with
respect to all of his goods subject to in-
ventory, then in conformity with the in-
ventory method used by the taxpayer
prior tb his adoption of the last-in first-
out inventory method; or

(c) If the taxpayer had not used in-
ventories prior to his adoption of the
last-in first-out inventory method and
had no goods currently subject to in-
ventory by a method other than the
last-in first-out inventory method, then
In conformity with such inventory
method as may be selected by the tax-
payer and approved by the Commis-
sloner as resulting in a clear reflection
of income; or

d) In any event, In conformity with
any inventory method to which the tax-
payer may change pursuant to applica-
tion approved by the Commissioner.

§ 39.22 (d)-7 Involuntary liquidation
and replacement. (a) If prevailing war
conditions beyond the control of the
taxpayer, or certain prescribed post-war
conditions beyond his control, should
render It impossible either during thp
period of the war or within the pre-
scribed post-war period for a taxpayer
using the last-in first-out inventory
method to have on hand at the close of
the taxable year a stock of merchandise
in kind and description like that In-
cluded in the opening inventory for the
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year, or in a.quantity. equal to that of the,
opening, inventory, the resulting inven-
tory decrease- for. the year- will be. re-
garded, at the election~of the taxpayer,
as reflecting an involuntary liquidation
subject to replacement, If the taxpayer
notifies the Commissioner- at any. time
not later than six, months after the
time of filing his, income tax return for
the year of the, liquidation, or at any
time not later than December 15, 1952,
in the -case of the year of liquidation:
being a taxable year ending .before
March 1, 1952, that he.intends to effect
a replacement of the liquidated. stock,.
in whole or-m part, and. that he-desires-
to have applied in his case.the involun-
tary liquidation and replacement.provi-
sions of section 22 (d). (6) and if he
establishes to the- satisfaction of the
Commissioner, the nvoluntary charac-
ter of the liquidation to which his stock-
has been -subjected, effectbhall be given,
when replacement has been made,-to an-
adjustment of net income for the year
of liquidation.to the-extent- of.the dif-
ference between.the replacement, costs.
Incurred and the original inventory- cost-
of the base stock inventory liquidated.
For extensions of: time, seeubpart G-of
the regulations, in.this. part., If the re-
placement costs exceed such inventory
costs, the net income of- theA taxpayer
otherwise computed shall be reduced by
an amount equal to such excess. If the
replacement costs are less than the in-
ventory costs, net income otherwise com-
puted shall be increased to the extent of
such difference. Any deficiency in the
income -or excess profits tax of the tax-
payer, or any overpayment of such taxes,_
attributable to such adjustment shall be
assessed and collected by the Commis-
sioner or credited or refunded to the-
taxpayer ithout interest.

(b) The statutory provisions affording
recognition to the involuntary character
of inventory decreases which become ap-
parent in war years and authorizing for
tax purposes a replacement of the items
of merchandise sp liquidated are limited
in their application to liquidations -oc-
curring in taxable years beginning before
January 1,. 1948, and to inventory re-
placements effected in taxable years end-
Ing before January 1, 1953. The statu-
tory provisions affording recognition to
the involuntary character of inventory
decreases which become apparent in
post-war taxable years and authorizing
for tax purposes a replacement of, the
items of merchandise so liquidated are
limited in their application to liquida-
tions occurring in taxable years ending
after June 30, 1950, and before January
1, 1954, and to inventory replacements
effected in taxable years ending before
January 1, 1956.
(c) With respect to inventory de-

creases occurring during the period of
the war, a failure on the part of the tax-
payer to have on hand in his closing
inventory for the taxable year merchan-
dise of the kind, description, and quan-
tity of that reflected in his opening
inventory will be considered as an im-
voluntary liquidation only if it is estab-,
lished to the satisfaction of the Com-
missioner that such failure-is due wholly
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to his inability-to- purchase,. manufac-
ture, or otherwise produce: and procure
delivery of such merchandise. durmg the
taxable year of liquidation by reason of
prevailing war- conditions, such as (1)
enemy capture or control- of sources of
limited foreign supply* (2) shipping or
other -transportation shortages; (3)- ma-
terial shortages-resulting from, priorities
or allocations; (4) labor shortages; and
(5) sinilar war conditions beyond the
control, of the taxpayer. -A voluntary
shift by the taxpayer, m the exercise of
business judgment, to merchandise of a
different character, description,, or use,
or to merchandiseprocessed out-of a sub-
stantially different kind of raw materials
while raw-materials of the type originally
used .are- still available- will not be con-
sidered, as an involuntary- liquidation
-notwithstanding- the. fact that -such a
shift. in- merchandise .stocked was
prompted by a shifting market demand
attributable, to. war conditions.. The -
term. "involuntary liquidation" .presup-
poses a- physical inability. to maintain a-
normal inventory as distinguished from-
a financial'or business disinclination: on-
the part of. the taxpayer to do- so.

- (d) With respect to inventory. de-
creases, occurring in taxable years end-
ing after- June- 30, 1950, and. before
January -1, 1954,. -the rules pre-
scribed in paragraph: (c) of this section.
shall, apply. For, the purpose of 'such,
rules, 'the words, "enemy" and "war",
shall be interpreted to apply to circum--
stances, occurrences, and conditions.
lacking a state of war, which are simi-
lar, by reason of a state of national pre-
paredness,- to those which would exist..
under a-state of war. The various direc-
tives, orders,-regulations, and allotments
issued by the Federal Government in
connection with national. preparedness.
are among- such circumstances and con-
ditions. Likewise, a voluntary. compli-
ance with a~request of an authorized
representative of the Federal Govern-
ment- made upon an industry or an fin-
portant segment, thereof, or a voluntary
allocation of materials by an industry
or -important segment thereof sanc-
tioned by the Federal Government, if
made in connection with the national
preparednc.- program, might be consid-
ered-as sun A circumstance or condition.
Similarly, so' much of an inventory
decrease as is directly and exclusively
attributable to the Federal Govern-
ment's stockpiling program for periods
during which an item is not subject to
allotment shall also be considered as
subject to the provisions of section
22 (d) (6) 'Thus, so much of an in-
ventory decrease as is due wholly to
the effect of directives, orders, regula-
tions,-or allotments issued pursuant to
the Defense Production Act of 1950, as
ampnded (50 U. S. C. App, 2061) or to
any other circumstance or condition
which is solely dependent upon other
action taken by the Federal Government
im furtherance of the national prepared-
ness program, ordinarily shall be con-
sidered as an involuntary liquidation
under section 22 (d) .(6) and this see-

,tion; however, -to -the extent -that such
a decrease is due to the disposition of-

goods. acquired in violation of such, di-
rectives, orders, regulations; or allot-
ments, such decrease shall not be cOnsid-
ered as such an Involuntary liquidation.
-With respect to an Inventory decrease In
a taxable year ending after June 30, 1950,
and before January 1, 1954, due directly
and exclusively to a disruption of nor-
mal trade relations between countries,
such an Inventory decrease shall ba con-
sidered -as an Involuntary liquidation
subject to the rules and requirements
pregcribed-in the preceding paragraphs,
Including-the requirement that the tax-
payer establish to the satisfaction of the
Commissioner the cause of the Involun-
tary-liquidation. A disruption of nor-
mal trade relations between countries
may be reflected by unusual export lni-
tations Imposed by -a foreign govern-
ment, by unusual exchange restrictions,
or- by other -unusual- crcumstancea or
conditions beyond the control of the taxi
payer,

(e) If the taxpayer would have the
Involuntary liquidation and replacement
provisions applicable with respeot to tiny
inventory decrease, he musts so elect
within the time prescribed by the regula-
tfons In this part;. In making such elec-
tion, the taxpayer shall attach to his re-
turn and make a part thereof,-or he shall
furnish separately to the Commissloner,
a statement setting forth the following
matters: (1) The wish Of the taxpayer to
Invoke the Involuntary liquidation and,
replacement- provisions; (2) a- detail~d
list or other identifying description of
the items of merchandise claimed to
have been subjected to Involuntary
liquidation and the extent to which rd-
placement Is intended; (3) the ciroum,.
stances relied upon as rendering the tax-
payer unable to maintain throughout the
taxable year a normal Inventory of the
items Involved, including evidence of the
applicable National Production Author-
ity inventory control figures for the be-
ginning and the close of the taxable year
(or if none, a statement to that effect),
allotments applied for, allotments re-
ceived, and reason for failure to place
allotments received; (4) detailed proof
of such circumstances to the extent that
they may not be the subject-matter
of common knowledge; (5) a full de-
scription of tvhat efforts were made
on the part of the taxpayer to effect
replacement during the taxable year
and the result of such efforts; and
(6) in the case of an election made pur-
suant to an extension of time sought
under Subpart G of the regulations in
this part more than six months after the
filing of the return for the year of liqui-
dation, the circumstances relied upon as
3ustifying the election at such time, to-
gether with a disclosure of the extent, if
any to which replacements have already
been made.

(f) The election of the taxpayer to
treat an Involuntary decrease of inven-
tory as subject to the replacement ad-
justments is to be exercised separately
for each taxable year reflecting such a
decrease, and the election, once exercised
with respect to a given year, shall be
irrevocable with respect to the particular
decrease Involved and its replacement,
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and shall be binding for the year of liqul-
dation, the year of replacement, and all
prior, intervening, and subsequent years
to the extent that such prior, interven-
iag, and subsequent years are affected
by the adjustments authorized. The
ultimate replacement and the resulting
adjustment for the year of liquidation
may have consequences, among others,
-u the earnings and profits of intervening
-ears and the inventory accounts of sub-
equent years. They may have conse-
[ences m the prior years by reason of
Ldjustments in net operating loss or
,nused excess profits credit carry-backs,
mid in intervening and subsequent tax-
ble years by reason of adjustments in
_rry-overs. Adjustments are to be

-ade for the several years affected con-
Istent with the adjustments made for
he year of liouidation. Detailed rec-
)rds shall- be maintained such as will
mable the Commissioner, in his exami-
ation of the taxpayer's returns for the
rear of replacement, readily to verify
he extent of the inventory decrease
laimed to be involuntary in character
mnd the facts upon which such claim is
msed, all subsequent inventory increases
md decreases, and all other facts mate-
aal to the replacement adjustment
Luthorized.

(g) Notwithstanding the ultimate put-
,base price or the cost of productionulti-
natelymcurred bythe taxpayer in effect-
ng replacement of a stock involuntarily
iqidated, the merchandise reflecting
;he replacement shall be taken into pur-
.hases and included in the closing in-
7entory for the year of replacement, and
3hall be included in the inventories of
sulisequent taxable years, at the inven-
tory cost figure of the merchandise
reblaced.

(h) The goods reflected in any mven-
tory increase in a year subsequent to a
Fear of involuntary liquidation, to -the
axtent that they constitute items of the
tind and description liquidated in prior
Fears, whether or not in a year of invol-
untary liquidation, shall be deemed, in
the order of th:ir acquisition, as having
been acquired by the taxpayer in re-
placement of like goods most recently
liquidated and not previously replaced;
however, in a case involving involuntary
liquidations of goods of the same class
subject to the provisions of both section
22 (d) (6) (A) and section 22 (d) (6) (F)
the involuntary liquidations of such.
goods subject to the provisions of section
22 (d) (6) (F) shall, for the purpose of
replacements made in taxable years end-
ing before January 1, 1953, be considered
as having occurred prior to the involun-
tary liquidations of such goods subject to
the provisions of section 22 (d) (6) (A)
To the extent that the items of increase
are allocated to items liquidated volun-
tarily, no adjustment will becrequired or
permitted. Such replacement merchan-
dise will be carned in the inventory at its
actual cost of acquisition. To the extent
that replacements- are allocated to items
involuntarily liquidated, however, the
provisions of this section shall apply,
both with respect to adjustments for the
year of liquidation and other taxable
years affected and with respect to inven-
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tory computations for the year of re-
placement and all subsequent taxable
years.

(I) In some cases it may appear that,
at the time of the filing of the income
tax return for the year of replacement,
or within three years thereafter, an ad-
justment with respect to the Income or
excess profits taxes for the year of the
Involuntary liquidation, or for some
prior, intervening, or subsequent taxable
year, is prevented by the running of the
statute of limitations, by the execution
of a closing agreement, by virtue of a
court decision which has become final, or
by reason of some other provision or rule
of law other than section 3761 (relating
to compromises) and other than the in-
ventory replacement provisions. The
adjustments provided for in connection
with the involuntary liquidation and re-
placement of Inventory shall neverthe-
less be made, but only If, within a period
of three years after the date of the filing
of the income tax return for the year of
replacement, a notice of deficiency is
mailed or a claim for refund is filed. No
credit or.refund will be allowed under
such circumstances, whether within or
without such three-year period, in the
absence of a claim for refund duly filed;
nor will a resulting deficiency be asswsed
or collected under section 272 d) re-
lating to waivers of restrictions. The
issuance of the statutory notice of de-
ficiency or the filing of a claim for re-
fund are statutory conditions upon
which depend the provisions of section
22 (d) (6) CE) The adjustment au-
thorized by section 22 (d) (6) E) I,
limited further to the tax attributable
solely to the replacement adjustments.
The amount of the adjustment shall be
computed by reference to the amount of
the tax previously determined, and with-
out regard to factors affecting the tax-
able year involved to which no effect was
given in such prior determination. The
tax previously determined shall be ascer-
tained in accordance with the principles
stated in sections 452 d) and 734 (d)
§ 40.452-4 .of reulatlons 130 (Part 40
of this chapter) and § 35.734-4 of Regu-
lations 112 (26 CFR. 1943 Cum. Supp.,
Part 35) Any deficiency paid or any
overpayment credited or refunded under
these circumstances shall not be subject
to recovery on a claim for refund or a
suit for the recovery of an erroneous re-
fund in any case in which such claim
or suit is based upon factors other than
those giving rise to the adjustments
made.

§ 39.22 (e)-(k) Statutorj provsions;
cross references; alimony, etc., income.

Sm'. 22. Gross income. 0 4 0
(e) Distributions by corporations. Dis-

tributions by corporations shall be taxable
to the shareholders as provided In section 116.

(f) Determination of gain or loss. In the
case of a sale or other disposition of prop-
erty. the gain or loss shall be coihputed as
provided in section 111.

(g) Gross income from smource within and
vithout Unitc States. For computation of
gross income from sources within and with-
out the United States, see section 119.

(h) Foreign personal holcing companies.
For provisions relating to grros Income of
foreign personal holding companies and of
thepi shareholders, se section 334.
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(I) Cosent dkfdcns. For Inclu on In
grossIncome of amounts -peciflid in share-
holders' conments. see sectlon 23.

(J) Income from mortgagc3 made or obti-
gation issued bj foint stc l: land bansts.
For taxable status of income derived from
mortgages mado or obligations Iued by Joint
stock land banks, see section 3799.
(k) Alimony, etc., income. In the case of

a vlfe who Is divorced or leg-ally separated
from her husband under a decree of divorce
or of ceparato maintenance. perlo-e pay-
ments (whethcr or not made at regular in-
tervals) received subsceauent to such decree
In discharge of, or attributable to property
transferred tin trust or othervicze) in dis-
charge of, a legal obligation which. b'auze
of the marital or family relationship, Ls im-
posed upon or incurred by such bhsband
undr such decree or under a written imtru-
ment Incident to such divorce or scparation
rhall be includible in the gross Income of
such wife, end such amounta received as are
attributable to property co transferrsd shall
not be lncludlble In the gros Income of such
husband. ils au ctlon shal not apply
to that part of any such periodic pavment
which the terms of the decree or written in-
strument fir, In terms of an amount of
money or a portion of the payment, as a sun
which Is payable for the support of minor
children of such husband. In ca e any such
periodic payment i- less than the amount;
specified In the decree or written lnstrument,
for the purpoe of applying the preceding
sentence. such payment to the estent of
such sum payable for such support, chll be
considered a payment for such support. In-
ctallment payments di.ahargng a part of
an obligation the principal sum of which is
In terms of money or propsrty, s-pcfl:d In
the decree or instrument shall not be con-
sdered periodic payments for the purposes
of this subhection; except that an instalmeiit
payment shall be considercd a perledic pay-
ment for the purposes of this submlction If
such principal sm, by the terms of the
decree or Instrument, may b or is to ba paid
wIthin a period ending more than 10 years
from the date of such decree or instrument.
but only to the extent that such inztallment
payment for the taxable year of the wife (or
if more than one such nstallment payment
for such taxable year I- received during such
taxable year. the ag7egate of such install-
ment payment ,) docs not exceed 10 per
centum of such princip.1 sum. For the pur-
poses of the preceding sentence. the- portion
of a payment of the principal sum which
is allozable to a pariod after the taxable year
of the wife In which It Ls received shal be
consldered an installment payment for'the
taxable year In which It is received. (In
cases where such perlodic payments are at-
tributable to property of an estate or prop-
erty held in trut, see cectlon 171 (b).)

jSmc. 22 (k) as added by tec. 120 (a), Rev.
Act 19-121

§ 39.22 (k)-1 Alimony and separate
maintenance payments; income to for-
mer wife-a) In general. (1) Section
22 (k) provides rules for treatment in
certain cases of payments in the nature
of or In lieu of alimony or an allowance
for support as bqtween spouses who are
divorced or legally separated under a
court order or decree. For convenience,
the payee spouse will hereafter in this
section be referred to as the "vife" and
the spouse from whom she is divorced
or legally separated as the "husband."
See section 3797 (a) (17)

(2) Section 22 M) requires the inclu-
sion in the gross income of the wife of
periodic payments (whether or not made
at regular intervals) received by her
after the decree of divorce or of separate

§ 39.2- ::-1
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maintenance. Such periodic payments
may be received from either of the two
following sources:

(i) In discharge of a legal obligation
which, because of the marital or family
relationship, is imposed upon or in-
curred by the husband, or

(ii) Attributable to property trans-
ferred (in trust or otherwise) in dis-
charge of a legal obligation which, be-
cause of the marital or family relation-
ship, is imposed upon or incurred by the-
husband.

(3) The obligation of the husband
must be imposed upon him or assumed
by him (or made specific) under either
of the following:

(i) A court order or decree divorcing
or legally separating the husband and
wife, or

(ii) A written instrument incident to
such divorce or legal separation.
The periodic payments received by the
wife attributable to property so trans-
ferred and includible in her income are
not to be included in the gross income
of the husband. See also § 39.171-1 in
cases where such periodic payments are
attributable to property held in trust.

(4) The purpose and effect of -section
22 (k) may be illustrated, in general, by
the following examples, in which it is
assumed that the husband and wife
make their income tax returns on the
calendar year.basis:

Example (1)., W sues H for divorce in
1952. The court awards W temporary ali-
mony of $25 a week pending the final de-
cree. On September 1, 1952, the court grants
W a divorce and awards her $200 a month
permanent alimony. No part of the $25 a
week temporary alimony received prior to the
decree Is includible in W's income under
section 22 (k), but the $200 a month re-
ceived during the balance of 1952 by W is
Includible in her income for 1952. Under
section 23 (u), H is entitled to deduct such
$200 payments from his income.

Example (2). W files suit for divorce from
H. In consideration of W's promise to re-
linquish all marital rights and not to make
public H's financial affairs, H makes a le-
gally binding promise in writing to W to
pay to her $200 a month if a final decree of
divorce is granted without any provislon for
alimony. Accordingly, W does not request
alimony and no provision for alimony is
made under a final decree of divorce. Dur-
ing 1952, H pays W $200 a month, pursuant
to the promise. The $2,400 thus received
by W is includible in her gross income under
the provisions of section 22 (k). Under
section 23 (u), H is entitled to a deduction
of $2,400 from his gross income.

Example (3). H and W enter into an an-
tenuptial agreement, under which, in con-
sideration of W's relinquishment of all mar-
ital rights (including dower) in H's prop-
erty, and, in order to provide for W's sup-
port and household expenses, H promises to
pay W $200 a month for her life. Ten years
after their marriage. W sues H for divorce
but does not ask for or obtain alimony be-
cause of the provision already made for her
support in the antenuptial agreement. Like-
wise, the divorce decree is silent as to such
agreement and H's obligation to support W.
Section 22 (k) does not apply to such a case.
If, however, the decree were modified so
as to refer to the antenuptial agreement,
or if, at the time of the divorce, reference
had been made to the antenuptial agreement
in the court's decree or- In a written instru-
ment incident to the divorce, section 22 (k)
would require the inclusion of the payments

§ 39.22 (k-I

received by W after -the decree in her in-
come. (As to Including such payments in
the wife's income, if made by a trust cre-
ated under the antenuptial agreement, re-
gardless of whether referred to in the decree
or a later instrument, see § 39.171-1.)

(5) Section 22 (k) applies only where
the legal obligation being discharged
arises out of the family or marital re-
lationship in recognition of the general
obligation to support, which is made
specific by the instrument or decree.
Thus, section 22 (k) does not apply to
that part of any periodic payment which
is attributable to the repayment by the
husband of, for example, a bona fide loan
previously made to him by the wife, the
satisfaction of which.is specified in the
divorce decree as a part of the general
settlement between the husband and
wife.

(6) Periodic payments are includible
in the wife's income under section 22
(k) only for the taxable year m which
received by her. As to such amounts,
the wife is to be treated as if she makes
her income tax returns on the cash re-
ceipts and disbursements basis, regard-
less of whether she normally makes such
returns on the accrual basis. However,
if the periodic payments described in
section 22 (W) are to be ,made by an
estate or trust, such periodic payments
are to be included in the wife's taxable
year in which they are ineludible ac-
cording to the rules-as to income of
estates and trusts provided in sections
162, 164, and 171 (b) whether or not
such payments are made out of the in-
come of such estates or trusts.

(b) Alimony income attributable to
property. (1) The full amount of peri-
odic payments received under the cir-
cumstances described in section 22 (k)
is recluired to be included in the gross
income of the recipient whether such
amounts are derived, in whole or in part,
from income received or accrued by the
source to which such payments are at-
tributable. Thus, it matters not that
such payments are attributable to prop-
erty in trust, to life insurance, endow-
ment, or 'annuity contracts, or to any
other interest in property, or are paid
directly or indirectly by the obligor hus-
band from his income or capital. For
example, if in order to meet an alimony
obligation of $500 a month, the husband
purchases or assigns for the benefit of
his former wife a commercial annuity
contract paying such amount, the full
$500 a month received by the wife is in-
cludible in her income, and no part of
such amount is includible in the hus-
band's income or deductible by him. See
section 22 (b) (2) (A) and § 39.22 (b)
(2)-4. Likewise, if property is trans-
ferred by the husband, subject to an
annual charge of $5,000, payable to his
former wife in discharge of his alimony
obligation under the divorce decree, the
$5,000 received annually is, under section
22 (k) includible in the wife's income,
regardless of whether such amount is
paid out of income or principal of the
property.

(2) The same rule applies to periodic
payments attributable to property In
trust. The full amount of periodic pay-
ments to winch section 22 (k) applies is

Includible In the wife's income, regard-
less of whether such payments are made
out of trust income. Such periodic pay-
ments are to be included In the wife's
Income under'section 22 (i) and are to
be excluded from the husband's income,
even though the Income of the trust
would otherwise be Includible in his In-
come under section 22 (a), section 106,
section 167, or any other section of the
Code or the regulations in this part. As
to periodic payments received by a for-
mer wife attributable to property In
trust In cases to which section 22 ()
does not apply because the husband's
obligation Is not specified in the decree
or an instrument Incident thereto, see
section 171 (a) and §39.171-1.

(3) Section 22 (k) does not apply to
that part of any periodic payment at-
tributable to that portion of any Interest
in property transferred In discharge of
the husband's obligation under the de-
cree or Instrument incident thereto
which interest originally belonged to the
wife. It will apply, however, if she re-
ceived such Interest from her husband in
contemplation of or as an incident to
the divorce or separation without ado-
quate and full consideration In money
or money's worth, other than the release
of the husband or his property from
marital obligations. An example of the
first rule Is a case where the husband
and wife transfer securities, which were
owned by them jointly In trust to pay
an annuity to the wife. In this case,
the full amount of that part of the annu-
ity received by the wife In discharge of
the husband's obligation under the de-
cree, or instrument Incident thereto, is
taxable to her under section 22 (k), while
that portion of the annuity attributable
to the wife's Interest In the securities so
transferred Is taxable to her only
to the extent it is out of trust In-
come as provided In section 162. If,
however, the husband's transfer of an
Interest In his property to his wife, pre-
liminary to a transfer of such property in
discharge of his obligation, Is made in
an attempt to avoid the application of
section 22 (k) to part of such Payments
received by his wife, such transfers will
be considered as a part of the same t'ans-
fer by the husband of his property in
discharge of his obligation, In such a
case, section 22 (k) will be applied to the
full amount received by the wife. As to
periodic payments received under a joint
purchase of a commercial annuity con-
tract, see § 39,22. (b) (2)-4.

(c) Alimony installment Vayments,
(1) In general, installment payments
discharging a part of an obligation the
principal sum of, which is, In terms of
money or property specified in the decree
of divorce or legal separation, or In an
instrument Incident thereto, are not con-
sidered "periodic payments" and there.
fore are not to be Included under section
22 (Wt in the wife's income. An excep-
tion to this general rule Is provided,
however, In cases where such principal
sum, by the terms of the decree or such
instrument, may be or is to be paid
within a period ending more than 10
years from the date of such decree or
instrument, In such cases, the Install-
ment payment Is considered a periodic

5816

HeinOnline -- 18 Fed. Reg. 5816 1953



qlaturday, September 26, 1953

payment for the purposes of section
22 (k) but only to the extent that the
installment payment, or sum of the in-
stallment payments, received during the
wife's taxable year does not exceed 10
percent of the principal sum. This 10
percent limitation applies to installment
payments made in advance but does not
apply to delinquent installment pay-
ments for a prior taxable year of the
wife made during her taxable year.

(2) The rule as to installment pay-
ments may be illustrated by the follow-
ing examples:

Example (1). Under the terms of a di-
vorce decree, H Is to pay W a gross sum of
$100,000 in four annual installments. No
part of the $100,000 is Includible In W's in-
come under section 22 (k) nor deductible
by :E

Example (2). A divorce decree in 1952
provides that H Is to pay W $20,000 each year
for the next five years, beginning 'With the
date of the decree and then $5,000 each year
for the next ten years. Assuming the wife

nakes her returns on the calendar year basis,
each payment received in the years 1952-
1956, nclusive, is a periodic payment under
section 22 (k), but only to the extent of 10
percent of the principal sum of $150.000.
Thus -for such taxable years, only $15,000 of
the $20,000 received is Includible under sec-
tion 22 (k) in the wife's Income and Is de-
ductible by the husband under section
23 (u). For the years 1957-1966. inclusive,
the ful $5,000 received each year by the wife
Is Includible In her income and is deductible
from the husband's Income.

Example (3). Under the terms of a sep-
aration agreement Incident to divorce
granted in December 1951, H agrees to pay
W $500 on the first day of each month, be-
ginning with the month after the decree, for
12 years. W makes her income tax returns
on the calendar year basis while H makes
his returns on the basis of the fiscal year
ending June 30. H makes the promised pay-
ments -In 1952 and, in addition, on Decem-
ber 31' 1952, pays W $1,500 as an advance
payment of Installments for the next three
months. In the calendar year 1953, H makes
no payments at all because of financial
straits. On January 1, 1954, H inherits
$15,000, which he immediately pays to W
in satisfaction of not only his back alimony

installments for the last nine months of
1953 but also his alimony installments for
the next 21 months. The results as to H
and W are as follows:

As to W- In the calendar year 1952, W re-
ceived $7,500. Since 10 percent of $72.,000
(the principal sum) Is $7,200, only $7,200 of
the $7,500 so received Is includible n her
Income for 1952. For 1953 nothing Is In-
cludible in her income under section 22 (k).
In 1954, W received $15,000. Of this amount
$4,500 Is In payment of back Installments
and, therefore, is includible without limita-
tion in her income for 1954. Of the balance
of 1,500, only $7,200 is includible in her
income for 1954.

As -to H: For the taxable year ended June
30, 1952, H paid $3,000, all of which Is de-
ductible by H. In the taxable year ended
June 30, 1953. H paid V $4,500, which,
not being in excess of 10 percent of the
principal sum, is deductible for such year.
n his taxable year ended June 30, 1954, H

paid $15,000, of which $11,700 (the sum of
$4,500 and $7,200) is deductible.

(d) Payments for support of minor
children. Section 22 (k) does not apply
to that part of any periodic payment
which, by the terms of the decree or
the written instrument under section 22
(W) is specifically designated as a sum
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payable for the support of minor chil-
dren of the husband. The statute pre-
scribes the treatment In cases where an
amount or portion is so fixed but the
amount of any periodic payment is less
than the amount of the periodic pay-
ment specified to be made. :In such cases,
to the extent of the amount which would
be payable for the support of such chil-
dren out of the originally specified pe-
riodic payment, such periodic payment
is considered a payment for such sup-
port. For example, If the husband Is
by terms of the decree required to pay
$200 -a month to his divorced wife, $100
of which is designated by the decree to
be for the support of their minor chil-
dren, and the husband pays only $150 to
is wife, $100 Is nevertheless considered
to be a payment by the husband for the
support of the children. If, however, the
periodic payments are received by the
wife for the support and maintenance
of herself and of minor children of the
husband. without such specific designa-
tion .of the portion for the support of
such children, then the whole of such
amounts is includible In the income of
the wife as provided in section 22 (1W).
Except in cases of a designated amount
or portion for the support of the hus-
band's minor children, periodic pay-
ments described in section 22 (W) re-
.ceived by the wife for herself and any
other person or persons are includible
in whole in the wife's income, whether
or not the amount or portion for such
other person or persons Is designated.

'§39.22 (D-(m) Statutory provisions;
cross reference; services of chdid.
Smc. 22. Gross income. 6 0 0

(I) Income of dccedents. For Inclusion
In gross i4come of certain amounts which
constituted gross Income in respect of a
decedent, see section 126.
[See. 22 (1) as added by ccc. 134 (c), ReV.
Act 1942]

(m) Serces of child. (1) Amounts re-
celved in respect of the rervice3 of a child
shall be nbluded in his gross income and
not in the gross ncome of tho parent, evCn
though such amounts are not received by the
child-

(2) All expenditures by the parent or the
child attributable to amounts which are in-
cludible in the gross Income of the child and
not of the parent solely by reasn of para-
graph (1) shall be deemed to have been paid
or incurred by the child.

(3) For the purposes of this sub=ction,
the term "parent" Includes an individual
who is entitled to the services of a child by
reason of having parental rights nd duties
in respect of the child.

(4) Any tax a=ewed against the child, to
the extent attributable to amounts includ-
ible in the gross Income of the child and not
of the parent solely by reason of paragraph
(1), shall, If not paid by the child, for all
purposes be considered as having alco been
properly assessed against the parent.
[Sec. 22 (in) as added by cc. 7, Individual
Income Tax Act 1944]

§ 39.22 (m)-l Services of c7ild. (a)
Compensation for personal services of a
child shall, regardless of the provisions
of State law relating to who is entitled
to the earnings of the child, and regard-
less of whether the income is In fact re-
ceived by the child, be deemed to be the
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cross income of the child and not the
gross income of the parent of the child.
Such compensation, therefore, shall be
ncluded In the gross income of the child
and sbll be reflected in the return ren-
dered by or for such child if the gross in-
come for the taxable year amounts to
$GOO or more. The income of a minor
child is not required to be included in the
gross income of the parent for income
tax purposes For requirements for
making the return by such child, or for
such child by his guardian, or other per-
son charged with the care of his person
or property, see § 39.51-3. Any tax as-
sessed against the child, to the extent of
the amount attributable to income In-
cluded in the gross income of the child
solely by reason of section 22 (m) (1). if
not paid by the child, shall, for the pur-
poses of all provisions of law relating to
the assesment and collection of the tax
imposed by chapter 1, be considered as
having also been properly assessed
against the parent. In any case in which
the earnings of the child are included in
the gross Income of the child solely by
reason of section 22 (m) (1) the paren's
liability is an amount equal to the
amount by which the tax assessed
against the child (and not paid by him)
has been increased by reason of the in-
clusion of such earnings in the gross in-
come of the child. Thus, if for 1952 the
child has income of $1,000 from invest-
ments and of $3,000 for services ren-
dered, and the latter amount is includ-
ible In gross income of the child under
section 22 (m) (1) and the child has no
wife or dependents, the tax liability de-
termined under Supplement T is $596.
If the child had only the investment in-
come of $1,000, his tax liability would be
$69. If the tax of $696 is assessed
against the child, the difference between
$696 and $G9, or $627, Is the amount of
such tax which is considered to have
been properly assessed against the par-
ent.

(b) In the determination of net in-
come or adjusted gross income, as the
case may be, all expenditures made by
the parent or the child attributable to
amounts which are includible in the
gross income of the child and not of the
parent solely by reason of section 22 (m)
(1) are deemed to havebeen paid and in-
curred by the child. In such determ-
nation, the child is entitled to take de-
ductions not only for expenditures made
on his behalf by his parent which would
be commonly considered as business ex-
penses, but also for other expenditures
such as charitable contributions made by
the parent in the name df the child and
out of the child's earnings.

(c) For the purposes of section 22 (m)
the term "parent" includes any indi-
vidual who is entitled to the servces of
the child by reason of having parental
rights and duties In respect of the child.

§ 39.22 (n) Statutory promszons; ad-
justed gross income.
S, 22. Gros3 income- * * *

(n) DeflInition of "adjusted gross zncamce'
As uzed in this chapter the -term "adjuzted
gross Incomo" mens the gros income
minu---

§ 39.22 (nI
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(1) Trade and business deductions. The
deductions allowed by section 23 which are
attributable to a trade or business carried
on by the taxpayer, if such trade or business
does not consist of the performance of serv-
ices by the taxpayer as an employee;

(2) Expenses of travel and lodging in con-
nection with employment. The deductions
allowed by section 23 which consist of ex-
penses of travel, meals, and lodging while
away from home, paid or incurred by the
taxpayer in connection with the performance
by him of services as an employee;

(3) Reimbursed expenses in connection
with employment. The deductions allowed
by section 23 (other than expenses of travel,
meals, and lodging while away frony home)
which consist of expenses paid or incurred
by the taxpayer, in connection with -the per-
formance by him of services as an employee,
under a reimbursement or other expense al-
lowance arrangement with his employer;

(4) Deductions, attributable to rents and
royalties. The deductions (other than those
provided in paragraph (1), (5), or (6)) al-
lowed by section 23 which areattributable to
property held for the production of rents or
royalties;

(5) Certain deductions of life tenants and
income beneficiaries of property. The de-
ductions (other than those provided in para-
graph (1)) for depreciation and depletion,
allowed by section 23 (1) and (m) to a life
tenant of property or to an income bene-
ficiary of property held in trust;

(6) Losses from sales or exchange of prop-
erty. The deductions (other than those pro-
vided in paragraph 11)) allowed by, sec-
tion 23 as losses from the sale or exchange of
property; and

(7) Long-term capital gains. The deduc-
tion allowed by section 23 (ee).

[Sec. 22 (n) as added by see. 8 (a), Individ-
ual Income Tax Act 1944; amended bysee.
322 (c), Rev. Act 1951]

§ 39.22 (n)-1 Adjusted gross income.
(a) The term "adjusted gross income"
means the gross income computed under
section 22 minus such of the deductions
allowable under section 23 as are speci-
fied in section 22 (n) Adjusted gross
income is used as the basis for the deter-
mination of the following: The tax un-
der Supplement ,T; the amount of the

'standard deduction; the amount of the
deduction for charitable contributions
under section 23 (o) and the amount of
the deduction for medical and dental
expenses under section 23 (x)

(b) Section 22 (n) does not create any
new deductions, but merely specifies
which of the deductions provided in sec-
tion 23 shall be allowed in computing
adjusted gross income. The circum-
stance that a particular item is specified
in one of the clauses under section 22 (n)
and is also embraced within the terms of
another of such clauses does not permit
the item to be twice deducted in com-
puting adjustdd gross income.

(c) The deductions specified in sec-
tion 22 (n) for the purpose of computing
adjusted gross income are: (1) Deduc-
tions allowable under section 23, which
are attributable to a trade or business
carried on by the taxpayer not consist-
ing of services performed as an em-
ployee; (2) deductions allowable by
section 23 which constitute expenses of
travel, meals, and lodging while away
from home, paid or incurred by the tax-
payer in connection with the perform-
ance by him of services as an employee;
(3) deductions allowable by section 23

§ 39.22 n}-1

(other than expenses of travel, meals,
and lodging while away from home)
which consist of expenses paid or in-
curred in connection with the perform-
ance of services as an employe under a
reimbursement or other expense-allow-
ance arrangement with his employer;
(4) deductions allowable under section
23 which are attributable to rents and
royalties; (5) deductions for deprecia-
tion and depletion allowable under sec-
tion 23 (1) and (m) to a life tenant of
Property or to an income bendficiary of
property held in trust; (6) deductions
which are allowable under section,23 as
losses from the sale or exchange of prop-
erty, and (7) the deductions for long-
term capital gains allowed by sections
23 (ee) aid 117 (b)

(d) For the purpose of the deductions
specified in section 22 (n) the perform-
ance of personal services as an employee
does not constitute the carrying on of a
trade or business. The practice of a pro-
fession, not as an employee, is considered
'the conduct of a trade or business within
the meaning of such section. To be de-
ductible for the purposes of determining
adjusted gross income, expenses must be
those directly, and not those merely re-
motely, connected with the conduct of
the trade or business. For example,
taxes are deductible in arrivmg at ad-
3usted gross income only if they consti-
tute expenditures directly attributable to
the trade or business or to property from
which rents or -royalties are derived.
Thus, property taxes paid or incurred on
real property used in the trade or busi-
ness are deductible but State income
taxes are not deductible even though the
taxpayer's income is derived from the
conduct of a trade or business,

(e) Traveling expenses paid or in-
curred- by an employee in connection
with his employment while away from
-home which. are deductible from gross
income in computing net income may be
-deducted from gross income .in comput-
ing adjusted gross income. Among the
items included in traveling expenses are
charges for transportation of persons
or baggage, expenditures for meals and
lodging, and payments for the use of
sample rooms for the display of goods.
See § 39.23 (a)-2.

Cf) Expenses, other than traveling ex-
-penses, paid or incurred by an employee
which are deductible from gross income
in computing net income and for which
he is reimbursed by the employer under
an express agreement for reimbursement
or pursuant to an expense allowance
arrangement may also be deducted from
gross income in computing adjusted
gross income.

§ 39.22 (o) Statutory Provisions; gross
income; dealers in short-term municipal
bonds.

SEC. 22. Gross income. * *
(o) Dealers in tax-exempt securities-(1)

Adjustment for bona premium. In comput-
the gross income of a taxpayer who holds-
during th'taxable year a short-term munici-
pal bond (as defined in paragraph (2) (A))
primarily for sale to customers in the ordi-
nary course of his trade or business-

(A) If the gross income of the taxpayer
from such trade or business is computed by
the Use Of inventories and his Inventories are

valued on any basis other than cost, the coat
of securities sold (as defined in piaragraph
'(2) (B)) during such year shall be reduced
by an amount equal to the amortizable bond
premium that would be disallowed as a de.
duction for such year pursuant to section
125 (a) (2) if the definition In section 125
.(d) of the term "bond" did not exclude such
short-term municipal bond, or

(B) If the gross income of the taxpayer
from such trade or business is computed
without the use of inventories, or by use of
inventories valued at cost, and the short-
-term municipal bond is sold or otherwise
disposed of during such year, the adjusted
basis (computed without regard to this sub-
paragraph) of the short-term municipal
'bond shall be reduced by the amount of the
adjustment that would be required under
section 113 (b) (1) (H) If the dcfliiltion In
section 125 (d) of the term "bond" did not
exclude such short-term munlipal bond,

(2) Definitions. ,ror the purposes of paia-
graph (1)-

(A) The term "short-term municipal
bond" means any obligation Issued by a
government or political subdivision thereof
if the interest on such obligation is excludible
from gross income: but such term does not
'include such an obligation if (1) It Is sold
or otherwise disposed of by the taxpayer
within thirty days after the date o Itu ac-
quisition by him, or (11) Its earliest maturity
or call date is a date more than five years
from the date on which it was acquired by
the taxpayer.

(B) The term -"cost of securities sold"
means the amount ascertained by subtract-
Ing the inventory value of the closing In-
-ventory of a taxable year from the sum of
(1) the Inventory value of the opening In-
-ventory for such year and (it) the cost of
securities and other property purchased
during such year which would properly be
-included in the inventory of the taxpayer If
on hand at the close of the taxable year.

[Sec. 22 (o) as added by sec. 203 (a), Rev.
Act 1950]

§ 39.22 (o)-1 Treatment of b o it d
premiums in case of dealers in tax-
exempt securities-(a) In general, (1)
Section 22 (o) requires certain adjust-
ments to be made by dealers in sceurl-
ties with respect to premiums paid on
short-term municipal bonds which are
held for sale to customers in the ordi-
nary course of the trade or business.
The adjustments depend upon the
method of accounting used by the tax-
payer in computing the gross income
from the trade or business. See para-
graphs (b) and (c) of this section,

(2) The term "short-term municipal
-bond" under section 22 (o) means any
,obligation issued by a government or po-
litical subdivision thereof If the Interest
on the obligation is excludable from gross
income under section 22 (b) (4) Such
term, however, does not Include an ob-
ligation the maturity or earliest call date
of which is a date more than five years
from the date of acquisition by the tax-
payer, or an obligation sold or otherwise
disposed of by the taxpayer within 30
days after the date of acquisition by
him. A bond which is otherwise within
the definition of "short-term municipal
bond" is subject to the provisions of sec-
tion 22 (o) If held by the taxpayer for
a period of more than 30 days, whether
or not such period is entirely within one
taxable year.

(b) Inventories not valued at cost, (1)
In the case of a dealer in securities who
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computes gross income from his trade
or business by the use of mventones
and values such inventories on any basis
other than cost, the adjustment re-
quired by section 22 (o) is the reduction
of "cost of securities sold" by the amount
equal to the amortizable bond premium
which would be disallowed as a deduc-
tion under section 125 (a) (2) if the
dealer were an ordinary investor hold-
ing such bond. Such amortizable bond
premium is computed under section 125
(b) by reference to the cost or other
onginal basis of the bond on the date
of acquisition (determined without re-
gard to section 113 (a) (1) relating to
inventory value on a subsequent date)
If the date of acquisition precedes July
1, 1950, then, in computing under sec-
tion 125 (b) the amount of such amor-
tizable bond premium, there shall be
made adjustments to bond premium
proper to reflect unamortized bond pre-
mium on such bond for the period in-
cluding the holding period (as deter-
mined under section 117 (h)) prior to
the date as of which section 22 (o) first
becomes applicable to the bond in the
hands of the taxpayer. See § 39.125
(b)-1.

(2) Subparagraph (1) may be illus-
trated by the following example:

Example. X, a dealer in securities who
values his inventories on a basis other than
cost, makes his income tax returns on the
calendar year basis. On January 1, 1949. he
bought, for $1,060 each, three short-term
municipal bonds (A, B. and C) having a face
obligation of $1,000, and maturing on Jan-
uary 1, 1954. On July 1, 1952, he buys, for
$1,018 each, three more bonds (X, Y, and
ZI of the same issue. Bonds A and X are
sold on December 31. 1952. Bonds B and
Y are sold on June 30, 1953. Bonds C and
Z are sold on December 31, 1953. The ad-
justment for the years 1952 and 1953 is as
follows:

Adjustment
for-

Bond Dateacqured Date sold

1952 1953

A. ....... an. 1,1949 Dee. 31,1952 $1200
B ............ d-- -..... une 30.1953 12.00 M 00
0 _ do..... Dec. 31,1953 12.00 12.00
X .... dly 1,1952 Dec. 31,1952 6.00 .....
Y ...... do...... June -30,1953 .00 .00
Z........... do .. Dcm 31,1953 .00 1 .00

Total ............. 03.00

For the purpose of determining such ad-
justment, the amortizable bond premium is
computed under section 125 (b) as follows:

Bond A, Bond X,
B, orC Y. orZ

Bond prem m ----------------- 00 18. 00
Adjustment for period prior to

first date of applicatoni of sec.
22 (0):

Applicable Tan. 1, 1951 .......... 24. 00 .------
Amortible bond premium to

maturit--- - - 13.00 218.03
Amortizable band premium per

mouth --- --------..... ..... 1.00 1.00

1 Janal, 1951, to lan. 1, 195L
2"uly 1,1952, to lan. 1, 1954.

(3) The term "cost of securities sold"
means the amount ascertained by sub-
tracting the inventory value of the clos-
ing inventory of a taxable year from the
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sum of the inventory value of the open-
ing inventory for such year and the cost
of securities and other property pur-
chased during such year which would
properly be included In the inventory of
the taxpayer if on hand at the close of
the taxable year.

(C) Inventories not used or inventories
vaZued at cost. (1) In the case of a
dealer in securities who computes gross
income from his trade or businem with-
out the use of inventorie3 or by use of
inventories valued at cost. the adjust-
ment required by section 22 (o) is a re-
duction of the adjusted basis of each
short-term municipal bond sold or other-
wise disposed of during the taxable year.
The amount of such reduction is the
amount by which the adjusted basis of
such bond would be required to be re-
duced under section. 113 (b) (1) (H)
were such bond subject to the amortiz-
able bond premium provisions of section
125, that is, the amount of the amor-
tizable bond premium which would be
disallowed as a deduction under section
125 (a) (2) if the taxpayer were an
ordinary investor.

(2) If the bond was acquired before
July 1, 1950, the amount of the reduc-
tion shall not include the amount of
such amortizable bond premium which
would be disallowed as a deduction under
section 125 (a) (2) if the taxpayer were
an ordinary investor, for any taxable
year beginning before July 1, 1950. In
the case of such bond, the amortizable
bond premium which would be dis-
allowed as a deduction under section 125
(a) (2) is determined after making ad-

justments to bond premium proper to
reflect unamortized bond premium on
such bond for the period including the
holding period (as determined under
section 117 (h)) prior to the date as of
which section 22 (o) first becomes ap-
plicable to the bond in the hands of the
taxpayer. See § 39.125 (b)-1.

(3) The application of subparagraph
(2) may be illustrated by the foll9wing
example:

Example. Y. a dealer in securltles who
values his inventories on the basis of cost,
makes his income tax returns on the calendar
year basis. On January 1, 1049, be buys, for
$1,060 each, three short-term municipal
bonds (D, E, and P) having a face obligation
of $1.000, and maturing on January 1. 1954.
On July 1, 1952, he buys, for $1,018 each,
three more bonds (U, V. and W) of the same
issue. Bonds D and U are sold on December
31. 1952. Bonds E and V are rold on June
30, 1953. Bonds F and W are sold on Decem-
ber 31, 1953.

Bond Dateacquired Date rald

D ......-.Ian. 1,1919 Dme. 31,1012 2L00.
E ...... ..... do.J...... Quno M.,0,3 None M.
F ... do.. De. 1,113 None 3100
U ....... July 1,19= DIM. 31,1 0L.00
V........ .do---.... Jno IB.M None 100
W_........ do...... Dcc. 31,19Z No 18.00

For the purpose of determining such ad-
justments, the amortizable bond premium Is
computed under Eection 125 (b) as follom:

5S19

IBond D, ThaiU,
EcrF V,csz

Bond pzemCOm... ............. $-10 .C 
Adju mnt for pcrlsd pdir to

first date of applicattI of sc.

Ap a. 1,19,1 ------ -...... 210
Aro:DatLi bond p=fmlom to
m3tul rtr.---------------- 1C OZLc0 1. ,03

Amrinb bond pr nmem pcr

m111-. .C 101.t.-a.O Q:

2 July 1, 10_12 a Jan. 1, 191.

§ 30.23 (a) Statutory r visons; de-
ducttons from grows income; expenses.

Sic. 23. Deducion s from gro= incone. In
computing net income there sball be allowed
as deductons:

(a) E-xpcna=-(1) Tradle or baseness ex-
pcm-c-(A) In g=cral. All the ordinary
and necessry expenses paid or incurred dur-
ing the taxable year in carrying on any trade
or busines, including a reaenable allowance
for salares or other compensation for par-
tonal cervices actually rendered; traveling
exp2nses (including the entire amount ex-
pended for meals and lodging) while away
from home in the pursult of a trade or bust-
ne=; and rentals or other paymentsrequired
to be made - a condition to the continu2d
uso or possslon, for purposes of the trade
or business, of property to which the tax-
payer baa not taken or is not taking title
or In which ho has no equity. In the case of
any norts pro-ram conducted for the bene-
fit of ne American National Red Cross, ex-
penses described in rectlon 22 (b) (16) (B3)
shall ba allounble under this subparagraph
only to the extent that such expanses exceed
the amount ezcluded from gross income by
cection 22 (b) (16).

(B) Corparate charitable contributifos.
No deduction shal be allowable under sub-
paraGraph (A) to a corporation for any con-
tributlon or gift which would be allowable
as a deduction under subsection (q) were it
not for the 5 per centum limitation therein
contained and for the requirement therein
that payment mut be made within the tax-
able year.

(C) Expe-nditures for acrerti-sng arnd gocd
Ufl1. If a corporation has. for the purpose of
computing Ito excess profits credit under
Chapter 2E, or subchapter D of this Chapter,
claimed the benefits of the election provided
in sectlon 733 or cectlon 451, as the case may
be. no deduction shall be allovable under
subpara!raph (A) to such corporation for
expenditures for advertising or the uromo-
tion of gcd will which, under the rules and
reulations prescribed under section 733 or
section 451. as the case may be, may be re-
garded as capital investments.

(2) Hon-trade or -noa-bus^fnezs experses.
In the cae of an Individual, a l the ordinary
and ncce=ary expanses paid or incurred din-
ing the taxable year for the production or
collection of income, or for the management,
conservation, or maintenance of property
hold for the production of Income.

[Sec. 23 (a) as amended by sec. 10 (b), Ex-
cess Profits Tax Amendments 1941; sec. 121
(a). Rev. Act 1942: se-c. 303. Excess Profits
Tax Act 1950; sec. 2, Pub. Law 465 (62d
Cong.) I

[ILegislativo Branch Appropriation Act,
1953.]

0 for the two taxable years begin-
ning after December 31, 1952, the place of
residence of a Membar of Congress (includ-
ing any Dele-gate and Resident Commniulon-
er) within the State, congressional dis-trict,
Territory, or possesion which he represents
in Congress shall be considered to be his
home for the purpose of section 23 (a) (1)
(A) of the Internal Revenue Code, but
amounts expended by such Member within

No. 189-Pt. Il--Sec. 1- 7 § 39.23 (a)
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each such taxable year for living expenses
shall not be deductible for income tax pur-
poses In excess of $3,000.

[Pub. Law 471 (82d Cong.)]

§ 39.23 (a)-1 Bustness expenses.
Business expenses deductible from gross
income include the ordinary and neces-
sary expenditures directly connected
with or pertaining to the taxpayer's trade
or business, except items which are used
as the basis for a deduction or a-credit
under provisions of law other .than sub-
section (a) of section 23. Double deduc-
tions are not permitted. -Amounts
deducted under one provision of the
Internal Revenue Code cannot again be
deducted under any other provision
thereof. As to charitable contributions
by corporations not deductible under
section 23 (a) see § 39.23 (a)-13. The
cost of goods purchased for resale, with
proper adjustment for opening and
closing inventories, is deducted from
gross sales in computing gross income.
See § 39.22 (a)-5. Among the items
included in business expenses are man-
agement expenses, commissions (but see
§ 39.24 (a)-2), labor, supplies, inci-
dental repairs, operating expenses of
automobiles used -in the trade or
business, traveling expenses while away
from home solely in the pursuit of
a trade or business (see § 39.23 (a)-2)
advertising and other selling expenses,
together with insurance premiums
against fire, storm, theft, accident, or
other similar losses in the case of a busi-
ness, and rental for the use of business
property. No such item shall be in-
cluded in business expenses, however, to
the extent that it is used by the tax-
payer in computing the cost of property
included in its inventory or used in de-
ternmixng the gain or loss basis of its
plant, equipment, or other property.
Penalty payments with respect to Federal
taxes, whether on account of negligence,
delinquency, or fraud, are not deductible
from gross income. The full amount of
the allowable deduction for ordinary and
necessary expenses in carrying on a busi-
ness is nevertheless deductible, even
though such expenses exceed the'gross
income derived during the taxable year
from such business. As to items not de-
ductible under any provision of section
23, see section 24. As to the deductibility
of expenditures attributable to a grant
or loan made to a taxpayer by the United
States for the encouragement of explora-
tion for, or development or mining of,
critical and strategic minerals or metals,
see section 22 (b) (15) and § 39.22 (b)
(15)-1.

§ 39.23 (a)-2 T1raveling expenses.
(a) Traveling expenses, as ordinarily un-
derstood, include railroad fares and
meals and lodging. If the trip is under-
taken 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 busi-
ness, the reasonable and necessary
traveling expenses, including railroad
fares, meals, and lodging, are business
expenses.

(b) If, then, an individual, whose
business requires him to travel, receives
a salary as full compensation for his

§ 39.23 (a)-I

services, without reimbursement for
traveling expenses, or is employed on a
commission basis with no expense al-
lowance, his traveling expenses, includ-
ing the entire amount expended for
meals and lodging, are deductible from
gross income.

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

(d) If animdividual receives a salary
and also an allowance for meals and
lodging, as, for example, a per diem al-
lowance in lieu of subsistence, the
amount of the allowance should be in-
cluded in gross income and the cost of
such meals and lodging may be deducted
therefrom.

(e) A payment for the use of a sample
room at a hotel for the display of goods
is a business expense.

(f) Only such expenses as are reason-
able and necessary in the conduct of the
business -and directly attributable to it
may be deducted.

(g) A taxpayer claiming the benefit of
the deductions referred to in this section
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; and (4) the total amount of other
expenses incident to travel and claimed
as a deduction.

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

(I) Commuters' fares are not consid-
ered as business expenses and are not de-
ductible.

§ 39.23 (a)-3 Cost of materals. Tax-
payers carrying materials and sup-
plies on hand should include in expenses
the charges for materials and supplies
only to the amount that they are actu-
ally 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 de-
ducted 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 at
the beginning and end of the year are not
taken, it will be permissible for the tax-
payer 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.

§ 39.23 (a)-4 Repazrs. The cost of
incidental repairs which neither mate-
rially 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 cost of acquisition or pro-
duction or the gain or loss basis of the

taxpayer's plant, equipment, or other
property, as the case may be, is not
increased by the amount of such expend-
itures. Repairs in the nature of replace-
ments, to the extent that they arrest
deterioration and appreciably prolong
the life of the property, should be
charged against the depreciation reserve
if such account Is kept.

§ 39.23 (a)-5 Professional expcnses.
A professional man may claim as deduc-
tions the cost of supplies used by him In
the practice of his profession, expenses
paid in the operation and repair of an
automobile used in making professional
calls, dues to professional societies and
subscriptions to professional journals,
the rent paid for office rooms, the cost of
the fuel, light, water, telephone, et.,
used in such offices, and the hire of offico
assistants. Amounts currently expended
for books, furniture, and professional in-
struments and equipment, the useful life
of which is short, may be deducted.

§ 39.23 (a)-6 Compensation for per-
sonal servces. (a) There may be
included among the ordinary and neces-
sary expenses paid or incurred In carry-
mg on any trade or business a reasonable
allowance for salaries or other compen.
sation 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.

(b) The test set forth in paragraph
(a) of this section and its practical ap-
plication may be further stated and illus-
trated as follows:

(1) Any amount paid In the form of
compensation, but not in fact as the
purchase price of services, is not deduct-
ible. An ostensible salary paid by a'or-
poration 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 sal-
aries are in excess of those ordinarily
paid for similar services, and the exces-
sive 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 distributionof
earnings upon the stock. An ostensible
salary may be in part'payment for prop-
erty. This may occur, for example,
where a partnership sells out to a cor-
poration, the former partners agreeing
to continue in the service of the cor-
poration. 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 forthe trans-
fer of their business.

(2) The form or method of fixing com-
pensation is not decisive as to deducti-
bility. While any form of contingent
compensation invites scrutiny as a pos-
sible distribution of earnings of the en-
terprise, it does not follow that payments
on a contingent basis are to be treated
fundamentally on any basis different
from that applying to compensation at a
flat rate. Generally speaking, if contin-
gent compensation is paid pursuant to a
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free bargain between the employer and
the individual made before the services
are rendered, not influenced by any con-
sideration 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 de-
duction even though in the actual work-
ing 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 under 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 enterprises
under like circumstances. The circum-
stances 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.

§ 39.23 (a)-7 Treatment of excessive
compensation. The income tax liability
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 cir-
cumstances of each case. Thus, in the
case of excessive payments by corpora-
tions, if such payments correspond or
bear a close relationship to stock hold-
ings, and are found to be a distribution
of earnings or profits, the excessive pay-
ments will be treated as a dividend. If
such payments constitute payment for
property, they should be treated by the
payor as a capital expenditure and by
the recipient as part of the purchase
price. In the absence of evidence to
'justify other treatment, excessive pay-
ments or salaries or other compensa-
tion for personal services will be included
in gross income of the recipient and sub-
jected to both normal tax and surtax.

§ 39.23 (a)-8 Bonuses to employees.
Bonuses to employees will constitute al-
lowable deductions from- gross income
when such payments are made in good
faith and as additional compensation for
the services actually rendered by the
employees, provided such payments,
when added to the stipulated salaries, do
not exceed a reasonable compensation
for-the services rendered. It is imma-
tenal whether such bonuses are paid in
cash or in kind or partly in cash and
partly in kind. Donations made to em-
ployees and others, which do not have
in them the element of compensation or
are in excess of reasonable compensation
for services, are not deductible from
gross income.

§ 39.23 (a)-9 Pensions; compensation
for injuries. Amounts paid by -a tax-
payer for pensions to retired employees
or to their families or others dependent
upon them, or on account of injuries -re-
ceived by employees, 'and lump-sum
amounts paid or accrued as compensa-
tion for injuries, are proper deductions
as ordinary and necessary expenses.
Such deductions are limited to the
amount not compensated for by insur-
ance or otherwise. When the amount
of the salary of an officer or employee
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is paid for a limited period after
his death to his widow or heirs, in recog-
nition of the services rendered by the
individual, such payments may be de-
ducted. As to deductions for payments
to employees' pension trusts, see section
23 (p)

§ 39.23 (a)-10 Rentals. (a) If a
leasehold is acquired for business pur-
poses for a specified sum, the purchaser
may take as a deduction in his return an
aliquot part of such sum each year, based
on the number of years the lease has to
run. Taxes.pald by a tenant to or for a
landlord for business property are addi-
tional rent and constitute a deductible
item to the tenant and taxable income to
the landlord, the amount of the tax be-
ing deductible by the latter.

(b) 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 taxpayer his
investment of capital, an annual deduc-
tion 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 depreciation. If the re-
mainder 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. In cases In
which the lease contains an unexercsed
option of renewal, the matter of spread-
ing such depreciation or amortization
over the term of the original lease, to-
gether with the renewal period or pe-
riods, depends upon the facts in the
particular case. As a general rule, un-
less the lease has been renewed or the
facts show with reasonable certainty
that the lease will be renewed, the cost
or other basis of the lease or the cost of
improvements shall be spread only over
the number of years the lease has to run,
without taking into account any right of
renewal

§ 39.23 (9)-l1 Expenses of farmers.
A farmer who operates a farm for profit
is entitled to deduct from gross income
as necessary expenses all amounts ac-
tually 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. The cost
of feeding and raising livestock may be
treated as an expense deduction, In so
far as such cost represents actual out-
lay, but not including the value of farm
produce grown upon the farm or the
labor of the taxpayer. Where a farmer
is engaged in producing crops which
take more than a year from the time of
planting to the process of gathering and
disposal, expenses deducted may, with
the consent of the Commissioner (see
§ 39.41-2) be determined upon the crop
basis, and such deductions must be
taken in the year in which the gross in-
come from the crop has been realized.
The cost of farm machinery, equipment,
and farm buildings represents a capital
investment and is not an allowable de-

duction as an item of expense. Amounts
expended in the development of farms,
orchards, and ranches prior to the time
wlen the productive state is reached may
be regarded as investments of capital.
Amounts expended in purchasing wor:,
breeding, or dairy animals are regard-d
as investments of capital, and-may be
depreciated unless such animals are in-
cluded in an inventory in accordance
with § 39.22 (a)-7. The purchase price
of an automobile, even when wholly
used in carrying on farming operations,
is not deductible, but is regarded as an
investment of capital. The cost of gaso-
line, repairs, and upkeep of an automo-
bile if used wholly In the busmz of
farming is deductible as an expense; if
used partly for business purposes and
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
proportion of such cost justly attrib-
utable to business purposes is deductible
as a necessary expense. If a farm is
operated for recreation or pleasure and
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 ren-
dering a return of income, and the ex-
penses incurred, being regarded as per-
sonal expenses, will not constitute al-
lowable deductions. (See also § 39.22
(a)--7, 39.23 (e)-5, and 39.23 (1)-10.)

§ 39.23 (a,-12 Depositore guaranty
fund. Banking corporations which pur-
suant to the laws of the States in which
they are doing business are required to
set apart, keep, and maintain in their
banks the amount levied and assessed
against them by the State authorities as
a "Depositors' guaranty fund," may de-
duct from their gross income the amount
so set apart each year to this fund, pro-
vided that such fund, when set aside and
carried to the credit of the State bank-
ng board or duly authorized State ofEi-

cer, ceases to be an asset of the bank
and may be withdrawn in whole or in
part upon demand by such board or
State officer to meet the needs of these
officers in reimbursing depositors in in-
solvent banks, and provided further that
no portion of the amount thus set amde
and credited is returnable under the
laws of the State to the assets of the
banking corporation. If, however, such
amount is simply set up on the books of
the bank as a reserve to meet a contin-
gent 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.

§ 39.23 (a)-13 Corporate contribu-
tions. (a) No deduction is allowable
under section 23 (a) for a contribution or
gift by a corporation if any part thereof
is deductible under section 23 (q) Thus,
for example, if a corporation makes a
contribution of $5,000, only $4,000 of
which is deductible under section 23 (q)
(whether because of the 5 percent 1imn-
tation or requirement of actual payment,

.§ 39.23 (aW- 3
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or both) no deduction is allowable under
,section 23 (a) for the remainng.$1,000.

(b) The limitations provided in section
23 (a) (1) and this section apply only
to payments wich are in fact contribu-
tions or gifts to organizations described
in section 23 (q) For example, pay-
ments by a street railway corporation to
a local hospital (which is a charitable
organization within the meaning of sec-
t!on 23 (q)) in consideration of a bind-
ing obligation on the part of the hospital
to provide hospital services and facili-
ties for the corporation's emnloyees are
not c-ntributions or gifts within the
meaning of section 23 (q) and may be
deductible under section 23 (a) If. the
requirements of that section are other-
wise ratisfied. Donations to organiza-
tions other than those described in sec-
tion 23 (q) which bear a direct relation-
ship to the corporation's busines and are
made with a reasonable expectation of a
financial return commensurate witl the
amount of the donation may constitute
allowable deductions as business ex-
penses. For example, a street railway
corporation may donate a sum of money
to an organization (of a class not re-
ferred to In section 23 (q)) intending to
hold a convention in the city in which it
operates, with a reasonable expectation
that the holding of such convention will
augment its income through a greater
number of people using its cars.

§ 39.23 (a)-14 Expenditures for ad-
vertistng or promotion of good will. A
corporation which has, for the purpose
of computing its excess profits credit,
elected under section 451 (applicable to
the excess profits tax imposed by sub-
chapter D of chapter 1) to charge to
capital account for taxable years in its
base period expenditures for advertising
or the promotion of good will which may
be regarded as capital investments may
not deduct similar expenditures for the
taxable year. Such a taxpayer has the
burden of proving that expenditures tor
advertising or the promotion of good will
which it seeks to deduct for such later
taxable years may not be regarded as
capital investments under the provisions
of the regulations prescribed under sec-
tion 451. For rules for determining what
expenditures for advertising or the pro-
motion of good will may be regarded as
capital investments, and for information
required to be submitted with respect to
such expenditures, see § 40.451-2 of Reg-
ulations 130 (Part 40 of this chapter)
(applicable to the excess profits tax im-
posed under subchapter D of c.apter 1)

§ 39.23 (a)-15 Nontrada or nonbusz-
ness expenses. (a) Subject to the quali-
fications and limitations in chapter 1 and
particularly in section 24, an expense
may be deducted under section 23 (a)
(2) only upon the condition that:

(1) It has been paid or incurred by the
taxpayer during the taxable year (i) for
the production or collection of income
which, If and when realized, will be re-
quired to be included m income for Fed-
eral Income tax purposes, or 0ii) for the
management, conservation, or main-
tenance of property held for the produc-
tion of such income; and

§ 39.23 (a-14
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(2) It is an ordinary and necessary
expense for either or both of the purposes
stated in subparagraph (1) of thus para-
graph.

(b) The term "income" for the purpose
of section 23 (a) (2) comprehends not
merely income of the taxable year but
also income whidh the taxpayer has real-
ized in a prior taxable year or may real-
ize in subsequent taxable years; and is
not confined to recurring income but ap-
plies as well to gains from the disposition
of property. For example, if defaulted
bonds, the interest from which if received
would be includible in income, are pur-
chased with the expectation of realizing
capital gain on their resale, even though
no current yield thereon is anticipated,
ordinary and necessary expenses there-
after incurred in connection therewith
are deductible. Similarly, ordinary and
necessary expenses incurred in the man-
agement, conservation, or maintenance
of a building devoted to rental purposes
are deductible notwithstanding that
there is actually no income therefrom
in the taxable year, and regardless of the
manner in which or the purpose for
which the property in question was ac-
qired. Expenses incurred 'in manag-
ing, conserving, or maintaining-property
held for investment may be deductible
Under this provision even though the
property is not' currently productive and
there is no likelihood that the property
will be sold at a profit or will otherwise be
productive of income and even though
the property is held merely to minimize
a loss with respect thereto. The ex-
penses, however, of carrying on transac-
tions, which do not constitute a trade or
business of the taxpayer and are not car-
rined on for the production or collection of
income or for the management, conser-
vation, or maintenance of property held
for the production of income, but which
are earned on primarily 'as a sport,
hobby, or recreation are not allowable
as nontrade or nonbusiness expenses.

(C) Expenses, to be deductible under
section 23 (a) (2) must be "ordinary
and necessary" which presupposes that
they must be reasonable in amount and
must bear a reasonable and proximate
relation, to the production or collection
of taxable income or to the management,
conservation, or, maintenance of prop-
erty held for the production of income.,

(d) Except for the requirement of be-
ing incurred in connection with a trade
or business, a deduction under this sec-
tion is subject to all -the restrictions and
limitations that apply in the case of the
deduction under section 23 (a) (1) (A) of
an expense paid or incurred in carrying
on any trade or business. This includes
restrictions and limitations contained in
section 24. 'Section 24 (a) (5) disallows
any amount otherwise allowableias a de-
duction (whether under section 23 (a)
(2) or otherwise) which is allocable to
one or more classes of tax-exempt in-
come, other than interest, and, In addi-
tion, disallows a deduction under section
23 (a) (2) for amounts otherwise allow-
able under that section which are alloca-
ble to tax-exempt interest. Thus, 'any
amount allocable to the -production or
collection of one or more classes of in-

come which Is not includible in gross In-
come or to the management, conterva-
tion, or maintenance of property held
for the production of such income Is not
deductible under section 23 (a) (2) Nor
does section 23 (a) (2) allow any ex-
penses which are disallowed by any of the
provisions of chapter 1.

(e) Capital expenditures, and ex-
penses of carrying on transactions which
do not constitute a trade or business of
the taxpayer and are not carried on for
the production or collection of income
or for the management, conservation, or
maintenance of property held for the
production of Income, but which are car-
ried on primarily as a sport, hobby, or
recreation are not allowable as nontrado
or nonbusiness expenses. The question
whether or not a transaction is carried
on primarily for the production of In-
come or for the management, conserva-
tion, or maintenance of property held for
the production or collection of income,
rather than primarily as a sport, hobby,
or recreation, Is not to be determined
solely from the intention of the taxpayer
but rather from all the circumstances of
the case, Including the record of prior
gain or loss of the taxpayer in the ac-
tivity, the relation between the type of
activity and the principal occupation of
the taxpayer, and the uses to which the
property or what it produces is put by
the taxpayer.

(f) Among expenditures not allowable
under section 23 (a) (2) are the follow-
ing: Commuter's expenses; expenses of
taking ppecial courses or training; ex-
penses for improving personal appear-
ance: the cost of rental of a safe-deposit
box for storing jewelry, and other per-
sonal effects; and expenses such as ex-
penses in seeking employment or In plac-
ing oneself In a position to begin render-
ing personal services for compensation,
campaign expenses of' a candidate for
public office, bar examination fees and
other expenses Incurred In securing ad-
mission to the bar, and corresponding
fees and expenses incurred by physi-
cians, dentists, accountants, and other
taxpayers for securing the right to prac-
tice their respective professions.

(g) Fees for services of Investment
counsel, custodian fees, clerical help,
office rent, and similar expenses paid or
incurred by a taxpayer In connection
with Investments held by him are de-
ductible under section 23 (a) (2) only If
(1) they are paid or Incurred by the tax-
payer for the production or collection
of Income, or for the management, con-
servation, or maintenance of Investments
held by him for the production of in-
come; and (2) they are ordinary and
necessary under all the circumstances,
having regard to the type of investment
and to the relation of the taxpayer to
such Investment.

(h) Ordinary and necessary expenses
paid or incurred In connection with the
management, conservation, or mainte-
nance of property held for use as a resi-
dence by the taxpayer are not deduct-
ible. However, ordinary and necessary
expenses paid or Incurred In connection
with the management, conservation, or
maintenance of property held by the tax-
payer as rental property are deductible
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even though such property was formerly
held by the taxpayer for use as a home.

(i) Reasonable- amounts paid or in-
curred- by the fiduciary of an estate or
trust on account of administration ex-
penses; including fiduciaries' fees and ex-
penses of litigation, which are ordinary
and necessary in connection with the
perforniance of the duties of admnmstra-
tion are deductible under this section,
notwithstanding that the estate or trust
is not engagedin a trade or business, ex-
cept-to-the extent that such expenscs are
allocable to the production or collection
of tax-exempt income. But see
§ 39.162-1 for disallowance 5f such de-
ductions to -an estate where such items
are-claimed as a deduction under section
812- C)- in computing the net estate
subject: to the estate tax, -

(j) Reasonable amounts paid- or -in-
"curred for the services- of a guardian- or
comnimitee for a ward or minor, and
other expenses of guardians and com-
mittees which are ordinary and neces-
sary; m connection with the production
or collection of income inuring to the
ward:or minor, or inconnection with the
management, conservation, or main-
tenance of property, held for the pro-
duction-of income, belonging-ta the ward
or minor, are dedactible.

(W_ Expenditures incurred in defend-
ng=-or-perfecting title to, property, in re-
coverng :property (other than invest-
ment property and amounts of income
which if and when recovered, must be
included in income) or in developing or
improving property, constitute a part of
the cost of the property and, are not de-
ductible expenses. Attorneys' fees paid
-in a suit to qtuet title to lands are not
deductible; but if the suit is also to col-
lect accrued-rents thereon, that portion
of such fees is deductible which is prop-
erly allocable to the services rendered in
collecting such rents. Expenditures in-
-curred in protecting or asserting one's
-rights to property of a decedent as heir
or legatee, or as beneficiary under a
-testamentary trust, are not deductible.
Expenses paid or incurred by an mdi-
vadual n the determination of liability
-for taxes upon his income are deductible.
-If property is held by an individual for
the production of income, amounts ex-
pended in determining a property tax
imposed with respect to such property
during the period when so held are de-
ductible. Expenses paid or incurred by
an individual in determining or contest-
ing any liability asserted against him
do not become deductible, however, by
reason of-the fact that property held by
him for the production of income may be
required to be used or sold for the pur-
pose of satisfying such liability. Thus,
expenses paid or incurred by an indi-
vidual in the determination of gift tax
liability, except to the extent that such
expenses are allocable to interest on a re-
fund of gift taxes, are not deductible,
even though property held by him for the
production of income must be sold to
satisfy an assessment for such tax Ii-
ability or even though, an the event-of a
claim for refund, the amount received
will be held by him for the production of
income.
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(1 The deduction of an item other-
wise allowable under section 23 (a) (2)
will not be disallowed simply because the
taxpayer also had an election under
chapter 1 to treat it as a capital ex-
penditure, rather than to deduct it as
an expense. (See section 24 (a) (M).)
Where, however, the Item may properly
be treated only as a capital expenditure
or where it was properly so treated under
an option granted in chapter 1, no de-
duction is allowable under this section;
and this- is true regardless of whether
any basis adjustment is allowed under
section 113.

(m) The provisions of section 23 (a)
(2) are not intended In any way to dis-
allow expenses -which would otherwise
be allowable under section 23 (a) (1) or
the regulations applicable thereto, or
under any other section of the Internal
Revenue Code or the regulations appli-
cable thereto. Double deductions are not
permitted. Amounts deducted under one
provision of the Code cannot again be
deducted under any other provision
thereof.

§ 39.23 (b) Statutory protnsions; de-
ductions from gross income; interest.

Sw. 23. Deductions from gross income.
In computing net income there hall b-a al-
lowed as deductions: 0 0 0

(b) Interest. All Interest paid or accrued
within the taxable year on indebtedne=, ex-
cept on Indebtedness Incurred or continued
to purchase or carry obligations (other than
obligations of the United States isued after
September 24, 1917, and originally sub-scrlbed
for by the taxpayer) the nterest upon which
Is wholly exempt from the taxes imposed by
this chapter.

§39.23 (b)-1 Interest. (a) Interest
paid or accrued within the year on in-
debtedness may be deducted from gross
income, except that interest on indebted-
ness incurred or continued to purchase
or carry obligations, such as municipal
bonds, Panama Canal loan 3 percent
bonds, or (in case of a taxpayer not an,
original subscriber) obligations of the
United States issued after September 24,
1917, the interest upon which Is wholly
exempt from tax, is not deductible. In-
terest paid or accrued within the year on
indebtedness incurred or continued to
purchase or carry (1) obligations of the
United States issued after September 24,
1917, the interest upon which Is not
wholly exempt from the taxes imposed
by chapter 1, or (2) (in the case of an
original subscriber) obligations of the
United States issued after September 24,
1917, the Interest upon which is wholly
exempt from the taxes imposed by chap-
ter 1, is deductible in accordance with
the general rule.

(b) Interest paid by the taxpayer on
a 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 of
Maryland or Pennsylvania ground rents
are deductible us interest if the ground
rent is redeemable, but are treated as
rent if the ground rent is irredeemable
and in such case are deductible only to
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the extent they constitute a proper
business expense.

(c) Interest calculated for cost-keep-
ing or other purposes on account of capi-
tal or surplus invested in the business
which does not represent a charge
arising under an interest-bearnin obli-
gation, is not an allowable deduction
from gross income. Interest paid by a
corporation on scrip dividends is an al-
lowable deduction. So-called interest
on preferred stock, which is in reality a-
dividend thereon, cannot be deducted an

,computing net income. (See, however,
section 121.) In the case of banks and
loan or trust companies, interest paid
within the year-on deposits such as in-
terest paid on moneys received for an-
vestment and secured by interest-bear-
Iag certificates of indebtedness issled by
such bank or loan or trust company may
be deducted from gross income. As to
other amounts of interest not deductible
under section 23 (b), see section 24 (c)

§ 39.23 (c) Statutory pronszons; de-
ductions from gross tncome; taxes.

S=c. 23. Deductions from graoz income.
In computing net income there shal' be
allowed as deductions: * * 0

(c) Taxes gzneraly-(l) Allowance fr
general. Taxes paid or accrued within the
taxable year, except-

(A) Federal incomo taxes;
(B) War-prOta and exces.-profits taxes

Impoed by Title 31 of the Revenue Act of
1917, Title lIr of the Revenue Act of 1918.
Title III of the Revenue Act of 1921, sectia
216 of the ilatlonal Industrial Recovery Act,
or sectlon 702 of the Revenue Act of 19
or Subchapter Z of Chapter 2. or by any such
provision- as amended or supplemented;

(C) Income, vr-proflts, and. excess-profits
taxes Imps e-d by the authority of any far-
eign country or pose-ion of the United
States. if the taxpayer chooses to 4ake to
any extent the benefits of section 131;

(D) -tate. inheritance, legacy, succession,
and gift taxes;

(E) Taxes asss-cd against local benefits
of a "kind tending to Increase the value of
the property aseed; but this pararaph
shall not exclude the allowance as a deduc-
tion of co much of such taxes as i. properly
allocable to maintenance or Interest charges;
and

(F) Federal import duties, and Federal ex-
clse and stamp taxes (not described in sub-
paragraph (A). (B), (13), or (E)), but this
subection shall not prevent such duties and
taxes from being deducted under subsec-
tion (a).

(2) [Repealed by sec. 105 (c) (2), Rev.
Act 1942.1

(3) Ga-oline and retail sales taxes. In
the ce of a tax Imposed by any State,
Territory. DLstict, or possession of the
United States, or any political subdivision
thereof, upon persons engaged in selling tan-
gible personal property at retail, or upon
persons relling gasoline or other motor ve-
hicle fuels either at wholesale or retail,
which is measured by the grow- sales price
or the gros receipts from the sale or which
Is a stated umra 'per unit of such property
cold. or upon permons engaged in furnish-
ing services at retail, which is measured by
the gros receipts for furnishing such serv-
Ices. if the amount of such tax Is sepa-
rately stated, then to the extent that the
amount ro stated is paid by the consumer
(otherwise than in conection with the con-
sumers trade or businezs) to his vendor
such amount shall be allowed as a deduc-
tion in computing the net Income of such
consumer = if such amount constituted a

§ 39.23 (c
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tax imposed upon and paid by such con-
sumer.
[Sec. 23 (c) as amended by sec. 506 (b),
Second Rev. Act 1940; sec. 202 (a), Rev. Act
1941; secs. 105 (c) (1) (2), 122, 158 (b),
Rev. Act 1942; sec. 111, Rev. Act 1943; Pub.
Law 29 (82d Cong.) I

§ 39.23 (0)-I Taxes-(a) In general.
Subject to the exceptions stated in this
section and §§ 39.23 (c)-2 and 39.23
(c)-3, taxes imposed by the United
States, any State or Territory, or polit-
ical subdivision of either, possessions of
the United States, or foreign countriesf-
are deductible from gross income for the
year in which paid or accrued (see sec-
tion 43) Estate, inheritance, legacy,
succession, and gift taxes, the employ-
ment taxes imposed by sections 1400,
1500, and 1510, and Federal income
taxes (including the tax withheld at
source under section 1622) are not de-
ductible from gross income. The Fed-
eral war-profits and excess-profits taxes
imposed by Title I of the Revenue Act
of 1917, Title III of the Revenue Act of
1918, Title III of the Revenue Act of
1921, section 216 of the National Indus-
trial Recovery Act, section 702 of the
Revenue Act of 1934, and subchapter E
of chapter 2 are not deductible from
gross income. Income, war-profits, and
excess-profits taxes imposed by the
authority of any foreign country or
possession of the United States are-de-
ductible from gross income in cases
where the taxpayer does not choose to
take to any extent fbr the taxable'year
the benefits of section 131 (relating to
credit for taxes of foreign countries or
possessions of the United States) See
the last sentence of section 131 (a)
Postage is not a tax. Amounts paid to
Stateg or Territories under secured debts
laws -in order to render securities tax
exempt are deductible. Automobile li-
cense fees are ordinarily taxes. In gen-
eral 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 see-
tion 143 (a) (3)

(b) State and local sales and gasoline
taxes. (1) Amounts representing sales
or gasoline taxes paid by a consumer of
services or tangible personal property are
deductible by such consumer as taxes,
provided they are not paid in connection
with his trade or business. The fact
that, under the law imposing it, the in-
cidence of the sales or gasoline tax does
not fall on the consumer is unimaterial.
The requirement of section 23 (c) (3)
that the amount of the tax must be
separately stated will be deemed com-
plied with where it clearly appears that,
at the time of sale to the consumer, the
tax was added to the sales price and col-
lected or charged as a separate'item, It
is not necessary, for the purposes of this
section, that the consumer be furnished
with a sales slip, bill, invoice, or other
statement on which the tax is separately
stated. Where the law imposing the
sales or gasoline tax for Which the tax-
payer seeks a deduction contains a pro-
hibition against the seller absorbing the
tax, or a provision requiring a posted
notice stating that the tax will be added

to the quoted price, or a requirement that
the tax be separately shown in adver-
tisements or separately stated on all bills
and invoices, it is presumed that the
amount of the sales or gasoline tax was
separately stated at the time paid by
the consumer; except that such pre-
sumptioa shall have no application to a
gasoline tax imposed upon a wholesaler
unless such provisiofs of law apply with
respect to both the sale at wholesale and
the sale at retail

(2) As used in this section the term
-"sales tax" means a tax imposed by any
State, Territory, District, or possession of
the United States, or any political sub-
division thereof upon persons engaged m
selling tangible personal property at re-
tail, which is measured by the gross sales
price or the gross receipts from the sale,
or which is a stated sum per unit of such
property sold. Thef term also includes a
tax imposed by such authorities upon
persons engaged in furnishing services at
retail, which is measured by the gross re-
ceipts for furnishing such services.

(3) The term "gasoline fax" means,
for the purpose of this section, a tax
imposed by such authorities upon persons
selling gasoline or other motor vehicle
fuels either at wholesale or retail, which
is measured by the gross sales price or the
gross receipts from the sale, or which is
a stated sum per unit of the gasoline or
fuel sold.

(4) In general, the term "consumer"
means the ultimate user or purchaser;
it does not include a purchaser who ac-
quires the property for resale, such as a
retailer.

§ 39.23 (c)-2 Federal duties and ex-
czse taxes. Federal import or tariff
duties, business, license, privilege, excise,
and stamp taxes (not described in sub-
paragraph (A) (B) (D) or (E) of sec-
tion 23 (c) CW)) paid or accrued within
the taxable year are not deductible as
taxes. The fact that any such tax is not
deductible as a tax under section 23 (c)
does not prevent (a) a, deduction there-
for under section 23 (a) provided it
represents an ordinary and necessary
expense paid or inecurred'during the tax-
able year by a corporation or an mdi-
vidual in carrying onany trade or busi-
ness, or, in the case of an individual, for.
the production or collection of income,
or for the management, conservation, or
maintenance of property held for the
production of income, or (b) the mclu-
sion of such tax paid or incurred during
the taxable year by a corporation or an
individual as a part of the cost of acquisi-
tion or production in the trade or busi-
ness, or, in the case of an individual, as
a part of the cost of property held for
the production of income with respect to
which such tax is paid, or incurred.

§ 39.23 (c)-3 Taxes for local beneflts.
So-called taxes, more properly assess-
ments, paid for local benefits, such as
street, sidewalk, and other like improve-
ments, imposed because of and measured
by some benefit inuring directly to the
property against whicli the assessment
is levied, do not constitute an allowable
deduction from gross income. A tax i.
considered assessed against local bene-

fits when the property subject to the tax
Is limited to property benefited, Special
assessments are not deductible, even
though an incidental benefit may inure
to' the public welfare. The real prop-
erty taxes deductible are those levied for
the general public welfare by the proper
taxing authorities at a like rate against
all property in the territory over which
such authorities have jurisdiction. As-
sessments under the statutes of Cali-
fornia relating to irrigation and of Iowa
relating to drainage, and under certain
statutes of Tennessee relating to levees,
are limited to property benefited, and if
the assessments are so limited, the
amounts paid thereunder are not de-
ductible as taxes. The above statements
are subject to the exception that ii so
far as assessments against local benefits
are made for the purpose of mainte-
nance 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 tax-
payer to show the allocation of the
amounts 'assessed to the different pur-
poses. If the allocation cannot be made,
-none of the amounts so p a I d is
deductible.

§ 39.23 d) Statutory provisions; de-
ductions from gross income; taxes of
shareholder paid by corporation.

SEc. 23. Deductions from gross tncome, In
,computing net Income there shall be allowed
as deductions: * * 0
(d) Taxes of shareholder paid by corpora-

tion. The deduction for taxes allowed by
subsection (c) shall be allowed to a cor-
poration in the case of taxes Imposed upon a
shareholder of the corporation upon his
interest as shareholder which are paid by
the corporation vilthout reimbursement from
the shareholder, but in such cases no de-
duction shall be allowed the shareholder for
the amount of such taxes.

§ 39.23 (d)-1 Tdx on bank or other
stock. Banks or other corporations pay,-
ing taxes assessed against their share-
holders on account of their ownership of
the shares of stock Issued by such cor-
porations without reimbursement from
such shareholders may deduct the
amount of taxes so paid. The Internal
Revenue Code specifically provides, how-
ever, that In such cases the shareholders
may not deduct the amount of the taxes.
The amount so paid should not be in-
cluded in the income of the shareholder,

§ 39.23 (e) Statutory provisions; de.
ductions from gross income; losses by
zndividuals.

SEc. 23. Deductions from gross income, In
computing net Income there shall be allowed
as deductions: a * *

(e) Losses by individuals. In the case of
an individual, losses sustained during the
taxable year and not compensated for by
insurance or otherwise-

(1) If incurred in trade or business; or
(2) If Incurred In any transaction entered

into for profit, though not connected with
the trade or business; or 0

(3) Of property not connected with the
trade or business. if the loss arises from fires,
storms, shipwreck, or other casualty, or from
theft. No loss shall be allowed as a deduc-
tIon under this paragraph if at the time Of
the filing of the return such loss has boon
claimed as a deduction for estate tax pur-
poses in the estate tax return,

§ 39.23 (c)-1
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§ 39-23 (e)-l Losses by individuals.
(a) Losses sustained by individual citi-
zens or residents of the United States
and not compensated for by insurance
or otherwise are fully deductible if (1)
incurred in the taxpayer's trade or busi-
ness, or (2) incurred in any transaction
-entered into for profit, or (3) arising
from fires, storms, shipwreck, or other
casualty, or theft, and a deduction there-
for has not prior to the filing of the
return been claimed for estate tax pur-
poses in the -estate tax return, or (4)
if not prohibited or limited by any of
the following sections of the Internal
Revenue Code: Sections 23 (g) and 117,
relating to capital losses; section 23 (h)
relating to wagering losses; section 24
(b) relating to losses from sales or ex-
changes of property between persons
designated therein; section 112, relating
to recognition of gain or loss upon sales
or exchanges of property- section 118,
relating to losses on wash sales of stock
or securities; section 251, relating to in-
come from sources within possessions of
'the United States; and section 252, re-
lating to citizens of possessions of the
United States. See sections 211, 213, and
220 as to limitation upon losses sustained
by nonresident aliens.

(b) In general losses for which an
amount may be deducted from gross in-
come must be evidenced by closed and
completed transactions, fixed by identifi-
able events, bona fide and actually sus-
taiiied during the taxable period for
which allowed. Substance and not mere
-form will govern in determining deducti-
ble losses. Full consideration must oe
given to any salvage value and- to any
insurance or other compensation re-
ceived in determining the amount of
losses actually sustained. See section
113 (b) For special provisions with re-
spect to war losses, see section 127.

(c) 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 :s
not due to the willful act or negligence
of the taxpayer, is a deductible loss in
the computation of net income. If dam-
age to a taxpayer's automobile results
from the faulty driving of the operator
of an automobile with which the auto-
mobile of the taxpayer collides, the loss
occasioned to the taxpayer by such dam-
age is likewise deductible.

(d) No loss is realized by the transfer
of property by gift or by death. But see
section 44 (d)

(e) A loss on the sale of residential
property purchased or constructed by
the taxpayer for use as his personal resi-
dence and so used by him up to the time
of the sale is not deductible. If, how-
ever, property so purchased or con-
structed is prior to its sale rented or
otherwise appropriated to income-pro-
ducing.purposes and is used for such
purposes up to the time of its sale, a loss
from the sale of the property, computed
as provided in section 111, is, subject to
the limitations provided in section 117,
an allowable deduction in an amount not
to exceed the excess of the value of the
property at the time it was appropriated
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to income-producing purposes (with
proper adjustment for depreciation)
over the amount realized from the sale.

Example (1). Residential property was
purchased by a taxpayer In 1940 for use as
his personal residence at a cost of C25.000, of
which $15,000 was allocable to the building.
The property was so used by the taxpayer
until January 1, 1949. From that date to
January 1, 1952, when the property was sold,
it was rented by the taxpayer. The fair mar-
ket value of the property at the time It was
rented on January 1, 1949, vas =,000. of
which 812,000 was allocable to the building.
The building had an estimated life of 20
years on January 1, 1949. The property was
sold on January 1,1952, for ,10.000. The oss
from the sale allowable as a deduction, ex-
cept as limited by section 117, Is 4,200, com-
puted as follows:
Cost or property In 1940 .......... - 25, 000
Less depreciation allowed (not less

than amount allowable) In re-
spect of the building (deprecla-
tion for 3 years at 5 percent baed
on $12,000, value of building when
converted to business ue) 1..... 1.80

23.200
Selling price of property------- 16,000

Loss computed as provided In
section 1_7,200

Value of property at time It was
rented on January 1, 1949 ..... 22.000

Less proper adjustment for deprecla-
tion .......-------------------- 1.E 00

20,200
Selling price of property --------- 10.000

Portion of $7,200 loss which is de-
ductible except as limited by
section 117. 4,200

Eamplc (2). If, under the circumstance3
set forth in example (1), the property had
been purchased at a cost of S20.000, of which
$10,000 was allocable to the building, but
otherwise the facts assumed are the fame,
the deductible loss, except as limited by sec-
tion 117, Is 82,500, computed as follows:

Cost of property In 1940 8---- - 20,000
Less depreciation allowed (not less

than amount allowable) In re-
spect of the building (deprecia-
tion for 3 years at 5 percent based
on $10,000, cost of building) .... . EO

18.500
Selling price of property ---------. 10.000

Loss computed as provided In sec-
tion 111 -------------------- 2, 00

Deductible loss, except as limited by
section 117 2, 600

§ 39.23 (e)-2 Voluntary removal of
buildings. Loss due to the voluntary re-
moval or demolition of old buildings, the
scrapping of old machinery, equipment,
etc., incident to renewals and replace-
ments is deductible from gross income.
When a taxpayer buys real 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 de-
molition 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 improve-
ments, being presumably equal to the
purchase price of the land and building

plus the cost of removing the useless
building.

§ 39.23 e)-3 Loss of usefuZ value.
(a) When, through some change in
business conditions, the usefulness in the
business of some or all of the assets is
suddenly terminated, so that the tax-
payer discontinues the business or dis-
cards 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 (ad-
Justed as provided in section 113 (b) and
§§ 39.113 (a) (14)-1 and 39.113 (b) M1)-i
to 39.113 (b) (4-1, inclusive) and the
salvage value of the property. This ex-
ception to the rule requiring a sale or
other disposition of property m order to
establish a loss requires proof of some
unforeseen cause by reason of which the
property has been prematurely dis-
carded, as, for example, where an in-
crease In the cost or change in the
manufacture of any product makes it
necessary to abandon such manufacture,
to which special machinery Is exclusively
devoted, or where ner, legislation di-
rectly or indirectly makes the continued
profitable use of the property impossible.
This exception does not extend to a case
where the useful life of property termi-
nates solely as a result of those gradual
processes for which depreciation allow-
ances are authorized. It does not apply
to inventories. The exception applies
to buildings only when they are perma-
nently abandoned or permanently de-
voted 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.
The limitations provided in section 117
with respect to the sale or exchange of
capital assets have no application to
losses due to the discarding of capital
assets.

Cb) If the depreciable assets of a tax-
payer consist of more than one item and
depreciation, whether in respect of items
or groups of Items, Is based upon the
average lives of such assets, losses
claimed on the normal retirement of
such assets are not allowable, inasmuch
as the use of an average rate contem-
plates a normal retirement of assets both
before and after the average life has been
reached and there is, therefore, no pos-
slbilty of ascertaining any actual loss
under such circumstances until all as-
sets contained in the group have been
retired. In order to account properly
for such retirement the entire cost or
other basis of assets retired, adjusted
for salvage, will be charged to the de-
preclation reserve account, which will
enable the full cost or other basis of the
property to be recovered.

(c) In cases In which depreciable prop-
erty is disposed of due to causes other
than exhaustion, wear and tear, and nor-
mal obsolescence, such as casualty, ob-
solescence other than normal, or sale, a.
deduction for the difference between the
basis of the property (adjusted as pro-
vided in section 113 (b) and §§ 39.113 (a)
(14)-1 and 39.113 (M) (1)-1 to 39.113
(b) (4)-1, inclusive) and its salvage
value and/or amount realized upon its

§ 39.23 e)-3
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disposition may be allowed subject to the
limitations provided in the Internal Rev-
enue Code upon deductions for losses, but
only if it is clearly evidentthat such dis-
position was not contemplated in the
rate of depreciation.

(d) In the case of classified accounts,
if it is the consistent practice of the
taxpayer to base the rate of depreciation
on the expected life of the longest lived
asset contained in the account, or in the
case of single item accounts if the rate
of depreciation is based on the maxi-
mum expected life of the asset, a deduc-
tion for the basis of the asset (adjusted
as provided in section 113 (b) and
§§ 39.113 (a) (14)-1 and 39.113 (b)
(1)-1 to 39.113 (b) (4)-1, inclusive) less
its salvage value is allowable upon its
retirement.

§ 39.23 (e)-4 Shrinkage in value o1
stocks. A person possessing, stock of a
corporation cannot 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 as determined and
adjusted under section 113 is deductible
by the owner for the taxable year
In which the stock became worthless,
provided a satisfactory showing is made
of its worthlessness. Federal or State
authorities incident to the regulation
of banks and certain other corporations
may require that stock be charged
off as worthless or written down to a
nominal value. If, in any such case, the
basis of the requirement is the worth-
lessness of the stock, such charging
off or writing down will, for income
tax purposes, be considered prima facie
evidence of worthlessness; but if the
charging off or writing down is due to
market fluctuations, or if no reasonable
attempt has been made to determine
worthlessness, no deduction for income
tax purposes of the amount so charged
off or written down can b.e allowed.
For dealers in securities, see § 39.22 (c)-5.
For limitations on deductions for losses
from sales or exchanges of capital assets
generally including stocks and bonds,
see section 117.

§ 39.23 (e)-5 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
account of shrinkage in weight or phys-
ical 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 deduct-
ible loss in computing net income. A
farmer engaged in raising and selling
stock, such as cattle, sheep, horses, etc.,
s'not entitled to ciaim as a 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 in-
ventory If used. If livestock has been
purchased for any purpose, and after-
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wards dies from disease, exposure, or
injury, or is killed'by order of the au-
thorities of a State or the United
States, the actual purchase price of
such livestock, less any depreciation
allovable as a deduction in respect
of such perished livestock, may be de-
-ducted as a loss if the loss is not com-
pensated for by insurance-or otherwise.
The actual cost of other property (with
proper adjustment for depreciation)
which is destroyed by order of the au-
thorities 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 re-
ported as income for the year in which
reimbursement is made. The cost of any
feed, pasture, or care wich has been
deducted as an expense of operation
shall not be included as part of the cost
of the stock for the purpose of ascertain-
ing the amount of a deductible loss. If
gross income Is ascertained by inven-
tories, 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 re-
flected in the inventory by reducing the
amount of livestock or products on hand
at the close of the year. If an individual
owns and operates -a farm, in addition
to being engaged in another trade, busi-
ness, or calling, and sustains a loss from
such operation of the farm, then the
amount of loss sustained may be de-
ducted from gross income received
from all sources, provided the farm is
not operated for recreation or pleasure.
As to losses claimed as deductions for
estate tax purposes, see § 39.23 (e)-1.
See also §§ 39.22 (a)-7, 39.23 (a)-11, and
39.23 (1)-10.

§ 39.23 (f) Statutory provzsons; de-
ductions from gross income; losses ey
corporations.

SEC. 23. Deductions from gross income. In
computing net Income there shall be al-
lowed as deductions: * * *

(f) Losses by corporations. In the case of
a - corporation, losses sustained during the
taxable year and not compensated for by
Insurance or otherwise.

§ 39.23 (f)-i Losses by corporations.
Losses sustained by domestic corpora-
tions during the taxable year and not
compensated for by. insurance or other-
wise are deductible in so far as not pro-
hibited or limited by sections 23 (g) 23
(h) 24 (b) 112, 117, 118, and 251. The

provisions of §§ 39.23 (e) -I to 39.23 (e)-5,
inclusive, and §39.23 (i)-1 are in general
applicable to corporations as well as in-
dividuals. See section 232 as to deduc-
tions by foreign corporations. For
special provisions with respect to ,war
losses, see section 127.

§ 39.23 (g) Statutory proviszons; de-
ductions from gross income; capital
losses.

SEC. 23. Deductions from gross income. In
computing net income there shall be allowed
as deductions: * * *

(g) Capital losses-(1) Limitation. Loises
from sales or exchanges of capital assets shall
be allowed only to the extent provided in
section 117.

(2) Securities becoming worthless. If any
securities (as defined in paragraph (3) of
this subsection) become worthless during
the taxable year and are capital assets, the
loss resulting therefrom shall, for the pur-
poses of this chapter, be considered as a loss
from the sale or exchange, on the last day
of such taxable year, of capital assets.

(3) Definition of securities, As used in
this paragraph (2) of (this] subsection the
term "securities" means (A) shares of stock
in a corporation, and (B) rights to subscribe
for or to receive such shares.

(4) Stock in affiliated corporation. ror
the purposes of-paragraph (2) stock In a
corporation affiliated with the taxpayer shall
not bg deemed a capital asset. For the pur-
poses of this p3aragraph a corporation shaUlN
be deemed to be afiliated with the taxpayer
only If:

(A) At least 95 per centum of each class
of Its stock is owned directly by the tax-
payer; and

(B) More than 90 per centum of the ag-
gregate of its gross Incomes f9r all taxable
years has been from sources other than royal-
ties, rents (except rents derived from rental
of properties to. employees of the company
in the ordinary course of its operating busi-
ness), dividends, Interest (except interest
received on deferred purchase price of oper-
ating assets sold), annuities, or gains from
sales or exchanges of stocks and securities;
and

(C) The taxpayer Is a domestic corpora-
tion.

[See. 23 (g) as amended by sec. 123 (a), Rov.
Act 1942; see. 112 (a), Rov. Act 1943]

§ 39.23 (g)-I Capital losses. (a)
Section 23 (g) provides that deduction*
allowed to individuals under section 23
(e) and to corporations under section 23
(f) for losses sustained on the sale or ex-
change of a capital asset shall be limited
to the extent provided In section 117.
Losses sustained by virtue of securities
becoming worthless during the taxable
year are, under section 23 (g) made sub-
ject to the limitations provided in section
117 with respect to sales or exchanges,
provided the securities are "capital as-
sets" as that term is defined in section
117 (a) (11. For purposes 6f computing
the net Income of any taxpayer, such
losses are to be considered as being sus-
tained from the sale or exchange of the
securities on the last day of the taxable
year, irrespective of when during the
taxable year such securities actually be-
came worthless. Section 23 (g) does not
apply to securities which are deemed de-
stroyed or seized under section 127, re-
lating to war losses.

(b) As used in section 23 (g) and this
section, the term "securities" means
shares of stock In a domestic or foreign
corporation and rights to subscribe for
or to receive such shares.

§ 39.23 (g)-2 Loss on stock of affili-
ate. (a) If a taxpayer Is a domestic cor-
poration and Is aMliated, within the
definition In section 23 (g) (4), with an-
other corporation, the stock In such
affiliated corporation owned by the tax-
payer is not cbnsidered to be a "capital
asset" of the taxpayer for the purpose
of determining the loss from the worth-
lessness of such stock within the provi-
sions of section 23 (g) (2) and.§ 39.23
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(g)-l. For the purposes of section 23
(g) (2) section 23 (g) (4) § 39.23 (g) -1,

-and this section, a corporation shall be
deemed to be affiliated with the taxpayer
only if all the following factors are pre-
sent:

(1) The taxpayer owns directly at
least 95 percent of each class of the stock
of such corporation,

(2) More than 90 percent of the ag-
gregate of the gross incomes of such cor-
poration for all the taxable years dur-
ing which it ha& been in existence has
been from sources other than royalties,
rents (except rents derived from rental
of properties to employees of the com-
pany in the ordinary course of its
operating busmess) dividends, interest
(except interest received on deferred
purchase price of operating assets sold)
annuities, or gains from sales or ex-
changes of stocks and securities, and

(3) The taxpayer is a domestic cor-
poration.

(b) The applicati-n of parparanil (a)
of this section-may be illustrated by the
following examp.e:

Example. Corpora Ion P. a domestic
manufacturing cor-'cration which makes its
income tax returns on the calendar year
basis, owns 100 percast of each class of the
stock of Corooration S, and, in addition. 4
percent- of the common-stock (the only class
of stock) of Corooration R which It ac-
quired in 1944. Corporation S. a domestic
manufacturing corporation which makes its
income tax returns on the calendar year
basis, owns 96 nercent of the common stock
of Corporation R which it acquired in .1942.
It is established that the stock of Corpora-
tion R which has from Its inception derived
all its gross income from manufacturing
operations, became worthless during 1952.
Since Corporation P does not own directly
at least 95 percent of the stock of Corpora-
tion R, and therefore for the purposes of
section 23 (g) (4) and this section is not
affiliated with Corporation R, the stock of.
such corporation is a capital asset. Any-
loss unon such stock, under section 23 (g)
(2), will be considered to be a loss from the
sale or exchange of a capital asset. Since
such stock was held for more than six
months, such loss shall be considered a long-
term capital loss under section 117. (See
also section 117 (d).) Since Coruoration R
is deemed to be affiliated with Corporation
S for the purposes of section 23 (g) (4) and
this section, the stock of Corporation R Is
not a "capital asset" in the hands'of Cor-
poration S for the purposes of section 23 (g)
(2) and § 39.23 (g)-l. Consequently, in
computing the net income of Corporation S
for 1952 any loss upon such stock, under
section 23 (f), will be deducted as an ordi-
nary loss and will not be circumscribed by
the provisions of section 23 (g) or section
117.

(C) With respect to losses on bonds
and similar securities, as defined in sec-
tion 23 (k) (5) of a corporation afli-
ated with the taxpayer, as provided in
such section, see § 39.23 (k)-4.

§ 39.23 (h) Statutory provszons; de-
ductions from gross ncome; wagerng
losses.

Swc. 23. Deauctions from gross income. In
computing net income there shall be allowed
as deductions: * * *

(h) Wagering losses. Losses from wager-
ing transactions shall be allowed only to the
extent of the gains from such transactions.
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§ 39.23 (h)-1 Wagering losses. De-
ductions for losses from wagering trans-
actions are allowed only to the extent of
gains from such transactions. In the
case of a husband and wife making a
joint return, the combined losses of the
spouses as a result of wagering trans-
actions shaU be allowed to the extent of
the combined gains of the spouses from
such transactions.

§ 39.23 (1) Statutory provisions; de-
ductions from gross income; basis for de-
term ning loss.

Sac. 23. Deductions from gros income. In
corsuti"- net income there shall be allowed
as' deductions: 0 0 l

(i) Basis for detcrmfning tow. The basis
for deterraL-ing the amount of' deduction
for losses sustained, to be allowed under sub-
section (o) or (f). and for bad debt%, to be
allowed tic-'r sub'ctlon (k). shall be the
adjusted basis provided In section 114 (b) for
determining the 1--a from the rale or other
disposition cf property.

§ 39.93 1)-1 Basis for determining
loss. The basis for determining the
amount -, the e'"auctlon for losses al-
lowed to individuals under section 23 (e)
and to cnrorations under section 23 (M
or of the .,aount cf the dduction for bad
debts ar ed t0 both individuals and
corpornaH-1 under rection 23 (k) Is the
same as is provided In section 113 for
determ. - g the lo s from the sale or
other d- dtion of property. Proper
adjustmeint must be made in each case
for any expend!ture, receipt, losz, or
othar itc.- r-roper'y chargeable to capital
account, rid for depreciation, obsoles-
cence, amortization, or depletion.

§ 39.23 ()-(k) Statutory provisions:
deductions from gross income; cross ref-
erence; cad debts.

Sac. :.. Deductions from gross Incomre.
In computing net Income there shall be al-
lowed as d.ductiona: & * •

(J) Lr&- on wash sales of stoc. or securi-
ties. For disallowance of loss deduction in
the case o, zales of stock or securities where
within t rly days before or after the date of
the sale the taxpayer has acquired substan-
tially Identical pro."rty. mee section U8.

(k) Bad dbts-(l) General rule. Debts
which become worthless within the taxable
year; or (In the discretion of the Commis-
sioner) a reasonable addition to a reserve for
bad debts; and when satisfied that a debt Is
recoverabl only In part. the Commisioner
may allow such debt, in an amount not In
excess of the part charged off within the tax-
able year. rs a deduction. This paragraph
shall not aoply in the case of a taxpayer,
other than a bank, as defined in section 104.
with resp-f to a debt evidenced by a security
as defined in parazraph (3) of this subscc-
tion. Thia paragraph shall not apply In the
case of a taxpayer, other than a corporation.
with respect to a non-business debt, as de-
fined in paragraph (4) of this subsection.
In the case of a mutual savings bank not
having capital stock represented by shares, a
domestic building and loan assoctatIon, and
a cooperative bank without capital stock or-
ganized and operated for mutual purposes
and without profit, the reasonable addition
to a reserve for bad debts anll be determined
with due regard to the nount of the tax-
payer's surplus or bad debt reserves existing
at the close of December 31. 1951. In the
case of a taxpayer described in the preceding
sentence, the reasonable addition to a re-
serve for bad debts for any taxable year shall
in no case be less than the amount deter-

5S27

mined by the taxpayer as the reasonable ad-
ditlon for such year; except that the amount
determined by the taxpayer under this zen-
tence shall not be greater than the lesser of
(A) the amount of Its net income for the
taxable year, computed without regard to
this subsection, or (B) the amount by which
12 per centum of the total deposits or with-
drawable accounts of its depositors at the
cloa of such year exceeds the sum of its sur-
plus, undivided profits, and reserves at the
beginning of the taxable year.

.(2) Securities becoming worthless. 1f
any securities (as defined in paragraph (3)
of this subsection) become worthless within
the taxable year and are capital assets, the
los reulting therefrom shall, in the case of
a taxpayer other than a bank, as defined in
section 104. for the purposes of this chapter.
be consldered as a loss from the sale or ex-
change, on the last day of such taxable year,
ot canital ats.

(3) De.finitfon of securities. As used in
para_-raphs (1). (2). and (4) of this sub-ec-
tion the term "ecurities" meanz bonds, de-
bentures, notes, or certificates, or other evi-
dence3 of indebtedness, Issued by any
corporation (including those Issued by a
government or political subdivision thereof).
with interest coupons or in registered form.

(4) Kon-business debts. In the case of a
ta ayer, other than a corporation If a non-
businecs debt becomes worthless within the
taxmble year. the lo= resulting therefrom
halU he considered a loss from the sale or

exchange, during the taxable year, of a capt-
tal asset held for noet more than 6 months-
The term "non-businesz debt" means a debt
other than a debt evidenced by a security
as defined in paragraph (3) and other than a
debt the los from the worthlezznes of whicli
Is incurred in the taxpayer's trade or
buzines.

(5) Securities of affiliated corporatiorz.
Bonds. debentures, notes or certificates or
other evidences of indebtedness Issued with
interest coupons or In registered form by any
corporation aflllated with the taxpayer shell
not be deemed capital assets for the pur-
pos= of paragraph (2) and paragraph (1)
shall apply with respect to such debt except
that no such deduction shall be allowed
under such paragraph with respect to any
such debt which Is recoverable only in part.
For the purposes of this paragraph a cor-
poratlon shall be deemed to be afflliated with
the taxpayer only if:

(A) At least 85 per centum of each class
of its stockiIs owned directly by the taxpayer;
and

(B) More than 90 per centin of the ag-
gre -.. te of its gross income for all taxble
years has been from sources other than
royalties, rents (except rents derived from
rental of properties to employees of the
company in the ordinary coure of its op-
crating; business), dividends, Interest (except
interest received on deferred purchase price
of operating assets cold), annuities, or gains
from sales or exchanges of stocks and securl-
ties: and

(C) The taxpayer Is a domestic corpora-
tion.

(6) Exception. This subsection shall not
apply in the case of a taxpayer, other than a
bank. as defined in section 104, with respect
to debts owed by (A) any political party,
(B) any national, state, or local committee
of any political party, or (C) any committee,
assoclation. or organization which accepts
contributions or makes expenditures for the
purpose of Influencing or attempting to in-
fluence the election of Presidential or Vice
Presidential electcrs or of any individual
whose name is presented for election to any
Federal. State, or local elective public of-
fico, whether ornot suchindividuals elected-
For the purpose of this paragraph, the terms
"contributions" and "expenditure" shall
have the meanlngs prescribed for L.,ch terms
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RULES AND REGULATIONS

in section 591 of title 18 of,the United States
Code.

[See 23 (k) as amended by sec. 124 (a), Rev.
Act 1942; secs. 112 (b), 113, Rev. Act 1943;
see. 313 (e), Rev. Act 1951; Pub. Law 471
(82d Cong.) ]

§ 39.23 (k)-1 Bad debts. (a) Bad
debts may be treated in either of two
ways-

(1) By a deduction from income in
respect of debts which become worthless
in whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

(b) Taxpayers were given a similar
option for 1921 to select either of the
methods mentioned for treating such
debts. (See article 151, Regulations 62.)
While ascertainment of worthlessness
and charge-off during the taxable year
(which were prerequisite to deduction of
a bad debt under the law at that time)
are no longer required for the allowance
of a debt which becomes wholly worth-
less, the method used in the return for
1921 must be used in returns for all sub-
sequent years unless permission is
granted by the Commissioner to change
to the other method. A taxpayer filing
a first return of income may select either
of the two methods subject to approval
by the Commissioner upon examination.
of the return. If -the method selected
is approved, it must be followed in re-
turns for subsequent years, except as
permission may be granted by the Com-
missioner to change to another method.
Application for permission to change the
method of treating bad debts shall be
made at least 30 days prior to the close
of thd taxable year for which the change
Is to be effective. (See also § 39.23
(k) -5.)

(c) If, from all the surrounding and
attending circumstances, the Commis-
sioner is satisfied that a debt is partially
worthless, the amount which has be-
come worthless, to the extent charged
off during the taxable year, shall be al-
lowed as a deduction in computing net
income. If a taxpayer claims a deduc-
tion for a part of a debt for the taxable
year within which such part of the debt
is charged off and such deduction is dis-
allowed for such year and the debt be-
comes partially worthless subsequent to
such year, a deduction may be allowed
for a subsequent taxable year, not in
excess of the amount charged off in the
prior year plus any amount charged off
in the subsequent year, the charge-off
in the prior year, if consistently main-
tained as suchl being sufficient to that
extent to meet the charge-off require-
ment. Before a taxpayer may deduct a
debt in part, he must be able to demon-
strate to the satisfaction of the Com-
missioner the amount thereof which is
uncollectible and the part thereof which
was charged off. f a debt becomes
wholly worthless during the taxable year,
the amount thereof which has not been
allowed as a deduction for any prior
taxable year shall be allowed as a deduc-
tion for the taxable year. There should
accompany the return a statement of
f a c t s substantiating a n y deduction
claimed for bad debts. Any amount sub-
sequently received on account of a bad

§ 39.23 (k-1

debt or on" account of a part of such debt
previously allowea as a deduction for in-
come tax purposes must be included in
gross income for the taxable year in
which received, except to the extent ex-
cludible from gross income under the
provisions of section 22 (b) (12) In
determining whether a debt is worthless
in whole or in part the Commissioner
will consider all pertinent evidence, in-
cluding the value of the collateral, if any,
securing the debt and the financial con-
dition of the debtor. Partial deductions
will be allowed with respect to specific
debts only.

(d) Where the surrounding circum-
stances indicate that a debt is worthless -
and uncollectible and that legal action to
enforce payment would in all probability
not result in the satisfaction of execution
on a judgment, a showing of these facts
will be sufficient evidence of the worth-
lessness of the debt for the purpose of
deduction. Bankruptcy is generally an
indication of the worthlessness of at least
a part of an unsecured and unpreferred
debt. In bankruptcy cases a debt may
become worthless before settlement in
some instances, and in others only when
a settlement in bankruptcy'shall have
been had. In either case the mere fact
that bankruptcy proceedings instituted
against the debtor are terminated in a
later year, confirmng the conclusion
that the debt is worthlesswill not au-
thorize shifting the deductions to such
later year. If a taxpayer computes his
income upon the basis of valumg 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.

(e) Where banks or other corpora-
tions which are subject to supervision by
Federal authorities (or by State author-
ities nlamtainmng substantially equiva-
lent standards) in obedience to the
specific orders of such supervisory of-
ficers charge off debts in whole or in
part, such debts shall, to the extent
charged off-during the taxable year, be
conclusively presumed,-for income tax
purposes, to have become worthless or
worthless only in part durng the taxable
year, as the case may be. But no such
debt shall be so conclusively presumed
to be worthless or worthless only in part,
as the case may be, if the amount so
charged off is not claimed as a deduction
by the taxpayer at the time of filing the
return for the taxable year in which such
charge-off takes place. If a taxpayer
does not claim a deduction in its return
for such a totally or partially worthless
debt for the year in whidh such charge-
off takes place, but claims such deduction
for a later year, then such charge-off In
the prior year will be deemed to have
been involuntary and the deduction shall
be allowed for the year for wich
claimed, if the taxpayer produces suf-
ficient evidence to show (1) that the debt
became wholly worthless in such later
year or became recoverable only in part
subsequent to the year of such involun-
tary charge-off, as the case may be, and
(2) that, to the extent that the deduc-
tion claimed in the later year for a debt

partially worthless was not involuntarily
charged off In prior years, it was charged
off In the later year.

(f) The provisions of paragraphs (a)
to (d) inclusive, of this section apply
generally to all taxpayers. However,
they do not apply In the case of a tax-
payer, other than a corporation, with
respect to a nonbusiness debt as defined
in section 23 (k) (4) Nor shall any
deduction be allowed on account of the
worthlessness of any debt of the type
enumerated in section 23 (k) (5) which
Is recoverable only in part. In the case
of taxpayers other than banks as de-
fined in section 104, the term "debts" as
used in paragraphs (a) to (d), Inclusive,
of this section means obligations to pay
fixed or determinable sums of money
which are not evidenced by securities as
defined in § 39.23 (k)-4.

§ 39.23 (k)-2 Examples of bad 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
represent has been included In the return
of income for the year for which the
deduction as a bad debt is sought to be
made or for a previous year. Only the
difference between the amount received
in 'distribution of the assets of a bank-
rupt and the amount of the claim may be
deducted as a bad debt. The difference
between the amount received by a cred-
itor of a decedent In distribution of the
assets of -the decedent's estate and the
ariount of his claini may be considered a
worthless debt. A purchaser of accounts
receivable Which become worthless 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.

§ 39.23 (k)-3 Uncollectiblc delcency
upon sale of mortgaged or pledged
property. (a) f mortgaged or pledged
property Is lawfully sold (whether to the
creditor or another purchaser) for less
than the amount of the debt, and the
portion of the indebtedness remaining
unsatisfied after such sale is wholly or
partially uncollectible, the mortgagee or
pledgee may deduct such amount (to the
extent that it constitutes capital or rep-
resents an Item the Income from which
has been returned by him) as a bad debt
for the taxable year in which It has be-
come wholly worthless or Is charged off
as partially worthless. In addition, if
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 pur-
chase 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 prop-
erty. The fair market value of the
property shall be presumed to be the
amount for which It is bid in by the tax-
payer in the absence of clear and con-
vincing 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,
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(b) Accrued interest may be included
as part of the deduction only if it has
previously been returned as income.

§ 39.23 k)-4 Worthless bonds and
similar obligations. (a) Except as other-
wise provided in section 23 (k) (5) no
deduction is allowable under section 23
(k) (1) to any taxpayer (other than a
bank as defined in section 104) with re-
spect to a debt evidenced by a security
which has become worthless in whole or
in part. If a security is a capital asset
and becomes worthless during the tax-
able year, a deduction for the loss result-
ing therefrom is allowable under section
23 Ck) (2) to a taxpayer other than a
bank. Such a loss, however, is made sub-
ject to the limitations provided in section
117 with respect to sales or exchanges.
For the purposes of computing the net in-
come of any taxpayer, other than a bank
as defined in section 104, such a loss is to
be considered as being sustained from the
sale or exchange of the security on the
last day of the taxable year, n=respective
of when during the taxable year such
security actually became worthless. Ex-
cept in the case of a bank as defined in
section 104, no deduction is allowable
under section 23 (k) with respect to a
debt evidenced by a security, as defined
in section 23 (k) (3) which is recover-
able only in part. Section 23 (k) (2)
does not apply to securities which are
deemed destroyed or seized under section
127, relating to war losses.

(b) As used in section 23 k) (2) the
term "security" means a bond, deben-
ture, note, or certificate, or other evi-
dence of indebtedness to pay a fixed or
determinable sum of money, which has
been issued at any time by a domestic or
foreign corporation (including that is-
sued by any government or political sub-
division thereof) either in registered
form or accompanied- by interest
coupons.

(c) A bond issued by an mdividual. if
it has become worthless, may be treated
as a bad debt. A bond (whether or not a
security) of an insolvent corporation
secured only by a mortgage from which
on foreclosure nothing is realized for the
bondholders is regarded as having be-
come worthless not later than the year of
the foreclosure sale, and no deduction is
allowable in computing a bondholder's
income for a subsequent year.

(d) A taxpayer (other than a dealer in
bonds or other similar obligations) pos-
sessing debts evidenced by bonds or other
similar obligations cannot deduct from
gross income any amount merely on ac-
count of market fluctuation. If, how-
ever, due, for instance, to the financial
condition of the debtor, or conditions
other than market fluctuation, the tax-
payer will recover upon maturity none or
only a part of the debt evidenced by the
bonds or other similar obligations (which
bonds or other obligations are not securi-
ties as defined in this section) and he so
demonstrates to the satisfaction of the
Commissioner, and if he has made a
proper charge-off with respect to the
debt partially uncollectible, he may de-
duct in computing net income the uncol-
lectible part of the debt evidenced by the
bonds or other sunilar obligations. A

FEDERAL REGISTER

bank as defined In sectloh 104 may de-
duct such uncollectible part of the debt
even though the evidence of the debt is a,
security as defined in this section.

(e) Under section 23 (W) (5) bonds,
debentures, notes or certificates, or other
evidences of indebtedness to pay a fixed
or determinable sum of money, issued
with interest coupons or in registered
form by any corporation affiliated with
the taxpayer, shall not be deemed capi-
tal assets of the taxpayer for the pur-
poses of section 23 WI) (2) or as a debt
(evidenced by asecurlty) for the pur-
poses of this section; and the provisions
of section 23 k) (1) and of paragraphs
(a) to d) inclusive, of § 39.23 (k)-1
shall apply with respect to such debts
except that no deduction shall be allowed
to the taxpayer with respect to any such
debt which is recoverable only in part.
For the purposes of this section, a corpo-
ration is deemed to be afliated with the
taxpayer only if the taxpayer owns at
least 95 percent of each class of the stock
of such corporation, if more than 90
percent of the aggregate of the gross
incomes of such corporation for all tax-
able years has been from sources other
than royalties, rents (except rents de-
rived from rental of properties to em-
ployees of the company in the ordinary
course of its operating business) divi-
dends, interest (except interest received
on deferred purchase price of operating
assets sold) annuities, or gains from the
sales or exchanges of stocks and securi-
ties, and if the taxpayer is a domestic
corporation.

§ 39.23 (k)-5 Reserve for bad debts-
(a) Taxpayer other tlun mutual sav-
iags banks, building and loan associa-
tions, and cooperative banks. (1) Tax-
payers who have established the reserve
method of treating bad debts and main-
tained proper reserve accounts for bad
debts, or who, in accordance with § 39.23
(k)-1, adopt the reserve method of
treating bad debts, may deduct from
gross income a reasonable addition to a
reserve for bad debts in lieu of a deduc-
tion for specific bad debt items.

(2) What constitutes a reasonable
addition to a reserve for bad debts must
be determined in the light of the facts,
and will vary as between classes of busi-
ness and with conditions of business
prosperity. It will depend primarily
upon the total amount of debts outstand-
ing as of the close of the taxable year,
those arising currently as well as those
arising in prior taxable years, and the
total amount of the existing reserve. In
case subsequent realizations upon out-
standing debts prove to be more or less
than estimated at the time of the crea-
tion of the existing reserve, the amount
of the excess or inadequacy in the exist-
ing reserve should be reflected in the de-
termination of the reasonable addition
necessary in the taxable year. A tax-
payer 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 become
wholly or partially worthless and have
been charged against the reserve ac-
count.

(b) Mutual sarongs banks, building
and loan-assoclations, and eooperative
banks-l) In general. A mutual sav-
ings bank not having capital stock rep-
resented by shares, a domestic building
and loan association, and a cooperative
bank without capital stock organized
and operated for mutual purposes and
without profit may, as an alternative to
a deduction from gross income for spe-
cific debts which become worthless in
whole or in part, deduct amounts cred-
ited to a reserve for bad debts in the
manner and under the circumstances
prescribed in this section. In the case
of such an institution the selection of
either of the alternative methods for
treating bad debts may be made by the
taxpayer in the return for its first tax-
able year beginning after December 31,
1951. The method selected shall be sub-
ject to the approval of the Commissioner
upon examination of the return- Any
change in the method so selected and
approved may be made only if permis-
sion is granted as provided in § 39.23
(k)-1 (b)

(2) Definitions. When used in this
paragraph-
(i) The term "institution" means

either a mutual savings bank not having
capital stock represented by shares, a
domestic building and loan association
as defined in section 3797 (a) (19) or a
cooperative bank without capital stock
organized and operated for mutual pur-
poses and without profit.

(11) "Surplus, undivided profits, and
reserves" means the amount by which
the total assets of an Institution exceed
the amount of the total liabilities of such
an institution. For this purpose the
term "total assets" means the sum of
money, plus the aggregate of the ad-
justed basis of the property other than
money held by an Institution. Such ad-
Justed basis for any asset is its adjusted
basis for determining gain upon sale or
exchange for Federal Income tax. pur-
poses. (See, in general, section 113 and
the regulations prescribed thereunder.
For special rules with respect to adjust-
ments to basis for prior taxable years
during which the Institution was exempt
from tax, see § 39.113 (b) ()-4.) The
determination of the total assets of any
taxpayer shall conform to the method of
accounting employed by such taxpayer
in determining net income and to the
rules applicable In determining its earn-
ings and profits. The term "total lla-
bilitles" means all liabilities of the tax-
payer, which are fixed and determined,
absolute and not contingent, and in-
cludes those items which constitute
liabilities in the sense of debts or obliga-
tions. The total deposits or withdraw-
able accounts, as defined in subdivision
(iv) of this subparagraph, shall be con-
sidered a liability. In the case of a
building and loan association having
permanent nonwithdrawable capital
stock represented by shares, the paid-in
amount of such stock shall also be con-
sidered a liability. Reserves for con-
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'tingencies and other reserves, however,
which are mere appropriations of sur-
plus are not liabilities.

(iII) The term "surplus. or bad debt"
reserves existing at the close of Decem-
ber 31, 1951" means the amount of sur-
plus, undivided profits, and reserves
accumulated by the institution prior to
January 1, 1952, and in existence at the
close of December 31, 1951.

(iv) The term "total deposits or with-
drawable accounts" means the aggre-
gate of (a) amounts placed with an in-
stitution for deposit or investment. and
(b) earnings outstanding on the books
of account of the institution at the close
of the taxable year which have been
credited .as dividends upon such ac-
counts prior to the close of the taxable
year, except that in the case of a build-
ing and loan association, such term does
not include permanent nonwithdrawable
capital stock represented by shares, or
earnings credited thereon,

(3) Institutions with surplus, reserves,
and undivided profits in an amount less
than 12 percent of total deposits or with-
drawable accounts. Where 12 percent
of the total deposits or withdrawable ac-
counts of an institution at th- close of
the taxable year exceeds the sum of its
surplus, undivided profits, and reserves
at the bginnmg of the taxable year, there,
is allowable as a deduction from gross
income as an addition to a reserve for
bad debts any amount determined by the
taxpayer not exceeding the lesser of:

(I) The amount of the net income of
such institution for the taxable year
computed without regard to section 23
(k) (1) or,

(ii) The amount by which 12 percent
of the total deposits or withdrawable ac-
counts at the close of the taxable year
exceeds the sum of the institution's stir-
plus, undivided profits, and reserves at
the beginning of the taxable year.
Bad debt losses sustained during the tax-
able year shall be charged against the
bad debt reserve. Recoveries of debts
charged against the bad debt reserve
during a prior taxable year in which the
institution was subject to tax under this
chapter shall be credited to the bad debt
reserve. The establishment of such re-
serve and all adjustments made thereto
must be reflected on the regular books
of account of the institution at the close
of the taxable year, or as soon as prac-
ticable thereafter. For the purpose of
this paragraph minimum amounts
credited in compliance with Federal or
State statutes, regulations, or super-
visory orders, to reserve or similar ac-
counts, or additional amounts credited
to such reserve or similar accounts and
permissive under such statutes, regula-
tions, or orders, against which charges
may be made for the purpose of ab-
sorbing losses sustained by an institution
will be deemed to have been credited
to the bad debt reserve authorized under
this paragraph.

Example (1). On January 1, 1952, and on
December 31, 1952, Institution A, which
keeps its books on the basis of the calendar
year, has total deposits or withdrawable ac-
counts of $10,000,000, all of which amount
is Insured by an agency of the Federal gov-
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ernment. The surplus, reserves, and un-
divided profits of Institution A at the open-
Ing of business on January 1, 1152, total
$800,000. A regulation of a Federal agency
requires that at the close of the taxable year
an amount equal to 0.3 percent of the value
of the insured accounts at the beginning of
the year be credited by Institution A to a
Federal insurance reserve for the sole pur-
pose of absorbing' losses. A statute of the
State having Jurisdiction over Institution A
requires that not less than 5 percent of the
net profits of Institution A, computed befoie
provisions for dividends, be credited at the
close of the year to a "reserve fund"-for the
purpose of absorbing losses. The credit to
such reserve fund of additional amounts in
excess of 5 percent of net profits is permissive
under such statute, provided that the total
amounts credited do not exceed 25 percent
of net profits. It Is assumed for the purpose
of determining the amount to be credited to
the State reserve fund that "not less than
5 percent of the net profits" of Institution A,
computed under State law before provisions
for dividends for the taxable year 1952
amounts to $17,500.

Prior to the taxable year Institution A did
not maintain a reserve for bad debts. Dur-
ing 1952 Institution A sustained bad debt
losses of $5.000. The net income of Insti-
tution A for the taxable year 1952, computed
under chapter 1 after taking into account all
applicable deductions (including the deduc-
tion for dividends provided in section 23 (r)
(1)) except the deduction provided In section
23 (k) (1) is $200,000.

The books of account of Institution A
show credits for the taxable year 1952 to the
following reserves:

Federal Insurance reserve --------- $30, 000
State reserve fund ---------------- 25, 000
Bad debt reserve ----------------- 45,000
iscellaneous reserves ------------ 15, 000

There is allowable as a deduction under sec-
tion 23 (k) (1) $100,000 ($45,000 credited to
the bad debt reserve, $30,000 credited to the
Federal insurance reserve, and $25,000 repre-
senting a permissive amount less than 25
percent of net profits under the State statute,
credited to the State reserve fund).

Assuming that Federal income taxes for
1952 amount to $46,500 on the net income of
$100,000, the amount credited to the surplus
account for 1952 will be $38,500, 'that is,
$53,500 ($100,000 minus $46,500) less the
$15,000 credited to miscellaneous reserves for
which no bad debt deduction is allowable.
Consequently, the surplus, undivided profits,
and reserves of Institution A, amounting to
$800,000 at the close of December 31, 1951, as
increased by amounts credited to these ac-
counts for 1952 will total $948,500 at the
close of December 31, 1952, computed as
follows:
Surplus, reserves, and undivided

profits at close of Dec. 31, 1951--- $800, 000
Amount credited to miscellaneous

reserve accounts for 1952 ------- 15, 000
Amount credited to State reserve

fund for 1952 ----------------- 25,000
AmoUnt credited to Federal insur-

ance reserve for 1952 ----------- 30, 000
Amount credited° to surplus, for

1952 -------------------------- 38,500
Bad debt reserve at close of Dec.

31, 1951 ------------------------ 0
Amount credited to reserve

for bad debts for 1952.. $45, 000
Less: Bad debt losses sus-

tained during 1952 --- 5,000
Bad debt reserve at close of Dec.

31, 1952 ------------- 40,000

Surplus, undivided profits and.re-
serves existing at close, of Dec.
31, 1952 ----------------------- 948,500

Example (2). The not income of Insti-
tution. B for the taxable year 1952, computed
under chapter 1 after all deductions includ-
ing the deduction for dividends, but before
the deduction provided in section 23 (R) (1),
is determined to be $250,000. Such $250,000
is credited by Institution B to the bad debt
reserve as provided in secton 23 (k) (1) and
§ 39.23 (k)-5 (b) (3). The amount by which
12 percent of the total deposits or withdraw-
able accounts of Institution B at the close of
the taxable year exceeds the sum of such
institution's surplus, undivided profits and
reserves at the beginning of the taxable year
is $500,000,

During 1954, upon examination of the re-
turn of income filed by Institution B for
1952, it Is determined that the net income
of such institution, properly computed, with-
out regard to section 23 (k) (1) is $276,000.
Assuming that Institution B credits the
additional $25,000 to its bad debt reserve,
there is allowable as a deduction from gross
Income for such institution for the taxable
year 1952, $275,000.

(4) Institutions with surplus, reserves,
and undivided profits equal to or in ex-
cess of 12 percent o1 deposits or with-
drawable accounts. Where 12 percent of
the total. deposits or wlthdrawable ac-
counts of an institution at the close of
the taxable year Is equal to or less than
the sum of such institution's surplus, un-
divided profits and reserves at the begin-
ning of the taxable year, there may be
allowable as a deduction from gross in-
come a reasonable addition to the reservo
for bad debts determined under the gen-
eral provisions of paragraph (a) of this
section: In making such determination
there will be taken into account (1) sur-
plus, or bad debt reserves existing at the
close of December 31, 1951, and (i1)
changes in the surplus, undivided profits,
and reserves of the institution from De-
cember 31, 1951, until the beginning of
the taxable year. Deductions for addi-
tions to the reserve for bad debts, in
addition to tlhe deductions allowed, if
any, under subparagraph (3) of this par-
agraph, will be authorized in those cases
where the institution proves to the satis-
faction of the Commissioner that the
bad debt experience of the Institution
warrants the maintenance of a bad debt
reserve In excess of that provided in sub-
paragraph (3) of this paragraph.

§ 39.23 (k)-6 Nonbusiness bad debts.
(a) In th case of a taxpayer, other
than a corporation, if a nonbusiness
bad .debt becomes entirely worthless
within the taxable year, the loss resulting
therefrom shall be treated as a loss from
the sale or exchange of a capital asset
held for not more than six months.
Such a loss is subject to the limitations
provided in section 117 with respect to
gains and losses from the sale and ex-
change of capital assets. A loss with
respect' to such a debt will be treated as
sustained only if and when the debt has
become totally worthless, and no deduc-
tion shall be allowed for a nonbusiness
debt which is recoverable In part during
the taxable year, Nor are the provisions
of this section applicable in the case of
a loss resulting from a security as defined
in section 23 (k) (3) A nonbusiness
debt is a debt, other than a debt the loss
from the worthlessness of which is Il -
curred In-the taxpayer's trade or business
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and other than- a debt evidenced by a
security as that term -is defined in sec-
tion 23 (k) (3) The question whether
a-debt is one the loss from the worthless-
mess -of which is incurred in the tax-
payer's trade or business is a question of
fact m each particular- case. The de-
termination of this question is substan-
tially the same as that which is made
for the purpose of ascertaining whether
a loss from the type of transaction cov-
ered by section 23 (e) is "incurred in
trade or business" under section 23 (e)
(1)

(b) The character of the debt for
this purpose is not controlled by the cir-
cunstances, attending its creation or its
subsequent acquisition by the taxpayer
or bythe-use to which the borrowed funds
aire put by the recipient, but is to be de-
trmned rather by the relation which
the loss resulting from the debt's becom-
ing wortbless bears to the trade or busi-
ness of the taxpayer. If that relation is
a- proximate one in the conduct of the
trade or business in which the taxpayer
is engaged at the time the debt becomes
-worthless, the debt is nbt a nonbusmess
debt for the purposes of this section.

cc) To illustrate: a, an mdividual'en-
gaged, in the grocery business and who
makes his income tax returns on the
calendar year basis, extends credit on
an open account-to B in 1951.

(1 --In 1952 A sells the business but
retains the claim against B. The claim-
becomes worthless in A's hands in 1953.
A!s loss is controlled by the nonbusiness
debt provisions. While the original con-
sideratiosi was advanced by A inhis trade
or business, the loss was not sustained
as -a proximate incident to the conduct
of any trade or business in which he was
engaged. at the time the claim became
worthless.

(2) In 1952 A sells the business to a
but sells the clan against B to the tax-
payer, D. The claim becomes worthless
in D's hands in 1953, at a time when D
is not engaged in a trade or business in-
cident to the conduct of which a loss
from the worthlessness of such a claim
would be a proximate result. D's loss is
controlled by the nonbusmess debt pro-
visions, even though the original consid-
eration was advanced by A in his trade
or business.

(3) 'In 1952 A dies, leaving the busi-
ness, including the accounts. receivable,
to his son, C, the taxpayer. The claim
against Rbecomes worthl'ss in C's hands
in 1953. C's loss is not controlled by
the nonbusmess debt provisions. While
C did not advance any consideration for
the claim or acquire it in carrying on his
trade or business, the loss was sustained
as a proximate incident to the conduct
of the trade or business in which he was
engaged at the time the debt became
worthless.

(4) In 1952 A dies, leaving the business
to his son, C, but the claim against B to
his son, D, the taxpayer. The claim
against B becomes worthless in D's hands
in 1953, at a time when D is not en-
gaged in a trade or business incident to
the conduct of which a loss from the
worthlessness of such a claim would be
a proximate result. D's loss is controlled
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by the nonbusiness debb provisions, even
though the original consideration was
advanced by A in his trade or business.

(5) In 1952 A dies and while his exec-
utor, C, is carrying on the business, the
claim against B becomes worthless in
1952. The loss sustained by A's estate
is not controlled by the nonbusiness debt
provisions. While C did not advance
any consideration for the claim on be-
half of the estate or acquire it in carry-
ing on a trade or business in which the
estate was engaged, the loss was sus-
tained as a proximate incident to the
conduct of the trade or business in which
the estate was engaged at the time the
debt became worthless.

(6) In 1952, A. in liquidating the busl-
ness, attempts to collect the claim
against B but finds that It has become
worthless. A's loss is not controlled by
the nonbusiness debt provisions, since a
loss incurred in liquidating a trade or
business is a proximate incident to the
conduct thereof.

§ 39.23 CD Statutory provisions; de-
ductions from gross income; deprecia-
ffon.

Smc. 23. Deductions from gross income.
In computing net income there shall be
allowed as deductions: 0 0

(1) Depreciation. A reasonable allorance
for the exhaustion. wear and tear (including
a-reasonable allowance for obholecenco)-

(1) Of property used in the trade or burl-
ness, or

(2) Of property held for the production of
Income.
In the case of property held by one perton
for life with remainder to another percon,
the deduction shall be computed as If the
life tenant were the absolute owner of the
property and shal be allowed to the life
tenant, In the case of property held in tUmst
the allowable deduction shall be apportioned
between the income beneficlarlea and the
trustee in accordance with the pertinent pro-
visions of the instrument creating the trust,
or, in the absence of such provisions, on the
basis of the trust income allocable to each.

ISec. 23 (1) as amended by Lec. 121 (c), Rev.
Act 19421

§39.23 CM-I Depreciation. A
reasonable allowance for the exhaus-
tion, wear and tear, and obsolescence of
property used in the trade or business,
or treated under § 39.23 (a)-15 as held
by the taxpayer for the production of
income, may be deducted from gross
income. For convenience such an allow-
ance will usually be referred to as de-
preciation, excluding from the term any
idea of a mere reduction in market value
not resulting from exhaustion, wear and
tear, or obsolescence. The proper al-
lowance for such depreciation is that
amount which should be set aside for
the taxable year in accordance with a
reasonably consistent plan (not neces-
sarily 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 depreciable prop-
erty, equa! the cost or other basis of the
property determined in accordance with
section 113. Due regard must also be
given to expenditures for current up-
keep. In the case of property held by
one person for life with remainder to
another person, the deduction for de-
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preciation shall be computed -as if the
life tenant were the absolute owner of
the property so 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 allow-
able deduction is to be apportioned be-
tween the income beneficiaries and the
trustee in accordance with the pertinent
provisions of the will, deed, or other
instrument creating the trust, or, in the
absence of such provisions, on the bas
of the trust income which is allocable
to the trustee and the beneflciaries,
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 distributable income
shall first make due allowance for keep-
Ing the trust corpus intact by retann=
a reasonable amount of the current in-
come for that purpose, the allowable
deduction will be granted In full to the
trustee. For deduction with respect to
the amortization of emergency facMi-
ties, In lieu of the deduction for de-
preciation, see sections 23 t) and 124A.

§ 39.23 ()-2 Depreciable property.
The necessity for a depreciation allow-
once arises from the fact that certam
property used n the business, or treated
under § 39.23 (a)-15 as held by the tax-
payer for the production of income,
gradually approaches a point where its
usefulness is exhausted. The allowance
should be confined to property of this
nature. In the case of tangible prop-
erty, 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 tlhe normal progress
of the art, as where machinery or other
property must be replaced by a new in-
vention, or due to the inadequacy of the
property to the growing needs of the
business. It does not apply to inven-
torles or to stock in trade, or to land
apart from the improvements or phys-
Ical development added to it. It does
not apply to bodies of minerals which
through the process of removal suffer
depletion, other provisions for this being
made in the Internal Revenue Code.
(See sections 23 (m) and 114.) Prop-
erty kept in repair may, nevertheless, be
the subject of a depreciation allowance.
(See § 39.23 (a)-4.) The deduction of an
allowance for depreciation Is limited to
property used In the taxpayer's trade or
business, or treated under § 39.23 (a)-15
as held by the taxpayer for the produc-
tion of income. No such allowance may
be made in respect of automobiles or
other vehicles used solely for pleasure, a
building used by the taxpayer solely as
his residence, or in respect of furniture
or furnishings therein, personal effects,
or clothing; but properties and costumes
used exclusively in a business, such as a
theatrical business, may be the subject of
a depreciation allowance.

§ 39.23 (i)-3 Depreciation of intangz-
bi property. Intangibles, the use of
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which in the trade or business or in the
production of income is definitely limited
in duration, may be the subject of a
depreciation allowance. Examples are
patents and copyrights, licenses, and
franchises. Intangibles, the use of
which in the business or trade or in the
production of income is not so limited,
will not usually be a proper subject of
such an allowance. If, however, an
intangible asset acquired through capital
outlay is known from experience to be of
value in the business or in the production
of income for only a limited period, the
length of which can be estimated from
experience with reasonable certainty,
such intangible asset may be the subject
of a depreciation allowance, provided the.
facts are fully shown in the return or
prior thereto to the satisfaction of the
Commissioner. No deduction for de-
preciation, including obsolescence, is
allowable in respect of good will.

§ 39.23 (1)-4 Capital sum recoverable
through depreciation allowances. The
capital sum to be replaced by deprecia-
tion allowances is the cost or other basis
of the property in respect of which the
allowance is made. (See sections 113
(a) and 114.) To this amount should
be added from time to time the cost of
improvements, additions, and better-
ments, and from it should be deducted
from time to time the amount of any
definite loss or damage sustained by the
property through casualty as distin-
guished from the gradual exhaustion of
its utility which is the basis of the de-
preciation allowance. (See section 113
(b).) In the case of the acquisition on
or after March 1, 1913, of a combination
of depreciable and nondepreciable prop-
erty for a lump price, as, for example,
buildings and land, the capital sum to
be replaced is limited to an amount
which bears the same proportion to the
lump price as the value of the depreci-
able property at the time of acquisition
bears to the value of the entire property
at that time. In the case of property'
which has been thp subject of deductions
for amortization udder sections 214 (a)
(9) and 234 (a) (8) of the Revenue Acts
of 1918 and 1921, depreciation deduc-
tions will be computed after the close of
the amortization period' upon the cost or
other basis of such property after the
amortization allowance has been de-
ducted. No depreciation deduction will
be allowed in the case of property which
has been amortized to its scrap value and
Is no longer in use.

§ 39.23 (1)-5 Method of computing
depreciation allowance. (a) The capital
sum to be recovered shall be charged off
over the useful life of the property, either
In equal annual installments or in ac-
cordance with any other recognized
trade practice, such as an apportionment
of the capital sum over units of produc-
tion. Whatever plan or method of ap-
portionment is adopted must be reason-
able and must have ,due regard to
operating conditions during the taxable
period. The reasonableness of any claim
for depreciation, shall be determined
upon the conditions known to exist at the
end of the period for which the return is

§ 39.23 (W-4

made. If the cost or other -basis of the
property has been recovered through de-
preciation or other allowances no further
deduction for depreciation shall be al-
lowed. The deduction for depreciation
in respect of any depreciable property for
any taxable year shall be limited to such
ratable amount as may reasonably be
considered necessary to recover during
the remaining useful life of the property
the unrecovered cost or other basis. The
burden of proof will rest upon the tax-
payer to sustain the deduction claimed.
Therefore, taxpayers must furnish full
and complete information with respect
to the cost or other basis of the assets
in respect of which depreciation is
claimed, their age, condition, and re-
maming useful life, the portion of their
cost or other basis which has been re-
covered through depreciation allowances
for prior taxable years, and such other
information as the Commissioner may
require in substantiation of the deduc-
tion claimed.

(b) A taxpayer is not permitted under
the law to take advantage in later years
of his prior failure to take any deprecia-
tion allowance or of his action in tak-
ing an allowance plainly inadequate
under the known facts in prior years.
This provision may be illustrated by the
following example:

Example. An asset was purchased Jan-
uary 1, 1947, at a cost of $10,00. The use-
ful life of the asset is 10 years. It has no
salvage value. Depreciation was deducted
and allowed for 1947 to 1951 as follows:

1947----------------------------- $500
1949 ---.---------------------------
1949 ---------------------------- ,000
1950 -------------------------------- 1. CO0

1951-..-:--------------------------- 1,000

Total amount allowed -------- 3,500

The correct reserve as of December 31, 1951,
is computed as follows:

Dec. 31-
1947 ($10,000-10) -------------- $1,000
1948 ($9,000-9) ---------------- 1,000
1949 ($8,000-8) ---------------- 1,000
1950 ($7,000-7) ---------- ------ 1000
1951 ($6,000-6) ---------------- ,000

Reserve &fec. 31, 1951 --------- 5,000

Depreciation for 1952 is computed as follows:

Cost ----------------------------- $10, 000
Reserve as of December 31, 1951 .... 5, 000

Unrecovered cost ------------- , 00
Depreciation allowable for 1952

($5,000-5) --------------- 1,000

§ 39.23 ()-6 Obsolescence. With re-
spect to physical property the whole or
any portion of which is clearly shown by
the taxpayer as being affected by eco-
nomic conditions that will result In its
being abandbned at a future date prior
to the end of its normal useful life, so
that depreciation deductions alone are
insufficient to return the cost or other
basis at the end of its economic term of
usefulness, a reasonable deduction- for
obsolescence, in addition to depreciation,
may be allowed in accordance with the
facts obtaining with respect to each item
of property concerning which a claim
for obsolescence is made. No deduction
for obsolescence will be permitted merely

because, in the opinion of a taxpayer, the
property may become obsolete at some
later date. This allowance will be con-
fined to such portion of the property on
which obsolescence is definitely shown to
be sustained and cannot be held applica-
ble to an entire property unless all por-
tions thereof are affected by the con-
ditions to which obsolescence is found to
be due.

§ 39.23 (1)-7 Depreciation of patent
or copyright. In computing a deprecia-
tion allowance In the case of a patent or
copyright, the capital sum to be replaced
is the cost or other basis of fhe patent or
copyright. the allowancb should be
computed by an apportionment of the
cost or other basis of the patent or copy-
right over the life of the patent or copy-
right since Its grant, or since its ac-
quisition by the taxpayer, or in the case
of a copyright, since March 1, 1913, as
the case may be. If the patent or copy-
right was acquired from the Government,
its cost consists of the various Govern-
ment fees, cost of drawings, experimental
models, attorneys' fees, development or
experimental expenses, etc., actually
paid. Depreciation of a copyright can
be taken on the basis of the fair market
value as of March 1, 1913, only when
affirmative and satisfactory evidence of
such value Is offered. Such evidence
should whenever practicable be submit-
ted with the return. If the patent be-
comes obsolete prior to Its expiration,
such proportion of the amount on which
its depreciation nay be based as the
number of years of Its remaining life
bears to the whole number of years in-
tervenig between the basic date and
the date when it legally expires may be
deducted. The fact that depreciation
has not been taken In prior years does
not entitle the taxpayer to deduct in any
taxable year a greater amount for de-
preciation than would otherwise be
allowable.

§ 39.23 ()-8 Depreciation o1 draw.
ings and models. If a taxpayer has in-
curred expenditures in his business for
designs, drawings, patterns, models, or
work of an experimental nature calcu-
lated to result in improvement of his
facilities or his product, and if the period
of usefulness of any such asset may be
estimated from experience with reason-
able accuracy, it may be the subject of
depreciation allowances spread over such
estimated period of usefulness. The
facts must" be fully shown in the return
or prior thereto to the satisfaction of the
CommissiQner. Except for suqh depre-
ciation allowances no deduction shall be
made by the taxpayer against any sum
so set up as an asset except on the sale or
other disposition of such asset at a loss or
on proof of a total loss thereof.

§ 39.23 (1)-9 Records o1 depreciable
property. In order that the verification
of depreciation allowances claimed by
the taxpayer may be facilitated, depreci-
ation shall be recorded on the taxpayer's
books, the amount measuring a reason-
able allowance for depreciation either
being deducted directly from the book
value of the assets or preferably being
credited to a depreciation reserve au-
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count, which should be reflected in the
annual balance sheet. For the same
reason the allowances shall be cgmputed
and recorded with express reference to
specific items, units, or groups of prop-
erty, each item or unit being considered
separately or specifically included in a
group with others to which the same fac-
tors apply. Also, the taxpayer's books
shall show the basis of the depreciable
property and any adjustments thereto,
and, in cases where the basis of the prop-
ertyis other than cost, or value on March
1, 1913, or value at date of acquisition
(as, for example, if the property was ac-
quired by gift or transfer in trust after
December 31, 1920) or through a reor-
ganization or a tax-free exchange (see
particularly section 113 (a)) the books
shall show the data used in ascertaining
such basis and the adjustments thereto.
'If a taxpayer does not desire to have his
regular books of account show all of the
factors entering into the computation of
depreciation allowances, such factors
shall be recorded in permanent auxiliary
records which shall be kept with
and reconciled with the regular books of
account.

§.39.23 () -10 Depreciation in case of
farmers. A reasonable allowance for de-
preciation may be claimed on farm
buildings (other than a dwelling occu-
pied by the owner), farmmachmery, and
other physical property. A reasonable
allowance for depreciation may also be
claimed on livestock acquired for work,
breeding, or dairy purposes, unless they
are included in an inventory used to de-
termine profits in accordance with
§ 39.22 (a)-7. Such depreciation should
be based on the cost or other basis and
the estimated life of the livestock. If
such livestock be included in an inven-
tory no depreciation thereof will be al-
lowed, as the corresponding reduction
in their value will-be reflected in the in-
ventory. (See also §§ 39.23 (a)-1l and
39.23 (e)-5.)

§ 39.23 (m) Statutory provisions; de-
ductions from gross income; depletion.

S=. 23. Deductions from gross income.
In computing net income there shall be al-
lowed as deductions: * * *

(m) Depletion. In the case of mines. ol
and.gas wells, other natural deposits, ane
timber, a reasonable allowance for depletion
and for depreciation of improvements, ac-
cording to the peculiar conditions in each
case; such reasonable allowance in all cases
to be made under rules and regulations to
be prescribed by the Commissioner, with the
approval of the Secretary. n any case in
which it Is ascertained as a result of opera-
tions or of development work that the re-
coverable units are greater or less than the
prior estimate thereof, then such prior esti-
mate (but not the basis for depletion) shall
be revised and the allowance under this
subsection for subsequent taxable years shall
be based upon such revised estimate. In
the case of leases the deductions shall be
equitably apportioned between the lessor and
lessee. In the case of property held by one
person for life with remainder to another
person, the deduction shall be computed as
if the life tenant were the absolute owner of
the property and shall be allowed to the life
tenant. In the case of property held In trust
the allowable deductions shall be appor-
tioned between the income beneficiaries and
the trustee in accordance with the pertinent
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provisions of the Instrument creating the
trust, or, in the absence of such provisons.
on the basis of the trust Income allocable to
each.

For percentage depletion allowable under
this subsection, sce section 114 (b). (3) and
(4).

§ 39.23 (m)-1 Depletion of mines, oil
and gas wells, other natural deposits, and
tmber' depreciation of improvements.
(a) Section 23 (m) provides that there
shall be allowed as a deduction In com-
puting net income in the case of mines,
oil and gas wells, other natural deposits,
and timber, a reasonable allowance for
depletion and for depreciation of im-
provements. Section 114 prescribes the
bases upon which depreciation and de-
pletion are to be allowed.

(b) Under such provisions, the owner
of' an economic interest in mineral de-
posits or standing timber is allowed
annual depletion deductions. However,
no depletion deduction shall be allowed
the owner with respect to any timber or
coal which such owner has disposed of
under any form of contract by virtue of
which he retains an economic interest In
such timber or coal. If such disposal Is
considered a sale of timber or coal under
section 117 (k) (2) An economic inter-
est is possessed in every case in which the
taxpayer has acquired, by investment.
any interest in mineral in place or stand-
ing timber and secures, by any form of
legal relationship, income derived from
the severance and sale of the mineral or
timber, to which he must look for a re-
turn of his capital. But a person who
has no capital investment in the mineral
deposit or standing timber does not pos-
sess an economic interest merely because,
through a contractual relation to the
owner, he possesses a mere economic ad-
vantage derived from production. Thus,
an agreement between the owner of an
economic interest and another entitling
the latter to purchase the product upon
production or to share in the net income
derived from the interest of such owner
does not convey a depletable economic
interest.

(c) The adjusted basis of depreciable
property is returnable through annual
depreciation deductions. Depreciation
and depletion deductions on the property
of a corporation are allowed to the cor-
poration and not to its shareholders.
The principles governing the apportion-
ment of depreciation in the case of
property held by one person for life with
remainder to another person and in the
case of property held in trust are also
applicable to depletion. (See § 39,23
(1)-I.)

(d) When used in §§ 39.23 (m)-i to
39.23 (m)-19, inclusive-

(l) The "fair market value" of a prop-
erty is that amount which would induce
a willing seller to sell and a willing buyer
to purchase.

(2) A "mineral property" is the min-
eral deposit, the development and plant
necessary for its extraction, and so much
of the surface of the land only as is
necessary for purposes of mineral extrac-
tion. The value of a mineral property
is the combined value of its component
parts.
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(3) The term "mineral deposit" refers
to minerals in place. The cost of a nin-
eral deposit is that proportion of the
total cost of the mineral property which
the value of the deposit bears to the value
of the property at the time of its
purchase.

(4) The term "minerals" includes
ores of the metals, coal, oil, gas, and
such nonmetallic substances as abrasives,
asbestos, asphaltum, barite, bauxite, ben-
tonite, beryl, borax, building stone, ce-
ment rock. china clay, clay, crushed
stone, feldspar, fluorspar, fuller's earth,
gilsonite, graphite, gravel, gypsum, le-
pidolite, limestone, magnesite, marl,
mica. mineral pigments, peat, potash,
precious stones, pyrophylllte, refracto-
ries, rock phosphate, salt, sand, silica,
slate, soapstone, soda. spodumene, sul-
fur. talc, thenardite, trona, and vermncu-
lite

(5) The term "mine" does not include
oil and gas wells.

(e) Asusednsectionsll4 (b) (3) and
114 (b) (4) (A) and §§ 39.23 (m)-1 to
39.23 (m)-19, inclusive, the term "gross
income from the property" means the
following:

(1) In the case of oil and gas wells,
"gross income from the property," as
used in section 114 (b) (3) means the
amount for which the taxpayer sells
the oil and gas in the immediate vcmity
of the well If the ol and gas are not
sold on the property but are manufac-
tured or converted into a refined product
prior to sale, or are transported from the
property prior to sale, the gross income
from the property shall be assumed to
be equivalent to the representative mar-
ket or field price (as of the date of sale)
of the oil and gas before conversion or
transportation.

(2) In the case of a crude mineral
product other than oil and gas, "gross
income from the property," as used in
section 114 (b) (4) (A) means the gross
income from mining. The term 'mn-
ing" as used herein includes not only the
extraction of ores or minerals from the
ground but also the ordinary treatment
processes which are normally applied
by the mine owners or operators to the
crude mineral product after extraction
In order to obtain the commercially mar-
ketable mineral product or products.
The term "mining" as used herem also
includes so much of the transportation
of ores or minerals (whether or not by
common carrier) from the point of ex-
traction from the ground to the plants
or mills in which the ordinary treatment
processes are applied thereto as is not
in excess of 50 miles, and. If the Com-
-mlssoner finds that both the physical
and other requirements are such that the
ore or mineral must be transported a
greater distance to such plants or mills:
the transportation over such greater dis-
tance. The taxpayer shall file an orig-
inal and one copy of an application for
the inclusion of such greater distance
in the computation of his gross income
from mining with the Commissoner of
Internal Revenue, Washington 25, D. C.,
attention of the Special Technical Serv-
ices Division, Engineering and Valuation
Branch. Tne application must include
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a statement setting forth in detail such
facts concerning the physical and other
requirements for the. construction and
operation of a treatment plant at a place
nearer to the point of extraction from
the ground as are sufficient to apprise
the Commissioner of the exact basis of
the application. If the taxpayer's re-
turn is filed prior to receipt of notice of
the Comnnssioner's action upon the ap-
plication, a copy of such application shall
be attached to the return. If, after an
application is approved by the Comm-
sioner, there is-a material change in any
of the facts relied upon in such applica-
tion, a new application must be sub-
mitted by the taxpayer.

(3) If the taxpayer sells the crude
mineral product of the property in the
immediate vicinity of the mine, "gross
income from the property" means the
amount for which such product was sold,
but, if the product is transported or
processed (other than by the ordinary
treatment processes described below)
before sale, "gross income from the
property" means the representative
market or field price (as of the date of
sale) of a mineral product of like kind
and grade'as beneficiated by the ordi-
nary treatmen processes actually ap-
plied, before transportation of such
product (other than transportation
treated, for the taxable year, as mining)
If there is no such representative market
or field price (as of the date of sale)
then there shall be used in lieu thereof
the representative market or field price
of the first marketable product resulting
from any process or processes (or, if the
product in its crude mineral state is
merely transported, the price for which
sold) minus the costs and proportionate
profits attributable to the transporta-
tion (other than transportation treated,
for the taxable year, as mining) and the
processes beyond the ordinary treat-
ment processes. If the taxpayer estab-
lishes to the satisfaction of the Commis-
sioner that another method of computa-
tion, other than the computation of
profits proportionate to costs, clearly re-
flects the gross income from the prop-
erty, then such gross income shall be
computed by the use of such other
method.

(4) In case any of the ordinary treat-
ment processes are not applied in the
immediate vicinity of the mining dis-
trict in which the mine is located, costs
incurred for transportation to the proc-
essing location and, if transported by
the taxpayer, the proportionate profits
attributable to transportation, should be
subtracted from the sale price of the
product to determine "gross income-from
the property." In determining "gross
income from the property" the sale price
of the product shall not be reduced by
the costs and proportionate profits at-
tributable to the transportation which is
treated for such taxable year as mining,
that is, so much of the transportation of
ores or minerals (whether or not by com-
mon carrier) from the point of extrac-
tion from the ground to the plants or
mills in which the ordinary treatment
processes are applied thereto as is not in

excess of 50 miles (or, if the Comnis-
•sioner finds that both the physical and
other requirements are such that the ore
.or mineral must be transported a greater
distance to such plants or mills, such
greater distance) Where such plants or
mills are in excessof 50 miles (or of such
greater distance) from the point of ex-
traction from the ground, then costs in-
curred for transportation in excess of 50
miles (or of such greater distance) to the
'treatment plant and, if transported by
the taxpayer, the proportionate profits
attributable to such excess transporta-
tion should be subtracted from the sale
price of the product to determine "gross
income from the property" In the ab-
sence of methods which will clearly re-
flect costs of the various phases of
transportation, the costs attributable, to
such excess transportation shall be an
amount which is in the same ratio to the
costs incurred for the total transporta-
tion to the treatment plant as the trans-
portation included within the term
"mining" is to such total transportation.
If the taxpayer establishes to the satis-
faction of the Commissioner that an-
other method of computation other than
the computation of profits proportionate
to cost clearly reflects the gross income
from the property then. such gross in-
come shall be computed by the use of
such other method.

(5) In all cases there shall be ex-
cluded in determining the "gross income
from the property" an amount equal to
any rents or royalties which were paid
or incurred by the taxpayer in respect of
the property and are not otherwise ex-
cluded from the "gross income from the
property." If royalties in the form of
bonus payments have been paid in re-
spect of the property in the taxable year
or any prior years, or if advanced royal-
ties have been paid in respect of the
property in any taxable year ending prior
to December 31, 1939, the amount ex-
cluded from "gross income from the
property" for the current taxable year
on account of, such payments shall be an
amount equal to that part of such pay-
ments which is allocable to the product
sold during the current taxable year. If
advanced royalties have been paid in re-
spect of the property in any taxable year
ending on or after December 31, 1939,
the amount excluded from "gross income
from the property" for the current tax-
able year on account of such payments
shall be an amount equal to the deduc-
tion for such taxable year taken on ac-
count of such payments pursuant to
§ 39.23 (m)-10 (e)

(6) Rents and royalties paid or in-
curred by a taxpayer with respect to
coal shall be excluded from the "gross
income from the property" without re-
gard to the treatment under section 117
(k) (2) of such rents and xoyalties in
the hands of the recipient.

(f) (1) The term- "ordinary treatment
processes," as used m §§ 39.23 (m)-1 to
39.23 (m)-19, inclusive, shall include the
following:
(i) In the case of coal-cleaning,

breaking, sizing,. and loading for ship-
ment;

(ii) In the case of sulfur-pumping to
vats, cooling, breaking, and loading for
shipment;

(iii) In the case of-Iron ore, bauxito,
-ball and sagger clay, rock asphalt, and
minerals which are customarily sold in
the form of a crude mineral product-
sorting, concentrating, and sinterng
(agglomerating by Incipient fusion) to
bring to shipping grade and form, and
loading for shipment;

(iv) In the case of lead, zinc, copper,
gold, silver, or fluorspar ores, potash, and
nnnerals which are not customarily sold
in the form of the crude mineral prod-
uct-crushing, grinding, and beneflcia-
tion by concentration (gravity, flotation,
amalgamation, electrostatic, or mag-
netic) cyanidation, leaching, crystalliza.
tion, precipitation, or by substantially
equivalent processes or combination of
processes used in the separation or ex-
traction of the product or products from
the mineral. The furnacing of quick-

'silver ores Is included in the term "ordi-
nary treatment processes." The follow-
ing processes are not included In the
term "ordinary treatment processes",
electrolytic deposition, roasting, thermal
or electric smelting, refining, or substan-
tially equivalent processes.

(2) In addition, a treatment effecting
a chemical change, the blending with
other material, a thermal action, and the
fine pulverization, pressing into shape or
molding, are not included in the term
"ordinary treatment processes" unless
such processes are (i) otherwise pro-
vided for in subdivisions (i), (1i), (iii),
or- (iv) of subparagraph (1) (ii) neces-
sary or incidental to the processes pro-
vided for in subdivisions (i), (ii), (i1),
or (iv) of subparagraph (1), or (ili)
necessary to bring the ores or minerals
into condition or form suitable for ship-,
ment (for example, the agglomeration
of concentrates)

(3) For the purposes of subdivisions
(iii) and (Uv) of subparagraph (1) the
terms "concentration" or "concentrat-
ing" mean the process of eliminating
waste or of separating two or more
minerals or ores.

(g) "Net income of the taxpayer (com-
puted without allowance for depletion)
from the property," as used in section
114 (b) (2) (3) and .(4) and §§ 30.2a
(m)-I to 39.23 (m)-19, inclusive, means
the "gross income from the property,"
as defined in paragraph (e) of this sec-
tion, less the allowable deductions at-
tributable to the mineral property upon
which the depletion is claimed and the
allowable deductions attributable to the

-processes listed in paragraph (f) of this
section in so far as they, relate to the
product of such property, including over-
head and operating expenses, develop-
ment costs properly charged to expense
,or allowable as deductions under section
23 (cc) depreciation, taxes, losses
sustained, etc., but excluding any allow-
ance for depletion. Deductions not
directly attributable to particular prop-
erties or-processes shall be fairly allo-
cated. To illustrate: In cases where the
taxpayer engages In activities in addi-
tion to mineral extraction and to the
Processes listed. in, paragraph (f) of this
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section, deductions for depreciation,
taxes, general expenses, and overhead,
which cannot be directly attributed to
any specific activity, shall be fairly ap-
portioned between (1) the mineral ex-
traction and the processes listed in para-
graph (f) of tbis section and (2) the
additional activities, taking into account
the ratio which- the operating expenses
directly attributable to the mineral ex-
traction and the processes listed m para-
graph f) of this-section bear to the op-
erating expenses directly attributable to
the additional activities. If more than
one mineral property is involved, the
deductions apportioned to theomineral
extraction and the processes listed in
paragraph (f) of tbis section shall, in
turn, be fairly apportioned to the sev-
eral properties, taking into account their
relative production.

(h) As used in paragraphs (e) and (f)
of this section, the term "crude mineral
product" means the product in the form
in which it emerges from the mine or
well.

(i) "The property," as used in section
114 (b) (2) (3) and (4) and §§ 39.23
(m)-1 to 39.23 (m)-19, inclusive, means
the interest owned by the taxpayer in
any mineral property. The taxpayer's
interest in each separate mineral prop-
erty is a separate "property", but. where
two or more mineral properties are in-
cluded in a single tract or parcel of land,
the taxpayer's interest in such mineral
properties may be considered to be a sm-
gle "property," provided such treatment
is consistently followed.

§ 39:23 (m)-2 Computation of (leple-
tion of mines, oil and gas wells, avd other
natural deposits without reference to dis-
covery value or percentage depletion.

a) The basis upon which depletion,
other than discovery depletion or per-
centage depletion, is to be alowed in re-
spect of any property is the basis
provided for in section 113 (a) adjusted
as provided in section 113 (b) for the
purpose of determining the gain upon the
sale or other disposition of such property,
except that the amount of expenditures
treated as deferred expenses under sec-
tions 23 (cc) (2) and 23 (if) (2) shall be
disregarded in determining such adjusted
basis (see §§ 39.113 a)-i to 39.114-1, in-
clusive, and §§ 39.23 (cc)-1 and 39.23
(f)-1) and if the amount of the basis
as adjusted applicable to the mineral de-
posit has been determined for the tax-
able year, the depletion for that year
shall be computed by dividing that
amount by the number of units of min-
eral remaining as of the taxable year,
and by multiplying the depletion unit, so
determined, by the number of units of
mineral sold within the taxable year. In
the selection of a unit of mineral for de-
pletion, preference shall be given to the
principal or customary unit or units paid
for in the products sold, such as tons of
ore, barrels of oil, or thousands of cubic
feet of natural gas.

(b) As used in this section, the phrase
"number of units sold within the taxable
year," in the case of a taxpayer reporting
income on the cash receipts and dis-
bursements basis, includes units for
which payments were received within
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the taxable year although produced or
sold prior to the taxable year, and em-
cludes units sold but not paid for in the
taxable year. The phrase does not in-
clude units with respect to which deple-
tion deductions were allowed or allow-
able prior to the taxable year.

(c) "The number of units of mineral
remaining as of the taxable year" is the
number of units of mineral remaining at
the end of the year to be recovered from
the property (including units recovered
but not sold) plus the "number of units
sold within the taxable year" as defined
in this section.

d) In determining the amount of the
basis as adjusted applicable to the min-
eral deposit there shall be excluded (1)
amounts representing the cost or value
of the land for purposes other than min-
eral production, (2) the amount recov-
erable through depreciation, through
deferred expenses, and through deduc-
tions other than depletion, and (3) the
residual value of other property at the
end of operations, but there shall be in-
cluded, in the case of oil and gas wells.
those amounts of capitalized drilling and
development costs which, as provided In
§ 39.23 (m)-16, are recoverable through
depletion.

(e) In the case of a natural gas well
where the annual production s not
metered and Is not capable of being esti-
mated with reasonable accuracy, the tax-
payer may compute the depletion allow-
ance (without reference to percentage
depletion) in respect of such property for
the taxable year by multiplying the ad-
justed basis of the property by a fraction,
the numerator of which is equal to the
decline in closed or rock pressure during
the taxable year and the denominator of
which is equal to the expected total de-
cline in closed or rock pressure from the
taxable year t4 the economic limit of
production. Taxpayers computing de-
pletion by tlis method must keep
accurate records of periodical pressure
determinations.

J 39.23 (m)-3 Computation of deple-
tion of mnes and other natural deposits
(other than those in respect of which
percentage depletion is allowable) on
basis of discovery value. Ca) The basis
on which depletion is to be computed in
the case of mines and other natural
deposits (other than those in respect of
which depletion is allowed on the basis
of percentage of income under § 39.23
(m)-5) discovered by the taxpayer after
February 28, 1913, is the fair market
value of the property at the date of dis-
covery or within 30 days thereafter, If
such mines or deposits were not acquired
as the result of purchase of a proven
tract or lease, and if the fair market
value of the property Is materially dis-
proportionate to cost. Such basis may
not be used in the case of the mines or
deposits listed under § 39.23 (m)-5 for
any period in respect to which depletion
on the basis of percentage of income Is
allowable. The value must be equitably
apportioned. between the owners of the
economic interests therein. For the
method of determining whether a dis-
covery has been made, see § 39.23 (m)-14.
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For the method of determining the fair
market value, see § 39.23 (m)-7.

(b) With respect to any property for
which discovery value is the taxpayer's
basis for depletion, the depletion for any
taxable year shall be computed by (1)
adding to the discovery value of the
mineral deposit in the property any sub-
sequent allowable capital additions made
by the taxpayer, (2) subtracting the ag-
gregate of depletion deductions with
respect to the property which would pre-
viously have been allowable to the tax-
payer without the application of any net
income limitation, (3) dividing the re-
mainder by the number of units of min-
eral remaining as of the taxable year,
and (4) multiplying the depletion unit,
thus determined, by the number of units
of mineral sold within the taxable year.

(c) The depletion allowance based on
discovery value under this section shall
not exceed 50 percent of the net income
of the taxpayer (computed without al-
lowance for depletion) from the property
upon which the discovery was made, ex-
cept that in no case shall the depletion
be less than It would be if computed
without reference to discovery value.
For definition of "net income of the
taxpayer (computed without allowance
for depletion) from the property," see
§ 39.23 (m)-1 (g)

d) As used in this section, the phrase
"the number of units of mineral remain-
ing as of the taxable year" is the number
of units of mineral remaining at the
end of the year to be recovered from
the property (including units recovered
but not sold) plus the "number of units
sold within the taxable year" as defined
in this section.

(e) As used in this section, the phrase
"number of units sold within the taxable
year," in the case of a taxpayer reporting
income on the cash receipts and dis-
bursements basis, includes units for
which payments were received within
the taxable year although produced and
sold prior to the taxable year, and ex-
cludes units sold but not paid for in the
taxable year. The phrase does not in-

'clude units with respect to which deple-
tion deductions were allowed or allow-
able prior to the taxable year.

§ 39.23 (m)-4 Computation of deple-
tion based on a percentage of icome zn
case of oil and gas wells. Under section
114 (b) (3) in the case of oil and gas
wells, a taxpayer may deduct for deple-
tion an amount equal to 27V/ percent
of the gross income from the property
during the taxable year, but such deduc-
tion shall not exceed 50 percent of the
net income of the taxpayer (computed
without allowance for depletion) from
the property. (For definitions of "gross
income from the property" and "net in-
come of the taxpayer (computed with-
out allowance for depletion) from the
property," see § 39.23 (m)-1 (e) and
(C).) In no case shall the deduction
computed under this section be less than
It would be if computed upon the cost or
other basis of the property provided in
section 113.

§ 39.23 (m)-5 Computation of deple-
tion based on percentage of income za.

§ 39.23 mI-5
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case of certain mines or other natural
deposits. (a) In the case of the mines
or other natural deposits listed herein-
after, a taxpayer may deduct for deple-
tion under section 114 (b) (4) (A)
amounts equal to the following percent-
ages of the gross income from the
property,
Mine or deposit: Percent

Aplite ---------------------------- 15
Asbestos ------------------------- 10
Barite ---------------------------- 15
Bauxite -------------------------- 15
Bentonite ------------------------ 15
Beryl ---------------------------- 15
Borax ---------------------------- 15
Bromine ------------------------- 5
Brucite -------------------------- 10
Calcium carbonates ---------------- 10
Calcium chloride ------------------ 5
Clam shell ------------------------ 5
Clay*

Ball ---------------------------- 15
Brick and tile ------------------ 5
China -------------------------- 15
Refractory and fire -------------- 15
Sagger ------------------------- 15

Coal ----------------------------- 10
Diatomaceous earth --------------- 15
Dolomite ------------------------- 10
Feldspar ------------------------- 15
Fluorspar ------------------------- 15
Fullers earth ---------------------- 15
Garnet --------------------------- 15
Gilsonite ------------------------- 15
Granite -------------------------- 5
Graphite, flake -------------------- 15
Gravel --------------------------- 5
Lepidolite ------------------------ 15
Limestone:

Chemical grade ----------------- 15
Metallurgical grade -------------- 15

Magnesite ------------------------ 10
Magnesium carbonates ------------ 10
Magnpsiilm chloride ---------------- 5
Marble ------------------------- 5
Metal mines ---------------------- 15
Mica ---------------------------- 15
Oyster shells ---------------------- 5
Perlite --------- ................ 10
Phosphate rock ---------------- 15
Potash -------------------------- 15
Pumice ---------------------.. . 5
Pyrophillite ----------------------- 15
Quartzite ------------------------ 15
Rock asphalt --------------------- 15
Sand --------------------------- 5
Scoria -------------------------- 5.
Shale --------------------------- 5
Slate --------------------------- 5
Sodium chloride ------------------ 5
Spodumene ---------------------- 15
Stone --------------------------- 5
Sulfur --------------------------- 23
Talc ----------------------------- 15
Thenardite ----------------------- 15
Tripoli --------------------------- 15
Trona --------------------------- 15
Vermiculite ---------------------- 15
Wollastonite --------------------- 10

Such deduction shall not in any case ex-
ceed 50 percent of the net income of the
taxpayer (computed without allowances
for depletion) from the property. (For
definitions of "gross income from 'the
property" and "net income of the. tax-
payer (computed without allowance for
depletion) from the property," see
§ 39.23 (m)-1 (e) and (g)..) In no case
shall the deduction computed under this
section be less than it would be if com-
puted upon the cost or other basis of the
property provided in section 113.

(b) For the purposes of-this section,
the minerals indicated below shall have
the following meanings:

§ 39.23 (m)-6

Borax ------------------------ Any boron material including that contained in brince.
Bromine --------------------- Bromine if obtained from brine wells.
Calcium carbonates ------------- Miscellaneous limestones and other calcium carbonate

rocks (not specifically provided for at a 6 percent or
15 percent rate of percentage allowance) such as ce-
ment rock and limestone used or sold for use In soil
treatment. This classification does not include rook or
minerals used or sold for use as ballast, road making,
concrete aggregates, or other purposes for which
chemical composition is not a major requirement.

Calcium chloride -------------.-- Calcium chloride if produced from brine wells.
Clay, brick and tile ------------- Clay used or sold for use in the manufaoturo of common

brick, drain and roofing tile, sewer pipe, flower pots
and kindred products (other than clay specifically
identified as a clay for which a 15 percent rate of
percentage allowance is provided).

Coal -------------------------- All coal including l~gnite.
.Limestone, chemical grade ----- Limestone used or sold for use in the chemical trades,
Limestone, metallurgical grade.... Limestone used or sold for use in the production of

metals.
Magnesium chloride ------------. Magnesium chlorides if produced from brine wells.
Phosphate rock ----------------- Any phosphate ore.
Pumice --------------------- All pumice including pumicite.
Scoria ---------------------- All scoria produced from natural deposits.
Stone ------------------------- All common dimension, crushed or broken stone within

the ordinary meaning of these terms.
Thenardite -------------------- All sodium sulphate minerals, including those contained

in brine.
Trona ----------------------- All sodium carbonate minerals, including those con-

tained in brine.

' (c) A taxpayer my compute the de-
pletioii allowance provided in this sec-
tion, or in § 39.23 (m)-2, without regard
to any election previously made in re-
spect of computation of the allowances.

(d) Percentage depletion is not al-
lowable with respect to any disposal of
coal to the extent that such disposal is
treated as a sale of coal under section
117 (k) (2)

§ 39.23 (m)-6 Determination of cost
o1 deposits. In any case in which a de-
pletion or depreciation deduction is com-
puted on the basis of the cost or price at
which any interest in any mineral prop-
erty- was acquired, the taxpayer will be
required to show that the cost or price
at which such interest was bought was
fixed for the purpose of a bona fide pur-
chase and sale, by which the interest
passed in fact as well as in form to an
'owner other than the vendor. No fic-
titious or inflated cost or price will be
permitted to forn'the basis of any cal-
culation of% a depletion or depreciation
deduction, and in determining whether
the price or cost at which any purchase
or sale was made represented the actual
market value of the interest sold, due
weight will be given to the relationship
or connection existing between the per-
son selling the interest and the buyer
thereof.

§ 39.23 (m)-7 Determination of fair
market value of mineral properties, in-
cluding oil and gas properties. (a) If
the fair market value of the property at
a specified date is to be determined for
the purpose of ascertaining the basis
for depletion and depreciation deduc-
tions, such value must be .determined,
subject to approval or revision by
the Commissioner, by the owner of
the property in the light of the condi-
tions and circumstances known at that
date, regardless of later discoveries or
developments in the property or subse-
quent improvements in methods of ex-
traction and treatment of the mineral
product. The value sought should be

that established assuming a transfer be-
tween a willing seller and a willing buyer
as of that particular date. The Com-
missioner will give due weight and con-
sideration to any and all factors and evi-
dence having a bearing on the market
value, such as cost, actual sales and
transfers of similar properties, market
value of stock or shares, royalties and
rentals, value fixed by the owner for
purpose of a capital stock tax, valuation
for local or State taxation, partnership
accountings, records of litigation in
which the value of the property was in
question, the amount at which the prop-
erty may have been Inventoried in pro-
bate court, and, In the absence of better
evidence, disinterested appraisals by ap-
proved methods. Valuations by analytia
appraisal methods, such as the present
value method, are not entitled to great
weight, (1) if the value of a mineral de-
posit can be determined upon the basis
of cost or replacement value, (2) if the
knowledge of the presence of the mineral
has not greatly enhanced the value of
the mineral property, (3) if the removal
of the mineral does not materially re-
duce the value of the property from
which it is taken, or (4) if the profits
arising from the exploitation of the min-
eral deposit are wholly or in great part
due to the manufacturing or marketing
ability of the taxpayer or to extrlnsic
causes other than the possession of the
mineral Itself. If the fair market value
must be ascertained as of a certain date,
analytic appraisal methods will not be
used if the fair market value can reason-
ably be determined by any other method,

(b) To determine the fair market
value of a mineral property by the pres-
ent value method, the essential factors
must be determined for each deposit in-
cluded in the property. The factors es.
sential in the case of all mineral deposits
.are (1) the total expected profit, (2) the
rate at which this profit will be obtained,
and (3) the rate of interest commensur-
rate with the risk for the particular do-

5836

HeinOnline -- 18 Fed. Reg. 5836 1953



Saturday, September 26, 1953

posit. In case of oil and gas properties
the additional factors are (4) the total
quantity of oil and gas in terms of the
principal or customary unit (or units)
paid for m the product marketed, (5) the
quantity of oil and gas expected to be
recovered daring each operating period,
(6) the average quality or grade of the
oil and gas reserves, (7) the allocation
of the total expected profit to the several
processes or operations necessary for the
preparation of the oil and gas for market,
(8) the probable operating life of the
deposit in years, (9) the development
cost, and (10) the operating cost. In
order to estimate the total expected
profit from the operation of mines it is
necessary to determine the quantity,
quality, and recoverable mineral content
of the developed, probable, and prospec-
tive ore reserves in all cases. For mines
with a prior operating record the "spread
of profit" per unit of recoverable min-
eral, or the ,percentage of net profit to
gross proceeds from mineral production
is the other factor required in estimates
of the total expected profit. For mines
with no prior operating record the fu-
ture sales price and future production
cost per unit of mineral must be esti-
mated in order to determine the "spread
of profit" per unit of recoverable min-
eral.
(c) If the deposit has been sufficiently

developed the valuation factors specified
in paragraph (b) of this section may be
determined from past operating exper-
ence. In the application of factors de-

-rived from past experience full allowance
-should be made for probable future vari-
ations in the rate of exhaustion, quality
or grade of the mineral, percentage of
recovery, cost of development, produc-
tion, interest rate, and selling price of
the product marketed during the ex-
pected operating life of the mineral de-
posit. Mineral deposits for which these
factors may not be determined with rea-
sonable- accuracy from past operating
experience may also, with the approval
of the Commissioner, be valued by the
present value method; but the factors
must be deduced from concurrent evi-
dence, such as the general type of the
deposit, the characteristics of the district
in which it occurs, the habit of the min-
eral deposits in the property itself, the
intensity of mineralization, the oil-gas
ratio, the rate at which additional min-
eral has been disclosed by exploitation,
the stage of the operating life of the
property, and any other evidence tending
to establish a reasonable estimate of the
required factors.

(d) Mineral deposits of different
grades, -locations, and probable dates of
extraction-in a mineral property should
be valued separately. The mineral con-
tent of a deposit shall be determined in
accordance with § 39.23 (m)-9. In esti-
mating the average grade of the devel-
oped and prospective mineral, account
should be taken of probable increases or
decreases as indicated by the operating
history. The rate of exhaustion of a
mineral deposit should be determined
with due regard to the limitations im-
posed by plant capacity, by the char-
acter ot the deposit, by the ability to
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market the mineral product, by labor
conditions, and by the operating pro-
gram in force or reasonably to be ex-
pected for future operations. The op-
erating life of a mineral deposit is that
number of years necessary for the ex-
haustion of both the developed and pro-
spective mineral content at the rate
determined as above. The operating
life of oil and gas wells is influenced by
the natural decline in pressure and flow,
and also by voluntary or enforced cur-
tailment of production The operating
cost includes all current expense of pro-
ducing, preparing, and marketing the
mineral product sold (due consideration
being given to taxes) exclusive of allow-
able capital additions, as defined in
§§ 39.23 (m)-15 and 39.23 (m)-16, and
deductions for depreciation and deple-
tion, but including cost of repairs. For
definitions of "development expenses"
and "operating expenses" in the case of
oil and gas wells, see § 39.23 (m)-16.
This cost of repairs Is not to be confused
with the depreciation deduction by
which the cost or value of plant and
equipment is returned-to the taxpayer
free from tax, In genera], no estimates
of these factors will be approved by the
Commissioner which are not supported
by the operating e-perience of the prop-
erty or which are derived from different
and arbitrarily selected periods.
(e) The value of each mineral deposit

is measured by the expected gross In-
come (the number of units of mineral
recoverable in marketable form multi-
plied by the estimated market price per
unit) less the estimated operating cost,
reduced to a present value as of the date
as of which the valuation is made at the
rate of interest commensurate with the
risk for the operating life, and further
reduced by the value at that date of the
depreciable assets and of the capital
additions, if any, necessary to realize
the profits. The degree of risk is gen-
erally lowest in cases where the factors
of valuation are fully supported by the
operating record of the mineral property
prior to the date as of which the valua-
tion is made; relatively higher risks at-
tach fo appraisals upon any other basis.

(f) If, for the purpose of the equita-
ble apportionment of depletion among
the several owners of economic interests,
the value of any mineral property must
be ascertained as of any specific date for
the determination of the basis for deple-
tion, the values of the several interests
therein may be determined separately,
but, when determined as of the same
date, shall together never exceed the
value at that date of the mineral prop-
erty in fee simple.

§ 39.23 (m)-8 Revaluation of min-
eral deposits not allowed. No revalua-
tion of a property whose value as of any
specific date has been determined and
approved will be made or allowed dur-
ing the continuance of the ownership
under which the value was so determined
and approved, except in the case of a
subsequent discovery of nonmetallic
minerals in respect to which depletion
is not allowed on the basis of percentage
of Income under § 39.23 (m)-4 or § 39.23
(m)-5, or of misrepresentation or fraud
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or gross error as to any facts known on
the date as of which the valuation was
made. Revaluation on account of mis-
representation or fraud or such gross
error will be made only with the written
approval of the Commissioner. The
value should, however, be corrected when
a virtual change of ownership of part of
the property results as the outcome of
litigation. The value should be redis-
tributed:

(a) If a revision of the number of re-
maining recoverable units of mineral in
the property has been made in accord-
ance with section 23 (m) and § 39.23
(m)-9, and

(b) In the case of the sale of a part
of the property, between the part -sold
and the part retained.

§ 39.23 (m)-9 Detmernation of mix-
eral contents of mines and of oil or gas
wells. (a) If It Is necessary to estimate
or determine with respect to any prop-
erty as of any specific date the total re-
coverable units (tons, pounds, ounces,
barrels, thousands of cubic feet, or other
measure) of mineral products reason-
ably kmown, or on good evidence be-
lieved, to have existed in the ground as
of that date, the estimate or determina-
tion must be made according to the
method current in the Industry and in
the light of the most accurate and reli-
able information obtainable. In the se-
lectlon of a unit of estimate, preference
shall be given to the principal unit (or
units) paid for in the product marketed.
The estimate of the recoverable units of
the mineral products in the property for
the purposes of valuation and depletion
shall include as to both quantity and
grade:

(1) The ores and minerals "in sight"
"blocked out," "developed," or "assured,"
In the usual or conventional meaning of
these terms with respect to the type of
the deposit, and

(2) "Probable" or "prospective" ores
and minerals (in the corresponding
sense), that Is, ores and minerals that
are believed to exist on the basis of good
evidence although not actually known
to occur on the basis of existing develop-
ment; but "probable" or "prospective"
ores and minerals may be estimated (I)
as to quantity, only in case they are ex-
tensions of known deposits or are new
bodies or masses whose existence is indi-
cated by geolonical or other evidence to
a high degree of probability, and (ii) as
to grade, only as accords with the best
indications available as to richness.

(b) If the number of recoverable units
of mineral In the property has been pre-
viously estimated for the prior year or
years, and if there has been no known
change in the facts upon which the prior
estimate was based, the number of re-
coverable units of mineral in Jie prop-
erty as of the taxable year will be the
number remaining from the prior esti-
mate, but in any case in which it is ascer-
tained either by the taxpayer or the
Commissioner as the result of operations
or development work prior to the close
of the taxable year that the remamin
recoverable mineral units-as of the tax-
able year are materially greater or less
than the number remaining from the

§ 39.23 (mJ-9
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prior estimate, then the estimate of the
remaining recoverable units shall be re-
vised and the annual depletion allowance.
with respect to the property for the tax-
able year and for subsequent taxable
years will be based upon the revised esti-
mate unless a change in the facts re-
quires another revision. Such revised
estimate will not, however, affect the
basis for depletion.

§ 39.23 (m)-10 Depletion, adjust-
ments o1 accounts based on bbnus or
advanced royalty. (a) If a bonus in
addition to royalties is received upon the
grant of rights m mineral property,
there shall be allowed to the payee as a
depletion deduction in respect of the
bonus an amount equal to that propor-
tion of the basis for depletion as pro-
vided in section 114 (b) (1) or (2) which
the amount of the bonus bears to the
sum of the bonus and the royalties ex-
pected to be received. Such allowance
shall be deducted from the payee's basis
for depletion, and the remainder is re-
coverable through depletion deductions
on the basis of royalties thereafter re-
ceived. In the case of the payor any
payment made for the acquisition of an
economic Interest in a mineral deposit
or standing timber constitutes 9, capital
investment in the property recoverable
only through the depletion allowance.

(b) If the owner of operating rights
In mineral property for a term of years
is required to extract and pay for, an-
nually a specified number of tons, or
other agreed units of measurement, of
such mineral, or to pay, annually, a
specified sum of money which shall be
applied in payment of the purchase price
or royalty per unit of such mineral
whenever the same shall thereafter be
extracted and removed from the prem-
ises, the payee shall treat an amount
equal to that part of the basis for de-
pletion allocable to the number of units
so paid for in advance of extraction as
an allowable deduction from the gross
income of the year m which such pay-
ment or payments shall be made; but no
deduction for depletion by such- payee
shall be claimed or allowed in any sub-
sequent year on account of the extrac-
tion or removal in such year of any
mineral so paid for in advance and for
which deduction has once been made.

c) If for any reason any grant of
mineral rights expires or terminates or
is abandoned before the mineral which
has been paid for in advance has been
extracted and removed, the grantor shall
adjust his capital account by restoring
thereto the -depletion deductions made
In prior years on account of royalties on
mineral paid for but not ,removed, and
a corresponding amount must be re-
turned as income for the year in which
such expiration, termination, or aban-
donment occurs.

(d) In lieu of the treatment provided
for in paragraphs (a) and (b) of this
section, the owner of an economic inter-
est in minerals in respect of which deple-
tion. is allowed on the basis of percentage
of'income under § 39.23 (m)--4 or § 39.23
(m)-5 may take as a depletion deduction
in respect of any bonus or advanced
royalty from the property for the tax-
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able year or period for which such de-
duction is allowable under such section
an amount computed on the basis of the
percentages applicable as indicated in
such sections; but the deduction shall
not in any case exceed 50 percent of the
net income of the taxpayer (computed
without allowance for depletion) from
the property
(e) If a lessee or other owner of oper-

ating rights in one or more mineral
properties is required to pay royalties on
a specified number of units of mineral
annually, whether or not extracted with-
in the year, and may apply any amounts
paid on account o units not extradted
within the year against the royalty on
nneral thereafter extracted, he may at
his option treat the advanced royalties so
paid or accrued in either one of the
following manners:

(1) As deductions from gross income
for the year the advanced royalties are
paid or accrue; or

(2) As deductions from gross income
for the year the mineral product in re-
spect of which the advanced- royalties
were paid is sold.
The option contained in this paragraph
shall apply only to advanced royalties

.paid or accrued in taxable years ending
on or after December 31, 1939. Every
taxpayer must make an-election as to the
treatment of all such advanced royalties

.m his return for the first taxable year
ending on or after December 31, 1939, in
which such amounts are paid or accrue.
.A taxpayer will be considered to have
made an election in accordance with the
manner in which- such items are treated

.in the return. A failure to deduct any
such items for the year paid or accrued
will constitute an election to have all
,such items treated in accordance with
-subparagraph (2) of this paragraph.
Any election made under this section is

.binding for all subsequent years and. the
taxpayer must treat all advanced royal-
ties paid or accrued in such subsequent
years in the same manner.

§ 39.23 (m)-ll Depletion and deprecz-
"ation accounts on books. (a) Every
taxpayer claiming and making a deduc-
-tion for depletion and depreciation of
mineral property shall keep accurate ac-
counts in which shall be recorded the
cost or other basis provided by section
113 (a) as the case may be, of the min-
-eral deposit and of the plant and equip-
ment, together with subsequent allow-
able capital additions to each account
and all of the other adjustments required
by section 113 (b)
(b) If the plan or method of depletion

and depreciation accounting adopted by
the taxpayer has once been approved by
the Commissioner, it cannot be changed
by the taxpayer without the consent of
the Commissioner. These accounts shall
thereafter be credited annually with the
amounts of the depletion and deprecia-
tion computed in accordance with
.§§ 39.23 (m)-2,39.23 (m)-3, 39.23 (m)-4,
or 39.23 (m)-5; or the amounts of the
depletion and depreciation so computed
shall be credited to depletion and de-
preciation reserve accounts, to the end
that when the sum of the credits for

depletion and depreciation equals the
cost or other basis of the property, plus
subsequent allowable capital additions,
no further deductions for depletion and
depreciation with respect to the property
shall be allowed, except such depletion
deductions as-may thereafter be allow-
able under section 114 (b) (2), (3), or
(4) and §§ 39,23 (m)-3, 39,23 (m)-4, or
39.23 (m)-5.

(c) Every taxpayer to whom section
114 (b) (2) and § 39.23 (m)-3 are appli-
cable shall keep similar accounts with
respect to discovery value.

§ 39.23 (m)-12 Statement to be atr
tached to return when valuation, deple-
tion, or depreciation o1 mineral property
is claimed. (a) Except as provided in
§ 39.23 (m)-13, there shall be attached
to the return of every taxpayer asserting
a value for any mineral property as of
specific date or claiming a deduction for
depletion or depreciation a statement
setting forth with respect 'to each min-
eral property (including oil and gas
property)

(1) The name, description, location,
and identifying number, If any, of the
property.

(2) The nature of the taxpayer's in-
terest in the property, accompanied by
a certified copy of the Instrument or in-
.struments by which it was acquired;

(3) The date of acquisition and, if
under lease, the exact terms and date of
expiration of the lease;

(4) The cost of the property, stating
the amount paid to each vendor, with his
name and address;

(5) The date as of which the property
Is valued, If a valuation Is necessary to
establish the basis as provided by section
113 (a)

(6) The value of the property on that
date with a statement of the precise
method by which it was determined;

(7) An allocation of the cost or value
as between the mineral deposit and other
assets such as plant, equipment, or the
surface of the land for purposes other
than mineral production;

(8) The estimated number of units of
each kind of mineral at the end of the
taxable year, and also at the date of
acquisition, If acquired during the tax-
able year or at the date as of which any
valuation is made, together with an ex-
,planation of the method used in the esti-
mation, the name and address of the per-
son making the estimate, and an average
analysis which will indicale the quality
of the mineral valued, including the
grade or gravity in the case of oil;

(9) The number of units sold and the
number of units for which payment was
received during the year for which the
return Is made (in the case of newly
developed oil and gas properties it is
desirable that this Information be fur-
nished by month),

(10) The gross amount received from
the sale of mineral;

(11) The amount of depreciation for
the taxable year and the amount of de-
pletion for the taxable year computed
without reference to percentage deple-
tion or discovery value;

(12) The amounts of depletion and
depreciation, stated separately, which
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for each and every prior year (i) were
allowed, (ii) were allowable, and (ill)
would have been allowable without ref-
erence to percentage depletion or dis-
covery value; and

(13) Any other data which will be
helpful in determining the reasonable-
ness of the valuation asserted or of the
deduction claumed.

(b) To the return of every taxpayer
claiming a deduction for depletion in re-
spect of (1) property in which he owns
a fractional interest only, or (2) a lease-
hold, or (3) property subject to lease,
there shall also be attached a statement
setting forth the fraction of the-gross
production to which the taxpayer is en-
titled, the name and address and the pre-
cise nature of the holding of each person
interested in the property, and, in the
case of a lessor, whether the lease in-
volved was still in effect at the close of
the taxable year, and, if not, when it was
terminated and for what reason, and
whether the lessor repossessed the prop-
erty. Any taxpayer who is the assignor
of a lease with respect to any property,
or the holder of an interest purporting
to be an overriding royalty interest, or of
any interest other than that of a lessor
or an operating lessee, and who claims
depletion with respect to such property
or interest, shall state the exact nature
of the interest held and shall furnish a
certified copy of the instrument or in-
struments by which it was acquired.

(c) In the case of oil and gas prop-
-erties the statement attached to the re-
turn shall contain, in addition to the
-foregoing; the following information with
respect to each property*

(1) The number of acres of producing
oil or gas land and, if additional acreage
is claimed to be proven, the "amount of
such acreage and the reasons for believ-
ing it to be proven;

(2) The number of wells producing at
the beginning and end of the taxable
year;

(3) The date of completion of wells
finished during the taxable year;

(4) The date of abandonment of all
wells abandoned during the taxable year;

(5) A property map showing the loca-
tion of the property and of the producing
and abandoned wells, dry holes, and
proven oil and gas lands (the map should
show depth, initial production, and date
of completion of each well, to the extent
that such data are available)

(6) The number of pay sands and
average thickness of each pay sand or
zone on the prqperty"

(7) The average depth to the top of
each of the different pay sands;

(8) Annual production of the tract
or of the individual wells, if the latter
information is available, from the begin-
ning of its productivity to the end of the
taxable year, the average number of wells
producing during each year, and the ini-
tial daily production of each well (the
extent to which oil or gas is.used for fuel
on the property should be stated with
reasonable accuracy),

(9) All available data regarding
change in operating conditions, such as
unit operation, proration, flooding, use
of air-gas lift, vacuum, shooting, etc.,
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which have a direct effect on the produc-
tion of the property; and

(10) Available geological Informa-
tion having a probable bearing on the oil
and gas content; information with re-
spect to edge water, water drive, bottom
hole pressures, oil-gas ratio, porosity of
reservoir rock, percentage of recovery,
expected date of cessation of natural
flow, decline in estimated potential, and
characteristics similar to characteristics
of other known fields.

(d) All of the foregoing information
shall be furnished in a single statement,
should be summarized, and shall be
deemed to be a part of the income tax
return to which it relates.

(e) Any of the Information required
by this section which has been previously
filed by the taxpayer need not be filed
again but the statement attached to the
return must indicate clearly when and
in what form the information was pre-
viously filed. When a taxpayer has filed
adequate maps with the Commissioner
he may be relieved of filing further maps
of the same properties, provided all ad-
ditional information necessary for keep-
Ing the maps up to date is filed each year.
This includes records of dry holes, as
well as producing wells, together with
logs, depth and thickness of sands, loca-
tion of new wells, etc.

§ 39.23 (m)-13 Statement to be at-
tached to return when depletion is
clatmed on percentage basis. (a) There
shall be attached to the return of every
taxpayer who claims depletion on the
basis of percentage of income under
§ 39.23 (m)-4 or § 39.23 (m)-5, a state-
ment containing the following informa-
tion with respect to every property for
which percentage depletion Is allowable:

(1) All data necessary for the deter-
mination of the "gross income from the
property," as defined In § 39.23 (m)-1
(e) including the amounts paid to les-
sors as rents or royalties, the amounts
paid to holders of other interests in the
mineral property and the price per unit
at which royalties were paid;

(2) All additional data necessary for
the determination of the "net income of
the taxpayer (computed without allow-
ance for depletion) from the property,"
as defined in § 39.23 (m)-1 (g), and

(3) The information required by
paragraphs (a) (1), (a) (2), (a) (3),
and (b) of § 39.23 (m)-12. The other
information required by § 39.23 (m)-1.2
shall also be furnished if necessary in
determining the gain or loss from the
sale or other disposition of the property
during the taxable year or if a valuation
of the property is necessary for any pur-
pose. The taxpayer may find It desir-
able to furnish such information in all
cases.

(b) All of the foregoing information
shall be furnished in a single statement,
should be sumarlzed, and shall be.
deemed to be a part of the income tax
return to which it relates.

§ 39.23 (m)-14 DiscoverY of mines or
other -natural deposits (except those in
respect of which percentage depletion is
allowable under § 39.23 (m)-5) (a)
To entitle a taxpayer to a valuation of
his property, for the purposes of deple-
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tion allowances, by reason of the disco7-
ery of a mine or minerals (other than
those in respect of which percentage
depletion is allowable under § 39.23
(m)-4 or § 39.23 (m)--5) It must appear
that the mine or minerals were not ac-
quired as the result of the purchase of
a proven tract or lease; also the di-cov-
ery must be made by the taxpayer after
February 28, 1913, and must result in
the fair market value of the property be-
coming disproportionate to cost. For
the purposes of this section, mines or
minerals shall not be entitled to valua-
tion upon the basis-of discovery for any
taxable year or period in respect to which
percentage depletion Is allowable under
§ 39.23 (m)-4 or § 39.23 (m)-5. The fair
market value of the property wil be
deemed to have become disproportionate
to the cost when the newly discovered
minerals are of such quantity and of
such quality as 'to afford a reasonable
expectation of return to the taxpayer of
an amount materially in eycess of the
capital expended in making such dis-
covery plus the cost of future develop-
ment, equipment, and exploitation.

(b) A mine or minerals of a kind not
excepted by this section may be said to
be discovered when (1) there is found
a natural deposit of mineral, or (2)
there is disclosed by drilling or explora-
tion, conducted above or below ground, a
mineral deposit not previously lmown
to exist and the existence of which was
so Improbable that such deposit had not
and could not have been included in any
previous valuation for the purpose of de-
pletion, and which In either case exists
in quantity and grades sufficient to jus-
tify commercial exploitation.

(c) In determining whether a discor
ery entitling the taxpayer to a valuation
has been made, the Comminioner will
take into account the peculiar conditions
of each case; but no discovery, for the
purposes of depletion, can be allowed
as to minerals which constitute merely
uninterrupted extensions of continuing
commercial veins or deposits already
known to exist, which have been or
should have been included in "probable7
or "prospective" mineral, or which w ere
in any other way comprehended in e,
prior valuation, nor can a discovery, for
purposes of depletion, be allowed as of a
date subsequent to that when, in fact,
discovery was evident, when delay by the
taxpayer in maling claim therefor has
resulted or will result in excessive allow.-
ances for depletion.

d) Discoveries include minerals in
commercial quantities contained within
a vein or deposit discovered in an exist-
ing mine or mining tract by the taxpayer
after February 28, 1913, but such vein
or deposit must not be merely the unin-
terrupted extension of a continuing com-
mercial vein or deposit already known to
exist, and the newly discovered minerals
must be of sufficient value and quantity
that they could be separately mined and
marketed at a profit.

(e) The value of property claimed as
the result of a discovery must be the fair
market value, as defined in § 39.23 (m)-7,
based on what is evident within 30 days
after the commercially valuable char-
acter and extent of the discovered de-
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posits of mineral have with reasonable
certainty been established, determined,
or proved.

§ 39.23 (m)-15 Allowable capital ad-
ditions in case of mines-(a) General
rules. (1) All expenditures in excess of
net receipts from minerals sold shall be
be charged to capital account recover-
able through depletion while the mine is
in the development stage. The mine
will be considered to have passed from a
development to a producing status when
the major portion of the mineral pro-
duction is obtained from workings other
than those opened for the purpose of
development, or when the principal ac-
tivity of the mine becomes the produc-
tion of developed ore rather than the
development of additional ores for
mining.

(2) Expenditures for plant and equip-
ment and for replacements, not includ-
ing expenditures for maintenance and
for ordinary and necessary repairs, shall
ordinarily be charged to capital account"
recoverable through depreciation. Ex-
penditures for equipment (including its
installation and housing) and for re-
placements thereof, which are necessary
to maintain the normal output solely
because of the recession of the working
.faces of the mine, and which- (I) -do not
increase the value of the mine, or (ii)
do not decrease the cost of production
of mineral units, or (Iii) do not represent
an amount expended in restoring prop-
erty or in making good the exhaustion
thereof for which an allowance is or has
been made, shall be deducted as ordinary
and necessary -business expenses.

(b) Special rules. Sections 23 (cc)
and 23 (if) contain special provisions for
treatment of expenditures for certain
e x p 1 o r a t i o n-and development costs
(other than for acquisition or improve-
ment of depreciable property) with re-
spect to ores and minerals other than
oil or gas. See §§ 39.23 (cc)-l- and
39.23 (f)-1.

§39.23 (m)-16 Charges to capital
and to expense in case of oil and gas
wells. (a) Items chargeable to capital
or to expense at taxpayer's option:

(1) Option with respect to intangible
drilling and development costs incurred
by an operator (one who holds a work-
ing or operating interest in any tract or
parcel of land either as a fee owner or
under a lease or any other form of con-
tract granting working or operating
rights) in the development of oil and gas
properties: All expenditures made by an
operator for wages, fuel, repairs, hauling,
supplies. etc., incident to and necessary
for the drilling of wells and the prepara-
tion of wells for the production of oil
or gas, may at the option of the oper-
ator, be deducted from gross income as
an expense or charged to capital account.
Such expenditures have for convenience
been termed intangible drilling and de-
velopment costs. They include the cost
to operators of any drilling or develop-
ment work (excluding amounts payable
only out of production or the gross pro-
ceeds from production, and amounts
properly allocable to cost of depreciable
property) done for them by contractors

under any form of contract, including
turnkey contracts. Examples of items to
which this option applies are, all
amounts paid for labor, fuel, repairs,
hauling, and supplies, or any of them,
which are used (i) in the drilling, shoot-
ing, and cleaning of wells; (ii) in such
clearing of ground, draining, road mak-
ing, surveying, and geological works as
are necessary in preparation for the
drilling of wells; and (iii) in the con-
struction of such derricks, tanks, pipe-
lines, and other physical structures as
are necessary for the drilling of wells and
the preparation of wells for the produc-
tion of oil or gas. -In general, this option
applies only to expenditures for those
drilling and developing items which in
themselves do not have a salvage value.
For the purpose of this option, labor,
fuel, repairs, hauling; supplies, etc., are
not considered as having a salvage value,
even though used in connection with the
installation of physical property which
has a salvage value. Included in this
option are all costs of drilling and de-
velopment undertaken (directly or
through a contract) by an operator of an
oil and gas property whether incurred by
hun prior or subsequent to the formal
grant or assignment to him of operating
rights (a -leasehold interest, or other
form of operating-rights, or working in-
.terest) except-that in any case where
any drilling or development project is
undertaken for the grant or assignment
of a fraction of the operating rights, only
that part of the costs thereof which is
-attributable to such fractional interest is
within this option. In the excepted
.cases, costs.of the project undertaken,
-including depreciable equipment fur-
=nshed, to the extent allocable to frac-

.tions of the operating rights held by
others, must be capitalized as the de-
pletable capital, cost of the fractional
interest thus acquired.

(2) If deductions for depreciation or
depletion have either-on the books of
the.taxpayer or in his returns of net-m-
come been included in the past in ex-
-pense -or other accounts, rather than
specifically as depreciation or depletion,
or if capital expenditures have been
charged ,to expense in lieu of deprecia-
tion or depletion, a statement indicating
the extent to which this practice has
been carried should accompany the
return.

(b) Recovery of optional items, if
capitalized:

(1) Items returnable through deple-
tion: If the taxpayer charges such ex-
penditures as fall within the option to

.capital account, the amounts so capital-
ized and not deducted as a loss are re-
turnable through depletion insofar as
they are not represented by physical
property. For the purposes of this sec-
tion the expenditures for clearing
ground, dranng, road making, survey-
ing, geological work, excavation, grad-
ing, and the drilling, shooting, and
cleaning of wells, are considered not to
be represented by physical property, and
when charged to capital account are re-
turnable through depletion.

(2) Items returnable through depreci-
ation: If the taxpayer charges such ex-

penditures as fall within the option to
capital account, the amounts so capital-
ized and not deducted as a loss are re-
turnable through depreciation Insofar as
they are represented by physical prop-
erty. Such expenditures are amounts
paid for wages, fuel, repairs, hauling,
supplies, etc., used In the Installation of
casing and equipment and in the con-
struction on the property of derricks and
other physical structures.

(3)- In the case of capitalized in-
tangible drilling and development costs
incurred under a contract, such costs
shall-be allocated between the foregoing
classes of items for the purpose of doter-
mining the depletion and depreciation
allowances.

(4) Option with respect to cost of non-
productive wells: If the operator has
elected to capitalize Intangible drilling
and development costs, then an addi-
tional option Is accorded with respect to
intangible drilling and development costs
incurred in drilling a nonproductive well.
Such costs Incurred In drilling a nonpro-
ductive well may be deducted by the tax-
paper as, an ordinary loss provided a
proper election'is made in the return for
the first taxable year beginning after De-
cember 31, 1942, in which such a nonpro-
ductive well is completed. Such election
with respect to Intangible drilling and
development costs of nonproductive Wells
-is a new election, and, when made, shall
be binding for all subsequent years. Any
'taxpayer who incurs optional drilling
and development costs In drilling a non-
productive well must make a clear state-
ment of election under this option in the
return for the first taxable year begining
after December 31, 1942, in which such
nonproductive well is completed. The
absence of a clear Indication in such
return of an election to deduct as ordi-
nary losses intangible drilling and devel-
opment costs of nonproductive wells
shall be deemed to be an election to re-
cover such costs through depletion to the
extent that they are not represented by
physical property, and through depre-
ciation to the extent that they are repre-
sented by physical property.

(c) Nonoptional Items distinguished:
(1) Capital Items: The option with re-

spect to intangible drilling and develop-
ment costs does not apply to oxpendi-
tures by which the taxpayer acquires
tangible property ordinarily considered
as having a salvage value. Examples of
such Items are the costs of the actual
materials in those structures which are
constructed In the wells and on the prop-
erty and the cost of drilling tools, pipe,
casing, tubing, tanks, engines, boilers,
machines, etc. The option does not
apply to any expenditure for wages, fuel,
repairs, hauling, supplies, etc., in connec-
tion with equipment, facilities, or struc-
tures, not incident to or necessary for the
drilling of wells, such as structures for
storing or treating oil or gas. These are
capital items and are returnable through
depreciation.

(2) E x p e n s e items: Expenditures
which must be charged off as expense,
regardless of the option provided by this
section, are those for labor, fuel, repairs,
hauling, supplies, etc., In connection with

§,39.23 (m)-15
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the operation of the wells and of other
facilities on the property for the pro-
duction of oil or gas.

(d) Tns section does not grant a new
option or election. Any taxpayer who
made an election under paragraph (b)
of § 29.23 (m)-16 of Regulations 111
(26 CFR, 1949 ed., Supps.) is, by such
election, bound with respect to all op-
tional expenditures (whether made be-
fore January 1, 1952, or after December
31, 1951) in connection with oil and gas
properties. Any taxpayer who has never
made expenditures for the development
of oil and gas properties prior to his first
taxable 7ear beginning after December
31, 1951, must make an election with
respect to ifitangible drilling and devel-
opment costs in general in the return for
the first taxable year in which the tax-
payer makes such expenditures.

§ 39.23 (m)-17 Depreciation in case
of mines. (a) The Internal Revenue
Code provides that deductions for de-
premation of improvements on mining
property may be taken - "according to
the peculiar conditions m each case."
This is deemed to include exhaustion
and wear and tear of the property used
in nminng of deposits, including a rea-
sonable allowance for obsolescence.
(See § 39.23 (1)-1 to 39.23 (1)-10, mclu-
sive, as to deduction for depreciation and
,obsolescence generally. See particu-
larly § 39.23 ()-5 with regard to infor-
mation which must be furnished in sub-
stantiation of deductions claimed for
.depreciation and qbsolescence.)

(b) It shall be optional with the tax-
payer, subject to the approval of the
Commissioner, whether the cost or other
basis of the plant and equipment plus
allowable capital additions but minus
estimated salvage value shall be recov-
ered (1) at a rate established by current
exhaustion of mineral, or (2) by reason-
able charges for depreciation (see
§ 39.23 (1)-1) at a rate determined by
the physical life or the economic life
of such plant and equipment, or, (3) ac-
cording to the peculiar conditions of the
case, by a method satisfactory to the
Commisoner.

(c) The estimated physical life of a
plant or unit thereof (including build-
ings, machinery, apparatus, roads, ral-
roads, and other equipment and im-
provements whose principal use is in
connection with the mining or treatment
or other necessary handling of mineral
products) may be defined as the esti-
mated time such plant, or unit, 'when
given proper care and repair, can be con-
tinued in use despite physical deteriora-
tion, decay, and wear and tear.

(d) The estimated economic life of a
plant or unit thereof is the estimated
time during wnch the plant or unit may
be utilized effectively and economically
for its intended purposes and may be
limited by the life of the property or of
that portion of the mineral deposits
which it serves but can never exceed the
physical life.

(e) Any difference between the sal-
vage value of Plant and equipment and
the basis provided in section 113 (a)
adjusted as provided in section 113 (b)
remaining at the termination of mining
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operations shall be returned as.profit or
loss in the year in which it is realized.

(f Nothing in this section shall be
interpreted as meining (1) that the cost
or other basis of a mining plant and
equipment may be reduced by deprecia-
tion deductions to a sum below the value
of the salvage when the property shall
have become obsolete or shall have been
abandoned for the purpose of mining, or
(2) that proper deductions for depreci-
ation on account of obsolescence and de-
cay shall not be made during periods
when the mine is Idle or is producing at
a rate below its normal capacity. In
estimating the salvage value of the
equipment at the end of Its estimated
economic life due consldertion may be
given to its specialized character and the
cost of dismounting and dismantling and
transporting it to market.

(g) Nothing in §§ 39.23 (m)-1 to 39.23
(m)-19, inclusive, shall be interpreted to
permit expenditures charged to expense
in any taxable year or any part of the
value of land for purposes other than
mining to be recovered through depletion
or depreciation.

(h) Sections 23 (cc) and 23 (f) pro-
vide special rules for treatment of de-
preciatlon allowances with respect to the
exploration and development of a mine
or other natural deposit other than oil
or gas. See §§ 39.23 (cc)-1 and 39.23
(f)-1.

§ 39.23 (m)-18 Depreciation of fn-
provements in case of oil and gas wells.
Taxpayers operating oil or gas proper-
ties will, in addition to and apart from
the deduction allowable for depletion as
berembefore provided, be permitted to
deduct a reasonable allowance for de-
preciation of physical property, such as
machinery, tools, equipment, pipes, etc.,
so-far as not in conflict with the option
exercised by the taxpayer under § 39.23
(m)-16. The amount deductible on this
account shall be such an amount based
upon its cost or other basis equitably dis-
tributed over Its useful life as will bring
such property to Its true salvage value
when. no longer useful for the purpose
for which such property was acquired.
Accordingly, where It can be shown to
the satisfaction of the Commissioner
that the reasonable expectation of the
economic life of the oil or gas deposit
with which the property is connected is
shorter than the normal useful life of the
physical property, the amount annually
deductible for depreciation on such prop-
erty may be based upon the length of life
of the deposit. (See §§ 39.23 ()-1 to
39.23 ()-10, inclusive, as to deductions
'for depreciation and obsolescence gen-
erally. See particularly § 39.23 W1-5
with regard to information which must
be furnished in substantiation of deduc-
tions claimed for depreciation and ob-
solescence.)

§ 39.23 (n)-19 Depletion and iepre-
ciation of oil and gas wells in years be-
fore 1916. If upon examination It is
found that in respect of the entire drill-
mg cost of wells, including physical prop-
erty and incidental expenses, between
March 1, 1913, and December 31, 1915,
a taxpayer has been allowed a reasonable
deduction sufficient to provide for the
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elements of exhaustion, wear and tear,
and depletion, it will not be necessary to
reopen the returns for years prior to
1916 in order to show separately in these
years the portions of such deduct-on
reprmsenting depletion and depreciation,
respectively. Such separation will be
required to be made of the reserves for
depreciation at January 1, 1916, and
proper allocation between depreciation
and depletion must be maintained after
that date.

§ 39.23 (m)-20 Capital recoverable
thirouglh depletion allowance in case of
timber. In general, the capital remain-
ing n any year recoverable through de-
pletion allowances is the basi provided
by section 113 (a) adjusted as provided
by section 113 (b) For capitalization of
carrying charges, see § 39.113 (b) ()-1.
The apportionment of deductions be-
tween the several owners of economic
interests in timber properties wil be
made as specified in § 39.23 (m)-7 (f)
The cost of timber properties shall be
determined in accordance with the prm-
ciple3 indicated in § 39.23 (in)-6. For
method of determining fair market value
and quantity of timber, see §§ 39.23
(m)-25 to 39.23 (m)-27, inclusive. For
depletion purposes the cost of the timber
shall not include any part of the cost
of the land.

§ 39.23 (m)-21 Computation of al-
lowance for depletion of timber for gre,
year. (a) The allowance for depletion
of timber In any taxable year shall be
based upon the number of units of tim-
ber felled during the year and the deple-
tion unit of the timber in the timber
account or accounts pertaining to the
timber cut. The depletion unit of the
timber for a given timber account in a
given year shall be the quotient obtained
by dividing (1) -the basis provided by
section 113 (a) and adjusted as provided
by section 113 (b) of the timber on hand
at the beginning of the year plus the cost
of the number of units acquired during
the year plus proper additions to capital,
by (2) the total number of units of tim-
ber on hand in the given account at the
beginning of the year plus the number of
units acquired during the year plus (or
minus) the number of units required to
be added (or deducted) by way of cor-
recting the estimate of the number of
units remaining available in the ac-
count. The amount of the deduction
for depletion in any taxable year with
respect to a given timber account shall
be the product of the number of units of
timber cut from the given account dur-
ing the year multiplied by the depletion
unit of the timber for the given account
for the year. Those taxpayers who keep
their accounts on a monthly basis may.
at their option, keep their depletion ac-
counts on a monthly basis, in which case
the amount deductible on account of de-
pletion for a given month will be deter-
mined in the manner outlined above for
a given year. The total amount of the
deduction for depletion in any taxable
year shall be the sum of the amounts
deductible for the several timber ac-
counts. For description of timber ac-
counts, see §§39.23 ti)-27 and 39.23
(m)-28.

§ 39.23 (m]-21
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(b) Where a taxpayer elects to treat
the cutting of timber as a sale or ex-
change of such timber under the provi-
sions of section 117 (k) (1) the allow-
able depletion shall be the fair market
value of the timber cut during the tax-
able year. Such fair market value shall
be the fair market value of such timber
as of the first day of the taxable year
in which such timber is cut.

(c) The depletion of timber takes
place at the time the timber is felled.
Since, however, it is not ordinarily prac-
ticable to determine the quantity of tim-
ber immediately after felling, depletion,
for purposes of accounting will be treated
as taking place at the time when, in the
process of exploitation, the quantity of
timber felled is first definitely deter-
mined.

§ 39.23 (m) -22 Revaluation of tim-
ber not allowed. No revaluation of a tim-
ber property whose value as of any
specific date has been determined and
approved will be made or allowed during
the continuance of the ownership under
which the value was so determined and
approved, except in the case of misrepre-
sentation or fraud or gross error as to any,
facts known on the date as of which the
valuation was made. Revaluation on
account of misrepresentation or fraud or
such gross error will be made only with
the written appproval of the Commis-
sioner. The depletion unit should be
charged when a revision of the remain-
ing number of units of recoverable tim-
ber in the property has been made in
accordance with § 39.23 (m)-26.

§ 39.23 (m)-23 Depreciation of im-
provements in case of timber (a) The
cost or other basis of development not
represented by physical property having
an inventory value shall be recoverable
through depreciation. It shall be op-
tional with the taxpayer, subject to the
approval of the Commissioner:

(1) Whether the cost or other basis of
the property subject to depreciation
shall be recovered at a rate established
by current exhaustion of stumpage, or

(2) Whether the cost or other.basis
s h a 11 be recovered by appropriate
charges for depreciation calculated by
the usual rules for depreciation or ac-
cording to the peculiar conditions of the
taxpayer's case by a method satisfactory
to the Commissioner.

(b) In no case may charges for de-
preciation be based on a rate which will
extinguish the cost or other basis of the
property prior to the termination of its
useful life. Nothing in this section shall
be interpreted to mean that the value of
a timber plant and equipment may be
reduced by depreciation deductions to a
sum below the value of the salvage when
the plant and equipment shall have be-
'come obsolete or worn out or shall have
been abandoned, or that any part of the
value of cut-over land may be recover-
able through depreciation. (See §§ 39.23
(1)-1 to 39.23 (1)-0, inclusive, as to de-
ductions for depreciation and obsoles-
cence generally. See particularly § 39.23
(1)-5 with regard to information which
must be furnished in substantiation of

deductions claimed for depreciation and
obsolescence.)

§ 39.23 (m) -24 Information to be fur-
nished by taxpayer claiming depletion of
timber. To the income tax return of the
taxpayer claiming a deduction for de-
pletion or depreciation or both there
shall be attached a map and statement
(Form T-Timber) for the taxable year
covered by the income tax return. Form
T-Timber requires the following:

(a) Map showing timber and land
acquired, timber cut, and timber and
land sold;

(b) Description of, cost of, and terms
of purchase or lease of, timber and land
acquired;

(c) Proof of profit or loss from sale of
capital assets;

(d) Description of timber with respect
to which claim for loss, if any, is made;

(e) Record of timber cut;
Cf) Changes in each timber account

as the result of purchase, sale, cutting,
reestimate, or loss;

(g) Changes in, physical property ac-
counts as the xesult of additions to or
deductions from capital and deprecia-
tion; I

(h) Operation data with respect to
raw and finished material handled and
inventoried;

(i) Unit production costs; and
(j) Any other data which - will be

helpful in determining the reasonable-
ness of the depletion or depreciation de-
ductions claimed in the return.

§ 39.23 (m)-25 Determination of fair
market value of timber (a) If the fair
market value of the property at a speci-
fied date is the basis forldepletion and
depreciation deductions, such value shall
be determined, subject to approval or re-
vision by the Commissioner upon audit,
by the owner of the property in the light
of -the most reliable and accurate in-
formation available with reference to the
condition of the, property as it existed at
that date, regardless of all subsequent
changes, such as changes in surrounding
circumstances, in methods of exploita-
tion, in degree of utilization, etc. The
value sought will be the selling price, as-
suming a transfer between a willing
seller and a willing buyer, as of the par-
ticular date. Such factors as the fol-
lowing will be given due consideration:

(1) Character and quality of the
timber as determined by sppcies, age,
size, condition, etc.,

(2) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber in question
with reference to other timber;

(3) Accessibility of the timber (loca-
tion with reference to distance from a'
common carrier, the topography and
other features of the ground upon which
the timber stands and over which it must
be transported in process of exploita-
tion, the probable cost of exploitation,
and the climate and the state of indus-
trial development of the locality), and

(4) The freight rates by common car-
rier to important markets.

(b) The timber in each particular case
will be valued on its own merits and not
on the basis of general averages for re-

gions; however, the value placed upon
it, taking into consideration such factors
as those mentioned above, will be con-
sistent with that of the other timber in
the region. The Commissioner will give
due weight and consideration to any
and all facts and evidence having a bear-
ing on the market value, such as cost,
actual sales and transfers of similar
properties, the margin between the cost
of production and the price realized for,
timber products, market value of stock
or shares, royalties and reiqtals, value
fixed by the owner for the purpose of the
capital stock tax, valuation for local or
State taxation, partnership accountings,
records of litigation in which the value
of the property has been involved, the
amount at which the property may have
been inventoried or appraised in probate
or similar proceedings, disinterested ap-
praisals by approved methods, and other
factors. For depletion purposes the fair
market value at a specified date shall not
include any part of the value of the land.

(c) If, for the purpose of the equitable
apportionment of depletion among the
several owners of economic interests, the
value of any timber property must be
ascertained as of any specific date for
the determination of the basis for de-
pletion, the values of the several interests
therein may be determined separately,
but, when determined as of the same
date, shall together never exceed the
value at that date of the timber prop-
erty in fee simple.

§ 39.23 (m)-26 Determination of
quantity of timbir Each taxpayer
claiming or expecting to claim a deduc-
tion for depletion is required to estimate

'with respect to each separate timber
account the total units (feet board meas-
ure, log scale, cords, or other units) of
timber reasonably known, or on good
evidence believed, to have existed on the
ground on March 1, 1913, or on the date
of acquisition of the property, as the case
may be. This estimate shall state as
nearly as possible the number of units
which would have been found present by
a careful estimate made on the specified
date with the object of determining 100
percent of the quantity of timber which
the area would have produced on that
date if all of the merchantable timber
had been cut and utilized in accordance
with the standards of utilization prevail-
ing in that region at that time. If sub-
sequently during the ownership of the
taxpayer making the return, as the result
of the growth of the timber, of changes
in standards of utilization, of losses not
otherwise accounted for, of abandon-
ment of timber, or of operations or de-
velopment work, it is ascertained either
by the taxpayer or the Commissioner
that there remain on the ground, avail-
able for utilization, more or less units
of timber than remain in the timber ac-
count or accounts on the basis of the
original estimate, then the original esti-
mate (but not the basis for depletion)
shall be revised and the annual depletion
allowance with respeat to the property
for subsequent taxable years shall be
based upon the revised estimate,

§ 39.23 m)-22
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§ 39.23 (m)-27 Aggregating timber
and land for purposes of valuation and
-accounting. (a) Vith a view to logical
and reasonable valuation of timber, the
taxpayer shall include his timber in one
or more accounts. In general, each such
account qhall include all of the tax-
payer's timber which is located in one
"block," a block being an operation unit
'which includes all of the taxpayer's tim-
ber which would logically go to a single
given point of manufacture. In those
cases in which the point of manufacture
is at a considerable distance, or in which
the logs or other products will probably
be sold in a log or other market, the block
may be a logging unit which includes all
of the taxpayer's timber which would
logically be removed by a single logging
development. In exceptional cases, pro-
vided there are good and substantial rea-
sons, and subjeet-o approval or revision
by the Commissioner on audit, the tax-
payer may divide the timber in a given
block into two or more accounts, e. g.,
timber owned on February 28, 1913, and
that purchased subsequently may be kept
in senarate accounts, or timber owned
on February 28, 1913; and the timber pur-
chased since that date in several distinct
transactions may be kept in several dis-
tinct accounts, or individual tree species
or groups of tree species may be carried
in distinct accounts, or special timber
products may be carned in distinct ac-
counts, or blocks may be divided into two
or more accounts based on the character
of the timber or its accessibility, or scat-
tered tracts may be included in separate
accounts. If such a division is made, a
proper portion of the total value or cost,
as the case may be, shall be allocated to
each account.

(b) The timber accounts mentioned
in paragraph (a) of this section shall
not include any part of the value or cost,
as the case may be, of the land. In a
manner Similar to that prescribed in par-
agraph (a) of this section, the land in a
given "block" may be earned in a single
land account or may be divided into two
or more accounts on the basis of its
character or accessibility. When such a
division is made, a proper portion of the
total value or cost, as the case may be,
shall be allocated to each account.

(c) The total value or total cost, as the
case may be, of land and timber shall be

-equitably allocated to the timber and
land accounts, respectively.

(d) Each of the several land and tim-
ber accounts carried on the books of the
taxpayer shall be definitely described as
to their location on the ground either by
maps or by legal descriptions.

(e) For.good and substantial reasons
satisfactory to the Commissoner, or as
required by the Commissioner, the tim-
ber or the land accounts may be read-
justed by dividing individual accounts,
by combining two or more accounts, or by
dividing and recombining accounts.

§ 39.23 (m)-28 Timber depletion and
depreczation accounts on books. (a) Ev-
ery taxpayer claiming or expecting to
claim a deduction for depletion or depre-
ciation of timber property (including
plants, improvements, and equipment
used in connection therewith) shall keep
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accurate ledger accounts in which shall
be recorded the cost or other basis pro-
vided by section 113 (a) as the case may
be, of the property, and the plants, im-
provements, and equipment, together
with subsequent allowable capital addi-
tions to each account and all of the other
adjustments provided by section 113 (b)
and §§ 39.113 (a) (14)-1 and 39.113 (b)
(1)-1 to 39.113 (b) 4)-1, inclusive.

(b) In such accounts there shall be set
up separately the quantity of timber, the
quantity of land, and the quantity of
other resources, if any, and a proper part
of the total cost or value shall be allo-
cated to each. (See § 39.23 (m)-27.)
These accounts shall be credited with
the amount of the depreciation and de-
13letlon deductions, computed in accord-
ance with § 39.23 (m)-20 each year, or
the amount of the depreciation and de-
pletion shall be credited to depreciation
and depletiot reserve accounts, to the
end that when the sum of the credits
for depreciation and depletion equals
the cost or other basis of the property,
plus subsequent allowable capital -addi-
tions, no further deduction for deprecia-
tion and depletion will be allowed.

§ 39.23 (n)-(o) Statutory provisions;
deductions from gross income; cross
reference; charitable and other contri-
butions.

SEc. 23. Deductions from gross income. In
computing net income there shall be allowed
as deductions: 0 0 0

(n) Basis for depreefation and depletion.
The basis upon vhich depletion, exhaustion,
wTear and tear, and obsolescence are to be
allowed in respect of any property shall be
as provided in section 114.

(o) Charitable and other contributions.
In the case of an Individual, contributions
or gifts payment of which Is mado vithln
the taxable year to or for the ue of:

(1) The United States, any State, Terri-
tory, or any political subdivision thereof or
the District of Columbia, or any po=.slon of
the United States, for exclusively public
purposes;

(2) A corporation, trust or community
chest, fund, or foundation, created or or-
ganized in the United States or n any pos-
session -thereof or under the law of the
United States or of any State or Territory or
of any possession of the United States, organ-
ized and operated exclusively for religious.
charitable, sclentific, literary, or educational
purposes, or for the prevention of cruelty to
children or animals, no part of the net earn-
ings of vhlch Inures to the beneflt of any
private shareholder or Individual, and no
substantial part of the activities of wvhich IS
carrying on propaganda, or otherwio at-
tempting, to Influence legislation. For dL-
allowance of certain charitable, etc.. deduc-
tions otherwise allowable under this para-
graph, see sections 3813 and 162 (g) '(2):

(3) The special fund for vocational reha-
bilitation authorized by section 12 of the
World War Veterans' Act, 1924, 43 Stat. o11
(U. S. C., Title 38. sec. 440);

(4) Posts or organizations of war veterans,
or auxiliary units or rocietles of any such
posts or organizations, if cuch posts, organ-
izations, units, or societie3 are organized in
the United States or any of Its pozslons,
and If no part of their net earnings Inures to
the benefit of any private shr eholder or
individual;

(5) A domestic fraternal coclety, order, or
association, operating under the lodge rys-
tern, but only if such contributions or gSits
arc to be used ekclusively for religious, char-
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liable. sclentfic, literary, or educational pur-
p-e, or for the prevention of cruelty to
children or animals; or

(6) The United Nations, * * I[ t ap-
plicablo.]

to an amount Which n all the above cases
combined doe3 not exceed 20 per centum of
the taxpayer'a adjusted gross income. Sucha
contributions or gifts shall be anlvable a3
deductions only if verifled under rulea and
regulations prescrlbed by the Commissioner,
with the approva of the Secretary.

For unlimited deductions If contributfion
and gifts exceed 90 pr centum, of the net
income, see cection, 120.

ISMc. 23 (0) as amended by sec. 221 a),
Rov. Act 1939; rec. 127 (c). Re. Act 1942;
Vec. 8 (b). Individual Income Tax Act 1944;
sc. 1. Pub. Lav 7 (80th Cong.); sec. 332 (a)
Rev. Act 1950; cec. 4 (a), Pub. ,aw 4e5 (82d
Cong.) ]

Szc. 11. Denial of Ta" Deductions and E-:
eruptRons [Internal Security Act of 19501.
(a) Notwlthstanding any other provision of
law no deduction for Eeder4 income-tax
purPses Shall b3 allowed in the case of a.
contribution to or for the use of any organ-
iz tion if at the time of the making of such
contribution (1) such organization is regis-
tered under section 7. or (2) there is in effect
n final order of the Bcard [the Subverive
Activities Control Board] requiring such or-
ganLzation to regLster under section 7. * * *

§ 39.23 (o)-1 Contributions or gifts
by individuals. (a) A deduction Is al-
lowable under section 23 (0) only with
respect to contributions or gifts which
are actually paid during the taxable year,
regardless of when pledged and regard-
less of the method of accounting em-
ployed by the taxpayer in keeping his
books and records. A contribution or
gift to an organization described In sec-
tion 23 (0) Is deductible even though
some portion of the funds of such or-
ganization s or may be used in foreign
countries for charitable and educational
purpozes. This section does not apply
to contributions or gifts by estates and
trusts (see section 162) For disallow-
ance of certain charitable deductions
otherwise allowable under section 23 (0)
(2) see sections 3813 and 162 (g) (2)
and the regulations promulgated pur-
suant thereto.

(b) A contribution or gift to the
United States, any State, Territory, or
any political subdivision thereof, or the
District of Columbia, or any 1osession
of the United States, exclusively for
public purpozes, Is deductible.

(c) No deduction s allowed in com-
puting the net income of a common trust
fund or a partnership for contributions
or gifts made to organizations described
In section 23 (o). See sections 169 and
183. However, a partner's proportionate
share of contributions or gifts actually
paid by a partnership during its taxable
year to such organizations may be al-
lowed as a deduction in his individual
personal return for his taxable year witb
or within which the taxable year of the
partnership ends, to an amount which,
when added to the amount of contribu-
tions made by the partner individually
and claimed as a deduction, is not in ex-
cess of 20 percent of his adjusted gross
income. In the case of a nonresdent
allen individual or a citizen of the United
States entitled to the benefits of section
251, see sections 213 (c) 220, and 251.

§ 39.23 (ol-I
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For contributions or gifts by corpora-
tions, see § 39.23 (q)-1.

(d) In the case of husband and wife
making a joint return, the deduction
for contributions or gifts is the aggre-
gate of such contributions or gifts made
by the spouses, and is limited to 20 per-
cent of the aggregate adjusted gross in-
come of the spouses.

(e) A donation made by an individual
to an organization other than one re-
ferred to in section 23 (o) which bears a
direct relationship to his business and is
made with a reasonable expectation of a
financial return commensurate with the
amount of the donation may constitute
an allowable deduction as business ex-
pense.

(f) Sums of money expended- for
lobbying purposes, the promotion or de-
feat of legislation, the exploitation of
propaganda, including advertising other
than tradq advertising, and contribu-
tions for campaign expenses, are not de-
ductible from gross income.

(g) If the contribution or gift is other
than money the basis for calculation of
the amount thereof shall be the fair
market value of the property at the time
of the contribution or gift.

(h) In connecion with claims for de-
duction under section 23 (o) there shall
be stated in returns of income the name
and address of each organization to
which a contribution or gift was made
and the amount and -the approximate
date of the actual payment of the con-
tribution or gift in each case. Claims
for deductions under section 23 (o) must
be substantiated, *hen required by the
Commissioner, by a statement from the
organization to which the contribution
or gift was made showing whether the
organization is a domestic organization,
the name and address of the contributor
or donor, the amount of the contribu-
tion or gift and the date of the actual
payment thereof, and by such other in-
formation as the- Commissioner may
deem necessary.

() For unlimited deduction if con-
tributions or gifts and taxes in the tax-
able year and in each of the 10 preceding
taxable years exceed 90 percent of the
taxpayer's net income, see section 120.

§ 39.23 (p) Statutory promsions; de-
ductions from gross tncome; contribu-
tions of an employer to an employees,
trust or annuity plan and compensation
under a deferred-payment plan.

SEC. 23. Deductions from gross income. In
computing net income there shall be al-
lowed as deductions: * * *

(p) Contributions of an Employer to an
Empt'yees' Trust or Annuity Plan and Com-
pensation Under a Deferred-Payment Plan.
(1) General rule. If contributions are paid
by an employer to or under a stock bonus,
pension, profit-sharing, or annuity plan, or
if compensation is paid or accrued on ac-
count of any employee under a plan deferring
the receipt of such compensation, such con-
tributions or compensation shall not be de-
ductible under subsection (a) but shall be
deductible, If deductible under subsection
(a) without regard to this subsection, under
this subsection but only to the following
extent:

(A) In the taxable year when paid, If the
contributions are paid into a pension trust,
and if such taxable year ends within or with

§ 39.23 (p),

a taxable year of the trust for which the
-trust is exempt under section 165 (a), in an
amount determined as follows:

(1) An amount not in excess of 5 per
centum of thq compensation otherwise paid
or accrued during the taxable year to all the
employees under the trust, but such amount
may be reduced for future years if found by
the Commissioner upon periodical examina-
tions at not less than five-year intervals to
be more than the amount reasonably neces-
sary to provide the remaining unfunded cost
of past and current service credits of all
employees under the plan, plus

(iI) Any excess over the amount allowable
under clause (i) necessary to provide with
Tespect to all of the employees under the
trust the remaining unfunded cost of their
past and current service credits distributed
.as a level amount, or a level percentage of
compensation, over the remaining future
service of each such employee, as determined
under regulations prescribed by the Com-
missioner with the approval of the Secretary,
but if such remaining unfunded cost with
respect to any three individuals is more than
50 per centum of such remaining unfunded
cost, the amount of such unfunded cost
attributable to such individuals shall be
distributed over a period of at least 5 tax-
able years, or

(ill) In lieu of the amounts allowable
under (i) and (ii) above, an amount equal
to the normal cost of the plan, as determined
under regulations prescribed by the Commis-
sioner with the approval of the Secretary,
plus, if past service or other supplementary
pension or annuity credits are provided by
the plan, an amount not in excess of 10
per centum of the cost which would be re-
quired to completely fund or purchase such
pension-or annuity credits as of the date
when they are Included In the plan, as de-
termined under regulations prescribed by
the Commissioner with the approval of the
Secretary, except that in no case shall a
deduction be allowed for any amount (other
than the normal cost) paid in after such
pension or annuity credits are completely
funded or purchased.

(ev) Any amount paid in a taxable -year
In excess of the amount deductible in such
year under the foregoing limitations shall
be deductible in the succeeding taxable years
in order of time to the extent of the differ-
ence between the amount paid and deduct-
Ible in each such ,succeeding year and the
maximum amount deductible for such year
in accordance with the foregoing limitations.

(B) In the taxable year when paid, in an
amount determined In accordance with sub-
paragraph (A) of this paragraph, if the con-
tributions are paid toward the purchase of
retirement annuities and such purchase is
a part of a plan" which meets the require-
ments of section 165 (a), (3). (4), (5). and
(6), and if refunds of premiums, if any, are
applied within the current taxable year or
next succeeding taxable year towards the
purchase of such retirement annuities.

(C) In the taxable year when paid, if the
contributions are paid into a stock bonus
or profit-sharing trust, and if such taxable
year ends within or with a taxable year of
the trust with respect to which the trust
is exempt under section 165 (a), In an
amount not in excess of 15 per centum of
the compensation otherwise paid or accrued
during the taxable year to all employees un-
der the stock bonus or profit-sharing plan.
If In any taxable year beginning after De-
cember 31. 1941, there is paid into the trust,
or a similar trust then in effect, amounts less
than the amounts deductible under the pre-
ceding sentence, the excess, or if no amount
is paid, the amounts deductible, shall be
carried forward and be deductible when paid
in the succeeding taxable years in order of
time, but the amount so deductible under
this sentence in any such succeeding taxable

year shall not exceed 15 per contum of tile
compensation otherwise paid or accrued dur-

,ing such succeeding taxable year to the bene-
ficiaries under the plan. In addition, any
amount paid into the trust In a taxable year,
beginning after December 31, 1041, in excess
of the amount allowable with respect to
such year under the preceding provisions of
this subparagraph shall be deductible in the
succeeding taxable years in order of time,
.but the amounts so deductible under this
sentence in any one such succeeding taxable
year together with the amount allowable
under the first sentence of this subparagraph
shall not exceed 15 per contum of the com-
pensation otherwise paid or accrued during
such taxable year to the beneficiaries under
the plan. The term "stock bonus or profit-
sharing trust" as used in this subparagraph,
shall not include any trust designed to pro-
vide benefits upon retirement and covering a
period of years, if under the plan the
amounts to be contributed by the employer
can be determine. actuarially as provided in
subparagraph (A). If the contributions are
made to two or more stock bonus or profit-
sharing trusts, such trusts shall be consid-
ered a single trust for the purposes of apply-
ing the lim ations in this subparagraph.

(D) In the taxable year when paid, if the
plan Is not one included In paragraphs (A),
(B), or (C), if the employees' rights to or do-
rived from such employer's contribution or
such compensation are nonforfoltablo at the
time the contribution or compensation is
paid.
(E) For the purposes of subparagraphs

(A), (B), and (C), a taxpayer on the accrual
basis shall be deemed to have made a pay-
ment on the last day of the year of accrual
if the payment is on account of such taxable
year and is made within sixty days after the
close of the taxable year of accrual.

(F) If amounts are deductible under aub-
paragraphs (A) and (C), or (B) and (0), or
(A). (B), and (C), In connection with two
or more trusts, or one or more trusts and an
annuity plan, the total amount deductible in'
a taxable year under such trusts and plans
shall not exceed 25 per contum of the corn-
pensation otherwise paid or accrued during
the taxable year to the persons who are the
beneficiaries of the trusts onplang, In ad-
dition, any amount paid into such trust or
under such annuity plans In a taxable year
beginning after December 31, 1941, in excess
of the amount allowable with respect to sUoi
year under the preceding provisions of this
subparagraph shall be deductible in the suc-
ceeding taxable years in order of time, but
the amount so deductible under this sen-
tence in any one such succeeding taxable
year together with the amount allowable un-
der the first sentence of this subparagraph
shall not exceed 30 per centum of the com-
pensation otherwise paid or accrued during
such taxable years to the beneficiaries Under
the trusts or plans. This subparagraph
shall not have the effect of reducing tile
amount otherwise deductible under subpara-
graphs (A), (B), and (0), if no employee is
a beneficiary under more than one trust, Or
a trust and an annuity plan.

If there is no plan but a method of employer
contributions or compensation has the effect
of a stock bonus, pension, profit-sharing, or
annuity plan, or similar plan deferring the
receipt of compensation, this paragraph shall
apply as if there were such a plan,

(2) Deductions under prior income tax
acts. * * * [Not applicable,]

[Sec. 23 (p) as amended by see. 102 (b), Rev.
Act 1942; sec. 202, Pub. Law 201 (79th
Cong.) ]

§ 39.23 (p)-1 Contributions of an em-
ployer to an employees' trust or annuity
plan and compensation under a deferred
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pa jment plan; in general. (a) Section
23 (p) prescribes limitations upon deduc-
tions for amounts contributed by an em-
ployer under a pension, annuity, stock
bonus, or profit-sharing plan, or under
any plan of deferred compensation. It
is immaterial whether the plan covers
present employees only, or present and
former employees, or only former em-
ployees. As to inclusion of full-time life
insurance salesmen within the class of
persons considered to be employees, see
section 3797 (a) (20) Section 23 (p)
does not apply to a plan which does not
defer the receipt of compensation. Nor
does section 23 (p) apply to deductions
for contributions under a plan winch is
primarily a dismissal wage, or unemploy-
ment benefit-plan or a sickness, accident,
hospitalization, medical expense, recre-
ational, welfare, or similar benefit plan,
or a combination thereof. -Section 23 (p)
is, however, applicable to all contribu-
tions (including contributions to provide
incidental benefits such as life insurance
protection) under a stock bonus, pension,
profit-shanng, or annuity plan, whether
or not the employees' rights in such con-
tributions are nonforfeitable, but deduc-
tions under sectidn 23 (p) are subject to
conditions and limitations under section
23 (a) as well as those particularly pro-
vided in section 23 (p)

(b) In order to be deductible under
section 23 (p) contributions must be ex-
penses which would be deductible under
section 23 (a) if it were not for the pro-
vision in section 23 (p) (1) that they are
deductible, if at all, only under section
23 (p) Contributions may therefore be
deducted under section 23 (p) only to the
extent that they are ordinary and neces-
sary expenses during the taxable year in
carrying on trade or busmeSs and are
compensation for personal services actu-
ally rendered. In no case is -a deduc-
tion allowable under section 23 (p) for
the amount of any contribution for the
benefit of an employee in excess of the
amount winch, together with other de-
ductions allowed for compensation for
such employee's services, constitutes a
reasonable allowance for compensation
for the services actually rendered. What
constitutes a reasonable allowance de-
pends upon the facts in the particular
case. Among the elements to be con-
sidered in determining this are the per-
sonal services actually rendered in prior
years as well as the current year and all.
compensation and contributions paid to
or for such employee in prior years as
well as in the current year. Thus, a
contribution winch is in the nature of
additional compensation for services per-
formed in prior years may be deductible,
even if the total of such contributions
and other compensation for the current
year would be in excess of reasonable
compensation for services performed in.
the current year, provided that such total
plus all compensation and contributions
paid to or for such employee in prior
years represents a reasonable allowance
for all ervices rendered by the employee
by the end of the current year. A con-
tribution under a plan which is primarily
for the benefit of shareholders of the em-
ployer is not deductible. Sucha contn-
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bution may constitute a dividend within
the meaning of section 115 (a) See also
§§ 39.23 (a)-6 and 39.23 (a)-8. In ad-
dition to the limitations referred to
above, deductions under section 23 (p)
are also subject to further conditions and
limitations particularly provided therein.

(c) Section 23 (p) Is not confined to
formal stock bonus, pension, profit-
sharing, and annuity plans, or deferred
compensation plans, but It includes any
method of contributions or compensa-
tion having the effect of a stock bonus,
pension, profit-sharing, or annuity plan,
or similar plan deferring the receipt of
compensation. Thus, where a corpora-
tion pays pensions to such of its retired
employees and in such amounts as may
be determined from time to time by the
board of directors or responsible oM-
cers of the company, or where a corpo-
ration is under an obligation, whether
funded or unfunded, to pay a pension or
other deferred compensation to an em-
ployee, there is a method having the ef-
fect of a plan deferring the receipt of
compensation for which deductions are
governed by section 23 (p) If an em-
ployer on the accrual basis defers pay-
ing any compensation to an employee
until a later year or years under an ar-
rangement having the effect of a stock
bonus, pension, profit-sharing, or an-
nuity plan, or similar plan deferring the
receipt of compensation, he shall not be
allowed a deduction until the year In
which the compensation is paid. This
provision is not intended to cover the
case where an employer on the accrual
basis defers payment of compensation
after the year of accrual merely because
of inability to pay such compensation in
the year of accrual, as, for example,
where the funds of the company are not
sufficient to enable payment of the com-
pensation without jeopardizing the solv-
ency of the company, or where the
liability accrues in the earlier year, but
the amount payable cannot be exactly
determined until the later year.

(d) Deductions under section 23 (p)
are generally allowable only for the year
for which the contribution or compen-
sation s paid, regardless of the fact that
the taxpayer may make his return on
the accrual basis. Exceptions are made
in the case of overpayments as provided
in subparagraphs (A), (C) and (F) of
section 23 (p) (1) and, as provided by
section 23 (p) (1) (E) in the case of
payments made by a taxpayer on the
accrual basis within 60 days after the
close of the taxable year of accrual.
This latter provision s intended to per-
Xnit a taxpayer on the accrual basis
to deduct such accrued contribution or
compensation, provided payment Is actu-
ally made within 60 days after the close
of the tear of accrual.

§ 39.23 (p)-2 Information to be fur-
mshed by employer claiming deductions.
(a) If a deduction from gross income Is
claimed under section 23 (p) (1) (A),
(B) (C) or (M), the employer, except
as otherwise provided in paragraph Cb)
of this section, must flle the following
information for each plan involved to
establish that it meets the requirements
of section 165 (a) or 23 (p) (1) (B), and
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that the deductions claimed do not ex-
ceed the amount allowable under sub-
Paragraphs (A) (B) (C) and (F) of
section 23 (p) (1), as the case may be:

(1) Verified copies of all the mstru-
ments constituting or evidencing the
plan, including trust indentures, group
annuity contracts, specimen copy of each
type of individual contract, and speci-
men copy of formal announcement and
comprehensive detailed description to
employees, with all amendments to any
such instruments.

(2) A statement describing the plan
which Identifies It and which sets forth
the name or names of the employers, the
effective date of the plan and of any
amendments thereto, the method of dis-
tribution or of disbursing benefits
(whether by trustee, insurance company,
or otherwise) the dates when the in-
struments or amendments were executed,
the date of formal announcement and
the dates when comprehensive detailed
description of the plan and of each
amendment thereto were made available
to employees generally, the dates when
the plan and when the trust or the con-
tract evidencing the plan and of any
amendments thereto were put into effect
so that contributions thereunder were
irrevocable and a summary of the pro-
visions and rules relating to-

(i) Employee eligibility requirements
for participation in the plan,

(HI) Employee contributions,
(ill) Employer contributions,
(iv) The basis or formula for deter-

mining the amount of each type of bene-
fit and the requirements for obtamin-g
such benefits and the vesting conditions,

(v) The medium of funding (e. g.,
self-insured, unit purchase group an-
nuity contract, individual level annual
premium retirement endovment insur-
ance contracts, etc.) and, if -not wholly
insured, the.medium of contributions
and the kind of investments, and

(vi) The discontinuance or modifica-
tion of the plan and distributions or
benefit payments upon liquidation or
termination.

(3) A tabulation in columna form
showing the information specified below
with respect to each of the 25 hinhest,
paid employees covered by the plan m
the taxable year, listed in order of their
nondeferred compensation (where there
are several plans of deferred compensa-
tion, the information for each of the
plans may be shown on a single tabula-
tion without repetition of the informa-
tion common to the several plans)

(i) Name.
li) Whether an officer.
(iii) Percentage of each class of stock

owned directly or indirectly by the em-
ployee or members of his family.

(iv) 'Whether the principal duties con-
sist In supervising the work of other
employees.

(v) Year of birth.
(vi) Zength of service for employer to

the close of the year.
(vii) Total nondeferred compensation

paid or accrued during the taxable year
with a breakdown of such compensation
into the following components:

(a) Basic compensation and overtime
pay,

§ 39.23 (p)-2
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(b) Other direct payments, such as
bonuses and commissions,

(c) Compensation paid other than in
cash, such as goods, services, insur-
ance not directly related to the benefits
or provided from funds under the plan,
etc.

(viii) Amount allocated during the
year for the benefit of the employee or
his beneficiary (including any insurance
provided thereby or directly related
thereto) less the employee's contribu-
tions during the year, under each other
plan of deferred compensation.

(ix) Amount allocated during the year
for the benefit of the employee or his
beneficiary (including any insurance
provided thereby or directly related
thereto) less the employee's contribu-
tions during the year, under the plan.
If a profit-sharing or stock bonus plan,
also a breakdown of such amounts into
the following components:

(a) Amounts originally allocated in
the year, and

(b) Amounts reallocated in the year.
(x) Amounts of employee contribu-

tions during the year under the plan.
(xi) If a pension or annuity plan,
(a) the retirement age and date and

the form of the retirement benefit,
(b) the- annual rate or amount of the

retirement- benefit, and-
(c) the aggregate of all of the em-

ployee's contributions under -the plan,

all based, in the case .of an employee-
who is not on retirement benefit under
the plan, upon the assumption of his con-
tinued employment at his current rate
of compensation until his normal retire-
ment age (or the end of the current year
if later) and retirement on such date
with the normal form of retirement bene-,
fit under the plan.

(4) The following' totals:
(i) Total nondeferred compensation

paid or accrued during.the taxable year-
for all employees covered -under the
plan and also for all employees of ,the
employer.

(ii) Total amount allocated during
the year for the benefit of employees,
former or retired employees, or their
beneficiaries (including any insurance
provided thereby or directly related
thereto) less employee contributions
during the year under the plan and, if
a profit-sharing or stock bonus plan,
also a breakdown of such total into the
following components:

(a) Amount originally allocated in the
year, and

(b) Amount ieallocated in the year.
(5) A schedule showing the total

number of employees as of the close of
the year for each of the following groups,
based on reasonable estimates:

(i) AlU employees ineligible for cover-
age under the plan because of require-
ments as to employment classification,
specifying the reasons applicable to the
group (as, for example, temporary,
seasonal, part time, hourly pay basis,
etc.)

(ii) All employees ineligible-for cover-
age under the plan because of require-
ments as to length of service and not
included in subdivision (i) of this sub-
paragraph.

(iii) All employees ineligible for cover-
age under the plan because of require-
ments as to minimum age and not in-
cluded in subdivision (i) or (ii) of this
subparagraph.

(iv) All employees ineligible for cover-
age under the plan solely because of
requirements as to minimum rate of
compensation.

(v) All employees ineligible for cover-
age under the plan other than those
employees included in subdivision (i)
(ii) (iii) or (iv) of this subparagraph,
specifying the reasons applicable to the
group.

(vi) All employees ineligible for cover-
age under the plan for any reasons,
which should be the sum of subdivi-
sions (I) to (v) inclusive, of this sub-
paragraph.

(vii) All employees eligible for cover-
age but not covered under the plan.

(viii) All employees covered under the
plan.

(ix) All employees of the employer,
which should be the sum of subdivisions
(vi) (vii) and (viii) of this subpara-
graph.

If it is claimed that the requirements of
section 165 (a) (3) (A) are satisfied,
also the data and computations neces-
sary to show that such requirements are
satisfied.

(6) 'In the case of a trust, a detailed
balance sheet and a detailed statement
of receipts and disbursements during the
year* in the case of a nontristeed an-
nuity.plan, a detailed statement of the
names of the insurers, the contributions
paid by the employer and by the em-
ployees,, and a statement as to the
amounts and kinds of prenum refunds
or similar credits made available and the
disposition ,of such credits in the year.

(7), If a" pension or annuity-plan, a de-
tailed description of all the methods,
factors, and assumptions used in-deter-
mining costs and in adjusting the costs
for actual experience under the plan
(including any loadings, contingency re-
serves, or special factors and the basis of
any insured costs or liabilities involved
therein) explaining theirsource and ap-
plication in sufficient detail to permit
,ready analysis and verification thereof,
and, in the case of a trust, a detailed de-
scription of the basis used in valuing the
investments held. Also a summary of
the resulting costs or liabilities and ad-
justments for the year under the pension
,or annuity plan in sufficient detail to
permit ready verification of the reason-
ableness thereof.

(8) A statement of the applicable lim-
itations under section 23 (p) (1) (A)
(B) (C) or (F) ,and an explanation of
the -method of -determining such limita-
tions and a summary of the data and
computations necessary to determine the
allowable deductions for the taxable
year.

(9) A statement of the contributions
paid in the taxable year, showing the
date and amount of each payment.
Also a summary of the deductions
claimed for the taxable year for the
plan with a breakdown of the deduc-
tions claimed into the following compo-
nents:_

(i) Under section 23 (p) (1) for con-
tributions paid In the taxable year before
giving effect to the provisions of sub-
paragraph (F) thereof.

(ii) Under section 23 (p) (1) for con-
tributions paid In prior taxable years
beginning after December 31, 1941, In
accordance with the carry-over provi-
sions of subparagraphs (A) and (C)
thereof before giving effect to the provl-
sions of subparagraph (F) thereof.

(iii) Any reductions or Increases in
the deductions in accordance with the
provisions of subparagraph (F) thereof.

(iv) Under section 23 (p) (2) for con-
tributions paid to a pension trust in a
taxable year beginning before January
1, 1942.

(b) If there is any change in the plan,
instruments, methods, factors, or as-
sumptions upon which the data and In-
formation specified In subparagraph (1),
(2) or (7) of paragraph (a) are based,
a detailed statement explaining the
change and Its effect must be filed with
the information otherwise required for
the taxable year in which the change is
put Into effect and, insofar as there is no
such change, after the data and infor-
mation specified In those subparagraph
has been filed in connection with a tax
return, unless otherwise requested by the
Commissioner, a statement that thoro
Is no -such change may be filed In liou
of repeated filing of the Information.
After the information specified in sub-
paragraph (3) of paragraph (a) has been
filed for two consecutive years, unless
otherwise requested by the Commis-
sioner, so long as the plan and the
method and basis of allocations are not
changed, the tabulation need show such
information only with respect to em-
ployees who, at any time in the taxable
year, own, directly or Indirectly, moro
,than 5 percent of the voting stock, con.
sidering stock so owned by an indlvid-
ual's spouse or minor lineal descendant
as owned by the Individual for this pur-
pose.

(c) If a deduction is claimed under
section 23 (p) (1) (D) for the taxable
year, the taxpayer shall furnish such
information as is necessary to show that
the deduction is not allowable under the
other subparagraphs of section 23 (p)
(1) that the amount paid is an ordinary
and necessary expense, and that the em-
ployees' rights to, or derived from, such
employer's contribution or such com-
pensation were nonforfeitable at the
time the contribution or compensation
was paid.

(d) For the purpose of the above in-
formation, contributions paid in a tax-
able year should Include those deemed
to be so paid In accordance with the pro-
visions of section 23 (p) (1) () and ex-
clude those deemed to be paid In the
prior taxable year in accordance with
such provisions. As used In this section,
"taxable year" refers to the taxable year
of the employer and, unless otherwise
requested by the Commissioner, a "year"
which Is not specified as a "taxable year"
may be taken as the taxable year of the
employer or as the plan, trust, valuation,
or group contract year beginning In the
taxable year of the employer provided

§ 39.23 (p)-2
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the same rule is followed consistently so
that there is no gap or overlap in the
information furnished for each item.
In any case the date or period to which
each item of information furnished re-
lates should be clearly shown. All the
information required by this section
should be filed with the tax return for
the taxable year in which the deduction
is claimed except that, unless sooner re-
quested by the Commissioner, such
information, other than that specified in
subparagraphs (4) (i) and (9) of para-
graph (a) may be filed within 12
months after the close of the taxable
year provided there i filed with the tax
return a statement that the information
cannot reasonably be filed therewith,
setting forth the reasons therefor.

(e) In any case all the informaiton
and data required by this section must
be filed in the office of the district direc-
tor of internal revenue in which the em-
ployer files bis tax returns and identified
for association with the appropriate re-
turns and nmust be filed mdependently of
any information and data otherwise sub-
mitted in connection with a determina-
tion of the qualification of the trust or
plan under section 165 (a). The Com-
missioner may, in addition, require any
further information thatj he considers

-necessary to determine allowable deduc-
tions under section 23 (p) or qualifica-
tion under section 165 (a) and may
waive the filing of such information xe-
quired herein which he-finds unneces-
sary in a particular case.

(f) Records substantiating all data
and information required by this see-
-tion to be filed must be kept at all times
available for inspection by internal reve-
nue officers at the main office or place of
business of the employer.

§ 39.23 (p)-3 Effect of section 162 (d)
of t7e Revenue Act of 1942 upon deduc-
tions for contributions paid before Sep-
tember 1, 1942, and carrzed over to
succeeding years. The amount of de-
ductions allowable under the carry-over
provisions of section 23 (p) (1) (A) (Uv)
(see § 39.23 (p)-8) the third sen-
tence of section 23 (p) (1) (C) (see
§ 39.23 (p)-10) or the second sentence
of section 23 (p) (1) (F) (see § 39.23
(p)-12) for -ontributions paid in a tax-
able year beginning after December 31,
1941, depends in part upon the deduc-
tions allowable under section 23 (p) (1)
(A) (3) (C) or (F) for the year in
which the contributions were paid. In
certain cases where the contributions
were paid before September 1, 1942, de-
ductions for the taxable year beginning
in 1942 were subject to a special provision
for alternative limitations in section 162
(d) (1) (C) of the Revenue Act of 1942
(see § 29.23 (p)-3 of Regulations 111
(26 CFR, 1949 ed., Supps.)).

§ 39.23-(p),-4 Contributions of an em-
ploVer to or under an employees, penston
trust or annuity plan that meets the re-
quzrements of section 165 (a) applica-
tion of section 23 (p) (1) (A) (a) If
contributions are paid by an employer to
or under a pension trust or annuity plan
for employees and the general conditions
and limitations applicable to deductions
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for such contributions are satisfied (see
§ 39.23 (p)-l) the contributions are de-
ductible under section 23 (p) (1) (A) or
(B) if the further conditions provided
therein are also satisfied. As used here,
a "pension trust!' means a trust forming
part of a pension plan and an "annuity
plan" means a pension plan under which
retirement benefits are provided under
annuity or insurance contracts without a
trust. For the meaning of "pension
plan" as used here, see § 39.165-1 (a)
Where disability, withdrawal, insurance,
or survivorship benefits incidental and
directly related to the retirement benefits
under a pension or annuity plan are pro-
vided-for the employees or their bene-
ficiaries by contributions under the plan,
deductions on account of such Incidental
benefits are also covered under section
23 (p) (1) (A) or (B). See § 39.165-6 as
to taxability to employees of cost of inci-
dental insurance protection. In order to
be deductible under section 23 (p) (1)
(A) contributions to a pension trust
must be paid In a taxable year of the
employer which ends with or within a,
year of the trust for which it Is exempt
under section 165 (a). In order that
contributions carried over may be de-
ducted In a succeeding taxable year of
the employer in accordance with section
23 (p) (1) (A) (iv), the succeeding year
also must end with or within a taxable
year of the trust for which it Is exempt
under section 165 (a) See § 39.23 (p)-9
as to conditions for deductions under
section 23 (p) (1) (B) in the cae of an
annuity plan. In either case. the deduc-
tions are also subject to further limita-
tions provided in section 23 (p) (1) (A)
The limitations provided in section 23
(p) (1) (A) with an exception provided
for certain years under clause (I) thereof
(see § 39.23 (p)-5) are based on the
actuarial costs of the plan and section
23 (p) (1) (A) requires that the costs
and the limitations based on costs under
that section shall be determined undgr
regulations prescribed by the Commis-
sioner with the approval of the Secre-
tary (or, in certain cases under sections
23 (p) (1) (A) (I) in accordance with a
finding of the Commissioner)

(b) In determining costs for the pur-
pose of limitations under section 23 (p)
(1) (A), the effects of expected mortality
and interest must be discounted and the
effects of expected withdrawals, changes
in compensation, retirements at various
ages, and other pertinent factors may be
discounted or otherwise reasonably rec-
ognized. A properly weighted retire-
ment age based on adequate analyses of
representative experience may be used
as an assumed retirement age. Differ-
ent basic assumptions or rates may be
used for different classes of rl~sk or dif-
ferent groups where justified by condL-
tions or required- by contract. In no
event shall costs for the purpoze of sec-
tion 23 (p) (1) (A) exceedl costs based on
assumptions and methods all of which
are reasonable in view of the provisions
and coverage of the plan, funding me-
dium, reasonable expectations as to the
effects of mortality and interest, reason-
able and adequate regard for other fac-
tors such as withdrawal and deferred
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retirement, whether or not discounted,
which can be expected to reduce costs
materially, reasonable expenses of opera-
tion, and all other relevant conditions
and circumstances. In any case, in de-
termining the costs and limitations, an
adjustment shall be made on account of
any experience more favorable than that
assumed in the basis of limitations for
prior years, and, unless such adjustments
are consistently made every year by re-
ducing the limitations otherwise deter-
mined by any decrease in liability or cost
arlsing from experience in the next pre-
ceding taxable year more favorable
than the assumed experience on which
the costs and limitations were based, the
adjustment shall be made by some other
method approved by the Commis_=oner.

(c) Any exps incurred by the em-
ployer In connection with the plan, such
as trustee's and actuary's fees, which are
not provided for by contributions under
It are deductible under section 23 (a) to
the extent that they are ordinary and
necessary.

(d) In case deductions are allowable
under section 23. (p) (1) (C) as well as
under section 23 (p) (1) (A) or (B) the
limitations under section 23 (p) (1) (A)
and (C) are determined and applied
without giving effect to the prov=,ions
of section 23 (p) (1) ( ) but the amounts
allowable as deductions are subject to
the further limitations provided in sec-
tion 23 (p) (1) (F) See § 39.23 (p)-12.

§39.23 (p)-5 Pension and annuity
plans; limitations under section 23 (p)
(1) (A) (i (a) Subject to the appli-
cable general conditions and limitations
(see § 39.23 (p)-4) the initial limitation
under section 23 (p) (1) (A) (I) is 5 per-
cent of the compensation otherwise paid
or accrued during the taxable year to all
employees under the pension or annuity
plan. This initial 5-percent limitation
applies to the first taxable year for which
a deduction is allowed for contributions
to or under such a plan and also applias
to any subsequent year for which the 5-
percentfigure is not reduced by the Com-
misoner as provided below. For years
to which the initial 5-percent limitation
applies, no adjustment on account of
prior exparience is required. If the con-
tributions do not exceed the initial 5-
percent limitation in the first taxable
year to which this limitation applies, the
taxpayer need not submit actuarial data
for such year.

(b) For the first taxable year follow-
Ing the first year to which the initial 5-
percent limitation applies, and for every
fifth year thereafter, or more frequently
where preferable to the taxpayer, the
taxpayer shall submit with his return a
certification by a qualified actuary, or by
the company underwriting a nontrustesd
annuity plan, of the amount reasonably
necessary to provide the remaining un-
funded cost of past and current sarvice
credits of all employees under the plan
with a statement explaining all the
methods, factors, and assumptions used
in determining such amount. This
amount may be determined as the sum
of (1) the unfunded past service cost as
of the beginning of the year, and (2) the
normal cost for the year, all determind

§ 39.23 (p)-5
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by methods, factors, and assumptions
appropriate as a basis of limitations un-
der section 23 (p) (1) (A) (ili) When-
ever requested by the Commissioner, a
similar certification and statement shall
be submitted for the year or years speci-
fied in such request. The Commissioner
will make periodical examinations of
such data at not less than 5-year inter-
vals and will reduce the limitation under
section 23 (p) (1) (A) (i) below the 5-
percent limitation for the years with
respect to which he finds that the 5-per-
cent limitation exceeds the amount
reasonably necessary to provide the re-
maining unfunded cost of past and cur-
rent service credits of all employees un-
der the plan. Where the limitation is
so reduced, the reduced limitation shall
apply until-the Commissioner finds that
a subsequent actuarial valuation shows a
change to be necessary. Such subse-
quent valuation may be made by the tax-
payer at any time and submitted to the
Commissioner with a request,, for a
change in the limitation.

(c) For the purpose of limitations un-
der section 23 (p) (1) (A) (i) "compen-
sation otherwise paid or accrued" means
all of the compensation paid or accrued
except that for which a deduction is al-
lowable under a plan that qualifies under
section 165 (a) including a plan that
qualifies under section 23 (p) (1) (B)
Where two or more pension or annuity
plans cover the same employee, under
section 23 (p) (1) (A) (i) the deductions
with respect to each such plan are Sub-
ject to the limitations applicable to-the
particular plan and the total deductions
for all such plans are also subject to the
limitations which would be applicable

-thereto if they constituted a single plan.
Where, because of the particular provi-
sions applicable to a large class of em-
ployees under a plan, the costs with re-
spect to such employees are nominal in
comparison with their compensation,
after the first year to which the initial
5-percent limitation applies, deductions
under section 23 (p) (1) (A) (i) are sub-
ject to limitations.determined by consid-
ering the plan applicable to such class as
if it were a separate plan. Deductions
are allowable to the extent of the appli-
cable limitations under section 23 (p) (1)
(A) (I) even where these are greater than
the applicable limitations under section
23 (p) (1) (A) -(it) or section 23 (p) (1)
(A) (ii)

§ 39.23 (p)-6 Pension and annuity
Plans; limitations under section 23 (p)
(1) (A) (ii) (a) Subject to the appli-
cable general conditions and limitations
(see § 39.23 (p)-4) under section 23 (p)
(1) (A) (it) deductions may be allowed
to the extent of limitations based on
costs determined by distributing the re-
maining unfunded cost of the past and
current service credits with respect to all
employees covered under the trust or
plan as a level amount or'level percent-
age of compensation over the remaining
service of each such employee except
that, as to any three individuals with re-
spect to whom more than 50 percent of
such remaining unfunded cost is attrib-
utable, the Temammg unfunded cost
attributable to such individuals shall be

RULES AND REGULATIONS

distributed over a perod of at least five
taxable years.

(b) The determination of costs as a
basis of deductions under section 23 (p)
(1) (A) (it) may be illustrated by a case
where it is estimated actuarially as of
the beginning of the plan on the basis
of appropriate assumptions and factors
that employer contributions of 4 per-
cent of compensation of each covered
employee during his remaining service
will be sufficient to provide the current
service credits of all employees under the
plan and -employer contributions of 3
percent of compensation of each covered
employee during his remaining service
will be sufficient to provide the paj.t serv-
ice credits of all employees under the
plan, so that the estimated cost for the
first year is 7 percent of compensation
of covered employees.

(c) The statutory limitation for any
taxable year under section 23 (p) (1)
(A) (ii) is, any excess of the amount
necessary for the year on the basis of
the costs over the amount allowable as a
deduction under section 23 (p) (1) (A)
(i) all determined, under regulations
prescribed by the Commissioner with the
approval of the Secretary.

(d) For this purpose, such excess, ad-
justed-for prior experience, may be com-
puted for each year as follows, all
determinations being-made as of the be-
ginning of the. year:

(1) Determine the value of all bene-
fits'expected to be paid after the begin-
ning of the year for all employees, any
former employees,, and any other bene-
ficiarfes, then covered under the plan.

(2) If employees contribute under the
plan, determine the-value of all contri-
butions expected to be made after the
beginning of the year by employees then
covered under the plan.

(3) Determine the value of all funds
of the plan as of the beginning of the
year.

(4) Determine the amount remaining
to be distributed as a level amount or as
a level percentage of compensation over
the remaining future service of each em-
ployee by subtracting from subparagraph
(1) of this paragraph the sum of sub-
paragraphs (2) and (3) of this para-
graph.

(5) Determine the value of all com-
pensation expected to be paid -after the
beginning of the year to all employees
then covered under the plan.

(6) Determine an accrual rate for each
employee by dividing subparagraph (5)
of this paragraph into subparagraph (4)
'of this paragraph.

(7) Compute the excess under section
23 (p) (1) (A) (ii) for the year by multi-
plying the compensation paid to all
employees covered under the plan during
the year by any excess of subparagraph
(6) of- this paragraph over 5 percent.
In general, where this method is used,
the limitation under section 23 (p) (1)
(A) (ii) will be equal to the excess so
computed without further adjustment
on account of prior favorable exper-
ence, provided all the factors and as-
sumptions used are reasonable In view
of all applicable considerations (see
§ 39.23 (p)-4) and provided subpara-

graph (5) of this paragraph Is not less
than five times the annual rate of com-
pensation in effect at the beginning of
the year.

(e) Instead of determining the excess
deductible under section 23 (p) (1) (A)
(ii) by the above method, such excess
may be based upon costs determined by
some other method which Is reasonable
and appropriate under the circum-
stances. Thus, such excess may be based
on the amounts necessary with respect
to each individual covered employee to
provide the remaining unfunded cost of
all his benefits under the plan distributed
as a level amount over the period re-
malimng until the normal commence-
ment of his retirement benefits, In
accordance with other generally accepted
actuarial methods which are reasonable
and appropriate In view of the provisions
of the plan and the funding medium, In
view of the relationship of section 23 (p)
(1) (A) (ii) to sections 23 (p) '(1) (A)
(I) and 23 (p) (1) (A) (lit) however, if
the excess Is determined by a method
other than that set forth In the preceding
paragraph, the total limitations under
sections 23 (p) (1) (A) (i) and section
23 (p) (1) (A) (it) combined must be
determined by a method approved by the
Commissioner, except where they do not
exceed the limitations under section 23
(p) (1) (A) (lii) adjusted for prior
favorable experience.

§ 39.23 (P)-7 Pension and annuity
plans; limitations under section 23 (p)
(1) (A) (iii) (a) Subject to the appli-
cable general conditions and limitations
(see § 39.23 (p)-4) under section 23 (p)
(1) (A) (ii) In lieu of amounts de-
ductible under the limitations of section
.23 (p) (1) (A) (I) and section 23 (p)
(1) (A) (i) deductions may be allowed
to the extent of limitations based on nor-
mal and past service or supplementary
costs of providing benefits under the
plan. "Normal cost" for any year Is the
amount actuarially determined which
would be required as a contribution by
the employer in such year to maintain
the plan if the plan had been In effect
from the beginning of service of each
then included employee and If such costs
for prior years had been paid and all
assumptions as to interest, mortality,
time of payment, etc,, had been fulfilled,
Past service or supplementary cost at any
time Is the amount actuarially doter-
mined which would be required at such
time to meet all the future benefits pro-
vided-under the plan which would not be
met by future normal costs and employee
contributions with respect to the em-
ployees covered under the plan at such
time.

(b) The limitations under section 23
(p) (1) (A) (li) for any taxable year Is
the sum of normal cost for the year plus
an amount not in excess of one-tenth of
the past service or supplementary cost
as of the date the past service or sup-
plementary credits are provided under
the plan, all determined under regula-
tions prescribed by the Commissioner
with the approval of the Secretary, For
this purpose the normal costs may be
determined by any generally accepted
actuarial method and may be expremsed
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either as (1) the aggregate of level
amounts with respect to each employee
covered under the plan, (2) a level per-
centage of payroll with respect to each
employee covered under the plan, or (3)
the aggregate of the single premium or
unit costs for the unit credits accruing
during the year with respect to each em-
ployee covered under the plan, provided,
in any case, that the method is reason-
able in view of the provisions and cover-
age of the plan, funding medium, and
other applicable considerations. The
limitation may include one-tenth of
the past service or supplementary cost as
of the date the provisions resulting in
such cost were put into effect, but is
subject to adjustments for prior favor-
able experience. See § 39.23 (p)-4. In
any case past service or supplementary
costs shall not be included in the limita-
tion for any year when the amount re-
quired to fully fund or purchase such
past service or supplementary credits
has been deducted and no deduction is
allowable for any amount (other than
the normal cost) winch is paid in after
such credits are fully funded or pur-
chased.

§ 39.23 (p)-8 Pension aud annuity
plans; contributions in excess of limita-
tions under-section 23 (p) (1) (A) ap-
plication of section 23 (p) (1) (A) (iv)
Where contributions paid, by an em-
ployer in a taxable year beginning after
December 31, 1941,.to or under a pension
or annuity plan exceed the limitations
applicable under section 23 (p) (1) (A)
but- otherwise satisfy the conditions for
deduction under section 23 (p) (1) (A) or
(3) then in accordance with section 23
(p) '(1) (A) (iv) the excess contribu-
tions are carried over and are deductible
in succeeding taxable years in order of
time to the extent of the difference be-
tween the amount paid and deductible
in each such succeeding year and the

'limitation applicable to such year under
sections 23 (p) (1) (A) (i) 23 (p) (1)
(A) (ii) or 23 (p) (1) (A) (iii) The
provisions of section 23 (p) (1) (A) (iv)
are to be applied before giving effect to
the provisions of-section 23 (p) (1) (F)
for any year. The carry-over provisions
of section 23 (p) (1) (A) (iv) before
effect has been given to section 23 (p)
(1) (F),may be illustrated by the follow-
ing example for a plan put into effect in
a taxable year ending December 31,1952:
Taxable year ending Dec. 31, 1952:

Amount of contributions paid In
year -------------.------ $100,000

Limitation applicable to year-- 60,00
Amount deductible for year_ 60,.000

Excess carried over to suc-
ceeding years ........... 40,000

Taxable year ending Dec. 31,1953:
Amount of contributions paid In

year ----------------------- 25,000
Carried over from previous years. 40, 00

Total deductible subject to
limitation ------------.. 65, 000

Limitation applicable to year... 50, 000
Amount deductible for year --- - 50, 000

Excess carried over to suc-
ceeding years -----..--- 15,000

Ta.able year ending Dec. 31, 1954:
Amount of contributions paid In

y
Car

AIm
.Am(
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ea --....-----------. -. -.- .- $10,000
red over from previous

eas---- ----- 15,000

Total deductible subject to
limitation ----------- 25.000

itation applicable to year-- 45,000
ount deductible for year--- 25. OO

Excezs carried over to suc-
ceeding years- - ___ Ilona

In the case of contributions paid before
September 1,1942, which are carried over
to taxable years beginning after Decem-
ber 31, 1951, the provisions of section 23
(p) (1) (A) (Iv) are applied after giving
effect to the special provision for alterna-
tive limitations in section 162 d) (1) (C)
of the Revenue Act of 1942 for the tax-
able year beginning in 1942 (see § 29.23
(p)-3 of Regulations 111 (26 CFR, 1949
ed., Supps.))

§39.23 (p)-9 Contributions of an
employer under an employees' annuity
plan whtch. meets the requirements of
section 165 (a) application of section
23 (p) (1) (B) (a) If contributions areo
paid by an employer under an annuity
plan for employees and the general con-
d~tlons and limitations applicable to de-
ductions for such contributions are satis-
fied (see § 39.23 (p) -1), the contributions
are deductible under section 23 (p) (1)
(B) if the further conditions provided
therein are satisfied. For the meaning
of "annuity plan" as used here, see § 39.23
(p)-4. In order that contributions by
the employer may be deducted under sec-
tion 23 (p) (1) (B) all of the following
conditions must be satisfied:

(1) The contributions must be paid
toward the purchase of retirement an-
nuities (or for disability, severance, in-
surance, or survivorship benefits inci-
dental and directly related to such an-
nuities) under an annuity plan for the
exclusive benefit of the employer's em-
ployees or their beneficiaries. See
§ 39.165-1 (a)

(2) The contributions must be paid
in a taxable year of the employer which
ends with or within a year of the plan
for which It meets the applicable re-
quirements with respect to discrimina-
tion set out in section 165 (a) (3) (4),
(5) and (6) In order that contribu-
tions carried over may be deducted In a
succeeding taxable year of the employer
in accordance with section 23 (p) (1)
(A) (iv), the succeeding year also must
end with or within a taxable year of the
plan for which it meets such require-
ments. See §§ 39.165-3 and 39.165-4.
These requirements are considered to be
satisfied for the period beginning with
the date on which an annuity plan was
put into effect and ending with the fif-
teenth day of the third month following
the close of the taxable year of the em-
ployer in which the plan was put into
effect, if all provisions of the plan which
are necessary to satisfy such require-
ments are in effect by the end of such
period and have been made effective for
all purposes with respect to the whole of
such period. See section 162 (d) (2) CB)
of the Revenue Act of 1942, as amended
by Public Law 511 (78th Cong.), approved
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December 20,1944, as set forth preceding
§ 39.165-1, and g 39.165-5.

(3) There must be a definite written
arrangement between thelemployer and
the insurer that refunds of premiums, if
any, shall be applied within the taxable
year of the employer in which received
or within the next succeeding taxable
year toward the purchase of retirement
annuities (or for disablllty, severance,
insurance, or survivorship benefits ina-
dental and directly related to such an-
nuities) under the plan. For the purpose
of this condition, "refunds of prenums"
means payments by the insurer on ac-
count of credits such as dividends, ex-
perience rating credits, or surrender or
cancellation credits. The arrangement
may be in the form of contract provisions
or written directions of the employer or
partly in one form and partly in another.
This condition will be considered satis-
fled where

(i) All credits are applied regularly,
as they are determined, toward the pre-
miums next due under the contracts
before any further employer contribu-
tions are so applied and

(i) Under the arrangement,
(a) No refund of premiums may be

made during continuance of the plan
unless applied as aforesaid and

(b) If refunds of premiums may be
made after discontinuance of the plan
on account of surrenders or cancellations
before all retirement annuities provided
under the plan with respect to service
before Its discontinuance have b en pur-
chased, such refunds will be applied n
the taxable year of the employer in which
received, or in the next succeeding tax-
able year, to purchase retirement annu-
ities for employees by a procedure winch
does not contravene the conditions of
section 165 (a) (4).

(b) Where the above conditions are
satisfied, the amounts of deductions
under section 23 (p) (1) (B) are gov-
erned by the limitations provided in sec-
tion 23 (p) (1) (A). See §§ 39.23 (p)-4
to 39,23 p)-8, Inclusive.

§ 39.23 p)-10 Contributions of an
employer to an employees' profit-sharng
or stock bonus trust that meets the re-
quirements of section 165 (a), applZica-
tion of section 23 (p) (1) (C) (a) If
contributions are paid by an employer to
a profit-sharing or stock bonus trust for
employees and the general conditions
and limitations applicable to deductions
for such contributions are satisfied (see
§ 39.23 (p)-1) the contributions are de-
ductible under section 23 (p) (1) (C) if
the further conditions provided therein
are also satisfied. In order to be deduct-
Ible under section 23 (p) (1) (C) the
contributions must be paid in a taxable
year of the employer which ends with or
within a taxable year of the trust for
which It Is exempt under section 165 (a)
and the trust must not be designed to
provide retirement benefits for which the
contributions can be determined actu-
arlally. In order that contributions car-
rled over may be deducted in a succeed-
ing taxable year of the employer m ac-
cordance with the third sentence of sec-
tion 23 (p) (1) (C) the succeeding year
also must end with or within a taxable

§ 39.23 (pl- 1 0
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year of the trust for which it is exempt
under section 165 (a)

(b) The amount of deductions under
section 23 (p) (1) (C) for any taxable
year is subject to limitations based on
the compensation otherwise paid or ac-
crued during such taxable year to the
employees who, in such year, are bene-
ficiaries of the trust funds accumulated
under the plan. For this purpose "com-
pensation otherwise paid or accrued"
means all of the compensation paid or
accrued except that for which a deduc-
tion is allowable under a plan that
qualifies under section 165 (a) includ-
ing a plan that qualifies under section
23 (p) (1) (B) The limitations under
section 23 (p) (1) (C) apply to the total
amount deductible for contributions to
the trust regardless of the manner in
which the funds of the trust are invested,
applied, or distributed, and no other de-
duction is allowable on account of any
benefits provided by contributions to the
trust or by the funds thereof. Where
contributions are paid to two or more
profit-sharing or stock bonus trusts sat-
,sfying the conditions for deduction
under section 23 (p) (1) (C) such trusts
are considered as a single trust in apply-
ing these limitations.

(c) The primary limitation on deduc-
tions for a taxable year is 15 percent of
the compensation otherwise paid or ac-
crued during such taxable year to the
employees who, in such year, are bene-
ficiaries of the trust funds accumulated
under the plan. So long as the contri-
butions do not in any year exceed the
primary limitation, this is the only limi-
tation under section 23 (p) (1) (C)
which has any effect.

(d) In order that the deductions may
average 15 percent of compensation
otherwise paid or accrued over a period
of years where contributions in some
taxable year beginning after December
31, 1941, are less than the primary lini-
tation but contributions m some suc-
ceeding taxable year exceed the primary
limitation, deductions in each succeed-
ing year are subject to a secondary
limitation instead of to the primary
limitation. The secondary limitation-
for any year is equal to the lesser of (lY
twice the primary limitation for the
year, or (2) any excess of (i) the aggre-
gate of the primary limitations for the
year and for all prior years beginning
after December 31, 1941, over Gi) the
aggregate of the deductions allowed or
allowable under the limitations provided
in section 23 (p) (1) (C) for all prior
Years beginning after December 31, 1941.

(e) In any case where the contribu-
tions in a taxable year beginning after
December 31, 1941, exceed the amount
allowable as a deduction for the year
under section 23 (p) (1) (C) the excess
is deductible in succeeding taxable years,
In order of time, in which the contribu-
tions are less than the primary limita-
tions, so that the total deduction for any
such succeeding year is equal to the pri-
mary limitation for such year but not
more than. the sum of the contributions
In such year and the excess contributions
not deducted under the limitations of

§ 39.23 (p)-I 1

section 23 (p) (1) (C) for prior years
beginning after December 31, 1941.

(f) In applying the provisions of
paragraphs (d) and (e) of this section
in the case of deductions for contribu-
tions paid before September 1, 1942, the
deductions allowed or allowable under
the limitations of section 23 (p) (1) (C)
for the taxable year beginning in 1942
and the excess contributions for the tax-
able year beginning in 1942 are com-
puted after giving effect to the provisions
of section 162 (d) (1) (C) of the Revenue
Act of 1942. See § 29.23 (p)-3 of Regu-
lations 111 (26 CFR, 1949 ed., Supps.)

§ 39.23 (p)-11 Contributions of an
employer under a plan that does notmeet
the requirements of section 165 (a)
application of section 23 (p) (1) (D)
Section 23 (p) (1) (D) covers all cases
for which deductions are allowable under
section 23 (p) (1) but not allowable
under subparagraphs (A) (B) (C) or
(F) of such section. No deduction is
allowable under section 23 (p) (1) (D)
for any contribution paid or accrued by
an employer under a stock bonus, pen-
sion, profit-sharing, or annuity plan, or
for any compensation paid or accrued on
account, of any employee under a plan
deferring the receipt of such compensa-
tion, except for the year when paid, and
then only to the extent allowable under
section 23 (p) (1) See § 39.23 (p)-l. If
payments are made under such a plan
and the amounts are not deductible
under the other subparagraphs of sec-
tion 23 (p) (1), they are deductible under
subparagraph (D) to the extent that the
rights of individual employees to, or
derived from, such employer's contribu-
tion or such compensation are nonfor-
feitable at the time the contribution or
compensation is paid. As to what con-
stitutes nonforfeitable rights of an em-
ployee, see § 39.165-7. If an amount is
accrued but not paid during the taxable
year, no deduction is allowable for such
amount for such year. If an amount is
paid during the taxable year but the
rights of the employee therein are for-
feitable at the time the amount is paid,
*no -deduction is allowable for such
amount for any taxable year.

(g) In case deductions are allowable
under section 23 (p) (1) (A) or (B), as
well as under section 23 (p) (1) (C), the
limitations under section 23 (p) (1) (A)
and (C) are determined and applied
without giving effect to the provisions
of section 23 (p) (1) (F), but the
amounts allowable as deductions arc sub-
ject to the further limitations provided
in sections 23 (p) (1) (F) See § 39,23
(p)-12.

(h) The provisions of section 23 (p)
(1) (C), before giving effect to section
23 (p) (1) (F), may be illustrated as
follows:

§ 39.23 P)-12 Contributions of an
employer where deductions are allowable
under section 23 (p) (1) (A) or (B) and
also under section 23 (p) (1) (C), appli.i
cation of section 23 (p) (1) (F) (a)
Where deductions are allowable under
section 23 (p) (1) (A) or (B) on account
of contributions under a pension or an-
nuity plan and deductions are also allow-
able under section 23 (p) (1) (C) for
the same taxable year, on account of
contributions to a profit-sharing or stock
bonus trust, the total deductions under
these sections are subject to the provi-
sions of section 23 (p) (1) (F) unless no
employee who is a beneficiary under the
trusts or plans for which deductions are
allowable under section 23 (p) (1) (A)
or (B) is also a beneficiary under the
trusts for which deductions are allowable
under section 23 (p) (1) (0) The pro-
visions of section 23 (p) (1) (F) apply
only to deductions for overlapping trusts
or plans, 1. e., for all trusts or plans for
which deductions are allowable under
section 23 (p) (1) (A) (B) or (C) ex-
cept (1) .any trust or plan for which
deductions are allowable under section
23 (p) (1) (A) or (B) and which does
not cover any employee who Is also cov-
ered under a trust for which deductions
are allowable under section 23 (p) (1)
(C) and (2) any trust for whioh deduc-
tions are allowable under section 23 (p)
(1) (C) and which does not cover any
employee who Is also covered under a
trust or plan for which deductions are
allowable under section 23 (p) (1) (A)
or (B) The.limitations under section

Illustration offprovisions ofsection 23 (p) (1) (C) for a plan put into effect in the taxable (calendar) year 1952, befoto
giving effect to section 23 (p) (1) (F) (all figures represent thousands of dollars)

Taxable (calendar) years

1052 1953 1054 1053 19 1051 1053

1. Amount of contributions:
(I) In taxable year ----------------------------------- 65 0 1 100 70 40 20(ii) Carried over from prior taxable years ------------------ 0 8 0 0 4 6 a

2. Primary limitation applicable to year:
15 percent of covered compensation in year I .------------ -67 U 61 48 46 42 10

3. Secondary limitation applicable to. year:
(i) Twiceprimary limitation --- ----------------------------------...... 0 0 084 ......
(ii) (a) Aggregate primary limitations (see item 2) ............----210 250 297 ......

(b) Aggregate prior deductions (see item 4 (iii)------------------------0 90 180 250 ......

(c) Excess of (a) over (b) -------------------------------------- ...... 120 69 42
(iii) Lesser of (I) or t1l) --------------------------------------. - ...... ....."g""4 ......

4. Amount deductible for year on account of:
(i) Contributions m year ----------------------------------- 57 10 1 0o Go 40 z0
(ii) Contributions carried over ---------------------------- 0 8 0 0 0 2 3
(iii) Total -------------------------------------------------- 67 18 15 00 G9 42 335. Excess contributions carried over to succeeding years ............. 8 0 0 4 5 3 0

I Compensation otherwise paid or accrued during the year' to the employees who are benlelclarles of trust funds
accumulated under the plan in the year.
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23 (p) (1) MF) for any taxable year are
based on the compensation otherwise
paid or accrued during the year to all
the employees who are beneficiaries un-
der the overlapping trusts or plans in
the year. For this purpose "compensa-
tion, otherwise paid or accrued" means
all of the compensation paid or accrued
except that for which a deduction is
allowable under a plan that qualified un-
der section 165 (a) including a plan
that qualifies under section 23 (p) (1)
03) The employees who are benefici-
aries under overlapping trusts or plans
in a year include all the employees who,
m the year, are beneficiaries of the funds
accumulated under one or more of the
overlapping trusts or plans.

(b) Under section 23 (p) (1) (F) any
excess of the total amount otherwise de-
ductible for the taxable year under sec-
tion 23 (p) (1) (A) (B) or (C) for over-
lapping trusts or plans over 25 percent
of- the compensation otherwise paid or
accrued during the year to all the em-
ployees who are beneficiaries under such
trusts or plans is not deductible for such
year but is deductible for succeeding tax-
able years, in order of time, so that the
total deduction for such trusts or plans

-for a succeeding taxable year is equal to
the lesser of

(1) 30 percent of the compensation
otherwise paid or accrued during the
taxable year to all the employees who are
beneficiaries under such trusts or plans
ifi the year, or

(2) The sum of (i) the smaller of (a)
25. percent -of the compensation .other-
wise paid or accrued during the taxable
year to all the employees who are bene-
ficiares under such trusts'or plans m
the year, or (b) the total of the amounts
otherwise deductible under section 23 (p)
(1) (A) (3) or (C) for the year for such
trusts or plans and (ii) any carry-over to
the year from prior years under section
23 (p) (1) (M) L e., any excess otherwise
deductible under section 23 (p) (1) (A),
(B), or (C) for a prior taxable -year be-
ginning after December 31, 1941,.but not
deducted for a prior taxable year be-
cause of the limitations under section
23 (p) (1) (F)

(c) The limitations under section 23
(p) (1) (F) are determined and ap-
plied after all the limitations, deductions
otherwise allowable, and carry-overs un-
der section 23 (p) (1) (A) (B) and (C)
have been determined and applied, and,
in particular, after effect has been given
to the carry-over provision in section 23
(p) (1) (A) (iv) and in the second and
third sentences of section 23 (p) (1) (C)
Where the limitations under section 23
(p) (1) (F) reduce the total amount de-
ductible, the excess deductible in suc-
ceeding years istreated as a carry-over
which is distinct from, and additional
to, any excess contributions carried over
and deductible m succeeding years under
the provisions in section 23 (p) (1) (A)
(iv) or in the third sentence of section 23
(p) (1) (C) The application of the
provisions of section 23 (p) (1) (F) and
the treatment of carry-overs for a case
where the taxable years are calendar
years and the overlapping trusts or plans
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consist of a pension trust and a profit- covering the same employees may be 11-
sharing trust put into effect in 1952 and lustrated as follows:

Illustrationof application of pro aons ofs'zc n23 (pj () (F) and of t ana etc y0rst rovcr~pprsp n
and profit-sharing trusts put Into cffc-t in 192 and covcring the rame cmp!ycca (I flurca epre ,ut th raands
of dollars)

Taxoabl~i (calmad years

V5z2 IC03 15M4 115

DEFOfl- GlVlNO XrSFCT To s5.1015 23 (p) (o) (n

Pension trust contributions and lmtatons, deduclton±% and carry-oves under rcctlo
23 (p) (1) (A):

I. Contributions paid In year ......
2. Contributions carried over from prioryea s-.....

3. Total deductible for year subject to Ilmlt at. ... . ......
4. Limitation applicable to y=--
5. Amount deductible for yer...

G. Contributions carried over to succeeding y "-...... ..............

Profit-sbharing trust contributions and limitations, deductions% and carry-overs tmLcr
section 23 (p) (1) (0):

7. Contributions paid In year ..............
8. Contributions carried over from prIr ye -.

9. Total deductible for year subject to lImitatio..
10. Limitation applicable to year.-.
IL Amount deductible for year...

12. Contributions carried over to Eucceeding year ..............

APPCAicION OF 8=1noN 23 (p) (i) Cot

Totals for pension and profit-sharing trust:
13. Amount deductible fo year undcr tgln 23 (p) (1) MF:

(I) 30 percent of compensation covere4 In year ......
(2) (I) (a) 25 percntofcompealinovcer.. la years...-__.......

(6) Total amount otherwise deductible [r year: Item 5 pln Item iL..

Cc) Smaller of (a) or (.),.
(H) Carry-over from prior years under s-ectIon 

2 (p) (I) (F)..

6t) Sam of ) i) and(Il-..
(3) Amount deducUbLa: Le=rGf (1) Or (2) (--)... ---.

14. Carry-over to succeeding years under _",ctin 23 (p) (1) (F): Item 13(2) (is) plus
item 13 (2) (i) (b) minus Item 13 ()..

215 85
o 5

215 co)
210 1 175
210 CO

01 1

35 I210 10)
USI IM1

275022
375 24.3

275 213
0 110

275 310

1e 40

I Includes carry-over of 20 from 1951.
2 Compensaton otherwiso paid oracacued during the year to tbo cmpjoye 3 who are betiildweL mder the tnsts

In the year.
3 0 percent limitation not applicable to first year of plan.

d) In applying the provisions of sec-
tion 23 (p) (1) (M) in the case of deduc-
tions for contributions paid prior to
September 1, 1942, the amounts other-
wise. deductible under section 23 (p) (1)
(A) (B) or (C) for the taxable year
beginning in 1942 and any carry-over
from that year under section 23 (p) (1)
(F) are computed after giving effect to
the provisions of section 162 d) (1) (C)
of the Revenue Act of 1942. See § 29.23
to, any excess contributions carried over
(p)-12 of Regulations 111 (26 CFR,
1949 ed., Supps.)

§ 39.23 (q) Statutory provisions: de-
ductions from gross income; charitable
and other contributions by corporations.

Src. 23. DedUctions from gross income.
In computing not income there shall be al-
lowed as deductions: 0 0 *

(q) Charitable and other contributions
by corporations. In the care of a corpora-
tion, contributions or gifts payment of which
is made within the. taxable year to or for
the use of:

(1) The United States, any State, Terri-
tory, or any political subdivision thereof or
the District of Columbia, or any p=ses-lon
of the United States, for exclusively public
purposes; or

(2) A corporation, trust, or community
chest, fund, or foundation, created or or-
ganized in the United States or in any pos-
session thereof or under the law of the
United states, or of any State or Territory,
or of the District of Columbia, or of any pos-
session of the United States, organized and
operated exclusively for religious, charitable.

No. 189-Pt. l-Sec. 1-11

rclentiflc, veteran rehabilitation service, it-
erary, or educational purposes or for the pre-
ventlon of cruelty to children (but in the
case of contributions or gifts to a trust.
chest, fund. or foundation, payment of which
Is made within a taxable year beginning after
December 31. 1948, only if such contribu-
tions or gifts are to be used within the
United States or any of Its pos -sions ex-
clusively for such purpomea). no part of the
net earnings of which Inures to the benefit
of any private shareholder or individual.
and no sulbtantal part of the activitles
of which Is carrying on propaganda, or other-
wino attempting, to influence legiation.
For disallowance of certain charitable, etc.
deductions otherwise allowable under this
paragraph. roe cection 3813 and 162 (g) (2);
or

(3) Posts or organi'tions of war veterans,
or auxiliary units of, or trusts or foundations
for, any such posts or organizations, if such
posts, organIzatIons, unlts, trusts, or founda-
tion are organized in the United States or
any of itZ pOse=Ion. and if no part of their
net earnings inure to the benefit of any
private abarebolder or individual; or

(4) the United Nations, but only f such
contributions or gifts (A) are to be used ex-
clusively for the acquisition of a site in the
city of Nev Yorh for Its headquarters, and
(B) are made after December 1, 1946, and
before December 2. 1947;

to an amount which does not exceed 5 per
centum of the taxpayer's net income as com-
puted without the benefits of this subsection.
Such contributions or gifts shall be allow-
able as deductions only if verified under rules
and regulations pres-cribed by the Commis-
aloner, with the approval of the Secretary.

§ 39.23 (ql
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In the case of a corporation reporting its
net income on the accrual basis, at the elec-
tion of the taxpayer any contribution or gift
payment of which is made after the close of
the taxable year and on or before the 15th
day of the third month following the close
of such year shall, for the purposes of this
subsection, be considered as paid during such
taxable year If, during such year, the board
of directors authorized such contribution or
gift. Such election shall be made only at
the time of the filing of the return for the
taxable year, and shall be signified in such
manner as the Commissioner, with the ap-
proval of the Secretary, shall by regulations
prescribe.

[Sec. 23 (q) as amended by sec. 224 (b), Rev.
Act 1939; sec. 125, Rev. Act 1942; sec. 114,
Rev. Act. 1943; sec. 2, Pub. Law 7 (80th
Cong.); sec. 16, Pub. Law 384 (80th Cong.);
sec. 3 (a), Pub. Law 378 (81st Cong.); sec.
332 (b), Rev._Act 1950]

SEc. 11. Denial of tax deductions and ex-
emptions [Internal Security Act of 195o].
(a) Notwithstanding any other provision
of law, no deduction for Federal income-tax
purposes shall be allowed in the case of a
contribution to or for the use of any organi-
zation if at the time of the making of such
contribution (1) such organization is regis-
tered under section 7, or (2) there is In effect
a final order of the Board [the Subversive
Activities Control Board] requiring such
organization to register under section
7. * 0 *

§ 39.23 (q)-1 Contributions or gifts by
corporations. (a) A corporation may,
subject to the limitations provided by
section 23 (q) deduct from its gross in-
come contributions or gifts to organiza-
tio .s described in section 23 (q) Except
as otherwise provided in paragraph (c)
of this section, such deduction shall, to
the extent provided by section 23 (q)
be allowed only for. the taxable year in
which such contributions or gifts are
actually paid, regardless of when pledged
and regardless of the method of account-
ing employed by the corporation in keep-
ing its books and xecords. As to charita-
ble contributions by corporations not de-
ductible under section 23 (a) see § 39.23
(a)-13. Sums of money expended.for
lobbying purposes, the promotion or de-
feat of legislation, the -exploitation of
propaganda, including advertising other
than trade advertising, and contributions
for campaign expenses are not deducti-
ble from gross income. For disallowance
of certain charitable, etc., deductions
otherwise allowable under section 23 (q)
(2) see sections 3813 and 162 (g) (2)
and the regulations promulgated pursu-
ant thereto.

(b) The provisions of § 39.23 (o)-1,_
relating to (1) the statement in returns
of the name and address of each organi-
zation to which a contribution or gift
was made and the amount and the ap-
proximate date of the actual payment of
the contribution or gift, (2) the substan-
tiation of the launs for deductions when
required by the Commissioner, and (3)
the basis for calculation of the amount of
a contribution or gift which Is other
than money, are equally applicable to
claims for deductions of contributions
or gifts by corporations under section
23 (q)

(c) A corporation reporting its net in-
come on the accrual basis may elect to
have considered as paid during the tax-
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able year any contribution or gift to or-
ganizations described in section 23 (q),
with, the exceptions herembefore de-
scribed, payment of which contribution
or gift is, made after the .close of the
taxable year and on or before the fif-
teenth day of the third month following
the close of such year if, during such
year, the board of directors authorized
such contribution or gift. Such election
shall be made only at the time of the
filing of the return for the taxable year
and shall be signified by reporting such
contribution or gift on the return.
There shall be attached to such return
a written declaration that the resolu-
tion authorizing the contribution or gift
was adopted by the board of directors
during the taxable year, and such decla-
ration shall be verified by a statement
signed by the president or other principal
officer of the corporation that it is made
under the penalties of perjury. With re-
spect to. contributions or gifts author-
ized on or after January 1, 1953, there
shall be attached to the return, in addi-
tion to the written declaration referred
to in the preceding sentence, a copy of
the resolution of the board of directors
authorizing such-contribution or gift.

§ 39.23 (r) Statutory provisions; de-
ductions from gross income; dividends
paza by banking corporations.

Szc. 23. Deductions from gross income. In
computing net income there shall be allowed
as deductions: * * *

(r) Dividends paid by banking corpora-
tions. (1) In. thecase of mutual savings
banks, cooperative banks, and -domestic
building and loan associations, amounts paid
to, or credited to the accounts of, depositors
or holders of accounts as dividends on their
deposits or withdrawable accounts, If such
amounts paid or credited are withdrawable
on demand subject only to customary notice
of, intention to withdraw.

(2) For deduction of dividends paid by
certain other banking corporations, see sec-
tion 121.

ISec. 23 (r) as amended by sec. 813 (f), Rev.
Act. 19511

§ 39.23 (r)-1 Dividends paid by mu-
tual savings banks, building and loan
associations, and cooperative banks-(a)
In general. (1) A mutual savings bank
not having capital stock represented by
shares, a domestic building and loan
association, and a cooperative bankwith-
out capital stock organized and operated
for mutual purposes and without profit
may deduct from gross income amounts
which during the taxable year are paid to
or credited to the accounts of depositors
or holders of accounts, as dividends on
their deposits or withdrawable accounts,
if such amounts paid or credited are,
withdrawable on dmand subject only
to -customary notice of intention to
withdraw.

(2) The deduction provided in section
23 (r) (1) is applicable 'to the taxable
year in which amounts credited as divi-
dends become withdrawable by the de-
positor or holder of account subject only
to customary notice of intention to with-
draw. Thus, amounts credited as divi-
dends as of the last day of the taxable
year which are not withdrawable by de-
positors or holders of accounts until the

business day next succeeding are deduct-
ible under this section In the year subse.
quent to the taxable year In which they
were credited, A deduction under this
section will not be denied by reason of
the fact that amounts credited as divi-
dends, otherwise deductible under this
section, are subject to the terms of a
pledge agreement between the institution
and the depositor or holder of account,
In the case of a building and loan asso-
ciation having nonwithdrawable capital
stock represented by shares, no deduction
is allowable under this section for
amounts paid or credited as dividends on
such shares.

(b) Serial associations, bonus plans,
etc. In the case of a building and loan
association which operates In whole or in
part as a serial association, which main-
tains a bonus plan, or which Issues shares
subject to fines, penalties, forfeitures, or
other withdrawal fees, there is deductible
under section 23 (r) (1) the total amount
credited as dividends upon such shares,
credited to a bonus account for such
shares, or allocated to a series of shares
for the taxable year, notwithstanding
that as a customary condition of with-
drawal:

(1) Amounts invested in, and earnings
credited to, serles.shares must be with-
drawn In multiples of even shares, or

(2) Such association has the right,
pursuant-to by-law, contract, or other-
wise, to retain or recover a portion of
the total amount invested in, or cedited
as earnings upon, such shares, such
bonus account or series of shares, as 0
fine, penalty, forfeiture or other with-
drawal fee.
In any taxable year in which the right
referred to in subparagraph (2) of this
paragraph Is exercised, there Is includible
in the, gross income of such association
for such taxable year, amounts retained
or recovered by the association pursuant
to the exercises of such right.

§ 39.23 (r)-2 Dividends paid by cer-
tam banking corporations other than
mutual savings banks, building and loan
associations, and cooperative banks. For
deduction of dividends paid by certain
banking corporations other than mutual
savings banks, building and loan asso-
ciations, and cooperative banks, see sec-
tion 121.

§ 39.23 (s)-(u) Statutory provisions;
deductions from gross inconle; cross ref-
erences; alimony, etc., payments.

SEC. 23. Deductions from gross income, II
computing net income there shall be allowed
as deductions: * * *

(s) N/et operating loss deductions. For any
taxable year beginning after December 31,
1939, the net operating loss deduction com-
puted tnder section 122.
[Sec. 23 (s) as added by sec. 211 (a), Rov.
Act 1939]

(t) Amorlization leduction, The deduc-
tion for amortization provided In section 124
and section 124A.
[Sec. 23 (t) as added by sec, 301, Second ROv,
Act 1940; amended by sec. 210 (b), Rov, Act
195Q]

(u) Alimony, etc., payments, In the case
of a husband described in section 22 (k),
amounts Includible under section 22 (k) in

§ 39.23 (cq)-1
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the' gross income of his wife, payment of
which is made within the husband's taxable
year. If the amount of any such payment is,
under section 22 (k) or section 171, stated
to be not Includible In such husband's gross
income, no deduction shall be allowed with
respect to such payment under this sub-
section.

[See. 23 (u) as added by see. 120 (b), Rev.
Act 1942]

§ 39.23 (u)-1 Perzodic alimony pay-
meats. (a) A deduction is allowable un-
der section 23 (u) with respect to periodic.
payments in the nature of, or in lieu of,
alimony or an allowance for support ac-
tually paid by the taxpayer during his
taxable year and required to be included
in the income of the payee wife or former
wife, as the case may be, under section
22 (k) As to the amounts required to
be included in the income of the wife or
former wife, as the case may be. see
§ 39.22 (k)-l. For definition of husband
and wife in such cases, see section 3797
(a) (17)

(b) The deduction under section 23
(u) is allowed only to the obligor spouse.

It is not allowed to an estate, trust, cor-
poration, or any other person who may
pay the alimony obligation of such obli-
gor spouse. .The obligor spouse, how-
ever, is not allowed a deduction for any
periodic payment includible under sec-
tion 22 () in the income of the wife or
former wife, as the case may be, which
payment is attributable to property
transferred in discharge of his obliga-
tion and~which, under section 22 (k) or
section 171, is stated not to be includible
in his gross income.

(c) The following examples illustrate
cases in which a deduction is or is not
allowed under section 23 (u)

Example .(1). Pursuant to. the terms of
a decree of divorce, H, in 1952, transfers
securities valued at $100,000 in trust for the
benefit of W, which fully discharges all his
obligations to W. The periodic payments
made by the trust to W are required to be
included in W's income under section 22 (k).
Such payments are stated in section .22 (k)
not to be includible in H's income and, there-
fore, under section 23 (u) are not deductible
from his income.

Example (2). A decree of divorce obtained
by W from H incorporated a previous agree-
ment of H to establish a trust, the trustees
of which were instructed to pay W $5,000 a
year for her life. The court retained Juris-
diction to order H to provide further pay-
ments if necessary for the support of W. In
1952 the trustees paid to W $4,000 from the
income of the trust and $1,000 from the cor-
pus of the trust. Under the provisions of
sections 22 (k) and 171 (b), W will include
$5,000 in her income for 1952. (The trustees
will deduct $4,000 from the income of the
trust under section 162.) H will not include
any part of the $5,000 in his Income nor take
a deduction therefor. If H had paid the
$1,000 to W, rather than allowing the trustees
to pay it out of corpus, he would have been
entitled to a deduction of $1,000 under the
provsions of section 23 (u).

(d) For other examples, see § 39.22
(k)-1.

§ 39.23 (v)-(x) Statutory provisions;
deductions from gross income; cross
references; in e d z c a 1, dental, etc.,
expenses.
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SEc. 23. Deductions from gross income. In
computing net income there shall be allowed
as deductions: * * *

(v) Bond premium deduction. In the casea
of a bondholder, the deduction for amortiza-
ble bond premium provided n section 12.

[Sec. 23 (v) as added by sec. 120 (a), Rev.
Act 19421

(w) Deductions of estate, etc., on account
of decedent's deductions. (1) In the caze of
a person described n section 120 (b). the
amount of the deductions In respect of a
decedent to the extent allowed by such
subsection.

(2) In the case of a person described In
section 126 (a). the amount of the deduc-
tions in respect of a decedent to the extent
allowed by section 126 (c).

[Sec. 23 (w) as added by sec. 134 (d), Rev.
Act 19421

(x) Medical, dental. etc., expenses. Ex-
penses paid during the taxable year, not
compensated for by insurance or otherwiso,
for medical care of the taxpayer, his spouse,
or a dependent specified n cection 25 (b)
(3)-

(1) If neither the taxpayer nor his spouse
har attained the age of 65 before the close of
the taxable year, to the extent that such
exp6nses exceed 5 per centum of the adjUsted
gross income; or

(2) If either the taxpayer or his spouse
has attained the age of 65 before the close
of the taxa" lc year. (A) the amount of such
expenses for the care of the taxpayer and
his spouse, and (B) the amount by which
such expenses for the care of such dependents
exceed 5 per centum of the adjusted gross
income.

The deduction under this subsection zhall
not be in excess of $1,250 multiplied by the
number of exemptions allowed under section
25 (b) for the taxable year (exclusive of
exemptions allowed under section 25 (b) (1)
'(B) or (C), with a maximum deduction of
$2,500, except hat the maximum deduction
shall be $5,000 In the case of a joint return
of husband and wife under section 51 (b).
The term "medical care", as used in this sub-
section, shall include amounts paid for the
diagnosis, cure, mitigation, treatment, or
prevention of disease, or for the purpose of
affecting any structure or function of the
body (including amounts paid for accident
or health Insurance). The determination of
whether an individual is married at any
time during the taxable year shall be made
in accordance with the provisions of section
51 (b) (5).

[Sec. 23 (x) as added by sec. 127 (a). Rev.
Act 1942: amended by sec. 8 (c), Individual
Income Tax Act 1944; sec. 102 (b) (1), Rev.
Act 1945; see. 304. Rev. Act 1948; sec. 307
(a), Rev. Act 1951]

§ 39-23 (x)-1 Medical, dental, etc.,
expenses. (a) Section 23 x) permits a
deduction from gross income of pay-
ments for certain medical expenses.
The deduction is allowable only to indi-
viduals and only with respect to medical
expenses actually paid during the tax-
able year, regardless of when the Inci-
dent or event which occasioned the ex-
penses occurred and regardless of the
method of accounting employed by the
taxpayer in making his income tax re-
turn. If the medical expenses are in-
curred but not paid during the taxable
year, no deduction can be taken for such
year. Thus, if an expenditure was in-
curred in December 1952, but not paid
until January 1953, no deduction may
be taken for the year 1952.
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(b) (1) Except as prescribed in para-

graph (c) of this section, only such
medical expenses are deductible as ex-
ceed 5 percent of the adjusted gross in-
come for the taxable year. As to what
constitutes adjusted gross Income, see
section 22 (n) The maximum deduc-
tion allowable for medical expenses paid
in any one taxable year is $1,250 multi-
plied by the number of exemptions al-
lowed under section 25 (b) (exclusive of
exemptions allowed under section 25 (b)
(1) (B) for a taxpayer or spouse attain-
ing the age of 65 years or section 25 (b)
(1) (C) for a blind taxpayer or blind
spouse) but not in excess of $2,500 in the
case of a single Individual or a married
individual making a separate return and
not in excess of $5,000 in the case of a
joint return of husband and wife.

(2) The application of this paragraph
may be Illustrated by the following ex-
ample:

Ezample. H and W make a joint re-
turn for the calendar year 1952, on which five
exeniptiOs are allowed (exclusive of exemp-
tions under section 25 (b) (1) (B) or (C)).
one for each taxpayer and three for their
dependent minor children. The adjusted
gross Income of H and W in 1952 is $40,000.
They pay during that year $9,000 for maedi-
cal care, no part of which Is compensated
for by Insurance or otierwise. The deduc-
tion allowable under section 23 (x) for the
calendar year 1952 1z $5,000. computed as
follows:
Payment for medical care in 1952.-- $9.000
X.e_- 5 percent of $40.000 (adjusted

gro= income) 2.000

Excesa of medical expenses in 1952
over 5 percent of adjusted gross in-
come m e7,000

Allowable deduction for 1952 ($1250
multiplied by 5 exemptions allowed
under section 25 (b) (1) (A) and
(D) but not in exes of $5,000) -- 5, OWo
(c) (1) There Is no five percent limi-

tation on the deduction for medical ex-
penses, not compensated for by insur-
ance or otherwise, paid for the care of the
taxpayer or his spouse, where either the
taxpayer or his spouse has attained the
age of 65 before the close of the taxable
year. In such a case the taxpayer may
deduct, subject to the maximum deduc-
tion allowable as described in paragraph
(b) of this section, (1) the amount of all
payments for the medical care of the
taxpayer and his spquse; and (ii) the
amount by which his payments for the
medical care of his dependents exceeds
5 percent of his adjusted gross income.
In determining the amount of medical
expenses deductible under subdivision
(1i) of this subparagraph, the amount
deductible under subdivision (1) of this
subparagraph shall not be taken into
account for the purpose of computing
the excess of medical expenses over the
5 percent limitation. In determmm
the age of an individual for the pur-
pose of the unlimited deduction for
medical expenses during old age, the last
day of the taxable year of the taxpayer
is the controlling date. Thus, a tawnayer
who has not attained the age of 65 by
the end of the taxable year may not
claim the unlimited deduction with re-
spect to payments made for the medical
care of himself or his spouse if the spouse

§ 39.23 Wid-I
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dies before attanng the age of 65 even
though such spouse, had she not died,
would have attained the age of 65 before
the close of the taxable year of the
taxpayer.

(2) The application of this paragraph
may be illustrated by the following
examples:

Example (1). Taxpayer E, who attained
the age of 65 years on February 22, 1952.
makes his return on the basis of the calendar
year. During the year 1952, E has adjusted
gross income of $8,000, -and pays the follow-
Ing medical. bills: (a) $240 (3 percent of ad-
justed gross income) for the medical care
of himself and his spouse, and (b) $320 (4
percent of adjusted gross income) for the
medical care of his dependent son. The al-
lowable deduction under section 23 (x) for
1952 is $240. No deduction is allowable for
the amount of $320- paid for medical care
of the dependent son since the amount of
such payment (determined without regard
to the payments for the care of the taxpayer
and his spouse) does not exceed 5 percent of
adjusted gross income.

Example (2). H and W make a joint re-
turn for the calendar year 1952 on which
four exemptions are allowed (exclusive of
exemptions under section 25 (b) (1) (B) or
(C)), one for each taxpayer and two for
their dependent minor children. W became
65 years of age on August 15, 1952. The ad-
justed gross income of H and W in 1952 is
$40,000 and they pay- in such year the fol-
lowing amounts for medical care: (a) $1,500
for the medical care of H; (b) $2,500 for the
medical care of W; and (c) $3,500 for the
medical care of the children. The allowable
deduction under section 23 (x) for medical
expenses paid In 1952 is $5,000 computed as
follows:
Payment for medical care of H and W

in 1952 ----------------------- $4 000
Payment for medical care of children

in 1952 --------------- $3,500
Less 5 percent of $40,000

(adjusted gross in-
come) ----------------- 2,000

1,500

5,500
Maximum allowable, deduction In

1952 ---------------------------- 5,000

(d) (1) The expenses paid must be for
medical care of the taxpayer, his spouse,
or a dependent of the taxpayer (see
§ 39.25-2 (e) for description of depend-
ents) not compensated for by insurance
or otherwise. The term "medical care"
as used in this section and in section 23
(x) includes amounts paid for the diag-
nosis, cure, mitigation, treatment, or pre-
vention of disease, or for the purpose of
affecting any structure or function of the
body (including amounts paid for acci-
dent or health insurance) Payments
for hospitalization insurance, or for
membership in an association furnishing
cooperative or so-called free-choice
medical service, or-group hospitalization
and clinical care are amounts which may
be deducted. Amounts paid for opera-
tions or treatments affecting any. portion
of the body, including obstetrical ex-
penses and expenses of X-ray or therapy
treatments, are deemed to be for the pur-
pose of affecting any structure or func-
tion of the body and are therefore de-
ductible. Amounts expended for illegal
operations or treatments or illegally pro-
cured drugs are not deductible. Allow-
able deductions under section 23 (x)
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will be confined strictly to expenses in-
curred primarily for the prevention or
alleviation of a physical or mental defect
or illness. Thus, payments for expenses
for hospital, nursing (including nurses'
board where paid by the taxpayer), med-
ical, laboratory; surgical, dental and
other diagnostic and -healing services, for
X-rays, for drugs and medical and dental
supplies (including artificial teeth or
limbs) and for ambulance hire and
travel primarily for and essential to the
rendition of the medical services or to
the prevention or alleviation of a
physical or mental defect or illness, are
deductible.

(2) The application of this paragraph
may be illustrated by the following ex-
ample:

Example. Taxpayer A, married to B and
having one dependent child, had adjusted
gross income for 1952 of $3,000. During 1952
he paid $300 for medical care, of which $100
was for treatment of his dependent child
and $200 for an operation in September 1951,
on B. In 1952 he received a payment of $50
for health insurance covering B's illness
during 1951.

The deduction allowable under section 23
(x) for the calendar year 1952 is $100, com-
puted as follows:
Payment for medical care in 1952 --- $300
Less: Amount of ihsurance received

in 1952 -------------------------- 50

Payment for medical care in 1952 not
compensated for during 1952 ------- 250

Less: 5 percent of $3,000 (adjusted
gross income) -----------.... . -- 150

Excess, allowable as a deduction for

1952 -.-.--.-.-.- .--.---------= --- . Je

<e) (1) Where reimbursemeit, from
insurance or otherwise, for medical ex-
penses is not received until a taxable
year subsequent to the year in which al-
lowable medical expenses were paid, the
reimbursement must be included in the
gross income of the taxpayer for the tax-
able year in which the reimbursement is
received to the extent such reimburse-
ment is attributable to (and not in ekcess
of) deductions allowed under section 23
(x) for any prior taxable year (see sec-
tion 22 (b) (5)) Where, during the
year for which the deduction is taken,
payments are made for medical care
which are not compensated for during
such year but for which compensation
is received in a subsequent year or years,
the entire amount of the compensation
so received, if equal to or less than the
amount which was deducted, shall be
considered as attributable to the deduc-

-tion taken for such prior year. If the
amount of the compensation received in
the subsequent year or years is greater
than the amount which was deducted
for the prior year, such portion of -the
compensation received which is equal
in amount to the deduction taken shall
be considered as attributable to such de-
duction. If the deduction for the prior
year would have been greater but for
the limitations on the maximum amount
of such deduction provided by section
23 (x) (see paragraph Cb) of this sec-
tion) then, for purposes of the two pre-
ceding sentences, the amount of the

compensation received In a subsequent
year or years shall be reduced by an
amount equal to the amount by which
the deduction for the prior year would,
but for the applicable maximum limita-
tions, have been increased. If compen-
sation Is received In a subsequent year or
years, the net deduction for medical
expenses will thus be the same as If the
compensation had been received in the
year in which the payments for medical
care were made.

(2) The deduction for medical ex-
penses shall not be deemed to have been
allowed for any taxable year for which
the taxpayer claimed and was allowed
the standard deduction under section 23
(aa)

(3) The application of this paragraph
may be Illustrated by the following ex-
amples:

Example (1). Taxpayer C, a single Indi-
vidual with one dependent, is entitled to
two exemptions under the provisions of sec-
tIon 25 (b). He bad an adjusted gros in-
come of $35,000 for the calendar year 1062,
During 1952 he paid $9,000 for medical care,
C received no compensation for such medical
expenses in 1052, but in 1053 he receivea
$5,000 upon an insurance policy coverliig the
medcat expenses which he paid In 1952, C
was allowed a deduction of $2,500 (the maxi-
mum) from his gross Income for 1052. The
amount which C must include in hia gross
income for 1953 is $250 and the amount to be
excluded from gross income for 1953 is 04,780,
computed as follows (see section 22 (b) (6))
Payment for medical care in 1962

(not compensated for in 1952)-.... O0, 000
Less: 5 percent of $35,000 (adjusted

gross-income) ------------------- 1, 760

Excess of uncompengated medical ex-
penses in 1052 over 5 percent of
adjusted gross income ----------- 7,260

Allowable deduction for 1952 ------- 2,500

Amount by which the medical de-
duction for 1952 would have been
greater than P2,600 but for the
limitations on the maximum
amount provided by section 23 (x). 4,780

Compensation received In
1953 -------------------- 05, 000

Less: Amount by which the
medical deduction for 1952
would have been greater
than $2,500 but for the
limitations on the maxi-
mum amount provided by
section 23 (x) ------------ 4,750

Compensation received in 1063 re-
duced by the amount by which
the medical deduction for 1052
would have been greater than
$2,500 but for the limitations on
the maximum amount provided by
section 23 (x) -------------------- 250

Amount attributed to medical de-
duction taken for 1952 -------... 250

Amount to be included in gross in-
come for 19,53 -------------------- 250

Amount to be excluded from gross
income for 1953 ($5,000 loss $250). 4, '50
Example (2). Assuming that C, in ex-

ample (1), receives 83,000 in 1953 as com-
pensation for the medical expenses which ho
paid in 1952, the amount which 0 must
include in his gross income for 1953 Is
$2,500 and the amount to be excluded from
gross income for 1053 is $5,500, computCd afJ
follows (see section 22 (b) (5))

§ 39.23 (x)-1
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Saturday, September 26, 1953

Compensation received in 1953 -- 8- 000
Less: Amount by which the medical

deduction for 1952 would have
been greater than $2,500 but for the
limitations on the maximum
amount provided by section 23 (x) - 4,750

Compensation received in 1953 re-
duced by the amount by which the
medical deduction for 1952 would
have been greater than $2,500 but
for the limitations on the maxi-
mum amount provided by section
23 (x) ------------------------- 3,250

Deduction allowable for 1952 -------- 2, 500
Amount of compensation received in

1953 to be included in gross income
-for 1953 as attributable to deduc-

tion allowable for 1952 ----------- 2, 500
Amount to be excluded from gross

Income for 1953 ($8,000 less $2,500)- 5, 500

(f) In the case of medical expenses
for the care of a person who is the tax-
payer's spouse or dependent, the deduc-
tion under section 23 (x) is allowable if
the status of such person as "spouse" or
"dependent" of the taxpayer exists
either at the time the expenses were in-
curred or at the time the payment of
the expenses was made. Thus, payments
made in June 1952, by A, for medical
services rendered to B, his wife, in 1951
may be deducted. by A for 1952 even
though, before the payments were made,
B died or secured.a divorce; and pay-
ments made in July 1952, by C, for medi-
cal services rendered to D in 1951 may
be deducted by C for 1952 even though
C and D were not married until Tune
1952. However, the status of a person as
the "spouse" of the taxpayer must exist
as of the close of the taxable year of the
taxpayer in which either the expenses
were incurred or the payment was made,
or, in the case of the death of the spouse
in either such year, as of the time of such
death. In determining whether such
status exists a taxpayer who is legally
separated from his spouse under a decree
of .separate maintenance is not con-
sidered as married.

(g) In connection with clais for de-
ductions under section 23 (x) the tax-
payer shall furmsh the name and address
of each person to whom payment for
medical expenses was made and the
amount and the approximate date of the
actual payment thereof in each case. If
payment was in kind, then such fact
shall be so reflected. Claims for deduc-
tions must be substantiated, when re-
quested by the Commissioner, by a state-
ment trom the individual or entity to
whnch payment for medical expenses was
made showing the nature of the servicb
rendered, to or for whom rendered, the
amount paid therefor, and the date of
the actual payment thereof, and by such
other information as the Commissioner
may deem necessary.

§ 39.23 (y)-(z) Statutory provmsons;
deductions from gross income; dea-
duction for the blind; amounts repre-
senting taxes and interest patd to coop-
erative apartment corporation.
SEc. 23. Deduction.s from gross income.

In computing net income there shall be al-
lowed as deductions: * * *

(y) Speczal deduction for blind indivld-
uals. * * * [Repealed by section 202
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(e), Rev. Act 1948, with respect to taxable
years beginning after December 31, 1047.1

(z) Amounts representing taxes and in-
terest paid to cooperatire apartment corpo-
ration-(1) In general. In the case of a
tenant-stockholder (as defined In paragraph
(2)), amounts, not otherwise deductible.
paid or accrued to a cooperative apartment
corporation within the taxable year. if such
amounts represent that proportion of the
real estate taxes on the apartment building
and the land on which it Is situated, allow-
able as deductions under subzection (c), paid
or Incurred by the corporation, or of the In-
terest paid or incurred by the corporation on
Its indebtedness contracted In the acqul-
sition, construction, alteration, rehabllta-
tion, or maintenance of such apartment
building or in the acquisition of the land
on which the building is located, which the
stock of the corporation owned by the ten-
ant-stockholder Is of the total outstanding
stock of the corporation, Including that hold
by the corporation.

(2) Definition. For the purpoes of this
subsection-

(A) Cooperatire apartment orporation.
The term "cooperative apartment corpora-
tion" means a corporation-

(1) Having one and only one claas of stock
outstanding,

(ii) All of the stockholders of which are
entitled, solely by reason of their ownersbip
of stock In the corporation, to occupy for
dwelling purposes apartments In a building
owned or leased by such corporation. and
who are not entitled, either conditionally or
unconditionally, except upon a complete or
partial liquidation of the corporation, to re-
ceive any distribution not out of earnings
and profits of the corporation, and

(i1i) 80 per centum or more of the grom
income of which for the taxable 'year In
vhich the taxes and Interest described In
paragraph (1) are paid or Incurred Is de-
rived from tenant-stockholders.

(B) Tenant-stocTatorder. The term "ten-
ant-stockholder" means an Individual who Is
a stockholder in a cooperative apartment cor-
poration, and whose stock Is fully paid-up In
an amount not less than an amount shown
to the satisfaction of the Commirioner as
bearing a reasonable relationship to the por-
tion of the value of the corporation'% equity
In the building and the land on which It Is
situated which is attributable to the apart-
ment which such individual Is entitled to
occupy.
[Sec. 23 (z) as added by sec. 128, Rev. Act
19421

§ 39.23 Ws)-1 Amounts representing
taxes and interest paid to cooperative
apartment corporation. (a) A tenant-
stockholder may deduct from his gross
income amounts paid or accrued within
his taxable year to a cooperative apart-
ment corporation representing certain
taxes or interest paid or Incurred by such
corporation. Such amounts are not al-
lowable as a deduction unless they repre-
sent the tenant-stockholder's proportion-
ate share of the real estate taxes on the
apartment building and the land on
which it is situated, allowable as deduc-
tions under section 23 (c), paid or in-
curred by the cooperative apartment cor-
poration before the close of the taxable
year of the tenant-stockholder, or of the
interest paid or Incurred by the corpora-
tion before such time on Its Indebtedness
contracted in the acquisition, construc-
tion, alteration, rehabilitation, or main-
tenance of such apartment building or
in the acquisition of the land on which
the building is situated.

(b) The deduction allowable under
section 23 (z) shall not exceed the.
amount of the tenant-stockholder's pro-
portionate share of the taxes and interest
described therein. In case a tenant-
stockholder pays or incurs all or a part
of his proportionate share of such taxes
and Interest to the corporation, the
amount so pail or incurred representing
taxes and interest is allowable as a de-
duction if the requirements of section 23
(z) are otherwise satisfied. As used in
this section, the tenant-stockholder's
proportionate share Is that proportion
which the stock of the cooperative apart-
ment corporation owned by the tenant-
stockholder is of the total outstanding
stock of the corporation, mcluding that
held by the corporation. If a tenant-
stockholder pays or incurs to the cor-
poration an amount on account of such
taxes and interest and other items, such
as maintenance, overhead expenses, and
curtailment of mortgage indebtedness,
the amount representing such taxes and
interest is an amount which bears the
same ratio to the total amount of the
tenant-stockhoder's payment or lia-
bility, as the case may be, as the total
amount of the tenant-stockholder's.pro-
portionate share of such taxes and in-
terest bears to the total amount of the
tenant-stockholder's proportionate share
of the taxes, interest, and other items
on account of which such payment is
made or liability incurred. No deduc-
tion is allowable under section 23 (z) for
such part of amounts representing the
taxes or interest described therein as is
deductible by a tenant-stockholder un-
der any other provislon of the Internal
Revenue Code.

(c) 'In order to qualify as a "coopera-
tive apartment corporation" under sec-
tion 23 (z), the corporation shall have
only one class of stock outstanding.
Each stockholder of the corporation shall
be entitled to occupy for dwelling pur-
poses an apartment in a building owned
or leased by such corporation. The
stockholder is not required to occupy
the apartment. The right as against the
corporation to occupy the apartment is
sufficient. Such right shall be conferred
on each stockholder solely by reason of
his ownership of stock In the corporation,
that is, the stock shall entitle the owner
thereof either to occupy the apartment
or to a lease of the apartment. The fact
that the right to continue to occupy the
apartment is dependent upon the pay-
ment of charges to the corporation in the
nature of rentals or assessments is irm-
material. None of the stockholders of
the corporation shall be entitled, either
conditionnlly or unconditionally, except
upon a complete or partial liquidation of
the corporation, to receive any distribu-
tion other than out of earnings or profits
of the corporation. It is a prerequisite
to the allowance of a deduction under
section 23 (z) that at least 80 percent of
the gross income of the corporation for
the taxable year of the corporation in
which the taxes and interest are paid or
incurred is derived from tenant-stock-
holders.

d) The term "tenant-stockholder"
means an Individual who Is a stockholder

§ 39.23 (z-7
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in a cooperative apartment corporation
Oas defined in section 23 (z) and whose
stock is fully paid up in an amount at
least equal to an amount shown to the
satisfaction of the Commssioner as bear-
ing a reasonable relationship to the por-
tion of the fair market value, as of the
date of the original issuance of the stock,
df the corporation's equity in the build-
ing and the land on winch it is situated
which is attributable to the apartment
which such individual is entitled to
occupy.

(e) The application of section 23 (z)
may be illustrated by the following ex-
amples:

Example (1). The X Corporation is, and
at all times since 1950 has been, a coopera-
tive apartment corporation within the mean-
ing of section 23 (z). In 1950 It purchased
a site and constructed thereon a building
with 10 apartments at a total cost of $200,000.
The fair market value of the land and build-
ing was likewise $200,000 at the time of com-
pletion of the building. Each apartment is
of equal value. Upon completion of the
building, the X Corporation mortgaged the
land and building for $100,000, and sold its
total authorized capital stock, consisting of
1,000 shares of common stock, for $100,000.
The stock was purchased by 10 individuals,
each of whom paid $10,000 for 100 shares.
Each certificate for 100 shares provides that
the holder thereof Is entitled to a lease of
a particular apartment in the building for a
specified term of years. Each lease provides
that the lessee shall pay his proportionate
part of the corporation's expenses. In 1950
the original owner'of 100 shares of the com-
mon stock of the X Corporation and of the
lease to apartment No. 1 made a gift of the
stock and lease to A, an individual. The tax-
able year of A and of the X Corporation is
the calendar year. The corporation computes
its net Income on the accrual basis, Vhile A
computes his net income on the cash receipts
and disbursements basis. In 1951 the X
Corporation incurred expenses, aggregating
$13,800, namely, $4.000 for the real estate
taxes on the land and building, $5,000 for the
interest on the mortgage, $3,000 for the main-
tenance of the building, and $1,800 for other
expenses. In 1952, A pays the X Corporation
$1,380, representing his proportionate part
of the expenses incurred by the corporation.
The entire gross income of the X Corporation
for 1951 was derived from tenant-stockhold-
ers. A is entitled under section 23 (z) to a
deduction of $900 in computing his net In-
come for 1952. The deduction Is computed
as follows:
Shares of stock of X Corporation

owned by A --------------------- 100
Shares of stock of X Corporation

owned by 9 other tenant-stock-
holders -------------...... ---- 900

Total shares of stock of X Corpora-
tion outstanding ---------------- 1,000

Proportion of outstanding stock of X
Corporation owned by A -Ao

Expenses incurred by X Corporation:
Real estate taxes -------- $4, 000
Interest ----------------- 5, 000
Maintenance ---------- -3, 000
Other expenses ----------- 1, 800

- $13, 800
Amount paid by A representing his

proportionate part of such ex-
penses ('Ac of $13,800) ----------- 1,380

A's proportionate part of real estate
taxes and interest based on his
stock ownership ('A0 of $9,000)-- g00

§ 39.23 (aa)-

A's proportionate part of total cor- § 39.23 (aa) Statutory Vrovisions';
porate expenses based on his stock deductions from gross income; otiolat
ownership (/ of $13,800)--------$1,380 standard deduction Jor indivlduals.

Amount of A's payment representing
real estate taxes and interest SEe. 23. Deductions from gross Income.
(90913s0 of $1,380) ----------------- 900 In computing not Income there shall bo

A's allowable deduction ------------- 900 allowed as deductions: * * *
(aa) Optional standard deduction for in.

Since the stock which A acquired by gift was dviduals-(1) Allowance. In the case of an
fully paid up by his donor in an amount individual, at his election a standard deduc-
equal to the portion of the fair market value, tion as follows:
as of the date of the original Issuance of the (A) Adjusted gross income $5,000 or more.
stock, of the corporation's equity in the land If- his adjustel gross income is $5,000 or
and building which is attributable to apart- more, the standard deduction shall be
ment No. 1, the requirement of section 23 $1,000 or an amount equal to 10 per conturn
(z) in this regard is satisfied. The fair of the adjusted gross income, whichever Is
market value at the time of the gift of the the lesserexcept that in the caso of a sopa-
corporation's equity attributable to the rate return by a married Individual, the
apartment Is immaterial, standard deduction shall be $500.

Example (2). The facts are the same as in (B) .Adjusted gross income less than
example (1) except that the building con- $5,000. If his adjusted gross income Is less
structed by the X Corporation contained, in than $5,000, the standard deduction shall be
addition to the 10 apartments, business space an amount equal to 10 per contum of the
on the ground floor, which the corporation adjusted gross income upon the basis of
rented at $2,400 for the calendar year 1951; which the tax applicable to the adjusted
the corporation deducted the $2,400-fromrits gross, income of the taxpayer Is determined
expenses in determining- the amount of the under the tax table provided in section 400.
expenses to be prorated among its tenant- (2) In lieu o1 certain deductions and
stockholders; the amount paid by A to the credits. The standard deduction shall be in
corporation in 1952 is $1,140 instead of lieu of: (A) all deductions other than those
$1,380; and more than 80 percent of the which under section 22 (n) are to be sub-
gross income of the corporation for 1951 was tracted from gross income in computing ad-
derived from tenant-stockholders. A is en- justed gross income, (B) all credits with re-
titled under section 23 (z) to a deduction of spect to taxes of foreign countries and po-
$743.48 in computing his net income for sessions of the United States, (C) all credits
1952. The deduction is computed as follows: with respect to taxes withhold at the source

Expenses incurred by X Corpora- under section 143 (a) (relating to interest
tion ---------------------- $13, 800.00 on tax-free covenant bonds), and (D) all

Less rent from business space.--. 2, 400. 00 credits against net income with respect to
interest on certain 6bligations of the United

Expenses to be prorated among States and Government corporations of the
tenant-stockholders ---------- 11, 400.00 character specified in section 25 (a) (1)

Amount paid by A representing and (2).
his proportionate part of such (3) -fethod and effect o/ election. (A) If
expenses (Ato of $11,400) ------ 1,140,00 the adjusted gross income shown on the

return is $5,000 or more, the standard do-
A's proportionate part of real duction shall be allowed if the taxpayer so

estate taxes and interest based elects in his return, and the Commissioner,
on his stock ownership (1Ao with the approval of the Secretary, shall by
of $9,000) -------------------- 900.00 regulations prescribe the manner of slgnify-

A's proportionate part of total ing such election in the return.
corporate expenses- based on (B) If the adjusted gross Income shown
his stock ownership (11o of on the return is less than $5,000, the stand-
$13,800)---------------....... 1,380.00 ard deduction shall be allowed if the taL-

Amount of A's payment repre- payer elects, in the manner provided in

senting real estate taxes and Supplement T to pay the tax imposed by
interest (090%38 of $1,140) ---- 743. 48 such supplement.

A's allowable deduction --------- 743.48 (C) If the taxpayer upon making his re-
turn fails to signify, in the manner provided

Since the portion of A's payment allocable by subparagraph (A) or (B), his election to
to real estate taxes and interest is only take the standard deduction, such failure
$743.48, that amount instead of $900 is al- shall be considered his election not to tako
lowable as a deduction In computing A's net the standard deduction.
income for 1952. (D) If the adjusted gross Income shown

Example (3). The facts are the same as in on the return Is $5,000 or more, but the cor-
example (2) except that the amount paid by rect adjusted gross income Is less than $5,000,
A to the X Corporation in 1952 is $1,000 then an election by the taxpayer under sub-
instead of $1,140. A is entitled under sec- paragraph (A) to take the standard dedUc-
tion 23 (z) to a deduction of $652.17 in com- tion shall be considered as his election to
puting his netincome for 1952. The deduc- pay the tax Imposed by Supplement T; and
tion is computed as follows: his failure to make under subparagraph (A)

Total amount paid by A --------- $1, 000.00 an election to take the standard deduction

A's proportionate part of real shall be considered his election not to pay
estate taxes and interest based the tax imposed by Supplement T. If the
on his stock ownership ('A0 of adjusted gross income shown on the return
$9,000) ----------------------- 900. 00 is less than $5,000, but the correct adjusted

A's proportionate part of total gross income is $5,000 or more, then an coo-
corporate expenses based on tion by the taxpayer under subparagraph
his stock ownership ('h of (B) to pay the tax imposed by Supplement
$13,800) --------------------- 1,380. 00 T shall be considered as his election to take

Amount of A's payment represent- the standard deduction; and his failure to

ing real estate taxes and inter- , elect under subparagraph (B) to pay the
tax Imposed by Supplement T shall be con-

est (00980 Of $1,000) - - 652.17 sidered his election not to take the standard
A's allowable deduction--------- 652.17 deduction.

Since the portion of A's payment allocable (4) Husband and wi/. In the cso of
to real estate taxes and interest Is only husband and wife, the standard deduction
$652.17, that amount Instead of $900 is shall not be allowed to either if the net in-
allowable as a deduction in computing A's come of one of the spouses Is determined
net income for 1952. without regard to the standard deduction.
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(5) Short perod. In the case of a taxable
year of less than twelve months on account
of a change in the accounting period, the
standard deduction shall not be allowed.

(6) Determination of status. For the pur-
poses of this subsection-

(A) The determination of whether an in-
dividual is married shall be made as of the
close of his taxable year, unless his spouse
dies during his taxable year, in which case
such determination shall be made as of the
time of such death; and

(B) An individual legally separated from
his spouse under a decree of divorce or of
separate maintenance shall not be con-
sidered as married.

(7) Change of election. Under regulations
prescribed by the Secretary, a change of an
election to take, or not to take, the standard
deduction for any taxable year may be made
after the filing of the return for such year.
If the spouse of the taxpayer flied a separate
return for any taxable year corresponding,
for the purposes of paragraph (4), to the
taxable year of the taxpayer, the change
shall not be allowed unlesp, in accordance
with such regulations-

(A) The spouse makes a change of elec-
tlon with respect to the standard deduction
for the taxable year covered in such separate
return, consistent with the change of elec-
tion sought by the taxpayer, and

(B) The taxpayer and his spouse consent
In writing to the assessment, within such
period as may be agreed upon with the Secre-
tba, of any deficiency, to the extent at-
ti~ibutable to such change of election, even
tlkough at the time of the filing of such con-
sent the assessment of such deficiency would
oIherwise be prevented by the operation of
aly law or rule of law.

paragraph shall not apply If the tax
lia bility of the taxpayer's spouse, for the tax-
able year corresponding (for the purposes of
piragraph (4) to the taxable year of the tax-
pzyer,-has-been compromised under the pro-
visions of section 3761.
.J;ec. 23 (as) as added by sec. 9 (a). Indi-
tidual Income Tax Act 1944, amended by sec.
t02, Rev. Act 1948 and sec. 303 (a), (b). Rev.

Sct. 1951]

§ 39.23 (aa)-1 Standard deduction-
(t) General. (1) The taxpayer may
Rlect to take, m addition to the deduc-
tions from gross income allowable m
Oomputing adjusted gross income, a

4tandard deduction in lieu of all non-
usmess deductions (that is, deductions
ther than those allowable under section

22 (n)) and in lieu-of certain credits al-
aowable- to the taxpayer had he not so
Zlected. Such credits are the credit pro-
4lided by sections 31 and 131 for income
tA.x paid to foreign countries or posses-
S lns of the United States, the credit

Zprovided by section 32 for tax pald at
fthe source under section 143 (a) by the
obligor on tax-free covenant bonds with
respect to interest on such bonds, and
the credit provided by section 25 (a) (1)
and (2) for normal-tax purposes with
respect to interest on United States ob-
ligations and interest on obligations of
instrumentalities of the United States.

(2) In the case of taxpayers whose ad-
justed gross income is $5,000 or more,
the standard deduction is $1,000 or 10

I percent of adjusted gross income, which-
ever is the lesser, except that in the case
of a separate return by a married in-
dividual, the standard deduction is $500.
For the purpose of the preceding
sentence, the determination of whether
an individual is married shall be made as
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of the close of his taxable year unless
his spouse dies during his taxable year,
in which case such determination shall
be made as of the time of such death;
and an individual shall be considered as
married even though living apart from
his spouse unless legally separated under
a decree of divorce or separate main-
tenance. In the case of taxpayers whose
adjusted gross income is less than $5,000,
the standard deduction is about 10 per-
cent of the adjusted gross income upon
which the tax Is determined In the table
provided i section 400. A taxpayer hav-
ing adjusted gross income of less than
$5,000, who does not elect to pay the tax
imposed by Supplement T, may not take
the standard deduction.

(3) In the case of a joint return, there
is only one adjusted gross income and
only one standard deduction. For ex-
ample, if a husband has an income of
$15,000 and his spouse has an income of
$12.000 for the taxable year for which
they file a joint return, and they have
no deductions allowable for the purpose
of computing adjusted gross income, the
adjusted gross income Is $27.000, and the
standard deduction is $1,000 (and not
$2,000)

(4) The standard deduction Is not
allowable:

(i) In the case of a taxable year of less
than 12 months where such taxable year
arises because of a change in accounting
period under section 47 (a)

(ii) In the case of a return for a frac-
tional part of a year under section 146
(a) (1)

(iII) In the case of an estate or trust;
(iv) In the case of common trust

funds;
(v) In the determination of the net

income of a partnership;
(vi) In the case of nonresident alien

individuals (including those who enter
and leave the United States at frequent
intervals) and

(vif) In the case of a citizen of the
United States entitled to the benefits of
section 251.

(5) An election to take the standard
deduction is not precluded by reason of
the fact that the return is made for a
taxable year of less than 12 months on
account of the death of the taxpayer.

(b) Manner and effect of election to
take the standard deduction. The fol-
lowing rules are prescribed with respect
to the manner of signifying an election
by a taxpayer to take the standard
deduction:

(1) A taxpayer whose adjusted gross
income as shown by his return is $5,000
or more shall be allowed the standard de-
duction if he signifies on his return his
election to take such deduction. Such
taxpayer shall so signify on his return by
claiming thereon the deduction in the
amount provided for in section 23 (aa)
instead of itemizing the deductions al-
lowable under section 23 other than those
specified in section 22 (n). The amount
to be claimed on the return by such tax-
payer is $1,000 or 10 percent of the ad-
justed gross income, whichever is lesser
(except that in the case of a separate re-
turn by a married individual, the amount
is $500). If in any case the adjusted

5S57

gross income shown on the return of the
taxpayer is $5,000 or more, but the cor-
rect adjusted gross income is less than
$5,000. then:

(I) If the taxpayer has elected on his
return to take the standard deduction
such election shall be deemed to be an
election by the taxpayer to pay the tax
imposed by Supplement T; and

(ii) If the taxpayer has not so elected
upon his return, it shall be deemed that
tile taxpayer has elected not to pay the
tax under Supplement T.

(2) If the adjusted gross income
shown on the return Is less than $5,000,
the standard deduction is allowable if the
taxpayer elects in the manner provided
in Supplement T to pay the tax imposed
by such supplement. As to the manner
and effect of election to pay the tax under
Supplement T, sea § 39.402-1. In any
case, however, In which adjusted gross
income shown on the return is less than
$5,000 but the correct adjusted gross in-
come is In fact $5.000 or more, then:

(I) If the taxpayer has elected to pay
the tax imposed under Supplement T.
it shall be deemed that he has elected to
take the standard deductions; and

(1) If the t3xpayer has not elected on
his return to pay the tax under Supple-
ment T, it shall be deemed that he has
made an election not to take the standard
deduction.

(c) Husband and wile. (1) In the
case of husband and wife (except as
qualified below), if the net income of one
spouse is determined without regard to
the standard deduction, the other spouse
may not elect to take the standard de-
duction. If a Joint return is filed and
election made thereon to take the stand-
ard deduction, such deduction shall be
determined by reference to the aggre-
gate adjusted gross income of both
spouses.. If Form 1040A is filed as a com-
bined return, the standard deduction is
allowed through the application to the
adjusted gross income shown on such
return of the tax table in Supplement T.
See § 39.51-2 limiting the use of Form
1040A as a combined return to cases in
which the aggregate adjusted gross in-
come of the spouses is less than $5,000.

(2) If each spouse files Form 1040,both
must elect to take the standard deduc-
tion or both are denied the standard
deduction. If one spouse files Form 1049
and does not elect to take the standard
deduction, the other spouse may not elect
to take the standard deduction and.
hence, may not file Form 1040A as his or
her return. Thus, if A and his wife B
have adjusted gross incomes of $6,000
and $3,500 from wages subject to with-
holding, respectively, and A files Form
1040 and does not elect thereon to take
the standard deduction, B may not flMe
Form 1040A but must file Form 1040,
taking thereon only her actual allowable
deductions and not the standard deduc-
tion. In such case, however, if both
elect to take the standard deduction, A
must file Form 1040, but B may file Form
1040A or, In the alternative, she may file
Form 1040 and compute the tax under
Supplement T. Under either alternative,
effect is given to the standard deduc-
tion through the application of Supple-
ment T.

§ 39.23 (aol-
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RULES AND REGULATIONS

(3) The restriction upon the right of a
married person to elect the standard
deduction in his separate return is ap-
plicable with respect to the taxable
years of the husband and wife ending in
the same calendar year, except that in
the event of the death of one spouse the
restriction is applicable with respect to
the taxable year ended with death and
the taxable year of the surviving spouse
in which such death occurs. The re-
striction applies unless the spouses are
legally separated under a decree of di-
vorce or separate maintenance. The
determination of whether an individual
is married (whether or not living with
his spouse) for the purpose of the al-
lowance of the standard deduction shall
be made as of the last day of such in-

dividual's taxable year, unless Ins spouse
dies during such taxable year, in which
event the determination shall be made as
of the date of the death of such spouse.

(4) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example (1). Taxpayer A and his wife B
both make their returns on a calendar year
basis. In July 1952 they enter into a separa-
tion agreement and thereafter live apart but
no decree of divorce or separate maintenance
is issued until March 1953. If A Itemizes
and claims his actual deductions on his r6-
turn for the calendar year P,52, .B may not
elect the standard deduction on her return
for such year since B is considered as mar-
ried to A (although permanently separated
by agreement) on the last day of 1952.

Example (2). Taxpayer A makes his re-
turns on the basis of a fiscal year ending
June 30. His wife B makes her returns on
the calendar year basis. A died in October
1952. In such case, since A and B were mar-
ried as of the date of death, B may not elect
the standard deduction for the calendar year
1952 if the income of A for the short taxable
year ending with the date of his death is de-
termined without regard to the standard de-
duction.

(d) Change of election to take, or not
to take, the standard deduction. (1) A
change of the election to take, .or not to
take, the standard deduction for any
taxable year may be made before or after
the time prescribed for filing the return
for the taxable year. However, the
period of time prescribed in section 322-
within which claim for credit or refund
of tax must be made is not extended by
the right to effect a change of election.
See 3 39.322-7.

(2) If the spouse of the taxpayer filed
a separate return for any taxable year
that corresponds, for the purpose of sec-
tion 23 (aa) (4) (see paragraph (c) of
this section) to the taxable year of the
taxpayer, a change of election may not
be made by the taxpayer unless (i) the
spouse makes a change of election in such
separate return with respect to the
standard deduction consistent with the
change of election sought by the tax-
payer, and (ii) the taxpayer and his
spouse file a consent in writing to the
assessment, within such period of time as
may be agreed upon, of any deficiency of
either to the extent attributable to such
change of election even though at the
time of the filing of such consent the as-
sessment of such deficiency would other-

§ 39.23 (bb)

wise be prevented by the operation of
any law or rule of law.

(3) A change of election for any tax-
able year shall not be permitted if the
tax liability of the taxpayer for the tax-
able-year, or of the taxpayer's spouse for
the taxable year correspondfig, for the
purpose of section 23 (aa) (4) (see para-
graph (c) of this section) to the taxable
year of the taxpayer, has been compro-
mised under the provisions of section
3761.

§ 39,23 (bb) Statutory provisions; de-
ductions from gross ncome; czrcula-
tion expenditures.

Smc. 23. Deductions from gross income.
In computing net income there shall be al-
lowed as deductions: * * *

(bb) Circulation expenditures. Notwith-
standing section 24 (a), all expenditures
(other than expenditures for the purchase
of land or depreciable property or for the
acquisition of circulation through the pur-
chase of any part of the business of another
publisher of a newspaper, magazine, or other
periodical) to establish, maintain, or increase
the circulation of a newspaper, magazine, or
other periodical; except that the deduction
shall not be allowed with respect to the por-
tion of such expenditures as, under regula-
tions prescribed by the Secretary, is charge-
able to capital account if the taxpayer elects,
in -accordance with such regulations, to treat
such portion as so chargeable. Such election,
if made, must be for the total amount of such
portion of the expenditures which is so
chargeable to capital account; and shall be
binding for all subsequent taxable years un-
less, upon application by the taxpayer, the
Secretary -permits -a revocation of such elec-
tion subject to such conditions as he deems
necessary.

[Sec. 23 (bb) as added by sec. 204 (a), Rev.
Act 19501

§ 39.23 (bb)-I Circulation expendi-
tures-(a) Allowance of deduction.
Section 23 (bb) provides for the deduc-
tion from gross income (notwithstand-
ing the provisions of section 24 (a) and
the regulations thereunder, relating to
items not deductible from gross income)
of all expenditures to establish, main-
tain, or increase the circulation of a
newspaper, magazine, or other periodical
subject to the two following rules:

(1) The deduction is not allowable
with respect'to expenditures for the pur-
chase of land or depreciable property or
for the acquisition of circulation through
the purchase of any part of the business
of another publisher of a newspaper,
magazine, or other periodical.

(2) The deduction is allowable only to
the publisher making the circulation ex-
penditures.

(b) Election to capitalize. A taxpayer
entitled to the deduction for circulation
expenditures provided in section 23 (bb)
may, in lieu of taking such deduction,
elect to charge to capital account the
portion of such circulation expenditures
which, under approved standard methods
of accounting, is properly chargeable to
capital account. As a general rule, ex-
penditures normally made from year to
year in an effort to maintain circulation
are not properly chargeable to capital
account; however, expenditures made in
an effort to establish or to increase cir-
culation are properly chargeable to

capital account. Vor example, If a nows-
paper normally employs five persons to
obtain renewals of subscriptions by tele-
phone, the expenditures in connection
therewith would not be properly charge-
able to capital account. However, if such
newspaper, in a special effort to increase
its circulation, hires for a limited perlod
20 additional employees to obtain new
subscriptions by means of telephone calls
to the general public, the expenditures in
connection therewith would be properly
chargeable to capital account. If an
election Is made by the taxpayer to treat
any portion of his circulation expendi-
tures as chargeable to capital account,
such election must be for the total
amount of all such expenditures which
are properly so chargeable; in such case,
no deduction will be allowed for any such
expenditures which are properly charge-
able to capital.account. If such election
is made with respect to a particular tax-
able year, the taxpayer must continue
for subsequent taxable yearsM to charge
to capital account all circulation ex-
penditures which are properly so cha'ge-
able, unless the Commissioner, on appli-
cation In writing made to him by the
taxpayer, permits a revocation of such
election with respect to any subsequont
taxable year, subject to such condtlonw
as the Commissioner deems necessary.
The election referred -to in this para-
graph shall be mde by a statement at-
tached to the taxpayer's return for the
first taxable year to which such election
is applicable.

§ 39.23 (cc) Statutory provisions; de.
ductions from gross income; deductloit
of expenditures paid or incurred for tlho
development of mnes or other naturlI
deposits.

SEC. 23. Deductions from gross Income, I
computing net income there shall be allowed
as deductions: * * *

(cc) Development of mines--(1) Zn gcn.
eral. Except as provided in paragraph ,(2),,
all expenditures paid or Incurred during thi
taxable-year for the development of a nin
or other natural deposlte(othcr than an oil
or gas well) if paid or Incurred after Decem4
ber 31, 1950, and after the existence of ores
or minerals in commercially marketable,
quantities has been disclosed. This subsec-,
tion shall not apply to expenditures for the
acquisition or Improvement of prop&ty of a
character which Is subject to the allowance
for depreciation provided in section 23 (1),
but allowances for/depreciation shall be con-
sidered,'for the purposes of this subsection,
as expenditures.

(2) Election of taxpayer. At the election
of the taxpayer, made In accordance with
regulations prescribed by the Secretary, ex-
penditures described in paragraph (1) paid
or Incurred during the taxable year shall be
treated as-deferred expenses and shall be
deductible on a ratable basis as the units
of produced ores or minerals benefited by
such expenoitures are sold. In the caso of
such expenditures paid or incurred during
the development stage of the mine or deposit,
the election shall apply only with respect to
the excess of such expenditures during the
taxable year over the net receipts during
the taxable year from the ores or minerals
produced from such mine or deposit, The
election under this paragraph, if made, must
be for the total amount of such expenditures,
or the total amount of such excesS, as the
case may be, with respect to the mine or
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deposit, and shall be binding for such taxable
year. &

(3) Adjusted basts of mine or deposit.
,-,The amount of expenditures which are

tlreated under paragraph (2) as deferred ex-
penses shall be taken into account In com-
pditing the adjusted basis of the mine or
deposit, except that such amount, and the
adjustments to basis provided in section 113
(b) (1) (J), shall be disregarded In deter-
nuing the adjusted basis of the property
for the purpose of computing a deduction
for depletion tnder section 114.

[Sec. 23 (cc) as added by sec. 309 (a). Rev.
Act 1951]

§ 39.23 (cc)-1 Mine development ex-
penditures-(a) Allowance of deduction.
(1) Section 23 (cc) (1) provides for a
deduction from gross income of all ex-
penditures for the development of a
mine or other natural deposit (other
than an oil or gas well) paid or incurred
by the taxpayer after the existence of
ores or minerals in commercially mar-
ketable quantities has been disclosed
subject to the following rules. The de-

.auction is not allowable with respect to
expenditures for the acquisition or im-
provement of property of a character
subject to allowance for depreciation un-
der section 23 (1) However, allowances
for depreciation shall be considered for
'the purposes bf this section as expendi-
.cures for development to the extent al-
-locable:to development. Such develop-
n1ent expenditures are deductible under
section 23 (cc) (1) (notwithstanding the
proMsions of § 39.23 (m)-15) whether
pala or incurred by the taxpayer while
themine or deposit is in the development

-or tvhile in the production stage.
() For the purposes of this section,

expenditures thus described include only
those which, except for this section,
wo~uld not qualify as a deduction for the
taxable year. For treatment of certain
eidploration expenditures, see section 23
(if) and § ?9.23 (ff)-l. In general, the
prvisions of this section are applicable
only to costs paid or incurred by the
taipayer in respect of development un-
de taken (directly or through a con-
tract) by the taxpayer and do not apply,
f6r example, to such costs of develop-
ment undertaken by other persons as
niay be reflected m the acquisition cost
laid or incurred by the taxpayer for
7holly or partially developed property.

(3) As to the deductibility of expen-
ctures attributable to a grant or loan
niade to a taxpayer by the United States
for the encouragement of the explora-
ton, development, or mining of critical
and strategic minerals, see section 22<, b) (15)
( (b) Election to defer (1) A taxpayer

entitled to the deduction under section
3 (cc) (1) may, in lieu of taking such

qeduction in the year when the expen-
ditures for development were paid or
ncurred, elect under section 23 (cc) (2)

to treat such expenditures as deferred
bxpenses to be deducted ratably as the
biits of'the produced ore or minerals
,eneflted by the expenditures are sold.

1n the case of such expenditures paid or
incurred while the mine or deposit is in

Ithe development stage, the election is
I applicable only in respect of the excess of
such expenditures paid or incurred dur-
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ing the taxable year over the net receipts
during the taxable year from the ore or
minerals produced from the mine or de-
posit. The amount of such expenditures
not in excess of net receipts from the
ore or mineral for the taxable year while
the mine or deposit is in the development
stage shall be deductible in full. See
§ 39.23 (m)-15 (a) for description as to
when a mine will be considered to have
passed from a development to a produc-
tion stage.

(2) The amount of the deduction al-
lowable during the taxable year Is an
amount A, which bears the same ratio
to B (the total deferred development
expenditures for a particular mine or
deposit reduced by the amount of such
expenditures deducted In prior taxable
years) as C (the number of units of
the ore or mineral benefited by such
expenditures sold during the taxable
year) bears to D (the number of units
of ore or mineral benefited by such ex-
penditures remaining as of the taxable
year) For the purposes of this propor-
tion, the "number of units of ore or min-
eral benefited by such expenditures re-
maming as of the taxable year" is the
number of units of ore or mineral bene-
fited by the deferred development ex-
penditures remaining at the end of the
year to be recovered from the mine or
deposit (including units benefited by
such expenditures recovered but not
sold) plus the number of units benefited
by such expenditures sold within the
taxable year. The principles outlined In
§ 39.23 (m)-9 are applicable in estimat-
ing the number of units remaining as of
the taxable year and the number of units
sold during the taxable year. The esti-
mate is subject to revision n accordance
with that section In the event It Is ascer-
tamed as the result of operations or de-
velopment that the remaining units are
materially greater or less than the num-
ber of units remaining from a prior
estimate. Sections 39.23 (e)-3 and 39.23
(f)-1 contain rules relating to the treat-
ment of losses resulting from abandon-
ment.

(3) If the taxpayer has paid or in-
curred expenditures of the character
described herein, has made the election
to defer such expenditures, and there-
after leases the developed property re-
taming a royalty interest therein, he
shall be allowed the ratable deduction
indicated in subparagraph (2) of this
paragraph.

(4) The election referred to in this
paragraph shall be made for each mine
or deposit by a clear indication on the
return or by a statement filed with the
-district director of Internal revenue with
whom the return wlis filed not later than
six months after the filing of the return
for the taxable year to which such elec-
tion is applicable, or, in case the return
for the taxable year to which such elec-
tion is applicable is filed on or before
March 15, 1953, by a statement In writ-
ing to that effect filed with the district
director of internal revenue with whom
the return was filed on or before Septem-
ber 15, 1953. If such an election Is made
by the taxpayer, such election must be
for the total amount of all such expendi-
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tures during the taxable year while the
mine or deposit is in the producing stage.
If the mine or deposit Is in the develop-
ment stage, such election must be for all
of the excess of such expenditures over
the net receipts during the taxable year
from the ore or mineral produced. The
election shall be binding for the taxable
year with respect to which the election
was made.

§ 39.23 (dd) Statutory promvsons;
deductions from gross income; repay-
ment by mutual sarongs banks, etc., of
certain loans.

S=. 23. Deductions from gro3s income. in
computing net Income there shall be allowed
as deductions: ' *

(dd) Repayment by mutual savfngs bansT:,
etc., of certain icans. In the cace of a
mutual cavings bank not having capital
atock represented by shares, a domestic build-
ing and loan association, or a cooperative
bank without capital stock organized and
operated for mutual purposes and without
profit, amounts paid by the taxpayer during
the taxable year in repayment of loans made
prior to September 1. 1951, by (1) the United
States or any agency or instrumentality
thereof which Is wholly owned by the United
States. or (2) any mutual fund established
under the authority of the laws of any State.
ISec. 23 (dd) as added by sec. 313 (g), Re.
Act 19511

§ 39,23 (dd)- Repayment of certain
loans by mutual savings banks, building
and loan associations, and cooperative
banks. There is deductible, under sec-
tion 23 (dd) from the gross income of a
mutual savings bank not having capital
stock represented by shares, a domestic
building and loan association, or a co-
operative bank without capital stock or-
ganized and operated for mutual pur-
poses and without profit, amounts paid
by such institutions during the taxable
year In repayment of loans made before

. September 1, 1951, by the United States
or any agency or instrumentality thereof
which is wholly owned by the United
States, and amounts paid to a mutual
fund established under the authority of
the laws of any State. For example,
amounts paid by such Institution in re-
payment of loans made by the Recon-
struction Finance Corporation before
September 1, 1951, are deductible under
this section, Section 23 (dd) Is not ap-
plicable, however, in the ease of amounts
paid to an agency or instrumentality not
wholly owned by the United States.

§ 39.23 (ee)-(ff) Statutory prori-
smons; deductions from gross income;
cross reference; exploration expendi-
tures.

Sc 23. Deductions from gross income. In
computing net income there shall be al-
lowed as deductions: 0 *

(ce) Long-term capital gains. In the case
of a taxpayer other than a corporation, the
deduction for long-term capital gains pro-
vided In sectlon 117 (b).
[Sec. 23 (ee) as added by sec. 322, Rev. Act
19511

(if) Deduction of exploration expendi-
tur s-() In general. In the case of ex-
penditures paid or incurred during the tax-
able year for the purpose of ascertaining the
existence, location, extent, or quality of any
deposit of ore or other mineral, and paid or
incurred prior to the beginning of the de-
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velopment stage of the mine or deposit, so
much of such expenditures as does not ex-
ceed $75,000. This subsection shall apply
only with respect to the amount of such ex-
penditures which, but for this subsection,
would not be allowable as a deduction for
the taxable year. This subsection shall not
apply to expenditures for the acquisition or
improvement of property of a character
which Is subject to the allowance for de-
preciation provided in section 23 (1). but
allowances for depreciation shall- be con-
sidered, for the purposes of this subsection,
as expenditures paid or incurred. In no case
shall this subsection apply with Tespect to
amounts paid or incurred for the purpose
of ascertaining the existence; location, extent,
or quality of any deposit of oil or gas.

(2) Election of taxpayer. If the taxpayer
elects, in accordance with regulations -pre-
scribed by the Secretary, to treat as deferred
expenses any portion of the amount de-
ductible for the taxable year under para-
gaph (1). such portion shall not be deductble
under paragraph (1) but shall be deductible
on a ratable basis as the units of produced
ores or minerals discovered or explored by
reason of -such expenditures are sold. An
election made 'under this paragraph for any
taxable year shall be binding for such year.

(3) Limitation. This subsection shall not
apply to any amounts paid or incurred in any
taxable year if in any four preceding years
the taxpayer, or any individual or corpora-
tion who has transferred to the taxpayer
any mineral property under circumstances
which make the provisions of paragraph (7),
(8), (11), (13), (15), (17), (20), or (22) of
section 113 (a) applicable to such transfer,
has either (A) been allowed a deduction un-
der paragraph (1) of this subsectibn or (B)
made the election provided under paragraph
(2) of this subsection.

(4) Adfusted basis of mne or deposit.
The amount of expenditures which are
treated under paragraph (2) as deferred ex-
penses shall be taken into account in com-
puting the adjusted basis of the mine or
deposit, but such amounts, and the adjust-
ments to basis provided in section 113 (b)
(1) (M) shall be disregarded In determining
the adjusted basis of the property for the
purpose of computing a deduction for deple-
tion under section 114.

[Sec. 23 (if). as added by sec. 342 -(a), Rev.
Act 961]

§ 39.23 (ff) -1 Discovery or exploration
expenaitures-(a) Allowance of deduc-
tion. (1) Subject to the limitation pre-
scribed in paragraph (c) of this section,
section 23 (ff) (1) provides for a deduc-
tion from gross income of expenditures
for ascertaining the existence, location,
extent, or quality of any deposit of ore or
other mineral (other than oil or gas)
paid or incurred by the taxpayer before
the beginning of the development stage.
The expenditures thus described include
only those which, except for this section,
would not qualify as a deduction for the
taxable year and do not include expendi-
tures for the acquisition or improvement
of property of a character which is sub-
ject to the allowance for depreciation
provided for in section 23 (1) However,
allowances for depreciation shall be con-
sidered for the purposes of this section as
expenditures paid or incurred. For the
purposes of this section, such expendi-
tures do not include expenditures paid or
incurred after the existence of ores or
minerals In commercially marketable
quantities has been disclosed. For treat-
ment of development expenditures see
section 23 (cc) and § 39.23 (co)-1. In

general, the provisions of this section are
applicable only to costs paid or incurred
by the taxpayer in respect of exploration
or discovery undertaken (directly or
through contract) by the taxpayer and
do not apply, for example, to such costs
of exploration or discovery undertaken
by other persons as may be reflected in
the acquisition cost paid or incurred by
the taxpayer for the property.

(2) As to the deductibility of expendi-
tures attributable to a grant or loan
made to a taxpayer by the United States
for the encouragement of the explora-
tion, development or mining of critical
and strategic mnerals, see section 22
(b) (15)

(b) Election to defer (1) A taxpayer
entitled to the deduction under section
23 (f) (1) may, in lieu of taking such
deduction to winch he is entitled in the
year -when the expenditures for discovery
or exploration were paid or incurred,
elect under section 23 (if) (2) to treat
any portion of such deductible expendi-
tures as deferred expenses to be deducted
ratably as the units of produced ores or
minerals discovered or explored by rea-
son of such expenditures are sold.

(2) The amount of the deduction al-
lowable during the taxable year is an
amount A, winch bears the same ratio
-to B (the total deferred discovery or ex-
-ploration expenditures reduced by the
amount of such expenditures deducted
in prior taxable years) as C (the number
of units of the produced ore or mineral
sold during the taxable year) bears to D
(the number of units of ore or mineral
remaining as of the taxable year) For
the purposes of this proportion, the
"number of units of ore or mineral re-
maning as of the taxable year" is the
number of units of ore or mineral re-
maining at the end of the year to be re-
covered from the mines or deposits bene-
fited by such expenditures (including
units recovered but not sold) plus the
number of units sold -within the taxable
year. The principles outlined in
§ 39.23 (m)-9 are applicable in estimat-
ing the number of units remaining as of
the taxable year and the number of units
sold during the year. The estimate is
subject to revision in accordance with
that section in the event it is ascertained
as the result'of further discovery, devel-
opment or operations that the remaining
units are materially greater or less than
the units remaining from a prior esti-
mate. Sections 39.23 (e)-3 and 39.23
(fW-1 contain rules relating to the treat-
ment of losses resulting from abandon-
ment.

(3) If the taxpayer has paid or in-
curred expenditures of the character de-
scribed herein, has inade the election to
defer such expenditures and thereafter
leases the mine or deposit benefited by
such expenditures retaimng a royalty
Interest therein, he shall be allowed the
ratable deduction indicated in subiara-
graph (2) of this paragraph.

(4) The election referred to in this
paragraph shall be made by a clear in-
dication on the return or by a statement
filed with the district director of internal
revenue with whom the retrn was filed
not later than six months after the filing

of the return for the taxable Year to
which such electlon Is applicable, or, in
case the return for the taxablo year to
which such election Is applicable Is Diled
on or before March 15, 1953, by a state-
ment in writing to that effect filed with
the district director of Internal revenue
with whom the return was filed on or
before September 15, 1953. In such
statement, the taxpayer shall disclose
the amount to be deferred, and the name,
location, extent and nature of the min-
eral deposit to which the election relato,
The election shall be binding for the tax-
able year with respect to which the elec-
tion was made.

(c) Lumitation. The deduction do-
scribed in paragraph (a) of this section
is allowable only for the amount of all
such expenditures paid or incurred by
the taxpayer in the taxable year as does
not exceed $75,000. Amounts otherwiso
allowable as deductions without refer-
ence to this section (except allowances
for depreciation) are not to be taken Into
account in determining this lmitatiofl.
The limitation applies to all such de-
scribed expenditures of the taxpayer and
is not a total amount allowable with
respect to each mine or deposit. No de-
duction under section 23 (if) (1) or lea-
tion under section 23 (if) (2) may Wiu
taken or exercised if in any four prcl-
ceding years (not necessarily consecu-
tive years) the taxpayer, or any individ-
ual or corporation who has transferred
to the taxpayer any mineral or ore prop-
erty under circumstances which make
the provisions of paragraph (7), (8),
(11) (13) (15) (17) (20), or (22), of
section 113 (a) applicable to such trdns-
fer, has been allowed a deduction or
elected to treat such expenditures as de-
ferred expenses under section 23 (if) (1)
or section 23 (if) (2) respectively. Thus,
under such circumstances, no deduction
under section 23 (if) (1) orelection *Un-
der section 23 (if) (2) may be taken or
exercised after the combined deductions
and elections so taken or exercised by (ono
or more transferors and the taxpayer
equal four. For the purpose of the pre-
ceding sentence, a deduction and ,an
election availed of In any taxable year
by a particular taxpayer or transferor
shall be considered as having been taken
or exercised only once.

Example (l). Assume that a taxpayeri who
has never claimed the benefits of sectiaon
23 (il) redelved In 1950 a mineral doponlt
from X corporation upon a distribution In
complete liquidation of the latter under eo~n-
ditions which would make the provlioo
of section 113 (a) (15) applicable in deter-
mining the basis of the property In the hands
of the taxpayer, and that during the year
1955 X corporation expended $00,000 for e2 -
ploratlon expenditures which X corpOration
elected to treat as deferred expenses. On tlo
basis of these facts the taxpayer may dceduct
or defer for any three (not necessarily cot-
secutive) subsequent taxable years simil)r
expenditures made In those years not to ex,-
ceed $75,000 In any year. Where the arnount
expended In any taxable year Is less thal
$75,000 the difference, If any, may not b,o
carried over or back to other taxable yeark,

Example (2). Assume the same faet8
stated In example' (1) except that, prior to
acquisition by the taxpayer of the deposit]
from corporation X in 1056, corporation X,

§ 39.23 (ffM-1
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had acquired the deposit in 1954 in a similar
distribution from Y corporation which, in
the years 1952 and 1953, deducted explora-
tion costs paid in respect of an entirely dif-

ferent deposit in the amounts of $30,000 and
$50,000 respectively. Under these circum-
stances, the taxpayer may deduct or deter
exploration expenditures paid or incurred
for only one taxable year in an amount not
in excess of $75,000.

§ 39.24 (a) Stctutory prowstons; items
not deductible; rn general.
SEc. 24. Items not deductible-(a) General

rule. In computing net income no deduction
shall in any case be allowed in respect of-

(1) Personal, living, or family expenses,
except extraordinary medical expenses deduc-
tible under section 23 (x);

(2) Any amount paid out for new build-
ings or for permanent improvements or bet-
terments made to increase the value of any
property or estate, except expenditures for
the development of mines or deposits deduc-
tible under section 23 (cc);

(3) Any amount expended in restoring
property or in making good the exhaustion
thereof for which an allowance Is or has been
made;

(4) Premiums paid on any life Insurance
.policy covering the life of any officer or em-
ployee, or of any person fnancially interested
in any trade or business carried on by the
axpayer, when the taxpayer is directly or in-

-directly a beneficiary under such policy;
k(5) Any amount otherwise allowable as a

deduction which is-allocable to one or more
classes of income other than interest
(whether or not any amount of income of
that class or classes is received or accrued)
-whblly exempt from the taxes imposed by
-th= chapter, or any anount otherwise at-
low~tble under section 23 (a) (2) which Is
allopable to interest (whether or not any
amdpunt of such interest is received or ac,
crued) wholly exempt from the taxes Im-
posed by this chapter;

(6) Any amount paid or accrued on In-
debedness incurred or continued to pur-
chase a single premium life insurance or
enaowment contract. For the purposes of
thp paragraph, if substantially all the pre-
mijums on a life insurance or endowment con-
tract are paid within a period of four years
lrem the date on which such contract is
p rchased, such contract shall be considered
a single premium life insurance or endow-
nment contract; or
t? (7) Amounts paid or accrued for such

t~aes and carrying charges as, under regu-
lations prescribed by the Commissioner with
tite approval of the Secretary, are charge-
Able to capital account with respect to prop-
e w ., if the taxpayer elects, in accordance
v~th such regulations, to treat such taxes or
cluarges as so chargeable.

[bec. 24 (a) as amended by sees. 121 (b),
1-27 (b), 129, 130 (a). Rev. Act 1942; see.
309 (c), Rev. Act 1951]

$ § 39.24 (a)-I Personal and family ex-
enses. Insurance paid on a dwelling

owned and occupied by a taxpayer is a
personal expense and not deductible.
]renuums paid for life insurance by the
insured are not deductible. In the case
(if a professional man who rents a prop-
erty for residential purposes, but mci-
dentally receives clients, patients, or call-
ers there in connection with his profes-
Lional work (his place of business be-
U elsewhere) no part of the rent Is

uctible as a busMess expase. If,
ever, he uses part of the house for

4roffice, such portion of the rent as
properly attributable to such office
deductible. If the father is entitled
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to the services of his minor children,
any allowances which he gives them,
whether said to be In consideration of
services or otherwise, are not allowable
deductions in his return of Income.
Amounts paid as damages for breach of
promise to marry and attorneys' fees and
other costs of suit to recover such dam-
ages are not deductible. Generally, at-
torneys' fees paid in a suit for divorce
or separate maintenance are not deduct-
ible. However, the part of an attor-
ney's fee paid in a divorce or separate
maintenance proceeding which is prop-
erly attributable to the production or
collection of amounts Includible in gross
income under section 22 (W) Is deducti-
ble under section 23 (a) (2). Amounts
paid as alimony or allowance for support
upon divorce or separation are not de-
ductible except as provided in section
23 Cu) The cost of equipment of an
Army officer to the extent only that It
is especially required by his profession
and does not merely take the place of
articles required in civilian life is de-
ductible. Accordingly, the cost of a
sword is an allowable deduction, but the
cost of a uniform is not. For deduction
of extraordinary medical expenses (in-
cluding amounts paid for accident or
health insurance) see section 23 (x)

§ 39,24 (a)-2 Capital expenditures-
(a) Expenditures except non-depreciable
mine d ev e lop men t expenditures.
Amounts paid for increasing the capital
value or for making good the deprecia-
tion (for which a deduction has been
made) of property are not deductible
'from gross income. See section 23 (1)
Amounts expended for securing a copy-
right and plates, which remain the prop-
erty of the person making the payments.
are investments of capital The cost of
defending or perfecting title to property
constitutes a part of the cost of the prop-
erty and is not a deductible expense.
The amount expended for architects'
services is part of the cost of the build-
ing. Commissions paid in purchasing
securities are a part of the cost price of
such securities. Commissions paid in
selling securities are an offset against the
selling price, except that in the case of
dealers in securities such commissions
may be treated as an ordinar.' and neces-
sary business expense. Amounts to be
assessed and paid under an agreement
between bondholders or shareholders of
a corporation, to be used in a reorgan-
ization of the corporation, are Invest-
ments of capital and not deductible for
any purpose in returns of income. S~e
§ 39.22 (a)-16. An assessment paid by
a shareholder of a national bank on ac-
count of his statutory liability is ordi-
narily not deductible but. subject to the
provisions of the Internal Revenue Code,
may in certain cases represent a loss.
Expenses of the organization of a cor-
poration, such as incorporation fees,
attorneys' and accountants' charges, are
capital expenditures and not deductible
from gross income. A holding company
which guarantees dividends at a specified
rate on the stock of a subsidiary corpora-
tion for the purpose of securing new
capital for the subsidiary and increas-
ing the value of its stock holdings in the
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subsidiary may not deduct amounts paid
in carrying out this guaranty in com-
puting Its net income, but such payments
may be added to the cost of its stock in
the subsidiary.

(b) Non-depreciable expenditures for
mine development. Section 23 (cc) pro-
vides that certain expenditures (not sub-
ject to depreciation allowance under sec-
tion 23 (1) paid or incurred by the
taxpayer for mine development may be
deducted or treated as deferred expenses.
For the rules governing treatment of
such expenditures, see section 23 (cc)
and § 39.23 (cc)-1.

§ 39.24 (a)-3 Premzums on busi-
ness insurance. Premiums paid by a tax-
payer on an insurance policy on the life
of an officer, employee, or other indi-
vidual financially interested In the tax-
payer's business, for the purpose of pro-
tecting the taxpayer from loss in the
event of the death of the officer or em-
ployee insured are not deductible from
the taxpayer's gross income. If, how-
ever. the taxpayer is not a beneficiary
under such a policy, the premiums so
paid will not be disallowed as deductions
merely because the taxpayer may derive
a benefit from the increased efficiency of
the officer or employee insured. See
§§ 39.23 (a)-6 to 39.23 a)-9, inclusive.
In either case the proceeds of such pol-
Iies paid by reason of the death of the
insured may be excluded from gross in-
comq whether the beneficiary is an in-
dividual or a corporation, except in the
case of certain transferees as provided
in § 39.22 (b) (2)-3 and in the case of a,
spouse to whom such proceeds are in-
come under section 22 (W). See generally
section 22 (b) (1) and (2) and the reg-
ulations thereunder.

§ 39.24 (a)-4 Amounts allocable to
exempt income-a) Class of exempt in-
come. (1) As used in this section, the
term "class of exempt income" means
any class of income, including interest
only to the extent that amounts other-
wise allowable under section 23 (a) (2)
are allocable thereto (whether or not
any amount of income of that class or
classes is received or accrued) wholly
exempt from the taxes Imposed by chap-
ter 1. Included are any item or class of
income, including interest only to the
extent that amounts otherwise allowable
under section 23 (a) (2) are allccable
thereto, constitutionally exempt from
the taxes imposed by chapter 1, any
Item or class, as above defined, excluded
from gross income under any provision
of section 22 or section 116; and any item
or class of income, as above defined, ex-
empt under the provisions of any other
law from the taxes Imposed by chapter 1.
As used In this section, the term "taxable
Income" means income which is required
to be Included in gross income; and the
term "exempt income" means income
which is not required to be Included in
gross income.

(2) The object of section 24 (a) (5)
Is to segregate the exempt income from
the taxable income, in order that a dou-
ble exemption may not be obtained
through the reduction of taxable income
by expenses and other Items incurred in
the vroduction of items of income wholly

§ 39.24 (al-4
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exempt from tax. Accordingly, just as
exempt items of income are excluded
from the computation of gross income
under section 22, so section 24 (a) (5)
excludes from the computation of de-
ductions under section 23 all items re-
ferable to the production of exempt in-
come, as above defined.

(b) Determination of amounts alloca-
ble to a class of exempt income. (1) No
deduction may be allowed for the
amount of any item or part thereof al-
locable to a class or classes of exempt
income. For example, expenses paid or
incurred for the production or collection
of income which is wholly exempt from
income taxes, such as interest or divi-
dends of a type not includible in gross
income, are not deductible expenses.
Items, or parts of such items, directly
attributable to any class or classes-of
exempt income, shall be allocated there-
to; and items, or parts of such items,
directly attributable to any class or
classes of taxable income, shall be allo-
cated thereto.

(2) If an Item is indirectly attribut-
able both to taxable income and exempt
income, a reasonable proportion thereof,
determined n the light of all the facts
and circumstances in each case, shall be
allocated to each. Apportionments must
in all cases be reasonable.

(c) Statement of items o1 exempt in-
come; records. (1) A taxpayer receiving
'any class of exempt income or holding
any property or engaging in any activity
the income from which is exempt shall
submit with his return as a part thereof
an itemized statement, in detail, show-
ing (i) the amount of each class of ex-
empt Income, and (ii) the amount of
items, or parts of items, allocated to each
such class (the amount allocated by ap-
portionment being shown separately)- as
required by paragraph (b) of this sec-
tion. If an item is apportioned between
a class of exempt income and a class
of taxable income, the statement shall
show the basis of the apportionment.
Such statement shall also recite that
each deduction claimed in The return is
not in any way referable to exempt
income.

(2) The taxpayer shall keep such rec-
ords as will enable him to make the allo-
cations required by this section (see sec-
tion 54)

§ 39.24 (a)-5 Single premium life
insurance or endowment contracts.
Amounts paid or accrued on indebtedness
incurred or continued, directly or indi-
rectly, to purchase a single premium life
insurance or endowment contract are not
deductible under section 23 (b) or any
other provision Qf chapter 1. This pro-
hibition applies even though the insur-
ance is not on the life of the taxpayer.
A contract shall be considered a single
premium life insurance or endowment
contract, for the purposes of this sec-
tion, if substantially all the premiums
on such contracts are paid within a pe-
riod of four years from the date on which
the contract was purchased.

§ 39.24 (a) -6 Taxes and carrying
charges chargeable to capital account
and treated as capital items-(a) Gen-

eral. In accordance with section 24 (a)
(7), items enumerated m paragraph (b)
(1) of this section may be capitalized at
the election of the taxpayer. Thus, taxes
and carrying charges with respect to
property, of the type described in this
section, are chargeable to capital account
at the election of the taxpayer notwith-
standing that they are expressly deduct-
ible under section 23. No deduction is
permitted for any items so treated.

(b) Taxes and carrying charges. (1)
The following items may upon the elec-
tion of the taxpayer, in the manner pro-
vided in paragraph (c) of this section,
be treated as chargeable to capital ac-
count (either as a component of original
cost or other basis, for the purposes of
section 113 (a) or as an adjustment to
basis, for the purposes of section 113
(b) (1) (A)) notwithstanding that they
are expressly deductible under section 23:

(i) -In the case of unimproved and un-
productive real property annual taxes,
interest on a mortgage, and other carry-
-Ing charges,

(!i) In the case of real property,
whether improved or unimproved and
whether productive or unproductive, ex-
penditures (otherwise deductible) paid
or incurred in the development thereof
or in the construction of an improve-
ment or additional improvement thereon,
up to the time the development or con-
struction work has been completed, such
as interest on a loan made or continued
to furnish funds for this purpose (but
not including theoretical interest of a
taxpayer using his own funds) taxes of
the owner of the property measured by
compensation paid to his employees and
taxes of such owner imposed on the
purchase of materials for such work or on
the storage, use, or other consumption
in the State of materials for such work
which are purchased for storage, use, or
other -consumption in that State, and
other necessary expenditures paid or in-
curred in connection therewith up to the
time the development or construction
work has been completed. 'The develop-
ment or construction work with respect
to which such items are incurred may
relate to unimproved and unproductive
real estate whether the construction
,work will make the property productive
of taxable icome (as in the case of a
factory) or not (as in the case of a per-
sonal residence) or may relate to prop-
erty already improved or productive (as
in the case of a plant addition or im-
provement, such as the construction of
another floor on a factory or the installa-
tion of insulation therein),

(ill) In the case of personal property
taxes of an employer measured by com-
pensation for services rende'ed in trans-
porting machinery or other fixed assets
to his plant or in installing them therein,
interest on a loan to purchase such prop-
erty or to pay for transporting or in-
stalling the same, and taxes of the owner
thereof imposed on the purchase of such
property or on the storage, use, or other
consumption of such property in the
State which is purchased for storage,
use, or other consumption in that State,
paid or incurred up to the date of in-
stallation or the date when such prop-

erty is first put Into use by the taxpayer,
whichever date is later,

(Iv) Any other taxes and cftrryin,
charges with respect to property, other-
wise deductible, which in the opinion of
the Commissioner are, under sound ac-
counting principles, chargeable to capi-
tal account.

(2) If for any taxable year there are
two or more Items, such as social security
taxes, use taxes, or any other typo of
Items above described, relating to the
same project to which the election is ap-
plicable, the taxpayer may elect to capi-
talze any one, or more of such Items even
though he does not elect to capitalize
the remaining Items or to capitalize
items of the same type relating to other
projects. However, if several Items of
the same type are Incurred with respect
to a single project the election to capi-
talize must, if exercised, be exercised as
to all items of that type.

(3) Once, however, such an election
is made under subparagraph (1) (ii),
(idl) or (Iv) of this paragraph to cap-
italize a given charge incurred with re-
spect to a particular project, charges of
the same type Incurred with respect to
the particular project In subsequeno
years, whether they be social security
taxes, use taxes, sales taxes, or any other
item enumerated In any of these sub-
paragraphs, must also be capitalized for
the entire period to which the election
so to treat items of that type is apbli-
cable. The term'"proJect" for this nur-
pose in the case of Items includea In
subparagraph (1) (ii) of this paragraph
'means the particular development or
construction work with respect to wlich
the charge as to which the election was
exercised was Incurred, and in the case
of Items Included in subparagraph (1)
(i) of this-paragraph the term means
the act of transporting, Installing, or piat.
ting Into use of the machinery or other
fixed assets. An election under subpara-
graph (1) (1) of this paragraph, ho'w-
ever, may be exercised for a given year
without regard to the manner in Which
the same type of Item with respect t.o
the same property was treated by the
taxpayer for a prior year,

(4) The following examples are illtu,-
trative of the application of the prov-
slons of this paragraph:

Example (1). A in 1952 and 1053 pa, ,a
annual'taxes and interst on a mnortgEwjo
on a piece of property. During 1052, t,1e
property is vacant and unproductive, blt
throughout 1953, A operates the property as
a parking lot. A may capitaliz the taxes
and mortgage interest paid ini 1052 but not
the taxes and mortgage interest paid iLu
1953.

Example (2). X began in rebruary 1,05,l
the erection of a building for himself, X
in 1952, in connection with the erestion of
the building, paid 06,OO0 social security taxes,
which in his 1952 return he elected to cap..
italize. X must continue to capitalize the
social security taxes paid in connection with
the erection of the building until its com-
pletion in 1954.

Example (3). Assume the facts in ex-
ample (2) except that in November 1062, 1 .
also begins to build a hotel which will bo
completed in 1055. In 1052 X pays $3,00
social security taxes in connection with tho
erection of the hotel. X's election to cap..
Italize the social security taxes paid in erecot.

§ 3 9.2 4 (a-5
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Ig the building started In February 1952
does not bind him to capitalize the social
security taxes paid m erecting the hotel; he
may deduct the $3,000 social security taxes
paid in erecting the hotel.
\ Example (4). -X in 1952 began the erec-
tion of a building for himself, which would
take three years to complete. X in 1952 -paid
$4,000 social security taxes and $8,000 Inter-
est on a building loan in connection with
this building. X may elect to capitalize the
social security taxes although he deducts
the interest charges.

Example (5). A purchases machinery in
1952 for use in his factory. He pays sccial
security taxes on the labor for transporta-
tipn and installation, as well as Interest on
a loan to obtain funds to pay for the ma-
chinery and for installation costs. A may
capitalize the social security taxes and the
interest up to the date of installation or un-
til the machinery is first put into use by
him, whichever is later.

(5) The sole effect of section 24 (a)
(7) is to permit the items enumerated
in subparagraph (1) of this paragraph
to be charged to capital account not-
withstanding that a deduction is ex-
pressly provided therefor in section 23.
Any item not charged to capital account
-which is otherwise deductible under

ection 23 is still deductible. An item
Inay not be charged to capital ac-
count under this section where such
treatment would be disallowed whether
or not a deduction is expressly provided
therefor in section 23 (such, for ex-
ample, as maintenance expenses and the
5ost of repairs and upkeep of a personal
residence) This section does not pre-
vent an item from being treated as a

!apital item which would otherwise be
6Uowed to be so treated nor does it have
the effect of making deductible an item
_w hch is not deductible under section 23
(kuch, for example, as salaries or other
compensation paid or incurred for serv-
ic s renderedin the construction of prop-
erty) - '
1 (6) In the absence of a provision in

this section for treating a given item as a
capital item, this section has no effect
on the treatment otherwise accorded
!such item. Thus, items which are other-
wise deductible are deductible notwith-
standing the provisions of this section,
lnd items which are otherwise treat-
ed as capital items are to be so treated.

Tor is the absence of a provision in this
section to be construed as withdrawing
or modifying the right now given to the
taxpayer under some other provision of
chapter 1 of the Code or of the regula-
iions promulgated thereunder to elect
-o capitalize or to deduct a given item.
6-ee § 39.23 (m)-16, making intangible
idriling and development costs charge-
%able to capital or to expenses at the
4taxpayer's option and § 39.23 (c)-2, mak-
ing certain Federal duties and excise

xes deductible unless the taxpayer has
Pdded them to the expenses of the busi-
iess or the cost of the articles of mer-
chandise.

(c) Manner of exerczszng election. If
the taxpayer elects to capitalize an item
or items under this section, such elec-
tion shall be exercised by filing with the
original return a statement for that year
indicating the item or items (hether
with respect to the same project or to
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different projects) which the taxpayer
elects to treat as chargeable to capital
account (either as a component of origi-
nal cost or other basis, for the purposes
of section 113 (a) or as an adjustment
to basis, for the purposes of section 113
(b) (1) (A))

(d) Allocation. If any tax or carry-
ing charge with respect to property is in
part a type of item described in para-
graph (b) of this section and in part a
-type of item or items with respect to
which no election to treat as a capital
item is given, a reasonable proportion
of such tax or carrying charge, deter-
mined in the light of all the facts and
circumstances in each case, shall be al-
located to each item. Apportionment
must in all cases be reasonable.

Example. A. the owner of a factory on
which a new addition Is under construction.
in 1952 pays its general manager. B, a calary
of $4,000 and social security taxes of 8120.
B spends nine-tenths of his time in the
general business of the firm and the remain-
Ing tenth in supervising the construction
work. A treats as expenses 3,500 of B's
salary and charges the remaining $400 to
capital account. A may also capitalize $12
of the $120 social security taxes.

§ 39.P4 (b) S t a t u t o r y provisions:
items not deductible; losses from sales
or exchanges of property.

SEc. 24. Items not deductible.
(b) Losses from sales or ezchanges o

property-(1) Losses disallowed. In com-
puting net income no deduction shall In any
case be allowed in respect of lo=es from ale3
or exchanges of property, directly or indi-
rectly-

(A) Between members of a family, as de-
fined In paragraph (2) (D);

(B) Except In the case of distrlbuttons In
liquidation, between an Individual and a
corporation more than 50 per centum In
value of the outstanding steck of which is
owned, directly or Indirectly, by or for such
individual;

(C) Except in the caso of distributions In
liquidation, between two corporations more
than 50 per centum in value of the out-
standing stock of each of which Is owned,
directly or indirectly. by or for the rame In-
dividual, if either one of such corporations,
with respect to the taxable year of the cor-
poration preceding the date of the sale or
exchange was, under the law applicable to
such taxable year, a personal holding com-
pany or a foreign personal holding company:

(D) Between a grantor and a fiduciary of
any trust:

(E) Between the fiduclary of a trust and
the fiduciary of another trust. If the same
person Is a grantor with respect to each
trust;or

(F) Between a fiduciary of a trust and a
beneficiary of such trust.

(2) Stock ownership, famiy, and partner-
ship rule. For the purpotes of determining.
in applying paragraph (1), the ownership of
stock-

(A) Stock owned, directly or indirectly, by
or for a corporation, partnership, estate, or
trust, shall be considered as being owned
proportionately by or for its shareholders.
partners, or beneficiaries;

(B) An individual shall be considered as
owning the stock owned, directly or indi-
rectly, by or for his family:

(C) An individual owning (otherwise than
by the application of subparagraph (B)) any
stock In a corroration shall be considered as
owning the stock owned, directly or indi-
rectly, by or for his partner;

(D) The family of an individual shal in-
clude only his brothers and sisters (whether
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by the whole or half blcod). spaue, ancez-
tors. and lineal deccendants: and

(E) Conatructire onership = actual
ownership. Stoc% con-tructively ovmed by
a peron by reason of the application of sub-
paragraph (A) shail, for the purpoze of ap-
plying subparagraph (A), (B), or (C), be
treated as actually owned by such peron,
but stock constructively owned by an indi-
vidual by re-on of the application of sub-
paragraph (B) or (C) shall not be treated
as owned by him for the purpose of again
applying either of such subparagraphs in
order to male another the constructive
owner of such stock.

§ 39.24 (b)-1 Losses from sales or
exchanges between certan classes of
persons--(a) Individuals (including
fiduclaries). In-the case of sales or ex-
changes of property, directly or indi-
rectly, between individuals (including
fiduciaries) no deduction shall be al-
lowed with respect to losses arism there-
from in the following cases: (1) Between
members of a family as defined in sec-
tIon 24 (b) (2) (D) (2) between fidu-
ciarles of trusts having a common grant-
or; (3) between a grantor and a fidu-
ciary of the same trust; or (4) between a
fiduciary of a trust and a beneficiary of
such trust.

(b) Cor_.orations (including share-
holders) In the case of sales or ex-
changes of property (except in the case
of distributions in liquidation) where a
corporation not acting n a fiduciary
capacity Is a party to the transaction,
under certain circumstances no deduc-
tion shall be allowed with respect to
losses arising from such sales or ex-
changes, directly or indirectly, between
a corporation and an individual share-
holder (see section 24 (b) (1) (B)) or
between two corporations (see section 24
(b) (1) (C)) Under section 24 (b) (1)
(B) It Is necessary that there be owned,
directly or indirectly, by or for the m-
dividual a party to the transaction, more
than 50 percent In value of the stock of
the other party to the transaction on the
date of the sale or exchange. Under
section 24 (b) (1) (C), however, not only
must more than 50 percent in value of
the outstanding stock of each of such
corporations be owned, directly or in-
directly, on the date of the sale or ex-
change by or for the same individual, but
one of the corporations must be either a
personal holding company as defined in
section 501, or a foreign personal holding
company as defined in section 331, for the
taxable year preceding the date of the
sale or exchange. It is not necessary
that either of the corporations be a per-
sonal holding company or a foreign per-
sonal holding company on the date of the
sale or exchange.

(c) Stock-ownership rule. For the
purpose of paragraph (b) of this section,
the ownership of stock shall be deter-
mined n accordance with the rules pro-
vided in section 24 (b) (2) In order
that an individual shall be considered
under section 24 (b) (2) (C) as con-
structively owning the stock of a cor-
poration owned, directly or indirectly,
by or for his partner, such individual
must himself own. directly or indirectly,
stock of such corporation. On the other
hand, under section 24 (b) (2) (B) an
individual need not own any stock of a

§ 39.24 (b)-1
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corporation, either directly or indirectly,
in order to be considered as construc-
tively owning the stock of such cor-
poration which is owned, directly or in-
directly, by or for any member of his
family.

(d) Illustrations of the application of
section 24 (b) The application of sec-
tion 24 (b) may be illustrated by the
following examples:

Example (1). On July 1, 1952, the M Cor-
poration owned all of the stock of the 0
Corporation which for the calendar year 1951
was a personal holding company under sec-
tion 501. On that day all of the outstand-
ing stock of the M Corporation was owned
by A. By the application of the rule pro-
vided in section 24 (b) (2) (A), the stock
in the 0 Corporation owned by the M Corpo-
ration Is considered to be owned construc-
tively by A, the sole stockholder of the I
Corporation. Such constructive ownership
of the stock of the 0 Corporation by A is
considered as actual ownership for the pur-
pose of applying the family rule provided
in section 24 (b) (2) (B) -to make a member
of A's family, as, for example, his wife, AW,
the constructive owner of the stock of the
o Corporation. But the constructive owner-
ship of the 0 Corporation stock by AW may
not be considered as actual ownership by AW
for the purpose of again applying the family
rule so as to make a member of AW's family,
for example, her father, AWF, in turn con-
structive owner of such stock. These rules
apply in the same manner and with the tame
effect in determining the ownership of stock
in the M Corporation. Accordingly, assum-
ing that A, AW, AWF the AT Corporation,
and the 0 Corporation make their income
returns on the basis of a calendar year and
that there was no distribution in complete
or partial liquidation of the AT or'0 Corpo-
ration, no deduction is allowable under sec-
tion 24 (b) (1) with respect to losses from
sales or exchanges of property made on July
1, 1952, between any of such individuals
or corporations, excent as between A and
AWF and between AWF and the M or 0
Corporation.

Example .(2). On June 15, 1952, all of the
stock of the N Corporation was owned in
equal proportions by A and A's partner, AP.
Except in the case of distributions in com-
plete or partial liquidation by the N Corpo-
ration, no deduction is allowable with rQ-
spect to losses from sales or exchanges of
property made on June 15, 1952, between A
and the N Corporation or AP and the N
Corporation inasmuch as, by the application
of section 24 (b) (2) (C)', each partner is
considered as having owned the stock owned
by the other and, therefore, is considered as
having owned more than 50 percent in value
of the outstanding stock of the N Corpora-
tion. Deductions .for losses from sales or
exchanges between A's brother, AB, and the
N Corporation, or between Al and A, or
AP and AB, are not prohibited by section
24 (b).

§ 39.24 (c) Statutory provisions;
items not deductible; unpaid expenses
and interest.

SEC. 24 Items not deductible. * * *
(c) Unpaid expenses and interest. In com-

puting net income no deduction shall be al-
lowed under section 23 (a), relating to ex-
penses incurred, or under section 23 (b), re-
lating to interest accrued-

(I) If such expenses or interest are not
paid within the taxable year or within two
and one half months after the close thereof;
and

(2) If, by reason of the method of account-
ing of the person to whom the payment is to
be made, the amount thereof is not, unless
paid, includible in the gross income of such

§ 39.24 (c

person for the taxable year in which or with
which the taxable year of the taxpayer ends;
and

(3) If, at the close of the taxable year of
the taxpayer or at any time within two and
one-half months thereafter, both the tax-
payer and the person to- whom the payment
is to be made are persons between whom
losses would be disallowed under section 24
(b).

§ 39.24 (c)-1 Disallowance of deduc-
tions for unpaid expenses and interest.
The application of section 24 (c) may
be illustrated by the following example:

Example. A is the holder and owner of an
Interest-bearing note executed by the if Cor-
poration, all the stock of which is owned
by him. A and the M Corporation make
their income returns on the basis of a cal-
endar year but the M Corporation makes its
returns on the accrual basis and A makes his
returns on the cash receipts and disburse-
ments basis. The 1M Corporation does not
pay any interest on such note during the
calendar year 1952 or within two and one-
half months after the close thereof, but
claims a deduction for the year 1952 with re-
spect to the interest accruing on the note
in that year. A; being on the cash receipts
and disbursements basis, does not include
such interest In his return for the year 1952.
By the application of section 24 (c), no de-
duction for such interest Is allowable In com-
puting the net income of the M Corporation
for the year 1952. The provisions of
section 24 (c) do not otherwise affect the gen-
eral rules governing the allowance of deduc-
tions under the accrual basis. Hence, in the
event the M Corporation should pay such
interest after March 15, 1953, no deduction
therefor would be allowable in computing
its net income for the year in which the
payment was made.

§ 39.24 (d) Statutory provisions; items
not deductible; holders of life or ter-
minable interest.

SEC. 24. Items not deductible. * * *
(4) Holders of life or terminable interest.

Amounts paid under the laws of any State,
Territory, District of Columbia, possession of
the United States, or foreign country as in-
come to the holder of a life or terminable
interest acquired by gift, bequest, or inherit-
ance shall not be reduced or diminished by
any deduction for shrinkage (by whatever
name called) In the value of-such interest
due to the lapse of time, nor by any deduc-
tion allowed by this chapter (except the de-
ductions provided for in subsections (1) and
(m) of section 23) for the purpose of com-
puting the net income of an estate or trust
but not allowed under the laws of such State,
Territory, District of Columbia, possession of
the United States, or foreign country for the
purpose of computing the income to which
such holder is entitled.

§ 39.24 (d)-1 Life or terminable in-
terests. (a) Amounts paid to the
holder of a life or terminable interest
acquired by gift, bequest, or inheritance
shall not be subject to any deduction for
.shrinkage (whether called depreciation
or any other name5 m the value of such
interest due to the lapse of 'time, In
other words, the holder of such an in-
terest so acquired may not set up the
value of the expected future payments as
corpus or principal and claim deductions
for shrinkage or exhaustion thereof due
to the passage of time. See section 113
(a) (5)

(b) No deductions shall be allowed in
the case of a, life or terminable interest
acquired by gift, bequest, or inheritance,

if the estate or trust Is entitled to a do-
duction under chapter 1 but there Is no
reduction of the income of the life or
terminable Interest, For example, an
estate or a trust in a certain State sells
securities at a loss; if, under the laws of
that State, the beneficiary suffers no ac-
tual loss, then even though the estate or
trust is permitted to deduct such loss In
making Its return, the beneficiary whose
income has not been diminished thereby
is not entitled to a deduction on account
of such loss, but must include in his
return the full amount distributed or dis-
tributable. See section 162. However,
in the case of property held by one per-
son for life with remainder to another
person and In the case of property held in
trust, see section 23 (1) as to deprecia-
tion and section 23 (m) as to depletion.

§ 39.24 (e)-(f) Statutory provisons,,
items not deductible; cross referencc; ex-
penses attributable to unharvested crops
sold with land.,

SEc. 24. Items not deductible. * * *
(e) Tax withheld on tax-free covenant

bonds. For nondeductibility of tax with-
held on tax-free covenant bonds, see section
143 (a) (3).
(f) Sale of land with unharvested crop.

Where an unharvested crop sold by the tax-
payer is considered under the provisions of
section 117 (J) (3) as "propbrty Used in thO
trade or business" in computing net income
no deduction (whether or not for the ta.-
able year of the sale and whether for o-
penses, depreciation, or otherwise) attribut'-
able to the production of such crop shall be
allowed.

[Sec. 24 (f) as added by sec. 323 (b), ot'.
Act 1951]

§ 39.24 f)-1 Items attributable to aaz
unharvested crop sold with the land, r n
computing net Income no deduction
shall be allowed In respect of Items at-
tributable to the production of an un-
harvested crop which is sold, exchanged,
or involuntarily converted with the land
and which is considered as property used
in the trade or business under section
117 (j) (3) Such items shall be so
treated whether or not the taxable year
involved is that of the sale, exchange, or
conversion of such crop and whether they*
are for expenses, depreciation, or other
wise. If the taxable year involved is not
that of the sale, exchange, or convorstoA.
of such crop, a recomputatlon of the ta=
liability for such year shall be made;
such recomputatlon should be in tho
form of an "amended return" if neces-
sary. For the adjustments to basis as Ei,
result of such disallowance, see § 39.113
(b) (1)-1.

CREDITS AGAINST NET INCOMEf

§ 39.25 Statutory provisions; crcditl
of individual against net income.

SEc. 25. Credits of ndilvidial against We
income-(a) Credits for normal tax onlY,
There shall be allowed for the purpose of tha
normal tax, but not for the surtax, the fol"
lowing credits against the net income.
(1) Interest on United States obligations,

The amount received as interest upon obli-
gations of the United States, if such Interest
is included in gross income under section 22,
and if, under the Act authorizing the Issue
of such obligations, as amended and supple.
mented,<'sucb, interest io exempt from nor-
inal tax.
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(2) Interest on obligations of instrumen-
talities of the United States. The amount
received as interest on obligations of a cor-
poration organized under Act of Congress, if
(A) such corporation is an Instrumentality
of the United States; and (B) such interest
-is included in gross income under section 22;
and (C) -under the Act authorizing the issue
thereof, as amended and supplemented, such
interest is exempt from normal tax. (For
reduction of credit under paragraph (1) or
(2) on account of amortizable bond pre-
mium, see section 125.)

(3) Normal-tax exemption. [Repealed by
sec. 102 (b) (2). Rev. Act 1945.]

(4) arned-income definitions. [Repealed
by sec. 107 (a), Rev. Act 1943]

(b) Credits for both normal tax and sur-
tax-(1)Credits. There shaU be allowed for
the purposes of both the normal tax and the
surtax, the following credits against net
income:

(A) An exemption of $600 for the taxpay-
er; and an additional exemption of $600 for
the spouse of the taxpayer if a separate re-
turn is made by the taxpayer, and if the
spouse, for the calendar year in which the
'taxable year of the taxpayer begins, has no
gross income and is not the dependent of
another taxpayer

(B) (i) An additional exemption of $600
for the taxpayer if he has attained the age
of 65 before the close of his taxable year; and

(ii) An additional exemption of $600 for
the spouse of the taxpayer If a separate re-
turn is made by the taxpayer, and If the
-pouse has attained the age of 65 before the
iclose of such taxable year, and, for the cal-
endar year in which the taxable year of the
taxpayer begins, has no gross income and is
nut the deuendent of another taxpayer;

Y(C) (i) An additional exemption of $600
for the taxpayer if he is blind at the close of
hps taxable year; and

(H) An additional exemption of $600 for
the spouse of the taxpayer if a separate re-
turn is made by the taxpayer, and if the
spouse is blind and, for the calendar year In
which the taxable year of the taxpayer be-
",jins, has no gross income and is not the de-
pendent of another taxpayer. For the pur-
poses of this clause the determination- o
whether the spouse is blind shall be made as
of thd close of the taxable year of the tax-
'payer, -unless the spouse dies during such
taxable year, in which case such determina-
-tlon shall be made as of the time of such
,death;

(lii) For the purposes of this subpara-
Igraph an indivdual is blind only if either:
-His central visual acuity does not exceed
f20/200 in the better eye with correcting
lenses, or -his visual acuity is greater than

S20/200 but is accompanied by a limitation in
- the fields of vision such that the widest dr-
-ameter of the visual field subtends an angle
no greater than 20 degrees;

(D) An exemption of $600 for each de-
pendent whose gross income for the calendar
year in which the taxable year of the tax-
payer begins is less than $600, except that
the exemption shall not be allowed in re-
spect of a dependent who has made a joint
return with his spouse under section 51 for
the taxable year beginning in such calendar
,year.
e (2) Determination of status. For the pur-

/poses of this subsection-
(A) The determination of whether an In-

dividual is married shall be made as of the
close of his taxable year, unless his spouse
dies during his taxable year, in which case
such determination shall be made as of the
time of such death; and

(B) An individual legally separated from
his spouse under a decree of divorce or of
separate maintenance shall not b3-consldered
as married.

(3) Definition of dependent. As used In
this chapter the term "dependent" means
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any of the following percons over half of
whose support, for the calendar year In
which the taxable year of the taxpayer be-
gins, was received from the taxpayer:

(A) A son or daughter of the taxpayer, or
a descendant of either,

(B) A stepson or stepdaughter of the tax-
payer,

(C) A brother, sister, stepbrother, or step-
sister of the taxpayer,

(D) The father or mother of the taxpayer,
or an ancestor of either,

(E) A stepfather or stepmother of the
taxpayer,

(F) A son or daughter of a brother or rds-
ter of the taxpayer,

(G) A brother or sister of the father or
mother of the taxpayer,

(H) A son-in-law, daughter-in-law, father-
in-law, mother-in-law, brother-in-law, or
sister-in-law of the taxpayer.

As used in this paragraph, the terms
"brother" and "sister" include a brother
or sister by the half-blood. For the pur-
poses of determining whether any of the
foregoing relationships exist, a legally
adopted child of a person shall be considered
a child of such person by'blood. The term
"dependent' does not include any Individ-
ual who is a citizen or subject of a foreign
country unless such individual is a resident
of the United States or of a country con-
tiguous to the United States. A payment to
a wife which is includible under section 22
(k) or section 171 in the rons Income of
such wife shall not be considered a payment
by her husband for the support of any do-
pendent.

iSec. 25 as amended by Ec. 6 (a). Rev. Act
1940; sees. 111 (a), 113, Rev. Act 191: sees.
112 (b), 120 (e) (1). 126 (1) (1). 131 (a)
(1), (b). Rev. Act 1942: sec. 107, Mo7.

Act 1943; sec. 10 (a), (b), Individual
Income Tax Act 1944; sec. 102 (a), (b) (2).
Rev. Act 1945; see. 201. Rev. Act 1948; sec.
310 (a), Rev. Act 19511

§ 39.25-1 Credits of individuals for
purpose of normal tax. The taxpayer's
net income as determined pursuant to
sections 21 to 24, inclusive, -is reduced,
for the purpose of computing the normal
tax by (a) the income exempt from nor-
mal tax only received upon certain ob-
ligations of the United States and upon
certain obligations of corporations or-
ganized under Act of Congress which are
.instrumentalities of the United States,
and (b) the credits for both normal tax

-and surtax under section 25 (b).
§ 39.25-2 Credits of individuals for

purpose of normal tax and surtax-(a)
In general. For the purposes of the nor-
mal tax and the surtax on individuals,
there are allowed as credits against net
income the exemptions specified in sec-
tion 25 (b) Such credits Include (1) the
exemptions for an individual taxpayer
and spouse (the so-called personal ex-
emptions) (2) the additional exemp-
tions for a taxpayer attaining the age of
65 years and spouse attaining the age of
65 years (the so-called old-age exemp-
tions) (3) the additional exemptions for
a blind taxpayer and a blind spouse, and
(4) the exemptions for dependents of the
taxpayer,

(b) Exemptions for individual tax-
payer and spouse (so-caled personal ex-
emptions) There are allowed by sec-
tion 25 (b) (1) (A) an exemption of
$600 for the taxpayer and an additional
exemption of $600 for the spouse of the
taxpayer if a separate return is made by
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the taxpayer, and If the spouse, for the
calendar year In which the taxable year
of the taxpayer begins, has no gross in-
come and is not the dependent of an-
other taxpayer. Since, in. the case of
a joint return, there are two taxpayers
(although under section 51 (b) there is
only one income for the two taxpayers
on such return-. e. their aggregate in-
come) two exemptions of $600 are al-
lowed on such return, one for each tax-
payer spouse. If In any case a joint re-
turn is made by the taxpayer and his
spouse, no exemption is allowed any
other person for such spouse even though
such other person would have been en-
titled to claim an exemption for such
spouse as a dependent if such joint re-
turn had not been made.

(c) Exemptions for taxpayer attain-
ing the age of 65 and spouse attaining
the age of 65 (so-called old-age exemp-
tions). (1) Section 25 (b) (1) (B) pro-
vides an additional exemption of $600
for the taxpayer If he has attained the
age of 65 before the close of his taxable
year. An additional exemption of $600
is also allowed to the taxpayer for his
spouse if a separate return is made by
the taxpayer and if the spouse has at-
tained the age of 65 before the close of
the taxable year of the taxpayer and, for
the calendar year in which the taxable
year of the taxpayer begins, the spouse
has no gross income and is not the de-
pendent of another taxpayer. If a hus-
band and wife make a joint return, an
old-age exemption of $600 will be allowed
as to each taxpayer spouse who has at-
tained the age of 65 before the close of
the taxable year for which the joint re-
turn Is made. The exemptions under
section 25 (b) (1) (B) are in addition
to the exemptions for the taxpayer and
spouse under section 25 (b) (1) (A)

(2) In determining the age of an indi-
vidual for the purposes of the exemption
for old age, the last day of the taxable
year of the taxpayer Is the controlling
date. Thus, in the event of a separate
return by a husband, no additional ex-
,emption for old age may be claimed for
,his spouse unless such spouse has at-
tained the age of 65 on or before the
close of the taxable year of the husband.
In no event shall the additional exemp-
tion for old age be allowed on a sepa-
rate return of the taxpayer with respect
to a spouse who dies before attaining the
age of 65 even though such spouse
would have attained the age of 65 before
the close of the taxable year of the tax-
payer. For the purposes of the old-age
exemption, an individual attains the age
of 65 on the first moment of the day pre-
ceding his sixty-fifth birthday. Accord-
ingly, an individual whose slxty-fifth
birthday falls on January 1 in a given
year attains the age of 65 on the last day
of the calendar year immediately
preceding.

(d) Exemptions for the blind. (1)
Section 25 (b) (1) (C) provides an addi-
tional exemption of $600 for the taxpayer
if he is blind at the close of his taxable
year. An additional exemption is also
allowed to the taxpayer for his spouse if
the spouse Is blind and, for the calendar
year n which the taxable year of the

§ 39.25-2
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taxpayer begins, has no gross income and
is not the dependent of another taxpayer.
The determination of whether the spouse
is blind shall be made as of the close
of the taxable year of the taxpayer, un-
less the spouse dies during such tax-
able year, in which case such deterruina-
tion shall be made as of the time of
such death.

(2) 'The exemptions for the blind are
in addition to the exemptions for the
taxpayer and spouse under section 25
(b) (1) (A) and are also m addition to
the exemptions under section 25 (b) (1)
(B) for taxpayers and spouses attaining
the age of 65 years. Thus, a single in-
dividual who has, before the close of his
taxable year, attained the age of 65 years
and who Is blind at the close of his tax-
able year is entitled, in addition to the
so-called personal exemption of $60, Vo
two further exemptions, each of $600,
one by reason of his age and the other
by reasoni of his blindness. If a husband
and wife make a joint return, an exemp-
tion of $600 for the blind will be allowed
as to each taxpayer spouse who is blind
at the close of the taxable year for which
the joint return is made.

(3) A taxpayer claunmng an exemp-
tion allowed by section 25 (b) (1) (C)
for a blind taxpayer or a blind spouse
shall, If the individual for whom the
exemption Is claimed is not totally blind
as of the last day of the taxable year
of the taxpayer (or in the case of a
spouse who dies during such taxable year
as of the time of such death) attach to
his return a certificate from a physician
skilled in the diseases of the eye or a
registered optometrist stating that as of
the applicable status determination date
In the opinion of such physician or op-
tometrist (I) the central visual acuity
of the individual for whom the exemp-
tion is claimed did not exceed 20/200
in the better eye with correcting lenses
or (ii) such individual's visual acuity was
accompanied by a limitation in the fields
of vision such that the widest diameter
of the visual field subtends an angle no
greater than 20 degrees. If such individ-
ual is totally blind as of the status deter-
mination date there shall be -attached
to the return a statement by the person
or persons making the return setting
forth such fact.

(e) Exemptions for dependents. Sec-
tion 25 (b) (1) (D) allows to a taxpayer
an exemption -of $600 for each de-
pendent whose gross income for the cal-
endar year in which the taxable year of
the taxpayer begins is less than $600,
who receives more than one-half of his
support from the taxpayer for such cal-
endar year and who does not file a joint
return with his spouse. For the pur-
poses of this credit a dependent is a per-
son who is related to the taxpayer within
one of the following relationships: child,
the descendants of such child; step-
child; brother; sister; brother or sister
by the half blood; stepbrother or step-
sister, parent; the ancestors of such par-
ent; stepfather or stepmother- son or
daughter of the taxpayer's brother or
sister; brother or sister of the taxpayer's
father or mother; son-in-law' daughter-
rn-law' father-in-law* mother-rn-law;
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brother-rn-law* or sister-rn-law. In the
case of a joint return it is not necessary
that the prescribed relationship exist be-
tween the person claimed as a dependent
and the spouse who furnishes the sup-
port; it is suficient if the prescribed re-
lationship exists with respect to either
spouse. Thus, a husband and wife mak-
ing a joint return may claim as a de-
pendent a daughter of the wife's brother
(wife's mece) even though the husband
is the one who furnishes the chief sup-
port. The relationship of affinity once
existing will not terminate by divorce or
the death of a spouse. A legally adopted
child of a person shall be considered a
child of such person by blood. A citizen
or subject of a foreign country may not
be claimed as a dependent, unless he is a
resident of the United States, Canada, or
Mexico at some time during the calendar
year in which the taxable year of the
taxpayer begins. Whether or not over
half of a person's support, for the calen-
dar year in which the taxable year of-the
taxpayer begins, was received from the
taxpayer shall be determined by refer-
ence to the amount of expense incurred
by the taxpayer for such support. A
payment to a wife which is includible
under section 22 (k) or section 171 in
the gross income of such wife shall not
be considered a payment by her husband
for the support of any dependent.

(2) The only exemption allowed for a-
dependent of the taxpayer is that pro-
vided by section 25 (b) (1) (D) The
exemptions provided by section 25 (b)
(1) (3) (old-age exemptions) and sec-
tion 25 (b) (1) (C) (exemptions for the
blind) are allowed only for the taxpayer
or his spouse. Thus, if a taxpayer pro-
vides the entire support of his father,
who meets all the requirements of a de-
pendent under section .25 (b) (3) and
who'is over the age of 65 years, the tax-
payer is entitled only to the one exemp-
tion under section 25 (b) (1) (D) of $600
for his father as a dependent, and is not
entitled to any additional exemption be-
cause of his father's age.

(f) Determination of husband and
wife status. For the purpose of deter-
mining the right of an individual to
claim an exemption for his spouse under
section 25 (b) the determination of
whether such individual is married shall
be made as of the close of his taxable
year, unless his spouse dies during such
year, in which case such determination
shall be made as of the time of such
death. An individual legally separated
from his spouse under a decree of divorce
or of separate maintenance shall not be
considered as married.

(g) Alien resident of Puerto Rico.
A nonresident alien individual who is a
bona fide resident of Puerto Rico during
the entire taxable year and subject to
tax under sections 11 and 12 is allowed
as credits against net income the exemp-
tions specified rn section 25 (b) even
though as to the United States such in-
dividual is a nonresident alien. See,
however, section 51 (b) (2) and regu-
lations thereunder which provide that a
joint return may not be made if either
the husband or wife at any time during
the taxable year is a nonresident alien.

§ 39.26 (a) Statutory provisions;
credits of corporations; interest on ob-
ligations o1 the United States and Its
znstrumentalities.

Sxc.26. Credits of corporations, In the
case of a corporation the following ereditb
shall be allowed to the extent provided in
the various sections imposing tax-

(a) Interest on obligations of the United
States and its instrumentalities. T ho
amount received as interest upon obligations
,of the United States or of corporations or.
ganized under Act of Congress which is
allowed to an individual as a credit for pur-
poses of normal tax by, section 25 (a) (1)
or (2). (For reduction of credit under thi
subsection on account of amortizablo bond
premium, see section 125.)
(See. 26 (a) as amended by see, 120 (1) (2),
Rev. Act 1942]

§ 39.26 (a)-1 Credit of corporation for
interest on obligations of the United
States and its instrumentalities, The
credit allowed by section 26 (a) is an
amount equal to the Interest received
upon obligations of the United States or
of a corporation organized under Act of
Congress (if such corporation Is an In-
strumentality of the United States and
under the Act authorizing the issue of
such obligations, as amended and sup-
plemented, such Interest is in the caso
of individuals exempt from normal tax)
which is Included in gross income underv
section 22.

§ 39.26 (b) Statutory provlslons;
credits of corporations; dividends rz-
cewved.

Szc.26. Credits of corporations. In tilo
chse of a corporation the following credits
shall be allowed, to the extent provided $n,
the various sections imposing tax-* * *

(b) Dividends received. An amount equ/l
to the sum of-

(1) In general. 85 per centum of thD
amount received as dividends (other that
dividends described in paragraph (2) on th6
preferred stock of a public Utility) from W
domestic corporation which Is subject to tax-
-ation under this chapter.

(2) Certain preferred stoclc-(A) Calcn'
dar year 1951. * * * [Not applicable.]

(B) Taxable years beginning alter Marchi
31, 1951, and before April 1, 1954. In tho
case of taxable years beginning after March
31, 1951, and before April 1, 1054, 62 per
centum of the amount received as dividend
on the preferred stock of a public utility
which is subject to taxation under this chap-
ter and with respect to which the credit pro-
vided in section 26 (h) for dividends paid
is allowable.

(C) Taxable years beginning alter March&,
31, 1954. In the case of taxable years begin-
ning after March 31, 194, 59 per contum
of the amount received as dividends on the
preferred stock of a public Atility which Is
subject to taxation under this chapter and,
with respect to which the credit provided in
section 26 (h) for dividends paid Is allow.-
able.

(3) Dividends received from certain for-
eign corporations. In the case of dividondi
received from a foreign corporation (other
than a foreign personal holding company)
which is subject to taxation under this chap-
ter, if, for an uninterrupted period of not
less than 36 months ending with the closo
of such foreign corporation's taxable year
in which such dividends are paid (or, if the
corporation has not been in existence for
36 months at the close of such taxable year,
for the period the foreign dorporation has
been in existence as of the close of such tax-
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able year) such foreign corporation has been
engaged in trade or business -within the
' United States and has derived 50 per centum
or more ot its gross income from sources
-within the United States--

(A) An amount equal to 85 per centum of
the dividends received out of its earnings or
profits specified in clause (2) of the first sen-
tence of section 115 (a), but such amount
,shall not exceed an amount which bears the-
same ratio to 85 per centum of such divi-
dends received out of such earnings or profits
as the gross income of such foreign corpora-
tion for the taxable year from sources within
the United States bears to its gross income
from all sources for such taxable year, and

(B) An amount equal to 85 per centum of
the dividends received out of that part of its
earnings or profits specified in clause (1) of
the first sentence of section 115 (a) accumu-
lated after the beginning of such Uminter-
rupted period, but such amount shall not
exceed an amount which bears the same ratio
to 85 per centum of such dividends received
out of such accumulated earnings or profits
as the gross income of such foreign corpora-
tion from sources within the United States
for the portion of-such uninterrupted period
ending at the beginning of such taxable year
bears to its gross income from all sources for
such portion of such uninterrupted period.

For determination of earnings or profits
distributed in any taxable year, see section
115 (b).

> For the purpose of this subsection (but not
,for the purposes of computing adjusted net
dncome), if the whole or any part of a dvi-
4end is received after August 31, 1950, in
pxoperty other than money, then, with re-
spect to such property, the shareholder shall
n6t be considered to have received as a divi-
der~d an amount in excess of the adjusted
basi;s of such property in the hands of the
distributing corporation at the time of dis-
tribution increased in the amount of gain or
decreased in the amount of loss recognized to
the distributing corporation by reason of
such distribution. The credit allowed under
this subsection shall not be allowed in re-
spect of dividends received from a corpora-
tion organized under the China Trade Act,
1922, 42 Stat. 849 (U. S. C., title 15, c. 4), or
from a corporation which under section 251
is taxable only on its gross income from
sources within the United States by reason
of its receiving a large percentage of its gross
income from sources within a possession of
the United States. In no event shall the
'credit allowed by this subsection exceed 85
per centum of the adjusted net income -com-
pouted without regard to the deduction al-
lowed by section 23 (s).

fSec. 26 (b) as amended by see. 105 (e) (1),
I:ev. Act 1942; sec. 122 (g) (4), Rev. Act 1945;
sec. 122 "(a). Rev. Act 1950; sees. 122 (a), 311
(a), Rev. Act 19511

c § 39.26 (b)-1 Credit for dividends re-
cezved-(a) Divzdends on stock of do-
wiestic corporations. A credit is pro-
v~ded in section 26 (b) for dividends
received from a domestic corporation
which is subject to taxation under chap-
ter 1 of the Internal Revenue Code.
Slach credit of a corporation for a tax-
aple year is, except as provided in para-
graph (d) of this section, an amount

equal to S5 percent of such dividends
received by the corporation Auring the
thxable year. The credit shall be de-

termmed without regard to dividends re-
6eived on the preferred stock of a public

'ptility with respect to which the credit
:Eor dividends paid provided in section

!26 (h) is allowable to the distributing

('orporation. For credit for such dim-
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dends received on the preferred stock of
a public utility, see paragraph (b) of this
section. If a credit for dividends paid is
not allowable to the distributing corpora-
tion under section 26 (h) with respect to
the dividends on Its preferred stock, such
dividends received from a domestic pub-
lic utility corporation subject to taxa-
tion under chapter 1 are includible In
-determining the credit under this para-
graph.

(b) Dividends on certain Preferred
stock of public utilities. A credit is pro-
vided 'in section 26 (b) (2) for dividends
received on certain preferred stock of
certain public utility corporations sub-
ject to taxation under chapter 1 of the
Internal Revenue Code. Such credit is
allowable only for dividends received on
the preferred stock of a public utility
with respect to which the credit for divi-
dends paid provided in section 26 (h) is
allowable to the distributing corporation.
The credit of a corporation under sec-
tion 26 (b) (2) for a taxable year is, ex-
cept as provided in paragraph (d) of this
section, an amount equal to the follow-
ing percent of such dividends received by
the corporation during the taxable year:

Percent
For taxable years beginning before

Apr. 1, 1954.--- ~... 62
For taxable years beginning after

mar. 31, 195-....... -9

For taxable years beginning before April
1, 1954, and ending after March 31,
1954, see § 39.108-2.

(c) Dividends on stock of certain for-
ezgn corporations. (1) A credit is pro-
vided in section 26 (b) (3) for dividends
received from a foreign corporation
(other than a foreign personal holding
company as defined in section 331) which
is subject to taxation under chapter 1 of
the Internal Revenue Code if, for an un-
interrupted period of not less than 36
months ending with the close of the
foreign corporation's taxable year in
which the dividends are paid, such for-
eign corporation has been engaged in
trade or business within the United
States and has derived 50 percent or
more of its gross income from sources
within the United States. If the foreign
corporation has been in existence less
than 36 months as of the close of the
taxable year in which the dividends are
paid, then the applicable uninterrupted
period to be taken into consideration in
lieu of the uninterrupted period of 36
or more months is the entire period such
corporation has been In existence as of
the close of such taxable year. An un-
interrupted period which satisfies the
twofold requirement with respect to
business activity and gross income may
start at a date later than the date on
which the foreign corporation first com-
menced an uninterrupted period of en-
gaging in trade or business within the
United States, but the applicable unin-
terrupted period is in any event the long-
est uninterrupted period which satisfies
such twofold requirement.

(2) The credit of a corporation under
section 26 (b) (3) for a taxable year Is,
except as provided in paragraph (d) of
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this ccetIon, an amount equal to 85 per-
cent of such dividends-

(I) Received out of the foreign corpo-
ration's earnings or profits for its taxable
year In which the dividends are paid
(computed as of the close of such taxable
year without diminution by reason of
any distributions made during such tax-
able year) without regard to the amount
of the earnings and profits at the time
the distribution was made, but not m
excess of an amount which bears the
same ratio to 85 percent of such divi-
dends received as the gross income of the
foreign corporation for such taxable year
from sources within the United States
bears to Its gross income from all sources
for such year, and

(11) Received out of that part of the
foreign corporation's earnings or profits
accumulated after February 23, 1913,
which has accumulated after the begin-
ning of the applicable uninterrupted re-
rlod, but not in excess of an amount
which bears the same ratio to 85 parcent
of such dividends received as the gross
income of the foreign corporation from
sources within the United States for that
portion of the applicable uninterrupted
period which ends at the beginnin of
its taxable year in which the dividends
are paid bears to its gross Income from
all sources for the same portion of such
applicable uninterrupted period.

(3) The determination of earnings or
profits distributed In any taxable year
shall be made in accordance with the
principles of section 115 (b) of the In-
ternal Revenue Code. For the deter-
muination of the source of income, see
section 119 and the regulations there-
under.

(4) The application of section 26 (b)
(3) may be illustrated by the following
examples:

Example (1). Corporation A (a foreign
corporation filing Its income tax return on a
calendar year bads) whc:e stack i- 103 per-
cent owned by Corporation B Sa domestic
corpoartlon filing Its income tax return on a
calendar year b'-la) for the first time en-
gaged in trade or busine a within the United
State3 on January 1. 1941, and qualifies un-
der cection 26 (b) (3) for the entire period
beginning on that date and ending on De-
cember 31, 1952. Corporation A had ac-
cumulated earnings or profits of $50,C03 im-
mediately prior to January 1. 1941, and had
earnings or profits of 810.000 for each t"able
year during the uninterrunted period from
January 1, 1941. throu~h D-cember 31, 19-2.
It derived for the pericd from January 1.194I.
through December 31, 1951. 90 percent of its
gra income from sources within the United
States, and in 1952 derived 95 percent of its
groaa income from sources vthin the United
States. During the calendar years 1941, 1042,
19-13, 1944. and 1945 Corporation A d!strib-
uted in each year 015.000; during the calen-
dar years 1946. 19-7, 1948, 1949, 19Z0. and
1951 It diatibutcd in each year 85,000; and
during the year 1952, 8ZO.000. For 1932 a
dividends received credit of 831.025 Is allow-
able to Corporation B with respect to the
OZ.0O0 received from Corporation A, com-

puted as follows:
(1) C3.075 r.hch is $8,500 (85 percent of

the 10.00 of earnings or profits of the tax-
able year) multiplied by 95 percent (the por-
tion of the grc= income of COrporatin A.
derived during the taxable yepr from sources
within the United States), plus

§ 39.26 (b-1
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(ii) $22,950 which is $25,500 (85 percent of
$30,000, that part of the earnings or profits
accumulated after the beginning of the un-
interrupted period) multiplied by 90 per-
cent'(the portion of the gross income of
Corporation A derived from sources within
the United States during that portion of the
uninterrupted period ending at the begin-
ning of the taxable year).

Example (2). If in example (1) Corpora-
tion A for the taxable year 1952 had incurred
a deficit of $10,000 (shown to have been
incurred before December 31), and if it had
distributed $50,000 on December 31, 1952,
the dividends received credit allowable to
Corporation B would be $15,300, computed
by multiplying $17,000 (85 percent of $20,000
earnings or profits accumulated after the
beginning of the uninterrupted period) by
90 percent (the portion of the gross income
of Corporation A derived from United States
sources during that portion of the uninter-
rupted period ending at the beginning of the
taxable year).

(d) Limitations on credit. No credit
is allowable under section 26 (b) in
respect of dividends received from a cor-
poration organized under the China
Trade Act, 1922 (15 U. S. C. (1946) c.
4) or from a corporation which under
section 251 is taxable only on its gross
income from sources within the United
States by reason of its receiving a large
percentage of its gross income from
sources within a possession pf the United
States. The credit under section 26 (b)
(that is, the sum of the credits deter-
mined under paragraphs (a) (b) and
(W) of this section) is limited to 85 per-
cent of the corporation's adjusted net
income computed without regard to the
deduction for net operating loss allowed
by section 23 (s) For the purpose of
section 26 (b) and this section (but not
for the purpose of computing adjusted
net income) if the whole or any part
of a dividend is received in property
other than money, the amount of such
dividend in such property shall not be
considered to be in excess of the ad-
justed basis of such .property in the
hands of the distributing corporation at
the time of distribution increased in the
amount of gam or decreased in the
amount of loss recognized to the dis-
tributing corporation by reason of such
distribution. In no event shall the
amount of the dividend in property other
than money be treated as an amount
greater than the fairmarket value of
such property received by the share-
holder. For definition of the term "ad-
justed net income" see section 13 (a)
(1) and § 39.13-1.

§ 39.26 (c) Statutory promszons;
credits of corporations; net operating
loss of preceding year

SEc. 26. Credits of corporations. In the
case of a corporation the following credits
shall be allowed to the extent provided in
the various sections imposing tax-* * *

(c) Net-operating loss of preceding year-
(.1) Amount of credit. The amount of net
operating loss (as defined in paragraph (2))
of the corporation for the preceding taxable
year * * but not in excess of (A) the
section 102 net income for the taxable year,
in the case of the tax imposed by section 102;
(B) the Supplement P net income for the
taxable year, in the case of the computations
required under Supplement P- or (C) the
Subchapter A net income for the taxable

§ 39.26 (c)
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year, in the case of the tax imposed under
Subchapter A.

(2) Definition. As used in this section
the term "net operating loss" means the
excess of the deductions allowed by this
chapter over the gross income, with the fol-
lowing exceptions and limitations-

(A) The deduction for depletion shall not
exceed the amount which would be allowable
if computed without reference to discovery
value or to percentage depletion under sec-
tion 114 (b) (2), (3), or (4);

(B) There shall be included in corAputing
gross income the amount of interest received
which is wholly exempt from the taxes im-
posed by this chapter, decreased by the
amount of interest paid or accrued which is
not allowed as a deduction by section 23 (b),
relating to interest on indebtedness incurred
or continued to purchase or carry certain
tax-exempt obligations.

(C) For the purposes of this-paragraph,
the net operating loss deduction provided in
section 122 shall not be allowed.

[Sec. 26 (c) as amended by sec. 211 (J), Rev.
Act 1939; sec. 132 (a), Rev. Act 1942]

§ 39.26 (c)-1. Credit of corporation
for net operating loss of preceding year
(a) Since the net operating loss credit
allowed by section 26 (c) cannot exceed
the section 102 net income for the tax-
able year in the case of the tax imposed
by section 102, the Supplement P net in-
come for the taxable year in the case of
the computations required under Sup-
plement P or the subchapter A net in-
come for the taxable year in the case
of the tax imposed under subchapter A
of chapter 2, it is the smaller of the, fol-
lowing amounts:

(1) The excess of the deductions al-
lowed by chapter 1 for the preceding tax-
able year oVer gross income for such
year, both computed in accordance with
the exceptions and limitations provided
by section 26 (W) (2)

(2) (i) The section 102 net income for
the taxable year, in the case of the tax
imposed by section 102; (ii) the Supple-
ment P net income for the taxable year,
in the case of the computations required
under Supplement P- (iii) the subchap-
ter A net income for the taxable year,
in the case of the tax imposed under sub-
chapter A of chapter 2.

(b) In computing deductions for the
preceding taxable year any deduction
for depletion shall be computed without
reference to discovery value or percent-
age depletion under section 114 (b) (2),
(3) or (4) (see § 39.23 (m)-2) The
basis for such depletion Is the basis pro-
vided in section 113 (a), adjusted as pro-
vided in section 113 (b), for the purpose
of determining the gain upon the sale or
other disposition of the property In-
volved.

(c) In computing deductions for the
preceding taxable year the net operating
loss provided in section 122 shall not be
allowed.

(d) In computing the gross Income for
the preceding taxable year there must
be included the excess, if any, of the
amount of any interest received which
is wholly exempt from taxes Imposed by
chapter 1 over the amount of Interest
paid or accrued which Is not allowed as
a deduction by section 23 (b), relating
to interest on Indebtedness incurred or
continued to purchase or carry certain
tax-exempt obligations,

(e) The provisions of this section may
be illustrated by the following example:

Example. For 1053 the X Corporation,
which makes its income tax returns on the
calendar year basis, has a not income of
$750,000, computed on the accrual basis anl
without the net operating loss deduotlou
provided in section 23 (a), capital losses rif
$550,000, and no capital gains. Its Feceral
normal tax and surtax for 1953, not allowable
as a deduction under section 23, are $20,500,
and it made no contributions during that
year. For 1952 Its gross income was $500;000,
and its allowable deductions woro $1,600',000.
Included in such deductions was $500,00 for
net operating loss (attributablo to 1051),
allowed as a deduction under scotion 23 '(s)
and computed under section 122, There was
likewise included in such deductions $300,-
000 for depletion based on discovery value,
If depletion bad been computed without
reference to discovery value or to percentago
depletion, the amount of such deduction
would have been $100,000. For 1062 the
corporation had $300,000 of wholly tax-
exempt interest, and paid $200,000 In interest
on indebtedness incurred to carry obliga-
tions from which such tax-exompt intoresat
was derived. The not operating loss credit-
available to such corporation for 1963 Jo
computed as follows:

Deductions for 1952 952..................................................... $1,500, 00
Less: Excess of depletion deduction computed on basis of discovery

value over amount allowable for depletion without reference to
discovery value or percentage depletion ($300,000 minus $100,000) -_ $200, 000

Net operating loss deduction ------------------------------------- 500, 000 700, 000

Deductions as limited by sections 26 (c) (2) (A) and 26 (c) (2) (0) -------- 800, 00!9
Gross income for 1952 -------------------------------------------- $500, 000
Plus tax-exempt interest minus interest paid ($300,000 minus

$200,000) ------------------------------------------------------- 1 00, 000

Gross income contemplated by section 26 (c) (2) (B) ------------------------ 000, 000

Excess of deductions over gross income for 1952 ------------------------------ 200, 000

Net income for 1'953 (computed without net operating loss deduction provided
in section 23 (a)) ---------------------------------------------------- ' 1S0, 00q,

Less: Capital losses not allowed by section 117 (d) ---------------- $550, 000
Federal normal tax and surtax for 1953 not allowed as a deduction

under section 23 ----------------------------------------------- 20,500 670,60()

Section 102 net income for 1953 ------------------------------------------- 170, 500
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The credit for the net operating loss for the
preceding year available to the X Corporation
for 1953 Is $179,500. Inasmuch as the excess
of deductions over gross income for 1952.
as computed above, Is greater than the sec-
tion 102 net income for 1953, the net oper-
ating loss credit available to the X Corpora-
tion for 1953 is equal to the section 102 net
income for 1953. If the excess of deduc-
-tions over gross income for 1952, as computed
above, were smaller than the section 102 net
income for 1953, the entire amount of such
excess- would be allowed as the net operating
loss for 1953.

(f) Similar rules for the computation
of the net operating loss credit are appli-
cable in the case of computations re-
quired under Supplement P or the tax
imposed under subchapter A of chap-
ter 2.

§ 39.26 (d) Statutory provisions;
credits of corporations; earnings or
'profits of bank affiliates.

SC. 26. Credits of corporations. In the
case of a corporation the following credits
shall be allowed to the extent provided in
the various sections imposing tax-* * *

(d) Bank affiliates. In the case of a hold-
ing company affiliate (as defined in section
2 of the Banking Act of 1933), the amount
of the earnings or profits which the Board
of Governors of the Federal Reserve System
Scertifies to the Commissioner has been de-
voted by such affiliate during the taxable
year to the acquisition of readily marketable
assets other than bank stock in compliance
with section 5144 of the Revised Statutes.
The aggregate of the credits allowable under
this subsection for all taxable years begin-
ning after December 31,1935, shall not exceed
the amount required to be devoted under
such section 5144 to such purposes, and the
amount of the credit for any taxable year
shall not exceed the adjusted net income for
such year.

§ 39.26 (d)-1 Bank affiliates. (a) The
credit provided in section 26 (d) is al-
lowed-

(1) To a holding company affiliate of
. bank, as defined in section 2 of the

Banking Act of 1933 (12 U. S. C. 221a)
wnch holding company affiliate holds,
at the end of the taxable year, a general
voting permit granted by the Board
of Governors of the Federal Reserve
System;

(2) In the amount of the earnings or
profits of such holding company affiliate
which, in compliance with section 5144
of the Revised Statutes (12 U. S. C.
61) has-been devoted by it during the
taxable year to the acquisition of readily
rharketable assets other than bank stock;

(3) Upon certification by the Board
ot Governors of the Federal Reserve Sys-
tem to the Commissioner that such an
amount of the earmngs or profits has
been so devoted by such affiliate during
the taxable year.

No credit is allowable under section 26
(d) for the amount of readily market-
alble assets in excess of what is required
by such section 5144 to be acquired by
sich a-fliate, or in excess of the ad-
justed net income for the taxable year.
*or may the aggregate of the credits
alowable under section 26 (d) exceed
the amount required to be-devoted under
such section 5144 to the acquisition of
,readily marketable assets other than

Tbank stack.
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(b) Every taxpayer claiming and mak-
ing a deduction for the credit provided
for in section 2; d) shall attach to its
return a supplementary statement, in
duplicate, setting forth all the facts and
information upon which the claim Is
predicated, including such facts and in-
formation as the Board of Governors of
the Federal Reserve System may pre-
scribe as necessary to enable It, upon the
request of the Commissioner subsequent
to the Ming of the return, to certify to
the Commissioner the amount of earn-
ings or profits devoted to the acquisition
of such readily marketable assets. A
certified copy of such supplementary
statement shall be forwarded by the tax-
payer to the Board of Governors at the
time of the filing of the return. The
holding company affiliate shall also fur-
nish the Board of Governors such fur-
ther Information as the Board shall re-
quire. For the requirements with re-
spect to the amount of such readily
marketable assets which must be ac-
quired and maintained by a holding com-
pany affiliate to which a voting permit
has been granted, see section 5144 (b)
and (c) of the Revised Statutes.

§ 39.26 (e)-(h) Statutory provisions;
credits of corporations; cross references;
dividends paid on certain preferred
stock.

Sic 26. Credits of corporations. In the
case of a corporation the following credits
shall be allowed to the extent provided In the
various sections Imposing tax- * 0

(e) Income subject to excess profits fax.
[Repealed by se. 112 (g) (1). Rev. Act
1945.1

(f) Dividends paid credit. For corporation
dividends paid credit, see section 27.
[Sec. 26 (f) as amended by sec. 105 (d). Rev.
Act 19421

(g) Conscnt dividends credit. For corpo-
ration consent dividends credit, see section
28.
[Sec. 26 (g) as amended by sec. 105 (d). Rev.
Act 1942]

(h) Credit for Dividends Paid on Certain
Preferred Stlock-(1) Amount of credit. In
the case of a public utility, (A) " * '

f Applicable only to calendar year 19511. (3)
for A taxable year beginning after March 31,
1951, and before April 1, 1954, an amount
equal to 27 per centum of the lecser of (i)
the amount of dividends paid during the
taxable year on Its preferred stock or (11) the •
adjusted net income for such taxable year
minus the credit for dividends received pro-
vided in subsection (b) for such year, and
(C) for a taxable year beginning after March
31. 1954. an amount equal to 30 per centum
of the lower of (1) the amount of dividends
paid during the taxable year on Its preferred
stock or (il) the adjusted net Income for
such taxable year minus the credit for divi-
dends received provided in subsection (b)
for such year. For the purposes of the credit
provided in this subsection the amount of
dividends paid shall not include any amount
distributed in the current taxable year with
respect to dividends unpaid and accumulated
in any taxable year ending prior to October
1, 1942. Amounts distributed In the current
taxable year with respect to dividends un-
paid and accumulated for a prior taxablo
year shall for the purposes of this para-
graph be deemed to be distributed with re-
spect to the earilest year or years for which
there are dividends unpaid and accumu-
lated. The credit provided In this subsection

5S69

shall ha subtracted from the basic surtax
credit provided In section 27.

(2) Dcsffifons. As used In this sub-
section, subscction (b). and sections 13 and
15--

(A) Public utility. Mhe term "public util-
Ity" means a corporation engaged in the fur-
nishing of telephone service or in the sale of
electric energy, gas, or water, if the rates for
such furninhing or sale, as the case may be,
have been established or approved by a State
or polUcal subdivision thereof or by an
agency or instrumentality of the United
States or by a public utility or public serv-
Ice commiston or other similar body of the
District of Columbia or of any State or po-
litlcal subdivision thereof.

(B) Preferred stoc:. The term "preferred
stck" means stock lassued prior to October 1.
1942. which during the whole of the taxable
year (or the part of the taxable year after
It-, issue) ,as stocl: the dividends in respect
of which were cumulative, limited to the
come amount, and payable n preference to
the payment of dividends on other stock-
Stock Issued on or after October 1. 1942, shall
be deemed for the purposes of this para-
graph to have been Issued prier to October
1, 1942. if It was Issued (including Issuance
either by the same or another corporation
In a transaction which Is a reorganization, as
delined In rection 112 (g) (1). or a transac-
ton to which section 112 (b) (10). or so
much of section 112 (d) or (e) as relates to
section 112 (b) (10). is applicable, or which
Is a transaction subject to Supplement R) to
refund or replace bonds or debentures issued
prior to October 1, 1942. or to refund or re-
place other preferred stock (Including stcc-
which 13 preferred stock by reason of this
sentence), but only to the extent that the
par or stated value of the new stock dces not
exceed the par. stated, or face value of the
bonds or debentures Lssued prior to Ostober
1. 1942. or the other preferred stock, which
such new stock i issued to refund or renlace.
The determination of whether stoc vs Is-
sued to refund or replace bonds or deben-
ture3 Lsued prior to October 1, 1942, or to
refund or replace other preferred stcck, shall
be made under regulationz prescribed by the
Commlsoner with the approval of the Ssc-
rotary.

[S2c. 26 (h) as added by sec. 133, Rev. Act
1942; amended by cec. 116. Rev. Act 1943;
eco. 121 (g) (1). 122 (b), Rev. Act 1950; sec.

202 (a). Excecs Proflts Tax Act 1950; sec. 122
(b), Rev. Act. 1951]

§ 39.26 (h)-1 Credit for dividends
paid on preferred stock of public utffi-
ties-Ca) Amount of credit. (1) A credit
Is provided In section 26 (h) for divi-
dends paid during the taxable year by
certain public utility corporations (see
paragraph (b) of this section) on certain
preferred stock (see paragraph (c) of
this section) This credit is an amount
equal to a specified percent of the lesser
of (1) the amount of the dividends paid
during the taxable year by a public util-
Ity on Its preferred stock or (2) the ad-
justed net income of the public utility
for such taxable year minus the credit
for dividends received allowable to such
public utility for such taxable year under
section 26 (b). The specified percent
applicable for the respective taxable
years is as follows: P'ercen
For taxable years beginning before

April 1, I 4.27
For taxable years Wginning after

March 31. 195-. so

For taxable years beginning before April
1, 1954, and ending after March 31, 1954,

§ 39.26 i-1,
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see § 39.108-2. However, the amount of
dividends paid in a given taxable year
shall not include any amount distributed
in such year with respect to dividends
unpaid and accumulated in any taxable
year ending before October 1, 1942. If
any distribution is made in the current
taxable year with respect to dividends
unpaid and accumulated for a prior tax-
able year, such distribution will be
deemed to have been made with respect
to the earliest year or years for which
there are dividends unpaid and accumu-
lated. Thus, if a public utility makes a
distribution with respect to a prior tax-
able year, it shall be considered that such
distribution was made with respect to the
earliest year or years for which there are
dividends unpaid and accumulated,
whether or not the public utility states
that the distributiofi was made with re-
spect to such year or years and even
though the public utility states that the
distribution was made vWith respect to a
later year. Even though it has divi-
dends unpaid and accumulated with re-
spect to a taxable year ending before Oc-
tober 1, 1942, a public utility may how-
ever, receive credit for dividends paid
with respect to the current taxable year.
If there are no dividends unpaid and ac-
cumulated with respect to a taxable year
ending before October 1, 1942, a public
utility may receive credit for dividends
paid with respect to a prior taxable year
which ended after October 1, 1942; and
such credit may be in addition to a credit
for dividends paid with respect to the
current taxable year. However, if local
law or its own charter requires a public
utility to pay all unpaid and accumulated
dividends before ary dividends can be
paid with respect to the current taxable
year, such public utility will not receive
credit for any distribution in the current
taxable year to the extent that there are
dividends unpaid and accumulated with
respect to taxable years ending before
October 1, 1942.

(2) The amount allowable as a credit
under section 26 (h) shall be subtracted
from the basic surtax credit otherwise
computed under sectiori 27 (b)

(b) Public Utility. As used in section
26 (h) and this section, public utility
means a corporation engaged in the
furnishing, of telephone service, or in
the sale of electric energy gas, or water
if the rates charged by such cor-
poration for such furnishing or sale, as
the case may be, have been established
or approved by a State or political sub-
division thereof or by an agency or in-
strumentality of the United States or by
a public utility or public service com-
mission or other similar body of the Dis-
trict of Columbia or of any State or
political subdivision thereof. If a sched-
ule of rates has been filed with any of
the above- bodies having the power to
disapprove such rates, then such rates
shall be considered as established or ap-
proved rates even though such body has
taken no action on the filed schedule.
Rates fixed by contractbetween the cor-
poration and the purchaser, except where
the purchaser is the United States, a
State, the District of Columbia, or an
agency or political subdivision of the

United States, a State, or the District
-of Columbia, shall not be considered as
established or approved rates in those
cases where they are not subject to di-
rect control, or where no maximum rate
for such contract rates has been estab-
lished by the United States, a State, the
District of Columbia, or by an agency or
political subdivision thereof. The credit
provided in section 26 (h) will not be
denied solely because part of the gross
income of the corporation consists of
revenue derived from such furnishing or
sale at rates which are not so regulated,
provided the corporation establishes to
the satisfaction of the Commissioner (1)
that the revenue from regulated rates
and the revenue from unregulated rates
are derived from the operation of a sin-
gle interconnected and coordinated sys-
tem within a single area or region in
one or more States and (2) that the
regulation to which it is subject in part
of its operating territory is effective to
control rates within the unregulated ter-
ritory so that the rates within the un-
regulated territory have been and are
substantially as favorable to users and
consumers as are the rates within the
regulated territory.

(c) Preferred stock. (1) For the pur-
poses of section 26 (h) and this section,
preferred stock means stock which was
issued prior to October 1, 1942, and
which during the whole of the taxable
year (or the part of the taxable year
after the actual date of its issue) was
stock nonparticipating as to earnings
or profits either currently or in liquida-
tion, the dividends in respect of which
were cumulative and payable in prefer-
ence to the payment of dividends on
other stock. In addition, the preferred
stock must be such that the rate of re-
turn is fixed and cannot be changed, by a
vote of the board of directors or by'some
similar method. However, if there are
several classes of preferred stock, all of
which meet the above requirements, the
credit provided in section 26 (h) shall
not be denied in the case of a given class
of preferred stock merely because there
is another class of preferred stock whose
dividends are to be paid before those of
the given class of stock. Likewise, it is
immaterial- for the purposes of this sec-
tion whether the stock be voting or non-
voting stock.

(2) Stock issued on or after October
1, 1942, under certain circumstances will
be conidered as having been issued be-
fore October 1, 1942, for purposes of the
credit provided in section 26 (h) If the
new stock is issued on or after October
1, 1942, to refund or replace bonds or
debentures which were issued before
October 1, 1942, or to refund or replace
other stock which was preferred stock
within the meaning of section 26 (h)
(2) (B) such new stock shall be consid-
ered as having been issued before Octo-
ber 1, 1942. If stock is issued to refund
or replace stock which was preferred
stock within the meaning of section 26
(h), (2) (B) it shall be immaterial
whether the preferred stock so refunded
or replaced was issued before, on, or
after October 1, 1942. If stock issued
on or after October 1, 1942, to refund or

replace stock which was issued before
October 1, 1942, and which was preferred
stock within the meaning of section 26
(h) (2) (B), Is not Itself preferred stock
within the meaning of section 20 (h)
(2) (B) no stock Issued to refund or
replace such stock can be considered pre-
ferred stock for purposes of the credit
provided in section 26 (h)

(3) In the case of any stock issued on
or after October 1, 1942, to refund or re-
place bonds or debentures issued before
October 1, 1942, or to refund or replace
other stock which was preferred stock
within the meaning of section 26 (h)
(2) (B) only that portion of the stock
issued on or after October 1, 1942, will
be considered as having been Issued be-
fore October 1, 1942, the par or stated
value of which does not exceed the par,
stated, or face value of such bonds, de-
bentures, or other preferred stool which
the new stock was Issued to refund or
replace. In such case no shares of the
new stock Issued on or after October 1,
1942, shall be earmarked in determining
the credit allowable under section 26
(h) but the appropriate allocable por-
tion of the total amount of dividends
paid on such stock will be considered as
having been paid on stock which was is-
sued before October 1, 1942,

(4) The provisions of section 26 (h)
(2) (B) may be Illustrated by the fol,-
lowing example:

Example. A public utility has outstaxid.
Ing 1,000 bonds which wero Issued beoro
October 1, 1942. and each of which has a
face value of sco. On or after October 1,
1942, each of such bonds Is retired in ex-
change for 11A shares of stock Issued on
or after October 1, 1042, and having a par
value of $100 per share. Only 1911 of th0
dividends paid on the stock thus issued in
exchange for the bonds will be considered-
as having been paid on stock which was
issued before October 1, 1042. Likewise, If
stock-which Is issued on or after October 1,
1942, has no par value but a stated value
of $50 per share and such stock Is issued in
a ratio of three shares to one share to refund
or replace preferred stock having a par value
of $100 per share, only two-thirds of the
dividends paid on the new shaes of stock
will be considered as having been paid on
stock which was issued before October 1,
1942.

(5) Whether or not stock issued on or
after October 1, 1942, was Issued to re-
fund or replace bonds or debentures
issued prior to October 1, 1942, or to re-
fund or replace other preferred stock, s
in each case a question of fact. Among
the factors to be considered Is whethor
such stock Is new In an economic sengc
to the corporation or whether It was is.
sued merely to take the place, directly or
indirectly, of bonds, debentures, or other
preferred stock of such corporation. It
is not necessary that the new stock Po
Issued in exchange for such bonds, de-
bentures, or other preferred stock. The
mere fact that the bonds, debentures, or
other preferred stock remain in exist-
ence for a short period of time after tho
issuance of the new stock (or were re-
tired before the Issuance of the now
stock) does not necessarily mean that
such new stock was not issued to refund
or replace such bonds, debentures, or
other preferred stock. It Is necessary to

§ 39.26 (h)-1
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consider the entire transaction, includ-
ing the issuance of the new stock, the
date of such issuance, the retirement of
the old bonds, debentures, or preferred
stock, and the date -of such retirement,
in order to determine whether such new
stock really was issued to take the place
of bonds, debentures or other preferred
stock of the corporation or whether it
represents something essentially new in
an economic sense in the corporation's
financial structure. If, for example, a
public utility, winch has outstanding
bonds issued prior to October 1, 1942,
issues new stock on March 1, 1944, in
order to secure funds with which to re-
tire such bonds and with the money paid
in for such stock retires the bonds on
April 1, 1944, such stock may be consid-
ered as having been issued to refund or
replace bonds issued prior to October 1,
1942. Whether the money used to retire
the bonds can be traced back and iden-
tified as the money paid in for the stock
.will have evidentiary value, but will not
be conclusive, in determining whether
the stock was issued to refund or replace
the bonds. Similarly, whether the
amount of money used to retire the
bonds was smaller than, equal to, Dr
greater than that paid in for the stock,
or whether the entire issue of bonds is
retired, will be important, but not deci-
sive, in making such determination.

(6) Stock issued on or after October
1, 1942, by a corporation to refund or
replace bonds or debentures of a second
corporation which were issued prior to
October 1, 1942, or to refund or replace
other preferred stock of such second cor-
poration, may be considered as having
been issued prior to October 1-, 1942, if
such new stockwas issued (1) n a trans-
action which is a reorganization within
the meaning of section 112 (g) (1) or
(2) n a transaction to which section
112 4b) (10) relating to reorganization
of certain insolvent corporations, or so
much of section 112 (d) or (e) as relates
to section 112 (b) (10) is applicable; or
(3) in a transaction which is subject to
the provisions of Supplement R, relating
to exchanges and distributions an obedi-
ence to orders of the Securities and Ex-
change Commission. Whether the stock
aectually was issued to refund or replace
bonds or debentures of the second cor-
poration issued prior to October 1, 1942,

\or to refund or replace preferred stock of
'such second corporation, shall be deter-
'mied under the same principles as if
only one corporation were involved. A
corporation may issue stock to refund or
replace its own bonds, debentures, or
other preferred stock in a transaction
which is a reorganization within the
meaning of section 112 (g) (1) in a
transaction to which section 112 (b)
(10) or so much of section 112 (d) or
(e) as relates to section 112 (b) (10) is
applicable, or in a transaction which is
subject to the provisions of Supplement
-R. The provisions of this paragraph
(c) an addition, are applicable in case a
corporation issues stock on or after Octo-
b ber 1, 1942, to refund or replace its own
bonds, debentures, or other preferred
stock even though the issuance of such

FEDERAL REGISTER

stock may not fall within one of the
categories enumerated above.

(7) Even though stock Issued on or
after October 1, 1942, is considered as
having been issued prior to October 1,
1942, by reason of having been issued to
refund or replace bonds or debentures
issued prior to October 1, 1942, or to re-
fund or replace other preferred stock,
such stock will not be deemed to be pre-
ferred stock within the meaning of sec-
tion 26 (h) (2) (B), and no credit will
be allowable in respect of dividends paid
on such stock, unless the stock fulfills all
the other requirements of a preferred
stock set forth in section 26 (h) (2) (B)
and in this paragraph.
§ 39.26 (1) Statutoryprovisions; cred-

its of corporations; percentage of nor-
mal-tax net income of Western Hemi-
sphere trade corporations.

Src.26. Credits of corporations. In the
case of a corporation the following credits
shal be allowed to the extent providcd in
the various sections impoAng tax-' 0 0

(I) western Hemisphere trade corpora-
tions. In the care of a Western Heminphere
trade corporation (as delined in eectloa
109)-

(1) Calendar year 1951. 0 *
(2) Taxable years beginning after March

31, 1951, and before April 1, 1954. In the
case of a taxable year teginning after March
31, 1951, and before April 1, 1954, an amount
equal to 27 per centum of Its normal-tar
net income computed without regard to the
credit provided In this sub:4ction.

(3) Taxable years beginning after March
31, 1954. In the case of a taxable year be-
ginning after March 31, 1954, an amount
equal to 30 per centum of its normal-tax net
income computed without regard to the
credit provided in this subscction,

[Sec. 26 (1) as added by ccc. M (c). Rev.
Act 1950; amended by eec. 202 (b). Ercecz
Profits Tax Act 1950; Fec. 122 (C), Rev. Act
19511

§ 39.26 (1)-1 Credit of Western Hem-
uphere trade corporations. A credit Is
provided in section 26 (1) for Western
Hemisphere trade corporations as de-
fined in section 109. The credit is an
amount equal to the following percent
of its normal-tax net income for the tax-
able year computed without regard to
such credit:

Percent
For taxable years beginning before

Apr. 1, 1954 27
For taxable years beginning after

Liar. 31, 1954_... s0

For taiable years beginning before April
1, 1954, and ending after March 31, 1954,
see § 39.108-2.

§ 39.27 (a) Statutory provisions; cor-
poration dividends paid credit; defini-
tion.

Smx. 27. Corporation dividends paid
cr.edit-(a) Definition in general. As used
In this chapter with respect to any taxable
year the term "dividends paid credit" means
the sum of:

(1) The basc surtax credit for zuch year,
computed as provided In subsection (b);

(2) The dividend carry-over to such year,
computed as provided in subsectlon (c);

(3), (4) * " 0 [Applicable only to
taxable years bginning before January 1.
1940.]
[Sec. 27 (a) as amended by ce. 222 (a), Re.

Act 1939]
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§ 39.27 a)- Dividends paid credit.
The amount of the dividends paid credit
provided by section 27 (a) is an amount
equivalent to the sum of the following:

(a) The basic surtax credit for the
taxable year. For computation of the
basic surtax credit see section 27 (b)

(b) The dividend carry-over to the
taxable year. For computation of the
dividend carry-over see section 27 (c)

§ 39.27 (b) Statutory proviwzons; cor-
poration dividends paid credit; bacze sur-
tax credit.

Sc. 27. Corporation dividends paid cred-
it. * * .

(b) Basic surtax credit. As used in this
chapter the term "badi surtax credit" means
the sum of:

(1) The dividends paid during the tax-
able year, increaed by the consent dividends
credit provided in section 23, and reduced by
the amount of the credit provided in section
20 (a). relating to interest on certain obilga-
tions of the United States and Government
corporations:

(2) The net operating loss credit provided
In sectlon 2G (c) (1);

(3) The bank alhlata credit provided In
section 26 (d).
The aggregate of the amounts under pa-
grnphs (2) and (3) shall not exc-ed (A) tiho
Eectlon 102 net income for the taxable yezr,
in the case of the tax Imncced by ractlan
102; (B) the Supplement P net income for
the taxable year, In the ca-- of the comn-
tations required under Supplement P;. or (C)
the Subchapter A net income for the taxable
year. In the caa of the tax Impased und r
Subchapter A.
IS-c. 27 (b) as amended by sec. 132 (b), Rev.
Act 19421

§ 39.27 (b)-l Basic surtax credit.
The amount constituting the basic sur-
tax credit of a corporation for the t=-
able year consists of the sum of the fol-
lowing, less the amount allowable as a
credit under section 26 (i) (relating to
the credit for dividends paid on certain
preferred stock of certain public utility
corporations) and less the amount
allowable as a deduction under section
121 (relating to the deduction of divi-
dends paid on certain preferred stcl of
certain banks and trust companies)

(a) The dividends paid during the tax-
able year (subject to the qualifications,
limitations, and exceptions provided in
section 27 (d) to 27 (1), inclusive) plus
the consent dividends credit provided by
section 28, less the credit for mtere3t on
certain obligations of the United States
and its instrumentalities, provided by
section 26 (a) and

(b) The smaller of the following:
(1) The sum of the net operating loss

credit for the preceding taxable year
provided in section 26 (c) (1) and the
bank affiliate credit provided in section
26 (d).

(2) (1) The section 102 net ancome
for the taxable year, in the case of taz
imposed by section 102; (Ii) the Supple-
ment P net income for the taxable year,
in the case of computations required
under Supplement P" or (iii) the sub-
chapter A net income for the taxable
year, in the case of tax imposed under
subchapter A of chapter 2.

§ 39.27 (b)-2 Dividends pai -- a)
'When dividends are considered pa.d. (1)

§ 39.27 b-2-
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A dividend will be considered as paid
when it is received by the shareholder.
An allowance for dividends paid will not
be permitted.unless the shareholder re-
ceives the dividend during the taxable
year for which the credit is claimed.

(2) If a dividend is paid by check and
the check bearing a date within the tax-
able year is deposited in the mails, in a
cover properly stamped and addressed to
the shareholder at his last known ad-
dress, at such time that in the ordinary
handling of the mails the check would be
received by the shareholder within the
taxable year, a presumption arises that
the dividend was paid to the shareholder
in such year.

(3) The payment of a dividend during
the taxable year to the authorized agent
of the shareholder will be deemed pay-
ment of the dividend to the shareholder
during such year.

(4) If a corporation, instead of paying
the dividend directly to the shareholder,
credits the account of the shareholder on
the books of the corporation, with the
amount of the dividend, the allowance
for a dividend paid will not be permitted
unless it be shown to the satisfaction of
the Commissioner that such crediting
constituted payment of the dividend to
the shareholder within the taxable year.

(5) An allowance will not be permitted
for the amount of a dividend credited
during the taxable year upon an obliga-
tion of the shareholder to the corpora-
tion unless it is shown to the satisfaction
of the Commissioner that such crediting
constituted payment of the dividend to
the shareholder within the taxable year.

(6) In the case of a stock dividend, if
the shares (other than fractional shares
payable to bearer) constituting the divi-
dend are not entered or registered on the
books of the corporation in the name of
the shareholder (or his nominee or trans-
feree) within the taxable year, the divi-
dend will not be deemed to have been
paid in such year. Delivery of a certifi-
cate, or certificates, for such new shares,
within the taxable year, consitutes prima
facie evidence of the payment of the
dividend.

(7) If the dividend is payable in obli-
gations of the corporation, they should
be entered or registered in the taxable
year on the books of the corporation, in
the name of the shareholder (or his nom-
inee or transferee) and, in the case of
obligations payable to bearer, should be
received in the taxable year by the share-
holder (or his nominee or transferee) to
constitute payment of the dividend
within the taxable year.

(8) In the case of a dividend from
which the tax has been deducted and
withheld as required by section 143 or
144, the dividend is considered as paid
when such deducting and withholding
occur.

(b) Methods of accounting. The de-
termination of whether a dividend has
been paid to the shareholder by the cor-
poration during its taxable year is in no
way dependent -upon the method of ac-
counting regularly employed by the cor-
poration in keeping its books or upon
the method of accounting upon the basis

§ 39.27 (c)

of which the net income of the corpora-
tion is computed. See section 43.

(c) Records. Every corporation claim-
ing an allowance for dividends paid shall
keep such permanent records as are nec-
essary (1) to establish that the divi-
dends with respect to which such allow-
ance is claimed were actually paid during
the taxable year and (2) to supply the m-
formation required to be filed with the
income tax return of the corporation.
Such corporation shall file with its re-
turn (i) a copy of the dividend resolu-
tion; and (ii) a concise statement of
the pertinent facts relating to the pay-
ment of the dividend, clearly specifying
(a) the medium of payment and (b) if
not paid in money, the fair market value
and adjusted basis (or face value, if paid
in its own obligations) on the date of
distribution of the property distributed'
and the manner in which such fair mar-
ket value and adjusted basis were deter-
mined. Canceled dividend checks and
receipts obtained from shareholders
acknowledging payment of dividends
paid otherwise than by check need not
be filed with the return but shall be
kept by the corporation as a part of its
records.

§ 39.27 (c) Statutory provzs:ons; cor-
poration divzdends pazd credit; dividend
carry-overn

Szc. 27. Corporation dividends paid cred-
it. ** *

(c) Divudend carry-over. There shall be
computed with respect to each taxable year
of a corporation a dividend carry-over to
such year from the two preceding taxable
years, which shall consist of the sum of-

(1) The amount of the basic surtax credit
for the second preceding taxable, year, re-
duced by the Subchapter A net income for
such year, and further reduced by the
amount, if any, by which the Subchapter A
net income for the first preceding taxable
year exceeds the sum of-

(A) The basic surtax credit for such year;
and

(B) The excess, if any, of the basic surtax
credit for the third preceding taxable year
over the Subchapter A net income for such
year; and

(2) The amount, if any, by which the basic
surtax credit for the first preceding taxable
year exceeds the Subchapter A net Income
for such year. In the case of a preceding
taxable year referred to In this subsection,
the Subchapter A net income shall be de-
termined as If the corporation was, under the
law applicable to such taxable year, a per-
sonal holding company.
[Sec. 27 (c) as amended by sec. 132 (c),
Rev. Act 1942]

§ 39.27 (c)-1 Divzdend carry-over
(a) The dividend carry-over to a given
taxable year is computed-as follows:

(1) If the basic surtax credit for the
first preceding taxable year exactly
equals the subchapter A net income for
such year, the dividend carry-over is
the amount of the excess of the basic sur-
tax credit for the second preceding tax-
able year over the subchapter A net in-
come for such year.

(2) If the basic surtax credit for the
first preceding taxable year exceeds the
subchapter A net income for such year,
the dividend carry-over is the amount of
such excess plusthe excess of the basic
surtax credit for the second preceding

taxable year over the subchapter A not
income for such year.

(3) If the basic surtax credit for the
first preceding taxable year Is less than
the subchapter A net income for such
year, the dividend carry-over is the
amount by which the basic surtax credit
for the second preceding taxable year
exceeds the subchapter A net income for
such year reduced by the excess of the
subchapter A net income for the first
preceding taxable year over the sum of
the basic surtax credit for such year and
the excess of the basic surtax credit for
the third preceding taxable year over,
the subchapter A net income for such
.year.

(b) In computing the dividend carry-
over the subchapter A net Income of any
preceding taxable year shall be deter.
mined as If the corporation was, under
the law applicable to such taxable year,
a personal holding company.

(c) Every corporation claiming a divi-
dend carry-over for any taxable year
shall file with Its return for such year a
concise statement setting forth the
amount of the dividend carry-over
claimed and all material and pertinent
facts relative thereto, Including a de-
tailed schedule showing the computation

'of the dividend carry-over claimed,
(d) The computation of the dividend

carry-over may be illustrated by the fol-
lowing examples:

Example (1). The X Corporation, which
makes its income tax returns on the cal-
endar year basis, has subchapter A not in-
come of $150,000 and a basic surtax credit-of $225,000 for 1049. For 1950 its subohap-
ter A net income is $200,000 and Its basic
surtax credit is $350,000, and for 1061 its
subehapter A net income and its basic sur.
tax credit are each $175,000. Its dividend
carry-over to 1952 is $150,000, computed as
follows:
(1) Basic surtax credit for 1950... $390, 000
(2) Less subchapter A not income

for 1950 ---------------- 200, 000

(3) Dividend carry-over to 1052
((1) minus (2)) ---------- 10,000

Since the basic surtax credit for 1951 ex-
actly equals the subchapter A not income
for that year, neither that year nor the
year 1949 need be taken into account, The
preceding taxable year (1951) is taken into
account' only if the basic surtax credit for
such year exceeds the subchapter A nab
income for such year or if the subohaptor
A net income for such year exceeds the sum
of the basic surtax credit for such year and
the excess of the basic surtax credit for the
third preceding taxable year (1949) over the

•subchapter A net income for such year, The
third preceding taxable year (1949) is takeoi
Into account only if the subchapter A, nob
income for the first preceding taxable yeaV
(1951) exceeds the basic surtax credit for
such year, in which case It operates to re-
duce the amount of such excess which must
be deducted from the carry-over from the
second preceding taxable year (1950),

Example (2). The Y Corporation, Which
makes its income tax returns on the calon-
dar year basis, has subchapter A net incoma
of $100,000 and a basic surtax credit of
$150,000 for 1049. For 1950 its subchapter
A net income is $50,000 and its basic surtax
credit is $75,000, and for 1051 its subeliap-
ter A net income and its basic surtax credit
are $25,000 and $100,000, respectively. Its
dividend carry-over to 1952 Is $100,000, com-
puted as follows:

5872
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(1) Basic surtax credit ----------
(2) Less subchapter A net income.

Year 1950
.............................. - 875,0000

-50, 00

(3) Excess of basic surtax credit over subchapter A net income -- 2- - - . .0
Year 1951

(4) Basic surtax credit ..........
(5) Less subchapter A net income

- 10.000. 25,000

(6) Excess of basic surtax credit over subchapter A net ncome_.....

(7) Dividend carry-over to 1952 (sum of (3).and (6)) ---------.-..

For the reason why the year 1949 Is not taken into account, see explanation
example (1).

Examole (3). The Z Corporation, which makes Its income tax returns on th
year basis, has a subchapter A net Income of $90,000, and a basic surtax credit of
1949. For 1950 its subchapter A net income Is $60,000 and Its basic surtax credit
and for 1951 Its subchapter A net income and its basic surtax credit are 81
$25,000, respectively. Its dividend carry-over to 1952 Is $05,000, computed

Year 1950
(1) Basic surtax credit ...........
(2) Less subchapter A net Income.

- 810. 00
- 60. 00

(3) Excess of basic surtax credit over subchapter A net income...

(4) Subchapter A net income.
(5) Basic surtax credit -------

Year 1951

Year 1949
(6) Basic surtax,.credit .....------- --------------- 150.000
('7) Less subchapter A net income ------------- 90,000

(8) Excess of ,basic surtax credit over subchapter A

025,000

60,000

$120.00

(9) Sum of (5) and (8) ........................................- 85,00

(10) Excess of subchapter A net income for the first preceding taxable yea
(1951) ...........................................................

(11) Dividend carry-over to 1952 --------------.------------.... .- ----

§-39.27 (d) Statutory provisions; cor-
poration dividends paid credit; dividends
in kind.

SEC. 27. Corporation d'vidends paid cred-
it. * * *

(d) Dividends in kznd. If a dividend is
paid In property other than money (includ-
Ing stock of the corporation if held by the
corporation as an investment) the amount
with respect thereto which shall be"used in
computing the basic surtax credit shall be
the adjusted basis of the property In the
hands of the corporation at the time of the
payment, or the fair market; value of the
property at the time of the payment, which-
eyer is the lower.

§ 39.27 (d)-1 Dividends in kind. (a)
Section 27 (d) imposes limitations upon
the extent to which dividends paid in
assets (other than money) may be rec-
ognized for purposes of determining the
amount of the allowance for dividends
paid which may be included in the basic
surtax credit. Irrespective of the form
of the corporate resolution by which a
dividend is declared, if the dividend is
ultimately and actually paid by the
corporation in any property other than
money, constituting its corporate assets,
the amount of the allowance for divi-
dends paid to which the corporation is
entitled with respect thereto cannot ex-
ceed the lesser of the two following
amounts determined as of the time of
payment:

(1) The adjusted basis of such prop-
erty in the hands of the corporation as
provided for in section 113; or

(2) The fair market valuc
property.

(b) As used In this section,
"property" includes shares o
stock of the corporation ma
dividend distribution if such
stock are held by it as an in
Unless shown to the contrary,
capital stock once Issued but t
acquired by the corporation In
ner whatsoever, but not retired
deemed to be held by the corpi
an investment. The term "!
also Includes obligations upon
corporation making the distri
liable as a guarantor, indorser,

c) The application of sectli
may be illustrated by the foll
ample:

Example. The S Corporation,
purchased stock of the Y Corpo
$100,000. In 1952 such stock h
market value of 070,000. During
of its ownership of such stock, the
ation received distributions ame
$5,000 out of earnings or profits
Corporation accumulated before
1913. In 1952 the S Corporation
stock for the payment of a divld
allowance for dividends paid for p
inclusion in the basic surtax crcct
is $70,000, computed as follow-l:
Purchase price, or cost of stock.
Less tax-free distribution -......

Adjusted basis of stock In thb
hands of the corporation at th
time of the dividend payment..

Pair market value of stock at th
time of the dividend payment..

.75,000

-1900 0

Allow-anco for dividends paid for
purpczc3 of incluslon In the basic
surtax credit for 1952 1,0, CC,3

Since the fair marrklt value of the stcak
(670,000) at the time of the dividend pay-
ment I- le3 than the adju-tcd b zz
(695CO0) of the ctck In the handz; of the
corporation at the time of the dividend pay-
ment, the lesser amount ($70,000) should
be used a5 the allowance for divldends paid
for purposes of computing the basic surtax
credit for 1952 with respcct to such -tecic-

at end of § 39.27 (e) Statutory provisions, cor-
poration dividends paid credit; dividends

e calendar in obligations of the corporation.
)l50.000 for Sc. 27. Corporation dividends paid cred-
I- OICO,000. it. 0 a *
20,000 and (o) Dirfdends in obtf,7afons of t e cors:o-
as follows: ration. If a dividend 13 paid in obligations

of the corporation, the amount with rcs pct
thereto which shall ba uzed in computing the

0 bas"c surtax credit hall be the face value of
0 the obligations, or their fai- market alue at

the time of the payment, whichever Ls the
810000 lower. If the fair market value of any su:h

o dividend paid in any taxable year of the ccr-
poratlon beginnlng after Deccmber 31. 1935,

0 is lower than the face value, then when the
oblfgation Is redeemed by the corporatlon
the excess of the amount for which redeezmed
over the fair mrke t value at the time of the
dividend payment (to the extent not all -
able as a deduction in computing nat Income
for any taxable year) rhall be treated as a
divldend paid in the taxable year in which
the redemption occur.

0 § 39.27 e)-1 Dividends in obliga-
tions of the corporation. (a) Section

r 27 (e) Is concerned solely with the
- 35.00o amount of the alowance for dividends

paid for purposes of inclusion in the
- 65,000 basic surtax credit to the extent that

dividends are paid by a corporation in
of such Its own obligations. If the corporation

ultimately pays a dividend in its own
the term obligations (regardless of the form of tha
if capital corporate resolution by which the divi-
king the dend is declared) the amount of the al-
shares of lowance for dividends paid to which it
vestment. Is entitled with respect thereto for the
shares of year in which such dividend is paid is
thereafter limited to the leser of the face value or
any man- fair market value of such obliTations as
, shall be of the date of payment.. If in a t.xable
oration as year of the corporation beginning after
property" Dccember 31, 1935. the allowance for
which the dividends paid as of the date of pavment
Ibution Is Is limited to the fair market vvlue of
or surety, the corporate obligations distribuTzd and
on 27 (d) the corporation redeems such eblfga-
owing ex- tions, the corporation bcomes entitled

to an additional allowance for .divsden:33
in 1014, paid In computing the basic surtax credit

ration for for the taxable year in which it redezins
ad a fair such obligations, but only In the event
the perld that the amount at which such oblha-
S CorPor- tions are redeemed is higher than thm
unting to fair market value at the time of the di7-
of the Y trIbution. The amount of such addii-
Mfarch 1.

used such tional allowance is the excess of the prica
end. The at which such obligations are redeemed
urpose3 of over their fair marhet value at the time
t for 1952 of the distribution, subject to the resqie-

tion that such excess be diminished by
-oo.000 any amounts which were allowable as

5, co00 deductions for amortizzd bond discount
or bond Issue colimlslons and expenses
allocable to the obligations redeemed m

o95. 000 computing the net income of the cor-
poration for any taxable year. A cor-

- 70, o00 poration Is entitled to such additional al-

§ 39.27 Cel-i'
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lowance regardless of the identity of the
holders of the obligations at the time of
their redemption.

(b) As used in this section, the term
"obligations" means any legal liability
on the part of the corporation (not in-
cluding liability as a guarantor, indorser,
or surety) regardless of when incurred,
to pay a fixed or determinable sum of
money evidenced in writing executed
by the corporation. As used in this sec-
tion, the term "redeemed" includes (1)
repurchase in the open market for in-
vestment or sinking fund purposes, (2)
retirement, or (3) cancellation of the ob-
ligations before, rt, or after maturity.

(c) The application ol sect'on 27 (e)
may be illustrated by the following ex-
ample:

Example. The X Corporation, which
makes its income tax returns on the calen-
dar year basis, declared a dividend of $85,000
In 1946, payable in that year in its 5 per-
cent bonds at 85. Pursuant to such declara-
tion, bonds having an aggregate face value
of $100,000 were issued durinZ 1946 in pay-
ment of the dividend. The fair market
value of the bonds at the time of issuance
was $75,000. The dividends paid credit for
1946 was the fair'market value of the bonds
at the time of the dividend payment
($75,000), since such fair market value was
lower than the face value ($100,000) of the
obligations.

Thebonds were redeemed in 1952. The
corporation prior to the redemption of the
bonds at face value deducted in .ts returns
over the life of the bonds the $15,000 bond
discount resulting from the payment in
1946 of the $85,000 dividend in bonds having
a face value of $100,000. The allowance for
dividends paid for purposes of computing the
basic surtax credit with respect .to the bond
redemption for the taxable year 1952, in
which the redemption of the bonds occurs,
Is $10,000, computed as follows:
Redemption price of bonds ------- $100, 000
Less fair market value of bonds

when dividend was paid in 1946- 75, 000

Difference ------------------ 25, 000
Less bond discount allowed as a

deduction In computing net in-
come ------------------------- 15,000

Amount treated as dividend
paid in 1952 -------------- 10,000

§ 39.27 (f) Statutory provisions; cor-
poration dividends paid credit; taxable
stock dividends.

SEc. 27. Corporation dividends paid cred-
it. * * *

(f) Taxable stock dividends. In case of
a stock dividend or stock right which is a
taxable dividend in the hands of sharehold-
ers under section 115 (f), the amount with
respect thereto which shall be used in com-
puting the basic surtax credit shall be the
fair market value of the stock or the stock
right at the time of payment.

§ 39.27 (f)-1 Taxable stock divi-
dends. The allowance for dividends paid
provided by section 27 (b) (1) is limited
by section 27 (f) in the case of distribu-
tions in the form of stock dividends or
stock rights, to distributions which are
taxable dividends in the hands of share-
holders under section 115 (f) Such al-
lowance, however, is limited in amount
to the fair market value of such stock
or stock rights at the time of payment
of the dividend. As to a distribution by

a corporation of its own capital stock
held as an investment see § 39.27 (d)-1.

§ 39.27 (g) Statutory provisions; cor-
poration Ividends paid credit; distribu-
tions in liquidation.

SEc. 27. Corporation divzdends paid cred-
it. 0 * *

(g) Distributions in- liquidation. In the
case of amounts distributed in liquidation
the part of such distribution which is prop-
erly chargeable to the earnings or profits ac-
cumula-.ed after February 28, 1913, shall, for
the purposes of computing the basic surtax
credit under this section, be treated as a
taxable dividend paid.

§ 39.27(g)-i Dividends paid credit
for distributions in liquidation-(a) Dis-
tributions whch diminish earnings or
profits. (1) To the general rule that an
allowance for dividends paid is per-
mitted only with respect to taxable divi-
dends pair, section 27 (g) makes one ex-
ception, namely, for that part of an
amount distributed in liquidation which,
undr the Internal Revenue Code, con-
stitutes a distribution of, and is properly
chargeable to, earnings or profits ac-
cumulated after February 28, 1913.
Thus, a distribution either in complete
or partial liquidation of a corporation
is treated by the Code as one constitut-
ig in part a distribution of, and being
properly chargeable to, earnings or
profits, if-

(i) Under the provisions of section 115
(c) the amounts distributed in liquida-
tion are treated as received in payment
in exchange for the stock; and

(ii) Under the provisions of section
112, Lhe gain or loss, if any, from such
exchange is recognized or the gain is
taxed as provided in section 112 (b) (7)

In such a case, an allowance for divi-
dends paid may be included in the basic
surtax credit for the amount actually in-
volved in such distribution which is
properly chargeable to the earnings or
profits accumulated after February 28,
1913, even though the method of taxa-
tion of the distribution is that ordinarily
employed with respect to the gain or loss
realized and recognized upon an ex-
change, rather than that employed with
respect to a taxable dividend.

(2) On the other hand, certain trans-
actions described in sections 112 and 115
are treated, for the purposes of the In-
ternal Revenue Code, not as distributions
to the shareholders of earnings or profits,
but as transfers of such earnings or
profits intact to another corporation in-
whose hands such earnings or profits,
being available for distribution by it as
dividends to its shareholders, have essen-
tially the same status for the purposes
of the Code as earnings or profits de-
rived from its own operations. Charac-
teristic of these transactions is the cir-
cumstance that the gain or loss realized
from the receipt by the shareholders of
property is not recognized by the Code.
No allowance for dividends paid is per-
missible with respect* to such trans-
actions.

-- (b) Amount properly chargeable to
earnings or profits. (1) In the case of
a distribution in liquidation with respect
to which an allowance for dividends paid
is permissible (see paragraph (a) of this

section) the amount of the allowance Is
equal to the part of such distribution
which is properly chargeable to the earn-
ings or profits accumulated after Febri-
ary 28, 1913. To determine the amount
properly chargeable to the earnings or
profits accumulated since February 28,
1913, there must be deducted from the
amount of the distribution that part al-
locable to capital account. The capital
account, for the purposes of this section,
includes not only amounts representing
the par or stated value of the stock with
respect to which the liquidating distrl-
bution Is being made but also that stock's
proper share of the paid-in surplus, and
such other corporate items, if any, which,
for purposes of Income taxation, ar'
treated like capital in that they are not
taxable dividends when distributed but
are applied against and reduce the basis
of the stock. The remainder of the dis-
tribution In liquidation is, ordinarily,
properly chargeable to the earnings or
profits accumulated since February 28,
1913.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. The Y Corporation, which makes
Its income tax returns on the calendar year
basis, was organized on January 1, 1910, with
an authorized and outstanding capital stock
of 2,000 shares of common stock of a par value
of $100 each and 1,000 shares of participating
preferred stock of a par value of $100 each,
The preferred stock was to receive annual
dividends of $7 per sbare and $100 per share
on complete liquidation of the corporation in
priority to any payments on common stock,
and was to participate equally with the com-
mon stock in either instance after the com-
mon stock had received a similar amount,
However, the preferred stock was redeemable
In whole or In part at the option of the
board of directors at any time at $100 per
share plus its proportion of the earnings of
the company at the time of such redemption,
In 1910 the preferred stock was Issued at $100
per share, for a total of $106,000, and the com-
mon stock was issued, at $100 per share, for
a total of $200,000. On July 16, 1952, the
company had a paid-in surplus of $6,000, con-
sisting of the premium received on the pre-
ferred stock; earnings or profits of $30,000
accumulated prior to March 1, 1013; and
earnings or profits accumulated since Feb-
ruary 28, 1913, of $75,000. On July 15, 1052,
the option with respect to the preferred stock
was exercised and the entire amount of such
stock was redeemed at $141 per share or a
total of $141,000 In a transaction upon which
gain or loss to the distributees resulting from
the exchange was determined and recognized
under the Internal Revenue Code, sueh
transaction being only a partial liquidation
under section 115 (c). The amount of the
distribution allocable to capital account was
$116,000 ($100,000 attributable to par value,
$6,000 attributable to paid-in surplus, and
$10,000 attributable to earnings or profits
accumulated prior to March 1, 1913), The
remainder, $25,000 ($141,000, the amount of
the distribution, less $116,000, the amount
allocable to capital account) Is properly
chargeable to the earnings or profits ac-
cumulated since February 28, 1913, and Is
allowable as dividends paid.

(c) Credit in respect of earnings or
profits transferred under certain tax-
free transactions. (1) If, as a result of
one or more transactions described in
section 112, a corporation's earnings or
profits accumulated after February 28,

9 39.27 (f)
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913, and its undistributed earnings or
profits of the taxable year, shall have be-
come the earnings or profits of another
corporation subject to distribution as
dividends by such other corporation, any
dividend paid by the transferee corpora-
tion during that portion of the trans-
feror's taxable year subsequent to the
consummation of such tax-free transac-
tion may, subject to the provisions of
section 115, be apportioned and allocated
to the transferoras a distribution out of
such earnings or profits of the transferor.
The resolution of the board of directors
of the transferee shall specifically desig-
nate the distribution, or part thereof, so
apportioned and allocated. For the pur-
poses of the allowance for dividends paid,
any, such distribution so allocated shall
be treated as a dividend paid only m the
computation of the basic surtax credit
allowable to the transferor, and must be
consistentiy so treated by both corpora-
tions for the current and succeeding tax-
able years. Each corporation shall file
as part of its return for the taxable year
involved (i) a statement setting forth
concisely all of the material facts, in-
cluding the date and the character of the
transaction under section 112, the status
at that time of the earnings or profits
of both corporations, the date and
amount of all dividend distributions sub-
sequently made, and the particular dis-
tribution or portion thereof designated
as effecting a distribution of the earn-
ings or profits of the transferor corpora-
tion, and (ii) a certified copy of the
resolution of the board of directors of the
transferee corporation with respect to
the distribution. No allowance for divi-
dends paid based upon such apportion-
ment and allocation will be permitted
unless the Commissioner is satisfied that
the transferor corporation is entitled
thereto pursuant to the provisions of
this paragraph and that there has been
a full compliance with the requirements
of this paragraph.

(2) The provisions of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. The P Corporation, which makes
its income tax returns on the basis of a
fiscal year ending March 31, owned all of the
capital stock of the S Corporation. The
S Corporation, which makes its returns on
the calendar year basis, was completely liqui-
dated on December 1, 1952. At that time,
the S Corporation had earnings or profits
accumulated subsequent to February 28,
1913, in the amount of $50,000, in addition
to earnings or profits for 1952 of $20,000, and
an adjusted net income of $45,000. It had
paid no dividends prior to its liquidation.
The P Corporation had earnings or profits
accumulated subsequent to February 28,
1913, in the amount of $60.000 in addition to
earnings or profits of the taxable year com-
puted as of March 31, 1953, in the amount
of. $80,000, and an adjusted net income In
the amount of $60,000. The P Corpora-
tion pays dividends as follows: June 15,
1952, $25,000, September 15, 1952, $25,000;
December 15, 1952, $25,000; and March 15,
1q53, $25,000. No portion of the dividends
paid on June-15 and September 15 prior to
the liquidation and no portion of the divi-
dend paid on March 15, 1953, after the close
og the taxable year of the S Corporation-may
be allocated to the S Corporation. The dlvi-
dend paid on December 15 may, by appro-
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priate corporate action, be made as one ef-
fecting a distribution out of the current
earnings or profits of the S Corporation to
the extent of $20.000. No part of that dL-
tribution may be allocated to the S Cor-
poration's accumulated earnings or profits
since, under section 115 (b), the earnings
or profits of the P Corporation and the S
Corporation for the taxable year (0100,000)
are sufficient in amount to cover all the dis-
tributions made during that year (0100,000).

§ 39.27 (h) Statutory provisions; cor-
poration dividends paid credit; prcfercn-
tial dividends.

Si=. 27. Corporation dividends paid ercd-
it. *0 *

(h) Proferential dividends. The amount
of any distribution (although each portion
thereof is received by a rhareholder as a tax-
able dividend), not made in connection with
a consent distribution (as defined In section
28 (a) (4)), shall not be considcred as divi-
dends paid for the purpose of computing the
basic surtax credit, unless such distribution
Is pro rata, with no preference to any share
of stock as compared with other shares of
the same class, and with no preference to one
class of stock as compared with another
class except to the extent that the former Is
entitled (without reference to walvers of
their rights by shareholders) to such pref-
erence.

For a distribution made In connection with
a consent distribution, see sectIon 28.

§ 39.27 (h)-1 Preferential distribu-
tions. (a) Section 27 (h) imposes a
limitation upon the general rule that a
corporation is entitled to an allowance
for dividends paid with respect to all
dividends which It actually pays during
the taxable year. Before a corporation
may be entitled to any such allowance
with respect to a distribution, regardless
of the medium In which the distribution
is made, every shareholder of the class
of stock with respect to which the dis-
tribution is made must be treated the
same as every other shareholder of that
class, and no class of stock may be
treated otherwise than in accordance
with its dividend rights as a class. The
limitation imposed by section 27 (h) Is
unqualified, except in the case of a par-
tial distribution (see section 28 (a) (5))
made in connection with a consent dis-
tribution, as defined In section 28 (a)
(4) if the entire distribution composed
of such partial distribution and consent
distribution (see section 28 e)) is not

,preferential The existence of a pref-
erence is sufficient to prohibit allowance
xegardless of the fact (1) that such
preference is authorized by all the share-
holders of the corporation, or (2) that
the part of the distribution received by
the shareholder benefited by the pref-
erence is taxable to him as a dividend.
A corporation will not be entitled to
an allowance for dividends paid with
respect to any distribution upon a class
of stock if there is distributed to any
shareholder of such class (in proportion
to the number of shares held by him)
more or less than his pro rata part of
the distribution as compared with the
distribution made to any other share-
holder of the same class. Nor will a
corporation be entitled to an allowance
for dividends paid in the case of any
distribution upon a class of stock if
there is distributed upon such class of
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stock more or le-s than the amount to
which It Is entitled as compared with
any other class of stock. A preference
exists If any rights to preference inher-
ent in any class of stock are violated.
The disallowance, where any preference
in fact exists, extends to the entire
amount of the distribution and not
merely to a part of such distribution.
As used in this section, the term "dis-
tribution" Includes a dividend as defined
in section 115, and a distribution m lq-
uldation referred to In section 27 (g)

(b) The application of the provisions
of section 27 (h) may be illustrated by
the follovlng examples:

Example (1). A, B, C, and D are theo wn-
era of all the sharea of cl-3 A common ste k
in the Ll Corporation. which makes its income
tax returns on a calendar year bazLi. With
the consent of all the shareholders, the M
Corporation, on July 15, 1952. declared a
dividend of $5 a share payable In cash on
August 1. 1052. to A. On September 15, 1952,
It declared a dividend of 05 a share payable
In carh on October 1. 1952, to 13, C, and D.
No allowance for divIdenda paid for the tax-
able year 1952 Ia permitted to the 21 Cor-
paration with re-pect to any part of the divi-
dends, paid on August 1, 1952, and October
1, 1952.

Example (2). The N Corporation, which
makle Its income tax returns on the cal-
endar year b-"J.% has a capital of $I,9,000
(consisting of 1,040 shares of common stoa
of a par value of 010) nd earnings or urofits
accumulated after February 23. 1913, In the
amount of C50,000. ln the year 1952 the N
Corporation distributes $7,500 In cancella-
tion of 50 shares of the steel. owned by three
of the four shareholders of the corporation.
No allowance for dividends paid I- permiz-
sible under section 27 (h) With respect to
such distribution.

Example (3). The P Corporation has two
cla-es of stock outstanding, 10 shares of
cumulative preferred, owned by E, entitled
to 85 per share and on which no dividends
have been paid for two years, and 10 shares
of common, owned by P. On December 31,
1952, the corporation diztributes a dividend
of $125, $50 to E and 875 to F. The cor-
poration Is entitled to no allowance for any
part of such dividend paid, since there has
been a preference to P. If. however, the cor-
poration had distributed 8100 to E and $23
to F, It would have been entitled to include
$125 n Its basic surtax credit as a dividend
paid.

§ 39.27 (1) Statutoryi Provisions; cor-
poration dividends paid credit; -ontax-
able dfstributions.

Ssc. 27. Corporation difvdends paid cred-
it. a a

(I) zrontoxable dfribuions. If any part
of a distribution (Including stock dividends
and stock right-) Is not a taxable dividend
in the hands of such of the shareholders a3
are subject to taxation under this chanter
for the period In which the distribution i-
made, such part shall not be included in
computing the basic surtax credit

§ 39.27 (W)-I Nontaxable dis ribu-
tions. (a) No allowance for dividenas
paid is permitted with respect to any
part of the distribution by a corporation
to Its shareholders which is-

(1) Not out of earnings or profits of
the taxable year or out of earnings or
profits of the corporation accumulated
subsequent to February 28,1913 (see sec-
tion 115) or, in the case of distribu-
tlons In liquidation, not properly charge-
able to earninzs or profits of-the corpo-

§ 39.27 fl-1T
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ration accumulated after February 28,
1913, under section 27 (g)

(2) In the case of a corporation which
was classified a~s a personal service cor-
poration under the Revenue Act of 1918
or the Revenue Act of 1921, out of earn-
ings or profits which were taxable in ac-
cordance with the provisions of section
218 of the Revenue Act of 1918 or sec-
tion 218 of the Revenue Act of 1921 (see
section 115 (e)) or

(3) A distribution in stock of the cor-
poration or rights to acquire its stock
which does not constitute income to its
shareholders within the meaning of the
sixteenth amendment to the Constitu-
tion (see section 115 (f))

(b) The effect of sections 27 (h) and
(I) is that no allowance for dividends
paid may be included m the basic surtax
credit with respect to any distribution
unless each of the shareholders of that
class, who are subject to taxation under
chapter 1 for the period in which the
distribution is made, receives a taxable
dividend as a result of the distribution.
(See also section 27 (g).)

(c) The application of section 27 (i)
may be illustrated by the following
example:

Example. A, B, and C are shareholders of
the Y Corporation. a personal holding com-
pany, which makes its returns on the basis
of a fiscal year ending July 31. A is an edu-
cational corporation exempt from income tax
under section 101. On July 15, 1952, the Y
Corporation distributed $90,000 in cash to its
shareholders, $30,000 to each. The Y Corpo-
ration had a ileficit in earnings and profits
as of the beginning of its taxable year in the
amount of $200,000, but had a subchapter A
net income for the taxable year in the
amount of $90,000. Its earnings and profits
for the taxable year were only $50,000. It was
entitled under section 26 (c) (1) to a net
operating loss credit of $30,000. The dis-
tributions from the Y Corporation will con-
stitute a taxable dividend in the hands of
B and C only to the extent of $40,000, $20,000
to each (the amount of $30,000 reduced by a
proportionate part of the net operating loss
credit.) See § 39.115 (a)-l. The Y Corpo-
ration, accordingly, will be entitled to an
allowance for dividends paid in the amount
of $70,000 with respect to the distribution on
July 15.

§ 39.28 (a) Statutory proviszons; con-
sent dividends credit; definitions.

SEc. 28. Consent dividends credit-(a) Def.
initions. As used in this section-

(1) Consent stock. The/ term "consent
stock" means the class or classes of stock
entitled, after the payment of preferred divi-
dends (as defined in paragraph (2)), to a
share in the distribution (other than in com-
plete or partial liquidation), within the tax-
able year of all the remaining earnings or
profits, which share constitutes the same
proportion of such distribution regardless
of the amount of such distribution.

(2) Preferred dividends. The term "pre-
ferred dividends" means a distribution (other
than In complete or partial liquidation),
limited in amount, which must be made on
any class of stock before a further distribu-
tion (other than in complete or partial liqui-
dation) of earnings or profits may be made
within the taxable year.

(3) Consent diwtdends day. The term
"consent dividends day" means the last day
of the taxable year of the corporation, unless
during the last month of such year there
have occurred one or more days on which

§ 39.28 (a)
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was payable a partial distribution (as defined
in paragraph (5)), in which case it means
the last of such days.

(4) Consent distribution. The term "con-
sent distribution" means the distribution
which would have been made if on the con-
sent dividends day (as defined in paragraph
(3)) there had actually been distributed in
cash and received by each shareholder mak-
ing a consent filed by the corporation under
subsection (d), the specific amount stated
in such consent.

(5) Partial distribution. The term "par-
tial distribution" means such part of an ac-
tual distribution, payable during the last
month of the taxable year of the corporation,
as constitutes a distribution on the whole or
any part of the consent stock (as defined in
paragraph (1)), which part of the distribu-
tion, if considered by itself and not in con-
nection with a consent distribution (as de-
fined in paragraph (4)), would be a preferen-
tial distribution, as defined in paragraph (6).

(6) Preferential distribution. The term
"preferential distribution" means a distribu-
tion which is not pro rata, or which is with
preference to any share of stock as compared
with other shares of the same class, or to
any class of consent stock as compared with
any other class of consent stock.

§ 39.28 (a)-i Consent stock. (a) As
defined in section 28 (a) (1) the term
"consent stock" includes -what is gener-
ally known as common stock. It also in-
cludes participating preferred stock, the
participation rights of which are un-
limited.

(b) The application of section 28 (a)
(1) may be illustrated by the following
example:

Example. If In the case of the X Corpora-
tion there is only one class of stock out-
standing, it would all be consent stock. If,
on the other hand, there were two classes of
stock, class A and class B, and class A was
entitled to 6 percent before any distribution
could be made on class B, but class B was
entitled to everything distributed after
class A had received its 6 percent, only class
B stock would be consent stock. Similarly,
If class A, after receiving its 6 percent, was
to participate equally or in some fixed pro-
portion with class B until it had received
a second 6 percent, after which class B alone
was entitled to any further distributions,
only class B stock would be consent stock.
The same result would follow if the order of
preferences were class A 6 percent, then class
B 6 percent, then class A a second 6 percent,
either alone or in conjunction with class B,
then class B the remainder. If, however,
class A stock is entitled to ultimate partici-
pation without limit as to amount, then it,
too, may be consent stock. For example, if
class A Is to receive 3 percent and then. share
equally or in . some fixed proportion with
class B in the remainder of the earnings or
profits distributed, both class A stock and
class B stock are consent stock.

§ 39.28 (a)-2 Preferred dividends.
(a) As defined in section 28 (a) (2) the
term "preferred dividend" inqludes all
fixed amounts (whether determined by
percentage of par value, a stated return
expressed in a certain number of dol-
lars per share, or otherwise) the dis-
tribution (other than in liquidation) of
which on any class of stock is a condition
precedent to a further distribution
(other than in liquidation) of earmngs
or profits. A distribution, though ex-
pressed in terms of a fixed amount, is
not a preferred dividend, however, un-
less it is prefered over a subsequent dis-
tribution within the taxable year upon

some other class or classes of stock thp;n
the one on which it is payable,

(b) The application of section 28 (a)
(2) may be illustrated by the following
example:

Example. If, In the case of the X Cor-
poration, there are only two classes of stoek
outstanding, class A and class B, and class A
is entitled to a distribution of 0 percent of
par, after which the balance of the earnings
and profits are distributable on class B ex-
clusively, class A's 6 percent Is a preferred
dividend. If the order of preferences Is class
A $6 per share, class B $0 per share, then ol as
A and class B In fixed proportions until
class A receives $3 more per share, then
class B the remainder, all of class A's $0
per share and $6 per share of the amount
distributable on class B are preferred divi-
dends. The amount which class B is entitled
to receive In conjunction with the payment
to class A of Its last $3 per share is not a
preferred dividend, because the payment of
such amount Is preferred over no subsequet
distribution except one made on class B it-
self. Finally, If a distribution must be $0
on class A, $6 on class B, then on elass A
and class B share and share alike, the dis-
tribution on class A of $6 and the distribu-
tion on class B of $6 are both preferred divi-
dends.

§ 39.28 (a)-3 Consent dividends day,
The term "consent dividends day" is de-
fined in section 28 (a) (3) If there wag
no partial distribution (as defined in
section 28 (a) (5)) payable during the
last month of the corporation's taxable
year, the consent dividends day is the
last day of such taxable year. If there
were one or more days during such last
month on which was payable a partial
distribution, the consent dividends day
is the last of such days, The day upon
which shareholders, under the terms of
the resolution of the board of directors
directing the distribution, are entitled to
receive the distribution is the day it is
payable.

§ 39.28 (a)-4 Consent distribution.
(a) As defined In section 28 (a) (4), the
term "consent distribution" does not in-
clude any actual distributions but is lim-
ited to the hypothetical distribution evi-
denced by shareholders' consents. The
consent distribution equals the aggre-
gate of all the amounts specified in the
several consents, whether or not, if ac-
tually distributed, such amounts would
have constituted in whole or in part a
return of capital.

(b) Section 28 (a) (4) may be illus.
trated by the following example:

Example. The X Corporation, which
makes its Income tax returns on the calon-
dar year basis, has only one class of stock
outstanding, consisting of 500 shares, 200 of
which axe owned by A, and 300 by B. On
December 15, 1952, the corporation distrib-
utes to A $5 per share, or $1,000. On Decein.
her 31, 1952, B executes a consent to includio
$1,500 in his gross income as a taxable divi-
dend. At the beginning of 1052 the corpora.
tion had no accumulated earnings or proilts,
For the taxable year 1052 the earnings 'or
profits are $2,000. Nevertheless the corpora-
tion will be deemed to have made a consent
distribution of $1,500 on December 16.

§ 39.28 (a)-5 Partial distributionl. (a)
As defined In section 28 (a) (5), the tornm
"partial distribution" does not Inolude
preferred dividends even though payable
on consent stock.

HeinOnline -- 18 Fed. Reg. 5876 1953



Fatzrday, September 26, 1953

(b) The application of section 28 (a)
(5) may be illustrated by the following
axample:

Example. The X Corporation, which makes
.ts income tax returns on the calendar year
jasis, has only two classes of stock outstand-
Lng, class A and class B, each of which Is
onsent stock. Class A, consisting of 500

5hares, is entitled to a preference of $3 per
5hare, after which class B, consisting of 500
5hares, Is to receive $3 per share, whereupon
-lass A and class B are entitled to share
aqualy in any further distributions of earn-
ings or profits. On December, 15, 1952, the
s Corporation distributes $6 per share or
3,O0 on class A stock, and $3 per share or

)1,500 on class B stock. Such distribution,
to the extent of $1,500 paid on class A stock,
Ls a partial distribution.

§ 39.28 (a)-6 Preferential distribu-
tion. (a) A preferential distribution is
an actual distribution (other than the
distribution of a preferred dividend as
defined in section 28 (a) (2)) or a con-
sent distribution, or a combination of the
two, upon consent stock, which involves
a preference to one or more shares of
stock as compared with other shares of
the same class or to one class of consent
stock as compared with any other class of
consent stock. Such a preference exists
if there is distributed to any shareholder
(in proportion to the number of shares
held by him) more or less than his pro
rata part of a distribution as compared
with the distribution made to any other
shareholder of the same class, or if there
is distributed to all the shareholders of
one class of consent stock in the aggre-
gate more or less than their pro rata part
of a digtribution as compared with the
distribution made to all the sharehold-
ers of any other class of consent stock.
If such preference exists, the entire dis-
tribution is preferential.

(b) Section 28 (a) (6) may be il-
lustrated by the following examples:

Example (1). The X Corporation, which
makes its income tax returns on the calendar
year basis, has one class of consent stock
outstanding, owned in equal amounts by .A,
B, and C. On December 15, 1952, the corpo-
ration makes a distribution In cash of $5,000
each to A and B, and $3,000 to C. The dis-
tribution is preferential. If A and B each
receives a distribution in cash of $5,000 and
C consents to include $3,000 in gross income
as a taxable dividend, the* combined actual
and 'consent distribution Is preferential.
Similarly, if no one receives a distribution
in cash, but A and B each consents to in-
clude $5,000 as a taxable dividend in gross
income but C agrees to include only $3,000,
the consent distribution Is preferential.

Example (2). The Y Corporation, which
makes its income tax returns on the calendar
year basis, has only two classes of stock out-
standing, each class being consent stock and
consisting of 500 shares. Class A, with a par
value of $40 per share, is entitled to two-
thirds of any distribution of earnings and
profits. )Class B, with a par value of $20 per

\ share, is entitled to one-third of any distri-
bution of earnings and profits. On Decem-
ber 15, 1952, there is distributed on the
'zlass A stock $2 per share, or $1,000, and on
the class B stock $2 per share, or $1,000. The
oistribution is preferential, inasmuch as the
class B stock has received more than Its pro
rata share of the distribution.

§ 39.28 (b Statutory provisions;
consent dividends credit; corporations
n:ot entitled to credit.
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Sc. 28. Consent dividends credit. 0 6
(b) Corporation- snot entitled to credit.

A corporation shall not be entitled to a con-
sent dividends credit with respect to any
taxable year-

(1) Unless, at the close of such year, all
preferred dividends (for the taxable year
and, if cumulative, for prior taxable years)
have been paid; or

(2) If. at any time during such ycar, the
corporation has taken any step3 In. or In
pursuance of a plan of, complete or partial
liquidation of nl or any part of the consent
stock.

§ 39.28 (b)-1 Payment of preferred
dividends. Section 28 (b) (1) provides
that a corporation shall not be entitled
to a consent dividends credit for any tax-
able year, regardless of compliance with
other requirements of section 28, unless
at the close of such year all preferred
dividends (for the taxable year and, if
cumulative, for prior taxable years) have
been paid. Whatever form such pay-
ment takes, It must result in the com-
plete discharge of the obligation of the
corporation to pay such dividends. For
what constitutes payment of a dividend
,before the close of the taxable year, see
§ 39.27 (b)-2. For what constitutes a
preferred dividend see section 28 (a) (2).

..A preferred dividend will be considered
paid for the purposes of this require-
ment, even though It Is paid as part of a
preferential dividend as defined in sec-
tion 27 (h) and the corporation receives
no credit for dividends paid !n conse-
quence thereof.

§ 39.28 (b)-2 Liquidation of consent
stockc. (a) (1) A corporation Is not en-
titled to a consent dividends credit for
any taxable year in which it has taken
any steps In, or in pursuance of a plan of,
complete or partial liquidation of all or
any part of the consent stock.

(2) The application of section 28 (b)
(2) may be illustrated by the following

-example:
Example. The X Corporation, which

makes its income tax returns on the calendar
year basis, has outstanding on January 1,
1952, 1,000 shares of class A stock, the divi-
dend rights of which are limited to an annual
return of 6 per share. It also has outstand-
ing on that date 1,000 shares of clas B stock,
which is entitled to receive the entire amount
of any distribution made of earnings or prof-
its within the taxable year after the payment
on class A stock of $6 per share. On April 1,
1952, the corporation makes a distribution In
partial liquidation, whereby five share3 of
,class B stock (consent stock) are canceled or
redeemed. The corporation is barred from
obtaining a consent dividends credit for the
taxable year, regardlesa of compliance with
other requirements of section 28. If, how-
ever, class A stock (not consent stock). In-
stead of class B stock, had been canceled or
-redeemed in the liquidation, the corporation
would not be barred, because of such liquida-
tion, from obtaining a concent dividends
credit.

(b) The mere purchase by a corpora-
tion of its own stock for investment Is
not, within the meaning of section 28 (b)
(2) the taking of any step in, or in pur-
suance of a plan of, complete or partial
liquidation and will not prevent a cor-
poration from obtaining a consent divi-
dends credit for the taxable year.

§ 39.28 c) Statutory provisions; con-
sent dividends credit; allowance.
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S=r. 23. Con.'snt dirfdend.- credit. * S

(c) Allotcance of credit. There shall be
allowed to the corporation, n a part of Its
basic surtax credit for the ta-ble yeaSr,' a
consent dividend, credit equal to such par-
tlon of the total sum agreed to be included
In the grass income of charcholders by their
consents filed under aubsection (d) as It
would have been entitled to include in com-
puting ita ba.c surtax credit if actual dIs-
trIbuton of an amount equal to such total
sum had been made in cash and each share-
holder making such a consent had received,
on the consent dividends day, the amount
rpecfled In the consent.

§ 39.28 (c)-l Amount of consent dim-
dcnds credit. (a) The consent divi-
dends credit forms part of the basic sur-
tax credit. It consists of the amount
which the corporation would be per-
mltted to Include in Its basic surtax
credit as a dividend paid if it had dis-
tributed to each shareholder whose
consent has been iled pursuant to
section 28 d) and each such share-
holder had received, on the consent divi-
dends day (see section 28 (a) (3)) an
amount equal to the amount specified in
such consent. The amount of the con-
sent dividends credit, therefore, cannot
excced the sum of the amounts specified
In the several consents. It may, how-
ever, regardless of the fact that such
amounts are treated and taxed in their
entirety to the consenting shareholders
as a dividend (see section 23 MD) be
smaller than the sum of the specified
amounts, because It Is limited to the
amount which would have been allowed
as dividends paid if an actual distribu-
tion had been made.

(b) The provisions of section 28 (c)
may be Illustrated by the followmin ex-
ample:

Example. The X Corporation, which
make3 Its income tax returns on the calen-
dar year baLo. has only one class of stock
outstanding, owned in equal amounts by A
and B. It makes no distributions during
the taxable year. Its earning and profits for
the calendar year 1952 amount to $3,000,
there being at the beginning of such year no
accumulated earningz or profits. A and B
execute proper concents to ncludt 3,00D0
each in their gross income as a dividend re-
celved by them on D2ccmber 31, 1952. The
sum of the amount spec.l22d in the consents
executed by A and B is 610.000, but if $10.000
had actually bcen distributed by the 1Z Cor-
poration on December 31, 1952, only 3,000
would have constituted a dividend. The al-
lowance for dividends paid, ncludible in the
computation of the basic surtax credit,
would have amounted to only $8,0:0. The
consent dividends credit of the corporation,
therefore, La limited to 8.000.

§ 39.28 d) Statutory prosions; con-
sent dividends credit; shareholders, con-
sents.

S=. 28. Consent dividends credit. * -
(d) Shoreholders' consents. The corpora-

tion shall not be entitled to a consent divi-
dends credit with respect to any taxable
year-

(1) Unles It ilc3 (in accordance with
regulations prelcribed by the Commissioner
with the approval of the Secretary) with Its
return for such year, or within one year after
the date of enactment of the Revenue Act of
1942, in the case of a corporation which Is a
personal holding company for the taxable
ye,,r ith respect to hich it clqm the bene-
fits of thL section, signed consents made
under oath by percon who were shareold-

§ 39.28 (d)
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ers, on the last day of the taxable year, of
the corporation, of any class of consent
stock; and

(2) Unless in each such consent the share-
holder agrees that he will include as a tax-
able dividend, in his return for the taxable
year in which or with which the taxable year
of the corporation ends, a specific amount;
and

(3) Unless the consents filed are made by
such of the shareholders and the amount
specified In each consent is such, that the
consent distribution would not have been a
preferential distribution-

(A) If there was no partial distribution
during the last month of the taxable year of
the corporation, or

(B) If there was such a partial distribu-
tion, then when considered in connection
with such partial distribution;

and
(4) Unless in each consent made by a

shareholder who is taxable with respect to a
dividend only if received from sources within
the United States, such shareholder agrees
that the specific amount stated in the con-
sent shall be considered as a dividend re-
ceived by him from sources within the United
States; and

(5) Unless each consent filed is accom-
panied by cash, or such other medium of
payment as the Commissioner may by regu-
lations authorize, in an amount equal to the
amount that would be required by section 143
(b) or 144 to be deducted and withheld by
the corporation if the amount specified in the
consent had been, on the last day of the tax-
able year of the corporation, paid to the
shareholder in, cash as a dividend. The
amount accompanying the consent shall be
credited against the tax imposed by section
211 (a) or 231 (a) upon the shareholder.

[Sec. 28 (d) as amended by sec. 186 (e) (1),
Rev. Act 1942]

§ 39.28 (d)-1 Making and filing of
consents. (a) A consent shall be made
in duplicate on.Form 972 in accordance
with this section and the instructions
on the form or issued therewith and may
be made only by or on behalf of a person
who was the actual owner on the last day
of the corporation's taxable year of any
class of consent stock, i. e., the person
who would have been required to include
in gross income any dividends on such
stock actually distributed on the last day
of such year. Form 972 shall contain or
be verified by a written declaration that
it is made under the-penalties of perjury
In the *consent such person must agree:

(1) To include in his gross income for
his taxable year in which or with which
the taxable year of the corporation ends
a specific amount as a taxable dividend;
and

(2) If he is a shareholder who is tax-
able with respect to a dividend ony if
received from sources within the United
States, that the specific amount stated
in his consent shall be considered as a
dividend received by him from sources
within the United States.

(b) A consent may be made at any
time not later than the due date of the
corporation's income tax return for the
taxable year for which the credit is
claimed. With such return, and not
later than the due date thereof, the
corporation must file two duly executed
duplicate originals of each consenting
shareholder's consent, and a return on
Form 973 showing by .classes the stock
outstanding on the first and last days

§ 39.28 (d)-1
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of the taxable year, the dividend rights
of such stock, distribution made during
the taxable year to shareholders, and
giving all the other information re-
quired by the form. Form 973 shall
contain or be verified by a written decla-
ration that it Is made under the penal-
ties of perjury.

(c) In the event that any consent filed
by the corporation is made by a share-
holder to whom the payment of a divi-
dend in cash on the last day of the tax-
able year of the corporation would have
made it necessary for the corporation to
deduct and withhold any amount as a
tax under section 143 (b) or 144, such
consent, when filed by the corporation,
must be accompanied by payment of the
amount which would have been required
to be deducted and withheld if the
amount specified in such consent had,
on the last day of the corporation's tax-
able year, been paid to the shareholder
in cash as a dividend. Such payment
must be in one of the following forms:

(1) Cash;
(2) United States postal money or-

der;
(3) Certified check drawn on a do-

mestic ban%, provided that the law of the
place where the bank is located does not
permit the certification to be rescinded
prior to presentation;

(4) A cashier's check of a domestic
bank; or

(5) A draft on a domestic bank or a
foreign bank maintaining a United
States agency or branch and payable
in United States funds.

The amount of such payment shall be
credited against the tax imposed by sec-
tion 211 (a) or 231 (a) upon the share-
holder.

§ 39.28 (d)-2 Consent distribution
must be nonpreferential. The applica-
tion of section 28 (d) (3) may be illus-
trated by the following example:

Example. The X Corporation, which makes
its income tax returns on the calendar year
basis, has 200 shares of stock outstanding,
owned by A and B in equal amounts. On
December 15, 1952, the corporation distrib-
utes $600 to B and $100 to A. On December
31, 1952, A executes a consent to include $500
in his gross income as a taxable dividend,
though such amount is not distributed to
him. The X Corporation, assuming the other
requirements of section 28 have been com-
plied with, is entitled to a consent dividends
credit of $500. Though considered by themi-
selves, both the partial distribution of $700
and the consent distribution of $500 are
preferential, when considered together they
-constitute a single nonpreferential distribu-
tion of $1,200.

§ 39.28 (e) Statutory provisions; con-
sent dividends credits; consent distribu-
tion as part of entire distributfon.

SEc. 28. Consent dividends credit. *
(e) Consent distribution as part of entire

distribution. If during the last month of
the taxable year with respect to which share-
holders' consents are filed by the corpora-
tion under subsection (d) there is made a
partial distribution, then, for the purposes
of this chapter, such partial distribution and
the consent distribution shall be considered
as having been made in connection Alth
each other and each shall be considered to-
gether with the other as one entire -distri-
bution.

§ 39.28 (e)-1 Consent and partial dis-
tributions to be considered toyteter The
rule provided in section 28 (e), that a
consent distribution and a partial distri-
bution are to be considered as having
been made In connection with each other
and as together forming parts of one
entire distribution, is not limited to the
purposes of section 28, but Is applicable
in connection with any of the purposes
of chapter 1. Thus, such rule is to be
applied to determine whether a partial
distribution is a preferential dividend
under section 27 (h)

§ 39.28 (f) Statutory provisions; con-
sent dividends credit; taxability o1
amounts specified in consents.

SEC. 28. Consent dividends credit, * * *
(f) Taxability of amounts specfled in

consents. The total amount specified In a
consent filed under subsection (d) shall be
included as a taxable dividend in the gross
income of the shareholder making such con-
sent, and, if the shareholder Is taxable with
respect to a dividend only if received fron
sources within the United States, shall bo
included In the computation of his tax os a
dividend received from sources within the
United States; regardless of-

(1) Whether he actually so includes it in
his return; and

(2) Whether the distribution by the cor-
poration of an amount equal to the total
sum included in all the consents filed, had
actual distribution been made, would have
been in wliole or In part a taxable dividend,
and

(3) Whether the corporation is entitled to
any consent dividends credit by reason of
the filing of such consents, or to a credit less
than the total sum included in all the col-
sents filed.

§ 39.28 (f)-1 Taxability of antountts
specified in consents. (a) Once a share-
holder's consent Is filed, the full amount
specified therein shall be included in his
gross income as a taxable dividend, and,
in cases where the shareholder Is tax-
able on a dividend only if received from
sources within the United States, shall
be treated as a dividend so received;
regardless of-

(1) Whether he actually so includes It
in his return;

(2) Whether he would have been tax-
able on all or any part of such amount
as a dividend If it had beeh distributed
to him in cash; and

(3) Whether the corporation, as a re-
sult of filing such consents, is entitled
to any consent dividends credit or to a
smaller consent dividends credit than
the sum of the amounts specified In the
several consents.

(b) The ground upon which a con-
sent dividends credit Is denied the cor-
poration does not affect the taxability of
a shareholder whose consent has boon
filed for the amount specified In his con-
sent. Thus, he is taxable on the full
amount so specified, though the corpo-
ration receives no credit or a smaller
credit than the sum of the amounts
specified,in the consents because tha
corporation has no earnings and profls
or a smaller amount of earnings and
profits than the sum of the amounts
specified In the consents. The full
amount specified in a shareholder's con-
sent which has been filed is also taxable
to him as a dividend though a conSent
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dividends credit is denied the corporation
because (1) preferred dividends have not
been paid, (2) part or all of the consent
stock has been in a state of liquidation at
any time during the taxable year, (3) the
distribution of which the consent distri-
butionis apartis preferential, (4) a con-
senting shareholder who is taxable with
respect to a dividend only if received
from sources within 'the United States
fails to agree that the amount specified
in his consent shall be considered as a
dividend received by hun from sources
within the United States, or (5) payment
has not been made as required by section
28 (d) (5) and § 39.28 (d)-l.

§ 39.28 (g) Statutory provisions; con-
sent dividends credit; corporate share-
holders.

Sm. 28. Consent dividends credit. ...
(g) Corporate shareholders. If the share-

holder who makes the consent Is a corpora-
tion, the amount specified in the consent
shall be considered as part of its earnings or
profits for the taxable year. and shall be in-
cluded in the computation of its accumu-
lated earnings and profits.

1 39.28 (g)-1 Treatment of amount
specif ed n consent of corporate share-
holder (a) From the standpoint of
computing a shareholder's income for a
taxable year relative to wnch he has
agreed to include a specific amount in
gross income, such amount is treated ex-
actly as though such shareholder had re-
cedived in cash a taxable dividend equal
to the amount specified in his consent.
Therefore, in the case of a corporate
shareholder, such amount shall be in-
cluded in the computation of its earnings
and profits for the taxable year and its
accumulated earnings and profits as of
the close of the taxable year.

(b) The effect of a corporate share-
holder's consent upon the computation
of its earnings and profits may be illus-
trated by the following example:

Example. The X Corporation has one
shareholder, the Y Corporation, whose con-
sent to include $10,000 in its gross income
for- the calendar year 1952 has been duly
made and filed. The earnings and profits of
the X Corporation for the calendar year 1952
amount to only $8,000, there being at the
beginning of such year no accumulated earn-
ings or profits. The Y Corporation must
nevertheless include in its gross income
$10,000 as a taxable dividend. Assume the
Y Corporation to-lave begun the year 1952
with 5.000 accumulated earnings and profits,
to have made no distributions during the
year, and (without considering the amount
specified in Its consent) to have had neither
profit nor loss during the year. Its earnings
and profits for the year will be $10,000, and
its accumulated earnings and profits at the
close of the year will be $15,000.

§ 39.28 (h)-(i) Statutory provisions;
consent dividends credit; basis of stock
in hands of shareholders; effect on
capital account of corporation.

S c. 28. Consent dividends credit.
(h) Basis of stock in hands of sharehold-

ers. The amount specified in a consent
made under subsection (d) shall, for the
purpose of adjusting the basis of the con-
sent stock -with respect to which the con-
sent was given, be treated as having been
reinvested by the shareholder as a contri-
butlon to the capital of the corporation; but
only in an amount which bears the same

ratio to the consent dividends credit of tho
corporation as the amount of such thar-
holder's consent stock bears to the total
amount of consent stocl with respect to
which consents are made.

(i) Effect on capital account of corpora-
ion. The amount of the consent dividends
credit allowed under subsection (c) shall
be considered as paid in surplus or as a
contribution to the capital of the corpora-
tion, and the accumulated earnings and
profits as of the close of the taxable year
shall be correspondingly reduced.

§ 39.28 (W)-1 Effect on basis of stock
in hands of sharehlders and capital ac-
count of corporatiom The application
of sections 28 (h) and 28 (i) may be il-
lustrated by the following example:

Example. The X Corporation, which
makes Its income tax returns on the calen-
dar year basis, has only one clam of stock
outstanding, owned entirely by A and B In
equal amounts. A makes a consent to in-
clude $50 In his gross income as a divi-
dend, but B refuses to do so. The X Cor-
poration therefore distributes 650 to B In
cash during the last month of Its taxable
year 1952. The consent distribution evi-
denced by A's consent and the actual distrl-
bution to B are treated together, as though
one distribution of $100 had been made.
The earnings and profits of the X Corpora-
tion for 1952, however, amount to only C80,
there being at the beginning of such year
no accumulated earnings or profits. If,
therefore, the entire $100, which is the aum
of Ks consent distribution and B's actual
distribution, bad been actually distributed,
80 percent thereof would have been a divi-
dend. includible in the X Corporatlon's balc
surtax credit, and 20 percent a return of
capital Applying this principle to the facts
stated, the following resultz are obtained:

(a) In the case of the X Corporation-
(1) Its consent dividends credit is 040, be-

ing 80 percent of the amount specified In
A's consent;

(2) Its basic surtax credit. a -muming It
has no net operating loss in the preceding
year and no bank affillate credit, Is $M0, com-
posed of a consent dividends credit of 40
and an allowance for dividends paid of $40;

(3) The amount of Its accumulated earn-
ings and profits as of the cloe of the taxable
year is zero, because of the transfer of $40
(the amount of the coment dividends
credit) from earnings and profit- to capital
account and the deduction of an addltlopal
$40 on account of divldends paid to B. If,
therefore, In the following year the X Cor-
poration has no earnings and profits but
nevertheless makes a distribution to share-
holders, no part of such distribution will be
a dividend, but it wil all constitute a return
of capital.

(b) In the case of A-
(1) A Is taxable on $50 as a dividend;
(2) The basis of his stock is increa.ed by

$40, his pro rats share, L e., all, of the con-
sent dividends credit.

(c) In the ease of B-
(1) B Is taxable on $40 as a dividend;
(2) The basis of his stock is reduced by

$10.
§ 39.28 (j) Statutory Provisions; con-

sent dividends credit; amounts not in-
eluded in shareholder's return.

SEc. 28. Consent dividends credit.
(J) Ainounts not included in shareholder's

return. 'The failure df a shareholder of con-
sent stock to include in his gro-s Income for
the proper taxable year the amount specifled
in the consent made by him and filed by the
corporation, shall have the same effect, with
respect to the deficiency resulting therefrom,
as is provided in section 272 (f) with respect
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§ 39.35-2
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to a deficlency resulting from a mathemati-
cal error appearing on the face a the return.

CnEDITS AGAIIIST TAX

§39.31-35 S t a t u t o r y provisons;
credits against tax; taxes of foreign
countries and possessions of United
States; cross references; tax withheld
on Wages.

S=. 31. Taxes of forefgn countries arT.
Possessfons of United States. The amount
of Income, w-arprofits. and excess-profits
taxes imposed by foreign countries or pos-
EeaAons of the United States sball be al-
lowed 11 a credit against the tax (other than
the tax Impoced by subchcater El relating to
tax on celf-employment income), to the ex-
tent provided in cection 131.
[Sec. 31 as amended by sec. 203 (d) (3),
Social Security Act Amendments l9z0J

Se. 32. Taxes withheld at source. The
amount of tax rithheld at the cource under
cectIon 143 or 144 shall be allowed as a
credit against the tam

Szc. 33. Credit for orerpa~rnents. For
credit against the tax of overpayments of
taxes Lmpoed by this chapter for other tax-
able years. see section 322.

SEc. 34. Credits against victory tax.

IRepealed by cec. 108 (c) (2), Rev. Act 19431
Szc. 35. Credit for tax withheld on ages.

The amount deducted and withheld a3 tax
under Subchapter D of Chapter 9 during any
calendar year upon the vages of any indi-
vidual shall be allowed en a credit to the
recipient of the income against the tax im-
posed by this chapter for the taxable year be-
ginning in such calendar year. If more than
one taxable year be.ins in any such calendar
year uih amount shall be allowed as na credit
against the tax for the last taxable year so
beginning.
[Sec. 35 as added by rec. 172 (f) (2), Rev.
Act 1942; amended by sec. 3, Current Tax
Payment Act 1943]

§ 39.35-1 Credit for tax withheld on
wages. (a) The tax deducted and with-
held at the source upon wages under sub-
chapter D of chapter 9 Is allowable as a
credit against the tax imposed by chapter
1 upon the recipient of the income. If
the tax has actually been withheld at the
source, credit or refund shall be made to
the recipient of the Income even though
such tax has not been paid over to the
Government by the employer. See sec-
tion .22. For the purpose of the credit.,
the recipient of the income is the person
subject to tax Imposed under chapter 1
upon the wages from which the tax was
withheld. For instance, If a husband and
wife domiciled in a State recognized as a
community property State for Federal
tax purpozes make separate returns, each
reporting for income tax purpo-es one-
half of the wages received by the hus-
band, each spouse is entitled to one-half
of the credit allowable for the tax with-
held at source with respect to such rages.

(b) The credit shall be allowed against
the tax imposed by chapter I for the tax-
able year of the recipient of the income
which begins in such calendar year. if
such recipient has more than one taxable
year beginning in such calendar year, the
credit shall be allowed against the tax
for the last taxable year so beginniag.

§ 39.35-2 Credit for "secial refunds"
of employee social security tax-(a) If
general. (1) In the case of an employee
receiving wages from more than one em-
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ployer during the calendar year, amounts
may be deducted and withheld as em-
ployee social security tax under section
1400 with respect to more than $3,600
wages (for example, on $4,500 if the em-
ployee is paid $2,500 by one employer
and $2,000 by another) Section 1401
(d) permits, under certain conditions, a
so-called "special refund" of the amount
of such employee social security tax de-
ducted and withheld with respect to
wages in excess of $3,600 by reason of
the employee working for more than one
employer during the calendar year.

(2) An employee who is entitled to a
special refund of employee tax with
respect to wages received during a cal-
endar year and who is also required to
file an income tax return for such calen-
dar year (or for his last taxable year
beginning in such calendar year) may
obtain the benefits of such special re-
fund only by claiming credit for such
special refund in the same manner as if
such special refund were an amount
deducted and withheld as income tax at
the source under subehapter D of chapter
9. The credit with respect to a special
refund is not allowable unless the return,
amended return, or claim for refund, on
which the special refund is claimed, is
filed within two years after the calendar
year in which payment is made of the
wages with respect to which the special
refund of tax is claimed. See section
1401 (d) (3) and (4) and § 408.802 (c)
of this chapter (Regulations 128) per-
taining to tax under subchapter A of
chapter 9 (Federal Insurance Contribu-
tions Act) For special provisions for
claiming special refunds m the case of
employees not required to file income
tax returns, see § 408.802 (c) (3) of this
chapter (Regulations 128)

(3) The amount of the special refund
allowed as a credit shall be considered as
an amount deducted and withheld as in-
come tax at the source under subchapter
D of chapter 9. If the amount of such
special refund when added to amounts
deducted and withheld as income tax
under subchapter D of chapter 9 exceeds
the taxes imposed by chapter 1, the
amount of the excess constitutes an
overpayment of income tax under chap-
ter 1, and interest on such overpayment
is allowed to the extent provided under
section 3771 upon an overpayment of
income tax resulting from a credit for
Income tax withheld at source. See sec-
tion 322 (a) (2) and (4)

(b) Federal and State employees.
The provisions of this section shall apply
to the amount of a special refund (under
section 1401 (d) (4) (A)) allowable to
an employee of a Federal agency or a
wholly owned instrumentality of the
United States, and to the amount of a
special refund (under section 1401 (d)
(4) (B)) allowable to an employee of
any State or political subdivision thereof
(or any instrumentality of any one or
more of the foregoing)

ACCOUNTING PERIODS AND METHODS
OF ACCOUNTING

§ 39.41 Statutory provmons; ac-
counting persods and methods of ac-
counting; general rule.

§ 39.41

SEc. 41. General rule. The net income
shall be computed upon the basis of the
taxpayer's annual accounting period (fiscal
year or calendar year, as the case may be) in
accordance with the method of accounting
regularly employed in keeping the books of
such taxpayer; but If no such method of
accounting has been so employed, or if the
method employed does not clearly reflect the
income, the computation shall be made in
accordance with such method as ii the opin-
ion of the Commissioner does clearly reflect
the income. If the taxpayer's annual ac-
counting period is other than a fiscal year as
defined in section 48 or if the taxpayer-has no
annual accounting period or does not keep
books, the net income shall be computed on
the basis of the calendar year.

For use of inventories, see section 22 (c).

§ 39.41-1 Computation of net income.
Net income must be computed with re-
spect to a fixed period. Usually that
period is 12 months and is known as the
taxable year. Items of income and of
expenditure which as gross income and
deductions are elements in the compu-
tation of net income need not be in the
form of cash. It is sufficient that such
items, if-otherwise properly Included In
the computation, can be valued in terms
of money. The time as of which any
item of gross -income or any deduction
is to be accounted for must be deter-
mined in the light of the fundamental
rule that the computation shall be made
in such a-manner -as clearly reflects the
taxpayer's income. "If the method of
accounting regularly employed by him
in keeping his books clearly reflects his
income, it is to be followed with respect
to the time as of which items of gross
income and deductions are to be ac-
counted for. (See §§ 39.42-1 to 39.42-3,
inclusive.) If the taxpayer does not
regularly employ a method of account-
mg which clearly reflects his income, the
computation shall be made in such man-
ner as in the.opinmon of the Commis-
sioner clearly reflects it.

§ 39.41-2 Bases of computation and
changes zn accounting methods. (a)
Approved standard methods of account-
ing will ordinarily be regarded as clearly
reflecting income. A method of ac-
counting will not, however, be regarded
as clearly reflecting income unless all
items of gross income and all- deductions
are treated with reasonable consistency.
See section 48 for definitions of "paid
or accrued" and "paid or incurred."
All items of gross inome shall be in-
cluded in the gross income for the tax-
able year in which they are received by
the taxpayer, and- eductions taken ac-
cordingly, unless i order clearly to re-
flect income such amounts are to be
properly accounted for as of a different
period. But see sections 42 and 43. See
also section 48. For instance, in any
case in which it is necessary to use an
inventory, no method of. accounting In
regard to purchases and sales will cor-
rectly reflect income except an accrual
method. A taxpayer is deemed to have
received items of gross income which
have been credited to or set apart for
him without restriction. (See §§ 39.42-2
and 39.42-3.) On the other hand, ap-
preciation in value of property is not
even an accrual of income to a taxpayer
Prior to the realization of such appre-

ciation through sale or conversion of
the property. (But see § 39.22 (o)-5.)

(b) The true Income, computed under
the Internal Revenue Code and, If the
taxpayer keeps books of account, In ac-
cordance with the method of accounting
regularly employed In keeping such
books (provided the method so Used Is
properly applicable In determining the
net income of the taxpayer for purposes
of taxation) shall In all cases be en-
tered In the return. If for any reason
the basis of reporting income subject to
tax Is changed, the taxpayer shall at-
tach to his return a separate statement
setting forth for the taxable year and
for the preceding year the classes of
items differently treated under thq two
systems, specifying In particular all
amounts duplicated or entirely omitted
as the result of such change,

(c) A taxpayer who changes the
method of accounting employed in keep-
ing his books shall, before computing his
income upon such new method for pur-
poses of taxation, secure the consent of
the Commissioner. For the purposes of
this section, a change In the method of
accounting employed In keeping books
means any change In the accounting
treatment of Items of Income or deduc-
tions, such as a change from cash re-
ceipts and disbursements method to the
accrual method, or vice versa, a change
involving the basis of valuation em-
ployed In the computation of Inventories
(see §§ 39.22 (c)-1 to 39.22 (0)-8, in-
clusive) a change from the cash or
accrual method to the long-term con-
tract method, or vice versa, a change in
the long-term contract method from the
percentage of completion basis to the
completed contract basis, or vice versa
(see § 39.42-4) or a change Involving
the adoption of, or a change in the use of,
any other specialized basis of computing
net Income such as the crop basis (see
§§ 39.22 (a)-7 and 39.23 (a)-11) Ap-
plication for permission to change the
method of accounting employed and the
basis upon which the return is made
shall be filed within 90 days after the
beginning of the taxable year to be
covered by the return. The applica-
tion shall be accompanied by a state-
ment specifying the classes of items dif-
ferently treated under the two methods
and specifying all amounts which would
be duplicated or entirely omitted as a
result of the proposed change. Permis-
sion to change the method of accounting
will not be granted unless the taxpayer
and the Commissioner agree to the terms

.and conditions under which the change
will be effected. See section 22 (d) and
§§ 39.22 (d)-1 to 39.22 (d)-7, inclusive,
with respect to changing to the last-in
first-out method of Inventorying goods.

(d) Section 44 contains special pro-
visions for reporting the profit derived
from the sale of property on the install-
ment plan.

(e) The foregoing requirements rela-
tive to a change of accounting mpthod
are not applicable If a taxpayer desires
to adopt the Installment basis of return-
ing income, as provided In § § 39.44-1 and
39.44-3, but are applicable If a taxpayer
desires to change from such basis to a
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sLaight accrual basi In cases where
permission to make such change is
granted, the taxpayer will be required to
return as additional income for the-tax-
able year in wlch the change is made all
the profit not theretofore returned as in-
come pertaining to the payments due on
mstallment sales contracts as of the close
of the preceding taxable year.

§ 39.41-3 Methods of accounting. It Is
recognized that no uniform method of
accountng can be prescribed for all tax-
payers, and the law contemplates that
eachtaxpayer shall adopt such forms and
systems of accounting as are in bis judg-
meat best suited to his purpose. Each
taxpayer is required by law to make a
return of his true income. He must,
therefore, maintain such accounting rec-
ords as wi enable him to do so. (See
section 54 and § 39.54-1.) Among the es-
sentials are the following:

(a) In all cases in wich the produc-
tion, purchase, or sale of merchandise
of any kand is an income-produping fac-
tor, inventories of the merchandise on
hand (including flbished goods, work in
process, raw materials, and supplies)
should be taken at the beginning and
end of the year and used in computing
the net income of the year (see section
22 fe) and §§39.22 (c)-1 to 39.22 (c)-8,
inclusive)

(b) Expenditures made during the
year should be properly classified as be-
tween capital and expense; that is to
.ay, expenditures for items of plant,
equipment, etc., which have a useful life
extending substantially beyond the year
should be charged to a capital account
and not to an expense account; and

(c) In any case in which the cost of
capital assets is being recovered through
deductions for wear and tear, depletion,
or obsolescence, any expenditure (other
than ordinary repairs) made to restore
the property or prolong its useful life
should be added to the-property account
or charged against the appropriate re-
serve and not to current expenses.

§ 39.41-4 Accounting period. The re-
turn of a taxpayer is made and his in-
come computed for his taxable year,
which in general means his fiscal year,
or the calendar year if he has not estab-
lished a fiscal year. (See section 48.)
The term "fiscal year" means an ac-
counting period, of 12 months ending on
the last day of any month other than
December. No fiscal year will, however,
be recognized unless before its close it
was definitely established as an account-
ing period by the taxpayer and the books
of such taxpayer were kept in accordance
therewith. A person having no such
fiscal year must make his return on the
basis of the calendar year. Except in the
case of a first return for income tax a
taxpayer shall make his return on the
basis upon which he made his return for
.the taxable year immediately preceding,
unless, with the approval of the Commin-
sioner, he has changed his accounting
period. See § 39.46-1.

§ 39.42 Statutory provisions; ac-
counting periods and methods of ac-
counting; period in which items of gross
income included.
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Sue. 42. Pcriod in %rhfic itcms of grocs
income includcd-(a) General rule. The
amount of all items of gross Income chall be
Included in the gr= Income for the taxable
year In whlch received by the taxpayer. Un-
less, under methods of accounting permitted
under section 41, any such amounts are to
be properly accounted for as of a different
period. In the case of the death of a tax-
payer whose net ncome is computed upon
the basis of the accrual method of account-
Ing, amounts (except amounts Includible in
computing a partner's net Income under
section 182) accrued only by rea-on of the
death of the taxpayer shal not te Included
In coinputing net Income for the perlod in
which falls the date of the taxpayer's death.

(b) Noninterest-bearing oblIgations isued
at dis-count. If, in the case of a taxpayer
owning any noninterest-bearing obllgation
issued at a discount and redeemable for fixed
amounts Increasing at stated Intervals or
owning an obligation decrlbed in paragraph
(2) of subsection (d), the Increace in the re-
demption price of such obligation occurring
in the taxable year does not (under the
method of accounting usd in computing his
net income) constitute Income to him in
such year, such taxpayer may. at his election
made in his return for any taxable year be-
ginning after December 31, 1040, treat such
ncrease as income received in such taxable

year. If any such election Is made with re-
spect to any such obligation, It shall apply
also-to a l such obligations owned by the tax-
payer at the beginning of the firot taxable
year to which It applies and to all such ob-
ligations thereafter acquired by him and
shall be binding for all subequent taxable
years, unless upon application by the tax-
payer the Commissioner permits him, subjcct
to such conditions as the Commisioner
deems necessary, to change to a different
methcd. In the case of any such obligations
owned by the taxpayer at the beginning of
the first taxable year to which his election
applies, the increase n the redemption price
of such obligations occurring betwen the
date of acquisition (or. In the caso of an ob-
ligation described in paragraph (2) of sub-
section (d). the date of acquisitlon of the
series E bond nvolved) and the firct day
of such taxable year shall also be treated as
Income received in such taxable year.

(c) Sitort-term obligations issued on dis-
count basis. In the case of any obligation
of the United States or any of Its po==ons,
or of a State or Territory, or any political
subdivision thereof, or of ;the District of
Columbia, Issued on or after March 1. 1941,
on a discouift basis and payable Vithout
interest at a fixed maturity date not exceed-
Ing one year from the date of Issue, the
amount of discount at which such obligation
is originally sold shall not be considered to
accrue until the date on which such obliga-
tion is paid at maturity, Cold. Or otherwLs
disposed of.

(d) fattred United States ravings bonds.
In the case of a taxpayer who-

(1) Holds a Eerles E United States savings
bond at the date of maturity, and

(2) Pursuant to regulations prescribed
under the Second Liberty Bond Act retains
his Investment In the maturity value of such
series E bond in an obligation, other than a
current -income obligation, which matures
not more than ten years-from the data of
maturity of such zcrles E bond,

the ncrease in redemption value (to the
extent not previously Includible in gros in-
come) in exce-s of the amount paid for such
series E bond shal be includiblo in gross
Income in the toxable year in which the ob-
ligation is finally redeemed or in the tazable
year of final maturity, 'whichever Is earlier.
The provisions of this subsection chal not
apply to a corporation, and shall not apply
in the case of any taxable year for which tho
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taxpayer'a net income Is computed upon the
b=- of the accrual method of accauating or
for which an electlon made by the taxpayer
Under sub;ection (b) is applicable.

Iec. 42 as amended by scs. 114, 115 (a),
Rev. Act 1941: s c. 134 (a), Rev. Act 12-142;
cec. 2, Pub. Law 12 (82d Cong.).]

§ 39.42-1 V/hen included in gross in-
come-Wa) In generaL Except as other-
wise provided In section 42, gains, profits,
and income are to be included in the
gross income for the taxable year in
which they are received by the tazpayer,
unless they are included as of a different
period in accordance with the approved
method of accounting followed by him.
See §§ 39.41-1 to 39.41-3, inclusive. As
to income from noninterest-bearing ob-
ligations Issued at discount, see § Z.42-6,
and as to income from short-term obli-
gations issued on a discount basis, see
§ 39.42-7. If no determination of com-
pnsatlon is had until the completion of
the services, the .mount received is or-
dinarily income for the taxable year of
its determination, if the return is rend-
ered on the accrual basis; or, for the tax-
able year in which received, if the return
is rendered on the receipts and disburse-
ments basis. If a person sues in one year
on a pecuniary claim or for property,
and money or property is recovered on a
judgment therefor in a later year, in-
come is realized in the later year, assum-
ing that the money or property would
have been income n the earlier year if
then received. This Is true of a rEcovery
for patent lnfringement. Bad debts or
accounts charged off subssquent to
March 1, 1913, because of the fact that
they were determined to be worthlle-ss,
which are subsequently recovered,
whether or not by suit, constitute in-
come for the year in which recovered,
regardless of the date when the amounts
were charged off. See §39.23 (1)-1.
Except as otherwise stated n this para-
graph, such items as claims for compen-
sation under canceled Government con-
tracts constitute income for the year in

which they are allowed or their value is
otherwise definitely determined, if the
return is rendered on the accrual basis;
or for the year in which received, if the
return Is rendered on the basis of cash
receipts and disbursements. In the case
of a termination of a war contract as
defined by section 3 of the Contract Set-
tlement Act of 1944, 41 U. S. C. 103 (or
the termination of any other Govern-
ment contract as to which the right to
compensation is definitely fixed and the
measure thereof is determinable with
reasonable accuracy) if the return is
rendered on a basis other than casn re-
celpts dnd disbursements, compensation
for the termination shall, unles a differ-
ent method of reporting is preseribed or
approved by the Commissioner, cons-ti-
tute income for the taxable year in

which falls the effective date of the
termination, except that if any part of
the compensation s attributable to cot,
expenses, or losses incurred in a sub-
sequent year such part of the compen-
sation shall be returned as income for
the subsequent year. As to amounts
received pursuant to an award under
the order issued on December 4, 1950,

§ 39 42-1
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under the Railway Mail Pay Act of 1916
by the Interstate Commerce Commis-
sion, as compensation for the transpor-
tation of mail during 1950 and prior
years, see section 611 <a) of the Revenue
Act of 1951.

(b) Last taxable year of decedent.
For the taxable year in which falls the
date of the death of a taxpayer, there
shall be inclualed in computing net in-
come of the taxpayer only amounts prop-
erly includible under the approved
method of accounting followed by the
taxpayer, or, if the taxpayer followed no
such method, only amounts received
during such year. However, if the tax-
payer followed the accrual method of
accounting, amounts accrued only by
reason of his death shall not be included
in computing net income for such year,
except that, if the taxpayer was a mem-
ber of a partnership, his share of the
partnership income for the partnership
year ending with its dissolution on ac-
count of his death shall be included in
computing his net income. The ap-
proved accounting practice of the part-
nership in computing its income shall
not Je changed by reason of the taxpay-
er's death. Thus, if the partnership-
computed its income on the basis of cash
receipts and disbursements, the partner-
ship income for the year ending with the
dissolution, a distributive share of which
is included in the taxpayer's income,
shall be so computed. If the partner-
ship used the accrual method of ac-
counting, its income shall be computed
according to such practice. For exam-
ple, if a law partnership keeping its
books on the accrual method of account-
ing is entitled to certain contingent fees
which are accrued only upon the com-
pletion of the cases involved, such part-

onership will compute its income for the
year ending with its dissolution on ac-
count of the death of the taxpayer with-
out accruing, on account of the death of
the partner at such time, any such con-
tingent fees in uncompleted cases. Un-
der section 126, any distribution by the
partnership to the estate or a beneficiary
of the deceased partner out of such fees
will be income to such estate or person.
There must also be included in comput-
ing net income for the taxable year in
which falls the date of death of a tax-
payer the gain described in section 44
(d) relating to gain upon the dispo-
sition of installment obligations, except
as otherwise provided in that section.
See § 39:44-5. This amount must be
included in computing net income re-
gardless of the method of accounting fol-
lowed by the taxpayer.-

§ 39.42-2 Income not reduced to pos-
sesson. Income which is credited to the
account of or set apart for a taxpayer
and which may be drawn upon by him at
any time is subject to tax for the year
during which so credited or set apar,
although not then actually reduced to
possession. To constitute receipt in
such a case the income must be cred-
ited or set apart to the taxpayer without
any substantial limitation or restriction
as to the time or manner of payment
or condition upon which payment is to
be made, and must be made available to

him so that it may be drawn at any time,
and its receipt brought within his own
control and disposition. A book entry.
if made, should indicate an absolute
transfer from one account to another.
If a corporation contingently credits its
employees with bonus stock, but the
stock is not available to such employees
until some future date, the mere cred-
iting on the books of the corporation
does not constitute receipt.

§ 39.42-3 Examples of constructive
receipt. If interest coupons have ma-
tured and are payable, but have not been
cashed, such interest, though not col-
lected when due and payable, shall be
included in gross income for the year
during which the coupons mature, unless
it can be shown that there are no funds-
available for payment of the interest
during such year. The interest shall be
included in gross income even though
the coupons are exchanged for other
property instead of eventually being
cashed. The amount of defaulted cou-
pons is income for the year in which
paid. Dividends on corporate stock are
subject to tax when unqualifiedly made
subject to the demand of the share-
holder. If a dividend is declared payable
on December 31 and the corporation
intended to-and-did follow its practice of
paying the dividends by checks mailed so
that the shareholders would not receive
them until January of the following
year, such dividends are not considered
to have been unqualifiedly made subject
to the demand of the shareholders prior
to January, when the checks were actu-
ally received. As to the distributive
share of the profits of a partner in a
partnership, see section 188. Interest
credited on savings bank deposits, even
though the bank nominally has a rule,
seldom or never enforced, that it may
require so many days' notice before with-
drawals are permitted, is income to the
depositor when credited. An amount
credited to shareholders of a building
and loan association, when such credit
passes without restriction to the share-
holder, has a taxable status as income
for the year of the credit. -f the amount
of such accumulations does not become
available to the shareholder until the
maturity of a share, the amount of any
share in excess of the aggregate amount
paid in by the shareholder is income for
the year of the maturity of the -share.

- 39.42-4 Long-term contracts.. (a)
Income from long-term contracts is tax-
able for the period in which the income
is determined, such determination de-
pending upon the nature and terms of
the particular contract. As used in this
section, th3 term "long-term contracts"
means building, installation, or construc-
tion contracts Covering a period in ex-
cess of one year from the date of
execution of the contract to the date on
which the contract is finally completed
and accepted. Persons whose income is
derived in whole or in part from such

-contracts may, as to such income, pre-
pare their returns upon either of the
following bases:

(1.) Gross income derived from Such
contracts may be reported upon the basis

of percentage of completion. In such
case there should accompany the return
certificates of architects or engineers
showing the percentage of completion
during the taxable year of the entire
work to be performed under the contract,
There should be deducted from such
gross income all expenditures made dur-
ing the taxable year on account of the
contract, account being taken of the ma-
terial and supplies on hand at the be-
ginning and end of th-. taxable period for
use in connection with the work under
the contract but not yet so applied.

(2) Gross income may be reported for
the taxable year in which the contract
is finally completed and accepted if the
taxpayer elects as a consistent practice
so to treat such income, provided such
method clearly reflects the net income.
If this method Is adopted there should
be deducted from gross Income all ex-
penditures during the life of the contract
which are properly allocated thereto,
taking Into consideration any material
and supplies charged to the work under
the contract but remaining on hand at
the time of completion.

(b) A taxpayer may change h!s meth-
od of accounting to accord with sub-
paragraph (1) or (2) of paragraph (a)
of this section only after permission Is
secured from the Commissioner as pro-
vided in § 39.41-2.

§ 39.42-5 Subtraction for redemption
of trading stamps. (a) If a taxpayer,
for the purpose of promoting his busi-
ness, Issues with sales trading stamps or
premium coupons redeemable In mer-
chandise or cash, he should in computing
the income from such sales subtract only
the amount which will be required for
the redemption of such part of the total
issue of trading stamps or premium cou-
pons Issued during the taxable year as
will eventually be presented for redenp-
tion. This amount will be determined
in the light of the experience of the tax-
payer in his particular business and of
other users of trading stamps or premi-
um coupons engaged in similar busi-
nesses. The taxpayer shall file for each
of the five preceding years or such num-
ber of these years as stamps or coupons
have been Issued by him, a statement
showing:

(1) The total Issue of stamps during
each year,

(2) The total stamps redeemed in
each year- and

(3) The rate, In percentage, which the
stamps redeemed in each year bear to
the total stamps Issued in such year,
regardless of the year when such ic-
deemed stamps were issued.

(b) A similar statement shall also be
presented showing the experience of
other users of stamps or coupons whose

,experience Is relied upon by the tax-
payer to determine the amount to be
subtracted from the proceeds of sales,
The Commissioner will examine the basis
used in each return, and in any case In
which the amount subtracted in respect
of such stamps or coupons is found to be
excessive, appropriate adjustment will be
made.

'§ 39.42-2
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§ 39.42-6 Nontnterest-bearzng obli-
gations issued at discount. (a) If a tax-
payer owns any noninterest-bearng ob-
ligation issued at a discount and redeem-
able for fixed amounts increasing at
stated intervals, and if the increase in
redemption price of such obligation oc-
curring in the taxable year does not
constitute income for such yearunder
the method of accounting used in com-
.uting his net income, the taxpayer may,
at his election, treat such increase as
constituting income for the year in which
it occurs rather than in the year in which
the obligation is disposed of, redeemed.
or paid at maturity. The election must
'be made in the taxpayer's return. and
may be made for any taxableyear. The
election shall apply also to all other ob-
ligations of the type described in this
section owned by the taxpayer at the
beginning of the first taxable year to
which the election applies and to those
thereafter acquired by him. It shall
apply to the taxable year for which such
return is filed, and shall be binding for
all-subsequent taxable years unless upon
application by the taxpayer the Com-
nissioner permits the taxpayer, subject
to such conditions as the Commissioner
deems necessary, to change to a different
method of reporting income from such
obligations. Although the election, once
made, is binding upon the taxpayer, it
does not apply to a transferee of such
taxpayer.

(b) In any case in which an election
,is made under this section, the amount
bonsidered to accrue in any taxable year
to which the election applies is measured
by the actual increases in the redemption
price occurring in that year. Such
amount shall not be considered to ac-
crue ratably between the dates on which
the redemption price changes. Thus, if
two dates on which the redemption price
increases fall within a taxable year and
if the redemption price increases in the
amount of 50 cents on eacli such date,
the amount deemed to accrue in that
year would be $1. If at the beginning of
the first taxable year to which the elec-
tion applies the taxpayer owns non-
ihterest-bearng bonds of the prescribed
character acquired -prior thereto, he is
required to report in such year, in ad-
dition to the increases in the redemption
price actually falling within that year.
the total of the increases in such price
occurring between the date of his ac-
quisition and the beginning of such year.

Example. Throughout the calendar year
1952, a taxpayer who makes his returns on
the calendar year basis and computes his net
Income on the cash receipts and disburse-
ments basis holds United States savings
bonds, Series E, having a maturity value of
$5,000, which he purchased on January 1,
1947. for $3,750. The taxpayer holds no
other obligation of the type described in this
section. In his return for 1952 the taxpayer
elects to treat the increase in the redemp-
tion price of such bonds occurring In such
year as income to him for such year. Under
this section he is required to report with re-
spect to such bonds as subject to both nor-
mal tax and surtax $400, of which $300 repre-
sents the increase in the redemption price

N before 1952 and $100 representz the increase
in the redemption price in 1952.

§ 39.42-7 Short-term obligations Is-
sued on discount basis. In the case of
any obligation of the United States or
any of its possessions, or of a State or
Territory, or any political subdivision
thereof, or of the District of Columbia, Is-
sued on or after March 1, 1941, on a dis-
count basis and payable without interest
at a fixed maturity date not exceeding
one year from the date of issue, the
amount of discount at which such obliga-
tion is originally sold shall not be con-
sidered to accrue until the date on which
such obligation is paid at maturity. sold,
or otherwise disposed of. Accordingly,
if a taxpayer who computes his net in-
come on the accrual basis purchases
upon issuance a United States Treasury
bill and holds it until maturity, the en-
tire amount of the discount at which the
bill was originally sold accrues on the
date of maturity- and If such a taxpayer
holds a United States Treasury bill for a
period less than its life, the portion of the
original discount attributable to such
period accrues only on the date on which
he sells or otherwise disposes of the bill
or receives payment at maturity. The
original discount or the portion of such
discount, as the case may be, is includible
only in the gross income for the taxable
year in which the taxpayer sells or other-
wise disposes of the bill or receives pay-
ment at maturity. For examples illus-
trating rules for computation of income
from sale or other disposition of obliga-
tions of the type described in this section,
see § 39.117 (a)-l.

§ 39.43 Statutory protnsfons; ac-
counting Perods and methods of ac-
counting; penod for which, deductions
and credits taken.

Smc. 43. Period for wIzfch deductions and
credits taken. The deductions and credits
(other than the corporation dividends paid
credit provided in section 27) provided for
in this chapter shall be taken for the taxa-
ble year in which "paid or accrued" or Vpald
or Incurred." dependent upon the method of
accounting upon the basis of which the net
income is computed, unlem in order to clearly
reflect the Income the deductions or credits
should be taken as of a different period. In
the case of the death of a taxpayer whom net
income is computed upon the basis of the
accrual method of accounting, amounts (ex-
cept amounts Includible In compuung is
partner's net income under section 182) ac-
crued as deductions and credits only by rea-
son of the death of the taxpayer shall not be
allowed in computing net income for the
period in which falls the date of the tax-
payer's death.

[Sec. 43as amended by sec. 134 (b), Rev. Act
19421

§ 39.43-1 "Paid or incurred" and
"paid or accrued." (a) The terms "paid
or incurred" and "paid or accrued" will
be construed according to the method of
accounting upon the basis of which the
net income is computed by the taxpayer.
(See section 48 (c).) The deductions
and credits provided for in chapter 1
(other than the dividends paid credit
provided in section 27) must be taken
for the taxable year In which "paid or
accrued" or "paid or Incurred," unless
in order clearly to reflect the Income
such deductions or credits should be
taken as of a different period. If a tax-
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payer desires to claim a deduction or a
credit as of a period other than the
period in which it was "paid or accrued"
or "paid or Incurred," he shall attach to
his return a statement setting forth his
request for consideration of the case by
the Commissioner together with a com-
plete statement of the facts upon which
he relies. However, in his income tax
return he shall take the deduction or
credit only for the taxable period in
which It was actually "paid or incurred,"
or "paid or accrued," as the case may
be. Upon the audit of the return, the
Commissioner will decide whether the
case Is within the exception provided by
the Internal Revenue Code, and the tax-
payer will be advised as to the period for
which the deduction or credit is prop-
erly allowable.

(b) In any case In which, owing to
monetary, exchange, or other restric-
tions Imposed by a foreign country, an
amount otherwise constituting gross in-
come for the taxable year from sources
without the United States is not includi-
ble In gross income of the taxpayer for
that year, the deductions and credits
charged against the amount so re-
stricted shall be deemed to have been
"paid or accrued" or "paid or incurred"
proportionately in any subsequent tax-
able year In which such amount or por-
tion thereof is includible In gross income.
See § 39.131 (d)-1 for the treatment of
foreign income tax imposed with respect
to such amount as a basis of credit for
foreign Income tax in such cases.

c) The provisions of paragraphs (a)
and (b) of this section are in general ap-
pllcable with respect to the taxable year
during which the taxpayer dies. How-
ever. if the taxpayer followed the ac-
crual method of accounting, there shall
be included in computing net income for
such year no amount accrued solely by
reason of his death other than his dis-
tributive share of the losses of a partner-
ship for the year ending with the dis-
solution of the partnership on account
of his death. No change in the ac-
counting practice of the partnershup
shall be made because of the taxpayer's
death when the income and losses of the
partnership are computed for the year
ending with the dissolution of the part-
nership on account of the partner's
death.

§ 39.43-2 When charges deductible.
Each year's return, so far as practicable.
both as to gross income and deductions
therefrom, should be complete in itself,
and taxpayers are expected to make
every reasonable effort to ascertain the
facts necessary to make a correct re-
turn. The expenses, liabilities, or defi-
cit of one year cannot be used to reduce
the income of a subsequent year. A
taxpayer has the right to deduct all au-
thorized allowances, and it follows that
if he does not within any year deduct
certain of his e-xpenses, losses, interest,
taxes, or other charges, he cannot de-
duct them from the income of the next
or any succeeding year. It is recog-
nized, however, that particularly in a
going business of any magnitude there
are certain overlapping items both of
income and deduction, and so long as

§ 39.43-2
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these overlapping items do not materi-
ally distort the income they may be in-
eluded in the year in which the taxpayer,
pursuant to a consistent policy, takes
them into his accounts. Judgments or
other binding adjudications, such as de-
cisions of referees and boards of review
under workmen's compensation laws, on
account of damages for patent infrnge-
ment, personal injuries, or other cause,
are deductible from gross income when
the claim is so adjudicated or paid, un-
less taken under other methods of ac-
counting which clearly reflect the cor-
rect 'deduction, less any amount of such
damages as may have been compensated
for by insurance or otherwise. If sub-
sequent to its occurrence, however, a
taxpayer first ascertains the amount of
a loss sustained during a prior taxable
year which has not been deducted from
gross income, he may render an amend-
ed return for such preceding taxable
year including such amount of loss in
the deductions from gross income and
may file a claim for refund of the excess
tax paid by reason of the failure to de-
duct such loss in the origmal return.
(See section 322.) A loss from theft or
embezzlement occurring in one year and
discovered in another is ordinarily de-
ductible for the year in which sustained.

§ 39.44 Statutory provisions; ac-
counting periods and methods of ac-
counting; installment basis.

Src. 44. Installment basis-(a) Dealers in
personal property. Under regulations .pre-
scribed by the Commissioner with the ap-
proval of the Secretary, a person who regu-
larly sells or otherwise disposes of personal
property on the Installment plan may return
as income therefrom in any taxable year that
proportion of the Installment payments ac-
tually received in that year which the gross
profit realized or to be realized when pay-
ment Is completed, bears to the total con-
tract price.
(b) Sales of realty and casual sales of

personalty. In the case (1) of a casual sale
Or other casual disposition of personalVprop-
erty (other than property of a kind -which
would properly be included In the inventory
of the taxpayer if on hand at the close of
the taxable year), for a price exceeding
$1,000, or (2) of a sale or other disposition
of real property, if in either case the initial
payments do not exceed 30 per centum of
the selling price (or, in case the sale or other
disposition was in a taxable year beginning
prior to January 1, 1934, the percentage of
the selling price prescribed in the law. ap-
plicable to such year), the income may,
under regulations prescribed by the Com-
missioner with the approval of the Secretary,.
be returned on the basis and in the manner
above prescribed In this section. As used
in this section the term "initial payments"
means the payments received in cash or
property other than evidences of Indebted-
ness of the purchaser during the taxable
period in which the sale or other disllosition
is made.

(c) Change from accrual to installment
basis. If a taxpayer entitled to the benefits
of subsection (a) elects for any taxable year
to report his net income on the installment
basis, then in computing his income for the
year of change or any subsequent year,
amounts actually received during any such
year on account of sales or other dispositions
of property made in any prior year shall not
be excluded.

(d) Gain or loss upon disposition of in-
stallment obligations. If an installment

obligation is satisfied at other than its face
value or distributed, transmitted, sold, or
otherwise disposed of, Cgain or loss shall
result to the extent of the difference between
the basis of the obligation and (1) in the
case of satisfaction at other than face value
or a sale or exchange-the amount realized,
or (2) In case of a distribution, transmission,
or disposition otherwise than by sale or ex-
.change-the fair market value of the obliga-
tion at the time of such distribution, trans-
mission, or disposition. Any gain or loss so
resulting shall be considered as resulting
from the sale or exchange of the property in
respect of which the installment obligation
was received. The basis of the obligation
shall be the excess of the face value of the
obligation over an amount equal to the In-
come which would be returnable were the
obligation satisfied In full. This subsection
shall not apply to the transmission at death
of installment obligations if there is filed
with the Commissioner, at such time as he
may by regulation prescribe, a bond In such
amount and with such-sureties as he may
deem necessary, conditioned upon the return
as income, by the person receiving any pay-
ment on such obligations, of the same pro-
portion of such payment as would be return-
'ble as income by the decedent if he had
lived and bad received such payment. -If an
installment obligation is distributed by one
corporation 'to another corporation In the
course of a liquidation, and under section
112 (b) (6) no gain or loss with respect to
the receipt of such obligation is recognized In
the case of the recipient corporation, then
no gain or loss with respect to the distribu-
tion of such obligation shall be recognized
in the case of the distributing corporation.

§ 39.44-1 Sale of personal property on
installment plan. (a) Dealers who sell
on the installment plan usually adopt
one of four ways of protecting them-
selves in case of default-

(1) By. an agreement that title is to
remain in the vendor.until the purchaser
has completely performed his part of the
transaction;

(2) By a form of contract in which
title is conveyed to the purchaser imie-
dia ely, but subject to.a lien for the un-
paid portion of the selling price;

(3) By a- present, transfer of title to
the purchaser, who at the same time
executes a reconveyance in the form of
a chattel mortgage to the vendor; or

(4) By conveyance to a trustee pend-
ng performance of the contract and sub-

ject to its provisions.
(b) The general purpose and effect

being the same in all of these cases,
the same rule is uniformly applicable.
The general rule prescribed is that a
person who regularly sells Rr otherwise
disposes of personal property on the in-
stallment plan, whether or nottitle re-
mains in the vendor until the property
is fully paid for, may return as income
therefrom in any taxable year that pro-
-portion of the installment payments ac-
tually received in that year which the
total or gross profit (that is, sales less
cost of goods sold) realized or to be re-
alized when the property is paid for,
bears to the total contract price. Thus,
the income of a dealer in personal prop-
erty on the installment plan may be
ascertained by taking as income that
proportion of the total payments re-
ceived in the taxable year from install-
ment sales (such payments being allo-
cated to the year against the sales of
which they apply) which the total or

gross profit realized or to be realized on
the total installment sales made during
each year bears to the total contract
price of all such sales made during that
respective year. No payments received
in the taxable year shall be excluded in
computing the amount of Income to be
returned on the ground that they were
received under a sale the total profit
from which was returned as income dur-
ing a taxable year or years prior to the
change by the taxpayer to the install-
ment basis of returning income. Deduc-
tible items are not to be allocated to the
years in wlnch the profits from the sales
of a particular year are to be returned
as income, but must be deducted for the
taxable year in which the items are
"paid or incurred" or "paid or accrued,"
as provided by sections 43 and 48, A
dealer who desires to compute his in-
come on the installment basis shall
maintain books of accounts in such a
manner as to enable an accurate com-
putation to be made on such basis in
accordance with the provisions of this

_ section.
(c) The income from a casual sale or

other casual disposition of personal
property (other than property of a kind
'hich should properly be included In
inventory) may be reported on the in-
stallment basis only if (1) the sale price
exceeds $1,000 and (2) the initial pay-
ments do not exceed 30 percent of the
selling price.

(d) If for any reason the purchaser
defaults in any of his payments, and the
vendor returning income on the install-
ment basis repossesses the property sold,
whether title thereto had been retained
by the vendor or transferred to the pur-
chaser, gain or loss for the year In which
the repossession occurs is to be computed
upon any installment obligations of the
purchaser which are satisfied or dis-
charged upon the repossession or are ap-
plied by the vendor to the purchase or
bid price of the property. - Such gain or
loss Is to be measured by the difference
between the fair market value of the
property repossessed and the basis In
the hands of the vendor of the obliga-
tions of the purchaser which are so
satisfied, discharged, or applied, with
proper adjustment for any other
amounts realized or costs incurred in
connection with the repossession, (See
also § 39.44-5.) The basis in the hands
of the vendor of the obligations of the
purchaser satisfied, discharged, or ap-
plied upon the repossession of the prop-
erty shall be the'excess of the face value
of such obligations over an amount equal
to the income which would be returnable
were the obligations paid in full, No
deduction for a bad debt shall In any
case be taken on account of any portion
of the obligations of the purchaser which
are treated by the vendor as not having
been satisfied, discharged, or applied
upon the repossession, unless it Is clearly
shown that after the property was re-
possessed the purchaser remained liable
for such portion; and in no event shall
the amount of the deduction exceed the
basis in the hands of the vendor of the
'portion of the obligations with respect to
which the purchaser remained liable
after the repossession. (See also § 30.23

§ 39.44
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(k)-l) If the property repossessed is
bid in by the vendor at a lawful public
auction or judicial sale, the fair market
value of the property shall be presumed
to be the purchase or bid price thereof
in the absence of clear and convincing
proof to the contrary. The property re-
possessed shall be carried on the books
of the vendor at its fair market value at
the time of repossession.

(e) If the vendor chooses as a matter
of consistent practice to return the in-
come from installment sales on the
straight accrual or cash receipts and dis-
bursements basis, such a course is per-
innssible.

§ 39.44-2 Sale of real property tn-
volvng deferred payments. (a) Under
section 44 deferred-payment sales of real
property include (1) agreements of pur-
chase and sale which contemplate that
a conveyance is not to be made at the
outset, but only after all or a substantial
portion of the selling price has been
paid, and (2) sales in which there is an
immediate transfer of title, the vendor
being protected by a mortgage or other
lien as to deferred payments.

(b) Such sales, either under para-
graph (a) (1) or (2) of this section fall
into two classes when considered with re-
spect to the terms of sale, asfollows:

(1) Sales of property on the install-
ment plan, that is, sales in which the
payments received in cash or property
other than evidences of indebtedness of
the purchaser during the taxable year in
which the sale is made do not exceed 30
percent of the selling price;

(2) Deferred-payment sales not on
the installment plan, that is, sales in
which the payments received in cash or
property other than evidences of indebt-
edness of the purchaser during the tax-
able year in which the sale is made ex-
ceed 30 percent of the selling price.
(c) In the sale of mortgaged property

the amount of the mortgage, whether
the property is merely taken subject to
the mortgage or whether the mortgage
is assumed by tie purchaser, shall be in-

-cluded as a part of the "selling price,"
but the amount of the mortgage, to the
extent it does not exceed the basis to
the vendor of the property sold, shall not
be considered as a part of the "initial
payments" -or of the "total contract
price," as those terms are used in section
44, in §§ 39.44-1 and 39.44-3, and in this
section. The term "initial payments"
does not include amounts received by the
vendor in the year of sale from the dis-
position to a third person of notes given
by the vendee as part of the purchase
price which are due and payable in sub-
sequent years. Commissions and other
selling expenses paid or incurred by the
vendor are not to be deducted or taken
into account in determining the amount
of the "initial payments," the "total con-
tract price," or the "selling price." The
term "initial payments" contemplates at
least one other payment in addition to
the initial payment. If the entire pur-
chase price is to be paid in a lump sum
in a later year, there being no payment
during the first year, the income may not
be returned on the installment basis.
Income may not be returned on the in-
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stallment basis where no payment in
cash or property, other than evidences
of indebtedness of the purchaser, is re-
ceived during the first year. the pur-
chaser having promised to make two or
more payments in later years.

§ 39.44-3 Sale of real property on in-
stallment plan. (a) In transactions In-
cluded in § 39.44-2 (a) (1) the vendor
may return as income from such trans-
actions m any taxable year that propor-
tion of the installment payments
actually received in that year which the
total profit realized or to be realized
when the property Is paid for bears to
the total contract price.

(b) If the purchaser defaults in any
of his payments, and the vendor return-
ing income on the installment basis re-
acquires the property sold. whether title
thereto had been retained by the vendor
or transferred to the purchaser, gain or
loss for the year in which the reacquisi-
tion occurs is to be computed upon any
installment obligations of the purchaser
which are satisfied or discharged upon
the reacquisition or are applied by the
vendor to the purchase or bid price of
the property. Such gain or loss Is to be
measured by the difference between the
fair market value of the property re-
acquired (including the fair market
value of any fixed Improvements placed
on the property by the purchaser) and
the basis in the hands of the vendor of
the obligations of the purchaser which
are so satisfied, discharged, or applied.
with proper adjustment for any other
amounts realized or costs incurred in
connection with the reacquisition. (See
also § 39.44-5.) 'The basis in the hands
of the vendor of the obligations of the
purchaser satisfied, discharged, or ap-
plied upon the reacquisition of the prop-
erty will be the excess of the face value
of such obligations over an amount
equal to the income which would be re-
turnable were the obligations paid in
full. No deduction for a bad debt shall
in any case be taken on account of any
portion of the obligations of the pur-
chaser which are treated by the vendor
as not having been satisfied, discharged,
or applied upon the reacquisition of the
property, unless it is clearly shown that
after the property was reacquired the
purchaser remained liable for such por-
tion; and In no event shall the amount
of the deduction exceed the basis in the
hands of the vendor of the portion of
the obligations with respect to which the
purchaser remained liable after the re-
acquisition. (See § 39.23 (k)-1.) If the
property reacquired Is bid In by the
vendor at a foreclosure sale, the fair
market value of the property shal be
presumed to be the purchase or bid price
thereof in the absence of clear and con-
vincing proof to the contrary. If the
property reacquired Is subsequently sold,
the basis for determining gain or loss is
the fair market value of the property at
the date of reacquisition (including the
fan" market value of any fixed Improve-
ments placed on the property by the
purchaser)

Cc) If the vendor chooses as a matter
of consistent practice to return the in-
come from installment sales on the

straight accrual or cash receipts and dis-
bur-cements basis, such a course Is per-
misslble, and the sales will be treated as
deferred-payment sales not on the in-
stallment plan.

§ 39.44-4 Deferred-payment sale of
real property not on zinstallment plan.
(a) In transactions included in § 39.A4-2
(a) (2) the obligations of the purchaser
received by the vend-r are to be consid-
ered as the equivalent of cash to the
amount of their fair market value in as-
certalning the profit or loss from the
transaction.

(b) If the vendor has retained title to
the property and the purchaser defaults
in any of his payments, and the vendor
repossesses the property, the difference
between (1) the entire amount of the
payments actually received on the con-
tract and retained by the vendor plus
the fair market value at the time of re-
possession of fixed improvements placed
on the property by the purchaser and (2)
the um of the profits previously returned
as income in connection therewith and
an amount representing what would have
been a proper adjustment for exhaustion,
wear and tear, obsolescence, amortiza-
tion, and depletion of the property dur-
ing the period the property was in the
hands of the purchaser had the sale not
been made will constitute gain or loss,
as the case may be, to the vendor for the
yearin which the property is repossessed,
and the basis of the property in the
hands of the vendor will be the original
basis at the time of the sale plus the
fair market value at the time of repos-
session, of fixed Improvements placed on
the property by the purchaser. If the
vendor has previously transferred title
to the purchaser, and the purchaser de-
faults in any of his payments, and the
vendor accepts a voluntary reconveyance
of the property, in partial or full sat-
isfaction of the unpaid portion of the
purchase price, the receipt of the prop-
erty so reacquired, to the extent of its
fair market value at that time, including
the fair market value of fixed improve-
ments placed on the property by the
purchaser, shall be considered as the
receipt of payment on the obligations
satisfied. If the fair market value of
the property is greater than the basis of
the obligations of the purchaser so sat-
isfied (generally, such basis being the
fair market value of such obligatons
previously recognized in computing in-
come) the excess ccnstitutes ordinary
income, and if the value of such property
Is less than the basis of such obligations,
the difference may be deducted as a bad
debt If uncollectible, except that if the
obligations satisfied are securities (as
defined n section 23 (k) (3) and section
117 (f)) any gain or loss resulting from
the transaction is a capital gain or loss
subject to the provisions of section 117.
If the property reacquired is subse-
quently sold, the basis for determining
gain or loss is the fair market value of
the property at the date of reacquisition
including the fair market value of the
fixed Improvements placed on the prop-
erty by the purchaser. See § 39.23 (k) -3
with respect to property reacquired in a
foreclozure proceeding.

§ 39.44-4

5S85

HeinOnline -- 18 Fed. Reg. 5885 1953



RULES AND REGULATIONS

(c) If the obligations received-by the
vendor have no fair market value, the
payments in cash or other property hav-
ing a fair market value shall be applied
against and reduce the basis of the prop-
erty sold, and, if in excess of such basis,
shall be taxable to the extent of the
excess. Gam or loss is realized when
the obligations aredisposed of or satis-
fied, the amount being the difference
between the reduced basis as provided
above and the amount realized therefor.
Only in rare and extraordinary cases
does property have no fair market value.

§ 39.44-5 Gam or loss upon disposi-
tion of installment obligations. (a) The
entire amount of gain or loss resulting
from the disposition or satisfaction of
installment obligations, computed in ac-
cordance with section 44 (d) is recog-
nized under the Internal Revenue Code
unless the disposition is within one of
the exceptions made by the Code. Such
an exception is-provided in section 44
(d) with respect to distributions under
section 112 (b) (6) and in section '112
(b) (4) and (5) with respect to ex-
changes.

(b) The application of section 44 d)
may be illustrated by the following ex-
amples:

Example (I). In 1950 the M Corporation
sold a piece of unimproved real estate to B
for $20,000. The company acquired the
property In 1938 at a cost of $10,000: Dur-
Ing 1950 the company received $5,000 cash
and vendee's notes for the remainder of the
selling price, or $15,000, payable in subse-
quent years. In 1952, before the vendee
made any further payments, the company
Fold the notes for $13,000 in cash. The cor-
poration makes its returns on the calendar
year basis. The income to be reported for
1952 is $5,500, computed as follows:

Proceeds of sale of notes ---------- $13, 000
Selling price of property_--- $20, 000
Cost of property ---------- l, 0OO

Total profit --------- 1 0, 000
Total contract price 20, 000

Percent of profit, or propor-
tion of each payment re-,
turnable as income, $10,-
000 divided by $20,000,
50 percent.

Face value of notes ------- 15, O00
Amount of Income return-

able were the notes sat-
isfied in full, 50 percent
of $15,000 -------------- 7,500

Excess of face value of notes
over amount of income
returnable were the riotes
satisfied in full ----------------- 7,500

Taxable income to be reported
for 1952 ------------------ 5, 500

ExampIe (2). Suppose in the example
given above the M Corporation, instead of
selling the notes, distributed them in 1952
to its shareholders as a dividend, and at the
time of such distribution the fair market
value of the notes was $14,000. The income
to be reported for 1952-s $6,500, computed
as follows:

Fair market value of notes ------- $14,000
Excess of face value of notes over

amount of income returnable were
the notes satisfied in full (com-
puted as in example (1)) --------- , 500

Taxable Income to be reported
for 1952 ------------------ 6,500

(c) In the case of a decedent who dies
possessed of installment obligations, no
gain on account of the transmission at
death of such obligations is required to be
reported as income in the return of the
decedent for the year of his death, if the
executor or administrator of the estate
of the decedent or any of the next of kin
or legatees files with the Comhissioner
a bond on Form 1132 conditioned upon
the return as income, by any person re-
ceiving any payment in satisfaction of
such obligations, 'of the same proportion
of such payment as would be returnable
as income by the decedent if he had lived
arid received such payment. The bond
shall be subject to the approval of the
Commissioner, shall be in an amount
sufficient in his judgment to insure col-
lection of the tax resulting from the ful-
filment of the conditions stated in the
bond, and shall be filed at the time of
.filing the return for the decedent for the
year of his death or at such later time
as may be specified by the Commissioner.
A corporation will not be accepted as a
surety on such bond unless the corpora-
tion holds a certificate of authority from
the Secretary as an acceptable surety on
Federal bonds. In lieu of surety or
sureties there may be deposited bonds or
notes of the United States.

(d) See section 117 as to the limitation
on capital losses sustained by corpora-
tions and the limitation as to both capital
gains and capital losses of individuals.

§ 39.45 Statutory provmons; account-
zng perzods and methods of accounting;
allocation of mncome and deductions.

Sac. 45. Allocation of income and decduc-
tions. In any case of two or more organiza-
tions, trades, or businesses (whether or not
Incorporated, whether or not organized in
the United States, and whether or not affill-
ated) owned or controlled directly or Indi-
rectly by the- same interests, the Commiis-
sioner is authorized to distribute, apportion,
or allocate gross income, deductions, credits,
or allowances between or among such or-
ganizations, trades, or businesses, If he de-
termines that such distribution, apportion-
nment, or allocation is necessary in order to
prevent evasion of taxes or clearly to reflect
the income of any of such organizations,
trades, or businesses.
[Sec. 45 as amended by sec. 128 (b), Rev.
Act 1943]

§ 39.45-1 Determination of the tax-
able net income of a controlled tax-
Payer-(a) Definitions. When used in
this section:

(1) The term "organization" includes
any organization of any kind, whether it
be a sole proprietorship, a partnership, a
trust an estate, or a corporation (as each
is defined or understood in the Internal
Revenue Code or the regulations in this
part) irrespective of the place where or-
ganized, where operated, or where its
trade or business is conducted, and re-
gardless of whether domestic or foreign,
whether exempt, whether affiliated, or
whether a party to a consolidated return.

(2) The terms "trade" or "business"
include any trade or business activity of
any kind, regardless of whether or where
organized, whether owned individually
or otherwise, and regardless of the place
where carredeon.

(3) The term "controlled" includes
any kind of control, direct or indirect,
whether legally enforceable, and how-
ever exercisable or exercised. It is the
reality of the control which is decisive,
not its form or the mode of its exercise,
A presumption of control arises if income
or deductions have been arbitrarily
shifted.

(4) The term "controlled taxpayer"
means any one of two or more organita.
tions, trades, or businesses owned or con-
trolled directly or indirectly by the same
interests.

(5) The terms "group" and "group of
controlled taxpayers" mean the organi-
zations, trades, or businesses owned or
controlled by the same interests.

(6) The term "true net income"
means, in the case of a controlled tax-
payer, the net income (or, as the case
may be, any item or element affecting net
income) which would have resulted to
the controlled taxpayer, had it in the
conduct of its affairs (or, as the case
may be, in the particular contract, trans-
action, arrangement, or other act) dealt
with the other member or members of
the group at arm's length. It does not
mean the income, the deductions, the
credits, the allowances, or the Iterm or
element of income, deductions, credits, or
allowances, resulting to the controlled
taxpayer by reason of the particular con-
tract, transaction, or arrangement, the
controlled taxpayer, or the interests con-
trolling it, chose to make (even though
such contract, transaction, or arrange-
ment be legally binding upon the parties
thereto)

(b) Scope and purpose. (1) The pur-
pose of section 45 is to place a controlled
taxpayer on a tax parity with an uncon-
trolled taxpayer, by determining, accord-
mg to the standard of an uncontrolled
taxpayer, the true net income from the
property and business of a controlled tax-
payer. The interests controlling a group
of controlled taxpayers are assumed to
have complete power to cause each con-
trolled taxpayer so to conduct its affairs
that its transactions and accounting re-
cords. truly reflect the net income from
the property and business of each of the
controlled taxpayers. If, however, this
has not been done, and the taxable net
incomes are thereby understated, the
statute contemplates that the Commis-
sioner shall intervene, and, by making
such distributions, apportionments, or
allocations as he may deem necessary of
gross income, deductions, credits, or al-
lowances, or of any item o- element af-
fecting net Income, between or among
the controlled taxpayers constituting the
group, shall determine the true net in-
come of each controlled taxpayer The
standard to be applied in every case is
that of an unconitrolled taxpayer dealing
at arm's length with another uncon-
trolled taxpayer.

(2) Section 45 and this section apply
to the case of any controlled-taxpayer,
whether such taxpayer makes a separate
or a consolidated return. If a controlled
taxpayer makes a separate return, the
,determination is of its true separate net
income. If a controlled taxpayer is a
party to a consolidated return, the true

9 39.44-5
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consolidated net income of the affiliated
group and the true separate net income
of the controlled taxpayer are deter-
mined consistently with the principles of
a consolidated return.

(3) Section 45 grants no right to a
controlled taxpayer to apply its provi-
sions at will, nor does it grant any right
to comuel the Commissioner to apply
such provisions. It is not intended (ex-
cept in the case of the computation of
consolidated net income under a con-
solidated return) to effect in any case
such a distribution, apportionment, or
allocation of gross income, deductions,
credits, or allowances, or any item of
gross income, deductions, credits, or al-
lowances, as would produce a result
equivalent to a comnutation of consol-
idated net income under section 141.

(c) Application. Transactions be-
tween one controlled taxpayer and an-
other will be subjected to special scru-
tiny to ascertain whether the common
control is being used to reduce, avoid, or
escape taxes. In determining the true
net income of a controlled taxpayer, the
Commissioner is not restricted to the
case of improper accounting, to the case.
of a fraudulent, colorable, or sham
transaction, or to the case of a device de-
signed to reduce or avoid tax by shifting
or distorting income, deductions, credits,
or allowances. The authority to deter-
mine true net income extends to any case
in which either by inadvertence or design
the taxable net income, in whole or in
part, of a controlled taxpayer, is other
than it would have been had the taxpayer
in the conduct of his affairs been an un-
controlled taxpayer dealing at arm's
length with another uncontrolled tax-
payer.

§ 39.46 Statutory prowszons; ac-
counting perzods and methods of ac-
counting; change of accounting pertod.

SEc. 46. Change of accounting period. If
a taxpayer changes his accounting period
from fiscal year to calendar year, from cal-
endar year to fiscal year, or from one fiscal
year to another, the net income shal, with
the approval of the Commissloner, be com-
puted on the basis of such new accounting
period, subject to the provisions of section
47.

§ B9.46-1 Change of accounting pe-
rzod-(a) Short taxable years ending
p ror to July 1, 1953. If a taxpayer
(other than a subsidiary corporation re-
quired to change its accounting period
by reason of the provisions of § 24.14 of
tbis chapter (Regulations 129)) changes
his accounting period, he shall malke
application direct to ,he Commissioner
on Form 1128 at least 60 days prior to
the close of the fractional part of the
year for which a return would be re-
quired to effect the change if the short
taxable year ends before July 1, 1953,
and, before using the new period for in-
come tax purposes, secure the consent of
the Commssioner. If a change of ac-
counting period of a subsidiary is re-
quired for income tax purposes under
§ 24.14 of this chapter (Regulations 129)
the information required on Form 1128
shall be furnished by the subsidiary at or
before the time-of filing the consolidated
income tax return. For the due date of
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returns for fractional parts of a year, nualized in the manner provided in
see § 39.53-1. Where a timely applica- § 39.47-2. is les than 80 percent of the
tion is made to compute the net Income net income of the taxpayer for the full
of an individual taxpayer upon the taxable year immediately preceding such
basis of the same accounting period short taxable year.
gs that of such individual's spouse, per- (3) Illustration. The application of
mission so to compute net income wil certain of the foregoing provisions is
be granted even though such per- Illustrated by the following example:
mission will allow the individual and his ExamP!e. X film his income tax returns
spouse to reduce their taxes by taking on a calendar year basis. He desires to
advantage of section 12 (d) (the so- change hL accounting period during the year
called "income splitting" provision) 1954 in order to file his returns on n fiszai
through the filing of a joint return, so year basls ending March 31. X ha not pre-
long as no other reason appears which vlouly changed his accounting period. His
s considered sufficient by the Commis- Income for t4 wed January I troud-M arch 31, 1954, when -anuaII7-,d In accord-

sioner for denying such permission. if anco with § 39.47-2. equala at least 8 per-
the change Is approved by the Commis- cent of his net income for the calendar yer
sioner, the, taxpayer shall thereafter 19s3. x is authorized to change his ac-
make his returns and compute his net counting period by filing, on or before June
income upon the basis of the new ac- 15, 1053. a tax return for the short taxable
counting period. See section 47. year bcginning January 1 and ending March

(b) Short taxable gears ending after 31. 1954. Thereafter, X shall make his an-
June 30, 1953-(l) General A change nual returns and compute his net income ona n the basis or a fl-cal year ending March 31.
of accounting period for income tax pur- Had X preferred, he could have changed to
poses requiring a return for a short tax- a faIcal year ba.s. ending the last day of
able year ending after June 30, 1953, is January, February. September. October. or
authorized, except where inconsistent November. How7ever, if X had elected to
with section 41, requiring the use of the change to a fiscal year accounting period
calendar year basis in certain specific ending on the last day of April. May , June.
cases, and except as provided in subpar- July, or August the prior approval of the

Commissioner would be required since suchagraph (2) of this paragraph. and no a change would result n a return for a short
application for such change need be taxable year ending more than 3 months and
filed. To make such a change the tax- le= than 9 montL after the close of the
payer shall file a tax return on or before accounting period regularly used by X.
the 15th day of the third full calendar
month following the close of the short (4) Approval of change of accounting
taxable year accompanied by a state- Period. Where prior approval of a
ment that it is made under the authori- change of accounting period is required,
zation conferred by this section. Once application shall be filed on Form 1123
a change of accounting period has been with the Commisoner of Internal Rev-
made, the taxpayer shall thereafter enue, Washington, D. C, on or before the
make his returns and compute his net 15th day following the close of the short
income on the basis of the new account- taxable year for which a return would be
ing period. required to effect the change of account-

(2) Cases tn which approval of change ing period. In general, an application
of accounting period is required. The for a change of accounting period vil
prior approval of the Commissioner will be approved where the taxpayer estab-
be required before a taxpayer may lisbes valid business reasons for making
change his accounting period if any of such change. A change of accounting
the following conditions exist: period intended to be made prnmarily

(I) At any time within the 5 calendar for the purpose of effecting a tax savin
years ending with the calendar year shall not be allowed excep t where such
which includes the beginning of the tax saving results from the application
short taxable year required to effect the of section 12 (d) the so-called "income
change of accounting period the tax- splitting" provision, in the case where a
payer has changed his accounting pc- husband and wife adopt the same ac-
rinod for income tax purposes. For the counting period in order to file a joint
purpose of this subparagraph a change return and no other reason appears
of accounting period for income tax pur- which Is considered sufficment by the
poses by a partnership shall be consid- Commissioner for denying such permis-
ered as a change by each member there- slon.
of and a change by any member shall (5) Change of accounting perod by a
be deemed to be a change by the part- subsidiary corporation filing a consoli-
nership. Likewise, a change of account- dated return. The foregoing provisions
ing period for income tax purposes by a of this paragraph have no application
trust shall be considered as a change by in the case of a subsidiary corporation
each beneficiary thereof and a change by required to change its accounting period
a beneficiary shall be deemed to be a because It has elected to file consolidated
change by the trust, returns. See § 24.14 of this chapter

(ii) The short taxable year required (Regulations 129) In such a case, if a
to effect the change of accounting period change of accounting period is made on
ends more than 3 months and less than- or after July 1, 1953, the corporation
9 months after the close of the account- shall complete Form 1123 and forward it
ing period used by the taxpayer for pur- to the district director of internal reve-

poses of filing his Income tax return for nue ildth ahom the consolidated return
the revius ull axale yar.is to be filed at or before the time ofthe previous full taxable year.

(iii) The taxpayer's net income for filing of such consolidated return.

the short taxable year required to effect § 39.47 Statutory provszons; account-
the change of accounting period, as an- jig perods and methods of accounting;

§ 39 47
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returns for Perwtds of less than 12
months.

SEC. 47. Returns for a period of less than
twelve months--(a) Returns for short period
resulting from change of accounting period.
If a taxpayer, with the approval of the Com-
missioner, changes the basis of computing
net income from fiscal year to calendar year
a separate return shall be made for the
period between the close of the last fiscal
year for which return was made and the
following December 31. If the change is
from calendar year to fiscal year, a separate
return shall be made for the period between
the close of the last calendar year for
which return was made and the date
designated as the close of the fiscal year.
If the change is from one fiscal year to an-
other fiscal year a separate return shall be
made for the period between the close of
the former fiscal year and the date desig-
nated as the close of the new fiscal year.

(b) Income computed on basis of short
period. Where a separate return is made
under subsection (a) on account of a change
in the accounting period, and in all other
cases where a separate return is required or
permitted, by regulations prescribed by the
Commissioner with the approval of the Sec-
retary. to be made for a fractional part of
a year, then the income shall be computed
on the basis of the period for which separate
return is made.

(c) Income placed on annual bas:s-(l)
General rule. If a separate return is made,
under subsection (a) on account of a change
in the accounting period, the net income,
computed on the basis of the period for
which separate return is made (referred to
in this subsection as "the short period"),
shall be placed on an annual basis by multi-
plying the amount thereof by twelve, and
dividing by the number of months in the
short period. The tax shall be such part of
the tax computed on such annual basis as the
number of months in the short period is of
twelve months.

(2) Exception. If the taxpayer establishes
the amount of his net Income for the period
of twelve months beginning with the first
day of the short period, computed as if such
twelve-month period were a taxable year un-
der the law applicable to such year, then the
tax for the short period shall be reduced
to an amount which is such part of the
tax computed on the net income for such
twelve-month period as the net income com-
puted on the basis of the short period is of
the net income for the twelve-month period.
The taxpayer (other than a taxpayer to which
the next sentence applies) shall compute the
tax and file his return without the applica-
tion of this paragraph. If the taxpayer
(other than a corporation) was not in ex-
istence at the end of the twelve-month pe-
riod, or if the taxpayer is a corporation and
has disposed of substantially all its assets
prior to the end of such twelve-month pe-
riod, then In lieu of the net income for such
twelve-month period there shall be used for
the purposes of this paragraph the net In-
come for the twelve-month period ending
with the last day of'the short period. The
tax computed under this paragraph shall in
no case be less than the tax computed on
the net income for the short peripd without
placing such net Income on an annual basis.
The benefits of this paragraph shall not be
allowed unless the taxpayer, at such time as
regulations prescribed hereunder require (but
not after the time prescribed for the filing
of the return for the first taxable year which
ends on or after twelve months after the
beginning of the short period), makes appli-
cation thekefor in accordance with such
regulations. Such application, in case the
return was filed without regard to this para-
graph, shall be considered a claim for credit
or refund with respect to the amount by

which the tax is reduced under this para-
graph. The Commissioner, with the ap-
proval of the Secretary, shall prescribe such
regulations as he may deem necessary for the
application of this paragraph.

(d) Earned income. iRepealed by sec. 107
(a), Rev. Act 1943.]

(e) Reduction of credits against net in-
come. In the case of a return made for a
fractional part of a year under section 146
(a) (1), the exemptions provided in section
25 (b) shall be reduced to amounts which
bear the same ratio to the full exemptions
so provided as the number of months in the
period for which return is made bears to
twelve months.

(f) Closing of taxable year in case of
jeopardy. For closing of taxable year in case
of Jeopardy, se- section 146,

(g) Returns where taxpayer not in exist-
ence for twelve months. In the case of a
taxpayer not in existence during the whole of
an annual accounting period ending on the
last day of a month, or, if the taxpayer has
no such annual accounting period or does
not keep books, during the whole of a cal-
endar year, the return shall be made for the
fractional part of the year during which the
taxpayer was in existence.

[See. 47 as amended by sec. 135 (a), (c), Rev.
Act 1942; seas. 104, 107 (a), Rev. Act 1943;
sec. 10 (c), Individual Income Tax Act 1944;
sec. 102 (b) (3), Rev. Act 1945]

§ 39.47-1 Returns for perods of less
than 12 months. (a) No return can be
made for a period of more than 12
months. A separate return for a frac-
tional part of a year is therefore required
whenever there is a change, with the
approval of the Commissioner, in the
basis of computing net income from one
taxable year to another taxable year.
The periods to be covered by such sepa-
rate returns in the several cases are
stated in section 47 (a) The require-
ments with respect to the filing of a
separate return and the payment of tax
for a part of a year are the same as for
the filing of a return and the payment of
tax for a full taxable year closing at the
same time, except as otherwise provided
in §§ 39.53-1, 39.56-1, 39.217-1, 89.218-1,
39.235-1, and 39.236-1. If a return is
made for a fractional part of a year re-
sulting from the termination of the tax-
able period by the Commissioner under
section 146, the exemptions for normal
tax and surtax shall be reduced to that
proportion of the full exemptions .for
normal tax and surtax which the num-
ber of months in the period for which
the return is made bears to 12 months,
but such exemptions shall not be re-
duced for a fractional part of a year
otherwise resulting- A return is re-
quired in the case of every taxable year
which is a period of less than 12 months,
if the gross income for such taxabre year
is greater than one exemption for
normal tax and surtax as so reduced.

(b) The return of a decedent for the
taxable year in which falls the date of
his death is a return for the period dur-
ing which he was alive.

(c) Any reference in the regulations
in this part to a taxable year which is
the calendar year (see, for example, the
regulations under sections 11-15, in-
clusive, and 108) means a taxable year
'of 12 months beginning on January 1
and ending on December 31. The term
does not include a taxable year of less

than 12 months, even though the tax-
payer may have customarily made his
returns on the basis of a calendar year.

§ 39.47-2 Returns for period of less
than 12 months on account of a chango
%n accounting period-(a) Net incoine
placed on annual basis and tax computed
thereon. (1) In the case of a return for
a period of less than 12 months on ac-
count of a change In accounting period,
section 47 (c) provides that the net In-
come computed on the return for such
short period shall be placed on an annual
basis by multiplying the amount thereof
by 12 and dividing by the number of
months in the short period. The tax
is such part of the tax computed on such
annual basis as the number of months
in the period is of 12 months.

(2) In placing on an annual basis the
net income of a corporation for a short
period, the credit for dividends received
is placed on an annual basis to corre-
spond to the amount of dividends re-
ceived included in the net income, which
amount is placed on an annual basis
when such net income is placed on an
annual basis. Similarly, the credit for
interest on United States obligations
should reflect the amount of such Inter-
est as Increased when such amount is
placed on an annual basis as part of the
net income which is placed on an annual
basis.

(3) The following examples illustrate
the application of this paragraph:

Example (1). A citizen of the United
States made a return for the 10-month period
ended October 31, 1952, on account of a
change in accounting period. His not in-
come for such 10-month period was $10,000.
He was entitled to exemptions for normal
tax and surtax of $1,200. HIs tax for the
period is $2,743.33, computed as follows:
Net income for 10-month period. $10, 000.00
Multiplied by 12 --------------- 120,000.00

Net income on annual basis
($120,000-10) --------------- 12, 000. 00

Less: Exemption for normal tax
and surtax ------------------- 1,200,00

Net income subject to normal tax
and surtax ------------------ 10, 8000, 0

Normal tax (3 percent of $10,800) 324.00
Surtax on $10,800 --------------- 2, 90. 00
Total tax on annual basis ------ 3, 293.00

Amount of tax for 10-month pe-

rlod (s3,292.00XL) --------- 2,743.33

Example (2). The X Corporation made a
return for the 8-month period ended August
3.1, 1952, on account of a change in account-
ing period. The net income of the corpora-
tion for such 8-m'6nth period was $72,000,
including $4,000 interest on obligations of
the United States described in section 20 (a)
and $12,000 in dividends from a domestlo
corporation, for which the credit provided in
section 26 (b) is applicable. The normal
tax and surtax for the 8-month period is
$27,269.33, computed as follows:
Net income for 8-month period.. $72, 000, 00
Multiplied by 12 ------------- 804,000,00

Net Income on annual basis
($864,000-8) --------------- 108, 000, 00

Dividends received,
subject to the
credit provided in
section 26 (b)---- $12, 000. 00

§ 39.47-1
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Multiplied by 12 ---- $144, 000. 00
Dividends received

placed on annual
bass ($144,000-8)- 18,000.00

Subtracting: Credit provided in
section 26 (b) for dividends
received (85 percent of $18,000) -$15, 300. 00

Surtax net income -------- 92, 700. 00
Interest on United

States obligations
subject to credit
provided in section
26 (a) ----------- $4, 000.00

Multiplied by 12 .... 48.000.00
Subtracting: Credit provided In

section 26 (a) for interest
placed on annual basis
($48,000.-8) ------------------ 6,000.00

Normal tax net income_. 86,700.00

Normal tax on $86,700.00 ------- 26, 010.00
Surtax on $92,700.00 ------------ 14,894.00

Total tax on annual
basis ----------------- 40,904.00

Amount of tax for period

U) ----~)--------------27693
(b) Tax for short Perzod determined

by annual zncome. (1) If the taxpayer
-yapplies to the Commissioner in the man-
ner provided in paragraph (c) of this
section to have his tax computed under
the provisions of section 47 (c) (2) and
if the taxpayer establishes the amount
of his net income for the 12-month pe-
riod hereinafter described, then section
47 (c) (2) provides that the tax for the
short period shall be reduced to an
amount which is such part of the tax
computed on the basis of the net income
which the taxpayer has established for
the 12-month period as the net income
for the short period is of the net income
for the 12-month period. If such
amount, however, is ..eater than the tax
computed under paragraph (a) of this
section, the tax for the short period is
the tax computed under paragraph (a)
of this section. The 12-month period
referred to above is the 12-month period
beginning with the first day of the short
period, except that if the taxpayer (other
than a corporation) is not in existence
at the end of such 12-month period, or
if thie taxpayer is a corporation which
has distributed substantially all its as-
sets prior to the end of such 12-month
period, then it is the 12-month period
ending with the last day of the short
period. If a corporation ceases business
and distributes so much of the assets
used in its business that it cannot re-
sume its customary operations with the
remaining assets, it will be considered
to have distributed substantially all of
its assets.

(2) In computing the tax under sec-
tion 47 (c) (2.) the net income for the
short period is not placed on an annual
basis. The net income for the 12-month
period is computed under the same pro-
visions of law as are applicable to the
short period, and is computed as if the
12-month period were an actual account-
ing period of the taxpayer. All items
which fall in such 12-month period must
be included even if they are extraordi-
nary in amount or of an unusual nature.
If the taxpayer is a member of a partner-
ship, there shall be included m comput-
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Ing his income for the 12-month period
his share of the partnership Income for
taxable years of the partnership ending
with or during such 12-month period,
but no amount shall be included with
respect to a taxable year of the partner-
ship ending after such 12-month period.

(3) If any other Item partially appli-
cable to such 12-month period can be
determined only at the end of a taxable
year which includis only part of the 12-
month period, the taxpayer, subject to
review by the Commissioner, shall ap-
portion such item to the 12-month pe-
riod in such manner as will most clearly
reflect the income for the 12-month pe-
riod. In the case of a taxpayer permit-
ted or required to take inventories, the
cost of goods sold during the part of the
12-month period included in the taxable
year shall be considered, unless a more
exact determination is available, as such
part of the cost of goods sold during the
entire taxable year as the gross receipts
from sales for the part of the 12-month
period included in the taxable year Is
of the gross receipts from sales for the
entire taxable year. For example, the
12-month period of a corporation, en-
gaged in the sale of merchandise, which
has a short period from January 1, 1952,
to September 30, 1952, is the calendar
year 1952. The 3-month period October
1, 1952, to December 31, 1952, is a part
of the fiscal year ending September 30.
1953. The cost of goods sold during such
3-month period is such part of the cost
of goods sold during the entire fiscal year
ending September 30, 1953, as the gross
receipts from sales for such 3-month pe-
riod are of the gross receipts from sales
for the entire fiscal year. The Com-
missoner may, in granting permission to
a taxpayer to change Its accounting pe-
riod, require as a condition to granting
the change that. if the taxpayer is to
obtain the benefits of section 47 c) (2).
it shall take a closing inventory upon the
last day of the 12-month period. Such
closing inventory will be used only for
the purposes of section 47 (c) (2), and
the taxpayer will not be required to use
such inventory in computing the net In-
come for the taxable year in which such
inventory is taken.

(4) The tax for the short period may
not be reduced under section 47 c) (2)
to an amount which is less than the tax
for the short period computed on the
basis of the net income for the short
period without placing such net Income
on an annual basis. If the tax computed
under section 47 (c) (2) by reference to
the net income for a 12-month period
is less than such amount, the tax may
be reduced only to such amount.

(5) The following examples illustrate
the application of section 47 (c) (2)

Example (Z). The facts are the same as
in example (1) In paragraph (a) (3) of this
section. In the period from November 1,
1952, to December 31, 1952. the taxpayer has
$1.000 net Income. His net Income -for the
12-month period from January 1. 1952, to
December 31, 1952, Is. therefore, 011.000. The
taxpayer files an application under para-
graph (c) of this section for a reduction of
his tax to an amount computed on the bads"
of his actual net Income for the 12-month
period from January 1, 1052, to December 31,

50 9

1052. Hla tax Is reduced to 02,618.18, com-
puted aa follows:

Net Income for 12-month partd- $11, coo. 00
Les: E.emptlons for normal taxand surtax_ .... - ,--1200. 03

Income subject to normal tax.- 9,830.03

Normal tax (3 percent of $9,S00)_ 224.00
Surtax on 29I00 cc). 2. 5. c
Total tax on annual income____ 2,033.00
Not Income for 10-

month pericd.- - 010,000.00
Net Income for 12-

month period- 811,050.00
Amount of tax for 10-month pe-

od ,( V2.830.00). . 2.618. 18
The amount of tax which would be due if
the Income vere not placed on an annual
basis i 02,500.00. computed as follows:
Net Income for 10-month period. $10, 000.00
LEs: Exemptions for normal tax

and urtax-. 1,203.00

Net Income subject to normal tax
and &rta-- ---- _ _ 8.800.03

Normal tax (3 percent of $%6.00) 264. 03
Surtax on 2,,80 .... . 2. 236.03

Total tax for 10-month nenled-iL 2,500.o
Since the tax for the short period computed
under section 47 (c) (2) by reference to
the actual Income for the 12-month period,
or 02,618.18. is greater than the tax which
would be due If the Income for the short pe-
riod were not placed on an annual b-sis, or
$2,500.00, the tax for the short period is re-
duced to $2,618.18. the tax computed by ref-
erence to the income for the 12-month
period.

Example (2). The facts are the same as
In example (1) of this subparagraph, except
that during the period from November 1,
1052, to December 31. 1952, the taxpayer has
no Income, but h.1 deductible busines-s ex-
pons of $1,000. His net income for the 12-
month period from January 1. 1952, to
December 31, 1952, 13. therefore, 89.000. The
taxpayer filed an application under para-
graph (c) of this section for a reduction of
his tax under the provisions of section 47 (c)
(2). The tax computed on the basis of the.
net Income for the period from January 1.
1952, to October 31. 1952, wlthout placing
such net Income on an annual basis - $2,-
500.00 (see example (1)). The tax computed
under rectlon 47 (c) (2) by reference to the
actual net Income for the 12-month period
from January 1, 1952, to December 31, 1952,
s $%34.44. computed as follows:

Net Income for 12-month period- $9, 000. 00
Lers: Exemptions for normal tax

and surtax .. 1,200.00

Net Income subject to normal tax
and surtax- ... .... 7,800.00

Normal tax (3 percent of $7,800).. 234.00
Surtax on 07,800.......... 1,834.00
Total tax on annual Income___ 2,123.00
Net Income for 20-

month period ---- $10,000.00
Not Income for 12-
month period ...... 9,000.00
Amount of tax for 10-month

period . 2,364-44

Since the tax computed on the basis of the
net income for the short period dthout plac-
ing such net Income on an annual basis, or
$2,500.00, is greater than $2.34.44, the tax
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conmputed by reference to the actual net in-
come for the 12-month period, the tax for the
short period under section 47 (o) (2) is
$2,500.00.

Example (3). The facts are the same as
in example (2) in paragraph (a) (3) of this
section. The taxpayer applies to have its
tax reduced undet the provisions of section
47 (c) (2). During the 4-month period from
September 1, 1952, to December 31, 1952, the
X Corporation has $16,000 net income, in-
cluding $3,000 dividends from a domestic.
corporation for which the credit provided
in section 26 (b) Is applicable and $1,000
interest on obligations of the United States
described in section 26 (a). The net Income
for the 12-month period from January 1, 1952,
to December 31, 1952, is, therefore, $88,000.
For such 12-month period, the dividends
from domestic corporations for which the
credit provided in section 26 (b) is appli-
cable amount to $15,000, and the interest on
United States obligations described in sec-
tion 26 (a) amounts to $5,000. The normal
tax and surtax for the short period is re-
duced under section 47 (c) (2) to $26,288.18,
computed as follows:

Net income for 12-nionth period
Jan. 1, 1952, to Dec. 31, 1952-.... $88, 000. 00

Subtracting: Dividends received
credit provided by section 26
(b) (85 percent of $15,009)_..... 12, 750.00

Surtax net income -------- 75, 250. 00
Less: Credit provided in section

26 (a) for interest on United
States obligations ------------ 5,000.00

Normal tax net income.... 70, 250. 00

Normal tax on $70,250.00 -------- 21,075.00
Surtax on $75,250.00 ............ 11, 055. 00

Total tax on annual in- -
come-- 32, 130.00

Net income for 8-month
period Jan. 1, 1952, to
Aug. 31, 1952 ------- $72,000

Net income for 12-month
period Jan. 1, 1952, to
Dec. 31, 1952 --------- 88,000

Amount of tax for B-month
period Jan. 1. 1952, to Aug. 31,

1 (52 (2,OO $32,130.00) 26,288.18

The amount of normal tax and surtax that
would be due if the income for the short
period were not placed on an annual basis
is $25,436.00, computed as follows:

Net income for 8-month period- $72, 000.00
Credit for dividends received (85

percent of $12,000) ---- --- 10, 200. 00

Surtax net income -------- 61,800. 00
Less: Credit for interest on

United States obligations --- 4, 000. 00

Normal tax net income. 57, 800. 00

Normal tax on $57,800.00 -------- 17,340.00
Surtax on $61,800 -------------- 8,096.00

Total tax for period ---- 25,436.00

Since the tax for the short period computed
under section 47 (c) (2) by reference to the
actual Income for the 12-month period, or
$26,288.18, is greater than the tax that would
be due If the income for the short period
were not placed on an annual basis, or
$25,436.00, the tax for the short period is
reduced to $26,288.18, the tax computed by
reference to the income for the 12-month
period.

c) Application to compute tax under
section 47 (c) (2) A taxpayer desiring
the benefit of section 47 (c) (2) must file

§ 39.48
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an application therefor. If at the time
the return for the short period is filed the
taxpayer is able to determine that the
12-month period ending with the close of
the short period will be used in the com-
putations under section 47 (c) (2) then
the tax on the return for the short period
may be determined under the provisions
of section 47 (c) (2) In such a case, an
income tax, return form covering the 12-
month period shall be attached to the
return as a part thereof, and the return
will then be conidered the application
for the benefits of section 47 (c) (2) re-
quired by that section. In all other
cases, the taxpayer shall file its return
and compute its tax as provided in para-
graph (a) of this section, and the appli-
cation for the benefits of section 47 c)
(2) shall be made in the form of a claim
for credit or refund. The claim shall set
forth the computation of. the net income
and the tax thereon for the 1-month
period, and must be filed not later than
the time prescribed for filing the return
for the first taxable year ending with or
after the twelfth month after the be-
ginning of the short period. For ex-
ample, the taxpayer changes its account-
ing period from the calendar year basis
to the fiscal year basis ending Septem-
ber 30, and files a return for the period
from January 1, 1952, to September 30,
1952. Its application for the benefits of
section 47 (c) (2) must be filed not later
than the time prescribed for filing its
return for the first taxable year which
ends on or after the last day of December
1952, the twelfth month after the begin-
inng of the short period. In this case,

the taxpayer must file its application not
later than December 15, 1953, the time
prescribed for filing the return for its
fiscal year ending September 30, 1953.
However, if it obtains an extension of
time for filing the return for such fiscal
year, it may file its application during
the period of such extension. If the
Commissioner determines that the tax-
payer has established the amount of the
net income for the 12-month period, any
excess of the tax paid for the short pe-
riod over the tax computed under section
47 (c) (2) will be credited or refunded
to the taxpayer in the same manner as
in the case of an overpayment.

§ 39.48 Statutory provzszons; ac-
counting periods and methods- of ac-
counting; deftnitions.

Szc. 48. Definitions. When used in this
chapter-

(a) Taxable year. "Taxable year" means
the calendar year, or the fiscal year ending
during'such calendar year, upon the basis of
which the net income is computed under
this part. "Taxable year" means, in the
case of a return made for a fractional part
of a year under the provisions of this chapter
or under regulations prescribed by the Com-
missioner with the approval of the Secre-
tary, the period for which such return is
made.

(b) Fiscal year. "Fiscal year" means an
accounting period'of twelve months ending
on the last day of any month other than
December.

(c) "Paid or incurred," "paid or accrue"
The terms "paid or incurred" and "paid or
accrued" shall be construed according to
the method of accounting upon the basis

of which the net income is computed under
t1hls part.

(d) Trade or business. The term "trade
or business" includes the performance of the
functions of a public office.

[Sec. 48 as amended by sec. 135 (d), ov,
Act 19421

RETURNS AND PAYMENT OF TAX

§ 39.51 Statutory prosions; returns
and payment of tax; ndividual returns.

Ssc. 51. Individual returns-(a) leqUlie-
ment. Every individual having for the tax-
able year a gross income of $600 or more shall
make .a return, which shall contain or be
verified by a written declaration that it is
made under the penalties of perjury. Such
return shall set forth in such cases, and to
such extent, and in such detail, as the Coal-
missioner with the approval of the Secrqtary
may by regulations prescribe, the items of
gross income and the deductions and credits
allowed under this chapter and such other
infornrtion for the purpose of carrying out
the provisions of this chapter as may be pro-
scribed by such regulations.

(b) Husband and wife-(1) In general. A
husband and wife may make a single return
jointly. Such a return may be made even
though one of the spouses has neither gross
income nor deductions. If a joint return is
made the tax shall be computed on the ag-
gregate Income and the liability with respec
to the tax shall be joint and several,

(2) Nognresident alien. No joint return
may be made if either the husband or wife
at any time during the taxable year is a non-
resident alien.

(3) Different taxable years. No joint re-
turn shall be made if the husband and wife
have different taxable years; except that if
such taxable years begin on the same day
and end on different days becaulse of the
death of either or of both, then the joint
return may be made with respect to the taxa-
ble year of each. The above exception shall
not apply if the surviving spouse remarries
before the close of his taxable year, nor if
the taxable year of either spouse Is a frna-
tional part of a year under section 47 (a),

(4) Joint return alter death. In the case
of the death of one spouse or, both spouses
the Joint return with respect to the decedent
may be made only by his executor or ad-
ministrator; except that in the case of the
death of one spouse the joint return may
be made by the surviving spousb with respeot
to both himself and the decedent if (A) no
return for the taxable year has been made
by the decedent, (B) no executor or ad-
ministrator has been appointed, and (0) no
executor or administrator Is appointed before
the last day prescribed by law for filing the
return of the surviving spouse. If an ex-
ecutor or administrator of the decedent is
appointed after the making of the joint re-
turn by the surviving spouse, the executor
or administrator may disaffirm such joint re-
turn by making, within one year after the
last day prescribed by law for filing the re-
turn of the surviving spouse. a separate re-
turn for the taxable year of the decedent
with respect to which the joint return was
made, in which case the return made by
the survivor shall constitute his separate
return.

(5) Determination o1 status. For the pur-
poses of this section-

(A) The status as husband and' wife of
two individuals having taxable years be-
ginning on the same day shall be do-
termined-

(i) If both have the same taxable year-
as of the close of such year; and

(i) If one dies before the close of the
taxable year of the other-as of the time of
such death; and

(B) An individual who Is legally separated
from his spouse under a decree of diVorce
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or of separate maintenance shall not be
considered as married.

(6) Tax in case of joint return. For de-
terination of combined normal tax and
surtax under section 11 and section 12 (b) in
case of joint return under this subsection,
see section 12 (d). For tax in case of joint
return of husband and wife electing to pay
the tax under Supplement T. see section 400.

(c) rcrsons under disability. If the tax-
payer is unable to make his own return, the
return shall be made by a duly authorized
agent or by the guardian or other person
charged with the care of the person or
property of such taxpayer.

(d) Signature presumed correct. [Re-
pealed by sec. 4 (b), Pub. Law 271 (81st
Cong.) ].

(e) Fiduciaries. For returns to be made
by fiduciaries, see section 142.

(f) Tax computed by collector in case of
wage earners-(l) Return requirements. An
individual'entitled to elect to pay the tax im-
posed by Supplement T whose gross income
is less than $5,000 and is entirely from one
or more of the following sources: Remunera-
tion for services performed by him as an
employee, dividends, or interest; and whose
gross income from sources other than wages,
as defined in section 1621 (a), does not ex-
ceed $100, shall at his election be relieved, by
using the form prescribed as the form for
the return for the purposes of this subsec-
tion, from showing on the return the tax
Imposed by this chapter. In such case the
tax shall be computed by the collector. In
the case of a head of a household electing the
benefits of this subsection, the tax shall be
computed by the collector under Supplement
T without regard to the taxpayer's status
as head of a household.

(2) Result of computation. After the col-
lector has computed the tax, he shall mal
to the taxaayer a notice stating the amount
determined by the collector as payable and
making demand therefor.

(3) Regulations. The Commissioner with
the approval of the Secretary shall prescribe
regulations for carrying out this subsection,
and such regulations may provide for the ap-
plication of the rules of this subsection to
cases where the gross income includes Items
other than those enumerated in paragraph
(1), to cases where the gross income from
sources other than wages on which the tax
has been withheld at the source is more than
$100 but not more than $200, and to cases
where the gross income is $5,000 or more but
not more than $5,200. Such regulations shall
provide (A) for the application of this sub-
section in the case of husband and wife, in-
cluding provisions determining when a joint
return under this subsection may be per-
mitted or required and what constitutes a
joint return, whether the liability shall be
joint and several, and whether one spouse
may make return under this subsection and
the other without regard to this subsection.
and XB) whether and the extent to which
the benefits of this subsection may be availed
of, in the case of taxable years beginning in
the calendar year 1944, by persons required
to make or making payments of estimated tax
with respect to any such taxable year.

(4) Method of election. The election to
have the benefits of this subsection shall be
made by making return on the form pre-
scribed as the form for the return for the
purposes of this subsection. An election so
made shall constitute an election to pay
the tax imposed by Supplement T.

(g) Joint return after filing separate re-
turn-(1) In general. If an individual has
Med a separate return for a taxable year for
which a joint return could have been made
by him and his spouse under subsection (b)
of this section, and the time prescribed by
law for filing the return for such taxable
year has expired, such individual and his
spouse may nevertheless make a joint return
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for such taxable year. A joint return filed
by the husband and wife in such a case shall
constitute the return of the husband and
wife for such taxable year, and all payments,
credits, refunds, or other repayments made
or allowed with respect to the separate re-
turn of either spouse for such taxable year
shall be taken into account in determining
the extent to which the tax based upon the
joint return has been paid.

(2) Payments required bcforc Joint return
can be made. A Joint return can be made
under paragraph (1) only if there is paid In
full at or before the time of the filing of the
joint return-

(A) All amounts previously aszezrcd with
respect to either spouse for such taxable
year;

(B) All amounts shown as the tax by either
spouse upon his separate return for such
taxable year; and

(C) Any amount determined, at the time
of the filing of the joint return, as a defi-
ciency with respect to either spouse for such
taxable year if, prior to such filing, a notice
under section 272 (a) of such deficiency has
been maled..

(3: Time for making feint return. A joint
return cannot be made under paragraph
(1)-

(A) After the expiration of three years
from the last date prescribed by law for filing
the return for such taxable year (determined
without regard to any extension of time
granted to either spouse);

(B) After there has been mailed to either
spouse, with respect to such taxable year. a
notice of deficiency under section 272 (a).
if the spouse. as to such notice, files a peti-
tion with the Ta- Court of the United States
within the time prescribed in such section;

(C) After either spouse has commenced a
suit in any court for the recovery of any part
of the tax for such taxable year; or

(D) After either spouse has entered into a
closing agreement under section 3760 with
respect to such taxable year. or after any
civil or criminal case arlsing against either
s;ouse with respect to such taxable vear has
been compromised under section 3701.

(4) Elections made in separate return. If
a joint return is made under this subsectlon.
any election (other than the election to file
a separate return) made by either spouse in
his separate return for such taxable year with
respect to the treatment of any Income, de-
duction, or credit of such spouse shall not be
changed in the making of the joint return
whe:e such election would have been Irrevo-
cable if the joint return had not been made.

(5) Death of spouse. If a joint return i-
made under this subsection after the death
of either spouse, such return with respect to
the decedent can be made only by hIs execu-
tor or administrator.

(6) Additions to the tax. Where the
amount shown as the tax by the husband and
wife on a joint return made under this sub-
section exceeds the aggregate of the amounts
shown as the tax upon the separate return
of each spouse-

(A) Negligence. If any part of such excess
is attributable to negligence or intentional
disregard of rules and regulations (but
without intent to defraud) at the time of
the making of such separate return, then
5 per centum of the total amount of such
excess shall be assessed. collected, and paid
in the same manner as If it were a deficiency;

(B) Fraud. If any part of such excess Is
attributable to fraud with intent to evade
tax at the time of the making of such sepa-
rate return, then 50 per centum of the total
amount of such excess shall be 0o a=e'ed.
collected, and paid, in lieu of the 50 per
centum addition to the tax provided in sec-
tion 3612 (d) (2).

(7) Rules for application of sections 275
and 291. For the purposes of section 275
(relating to period of limitations upon as-
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sre_-sent and collection). and for the pur-
pomes of section 291 (relating to delinquent
returns), a joint return made under this
subsection shall be deemed to have been
filed-

(A) Where both spouses filed separate re-
turns prior to making the joint return-on
the date the last separate return was filed
(but not earlier than the last date prescribed
by law for filing the return of either spouse):

(B) Where only one spouse filed a separate
return prior to the mahing of the joint re-
turn, and the other spouze had ILs than

D60 of gross Income for such taxable year-
on the date of the tiling of such separate
return (but not earlier than the last date
prescribed by law for the filing of such sepa-
rate return); or

(C) Where only one spouse filed a separate
return prior to the aking of the joint re-
turn. and the other spouse had gross income
of $600 or more for such taxable year-on
the date of the filing of such joint return.

(8) Rule for application of section 322.
For-the purpo=es of section 322 (relating to
refunds and credits), a Joint return made
under this subsectlon shall be deemed to
have been filed on the last date prescribed
by law for filing the return for such taxa-
ble year (determined without regard to any
extension of time granted to either spouse).

(0) Additional time for assesme nt. If a
joint return I- made under this subsection,
the period of limitations provided in sectfons
275 and 276 on the making of a-essments
and the beginning of distraint or a proceed-
ing In court for collection shall with respect
to such return nclude one year immediately
after the date of the filing of such joint re-
turn (computed without regard to the pro-
vislons of paragraph 17) of this subsection).

(10) ule for application of section 3S09
(a). For the purposes of section 3803 (a)
(relating to criminal penalties in the caz of
fraudulent returns) the term "return" in-
cludes a separate return filed by a spouse
with respect to a taxable year for rhich a
joint return Is made under this subsectlon
after the filing of such separate return.

[Sec. 51 as amended by sec. 7 (a), Rev. Act,
1940; sec. 112 (a). Rev. Act 1941: secs. 131
(c) (1). 136 (a), Rev. Act 1942; sec. 105. Rev.
Act 1943: sec. 11 (a). (b) Individual Income
Tax Act 1944: secs. 202 (c) (1). 303, Rne. Act
1948; cec. 4 (b). Pub. Law 271 (81st Cong.);
sees. 301 (b). 312 (a), Rev. Act 19511

§ 39.51-1 Individual returns--(a) In
general. For each taxable year a return
of income shall be made by each citizen
of the United States, whether residing at
home or abroad, by every individual re-
siding within the United States though
not a citizen thereof, and by every alien
individual who is a bona fide resident of
Puerto Rico during the entire taxable
year. regardless of family or marital
status, If such citizen or resident has for
sirch taxable year a gross income of $600
or more, or a gross income in excess of
the credit allowed by section 25 (b) pro-
rated as provided in section 47 (e)

(b) Joint returns--(1) In general.
(1) A husband and wife occupying the
marital status as of the last day of the
taxable year may elect to make a joint
return (see section 51 (b)) even though
one of the spouses has no gross income
or deductions, and even though the
spouses are not living together at any
time during the taxable year. However,
for the purpose or filing a nomt return,
an individual legally separated from his
spouse under a decree of separate main-
tenance shall not be considered as
married.

§ 39.51-1
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(ii) For any taxable year where a joint
return has been filed, separate returns
may not be made by the spouses after
the time for filing the return of either
has expired. See, however, subpara-
graph (2) (v) of this paragraph for the
right of an executor to file a late separate
return for a deceased spouse and thereby
disaffirm a timely joint return made by
the surviving spouse.

(iII) If a joint return is made, the gross
income and adjusted gross income of
husband and wife on the joint return are
computed in an iggregate amount and
the deductions allowed and the. net an-
come are likewise computed-on an aggre-
gate basis. Deductions limited to a
percentage of the adjusted gross income,
such as the deduction for charitable con-
tributions under section 23 (o) will be
allowed with reference to such aggregate
adjusted gross income. Similarly, in the
case of a joint return, losses of husband
and wife from sales or exchanges of cap-
ital assets are combined and 'such com-
bined losses are allowed under section
117 (d) (2) only to the extent of the
combined gains of the spouses from such
sales or exchanges, plus the net income
(or adjusted gross income if. the tax is
computed under Supplement T) or
$1,000 whichever is smaller. The "net
income" referred to in section 117 (d)
(2) is the net income computed before
reduction by one-half for the purposes
of income splitting under section 12 (d)
and is such net income computed with-
out regard to gains and losses from sales
or exchanges of capital assets. Although
there are two taxpayers on a joint re-
turn, there is only one net income. The
tax on the joint return shall be computed
on the aggregate income and the liabil-
ity with respect to the tax shall be joint
and several. A joint return may not be
made if either the husband or wife at any
time during the taxable year is a non-
resident alien. For computation of tax
on the basis of the splitting of income
In the case of a joint return, see
§ 39.12-3. For tax in the case of a jomt
return of husband and wife electing to
pay the tax under Supplement T, see
§§ 39.400-1 and 39.40!-1.

(2) Joint return after death. (i)
Since in general a joint return may not
be made if husband and wife have dif-
ferent taxable years, and since the tax-
able year of an individual closes as of
the date of his death (see § 39.47-1) no
joint return may be made for -any tax-
able year, except as provided by section
51 (b) or by section 51 (g) in the case
of the death of one or both spouses prior
to the last day of such taxable year.
Section 51 (b) Provides that a joint re-
turn may be made for the survivor and
the deceased spouse or for both deceased
spouses if the taxable years of such
spouses begin on the same day and end
on different days only because of the
death of either or both. Thus, if a
husband and wife make their returns on
a calendar year basis, and the wife dies
on August 1, 1952, a joint return may be
made with respect to the calendar year
1952 of the husband and the taxable
year of the wife beginning on January
1, 1952, and ending with her death 'on

§ 39.51-1

August 1, 1952. Similarly if husband
and wife both make their returns on the
basis of a fiscal year beginning on July 1
and the wife dies on October 1, 1952, a
joint return may be made with respect
to the fiscal year of the husband begin-
ning on July 1, 1952, and ending on June
30, 1953, and with respect to the taxable
year of the wife beginning on July 1,
1952, and ending* with her death on
October 1, 1952. Section 51 (g) -provides
that a joint return may be made, under
certain conditions, after separate re-
returns have been filed even though the
time prescribed by law. for filing the re-
turn for such year has expired. See
§ 39.51-1 (b) (3) A joint return made
under section 51 (g) after the death of
either spouse shall, with respect to the
decedent, be made only by his executor
or administrator. Thus, where no exec-
utor or administrator has been ap-
pointed, a joint return cannot be made
under section 51 (g) For the purposes
of this subparagraph the status of two
individuals as husband and wife, if one
dies prior to the close of the taxable year
of the other, shall be determined as of
the time of such death.

(ii) The provision allowing a joint re-
turn to be made for the taxable year In
which the death of either or both spouses
occurs is subject to two exceptions. The
first exception is that if the surviving
spouse remarries before the close of his
taxable year, he may not make a joint
return with the first spouse who died
during the taxable year. In such a case,
however, the surviving spouse may make
a joint return with his new spouse pro-
vided that the other requirements of
section 51 (b) are met. The second ex-
ception is that the surviving spouse may
not make a joint return with the de-
ceased spouse if the taxable year of
either spouse is a fractional part of a
year under section 47 (a) resulting from
a change of accounting period. For
example, if a husband and wife make
their returns on the calendar year basis
and the wife dies on March 1, 1952, and
thereafter the husband receives per-
mission to change his accounting period
to a fiscal year beginning July 1. 1952, no
joint return may be made for the short
taxable year ending June 30, 1952.
Similarly, if a husband and wife who
make their returns on a calendar year
basis receive permission to change to a
fiscal year beginning July 1, 1952, and
the wife dies on June 1, 1952, no joint re-
turn may be made for the short taxable
year ending June 30, 1952.

(iii) Section 51 (b) (4) provides for
-the method of making a joint return in
the case of the death of one spouse or
both spouses. The general rule is that,
in the case of the death of one spouse, or
of both spouses, the joint return with
respect to the decedent may be made
only by his executor or administrator.
By the term executor or administrator is
meant the person who is actually ap-
pointed to such office and not merely a
person who may be in charge of the
property of the decedent. An exception
is made from this general rule whereby,
in the case of the death of one spouse,
the joint return may be made by the

surviving spouse with respect to both
him and the decedent if all the following
conditions exist:

(a) No return has been made by the
decedent for. the taxable year In respect
to which the joint return is made,

(b) No executor or administrator has
been appointed at or before the time of
making such joint return.

(c) No executor or adinistrator is
appointed before the last day prescribed
by law for filing the return of the str-
viving spouse.

These conditions are to be applied with
respect to the return for each of the
taxable years of the decedent for which
a joint return may be made if more than
one such taxable year Is involved. Thus,
In the case of husband and wife on the
calendar year basis, if the wife dies in
February 1953, a joint return for the
husband and wife for 1952 may be made
if the conditions set forth above are
satisfied with respect to such return. A
joint return may also be made by the
survivor for both himself and the de-
ceased spouse for the calendar year 1053
if it is separately determined that the
conditions set forth above are satisfied
with respect to the return for such year.
If, however, the deceased spouse should,
prior to her death, make a return for
1952, the surviving spouse may not there-
after make a joint return for himself
and the deceased spouse for 1952,

(iv) If an executor or administrator
Is appointed at or before the time of
making the joint return or before the
last day prescribed by law for filing the
return of the surviving spouse, the sur-
viving spouse cannot make a joint return
for himself and the deceased spouse
whether or not a separate return for the
deceased spouse Is made by such execu-
tor or administrator. 1h such a case,
any return made solely by the surviving
spouse shall be treated as his separate
return. The joint return, If one is to
be made, must be made by both the
surviving spouse and the executor or
administrator. In determining whether
an executor or administrator is ap-
pointed before the last day prescribed by
law for filing the return of the surviving
spouse, an extension of time for making
the return is Included.

(v) If the surviving spouse makes the
Joint return provided for In subdivision
(Ill) and thereafter an executor or ad-
ministrator of the decedent is appointed,
the executor or administrator may dis-
afflrm such joint return, This disaffirm-
ance, In order to be effective, must be
made within one year after the last day
prescribed by law for filing the return
of the surviving spouse (Including any
extension of time for filing such return)
and must be made In the form of a sep-
arate return for the taxable year of the
decedent with respect to which the joint
return was made. In the event of such
proper disaffirmance the return made by
the survivor shall constitute his separate
return, that Is, the joint return made by
him shall be treated as his return and
the tax thereon shall be computed by
excluding all Items properly Includiblo
In the return of the deceased spouse.
The separate return made by the exccu-
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tor or adminstrator shall constitute the
return of the deceased spouse for the
taxable year.

(vi) The time allowed the executor or
administrator to disaffirm the joint re-
turn by the making of a separate return
does not establish a new due date for
the return of the deceased spouse. Ac-
cordingly, the provisions- of sections 291
and 294, relating to delinquent returns
and delinquency in payment of tax, are
applicable to such return made by the
executor in disaffirmance of the joint
return.

(3) Joint return after filing separate
return-(i) In general. (a) Where an
individual has filed a separate return for
-a taxable year for which a joint return
could have been made by hun and his
spouse under section 51 (b) and the time
prescribed by law for filing the return for
such taxable year has expired, such indi-
vidual and his spouse may, under condi-
tions hereinafter set forth, make a joint
return for such taxable year. The joint
return filed pursuant to section 51 (g)
shall constitute the return of the hus-
band and -wife for such year, and all

'payments, credits, refunds, or other re-
payments, made or allowed with respect
to -the separate return of either spouse
are to be taken into account in deter-
mining the extent to which the tax based

-on the joint return has been paid.
(b) For-the purpose of this section,

the determination whether an individual
is married at any time during the tax-
able year shall be made in accordance
with the provisions of section 51 (b) (5)
See § 39.51-1 (b) (1) The fact that the
taxpayer and his spouse are divorced or
legally separated at any time after the
close of the taxable year for which sep-
arate returns are filed shall not deprive
them of their right to Me a joint return
for such taxable year pursuant to section
51 (g)

(ii) Payments required before 7otnt
returns can be made. A joint return may
not be made under section 51 (g) for a
taxable year unless at or before the time
of the filing of such joint return the
following amounts are paid:

(a) All amounts previously assessed
with respect to either spouse for such
taxable year;

(b) All amounts shown as the tax by
either spouse upon his separate return
for such taxable year; and

(c) Any amount determined, at the
time of the filing of the joint return, as
a deficiency with respect to either spouse
for such taxable year if, prior to such
filing, a notice under section 272 (a) of
such deficiency has been mailed.

(iii) Time for making 2otnt return.
A joint return may not be made under
section 51 (g) with respect to a taxable
year:

(a) After the expiration of 3 years
from the last day prescribed by law for
filing the return for such taxable year
determined without regard to any ex-
tension of time granted to either spouse.
Thus where an extension of time for il-
ing returns has been granted by the
Commissioner or his representative in
accordance with section 53 (a) the ex-
tension shall be disregarded in deter-
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mining the last day upon which a Joint
return may be med after separate re-
turns have been filed.

(b) After there has been mailed to
either spouse, with respect to such tax-
able year, a notice of deficiency under
section 272 (a) if the spouse, as to such
notice, files a petition with the Tax Court
of the United States within the time
prescribed in section 272 (a) that Is,
within 90 days (or 150 days if notice is
addressed to taxpayer outside the
States of the Union and the District of
Columbia) after the mailing of the no-
tice, excluding Saturday. Sunday, or a
legal holiday in the District of Columbia
as the ninetieth day;

(c) After either spouse has com-
menced a suit in any court for the re-
covery of any part of the tax for such
taxable year; or

d) After either spouse has entered
into a closing agreement under section
3760 with respect to such taxable year,
or after any civil or criminal case aris-
ing against either spouse with respect
to such taxable year has been compro-
mised under section 3761.

(iv) Elections made in separate re-
turn. If a joint return is made under
section 51 (g), any election, other than
the election to file a separate return,
made by either spouse in his separate re-
turn for the taxable year with respect
to the treatment- of any income, deduc-
tion, 'or credit of such spouse shall not
be changed in the making of the joint
return where such election would have
been irrevocable if the Joint return had
not been made. Thus, If one spouse has
made an irrevocable election to adopt
and use the last-in, first-out inventory
method under section 22 d) this elec-
tion may not be changed upon making
the joint return under section 51 (g).

v) Additions to the tax. Where the
amount shown as the tax by the husband
and wife on a joint return made under
section 51 (g) exceeds the aggregate of
the amounts shown as tax on the sepa-
rate return of each spouse, and such
excess is attributable to negligence, in-
tentional disregard of rules and regula-
tions, or fraud at the time of the making
of such separate returns, there shall be
assessed, collected, and paid n the same
manner as if it were a deficiency an ad-
ditional amount as provided in the two
succeeding sentences. If any part of
such excess is attributable to negligence,
or intentional disregard of rules and
regulations, at the time of the making
of such separate return, but without any
intent to defraud, this additional amount
shall be 5 percent of the total amount of
the excess. If any part of such excess
is attributable to fraud with intent to
evade tax at the time of the making of
such separate return, this additional
amount shall be 50 percent of the total
amount of the excess. The latter addi-
tion is in lieu of the 50 percent addition
to the tax provided n section 3612 (d)
-2)

(v) Rules for application of sections
275 and 291. For the purpose of section
275, relating to the period of limitations
upon assessment and collection, and sec-
tion 291, relating to delinquent returns, a
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joint return made under section 51 (g)
shall be deemed to have been filed. gLvn
due regard to any extension of time
granted to either spouse, on the following
dates:

(a) Where both spouses filed separate
returns, prior to making the joint re-
turn under section 51 (g) on the date
the last separate return of either spouse
was filed for the taxable year, but not
earlier than the last date prescribed by
law for the ling of the return of either
spouse;

(b) Where only one spouse was re-
quired and did file a return prior to the
making of the joint return under section
51 (g) on the dateof the ling of the
separate return, but not earlier than
the last day prescribed by law for the
filing of such return; and

(c) Where both spouses were required
to file a return, but only one spouse did
so Me, on the date of the filing of the
Joint return under section 51 (g)

(vii) Rule for application of sect ion
322. For the purpose of section 322, re-
lating to refunds and credits, a joint
rpturn made under section 51 (g) shall
Qe deemed to have been filed on the last
date prescribed by law for filing the re-
turn for such taxable year, determined
without regard to any extension of time
granted to either spouse for filing the
return or paying the tax.

(viii) Additional time for assessment.
In the case of a joint return made under
section 51 (g) the period of limitations
provided in sections 275 and 276 shall not
be less than 1 year after the date of the
actual filing of such joint return. The
expiration of the 1 year Is to be deter-
mined without regard to the rules pro-
vided in subdivision (vi) of this subpara-
graph, relating to the application of sec-
tions 275 and 291 with respect to a joint
return made under section 51 (g)

(ix) Rule for application of section
3809 (a) For the purposes of section
3809 (a). relating to criminal penalties
in the case of a fraudulent return, the
term "return" includes a separate re-
turn filed by a spouse for the taxable
year for which a Joint return is subse-
quently made under section 51 (g)

§ 39.51-2 Form of return-(a) In
general. (1) The return shall be on
Form 1040, except in the ease of a tax-
payer entitled to elect, and who so elects,
to use the Form 1040A in accordance
with the rules prescribed in paragraph
(b) of this section. A taxpayer, even
though entitled to use Form 1040A for
the taxable year may, nevertheless, use
Form 1040 as his return. Such taxpayer
otherwise entitled to use Form 1040A as
his return for the taxable year but who
does not desire to take the standard de-
duction provided in section 23 (aa) is
required to use Form 1040 as his return
for such taxable year.

(2) The forms may be obtained from
the district directors of internal revenue
for the several internal revenue districts.
The return may be made by an agent, if
by reason of Illness, the person liable for
the making of the return Is unable to
make It. The return may also be made
by an agent If the taxpayer is unable to
make the return by reason of continuous

§ 39.51-2
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absence from the United States for a
period of at least 60 days before the date
prescribed by law for making the return.
Whenever a return is made by an agent
it must be accompamed by the prescribed
power of attorney, Form 935, except that
an agent holding a valid and subsisting
general power of attorney authorizing
him to represent his principal in making,
executing, and filing the income return,
may submit a certified copy thereof m
lieu of the authorization on Form 935.
The taxpayer and his agent, if any, are
responsible for the return as made and
incur liability for the penalties provided
-for erroneous, false, or fraudulent re-
turns. For returns of nonresident aliens,
see §§ 39.217-1 and 39.217-2.

(3) The home or residential address
of the taxpayer (including the street and
number, if any) shall be given in the
space provided at thq top of the return
for the name and address of the tax-
payer. A taxpayer having a permanent
business address may give that address
as the principal or mailing address, pro-
vided that the complete home or resi-
dential address is also given within the
space provided.

(b) Use of optionaZ return on Form
1040A. (1) An individual entitled to
elect to pay the tax imposed by Supple-
ment T (except a taxpayer making his
returns on a fiscal year basis) may elect
to use Form 1040A as his return provided
his gross Income is less than $5,000, con-
sists entirely of remuneration for per-
sonal services performed by him as an
employee, dividends, or interest, and his
gross income from sources other than
wages, as defined in section 1621 (a)
does not exceed $100. A taxpayer who
makes his return on a basis other than
the cash receipts and disbursements basis
may not use Form 1040A as his return.
A taxpayer who has made payments of
estimated tax for a taxable year may not
use Form 1040A as his return for such
year. In the case of married persons
domiciled in a community-property
State, Form 1040A may not be used as a
return by either spouse unless the aggre-
gate gross income of husband and wife
meets the tests prescribed above and
they make ajointreturn. If they desire
to file separate returns, Form 1040 must
be used.

(2) An election to make a return on
Form 1040A shall be exercised by prop-
erly executing and filing such form, to
which shall be attached all Forms W-2
received for the taxable year, with the
district director of internal revenue on or
before the due date of the taxpayer's
xeturn. Such Form 1040A, when-filled
out and executed and having attached
thereto all Forms W-2 received with
respect to wages paid in the taxable year,
shall, when tiilely filed, constitute such
individual's return for such year if he is
eligible under section 51 (f) to use the
optional return.

(c) Joint return of husband and wife
on Form 1040A. (1) If during the tax-
able year either husband or wife, or both,
derive income from wages, as defined in
section 1621 (a) and are furnished one
or more Forms W-2, and the aggregate
gross income of both spouses is less than
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$5,000, consists solely of remuneration
for services performed as an employee,
dividends, or interest, and includes a
total of not more than $100 from div-
idends, Interest, and remuneration for
personal services other than such wages,
the spouses may file a joint return on
Form 1040A signed by both spouses, and
all Forms W-2 received by both spouses
for the taxable year shall be attached
thereto.

(2) The tax computed by the district
director of internal revenue upon the
basis of a joint return on Form 1040A
shall be the lesser of the following
amounts:

(i) A tax computed as though the re-
turn on Form 1040A constituted the sep-
arate returns of the spouses, and

(if) A tax computed as though the re-
turn on Form 1040A constituted a joint
return.

(3) If a joint return is made by hus-
band and wife on Form 1040A, the lia-
bility for the tax shall be joint and
several.

(d) Head of household. In the case
of a head of a household electing to make
his return on Form 1040A in accordance
with the rules prescribed in this section,
the tax shall be computed under Supple-
ment T without regard to the status of
the taxpayer as the head of a household.

§ 39.51-3 Return of income of minor
An individual, although a minor, who
is single, is required to render a return
of income if he has -gross income (in-
cluding compensation for personal serv-
ices includible in his gross income under
seftion 22 (In) (1) of $600 or over for the
taxable year regardless of the amount
of his net income. If the aggregate of
the gross income of such a minor from
any property which he possesses and
from any funds held in trust for him- by
a trustee or guardian and from his earn-
ings is at least $600, regardless of the
amount of his net income, a return, as
in the case of any other individual, must
be made by hn or for him by his guard-
ian or other person charged with the
care of his person or property. See
§39.142-2. If he is married, see
§ 39.51-1.

§ 39.51-4 Verification of returns. (a)
A return: of an individual required to be
fied under section 51 shall contain or
be verified by a written declaration that
it is made under the penalties of per-
jury. All other income tax returns must
be verified in the manner prescribed on
the form for the return.

(b) Income tax returns actually pre-
pared by other persons for individuals
required to file returns under section 51
shall be verified as provided in section
51. If any person or persons actually
prepare any other income return for an-
other person, the prescribed form of veri-
fication on the return shall be executed
by such person or persons preparing the,
return. Such verification is required on
all such income returns required under
the Internal Revenue Code except the
following:

(1) Returns required under sections
143 and 144 (relating to withholding of
tax at the source),

(2) Returns required to be made by
departing aliens under section 140,

(3) Returns required under sections
147, 148, and 149 (relating to Informa-
tion at source),

(4) Returns by subsidiary corpora-
tions included In consolidated returns;
and

(5) Returns required under sections
338 (a) 339, and 3604 (relating to
monthly information returns filed by
officers and directors, and also monthly
and annual Information returns filed by
certain shareholders, of certain foreign
corporations, and returns as to the for-
mation of foreign corporations).
Such verification Is not required If the
actual preparation of the return is a reg-
ular and usual incident of the employ-
ment of one regularly and continuously
employed for full tine by the person for
whom the return is ibade (as in the case
of a clerk, secretary, bookkeeper, ac-
countant, etc.) If, however, the em-
ployee Is not regularly or continuously
employed by the person for whom the
return Is made for the full time, or the
actual preparation of the return is not a
regular and usual Incident of such em-
ployment, the requirements of this para-
graph apply. Thus, if the return is
prepared by an accountant or firm of ac-
countants making periodical audits of
the accounts of the person for whom
the return Is prepared, the verification Is
required. If the return s a separate
return of a married person, the verlflca.
tion is required, although the one actu-
ally preparing the return Is the husband
or wife of the taxpayer. A person who
renders mere mechanical assistance or
preparation as,'for example, a stenogra-
pher or typist, is not considered as pro-
paring the return. If, In the course of
his official duties, an internal revenue
agent, or other officer or employee of
-the Internal Revenue Service actually
prepares the return, the person for
whom the return Is made shall make In
the return a brief statement to that ef-
fect, and It will not be necessary to make
the verification required by this para-
graph.

§,39.51-5 Use of Prescribed forms,
Copies of the prescribed return forms
will so far as possible be furnished tax-
payers by -district directors of internal
revenue. A taxpayer will not be excused
from making a return, however, by the
fact that no return form has been fur-
nished to him, Taxpayers not supplied
with the proper forms should make appli-
cation therefor to the district director of
internal revenue In ample time to have
their returns prepared, verified, and filed
with the district director of Internal
revenue on or before the due date, Each
taxpayer should carefully prepare his re-
turn so as fully and clearly to set forth
the data therein called for. Returns
which have not been so prepared
will not be accepted as meeting the re-
quirements of the Internal Revenue Code.
In lack of a prescribed form a statement
made by a taxpayer disclosing his gross
income and the deductions therefrom
-may be accepted as a tentative return,
andif filed within the prescribed time the

§ 39.51-3
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statement so made will relieve the tax-
payer from liability to penalties, pro-
vided that without unnecessary delay
such a tentative return is supplemented
by a return made on the proper form.
(See further §§ 39.53-2 to 39.53-4, in-
clusive.)

§ 39.52 Statutory provisions; returns
and payment o1 tax; corporation returns.

SEc. 52. Corporation returns-(a) Re-
quirement. Every corporation subject to
taxation under this chapter shall make a
return, stating specifically the items of its
gross income and the deductions and credits
allowed by this chapter and such othei in-
formation for the purpose of carrying out
the provisions of this chapter as the Com-
missioner with the approval of the Secretary
may by regulations prescribe. The return
shall be sworn to by the president, Vice
president, or other principal officer and by
the treasurer, assistant treasurer, or chief
accounting officer. In cases where receivers,
trustees in bankruptcy, or assignees are
operating the property or business of cor-
porations, such receivers, trustees, Or as-
signees shall make returns for such corpora-
tions in the same manner and form as
corporations are required to make returns.
Any tax due on the basis of such returns
made by receivers, trustees, or assignees shall
be collected in the same manner as if col-
lected from the corporations of whose busi-
ness or property they have custody and
control.

(b) Cross reference. For provisions relat-
ing to consolidated returns, see section 141.
[ee. 52 as amended by see. 259 (f), Rev. Act
1942]

§ 39.52-1 Corporation returns. (a)
Every coruoration not expressly exempt
from tax must make a return of income,
regardless o the amount of its net in-
come. In the case of ordinary corpora-
tions, the return shall be on Form 1120.
For returns of insurance companies, see
§§ 39.201-1, 39.204-1, and 39.207-1, of
foreign corporations, see section 235; and
of afliated corporations, see section 141
and § 39.141-1. For returns of certain
,corporations, otherwise exempt from tax
under section 101 (1) (6) (7) or (14)
which are subject to the tax imposed by
section 421 (a) (1) upon their Supple-
ment U net income, see § 39.421-3. For
returns of certain governmental colleges
or universities and corporations wholly
owned by such colleges or universities,
which are subject to the tax inposed by
section 421 (a) (1) upon their Supple-
ment U net income, see § 39.421-3.

(b) A corporation having an existence
during any portion of a taxable year is
required to make a return. If a corpo-
ration was not in existence throughout
an annual accounting period (either
calendar year or fiscal year) the corpo-
ration is required to make a return for
that fractional part of a year during
which it was in existence. A'corporation
is not in existence after it ceases business
and dissolves, retaining no assets,
whether or nor under State law it may
thereafter be treated as continuing as a
corporation for certain limited purposes
connected with winding up its affairs,
such as for the purpose of suing and be-
ing sued. If the corporation has valuable
claims for which it will bring suit during
this period, it has retained assets, and
it continues in existence. A corporation
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does not go out of existence If It Is merely
turned over ta receivers or trustees who
continue to operate it. A corporation
which has received a charter, but has
never perfected its organization, which
has transacted no business and had no
income from any source, may upon pre-
sentation of the facts to the district di-
rector of internal revenue be relieved
from the necessity of making a return
as long as it remains in an unorganized
condition. In the absence of a proper
showing to the district director of n-
ternal revenue such a corporation will be
required to make a return.

(c) For information returns by corpo-
rations contemplating dissolution or
liquidation, see section 148 (d) For
ihformation returns by corporations of
distributions in liquidation, see section
143 (e) For information returns by
corporations relating to profits of the
taxable year declared as dividends, see
section 148 (b). For verification of re-
turns and use of prescribed forms, see
§§ 39.51-4 and 39.51-5.

§ 39.52-2 Returns by receivers. Re-
ceivers, trustees in dissolution, trustees
in bankruptcy, and assignees, operaUng
the property or business of corporations,
must make returns of income for such
corporations. If a receiver has full cus-
tody of and control over the business or
property of a corporation, he ,hall be
deemed to be operating such business or
property within the meaning of section
52. whether he is engaged in carrying on
the business for which the corporation
was organized or only in marshaling,
selling, and disposing of its assets for
purposes of liquidation. Notwithstand-
ing that the powers and functions of a
corporation are suspended and that the
property and business are for the time
being in the custody of the receiver,
trustee, or assignee, subject to the order
of the court, such receiver, trustee, or
assignee stands m the place of the cor-
porate officers and is required to perform
all the-duties and assume all the liabill-
ties which would devolve upon the offi-
cers of the corporation were they in con-
trol. (See sections 274 and 293 and
§§ 39.274-1 and 39.274-2.) A receiver In
charge of only part of the property of a
corporation, however, as, for example,
a receiver in mortgage foreclosure pro-
ceedings involving merely a small por-
tion of its property, need not make a
return of income.

§ 39.53 Statutory proviszons; returns
and payment of tax; time and place for
filing returns.

SEc. 53. Time and place for flling returns-
(a) Time for fling-(1) General rule.
Returns made on the basis of the calendar
year shall be made on or before the 15th day
of March following the close of the calendar
year, except fhat In the case or the return
of the fiduciary of an estate or trust, the re-
turn shall be made on or before the fifteenth
day of April following the cloze of the calen-
dar year. Returns made on the basis of a
fiscal year shall be made on or before the
fifteenth day of the third month following
the close of the fiscal year, except that in
the case of the return of the fiduciary of an
estate or trust, the return shall be made
on or before the fifteenth day of the fourth
month following the close of the ficcal year.

5S95

(2) Extcnson oftime. The Commizssoner
may grant a reaonable extension of time
for filing returns, under such rules and regu-
latlons as he chall prescribe with the an-
proval of the Secretary. Except in the cass
of taxpayers who are abroad, no such exten-
sion shall be for more than six months.

-(b) To whom return made-(l) Indzr c,-
sals. Returns (othier than corporation re-
turns) phall be made to the collector for the
district in which ia located the legal rcsl-
dence Or principal place of buzlnecs of the
person malaing the return, or, If he has' no
legal residence or principal place of business
In the United States, then to the collector
at Baltimore, Maryland.

(2) Corporation. Returns of corporatlon
rhall be made to the collector of the district
In which I, located the principal place of
busines or principal office or agency of the
corporation, or, if It h"a' no principal place
of busine= or prncipal ofico or agency in
the United States, then to the collector at
Baltimore. Maryland.

IS,c. 53 as amended by sec. 205 (b) (I), Rev.
Act 19531

§ 39.53-1 Time for filing returns. (a)
In general, returns of income must be
filed on or before the 15th day of the
third full calendar month follovng the
close of the taxable year. This rule is
subject to several exceptions, in which
the time for Mling Is as follows:

(1) In the case of a return of a non-
resident allen individual (except a bona
fide resident of Puerto Rico during the
entir- taxable year) at the time pre-
scribed in section 217.

(2) In the case of a return of a non-
resident foreign corporation, at the time
prescribed in section 235.

(3) In the case of a final return of a
decedent for a fractional part of a year,
on or before the 15th day of the third
month following the close of the 12-
month period which began with the first
day of such fractional part of the year.

(4) In the ease of any return for a
fractional part of a year, the district
director may, upon a showing by the tax-
payer of unusual circumstances, pre-
scribe a later time for the filing of the
return.

(5) In the case of a return of a fidu-
ciary of an estate or trust, on or before
the 15th day of the fourth month fol-
lowing the close of the taxable year.

(b) A corporation going into liquida-
Uon during any taxable year may, upon
the completion of such liquidation, pre-
pare a return for that year covering its
Income for the part of the year dunng
which it was engaged in busmes and
may immediately file such return with
the district director of internal revenue.
See also section 148 (d) and (e)

(c) For provisions relating to certain
cases In which the time for filing income
tax returns is postponed by reason of an
individual serving in or in support of the
military or naval forces of the United
States In a combat zone, see s-ction 3194.
See section 3805 and § 39.3805-1 as to
the time for filing income tax returns of
China Trade Act corporations.

§ 39.53-2 Extension of time for fith
returns. It is important that the tax-
payer render on or before the due date
a return as nearly complete and final as
it is possible for him to prepare. How-
ever, the Commissioner Is authorized to

§ 39.53-2
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grant a reasonable extension of time for
filing returns under such rules and regu-
lations as he shall prescribe with the
approval of the Secretary. Acordingly,
authority for granting extensions of
time for filing inbome tax returns is
hereby delegated to the various district
directors of internal revenue. Applica-
tion for extensions of time for filing in-
come tax returns should be addressed to
the district director of internal revenue
for the internal revenue district in winch
the taxpayer files his returns and must
contain a full recital of the causes for
the delay. Except in the case of tax-
payers who are abroad, no extension for
filing income tax-returns mqy be granted
for more than six months. For exten-
sions of time for payment of tax, see
sections 56 (e) and 272 (j) and
§ 39.53-3, 39.56-2, and 39.272-3.

§ 39.53-3 Extensions of time in the
case of foreign organizations, certain
domestic corporations, citizens of United
States rdszding or traveling abroad, and
nontaxable returns of fiduciaries for
estates or trusts. An extension of time
for filing returns of income is hereby
granted up to and including the 15th
day of the sixth month following the
close of the taxable year in the case of:

(a) Foreign partnersnps, regardless of
whether they maintain an office or place
of business within the United States;

(b) Foreign corporations which main-
tain an office or place of business within
the United States;

(c) Domestic corporations w h 1 c h
transact their business and keep their
records and books of account abroad;

(d) Domestic corporations whose prm-
cipal income is from sources within the
possessions of the United States; and

(e) American citizens residing or
traveling abroad, including persons in
military or naval service on duty outside
the United States.
In all such cases a statement must be
attached to the return showing that the
person for whom the return is made is a
person described in this subsection.
Taxpayers who take advantage of this
extension of time will be charged with
interest at the rate of 6 percent per an-
num on the first installment of tax, if
any, from the original due date until
paid.

§ 39.53-4 Due date of return. The
due date is the date on or before which
a return is required to be filed in ac-
cordance with the provisions of the In-
ternal Revenue Code, (including sections
3804 and 3805) and the regulations pre-
scribed thereunder or the last day, of the
period covered by an extension of time
granted by the Commissioner or a dis-
trict director of internal revenue. When
the due date falls on Sunday or a legal
holiday, the due date for filing returns
will be the day following such Sunday or
legal holiday. If placed in the. mails,
the returns should be posted in ample
time to reach the office of the district
director of internal revenue, under ordi-
nary handling of the mails, on or before
the date on which the return is required
to be filed. If a return is made and
placed in the mails in due course, prop-

§ 39.53-3

erly addressed and postage paid, in
ample time to reach the office of the dis-
trict director of internal revenue on or
before the due date, no penalty will at-
tach should the return not actually be
received by such officer until subsequent
to that date. If a question may be
raised as to whether the return was
posted in ample time to reach the office
of the district director of internal reve-
nue on or before the due date, the enve-
lope in winch the return was
transmitted will be preserved by the
district director of internal revenue and
forwarded to the Commissioner with the
return. As to additions to the tax in
the case of failure to file return within
the prescribed time, see section 291.

§ 39.53-5 Place for filing individual
returns.. (a) Section 53 (b) (1) provides
that individual returns shall be made to
the district director of internal revenue
for the internal revenue district in which
is located the legal residence or principal
place of business of the person making
the return, or, if he has no legal resi-
dence or principal place of business In
the United States, then to the District
Director of Internal Revenue at Balti-
more, Md.

(b) An individual employed on a salary
or commission basis who is not also en-
gaged in conducting a commercial or pro-
fessional enterprise for profit on his own
account does-not have a "principal place
of business" within the meaning of sec-
tion 53 (b) (1) and shall make his re-
turn to the district director of internal
revenue for the internal revenue district
in which is located his legal residence,
or, if he has no legal residence in the
United States, then to the District Di-
rector of Internal Revenue at Baltimore,
Md;

§ 39.54 Statutory provisions; returns
and payment of tax; records and special
returns.
SEc. 54. Recordsand special returns-(a)

By taxpayer. Every person liable to any tax
imposed by this chapter or for the collec-
tion thereof, shall keep such records, render
under oath such statements, make such re-
turns, and comply with such rules and regu-
lations, as the Commissioner, with the ap-
proval of the Secretary, may from time to
time prescribe.

(b) To determine liability to tax. When-
ever in the judgment of the Commissioner
necessary he may require any person, by
notice served upon him, to make a return,
render under oath such statements, or keep
such records, as the Commissioner deems
sufficient to show whether or not such person
is liable to tax under this chapter.

(c) Information at the source. For re-
quirement of statements and returns by one
person to assist in determining the tax ia-
bility of another person, see sections 147 to
150.

(d) Copies of returns. If any person,
required by law or regulations made pursuant
to law to file a copy of any income return
for any taxable.year, fails to file such copy
at the time required, there shall be due and
assessed -against, such person $5 in -the case
of an individual return or $10 in the case
of a fiduciary, partnership, or corporation
return, and the collector with whom the re-
turn Is filed should prepare such copy. Such
amount shall be collected and paid, without
interest, in the same manner as the amount
of tax due in excess of that shown by the

taxpayer upon a return in the case of a
mathematical error appearing on the face
of the return. Copies of returns filed or pro-
pared pursuant to this subsection shall re-
main on file for a period of not less than
two years from the date they are required to
be filed, and may be destroyed at any time
thereafter under the direction of the
Commissioner.

(e) Foreign personal holding conpanisc,
For information returns by officers, directors,
and large shareholders, with respect to for-
eign personal holding companies, see sections
338, 339, and 340.

For information returns by attorneys, ac-
countants, and so lorth, as to formation,
and so forth, of foreign corporations, see
section 3604.

(f) Every organization, except as herein-
after provided, exempt from taxation under
section 101 shall file an annual return, which
shall contain or be verified by a written
-declaration that it is made under the penal-
ties of perjury, stating specifically the items
of gross income, receipts., and disbursements,
and such other information for the purpose
of carrying out the provisions of this chapter
as the Commissioner, with the approval of
the Secretary, may by regulations preocribo,
and shall keep such records, render under
oath such statements, make such other re-
turns, and comply with such rules and reg-
ulations as the Commissioner, with the ap-
proval of the Secretary, may from time to
time prescribe. No such annual return need
be filed under this subsection by any organi-
zation exempt from taxation under the pro-
visions of section 101-

(1) Which is a religious organization ex-
empt under section 101 (6): or

(2) Which Is an educational organization
exempt under section 101 (6), If such or.
ganization normally maintains a regular
faculty and curriculum and normally has a
regularly organized body of pupils or stu-
dents in attendance at the place whore its
educational activities are regularly carried
on; or

(3) Which is a charitable organization, or
an organization for the prevention of cruelty
to children or animals, exempt under section
101 (6), if such organization Is supported,
in whole or in part, by funds contributed by
the United States or any State or political
subdivision thereof, or is primarily supported
by contributions of the general public: or

(4) Which is an organization exempt
under section 101 (6), If such organization
Is operated, supervised, or controlled by or
in connection with a religious organization
described in paragraph (1)' or

(5) Which is an organization exempb
solely under section 101 (3)" or

(6) Which Is an organization exempt
under section 101 (15), if such organization
is a corporation wholly owned by the United
States or any agency or Instrumentality
thereof, or a wholly owned subsidiary of such
a corporation.

[Sec. 54 as amended by see, 117, RoV, Act
19431

§ 39.54-1 Records and income tax
forms. (a) Every person subject to the
tax, except persons whose gross Income
(1) consists solely of salary, wages, or
similar compensation for Personal serv-
ices rendered, or (2) arises solely from
the business of growing-and selling prod-
ucts of the soil, shall, for the purpose of
enabling the Commissioner to determine
the correct amount of Income subject
to the tax, keep such permanent books of
account. or records, Including Inventories,
as are sufficient to establish the amount
of the gross Income and the deductions,
credits, and other matters required to
be shown in any return under chapter 1,

5896
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In addition to such permanent books and
records as are required by this para-
graph with respect to the tax imposed
by Supplement U (sections 421 to 424,
inclusive) every organization exempt
from tax under section 101 but required
by section 54 (f) to file an annual return
shall keep such permanent books of ac-
count or records, including inventories,
as are sufficient to show specifically the
items of gross income, receipts, and dis-
bursements, and such other information
as is required by § 39.101-1. The books
or records required by this paragraph
shall be kept at all times available for
inspection by internal revenue officers,
and shall be retained so long as the con-
tents thereof may become material in
the administration of any internal rev-
enue law.

(b) Income-tax forms shall be pre-
scribed by the Commissioner and shall
be executed and filed in accordance with
regulations in this part and the instruc-
tions on the form or issued therewith.

(c) The provisions of section 54 (f)
relieving certain specified types of or-
ganizations exempt from tax under sec-
tion 101 from filing annual returns do
not abridge or impair in any way the
powers and authority of the Commis-
sioner provided for in other provisions of
the Internal Revenue Code to requne
the filing of such returns by such or-
ganizations. For further regulations re-
garding proof and establishment of right
to exemption from tax, for filing of re-
turns, and keeping records by orgamza-
tions exempt from tax, see §§ 39.101-1
and 39.153-1.

§ 39.55 Statutory provszons; returns
and payment of tax; publicity of returns.

SEc. 55. Publicity of returns-(a) Public
recor7d and inspection. (1) Returns made
under this chapter upon which the tax has
been determined by the Commissioner shall
constitute public records; but, except as
hereinafter provided in this section, they
shall be open to inspection only upon order
of the President and under rules and regula-
tions prescribed by the Secretary and ap-
proved by the President.

(2) And all returns made under this chap-
ter. subchapters A. B. D. and E of chapter 2.
subchapter B-of chapter 3. chapters 4, 7. 12,
and 21. subchapter A of chapter 29, and
chapter 30, shall constitute public records
and shall be open to public examination and
inspection to such extent as shall be author-
ized in rules and regulations promulgated
by the President.

(3) Whenever a return is open to the
inspection of any person a certified copy
thereof shall. upon request, be furnished to
such person under rules and regulations
prescribed by the Commissioner with the
approval of the. Secretary. The Commis-
sioner may prescribe a reasonable fee for
Airnmshng such copy.
- (b) Inspection by States-(l) State offi-
cers. The proper officers of any State may.
upon the request of the governor thereof,
have access to the returns of any corporation,
or to an abstract thereof showing the name
and income of the corporation, at such times
and in such manner as the Secretary may
prescribe.

(2) State bodies or commissions. All In-
come returns filed under this chapter (or
copies thereof, if so prescribed by regulations
made under this subsection), shall be open
ito inspection by any official, body, or com-
,mission, lawfully charged with the adminfs-
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tration of any State tax law. If the inspec-
tion is for the purpose of such administra-
tion or for the purpose of obtaining
information to be furnished to local texhiG
authorities as provided in this paragMph.
The Inspection shall be permitted only
upon written request of the governor of
such State, designating the representative of
such official, body. or comnmi-ion to make
the inspection on behalf of such offlcial,
body, or commission. The inspection shall
be made in such maner, and at such times
and places, as shall be prescribed by relula-
tions made by the Commissioner with the
approval of the Secretary. Any Information
thus secured by any official, body, or com-
mission of any State may be used only for
the administration of the tax laws of such
State. except that upon written request of
the Governor of such State any such In-
formation may be furnished to any official.
body, or commission of any political sub-
division of such State, lawfully charged with
the administration of the tax laws of such
political subdivision, but may be furnished
only for the purpose of, and may be ured only
for, the administration of such tax laws.

(c) Inspection by shareholders. All bona
fide shareholders of record owning 1 per
centum or more of the outstanding stock of
any corporation shall, upon mak ng request
of the Commissioner, be allowed to examine
the annual income returns of such corpora-
tion and of Its subsidiaries.

(d) Inspection by committees of Con-
gross-(1) Committees on ways and means.
and finance. (A) The Secretary and any of-
ficer or employee of the Treasury Depart-
meat, upon request from the Committee on
Ways and Means of the House of Reprecent-
atives, the Committee on Finance of the
Senate, or a select committee of the Senate
or House specially authorized to investioate
returns by a resolution of the Senate or
House. or a joint committee so authorized by
concurrent resolution, shall furnish such
committee sitting in executive session with
any data of any character contained In or
shown by any return.

(B) Any such committee shall have the
right, acting directly as a committee, or by
or through such examiners or agents as It
may designate or appoint, to inspect any or
all of the returns at such times and In such
manner as it may determine.

(C) Any relevant or useful Information
thus obtained may be submitted by the com-
mittee obtaining It to the Senate or the
House, or to both the Senate and the House,
as the case may be.

(2) Joint Committee on Internal RerenuC
Taxation. The Joint Committee on Internal
Revenue Taxation shall have the same right
to obtain data and to inspect returns as the
Committee on Ways and Means or the Com-
mittee on Finance, and to submit any rele-
vant or useful Information thus obtained to
the Senate, the House of Representatives. the
Committee on Ways and Means or the Com-
mittee on Finance. The Committee on Ways
and Means or the Committee on Finance
may submit such information to the Hous
or to the Senate, or to both the House and
the Senate, as the case may be.

(e) Inspection in collector's office of list
of taxpayers. The Commissioner shall as
soon as practicable In each year cause to be
prepared and made available to public In-
spection in such manner as he may deter-
mine, in the office of the collector In each
internal revenue district and In such other
places as he may determine, lists containing
the name and the post-office address of each
person making an income-tax return in such
district.

(f) Penalties for disclosing informatfon-
(1) Federal employees and other persons.
It shall be unlawful for any collector, deputy
collector, agent, clerk, or other officer or
employee of the United States to divulge or
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to maze Imown in any manner rhatever
not provided by lawto any person the amount
or source of income, profits, lcss, expendi-
turea, or any particular theof, set forth or
disclosed In any income return, or to permit
any income return or copy thereof or any
bool: containing any abstrct or particulars
thereof to be seen or examined by any parson
except as provided by law; and It shall ba
unlawful for any person to print or publIsh
In any manner whatever not provided by
law any income return, or any part thereof
or source of income, profits, losses, or ex-
penditures appearing In any income return;
and any ollensca sainst the foregoing pro-
vislons shall be a mLdemeanor and be pun-
Isbed by a fine not exceeding $1,000 or by
Impriconment not exceeding one year, or
both. at the discretlon of the court; and if
the offender be an officer or employee of the
United States he shall be dismized from
oMce or diccharged from employment.

(2) State employes. Any, officer, em-
ployee, or agent of any State or polltlcal sub-
division, who divulges (except as authorized
In paragraph 2 of subsectlon (b), or when
called upon to testify In any judicial or ad-
mini trativo proceeding to which the State
or political subdivis ion, or such State or local
official, body, or commL-ion, as such, i- a
party) any information acquired by him
through an Inspection permitted him or
another under paragraph 2 of subsection (b)
shall be guilty of a misdemeanor and shall
upon conviction be punished by a fine of not
more than 1.000, or by Imprisonment for not
more than one year, or both.

(3) Shareholders. Any shareholder who
pursuant to the provisions of this section Is
allowed to examine the return of any cor-
poration, and who make knorn in any man-
ner whatever not provided by law the amount
or source of Income, profits, lcsses, uxpendl-
tures, or any particular thereof, set forth or
dicelosed In any such return, shall be guilty
of a misdemeanor and be punished by a fine
not exceeding 81,000 or by imprisonment not
exceeding one year. or both.

(4) Cross reference. For penalties for dis-
closing operations, style of work, or appa-
ratus of any manufacturer or producer, see
sectlon 4047.

[Se-c. 55 as amended by sec. 507, Second Rev.
Act 1940; sec. 554 (d) (1). Rev. Act 19411

§ 39.55--1 Inspection ofr e t u r n s.
(a) Any properly authorized official,
body, or commission, lavully charged
with the administration of any State
tax law, or properly designated repre-
sentatives of such officlal, body, or com-
mission. may, In the discretion of the
Commissioner, inspect income returns
for the purpose of such administration.
For the purposes of this section, the word
"returns" shall include information re-
turns, schedules, lists, and other written
statements filed with the Commissioner
designed to be supplemental to or to
become a part of income returns.

(b) Requests for permission to inspect
returns must be n writing signed by the
governor under the seal of his State, and
must be addressed to the Commiss oner
of Internal Revenue, Audit Service
Branch. Washington, D. C. The request
must state (1) the kind of returns it is
desired to inspect, (2) the taxable year
or years covered by the returns it is de-
sired to inspect, (3) the name of the offi-
cial, body, or commission by whom or
which inspection Is to be made, (4) the
name of the representative of such offi-
cial. body, or commission, designated to
make the inspection', (5) by specific ref-
erences, the State tax law which such

§ 39.55-1
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oflicIal, body, or commission is charged
with administering and the law under
which he, she, or it is so charged, (6) the
purpose for which the inspection is to be
made, and (7) if the inspection is for the
purpose of obtaining information to be
furnished to local taxing authorities, (i)
the name of the official, body, or commis-
sion of any political subdivision of the
State, lawfully charged with the admin-
istration of the tax laws of such political
subdivision, if any, to whom or to wuch
the information secured by the inspection
is to be furnished, and (ii) the purpose
for which the information is to be used by
such official, body or commission.

(c) In any case where inspection of
the returns is authorized in accordance
with the provisions of this section, the
Commissioner may, in his discretion,
permit inspection of other records and
reports which contain information in-
cluded or required by statute to be in-
cluded in the return.

(d) 'For inspection of returns, other
than on behalf of States or political
subdivisions thereof, and furnishing
copies of returns so open to inspection,
see Treasury Decision 4929, approved by
the President on August 28, 1939, and
Treasury Decision 4945, approved Sep-
tember 20, 1939.

§ 39.56 Statutory provwszons; Re-
turns and payment of tax; Payment of
tax.

SEC. 56. Payment of tax-(a) Time of
.Payment. The total amount of tax imposed
by this chapter shall be paid on the fifteenth
day of March following the close of the cal-
endar year, or, if the return should be made
on the basis of a fiscal year, then on the fif-
teenth day of the third month following
the close of the fiscal year, except that in
the case of the tax imposed upon an estate
or trust the tax shall be paid on the fifteenth
day of April following the close of the cal-
endar year, or, if the return should be made
on the basis of a fiscal year, then on the
fifteenth day of the fourth month following
the close of the fiscal year.

(b) Installment payments-(1) Estates of
decedents. In the case of the estate of
a decedent, the fiduciary may elect to pay
the tax in four equal installments.

(2) Corporations. In the case of a cor-
poration-

(A) Taxable years ending before Decem-
ber 31, 1954. The taxpayer may elect with
respect to any taxable year ending before
December 31, 1954, to pay the tax in four
installments, and in such case the amount
of the tax paid by each installment shall be
determined as follows:

If the taxable year ends- Each of the Andeachof
first 2 the last 2

Installments Installments
shall be the shall be the

On or after- And before- following following
percentage percentage
of the tax ofthe tax

Dec. 31,1951 Dec.31, 1052 35 15
Dec. 31,1952 Dec.31,1953 40 10
Dec. 31,1953 Dec.31,1954 45 5

(B) Taxable years ending on or after De-
cember 31, 1954. The taxpayer may elect
with respect to any taxable, year ending on
or after December 31, 1954, to pay the tax
in two equal installments.

(3) Dates for installment payments-(A)
Four installments. In any case in which the
tax may be paid in four installments, the

§ 39.56

first Installment shall be paid on the date
prescribed for the payment of the tax by
the taxpayer, the second installment shall
be paid on the 15th day of the third month,
the third installment on the 15th lay of the
sixth month, and the fourth installment on
the 15th day of the ninth month, after, such
date.

(B) Two installments. In any case in
which the tax may be paid in two install-
ments, the first installment shall be paid on
the date prescribed for the payment of the
tax by the taxpayer, and the second install-
ment shall be paid on the 15th day of the
third month after such date.

(4) Requirement for payment. If any In-
stallment is not paid on or before the date
fixed for its payment, the whole of the tax
unpaid shall be paid'upon notice and de-
mand from the collector.

(c) Extension of time for payment-(1)
General rule. At the request of the tax-
payer, the Commissioner may extend the
time for payment of the amount determined
as the tax by the taxpayer, or any install-
ment thereof,.for a period not to exceed six
months from the date prescribed for the
payment of the tax or an installment there-
of. In such case the amount in respect of
which the extension is granted shall be paid
on or before the date of the expiration of the
period of the extenst3n.

(2) Liquidation of personal holding com-
panics. At the request of the taxpayer, the
Commissioner may (under regulations pre-

,scribed by the Commissioner with the ap-
proval of the Secretary) extend (for a period
not to exceed five years from the date pre-
scribed for the payment of the tax) the time
for the payment of such portion of the
amount determined as the tax by the tax-
payer as is attributable to the short-term or
long-term capital gain derived by the tax-
payer from the receipt by him of property
other than money upon the complete liqui-
dation (as defined in section 115 (c)) of a
corporation. This paragraph shall apply only
if the corporation, for its taxable year pre-
ceding the year in which occurred the com-
plete liquidation (or the first of- the series
of distributions referred to in such section),
was, under the law applicable to such tax-
able year, a personal holding company or a
foreign personal holding company. An ex-
tension under this paragraph shall be granted
only if it is shown to the satisfaction of the
Commissioner that the failure to grant it will
result, in undue hardship to the taxpayer.
If an extension is-granted the amount with
respect to which the extension is granted
shall "be paid on or before the date of the
expiration of the extension. If an extension
is granted under this paragraph the Com-
missioner may require the taxpayer to furnish
a bond in such amount, not exceeding double
the amount with respect to which the exten-
sion is granted, and with such sureties as the
Commissioner deems necessary, conditioned
upon the payment of the amount with re-
spect to which the extension is granted in
accordance with the terms of the extension.

(d) Voluntary advance payment. A tax
imposed by this chapter, or any installment
thereof, may be paid, at the election of the
taxpayer, prior to the date prescribed for its
payment.

(e) Advance payment -in case of Jeopardy.
For advance payment in case of Jeopardy,
see section 146.

(f) Tax withheld at source. For require-
ment of withholding tax at source, see sec-
tions 143 and 144.

(g) Fractional-parts of cent. In the pay-
ment of any tax under this chapter a frac-
tional part of a cent shall be disregarded un-
less it amounts to one-half cent or more, in-"
which case it shall be increptsed to 1 cent.

(h) ]?ececpts. Every collector to whom
any payment of any income tax is made shall
upon request give to the person making such

payment a full written or printed receipt
therefor.

(1) Payment of tax if not computed by tax-
payer. Where under section 51 (f) a tax-
payer who is an individual Is permitted to
file return without showing the tax thereon,
and the tax is to be computed by the col-
lector, the amount determined by the col-
lector as payable shall be paid within thirty
days after the mailing by the collector to the
taxpayer of a notice stating such amount
and making demand thereof.

[See. 56 as amended by see 172 (f) (1)
Rev. Act 1942; sec. 5 (d), Current Tax Pay-
ment Act 1943; sees. 6 (b) (2), 12, Indi-
vidual Income Tax Act 1044; see, 206 (a),
(b) (2), Rev. Act- 19501

§ 39.56-1 Date on which tax shall be
pdid-(a) In general. (1) The tax, un-
less it is required to be withheld at the
source under section 1622, is to be paid
on or before the 15th day of March fol-
lowing the close of the calendar year, or,
if the return is made on the basis of a
fiscal year, on or before the 15th day of
the third month following the close of
such fiscal year. See, however, para-
graph (b) of this section with respect to
estates and trusts and § 39,59-1 with re-
spect to estimated tax,

(2) In any case In which an individ.
ual taxpayer is entitled to elect, and does
so elect, to file as his return Form 1040A,
as provided in § 39.51-2, the amount of
the tax determined by the district direc-
tor Is to be paid within 30 days after the
date of mailing by the district director
to the taxpayer of a notice stating the
amount payable by the taxpayer and
making demand upon the taxpayer
therefor.

(3) In the case of a return (other than
a return by a nonresident alien individ-
ual who does not have wages subject to
withholding under section 1622 or a non.
resident foreign corporation) for a frac-
tional part of a year, the tax is to be paid
on or before the last day prescribed for
the filing of the return (see § 39.53-1)
But see § 39.53-3.

(4) For the timq of payment of tax by a
nonresident alien individual (except a
bona fide resident of Puerto Rico subject
to the provisions of section 220) who
does not have wages subject to with-
holding under section 1622, see section
218. In the case of a nonresident alien
individual who is a bona fide resident
of Puerto Rico during the entire taxable
year and thus subject to the provisions
of section 220, the tax is to be paid at the
time provided in the case of United
States citizens and residents.

(5) For the time of payment of tax by
a nonresident foreign corporation, see
section 236.

(6) For provisions relating to certain
cases in which the time for filing income
tax returns is postponed by reason of an
individual serving in or in support of the
military or naval forces of the United
States in a combat zone, see section 3804,
See section 3805 and § 39.3805-1 as to the
time for filing income tax returns of
China Trade Act corporations.

(b) Estates.and trusts. In the case of
the tax imposed upon an estate or trust,
the tax shall be paid on or before the
15th day of April following the close of
the calendar year, or, if the return is
made on the basis of a fiscal year, on or
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before the 15th day of the fourth month
following the close of the fiscal year.

(c) Installment payments-(1)
Estates of -decedents. With respect to
estates of decedents, the fiduciary may
,elect to pay the tax in four equal install-
ments, instead of in a single payment,
in which case the first installment shall
be paid on or before the date prescribed
for the payment of the tax as a single
payment, the second installment shall
be paid on or before the 15th day of the
third month, the third installment on or
-before the 15th day of the sixth month,
and the fourth installment on or before
the 15th day of the ninth month, after
such date.

(2) Corporations; taxable years end-
ing before December 31, 1954. Wi1th re-
spect to taxable years of corporations
ending before December 31, 1954, the
taxpayer may elect to pay the tax in
four installments, and in such case the
amount of the tax paid by each install-
ment shall be as follows:

If the tanble-earends-- Each of the Andeachof
frst2 thelast 2

Instajlments Installments
shall be the shall be tho
Aollowing followlg

n e percetgo
h ftbetax

Dec. 31,1951 Dec.31,1952 35 is
Dec.51, 1952 Dec.31, 1953 40 10
Dec. 31,1953 Dee.31,1954 45 5

The first installment shall be paid on or
before the date prescribed for the pay-
ment of the tax as a single payment, the
second installment shall be paid on or

-before the 15th day of the third month,
the third installment on or before the
15th day of the sixth month, and the
fourth installment on or before the 15th
day of the ninth month, after such date.

(3) Corporations; taxable year ending
on or after December 31, 1954. 'With
respect to taxable years of corporations
ending on or after December 31, 1954,
the-taxpayer may elect to pay the tax
in two equal installments, in which case
the first installment shall be paid on or
before the date prescribed for the pay-
ment of the tax as a single payment and
the second installment on or before the
15th day of the third month after such
date.

(4) In general. (i) If the taxpayer
elects to pay the tax in installments, any
installment may be paid, at the election
of the taxpayer, prior to the date pre-
scribed for its payment. If an install-
ment is not paid in full on or before the
date fixed for its payment either by the
Internal Revenue Code er by the Com-
missioner in accordance with the terms
of an extension,.the whole amount of
the tax unpaid shall be paid upon notice
and demand from the district director of
internal revenue.

(ii) In the case of taxpayers other
than estates of decedents, and other than
corporations, the privilege of installment
payments of the tax does not apply.

§ 39.56-2 Extension of time for pay-
ment of the tax or :part or installment
thereof. (a) If it is shown to the satis-
faction of the Commissioner or the dis-
tact director that the payment of the
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-amount determined as the tax by the
taxpayer or any part or Installment
thereof upon the date or dates pre-
scribed for the payment thereof will
-result in undue hardship to the tax-
payer, the Commissioner (after August
31, 1953, the district director), at the
.request of the taxpayer, may grant an
-extension of time for the payment for a
-period not to exceed six months from the
-date prescribed for the payment of such
amount, part, or installment. However,
the extension may be for a period not to
exceed five years from the date pre-
scribed for the payment of the tax in
the case of such portion ofthe amount
determined as the tax by the taxpayer
which is attributable to the short-term
or long-term capital gain derived by the
taxpayer from the receipt by him of
property other than money upon the
complete liquidation (as defined in sec-
tion 115 (0)) of a corporation if the
corporation, for its taxable year preced-
Ing the year in which occurred the com-
plete liquidation (or the first of
the series of distributions referred
to in section 115 (c)), was, under the law
applicable to such taxable year, a per;
sonal holding company or a foreign per-
sonal holding company. An extension
will not be granted upon a general state-
ment of hardship. The term "undue
hardship" means more than an incon-
venience to the taxpayer. It must ap-
pear that substantial financial loss, for
example, due to the sale of property at
a sacrifice price, will result to the tax-
payer from making payment of the
amount at the due date. If a market
exists, the sale of property at the current
market price is not ordinarily considered
as resulting in an undue hardship.

(b) An application for an extension of
time for the payment of such tax should
be made on Form 1127 and must be ac-
companied or supported by evidence
showing the undue hardship that would
result to the taxpayer if the extension
were refused. A statement of assets and
liabilities of the taxpayer and an Item-
ized statement showing all receipts and
disbursements for each of the three
months immediately preceding the due
date of the tax are required and should
accompany the application. The appli-
cation, with the evidence, must be filed
with the district director of Internal
revenue, who, If the application Is filed
before September 1, 1953, will transmit It
to the Commissioner with his recommen-
dations as to the extension. It will be
examined and, If possible, within 30 days
wi be denied, granted, or tentatively
granted, subject to certain conditions of
which the taxpayer will be notified.
An application for an extension of time
for the payment of a tax win not be con-
sidered unless request therefor is made
to the district director of internal reve-
nue on or before the date prescribed for
payment of the tax or any part or In-
stallment thereof for which the exten-
sion is desired, or on or before the date
or dates prescribed for payment in any
prior extension granted.

(c) As a condition to the granting of
such an extension, the taxpayer will
usually be required to furnish a bond on
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Form 1130 In an amount not exceeding
double the amount of the tax or to fur-
zish other security satisfactory to the
Commissioner for the payment of the
tax, or any part or installment thereof,
on or before the date or dates przcribed
for payment In the extension, so that the
risk of loss to the Government wl
not be greater at the end of the
extension period than it was at
the beginning of the period. If a
bond Is required it shall be conditioned
upon the payment of the tax, interest,
and additional amounts assessed in con-
nection therewith in accordance with
the terms of the extension granted, and
shall be executed by a surety company
holding a certificate of authority from
the Secretary of the Treasury as an ac-
ceptable surety on Federal bonds, and
shall be subject to the approval of the
Commissioner. In lieu of such a bond,
the taxpayer may file a bond secured by
deposit of bonds or notes of the United
States equal in-their total par value to an
amount not exceeding double the amount
of the tax, or any part or installment
thereof. See 6 U. S. C. 15. A request
by the taxpayer for an extension of time
for the payment of one installment does
not operate to procure an extension of
time for payment of subsequent install-
ments. Nor does an extension of time for
filing a return operate to extend the time
for the payment of the tax or any part
thereof, unless so specified in the exten-
sion. If an extension of time ior pay-
ment of the tax, or any part or install-
ment thereof, is granted, the amount,
time for payment of which is so extended,
shall be paid on or before the expiration
of the period of the extension, together
with interest at the rate of 6 percent per
nnum on such amount from the date
when the payment should have been
made if no extension had been granted
until the expiration of the period of the
extension. See section 295.

§ 39.56-3 When fractional Part of
cent may be disregarded. In the pay-
ment; of taxes a fractional part of a cent
shall be disregarded unless it amounts
to one-half cent or more, in which case
It shall be increased to 1 cent. Frac-
tional parts of a cent should not be dis-
regarded in the computation of taxes.

§ 39.56-4 Rece2pts for tax Payments.
Upon request a district director of in-
ternal revenue will give a receipt for
each tax payment. In the case of pay-
ments made by check or money order
the canceled check or the money order
receipt Is usually a sufficient receipt. In
the case of payments in cash, however,
the taxpayer should in every instance
require and the district director of in-
ternal revenue should furnish a receipt.

§ 39.57 Statutory provsons; returns
and payment of tax; examznation of re-
turns and determtnation of ta.

Szc. 57. Examfnatfon of return and de ter-
minatton of ta. Ac soon a3 practleble
after the return I reed the Commss-doner
nhall examine It and shall determine the
correct amount of tha tax.

§ 39.57-1 Exammnation of return and
determination of tax by the Commzs-
sioner. As soon as practicable after re-
turns are filed, they will be examinzd and

5 39.57-1,
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the correct amount of the tax determined
under such procedure as may be pre-
scribed from time to time by the Com-
missioner. See section 272.

§ 39.58 (a) Statutory prowmsons; re-
turns and payment of tax; declaration
of estimated tax by zndivzduals; require-
ment of declaration.

SEC, 58. Declaration of estimated tax by
individuals-(a) Requirement of' declara-
tion. Every individual (other than an estate
or trust and other than a nonresident alien
with respect to whose wages, as defined in
section 1621 (a), withholding under Sub-
chapter D of Chapter 9 is not made npplica-
ble, but including every alien individual
who is a resident of Puerto Rico during the
entire taxable year) shall, at the time pre-
scribed in subsection (d), make a declaration
of his estimated tax for the taxable year if-

(1) His gross income from wages (as de-
fined in section 1621) can reasonably be ex-
pected to exceed the sum of- $4,500 plus $600
with respect to each exemption provided in
section 25 (b); or

(2) His gross income from sources other
than wages (as defined in section 1621) can-
reasonably Ie expected to exceed $100 for the
taxable year and his gross income to be $600
or more.
[Sec. 58 (a) as amended by sec. 5 (h), Cur-
rent Tax Payment Act 1943; see. 13 (a),
Individual Income Tax Act 1944; see. 102 (b)
(4), Rev. Act 1945; sec. 202 (a), Rev. Act
1948; sec. 221 (g), Rev. Act 1950)

§ 39.58 a)-1 Declarations of estimated
tax. (a) A declaration of estimated tax
shall be made by every citizen of the
United States, whether residing at home
or abroad, every individual residing in
the United States though not a citizen
thereof, every nonresident alien who is
a resident of Canada, Mexico, or Puerto
Rico and who has wages subject to with-
holding at the source under section 1622,
and every nonresident alien who has
been, or expects to be, a resident of
Puerto Rico during the entire taxable
year, if such citizen or resident or alien
can reasonably be expected to have for
such taxable year-

(1) Gross income from wages subject
to withholding under section 1622 in
excess of the sum of $4,500 plus $600
for each exemption allowable as a credit
under section 25 (b) or

(2) Gross income of more than $100
from sources other than wages subject
to withholding under section 1622 and
total gross income of $600 or more.

(b) In the case of a husband and wife,
whether or not they are living together,
a joint declaration of estimated tax mdy
be made if the gross income of either
spouse meets the requirements of sec-
tion 58 (a) If the gross income of each
spouse meets the requirements of sec-
tion 58 (a) either a joint declaration
must be made or a separate declaration
must be made by each. For the purpose
of determimng whether a declaration of
estimated tax is required under the pro-
visions of. section 58 (a) a married
person may not take Into account the
exemption of his spouse, if his spouse
has, or is reasonably expected to have,
gross income.

c) In estimating his gross Income for
the taxable year a parent should not take
Into account the income of his minor
child. Such income is not includible in

§ 39.58 (a)

,the gross income of the parent. See sec-
tion 22 (m)

(d) A nonresident alien who Is (1) a
xesident of Canada or Mexico, who enters
into and leaves the United States at fre-
quent intervals, or. (2) a resident of
Puerto Rico, and who has wages subject
to withholding under the provisions of
section 1622 is required to file a declara-
tion of estimated tax if his gross income
meets the requirements of section 58 (a)
In the case of a nonresident alien (other
than an allen resident of Puerto Rico
-for the entire taxable year) gross income
means only gross income from sources
within the United States. See sections
212 (a) and 220. As to what constitutes
gross income from sources within the
United States, see section 119 and the
regulations thereunder. Thus, for ex-
ample, a nonresident alien over the age
of 65 years, living in Mexico with his wife
and one dependent child throughout
1952, makes his return on a calendar year
basis. His wife and child are also non-
resident aliens. He is employed as an
executive in El Paso, Texas, at a salary
of $8,000 per annum and enters and
leaves the United States at frequent in-
tervals in pursuit of such employment.
Neither husband nor wife has any
reasonable expectation of any other in-
come from United States sources. Since
his wages derived from sources within
the United States in 1952 can reason-
ably be expected to amount to more than
$4,500 plus $2,400 (the aggregate of four
exemptions, including one exemption for
old age) or $6,900, a declaration of esti-
mated tax must be filed for such resident
of Mexico for 1952.

(e) A nonresident alien who has been,
or expects to be, a resident of Puerto Rico
during-the entire taxable year is required
to file a declaration of estimated tax if
his gross income meets the requirements
of section 58 (a) For the purpose of
such declaration, gross income means
gross income from all sources, other than
sources within Puerto Rico, but including
amounts received for services performed
as an employee of the United States or
any agency thereof. See sections 116
(1) and 220.

(f) An estate or trust, though gen-
erally taxed as an individual, is not with-
in the scope of the system of current
payment of the tax, and hence is not re-
quired to file a declaration.

(g) The application of these provi-
sions may be illustrated by the following
examples:

Example (1). H, a taxpayer making his
return on the calendar year basis, Is married
and has two dependent children. Neither
his wife nor his children have any source
of Income. H's wife has been blind for
several years and it is reasonable to assume
that she will not regain her sight in 1952.
H's salary from January 1 to June 30, 1952,
is at the annual rate of sO00. However,
effective July 1, -1952, his annual salary is
increased to $9,000 and under the facts
then existing it.is reasonable to assume that
his salary for the remaffing portion of 1952
will remain unchanged and that his total
salary for the year will, therefore, be $8,000.
Since such amount is in excess of $4,500 plus
$3,000 (the aggregate of five exemptions,
including the two exemptions for the blind
s1 ouse)* or $7,500, H Is required to file a

declaration of estimated tax for 1952, As to
when such declaration Is required to be
filed, see §139.68(d)-1(a),

Example (2). P, a professional man on-
gaged In the practice of his profession on his
own account, has gross income of $400 from
such profession for the two months of Janu-
ary and February 1952. It can reasonably be
expected that he will have no Income during
1952 from any other source. Since P has
gross Income which can for 1952 reasonably
be expected to exceed $600 and such Income
does not constitute wages subject to with-
holding, he Is required to file a declaration
of estimated tax regardless of his marital
status and regardless of the number of ox-
emptions to which he may be entitled for
that year.

Example (3). S has been regularly em-
ployed for many years 'prlor to January 1,
1952, at which date his weekly wage Is $50.
S also owns stock in a corporation from
which he has derived regularly for many years
prior to 1952 annual dividends ranging from
8120 to $160. In view of the fact that for
1952 S can reasonably be expected to receive
gross income of $600 or more, which includes
more than $100 of income from sources other
than wages as defined In section 1621 (a), he
is 'required to make a declaration of estl-
mated tax for such year regardless of his
marital status or the number of exemptions
to which he may be entitled.

Example (4). T, a married taxpayer, who
makes his return on the calendar year basis,
Is employed at the beginning of 192 at an
annual salary of $7,500, which, on the baals
*of facts then existing, will, it is expected, not
undergo any change throughout 1952, His
wife owns stock upon which dividends rang-
ing from $75 to $100 have boon paid rogu-
larly during the years before 1052, T has
two dependent children, one of whom has
no source of Income in 1052; the other child,
however, is employed on a part-time basis
and ,may reasonably be expected to receive
compensation of $650 In 1952. T also con-
tributes the major portion of the stpport
of his mother whose only source of Incomo
is approximately $100 per year from a trust
fund. Under these facts for the purpose
of determining whether he Is required to
file a declaration, T may take Into account
only three exemptions, one for himself, 01e
for his mother, and one for the child ex-
pected to receive less than $600 gross income
in 1952. Since his expected salary of $7,500
exceeds the sum of $4,600 plus $1,800 (three
exemptions), or $6,300, T is required to file
a declaration of estimated tax for 1052, In
computing his estimated tax on a separate
declaration, T may not take Into account
any exemption for his wife since she Is rea-
sonably expected to have gross Incomo in
1952. If, however, a Joint declaration Is
made and the tax is estimated on the basis
of the aggregate net Income, account may be
taken of an exemption for the wife.

§ 39.58 (b) Statutory provisions; rc-
turns and Payment of tax; declaration
of estimated tax by individuals; contents
of declaration.

SEC. 58. Declaration o1 estimated tax by
individuals. * * *

(b) Contents of declaration. In the dec-
laration required under subsection (a) the
Individual shall state-

(1) The amount which he estimates as
the amount of tax under this chapter for
the taxable year, without regard to any
credits under sections 32 and 85 for taxes
withheld at source and without regard to
the tax imposed by subchapter E on sell-
employment income;

(2) The amount which he estimates as
the credits for the taxable year under aco-
tlons 32 and 85; and
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(3) The excess of the amount estimated
under paragraph (1) over the amount esti-
mated under paragraph (2), which excess
for the purposes of this chapter shall be
considered the estimated.tax: for the taxable
year.
The declaration shall also contain such other
information for the purposes of carrying
out the provisions of this chapter as the
Commissioner, with the approval of the
Secretary, may by regulations prescribe, and
shall contain or be verified by a written
statement that it is made under the penal-
ties of perjury.
[Sec. 58 (b) as amended by sec. 5 (a), Cur-
rent Tax Payment Act 1943; sec. 13 (a),
Individual Income Tax Act 1944; sec. 208
(d) (4), Social Security Act Amendments
1950]

§ 39.58 (b)-1 Form and contents of
declaration of estimated tax-(a) In
general. (1) The declaration of esti-
mated tax shall be on Form 1040-ES.
The form may be obtained from the dis-
trict directors of internal revenue of the
several districts. It shall be executed,
verified, and filed in accordance with
the regulations in this part and the
instructions on the form issued there-
with. For the purposes of making the
declaration, the amount of gross in-
come which the taxpayer can reasonably
be expected to receive or accrue, as the
case may be, depending upon the method
of accounting upon the basis of which
-the net income is computed, and the
amount of the estimated allowable de-
ductions and credits to be taken into
account in computing the amount of
the estimated tax, shall be determined
upon the basis of facts and circum-
stances existing as at the time pre-
scribed for the filing of the declaration.
If, therefore, the'taxpayer is employed
at the date of filing his declaration
at a given wage or salary, it should, in
the absence of circumstances indicat-
ing the contrary, be presumed by him for
the purposes of the declaration that such
employment will continue to the end of
-the taxable year at the wage or salary
received by him as at the date of making
the declaration. In the case of the re-
cipient of income other than wages the
.regularity in the payment of income,
such as dividends, interests, rents,
royalties, and income arising from
estates and trusts is a factor to be taken
into consideration. Thus, if the tax-
payer owns shares of stock in the X
Corporation and dividends have been
paid regularly for several years upon
such stock, the taxpayer in the prepara-
tion of his schedules preliminary to the
execution of Form 1040-ES should, m
the absence of information indicating a
change in the dividend policy, include
the prospective dividends from the X
Corporation for the taxable year as
well as those actually received in such
year prior to the filing of the declaration.
In the case of a taxpayer engaged in
business on his own account, there shall
be made an estimate of gross income and
deductions and credits in the light of the
best available information affecting the
trade, business, or professin.

(2) In the case of any individual who
can, at the time of the preparation of
Form 1040-ES, reasonably anticipate
that his gross income will be of such
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amount and character as to enable him
to elect upon his return for such year
to compute the tax under section 400 in
lieu of the normal tare and surta., the
declaration of estimated tax may be
made upon the basis set forth In sec-
bion 400 and § 39.400-1. The filing of a
declaration computed upon the basis of
section 400 shall not constitute an clec-
tion under section 402 and shall not per-
mit the filing of a return under section
400 unless the taxpayer comes within the
provisions of sections 400 and 401. For
the purposes of computing the tax lia-
bility under chapter 1 in the case of mar-
ned persons, if the net Income of one
spouse is determined without regard to
the standard deduction, the standard
deduction is not allowed to either. (See,
however, § 39.23 (aa)-1 (c) for excep-
tions where spouses are legally separated
or are not living together.) Hence, to
avoid the risk of underestimating the tax
in such case, one spouse should not use ,
section 400 in computing the estimated
tax unless the other spouse also uses sec-
tion 400 or employs the standard de-
duction in computing the estimated tax.

(3) The declaration may be made by
an agent if, by reason of Illness, the
person liable for the making of the dec-
laration is unable to make it. The dec-
laration may also be made by an agent
if the taxpayer is unable to make the
declaration by reason of continuous ab-
sence from the United States (including
Puerto Rico as if a part of the United
States) for a period of at least 60 days
prior to the date prescribed by law for
making the declaration. Whenever a
declaration is made by an agent It must
be accompanied by the prescribed power
of attorney, Form 935, except that an
agent holding a valid and subsisting gen-
eral power of attorney authorizing him
to represent his principal In mak-ing,
executing, and filing the declaration,
may submit a certified copy thereof in
lieu of the authorization on Form 935.
The taxpayer and his agent, if any, are
responsible for the declaration as made
and incur liability for the penalties pro-
vided for erroneous, false, or fraudu-
lent declarations.

(4) The home or residential address of
the taxpayer (including the street and
number, if any) shall be given in the
space provided on the form. A tax-
payer having a permanent btsiness ad-
dress may give that address as the prin-
cipal or mailing address, provided that
the complete home or residential address
is also given within the space provided.

(b) Contents of declaration. The
declaration shall contain (1) the amount
estimated as the tax for the taxable year
after the application of the credit for
foreign tax, if any, but without regard
to the credits under sections 32 and 35;
(2) the amount estimated by the tax-
payer as the sum of the credits under
such sections; and (3) the excess, if any,
of the amount shown under (1) over the
amount shown under (2), which excess
shall be the estimated tax for such tax-
able year. The estimated tax need not

-include an amount estimated as the tax
on self-employment income imposed by
section 480.
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§ 39.58 (b)-2 Use of prescribed forms.
Copies of the prescribed declaration
forms will so far as possible be furnished
taxpayers by district directors of internal
revenue. A taxpayer will not be excused
from making a declaration, however, by
the fact that no declaration form has
been furnished to him. Taxpayers not
supplied with the proper forms should
make application therefor to the district
director of internal revenue in ample
time to have their declarations prepared,
veriied, and filed with the district direc-
tor of internal revenue on or before the
due date. Each taxpayer should care-
fully prepare his declaration so as to sat
forth fully and clearly the data therein
called for. If the prescribed form is not
available, a statement disclosing his esti-
mated income tax, his estimated credits,
and his estimated tax after deducting
such credits may be accepted as a tenta-
tive declaration, and if filed withnn the
prescribed time, accompanied by the pay-
ment of the required installment, the
statement so made will relieve the tax-
payer from liability to penaltizs, Pro-
vfded, That without unnecessary delay
such a tentative declaration is supple-
mented by a declaration made on the
proper form.

§ 39.58 (c) Statutory promzons; re-
turns and payment o1 tax; declaration of
estimated tax by individuals; joint dec-
laration by husband and ife.

Szc. 58. Declaration of estimat d taX by
individuals. 0 0 *

(c) Joint declaration by husband and
.lfe. In the caca of a husband and wife, a
single declaration under this section may be
made by them jointly. in which case the li-
blity with respect to the estimated tax shall
be joint and ceveral. No joint declaration
may be made it either the husband or wife is
a nonrcJdent alien If a joint declaration
Is made but a joint return is not made for
the taxable year, the estimated tax for such
year may be treated as the estimated tax of
either the husband or the wife, or may- be
divided between them.

[Sec. 58 (c) ns added by sec. 5 (a), Current
Tax payment Act 1943; as amended by sec.
13 (a). Individual Income Tax Act 19441

§ 39.58 (c)-1 Joint declarations by
husband and wife. (a) A husband and
wife may make a Joint declaration even
though they are not living together. A
joint declaration may not be made after
the death of either the husband or wife
or if either the husband or wife is a non-
resident alien, including such an alien
who is a bona fide resident of Puerto
Rico during the entire taxable year.
However, if it is reasonable for a sur-
viving spouse to assume that there will
be filed a joint return for himself and
the deceased spouse for taxable years
which include the last taxable year of
the deceased spouse, he may, in mak-ng
a separate declaration for his taxable
year which includes the period compris-
Ing such last taxable year of his spouse,
estimate net income on an aggregate
basis and compute his estimated tax in
the same manner as though a joint dec-
laration had been filed. For computa-
tion of tax in case of a joint return, see
§ 39.12-3.

(b) A joint declaration of a husband
and wife, if not made by an agent (see

§ 39.58 cl-1
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§ 39.51-2) shall be signed by both
spouses. If signed by onespouse as agent
for the other, authorization for such ac-
tion must accompany the declaration.
The spouse acting as agent for the other
shall, with the principal, assume the re-
sponsibility for makmg, the declaration
and incur liability for the penalties pro-
vided for erroneous, false, or fraudulent
declarations.

(c) If a joint declaration is made by
husband and wife, the liability with re-
spect to the estimated tax shall be joint
and several. -The fact that a joint-dec -

laration of estimated tax is made by
them will not preclude a husband and
his wife 'from filing separate returns.
In case a joint declaration is made but
a joint return as not made for the same.
taxable year, the payments .made on
account of the estimated tax for such
year may be treated as payments on
account of the tax liability of either the
husband or wife for the taxable year or
may be divided between themT in any
manner they see fit.

(d) If a joint declaration is made by
husband and wife and thereafter one
spouse dies, no further payments of esti-
mated tax on account-of such joint dec-
laration, are required from the estate of
the decedent. The surviving spouse,
however, shall be liable for the payment
of subsequent installments of the joint
-estimated tax unless an amended dec-
laration setting forth the separate esti-
,mated tax for the taxable year i filed
by such spouse. Such separate esti-
mated tax shall be paid at the time and
in the amounts determined under the
rules prescribed in § 39.59-1. For the
purposes of the amended declaration, the
payments made pursuant to the joint
declaration may be divided between the
decedent and the surviving spouse in
such proportion as the surviving spouse
and the legal representative of the de-
cedent may agree.

§ 39.58 (d) Statutory provisions; re-
turns and payment of tax; declaration of
estimated tax by individuals; time and
place for filing.

SEC. 58. Declaration of estimated tax by
individuals. * * *

(d) Time and place for filing-(1) In
general. The declaration required under sub-
section (a) shfll be filed on or before March
15 of the taxable year, except that if the
requirements of section 58 (a) are first met

(A) after March 1 and before June 2 of
the taxable year, the declaration shall be
filed on or before June 15 of the taxable
year, or

(B) after June 1 and before September 2
of the taxable year, the declaration shall-be
filed on or before September 15 of the tax-
able year, or

(C) after September 1 of the taxable year,
the declaration shall be filed on or before
January 15 of the succeeding taxable year.

(2) Amendment of declaration. An indi-
vidual may make amendments of a declara-
tion filed during the taxable year under
this subsection, under regulations prescribed
by the Commissioner with the approval of
the Secretary. If so made, such amendments
may be filed on or before the fifteenth day
of the last month of any quarter of the tax-
able year subsequent to that in which the
declaration was filed and in which no pre-
vious amendment has been filed, except that
in the case of an amendment filed after

RULES AND REGULATIONS

September 15 of the taxable year, it may- be
filed on or before January 15 of the suc-
ceeding taxable year. Declarations and
amendments thereof shall be filed with the
collector specified in section 53 (b) (1).
(3) Return as declaration or amendment.

.If on or before January 15 of the succeeding
-taxable year the taxpayer files a return, for
the taxable year for which the declaration is
required, and pays in full the amount com-
puted on the return as payable, then, under
regulations prescribed by the Commissioner
with the approval of the Secretary-

(A) If* the declaration is not required to
be filed during the taxable year, but is re-

-quired to be filed on or before such January
15, such return shall, for the purposes of this

,chapter, be considered as such declaration;
and

(B) If the tax shown on the return (re-
duced by the credits under sections 32 and
35) is greater than the estimated tax shown

-in a declaration previously made, or in the
'last amendment thereof, such return shall,
for the purposes of this chapter, be con-
.sidered as the amendment of the declaration
permitted by paragrapt (2) to be filed on or
before such January 15.

.[Sec. 58 (d) as added by see. 5 (a), Current
Tax Payment Act 1943; amended by sec. 13
(a), Individual Income Tax Act 1944]

§ 39.58 (d) -1 Time and place for filing
declarations-(a) Time for filing decla-

-ration. (1) Declarations of estimated
-tax for the.calendar year shall (except in
the case of farmers, as to whom see
§ 39.60L-1) be made on or before March

-15th of such year by- every individual
whose then anticipated income for the
current calendar year meets the require-
ments of section 58 (a) If, however,
the requirements necessitating the -filing
of- the declaration are first met, in the
case of a taxpayer on the calendar year
basis, after March 1st, but before June 2d
of the calendar year, the declaration must
-be filed on or before June 15th; if such
requirements are first met after June
1st and before September 2d, the decla-
ration must be filed on or before Septem-
ber 15th; and if such requirements are
first met after September 1st, the decla-
ration must be filed on or before January
15th of the succeeding calendar year.
In the case of a taxpayer on the fiscal
year basis, see § 39.60-3.

(2) The requirements with respect to
the filing of the declaration are *those
prescribed in section 58 (a) The re-
quirements with respect to the time for
filing the declaration apply alike to such
nonresident aliens as are required to
make a declaration as well as to United
States citizens and residents. In the
case of certain individuals, serving in or
in support of the military or naval forces
of the United States in a combat zone,
the provisions of section 3804 relative to
the -time for filing returns are also appli-
cable with respect to the time for filing
declarations. In the case of any such
-individual, however, if the time for filing
the return for a taxable year Is post-
poned under section 3804, a declaration
of estimated tax for such taxable year is
not required.

(b) Place for filing declaration. (1)
The declaration of estimated tax and
amendments and revisions thereof shall
be filed With the district director of in-
ternal revenue for the internal revenue
district in which is located the legal

residence or principal place of business
-of the person making the declaration,
or if he has no legal residence or princi-
pal place of business In the United States,
then with the district director of Internal
revenue at Baltimore. Md, Any amended
declaration shall be filed with the district
director of internal revenue for the
internal revenue district in which the
original declaration was filed.

(2) An Individual employed on a sal.
ary or Qommisslon basis who is not also
engaged In conducting a commercial or
professional enterprise for profit on his
own account does not have a "principal
place of business" within the meaning of
this paragraph and shall make his
declaration to the district director of
internal revenue for the Internal revenue
district in which is located his legal resi-
dence, or if he has no legal residence
in the United States then to the district
director of Internal revenue at Baltimore,
Md.
(c) Amended declarations. In tho

making of a declaration of estimated tax,
the statute requires the taxpayer to take

-into account the then existing facts and
circumstances as well as those reason-
ably to be anticipated relating to pro-
spective gross income, allowable de-
ductions, and estimated credits for the
taxable year. Amended or revised dec-
larations may be made in any case in
which the taxpayer estimates that his
gross Income, deductions, or credits will
differ from the gross income, deductions,
or credits reflected In the previous decla-
ration. An amended declaration may

'also be made based upon a change In the
number of exemptions to which the tax-
payer may be entitled for the then cur-
rent taxable year. An amended decla-
ration may be filed jointly by husband
and wife even though separate dec-
larations have previously been filed.
Such amended declaration shall be on
Form 1040-ES, marked "Amended." No
amended or revised declaration may be
filed in the quarter in which the original
declaration has been filed nor In any
subsequent quarter In which a prier or
revised declaration has been filed.
Where an original declaration has pre-
viously been filed: In the case of a tax-
payer on the calendar year basis, an
amended declaration to be filed after
September 15 may be filed on or before
January 15 of the succeeding calendar
year; In the case of a taxpayer on thb
fiscal year basis, an amended declaration
'to be filed after the 15th day of the
ninth month of such fiscal year may bo
filed on or before the 15th day of the
succeeding fiscal year. Thus, If a tax-
payer is on a fiscal year basis beginning
July 1, 1952, an amended declaration
to be filed after March 15, 1953, may be
filed on or before July 15, 1953.

(d) Return as a declaration o1 esti-
mated tax or amendment thereof. (1)
If the taxpayer files his return for the
calendar year on or before January 15th
(in the case of a farmer, January 31st,
see § 39.60-1) of the succeeding calendar
year (or if the taxpayer Is on a fiscal
year basis (see § 39.60-3), on or before
the 15th day (in the case of a farmer,
the last day) of the first month Immedi-

6 39.58 (d)
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ately succeeding the close of such fiscal
year--see § 39.60-3 (b)) and pays in full
the amount of tax shown by such return
as payable, then:

(I) Such return shall be considered
also as a declaration for such taxable
year if, in such case, the taxpayer first
met the requirements of section 58 (a)
(relating to the requirements with re-
spect to filing of declarations) after
September 1st of the taxable year
(or the 1st day of the ninth month of
the taxable year if the taxpayer is on a
fiscal year basis) and

(ii) If the tax shown on such return
differs from the estimated tax shown in
the previously filed declaration, such re-
turn shall be considered as an amended
declaration the filing of which before
the 15th day of the first month following
the close of the taxable year is permitted
by section 58 (d) (2)
Hence, for example, an Individual tax-
payer on the calendar year basis who,
subsequent to September 1, 1952, first
meets the requirements of section 58 (a)
which necessitate the filing of such dec-
laration m 1952, may satisfy the require-
ments as to the filing of such declara-
tion by filing his return for 1952 on or
before January 15, 1953, and paying In
full at the time of such filing the tax
shown thereon to dbe *payable.

(2) Likewise, if a taxpayer files on or
before September 15th a timely declara-
tion for such year and subsequent
thereto-and on or before January 15th
of the succeeding taxable year (or cor-
-esponding date in the case of a taxpayer
on the fiscal year basis) files his return
for such year, and pays at the time of
filing the tax shown by the return to be
payable, such return shall be treated as
an amended declaration timely filed.

(3) For the purposes of section 58 (d)
(3) a taxpayer may file his return, Form
1040, on or before the 15th day of the
first month following the close of the
taxable year even though he has not
been furnished Form W-2 by his em-
ployer. In such case the taxpayer shall
compute, as accurately as possible, his
wages for such year and the tax with-
held for which he-is entitled to a credit,
reporting such wages and tax on is
return, Form 1040, together with all other
pertinent information necessary to the
determination of his tax liability for such-
year.
- § 39.58 (e) Statutory provtszons; re-

turns and payment of tax; declaration
of estimated tax by indivmduals; exten-
san. of time.

SEC. 58. Declaration of estimated tax by
2ndivduals. * * *

(e) Extenston of time. The Commissioner
may grant a reasonable extension of the
time for filing declarations and paying the
estimated tax, under such rules and regula-
tions as he shall prescribe with the approval
of the Secretary. Except in the case of
.taxpayers who are abroad, no such extension
shall ,be for more than six months.
[See. 58 (e) as added by see. 5 (a), Current
Tax Payment Act 1943; amended by sec. 13
(a), Individual Income Tax Act 1944]

§ 39.58 (e)-1 Extension of time for
filing declarations. (a) It is important
that the taxpayer render on or before
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the due date a declaration of estimated
tax as accurate as the facts and circum-
stances then existing or Teasonably to
be anticipated permit. However, the
Commissioner Is authorized to grant a
reasonable extension of time for filing
declarations under such rules and regu-
lations as he shall prescribe with the ap-
proval of the Secretary. Accordingly,
authority for granting extensions of time
for filing declarations is hereby delegated
to the various district directors of In-
ternal revenue. Applications for ex-
tensions of time for filing declarations
shall be addressed to the district director
of internal revenue for the Internal reve-
nue district in which the taxpayer files
his income tax returns, and must contain
a full recital of the causes for the delay.
Except in the case of taxpayers who are
abroad, no extension for filing declara-
tions may be granted for more than six
months.

(b) An extension of time for filing the
declaration of estimated tax otherwise
due on or before the 15th day of the third
month of the taxable year is hereby
granted to and including the 15th day of
the sixth month of the taxable year In
the case of United States citizens out-
side continental United States, Hawaii,
and Puerto Rico on the 15th day of the
third month of the taxable year.

(c) An extension of time for filing the
declaration of estimated tax automati-
cally extends the time for paying the
estimated tax (without Interest) for the
same period.

§ 39.58 (f)-(h) Statutory Provisions;
returns and Payment of tax; declaration
of estimated tax by individuals; persons
under disability; signatures presumed
correct; Publicity of declaration.

Sc. 58. Declaration of estimated tax b11
individuals. 0 0 *

(f) iFPersons under disability. If the tax-
payer Is unable to make his own declaration,
the declaration shall be made by a duly
authorized agent or by the guardian or other
person charged with the care of the person or
property of such taxpayer.

(g) Signatures presumed correct. The fact
that an indivldual's name is signed to a Siled
declaration shall be prima fato evidence for
all purposes that the declaration wan actually
signed by him.

(h) Publicity of declaration. For the pur-
poses of section 55 (relating to publicity of
returns). a declaration of estimated tax shall
be held and considered a return under this
chapter.

[Sec. 58 (f) to (h) as added by see. 6 (a),
Current Tax Payment Act 1943J

§ 39.58 h)-1 Publicity of returns.
The declaration of estimated tax con-
stitutes, within the meaning of section
55. a return. Hence, the rules provided
under that section with respect to pub-
licity of returns are equally applicable to
declarations of estimated tax. See sec-
tion 55 and § 39.55-1.

§ 39.59 Statutory provisions; returns
and payment of tax; payment o1 esti-
mated tax.
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S=c. 59. Paljment Of estimated tar-(a)
In general. The estimated tax shall be paid
as fouovm:

(1) If the declaration is filed on or before
March 15 of the taxable year, the estimated
tax nhall be pald in four equal in.tallments.
The first Installment shall be paid at the
time Of the filing of the declaration, the sec-
end and third on June 15 and September 15,
re3pcctively. of the taxable year, and the
fourth on January 15 of the succeeding tax-
able year.

(2) If the declaration 13 fied after Uarch,
15 and not after June 15 of the taxable
year. and i- not required by section 53 (d) to
be filed on or berore March 15 of the tax-
able year, the estimated tax shall be paid In
three equal Installments. The first install-
ment shall be paid at the time of the filing
of the declaration, the second on September
15 of the taxable year, and the third on Jan-
uary 15 of the succeeding taxable year.

(3) If the declaration is filed after June
15 and not after September 15 of the tax-
able year, and is not required by section 53
(4) to be filed on or before June 15 of the
taxable year, the estimated tax shall be paid
In two equal Installments The first Install-
ment shall be paid at the time of the filing
of the declaration, and the second on Jan-
unary 15 of the succeeding taxable year.

(4) If the declaration Is filed after Sep-
temb2r 15 of the taxable year, and I- not
required by section 58 (d) to be filed on or
before September 15 of the taxable year, the
estimated tax shall be paid in full at the
time of the filing of the declaration.

(5) If the declaration i- filed after the time
pre-cribed n section 53 (d) (including cas.e
in which an extension of time for filing the
declaration has been granted under section
58 (e)), paragrapa (2), (3), and (4) of this
subscectlon shall not apply, and there shall
be paid at the time of such fling all Install-
ments of estimated tax which would have
been payable on or before such time If the
declaration had been filed within the time
pre-cr bed In section 58 (d), and the remain-
Ing Installments shall be paid at the times
at which, and In the amounts in which, they
would have been payable If the declaration
had been to filed.

(b) Amendments of declaration. If any
amendment of a declaration Is filed, the re-
maining Instalments, If any, shall be ratably
Increased or decreased, as the case may be,
to reflect the Increase or decreae, as the
case may be, in the estimated tax by res-son
of such amendment, and If any amendment
is made after September 15 of the taxable
year, any increase in the estimated tax by
reason thereof shall be paid at the time of
making such amendment.

(c) Installments paid in advance. At the
election of the individual, any instAlTmet
of the estimated tax may be paid prior to the
dato precrlbed for Its payment.

(d) Payment as part of tax for t aab!e
year. Payment of the estimated tax, or any
installment thereof, shal be considered pay-
ment on account of the tax for the taxable
year. Assessment in respect to the estimated
tax shall be limited to the amount paid.

[Sec. 59 as amended by see. 5 (a), Current
Tax Payment Act 1943; cec. 13 (a), Indlvidual
Income Tax Act 19441

§ 39.59-1 Payment of estimated tax-
(a) In general. (1) Section 59 (a) pro-
vides the following rules governing the
time for payment of the e mated tax
for calendar years:

Date of filing declaration Dates of payment of estimated tax
(1) On or before Warch ,5....... In four equal installment--one at time of filing

declaration, one not later than June 15, one
not later than September 15, and one nat later
than. January 15 of the succeeding taxable year.

§ 39.59-1
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(ii) After March 15 and before June
16 and not required to be filed on
or before March 15.

(iII) After June 15 and before Sep-
tember 16 and not required to be
filed on or before June 15.

(iv) After September 15 and not re-
quired to be filed on or before that
date.

In three equal installments-one at time of filing
declaration, one on or before September 15, and
one on or before January 15 of the succeeding
taxable year.-

In two equal installments--one at time of filing
declaration, and the other on or before January
15 of the succeeding taxable year.

In full at time of filing declaration.

stallments, on the date of filing the
declaration, September 15, and Novem-
ber 15.

(2) The provisions of paragraph (a)
of this section relating to payment of
estimated tax in any case in which the
declaration is filed after the time pre-
scribed in section 58 (d) are equally ap-
plicable to the payment of the estimated
tax for short taxable years.

(2) If, for example, due to the nature
and amount of his gross income and his
then existing marital status for 1952,
the taxpaye'r i not required to file his
declaration as of March 15, but is re-
qured to file on or before June 15, 1952,
the case comes within the scope of sub-
division (ii) of subparagraph (1) of this
paragraph and the estimated tax is pay-
able in full at the time-of filing the dec-
laration or, in the alternative, in three
equal installments, one on the date of
filing, one on or before September 15,
1952, and the third installment on or
before January 15, 1953.

(3) Notwithstanding the rules set
forth in subparagraph (1) of this para-
graph relating to the time for payment
of the estimated tax, section 59 provides
that if in. any case a declaration is filed
after the time prescribed in section
58 (d) (including a case in which such
filing is due to an extension of time
granted for filing the declaration) the
estimated tax shall be paid at the time
of filing the declaration or, in the alter-
native, there shall be paid at such time
all installments of the estimated tax
which would have been payable on or
before such date of filing if the declara-
tion had been timely filed in accordance
with the provisions of section 58 (d)
and the remaining installments shall be
paid at the times and in the amounts
in which they would have been payable
if the declaration had been so -filed.
Thus, for example, A, a married man
who makes his return on the calendar
year basis, was employed from the be-
ginning of 1952 and for several years
prior thereto at an annual salary of
$6,000, thus meeting the requirements
of section 58 (a) A filed his declaration
for 1952 on September 16, 1952. In such
case, A should have filed a declaration
on or before March 15, 1952, and at the
time of filing his declaration he was de-
linquent in the payment of three in-
stallments of his estimated tax for the
taxable year 1952. Hence, upon his filing
the declaration on September 16, 19521
three-fourths of the estimated tax-
shown thereon must be paid.

(4) In the case of a taxpayer on the
fiscal year basis, there shall be substi-
tuted for the dates March 15, June 15,
September 15, and January 15 of the
succeeding taxable year, the 15th day of
the third month, the 15th day of the
sixth month, and the 15th day of the
ninth month of the taxable year and the
15th day of the first month of the suc-
ceeding taxable year, respectively For
example, if a taxpayer on the fiscal
year basis ending June 30, 1953, first
meets on January 15, 1953, the require-
ments of section 58 (a) and the declara-
tion is filed on or- before March 15, 1953,

§ 39.60

the estimated tak shall be paid in two v 39.u ,tatutory provisions; returns
equal installments, one at the time of fil- and Payment of tax; special rules for ap-
ing of such declaration and the second on plication of sections 58 and 59.
or before July 15, 1953. SEc. 60. Special rules for application o se.

(5) In% the case of a decedent, pay- tlions 58 and 59-(a) Farmers. in the case
ments-of estimated tax-are not required of in individual whose estimated gross in-

fdath. See, come from farming for the taxable year Is
subsequent to the date of at least two-thirds of the total estimatedhowever, § 39.58 (c)-1 for requirement gross income from all sources for the taxable
of amended declaration by surviving year, in lieu of the time prescribed in see-
spouse if a joint declaration was made tion 58 (d), the declaration for the taxable
with decedent before death. year may be made at any time on or before

(6) At the election of the taxpayer January 15 of the succeeding taxablo year;
any installment of the estimated tax -and If such an individual files a return on or
may be paid prior to the date prescribed before January 31 of the succeeding taxable

year, and pays in full the amount computedfor its payment, on the return as payable, such return shall
(7) The-payment of any and every have the same effect as that prescribed in

installment of the estimated tax shall be section 58 (d) (3) In the case of a return
considered payment on account of the filed on or before January 15.
tax for such taxable year. Hence, upon (b) Application 'to short taxable /ars.,
the return for such taxable year, the ag- The application of sections 68, 60, and 294
gregate amount of the payments of esti- (d) and of subsection (a) of this section, to
mated tax should be entered as payments taxable years of less 'than twelve months

shall be as prescribed in rogulations pro-to be applied against the tax shown on scribed by the Commissioner with the ap-
such return. 'proval of the Secretary.

(b) Farmers. In the case of an Indi- (c) Fiscal years. In the application of sec-
vidual whose estimated gross income tions 58 and 59, and subsection (a) of this
from farming is at least two-thirds of section, to the case of a taxable year begin-
his total gross income from all sources ning on any date other than January 1, there
for the taxable year, special provisions shall be substituted, for the months sped-
are made with respect to the filing of fled therein, the months which correspond
the declaration, the payment of the tax,
and the penalties incurred. As to what [Sec. 60 as amended by sec. 5 (a), Current
constitutes income from farming within Tax Payment Act 1043; see. 118 (b), 1ev. Act
.the -meanng of tis paragraph, see 1943; sec. 13 (a), Individual IncOme Tax Act
§,39.60-1(a) In such case, if such tax- 1944; sec. 1, Pub. Law 378 (81st Cent.) ]
able year is the calendar year, the decla- § 39.60-1 Farmers-(a) General rule.
ration is to be filed on or before January In the case of an individual, whose esti-
15 of the succeeding calendar year and mated gross income from farming for
payment of the estimated tax shall be the taxable year is at least two-thirds
made infull at such time. In the case of of his total estimated gross Income from
a farmer on the fiscal year basis, the all sources for such taxable year, his
declaration may be filed on or before the declaration may be filed on or before the
15th day of the succeeding fiscal year and 15th day of January of the succeeding
payment of the estimated tax shall be taxable year in lieu of the time pro-
made in full at such time. scribed for individuals generally. The

(c) Short taxable years. (1) In the estimated gross Income from farming is
case of a short taxable year for which a the estimated income resulting from the
declaration is required to be filed the-.cultivation of the soil and the raising or
estimated tax shall be paid in equal in- harvesting of any agricultural or horti-
stallments, one at the time of filing the cultural commodities, and the raising of
declaration, one on the 15th day of the livestock, bees, or poultry. In other
third month of each succeeding 3-month words, the requisite gross Income must

'period contained in such short taxable be derived from the operations of a stock,
year except the last such 3-month period dairy, poultry, fruit, or truck farm, or
or fraction thereof, and one on the 15th plantation, ranch, nursery, range or or-
day of the first month of the succeeding chard. If an individual receives for the
taxable year. For example, if the short use of his land income in the form of a
taxable year is the period of 10 months share of the crops produced thereon,
from January 1, 1952, to October 31, 1952, such income is from farming. As to
and the declaration is required to be filed determination of income of farmers, see
on or before March 15, 1952, the esti- §§ 39.22 (a) -7. and 39.23 (a)-11.

-mated. tax is payable in four equal in- (b) Short. taxable years. In the ease
stallments, on the date of. filing the of an individual whose estimated' gross
declaration, June 15, September 15, and income from farming for a short taxable
November- 15. If in such case the year is at least two-thirds of his total
declaration-is required to be filed after estimated gross income from all sources
March 15 but on or before June 15, the for such taxable year, his declaration
tax will be. payable in. three equal in- may be filed on or before the 15th day
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of the month immediately following.the
close of such taxable year.

§ 39.60-2 Short taxable years-a)
Requirement of declaration. No dec-
laration may be made for a period of
more than 12 months. A separate dec-
laration for a fractional part of a year
is, therefore, required- where, for
example, there is a change, with the
approval of the Commissioner, in the
basis of computing net income from one
taxable year to another taxable year.
The periods to be covered by such sepa-
rate declarations in the several cases
are those set forth in section 47 (a)
No declaration, however, is required for
a taxable year of less than three months.
if the short taxable year is a period:

(1) Of at least three months but less
than six months and the requirements
of section 58 (a) are first met after the
1st day of the third month, or

(2) Of at least six months but less
than nine months and the requirements
of section 58 (a) are first met after the
1st day of the sixth month, or

(3) Of nine months or more and the
requirements of section 58 (a) are first
met after the 1st day of the ninth month,
no declaration is required. In the case
of a decedent, no declaration need be
filed subsequent to the date of death.
As to requirement for amended declara-
tion if death of one spouse occurs after
filing a jomt declaration, see § 39.58
(c)-l.

(b) Income placed on annual basis.
For the purpose of determining whether
the anticipated income for a short tax-
able year necessitates the filing of a dec-
laration, such income shall be placed on
an annual basis in the manner prescribed
in section 47 (c) (1) Thus, for ex-
ample, a taxpayer who changes from a
calendar year basis to a fiscal year basis
beginning July 1, 1952, will have a short
taxable year beginning January 1, 1952,
and ending June 30, 1952. If his antici-
pated gross income for such short tax-
able year consists solely of wages (as de-
fined~in section 1621 (a)) in the amount
of $3,000, his total gross income and
his gross income from such wages for
the purpose of determining whether a
declaration is required is $6,000, the
amount obtained by placing anticipated
income of $3,000 upon an annual basis.
Hence, assuming such taxpayer is single
and has no dependents, he is required
to file a declaration of estimated tax for
the short taxable year since his antici-
pated gross income from wages when
placed upon an annual basis is in excess
of $5,100 ($4,500 plus $600)

(c) Time for filing declaration. In
the case of short taxable years the dec-
laration shall be filed on or before the
15th day of the third month of such
taxable year if the requirements of sec-
tion 58 (a) are met on or before the 1st
day of the third month of such year.
If such requirements are first met after
the 1st day of-the third month but before
the 2d day of the sixth month, the decla-
ration must be filed on or before the 15th
day of the sixth month. If, however, the
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period for which the declaration Is filed
is one of three months, or one of six
months and the requirements of section
58 (a) were not met until after the 1st
day of the third month, or one of nine
months and such requirements were not
met until after the 1st day of the sixth
month, the declaration may be filed on
or before the 15th day of the succeeding
taxable year. For the special rule in the
case of farmers, see § 39.60-1 (b)

§ 39.60-3 Fiscal years. (a) In the case
of a taxpayer on the fiscal year basis, the
declaration must be filed on or before the
15th day of the third month of the tax-
able year. If, however, the requirements
of section 58 (a) are first met after the
Ist day of the third month and before the
2d day of the sixth month, the declara-
tion must be filed on or before the 15th
day of the sixth month of the taxable
year. Xf such requirements are firstmet
after the Ist day of the sixth month, and
before the 2d day of the ninth month, the
declaration must be filed on or before the
15th day of the ninth month, of the tax-
able year. If such requirements are first
met after the 1st day of the ninth month,
the declaration must be filed on or be-
fore the 15th day of the first month of
the succeeding fiscal year. Thus, if an
individual taxpayer Is on the fiscal year
basis ending June 30, 1953, his declara-
tion must be filed on or before September
15, 1952, if the requirements of section 58
(a) are met on or before September 1,
1952. If, however, such conditions are
not met until after September 1, 1952,
and before December 2, 1952, the decla-
ration need not be filed until December
15, 1952.

(b) A taxpayer on the fiscal year basis,
who first meets the requirements of sec-
tion 58 (a) after the 1st day of the ninth
month of such taxable year, may satisfy
the requirements as to the filing of such
declaration by filing his return and pay-
ing the tax on or before the 15th day of
the first month following the close of
such fiscal year.

znSCELLAEOUS P1OVISIONS
§ 39.61-64 Statutory provisions; mis-

cellaneous provisions; laws made appli-
cable; rules and regulations; publication
of statistics; definitions.

SBc. 61. Laws made applicable. All admIn-
istratIve, special, or stamp provislons of laW,
including the law relating to the a=xe ment
of taxes, so far as applicable, shall be ex-
tended to and made a part of this chapter.

Src. 62. Rules and regulations. The Com-
missioner, with the approval of the Secretary.
shall prescribe and publish all needful rules
and regulations for the enforcement of this
chapter.

Szc. 63. Publication of statistics. The
Commissioner, with the approval of the Sec-
retary, shall prepare and publish annually
statistics reasonably available with respect
to the operation of the Income, war-proflt
and excess-profits tax lav, Including clacsi-
flcatlons of taxpayers and of Income, the
amounts allowed as deductlonsexemptlonz,
and credits, and any other facts deemed per-
tinent and valuable.

Src. 64. Definitions. For dellnItions of a
general character, cce ectlon 3707.
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§ 30.101 Statutory Provmsons.; ex-
emptions from tax on corporations; in
general.

Sna. 101. Exempions frons taX CU rr--
f ion. Except as provided In paragraph (12)
(B) and In supplement U, the followIng o-
ganLzatlons shanl be exempt from tazation
under thin chapter-* *

Sme 11. DeniaZ of tax deductiors ard
exemption [IntemaZ Secuity Act of 19591.

(b) No organization shall be entitled to
ex2mption from Federal Income tax, under
section 101 of the Internal Revenue Code, for
any tasable year if at any time during such
tax-able year (1) such orgrazi'ntion is -
Istered under section 7. or (2) thcre Is in
effect a final order of the Board [the Sub-
verrlve Activities Control Boardl requrns
such organization to reZlster under se-tion 7.

§ 39.101-1 Proof of exemption; an-
nual returns--a) Proof of exemption
in general. An organization is not ex-
empt from tax merely because It is not
organized and operated for profit. In
order to establish Its exemption, it is
necessary that every organization claim-
ing exemption file with the district direc-
tor of internal revenue for the internal
revenue district in which Is located the
principal place of business or principal
office of the organization an application
form asset forth below. Anorganzation
claiming exemption under section 101
(1), (3) (4) except a bona fide credit
union, (6), (7) (8) (9) (10) (12) (14)
or (16) shall file the form of application
appropriate to its activities, filled out
in accordance with the instructions on
the form or Issued therewith. Copies of
the following forms may be obtained
from any district director of internal
revenue: For organizations clamning
exemption under section 101 (6) Form
1023; under section 101 (1), (3) (7) or
(8) Form 1024; under section 101 (9)
Form 1025; under section 101 (10) (14)
or (16) Form 1026; under section 101
(4), except bona fide credit unions, Form
1027; and under section 101 (12) Form
1028. All other organizations clamin
exemption, including bona fide credit
unions, shall file an application for
exemption showing the character of the
organization, the purpose for winch it
was organized, its actual activitics, the
sources of its income and the disposi-
tion of such income, whether or not any
of Its income Is credited to surplus or
may nureto the benefit of any prvstat
shareholder or individual, and in ;canerl
all facts relating to its operations which
affect Its right to exemption. To each
such form or application shall be at-
tached a copy of the articles of incorpo-
ration, declaration of trust, or other in-
strument of similar import, satting forth
the permitted powers or activities of the
organization, the by-laws or other code
of regulations, and the latest financial
statement showing the assets, liabilities,
receipts, and disbursements of the or-
ganization. Each such form or applica-
tion shall contain or be verified by a
written declaration that It Is made
under the penalties of perjury.

§ 39.101-1
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(b) Additional proof by particular
classes of organizations. (1) Orgamza-
tions mentioned below shall submit with
and as a part of their applications the
following information:

(i) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership;

(ii) In the case of holding companies
claiming exemption under section 101
(14) If the organization for Which title
is held has not been specifically notified
in writing by the Internal Revenue Serv-
ice that it is held to be exempt under
section 101, the holding company shall
submit the information indicated herein
as necessary for a determination of the
status of the organization for which title
is held.

(2) In addition to the information
specifically called for by this section the
Commissioner may require any addi-
tional information deemed necessary for
a proper determination of whether a
particular organization is exempt under
section 101, and when deemed advisable
in the interest of an efficient administra-
tion of the internal revenue laws he may
in the cases of particular types of organ-
izations prescribe the form in which the
proof of exemption shall be furnished.

(3) An organization claiming to be
specifically exempted by section 54 (f)
from filing annual returns shall submit
with and as a part of its applicgtion a
statement of all the facts on which it
bases its claim.

(c) Duties of district director with re-
spect to proof of exemption. The dis-
trict director of internal revenue, upon
receipt of the application and other pa-
pers constituting the proof of exemption
of an organization claiming exemption
from tax under section 101, will forward
completed documents to the Commis-
sioner for decision as to whether the
organization is exempt.

(d) "Private shareholder or zndivid-
ual" defined. The words "private share-
holder or individual" in section 101 refer
to persons having a personal and private
interest in the activities of the organ-
ization.

(e) Requzrement of annual returns.
Every organization exempt from tax
under section 101, regardless of the
amount or source of its income or re-
ceipts and irrespective of whether it is
chartered by, or affiliated or associated
with, any central, parent, or other or-
ganization, except organizations spe-
cifically exempted from filing annual
returns by section 54 (f) (see paragraph
(h) of this section) shall file annually
with the district director of internal rev-
enue for the internal revenue district
in which is located the principal place of
business or principal office of the orgam-
zation a return of information on Form
990 specifically stating the items of gross
income, receipts, and disbursements and
such other information as may be pre-
scribed by the Commissioner in the in-
structions on the form or issued by him
therewith. However, those organizations
which are exempt from tax under section
101 (6) shall, in lieu of using Form 990,
file an information return on Form 990-A
to comply with the provisions of this see-

tion and of § 39.153-1. Returns on Forms
990 and 990-A shall be on the basis of the
established annual accounting period of
the organization. Where the organiza-
tion has no such established accounting
period, such returns shall be on the basis
of the calendar year. Religious and
apostolic organizations which are ex-
empt from tax under section 101 (18)
shall annually file the return of income
required under § 39.101 (18)-i on the
same form (Form 1065) as is required"
in the chse of partnerships, in lieu of
Form 990. With respect to group re-
turns, see paragraph (f) of this section.
For proof and establishment of. right to
exemption from tax which must accom-
pany Form 990 or Form 990-A in the case
of an organization which has not estab-
lished its right to such exemption before
the filing of the annual return, see para-
graphs (a) and (b) of this section.

(f) Group returns. A central, parent,
or like organization (referred to in this
section as central organization) al-
though required to file a separate annual
return for itself under section 54 (f)
and paragraph (e) of this section, may
file annually, in addition to such separ-
ate annual return, a group return -on
Form 990 or Form 990-A as may be ap-
propriate (see paragraph (e) of this sec-
tion) for two or more of the local
organizations, chapters, or the like (re-
ferred to in this section as "local or-
ganizations") which are (1) chartered
by, or affiliated or associated with, such
central organization at the close of its
annual accounting period, (2) subject to
the general supervision of, and examina-
tion by, the central organization, and

_(3) exempt from tax under the same
provision of section 101 under which the
central organization is exempt from tax.
The filing of the group return shall be-in
lieu of the-filing of a separate return by
each of the local organizations included
in the group return. The group return
shall include only those local organiza-
tions which in writing have authorized
the central organization to include them
in the group return, and which have
made and filed, with the central orgam-
zation, their statements, containing
written declarations that they are made
under the penalties of perjury, specif-
ically stating their items of gross in-
come, receipts, and disbursements, and
such other information relating to them
which is required to be stated in the
group return, and such authorizations
and statements shall be permanently
retained by the central organization.
There shall be attached to the group re-
turn and made a part thereof a schedule
showing the name and address of each
of the local organizations and the total
number thereof included in such re-
turn, and a schedule showing the name
and address of each of the local organi-
zations and the total number thereof
not included in the group return. The
group return shall be on the basis of the
established annual accounting period of
the central organization. Where such
central organization has no established
annual accounting period, stich return
shall be on the basis of the calendar year.
The same income, receipts, and disburse-

ments of a local organization shall not
be included In more than one group re-
turn. The group return shall be filed
in accordance with these regulations and
the instructions on Form 990 or Form
990-A or issued therewith, and shall be
considered the return of each of the
local organizations Included therein.
For proof and establishment of right to
exemption from tax which must ac-
company Form 990 or Form 990-A In
the case of a local organization Included
in the group return but which has not
established its right to such exemption
before the filing of the group return, se
paragraphs (a) and (b) of this section,

(g) Date for filing annual returns,
The annual returns of information on
Forms 990 and 990-A shall be filed on
or before the fifteenth day of the fifth
full calendar month following the close
of the period. for which the return Is
required to be filed.

(h) Organizations not required to flo
annual returns. (1) Annual returns on
Forms 990 and 990-A are not required to
be filed by an organization which has
established its right to exemption from
tax under section 101 (6), If:
(i) It is organized and operated ex-

clusively for religious purposes;
(ii) It is operated, supervised, or con-

trolled by or in connection with an or-
gamzation which Is organized and op-
erated exclusively for religious purposes;

(ill) It is an educational organization
which normally maintains a regular
faculty and curriculum and normally
has a regularly organized body of pupils
or students in attendance at the place
where its educational activities are regu-
larly carried on; or

iv) It is a charitable organization, or
an organization for' the prevention of
cruelty to children or animals, which Is
supported, in whole or In part, by funds
contributed by the United States or any
State or political subdivision thereof, or
which is primarily supported by contri-
butions of the general public.

(2) The annual return on Form 990
need not be filed by a fraternal bene-
ficlary society, order, or association,
which has established its exemption
from tax solely under section 101 (3),
or by an organization exempt from tax
under section 101 (15) if it is a corpora-
tion wholly owned by the United States
or any agency or instrumentality there-
of, or is a wholly-owned subsidiary of
such a corporation.

(3) An educational organization
which normally maintains and has a
regular faculty, curriculum, and student
body and meets the above conditions
which relieve it from the requirement of
filing annual returns shall not be con-
sidered as having thereafter failed to
continue meeting such conditions if It
is temporarily compelled to curtail or
discontinue its normal and regular ac-
tivities during the existence of abnormal
circumstances and conditions.

(4) An organization organized and
operated exclusively for charitable pur-
poses or for the prevention of cruelty to
children or animals is not "primarily
supported by contributions of the gen-
eral public" for any accounting period

§ 39 101-1
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if more than 50 percent-of its income
and receipts for such period are not
actually derived from voluntary con-
tributions and gifts made by the general
public, as distinguished from a few con-
tributors or donors or from related or
associated persons. For the purposes of
this subparagraph, the words "related or
associated persons" refer to persons or
a particular group who are connected
with or are interested in the activities of
the organization such as founders, in-
corporators, shareholders, members, fi-
duciaries, officers, employees, or the like,
or who are connected with such persons
by family or business relationship.

(i) Records of district directors. Dis-
trict directors of 'internal revenue will
keep a list of all organizations held to be
exempt from tax to the end that they
may occasionally inquire into their
status and ascertain whether or not they
are (1) observing the conditions upon
which their exemption is predicated,
and (2) annually filing returns on Form
990 or Form 990-A if they are required
to file such returns.

(Q) Records, statements, and other re-
turns of tax-exempt organizations. (1)
An organization which has established its
right to exemption from tax under sec-
tion 101 and has also established that it
is not required to file annually the return
of information on Form 990- or Form
990-A shall immediately notify in writ-
ing the district director of internal
revenue for the internal revenue district
in which is located its principal office of
any changes in its character, operations,
or purpose for which it was originally
created.

(2) Every organization which has es-
tablished its right to exemption from tax,
whether or not it is required to file an
annual return of information, shall sub-
mit such additional information as may
be required by the Commissioner for the
purpose of enabling him to inquire fur-
ther into its exempt status and to admin-
ister the provisions of section 54 (f) and
this section. For requirement as to
keeping of permanent books of account
or records, see -39.54--1.

() An organization which has estab-
lished its right to exemption from tax
under section 101, including an organiza-
tion which is relieved under section 54
(f) and this section from filing returns
of income or annual returns of informa-
tion, is not, however, relieved from the
duty of filing other returns of informa-
tion. See sections 147 and 148.

(k) Supplement U tax returns. In
addition to the foregoing requirements
of this section, certain organizations
otherwise exempt from tax under sec-
tion 101 (1) (6) (7) or (14) which are
subject to tax on Supplement U net in-
come, are also required to file returns on
Form 990-T. See § 39.421-S for require-
ments with respect to such returns.

§ 39.101-2 Limitations on exemp-
tion-Ca) In general. Under section 11
(b) of the Internal Security Act of 1950,
no orgamzation is entitled to exemption
under section 101 for any taxable year
if at any time during such year such or-
ganization is registered under section 7
of such act or if there is in effect a final
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order of the Subversive Activities Control
Board established by section 12 of such
act requiring such organization to reg-
ister under section 7 of such act. Under
sections 3813 and 3814 of the Internal
Revenue Code, certain organizations
described in section 101 (6) may be
denied exemption under section 101 (6).
See §§ 39.3813-1 and 39.3814-1.

(b) Feeder organizations. (1) In the
case of an organization operated for the
primary purpose of carrying on a trade
or business for profit, exemption is not
allowed under any paragraph of section
101 on the ground that all the profits of
such organization are payable to one or
more organizations exempt from tax-
ation under section 101. For the. pur-
pose of this rule, the term "trade or busi-
ness" does not include the rental by an
organization of Its real property (in-
cluding personal property leased with
the real property). In determining the
primary purpose of an organization, all
the circumstances must be considered,
including the size and extent of the trade
or business and the size and extent of
those activities of such organization
which are specified In the applicable par-
agraph of section 101. If a subsidiary
organization of a tax-exempt organiza-
tion would itself be exempt on the
ground that its activities are-an Integral
part of the exempt activities of the par-
ent organization, its exemption will not
be lost because, as a matter of account-
ing between the two organizations, the
subsidiary derives a profit from its deal-
ings with its parent organization, for
example, a subsidiary organization
which Is operated for the sole purpose
of furnishing electric power used by Its
parent organization, a tax-exempt edu-
cational organization, in carrying on Its
educational activities. However, the
subsidiary organization Is not exempt
from tax if It is operated for the primary
purpose of carrying on a trade or busi-
ness which would be an unrelated trade
or business (that is, unrelated to exempt
activities) if regularly carried on by the
parent organization. For example, if a
subsidiary organization is operated prl-
marily for the purpose of furnishing
electric power to consumers other than
its parent organization (and the parent's
tax-exempt subsidiary organizations), It
is not exempt since such business would
be an unrelated trade or business if reg-
ularly carried on by the parent organiza-
tion. Similarly, if the subsidiary is
owned by several unrelated exempt or-
ganizations, and is operated for the pur-
pose of furnishing electric power to each
of them, it is not exempt since such
business would be an unrelated trade or
business if regularly carried on by any
one of the tax-exempt organizations.

(2) In certain cases an organization
which carries on a trade or business for
profit but is not operated for the pri-
mary purpose of carrying on such trade
or business is subject to tax under Sup-
plement U of chapter 1 of the Internal
Revenue Code (which supplement be-
gins with section 421) on its unrelated
business net income.

§ 39.101 (l) Statutory provisions; ex-
emptions from tax on corporations;
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labor, agricultural, or horticultural or-
ganizations.

Sc 101. Exemptiomi from tax o corpora-
tions. Except as provided in paragraph (12)
(B), and In Supplement U, the follovwing or-
ganizatlona shall ba exempt from taxation
under this chapter-

(1) labor, agricultural, or horticultural
organizations; - *

An organilzation operated for the primary
purpco of carrying on a trade or business
for proflt shall not be exempt under any par-
agraph of this section on the ground that
all or Its profits are payable to one or more
organizations exempt under this section
from taxation. For the purposes of this
paragraph the term. "trade or busine-z" shall
not Include the rental by an organization
of Its real property (including personal prop-
erty leased with the real property).

Notwithstanding paragraph (12) (B) and
Supplement U, an organization descrlbed In
this cection (other than in the preceding
paragraph) shall be conIdered an organiza-
tlion exempt from income taxes for the pur-
pece of any law which refers to organizations
exempt from Income taxes.
[Scc. 101 as amended by sec. 301 (b), Rev. Act
1950; tec. 314 (b), Rev. Act 19511

§ 39.101 (1)-1. Labor, agricultural,
and horticultural organizations. (a)
The organizations contemplated by sec-
tion 101 (1) as entitled to exemption
from income taxation are those which:

(1) Have no net income inunng to
the benefit of any member;

(2) Are educational or instructive m
character; and

(3) Have as their objects the better-
ment of the conditions of those engaged
In such pursuits, the improvement of the
grade of their products, and the develop-
ment of a higher degree of efficiency m
their respective occupations.

(b) Organizations such as county fairs
and like associations of a quasi public
character, which are designed to en-
courage the development of better ag r-
cultural and horticultural products
through a system of awards and whose
Income from gate receipts, entry fees,
and donations Is used exclusively to meet
the necessary expenses of upkeep and
operation, are thus exempt. On the
other hand, associations which have for
their purpose, for example, the holding
of periodic race meets, the profits from
which may inure to the benefit of their
shareholders, are not exempt. Similarly,
corporations engaged in growing agn-
cultural or horticultural products for
profit are not exempt from tax. Organ-
izations otherwise exempt from tax
under this section are taxable upon their
Supplement U net income. See sections
421 to 424, inclusive, and the regulations
thereunder.

§ 39.101 (2)-(3) Statutory provsons;
exemptions from tax oan corporations;
mutual savings banks; fraternal benefi-
ciary societies, orders, or associations.

S=. 101. Exemptions from tax on corpora-
tion. Except as provided In paragraph (12)
(B) and in Supplement U, the following
organizations shall be exempt from taxation
under this chpter- 0 0

(2) Mutual savingsbanks * [lie-
pealed by sec. 313 (a). Rev. Act 1951.]

(3) Fraternal beneficiary soceties., orders,
or aseciatlons, (A) operating under thelodge
System or for the exclusive benefit of the

§ 39.101 (2-43)
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members of a fraternity itself operating
under the lodge system; and (B) providing
for the payment of life, sick,, accident, or
other benefits to the members of such so-
ciety, order, or association or their de-
pendents; * * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of its profits are payable to one or more
organizations exempt under this section from
taxation. For the purposes of this para-
graph the term "trade or business" shall not
include the rental by an organization of its
real property (including personal property
leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U. an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.

[See. 101 as amended by see. 201 (b), Rev.
Act 1950; see. 314 (b), Rev. Act 1951]

§ 39.101 (3)-1 Fraternal beneficzary
societies. A fraternal beneficiary society
is exempt from tax only if operated un-
der the "lodge system," or for the ex-
clusive benefit of the members of a so-
ciety so operating. "Operating under
the lodge system" means carrying on its
activities under a form of organization
that comprises local branches, chartered
by a parent organization and largely
self-governing, called lodges, chapters, or
the like. In order to be exempt it is also
necessary that the society have an estab-
lished system for the payment to its
members or their dependents of life, sick,
accident, or other benefits.

§ 39.101 (4) Statutory provisions; ex-
emptions from tax on corporations;
credit unions, etc.

SEc. 101. Exemptions from tax on corpo-
rations. Except as provided in paragraph
(12) (B) and in supplement U, the follow-
ing organizations shall be exempt from taxa-
tion under this chapter-* * *

(4) Credit unions without capital stock
organized and operated for mutual purposes
and without profit; and corporations or as-
sociations without capital stock organized
prior to September 1, 1951, and operated for
mutual purposes and without profit for the
purpose of providing reserve funds for, and
insurance of, shares or deposits in-

(A) Domestic building and loan associa-
tions,

(B) Cooperative banks without capital
stock organized and operated for mutual
purposes and without profit, or

(C) Mutual savings banks not having
capital stock represented by shares; * * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of its profits are payable to one or more
organizations exempt under this section
from taxation. For the -purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization
of Its real property (including personal
property leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.

§ 39.101 31-1

[Sec. 101 as amended by sec. 301 (b), Rev.
Act 1950; secs. 313 (b), 314 (b), Rev. Act

'1951]

§ 39.101 (4)-1 Credit unions and mu-
tual insurance funds. Credit unions
(other than Federal credit umons which
Are exempt under section 101 (15)) with-
out capital stock, organized and operated
for mutual purposes and without profit,
are exempt from tax under section 101
(4) Corporations or associations with-
out capital stock organized before Sep-
tember 1, 1951, and operated for mutual
purposes and without profit for the pur-
pose of providing reserve funds for and
insurance of shares or depositg in:

(a) Domestic building and loan asso-
ciations as defined in section 3797 (a)
(19)

(b) Cooperative banks without capi-
tal stock organized and operated for
mutual purposes and without profit, or

(c) Mutual savings banks not having
capital stock represented by shares,

are exempt from tax under section 101
(4)

§ 39.101 (5) Statutory provisions; ex-
emptions from tax on corporations;
cemetery companies.

Szc. 101. Exemptions from tax on corpora-
tions. Except as provided in paragraph (12)
(B) and in supplement U, the following or-

'ganizations shall be exempt from taxation.
'under this chapter- * *

(5) Cemetery companies owned and oper-
ated exclusively for the benefit of -their
members or which are not operated for
profit; and 'any corporation chartered solely
for burial purposes as a cemetery corpora-
tion and not permitted by its charter to
engage in any business not necessarily inci-
dent to that purpose, no part of the net
earnings of which inures to the benefit of
spy private shareholder or individual; * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of Its profits are payable to one or more
organizations exempt under this section
from taxation. For the purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization of
its real property (including personal property
leased-with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exemot from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.

[See. 101 as amended by see. 301 (b), Rev.
Act 1950; sec. 314 (b), Rev. Act 1951]

§ 39.101 (5)-l Cemetery companies.
(a) A cemetery company may be en-
titled to exemption-

(1) If it is owned by and operated
exclusively for the benefit of its lot own-
ers who hold such lots for bona fide
burial purposes and not for purpose of
resale, or

(2) If it is not operated for profit.
(b) Any cemetery corporation chart-

ered solely for burial purposes and not
permitted by its charter to engage in any
business not necessarily incident to that
purpose is exempt from ancome tax, pro-
vided that no part of its net earnings in-
ures to the benefit of any private share-
holder or mdividual. A cemetery com-

pany -which fulfills the other require-
ments of the Internal Revenue Code may
be exempt, even though it Issues pre-
ferred stock entitling the holders to divi-
dends at a fixed rate, not exceeding the
legal rate of Interest in the State of In-
corporation or 8 percent per annum,
whichever is greater, on the value of the
consideration for which the stock was
issued, provided that Its articles of in-
corporation require:

(1) That the preferred stock shall be
retired at par as soon as sufficient funds
available therefor are realized from
sales, and

(2) That all funds not required for
the payment of dividends upon or for
the retirement of preferred stock shall
be used by the company for the care and
improvement of the cemetery property,

§ 39.101 (6) Statutory provisions;
exemptions from tax on corporations;
religious, charitable, etc,, organizations.

Sw. 101. Exemptions from tax on cor-
porations. Except as provided In paragraph
(12) (B) and in supplement U, the follow-
ing organizations shall be exempt from tax-
ation under this chapter-* * *

(6) Corporations, and any community
chest, fund, or foundation, organized and
operated exclusively for religious, charitable,
scientific, literary, or educational purposes,
or for the prevention of cruelty to children
or animals, no part of the net earnings of
which inures to the benefit of any private
shareholder or individual, and no substan-
tial part of the activities of which Is carry-
ing on propaganda, or otherwise attempting,
to influence legislation. For loss of exemp-
tion under certain circumstances, see sec-
tions 3813 and 3814: * * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground
that all of its profits are payable to one or
more organizations exempt under this sec-
tion from taxation. For the purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization
of its real property (including personal prop-
erty leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described In
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from Income taxes for the pur-
pose of any law which refers to organizations
exempt from Income taxes.

[See. 101 as amended by sees. 301 (b), 032
(c), Rev. Act 1950; see. 314 (b), ROv. Act 1051]

§ 39.101 (6)-1 Religious, charitable,
sczentific, literary, and educational or-
ganizations and commmnity chests. (a)
In order to be exempt under section 101
(6) the organization must meet three
tests:

(1) It must be organized and operated
exclusively for one or more of the speci-
fied purposes;

(2) Its net income must not inure in
whole or in part to the benefit of private
shareholders or individuals; and

(3) It must not by any substantial
part of Its activities attempt to influence
legislation by propaganda or otherwise:

(b) Corporations organized and op-
erated exclusively for charitable pur-
poses comprise, in general, organizations
for the relief of the poor. The fact that
a corporation established for the relief
of indigent persons may receive volun-
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tary contributions from the persons In-
tended to be relieved will not necessarily
deprive it of exemption.

(c) An educational organization with-
in the meaning of the Internal Revenue
Code is one designed primarily for the
improvement or development of the ca-
pabilities of the individual, but, under
exeieptional circumstances, may include
an association whose sole purpose is the
instruction of the public, or an associa-
tion whose primary purpose is to give
lectures on subjects useful to the mdivid-
ual and beneficial to the community,
even though an association of either
class has incidental amusement features.
An organization formed, or availed of,
to disseminate controversial or partisan
propaganda is not an educational or-
ganization within the meaning of the
Code. However, the publication of books
or the giving of lectures advocating a
cause of a controversial nature shall not
of itself be sufficient to deny an organ-
ization the exemption, if carrying on
propaganda, or otherwise attempting, to
influence legislation forms no substan-
tial part of its activities, its principal
purpose and substantially all of its ac-
tivities being clearly of a nonpartisan,
noncontroversial, and educational na-
ture.
- (d) Since an organization exempt
under section 101 (6) must be organized
and operated exclusively for one or more
of the specified purposes, an organiza-
tion organized or operated for the pri-
mary purpose of carrying on a trade or
business for profit is not exempt there-
under. Thus, such an oganzation is
not exempt under section 101 (6) even
though it has certain religious purposes,
its property is held in common, and its
profits do not inure to the benefit of in-
dividual members of the organization.
See section 101 (18) as to religious or
apostolic associations or corporations.
Organzations, including trusts, other-
wise exempt from tax under this section
(other than a church, or a convention
or association of churches) are taxable
on Supplement U net income. See sec-
tions 421 to 424, inclusive, and the regu-
lations thereunder.

(e) A corporation otherwise exempt
under section 101 (6) does not lose its
status as an exempt corporation by re-
ceiving income such as rent, dividends,
and interest from investments, provided
such income is devoted exclusively to one
or more of the purposes specified in that
section.

(f) Sections 3813 and 3814 set forth
rules under which certain organizations
described in section 101 (6) may be de-
nied exemption. See §§ 39.3813-1 and
39.3814-1.

§ 39.101 (7) Statutory provtszons;
exemptions from tax on corporations.
business leagues, etc.

SEC. 101. Exemptions from tax on corpo-
rations. Except as provided in paragraph
(12) (B) and in supplement U. the follow-
ing organizations shall be exempt from
taxation under this chapter-* * *

(7) Business leagues, chambers of com-
merce, real-estate boards, or boards of trade,
not-organized for profit and no part of the
net earnings of which inures to the benefit
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of any private shareholder or Individ-
ual; * 0 *

An organization operated for the primary
purpose of carrying on a trade or buniness
for profit shall not be exempt under any
paragraph of this section on the ground that
all of its profits are payable to one or more
organizations exempt under this action from
taxation. For the purposes of this para-
graph the term "trade or businem" shall not
Include the rental by an organization of its
real property (including perconal property
leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U an organization decred In
this section (other than n the preceding
paragraph) rhall be considered an organiza-
tion exempt from ncome taxes for the pur-
pose of any law which refers to organlzations
exempt from Income taxes.
[Sec. 101 as amended by sees. 301 (b), Rev.
Act 1950; sec. 314 (b), Rev. Act 19511

§ 39.101 (7)-1 Business leagues,
chambers of commerce, real estate
boards, and boards of trade. A business
league is an association of persons hav-
ing some common business interest, the
purpose of which is to promote such
common Interest and not to engage In a
regular business of a kind ordinarily
carried on for profit. It Is an organiza-
tion of the same general class as a
chamber of commerce or board of trade.
Thus, its activities should be directed to
the improvement of business conditions
of one or more lines of business as dis-
tinguished from the performance of par-
ticular services for individual persons.
An organization whose purpose Is to en-
gage in a regular business of a kind ordi-
narily carried on for profit, even though
the business is conducted on a coopera-
tive basis or produces only sufilcient in-
come to be self-sustaining, is not a busi-
ness league. An association engaged in
furnishin information to prospective
investors, to enable them to make sound
investments, is not a business league,
since its activities do not further any
common business interest, even though
all of its income is devoted to the purpose
stated. A stock exchange is not a busi-
ness league, a chamber of commerce, or
a board of trade within the meaning of
the Internal Revenue Code and is not
exempt from tax. Organizations other-
wise exempt from tax under this section
are taxable upon their. Supplement U
net income. See sections 421 to 424,
inclusive, and the regulations there-
under.

§ 39.101 (8) Statutory provisions;
exemptions from tax on corporations;
civic organizations.

src. 101 Ezemptions from tax on corpora-
tions. Except as provided in paragraph
(12) (B) and in supplement U, the following
organizations shall be exempt from taxation
under this chapter-* * *

(8) Civic leagues or organizations not or-
ganized for profit but operated excluaively
for the promotion of social velfare, or local
associations of employees, the membership
of which is limited to the employees of a
designated person or persons in a particular
municipality, and the net earninga of which
are devoted exclusively to charitable, educa-
tional, or recreational purpozes; . . .

An organization operated for the primary
purpose of carrying on a trade or businLs
for profit shall not bo exempt under any
paragraph o this rection on the ground that
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all of Its profits are payable to one or more
organiZtions exempt under this section from
taxtion. For the purposes of this paragraph
the term "trade or bu.iness" shall not in-
clude the rental by an Organization of its
real property (including personal property
leased with the real property).

Notwithrtanding paragraph (12) (B) and
upplement U, an organization described in

this cection (other than In the preceding
para-graph) shall be con.idered an organiz-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxe.

[Sec. 101, as amended by sec. 301 (b), R'a.
Act 1050; sec. 314 (b), Rev. Act 19511

§ 39.101 (8)-1 C'vioc leagues and
local associations of employees. Civi
leagues entitled to exemption under sea-
tlon 101 (8) comprise those not organ-
ized for profit but operated exclusively
for purposes beneficial to the commu-
nity as a whole, and, In general, include
organizations engaged in promoting the
welfare of mankind, other than orgam-
zations comprehended within section
101 (6). Certain local associations of
employees are also expressly entitled to
exemption under section 101 (8). The
Internal Revenue Code prescribes as
conditions to exemption (a) that the
membership of such an association be
limited to the employees of a designated
person or persons in a particular mumcl-
pality, and (b) that the net earnings of
the association be devoted exclusively to
charitable, educational, or recreational
purposes. See § 39.101 (6)-1 with refer-
ence to the meaning of "charitable' and
"educational" and § 39101 (10)-i as to
the meaning of "local" as used in section
101.

§ 39.101 (9) Statutory provsons;
exemptions from tax on corporations;
social clubs.

Sm 101. Exemptions from tax on corpora-
Mfont. Except as provided In paragraph (12)
(B) and in supplement U, the following or-
ganizatlons shall be exempt from taxation
under this chapter-* ' 0

(9) Clubs organized and operated exclu-
rively for pleosure, recreation, and other non-
profitable purpoes, no part of the net earn-
ings of which inure3 to the benefit of any
private shareholder, * 0 6

An organization operated for the primary
purpcse of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground
that all of its profits from payable to one
or more organizations exempt under this sec-
tion from taxation. For the purpzes of
this paragraph the term "trade or busin ez"
sall not Include the rental by an organiza-
tion of its real property (Including personal
property lvc-ed with the real property).

Notwithstanding paragraph (12) (B) auI
supplement U, an organization dezcribad in
this section (other than in the przeceding
paragaph) sball be considered an organiza-
tion exempt from income taxes for the pur-
poLe or any law which refers to organizations
exempt from income taxes.
[Sec. 101 as amended by sec. 391 (b), Rev.
Act 1950; cee. 314 (b). Rev. Act 19511

§ 39.101 (9)-1 Social clubs. The eX-
emption granted by section 101 (9) ap-
plies to practically all social and recrea-
tion clubs which are supported by mem-
bership fees, dues, and assessments. If
a club engages In traffic, in agriculture,
horticulture, or in the sale of real estate,

§ 39.101 (9-1
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timber, etc., for profit, such club is not
organized and operated exclusively for
pleasure, recreation, or social purposes.
Generally, an incidental sale of property
will not deprive the club-of the exemp-
tion.

§ 39.101 (10) Statutory provisions;
exemptions from tax on corporations;
benevolent life insurance associations
and mutual or cooperative companies.

SEC. 101. Exemptions from tax on corpora,-
tions. Except as provided in paragraph (12)
(B) and in supplement U, the following or-
ganizations shall be exempt from taxation
under this chapter-* * *

(10) Benevolent life insurance associa-
tions of a purely local character, mutual
ditch or Irrigation companies, mutual or co-
operative telephone companies, or like organ-
izations; but only if 85 per centum or more
of the income consists of amounts collected
from members for the sole purpose of'meet-
Ing lozsss and expenses; * * *

An organization operated for the primary
purpose of carrying on a trade or business for
profit shall not be exempt under any para-
graph of this section on the ground that all
of its profits are payable to one ot more or-
ganizations exempt under this section from
taxation. For the purposes of this para-
graph the term "trade or business" shall not
include the rental by an organization of its
real property (including personal property
leased with the real property).

Notwithstanding -paragraph, (12), (B) and
supplement U,, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes- for the pur-
pose of any law which refers to organizations
exempt from income taxes.

[Sec. 101 as amended by sec. 301 (b), Rev.
Act 1950; sec. 314 (b), Rev. Act 19511

§ 39.101 (10)-1 Local benevolent life
insurance associations, mutual trrzgation
and telephone companies, and like or-
ganizations. (a) It is a prerequisite to
exemption under section 101 (10) that
at least 85 percent of the income of the
organization shall consist of amounts
collected from members for the sole pur-
pose of meeting losses and expenses. If
an organization issues policies for stipu-
lated cash premiums, or if it requires
advance deposits to cover the cost of the"
insurance and maintains investments
from which more than 15 percent of its
income is derived, it is not entitled to
exemption. On the other hand, an or-
gamzation may be entitled to exemption,
although it makes advance assessments
for the sole purpose of meeting future
losses and expenses, provided that the
balance of such assessments remaining
on hand at the end of the year is re-
tained to meet losses and expenses or is
returned to members.

(b) The phrase "of a purely local
character" applies to benevolent life in-
surance associations, and not to the
other organizations specified in section
101 (10) It applies, however, to any
organization seeking exemption on the
ground that it is an organization similar
to a benevolent life insurance associa-
tion. An organization of a purely local
character is one whose business activities
are confined to a particular community,
place, or district, irrespective, however,
of political subdivisions. If the activi-
ties of an organization are limited only

by the borders- of a State, it cannot -be
considered to be purely local in char-
acter.

§ 39.101 (11) Statutory provisions;
exemptions from tax an corporations;
mutual insurance organizations other
than life or marine.

SEc. 101. Exemptions from tax on corpo-
rations. Except as provided in paragraph
(12) (B) and in supplement U, the follow-
ing organizations shall be exempt from tax-
ation under this chapter-* * *

(11) Mutual insurance companies or as-
sociations other than life or marine (in-
cluding interinsurers and reciprocal under-
writers) if the gross amount received during
the taxable year from interest, dividends,
rents, and premiums (including deposits and
assessments) does not exceed.$75,000; * * *
'An organization, operated- for the primary

purpose of carrying. on a trade or business
for profit shall, not be exempt, under any
paragraph of this section on the ground
that all of -its profits are payable to one or
more organizations exempt under this sec-
tion from taxation. For the purposes of
this paragraph the term "trade or business"
shall not include the rental by an organi-
zation of its real property (including per-
sonal property leased 'with the real prop-
erty).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes;

[Sec. 101 as amended by sec. 165 (a), Rev.
Act 1942; sec. 301 (b), Rev. Act 1950; seC.
314 (b), Rev. Act 1951]

§ 39.101 (11)-1 Mutual insurance
companies or associations. An insur-
ance company is exempt from taxation
under chapter I of the Internal Revenue
Code if it is a mutual company or asso-
ciation (other than life or marine) or an
interinsurer or reciprocal underwriter
and if the gross amount received during
the taxable year from interest, dividends,
rents, and premiums (including deposits
and assessments) does not exceed
$75,000.

§ 39.101 (12) Statutory provisions;
exemptions from tax on corporations;
cooperative farmers' fruit growers' etc.,
associations.

SEc. 101. Exemptions from tax on cor-
porations. Exdept as provided in paragraph
(12) (B) and in supplement U, the following
organizations shall be exempt from taxation
under this chapter-* * *

(12) (A) Farmers' fruit growers' or like
associations organized and operated on a
cooperative basis (a) for the purpose of
marketing the products of members or other
producers, and turning back to them the
proceeds of sales, less the necessary market-
ing expenses, on the basis of either the quan-
tity or the value of the products furnished
by them, or (b) for the purpose of purchas-
ing supplies and equipment for the use of
members or other persons, and turning over
such supplies and equipment to them at
'actual cost, plus necessary expenses. Ex-
emption shall not be denied any such asso-
ciation because it has capital stock, if the
dividend rate of such stock is fixed at not
to exceed the legal rate of interest in the
State of incorporation or 8 per centum per
annum, whichever is greater, on the value of
the consideration for 'Which the stock was
issued, .and if substantially all such stock.

(other than nonvoting preferred stock, the
owners of which are not entitled or per-
mitted to participate, directly or indirectly,
in the profits of the association, upon dis-
solution or otherwise, beyond the fixed divi-
dends) is owned by producers who market
their products or purchase their supplies and
equipment through the association, nor shall
exemption be denied any such association
because there is accumulated and main-
tained by it a reserve required by State law
or a reasonable reserve for any necessary pur-
pose. Such an association may market the
-roducts of nonmembers in an amount the
value of which does not exceed the value of
the products marketed for members, and may
purchase supplies and equipment for non-
members in an amount the value of which
does not exceed the value of the supplies and
equipment purchased for members, provided
the value of the purchases made for persons
who are neither members nor producers does
not exceed 15 per conturm of the Value of all
its purchases. Business done for the United
States or any of its agencies shall be disre-
garded in determining the right to oxemp
tion under this paragraph:

(B) An organization exempt from taxation
under the provisions of subparagraph (A)
shall be subject to the taxes imposed by
sections 13 and 15, or section 117 (c) (1),
except thaV in computing -the not income
of such an organization there shall be
allowed as. deductions from gross Income (in
addition. to other deductions alloviable
under section 23)-

(1) Amounts paid as dividends during the
taxable year upon its capital stock, and

(ii) Amounts allocated during the taxable
year to patrons with respect to its income
not derived from patronage (whether or not
such income was derived during such txablo
year) whether paid in cash, merchandise,
capital stock, revolving fund certificates,
retain certificates, certificates of indebted-
ness, letters of advice, or in some other
manner that discloses to each patron the
dollar amount allocated to him, Allocation
made after the close of the taxable year and
on or before the fifteenth day of the ninth
month following the close of such yoar shall
be considered as made on the last day of
such taxable year to the extent the alloca-
tions are attributable to Income derived be-
fore the close of such year.

Patronage dividends, refunds, and rebates to
patrons with respect to their patronage in
the same or preceding years (whether paid
in cash, merchandise, capital stock, revolving
fund certificates, retain certificates, certifi-
cates of indebtedness, letters of advice, or
in some other manner that discloses to each
patron the dollar amount of cuch dividend,
refund, or rebate) shall be taken Into ac-
count In computing not income In the same
manner as in the case of a cooperative or-
ganization not exempt under subparagraph
(A). Such dividends, refunds, and rebates
made after the close of the taxable year and
on or before the 15th day of the ninth
month follopIng the close of such year shall
be considered as made on thQ last day of
such taxable year to the extent that divi-
dends, refunds, or rebates, are attributable
to patronage occurring before the close of
such year. * * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of its profits are payable to one or more
organizations exempt under this section
from taxation. For the purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization of
its real property (including personal prop-
erty leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described In

§ 39.101 (10)
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this section (other than In the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.

[Sec. 101 as amended by sec. 301 (b), Rev.
Act 1950; sec. 314 (a) (b), Rev. Act 1951]

§ 39.101 (12)-i Farmers' cooperative
marketing and purchastng assoczations;
requzrements for exemption under sec-
tion 101 (12) (A) (a) (1) Cooperative
associations engaged in the marketing of
farm products for farmers, fruit grow-
ers, livestock growers, dairymen, etc., and
turning back to the producers the pro-
ceeds of the sales of their products, less
the necessary operating expenses, on the
basis of the products furnished by them,
are exempt from income tax. For 1n-
stance, cooperative dairy companies
which are engaged in collecting milk and
disposing of it or the products thereof
and distributing the proceeds, less neces-
sary operating expenses, among the pro-
ducers upon the basis of the quantity of
milk or of butter fat in the milk fur-
nished by such producers, are exempt
from the tax. If the proceeds of the
business are distributed in any other
way than on such a proportionate basis,
the association does not meet the re-
quirements of the Internal Revenue Code
and is not exempt. In other words, non-
member patrons must' be treated the
same as members insofar as the distribu-
tion of patronage dividends is concerned,
that is, if products are marketed for non-
member producers, the proceeds of the
sale, less necessary operating expenses,
must be returned to the patrons from the
sale of whose goods such proceeds result,
whether -or not such patrons are mem-
bers of the association. In order to show
its cooperative nature and to establish

,compliance with the requirement of the
Code that the proceeds of sales, less nec-
essary expenses, be turned back to all
producers on the basis of the products
furnished by them, it is necessary for
such an association to keep permanent
records of the business done both with
members and nonmembers. The Code
does not require, however, that the asso-
olation keep ledger accounts with each
producer selling through the association.
Any permanent records which show that
the association was operating during the
taxable year on a cooperative basis in
the distribution of patronage dividends
to all0 producers will suffice. While
under the Code patronage dividends
must be paid to all producers on the
same basis, this requirement is complied
with if an association, instead of paying
patronage dividends to nonmember pro-
ducers in cash, keeps permanent records
from which the proportionate shares of
the patronage dividends due to nonmem-
ber producers can be determined, and
such shares are made applicable toward
the purchase price of a share of stock or
of a-membership in the association.

(2) An association which has capital
stock will not for such reason be denied
exemption (i) if the dividend rate of such
stock is fixed at not to exceed the legal
rate of interest in the State of incor-
poration or 8 percent per annum, which-
ever is greater, on the value of the
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consideration for which the stock was
issued, and (ii) If substantially all of such
stock (with the exception noted below)
is owned by producers who market their
products or purchase their supplies and
equipment through the association. Any
ownership of stock by others than such
actual producers must be satisfactorily
explained in the association's application
for exemption. The association will be
required to show that the ownership of
its capital stock has been restricted as
far as possible to such actual producers.
If by statutory requirement all officers
of an association must be shareholders,
the ownership of a share of stock by a
nonproducer to qualify him as an officer
will not destroy the association's exemp-
tion. Likewise, if a shareholder for any
reason ceases to be a producer and the
association is unable, because of a con-
stitutional restriction or prohibition or
other reason beyond the control of the
association, to purchase or retire the
stock of such nonproducer, the fact that
under such circumstances a small
amount of the outstanding capital stock
is owned by shareholders who are no
longer producers will not destroy the
exemption. The restriction placed on
the ownership of capital stock of an
exempt cooperative association shall not
apply to nonvoting preferred stock, pro-
vided the owners of such stock are not
entitled or permitted to participate, di-
rectly or indirectly, in the profits of the
association, upon dissolution or other-
vase, beyond the fixed dividends. The
accumulation and maintenance of a re-
serve required by State statute, or the
accumulation and maintenance of a
reasonable reserve or surplus for any
necessary purpose, such as to provide for
the erection of buildings and facilities
required in business or for the purchase
and installation of machinery and equip-
ment or to retire indebtedness incurred
for such purposes, will not destroy the
exemption. An association will not be
denied exemption because it markets the
products of nonmembers, provided the
value of the products marketed for non-
members does not exceed the value of the
products marketed for members. Any-
one who shares in the profits of a farm-
ers' cooperative marketing association,
and is entitled to participate in the man-
agement of the association, must be re-
garded as a member of such association
within the meaning of section 101 (12)

(b) Cooperative associations engaged
in the purchasing of supplies and equip-
ment for farmers, fruit growers, livestock
growers, dairymen, etc., and turning over
such supplies and equipment to them
at actual cost, plus the necessary operat-
ing expenses, are exempt. The term
"supplies and equipment" as used in
section 101 (12) includes groceries and
all other goods and merchandise used by
farmers in the operation and mainte-
nance of a farm or farmer's household.
The provisions of paragraph (a) of this
section relating to a reserve or surplus
and to capital stock shall apply to asso-
ciations coming under this paragraph.
An association which purchases supplies
and equipment for nonmembers will not
for such reason be denied exemption,
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provided the value of the purchases for
nonmembers does not exceed the value
of the supplies and equipment purchased
for members, and provided the value of
the purchases made for nonmembers
who are not producers does not exceed
15 percent of the value of all its
purchases.

(c) In order to be exempt undr either
paragraph (a) or (b) of this section an
association must establish that it has no
net income for Its own account other
than that reflected in a reserve or sur-
plus authorized in paragraph (a) of this
section. An association engaged both in
marketing farm products and in pur-
chasing supplies and equipment is ex-
emptif as to each of Itsfunctionsitmeets
the requirements of the Internal Revenue
Code. Business done for th United
States or any of Its agencies shall be dis-
regarded in determining the right to ex-
emption under section 101 (12) and this
section. An association to be entitled
to exemption must not only be organized
but actually operated In the manner and
for the purposes specified in section 101
(12)

d) Cooperative organizations engaged
in occupations dissimilar from those of
farmers, fruit growers, and the like, such
as marketing building materials, are not
exempt.

§ 39.101 (12)-2 Tax treatment of
farmers' cooperative marketing and pur-
chasing assoczations exempt under see-
tion 101 (12) CA)-a) In generaL (1)
Section 101 (12) (B) is applicable to
farmers', fruit growers' or like associa-
tions organized and operated on a. co-
operative basis in the manner prescribed
In section 101 (12) CA) Although such
an association is subject to both normal
tax and surtax, as in the case of corpora-
tions generally, certain special rules for
the computation of net income are pro-
vided in section 101 (12) (B) and § 391
(12)-3. For the purpose of any law
which refers to organizations exempt
from income taxes such an association
shall, however, be considered as an or-
ganization exempt under section 101.
Thus, under section 454 (a) such an as-
sociation is not subject to the excess
profits tax. Siml1arly, the provisions of
section 26 (b) providing a credit for
dividends received from a domestic cor-
poration subject to taxation, are not
applicable to dividends received from a
cooperative association subject to section
101 (12) (B). The provisions of section
141, relating to consolidated returns, are
likewise not applicable.

(2) Rules governing the manner in
which amounts allocated as patronage
dividends, refunds, or rebates are to be
taken into account in computing the net
income of such an association are set
forth In § 39.101 (12)-4. For the tax
treatment, as to patrons, of amounts re-
ceived during the taxable year as patron-
age dividends, rebates, or refunds, see
§ 39.22 (a)-23.

(b) Meaning of terms. For purposes
of §§ 39.101 (12)-2 to 39101 (12)-4, m-
clusive, §§ 39.148 W)-1, and 39.22 (a)-23,
the following terms shall have the mean-
ing ascribed below,

§ 39.101 [Il'-2
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(1) Cooperative association. The term
"cooperative association" includes any
corporation operating on a cooperative
basis and allocating amounts to patrons
on the basis of the business done with
or for such patrons, except that the term
does not include any cooperative or non-
profit corporation (including any co-
operative or nonprofit corporation en-
gaged in rural electrification) exempt
from taxation under section 101. (10) or
(11) or any corporation subject to a tax
imposed by Supplement G (relating to
insurance companies)

(2) Patron. The term "patron" in-
cludes any- person with whom or for
whom the cooperative association does
business on a cooperative basis, whether
a member or a nonmember of the co-
operative association, and whether an
individual, a trust, estate, partnership,
company corporation, or cooperative as-
sociation.

(3) Allocation. The term "alloca-
tion" includes distributions made by a
cooperative association to a patron in
cash, merchandise, capital stock, revolv-
ing fund certificates, retain certificates,
certificates of indebtedness, letters of ad-
vice, similar documents, or in any other
manner whereby there is disclosed to a
patron the dollar amount apportioned
on the books of the association for the
account of such patron. Thus, a mere
credit to the account of a patron on the
books of the cooperative associations,
without disclosure to the patron, is not
an allocation.

(4) Patronage dividends, rebates, and
refunds. The term "patronage dividend,
rebate, or refund" includes any amount
allocated by a cooperative association,
to the account of a patron on the basis
of the business done with or for such
patron. The following are not patron-
age dividends, rebates, or refunds:

(i) Amounts distributed in redemption
of capital stock, or in redemption or sat-
isfaction of certificates of indebtedness,
revolving fund certificates, retain- cer-
tificates, letters of advice, or other simi-
lar documents;

(ii) Amounts allocated (whether in
cash, merchandise, capital stock, revolv-
ing fund certificates, retain certificates,
certificates of indebtedness, letters of ad-
vice, or in some other manner that dis-
closes to each patron the amount of such
dividend, refund, or rebate) by the asso-
ciation for products of members or other
patrons to the extent such amounts are
fixed without reference to the earnings
of the cooperative association. For this
purpose, the term "earnings" includes
the excess of amounts retained (or as-
sessed) by the association to cover ex-
penses or other items over the amount
of such expenses or other items.
(c) Examples. The application of

paragraph (b) of this section may be
Illustrated by the following examples:

Example (1). Cooperative A, a marketing
association operating on a pooling basis, re-
ceives the products- of patron W on January
5, 1952. On the same day Cooperative A ad-
vances to W 45 cents per unit for-the prod-
ucts so delivered and allocates to him a
"retain certificate" having a face value cal-
culated at the rate of 5 cents per unit. Dur-
ing the operation of 'the 'pool, and before

substantially all the products in the pool are
disposed of, Cooperative A advances to W an
additional 40 cents per unit, the amount
being determined by reference to the market
price of the products sold and the anticipated
price of the unsold products. At the close
of the pool on November 10, 1952, Coopera-
tive A determines the excess of its receipts
over the sum of its expenses and its pre-
vious, advances to patrons, and allocates to
W an additional 3 cents per unit and shares
of the capital stock of A having an aggre-
gate of face value calculated at the rate of
2 cents per unit. - I

The amoftnt of patronage dividends, re-
bates, or refunds allocated to W during 1952
amount to 5 cents per unit, consisting of
the aggregate of the following per-unit al-
locations: The amount of cash distribution
(3 cents), and the face value of the capital
stock of A (2 cents), which are fixed with
reference to-the earnings of A. The amount
of the two distributions in cash (85 cents)
and the face amount of the "retain cer-
tificate" (5 cents), which are fixed without
reference to the earnings of A, do not con-
stitute patronage dividends, rebates, or re-
funds.

Example (2). Cooperative B, a marketing
association operating on a pooling basis, re-
ceives the products of patron X on March 5,
1952. On the same day Cooperative B pays_
to X $1.00 per unit for such -products, this
amount being determined by reference to
the market price of the product when re-
ceived, and issues .to him a participation
certificate having 'no face value but which
entities X on the close of the pool to the
proceeds derived from the sale of his prod-
ucts less the previous payment of $1.00 and
the expenses and other charges attributable
to such products. On March 5, 1955, Cooper-
ative B, having sold the products' in the
pool, having deducted the previous payments
for such products, and having determined
the expenses and other charges of the pool,
redeems the participation certificate of X in
cash for 10 cents per unit. The-allocation
made to X during 1955, amounting to 10
cents per unit, is a patronage dividend, re-
bate, or refund. Neither -the payment to X
in 1952 of $1.00 nor the issuance to him of
the participation certificate in that year con-
stitutes a patronage dividend, rebate, or re-
fund within the meaning of this section.

Example (3). Cooperative C, a purchasing
association, obtains supplies for patron Y on
May 1, 1952, and receives in return therefor
$100. On February 1, 1953, Cooperative C,
having determined the excess of its receipts
over its costs and expenses, allocates to Y a
cash distribution of $L0 and a revolving
fund 'certificate of a face amount of $1.00.
The amount of patronage dividends, rebates,
or refunds allocated to Y for 1953-is $2.00, the
aggregate of the cash distribution of $1.00,
and the face amount, $1.00, of the revolving
fund certificate.

Example (4). Cooperative D, a service asso-
ciation, sells the products of members on a
fee basis. It receives the products of patron
Z under an agreement not to pool his- prod-
ucts with those of other members, to sell
his products, and to deliver to him the pro-
ceeds of the sale. Patron Z makes pay-
ments to Cooperative D during 1952 aggre-
gating $75 for service rendered him by Co-
operative D during that -year. On May 15,
1953, Cooperative D, having determined the
excess of its receipts over its costs and ex-
penses, allocates to Z a cash distribution of
$2.00. Such amount Is a patronage dtvi
dend, rebate, or refund allocated by Coop-
erative D during 1953.

§ 39.101 (12)-3 Manner of faxation
of cooperative associations sub7ect to 101
(12)-(a) In general. Farmers" fruit
growers' or like associations, organized
and-operated in compliance with the re-

quirements of section 101 (12) (A) and
§ 39.101 (12)-i shall be subject to the
taxes Imposed by sections 13 and 16 or
section 117 (c) (1) except that there
shall be allowed as deductions from gross
income, In addition to the other deduc-
tions allowable under section 23, certain
special deductions provided In section
101 (12) (B)- (i) and paragraph () of
this section, and section 101 (12) (B)
(it) and paragraph (d) of this section.
Amounts allocated as patronage divi-
dends, refunds, or rebates, whether in
cash, merchandise, capital stock, revolv-
ing fund certificates, retain certificates,
certificates of Indebtedness, letters of ad-
vice, or in some other manner that dis-
closes to each patron the dollar amount
allocated, with respect to patronage for
the taxable year or for preceding taxable
years, shall be taken into account In the
manner provided In, section 101 (12)
(B) and in § 39.101 (12)-4,

(b) Cooperative assoczations exempt
from tax before January 1, 1952. (1) In
the case of a cooperative association
exempt from tax for taxable years be-
ginning prior to January 1, 1952, the
taxable year (fiscal year or calendar
year, as the case may be) shall be deter.
mined without regard to the fact that
such association may have been exempt
from tax and not subject to the provi-
sions of section 101 (12) (B) during any
prior period, See sections 41 and 48
and the regulations thereunder. Sim-
ilarly in computing net income, the de-
termination of the taxable year for
which an Item of Income or expense is
taken into account shall be made under
the provisions of sections 41, 42 and 43
and the regulations prescribed there"
under, whether or not the item arose
during a taxable year beginning before,
on, or after December 31, 1951. For the
purpose of determining the method of
accounting of the cooperative association
under section 41, a method of account.
ing recognized under section 41 and
under the regulations prescribed there-
under and utilized In the return of Such
association filed for the first taxable
year beginning after December 31, 1951,
shall be deemed to constitute the method
of accounting regularly employed by
the cooperative association. The method
selected shall be subject to the e pproval
of the Commissioner upon the examina.
tion of the return, Any change of the
method so selected and so approved may
be made only If permission is obtained
from the Commissioner to change to an-
other recognized basis In accordance
with § 39.41-2.

(2) In any case where Inventories are
an income-producing factor see section
22 c) and (d) and the regulations pre-
scribed thereunder. The elective meth.
od of inventorying goods provided In
section 22 (d) may be adopted by the
cooperative association for any taxable
year beginning after December 31, 1061,
-in accordance with the requirements of
section 22 (d) and the regulations is-
sued under that section. In order to
use such method for such a taxable year,
the cooperative association must exer-
cise the election provided In sections 22
(d) (2) and § 39.22 (d)-3 even though

§ 39.101 (12)-3
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it may have utilized such method for ac-
-counting purposes for taxable years'be-
ginning prior to January 1, 1952.

(3) The following rules shall be ap-
plicable in computing, under section 122,
the net operating loss deduction pro-
vided in section 23 (s) No net operating
loss carry-back or carry-over shall be
allowed from a taxable year beginning
prior to January 1, 1952, for which the
cooperative association was exempt from
tax under section 101 (12) In the case
of a taxable year begining prior to Janu-
ary 1, 1952, for which the association
was not exempt under section 101 (12),
and of a taxable year beginning after
December 31, 1951, the amount of the
net operating loss carry-back or carry-
over from such year shall not be reduced
by reference to the income-of any tax-
able year beginning prior to January 1,
1952, for which the association wls ex-
empt from tax under section 101 (12)
However, in determining preceding tax-
'able years and succeeding taxable years
under section 122 (b) a taxable year be-
ginning prior to January 1, 1952, for
which the cooperative association was
exempt from tax under section 101 (12)
shall be taken into account and shall be
considered to be a "preceding taxable

-year" or a "succeeding taxable year,"
as the case may be.

(4) The adjustments to the cost or
other basis provided in section 113 (b)
and §§ 39.113 (b) (1)-1 to 39.113 (b)
(1)-3, inclusive, are applicable for the
entire period since the acquisition of the
property. Thus, proper adjustment to
basis must be made under section 113 (b)
for depreciation, obsolescence, amortiza-
tion and depletion for all taxable years
beginning prior to January 1, 1952, al-
though the cooperative association was
exempt from tax under section 101 (12)
for such years. However, the provisions
of section 114 (b) (relating to percentage

-and discovery depletion) are applicable
only for such years during which the
association was not exempt from tax
under section 101 (12) The amend-
ment to section 113 (b) (1) (B) (limiting
the adjustment to basis for excessive
depreciation, etc., which did not result in
a reduction of taxes) made by Public Law
539, 82d Congress, is also applicable for
such years where the association has
made a proper election in accordance
with section 113 d) and the regulations
prescribed thereunder. Similarly, in the
case of tax exempt and partially taxable
bonds purchased at a premium and sub-
ject to amortization under section 125,
proper adjustment to basis must be made
to reflect amortization with respect to
such premium from the date of acquisi-
-tion of the bond. (For principles gov-
erning the method of computation, see
the example in § 39.113 (b) (1)-4 relat-
ing to mutual savings banks, building
and loan associations, and cooperative
banks.) The basis of a fully taxable
bond purchased at a premium shall be
adjusted from the date of the election
-to amortize such premium in accordance
with the provisions of section 125 except
-that no adjustment shall be allowable
7for such portion of the premium attribu-
table to the period prior to the election.
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(5) In the case of a mortgage ac-
quired at a premium where the principal
of such mortgage is iayable in install-
ments, adjustments to the basis for the
premium must be made for all taxable
years (whether or not the assoclation
was exempt from tax under section 101
(12) during such years) in which install-
ment payments are received. Such ad-
justments may be made on an individual
mortgage basis or on a composite basis
by reference to the average period of
payments of the mort-age loans of such
association. For the purpose of this ad-
justment, the term "premium" includes
the excess of the acquisition value of
the mortgage over its maturity value.
The acquisition value of the mortgage
is the cost including buying commissions,
attorneys' fees or brokerage fees, but
such value does not include amounts
paid for accrued interest.

(6) The cooperative association may
select either of the alternative methods
f6r treating bad debts provided in
§ 39.23 (k)-1 (a) in the return for Its
first taxable year-beginning after Decem-
ber 31, 1951. The method selected shall
be subject to the approval of the Com-
missioner upon examination of the re-
turn. Any change in the method so
selected and approved may be made only
if permission is granted as provided In
§39.23 (k)-1 (a).

(a) Deduction for dividends paid.
There is allowable as a deduction from
the gross income of a cooperative asso-
ciation operated In compliance with the
requirements of section 101 (12) (A) and
§ 39.101 (12)-1, amounts paid as divi-
dends during the taxable year upon the
capital stock of the cooperative associa-
tion. For the purpose of the preceding
sentence, the term "capital stock" In-
cludes common stock (whether voting or
nonvoting) preferred stock, or any other
form of capital represented by capital
retain certificates, revolving fund certif-
icates, letters of advice, or other evi-
dence of a proprietary interest In a co-
operative association. Such deduction
is applicable only to the taxable year in
which the dividends are actually or con-
structively paid t6 the holder of capital
stock or other proprietary interest of the
cooperative association. If a dividend
is paid by check and the check bearing
a date within the taxable year is de-
posited in the mall, In a cover properly
stamped and addressed to the charehold-
er at his last known address, at such
time that In the ordinary handling of
the mails the check would be received by
such holder within the taxable year, a
presumption arises that the dividend was
paid to such holder in such year. The
determination of whether a dividend
has been paid to such holder by the
corporation during Its taxable year is in
no way dependent upon the method of
accounting regularly employed by the
corporation in keeping Its books, or upon
the method of accounting upon the basis
of which the net Income of the corpora-
tion is computed. For further rules as
to the determination of the right to a
deduction for dividends paid, under cer-
-tain specific circumstances, see § 39.27
(b)-2.
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Cd) Deduction for amounts al~acated
from income not denrved from Patronage.
There is allowable as a deduction from
the gross income of a cooperative aszcci-
ation operated In compliance with the
requirements of section 101 (12) (A)
and § 39.101 (12)-i amounts allocated
during the taxable year to patrons with
respect to Its income not derived from
patronage (whether or not such income
was derived during such taxable year)
whether such amounts are paid in cash,
merchandise, capital stock, revolving
fund certificates, retain certificates, cer-
tificates of indebtedness, letters of ad-
vice, or in some other manner that dis-
closes to each patron the dollar amount
allocated to him. For this purpose, alla-
cations made after the close of the tax-
able year and on or before the 15th day
of the ninth month following the closa
of the taxable year shall be considered
as made on the last day of such taxable
year to the extent that such allocations
are attributable to Income derived dur-
ing the taxable year or during years pnor
to the taxable year. As usedin this par-
agraph, the term "Income not derived
from patronage" means incidental in-
come derived from sources not directly
related to the marketing, purchasing, or
service activities of the coopzrative as-
soclation. For example, income derived
from the lease of premises, from invest-
ment in securities, from the sale or
exchange of capital assets, constitutes
income not derived from patronage.
Business done with the United States
shall constitute income not derived from
patronage. In order that the deduction
for income not derived from patronage
may be applicable, it is necessary that

-the amount sought to be deducted be
allocated on a patronage basis in pro-
portion. insofar as is practicable, to the
amount of business done by or for pa-
trons during the period to which such
income Is attributable. Thus, if capital
gains are realized from the sale or ex-
change of capital assets acquired and
disposed of during the taxable year, in-
come realized from such gains must be
allocated to patrons of such year in pro-
portion to the amount of business done
by such patrons during the taxable year.
Similarly, if capital gains are realized by
the association from the sale or ex-
change of capital assets held for a period
of more than one taxable year income
realized from such gains must be alIo-
cated, in proportion insofar as is practi-
cable, to the patrons of the taxable years
during which the asset was owned by
the assoclation. and to the amount of
business done by such patrons dunng
such taxable years.

§ 39.101 (12)-4 Patronage dividends,
rebates, or refunds; treatment as to co-
operative assoczations entitled to tax
treatment under section 101 (12) (B)-
(a) General rule. Patronage dividends,
refunds, or rebates, allocated by a coop-
erative association entitled to tax treat-
ment under section 101 (12) (B) to a
patron shall be taken into account in
computing the gross income of such as-
sociation for the taxable year, as an in-
crease in its other cost of goods sold in
the case of an association marketing

§ 39.101 (12)-4
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products for patrons, or as a reduction in
its gross receipts, in the case of an asso-
ciation purchasing supplies and equip-
ment or performing services for patrons,
as the case may be, if:

(1) The allocation is made in fulfill-
ment and satisfaction of a valid obliga-
tion of such association to the patron,
which obligation was in existence prior
to the receipt-by the cooperative asso-
ciation of the amount allocated, and

(2) The allocation is made on or be-
fore the 15th day of the ninth month
following the close of the taxable year'
in which the amounts allocated were
received by the cooperative association.

For the purpose of subparagraph (1) of
this paragraph, amounts allocated by a
cooperative association entitled to tax
treatment under section 101 (12) (B)
will be deemed allocated in fulfillment
and satisfaction of a valid enforceable
obligation, if made pursuant to provi-
sions of the by-laws, articles of incor-
poration, or other contract, whereby the
association is obligated to'make such al-
location after the retention of "reason-
able reserves" and after payment of
dividends on capital stock or other pro-
prietary capital interests. Notwith-
standing the provisions of subparagraphs
(1) and (2) of this paragraph, amounts
allocated as patronage dividends, re-
funds, or rebates during the taxable year,
or on or before the 15th day of the ninth
month following the close of such year,
with respect to patronage for years pre-
ceding the taxable year, shall be taken
into account as an increase in its other
cost of goods sold, or as a reduction m
gross receipts, for the taxable year, as
the case may be, where retention as
"reasonable reserves" of the amounts so
allocated beyond the year in which
earned was proper in accordance with
the provisions of section 101 (12) (A)
and where the allocation is made to the
patron on a patronage basis in propor-
tion insofar as is practicable, to the
amount of business done by such patrons
during the taxable year or years in which
the retained amounts were received by
the cooperative association.

(b) Illustrations.

Example (1). E, a cooperative association
entitled to tax treatment under section 101
(12) (B), organized without capital stock,
is engaged in the business of marketing
products for its patrons on a non-pool basis.
The by-laws of cooperative E provide that
there shall be allocated to patrons as patron-
age dividends within a reasonable time fol-
lowing the close of the year all of the gross
returns from sales, less expenses of opera-
tion for the year and amounts retained as
"reasonable reserves" necessary to the op-
eration of cooperative E. At the close of the
taxable year, 1952, it is determined that
from the gross returns from sales less op-
erating expenses and all taxes for such year,
$5,000 Is to be retained as "reasonable re-
serves" for various necessary purposes of co-
operative E. It is assumed that the reten-
tion of such amount is proper in accordance
with the provisions of section 101 (12) (A).
Such $5,000 Is apportioned on the books of
cooperative E to patrons of 1952 on a patron-
age basis, or permanent records are kept
from which an apportionment to such
patrons can be made. On March 1, 1953,
pursuant to the terms of the by-laws $200,-
000, the balance of the gross returns for

§ 39.101 (13)
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the taxable year is allocated to patrons of
1952 on the basis of patronage. $l0O000 of
such $200,000 is 'allocated in cash. The re-
maining $100,000 is allocated in "retain cer-
tificates" bearing no interest and redeem-
able in the discretion of the Board of Di-
rectors of cooperative E.

There may be added to the cost of goods
sold by cooperative E for 1952, $200,000
($100,000 in cash, $100,000 in retain certifi-
cates), the total amount allocated as patron-
age dividends, rebates or refunds in fuflU-
ment and satisfaction of the obligation of
the by-laws, on March 1, 1953, before the
15th day of the ninth month following the
close of 1952. There may not be added to
the cost of goods sold by cooperative E for
1952, $5,000, the amount retained as reserves
apportioned on the books, but not allocated
as patronage dividends, rebates, or refunds.

Example (2). The facts are the same as
Example 1, it additionally appearing that at,
the close of 1953 it is determined by Coopera-
tive E to allocate as cash patronage divi-
dends, rebates, or refunds to patrons of 1952,
$5,000, the amount retained as "reasonable
reserves" for 1952 in accordance with the
provisions of section 101 (12) (A). On March
1, 1954, such amount is alloeated.

There may be added to the cost of goods
sold by Cooperative E for 1953, $5,000, the
amount allocated with respect to patronage
of a preceding year, 1952, properly main-
tained as a reserve under section 101 (12)
(A).

§ 39.101 (13) Statutory provzszons;
exemptions from tax on corporations;
corporations organized to finance crop
operations.

SEC. 101. Exemptions from tax on corpora-
tions. Except as provided In paragraph (12)
(B) and in supplement U, the following or-
ganizations shall be exempt from taxation
under this chapter-* * *

(13) Corporations organized by an assocla-
tion exempt under the provisions of para-
graph (12), or members thereof, for the pur-
pose of financing the ordinary crop opera-
tions of such members or other producers,
and operated in conjunction with such as-
sociation. Exemption shall not be denied
any such corporation because it has capital
stock, if the dividend, rate of such stock is
fixed at not to exceed the legal rate of in-
terest in the State of incorporation or 8 per
centum per annum, whichever is greater, on
the value of the consideration for which the
stocki was issued, and if substantially all
such stock (other than nonvoting preferred
stock, the owners of which are not entitled
or permitted to participate, directly or indi-
rectly, in the profits of the corporation,
upon dissolution or otherwise, beyond the
fixed dividends) is owned by such associa-
tion, or members thereof; nor shall exemp-
tion be denied any such corporation be-
cause there is accumulated and maintained
by It a reserve required by State law or a
reasonable reserve for any necessary pur-
pose; * * *

An oranizatlon operated for the primary
purpose of carrying on-a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of Its profits are payable to one or more
organizations exempt under this section
from taxation. For the purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization of
its real property (including personal prop-
erty leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than In the preceding
paragraph) shall be considered an organiza-
tion exempt from income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.

[Sec. 101 as amended by sec. 301 (b), Rov.
Act 1950; sec. 314 (b), Rev. Act 1051]

§ 39.101 (13)-l Corporations organ-
zzed to finance crop operations. Corpo-
rations organized by farmers' Coop01'ai-
tive marketing or purchasing associa-
tions, or the members thereof, for the
purpose of financing the ordinary crop
,operations of such members or other
producers are also exempt, provided the
marketing or purchasing association is
exempt under section 101 (12), and the
financing corporation is operated in con-
junction with the marketing or pur-
chasing association. The provisions of
§ 39.101 (12)-l relating to a reserve or
surplus and to capital stock shall also
apply to corporations coming under this
section.

§ 39.101 (14) Statutory provisions;
exemptions from tax on corporations;
corporations organized to hold title to
property for exempt organizations.

SEC. 101. Exemptions from tax on corpo-
rations. Except as provided in paragraph
(12) (B) and n supplement U, the follow-
Ing organizations shall be exempt from
taxation under this chapter-* * *

(14) Corporations organized for the ex-
clusive purpose of holding title to property,
collecting income therefrom, and turning
over the entire amount thereof, less ex-
penses, to an organization which itself Is
exempt from the tax imposed by this chapter;

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
all of it. profits are payable to one or more
organizations exempt under this section
from taxation. For the purposes of this
paragraph the term "trade or business" shall
not include the rental by an organization of
its real property (including personal prop-
erty leased with the real property),

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organiza-
tion exempt from Income taxes for the pur-
pose of any law which refers to organizations
exempt from income taxes.
[Sec. 101 as amended by sec. 314 (b), Rev,
Act 1951]

§ 39.101 (14)-1 Corporations organ-
?zed to hold title to Property for exempt
organizations. (a) A corporation other-
wise exempt from-tax under section 101
(14) Is taxable upon Its Supplement U
net income If the income Is payable to
an organization which is itself subject
to the tax imposed by Supplement U or
if the income is payable to a church or
to a convention or association of
churches. See sections 421 to 424, In-
clusive, and the regulations thereunder.
Since a corporation to be exempt under
section 101 (14) must not engage in any
business other than that of holding title
to property and collecting Income there-
from, it cannot have unrelated business
net income as defined In section 422 (a)
other than Supplement U rental income
described in section 423,

(b) A corporation exempt under sec-
tion 101 (14) cannot accumulate Income
and retain its exemption, but it must
turn over the entire amount of such In-
come, less expenses, to an organization
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which is itself exempt from tax under
chapter 1 of the Internal Revenue Code.

§ 39.101 (15)-(18) Statutory provi-
szons; exemptions from tax on cor-
porations; instrumentalities of the
United States; employees, benefictary
associations; teachers' retirement fund
associations; religious or apostolic or-
ganizations.

,SEC. 101 Exemptions from tax on corpora-
tions. Except as provided in paragraph
(12) (B) and in supplement U, the following
organizations shall be exempt from taxation
under this chapter-* * *

(15) Corporations organized under Act of
Congress, if such corporations are instru-
mentalities of the United States and if, under
such Act, as amended and supplemented,
such corporations are exempt from Federal
income taxes;

(16) Voluntary employees' beneficiary as-
sociations providing for the payment of life,
sick, accident, or other benefits to the mem-
bers of such association or their dependents,
if (A) no part of their net earnings inures
(other than through such payments) to the
benefit of any private shareholder or individ-
ual, and (B) 85 per centum or more of the
income consists of amounts collected from
members and amounts contributed to the
association by the employer of the members
for the sole purpose of making such pay-
ments and meeting expenses;

(17) Teachers' retirement fund associa-
tions of a purely local character, if (A) no
part of their net earnings ihures (other than
through payment of retirement benefits) to
the benefit of any private shareholder or
individual, and (B) the income consists
solely of amounts received from public tax-
ation, amounts received from assessments
upon the teaching salaries of members, and
income in respect of investment;

(18) Religious or apostolic associations or
corporations, if such associations or corpo-
rations have a common treasury or com-
munity treasury, even if such associations or
corporations engage in business for the com-
mon benefit of the members, but only if the
members thereof include (at the time of
filing their returns) in their gross income
their entire pro-rata shares, whether dis-
tributed or not, of the net income of the
association or corporation for such year.
Any amount so included in the gross income
of a member shall be treated as a dividend
received.'* * *

An organization operated for the primary
purpose of carrying on a trade or business
for profit shall not be exempt under any
paragraph of this section on the ground that
anl of its profits are payable to one or more
organizations exempt under this section from
taxation. For the purposes of this paragraph
the term "trade or business" shall not in-
elude the rental by an organization of its
real property (including personal property
leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization described in
this section (other than in the preceding
paragraph) shall be considered an organi-
zation exempt from income taxes for the
purpose of any law which refers to organiza-
tions exempt from income taxes.

[See. 101 as amended by see. 137 (a), Rev.
Act 1942; sec. 301 (b), Rev. Act 1950; see.
314 (b), Rev. Act 1951]

§ 39.101 (18)-1 Religious or apos-
tolic associations or corporations. (a)
Religious or apostolic associations or
corporations are exempt from taxa-
tion under chapter 1 of the Internal Rev-
enue Code if they have a common treas-
ury or community treasury, even though
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they engage In business for the common
benefit of the members, provided each
of the members includes (at the time of
filing his return) in his gross income his
entire pro rata share, whether distrib-
uted or not, of the net income of the as-
sociation or corporation for the taxable
year of the association or corporation
ending with or during his taxable year.
Any amount so Included In the gross in-
come of a member shall be treated as a
dividend received.

(b) Every association or corporation
claiming exemption as a religious or
apostolic association or corporation un-
der the provisions of section 101 (18)
and this section shall make for each tax-
able year a return on Form 1065 stating
specifically the items of its gross income
and deductions, and its net income, and
there shall be attached to the return as
a part thereof a statement showing the
name and address of each member of
the association or corporation and the
amount of his distributive share of the
net income of the association or corpora-
tion for such year. If the taxable year
of any member is different from the tax-
able year of the association or corpora-
tion, the distributive share of the net in-
come of the association or corporation to
be included in the gross income of the
member for his taxable year shall be
based upon the net income of the associa-
tion gr corporation for the taxable year
of the association or corporation ending
within the taxable year of the member.

§ 39.101 (19) Statutory provisions;
exemptions from tax on corporations;
employeea" benefiezary associations.

SEc. 101. Exemptions from tax on cor-
porations. Except as provided in paragraph
(12) (B) and in supplement U. the following
organizations shall be exempt from taxation
under this chapter-

(19) Voluntary employees' beneficiary as-
sociations providing for the payment of life.
sick, accident, or other benefits to the mem-
bers of such association or their dependents
or their designated beneficiaries, if (A) ad-
mission to membership In such associatlon
is limited to individuals who are oers or
employees of the United States Government.
and (B) no part of the net earnings of auch
association inures (other than through such
payments) to the benefit of any private
shareholder or individual.

An organization operated for the primary
purpose of carrying on a trade or busineoa
for profit shall not be exempt under any
paragraph of this section on the ground that
all of Its profits are payable to one or more
organizations exempt under this rection
from taxation. For the purposes of this
paragraph the term "trade or business" rhall
not include the rental by an organizaton
of its real property (including personal prop-
erty leased with the real property).

Notwithstanding paragraph (12) (B) and
supplement U, an organization de.crlbed In
this section (other than in the preceding
paragraph) shall be considered an organ-
ization exempt from Income taxes for the
purpose of any law which refers to organiza-
tions exempt from income taxes.

[Sec. 101 as amended by sea. 217 (a). Rev.
Act 1939; see. 301 (b), Rev. Act 1950; rec.
314 (b), Rev. Act 1951]

§39.102 Statutory provisions; surtax
on corporations improperly accumu-
lating surplus.
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Szo. 102. Surtax oa corporations improp-
erly accumulating surp!uZ.-(a) Impositian
of tax. Ther shll be levied, collected, and
paid for each taxable year (in addition to
other taxes Imposed by this chapter) upon
the not income of every corporation (other
than a personal holding company as defined
in sectlon 501 or a forel~n personal holding
company as defined in Supplement P) if
such corporation, however created or organ-
iz.d. I, formed or availed of for the purpose
of preventing the imposition of the surtax
upon its rhareholders or the shareholders
of any other corporation, through the me-
dium of permitting earnings or profits to
accumulate in tead of being divided or dis-
tributed, a surtax equal to the sum of the
following:

27% per centum of the amount of the
undistributed sectIon 102 net income not in
exce:s of 8103.003. plus

38% per centum of the undistributed sec-
tion 102 net income in excess of $100,003.

(b) Prima faie cvdence. The fact that
any corporation Ia a mere holding or invest-
ment company shall be prima face evidence
of a purpose to avoid surtax upon share-
holders.

(c) Evidence detefmnative of purpose.
The fact that the earnings or profits of a
corporatlon are permitted to accumulate be-
yond the reasonable needs of the business
shall be determinative of the purpoe to
avoid surtax upon shareholders unless the
corporation by the clear preponderance of
the evidence shall prove to the contrary.

(d) Definitioni. As used in this
chapter-

(1) Section 102 net income. The term
",ectIon 102 net income" means the net In-
come. computed without the benefit of the
capital los carry-over provided in section
117 (e) from a taxnble year which begins
after December 31.1940. and computed with-
out the net operating los deduction pro-
vlded in cectlon 23 (a). minus the sum of-

(A) Taxes. Federal income, var-profits,
and excess-profits ta= (other than the tax
Imposed by Subchapter E of Chapter 2 for a
taxable year beginning after December 31.
1940) paid or accrued during the taxable
year. to the extent not allowed as a deduction
by cection 23, but not including the tax Im-
posed by this t.ctlon or a corresponding sec-
tion of a prior income-tax law.

(B) Disallowed charitable, etc., contribu-
tions. Contributions or gifts payment of
which Is made within the taxable year. not
otherwise allowed as a deduction, to or for
the use of doneea described in section 23 (o),
for the purpoces therein specified. For the
purposes of the preceding sentence. payment
of any contribution or gift shall be consid-
ered as made within the taxable year if
and only if It I considered for the pur-
pcses of section 23 (aj as made within such
year.

(C) Disallowed loses. tosses from sales
or exchanges of capital a.sets which are dis-
allowed as a deduction by section 117 (d).

(D) Long-term capital gains. The excs
of the net long-term capital gain for the
taxable year over the net short-term capital
loco for such year. minus the taxes Imposed
by this chapter attributable to such excess.
The taxes attributable to such excess shall
be an amount equal to the difference be-
tween (i) the taxes Imposed by this chapter
(except the tax imposed by this section) for
such year and (H) such taxes computed for
uuch year without including such excess In
net Income.

(2) Undftributed section 102 net income.
The term "undlatributed section 102 net in-
come" means the section 102 net income
minus the basic surtax credit provided In
section 27 (b), but the computation of such
credit under cection 27 (b) (1) shall be
made without Its reduction by the amount
of the credit provided In section 23 (a). re-

§ 39.102

HeinOnline -- 18 Fed. Reg. 5915 1953



RULES AND REGULATIONS

lating to Interest on certain obligations of
the United States and Government corpora-
tions.

(e) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

(f) Income not placed on annual basis.
Section 47 (c) shall not apply in the compu-
tation of the tax imposed by this section.
[Sec. 102 as amended by sec. 211 (f), Rev.
Act 1939; seas. 103 (d), 135 (b), 202 (b), Rev.
Act 1911; secs. 105 (e), 138, Rev. Act 1942;
sec. 122 (g) (5), Rev. Act 1945; see. 3 (b),
Pub. Law 378 (81st Cong.); sec. 315 (a), Rev.
Act 1951]

§ 39.102-1 Taxation o7 corporation
formed or utilized for avoidance of sur-
tax. (a) Section 102 imposes (in addi-
tion to other taxes unposed by chapter
1 of the Internal Revenue Code) a grad-
uated income tax or surtax upon any
domestic or foreign corporation formed
or availed of to avoid the imposition of
the individual surtax upon its share-
holders or the shareholders of any other
corporation through the medium of per-
mitting earnings or profits to accumu-
late instead of dividing or distributing
them. However, personal holding com-
panies, as defined in section 501, and
foreign personal holding companies, as
defined in Supplement P (see section
331) are excepted from taxation under
section 102. The surtax imposed by sec-
tion 102 applies whether the avoidance
'was accomplished through the forma-
tion or use of only one corporation or
a chain of corporations. For example, if
the capital stock of the M Corporation
is held by the N Corporation so that the
dividend distributions of the M Corpora-
tion would not be returned as income
subject to the individual surtax until
distributed in turn by the N Corpora-
tion to its individual shareholders, never-
theless the surtax inposed by section
102 applies to the M Corporation, if that
corporatibn is formed. or availed of for
the purpose of preventing the imposition
of the individual surtax upon the indi-
vidual shardholders of the N Corporation.

(b) A foreign corporation, whether
resident or nonresident, formed or
availed of for the purpose specified in
section 102 is subject to the tax imposed
thereby if it derives income from sources
within the United States as -defined in
section 119 and the regulations there-
under, if any of its shareholders are (1)
citizens or residents of the United States
and therefore subject to the surtax with
respect to distributions of the corpora-
tion or (2) nonresident alien individuals
who, by the application of section 211 (b)
or section 211 (c) would be subject to
the surtax with respect to distributions
of the corporation wich if made would
constitute income from sources within
the United States (see section 119) or
'3) foreign corporations if any beneficial
interest therein is owned directly or in-
directly by any shareholder specified in
(1) or (2) On the other hand, the tax
Imposed by section 102 will not apply
even though a foreign corporation,
whether resident or nonresident, derives
income from sources within the United
States, if all of its shareholders are non-
resident alien individuals who, by the
application of section 211 (a) would not

§ 39.102-1

be subject to surtax with respect to dis-
tributions of the corporation if made.

(c) For the computation of the surtax,
see § 39.102-4.

§ 39.102-2 Purpose to avoid surtax;
evidence; burden of proof" definition of
holding or investment company. (a)
The Commissioner's determination that
a corporation was formed or availed of
for the purpose of avoiding the mdivid-
ual surtax is subject to disproof by com-
petent eidence. The existence or non-
existence of the purpose may be indi-
cated by circumstances other than the
evidence specified in the Internal Reve-
nue Code, and whether or not such pur-
pose was present depends upon the par-
ticular circumstances of each case. In
other words, a corporation is subject to
taxation under section 102 if it is formed
or availed of for the purpose of prevent-
ing the imposition of surtax upon share-
holders through the medium of permit-
ting earnings or profits to accumulate,
even though the corporation is not u
mere holding or investment company
and does not have an unreasonable ac-
cumulation of earnings or profits; and
on the other hand, the fact that a cor-
poration is such a company or has such
an accumulation is not absolutely con-
clusive against it if, by clear and con-
vmcing evidence, the taxpayer satisfies
the Commissioner that the corporation
was neither formed nor availed'of for
the purpose of avoiding the individual
surtax. All the other circumstances
which might be construed as evidence of
the purpose to avoid surtax cannot be
outlined, but among other things the
following will be considered: (1) Deal,.
igs between the corporation and its

shareholders, such as withdrawals by the'
shareholders as personal loans or the
expenditure of funds by the corporation
for the personal benefit of the share-
holders, and (2) the investment by the
corporation of undistributed earnings
in assets having no reasonable connec-
tion with the business. The mere fact
that the corporation distributed a large
portion of its earnings for the year in
question does not necessarily prove that
earnings were not permitted to accumu-
late beyond reasonable needs or that the
corporation was not formed or availed
of to avoid surtax upon shareholders.'

(b) If the Commissioner determines
that the corporation was formed or
availed of for the purpose of avoiding
the individual surtax through the me-
dium of permitting earnings or profits to
accumulate, and the taxpayer contests
such determination of fact by litigation,
the burden of proving the determination
wrong by a preponderance of evidence,
together with the corresponding burden
of first going forward with evidence, is
on the taxpayer under principles appli-
cable to income tax cases generally, and
tins is so even though the corporation
is not a mere holding or investment com-
pany and does not have an unreason-
able accumulation of earnings or profits.
However, if the corporation is a mere
holding or mvestment- comlany, then
the Internal Revenue Code gives fur-
ther weight to the presumption of cor-
rectness already arising from the

Commissioner's determination by ex-
pressly providing an additional pre-
sumption of the existence of a purpose
to avoid surtax upon shareholders, while
if earnings or profits are permitted to
accumulate beyond the reasonable needs
of the business, then the Code adds still
more weight to the Commissioner's do-
termination by providing that irrespec-
tive of whether or not the corporation
Is a mere holding or investment com-
pany, the existence of such an accumu-
lation is determinative of the purpose
to avoid, surtax upon shareholders un-
less the taxpayer proves the contrary by
such a clear preponderance of all the
evidence that the absence of such a pur-
pose is unmistakable.

(c) A corporation having practically
no activities except holding property,
and collecting the income therefrom or
Investing therein, shall be considered a
holding company within the meaning of
section 102. If the activities further
Include, or consist substantially of, buy-
ing and selling stocks, securities, real
estate, or other Investment property
(whether upon an outright or a marginal
basis) so that the income is derived not
only from the Investment yield but also
from profits upon market fluctuations,
the corporation shall be considered an
investment company within the mean-
ing of section 102.

§ 39.102-3 Unreasonable accumula-
tion of profits. (a) An accumulation of
earnings or profits (including the undis-
tributed earnings or profits of prior
years) Is unreasonable If it is not re-
quired for the purposes of the business,
considering all the circumstances of the
case. It is not intended, however, to
prevent accumulations of surplus for the
reasonable needs of the business if the
purpose Is not to prevent the imposition
of the surtax. No attempt is hero made
to enumerate all the ways in which earn-
ings or profits of a corporation may be
accumulated for the reasonable needs of
the business. Undistributed income is
properly accumulated if retained for
working capital needed by the business,
or if invested In additions to plant rea-
sonably required by the business; or if
in accordance with contract obligations
placed to the credit of a sinking fund for
the purpose of retiring bonds issued by
the corporation. The nature of the in-
vestment of earnings or profits is imma.
terial If they are not In fact needed in
the business, Among other things, the
nature of the business, the financial con-
dition of the corporation at the close of
the taxable year, and the use of the un-
distributed earnings or profits will be
considered in determining the reason-
ableness of the accumulations,

(b) The business of a corporation Is
not merely that which It has previously
carried on, but Includes in general any
line of business which it may undertake,
However, a radical change of business
when a considerable surplus has been
accumulated may afford evidence of a
purpose to avoid the surtax. If one cor-
poration owns the stock of another cor-
poration In the same or a related line of
business and in effect operates the other
corporation, the business of the latter
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may be considered in substance although
not in legal form the business of the first
corporatioi. Earnings or profits of the
first corporation put into the second
through the purchase of stock or other-
wise may, therefore, if a subsidiary
relationship is established, constitute
employment of the income in its own
business. Investment by a corporation
of its income in stock and securities of
another corporation is not of itself to be
regarded as employment of the income
in its business. The business of one cor-
poration may not be regarded as includ-
ing the business of another unless the
other corporation is a mere mstrumen-
tality of the first; to establish this it is
ordinarily essential that the first corpo-
ration own all or substantially all of the
stock of the second.
(c) The Commissioner, or any district

director of internal revenue upon direc-
tion from the Comissioner, may re-
quire any corporation to furnish a
statement of its accumulated earnings
and profits, the name and address of,
and number of shares held by each of
its shareholders, and the amounts that
would be payable to each, if the income
of the corporation were distributed.
See section 148 (c)

§ 39.102-4 Computation of undistrib-
uted section 102 net 2ncome. (a) In
ascertaining the tax basis for corpora-
tions subject to the provisions of section
102, the "section 102 net income" is first
computed. This is accomplished in the
case of a domestic corporation by sub-
tracting from the corporate net income
(as defined in sections 21 and 204) com-
puted without the benefit of the capital
loss carry-over provided in section 117
(e) and without the net operating-loss
deduction provided in section 23 (s) the
sum of (1) Federal income, war-profits,
and excess-profits taxes paid or accrued
during the taxable year, to the extent not
allowed as a deduction by section 23 (c)
but not including the graduated income
tax or surtax imposed by section 102 or
corresponding sections of prior Revenue
Acts; (2) contributions or gifts payment
of which is made within the taxable year
(or considered for the purposes of sec-
tion 23 (q) as made within such year)
not otherwise allowed as a deduction, to
or for the use of donees described in sec-
tion 23 (o) and § 39.23 (o)-1 for the pur-
poses therein specified; -3) losses from
sales or exchanges of capital assets which
are disallowed as a deduction by section
117 (d) for the taxable year; (4) the
amount remaining after deducting from
the excess of the net long-term capital
gain for the taxable year over the net
short-term capital loss for such year
(computed without regard to any capital
loss carry-over) the taxes attributable to
such excess. For purposes of this sub-
paragraph, the taxes attributable to
such excess shall be the amount remain-
ing after deducting from the taxes im-
posed by-chapterI for such year (deter-
mined without regard- to the taxes im-
posed by section 102) the taxes similarly
imposed and determined for such year
without including the excess of net long-
term capital gain over the net short-
term capital loss for such year in net in-

FEDERAL REGISTER

come. For example, if the taxpayer pays
the alternative tax as computed under
section 117 Cc) the tax attributable to
the excess of the net long-term capital
gain over the net short-term capital loss
shall be the amount computed under sec-
tion 117 (c) (1) (B) In the case of a
foreign corporation, whether resident or
nonresident, which files or causes to be
filed a return, the "section 102 net in-
come" means the net income from
sources within 'the United States (gross
income from sources within the United
States, as defined in section 119 and
the regulations thereunder, less statu-
tory deductions) minus the amount of
the deductions enumerated in subpara-
graphs (1) (2) (3), and (4) of this
paragraph. In the case of a foreign cor-
poration, whether resident or nonresi-
dent, which fies no return, the "section
102 net income" means the gross income
from sources within the United States, as
defined in section 119 and the regulations
thereunder, without the benefit of the
deductions enumerated in subparagraphs
(1) (2) (3) and (4> of this paragraph,
or any other deductions. See section 233.
In the case of a taxable year of less than
12 months on account of a change In the
accounting period of the corporation, the
corporate net income is computed on the
basis of the period included in the tax-
able year, and is not 'placed on an an-
nual basis under the provisions of section
47 c)

(b) The "section 102 net income" in-
cludes interest upon obligations of the
United States and obligations of a cor-
poration organized under act of Con-
gress, if such corporation is an Instru-
mentality of the United States, except
as provided in section 22 (b) (4) The
"section 102 net income" does not include
interest on obligations of States or Ter-
ritories of the United States or any po-
litical subdivision thereof or of the Dis-
trict of Columbia or of the possessions
of the United States.

c) In determining "section 102 net
income," section 117 (k) (2) in the case
of coal, shall have no application. See
§ 39.117 (k)-1 ().
(d) The "undistributed section 102

net income" is computed by subtracting
from the "section 102 net Income" the
amount of the basic surtax credit pro-
vided in section 27 (b). In computing
the basic surtax credit for the purpose of
section 102, the credit under section 27
(b) (1) is not to be reduced by the
amount of the credit provided In section
26 Ca), relating to Interest on certain ob-
ligations of the United States and Gov-
ernment corporations.

§ 39.103-104 Statutory provisions;
tax on citizens and corporations of cer-
tan foreign countries; banks and trust
companies.

Smc. 103. Rates of tax on citizens and cor-
porations of certain foreign countries.
Whenever the President finds that, under
the laws of any foreign country, citizens or
corporations of the United States are being
subjected to discriminatory or extraterri-
torial taxes, the President shall so proclaim
and the rates of tax imposed by sectlona 11,
12, 13. 14. 201 (a), 204 (a), 207, 211 (a), 231
-(a). 362, and 400 shall, for the taxable year
during which such proclamation it made and
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for each taxable year thereafter, be doubled
In the case of each citizen and corporation
of such foreign country; but the tax at such
doubled rate shall be considered as impaced
by cections 11, 12.13,14,201 (a), 204 (a), 2T,
211 (a). 231 (a), 362. and 400, as the case may
be. In no case shall this section operate to
Increase the taxes Imposed by such sections
(computed without regard to this section)
to an amount in excess of 80 per centum of
the net Income of the taxpayer. Whenever
the President finds that; the law= of any for-
elga country with respect to which the Presi-
dent has made a proclamation under the
precedingprovlslons of thissection have been
modified so that discriminatory and extra-
territorial taxes applicable to citizens and
corporations of the United States have been
removed, he shall co proclaim, and the pro-
vslionas of this cection providing for doubled
rates of tax shall not apply to any citizen or
corporation of such forelin country with
respect to any taxable year beginning after
such proclamation I, made.
[Sec. 103 as amended by secs. 163 (b) (1),
172 (c).Rev. Act 1042; sec.6 (b) (3), IdlvId-
ual Income Tax Act 19441

Szc. 104. Banlks and trust companiez-(a)
Definition. As used in this section the term
"bank" means a bank or trust company in-
corporated and doing business under the
laws of the United States (including laws
rMeting to the District of Columbia), of any
State, or of any Territory, a substantial part
of the business of which consis-ta of receiv-
tng deposits and m-king loans and discounts,
or of exercising fiduciary powers similar to
those permitted to national b-ks under
section 11 (k) or the Federal Reserve Act,
38 Stat. 2G2 (U. S. C.. Title 12, section 248k),
as amended, and which i- subject by law
to supervisonn and examination by State,
Territorial or Federal authority having sup-
ervislon over banking institutions. Such
term also meas a domestic building and
loan acsclation.

(b) Rate of tax. Bank shall be subject
to tax under section 13 or section 14 (b),
and under sectlon 15.
[Sec. 104 as amended by sec. 202, Rev. Act
1930; rec. 104 (c). Rev. Act 1941; sec. 313
(h). Rev. Act 19511

§ 39.104-1 Tax ona banPs. A bank, as
defined in section 104 (a) is, under sec-
tion 104 (b) subject to the normal tax
on corporations Imposed by section 13
(see § 39.13-1) and the surtax on cor-
porations imposed by section 15 (see
§ 30.15-1)

§ 39.104-2 2futual savings banks,
building and loan associations, and co-
operative bans. (a) lmutua savings
banks, building and loan associations,
and cooperative banks not having capi-
tal stock represented by shares are sub-
ject to both normal tax and surtax as
In the case of other corporations. Such
Institutions are, however, not subject to
excess profits tax. For special ruIes
governing the taxation of a mutual sav-
ings bank conducting a life insurance
business, see section 110 and the regula-
tions prescribed thereunder.

(b) While the general principles for
determining the net income of a corpo-
ration are applicable to a mutual savings
bank, a building and loan association,
or a cooperative bank not havin capital
stock represented by shares, there are
certain exceptions and special rules gov-
erning the computation in the case of
such institutions. See § 39.23 (k)-5 for
special rules concerning additions to re-
serves for bad debts. See also 9 39'3
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(r)-1, relating to dividends paid by bank-
ing corporations, for special rules con-
cerning deductions for amounts paid to,
or credited to the accounts of, deposi-
tors or holders of withdrawable accounts
as dividends. Furthermore, in deter-
mining the normal tax net income of
such an institution, the credit for diy-
dends received provided in section 26
(b) shall not be applicable to dividends
which were deductible in computing the
net income of the distributing corpora-
tion under section 23 (r)

(c) The taxable year (fiscal year or
calendar year, as the case may be) of
a mutual savings bank, a building and
loan association, or a cooperative bank
not having capital stock represented by
shares shall be determined without re-
gard to the fact that the taxpayer may
have been exempt from tax during any
prior period. See sections 41 and 48 and
the regulations thereunder. Similarly, in
computing net income, the determina-
tion of the taxable year for which an
Item of income or expense is taken into
account shall be made under the provi-
sions of sections 41, 42, and 43, and the
regulations thereunder, whether or not
the item arose during a taxable year
beginning before, on, or after December
31, 1951. For the purpose of determin-
ing, under section 41, the method of ac-
counting of the mutual savings bank,
the building and loan association, or
the cooperative bank, a method-of ac-
counting recognized under section 41
and under the regulations prescribed
thereunder and utilized in the return
of such institution filed for the first
taxable year beginning after December
31, 1951, shall be deemed to constitute
the method of accounting regularly em-
ployed by the institution. The method
selected shall be subject to the approval
of the Commissioner upon the exami-
nation of the return. Any change in
the method so selected and so approved
may be made only if permission is ob-
tamed from the Commissioner under
§ 39.41-2 to change to another recog-
nized method. For the purpose of com-
puting, under section 122, the net operat-
ing loss deduction provided in section 23
(s) the terms "preceding taxable year"
and "preceding taxable years" as used in
section 122, shall not include any tax-
able year for which the institution was
exempt from tax. Thus, if the institu-
tion was exempt from tax for the imme-
diately preceding taxable year, the net
operating loss is not a carry-back to any
preceding taxable year, and the net oper-
ating loss carry-over to succeeding tax-
able years is not reduced by the net in-
come for any preceding taxable year.
No net operating loss carry-back or
carry-over shall be allowed from a tax-
able year beginning biefore January 1,
1952.

§ 39.105 Statutory provisions; sale of
oil or gas properties.

SEc. 105. Sale of oil or gas properties. In
the case of a bona fide sale of any oil or gas
property, or any interest therein, where the
principal value of the property has been
demonstrated by prospecting or exploration
or discovery work done by the taxpayer, the
portion of the tax imposed by section 12
attributable to such sale shall not exceed 30

RULES AND REGULATIONS

per centum of the selling price of such prop-
erty or interest.

§ 39.105-1 Surtax on sale of oil or
gas properties. (a) If the taxpayer, by
prospecting and locating claims or by
exploring or discovering undeveloped
claims, has demonstrated the principal
value of oil or gas property, which prior
to his efforts had a relatively minor
value, the portion of the surtax imposed
by- section 12 attributable to a sale of
such property or of the taxpayer's inter-
est therein shall not exceed 30 percent
of the selling price. Shares of stock in
a corporation owning oil or gas property
do not constitute an interest in such
property. To determine the application
of section 105 to a particular case, the
taxpayer should first compute the sur-
tax imposed by section 12 upon his entire
surtax net income, including the net in-
come from any sale of such property
or interest therein, without regard to
section 105. The proportion of the sur-
tax, so computed, indicated by the ratio
which the taxpayer's net income from
the sale of the property or interest
therein, computed as prescribed in this
section, bears to his total net income is
the portion of the surtax attributable to
such sale, and if it exceeds 30 percent
of the selling price of such property or
interest, such pol-tion of the surtax shall
be reduced to that amount.

(b) In determining the portion of the
net income attributable to the sale of
such oil or gas property or interest
therein, the taxpayer shall allocate to
the gross income derived from such sale,
and to the gross income derived from
all other sources, the expenses, losses,
and other deductions properly apper-
taming thereto and shall apply any
general expenses, losses, and deductions
(which cannot properly be otherwise
apportioned) ratably to the gross income
from all sources. The gross income de-
rived from the sale of such oil or gas
property or interest therein, less the de-
ductions properly appertaining thereto
and less its proportion of any general
deductions, shall be the net income at-
tributable to such sale. The taxpayer
shall submit with his return a statement
fully explaining the manner in which,
such expenses, losses, and deductions are
allocated or apportioned.

§ 39.106 Statutory provmsons; claims
against United States involving acquz-
sition of Property.

SEc. 106. Clazms against United States in-
volving acquisition of property. In the
case of amounts (other than interest) re-
ceived by a taxpayer from the United Statex
with respect to a claim against the United
States involving the acquisition of property
and remaining unpaid for more than fifteen
years, the portion of the tax imposed by
section 12 attributable to such receipt shall
not exceed 30 per centum of the amount
(other than interest) so received.

§ 39.106-1 Surtax on certain amounts
received from the United States. The
method. of computation provided for in
§ 39.105-1, relating to the limitation on
surtax on the sale of oil or gas'proper-
ties, shall be applicable in computing,
under section 106, the surtax imposed
by section 12 attributable to certain

amounts received by the taxpayer from
the United States under a claim Involv-
ing acquisition of his property. The sur-
tax limitation provided in section 100
Is not applicable to any amount received
from the United States which constitutes
interest, whether such Interest was In-
cluded in the claim or in any Judgment
thereon or has accrued on such judgment.

§ 39.107 Statutory provisions; com-
pensation for services rendered for a
period of 36 months or more and back

SEc. 107, Compensation for services ron-
dered for a period of tlrty-six months or
more and back pay-(a) Personal services.
If at least 80 per contum of the total com-
pensation for personal services covering a
period of thirty-six calendar moriths or more
(from the beginning to the completion of
such services) Is received or accrued In one
taxable year by an individual or a partner-
ship, the tax attributable to any part thereof
which Is Included In the gross income of
any Individual shall not ba. greater than the
aggregate of the taxes attributable to such
part had it been included In the gross in-
come of such individual ratably over thabt
part of the period which precedes the date
of such receipt or accrual.

(b) Patent, copyright, etc. For the pur-
poses of this subsection, the term "artistic
work or Invention" In the case of an indi-
vidual, means a literary, musical, or artistic
composition of such individual or a patent
or copyright covering an invention Of or a
literary, musical, or artistic composition of
such Individual, the work on which by such.
Individual covered a period of thirty-six
calendar months or more from the beginning
to the completion of such composition or
invention. If, in the taxable year, the gross
income of any individual from s particular
artistic work or invention by him Is not less
than 80 per contum of the gross Income In
respect of such artistic work or invention
In the takable year plus the gross Income
therefrom In previous taxable years and the
twelve months Immediately succeeding the
close of the taxable year, the tax attributable
to the part of such gross income of the
taxable year which Is not taxable as a gain
from the sale or exchange of a capital asoot
'held for more than 6 months shall not be
greater than the aggregate of the taxes at-
tributable to such part had It boon received
ratably over that part of the period preceding
the close of the taxable year but not more
than thirty-six calendar months.
(o) Fractional parts of a month. For th0

purposes of this section a fractional part of
a month shall be disregarded unless It
amounts to more than half a month in which
case It shall be considered as a month,

(d) Back pay-(1) In general. If the
amount of the back pay received or accrued by
an individual during the taxable year exceeds
15 per centum of the gross Income of the
individual for such year, the part of the tax
attributable to the inclusion of such back
pay in gross Income for the taxable year
shall not be greater than the aggregate of
the Increases In the taxes which would have
resulted from the inclusion of the respective
portions of such back pay In gross Income
for the taxable years to which such portions
are respectively attributable, as determined
under the regulations prescribed by the
Commissioner with the approval of the
Secretary.

(2) Definition of back pay, For the pur-
poses of this subsection, "back pay" means
(A) remuneration, including wages, salarles,
retirement pay, and other similar compensa-
tion, which is received or accrued during the
taxable year by an employee for services per-
formed prior to the taxable year for his cal-

§ 39.105

HeinOnline -- 18 Fed. Reg. 5918 1953



Saturday, September 26, 1953

.ployer and which would have been paid prior

.to the taxable year except for the interven-
tion of one of the following events: (I) bank-
ruptcy or receivership of the employer; (ii)
dispute as to-the liability of the employer
to pay sucir remuneration, which is deter-
mined after the commencement of court pro-
-ceedings; (iii)-if the employer is the United
States, a State, a Territory, or any political
subdivision thereof, or the Dlistrict of Co-
lumbia, or any agency or instrumentality
of any of the foregoing, lack of funds ap-
propriated to pay such remuneration; or
(iv) any other event determined to be simi-
lar in nature under regulations prescribed
by the Commissioner with the approval of
the Secretary; and (B) wages or salaries
which. are received or accrued during the
taxable year by an employee for services
performed prior to the taxable year for his
employer and which constitute retroactive
wage or salary increases ordered, recom-
mended, or approved by any Federal or State
agency, and made retroactive to any period
prior to the taxable year; and (C) payments
which are received or accrued during the tax-
able year as the result of an alleged violation
by an employer of any State or Fed-
eral law relating to labor standards or praC-
tices; andwhich are determined under reg-
ulations prescribed by the Commissioner
with -the approval of the Secretary to be
attributable to a prior taxable year.
Amounts not includible in gross income un-
der this chapter shall not constitute "back
pay."

(e) Tax on self-employment income. This
section shall be applied without regard to
and shall not affect, the tax imposed by sub-
chapter F, relating to tax on self-employ-
ment income.

- [Sec. 107 as added by see. 220 (a), Rev. Act
1939; amended by see. 139 -(a), Rev. Act 1942;
sec. 119, Rev. Act 1943; sec. 208 (d) (5), So-
cial Security Act Amendments 1950]

§ 39.107-1 Personal services. (a)
Section 107 (a) provides that if at least
80 percent of the total compensation for
personal services covering a period of 36
calendar months or more (from the be-
ginning to the completion of such serv-
ices) is received or accrued in one tax-
able year by an individual or a partner-
ship, then the tax attributable to any
part of such amount which is included in
the gross income of any individual shall
not be greater than the aggregate of the
taxes attributable to such part had such
part been included in the gross income
of such individual ratably over that part
of the period of service which precedes
the date of such receipt or accrual.
Thus, for example, if an individual who
makes his returns on a calendar year
basis and on the basis of cash receipts
and disbursements commences personal

•services on February 17, 1949, and com-
pletes them on July 1, 1952, and is paid
$8,000 for such services on the comple-
tion date, he is entitled to the benefits of
section 107 (a) provided the $8,000 is at
least 80 percent of the total- compensa-
tion paid or to be paid to such individual
for such services , and the tax attribut-
able to the $8,000 received in 1952 and
included in the individual's gross income
for such year shall not be greater than
the tax attributable to such amount, had
it beenreceived ratably over the calendar
months included in the period from Feb-
ruary 17, 1949, to July 1, 1952. However,
if such individual receives an additional
$5,000 in 1953 for such services, he is not
entitled to the benefits of section 107 (a)
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with respect to either the $8,000 or the
$5,000, for the reason that he does not re-
ceive in one taxable year at least 80 per-
cent of the total compensation for such
services. Also, for example. if an indi-
vidual who makes his returns on the cal-
endar year basis and on the basis of cash
receipts and disbursements commences
personal services on March 3, 1950, and
completes them on August 22, 1953, and
is paid a total compensation of $10,000
for such services on July 5, 1952, he is
entitled to the benefits of section 107 (a)
and the tax attributable to the $10,000
received in 1952 and included In such
mdividual's gross income for such year
shall not be greater than the tax attrib-
utable to such amount, had It been re-
ceived ratably over the calendar months
included in the period from March 3,
1950, to July 5, 1952, the date on which
the $10,000 was received. However, if
such individual receives an additional
$7,000 for such services on May 1, 1953,
he is not entitled to the benefits of sec-
tion 107 (a) for the reason that he does
not receive in one taxable year at least
80 percent of the total compensation for
such services.

(b) It is immaterial when the per-
sonal services are rendered provided
at least 36 calendar months elapse from
the beginning to the completion of the
services. For the purposes of this sec-
tion, a fractional part of a month is to
be disregarded unless it amounts to more
than half a month, In which case it is
to be considered as a month.

(c) It is not necessary, in order for
section 107 (a) to be applicable, that the
individual who includes in his gross n-
come compensation for such personal
services be the person who renders the
services. For example, a partner who
shares in the compensation for such per-
sonal services rendered by the partner-
ship may be entitled to the benefits of
section 107 (a) notwithstanding that he
took no part in the rendering of such
services.

d) The first step In determining
whether the limitation in section 107
(a) relative to the amount of tax is ap-
plicable is the computation of the
amount of tax in the current taxable
year attributable to that part of the com-
pensation which is included in the gross
income of the taxpayer for such year.
The tax attributable to such compensa-
tion is the difference between the tax
for such taxable year computed with the
inclusion of such compensation in gross
income and the tax for such taxable year
computed without including such com-
pensation in gross income.
(e) The next step Is to compute the

tax attributable to such compensation
in each of the taxable years (including
the current taxable year) within which
falls one or more calendar months in-
cluded in the part of the period of service
which precedes the date such compen-
sation is received or accrued, as If the
compensation had been received or ac-
crued in equal portions in each of such
calendar months. For what constitutes
a taxable year, see section 48 (a) The
amount of the tax attributable to such
compensation in each such taxable year

is the difference between the tax fol
such year computed with the inclusion
of an allocable portion of such compen-
sation In gross income and the tax for
such year computed without mcluding
any part of such compensation in gross
income. The portion of the compensa-
tion allocable to each such taxable year
is an amount equal to the entire amount
of such compensation received or ac-
crued in the current taxable year, di-
vided by the entire number of calendar
months included within the part of the
period of service which precedes the date
such compensation Is received or ac-
crued, and multiplied by the number of
such calendar months falling within the
particular taxable year.

Wi) The tax for the current taxable
year shall be the tax for such year com-
puted without including the compensa-
tion for personal services in gross in-
come, plus (1) the amount of tax for
such taxable year attributable to such
compensation (computed in accordance
with paragraph d) of this section) or
(2) the sum of the taxes attributable to
such compensation had it been received
in equal portions in each of the calendar
months included within the part of the
period of service which precedes the date
such compensation is received or accrued
(computed In accordance with paragraph
(e) of this section), whichever is the
smaller.

(g) The method of allocating compen-
sation for personal services to the tax-
able years in which falls any of the
calendar months included within the part
of the period of service which precedes
the date such compensation is received
may be illustrated by the follow=n ex-
amples, in each of which the taxpayer
makes his return on the cash receipts
and disbursements basis:

Example (1). On November 1, 1952, A, an
individual, who makes his income tax re-
turns on a calendar year basis, receives
C40,000, the entire compensation for the
performance of p-conal services covering
a 40-month period beginning on June 1, lM.
and ending on September 30. 1952. For the
purpose of determining whether the aggre-
gate of the taxes attributable to the P40,000
compensation, had it been received in equal
portions in each of the calendar months In-
cluded within the part of the period of ser7-
leo which precedes the date the compensa-
tion Is received (in this case the entire
period of cervice). fa le=s than the tax attrib-
utable to such compezisation in the taxable
year 1952, 01,000 (040,000 divided by 40)
must bo allocated to each of the calendar
months included within the period of serv-
ice. Thus, $7.OC, Is aUocatedto 1949. $12,000
to 1950, 012,000 to 1951, and $9,000 to 1952
(the current taxable year).

Example (2). Assume the same facts as
in xmunple (1) except that A makes his In-
come tax returns on the basis of the lscal
year July 1 to June 30. The $40,000 is
allccated aa follows: $1,000 to the taxable
year ended June 30. 1949, $12,000 each to the
taxable years ended June 30, 1950. June 30.
1051. and Juno 30. 1952. and $3,000 to the
taxable year ending June 30. 1953 (the cur-
rent taxable Year).

Example (3). Assumes the same facts as
in example (1) except that A receives the
040,000 on February 1. 1952 (before comple-
tion of the cervices), instead of November 1,
19n3. There are 32 calendar months In-
eluded within the p-t of the period of
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service which precedes the date the com-
pensation is received. Accordingly, $1,250
($40,000 divided by 32) must be allocated to
each of the calendar months included within
the period from June 1 , 1949, to February 1,
1952. Thus, $8,750 is allocated to 1949, $15,-
000 to 1950, $15,000 to 1951, and $1,250 to
1952 (the current taxable year).

Example (4). B, an individual, who makes
his income tax returns on a calendar year
basis, renders personal services covering a
40-month period beginning on May 1, 1949,
and ending on August 31, 1952. The total
compensation for such services s $74,000,
of which $34,000 is paid to B on March 1,
1952, and $40,000 on August 31, 1952. Using
the method of allocation Illustrated in ex-
ample (1), the $40,000 payment must be
allocated to the 40 calendar months included
within the entire period of service. Accord-
ingly, with respect to the $40,000 payment,
$8,000 is allocated to 1949, $12,000 to 1950,
$12,000 to 1951, and $8,000 to 1952 (the cur-
rent taxable year). Using the method of
allocation illustrated in example (3), the
$34,000 payment must be allocated to the
34 calendar months included within the
part of the period of service which precedes
the date such payment is received (March
1, 1952). Accordingly, with respect to the
$34,000 payment, $8,000 is allocated to 1949.
$12,000 to 1950, $12,000 to 1951, and $2,000
to 1952 (the current taxable year). The
entire compensation of $74,000 will, there-
fore, be allocated as follows: $16,000 to 1949,
$24,000 to 1950, $24,000 to 1951, and $10,000
to 1952 (the current taxable year).,

(h) If an individual, in computing his
Income tax for a particular taxable year,
avails himself of the benefits of section
107 with respect to compensation re-
ceived or accrued in such year for per-
sonal services, and in a subsequent tax-
able year receives or accrues compensa-
tion for other personal services, all or
a part of the period of which services is
the same as the period of the services for
whidh he was compensated in the pre-
vious taxable year, then he must; in
availing himself" of the benefits of sec-
tion 107 for such subsequent taxable year,
take into consideration the fact that
he has previously allocated compensa-
tion to all or a part of the period of
service. For example, an individual
commences the performance of per-
sonal services for A on January 1, 1947,
and completes them on December 31,
1951. On December 31, 1951, he re-
ceives $60,00n in full compensation there-
for. In his return for the calendar year
1951, he allocates $1,000 to each of the
60 calendar months included within the
period of service and determines his
income tax under the provisions of sec-
tion 107 (a) He also commences the
performance of personal services for B
on January 1, 1949, and completes them
on December 31, 1952. On December
31, 1952, he receives $48,000 in full .com-
pensation therefor. If he wishes to
avail himself of the benefits of section
107 (a) in his return for the calendar
year 1952, he must, in allocating $1,000
to each of the 48 calendar months in-
cluded within the period of service and
computing the tax attributable thereto,
include in his income for the years 1949,
1950, and 1951, for the purposes of the
tentative computation, the amount of
$12,000 previously allocated to each of
such years in his return for the calendar
year 1951.

RULES AND REGULATIONS

(i) The provisions of section 107 and
of this section~shall be applied without
regard to, and shall not affect, the tax on
self-employment income imposed by
section 480.

§ 39.107-2 Artistic work or mvention.
(a) Section 107 (b) provides that if, m
the taxable year, the gross income of an
individual from an artistic work or in-
vention of such individual. covering a
period of 36 calendar months or more
(from the beginmng to the completion
thereof) is not less than 80 percent of
the sum of the gross income therefrom
m the taxable year, and the gross income
therefrom in previous taxable years and
in the 12 months following the close of
the taxable year, then the tax attribut-
able to such gross income in the taxable
year shall not be greater than the ag-
gregate of the taxes attributable thereto
had it been received ratably over (1) the
part of the period of the work which pre-
cedes the close of t3e taxable year, or (2)
a period of 36 calendar months, which-
ever of such periods is the shorter. That
part of the gross income from such ar-
tistic work or invention which is taxable
as a gain from the sale or exchange of
a capital asset held for more than six
months is excluded from the benefits of

-section 107 (b) For the purpose of de-
termining the tax which would be at-
tributable to gain on the sale or ex-
change of an artistic work had such gain
been received atably in any prior tax-
able year, such gain shall be treated as
gain from the sale or exchange of prop-
erty which is not a capital asset.

(b) For the purposes of this section,
the term "artistic work or invention"
means a literary, musical, or artistic
composition, or a patent or copyright
covering an invention or a literary, mu-
sical, or artistic composition. Also, for
the purposes of this section, a fractional

) part of a month is to be disregarded un-
less it7 amounts to more than half a
month, "in which case it is to be con-
sidered as a month.

(c) The first step in determining
whether the limitation in section 107 (b)
relative to the amount of tax is appli-
cable is the computation of the amount
of tax in the current taxable year attrib-
utable to the gross income received or
accrued in such year from the artistic
work or invention. The tax attribut-
able to such income is the difference be-
tween the tax for such tAxable year com-
puted with the inclusion in gross income
of the gross income from the artistic
work or invention and the tax for such
taxable year computed without including
in gross income the gross income from
the artistic work or invention.

(d) The next step is to compute the
tax attributable to the gross income
from the artistic work or invention in
each of the taxable years (including the
current taxable year) within which falls
one or more of the calendar months in-
cluded within the part of the period of
work which precedes the close of the
current taxable year (not, however, ex-
ceeding 36 calendar months) as if the
gross income from the urtistic work or
invention had been receiVed or accrued
in equal portions in each of such calen-

dar months. For what constitutes a taX-
able year, see section 48 (a) Tho
amount of tax attributable to gross In-
come in each such taxable year from
the artistic work or invention is the
difference between the tax for such year
computed with the Inclusion in gross in-
come of an allocable portion of the gross
income from the artistic work or inven-
tion and the tax for such year computed
without including in gross Income any
part of the gross income from the artistic
work or Invention. The portion of the
gross income from the artistic work or
invention allocable to each such taxablo
year Is an amount equal to the entire
amount of the gross income from the
artistic work or invention received or
accrued in the current taxable year,
divided by the entire number (not to
exceed 36) of calendar months Included
within the part of the period of work
which precedes the close of the current
taxable year, and multiplied by the
number of such calendar months falling
within the particular taxable year.

(e) The tax for the current taxable
year shall be the tax for such year, com-
puted without Including in gross income
the gross Income from the artistic work
or Invention, plus whichever of the fol-
lowing Is the smaller: (1) The amount
of tax for such taxable year attributable
to the gross income from the artistic
work or invention (computed in accord-
ance with paragraph (c) of this section)
or (2) the sum of the taxes attributable
to the gross income from the artistic
work or Invention had it been received
in equal portions in each of the calen-
dar months (not exceeding-36 calendar
months) included within the part of

'the period of work which precedes the
close of the current taxable year (com-
puted in accordance with paragraph (d)
of this section)

(f) The method of allocating the gross
Income from the artistic work or inven-
tion to the taxable years In which falls
any of the calendar months (not ex-
ceeding 36 calendar months) included
within the part of the period of work
which precedes the close of the current
taxable year may be illustrated by the
following examples:

Example (1). On October 1, 1062, A, an
individual, who makes his returns on a cal-
endar year basis and on the basis of cash
receipts and disbursements, receives $30,000
In full payment for a musical composition,
the work on which was commenced by A on
July 10, 1948, and completed on January
29, 1953. Although the period of work cov-
ers 55 calendar months, allocations may be
made to only the last 36 calendar months In-
cluded within the part of the period of work
which precedes the close of 1962 (the current
taxable year). Therefore, $1,000 ($30,000 di-
vided by 36) must be allocated to each of
the 36 calendar months precedig January
1, 1953. Accordingly, $12,000 iS 'allocated to
1950, $12,000 to 1951, and $12,000 to 1952 (the
current taxable year).

Example (2). Assume the same facts as
in example (1) except that the period of
work was commenced by A on July 1, 1961,
and completed on September 1, 1964, Al-
though the period of work covers 30 calon-
dar months, allocations nmay be made to only
the -8 calendar months which are Included
within the part of the period Of work Which
precedes the close of 1952 (the current tax-
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able year). Therefore, $2,000 ($36,000 di-
vided by 18) must be allocated to each of
18 calendar months preceding January 1,
1953. Accordingly, $12,000 is allocated to
1951, and $24,000 to 1952 (the current tax-
able year).

(g) The principles set forth in para-
graph (h) of § 39.107-1, relating to the
manner of allocating compensation for
personal services to a particular calendar
month where an allocation for other such
services has previously been made to
such month, are also applicable with re-
spect to allocations under section 107 (b)
and this section.

(h) The provisions of section 107 and
of this section shall be applies without
regard to, and shall not affect, the tax on
self-employment income imposed by
section 480.

§ 39.107-3 Back pay attributable to
vrzor taxable years. (a) Section 107
(d) (2) defines "back pay" and section
107 (d) (1) limits the amount of tax
resulting from the inclusion of such back
pay in gross income for the year in which
it is received or accrued. Back pay in-
eludes compensation, wages, salaries,
pensions, and retirement pay received or
accrued during the, taxable year by an
employee for services performed prior to
the taxable year for his employer and
which would have been paid prior to
the taxable year but for the intervention
of any one of the following events: (1)
bankruptcy or receivership of the em-
ployer; (2) dispute as to the liability of
the employer to pay such remuneration,
which is determined after the com-
mencement of court proceedings; (3) if
the employer is the United States, a
State, a Territory or any political sub-
division thereof, or the District of
Columbia, or any agency or mstrumen-
tality of any of the foregoing, lack of
funds appropriated to pay such remu-
neration; or (4) any other event deter-
mined to be similar in nature under this
section. As to 'what constitutes bank-
ruptcy and receivership proceedings, see
§ 39.274-1.

(b) An event will be considered sial-
lar in nature to those events specified
in section 107 (d) (2) (A) Mi (ii) and
(iii) only if the circumstances are un-
usual, if they are of the type specified
therein, if they operate to defer payment
of the remuneration for the services per-
formed, and if payment, except for such
circumstances, would have been made
prior to the taxable year in which re-
ceived or accrued. For the purposes of
this section, the term "back pay" does
.not include remuneration which is
deemed to be constructively received in
the taxable year or years in which the
services were performed, remuneration
paid in the current year in accordance
-with the usual practice or custom of the
,employer even though received in re-
spect of services performed in a prior
year or years, additional compensation
for past services where there was no
prior agreement or legal obligation to
,pay such additional compensation, or
any amount which is not includible in
gross income under chapter 1 of the
InternalRevenu Code. The term"back
pay" also embraces retroactive wage or
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salary increases received or accrued In
respect of services performed by an em-
ployee for his employer in a prior taxable
year which have been ordered, recom-
mended, or approved by any Federal or
State agency such as, but not limited
to, the Wage Stabilization Board, the
Salary Stabilization Board, and boards
authbrized by the Railway Labor Act
(45 U. S. C. 151-188) comparable State
organizations, and United States and
State courts; payments made as a result
of alleged violations of sections 6 and 7
of the Fair Labor Standards Act of 1938
(29 U. S. C. 206, 207) and made retro-
active to any period prior to the taxable
year; and payments which are received
or accrued during the taxable year aris-
ing out of an alleged violation by an em-
ployer of any State or Federal law re-
lating to labor standards or practices,
such as payments received to effectuate
the policies of the National Labor Rela-
tions Act (29 U. S. C. 151-166)

(c) An individual must compute his net
income for any taxable year to which
back pay is attributable, even though he
was not required to make a return for
such year. Thus, all amounts properly
includible as gross income for any tax-
able year to which back pay is attribut-
able must be included in the computa-
tion.

(d) For the purpose of determining
under section 107 d) the particular tax-
able year or years to which the back pay
is attributable and, if such back pay is
attributable to more than one taxable
year, the amount thereof which is at-
tributable to each of such taxable years,
the following rules will be applicable:

(1) Back pay, as defined under section
107 (d) (2) (A), shall be deemed to be
attributable to a particular taxable year
in the amount and to the extent that
it would have been paid In such year ex-
cept for the intervention of one of the
events described in section 107 d) (2)
(A)

(2) Back pay, as defined under section
107 (d) (2) (B) shall be deemed to be
attributable to a particular taxable year
in the amount and to the extent that It
would have been paid in such year had
the wage or salary increase as described
in section 107 d) (2) (B) been actually
put into effect on the date to which it was
first made retroactive.

(3) Back pay, as defined under section
107 (d) (2) (0) shall be deemed to be
attributable to a particular taxable year
in the amount and to the extent that
it represents payments in respect of the
alleged violation described in section 107

d) (2) (C) which occurred In such
year or which continued during any part
of such year.

(4) In those cases where a computa-
tion has been made by, or under the di-
rection of, a Federal or State agency
(including any Federal or State court)
under which the back pay was awarded,
which indicates that particular portions
of such back pay are attributable to cer-
tam definite periods of time, such com-
putation shall be accepted as the appro-
priate apportionment for the purposes of
this section,
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(5) Where no computation has been
made as provided in subparagraph (4)
of this paragraph, and where the appor-
tionment cannot be accurately made
upon consideration of all the attendant
circumstances in accordance with the
applicable rule prescribed in subpara-
graph (1) (2), or (3) of this paragraph,
then in proper cases the back pay shall
be apportioned to each of the taxable
years within which fall one or more
calendar months included within the
entire period for which such back pay
has been paid, as If such back pay had
been received or accrued in equal por-
tions in each of such calendar months.
For the purposes of this section, a frac-
tional part of a month is to be disre-
garded unless it amounts to more thai
half a month, In which case it is to be
considered as a month.

(e) In determining whether section
107 Cd) Is applicable, the percentage
which the back pay Is of the gross in-
come of the taxpayer for the current
taxable year must be ascertained. It
must exceed 15 percent of such gross
income.

Cf) The amount of the tax attributable
to back pay Is the difference between
the tax for the taxable year computed
with the inclusion of such back pay in
gross income and the tax for such tax-
able year computed without including
such back pay in such gross income. The
amount of the tax attributable to back
pay in each taxable year is the difference
between the tax for such taxable year
computed with the inclusion in gross
income of the portion of such back pay
attributable to such taxable year and
the tax for such taxable year computed
without including any part of such back
pay in gross income. The tax for the
current taxable year is the smaller of (1)
the tax computed with the inclusion in
gross income of the entire back pay re-
ceived or accrued in the taxable year, or
(2) the tax computed without including
any such back pay in gross income for
the current taxable year, plus the aggre-
gate of the increase in the taxes which
would have resulted from the inclusion
of the respective portions of such back
pay in gross income for each taxable
year to which each such portion Is re-
spectively attributable.

(g) This section may be illustrated
by the following example in which the
taxpayer makes his returns on the cash
receipts and disbursements basis, and in
which it is assumed that he is entited
to use and uses for the taxable years
1952, 1949, and 1948. the alternative tax
provided in Supplement T:

Example. In 1952, a single individual with
no dependents who makes his Income tax
returns on the calendar year basis receives
C4.200, which amount constitutes his ad-
Justed grc= income. Of this amount, $1,000
constltutes back pay. His tax for the calen-
dar year 1052 on 04.200 would be $740. On
C3.200 (C4.200 minua $1,000) the tx would
be $518. Thatjpart of the tax for 1952 at-
trIbutablo to back pay is therefore $222 ($740
minus 8518). Of the back pay, $600 Is at-
tributable to the year 1949. During such
year he had received $1.700. For such. year
the amount of tax on $1.700 is $156. The
amount of tax which he would have paid for
such year had he included In grc- income
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the portion of back pay attributable to such
year would be $246. The Increase in. the
tax for such year would be $90 ($246 minus
$156). The remainder of the back pay, $400,
is attributable to the calendar year 1948.
During such year he had- received $1,200.
For such year the amount of tax is $82 and
the amount of tax which he would have paid
for such year had he -included in gross in-
come the portion of back pay attributable
to such year would be $141. The increase
in the tax for such year would be $59 ($141
minus $82). The aggregate of the increases
of taxes for the calendar years 1949 and 1948
would be $149. The tax for the calendar
year 1952 is the smaller of $518 plus (1) $222
or (2) $149. Since $149 is smaller than $222,
the tax for the calendar year 1952 is $667
($518 plus $149).

(h) The provisions of section 107 and
of this section shall be applied without
regard to, and shall not affect, the tax on
self-employment income imposed by sec-
tion 480.

§ 39.108 Statutory provisions; ltscal
year taxpayers.

src. 108. Fiscal year taxpayers. (a) to
(h), inclusive. * * * [applicable only to
taxable years beginning before January 1,
1952].

(1) Definition of calendar month. For the
purposes of this section, a calendar month
only part of which falls within a taxable
year (1) shall be disregarded if less than
15 days of such month are included in such
taxable year, and (2) shall be included as a
calendgr month within the taxable year if
more than 14 days of such month fall within
the taxable year.

(j) Taxable years of individuals beginning
in 1953 and ending in 1954. In the case of
a taxable year of a taxpayer, other than a
corporation, beginning before January 1,
1954, and ending after December 31, 1953, the
tax Imposed by sections 11 and 12, section
400, or section 421 (a) (2), shall be an
amount equal to the sum of-

(1) That portion of a tentative tax, com-
puted under the provisions of sections 11
and 12, section 400, or section 421 (a) (2),
applicable to years beginning on January 1,
1953, which the number of calendar months
in such taxable year prior to January 1, 1954,
bears to the total number of calendar months
in such taxable year, plus

(2) That portion of a tentative taX, com-
puted under the provisions of sections 11 and
12, section 400, or section 421 (a) (2), appli-
cable to years beginning on January 1, 1954,
as if such provisions were applicable to such
taxable year, which the number of calendar
months in such taxable year after Decem-
ber 31, 1953, bears to the total number of
calendar months in such taxable year. -

(k) Taxable, years of corporations begin-
ning be/ore April 1, 1954, and ending after
March 31, 1954. In the case of a taxable
year of a corporation beginning before April
1, 1954, and ending after March 31, 1954, the
tax imposed by sections 13 and 15, or section
421 (a) (1), shall be an amount equal to the
sum of-

(1) That portion of a tentative tax, com-
puted under the provisions of sections 13
and 15, or section 421 (a) (1), applicable to
years beginning on January 1, 1953, which
the number of days in such taxable year
prior to April 1, 1954, bears to the total num-
ber of days in such taxable year, plus

(2) That portion of a tentative tax, com-
puted under the provisions of sections 13
and 15, or section 421 (a) (1), applicable to
years beginning on April 1, 1954, as if such
provisions were applicable to such taxable
year, which the number of days in such tax-
able year after March 31, 1954, bears to the
total number of days in such taxable year.

§ 39.108

' RULES AND REGULATIONS

(1) Special classes of taxpayers. This sec-
tion shall not apply to an insurance com-
pany subject to Supplement G or an invest-
ment company subject to Supplement Q.
[Sec. 108 as added by see. 140 (a), Rev. Act
1942; amended by see. 108, Rev. Act 1943;
sec. 131 (a); Rev. Act 1945; sec. 601, Rev. Act
1948; see. 131 (a), Rev. Act. 1950; sec. 203,
,Excess Profits Tax Act 1950; sec. 131 (a),
(c) (2), Rev. Act 1951]

§ 39.108-1 Computation of tax of in-
divzduals for taxable years beginning in
1953 and ending in 1954-(a) General
rule. For a taxable year beginning in
1953 and ending in 1954, the normal tax,
surtax, optional tax, and Supplement U
normal tax and surtax, imposed by sec-
tions 11, 12, 400, and 421 (a) (2) upon
taxpayers other than corporations, shall
be computed under section 108 (j) The
tax shall be an amount equal to the sum
of:

(1) That portion of a tentative tax
under section 108 (j) (1) computed
under the provisions of sections 11 and
12, section 400, or section 421 (a) (2)
applicable to taxable years beginning on
January 1, 1953, which the number of
calendar months before January 1, 1954,
in the taxable year of the taxpayer bears
to the total number of calendar months
in such taxable year, and

(2) That portion of a tentative tax
under section 108 (j) (2) computed un-
der the provisions of sections 11 and 12,
section 400, or section 421 (a) (2) ap-
plicable to taxable years beginning on
January 1, 1954, which the number of
calendar months after December 31,
1953, in the taxable yearof the taxpayer
bears to the total number of calendar
months in such taxable year.
For the purpose of section 108 (j) and
this section, a calendar month only part
of which falls within the taxable year
(1) shall be disregarded if less than 15
days of such month are included in such
taxable year, and (2) shall be included
as a calendar month.within the taxable
year if more than 14 days of such month
fall within the taxable year.

(b) Estates, trusts, and nonresident
alien individuals. The provisions of
section 108 (j) apply-to estates, trusts,
and nonresident alien individuals sub-
ject to tax under sections 11 and 12 and
to trusts described in section 421 (b) (2)
which are subject to tax under section
421 (a) (2)

(c) Short taxable years. The provi-
sions of section 108 (j) apply to a tax-
able year beginning in 1953 and ending
in 1954, whether or not such taxable
year is one of less than 12 months. In
th6 case of a taxpayer who is subject to
the provisions of section 108 (j) and who
because of a change in accounting period
has a taxable year of less than '12
months, the net income shall be placed
on an annual basis under the provisions
of section 47 (c) (1) for the purpose of
both tentative tax computations under
section 108 () or shall be computed
under the exception in section 47 (c) (2)
for the purpose of both such tentative
tax computations. Regardless of the
method adopted, the amouiits of the ten-
tative normal tax and surtax so com-
puted upon the basis of 12 months' in-

come shall be properly reduced under
section 47 (c) in order to determine tho
tentative taxes Under section 108 (J).
However, in the case of a taxpayer who
is subject to the provisions of section 108
(j) and who because of any rcason other
than a change In accounting period has
a taxable year of less than 12 months,
the net income shall not be placed on an
annual basis under section 47 (c) (1) and
shall not be computed under the excep-
tion in section 47 (c) (2)

(d) Alternative tax under section 117
(c) In any case in which a taxpayer
subject to the provisions of section 108
(j) has an excess of net long-term capi-
tal gains over net short-term capital
losses, the alternative tax under section
117 (c) shall be an dmount equal to the
sum of the proper portions of the tenta-
tive taxes determined under section 108
(j) by computing each such tentative
tax pursuant to the alternative tax com-
putation provided in section 117 (o), re-
gardless of whether either tentative tax
so computed on the alternative basis is
larger or smaller than the tentative tax
computed without regard to section
117 (c)

(e) Certain 7oznt returns, If a joint
return of a husband and wife is filed
under the provisions of section 51 (b)
(3), if the husband and wife have dif.
ferent taxable years solely because of the
death of either spouse, and if the tax-
able year of the surviving spouse covered
by such Joint return is a period which
begins in 1953 and ends in 1954, the num-
ber of calendar months to be taken into
account for the purpose of computing the
portions of the tentative tax under sec-
tion 108 (j) (1) and (2) shall be the
number of calendar months before Jall.
uary 1, 1954, In the taxable year of the
surviving spouse, the number of calen-
dar months after December 31, 1953, in
the taxable year of the surviving spouse,
and the total number of calendar months
in the taxable year of the sutviving
spouse.

(f) Credits against tax. In the case of
a taxpayer subject to the provisions of
section 108 (j) any credit against the
tax otherwise imposed by sections 11, 12,
400, and 421 (a) (2) such as the credit
for taxes paid to a foreign country or
possession of the United States under
section 131, shall be deducted from, and
any limitation in such credit shall be
based upon, the tax computed under sec-
tion 108 (j) However, in those In-
stances in which an individual taxpayer
computes a tentative tax under section
108 (j) by taking Into account the op-
tional standard deduction under section
23 (aa) the following credits shall not
be allowed: All credits under section 131
with respect to taxes of foreign countries
and possessions, and all credits with re-
spect to taxes withheld at the source
under gection 143 (a) relating to inter-
est on tax-free covenant bonds.

§ 39.108-2 Computation of tax of cor-
porations for taxable years beginning
be/ore April 1, 1954, and ending alter
March 31, 1954-(a) General rule. For
a taxable year beginning before April 1,
1954, and ending after March 31, 1954
(including the calendar year 1954), the
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normal tax, surtax, and Supplement U
normal tax and surtax imposed by sec-
tions 13, 15, and 421 (a) (1) upon cor-
porations shall be computed under sec-
tion 108 (k) The tax shall be an
amount equal to the sum of:

(1) That portion of a tentative tax
under section 108 (k) (1) computed un-
der the provisions of sections 13 (b) (2)
and 15 (b) or section 421 (a) (1) ap-
plicable to taxable years beginning on
January 1, 1953, which the number of
days before April 1, 1954, in the taxable
year of the taxpayer bears to the total
number 6f days in such taxable year, and

(2) That portion of a tentative tax
under section 108 (k) (2) computed
under the provisions of sections 13 (b)
(3) and 15 (b) or section 421 (a) (1)
applicable to taxable years beginning on
April-1, 1954, which the number of days
after March 31, 1954, in the taxable year
of the taxpayer bears to the total num-
ber of days in such taxable year.
The tentative normal taxes under sec-
tion 108 (k) (1) and (2) of a corpora-
tion are computed at the rates of 30
percent and 25 percent, respectively,
upon its normal-tax net income or upon
its Supplement U net income, in the case
of a corporation subject to tax under
Supplement U. The tentative surtaxes
under section 108 (k) (1) and (2) of a
corporation are computed upon its cor-
poration surtax net income or Supple-
ment U net income, as the case may be,
in excess of $25,000 at the rate of 22 per-
cent. See, however, section 15 (c) and
§ 39.15-2 as to the circumstances under
which the $25,000 exemption from surtax
may be disallowed, in whole or in part,
in the computation under section 108
(k) (1) of-the tentative surtax under
section 15 for a taxable year beginning
before July 1, 1953.

(b) Computation of normal-tax net m-
come and corporation surtax net zncome
in speczal cases-(1) In general. -In
computing the tentative taxes under sec-
tion 108 (k) (1) and (2) the amount
of the net income and the amount of
the adjusted net income of the corpora-
tion are not recomputed and remain
unchanged. However, the credits pro-
vided in section 26 (b) (h) and (i)
may differ in computing the several ten--
tative taxes. Thus, in the case of a
Western Hemisphere trade corporation,
or a publicutility corporation which has
paid dividends on its preferred stock
with respect to which the credit for divi-
dends paid provided in section 26 (h)
is allowable, or any corporation which
has received dividends on the preferred
stock of a domestic public utility cor-
poration with respect to which the credit
provided in section 26 (h) is allowable
to the distributing corporation, the
amount of the normal-tax net income
and the amount of the corporation sur-
tax net income for the first tentative tax
computation differ from such amounts
for the second tentative tax computation.
See subparagraphs (2) (3) and (4) of
this paragraph.
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(2) Western Hemisphere trade corpo-
rations. In the case of a Western
Hemisphere trade corporation, its nor-
mal-tax net income and corporation sur-
tax net income are determined, for the
purpose of the tentative tax computation
under section 108 (M) (1) with the al-
lowance of the 2.7-percent credit provided
in section 26 (i) applicable to a taxable
year beginning on January 1, 1953, and,
for the purpose of the tentative tax com-
putation under section 108 (k) (2) with
the allowance of the 30-percent credit
provided in section 26 (i) applicable to
a taxable year beginning on April 1, 1954.

(3) Public utilities paying dividends
on preferred stock. In the case of a
public utility corporation which has paid
dividends on its preferred stock with re-
spect to which the credit for dividends
paid provided in section 20 (h) is allow-
able, its normal-tax net income and cor-
poration surtax net income are deter-
mined, for the purpose of the tentative
tax computation under section 108 (k)
(1) with the allowance of the 27-per-
cent credit provided in section 26 (h)
applicable to a taxable year beginning on
January 1, 1953, and, for the purpose of
the tentative tax computation under
section 108 (k) (2) with the allowance
of the 30-percent credit provided in sec-
tion 26 (h) applicable to a taxable year
beginning on April 1, 1954.

(4) Corporations receiving dividends
on preferred stock of Public utility. In
the case of any corporation which has
received dividends on the preferred stock
of a domestic *Public utility corporation
with respect to which the credit provided
in section 26 (h) is allowable to the dis-
tributing corporation, its normal-tax net
income and corporation surtax net in-
come are determined, for the purpose
pf the tentative tax computation under
section 108 (M) (1) with the allowance
of the 62-percent credit provided in sec-
tion 26 (b) (2) with respect to such
dividends received, and, for the purpose
of the tentative tax computation under
section 108 (k) (2) with the allowance
of the 59-percent credit provided in sec-
tion 26 (b) (2) with respect to such
dividends received.

(c) Classes of corpprations excluded
from operation of section 108 (ks). The
provisions of section 108 (k) do not ap-
ply to an insurance company subject to
Supplement G, a regulated investment
company subject to Supplement Q. or a
foreign corporation not engaged in trade
or business within the United States
other than such a corporation subject
to Supplement U.

(d) Short taxable years. The provi-
sions of section 108 Wl) apply to a tax-
able year beginning before April 1, 1954,
and ending after March 31, 1954,
whether or not such taxable year is one
of less than 12 months. In the case of
a taxpayer which Is subject to the pro-
visions of section 108 Mr) and which be-
cause of a change in accounting period
has a taxable year of less than 12
months, the net income shall be placed
on an annual basis under the provisions
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of si2ction 47 (c) (1) for the purpose of
both tentative tax computations under
sccton 108 (k) or shall be computed
under the exception in section 47 (c)
(2) for the purpose of both such tenta-
tive tax computations. Regardless of
the method adopted, the amounts of the
tentative normal tax and surtax so com-
puted upon the basis of 12 months in-
come shall be properly reduced under
section 47 (c) in order to determine the
tentative taxes under section 103 (k)
However, in the case of a taxpayer
which Is subject to the provisons of
section 108 (k) and which because of
any reason other than a change in ac-
counting period has a taxable year of
less than 12 months, the net income
for the purpose of section 108 (k) shall
not be placed on an annual basis under
section 47 (c) (1) and shall not be
computed under the exception in sec-
tion 47 (c) (2)

(e) Alternative tax under section 117
(e) In any case in which a taxpayer
subject to the provisions of section 108
(k) has an excess of net long-term capi-
tal gains over net short-term capital
losses, the alternative tax under section
117 (c) shall bean amount equal to the
sum of the proper portions of the ten-
tative taxes determined under section
108 (k), by computing each such tenta-
tive tax pursuant to the alternative tax
computation provided in section 117
(c) regardless of whether either tenta-
tive tax so computed on the alternative
basis is larger or smaller than the ten-
tative tax computed without regard to
section 117 (c)

f) Credits against tax. In the case
of a taxpayer subject to the provisions
of section 108 (M) any credit against
the tax otherwise imposed by sections 13,
15. and 421 (a) (1) such as the credit
for taxes paid to a foreign country or
possession of the United States under
section 131, shall be deducted from, and
any limitation in such credit shall be
based upon, the tax computed under sec-
tion 108 (k).
(g) Example. This section may be

illustrated by the following example:
Example. The A Corporation, a domestic

corporation (which Is neither a public util-
Ity referred to In rectlon 26 (h) nor a West-
em Hemisphere trade corporation referred
to in cection 26 (1), and which Is not sub-
ject to tax under Supplement U), makes its
income tax returnz on the basis of the cal-
endar year. For the calendar year 1954, the
A Corporation has not income of 0100,000,
which does not include any IntereGt on
United States obligations or dividends on
stock of forlgn corporation%. The net In-
come includes cash dividends received from
a domestic corporation other than a public
utility (allowable as a credit under section
26 (b) (1)) In the amount of $10,000, and
cash divldends received from a domestic
public utility corporation o its preferred
stck (with respect to 'which a credit Is
allowable to the public utility under sec-
tion 20 (h)) In the amount of $5,080. The
normal tax and surtax of the A Corporation
for the calendar year 1954 are $23,218.12 and
$13,972M8, respectively, computed as follows:

§ 39.108-2
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(1) Computation of tentative taxes provided in section 108 (k) (1)

-NORMAL TAX AND SURTAX
1. Net income ---------------------------------------------------------- $100, 000.00
2. Less credit under section 26 (b) (1) for dividends received from

domestic corporation other than dividends with respect to
which credit is allowable under section 26 (h) (85 percent of
$10,000) ------------------------------------------------- $8,500.00

3. Less credit under section 26 (b) (2) for dividends received with
respect to which credit is allowable under section 26 (h) (62
percent of $5,000) --------------------------------- 3,100.00

11, 600. O0

4. Normal-tax net income and corporation surtax net income .... ----------- 88,400.00

5. Normal tax (30 percent of item 4) ------------------------------ 26,520.00
6. Surtax (22 percent of $63,400, the excess of $88,400 over $25,000) ---------- 13,948. 00

(2) Computation of tentative taxes provided in section 108 (Ic) (2)

IORMAL TAX AND SURTAX
7. Net income ---------------------- $100,000.00
8. Less credit under section 26 (b) (1) (85 percent of $10,000)_ $8,500.0
9. Less credit under section 26 (b) (2) (59 percent of $5,000) ---- 2,950.00

11,450.00

10. Normal-tax net income and corporation surtax net income -------------- 88, 550.o0

11. Normal tax (25 percent of item 10) ------------------------------ 22,137.50
12. Surtax (22 percent of $63,550, the excess of $88,550 over $25,000) ---------- 13, 981.00

(3) Computation of normal tax and surtax for calendar year 1954.
13. Number of days in taxable year before Apr. 1, 1954 ----------------------- 90
14. Number'of days in taxable year after March 31, 195 .....------------------- 275

15. Total number of days in taxable year ---------------------------------- 365

NORMAL TAX

16. Tentative normal tax computed in (1) ----------------- $26. 520.00
17. 90/385ths of $26,520 -----------.. . . . . .. . .. .. ..-------------- ------------ $. 539.18
18. Tentative normal tax computed in (2) --------------------- 22, 137.50
19. 275/365ths of $22,137.50 ----------------........----------------------- 16,8678.94

20. Total normal tax --------------------------------------------------- 23,218.12

SURTAX
21. Tentative surtax computed In (1) -------------------------- $13, 948. 00
22. 90/365ths of $13,948 ------------ ...............----------------------- 3,439.23
23. Tentative surtax computed In (2) ------------------------- 13,981.00
24. 275/35ths of $13,981 ---------------------.............------------- 10, 533.63

25. Total surtax ----------------- ----------------------------- o. 86

§ 39.109 Statutory provmsons; Western
Hemisphere trade corporations.

SEC. 109 Western Hemisphere trade cor-
porations. For the purposes of this chapter,
the term "western hemisphere trade cor-
poration" means a domestic corporation all
of whose business Is done in any country or
countries In North, Central, or South Amer-
Ica, or In the West Indies, or in Newfound-
land and which satisfies the following con-
ditions:

(a) If 95 per centum or more of the gross
income of such domestic corporation for the
three-year period Immediately preceding the
close of the taxable year (or for such part of
such period during which the corporation
was in existence) was derived from sources
other than sources within the United States;
and

(b) If 90 per centum or more of its gross
income for such period or such part there-
of was derived from the active conduct of a
trade or business.

[See. 109 as added by sec. 141, Rev. Act. 1942]

§ 39,109-1 Western Hemisphere trade
eoripArations. (a) The term "Western
Heiblisphere trade corporation" for the
purposes of chapter 1 of the Internal
Revenue Code means a domestic corpora-
tion which meets the following tests:

(1) Its entire business must be carried
on within the geographical limits of

North, Central, or South America, or In
the West 'Indies, or m Newfoundland;
and

(2) 95 percent or more of its gross
income for the 3-year period nimedi-
ately preceding the close of the taxable
year (or for such part of such period
during which the corporation was in
existence) must be derived from sources
without the United States; and

(3) 90 percent or more of its gross
income for such period or such part
thezsof must be derived from the active
conduct of a trade or business.
A domestic corporation is not excluded
from the definition merely because, inci-
dent to the conduct of its trade or busi-
ness, it retains title in goods to insure
payment for such goods shipped to a
country outside the geographical areas
enumerated m section 109.

(b) A corporation which claims to.
qualify as a Western Hennsphere trade
corporation shall attach to its income
tax return a statement showing that its
entire business is done in one or more of
the designated countries, and for the
three-year period immediately preced-
ing the close of the taxable year (or for
such part thereof during which the cor-

poration was in existence) (1) its total
gross income from all sources, (2) the
amount thereof derived from the active
conduct of a trade or business, (3) a de-
scription of such trade or business and
the facts upon which the corporation re-
lies to establish that such trade or busi-
ness was actively conducted by it, and
(4) the amount of its gross income, if
any, from sources within the United
States. The gross income from sources
without the United States and within the
United States shall be determined as pro-
vided in section 119 and the regulations
prescribed thereunder.

§ 39.110 Statutory provisions; inutual
savings banks conducting life insurance
business.

SEc. 110. Mutual savings banks concluwting
life insurance busines.-(a) Alternative tax.
In the case of a mutual savings bank not
having capital stock represented by shares,
authorized under State law to engage in the
business of issuing life insurance contracts,
and which conducts a life insurance brisi-
ness in a separate department the accounts
of which are maintained separately from tie
other accounts of the mutual savingo bank,
there shall be levied, collected, and paid, In
lieu of the taxes Imposed by sections 18 and
15, or section 11- (c) (1), a tax consisting of
the sum of the partial taxes determined
under paragraphs (1) and (2)

(1) A partial tax computed upon the net
Income determined without regard to any
items of gross income or deductlons prop-
erly allocable to the business of the life
Insurance department, at the rates and in
the manner as If this section has not boon
enacted; and

(2) a partial tax computed upon the net
income (as defined In section 201 (c) (7)) of
the life insurance department determined
without regard to any item of gross income
or deductions not properly allocable to such
department, at the rates and In the manner
provided in Supplement 0 with respect to
life Insurance companies.

(b) Limitations of section. The provi-
sions of subsection (a) shall be applicable
only if the life insurance department would,
if it were treated as a separate corporation,
qualify as a life insurance company under
section 201 (b).
[See. 110 as added by sec. 340 (a), Rey, Aot
19511

§ 39.110-1 Mutual savings banks con-
ducting life insuranc. butsincss-(a)
Scope o1 application, Section 110 Is ap-
plicable in the case of a mulual savings
,bank not having capital stock repre-
sented by shares which conducts a life
insurance business, if:

(1) The conduct of the life insurance
business Is authorized under State law.

(2) The life insurance business is car-
ried on in a separate department of the
bank,

(3) The books of account of the life
insurance business are maintained sepa-
rately from other departments of the
bank, and

(4) The life insurance department of
the bank, were it separately incorpo-
rated, woald qualify as a life insurance
company under section 201 (b)

(b) Computation of tax. In the case
of a mutual savings bank conducting a
life insurance business to which section
110 is applizable, the tax upon such bank
consists of the sum of the following:

§ 39.109
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(1) A partial tax computed under sec-
tions 13 and 15 upon the net income of
the bank determined without regard to
any items of income or deduction prop-
erly allocable to the life insurance
department.

(2) A partial tax upon the net income
of the ifXe insurance department deter-
mined without regard to any items of
income or deduction not properly alloca-
ble to-such department at the rates and
in the manner provided in Supplement G
with respect to life insurance conm-
pames.

SUPPLELM B--COLPUTATION OF NT
INCOMIE

§ 39.111 Statutorg Promstons; deter-
mzmation of amount of, and recognition
of, gain or loss.

SE. 111. Determination of amount of, and
recognition of, gain or loss-(a) Computa-
tion of gain or loss. The gain fiorm the sale
or other disposition of property shall be the
excess of the amount realized therefrom over
the adjusted basis provided in section 113
(b) for determining gain, and the loss shall
be the excess of the adjusted basis provided
in such section Yor determining loss over
the amount realized.

(b) Amount realized. The amount real-
.ized from the, sale or other disposition of
property shall be the sum of any money
received, plus the fair market value of the
property (other than money) xeceived.

(c) Recognition of gain or loss. In the
case of a sale or exchange, the extent to which
the gain or loss determined under this sec-
,tion shall be recognized for the purposes of
this chapter, shall be determined under the
provisions of section 112.

(d) Installment sales. Nothing In this
section shall be construed to prevent (in the
case of property sold under contract provid-
ing for payment in installments) the taxa-
tion of that portion of any installment pay-
ment representing gain or profit in the year
in which such payment is received.

§ 39.111-1 Computation of gain or
loss. (a) Except as otherwise provided,
the Internal Revenue Code regards as in-
come or as loss sustained, the gain or loss
realized from the conversion of property
into cash, or from the exchange of prop-
erty for other property differing mate-
rally either in kind or in extent. The
amount realized from a sale or other
disposition of property is the sum of
any money received plus the fair mar-
ket value of any property which is
received. The fair market value of
property is a question of fact, but only
in rare and extraordinary cases will
property be considered to have no fair
market value. The general method of
computing such gain or loss is prescribed
by section 111, which contemplates that
from the amount realized upon the sale
or exchange there shall be withdrawn
a sum sufficient to restore the adjusted
basis prescribed by section 113 (b) and
§§ 39.113 (b)- ()-1 to 39.113 (b) (4)-1,
inclusive (i. e., the cost or other basis
provided by section 113 (a), adjusted for
receipts, expenditures, losses, allowances,
and other items chargeable against and
applicable to such cost or other basis)
The amount which remains after the ad-
justed basis has been restored to the tax-
payer constitutes the realized gain. If
the amount realized upon the sale or ex-
-change is- insufficient -to restore to the
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taxpayer the adjusted basis of the prop-
erty, a loss is sustained In the amount of
the insufficiency. The basis may be dif-
ferent depending upon whether gain or
loss is being computed.

(b) (1) Even though property Is not
sold or otherwise disposed of, gain Is
realized if the sum of all the amounts
received which are required by section
113 (b) to be applied against the basis
of the property exceeds such basis. Ex-
cept as otherwise provided in section
115 (b) with respect to distributions out
of increase in value of property accrued
prior to March 1, 1913, such gain is in-
cludible in gross income under section 22
(a) as "gains or profits and income de-
rived from any source whatever." See
§ 39.115 (d)-l. On the otherhand, aloss
is not ordinarily sustained prior to the
sale or other disposition of the property,
for the reason that until such sale or
other disposition occurs there remains
the possibility that the taxpayer may
recover or recoup the adjusted basis of
the property. Until some Identifiable
event fixes the actual sustaining of a loss
and the amount thereof the Internal
Revenue Code takes no account of it.

(2) The provisions of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A purchased certain shares of
stock subsequent to February 28, 1913, for
$10.000. On January 1, 1952, A's adjusted
basis for the stock had been reduced to
81.000, by reason of receipts and distributions,
described in section 113 (b) (1) (A) and (D).
He received in 1952 a further distribution
of $5,000, being a distribution described In
section 113 (b) (1) (D) other than a dis-
tribution out of increase of value of property
accrued prior to March 1, 1913. This dis-
tribution applied against the adjusted basi
as required by section 113 (b) (1) (D) ex-
ceeds that basis by $4,000. The amount of
the excess, namely. e4.000. is a gain realized
by A In 1952 includible, as a gain from the
stock, in gross income in his return for that
calendar year. In computing gain from the
stock, as in adjusting basis, no distinction
is made between items of receipts or din-
tributions described in section 113 (b). If
A sells the stock In 1953 for $5.000. he real-
izes in 1953 a gain of C5,000, since the ad-
justed basis of the stock for the purpore of
computing gain or loss from the sale is zero.

(c) In the case of property sold on the
installment plan, special rules for the
taxation of the gain are prescribed in
section 44.

§ 39.112 (a) Statutory provisions;
recognition of gain or loss; general rule.

S'cm. 112. .Rccognition of gain or loss-(a)
General rule. Upon the sale or exchange of
property the entire amount of the gain or
loss, determined under section 111. shall be
recognized, except as hereinafter provided
in this section.

§ 39.112 (a)-1 Sales or exchanges.
(a) The extent to which the amount of
gain or loss, determined under section
111, from the sale or exchange of prop-
erty is to be recognized is governed by
the provisions of section 112. The gen-
eral rule is that the entire amount of
such gain or loss is to be recognized.

(b) Exceptions to the general rule
are made by section 112 (b) (1) to (5)
inclusive, section 112 (b) (10) and sec-
tion 112 (1) in the case of certain spe-
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cifically described exchanges of property
in which at the time of the exchange
particular differences exist between the
property parted with and the property
acquired, but such differences are more
formal than substantial. As to these,
the Internal Revenue Code provides that
such differences shall not be deemed
controlling, and that gain or loss shall
not be recognized at the time of the ex-
change. The underlying assumption of
these exceptions is that the new prop-
erty Is substantially a continuation of
the old investment still unliquidated;
and, in the case of reorganizations, that
the new enterprise, the new corporate
structure, and the new property are sub-
stantially continuations of the old still
unliquidated.

(c) The Internal Revenue Code makes
specific provision for the case in which,
in addition to property which may be
received tax free on the exchange, there
Is received as boot other property or
money. In such a case gain is recog-
nized to the extent of the boot (see sec-
tion 112 (c) and d)) but no loss of
any kind Is recognized (see section
112 (e))

(d) The exceptions from the general
rule requiring the recognition of all gains
and losses, like other exceptions from a
rule of taxation of general and uniform
application, are strictly construed and
do not extend either'beyond the words
or the underlying assumptions and pur-
poses of the exception. Nonrecognition
Is accorded by the Internal Revenue Code
only if the exchange is one which satis-
lies both (1) the specific description in
the Code of an excepted exchange, ana
(2) the underlying purpose for which
such exchange is excepted from the gen-
eral rule. The exchange must be ger-
mane to, and a necessary incident of, the
investment or enterprise In hand. The
relationship of thd exchange to the vzn-
ture or enterprise Is always material, and
the surrounding facts and circumstances
must be shown. As elsewhere, the tax-
payer claiming the benefit of the excep-
tion must show himself within the
exception.

(e) To .onstitute an exchange within
the meaning of section 112 (b) (1) to
(5), inclusive. section 112 (b) (10) and
section 112 (1) the transaction must be
a reciprocal transfer of property, as dis-
tingulshed from a transfer of property for
a money consideration only.

(f) See section 112 (b) (6) and (7)
with respect to nonrecognition of gain
or loss upon the receipt of property dis-
tributed in complete liquidation of a cor-
poration under certain specifically de-
scribed circumstances. See sections 112
(b) (8) and 371 with respect to nonrec-
ognition of gain or loss upon exchanges
and distributions made in obedience to
orders of the Securities and Exchange
Commission. See section 510 of the
Merchant Marine Act of 1936, as added
by section 7 of the Act of August 4, 1939
(46 U. S. C. 1160 (e)), with respect to
nonrecognition of gain in case of the
transfer of an obsolete vessel to the
Maritime Commission under the pro-
visions of such section. See section 112
(b) (11) with respect to nonrecosnition
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of gain upon the distribution of stock
(other than preferred) in a corporation
a party to a reorganization under certain
circumstances without the surrender of
stock.

§ 39.112 (a)-2 Use of term "assump-
tion of liabilities." When used in the
regulations prescribed under sections 112
and 113, the terms "assumption of lia-
bilities," "liabilities assumed," or sunilar
expressions include, in addition to cases
where personal liabilities of the taxpayer
are assumed by another party to the ex-
change, cases (a) where property of the
taxpayer is acquired by another party to
the exchange subject to a liability
whether or not the taxpayer was himself
personally liable, and (b) where, though
the property transferred was held by the
taxpayer merely subject to a liability,
the liability is assumed by another party
to the exchange.

§ 39.112 (b) (1) Statutory provi-
sions; recognition of gain or loss; ex-
changes solely in kind, property held for
productive use or investment.

Szc. 112. Recognition of gain or
loss. * * *

(b) Exchanges solely in kind-(1) Prop-
erty held for productive use or investment.
No gain or loss shall be recognized if prop-
erty held for productive use in trade or busi-
ness or for investment (not including stock
in trade or other property held primarily
for sale, nor stocks, bonds, notes, choses in
action, certificates of trust or beneficial in-
terest, or other securities or evidences of in-
debtedness or interest) is exchanged solely
for property of a like kind to be held either
for productive use in trade or business or for
investment.

§ 39.112 (b) (1)-1 Property held for
productive use in trade or business or
for investment. (a) As used in section
112 (b) (1) the words "like kind" have
reference to the nature or character of
the property and not to its grade or qual-
ity One kind or class of -property may
not, under such section, be exchanged
for property of a different kind or class.
The fact that any real estate involved is
improved or unimproved is not material,
for such fact relates only to the
grade or quality of the property and not
to its kind or class. Unproductive real
estate held by one other than a dealer for
future use or future realization of the
increment in value is held for investment
and not primarily for sale.

(b) No gain or loss is recognized if (1)
a taxpayer exchanges property held for
productive use in his trade-or business,
together with cash, for other property of
like kind for the same use, such as a truck
for a new truck or a passenger automo-
bile for a new passenger automobile to
be used for a like purpose, or (2) a tax-
payer who is not a dealer in real estate
exchanges city real estate for a ranch or
farm, or a leasehold of a-fee with 30 years
or more to run. for real estate, or un-
proved real estate for unimproved real
estate, or (3) a taxpayer exchanges in-
vestment property and cash for invest-
ment property of a like kind.

(c) A transfer is not within the pro-
visions of section 112 (b) (1) if as part
of the consideration the other party to
the exchange assumes a liability of the
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taxpayer, but such transfer, if otherwise
qualified, will be within the provisions of
section 112 (c)

(d) Gain or loss is recognized if a tax-
payer exchanges (1) Treasury bonds
maturing September 15, 1953, for Treas-
ury bonds maturing June 15, 1963, or (2)
a real estate mortgage for consolidated
farm loan bonds.

§ 39.112 (b) (2) Statutory provisions;
recognition of gain or loss; exchanges
solely in kind, stock for stock of same
corporation.

SEc. 112. Recognition of gain or loss. * *
(b) Exchanges solely in kind. * *
(2) Stock for stock of same corporation.

No gain or loss shall be recognized if com-
mon stock in a corporation is exchanged
solely for common stock in the same corpo-
ration, or if preferred stock in a corporation
is exchanged solely for preferred stock in the
same corporation.

§ 39.112 (b) (2)-1 Stock for stock of
the same corporation. (a) The ex-
change, without the recognition of gain
or loss, of common stock for common
stock, or of preferred stock for preferred
stock, in the same corporation is not lim-
ited to a transaction between a stock-
holder and the corporation; it includes
an exchange between two individual
stockholders. However, the provisions
of section 112 (b) (2) do not apply if
stock is exchanged for bonds, or pre-
ferred stock is exchanged for common
stock, or common stock is exchanged for
preferred stock, or common stock in one
corporation is exchanged for common
stock in another corporation.

(b) A transfer is not within the pro-
visions of section 112 (b) (2)' if as part
of the consideration the other party to
the exchange assumes a liability of the
taxpayer, but such transfer, if otherwise
qualified,-will be within the provisions of
section 112 (c)

§ 39.112 (b) (3)-(5) Statutory pro-
visions; recognition of gain or loss; ex-
changes solely in kind, stock for stock on
reorganization, gain of corporation;
-transfer to corporation controlled by
transferor

SEc. 112. Recognition of gain or loss. * *
(b) Exchanges solely in kind. * * *
(3) Stock for stock on reorganization. No

gain or loss shall be recognized if stock or
securities in a corporation a party to a reor-
.ganization are, in pursuance of the plan of
reorganization, exchanged solely for stock or
securities in such corporation or in another
corporation a party to the reorganization.

(4) Same; gain of cor'poration. No gain
or loss shall be recognized if a corporation a
party to a reorganization exchanges prop-
erty, in pursuance of the plan of reorgani-
zation, solely for stock or securities in an-
other corporation a party to the reorganiza-
tion.

(5) Transfer to corporation controlled by
transferor. No gain or- loss shall be xecog-
nized if property is transferred to a cor-
poration by one or more persons solely in
exchange for stock or securities in such cor-
poration; and immediately after the exchange
such person or persons are in control of the
corporation; but in the case of an exchange
by two or more persons this paragraph shall
apply only if the amount of the stock and
securities received by each is substantially
in proportion to his interest In the property
prior to the exchange. Where the trans-

feree assumes a liability of a transferor, or
where the property of a transleror is trans-
ferred subject to a liability, then for the pur-
pose only of determining whether the amount
of stock or securities received by each of the
transferors is in the proportion requlred by
this paragraph, the amount of such liabil-
Ity (if under subsection '(L) It i not to be
considered as "other property or money")
shall be considered as stock or soourletie
received by such transferor.

[Sec. 112 (b) (6) as amended by see. 213 (0),
Rev. Act 1039]

§ 39.112 (b) (5)-I Transfer of prop-
erty to corporation controlled by trans-
feror (a) As used in section 112 (b)
(5) the phrase "one or more persons"
includes individuals, trusts or estates,
partnerships, and corporations (see sec-
tion 3797) and to be in "control" of
the transferee corporation such person
or persons must own Immediately after
the transfer stock possessing at least
80 percent of the total combined voting
power of all classes of stock entitled to
vote and at least 80 percent of the total
number of shares of all other classes of
stock of such corporation. (See section
112 (h).) The phrale "inmediately
after the exchange" does not necessarily
require simultaneous exchanges by two
or more - persons, but comprehends a
situation where the rights of the parties
have been previously defined and the
execution of the agreement proceeds
with an expedition consistent with or-
derly procedure.

(b) The provisions of section 112 (b)
(5) may be illustrated by the following
examples:

Example (1). A owns certain real estate
which cost him $50,000 in 1030, but Which
has a fair market value of $160,000 in 10112.
He transfers this property to the M Corpora-
tion, a n9wly formed company, for all the
latter's capital stock. No gain or losa is
recognized on the transaction,

Example (2). C owns a patent right worth
$25,000 and D owns a manufacturing plant
worth $75.000. C and 1Y organize the RI Cor-
poration with an authorized capital stock of
$100,000. C transfers his patent right to
the R Corporation for $25,000 of its stock and
D transfers his plant to the now corporation
for $75,000 of its stock. No gain or loss to
C or D is recognized.

Example (3). B owns certain real estate
which cost him $50,000 in 1030, but which
has a fair market value of $200,000 in 1052,
He transfers the property to the N Corpora-
tion in 1952 for 78 percent of each clas of
stock of the corporation, the remaining 22
percent of the stock of the corporation hat-
Ing been Issued by the corporation In 1040 to
other persons for cash. B realizes a taxable
gain of $150,000 on this transaction. (Seo
section 112 (h).)

§ 39.112 (b) (5)-2 Treatment o1 ds-
sumptions o1 liabilities-(a) Recogni-
tion of gain. For the effect upon the
recognition of gain of an assumption of
liabilities in a transfer described in sec-
tion 112 (b) (5), see section 112 (k) and
§ 39.112 (k)-1.

(b) Computation of proportionate in-
terests required by section 112 (b) (5)
(1) In any case where an assumption of
liabilities Is not to be treated as "other
property or money" under section 112
(k) the liabilities so assumed are, for
the purpose of determining whether the
stock or securities received by the trans-

§ 39.112 (a}-2
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ferors are substantially proportionate 'to
'their- interests in the property trans-
ferred as required by section112 (b) (5),
to be- treated as stock or securities re-
ceived-by the transferor whose indebted-
ness is assumed.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A and B are individuals, each
of whom owns property with a fair market
value of $100,000 on July 1, 1952. There is
a purchase money mortgage on A's property
of $50,000. On July 1, 1952, A and B organize
the X Corporation, to 'vhich they transfer
the property above described for the entire
capital stock of the .- Corporation and the
assumption by the X Corporation of A's
purchase money mortgage. The X Corpora-
tion's capital stock is divided as follows:
$50,000 to A and $100,000 to B. Neverthe-
less, for the purposes of determining
whether the- transferors received stock or
securities substantially in proportion to their
interests in the properties transferred, as
required by section 112 (b) (5), A is deemed
to have received stock or securities to the
extent of $100,000,'since his $50,000 purchase
money mortgage, assumed by the X Corpo-
ration, is also to be treated as stock or se-
curitiesTeceived by him- Accordingly, under
the facts as stated, the proportions required
by.section 112 (b) (5) exist.

-139.112 (b) (5)-3 Records to be ept
and information to be filed. (a) Every
person who receives the stock or securi-
ties of a controlled corporation for prop-
erty under section 112 (b) (5) shall file
with hIs income tax return for the tax-
able year in which the exchange takes
place a complete statement of all facts
pertinent to the nonrecognition of gain
or loss upon such exchange, including-

(1) A description of the property
transferred, or of his interest in such
property, together with a statement of
the cost or other basis thereof, adjusted
to the date of the transfer, and

(2) A statement of the amount of
stock or securities and other property or
money received in the exchange, includ-
ing any liabilities of the taxpayer as-
sumed by the controlled corporation.
The amount of each kind of stock or se-
curities and other property received shall
be set forth at its fair market value at
the date of the exchange.

(b) Every such controlled corporation
shall file with its income tax return for
the taxable year in which the exchange
takes place:

(1) A full description of all property
received from the transferors, together
with a statement of the cost or other
basis thereof in the hands of the trans-
ferors adjusted to the date of the trans-
fer, and

(2) A statement of the amount of
stock or securities and other property or
money-which passed to the transferors
in the transaction (including any liabili-
ties assumed by such controlled corpora-
tion) together with a full statement of
the amount of the issued and outstand-
ing stock and securities of such controlled
corporation immediately after the ex-
change and of the ownership of each
transferor of each class of stock of such
controlled corporation immediately after
the exchange (showing as to each class
the number of shares and percentage
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owned and the voting power of each
share)

c) Permanent records in substantial
form shall be kept by every taxpayer
who participates in a tax-free exchange
under section 112 (b) (5) showing the
cost or other basis in his hands of the
transferred property, and of the amount
of stock or securities and other prop-
erty or money received, in order to facili-
tate the determination of gain or loss
from a subsequent disposition of such
stock or securities and other property
received in the exchange.

§ 39.112 (b) (6) Statutory provisions;
recognition of gain or loss; exchaliges
solely in kind, property received by car-
pioration on complete liquidation of
another.

Szc. 112. Recognition of gain or loss. 0

(b) Exchanges solely in hind. * 0
(6) Property received by corporation on

complete liquidation of another. No gain or
loss shall be recognized upon the receipt
by a corporation of property distributed in
complete liquidation of another corporation.
For the purposes of this paragraph a distri-
bution shall be considered to be In complete.
liquidation only f-

(A) The corporation receiving such prop-
erty was, on the date of the adoption of the
plan of liquidation, and has continued to be
at ll times until the receipt of the property,
the owner of stock (in such other corpora-
tion) possessing at least 90 per centum of
the total combined voting power of all classes
of stock entitled to vote and the owner or
at least 80 per centual of the total number
of shares of all other classes of stock (except
nonvoting stock which Is limited and pre-
ferred as to dividends), and was at no time
on or after the date of tie adoption of the
plan of liquidation and until the receipt of
the property the owner of a greater per-
centage of any class of stock than the per-
centage of such class owned at the time of
the receipt of the property; and

(B) No distribution under the liquidation
was made before the first day of the first
taxable year of the corporation be-gining
after December 31, 1935; and either

(C) The distribution Is by such other cor-
poration in complete cancellation or re-
demption of all its stock, and the transfer
of all the property occurs within the taxable
year; in such case the adoption by the share-
holders of the resolution under which Is
authorized the distribution of all the assets
of such corporation In complete cancella-
tion or redemption of all its stock, shall be
considered an adoption of a plan of liquida-
tion, even though no time for the completion
of the transfer of the property Is specified
in such resolution; or

(D) Such distribution is one of a series
of distributions by such other corporation
in complete cancellation or redemption of all
its stock In accordance with a plan of liqui-
dation under which the transfer of all prop-
erty under the liquidation is to be completed
within three years from the close of the tax-
able year during which Is made the first of
the series of distributions under the plan.
except that If such transfer Is not completed
within such period, or if the taxpayer does
not continue qualified under subparagraph
(A) until the completion of such transfer.
no distribution under the plan shall be
considered a distribution In complete
liquidation.

If such transfer of all the property does
not occur within the taxable year the Com-
missioner may require of the taxpayer such
bond, or waiver of the statute of limitations
on assessment and collection, or both. as he
may deem necessary to insure, If the transfer
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of the property is not completed within such
thre-year period, or if the taxpayer does
not continue qualified under subparagraph
(A) until the compltlion of such transfer,
the a=esmont and collection of all income,
war-proflit, and excez.-profilts taxes then
imposcd by law for such taxable year or sub-
requent taxable yeara, to the extent attribut-
able to property co received. A distribution
otherwmse constituting a distribution in com-
plete liquidation within the meaning of this
paragraph shall not be conoidered as not con-
Stituting such a dLtribution merely because

It do=s not constitute a distribution or
liquidation within the meaning of the cor-
porate law under which the distribution Is
made; and for the purposes of thl pm-ra
graph a transfer of property of such other
corporation to the taxpayer shall not be con-
cidered a not constituting a distribution (or
one of a serle3 of distributions) in complete
cancellation or redemption of all the stock
of such other corporation, merely because the
carrying out of the 5lan involves (1) the
transfer under the plan to the taxpayer by
such othbr corporation of property, not at-
trlbutableo shares owned by the taxpayer,
upon an ehchange described in paragraph
(4) of this subsection. and (it) the com-
plete cancellation or redemption under the
plan, as a reoult of exchanges described in
paragraph (3) of this subsection, of the
nhres not owned by the taxpayer.

§ 39.112 (b) (6)-1 Distributions in liq-
uidatlon of subsidiary corporation-(a)
General, Under the general rule pre-
scribed by section 115 Wo) for the treat-
ment of distributions In liquidation of a
corporation, amounts received by one
corporation in complete liquidation of
another corporation are treated as in
full payment in exchange for stock in
such other corporation, and gain or loss
from the receipt of such amounts is to
be determined as provided in section 111.
The scope of this treatment is governed
by the meaning of the term "amounts
distributed in complete liquidation of a
corporation" as used In section 115 (c)
Section 112 (b) (6) excepts fromthe gen-
oral rule property received, under cer-
tain specifically described circumstances,
by one corporation as a distribution in
complete liquidation of another corpo-
ration and provides for the nonrecogni-
tion of gain or loss in those cases winch
meet the statutory requirements. Sec-
tion 112 () places a limitation on the
application of section 112 (b) (6) in the
case of foreign corporations. See
§ 39.113 (a) (15)-1 for the basis for de-
termining gain or loss from the subse-
quent sale of property received upon
complete iqiudations such as described
in this section.

(b) Requirements for nonrecognition
of gain or loss. The nonrecognition of
gain or loss is limited to the receipt of
such property by a corporation which is
the actual owner of stock (in the liqm-
dating corporation) posseng at least
80 percent of the total combined voting
power of all classes of stock entitled to
vote and the owner of at least 80 percent
of the total number of shares of all other
classes of stock (except nonvoting stock
which is limited and preferred as to divi-
dends) The Internal Revenue Code
expressly requires that the recipient cor-
poration must have been the owner of
the specified amount of such stock on
the date of the adoption of the plan of

§ 39.112 (b 6]-
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liquidation and have continued so to be
at all times until the receipt of the prop-
erty. The Code also expressly requires
that the recipient corporation shall at
no time, on or after the date of the adop-
tion of the plan and until the receipt of
the property, be the owner of a greater
percentage of any class of stock than the
percentage of such class owned at the
time of the receipt of the property. If
the recipient corporation does not con-
tinue qualified with respect to the own-
ership of stock of the liquidating corpo-
ration and if the failure to continue
qualified occurs at any time prior to the
completion of the transfer of all the
property, the provisions for the nonrec-
ognition of gain or loss do not apply to
any distribution received under the plan.

(c) The provisions of section 112 (bJ
(6) do not apply to any liquidation if
any distribution in pursuance thereof
has been made before the first 'day of the
first taxable year of the recipient corpo-
ration beginning after December 31,
1935.

(d) To constitute a distribution in
complete liquidatiqn within the mean-
ing of section 112 (b) (6) the distribu-
tion must be (1) made by the liquidating
corporation in complete cancellation or
redemption of all its stock in accordance
with a plan of liquidation or (2) one of
a series of distributions in complete can-
cellation or -redemption of all its stock
In accordance with a plan of liquidation.
It is, essential that a status of liquidation
exist at the time the first distribution is
made under the plan and that such status
continue to the date of dissolution of
the corporation; A status of liquidation
exists when the corporation ceases to
be a going concern and its activities are
merely for the purpose of winding up its
affairs, paying its debts, and distributing
any remaining balance to its share-
holders. A liquidation may be completed
prior to the actual dissolution of the
liquidating corporation but no liquida-
tion is completed until the liquidating
corporation and the receiver or trustees
in liquidation are finally divested of all
the property (both tangible and in-
tangible) (See § 39.22(a)-20.)

(e) If a transaction constitutes a dis-
tribution in complete liquidation within
the meaning of the Internal. Revenue
Code and satisfies the requirements of
section 112 (b) (6) it is not material
that It is otherwise described under the
local law. If a liquidating' corporation
distributes all of-its property in complete
liquidation and if pursuant to the plan
for such complete liquidation a corpora-
tion owning the specified amount of stock
in the liqtudating corporation receives
property constituting amounts distrib-
uted in complete liquidation within the
meaning of the Code and also receives
other property attributable to shares not
owned by it, the transfer of the property
to the recipient corporation shall not be
treated, by reason of the receipt of such
other property, as not being a distribu-
tion (or one of a series -of distributions)
in complete cancellation or redemption
of all of the stock of the liquidating cor-
poration within the meaning of section
112 (b) (6) even though for purposes

of thoseprovisions in section 112 relat-
ing to reorganizations the amount re-
ceived by the recipient corporation in ex-
cess of-its ratable share is regarded as
acquired upon the Issuance of its stock
or securities in a tax-free exchange as
described in section- 112 (b) (4) and the
cancellation or redemption of the stock
not owned by the recipient corporation
is treated as occurring as a result of a
tax-free exchange described in section
112 (b) (3)

(f) The application of these rules may
be illustrated by the following example:

ExampZe. On July 1, 1952, the ME Corpo-
ratio had outstanding capital stock consist-
ing of 3,000 shares of common stock, par
value $100 a share, and 1,000 shares of pre-
ferred stock, par value $100 a share, which
preferred stock was limited and preferred
as to dividends and had no voting rights.
On July 1, 1952, and thereafter until the date
of dissolution of the M Corporation, the 0
Corporation owned 2,500 shares of the com-
mon stock of the M Corporation. By a statu-
tory merger consummated on August 1, 1952,
pursuant to a plan of liquidation adopted
on July 1, 1952, the M Corporation was
merged into the 0 Corporation, the 0 Cor-
poration under the plan Issuing stock which
was received by the holders of the stock of
the M Corporation not owned by the 0 Cor-
poration in exchange for their stock in the
ME Corporation. The receipt by the 0 Cor-
poration of the properties of the M Corpo-
ration is a distribution received by the 0
Corporation in complete liquidation of the
ME Corporation within the meaning of section
112 (b) (6), and no gain or loss is recognized
as the result of the receipt of such properties.

§ 39.112 (b) (6)-2 Liquzdations com-
Pleted within one taxable year If in a
liquidation completed within one taxable
year, pursuant to a plan of complete
liquidation, distributions in, complete
liquidation are received by a corporation
wlch owns the specified amount of
stock in the liquidating corporation and
which continues qualified with respect to
the ownership of such stock until the

,transfer of all the property within such
year Is completed (see § 39.112 (b)
(6)-i) then no gain or loss shall.be rec-
ognized with respect to the distributions
received by the recipient corporation.
In such case no waiver or bond Is re-
quired of the recipient corporation under
section 112 (b) (6)

§ 39.112 (b) (6)-3 Liquidations cov-
ering more than one taxable year (a)
If the plan of liquidation is consummated
by a series of distributions covering a
period of more than one taxable year,
the nonrecognition,of gain or loss with
respect to the distributions in liquida-
tions shall, in addition to the require-
ments of § 39.112 (b) (6)-1, be subject
to the following requirements:

(1) In order for the distribution in
liquidation to be brought within the ex-
ception provided in section 112 (b) (6)
to the general rule for computing gain or
loss with respect to amounts received in
liquidation of a corporation, the entire
property of the corporation shall be
transferred in accordance with a plan
of liquidation, which plan shall include
a statement showing the period within
which the transfer of the property of
the liquidating corporation to the recip-
ient corporation Is to be completed. The

transfer of all the property under the
liquidation must be completed within
three years from the close of the taxable
year during which is made the first of the
series of distributions under the plan,

(2) For each of 'the taxable years
which falls wholly or partly within the
period of liquidation, the recipient cor-
poration shall, at, the time of filing its
return, file with the district director of
internal revenue for transmittal to the
Commissioner a waiver of the statute of
limitations on assessment. The waiver
shall be executed-on such form as may be
prescribed by the Commissioner and
shall extend the period for assessment of
all Income and profits taxes for each
such year to a date not earlier than one
year after the last date of the period for
assessment of such taxes for the last tax-
able year In which the transfer of the
property of the liquidating corporation
to the controlling corporation may be
completed In accordance with section
112 (b) (6) Such waiver shall also
contain such other terms with respect
to assessment as may be considered by
the Commissioner to be necessary to
Insure the assessment and collection of
the correct tax liability for each year
within the period of liquidation.

(3) For each of the taxable years
which falls wholly or partly within the
period of liquidation, the recipient cor-
poration shall file a bond, the amount
of which shall be fixed by the Commis-
sioner. The bond shall contain all terms
specified by the Commissioner, Including
p r o v i s i o n s unequivocally assuring
prompt payment of the excess of income
and profits taxes (plus penalty, if any,
and interest) as computed by the Coin-
missioner without regard to the provi-
sions of sections 112 (b) (6) and 113
(a) (15) over such taxes computed with
regard to such provisions, regardless of
whether such excess may or may not be
made the subject Of a notice of deficiency
under section 272 and regardless of
whether it may or may not be assessed,
Any bond required under section 112 (b)
(6) shall have such surety or sureties
as the Commissioner may require, How-
ever, see 6 U. S. C. 15, providing that
where a bond Is required by law or regu-
lations, in lieu of surety or sureties there
may be deposited bonds or notes of the
United States. Only surety companies
holding certificates of authority from
the Secretary as acceptable sureties on
Federal bonds will be approved as
sureties. The bonds shall be executed In
triplicate so that the Commissioner, the
taxpayer, and the surety or the deposi-
tary may each have a copy.

(b) Pending the completion of the liq-
uIdatIon, If there is a compliance with
subparagraphs (1) (2) and (3) of para-
graph (a) and § 39.112 (b) (6)-1 with
respect to the nonrecognition of gain or
loss, the income and profits tax liability
of the recipient corporation for each of
the years covered In whole or in part by
the liquidation shall be determined with-
out the recognition of any gain or loss
on accouht of the receipt of the distri-
butions in liquidation. In such deter-
mination, the basis of the property or
properties received by the recipient cor-

§ 39.112 (b) 61-2
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poration shall be determined in accord-
ance with section 113 (a) (15) (See
§ 39.113 (a) (15)-1.) However, if the
transfer of the property is not completed
within the three-year period allowed by
section 112 (b) (6) or if the recipient
corporation does not continue qualified
with respect to the ownership of stock of
the liquidating corporation as required
by that section, gain or loss shall be rec-
ognized with respect to each distribution
and the tax liability for each of the years
covered in whole or in part by the liqui-
dation shall be recomputed without re-
gard to the provisions of section 112 (b)
(6) or section 113 (a) (15) and the
amount of any additional tax due upon
such recomputation shall be promptly
paid.

§ 39.112 (b) (6)-4 Distributions in
liquidation as affecting minority inter-
ests. Upon the'liqmdation of a corpora-
tion in pursuance of a plan of complete
liquidation, the gain or loss of minority
shareholders shall be determined with-
out regard to section 112 (b) (6) since
it does not apply to that part of distribu-
tions in liquidation received by minority
shareholders.

§ 39.112 (b) (6)-5 Records to be kept
and information to be filed withl return.
(a) Permanent records in substantial
form shall be kept by every corporation
receiving distributions in complete liqui-
dation within the exception provided in
section 112 (b) (6) showing the informa-
tion required by this section to be sub-
mitted with its return. The plan of
liquidation must be adopted by each of
the corporations parties thereto; and
the adoption must be shown by the acts
of its duly constituted resuonsible officers.
and appear upon the official records of
each such corporation.

(b) For the taxable year in which the
liquidation occurs, or, if the plan of liqui-
dation provides for a series of distribu-
tiors over a period of more than one year,
for each taxable year in which a distribu-
tion is received under the plan, the
recipient shall file with its return a com-
plete statement of all facts pertinent to
the nonrecognition of gain or loss, in-
cluding-

(1) A certified copy of the plan for
complete liquidation, and of the resolu-
tions under which the plan was adopted
and the liquidation was authorized, to-
gether with a statement under oath
showing in detail all transactions inci-
dent to, or pursuant to, the plan.

(2) A list of all the properties received
upon the distribution, showing the cost
or other basis of such properties to the
liquidating corporation at the date of
distribution and the fair market value
of such properties on the date
distributed.

(3) A statement as to its ownership of
all classes of stock of the liquidating cor-
poration (showing as to each class the-
number of shares and percentage owned
and the voting power of each share) as
of the date of the adoption of the plan of
liquidation, and at all times since, to
and including the date of the distribution
in liquidation, and the cost or other basis
of such stock.
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§ 39.112 (b) (7) Statutory provi-
sons; recognition of gain or loss; ex-
changes solely in kind; election as to
recognition of gain in certain corporate
liquidations.

Szc. 112. Recognition of gain or
loss. * * *

(b) Exchanges solely in kind.
(7) Election as to recognition of gain in

certain ccrporate liquidations--(A) General
rule. In the case of property distributed In
complete liquidation of a domestic corpora-
tion, If-

(I) The liquidation is made In pursuance
of a plan of liquidation adopted after Da-
camber 31, 1950, whether the taxable year
of the corporation began on, before, or after
January 1, 1951; and

(11) The distribution is In complete can-
collation or redemption of all the stccl, and
the transfer of all the property under the
liquidation occurs within come one calen-
dar month in 1951 or 1952-

then In the case of ,each qualified electing
shareholder (as defined In subparagraph
(C)) gain upon the chares owned by him
at the time of the adoption or the plan of
liquidation shall be recognized only to the
extent provided in subparagraphbs (E) and
(F).

(B) Excluded corporation. The term 'ex-
cluded corporation" means a corporation
which at any time between August 15, 1050,
and the date of the adoption of the plan
of liquidation, both dates Inclusive, was the
owner of stock pase"'ing 50 per centum or
more of the total combined voting power of
all classes of stock entitled to vote on the
adoption of such plan.

(C) Qualuflca electing shareholders. The
term "qualified electing shareholder" means
a shareholder (other than an excluded cor-
poration) of any class of stock (whether or
not entitled to vote on the adoption of the
plan of liquidation) who is a ehareholder
at the time of the adoption of such plan, and
whose written election to have the benefits
of subparagraph (A) has been made and
filed in accordance with subparagraph (D),
but-

(1) In the case of a shareholder other than
a corporation, only If written elections have
been so fled by shareholders (other than cor-
porations) who at the time of the adoption
of the plan of liquidation are owners of stock
possessing at least 80 per centum of the total
combined voting power (exclusive of voting
power possessed by stock owned by corpora-
tions) of all clases of stock entitled to vote
on the adoption of such plan of liquidation;
or

(1) In the case of a shareholder which is
a corporation, only if written elections have
been so filed by corporate shareholders (other
than an excluded corporation) which at the
time of the adoption of such plan of liquida-
tion are owners of stock po:se=ing at least
80 per centum of the total combined voting
power (exclusive of voting power passessed
by stock owned by an excluded corporation
and by shareholders who are not corpora-
tions) of all classes of stock entitled to vote
on the adoption of such plan of liquidation.

(D) Making an filing of elections. The
written elections referred to in subparagraph
(C) must be made and filed in such manner
as to be not in contravention of regulations
prescribed by the Commissioner with the ap-
proval of the Secretary. The filing must be
within thirty days after the adoption of
the plan of liquidation, and may be by the
liquidating corporation or by the share-
holder.

(E) Noncorporate shareholders. In the
case of a qualified electing shareholder other
than a corporation-

(i) There shall be recognized, and taxed as
a dividend, so much of the gain as Is not In

exc-s3 of his ratable share of the earnings
and profit of the corporation accumulated
after February 28. 1913, such earnings and
profits to be determined as of the cloze of the
month In which the transfer In liquidation
occurred under subparagraph (A) (Hi), but
without diminution by reason of distribu-
tons made during such month; but by In-
cluding in the computation thereof ali
amounts accrued up to the date on which
the transfer of all the property under the
liquidation I, completed; and

(it) There shall be recognized, and taxed
as short-term or long-term capital gain. as
the case may be, so much of the remainder
of the gain as is not In excem of-the amount
by which the value of that portion of the
a=-ets received by him which consists of
money, or of stock or securities acquired by
the corporation after August 15, 1950. ex-
ceeds his ratable share of such earnings and
proflts.

(P) Corporate shareholders. In the case
of a qualified electing shareholder which is
a corporation the gain saall be recognized
only to the extent of the greater of the two
followng-

(1) The portion of the asets received by It
which consists of money, or of stock or
securitie3 acquired by the liquidating cor-
poration after August 15, 1950; or

(U) Its ratable share of the earnings and
profits of the liquidating corporation ac-
cumulated .after February 23, 1913, such
earnings and profits to be determined as of
the clo1e of the month In which the tran:-
for in liquidation occurred under subpara-
graph (A) (U), but without diminution by
reason of distributions made during such
month: but by Including In the computation
thereof all amounts accrued up to the date
on which the transfer of all the property
under the liquidation Is completed.

Isc. 112 (b) (') as added by sEac. 120 (a).
Rev. Act 1943. amended by sec. 205 (a). Rev.
Act 1050; cec. 316 (a), Rev. Act 19511

§ 39.112 (b) (M)-1 Corporate liquida-
tion in calendar mnonth in 1952-(a)
In general. Section 112 (b) (7) provides
a special rule, In the case of certain spe-
cifically described complete liquidations
of domestic corporations occurring
within some one calendar month in 1952,
for the treatment of gain on the shares
of stock owned by qualified electing
shareholders at the time of the adoption
of the plan of liquidation. The effect
of such section is in general to postpone
the recognition of that portion of a
qualified electing shareholder's gain on
the liquidation which would othervise
be reco-nized and which is attributable
to appreciation in the value of certain
corporate assets unrealized by the cor-
poration at the time such assets are dis-
tributed in complete liquidation. Only
qualified electing shareholders are en-
titled to the benefits of section 112 (b)
(7). The determination of who is a
qualified electing shareholder is to be
made under section 112 (b) (7) (C) and
§ 39.112 (b) (7)-2. For the basis of
property received on such liquidations,
see section 113 (a) (18)

(b) Type of liquidation. (1) The
liquidation must be in pursuance of a
plan of liquidation adopted after De-
cember 31, 1950, if the liquidation occurs
within one calendar month in 1952. The
plan may be adopted at any time after
December 31, 1950, and before the first
distribution under the liquidation occurs.
The Code requires that the transfer of all
the property, both tangible and intangi-

§ 39.112 (b) (7-1
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ble, of the corporation under the liquida-
tion occur entirely within some one
calendar month m 1952, but this require-
ment will be considered to have been
complied with if cash is set aside under
arrangements for tht payment, after the
close of such month, of unascertamed or
contingent liabilities and expenses, and
such arrangements are made in good
faith and the amount set aside is reason-
able. Though it is not necessary that
the corporation dissolve in the month
of liquidation, it is essential that a
status of liquidation exist at the time the
first distribution is made under the plan
and that such status continue to the date
of dissolution of the corporation. A sta-
tus of liquidation exists when the corpo-
ration ceases to be a going concern and
its activities are merely for the purpose
of winding up its affairs, paying its debts,
and distributing any remaining balance
to its shareholders.

(2) If a transaction constitutes a dis-
tribution in complete liquidation within
the meaning of the Code and satisfies the
requirements of section 112 (b) (7) it is
immaterial that it is otherwise described
under the local law.

§ 39.112 (b) (M)-2 Qualified electing
shareholder (a) No corporate share-
holder may be a qualified electing share-
holder if at any time between August 15,
1950, and the date of the adoption of
the plan of liquidation, both dates in-
clusive, it is the owner of .stock of the
liquidating corporation possessing 50
percent or more of the total combined
voting power of all dlasses of stock en-
titled to vote upon the adoption of the
plan of liquidation. All other sharehold-
ers are divided into two groups for the
purpose of determining whether they
are qualified electing shareholders: (1)
shareholders other than corporations,
and (2) corporate shareholders.

(b) Any shareholder of either of such
two groups, whether or not the stock
he owns is entitled to vote on the adop-
tion of the plan of liquidation, is a qual-
ified electing shareholder if:

(1) His written election to be gov-
erned by the provisions of section 112
(b) (7) which cannot be withdrawl or
revoked, has been made and filed as pre-
scribed in § 39.112 (b) (7)-3; and

(2) Like elections have been made and
filed by owners of stock possessing at
least 80 percent of the total combined
voting power of all classes of stock
owned by shareholders of the same group
at the time of, and entitled to vote upon,
the adoption of the plan of liquidation,
whether or not the shareholders making
such elections actually realize gain upon
the cancellation or redemption of such
stock upon the liquidation.

(c) The application of this section
may be illustrated by the following
example:

Example. The R Corporation has out-
standing 20 shares of common stock on July
1, 1952, at the time of the adoption of a plan
of liquidation within the provisions of sec-
tion 112 (b) (7), each entitled to one vote
upon the adoption of such plan of liquida-
tion. At that time ten of such shares are
owned by the S Corporation, two each by the
X Corporation and the Y Corporation, one by

§ 39.112 b) 7-2

the Z Corporation, and one each by A, B, C, D,
and E, individuals. There are also out-
standing at such time two shares of preferred
stock, not entitled to vote on liquidation, one
share being owned by P, an individual, and
one share by the P Corporation. The S Cor-
poration, being a corporate shareholder and
the owner of 50 percent of the voting stock,
,may not be a qualified electing shareholder
under any circumstances. In order for any
other corporate shareholder to be a qualified
electing shareholder, it is necessary that the
X Corporation and the Y Corporation file
their written elections to be governed by,
section 112 (b) "(7). If this is done, the P
Corporation, will also be a qualified electing
shareholder if it has filed a like election.
Similarly, in the case of the individual share-
holders, some combination of four of the
individual holders of the common stock
must have filed their written elections, be-
fore any individual shareholder may be con-
sidered a qualified- electing shareholder, but
if this is done, F will also be a qualified
electing- shareholder if lie has filed a like
election.

(d) An election to be governed by the
provisions of section 112 (b) (7) relates
to the treatment of gain realized upon
the cancellation or redemption of stock
upon liquidation and can therefore be
made only by or on behalf of the person
by whom gains, if any,, will be realized.
Thus, the shareholder who may make
such election must be the actual owner
of stock and not a mere record holder,
such as a nominee.

(e) A shareholder is entitled to make
an election relative to the gain only on
stock owned by him at the time of the
adoption of the plan of liquidation. The
election is personal to the shareholder
making it and does not follow such stock
into the hands of a transferee.

§ 39.112 (b) (7)-3 Making and fil-
ing of written elections. An election to
be governed by section 112 (b). (7) shall
be made on Form 964 (revised) in ac-
cordance with the instructions printed
thereon and with this section. The orig-
inal and one copy shall be filed by the
shareholder or by the liquidating cor-
poration with -the Commissioner of In-
ternal Revenue, Washington 25, D. C.,
attention of the Audit Service Branch,
Audit Division, within 30 days after the
adoption of the plan of liquidation. An
election shall be considered as timely
filed if it is placed in the mail on or
before midnight of the 30th day after the
adoption of the plan of liquidation, as
shown by the postmark on the envelope
containing -the written election or as
shown by other availableevidence of the
mailing date. Another copy shall be at-
'tached to and made a part of the share-
holder's income tax return for his tax-
able year in which. the transfer of all
the property under the liquidation
occurs.

§ 39.112 (b) (7)-4 'Treatment of
gan-(a) Computation of gain. As in
the case of shareholders generally, for
the purpose of computing gain, amounts
received by qualified electing sharehold-
ers are treated as en full payment en ex-
change for their stock, as provided in
section 115 (c), and gain from the receipt
of such amounts is determined as pro-
vided en section 111. Gain or loss must
be computed separately on each share of

stock owned by a qualified electing share-
holder at the time of the adoption of the
plan of liquidation. The limited recog-
nition and special treatment accorded by
section 112 (b) (7) applies only to the
gain on such shares of stock upon which
gain was realized and not to not gain
computed by setting off losses realized on
some shares against gain on others.

(b) Recognition of gain. Pursuant to
section 112 (b) (7) only so much of the
gain on each share of stock owned by a
qualified electing shareholder at the time
of the adoption of the plan of liquidation
is recognized as does, not exceed the
greater of the following:

(1) Such share's ratable share of the
earnings and profits of the corporation
accumulated after February 28, 1913,
computed as of the last day of the month
of liquidation, without diminution by
reason of distributions made during such
month, and including In such computa-
tion all items of Income and expense
accrued up to the date on which the
transfer of all the property under the
liquidation Is completed; or

(2) Such share's ratable share of the
sum of the amount of money received by
such shareholder on shares of the same
class and the fair market value of all the
stock or securities so received which were
acquired by the liquidating corporation
after August 15, 1950. The mere re-
placement after August 15, 1050, of lost
or destroyed certificates or Instruments
acquired on or before August 15, 1950,
or the mere conversion of certificates or
instruments Into certificates or instru-
ments of larger or smaller denominations
will not constitute an acquisition within
the meaning of the phrase "acquired
after August 15, 1950." Nor will such an
acquisition result from the Issuance after
August 15, 1950, of certificates of stocL
in connection with a subscription made
and accepted on or before August 15,
1950.
(c) Treatment of recognized gain.

(1) In the case of a qualified electing
shareholder other than a corporation
that part of the recognized gain on a
share of stock owned at the time of the
adoption of the plan of liquidation which
is not in excess of his ratable share of the
earnings and profits of the liquidating
corporation accumulated after February
28, 1913, determined as provided in sec-
tion 112 (b) (7) (M) (i) is treated and
taxed to him as a dividend. It retains its
character as a dividend for all tax pur-
poses. The remainder of the gain which
is recognized Is treated and taxed to him
as a short-term or long-term capital
gain, as the case may be. In the case of
a qualified electing shareholder which ts
a corporation, the entire amount of the
gain which Is recognized is treated and
taxed as a short-term or long-term capi-
tal gain, as the case may be.

(2) The application of subparagraph
(1) of this paragraph may be Illustrated
by the following example:

Example. The X Corporation has only
one class of stock outstanding, owned in
equal amounts by three shareholders. Tbo
basis of the stock owned by each share-
holder is $50, each having bought his stock
in a single block prior to the date of the
adoption of a plan of liquidation conform-
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_ing to the zrequirements of section 112 jb)
(7). One of such shareholders is an Indi-
vidual and two are corporations and all -are
qualified electing shareholders. The X Cor-
poration has earnings and profits -accumu-
lated tfter February 28, 1913 (computed as
-provided in section 112 (b) (7)), of $60,
its assets consisting of property (other than
stock or s ecurities acquired after August 15;
1950, and money) -with a faIr market value-
of .240, cash of $75, and stock and securl-
ties acquired after August 15, 1950, with a
fair market -value of $90, all of which as-
sets are distributed in October, 1952, to
the shareholders pro-rata in oomplete liqui-
dation of the corporation, as provided in
section 112 (b) (7). Each shareholder,
therefore, receives, in cash and property,
$135 and his gain Is 885. In the case of
each shareholder $55 of this gain is recog-
mized since such amount represents the
sum of the cash received by him and the
fair market value of the stock and securi-
ties received by him -which -were acquired by
theMx Corporation after August 15, 1950, and
is greater than is ratable share of the-earn-
ings and profits (e20). In the case of the
corporate shareholders this amount is
treated as capital gain. In the- case of the
individual shareholder, however, $20, being-
the-amount of the shareholder's ratable re
of the earnings and profits, Is taxable to.
him as- a dividend, and $35, being the dif-
ference between the shareholder's ratable
share of the earnngs and -profits and the
sum of the cash and stock and securities re-
ceived by him, is recognized and treated as,
a short-term or long-term capltal gain, as
the case may be. Trhe remainder of each
shareholder's gain, $30, s not recognized.
-If the basis of ach thareholder's stock Mad
been $100. Instead of $50, tfie corporate
shareholders would be taxed on only $35
as capital gain and .the individual share-
holder-on $20 as a dividend but only on $15
as 7a apital gain, since the total amount
taxed -s limited by the amtount of gain re-
allzed by the shareholder upon the cancella-
tion or xedemption of hIs stock.

139.112 (b) (7)-5 Record .o be kept
and information to be filed witli return.
(a) Permanent records in substantial
form shall be kept by every qualified
electing shareholder receiving distribu-
tions in complete liquidation of a do-
mestic corporation. Such shareholder

- shall file with his income tax return for
his taxabe year in wich the liquidation
occurs a statement of all facts pertinent
to the recognition and treatment of the
gain Tealized by bum upon the shares of
stock owned by him at the'time of the
adoption of the plan of liquidation,
including:

(1) A statement of his stock owner-
ship in the liquidating corporation as of
the date of the distribution showing the
number of shares of each class owned
on such date and the cost or other basi
of each such share;

(2) A list of all the property including
money received upon the distribution
showing the fair market -value of each
item of such property other than mone5
on the date distributed and stating whal
items, if any, consist of stock or securi-
ties acquired by the liquidating corpora-
tion after August 15, 1950;

(3) A statement of his ratable shar
of the earnings 2nd profits of the liqut.
dating corporation accumulated aftei
February 28, 1913. computed withou
diminution by reason of distribution,
made dunng the month of liquidation
and
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-(4) A copy of such shareholder's writ-
ten election to be governed by the pro-
visions of section 112 (b) (7). (S.e
-39.112 (b) -7)-.)

(b) For information to be filed by the

liqtudating corporation, s" section
148 (e)

§ 39.112 (b) (8)-(9) Statutory Pro-
visions; recognition of gain or loss;

exchanges solely in kind; exchanges and
distributions in obedience to orders of
Securities and Exchange Commission;
:property transfers on certain railroad
reorganizations.
Sr. 112. ,ecognition of gain or loss. 0
(b) Exchanges "olely in kind. " " 0
(8) Exchanges and distributions In obedi-

ence to orders of Securities and Exchange
Commission. 'In the case of any exchange
or distribution described in Cectlon 371. no
gain or loss shall be reconized to the extent
specified in such section with respect to such
exchange or distribution.

(9) Loss not recognized oan certain rail-
road reorganizations. No loss shall be xec-
ognized If property of a ailroad corporation.
as defined in section 77m of the National
Bankruptcy Act, as amended, is trancferred,
after-December' 1, 1238. in pursuanUc of an
order of the court having jursdlction of such

-corporation-
(A) In a receivership proceeding, or
(B) In a proceeding under zection 77 of

the National Bankruptcy Act, as amended.

to a railroad corporation, as defined In rec-
tlon 77m of the Natibnal Bankruptcy Act,
as amended, organized or made u-0 of to ef-
fectuate a plan of reorganization approved
by the court in such proceeding. The term
"reorganization" as used in this paragraph,
shall not be limited by the definition of uuch

- term in subsection (g).

ISec. 112 (b) (9) as added by sec. 142 (a),
Rev. Act 1942; amended by sec. 120 (a). Rev.
Act 1943]

§ 39.112 (b) (9)-1 Nonrecognition of

loss upon transfer of Propertyj of rail-
road corporation. (a) For the purpose
of section 112 (b) (9) it is unnecesary
that the transfer be a direct transfer by
the corporation undergoing reorganiza-
tion or that such reorganization consti-
tute a reorganization within the mean-
ing of section 112 (g) It Is sufficlent If

the-transfer is made in pursuance of an
order of the court and is an integral
step in the consummation of a plan of

reorganization approved by the court
having jurisdiction of the proceeding.
If these conditions are satisfiedn o loss
Is recognized to the transferor upon the
ultimate transfer of the property, or to
the transferor upon any intermediate
transfer.

(b) Section 112 CM) (9) applies only to
a transfer resulting in a loss and has no
-application if the transfer therein de-
scribed results in a gain.

§29.112 (b) (10) Statutory provi-
siois; recognition of gain or loss; ex-
changes solely in kind: transfers of
property on reorganization of corpora-

ions in certam receivership and ban:-
ruptcy proceedings.

Szc. 112. -Rccognition of gain or less.
r . .

b (b) Exchanges so y in kind. "

(10) Gain or loss not recognized on re-
organization of corporations in certain r-
ceivers ip and ban7:ruptcY pr0Cfiigs. VC

No. 189-Pt. 11--Sec. 1-21

gain or lc-- rhall ha rccoZxnzed if property
of a corporation (other than a railroad cor-
poration. a3 defined in section 77m of the
National Banlruptcy Act, as amended) 13
tranzferred, in a taxable year of such cor-
poratlon beginning after December 31. 1933.
in purcuancc of an order of the court having
jursdiction of such corporation-

(A) In a receivership, foreclosure, or simi-
lar proceeding, or

(B) In a proceeding under section 77B or
Chapter X of the National Bankruptcy Act,
as amended.

to another corporation organized or made
use of to effectuate a plan of reorganization
approved by the court in such proceeding,
in exchange solely for stock or securities in
vuch other corporation.

[Sec. 112 (b) (10) a added by sec. 121 (a).
Rev. Act 1943]

§ 39.112 (b) (10)-1 Transfer of prop-
erty of insolvent corporation in corporate
reorganization or rece v rshzp proceed-
ing--Ca) Exchange solely for stoc7: or
securities. (1) Section 112 (b) (10)
provides for the nonrecognition of gain
or loss upon certain exchanges made in
connection with the reorganization of an
insolvent corporation, hereinafter re-
ferred to In this section and H 39112
(b) (10)-2, 39.112 (c)-1, and 39.112
(g)-1 as a "section 112 (b) (10) reor-
ganization." Section 112 (b) (10) does
not apply to a railroad corporation as
defined in section 77 (m) of the Bank-
ruptcy Act (11 U. S. C. 205 (m)) In
order to qualify as a section 112 (b) (10)
reorganizatlon, the transaction must
satisfy the express statutory require-
ments as well as the underlymin assump-
tions and purposes for which the
exchange is excepted from the general
rule requiring the recognition of gain or
loss upon the exchange of property.

(2) Section 112 (b) (10) applies only
with respect to a reorganization effected
in one of two specified types of court
proceedings: (1) Receivership, foreclo-
sure, or similar proceedings, or (i) cor-
porate reorganization proceedings under
section 7TB (48 Stat. 912) or Chapter
X of the Bankruptcy Act (11 U. S. C.
c. 10). The specific statutory require-
ments are the transfer of property
of a corporation, in pursuance of an
order of the court having jurisdiction
of the corporation in such proceeding,
to another corporation organized or
made use of to effectuate a plan of re-
organization approved by the court in
such proceeding, in exchange solely for
stock or securities in such other corpora-
tion. If the consideration for the trans-
fer consists of other property or money
as well as stock and securities, the gain.
if any, Is recognized in an amount not
in excess of such other property and
money (see section 112 d)) but no loss
is recognized (see section 112 (e)) As
to the assumption of liabilities n an ex-
change described in section 112 (b) (10)
see -section 112 (I) and - 439.112 a)-2
and 39.112 (k)-L

(3) The application of section 112 (b)
(10) is to be strictly limited to a trans-
action of the character set forth n such
section. Hence, the section is inapplica-
ble unless there Is a bona fide plan of
reorganization approved by the court
having jurisdiction of the proceeding

§ 39.112 b] 110)-I
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and the transfer of the property of the
insolvent corporation is made pursuant
to such plan. It is unnecessary that the
transfer be a direct transfer from the
insolvent corporation, it is sufficient if
the transfer is an integral step in the
consummation of the reoganization plan
approved by the court. By its terms, the
section has no application to a reorgan-
ization consummated by adjustment of
the capital or debt structure of the in-
solvent corporation without the transfer
of its assets to another corporation.

(4) As used in section 112 (b) (10) the
term "reorganization" is not controlled
by the definition of "reorganization" con-
tained in section 112 (g) However, cer-
tain basic requirements, implicit in the
statute, which are essential to a reorgan-
ization under section 112 (g) are like-
wise essential to qualify a transaction
as a reorganization under section 112 (b)
(10) Among these requirements are a
continuity of the business enterprise un-
der the modified corporate form and a
continuity of interest therein on the part
of those persons who were the owners
of the enterprise prior to the reorganiza-
tion. Thus, the nonrecognition accorded
by section 112 (b) (10) applies only to a
genuine reorganization as distinguished
from a liquidation and sale of property
to either new or old interests supplying
new capital and discharging the obliga-
tions of the old corporation. For the
purpose of determining whether the
requisite continuity of interest exists, the
interest of creditors who have, by ap-
propriate legal steps, obtained effecfive
command of the property of an insolvent
corporation: is considered as the equiv-
alent of a proprietary interest But the
mere possibility of a proprietary interest
is not its equivalent. The determinative
and controlling factors are the corpora-
tion's insolvency and the effective com-
mand by the creditors over its property.
The term "insolvent" as used -herein re-
fers to insolvency at any time during the
course of the proceeding referred to in
section 112 (b) (10) either in the sense
of excess of liabilities over assets or in
the sense of inability to meet obligations
as they mature.

(5) A short-term purchase money
note is not a security within the meaning
of section 112 (b) (10) and the transfer
of the properties of the insolvent corpo-
ration for cash and deferred payment
obligations of the transferee evidenced
by short-term notes is a sale and not an
exchange.

(b) Exchange for stock or securities
and other property or money. (1) If
an exchange would be within the provi-
sions of section 112 (b) (10) if it were not
for the fact that the consideration for
the transfer of the property of the insol-
vent corporation consists not only of
stock or securities but also of other prop-
erty or money, then, as provided in sec-
tion 112 (d) (1) if the other property or_
money received by the corporation is
distributed by it pursuant to the plan of
reorganization, no gain to the corpora-
tion will be recognized. Property is
distributed within the meaning of this
section if it is paid over or distributed to
shareholders or creditors who have by

§ 39.112 b) (10)-2
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appropriate legal stepa obtained effective
command of the property of the corpo-
ration. If the other property or money
received by the corporation is not dis-
tributed by it pursuant to the plan of
reorganization, the gain, if any, to the
corporation from the exchange will be
recognized, under the provisions of sec-
tion 112 (d) (2) in an amount not in ex-
cess of the sum of money and the
fair market value of the other property
so received which is not distributed. In
either case no loss from the exchange
will be recognized (see section 112 (e))

(2) For the proper treatment of a
transaction involving an assumption of
liabilities under so much of section 112
(d) or (e) as relates to section 112 (b)
(10) see section 112 (k)

§ 39.112 (b) (10)-2 Records to be kept
and information to be filed. (a) Each
corporation a party to a section 112 (b)
(10) reorganization shall furnish a com-
plete statement of, all facts pertinent to
the nonrecognition of gain or loss in
connection with the exchange, in-
cluding:

(1) A certified copy of the plan of re-
organization approved by the court in
the proceeding, together with a state-
ment showing in full the purposes there-
of and in detail all transactions incident,
or pursuant, to the plan;

(2) A complete statement of the cost
or other basis of -all property, including
all stock or securities, transferred inci-
dent to the plan;

(3) A statement of the amount of
stock or securities and other property
or money received in the exchange, in-
cluding a statement of all distributions
or -other disposition made thereof. The
amount of each kind of stock or securi-
ties or other property shall be stated on
the basis of the fair market value there-
of at the date of the exchange;

(4) A statement of the amount and
nature of any liabilities assumed upon
the exchange.
The information required by this section
shall be filed as a part of the corpora-
tion's return for its taxable year within
which the reorganization occurred.

(b) Permanent records in substantial
form shall be kept by every taxpayer who
participates in a tax-free exchange in
connection with a corporate reorganiza-
tion showing the cost or other basis of
the transferred property and the amount
of stock or securities and other property
or money received (including any lia-
bilities assumed upon the exchange) in
order to facilitate the determination of
gain or loss from a subsequent disposi-
tion of such stock or securities and other
property received from tlhe exchange.

§ 39.112 (b) (11) Statutory provi-
sions; recognition of gain or loss; ex-
changes solely in kind, distribution of
stock not in liquidation.

SEC. 112. Recognition of gain or
loss. * *

(b) Erchanges solely in kind. ' *
(11) Distribution of stock not in liquida-

tion. If there is distributed, in pursuance
of a plan of reorgbnization, to a shareholder
of a corporation which is a party to the re-
organization, stock (other than preferred

stock) in another corporatil. .which Is a
party to the reorganization, without tho
surrender by such shareholder of stock, no
gain to the distributo from the receipt of
such stock shall be recognized unless It ap-
pears that (A) any corporation which is a
party to such reorganization Was not in-
tended to continue the active conduct of a
trade or business after such reorganization,
or (B) the corporation whose stock is dis-
trlbuted was used principally as a device for
the distribution of earnings and prola to
the shareholders of any corporation a party
to the reorganization.

.[Sec. 112 (b) (11) as added by ce, 317 (a),
Rov. Act 1951]

§ 39.112 (b) (11)-1 Certain distribtt-
tions of stock on reorganization. (a)
If there Is distributed, in pursuance of a
plan of reorganization, to a shareholder
of a corporation which is a party to the
reorganization, stock (other than pro-
ferred stock) in another corporation
which is a party to the reorganization,
without the surrender by such sharehold.
er of stock,.no gain to such shareholder

.from the receipt of such stock shall be
recognized, unless it appears that:

(1) Any corporation which is a party
to such reorganization was not intended
to continue the active conduct of a trade
or business after such reorganization, or

(2) The corporation whose stock is
distributed was used principally as a
device for the distribution of earnings
and profits to the shareholders of any
corporation a party to the reorgani-
zation.

(b) For section 112 (b) (11) to be ap-
plicable, there must be a reorganization
as defined In section 112 (g) (1) and a
distribution to shareholders in pursuance
of the plan of reorganization. Accord-
ingly, for the purpose of section 112 (b)
(11) there must be compliance with the
rules prescribed In §§ 39.112 (a)-1, 30,112
(g)-1, and 39.112 (g)-2, relating to re-
organizations and to exchanges and dis-
tributions. The distributions under sec-
tion 112 (b) (11) must be of stock in a
corporation which Is a party to the
reorganization, which stock was received
in the reorganization.

(c) Section 112 (b) (11) involves cases
in which one corporation, In a reorgan-
ization as defined in section 112 (g) (1)
(D) transfers a part of Its assets to
another corporation In exchange for
stock, and, in pursuance of the plan of
reorganization, distributes or causes to
be distributed on its behalf to its share-
holders, without the surrender by them
of stock in the transferor corporation,
stock (other than preferred stock) re-
ceived in the reorganzation. For limita-
tions specially applicable under section
112 (b) (11) see § 39.112 (b) (11)-2,
The distribution of preferred stock or
other property received in the reorgan-
ization, or of other property of the
transferor corporation, is not within the
provisions of section 112 (b) (11)

§ 39.112 (b) (11)-2 Limitations upon
the application of section 112, (b) (1)
(a) The benefits of section 11g (b) (11)
are limited to a reorganization In which
all of the corporations, parties to the re-
organization, are litended to continue
the active conduct of a trade or business
after the reorganization, and in whioh
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.the corporatibn whose stock is distrib-
xLted is not used principally as a device
for the distribution of earnings and
profits to shareholders of any corpora-
tion a partyto the reorganization. The
umderlymg assumption- of section 112
(b) (11) and of the rules applicable to
reorganizations is that the reorganiza-
tion and distribution of stock must re-
ult in a continuation of the old business
Lctivities and in a continuation of the
nterests of the shareholders therein.

(b) A corporation shall be considered
or the purpose of section 112 (b) (11)
D be engaged in the active conduct of a
xade or business after the reorganiza-
Jon only if it directly conducts such
usiness or indirectly conducts the busi-

aess through ownership of stock in an-
rther corporation actively conducting
;he business, winch other corporation
s a subsidiary (whether or not majority-
)wned) of the corporation, a party to
;he reorganizatiom For the purpose of
he preceding sentence, a corporation is
,onsidered a subsidiary of another cor-
poration if a majority of its voting stock
Ls owned by the other corporation or if
a. part of its stock (whether or -not a
majority of its voting stock) is owned
by-the other corporation under such cir-
cumstances that the policies of the first
corporation are directed by the second
corporation. The assets, if any,, of a
corporation used directly in the conduct
of a business and stock, if any, held by
a corporation in a subsidiary actively
conducting a business must constitute a
substantial part of all of the assets of the
corporation.
(c) Ordinarily, the business reasons

(as distinguished from any desire to
make a distribution of earnings and
profits to the shareholders) which sup-
port the reorganization and the distribu-
tion of the stock will require the distri-
bution of all of the stock received by the
transferor corporation in the reorgam-
zation.

(d) The application of this section
may be illustrated by the following
examples:

Example 1. Corporation A owns and op-
erates several mines and in addition owns
45 percent of the stock of Corporation X 40
percent of the stock of Corporation Y, and
35 percent of the stock of Corporation Z.
Corporation A is the largest single share-
holder in each of these corporations, and di-
rects their policies in such manner that
these corporations are operated as sub-
sidiaries of Corporation A. Corporations X.
Y, and Z are each directly engaged in the
active conduct of a trade or business. Cor-
poration A transfers all its stock In Corpo-
rations X, Y, and Z to newly organized Cor-
poration B in exchange for all of Corpora-
tion B's stock, which stock Is distributed
pro rats among the shareholders of Corpora-
tion A. Corporation B then directs the poli-
cies of these corporations in such manner
that they are operated as subsidiaries of
Corporation B. There are no other relevant
facts., The distribution of the stock (other
than preferred stock) in Corporation B to
the shareholders of Corporation A is within
the terms of section 112- (b) (11).

-Ezample 2. Corporation C owns and op-
erates a department store. It decides to
provide parking facilities for the customers
of the store. In order to provide such Ta-
ellties, Corporation C enters into 8; contract
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to purchase land adjacent to its premicez.
The purchase price of the land Is $100,000
and.It Is estimated that the coat of develop-
ing the parking lot win be $50.000. In
order to separate the operations of the park-
ng lot from those of the department store,
Corporation C transters to a newly formed
Corporation D $90,000 in cash and C90,000 in
bonds, together with the contract for the
purchase of the land, In exchange for oil
the stock of Corporation D, which stock 13
distributed pro rate among the shareholders
of Corporation C. The purchase of the land
is completed on the date fixed In the con-
tract, and the parking facilities are developed
and operated by Corporation D. There are
no other relevant facts. The transfer of
the cash, bonds, and contract to Corpora-
tiqn D In exchange for Its stock Is a re-
organization under section 112 (g) (1) and
the distribution of stock (other than pre-
lerred stock) In Corporation D to the Je-
holders of Corporation C Is within the terms
of section 112 (b) (11).

Example 3. Corporation E is engaged In
a manufacturing business. The a=ets of
Corporation E include *300.000 In cash and
$600.000 in bonds in addition to 0450,000
in other assets used n the manufacturing
business. Corporation E forms a new cor-
poration. F, to which Corporation E trans-
fers 8200,000 in cash and the M0000 In
bonds in exchange for all the stcck of Cor-
-poration F, which stock Is distributed among
the shareholders of Corporation E pro rata.
At the time of the transaction, there is no
clear and definite plan for the acquisition
by Corporation F of specific buslnecs a-sets.
There are no other relevant facts. The
transfer of cash and bonds to Corporation
P Is not a reorganization under section 112
(g) (1) of the Code: therefore, the dL-
tributlon of the stock of Corporation P Is
taxable as a dividend to the extent provided
in section 115 (a).

§ 39.112 (C) StatutorJ provisions; rec-
ognition of gan or loss; gain from ex-
changes not solely tn kind.

SEc. 112. .Recognitfon of gain or loss.
(c) Gain from czc ungres not solely in

kind. (1) If an exchange would be within
the provisions of subsection (b) (1), (2), (3),
or (5), or within the provisions of sub.ection
(1). of this section If it were not for the fact
that the property received In exclange con-
sists not only of property permitted by such
paragraph or by subsection (1) to be received
without the recognition of gain, but also or
other property or money, then the gain, If
any, to the recipient shall be recognized, but
In an amount not In exces of the uml of
such money and the fair market value of
such other property.

(2) If a distribution made in pursuance of
a plan of reorganization Is within the pro-
visions of paragraph (1) of this subsction
but has the effect of the distribution of a
taxable dividend, then there shall be taxed
as a dividend to each distributee such an
amount of the gain recognized under para-
graph (1) as Is not in exces of his ratable
share of the undistributed earnings and
profits of the corporation accumulated after
February 28, 1913. -The remainder, if any, of
the gain recognized under paragraph (1)
shall be taxed as a gain from the exchange
of property.

[Sec. 112 (c) as amended by sec. 121 (d) (1),
Rev. Act 1943]

§ 31.112 (c)- .Receipt of other prop-
erty or noney tn tax-free exchange not
connected with corporate reorganization.
(a) If in any transaction in which prop-
erty held for Investment or productive
use in trade or business is exchanged
for property of lae Ind to be held
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either for productive use or for invest-
ment; or if common stock is exchanged
for common stock, or preferred stock
for preferred stock. in the same corpora-
tion and not In connection with a cor-
porate reorganization; or if property is
transferred by one or more persons to a
corporation for its stock or securities.
within the meaning of section 112 (b)
(5) there is received by the taxpayer
other property (in addition to property
permitted to be received without recog-
nition of gain) or money, then

(1) The gain, if any, to the taxpayer
willbe recognized in an amount not in
excess of the sum of the money and the
fair market value of the other property,
but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be
recolized to any extent (see section
112 e)).

(b) The application of this section
may be illustrated by the following
example:

Example. A. who is not a dealer In real
estate, in 1952 exchange3 real eztate, which
he purchased (for inveatment) in 1940 for
$5,000, for other real e,tate (to be held for
productive use in trade or business) which
has a fair market value of 86.00, and he
receives In addition 62.000 in cash. T12e
gain from the trancaction Is $a,000. but Is
rewo-nized only to the extent of the cash
received of 02,000.

Cc) Consideration.received in the form
of an assumption of liabilities is to be
treated as "other property or money"
for the purposes of so much of section
112 (c) as relates to section 112 (b) (1)
and (2) As to the proper treatment of
such consideration for the purposes of
so much of section 112 (c) as relates to
section 112 (b) (3), see § 39.112 (g)-4,
and so much of section 112 (c) as relates
to section 112 (b) (5), see section 112
(k).

d) See section 113 (a) (6) for the
basis for, determining the gain or loss
from the subsequent sale of the property
received in exchanges such as described
in this section.

(M) As to the receipt of other property
or money on an exchange of stock or
securities In connection with a section
112 (g) reorganization, see § 39.112 (g)-
4; or in connection with a section 112 (b)
(10) reorganization, see § 39.112 (1)-I.
As to distributions In pursuance of a plan
of reorganization which have the effect
of a taxable dividend, see § 39.112 (g)-4,
In the case of a section 112 (g) reorgam-
zation, or § 39.112 (1)-1, in the case of a
section 112 (b) (10) reorganization.

§ 39.112 (Md-Ce) S'tatutory prow-
dions; recognition of gain or loss; gamn
of corporation from exchanges not solely
in kind, loss from exchanges not solely
in kind.

Sz. 112. Recognition of gain or loss. *

(d) Sam--gain of corporation. If an ex-
change would be within the provisions of
subsection (b) (4) or (10) of this section if
It were not for the fact that the property
received in exchange conslss not only of
stek or EccurIties permitted by such par-
graph to be received without the recogniltion
of gain, but alo of other property or money,
then-

§ 39.112 (d-4e]
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(1) If the corporation receiving such other
property or money distributes it -in pursu-
ance of the plan of reorganization, no gain
to the corporation shall be recognized from
'the exchange, but

(2) If the corporation receiving such other
property or money doe& not distribute it in
pursuance of the plan of reorganization, the
gain, if any, to the corporation shall be rec-
ognized, but in an amount not in excess of
the sum of such money and the fair market
value of such other property so received,
which is not so distributed.

[Sec. 112 (d) as amended by sec. 121 (d) (2),
Rev. Act 19431

(e) Loss from exchanges not polly in kind.
If an exchange would be within" the pro-
visions of subsection (b) (1) to (5), in-
clusive, or (10), or within, the prov sions of
subsection (1), of this section.If it were not
for the fact that the property received in
exchange consists -not only of property per-
mitted by such paragraph to be -received
without the recognition of gain or loss, -but
also of other property or money, then no loss
from the exchange shall be recognized-

[Sec. 112 (e) as anmended by sec. 121 (d) (3),
Rev. Act 1943]

§ 30.112 (e)-I Nonrecognition of loss.
(a) Section 112 (e) provides that in no
event shall a loss be recognized from a
tax-free exchange of property under
section 112 (b) (1) to (5) inclusive, or
section 112 (b) (10) notwithstanding
the fact- that there is received in the
exchange other, property or money in
addition to property permitted to be re-
ceived without recognition of gain or
loss.

(b) As to the nonrecognition of loss
upon an exchange described in so much
of sectionI12 (e) as refers to section 112
(1) see § 39.112 (1)-I. As to the basis
of the property received in such an ex-
change for the purpose of determining
gain or loss from the subsequent sale
thereof, see section 113 (a) (6) As to
the nonrecognition of loss upon the re-
ceipt of property by one corporation in
complete liquidation of another cor-
poration under certain specifically de-
scribed circumstances, see section 112
(b) (6)

§ 39.112 (f) Statutory provisions;
recognition of gain or loss; znvoluntary
conversion of property.

SEc. 112. Recognition of gain or loss. * *

(f) Involuntary conversion. If property
(as a result of its destruction in whole or in
part, theft, seizure, or requisition or con-
demnation or threat or imminence thereof)
is compulsorily or involuntarily converted-

(1) Conversion into similar property. Into
property similar or related in service or use
to the property so converted, no gain shall
be recognized.

(2) Conversion into money where disposi-
tion occurred prior to 1951. * * * For the
purposes of this paragraph and paragraph
(3), the term "disposition of the converted
property" means the destruction, theft,
seizure, requisition, or condemnation of the
converted property, or the sale or exchange
of such property under threat or imminence
of requisition or condemnation.

(3) Conversion into money where disposi-
tion occurred after 1950. Into money or into
property not similar or related in service or
use to the converted property, and the dis-
position of the converted property (as de-
fined in paragraph (2)) occurred after De-
cember 31, 1950, the gain (if any) shall be

RULES AND REGULATIONS

recognized except to the extent hereinafter
provided in this paragraph: -

(A) Nonrecognition, of gain. If the -tax-
payer during the period -specified in sub-

.paragraph (B)., for the purpose of. replac-

.ing the property so converted, purchases

.other property similar or related in service
or use to the property so converted, or pur-
chases stock in the acquisition of control of

.a corporation owning such other property, at
the election of the taxpayer the gain shall
-be recognized only to, t1e extent that the
amount realized upon. such. conversion (re-
-gardless of whether such amount is received
in one or more taxable years) exceeds the
cost of such other property, or such stock.
Such election shall be made at such time

-and in such manner as the Secretary may by
regulations prescribe. For the purposes of
this ,paragraph-

(i) No property or stock acquired before
the disposition of the converted property
shall be.consideredto-have been acquired for
the purpose of replacing such converted
property unless held by the taxpayer on the
date, of. such disposition; and

(it) The taxpayer shall be considered to
have purchased property or stock only if,
but-for the provisions of section 113 (a) (9).
the unadjusted basis of such property or
stock would be Its cost within the meaning
of section 113 (a).

(B) Period within which property must- be
replaced. -The period referred to in sub-
.paragraph (A) shall be the period beginning
with-the date "of the disposition of the. con-,
verted- property, or the earliest date, of the
threat, or imminence of requisition or con-
demnation of the converted property, which-
ever -is the earlier, and. ending-

(i) One year after the close of the first
taxable year in which any part of the gain
upon the conversion is realized, or

(i) Subject to such terms and conditions
as may be specified by the Secretary,, at the
close of such later date as the Secretary way
designate upon application by the taxpayer.
Such application shall be made at such time
and in such manner as the Secretary may
by regulations prescribe.

(C) Time for assessment of deficiency at-
tributable to gain upon conversion. If a tax-
payer has made the election provided in sub-
paragraph (A), then (i) the statutory period
for the assessment of any deficiency, for any
taxable year in which any part of-the gain
upon such conversion is realized, attributable
to such gain shall, not expire prior to the
expiration of three years from the date the
Secretary is notified by the taxpayer (in such
manner as the Secretary may by regulations
prescribe) of the replacement of the con-
verted property or of an intention not to re-
place, and (i) such deficiency may be
assessed prior to the expiration of such
three-year period notwithstanding the provi-
sions of section 272 (f) or the provisions of
any other law or rule of law which would
otherwise prevent such assessment.

(D) Time for assessment of other defl-
czencies attributable to election. If the elec-
tion provided In subparagraph (A) is made
by the taxpayer and such other property or
such stock was purchased prior to the begin-
ning of the last taxable year in which any
part of the gain upon such conversion Is
realized, any deficiency, to the extent result-
ing from such election, for any taxable year
ending before such last taxable year may be
assessed (notwithstanding the provisions of
section272 (f) or 275 or the provisions of any
other law or rule of law which would other-
wise prevent such assessment) at any time
before the expiration of the period within
which a deficiency for such last taxable year
may be -assessed.

This subsection. shall not apply, in the case
of property used by the taxpayer- as his
principal-residence, if'the destruction, theft,

seizure, requisition, or conderination of tho
residencei or the sale or ,exchango of such
residence under threat or Imminence thereof,
occurred after Decenibef 1, 1050,

[See. 112 (f) as amQnded by sea, 151 (d), (o),
Rev. Act 1942;,sec. 318 (b) (1), Rov Act 1051,1
sec. f, Pub. Law 251 .(82d Cong.) I

§ 39.112 (f)-I Involuntary conver-
sion where disposition of the converted
property occurred, alter December 31,
1950-(a) In general. This section ap-
plies only with respect to Involuntary
conversions where the disposition of the
converted property occurred after Do-
cember 31, 1950. See §§ 29.112 (f)-1
and 29.112 (f)-2 of Regulations 11l (Part
29 of this chapter) for the rules applica-
ble where the disposition of the converted

.property occurred before January1, 1951.
The term "disposition of the converted
property" means the destruction, theft,
seizure, requisition, or condemnation of
the converted property, or the sale or
exchange of such property under
threat or imminence of requisition or
condemnation. This section a p pI I oi
only with respect to gains; losses from
involuntary conversions are recognized
or not recognized without regard to this,
section. This section shall not apply in
the case of an Involuntary conversion of
property used by the taxpayer as his
principal residence; see § 39.112 (n)-l.
In the case of property used by the tax-
payer partially as a principal residence
and partially for other purposes, proper
allocation shall be made and this section
shall apply only with respect to the in-
voluntary conversion of the portion used
for such other purposes.

(b) Conversion into similar property,
If property (as a result of its destruction
in. whole or In part, theft, seizure, or
requisition or condemnation or threat or
imminence thereof) is compulsorily or
involuntarily converted only into prop-
erty similar or related In service or use
to the property so converted, no gain
shall be recognized., Such nonrecogni-
tion of gain-Is mandatory, If the con-
version Is, in whole or in part, Into money
or property not similar or related in
service or use to the property so con-
verted, see paragraph (c) of this section,

(c) Conversion into money or into dis.
similar property. (1) If property (as a
reslilt of Its destruction In whole or in
part, theft, seizure, or requisition or con-
demnation or threat or Imminence there.
of) is compulsorily or involuntarily con-
verted into money or into property not
similar or related in service or use to
the converted property, the gain, If any,
shall be recognized, at the election of the
taxpayer, only to the extent that the
amount realized upon such conversion
exceeds the cost of other property pur-
chased by the taxpayer which is similar
or related In service or use to the prop.
erty so converted, or the cost of stock of
a corporation owning such other prop-
erty which is purchased by the taxpayer
in the acquisition of control of such cor-
poration, If the taxpayer purchased such
other property, or such stock, for the
purpose of replacing the property so
converted and during the period speol-
fled in subparagraph (3) of this para-
graph.

§ 39.112 (e-I
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(2);- A31' of the details in connection
with ifi ivoluntary conversion of prop-
erty at -a gain,.(including those relating
to the replacement of the converted
property, or a decision not to replace,
or the expiration of the period for re-
placement) shall be reported in the re-
-turn for the taxable year or years in
which any of such gain is realized. An
election to have such gain recognized
only to the extent provided in subpara-
graph (1) of this paragraph shall be
made by including such gain in gross
income for such year or years only to
such extent. If, at the time of filing
such a return, the period within wlhih
the converted property must be replaced
has expired, orif such an election is not
desired, the gain should be included in
gross income for such year or years in
the regular manner. A failure.to so in-
clude such gain in gross income In the
regular manner shall be deemed to be
an election by the taxpayer to have such
gain recognized only to the extent pro-
vided in subparagraph (1) of this para-
graph even though the details in con-
nection with the conversion are not re-
ported an such return. If, after having
made an election under section 112 (f)
(3) the converted property is not re-
placed within the required period of time,
or replacement is made at a cost lower
than was anticipated at the time of the
election, or a decision is made not to re-
place, the tax liability for the year or
years for which the election was made
shall be recomputed. Such recomputa-
tion should be in the form of an
"amended return" If a decision is made
to make an election under section 112
(f) (3) after the filing of the return
and the payment of the tax for the year
or years in which any of the gain on an
involuntary conversion is realized and

-before the expiration of the period with-
in which the converted property must
be replaced, a claim for credit or refund
for such year or years should be filed.
If the replacement of the converted
property occurs an a year or years in
which none of the gain on the conversion
is realized, all of the details in connec-
tion with such replacement shall be re-
ported in the return for such year or
years.

(3) The periodreferred to an subpara-
graph (1) of this paragraph is the period
of time commencing with the date of
the disposition of the converted property,
or the date of the beginning of the
threat or imminence of requisition or
condemnation of the converted property,
whichever is earlier, and ending one
year after the close of the first taxable
year in which any part of the gain upon
the conversion is realized, or at the close
of such later date as may be designated
pursuant to an application of the tax-
payer. Such application shall be made
prior to the expiration of the one year
after the close of the first taxable year in
which any part of the gain upon the con-
version is realized. Such application
shall be made to the Commissioner, or to
such person as he may designate, and
shall contain all of the details in connec-
tion with the involuntary conversion.
No extension of time shall be granted
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pursuant to such an application unless
the taxpayer executes a bond, with such
surety as the Commissioner may require,
in an amount not in excess of twice the
estimated additional income taxes (in-
cluding interest, penalties, and additions
to the tax) which would be payable if an
election were not made under this sec-
tion, and conditioned upon the replace-
ment of the converted property within
the extended period of time (including
any subsequent extensions granted by
the Commissioner or such person as he
may designate) or the payment of the
additional tax attributable to the gain on
the conversion (including Interest, penal-
ties, and additions to the tax). Only
surety companies holding certificates of
authority from the Secretary of the
Treasury as acceptable sureties on Fed-
eral bonds will be approved as sureties.
See 6 U. S. C. 15 with respect to the de-
positing of bonds or notes of the United
States in lieu of sureties.

(4) Property or stock purchased before
the disposition of the converted property
shall be considered to have been pur-
chased for the purpose of replacing the
converted property only if such property
or stock is held by the taxpayer on the
date of the disposition of the converted
property. Property or stock shall be
considered to have been purchased only
if, but for the provisions of section 113
(a) (9) the unadjusted basis of such
property or stock would be Its cost to the
taxpayer within the meaning of section
113 (a) If the taxpayer's unadjusted
basis of the replacement property would
be determined, in the absence of section
113 (a) (9) under any of the other
numbered paragraphs of section 113 (a),
the unadjusted basis of the property
would not be Its cost within the meaning
of section 113 (a) For example, if
property similar or related In service or
use to the converted property is acquired
by gift and its basis is determined under
section 113 (a) (2), such property will
not qualify as a replacement for the
converted property.

(5) If a taxpayer makes an election
under section 112 (f) (3), any deficiency,
for any taxable year in which any part
of the gain upon the conversion is real-
ized, which is attributable to such gain
may be assessed at any time before the
expiration of three years from the date
the district director of internal revenue
with whom the return for such year has
been filed is notified by the taxpayer of
the replacement of the converted prop-
erty or of an intention not to replace, or
of a failure to replace, within the re-

Squired period, notwithstanding the provi-
sions of section 272 (f) or the provisions
of any other law or rule of law which
would otherwise prevent such assess-
ment. If replacement has been made,
such notification shall contain all of the
details in connection with such replace-
ment. Such notification should be made
in the return for the taxable year or
years in which the replacement occurs,
or the intention not to replace is formed,
or the period for replacement expires,
if this return is filed with such district
director of internal revenue. If this
return is not filed with such district
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director, then such notification shall be
made to such district director at the time
of filing this return. If the taxpayer so
desires, he may, in either event, also
notify such district director before the
filing of such return.

(6) If a taxpayer makes an election
under section 112 f) (3) and the re-
placement property or stock was pur-
chased before the beginning of the last
taxable year in which any part of the
gain upon the conversion is realized, any
deficiency, for any taxable year ending-
before such last taxable year, which is
attributable to such election may be as-
sessed.at any timr before the expiration
of the period within which a deficiency
for such last taxable 'year may be as-
sessed, notwithstanding the provisions
of section 272 (f) or 275 or the provisions
of any law or rule of law which would
otherwise prevent such assessment.

(7) If the taxpayer makes an election
under section 112 (f) (3) the gain upon
the conversion shall be rec6gniz-d to the
extent that the amount realized upon
such conversion exceeds the cost of the
replacement property or stoct regard-
less of whether such amount is realized
in one or more taxable years.

(8) The proceeds of a use and occu-
pancy insurance contract, which by its
terms Insured against actual loss sus-
tained of net profits in the business, are
not proceeds of an involuntary conver-
slon but are income in the same manner
that the profits for which they are sub-
stituted would have been.

(9) There is no investment n prop-
erty similar in character and devoted to
a similar use if:

(I) The proceeds of unimproved real
estate, taken upon condemnation pro-
ceedings, are invested in improved real
estate.

(11) The proceeds of conversion of real
property are applied in reduction of in-
debtedness previously incurred an the
purchase of a leasehold

(ill) The owner of a requisitioned tug
uses the proceeds to buy barges.

(10) If, In a condemnation proceeding
the Government retains out of the award
su licient funds to satisfy special assess-
ments levied against the remaining por-
tion of the lot or parcel of real estate
affected for benefits accruing in connec-
tion with the condemnation, the amount
so retained shall be deducted from the
gross award in determining the amount
of the net award.

§ 39.112 (g) Statutory prorisious;
recognition of gain or loss; definition of
reorganization.

Smc. 112. Recognition of gain or loss.
(g) Definition of reorganic-ation. As used

in thia cection (other than subzection (b)
(10) and cubcectlon (1) and in sction 113
(other than subectlon (a) (22))-

(1) The term "reorganization" mens
(A) a statutory merger or consoldation, or
(B) the acquisition by one corporation. in
exchange solely for all or a part of Its voting
stoce, of at least 80 per centum of the voting
stock and at lIast 80 per centum of the total
number of shares of all other claaes of stock
of another corporation, or (C) the acquLsi-
tion by one corporation, In exchange solely
for. all or a part of ita voting stock, of sub-
stantlally all the properties of another cor-

§ 39.112 (9)
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poratlon, but In determining whether the
exchange is solely for voting stock the as-
sumption by the acquiring corporation of a
liability of the other, or the fact that prop-
erty acquired is subject to a liability, shall
be disregarded, or (D) a transfer by a corpo-
ration of all or a part of its assets to another
corporation if immediately after the transfer
the transferor or its shareholders or both are
in control of the corporation to which the
assets are transferred, or (E) a recapitaliza-
tion, or (F) a mere change in identity, form,
or place of organization, however effected.

(2) The term "a party to a reorganization"
Includes a corporation resulting from a reor-
ganization and includes both corporations
In the case of a reorganization resulting
from the acquisition by one corporation of
stock or properties of another.

[See. 112 (g) as amended by sec. 213 (b),
Rev. Act 1939; see. 121 (d) (4), Rev. Act
1943]

§ 39.112 (g)-1 Purpose and scope of
exception of reorganization exchanges-
(a) Reorgan2zations. As used in the
regulations. under- section 112- (g) the
terms "reorganization" and "party to a
reorganization" mean only a reorganiza-
tion or a party to a reorganization as,
defined in such section. With respect
to section 112 (b) (10) reorganizations,
see § 39.112 (b) (10)-.

(b) Purpose. Under the general rule,
upon the exchange of property, gain or
loss must be accounted -for if the new
property- differs in a material particular,
either in kind or in extent, from the old
property. The purpose of the reorgan-
ization provisions of the Internal Reve-
nue Code is to except from. the general
rule certain specifically described ex-
changes incident to such readjustments
of corporate structures, made in one of
the particular ways specified in the Code,
as are required by business exigencies,
and which effect only a readjustment of
continuing interests in property under
modified corporate forms. Requisite to
a reorganization under the Code are a
continuity of the business enterprise un-
der the modified corporate form, and a
continuity of interest therein on the part
of those persons who were the owners of
the enterprise prior to the reorganiza-
tion. The Code recognizes as a reorgan-
ization the change (made in a specified
way) from a business enterprise -con-
ducted by a single corporation to the
same business enterprise conducted by
a parent and a subsidiary corporation,
but not the creation of a temporary sub-
sidiary as a device for the making of an
ordinary dividend. The Code recognizes
as a reorganization the amalgamation
(occurring in a specified way) of two
corporate enterprises under a single-cor-
porate structure if there exists among
the holders of the stock and securities
of either of the old corporations the
requisite continuity of interest in the
new corporation, but there is not a reor-
ganization if the holders of the stock and
securities of the old corporation are
merely the holders of short-term notes
in the new corporation. In order to ex-
clude transactions not intended to be
included, the specifications of the reor-
ganization provisions. of the law are pre-
cise. Both the terms of the specifica-
tions and their underlying assumptions
and purposes must be satisfied in order
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to entitle the taxpayer to the benefit of
the exception from the general rule. Ac-
cordingly, under the Code, a short-term
purchase money note is not a security of
a party to a reorganization, an ordinary
dividend is to be treated as an ordinary
dividend, and a sale is nevertheless to be
treated as a sale, even though the me-
chames of a reorganization have been
set up.

(c) Scope. The nonrecognition of
gain or loss is prescribed for two specifi-
cally described types of exchanges, viz:
The exchange that is provided for m sec-
tion 112 (b) ( in which stock or secu-
rities in a corporation a party to the re-
organization are, in pursuance of a plan
of reorganization, exchanged for the
stock or securities in a corporation a
party to the same reorganization; and
the exchange that is provided for in sec-
tion 112 (b) (4) in which a corporation
a party to the reorganization. exchanges
property,-m pursuance of a plan of reor-
ganization, for stock or securities in an-
other corporation a party to the same
reorganization. Section 112 (g) limits
the definition of the term "reorganiza-
tion" to six kinds of transactions and
excludes all others. From, its context,
the term "a party to a reorganization"
can only mean a party to a transaction
specifically defined as a reorganization
by section 112 (g) Certain rules re-
specting boot received in either of the
two types of exchanges provided for in
section 112 (b) (3)- and (4) are pre-
scribed in sections 112 (c) and 112 (d)
Under section 112 (i) a limitation is
placed on all these provisions by provid-
ing that except under specified condi-
tions foreign corporations shall not be
deemed within their scope. The provi-
sions of the Internal Revenue Code re-
ferred to in this paragraph are inappli-
cable unless there is a plan of reorgam-
zation. A plan of reorganization must
contemplate the bona fide execution of
one of the transactions specifically de-
scribed as a reorganization in section
112 (g) and for the bona, fide consum-
matfon of each of the requisite acts un-
der which nonrecognition of gain Is
claimed. Such transaction and such acts
must be an ordinary and necessary inci-
dent of the conduct of the enterprise and
must provide for a continuation of the
enterprise. The nonrecognition of gain
or loss is also prescribed with respect to
the distribution in pursuance of a plan
of reorganization, to a shareholder of a
corporation which is a party to the re-
organization, of stock (other than pre-
ferred stock) in another corporation
which is a party to the reorganization,
where such shareholder does not sur-
render any stock. See section 112 (b)
(11) and the regulations thereunder. A
scheme which involves an abrupt de-
parture from normal reorganization pro-
cedure, devised and adopted with refer-
ence to a transaction on which the un-
position of the tax is imminent, is not a
plan of reorganization.

§ 39.112 (g)-2 'Definition of terms.
(a) The application of the term "reor-
ganization" is to be strictly limited to the
specific transaction set forth in section
112 (g) (1) The term does not embrace

the mere purchase by one corporation of
the properties of another corporation,
for it imports a continuity of Interest on
the part of the transferor or its stock-
holders in the properties transferred,
If the properties are transferred for cash
and deferred payment obligations of the
transferee evidenced by short-term notes,
the transaction is a sale and not an ex-
change.

(b) The words "statutory merger or
consolidation" refer to a merger or a
consolidation effected In pursuance of
the corporation laws of the United States
or a State or Territory or the District of
Columbia.

(c) In order to qualify as a "reorgani-
zation" under section 112 (g) (1) (B),
the acquisition by the acquiring corpora-
tion of the required amount of the stock
of the other corporation must be In ex-
change solely for all or a part of the vot-
ing stock of the acquiring corporation,
If, for example, Corporation X ex-
changes nonvoting preferred stock or
bonds in addition to all or a pare of its
voting stock in the acquisition of the re-
quired amount of stock of Corporation
Y, the transaction is not a "reorganiza-
tion" under section 112 (g) (1) (B)

(d) The same requirements obtain In
the case of section 112 (g) (1) (C), rela-
tive to the acquisition by one corpora-
tion of substantially all the properties of
another corporation, except that for the
purpose of determining whether the ex-
change Is solely for voting stock of the
acquiring corporation any Assumption
by the acquiring corporation of liabili-
ties of the other shall be disregarded,
Though such an assumption does not
prevent an exchange from being solely
for voting stock for the purposes of the
definition of a reorganization contained
in section 112 (g) (1) (C), it may In
some cases, however, so alter the char-
acter of the transaction as to place the
transaction outside the purposes and as-
sumptions of the reorganization provi-
sions. Section 112 (g) (1) (C) does not
prevent consideration of the effto of an
assumption of liabilities on the general
character of the transaction but merely
provides that the requirement that the
exchange be solely for voting stock Is
satisfied if the only additional considera-
tion is an assumption of liabilities,

(e) A. "recapitallzation," and there-
fore a reorganization, takes place if, for
example:
(1) A corporation with $200,000 par

value of bonds outstanding, instead of
paying them off In cash, discharges them
by Issuing preferred shares to the bond-
holders;

(2). There Is surrendered to a corpora-
tion for cancellation 25 percent of its
preferred stock In exchange for no par
value common stock;

(3) A corporation Issues preferred
stock, previously authorized but unis.
sued, for outstanding common stock; or

(4) An exchange Is made of a corpora-
tion's outstanding preferred stock, hav-
ing certain priorities-with reference to
the amount and time of payment of divi-
.dends -and the distribution of, the cor-
porate assets upon liquidation, for a now

§ 39.112 (g)-
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issue of such corporation's common stock
having no such rights.

(f) The term "a party to a reorganiza-
tion" includes, in addition to a corpora-
tion which performs the specific act
constituting the reorganization as de-
scribed and defined in section 112 (g)
(1) only a corporation specified in
section 112 (g) (2) Both corpora-
tions are parties to the reorgamza-
tion if under statutory authority Cor-
porationA is merged into Corporation B;
and all three of the corporations are
parties to the reorganization if, pursuant
to statutory authority, Corporations C
and D are consolidated into Corporation
B. Both corporations are parties to the
reorganization if it consists of the trans-
fer by Corporations F and G of part of
the assets of Corporation F in exchange
for all of the capital stock of Corporation
G. Only Corporations H and J are par-
ties to the reorganization if it consists
of the acquisition by Corporation H in
exchange solely for all or a part of its
voting stock of at least 80 percent of the
voting stock and at least 80 percent of
the total number of shares of all other
classses of stock of Corporation J, even
though such acquisition by Corporation
H is from Corporation K.

(g) The term "plan of reorganiza-
tion" has reference to a consummated
transaction specifically defined as a re-
organization under section 112 (g) (1)
The term is not to be construed as broad-
ening the definition of "reorganization"
as set forth in section 112 (g) (1) but is
to be taken as limiting the nonrecogm-
tion of gain or loss to such exchanges or
distributions as are directly a part of t]?e
transaction specifically described as a
reorganization in section 112 (g) (1)
Moreover, the transaction, or series of
transactions, embraced in a plan of re-
organization must not only come within
the specific language of section 112 (g)
(1) but the readjustments involved in
the exchanges or distributions effected
in the consummation thereof must be
undertaken for reasons germane to the
continuance of the business of a corpora-
tion a party to the reorganization. Sec-
tion 112 (g) (1) contemplates genuine
corporate reorganizations which are de-
signed to effect a readjustment of con-
tinuing interests under modified corpor-
ate forms.

(h) As used in section 112, as well as
in other provisions of the Internal Rev-
enue Code, if the context so requires, the
conjunction "or" denotes both the con-
junctive and the disjunctive, and the
singular includes the plural. For exam-
ple, the provisions of the statute are com-
plied with if "stock and securities" are
received in exchange as well as if "stock
or securities" are received.

§ 39.112 (g)-3 Exchanges solely of
stock or securities, or property, solely for
stock or securities, in pursuance of plan
of reorganzzation. No taxable income
is received, nor is a deductible loss sus-
tained, if the shareholders in a corpora-
tion a party to the following reorgani-
zation transactions exchange stock or
securities solely for stock or securities of
the same corporation, or of another cor-
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poration mentioned, or If one of such
corporations transfers property to an-
other of the corporations solely for stock
or securities of such other corporation,
in pursuance of the plan of reorganiza-
tion:

(a) The merger of Corporation A, In
accordance with statutory authority,
into Corporation B;

(b) The consolidation, pursuant to
statutory. authority, of Corporations C
and D into Corporation E, a new cor-
poration;

c) The acquisition by Corporation F,
in exchange solely for all or a part of its
voting stock, of at least 80 percent of
the voting stock and at least 80 percent
of the total number of shares of all other
classes of the stock of Corporation G;

(d) The acquisition by Corporation H,
in-exchange solely for all or a part of Its
voting stock (disregarding any assump-
tion of liabilities, as prescribed in § 39.112
(g)-2) of substantially all the proper-
ties of Corporation I;

(e) The transfer by Corporation J of
all or a part of its assets to Corporation
K, if immediately after the transfer
Corporation J or Its stockholders, or both,
are in control of Corporation K ("con-
trol" for the purpose of this transac-
tion being defined in section 112 CW) as
the ownership by Corporation J or Its
stockholders, or both, of the stock of
Corporation K to the extent of at least
80 percent of the total combined voting
power of all classes of stock entitled to
vote and at least 80 percent of the total
number of shares of all other classes
thereof) or

() The exchange of stock or securi-
ties solely for stock or securities of the
same corporation in the case of (1) a
recapitalization of a corporation, or
(2) a mere change In the Identity, form,
or place of organization of a corporation,
however effected.

§ 39.112 (g)-4 Exchanges in reorgan-
ization for stock or securities and other
property or money. (a) If in an ex-
change of stock or securities in a cor-
poration a party to a reorganization, in
pursuance of the plan of reorganization,
for stock or securities In the same cor-
poration or in another corporation a
party to the reorganization, there Is re-
ceived by the taxpayer other property
(not permitted to be received without the
recognition of gain) or money, then

(1) As provided In section 112 (c) (1),
the gain, if any, to the taxpayer will be
recognized in an amount not In excess
of the sum of money and the fair market
value of the other property, but

(2) The loss, If any, to the taxpayer
from such an exchange is not to be rec-
ognmzed to any extent (see section
112 (e)).

(b) The application of paragraph (a)
of this section may be illustrated bY the
following example:

Example. A. In connection with a reor-
ganizatlon, In 1952, exchange3 a abare of
stock In the X Corporation purchased In 1929
at a cost of 6100 for a share of ctock of the
Y Corporation (a party to the reorganiza-
tion). which has a fair market value of e90,
plus $20 In cash. The gain from the transac-
tion Is #10 and Is recogaized and taxed as a
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Gain from the ecchange of property. Eut ze
sectlon 117. However, If the share of stoacs
reccived bad a fair marlet value of a7o, the
1oz from the tranzactlon of 010 would not be
recogulzd.

c) If the distribution of such other
property or money by or on behalf of a
corporation in the course of a reorganiza-
tion has the effect of the distribution of
a taxable dividend, then, as provided in
section 112 c) (2), there shall be tazed
to each distributee (1) as a dividenl,
such an amount of the gain recognz-d on
the exchange as is not in excess of the
distrlbutee's ratable share of the undis-
tributed earnings and profits of the cor-
poration accumulated after February 23,
1913, and (2) as a gain from the e:-
change of property, the remainder of the
gain so recognized.

d) The application of paragraph (c)
of this section may be illustrated by the
following example:

Example. The X Corporation has a capi-
tal of 0100,000 and earning and profits of
050,000 accumulated since February 23, 1913.
The Z Corporation In 1952 tranzfers cal of
its a=.eta to the Y Corporation in exch!nge
for the Is-uance or all of the stoc% of the
Y Corporatlon and the payment of 0so.,rO
In caah to the stochholders of the X Coz-
poratlon. A. who owns one share of stoch
in the X Corpration, for whlch he in 1940
pald 0100. receiv a share of sto.ac In the
Y Corporatlon worth $100 and the sum of
$50 In cash In addition. A gain of $SO Ls
recc.-Wzed to A.

(e) If, in pursuance of a plan of re-
organization, property is exchanged by
a corporation a party to the reorgamza-
tion for stock or securities in another
corporation a party to the reorganiza-
tion and other property or money, then,
as provided in section 112 (d) (1) if the
other property or money received by the
corporation is distributed by it pursuant
to the plan of reorganization, no gain
to the corporation will be recognized.
If the other property or money received
by the corporation is not distributed by
it pursuant to the plan of reorganization,
the gain, if any, to the corporation from
the exchange will be recognized, under
the provisions of section 112 (d) (2) in
an amount not in excess of the sum of
money and the fair market value of the
other property so received which is not
distributed. In either case no loss from
the exchange will be recognized (see Sec-
tlon 112 (e))

Cf) Consideration received in the form
of an assumption of liabilities is to be
treated as "other property or money"
for the purposes of so much of section
112 c) as relates to section 112 (b) (3)
For the proper treatment of an assump-
tion of liabilities under section 112 (d)
and so much of section 112 (e) as relates
to section 112 (b) (4), see section 112 (k)

§ 39.112 g)-5 Recep of stock or se-
curities in reorganization without sur-
render of stock by shareholder. Any
distribution, though in pursuance of a
plan of reorganization, to its sharehold-
ers without the surrender of their stock,
by or on behalf of a corporation a party
to a reorganization, of its stock or securi-
ties (other than Its own stock, which is
not taxable as a dividend under section
115 Wf) or of stock or securities of an-
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other corporatioh a party to the reor.-
gamzation, shall be taxed to such share-
holders as a dividend, within the mean-
ing of section 115, to the extent that the
fair market value of such stock or se-
curities at the date of the distribution
is not in excess of (a) the earnings or
profits of the corporation of the taxable
year computed without regard to prior
years and (b) the earnings or profits
of the corporation accumulated after
February 28, 1913, and prior- to the tax-
able year. Any remainder of such fiir
market value of the stock or securities
distributed over the amount of such
earnings or profits shall be applied
against and used to reduce the basis pro-
vided in section 113 of the stock in re-
spect of which the distribution was
made; and if in excess of such basis, such
excess shall be taxable in the same
manner as a gain from the sale or ex-
change of property See § 39.111-1. See.
§ 39.112 (b) (11)-i with respect to the
distribution to a shareholder, m pursu-
ance of a plan of reorganization of stock
(other than preferred stock) in another
corporation which is a party to the reor-
ganization, without the surrender by
such shareholder of stock.

§ 39.112 (g)-6 Records to be kept and
information to be ftled with. returns. (a)
The plan of reorganization must be
adopted by each of the corporations
parties thereto; and the adoption must.
be shown by the acts of its duly con-
stituted responsible officers, and appear
upon the official records of the corpora-
tion. Each corporation a party to a
reorganization shall file as -a part of its
return for its taxable year within which
the reorganization occurred- a complete
statement of all facts pertinent to the
nonrecognition of gain or loss in con-
nection with the reorganization, includ-
ing:

(1) A certified copy of the plan of
reorganization, together- with a state-
ment under oath showing in full the
purposes thereof and in detail all trans-
actions incident-to, or pursuant to, the
plan.

(2) A complete statement of the cost
or other basis of all property, including
all stock or securities, transferred inci-
dent to the plan.

(3) A statement of the amount of
stock or securities and other property or
money received from the'exchange, in-
cluding a statement of all distributions
or other disposition made thereof. The
amount of each kind of stock or securities
and other property received shall be
stated on the basis of the fair market
value thereof at the date of the exchange.

(4) A statement of the amount and
nature of any liabilities assumed upon
the exchange.

(b) Every taxpayer, other than a cor-
poration a party to the reorganization,
who receives stock or -ecurities and other
property or money upon a tax-free ex-
change in connection with a corporate
reorganization shall incorporate in his
income tax return for the taxable year
in which the exchange takes place a
complete statement of all facts pertinent
to the nonrecognition of gain or loss
upon such exchange, including:
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(1) A statement of the cost or other
.basis of the stock or securities- trans-
ferred in the exchange, and

(2) A statement in full of the amount
of stock or securities and other property
or money received from the exchange,
including- any liabilities assumed upon
the exchange. The amount of each kind
of stock-or securities and other property
(other than liabilities assumed upon the
exchange) received shall be set forth
upon the basis of the fair market value
thereof at the date of the exchange.

(c) Permanent records in substantial
form shall be kept by every taxpayer who
participates in a tax-free exchange in
connection with a corporate-reorganiza-
tion showing the cost or, other basis of
the transferred property and the amount
of stock or securities and other property
-or money received (including any lia-
.bilities -assumed upon the exchange) in
order to facilitate the. determination of
gain or loss fronm a subsequent disposi-
tion of such stock or securities and other

-property received from the exchange.
§ 39.112 (h) Statutory proimons;

recognition o1 gain -or loss; definition. of
control.

SEc. 112. Recognition of gain or
'loss- * *

(h) Definition of Control. As used in
this section the. term "control" means the

.ownership.of -stock possessing at least 80

.per-centum of the total combined voting
power of all classes of stock entitled to
vote and at least 80 per, centum of the total
number of shares of all other classes of
stock of the corporation.

§ 3A.112 (h)-1 Control of corporation.
,Section 112 (h) defines the term "con-
trol" in reference to the phrase."control
of the corporation," as used in section
112 (b) (5) and section 112 (g) (1) It

'is provided specifically that this defim-
tion is limited to the meaning of the
term "control" as that term is used in
section 112.

§ 39.112 (i) Statutory provisions;
recognition of-gain or-loss; exchanges in-
volmng foreign corporations.

S=. 112. Recognition- of gain or loss. *
(1) Foreign corporations. In determining

the extent to which gain shall be recognized
in the case of any of the exchanges de-
scribed in subsection (b) (3), (4), (5), or
(6), or described in so much of subsection
(c) as refers to subsection (b) (3) or (5), or
described in subsection (d), a foreign corpo-
ration shall not be-considered as a corpora-
tion unless, prior to such exchange, it has
been established to the satisfaction of the
Commissioner that such. exchange is not in
pursuance of a plan having as one of its
principal purposes the avoidance of Federal
income taxes.

§ 39.112 (i)-1 Reorganization with, or
transfer of, property to or from, a for-
eign corporation. (a) A foreign cor-
poration will not-be considered a corpo-
ration to or from which a tax-free
transfer of property for stock or secu-
rities may be made, or a corporation a
party to a reorganization with which a
tax-free reorganization exchange may
be made, or a corporation a party to or
from which a tax-free liquidation dis-
tribution may be made, unless, prior to
the transfer, exchange, or liquidation, it
has been established to the -satisfaction

of the Commissioner that such transfer,
exchange, or liquidation Is not In pur-
suance of a plan having as one of Its
,principal purposes the avoidance of Fed-
eral income taxes, Including the excess-
profits tax Imposed by subchapter D of
chapter 1 of the Code.

(b) Whether any of the exchanges or
distributions referred to in section 112
(I) Involving a foreign corporation, Is
in pursuance of a plan having as one of
Its principal purposes the avoidance of
Federal income or excess-profits taxes,
is a question to be determined from the
facts and circumstances of each particu-
lar case. In any such case If a taxpayer
desires to establish that the exchange
or ,distribution Is not In pursuance of

,such a plan, a statement under oath of
the facts relating to the plan under
which the exchange or distribution Is
to be made, together with a copy of the
plan, shall be forwarded to the Com-
missioner of Internal Revenue, Washing-
ton 25, D. C., for a ruling, A letter set-
ting forth the Commissioner's determi-
nation will be mailed to. the taxpayer.
,If the Commissioner determines that the
exchange or distribution Is not In pur-
suance of a plan having as one of its
principal purposes the avoidance of Fed-
eral income or excess-profits taxes, the
taxpayer should retain a copy of the
Commissioner's letter as authority fot
treating the forelgn corporation as a
corporation In determining the extent to
which gain Is recognized from the ex-
change or distribution. If the reorgani.
zation or the transfer is not carried out
in accordance with the plati submitted,
the Commissioner's approval will not
render the transaction tax free.

§ 39.112 (j)-(k) Statutory provi-
sions; recognition of gain or loss; cross
reference; assumption of liability.

Szc. 112. Recognition of gain or loss. *
(J) Installment obligations, For nonrec-

ognition. of gain or loss In the case o in-
staliment obligations, see section 44 (d),

(k) Assumption o1 liability not recognized,
Where upon an exchange the taxpayer re-
ceives as part of the consideration property
which would be permitted by subsection (b)
(4), (5), or (10) of this section to be re-
ceived without the recognition of gain it It

-were the sole consideration, and as part of
the consideration another party to the ex-
change assumes a liability of the taxpayer or
acquires from the taxpayer property subjocb
to a liability, such assumption or acquisition
shall not be considered as "other property
or money" received by the taxpayer within
the meaning of subsection (o), (d),.or (0) of
this section 'and shall not prevent thq ex-
change from being within the provisions of
subsection (b) (4), (6), or (10); except that
if, taking into consideration the nature of
the liability and the circumstances in the
lightof which the arrangement for tho as-
sumption or acquisition was made, it appears
that the principal purpose of the taxpayer
with respect to the assumption or acquisition
was a purpose to avoid Federal income tax
on the exchange, or, if not such purpose,
was not a bona fide business purpose, such
assumption or acquisition (in the amount
of the liability) shall, for the purposes of
this section, be considered as money re-
ceived by the taxpayer upon the exchange,
In any suit or proceeding where the burden

_is on the taxpayer to prove that such assump.
tion or acquisition is not to be considered as
money received by the taxpayer, such bur-
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den shall not be considered as sustained un-
less the taxpayer sustains such burden by
the clear preponderance of the evidence.

[See. 112 (k) as added by sec. 213 (a), Rev.
Act 1939; amended by sec. 121 (d) (5). Rev.
Act 19431

§ 39.112 (k)-1 Assumption of liabili-
ties not to be taken mto account for pur-
pose of recognizing gain or loss-(a)
General rule. Section 112 k) does not
affect the rule that liabilities assumed
are to- be taken into account for the
purpose of computing the amount of gain
or loss realized under section 111 upon an
exchange. Section 112 (k) provides,
subject to the exceptions and limitations
specified mparagraph (c) of this section,
that-

(1) Liabilitiis assumed are not to be
treated as "other property or money"
under section 112 (e) or for the purpose
of determining the amount of the real-
2zed gain which is to be recognized under
section 112 (c) or (d), if the transactions -
would, but for the receipt of "other
property or money," have been ex-
changes of the type described in section
112 (b) (4) (5) or (10); and

(2) If the only type of consideration
received by-the transferor in addition to
that permitted to be received by section
112 (b) (4) (5) or (10) consists of an
assumption of liabilities, the transaction,
if otherwise qualified, shall be deemed to
be within the -provsions of section 112
(b) (4) -(5) or (10) .

(b) Application of general -rule. The
application of paragraph (a) of this sec-
tion may be illustrated by the following
example:

Example. A, an individual, transfers to
a controlled corporation property with an
adjusted basis of $10,000 in exchange for
stock of the corporation with a fair market
value of 8,000, cash in the amount of M3.000,
and 'the assumption by the corporation of
indebtedness of A amounting to $4,000. A's
gain is $5,000, computed as follows:

S t o c k r e c e iv e d . . . . . . . . . . . . $ 8 , 0 0 0
Cash received ------ 3,000
Liabilities assumed by transferee--- 4, 000

Total consideration received-- 15, 000
Less:_-Adjusted basis of property

transferred ...------------------- 10,000

Gain realized- 5,000

Assuming that the transaction falls within
section 112 (c) as a transaction. which would
have been within section 112 (b) (5) but
for the receipt of "other property or money,"
only so much of such $5,00 gain will be
recognized as does not exceed the "other
property or money" received. Since section
112 (k) provides that an assumption of lia-
bilities shall not constitute "other property
or money" for this purpose, the only "other
property or money" received is the $3,000
cash, and the $5,000 realized gain will be
recognized only to the extent of $3,000.

(c) Exceptions and limitations. The
benefits of section 112 k) do not.extend
to any exchange involving an assumption
of liabilities where it appears that the
Principal purpose of the taxpayer with
respect to such assumption was a pur-
pose to avoid Federal income tax on the
exchange, or, if not such purpose, was
not a bona fide business purpose. In
such cases, the amount of the liabilities

- assumed shall, for the purpose of deter-
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mining the amount of gain to be recog-
nized upon the exchange in which the
liabilities are assumed, be treated as
money received by the taxpayer upon the
exchange. In any suit or proceeding
where the burden is on the taxpayer to
prove that an assumption of liabilities is
not to be treated as "other property or
money" under section 112 (kW which Is
the case if the Commissioner determines
that the taxpayer's purpose with respect
thereto was a purpose to avoid Federal
income tax on the exchange or was not
a bona fide business purpose and the tax-
payer contests such determination by
litigation, the taxpayer must sustain
such burden by the clear preponderance
of the evidence. Thus, the taxpayer
must prove his case by such a clear pre-
ponderance of all the evidence that the
absence of a purpose to avoid Federal In-
come tax on the exchange, or the pres-
ence of a bona fide business purpose, is
unmistakable.

§ 39.112 (1) Statutory provsions;
recognition of gain or loss; exchanges by
security holders in connection with cer-
tam corporate reorganialtions.

Sec. 112. Recognition of gain or los....
(1) rzchanges by security holders in con-
nection with certain corporate reorgant-
zations-(l) General rule. No gain or 1o=
shall be recognized upon an exchange con-
sisting of the relinquishment or extinguish-
ment of stock or securities In a corporation
the plan of reorganization of which is ap-
proved by the court In a proceeding de-
scribed in subsection (b) (10). in considera-
tion of the acquisition solely of stock or ce-
curities in a corporation organized or mado
use of to efrectuate such plan of reorganiza-
tion.

(2) Exchange occurring in taxable years
beginning prior to January 1, 1943. 0 0 a
[See. 112 (1) as added by zec. 121 (b). Rev.
Act 1943]

§ 39.112 (D-I Exchange in connec-
tion with reorganizat6i of insolvent
corporation--a) In general. (1) Sec-
tion 112 (1) and so much of section
112 (c) and (e) as relates to section
112 (1) prescribe the rules relative to the
recognition of gain or loss upon certain
exchanges made by the holders of stock
or securities of an Insolvent corporation
in connection with a reorganization de-
scribed in section 112 b) (10) or so
much of section 112 d) or (e) as relates
to section 112 (b) (10). Under section
112 (1) no gain or loss shall be recog-
nized If, pursuant to the plan of reor-
ganization, stock or securities in the in-
solvent corporation are exchanged solely
for stock or securities in the corporation
organized or made use of to effectuate
such plan. If, in addition to such stock
or securities, other property or money is
received upon such exchange, gain is
recognized to the extent of such other
property or money (section 112 (c)). but
no loss is recognized (section 112 (e)).
As .to the basis of the stock or securities
or other property acquired upon an ex-
change under section 112 a1), see section
113 (a) (6)

(2) By thus characterizing as an ex-
change, and regarding as a single tax-
able event, the event or series of events
resulting in the relinquishment or ex-
tinguishment of the stock or securities
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in the old corporation and the acqui-
tion in consideration thereof, in whole
or in partk of stock or securities in the
new corporation, the Internal Revenue
Code secures uniformity of treatment
for the participating security holders,
regardless of the particular steps or the
procedural devices by which such ex-
change is effected. Thus, the trans-
action which qualifies as a reorganiza-
tion under section 112 (b) (10) may
take one of several forms. In a typical
creditors' reorganization there may be
a transfer of the property of the old
corporation to its bondholders, or the
bondholders' committee, upon sur-
render of the bonds, followed by the
transfer of such property to the neT-
corporation in consideration of stock in
the latter; or there may be a transfer of
the bonds to the new corporation in ex-
change for Its stock or securities, fol-
lowed by the transfer of the property of
the old corporation in consideration of
the surrender of its bonds. In either
event, section 112 (1) treats the result
to the participating security holders as
an exchange of the securities of the old
corporation for securities of the new
corporation. In order, however, to
qualify as an exchange under section
112 1) or so much of section 112 (c)
or (e) as relates to section 112 (1) the
various events resulting in the relin-
quishment or extinguishment of the old
securities and the acquisition of the
new securities must be embraced within
the plan of reorganization and must
be undertaken for reasons germane to
the plan. If the event, or series of
events, qualifies as an exchange under
section 112 (1) or so much of section
112 c) or (e) as relates to section 112
(1), no antecedent event necessarily a
component of the relinquishment or ex-
tinguishment of the securities of the old
corporation in consideration of the ac-
quisition of the securities of the new
corporation shall be considered a trans-
action or event having consequences for
Income or excess profits tax purposes.

b) Exchange solely for stock or se-
curities. Section 112 () provides that no
gain or loss shall be recognized upon an
exchange consisting of the relinquish-
ment or extinguishment of steck or se-
curities in an Insolvent corporation de-
scribed in section 112 (b) (10) or so
much of section 112 d) or (e) as relates
to section 112 (b) (10) In consideration
of the acquisition solely of stock or se-
curities In a corporation organized or
made use of to effectuate the plan of
reorganization. As used in section 112
(l) and this section the term security
does not include a short-term note.

Cc) Exchanges for stock or securities
and other property or money. (1) If an
exchange would be within section 112 (1)
if It were not for the fact that the prop-
erty received in the exchange consists
not only of stock or securities in the cor-
poration organized or made use of to
effectuate the plan of reorganization, but
also of other property or money, then

(1) As provided in section 112 Cc) (1),
the gain, if any, to the taxpayer will be
recognized in an amount not in excess
of the sum of money and the fair market
value of the other property but

§ 39.112 (D-I
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(it) The loss, if any to the taxpayer
from such an exchange is not to be recog-
nized to any extent (see section 112 (e))

(2) If the distribution of such other
property or money by or on behalf of a
corporation in the course of a reorgati-
zation described in section 112 (b) (10)
has the effect of the distribution of a
taxable dividend, then, as provided in
section 112 c) (2), there shall be taxed
to each distributee (i) as a dividend,
such amount of the gain recognzed on
the exchange as is not in excess of the
distributee's ratable share of the-undis-
tributed earnings and profits of the cor-
poration accumulated after February 28,
1913, and (ii) as a gain from the ex-
change of property the remainder of the
gain so recognized.

(3) Consideration received in the form
of an assum1tion of liabilities is to be
treated as "other property or money"
for the purposes of so much of section
112 (c) as relates to section 112 (1)

§ 39.112 (1)-2 Records to be kept and
information to be filed. (a) Every tax-
payer who receives stock or securities
and other property or money upon an
exchange described in section 112 (1) or
so much of section 112 (c) or (e) as re-
lates thereto, in connection with a cor-
porate reorganization, shall furnish a
complete statement of all facts pertinent
to the recognition or nonrecognition of
gain or loss upon such exchange, includ-
ing-

(1) A statement of the cost or other
basis of the stock or securities trans-
ferred in the exchange, and

(2) A statement in full of the amount
of stock or securities and other property
or money received from the exchange,
including any liability assumed upon the
exchange. The amount of each kind of
stock or securities and other property
(other than liabilities assumed upon the
exchange) received shall be set forth
upon the basis of the fair market value
thereof at the date of the exchange.
The statement shall be incorporated in
the taxpayer's income tax return for the
taxable year in which the exchange oc-
curs.

(b) Permanent records in substantial
form shall be kept by every taxpayer
who participates in an exchange de-
scribed in section 112 (1) or so much
of section 112 (c) or (e) as relates there-
to, showing the cost or other bagis of
the transferred property and the amount
of stock or securities and other property
or money received (including any liabili-
ties assumed upon the exchange) In or-
der to facilitate the determination of
gain or loss from a subsequent disposi-
tion of such stock or securities and other
property received from the exchange.

§ 39.112 (m) Statutory provisions;
recognition of gain or loss; gain from
sale or exchange to effectuate Policies of
Federal Communications Commission.

SEC. 112. Recognition of gain or loss. * * *
(in) Gain from sale or exchange to effec-

tuate policies of Federal Communications
Commission. If the sale or exchange of
property (including stock in a corporation)
is certified by the Federal Communications
Commission to be necessary or appropriate
to effectuate the policies of the Commission

§ 39.112 (M-2

with respect to the ownership and control
of radio broadcasting stations, such sale or
exchange shall, if the taxpayer so-elects, be
treated as an involuntary conversion of such
property within the-meaning of subsection
(f) of this section. For the purposes of sub-
section (f) of this section as made applicable
by the proV-sions of this subsection, stock
of a corporation operating a radio broad-
casting station, whether or not representing
control of such corporation, shall be treated
's property similar or related in service or
use to the property so converted. The part
of the gain, if any, upon such sale or ex-
change to which subsection (f) of this sec-
tion is not applied shall nevertheless not- be
recognized, If the taxpayer so elects, to the
extent that it is applied to reduce the basis
for determining gain or loss upon sale or
exchange of property, of a character sub-
ject to the allowance for depreciation under
section 23 (1), remaining in the hands of
the taxpayer immediately after the sale or
exchange, or acquired in the same taxable
year. The manner and amount of such re-
duction shall be determined under regula-
tions prescribed by the Commissioner with
the approval of the Secretary. Any election
made by the taxpayer under this subsection
shall be made by a statement to that effect
in his return for-the taxable year in which
the sale or exchange takes place (or, with
respect to taxable years beginning before
January 1, 1944 * * *) and such election
shall be binding for the taxable year and
all subsequent taxable years.

[See. 112 (in) as added by see. 123, Rev. Act
19431

§ 39.112 (m)-1 Gain from sale or ex-
change to effectuate policies of Federal
Communications Commission. (a) At
the election of the taxpayer, section 112
(m) in effect, postpones the recognition
of gain upon the sale or exchange of
property, if the Federal Communications
Commission 6ertifies such sale or ex-
change to be necessary or appropriate to
effectuate the policies of the Commission
with respect to the ownership or control
of radio broadcasting stations. Any tax-
payer desiring to obtain the benefits of
section 112 (m) shall file with the Com-
missioner of Internal Revenue, or the
district director of internal revenue, a
certificate from the Federal Commum-
cations Commission clearly identifying
the property and showing that the sale
or exchange of such property is necessary
or appropriate to effectuate the policies
of the Commission with respect to the
ownership and control of radio broad-
casting stations. Such certificate shall
be accompanied by a detailed statement
showing: The kind of property, the date
of acquisition, the cost or other basis of
the property the date of sale or ex-
change, the name and address of the
transferee,'and the amount of money and
the fair market value of the property
other than money received upon such
sale or exchange.

(b) Section 112 (m) applies only in
the case of a sale or exchange made
necessary by reason of the Federal Com-
mumcations Commission's policies as to
ownership or control of radio facilities.
Section 112 (m) does not apply in the
case of a sale or exchange made neces-
sary as a result of other matters, such as
the operation of a broadcasting station
in a manner determined by the Commis-
sion to be not inthe public interest or in
violation of Federal or State law.

(c) An election to have the benefits
of section 112 (m) shall be made in the
manner prescribed in § 39.112 (m)-4.

§ 39.112 (m)-2 Nature and effect of
election-(a) Alternative elections. (1)
A taxpayer entitled to the benefits of
section 112. (in) in respect of a sale or
exchange of property may elect-

(i) To treat such sale or exchange as
aninvoluntary conversion under the pro-
visions of section 112 (f), or

(i) To treat such sale or exchange as
an involuntary conversion under the pro-
visions of section 112 (f), and In addi-
tion elect to reduce the basis of property,
in accordance with the regulations
prescribed in § 39.112 (m)-3, by all or
part of the gain that would otherwise be
recognized under section 112 (f), or

(11) To reduce the basis of property,
in accordanc3i with the regulations pro-
scribed In § 39.112 m)-3, by all or part
of the gain realized upon the sale or ex-
change.

(2) The effect of the provisions of sub-
paragraph (1) of this paragraph Is, In
general, to grant the taxpayer an elc-
tion to treat the proceeds of the sale or
exchange as the proceeds of An involun-
tary conversion subject to the provisions
of section 112 (f) and a further election
to reduce the basis of certain property
owned by the taxpayer by the amount of
the gain realized upon the sale or ex-
change to the extent of that portion of
the proceeds which is not treated as the
proceeds of an Involuntary conversion.

(3) An election under section 112 m)
for any taxable year shall be irrevocable
and shall be binding for such taxable year
and all subsequent taxable years.

(b) Application of sections 112 (1) and
113 (a) (9) (1) If the taxpayer elects,
either under paragraph (a) (1) (1) or
(it) of this section, to treat the sale or
exchange as an involuntary conversion,
the provisions of sections 112 (f) and
113 (a) (9) as modified by section 112
(i) together with the regulations pro-
scribed under such sections, shall be ap-
plicable to determine the amount of rec-
ognized gain and the basis of property
acquired as a result of such sale or ex-
change. For the purposes of section 112
(in) and the regulations thereunder,

stock of a corporation operating a radio
broadcasting station shall be treated as
property similar or related In service or
use to the property sold or exchanged.
Securities of such a corporation other
than stock, or securities of a corporation
not operating a radio broadcasting sta-
tion do not constitute property similar
or related in service or use to the prop-
erty sold or exchanged. If the taxpayer
exercises the election referred to in par-
agraph (a) (1) (1) of this section, the
gain realized upon such sale or exchange
shall be recognized to the extent of that
part of the money received upon the
sale or exchange which Is not expended
in the manner prescribed In section 112
(f) and the regulations thereunder. If,
however, the taxpayer exercises the elec-
tions referred to in paragiaph (a (1)
(ii) of this section, the amount of the
gain which would be recognized, deter-
mined in the same manner as in the case
of an election under paragraph (a) (1)
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.) -6 this section, shall not be recog-
i Lzed but shall be applied to reduce the

1 asis of property, remaining in the hands
( E the taxpayer after such sale or ex-
( Jange or acquired by him during the

ime taxable year, which is of a char-
oter 'subject to the allowance for de-

3 reciation under section 23 (1) Such
3 aduction of basis shall be made in ac-
(ordance witi and under the conditions
I rescribed by § 39.112 (m)-3.

(2) In the application of sections 112
if) and 113 (a) (9) to determine the

3 ecognized gain and the basis of prop-
rty acquired as a result of a sale or

cxchange pursuant to an election under
] iaragraph (a) (1) (1) or (ii) of this see-
lion, the entire amount of the proceeds
(f such sale or exchange shall be taken
Iato account.

(c) The application of the provisions
(f this section may be illustrated by the
I ollowing example:

Example. A,. who makes his return on the
calendar year basis, sold In 1952, for $100,000
cash, stock of X Corporation, which operates
" radio broadcasting station. The stock had
" basis In A's hands of $75,000. Forthwith,
A used $50,000 of the proceeds of the sale
to purchase stock in Y Corporation. which
also operates a radio broadcasting sta-
Ion.- The sale was certified by the Federal
,ommunications Commission as provided In
;ection 112 (m) and A elected In his return
'or the taxable year in which the sale oc-
-urred to treat such sale and purchase as
in involuntary conversion subject to the
provisions of section 112 (f). He also elected
at the same time to reduce the basis of de-
preciable property, in accordance with the
provisions of § 39.112 (in)-3, by the amount
of gain that would otherwise be recognized
under the provisions of section 112 (f), as
made applicable by section 112 (m). The
determination of the amount to be applied
in reduction of basis under § 39.112 (m)-3
and of the basis under section 113 (a) (9)
of the stock of Y Corporation purchased by
A is as follows:

Application of sections 112 (f) and
(in)

Sale price of X Corporation stock $100,000
Basis for gain or loss- - .---------- 75,000

Gain realized 25, 000

Proceeds of sale --------------- 100,000
Amount expended to replace

property sold- -------------- 50.000

Amount not expended in manner
prescribed in section 112 (f) __ 50,000

Realized gain recognized under
section 112 (f) (not to exceed
unexpended portionof proceeds
of sale) -.....--.--------- 25,000

Amount applied In reduction of
basis 25,000

Gain recognized for tax purposes. None

Application of section 113 (a) (9)
Basis of property sold (con-

verted) ------------.... -- 75,000
Decreased in amount of proceeds

not expended under section
112 (f) --------------------- 50,000

Balance ---------------------- 25,000
Increased in amount of gain rec-

ognized under section 112 (f) - 25, 000

Basis of Y Corporation stock in
A's hands ..................- 50,000
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93.112 (m)-3 Reduction of basis of
ProPertY Pursuant to election under sec-
tion 112 (m)-(a) General rule. (1) In
addition to the adjustments provided In
section 113 (b) and the sections of the
regulations relating thereto, which- are
required to be made with respect to the
cost or other basis of property, a further
adjustment shall be made In the amount
of the unrecognized gain under section
112 (m) if the taxpayer so elects. Such
further adjustment shall be made only
with respect to the cost or other basis
of property which Is of a character sub-
ject to the allowance for depreciation
under section 23 (1) and which remains
in the hands of the taxpayer immediate-
ly after the sale or exchange n respect
of which the election s made, or which
is acquired by the taxpayer In the same
taxable year in which such sale or ex-
change occurs. If the property Is In the
hands of the taxpayer immediately after
the sale or exchange, the time of reduc-
tion of the basis s the date of the sale
or exchange; in all other cases the time
of reduction of the basis Is the date of
acquisition.

(2) The reduction of basis under sec-
tion 112 (m) in the amount of the un-
recognized gain shall be made in respect
of the cost or other basis, as of the time
prescribed, of all units of property of the
specified character. The cost or other
basis of each unit shall be decreased In
an amount equal to such proportion of
the unrecognized gain as the adjusted
basis (for determining gain, determined
without regard to this section) of such
unit bears to the aggregate of such ad-
justed bases of all units of such property,
but the amount of the decrease shall not
be more than the amount of such ad-
justed basis. If in the application of
such rule the adjusted basis of any unit
is reduced to zero, the process shall be
repeated to reduce the adjusted basis
of the remaining units of property by the
portion of the unrecognized gain which
is not absorbed in the first application of
the rule. For such purpose the "ad-
Justed basis" of the remaining units shall
be the adjusted basis for determining
gain reduced by the amount of the ad-
3ustment previously made under this sec-
tion. The process shall be repeated un-
til the entire amount of the unrecog-
nized gain has been absorbed.

(b) Specuza cases. With the consent
of the Commissioner, the taxpayer may,
however, have the basis of the various
units of property of the class specified
in section 112 (m) and this section ad-
justed In a manner different from the
general rule set forth in paragraph (a)
of tins section. Variations from such
general rule may, for example, Involve
adjusting the basis of only certuin units
of such property. The request for varia-
tions from such general rule should be
filed by the taxpayer with his return
for the taxable year In which he elects
to have the basis of property reduced
under section 112 (M) Agreement be-
tween the taxpayer and the Commis-
sioner as to any variations from such
general rule shall be effective only If
incorporated in a closing agreement en-
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tered into under the provisions of sec-
tion 3760.

§ 39.112 (in)-4 Manner of election.
(a) An election under the provisions of
section 112 (m) shall be In the form of
a written statement and shall be exe-
cuted and filed n duplicate. Such state-
ment shall be signed by the taxpayer or
his authorized representative. In the
case of a corporation the statement shall
be signed with the corporate name, fol-
lowed by the signature and title of at
least two officers of the corporation em-
powered to sign for the corporation, and
the corporate seal must be affixed. An
election under section 112 (m) to reduce
the basis of property and an election un-
der such section to treat the sale or ex-
change as an involuntary conversion
under section 112 f) may be exercised
independently of each other. An elec-
tion under section 112 (m) must be filed
with the return for the taxable year in
which the sale or exchange occurs.
Where practicable, the certificate of the
Federal Communications Commission
required by § 39.112 (m)-1 should be
filed with the election.

(b) If, In pursuance of an election to
have the basis of its property adjusted
under section 112 (m) the taxpayer de-
sires to have such basis adjusted in any
manner different from the general rule
set forth n § 39.112 (m)-3 (a) the pre-
cise method (including allocation of
amounts) should be set forth in detail
on separate sheets accompanying the
election. Consent by the Commisoner
to any departure from such general rule
shall be effected only by a clom. agree-
ment entered into under the provisions
of section 3760.

§ 39.112 (n) Statutory provisions;
recognition of gain or loss; gamn from
sale or exchange of residence.

Src. 112. Recognition of gain or 1o3. * * *
(n) Gain from sale or exchange of resi-

denc c-(1) Nonrecognfition of gain. If prop-
erty (hereinafter in this subsection called
"old re.idence") used by the taxpayer as
his princllal resdence Is cold by him and,
within a period beginning one year prior to
the date of such sale and ending one ea r
after such date, property (hereinafter In
this subsection called "new residence") is
purchased and used by the taxpayer as his
principal residence, gain (If any) from such
cale rall be reccized only to the extent
that the taxpayer's selling price of the old
residence exceeds the taxpayer's cost of pur-
chasing the new remidence.

(2) Rules for applicatio o sutb.ection.
For the purposes of this subzectfon:

(A) An exchange by the taxpayer of his
reAdence for other property shall be consid-
ered a3 a r le of such resdence, and the
acquition of a residence upon the exchange
of property shall be considered as a purchae
of such r-ldence.

(B) If the taxpayer's residence (as a result
of its dectruction in whole or in part, theft,
or csfure) is compulorily or Involuntarily
converted into Property or into money, such
destruction, theft, or seizure shall be con-
sidered s a cale of the residence; and If the
re:dence is ro converted into property which
Is u=ed by the taxpayer as his residence, such
conversion shall be considered as a purchase
of uuch property by the taxpayer.

(C) In the caso of an exchange or con-
version described In subparagraph (A) or
(B), In determining the extent to which the

139.112 (n)
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selling price of the old residence,exceeds the.
taxpayer's cost of purchasing the new resi-
dence, the amount realized by the taxpayer
upon such exchange or conversion shall be
considered the selling price of the old resi-
dence.

(D) A residence any part of which- was
constructed or reconstructed by the taxpayer,
shall be considered as purchased by the tax-
payer. In determining the taxpayer's cost
of purchasing a residence, there shall be in-
cluded only so much of his cost as is at-
tributable to the acquisition, construction,
reconstruction, and improvements made
which are properly chargeable to capital ac--
count, during the period specified in para-
graph (1).

(E) If a residence is-purchased by the tax-
payer prior to the date of his sale of the old
residence, the purchased residence shall not
be treated as his new residence If sold or,
otherwise disposed of -by him: prior to the
date of the sale of the old residence.

(F) If the taxpayer, during the period de-
scribed in paragraph (1), purchases- more
than one residence which is used by him as
his principal residence at-some time within
one year after the date of the sale of-the old
residence, only the last of such residences so
used by himafter-the date of such sale shall.
constitutd the new residence. If within the-,
one year referred to in the preceding sen-
tence property used by the taxpayer as his
principal residence is destroyed, stolen,.-
seized, requisitioned, or condemned, or Is
sold or exchanged under threat or Immi-
nence thereof, then for the purposes of the
preceding sentence such one year shall be
considered as ending with the date of such
destruction; theft, seizure, requisition, con-
demnation, sale, or exchange.

(G) In the case of a new residence the
construction of which was commenced by
the taxpayer prior to the expirbtion of one
year after the date of the sale of the old resi-
dence, the period specified in paragraph (1),
and the one year referred to in subparagraph
(F) of this paragraph, shall.be considered as
including a period of 18 months beginning
with the date of the sale of the old residence.

(3) Limitation. The provisions of para-
graph (1) shall not be applicable with re-
spect to the sale of the taxpayer's residence
if within one year prior to the date of such
sale the taxpayer sold at a-gain other prop-
erty used by him as his principal residence,
and any part of such gain was not recognized
by reason of the provisions of paragraph (1).
For the purposes of this paragraph, the de-
struction, theft, seizure, requisition, or con-
demnation of property or the sale or ex-
change of property under threat or im-
minence thereof, shall not be considered as
a sale of such property.

(4) Basis of new residence. Where the
purchase of a new residence results, under
paragraph (1), in the nonrecognition of gain
upon the sale of an old residence, in deter-
mining the adjusted basis of the new resi-
dence as of any time following the sale of the
old residence, the adjustments to basis shall
include a reduction by an amount equal to
the amount of the gain not so recognized'
upon the sale of the old residence. For this
purpose, the amount of the gain not so rec-
ognized upon the sale of the old residence
Includes only so much of such gain as is not
recognized by reason of the cost, up to such
time, of purchasing the new residence.

(5) Tenant-stockholder zn a cooperative
apartment corporation. For the purposes of
this subsection, section.113 (b) (1) (K), and
section 117 (h) (7), references to property
used by the taxpayer as his principal resi-
dence, and references to the residence of a
taxpayer, shall include stock held by a ten-
ant-stockholder (as defined in section 23 (z)
(2)) in a cooperative apartment (as defined
in such section) if-
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(A) In the, case of stock. sold, the apart-
ment which the taxpayer was entitled, to
occupy as such stockholder was used by him
as his principal residence, and

(B) In the case of' stock, purchased, -the
taxpayer used as his principal residence the
apartment which he was entitled to occupy-
as such stockholder.

(6) Husband' and wife. If the taxpayer
and his spouse, in accordance with regula-
tions which shall-be prescribed by the Secre-
tary-pursuant to this paragraph, consent to
the application of subparagraph (B)- of this
paragraph, then-

(A) For the purposes- of this subsection,
the words "taxpayer's.selling price of the old
residence" shall mean -the selling price (of
the taxpayer, or of the taxpayer and his
spouse) of the old residence, and the words
"taxpayer's cost of purchasing'the new resi-
dence" shall mean the cost (to the-taxpayer,
his spouse, or both) of purchasing the new
residence (whether held by the taxpayer, his
spouse,, or the taxpayer and his spouse); and

(B) So much of the gain upon the sale of
the old residence as is not recognized solely.
by reason of this paragraph, and so much of
the adjustment under paragraph (C4) to the
basis of the new residence as results solely
from this paragraph, shall be. allocated be-
tween the' taxpayer, and his spouse as pro-
vided in such, regulations.

This paragraph shall, apply only if the old
residence and the new residence are each
used by-the taxpayerand-his-spouse'as their
principal residence. - In case the taxpayer
and his spouse do not consent to the appli-
cation of subparagraph (B) of this para-
graph, then the recognition of gain upon
the sale of the old residence shall be deter,
'mined under this subsection without regard
to the rules provided in this paragraph.

(7) Statute of limitations. If the tax-
payer during a taxable year sells at a gain
property used by him as his principal resi-
dence, then-

(A) The statutory period for the assess-
ment of any deficiency attributable to any
part of such gain shall not expire prior to the
expiration of three years from the date the
Secretary is notified by the taxpayer (in such
manner as the Secretary may by regulations
prescribe) of-

(i) The taxpayer's cost of purchasing the
new residence which the taxpayer claims re-
sults in nonrecognition of any part of such
gain,

(i1) The taxpayer's intention not to pur-
chase a new residence within the period spec-
fied in-paragraph (1), or

(III) A failure to make such purchase
within such period; and

(B) Such deficiency may be assessed prior
to the expiration of such three-year period
notwithstanding the provisions of any other
law or rule of law which would otherwise
prevent such assessment.

(8) Members of Armed Forces. The run.
ning of any period of time specified in para-
graph (1) or (2) (other than the one year
referred to in paragraph (2) (F)) of this
subsection shall be suspended during any
time that the taxpayer (or his spouse if the
old residence and the new residence are
each used by the taxpayer and his spouse
as their principal residence) serves on ex-
tended active duty with the Armed Forces
of the United States after the date of the
sale of the old residence and before Jan-
uary 1, 1954, except that any such period
as so suspended shall not extend beyond the
date four years after the date of the sale of
the old residence. For the purpose of this
paragraph, the term "extended active duty"
means any period of active duty pursuant
to a call or order to such dtity for a period
in excess of ninety ,days or lor an indefinite
period.

[See. 112 (n) as added by sa6 310 (a)W'ov.
Act 1951; amended by see. 1 Pub. Law 607
(82d Cong.) ]

§ 39.112 (n)-1 Gain Irom sale or ex-
change of residence-(a) In general.
Gain from a sale. of property used by the
taxpayer as his principal residence (ro-
ferred to In this section as the "old resi-
dence") will not be recognized, if the
taxpayer within a period beginning one
year before the date of such sale and
ending one year after such date pur-
chases property and uses It as hia prin-
cipal residence (referred to In this section
as the "new residence") except to the
extent that the. taxpayer's selling price
of the, old residence exceeds the tax-
payer's cost of purchasing the new resi-
dence. In the case of a new resldence
the construction of which was com-
menced by the taxpayer at any time
before the expiration of one year after
the date of the sale of the old residence,
the one year after the sale of the old
residence referred to in the preceding
sentence shall be considered as Includ-
ingoa period of 18 months beginning with
the date of the sale of the old residence,
Such nonrecognition of gain is manda-
tory. This section applies only with ro-
spect to gains; losses from sales of prop-
erty used by the taxpayer as his prin-
cIpal-residence are recognized or not reo-
ognmzed without regard to this section.

(b) Rules for application of section-
(1) Property used by the taxpayer as
hzs principal residence, (1) Whether
or not property Is used by the taxpayer
as his residence, and whether or not
property Is used by the taxpayer as his
principal residence (in the case of a
taxpayer using more than one property
as a residence) depends upon all of the
facts and circumstances In each Indi-
vidual case,.Jncluding the bona fides of
the taxpayer. The mere fact that prop-
erty Is, or has been, rented is not deter-
minative that such property is not used
by the taxpayer as his principal resi-
dence. For example, If the taxpayer
purchases his new residence before lo
sells his old residence, the fact that he
temporarily rents out the now residence
during the period before he vacates the
old residence may not, in the light of
all the facts and circumstances In the
case, prevent the new residence from
being, considered as property used by
the taxpayer as his principal residence.
Property used by the taxpayer as his
principal residence may Include a
houseboat, a house trailer, or stock hold
by a tenant-stockholder in a coopera-
tive apartment corporation (as those
terms are defined in section 23 (z) (2)),
If the apartment which the taxpayer
is entitled to occupy as such stockholder
Is used by him as his principal residence.
Property used by the taxpayer as his
principal residence does not nclude
personal property such as a piece of
furniture, a radio, etc., which, in ac-
cordance with the applicable local law
Is not a fixture.

(ii) Where part of a property Is used
by the taxpayer as his principal resi-
dence and part Is used for other pur-
,poses, an allocation must be made to
determine the application of this sea-
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tion. If the old residence is used only
15drtiallr for residential purposes, only
that part of the gain allocable to the
residential portion may be not recog-
nized under this section and only an
amount allocable to the selling price of
such portion need be reinvested in the
new residence in order to have the gain
allocable to such portion not recognized
under this section. If the new resi-
dence is used only partially for resi-
dential purposes, only so much of its
cost as is allocable to the residential
portion may be counted as the cost of
purchasing the new rpsidence.

(2) Sale of rendence. For the pur-
pose of this section, an exchange by the
taxpayer of his residence for other prop-
erty shall be considered as a sale of such
residence. Also, if the taxpayer's resi-
dence (as a result of its destruction m
whole or in part, theft, seizure, requisi-
tion. or condemnation) is compulsorily
or involuntarily converted into money or

,property, the destruction, theft, seizure,
requisition or condemnation shall be con-
sidered as a sale of such residence.

(3) Purchase of restdence. For the
purpose of this section, the acquisition
of a residence upon the exchange of prop-
erty shall be considered as q purchase
of such residence. Also, the acquisition
of a residence upon the compulsory orin-
voluntary conversion of the taxpayer's
residence as the result of its destruction
in whole or in-part, theft, seizure, requisi-
tion or condemnation shall be considered
to be a purchase of the residence. A
residence any part of which- was con-
stiueted or reconstructed-by the taxpayer
shall be considered as purchased by the
taxpayer, but the mere unprovement of
a residence, not amounting to reconstruc-
tion, doe not constitute a purchase of
a residence.

(4) Selling przce of old residence. The
taxpayer's- selling price -of the old resi-
dence includes the amount of any mort-
gage, trust deed, or other indebtedness
to which such property is subject in the
hands of the purchaser whether or not
the purchaser assumed such indebted-
ness. Such selling price also includes the
face amount of any liabilities of the
purchaser which are part of the con-
siderationfor the sale. Commissions and
other selling expenses paid or incurred
by the taxpayer on the sale of the old
residence are not to be deducted or taken
into account in determining such sell-
ig price, In the case of an exchange
or conversion which is considered as a
sale under this section, the amount real-
ized by the taxpayer upon such exchange
or conversion shall be considered to be
the taxpayer's selling price of the old
residence. As to what constitutes the
amount realized, see § 39.111-1.

(5) Cost of purchasmng new residence.
The taxpayer's cost of purchasing the
new residence also includes such mdebt-
edness to which the property purchased
2s subject at the time of purchase
whether or not assumed by the taxpayer
(including purchase-money mortgages,
etc.) and the face amount of any liabili-
ties of the taxpayer which are part of the
consideration for the purchase. Com-
missions and other purchasing expenses
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paid or incurred by the taxpayer on the
purchase of the new residence are to be
included In determining such cost. In
the case of an acquisition of a residence
upon an exchange or conversion which
is considered as a purchase under this
section, the fair market value of the
new residence shall be considered as the
taxpayer's cost of purchasing the new
residence. The taxpayer's cost of pur-
chasing the new residence includes only
so much of such cost as is attributable
to acquisition, construction, reconstruc-
tion, or improvements made within the
two-year or 30 months period of time, as
the case may le, in which the purchase
and use of the new residence must be
made in order to have gain on the sale
of the old residence not recognized un-
der this section. Such cost also includes
only such amounts as are prmperly
chargeable to capital account rather
than to current expense. As to what
constitutes capital expenditures, see
§ 39.24 (a)-2. Where any part of the
new residence is acquired by the tax-
payer other than by purchase, the value
of such part is not to be included in
determining the taxpayer's cost of the
new residence. For example, if the tax-
payer acquires a residence by gift or
inheritance, and spends $20,000 in recon-
structing such residence, only such
$20,000 may be treated as his cost of
purchasing the new residence.

(6) Selling price and cost of residence
in the case of husband and wife. (i) If
the taxpayer and his spouse file the con-
sent referred to in this subdivision, then
the "taxpayer's selling price of the old
residence" shall mean the taxpayer's
or the taxpayer and his spouse's selling
price of the old residence, and the "tax-
payer's cost of purchasing the new resi-
dence" shall mean the cost to the tax-
payer, or to his spouse, or to both of
them, of purchasing the new residence,
whether such new residence is held by
the taxpayer, or his spouse, or both.
Such consent may be filed only if the old
residence and the new residence are each
used by the taxpayer and his same spouse
as their principal residence. If the tax-
payer and his spouse do not file such a
consent, the recognition of gain upon
sale of the old residence shall be deter-
mined under this section without regard
to the foregoing.

(I!) The consent referred to In sub-
division (I) of this subparagraph is a con-
sent by the taxpayer and his spouse to
have the basis of the interest of either
of them in the new' residence reduced
from what It would have been but for
the filing of such consent by an amount
by which the gain of either of them on
the sale of his interest in the old resi-
dence Is not recognized solely by reason
of the fing of such consent. Such re-
duction m basis is applicable to the basis
of the new residence, whether such basis
is that of the husband, of the wife, or di-
vided between them. If the basis is di-
vided between the husband and wife, the
reduction in basis shall be divided be-
tween them in the same proportion as
the basis (determined without regard to
such reduction) Is divided between them.
Such consent shall be filed with the
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district director of internal revenue with
whom the return for the taxable year or
years In which the gain from the sale of
the old residence is realized has been
Riled.

(ill) The following examples will i-
lustrate the application of this rule:

Example (1). A taxpayer. In 1952, sells for
$10,c00 the principal residence of himself
and his wife, which he ons individually
and whith ha' an adjusted basis to him of
e5.00. Within a year after such sale he and
his wife contribute $5.000 each from their
ceparate funds for the purchae of their new
principal residence which they hold =s ten-
ants in common, each owning an undivided
one-half Interest therein. If the ta=xayer
and his v i file the required consent, the
gain ot 85.000 upon the sale of tha old resi-
dence will not be recognized to the tazpayer,
and the adjusted basis of the taxayer's In-
teret In tho new residence will be r,2.500 and
the adjusted bas of is wife's interest in
such property wl be $2,500.

Example (Z). A taxpayer and his wife. In
1952, tell for 610.000 their principal rest-
daco, which they own as joint tenants and
which has an adjuzted basis of 82,500 to
each or them (05,000 together). Within a
year after such sale, the wife spenda $10,400
of her own funds In the purchase of a prin-
cipal resAdence for herself and the taxpayer
and te3 title In her name only. If the
taxpayer and his wife file the required con-
scnt, the adjusted basis to the wife of the
new residence shall be $5.000, and the gain
of the taxpayer of 62,50 upon the sale of
the old resddence will not be recogized. The
wife, as a taxpayer herself. wil have her gain
of *2.600 on the sale o the old residence not
reCognized Under the general rule.

Cc) Basis of new residence. (1) Where
the purchase of a new residence results,
under this section, in the nonrec:gnition
of any part of the gain realized upon
the sale of an old residence, then, m de-
termining the adjusted basis of the new
residence ai of any time following the
sale of the old residence, the adjust-
ments to basis shall include a reduction
by an amount equal to the amount of
the gain which was not recognized upon
the sale of the old residence. Such a
reduction is not to be made for the pur-
pose of determining the adjusted basis
of the new residence as of any time pre-
ceding the sale of the old residence. For
the purpose of this determination, the
amount of the gain not recognized under
this section upon the sale of the old resi-
dence includes only so much of the gain
as is not recog-nized because of the tax-
payer's cost, up to the date of the deter-
mination of the adjusted basis, of pur-
chasing the new residence.

(2) The following example will illus-
trate the rule of subpargraph (1)

Example. On January 1, 1952, the tx-
payer buyo a n= residence for $10,000. On
Mfarch 1, 1952. he sells for $15.000 his old
re:Ade ce whlch hb-- an adjusted basis to
him or 5,0co. During April a wing is con-
atructed on the new house at a cast of 05,000
and in May he builds a garage at a cost al
82,000. The adjusted bas is of the new resi-
dence is $10,000 during January and Febru-
ary. 05.000 during March anAprlland $7,000
following the completion of the construction
In may.

(d) Limitations on application of sec-
tion. (1) If a residence is purchased by
the taxpayer prior to the date of the sale

§ 39.112 (al-1
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of the old residence, the purchased rdsi-
dence ,hall, in no event, be treated as a
new residence if such purchased resi-
dence is sold or otherwise disposed of by
him pricr to the date of the sale of the
old resictence. And, if the taxpayer, dur-
ing the period within which the pur-
chase and use of the new residence must
be mnigde in order to have any gain on
the sale of the old residence not recog-
nized under this section, purchases more
than one property which is used by him
as his principal residence during the
one year (or 18 months in the case of
the construction of the new residence)
succeeding the -date of the sale of the
old residence, only the last of such prop-
erties shall be considered a new resi-
dence. However, if the taxpayer's new
residence is destroyed, stolen, seized,
requisitoned, condemned, or sold or
exchanged under the threat or immi-
nence of requisition or condemna-
tion within such year (or 18 months)
succeeding the sale of the old residence,-
then, for the purpose of the preceding
sentence such year (or 18 months) is
deemed to end on the date of the destruc-
tion, theft, seizure, requisition, condem-
nation, sale, or exchange. If within one
year before the date of the sale of the
old residence, 'the taxpayer sold other.
property used by him as his principal
residence at a gain, and any part of such-
gain was not recognized under tins sec-
tion, this section shall not apply with.
respect to the sale of the old residence.
For the purpose of the preceding sen-
tence, however, the destruction, theft,
seizure, requisition, condemnation, or
sale or exchange under threat or immi-
nence of requisition or condemnation
shall not be considered as a sale.

(2) The following example will illus-
trate the rules of subparagraph (1)

Example. A taxpayer sells his old resi-
dence on January 15, 1952, and purchases a
new residence on February 15, 1952. On
March 15, 1952, he sells the new residence
and purchases a second new residence on
April 15, 1952. The gain on the sale of the
old residence on January 15, 1952, will not
be recognized except to thd extent to which
the taxpayer's selling price of the old resi-
dence exceeds the cost of purchasing the
second new residence purchased on April 15,
1952. Gain on the sale of the first new resi-
dence on March 15, 1952, will be recognized.
If, instead of selling the first new residence
on March 15, 1952, Euch residence had-been
destroyed by fire on that date and insurance
procel1s in cash had been received as a result
thereof, the gain on the sale of the old resi-
dence on January 15, 1952, will not be recog-
nized except to the extent to which the
taxpayer's selling price of the old residence
exceeds his cost of purchasing the new resi-
dence purchased on February 15, 1952. And,
the gain on the- involuntary Conversion by
fire of the first new residence on March 15,
1952, will not be recognized except to the
extent to which the amount realized from
such conversion exceeds the taxpayer's cost
of purchasing the second new residence pur-
chased on April 15, 1952.

(e) Statute o1 limitations. (1) When-
ever a taxpayer sells property used as his
principal residence at a gain,. the staf-
utory period prescribed in section 275
for the assessment of any deficiency at-
tributable to any part of such gain will
not expire prior to the expiration of

§ 39.113 (a)

three years from the date the district
director of internal revenue, with whom
the return for the taxable year or years
in which the gain from the sale of the old
residence is realized has been filed, is
notified by the taxpayer (il of the cost
of purchasing the new residence which
the taxpayer claims results in the non-
recognition of any part of such gain, or
(if) of the taxpayer's intention not to,
or failure to, purchase a new residence
within the period when such a purchase
will result in the nonrecognition of any
part of such gain. Such a deficiency
may be assessed before the expiration of
such three-year. period notwithstanding
the provisions of any other law or rule
of law which might otherwise bar such
assessment.

(2) If the return for the taxable year
or years in which the purchase of the
new residence occurs, or the intention
not to make such a purchase is formed,
or the period for the replacement expires,
is filed with the district director of in-
ternal revenue with whom the taxpayer
filed his return for the taxable year or
years in which the gain from the sale of
the old residence was realized, the tax-
payer shall give to such district director
the notification described in subpara-
graph (1) of this paragraph in his re-
turn for the taxable year or years in
which such purchase occurs, or such in-
tention is formed, or such period expires.

'However, if the return for the taxable
year or years in which such purchase
occurs, or such intention is formed, or
such period expires, is filed with a dif-
ferent district director of internal reve-
nue, the taxpayer, at the time of filing
such return, shall give such notification
to the district director of internal reve-
nue with whom the taxpayer filed his
-return for the taxable year or years in
which the gain from the sale of the old
residence was realized. In addition to
giving such notification at the time he
files his return for the taxable year or
years in which such purchase occurs, or
such intention is formed, or such period
expires, the taxpayer may, if he so de-
sires, in either event, also notify such
district director before the filing of such
return. Such notification shall contain
all of the details in connection with the
sale of the residence and, if applicable,
the purchase of the new residence. Tf
an intention not to replace is formed, or
if the period for replacement expires, or
if the cost of purchasing the new resi-
dence is less than the selling price of the
old residence, the recognizable gain shall
be included in the gross income for the
taxable year or years in- which such gain
was realized; a recomputation in the
form of an "amended return" should
be made for this purpose if necessary.

(f) Members o1 Armed Forces. (1) The
running of the one-year (or 18 months
in the case of the construction of the
.new residence) period, specified in para-
graph (a) of this section, after the sale
of the old residence within which the
purchase and use, of a new residence may
result in the nonrecognition of gain on
suchsale shall be suspended during any
time that the taxpayer serves on extend-
ed active duty -n the Armed Forces of

the United States after the date of the
sale of the old residence and before Jtin-
uary 1, 1954. Any such period as so
suspended, however, shall not extend
beyond the date four years after the date
of the sale of the old residence, For
example, If the taxpayer Is on extended
active duty with the army from Jan-
uary 1, 1951, to December 31, 1953, and
if he sold his old residence on January
1, 1951, the latest date on which the
taxpayer may use a new residence con-
structed by him and have any part of
the gain on the sale of the old residence
not recognized under this section Is Jan-
uary 1, 1955, the date four years after
the date of sale of the old residence.

(2) This suspension covers not only
the Armed Forces service of the taxpay-
er but If the taxpayer and his same
spouse used both the old and the now
residences as their principal residence,
then the extension applies In like man-
ner to the time the taxpayer's spouse Is
on extended active duty with the Armed
Forces of the United States,

(3) The time during which the run-
ning of the period Is suspended is part
of such period. Thus, construction
costs during such time are includible in
the cost of purchasing the new residence
under paragraph (b) (5) of this section.

(4) The running of the one-year (or
18 month) periods referred to in para-
graph (d) of this sectinn is not sus-
pended, nor is the running of the one-
year period prior to the date of the sale
of the old residence within which the
new residince may be purchased in order
to have gain on the sale of the old resi-
dence not recognized-under this section.

(5) The term "extended active duty"
means any period of active duty which
is served pursuant to a call or order to
such duty for a period In excess of 90
days or for 'an indefinite period. If the
call or order Is for a period of more than
90 days, it is Immaterial that the time
served pursuant to such call or order is
less than 90 days, If the reason for such
shorter period of service occurs after
the beginning of such duty. As to what
constitutes active service as a member
of the Armed Forces of the United States,
see § 30.22 (b) (13)-l. As to who are
members of the Armed Forces of the
United States, see § 39.3797-11,

§ 39.113 (a) Statutory provisions;
adjusted baszs for determining gain or
loss; basis (unadjusted) of property;
geteral rule.

SC. 113. Adjusted basis for deternining
gain or loss-(a) Basts (unaalustea) Of
property. The basis of property shall be the
cost of such property; except that-* * *

§ 39.113 (a)-1 Scope o1 basis or de-
term2ning gain or loss. The basis of
property for the purpose of determining
gain or loss from the sale or other dis-
position thereof is the unadjusted basis
.prescribed in section 113 (a), adjusted
for the various applicable items specified
in. section 113 (b) Unless otherwise
Indicated, the word "basis," as used in
this section and §§ 39,113 (a)-2 to 39,113
(a) (22)-1, Inclusive, has reference to
the unadjusted basis. For special rules
for determining the basis for gain or loss
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-:n the case oi vessels acquired through
the Maritime Commission (or its succes-
sor) see sections 510 and 511 of the
Merchant Marme Act of 1936 (46 U. S. C.
1160, 1161) For special rules for deter-
mining the unadjusted basis of property
recovered in respect of war losses, see
section 127 (d) For special rules for
determining the basis for gain or loss in
the case of the disposition of a share of
stock acquired pursuant to the timely ex-
ercise of a restricted stock option where
the option price was between 85 percent
and 95 percent of the fair market value
of the stock at the time the option was
granted, see section 130A (b). For spe-
cml rules for determining the basis, both
unadjusted and adjusted, of property ac-
quired or improved with the proceeds of
a grant or loan made to a taxpayer by
the United States for the encouragement
of exploration for, or development or
mining of, critical and strategic minerals
or metals, see section 22 (b) (15)

§ 39.113 (a)-2 General rule. In gen-
eral, the basis of property is the cost
thereof. Tns rule is subject, however,
to the exceptions stated in sections 113
(a) (1) to 113 (a) (23) Inclusive.

§ 39.113 (a) (1) Statutory vrovmons;
adjusted basis for determining gain or
loss; basis (unadjusted) of property; in-
ventory items.

Sm. 113. Adjusted basis for determining
gain or oss--(a) Basis (unadjusted) of prop-
erty. The basis of property shall be the cost
of such property; except that-

(1) Inventory value. If the property
should have been Included in the last In-
ventory, the basis shall be the last inventory
value thereof.

§ 39.113 (a) (1)-1 Property included
in inventory. The last inventory value
of property which should be included
in inventory is the basis of such property.
The requirements with respect to the
valuation of an inventory are stated In
§§ 39.22 (c)-1 to 39.22 (d)-7, inclusive.

§ 39.113 (a) (2) Statutory provisions;
adjusted basis for determining gain or
loss; basis (unaaiusted) of property;
gifts after December 31, 1920.

Smo. 113. Adjusted basis for determining
gain or loss-(a) Ba.i (unadjusted) of
property. -The basis of property shall be the
cost of such property; except that-* * *

(2) Gifts after December 31, 1920. If the
property was acquired by gift after December
31, 1920, the basis shall be the same as It
would be In the hands of the donor or the
last preceding owner by whom it was not
acquired by gift, except that if such basis
(adjusted for the period prior to the date of
the gift as provided In subsection (b)) Is
greater than the fair market value of the
property at the time of the gift, then for
the purpose of determining loss the basis
sball be such fair market value. If the facts-
necessary to determine the basis in the hands
of the donor or the last preceding owner are
unknown to the donee, the Commissioner
shall, if possible, obtain such facts from such
donor or last preceding owner, or any other
person cognizant thereof. If the Comnils-
rAoner finds it impossible to obtain such
facts, the basis in the hands of such donor
or last preceding owner shall be the fair
market value of such property as found
by the Commissioner as of the date or ap-
proximate date at which, according to the
best information that the Commissioner is
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able to obtain, such property was acquircd
by such donor or last preceding owner.

[Sec. 113 (a) (2) as amended by cec. 143 (a).
Rev. Act 1942]

§ 39.113 (a) (2)-1 Property trans-
mitted by gilt alter December 31,
1920-(a) Property included. (1) Sec-
tion 113 (a) (2) applies to all property
acquired after December 31, 1920, by
gift. It does not apply

(I) To property acquired by devise or
bequest (see section 113 (a) (5)), or

(ii) To property acquired by an In-
strument which, under section 113 (a)
(5) Is to be treated as though It were
a will.

(2) Section 113 (a) (2) applies to all
gifts of whatever description, whenever
and however made, perfected, or taking
effect; whether In contemplation of or
intended to take effect In possession or
enjoyment at or after the donor's
death; or whether made by means of
the exercise (other than by will) of a
power of appointment or revocation, or
any other power. Section 113 (a) (2)
applies whether the gift was made by
a transfer in trust or otherwise.

(b) Basis. (1) For the purpose of
determining gain, the basis Is the same
as it would be In the hands of the donor.
or the last preceding owner by whom It
was not acquired by gift. For the pur-
pose of determining loss, the basis Is as
so determined, except that in any case
in which such basis, adjusted for the
periodV prior to the date of the gift as
provided In section 113 (b) is greater
than the fair market value of the prop-
erty at the time of the gift, the basis
is such fair market value.

(2) All titles to property acquired by
gift relate back to the time of the gift,
even though the Interest of him who
takes the title was, at the time of the
gift, legal, equitable, vested, contingent,
conditional, or otherwise. Accordingly.
all property acquired by gift Is acquired
at the time of the gift. In the hands
of every person acquiring property by
gift, the basis is always the same,
whether such person receives the prop-
erty immediately upon the transfer by
the donor, or as remainderman under
the instrument of gift, or whether such
person is any other person to whom
such uniform basis is applicable. Such
uniform basis applies to the property
in the hands of the trustee or the bene-
ficiary under a gift instrument, both
during the term of the trust and after
the distribution of the trust corpus.
Adjustments to basis, as required by
section 113 (b), are to be made as re-
spects the period prior to the gift, and
the period after the gift. With respect
to the latter period, the adjustments to
the uniform basis are to be made In
accordance with paragraph (e) of
§ 39.113 (a) (5)-1.

(3) The time of the gift Is the time
when the gift Is consummated. Deliv-
ery, actual or constructvlv, Is requisite
to a gift. In determining the time of
the gift, the passing of title by the donor
is not decisive; the time when the donor
relinquishes substantial dominion over
the property is decisive.
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(c) Fair mar:et value. For the pur-
poses of this section, the value of prop-
erty as appraised for the purpose of the
Federal gift tax, or if the gift is not
subject to such tax, its value as ap-
praised for the purpose of a State gift
tax, shall be deemed to be the fair mar-
ket value of the property at the time of
the gift.

(d) Refnvestments by fiduczary. If
the property is an investment by the fi-
duciary under the terms of the gift (as,
for example, in the case of a sale by the
fiduciary of property transferred under
the terms of the gift. and the remvest-
ment of the proceeds) the cost or other
basis to the fiduciary is taken In lieu of
the basis specified In paragraph (b) of
this section.

(e) Records. To Insure a fair and
adequate determination of the proper
basis under section 113 (a) (2) per-
sons making or receiving gifts of prop-
erty should preserve and keep accessible
a record of the facts necessary to deter-
mine the cost of the property and, if
pertinent, Its fair market value as of
March 1, 1913.

§ 39.113 (a) (3) Statutcoj provisios;
adjusted basis for determining gain or
loss; basis (unadjusted) of property;
transfers in trust alter December 31,
1920.

S=c. 113. Adjusted bact for determning
gain or loix-(a) Bast (unadjusted) of
property. The baza of property shall be the
coat of such property; except that-* * *

(3) Transfer in trust after Deaemb r 31.
1920. If the property was acquired after

eceibner 31. 1920, by a tran.fer in tru--
(other than by a transfer In trust by a gift.
bequeat, or derse) the basis shall be the
stame as It would te in the hands of the
grantor, lnceeaed In the amount of gain or
decreased in the amount of lo-s reconIzLed.
to the grantor upon such transfer undor the
law applicable to the year In which the trans-
fer was made.
[Sec. 113 (a) (3) as amended by sec. 143 (b).
Rev. Act 1042]

§ 39.113 (a) (3)-1 Transfer %Z trust
after December 31, 1920-(a) Property
included. Section 113 (a) (3) applies
In general to all property acquired after
December 31, 1920, by transfer in trust.
It does not apply to property acquired
by bequest or devise, by an instrument
which, under section 113 (a) (5) is to
be treated as though It were a will, or
to property acquired as a gift by trans-
fer in trust made at any time after
December 31, 1920. With these excep-
tions, section 113 (a) (3) applies to all
property acquired after December 31,
1920. by any transfer in trust of what-
ever description. If the property was
acquired as a gift by transfer in trust, it
Is not within section 113 (a) (3) but is
within section 113 (a) (2) or section
113 (a) (4)

(b) Basis. The basis of property sc
acquired Is the same as it would be in
the hands of the grantor, increased n
the amount of gain or decreased in the
amount of-loss recog-nized to the grantoz
upon such transfer under the law appli-
cable to the year in which the transfer
was made. If the taxpayer acquired thE
property by a transfer In trust, this b35"

§ 39.113 (a) (3-1
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applies whether the property be in the
hands of the trustee, or the beneficiary,
and whether prior to the termination of
the trust and distribution of the prop-
erty or thereafter.

(c) Reinvestments by fiduczary. If
the property is an investment made by
the fiduciary (asi for example, in the
case of a sale by the fiduciary of prop-
erty transferred by the grantor, and the
reinvestment of the proceeds) the cost
or other basis to the fiduciary is taken
in lieu of the basis specified in para-
graph (b) of this section.

§ 39.113 (a) (4) Statutory proy-
stons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; gifts or transfers in trust before
January 1, 1921.

SEc. 13. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of prop-
erty. The basis of property shall be the cost
of such property; except that-* * 4

(4) Gift or transfer in trust before Janu-
ary 1, 1921. If the property was acquired
by gift or transfer in trust on or before De-
cember 31, 1920, the basis shall be the fair
market value of such property-at the time
* of such acquisition.

§ 39.113 (a) (4)-1 Gift or 1ransfer
tn trust before January 1, 1921-(a)
Property included. Section 113 -(a) (4)
applies to all property acquired before
January 1, 1921, by gift or transfer in
trust. It does not apply to property ac-
quired by a devise or bequest; or by an
Instrument which, under section 113 (a)
(5) Is to be treated as though it were
a will.

(b) Basis. The basis is the fair mar-
ket value of such property at the time
of the gift or at the time of the transfer
in trust. Such fair market value is to
be ascertained in the manner prescribed
in paragraph (c) of § 39.113 (a) (2)-1,
or by equivalent methods,

§ 39.113 (a) (5) Statutory provi-
szons; adjusted basis. for determiznng
gain or loss; basis (unadjusted) of
property; property-transmitted at deatlh.

SEC. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost of such property; except that-* * *

(5) Property transmitted at deatt. If the
property was acquired by bequest, devise,
or inheritance, or by the decedent's estate
from the decedent, the basis shall be the fair
market value of such property at the time
of such acquisition. In the case of property
transferred in trust to pay the income for
life to or upon the order or direction of the
grantor, with the right reserved to the
grantor at all times prior to his death to
revoke the trust, the basis of such property
in the hands of the persons entitled under
the terms of the trust instrument to the
property after the grantor's death shall, after
such death, be the same as if the trust instru-
ment had been a will executed on the day
of the grantor's death. For the purpose of
this paragraph property passing without full
and adequate consideration under a general'
power of appointment exercised by will shall
be deemed to be property passing from the
individual exercising such power by bequest
or devise. If the property was acquired by
bequest, devise, or inheritance, or by the
decedent's estate from the decedent, and if
the decedent died after August 26, 1937, and
If the property consists of stock or securities
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of a foreign corporation, which with respect
to its taxable year next preceding the date of
the decedent's death was, under the law ap-
plicable to such year, a foreign personal hold-
ing combany, then the basis shall be the fair
market; value of such property at the time
of such acquisition or the basis in the hands
of the decedent, whichever is lower. In the
case of an election made by the executor
under section 811 (J), the time of acquisition
of the-property shall, for the purpose of this
paragraph, be the applicable valuation date
of the property prescribed by such section in
determining the value of the gross estate.
For the purposes of this paragraph the sur-
viving spouse's one-halt share of community
property held by the decedent and the sur-
viving spouse under the community property
laws of any State, Territory or possession of

-the United States or any foreign country shall
be considered- to be property "acquired by
bqquest, devise, or inheritance" from the
decedent, if the death.of the decedent was
after December 31, 1947, and if at least one-
half of the whole of the community inter-
est in such property-was includible in de-
termining the, value of -the decedent's gross
estate' under section- 811. In the case of
property held by a decedent and his sur-
viving- spouse- under the community prop-
erty laws of any State, Territory, or pos-
session-of the United States or any foreign-
country, if the value of any part of the sur-
viving spouse's one-half share of such prop-
erty was-included in determining the value
of the gross estate of the decedent and a
tax under chapter 3 was payable upon the
transfer of the net estate of the decedent,
then for the purposes of this paragraph such
part of such one-half share of the strviving
spouse shall be- considered to be Rroperty
"acquired by bequest, devise, or inheritance"
from the decedent. it the death .of the.de-
cedent was after the date of the enactment
of the Revenue Act of 1912 and on or be-
fore December 31, 1947; but nothing in this
sentence shall reduce basis below that which
would exist if the Revenue Act of 1948 had.
not been enacted. For the purposes of- this
paragraph, the survivor's interest in a joint
and survivor's annuity shall be considered
to be property "acquired by bequest, devise,

.or inheritance" from the -decedent -if the
death of the decedent was after December
31. 1950, and. if the value of any part oe
such interest was required to be included in
determining the value of the decedent's gross
estate under section 811.

[Sec. 113 (a) (5) as amended by sec. 144 (a),
Rev. Act 1942; sec. 366, Rev. Act 1948; sec,
303 (b). Rev. Act 19511

§ 39.113 (a) (5)-1 Basis of property
acquired by bequest, devise, or inherz-
tance-W(a) Property included. Section
113 (a) (5) applies-

(1) To all property passing from a de-
cedent by Ins will or under the law
governing the descent and distribution
of property of decedents;

(2) To property passing under an in-
strument which, under section 1,13 (a)
(5) is treated as though it were a will,
but applies to such property only at the
times and to the extent prescribed in
section 113 (a) (5) and

(3) To (I) the surviving spouse's one-
half share of community property held
by the decedent and the surviving spouse
under the community property law of
any State, Territory, or possession of the
United States or any foreign country,
if the death of the decedent is after
]December 31, 1947, and if at least one-
half of the whole of the community in-
terest M such property is includible in

determining the value of the decedons ,

gross estate under section 811 (whether
or not a tax under chapter 3, relating
to the estate tax, is payable upon the
net estate of the decedent) and (ii) such
part of the surviving spouse's one-half
share of property held by the decedent
and surviving spouse as community
property as was included in computing
the value of the decedent's gross estate
if the death of the decedent was afte'
October 21, 1942, and before Ja,'uary 1,
1948, and if a tax under chapter 3, re-
lating to the estate tax, was payable upon
the net estate of the decedent. Section
113 (a) (5) shall not, however, be ap-
plied in cases described in subdivision
(ii) of this subparagraph so as to reduce
the basis of any property below that
which would exist without the applica-
tion of such section.

(b) Basis. Section 113 (a) (5) pro-
vides three rules for determining the
basis of property transmitted at death,
first, a rule governing property gener-
ally, second, a special rule governing
stock in a foreign personal holding com-
pany, and, third, a special rule applicable
to both the first and second rules In cer-
tain cases where for estate tax purposes
'the decedent's gross estate Is valued at
the optional valuation dates.

(1) General rule. Except as pro-
scribed in subparagraphs (2) and (3) Of
this paragraph, the basis of property
acquired from a decedent by will or
under the law governing the descent and
distribution of the property of decedents
is the fair market value at the time of
such acquisition. Since, under the law
governing wills and the distribution of
the property of decedents, all titles to
property acquired by bequest, devise, or
inheritance relate back to the death of
the decedent, even though the interest
of him who takes the title was, at the
date of death of the decedentlegal, equi-
table, vested, contingent, general, spe-

•cific, residual, conditional, executory, or
otherwise, the time of the acquisition of
such property Is the death of the dece-
dent. For example,' if distribution of
personal property left by a decedent is
not made until one year after his death,
the basis of such property in the hands
of the legatee is its fair market value at
the time when the decedent died, and not
when the legatee actually received the
property' or, if the bequest is of the resi-
due to trustees in trust, and the execu-
tors do not distribute the residue to such
trustees until five years after the death
of the decedent, the basis of each piece
of property left by the decedent and thus
received, in the hands of the trustees, is
its fair market value at the time when
the decedent dies; or, if the bequest is
to trustees in trust to pay to A during
his lifetime the income of the property
bequeathed, and after his death to dis-
tribute such property to the survivors of
a class, and upon A's death the property
is distributed to the taxpayer as the sole
survivor, the basis of such property, in
the hands of the taxpayer, is its fair
market value at the time when the dece-
dent died. The purpose of the Internal
Revenue Code, in prescribing a general
uniform basis rule for property acquired

§ 39.113 (a) (4)
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byzbequett, devise, or inheritance, is, on
the one hand, to tax the gain, in respect
of such property; to hum who realizes it
(without regard to the circumstance that
at the death of the decedent it may have
been quite uncertain whether the tax-
payer would take or-gam anything) and,
on the other hand, not to recognize as
gain any element of value solely from
the circumstance that the possession or
enjoyment of the taxpayer was post-
poned. .Such postponement may be, for
example, until the administration of the
decedent's estate is completed, until the
period of the possession or enjoyment of
another-has terminated, or until an un-
certain event has happened. It is the
increase or decrease in the value of prop-
erty reflected in a, sale or other disposi-
tion which section 113 (a) (5) recognizes
as the measure of gain or loss.

(2) Spectal rule with, respect to stock
zn a foregn. personal holding company.
In the case of decedents dying after
August 26, 1937, the basis of stock of a
foreign corporation acquired from the
decedent by will or under the law gov-
erning descent and distribution of prop-
erty of decedents, where such foreign
corporation -with respect to its taxable
year next preceding the date of the
decedent's death was a foreign personal
holdingcompany, isthe fair market value
of such stock-at the time of such acquisi-
tion, i. e., -the date of the decedent's
death, or the basis in the hands of the
decedent (with proper adjustments to
the-date of the decedents death) which-
ever is lower.

(3) Speczal rule where property valued
at optional valuation dates. Section 113
(a) (5) provides a special rule applicable
in determining the basis of property de-
scribed in subparagraphs (1) and (2) of
this paragraph where-

(i) Such property is includible in the
gross estate of a decedent.who died after
October 21, 1942, and

(ii) The" executor elects for estate tax
purposes under section-811 (j) to value
the decedent's gross estate at the optional
valuation dates prescribed in such sec-
tion.

In such cases, the time of acquisition of
such property for the purposes of sub-
paragraphs (1) and (2) of this para-
graph and-the remainder of this section
is considered to be the date at which
such property is valued for estate tax
purposes. Thus, in such cases, generally
the basis will not be the value at the
date of the decredent's death but (with
certain limitations) the value at the date
one year after his death or, in the case
of such property distributed by the exec-
utor (or'trustee, in certain cases) with-
in one year after the decedent's death,
the value as of the time of such distri-
bution. See § 81.11 of this chapter (Reg-
ulations 105)

(c) Fazr market value. For the pur-
poses of this section, the value of prop-
erty as of the date of the death of the
decedent as appraised for the purpose of
the Federal estate tax or the optional
value as appraised for such purpose,
whichever is applicable as provided in
subparagraph (3) of paragraph (b) of
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this section, or if the estate is not sub-
ject to such tax, its value appraised as
of the date of the death of the decedent
for the purpose of State inheritance or
transmission taxes, shall be deemed to
be Its fair market value at the time of
acquisition.

(d) Property acquired before March 1,
1913; retnvestments by fiduciary. (1) If
the decedent died before March 1, 1913,
the fair market value on that date is
taken in lieu of the fair market value on
the date of death, but only to the same
extent and for the same purposes as
the fair market value on March 1, 1913,
is taken under section 113 (a) (14)

(2) If the property is an investment
by the fiduciary under a will (as, for
example, in the case of a sale by a fldu-
ciary under a will of property trans-
mitted from the decedent, and the rein-
vestment of the proceeds) the cost or
other basis to the fiduciary is taken in
lieu of the fair market value at the time
when the decedent died.

(e) Adjustments to basis. (1) In the
hands of every person who acquires the
property of a decedent (or any estate or
interest therein) by bequest, or devise,
or inheritance, the basis of the property
is always the same,

(i) Whether such person be the execu-
tor or administrator, the heir, the lega-
tee, the devisee, the trustee of a trust
created by the will, or any beneficiary
of such trust, and whatever the nature
of any such person's interest or estate
may be;

(ii) Whether during or after adminis-
tration and settlement of the estate of
the decedent, during or after the term
of any trust under the will, or before or
after the distribution by the executor or
administrator, or the trustee.

(2) Adjustments to basis required by
section 113 (b) are made in accordance
with the same principles. Thus, the de-
ductions for depreciation and for deple-
tion allowed or allowable, under section
23 (1) and section 23 (m) to a legal life
tenant as if the life tenant were the ab-
solute owner of the property, constitute
an adjustment to the basis of the prop-
erty in the hands not only of the life ten-
ant, but also in the hands of the remain-
derman and every other person to whom
the same uniform basis Is applicable.
Similarly, the deductions allowed or al-
lowable under section 23 (1) and section
23 (m) both to the trustee and to the
trust beneficiaries, constitute an adjust-
ment to the basis of the property not only
in the hands of the trustee, but also in
the hands of the trust beneficiaries and
every other person to whom the uniform
basis is applicable. See, however, section
24 (a) Similarly, adjustments in re-
spect of capital expenditures or losses,
tax-free distributions, or other distribu-
tions applicable in reduction of basis, or
other items for which the basis is adjust-
able are made without regard to which
one of the persons to whom the same
uniform basis is applicable makes the
capital expenditures or sustains the cap-
ital losses, or to whom the tax-free or
other distributions are made, or to whom
the deductions are allowed or allowable.
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(3) The executor or other legal repre-
sentative of the decedent, the fiduciary
of a trust under a will, the life tenant
and every other person to whom a urn-
form basis under this section is appli-
cable, shall make and maintain records
showing In detail all deductions, distri-
butions, or other items for which adjust-
ment to basis is required to be made by
section 113 (b) and shall furnish to the
Commissioner information with respect
to such matters in such detail at such
time and In such manner as the Com-
missioner may require.

(f) Sales of remainder and other zn-
terests in property trarsmitted at
death. The following is an illustration
of the rule stated in paragraph (b) of
this -ection that, under section 113 (a)
(5), the measure of gain or loss result-
Ing from a sale or other disposition of
property transmitted at death is the in-
crease or decrease in the value of the
property as reflected in such sale or other
disposition: If land is left for life to A.
with remainder in fee to :3, and prior
to A!s death, B sells his remainder, the
increase or decrease in the value of the
land reflected, and realized by B, in the
proceeds from the sale of his-remainder
interest constitutes the gain recogized
upon the sale. (See section 111.) Such
gain (or as the case may be, the los)
Is computed by comparing the amount
of the proceeds received from the sale
with the amount of the part of the urn-
form basis assignable to such sale of B's
remainder interest The part of the
uniform basis assignable to such a sale
by B is the part of the uniform basis
(adjusted to the time of the sale) of the
land transmitted from the decedent
which bears the same proportion to such
uniform basis as B's remainder interest,
at the time of the sale, bears to thewhole
estate In the land transmitted from the
decedent.

(g) Joint and survor annuities. If,
with respect to an annuitant who dies
after December 31, 1950, the value of
any part of a survivor's interest in a
joint and survivor's annuity is required
to be included in the gross estate of the
deceased annuitant (whether or not such
estate exceeds $60.000 so as to require
the filing of an estate tax return under
section 937) the basis of such interest
to the survivor annuitant is considered
to be the value at the time of the dece-
dent's death. As to the taxability of
survivor annuity payments in accordance
with this rule, see § 39.22 (b) (2)-2.

§ 39.113 (a) (6) Statutory provisions;
adjusted basis for dcterminng gain or
loss; basis (unadjusted) of property;
tax-free exchanges generally.

Src. 113. Adju etd basfs for determfniing
gain or to--(a) BaIs (unadjucted) of
property. The bas s of property shaUl be the
co5t of such property: except that-* *

(6) Ta-x-free exchanges gencrally. I the
property was acquired, after February 23,
1913. upon an exchanz deccribed in sectian
112 (b) to (e), Inclu!ive, or section 112 (1).
the ba3ti (except as provided in paragrals
(15), (17). or (18) o this subzection) shell
bo the same as In the case of the property
exchanged. decreased In the amount of any
money received by the taxpayer and lncrcazas
in the amount of gain or decreazed in the

§ 39.113 (a) (6)
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amount of loss to the taxpayer that was rec-
ognized upon such exchange under the law
applicable to the year in which the exchange
was made. If the property so acquired con-
sisted in part of the type of property per-
mitted by section 112 (b) or section 112 (1)
to be received without the recpgnitibn of gain
or loss, and in part of other property, the
basis provided in this paragraph shall be
allocated between the properties (other than
money) received, and for the purpose of the
allocation there shall be assigned to such
other property an amount equivalent to Its
fair market value* at the date of the ex-
change. Where as part of the consideration
to the taxpayer another party to the ex-
change assumed a liability of the taxpayer
or acquired from the taxpayer property sub-
ject to a liability, such assumption or acqui-
sition (in the amount of the liability) shall,
for the purposes of this paragraph, be con-
sidered as money received by the taxpayer
upon the exchange. This paragraph shall
not apply to property acquired by a corpora-
tion by the issuance of its stock or securities
as the consideration in whole or in part for
the transfer of the property to it.

[Sec. 113 (a) (6) as amended by sec. 213 (d),
Rev. Act 1939; sec. 121 (c) (1), (2), Rev. Act
19431

§ 39.113 (a) (6)-1 Property acquired
upon a tax-free exchange. (a) In the
case of an exchange, after February 28,
1913, of property solely of the type de-
scribed in section 112 (b) or (1) if no
part of the gain or loss was recognized
under the law applicable to the year in
which the exchange was made, the basis
of the property acquired is the same as
the basis of the property transferred by
the taxpayer with proper adjustments to
the date of the exchange.

(b) (1) If, in an exchange, after Feb-
ruary 28, 1913, of properties of the type
indicated in section 112 (b) or (1) gain
to the taxpayer was recognized under
the provisions of section 112 (c) (d) or
(1) or a similar provision of a prior reve-
nue act, on account of the receipt. of
money in addition m the transaction, the
basis of the property acquired is the basis
of the property transferred (adjusted to
the date of the exchange) decreased by
the amount of money received and in-
creased by the amount of gain recognized
on the exchange.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A purchased a share of stock in
the X Corporation in 1935 for $100. Pursu-
ant to a plan of reorganization, A in 1952
exchanged his share for one share In the Y
Corporation, worth $90, and $30 in cash. A
realized a gain of $20 upon the exchange, all
of which is recognized under section 112 (c)
(1). The basis of the share of stock in the
Y Corporation is $90; that is, the basis of the
share in the X Corporation ($100) less the
amount of money received by A ($30) plus
the amount of gain recognized on the ex-
change ($20).

(c) (1) If, upon an exchange of
properties of the type described in sec-
tion 112 (b) or (1), there was received
by the taxpayer In addition other prop-
erty (not permitted to be received with-
out the recognition of gain) and money,
and gain from the transaction was rec-
ognized as required under section 112
(c) (d) or (I) or a similar provision
of a prior revenue act, the basis (ad-
justed to the date of the exchange) of

§ 39.113 (a) (6W1

the property transferred by the tax-
payer, decreased by the amount of money
received and increased by the amount of
gain recogmzed, must be apportioned to
and is the basis of the properties (other
than money) received on the exchange.
For the purpose of the allocation of such
basis to the properties received, there
must be assigned to such other property
an amount equivalent to its fair market
value at the date of the exchange.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A purchased a share of stock in
the X Corporation in 1933 for $100. Upon
a reorganization of the X Corporation in
1952, A received in place of his stock in the
X Corporation a share of stock in the Y Cor-
poration worth $60, a Treasury bond worth
$50, and n addition $20 in cash. A realized
a gain of $30 upon the exchange, all of which
is recognized under section 112 (c) (1). The
basis of the property received in exchange is
the basis of the old stock ($100) decreased
in the amount of money received ($20) and
increased in- the amount of gain that was
recognized ($30), which results in a basis
for the property received of $110. This basis
of $110 is apportioned between the Treasury
bond and the share of stock, the basis of the
Treasury bond being 'Its fair market value
at the date of the exchange, $50, and of the
share of stock, the remainder, $60.

(d) Section 112 (e) and similar pro-
visions of prior revenue acts provide
that no loss may be recogmzed on an ex-
change of properties of a type described
m section 112 (b) or (1) although the
taxpayer receives other property or
money Trom the transaction. However,
-the basis of the property or properties
received by the taxpayer (other than
money) is the basis (adjusted to the date
of the exchange), of the property trans-
ferred, decreased by the amount of
money received. This basis must be ap-
portioned to the properties received, and
for this purpose there must be allocated
to such other property (not permitted
to be exchanged tax free) an amount of
such basis equivalent to the fair market
value of such other property at the date
of the exchange.

(e) Section 113 (a) (6) does not apply
'in ascertaining the basis of property ac-
qired by a corporation by the issuance
of its stock or securities as the considera-
tion in whole or in part for the transfer
of the property to it. But see section
113 (a) (7) and (8)

§ 39.113 (a) (6)-2 Treatment of as-
sumption of liabilities. (a) For the pur-
poses of section 113 (a) (6) the amount
of any liabilities of the taxpayer as-
sumed by the other party to the ex-
change is to be treated as money
received by the taxpayer upon the ex-
change, whether or not the assumption
of liabilities resulted in a recognition of
gain or loss to the taxpayer under the
law applicable to the year In which the
exchange was made.

(b) The application of this section
may be illustrated by the following ex-
amples:

Example (1). A, an individual, owns
property having an adjusted basis of $100,-
000 and on which there is a purchase money
mortgage of $25,000. On September 1. 1952,

A organizes the X Corporation 'to which ho
transfers the property above described in
exchange for all the capital steel of the X
Corporation and the assumption of the $25,-
000 mortgage. The capital stock of the X
Corporation has a fair market value of
$150,000. Under section 112 (b) (5), no gain
is recognized. The basis of such stock in
A's hands Is $76,000, computed as follows:

Adjusted basis of property trans-
ferred ----------------------- $100, 000

Less: Amount of money received
(amount of liabilities assumed by
X Corporation) ----------------- 2 000

Basis of stock of the X Cor-
poration in A's hands - '-- 75, 000

Example (2). B, an individual, owns an
apartment house which has an adjusted
basis in his hands of $500,000, but which is
subject to a mortgage of $180,000. On Sep-
tember 1, 1952, he transfers such apartment
house to C, receiving in exchange therefor

50,00o in cash and another apartment
house with a fair market value on that date
of $600,000. The transfer to C is made sub-
ject to the $150,000 mortgage, but 0 does
not assume such mortgage. 13 realizes i
gain of $300,000 on, the exchange, computed
as follows:

Value of property received ....... 0000,000
Cash -----------------------... 50, 000
Liabilities subject to which old

property was transferred -------- 150, 000

Total consideration received. 800, 000
Less: Adjusted basis of property

transferred ------------------- 500, 000

Gain realized -------------- 800, 000

Since section 112 (k) does not apply to sec-
tion 112 (b) (1) or so much of section 112
(c) as relates to section 112 (b) (1), $200.000
of such $300,000 gain is recognized. The
basis of the apartment house acquired by B
upon the exchange Is $500,000, computed as
follows:

Adjusted basis of property trans-
ferred ------------------------ $500, 000

Less: Amount of money received:
Cash ------------- 85 00, 000
Amount of liabilities

subject to which
property was
transferred ---- 150, 000

- 200,000

Difference --------- 300, 000
Plus: Amount of gain recognized

upon the exchange ------------ 200,000
Basis of property acquired

upon the exchange -------- 0, 000

§ 39.113 (a) (7) Statutory provisions;
adjusted basis for determining gain or
loss; basis (unadjusted) of vropertyv
transfers to corporations.

SEC. 113. Adjusted basis for aetrmifntg
gain or loss--(a) Basis (unadjusted) of prop-
erty. The basis of property shall be the cost
of such property; except that- * *

(7) Transfers to corporation. If the prop.
erty was acquired-

(A) After December 31, 1017, and in a tax'
able year beginning before January 1, 1930,
by a corporation in connection with a reor-
ganization, and immediately after the trans-
fer an interest or control in such property
of 60 per centum or more remained in the
same persons or any of them, or

(B) In a taxable year beginning after De-
comber 31, 1935, by a corporation in connec-
tion with a reorganization,
then the basis shall be the same as it would
be In the hands of the transferor, increased
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in the amount of gain or decreased In the
amount of loss recognized to the transferor
upon such transfer under the law applicable
to the year in which the transfer was made.
This paragraph shall not apply If the property
acquired consists of stock or securities in a
corporation a party to the reorganization.
unless acquired by the issuance of stock or
securities of the transferee as the considera-
tion in whole or in part for the transfer.

§ 39.113 (a) (7)-1 Property acquired
by corporation in reorganization after
December 31, 1917 (a) Section 113 (a)
(7) sets forth the conditions under which
the basis of property acquired by a cor-
poration after December 31, 1917, in con-
nection with a reorganization as defined
in section 112 (g) or a corresponding
provision of a prior revenue act. is the
same as it would be in the hands of the
transferor, increased or decreased as
therein provided in the amount of gain
or loss recognized to the transferor under
the applicable revenue law. In the case
of property so acquired in a taxable year

Jbeginning before January 1, 1936, such
basis is applicable only if immediately
after the transfer there remained m the
same persons or any of them an interest
or control in such property of 50 percent
or more. In the case, however, of prop-
erty so acquired in a taxable year begin-
ning after December 31, 1935, section 113
(a) -(7) is applicable irrespective of the
extent of the interest-or amount of con-
trol in such property remaining, imme-
diately after the transfer, in the hands
of the same persons or any of them.

(b) The application of the provisions
of section 113 (a) (7) (A) may be illus-
trated by the following examples:

Example (1). In 1933 the X Corporation
caused the organization of the Y Corporation
and transferred to the Y Corporation, in ex-
change for all the capital stock of that cor-
poration, property which it had previously
purchased for $10,000. The basis of the
property in the hands of the Y Corporation
is $10,000.

Example (2). In 1933 the M Corporation
exchanged 10 percent of its voting stock for
all the property of the N Corporation which
had a basis of $10,000 in the hands of the
N Corporation. The basis of the property in
the hands of the hi Corporation is cost there-
of to it at the time of the transfer, that is,
the fair market value of the M stock ex-
changed for the property.

(c) Section 113 (a) (7) does not apply
if, irrespective of when acquired, the
property consists of stock or securities
in a corporation a party to a reorganiza-
tion as defined in section 112 (g) or a
corresponding provision of a prior rev-
enue act, unless such stock or securities
are acquired by the issuance of stock or
securities of the transferee as the con-
sideration m whole or m part for the
transfer. The application of the last
sentence of section 113 (a) (7) to a case
where such stock or securities are ac-
quired by the issuance of stock or secu-
rities of the transferee may be illustrated
as follows:

Example. The Y Corporation owns all of
the stock of the X Corporation, which stock
it acquired in 1952 by the issuance of all of
its own voting stock to the individual share-
holders of the X Corporation. The stock of
the X Corporation was acquired by the indi-
viduaIs in 1932 for $200,000 in cash. The
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stock of the Y Corporation had a fair market
value of $1,000.000 at the time it WS- ex-
changed in 1952 for the Stock of the X Cor-
poration. The fair market value of the stock.
of the X Corporation at the time of the ex-
change In 1952 was also $1.000.000. The basis
to the Y Corporation of the stock of the X
Corporation Is the basis which such stock
would have had In the hands of the indi-
viduals from which It was acquired by the
Y Corporation, that is, S-200.000.

§ 39.113 (a) (8) Statutory provisions.;
adjusted basis for deternntg gain or
loss; bas (unadjusted) of property;
property acquired by issuance of stock or
as paid-zn surplus.

Smc. 113. Adjusted basis for determining
gain or loss--(a) Basis (unadjustce) of
property. The basis of property shall be the
cost of such property; except that-* 0 0

(8) Property acquired by issuance of stocL:
or as paid-in surplus. If the property was
acquired after December 31. 1920. by a cor-
poration-

(A) By the Issuance of Its stock or cecurl-
ties in connection with a transaction de-
scribed In section 112 (b) (5) (including.
also, cases where part of the consideration
for the transfer of such property to the cor-
poration was property or money. In addition
to such stock or securities). or

(B) As paid-in surplus or as a contribu-
tion to capital,

then the basis shall be the same as It would
be in the hands of the transferor, increarsd
in the amount of gain or decreased in the
amount of loss recognized to the transferor
upon such transfer under the law applicable
to the year In which the transfer vas made.

§ 39.113 (a) (8)-1 Property acquired
by a corporation after December 31,
1920. (a) The acquisition of property
by a corporation after December 31, 191l,
by the issuance of Its stock or securities
may not fall within the provisions of sec-
tion 113 (a) (7) because of the fact that
the property was not acquired In connec-
tion with a reorganization. If. however.
the acquisition of such property occurred
after December 31, 1920, and falls within
the provisions of section 113 (a) (8), the
limitations therein imposed upon the
basis of such property are applicable.

(b) In respect of property acquired
by a corporation after December 31,
1920, from a shareholder as paid-in sur-
plus, or from any person as a contrlbu-
tion to capital, the basis of the property
in the hands of the corporation is the
basis which the property would have had
in the hands of the transferor if the
transfer had not been made. In the case
of property acquired by a corporation
after December 31. 1920, as a gift. the
basis thereof shall be determined under
section 113 (a) (2).

§ 39.113 (a) (9) Statutory provisions;
adjusted basis for determining gain or
loss; basis (unadjusted) of property;
involuntary conversions.

SEc. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost of such property; except that-* *

(9) Involuntary conversion. If the prop-
erty was acquired, after February 28. 1913.
as the result of a compulsory or involuntary
conversion, described In section 112 (f) (1)
or (2). the basis shall be the a na In the
case of the property so converted, decreased
in the. amount of any money received by the
taxpayer which was not expended In cc-
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cordance with the provislons of law (appli-
cable to the year In which such conversion
was made) determining the taxable status
of the gain or loc upon such conversion, and
increazed in the amount of gain or de-
creased In the amount of lozs to the ta=-
payer recognized upon such conversion un-
der the law applicable to the year in which
such conversion was made. This paragraph
shall not apply in respect of property ac-
quired as a result of a compulsory or in-
voluntary conversion of property used by
the taxpayer as his principal residenca if
the destruction, theft, seizure, requisition, or
condemnation of such residence, or the sale
or exchange of such residence under threat
or Imminence thereof, occurred after Decern-
her 31, 190. In the case of property pur-
chased by the taxpayer which resulted, un-
der the provisiona of section 112 (f) (3). in
the nonrecogniton of any part of the gain
realized as the result of a compulsory or in-
voluntar conversion, the basis shall be the
cost of such property decreased in the
amount of the gain not so recognized; and
if tha property purchased consists of more
than one piece of proporty, the basis deter-
mined under this sentence shall b allocated
to the purcha:Cd propertie3 In proportion to
their respective costs.

[Sec. 113 (a) (9) ea amended by sec. 2. Pub.
Law 251 (82d Cong.); cec. 318 (b) (2), Rev.
Act 19511

§ 39.113 (a) (9)-1 Property acquired
as a result of an involuntary conver-
sfon. (a) The provisions of the first sen-
tence of section 113 (a) (9) may be illus-
trated by the following example:

Example. A veal purchased by A in 1935
for 610.000 is destroyed In 1950 and A re-
celve3 insurance in the amount of $20.0,03.
Dlsregarding, for the purpose of this exam-
ple. the adjustment for depreciation, If A
Invests 0150,000 in a new vessel, taxable gain
to the extent of $W9.009 would b recognized.
The basls of the new vesel is $100,000; that
10. the cost of the old vessel ($100,0(0) minus
the money received by the taxpayer which
was not expended In the acquisition of the
now vesel ($50,000) plus the amount of gain
reco nIzed upon the conversion ($50,003).
If any amount In excess of the proceeds of
the conversion Is expanded in the acquisi-
tion of the new property, such amount may
be added to the basis otherise determined.

(b) The provisions of the last sentence
of section 113 (a) (9) may be illustrated
by the following example:

Example. A taxpayer realizes $22,000 from
the Involuntary conversion of hs bam in
1952; the adjusted basis of the barn to him
was $10,000, and he spent in the same year
$20,000 for a new" barn which resulted In the
nonrecagultion of 610,000 of the $12,000 gain
on the conversion. The unadjusted basis of
the new barn to the taxpayer would ba
$1O.OO--the cost of the new barn ($20,000)
less the amount of the gain not recognized
on the conversion (610,000). The unadjusted
basis of the new barn would not be a substi-
tuted basis In the hands of the taxpayer
withl the meaning of section 113 (b) (2)
(B). If the replacement of the-converted
barn had been made by the purchase of two
maller barns which, together, were similar or
related in cervice or use to the converted barn
and which cost $8,000 and $12,000. respec-
tively, then the basis of the two barns would
be 04.000 and $6,000, respectively, the cost of
each barn (8,000 and $12,000) less in each
case the proportion of the gain not recog-
nIzed on the conversion ($10,000) that the
cost of each born bears to the cost of both

/ 8,000 .12.000)
210300 20[00-/
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§ 39.113 (a) (10) Statutory prom-
szons; adjusted basis for determining
gain or loss; basis (unadjusted) of
property; wash sales of stock.

Scm. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be
the cost of such property; except that-* * *

(10) Wash sales of stock. If the property
consists of stock or securities the acquisi-
tion of which (or the contract or option to
acquire which) resulted in the nondeducti-
bility (under section 118 of this chapter or
corresponding provisions of prior income tax
laws, relating to wash sales) of the loss from
the sale or other disposition of substan-
tially identical stock or securities, then the
basis shall be the basis of the stock or securi-
ties so sold or disposed of, increased or de-
creased, as the case may be, by the differ-
ence, if any, between the price at which the
property was accuired and the price at which
such substantially identical stock or securi-
ties were sold or otherwise disposed of.

§ 39.113 (a) (10)-i Stocks or securi-
ties acquired rn "wash sales." The ap-
plication of section 113 (a) (10) may
be illustrated by the following examples:

Example (1). A purchased a share of com-
mon stock of the X Corporation for $100
in 1935, which he sold January 15, 1952, for
$80. On February 1, 1952, he purchased a
share of common stock of the same cor-
poration for $90. No loss from the sale is
recognized under section 118. The basis of
the new share is $110; that-is, the basis of
the old share ($100) increased by $10, the
excess of the price at which the new share
was acquired ($90) over the price at which
the old share was sold ($80).

Example (2). A purchased a share of
common stock of the Y Corporation for $100
in 1935, which he sold January 15, 1952, for
$80. On February 1, 1952, he purchased a
share of common stock of the same cor-
poration for $70. No loss from the sale is
recognized under section 118. The basis of
the new share is $90; that is, the basis of
the old share ($100) decreased by $10, the
excess of the price at which the old share
was sold ($80) over the price at which the
new share was acquired ($70).

§ 39.113 (a) (11) Statutory provi-
stons; adjusted basis for determining gain
or loss; basis (unadjusted) of property;
property acquired during affiliation.

S. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost of such property; except that-* * *

(II) Property acquired during affiliation.
In the case of property accuired by a cor-
poration, during a period of affiliation, from
a corporation with which It was affiliated, the
basis of such property, after such period of
affiliation, shall be determined, in accordance
with regulations prescribed by the Commis-
sioner with the approval of the Secretary,
without regard to inter-company transac-
tions in respect of which gain or loss was not
recognized. For the purposes of this para-
graph, the term "period of affiliation" means
the period during which such corporations
were affiliated (determined in accordance with
the law applicable thereto) but does not in-
clude any taxable year beginning on or after
January 1, 1922, unless a consolidated return
was made, nor any taxable year after the
taxable year 1928. The basis in case of prop-
erty acquired by a corporation during any
period, In the taxable year 1929 or any sub-
sequent taxable year, in respect of which a
consolidated return is made by such corpora-
tion under section 141 of this chapter or the
Revenue Act of 1928, 45 Stat. 831, or the Rove-
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nue Act of 1932, 47 Stat. 213, or the Revenue
Act of 1934, 48 Stat. 720, or the Revenue Act
of 1936, 49 Stat. 1698, or the Revenue Act of
1938, 52 Stat. 508, shall be determined in
accordance with regulations prescribed un-
der section 141 (b) of this chapter or the
Revenue Act of 1928 or the Revenue Act
of 1932 or the Revenue Act of 1934 or the
Revenue Act of 1936 or the Revenue Act
of 1938. The basis in the case of property
held by a corporation during any period,
in the taxable year 1929 or any subse-
quent taxable year, in respect of which a
consolidated return is made by such corpora-
tion under section 141 of this chapter or the
Revenue Act of 1928 or the Revenue Act of
1932 or the Revenue Act of 1934 or the Reve-
nue Act of 1936 or the Revenue Act of 1938,
shall be adjusted in respect of any items re-
lating to such 'period, in accordance with
regulations prescribed under section 141 (b)
of this chapter or the Revenue Act of 1928
or the Revenue Act of 1932 or the Revenue
Act of 1934 or the Revenue Act of 1936 or the
Revenue Act of 1938, applicable to such
period.

[See. 113 (a) (11) as amended by sec. 2.
Pub, Law 18 (77th Cong.) I

§ 39.113 (a) (11)-1 Basis of property,
acquired during affiliation. (a) (1) The
basis of property acquired by a corpora-
tion during a ,period of affiliation from
a corporation with which it was affiliated
shall be the same as it would be in the
hands of the corporation from which
acquired. This rule is applicable if the
basie-of the property is material in deter-
mimng tax liability for any year, wheth-
er a separate return or a consolidated
return is -made in respect of such year.
For the purpose of this section, the term
"period of affiliation!' means the period
during which such corporations were
affiliated (determined in accordance with
the-law applicable thereto), but does not
include any taxable year beginning on or
after January 1, 1922, unless a consoli-
dated return was made, nor any taxable
year after the taxable year 1928.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. The X Corporation, the Y Cor-
poration, and the .Z Corporation were affil-
iated for the taxable year 1920. During that
year the X Corporation transferred assets to
the Y Corporation for $120,000 cash, and the
Y Corporation in turn transferred the assets
during the same year to the Z Corporation
for $130,000 cash. The assets were acquired
by the X Corporation in 1916 at'a cost of
$100,000. The basis of the assets in the hands
of the Z Corporation is $100,000.

(b) The loasis of property acquired by
a corporation during any period, in the
taxable year 1929 or any subsequent tax-
able year, in respect of which a consoli-
dated return was made or was required
under the regulations governing the mak-
ing of consolidated returns, shall be
determined in accordance with such reg-
ulations. The basis in the case of prop-
erty held by a corporation during any
period, in the taxable year 1929 or any
subsequent taxable year, in respect of
which a consolidated return is made or
Is required under the regulations govern-
ing the making of consolidated returns,
shall be adjusted in respect of any items
relating to such period in accordance
with such regulations.

(c) Except as otherwise provided in
Regulations 129 (Part 24 of this Chap-
ter) the basis of property after a con-
solidated return period shall be the same
as immediately prior to the close of such
period.

§ 39.113 (a) (12) Statutory provi.
szons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; basis established by Revenue Act
of 1932.

Sm. 113. Adjusted basis for determinitg
gain or loss-(a) Basis (unadjustea) of
property. The basis of property shall be the'
cost of euch property; except that-* * A

(12) Basis established by Revelud Act of
1932. If the property was acquired, aftok
February 28, 1913, in any taxable year begin-
ning prior to January 1, 1034, and the basis
thereof, for the purposes of the Revenue Act
of 1932, 47 Stat. 199, was prescribed by cec-
tion 113 (a) (6), (7), or (9) of such Act, then
for the purposes of this chapter the basis
shall be the same as the basis therein pro-
scribed in the Revenue Act of 1032,

§ 39.113 (a) (12)-l Basis of property
established by Revenue Act of 1932, (a)
Section 113 (a) (12) provides that It the
property was,acquired, after February
28, 1913, in any taxable year beginning
before January 1, 1934, and the basis of
the property, for the purposes of the Rev-
enue Act of 1932, was prescribed by sec-
tion 113 (a) (6) (7), or (9) of that at,
then for the purposes of the Internal
Revenue Code the basis shall be the same
as the basis prescribed In the Revenue
Act of 1932.

(b) If, after December 31, 1023, and
in any taxable year beginning before
January 1, 1934, in pursuance of a plan
of reorganization and without the sur-
render of his stock, there was distributed
to a shareholder in a corporation a party
to the reorganization stock or securities
of a corporation a. party to the reorgarl.
ization, then as Is provided In section
113 (a) (9) of the Revenue Act of 1932,
the basis of the stock In respect of which
the distribution was made must be ap-
portioned between such stock and the
stock or securities so distributed to the
shareholder. The basis of the old shares
and the new shares or securities shall be
determned in accordance with the f01-
lowing rules:

(1) If the stock distributed In reorgan-
ization consists solely of stock In the dis-
tributing corporation and Is all of sub-
stantially the same character and pref-
erence as the stock In respect of which
the distribution is made, the basis of
eich share will be the quotient of the
cost or other basis of the old shares of
stock divided by the total number of the
old and the new shares.

(2) If the stock distributed In reor-
ganization Is in whole or in part stock In
a corporation a party to the reorganiza-
tion other than the distributing corpora-
tion, or where the stock distributed In
reorganization is In whole or in part
stock of a character or preference mate-
rially different from the stock In respect
of which the distribution is made, or If
the distribution consists wholly or partly
of securities other than stock, the cost or
other basis of the stock In respect of

'which the distribution Is made shall be
apportioned between such stock and the

§ 39.113 (a) (10)
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stock,or securities distributed in pronor-
tioh, as-nearly as may be, to the respec-
five values of each class of stock or secu-
.rity, old and new, at the time of such dis-
tribution, and-the basis of each share of
stock or unit of security will be the quo-
tient of the cost or other basis of the
class of stock or security to winch such
share or unit belongs, divided by the
number of shares or units in the class.
Within the meaning of the foregoing
provisions, securities are different m
class from stocks, and stocks or securities
-in one corporation are different in class
from stocks or securities in another cor-
poration. In general, any material dif-
ference in character or preference or
terms sufficient to distinguish one stock
or-security from another stock or secu-
rity so that different values may properly
-be assigned thereto, will constitute a
difference in class.

(3) If the stock in respect of winch a
distribution in reorganization is made
was purchased at different times or at
different prices, and the identity of the
lots cannotbe determined, any sale of the
original stock will be charged to the ear-
liest purchases of such stock (see § 39.22
(a)-U) and any sale of the stock or se-
-curities-distributed rn-reorganization will
-be presumed to have been made from the
stock or securities distributed in respect
of the earliest purchased stock.

(4) If the stock in Tespect of winch a
-distribution in reorganization is made
was purchased at different times or at

-different prices, and the stock or securi-
ties distributed in reorganization cannot
.be identified, as having been distributed
in respect of any particular lot of such
stock, then any sale of the stock or secu-
.rities distributed in reorganization will
,be presumed to have been made from the
stock or securities distributed m respect
of the earliest purchased stock.

(c) If without the surrender of his
stock there is acquired by a shareholder
m a corporation a party to a reorgam-
zation, as a distribution in pursuance of
the-plan of reorganization, stock or secu-
aities in a corporation a party to the re-
organization, such acquisition of new

•shares or securities by the shareholder
will be treated as a dividend to the extent
described in § 39.112 (g)-5.

§ 39.113 (a) (13) Statutory provisions;
adjusted basis for determining gain or
loss; basis (unadjusted) of property;
property acquired by or from partner-
ships.

Sec. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of prop-
erty. The basis of property shall be the cost
-of such property; except that-* * *

(13) Partnerships. If the property was ac-
quired, after February 28, 1913, by a part-
nership and the basis is not otherwise de-
termined under any other paragraph of this
subsection, then the basis shall be the same
as it would be in the hands of the transferor,
increased m the amount of gain or decreased
in the amount of loss recognized to the trans-
feror upon such transfer under the law
applicable to the year in which the transfer
was made. If the property was distributed
in kind by a partnership to any partner, the
basis of such property in the hands of the
partner shall be such part of the basis in his
hands of his partnership interest as is prop-
erly allocable to such property.
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§ 39.113 (a) (13)-i Property contrib-
uted in kind by a partner to a partner-
ship. The basis of property contributed
in kind by a partner to partnership capi-
tal after February 28, 1913, is the cost or
other basis thereof to the contributing
partner. Annual allowances to the part-
nership for depletion and depreciation
are to be computed on such basis. If
such basis is greater than the fair mar-
ket value of the property at the date of
the transfer to the partnership, the an-
nual depletion or depreciation allowances
shall be allocated to and included in the
determination of the distributive shares
of the partners in accordance with their
agreement in respect of the sharing of
gains or losses affecting partnership cap-
ital. If the basis of such contributed
property is less than the fair market
value thereof at the date of transfer to
the partnership, the annual allowances
for depletion and depreciation are to be
limited to such basis and may be appor-
tioned among the partners according to
their agreement with respect to the shar-
-ing of gains or losses affecting partner-
ship capital. On the sale or other dis-
position of such contributed property by
the partnership the gain or loss, deter-
mined on such transferred basis, ad-
justed as required by section 113 (b),
shall be prorated in determining the dis-
tributive shares of the partners accord-
ing to -their gain or loss ratios on the
disposition of a partnership asset under
the partnership agreement. For rules
as to allocation of partnership income
in the case of family partnerships, see
section 191 and the regulations there-
under.

§ 39.113 (a) (13)-2 .Readjustment of
partnershtp interests. (a) When a
partner retires from a partnership, or
the partnership is dissolved, the partner
realizes a gain or loss measured by the
difference between the price received for
his interest and the sum of the adjusted
cost or other basis to him of his interest
in the partnership plus the amount of
his share in any undistributed partner-
ship net income earned since he became
a partner on which the income tax has
been paid. However, if such interest in
the partnership was acquired before
March 1, 1913. both the cost or other
basis as hereinbefore provided and the
value of such interest as of such date,
plus the amount of his share in any un-
distributed partnership net income
earned since February 28, 1913, on which
the income tax has been paid, shall be
ascertained, and the gain derived or the
loss sustained shall be computed as pro-
vided in § 39.111-1. See also section 117.
If the.partnership distributes Its assets
in kind and not in cash, the partner
realizes no gain or loss until he disposes
of the property received In liquidation.
The basis of such property in the hands
of the partner shall be such part of the
basis in his hands of his partnership in-
terest as is properly allocable to such
property.

(b) If a new partner Is admitted to the
partnership, or an existing partnership
is reorganized, the facts as to such
change or reorganization should be fully
set forth in the next return of income,
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in order that the Commissoner may de-
termine whether any gain has been
realized or loss sustained by any partner.

(c) For rules as to allocation of part-
nership income in the case of family
partnerships, see section 191 and the reg-
ulations thereunder.

§ 39.113 (a) (14) Statutory prorz-
sons; adjusted basis, for deter-minng
gain or loss; basis (unadjusted) of prop-
erty; property acquired before March 1,
1913.

8r. 113. AdJusted basis for determinmg
gafn or tos-(a) Basis (unadjusted) of
propcrty. The basis of property shall be the
cost of such Property; except that-* *

(14) Property acquired before March. 1,
1913. In the case of property acquired be-
fore March 1. 1913, if the basis otherwise
determined under this subsection. adjusted
(for the period prior to March 1, 1913) as
provided in subcection (h), is lesm than the
fair market value of the property as of March
1. 1913, then the basis for determining gain
shall be such fair market value. In deter-
mining the fair market value of stock in a
corporation as of March 1, 1913. due regard
rhall be given to the fair mark t value of
the "_ets of the corporation as of that date.

§ 39.113 (a) (14)-1 Property acquired
before March, 1,1913. (a) The basi as
of March 1, 1913, for determining gamin.
the case of property acquired before that
date, Is the basis otherwise provided for
such property under section 113 (a)
adjusted for the period before March 1,
1913, or the fair market value of the
property as of March 1. 1913, whichever
is higher.

(b) The basis as of March 1. 1913, for
ditermining loss in the case of property
acquired before that date is the cost or
other basis provided for such property
under section 113 (a) adjusted as re-
quired by section 113 (b) but without
reference to the fair market value of the
property as of March 1, 1913. However.
se sections 117 (k) (1) and 117 (W) (2)
with respect to the determination of loss
upon timber or coal which under the
provisions of those sections is considered
to be sold or exchanged.

(C) The application of section 113
(a) (14) may be illustrated by the fol-
lowing example:

Example. A. who make his returns on the
calendar year basis. purchased on March 1.
1903, property having a useful life o 50
yeara for iI000,c09. Assuming. for the pur-
pOAs of this example, that there are no zddl-
tions and better ments to be taken into ac-
count, the depreciation sustaincd on the
property before March 1, 1913. was $10,G09,
so that the original cost adjusted as of
March 1. 1913, for depreciation suztainsd
prior to that date was $30.00. As of that
date the property had a fair market value
of C24.000. vlth a remaining life of 45 years.
(1) For the purpoce of determining gain
from the sale or other disposition of the
property on March 1, 1952. the basis of the
property is the fair market value of $94,003

s of arch 1. 1913. adjusted for dearecia-
tion for the period subsequent to February
28,1913, computed on such fair market value.
If It be asnumed that the amount of depre-
elation deductions allowed (not less than
the amount allowable) after February 23.
1913. to March, 1952, is in the aggregate sum
of 831,467. the adjusted basis for determining
gain in 1952 Is $12,533 (694.000 l_s e81,467).
(U) For the purpose of determining a loss
from the sale or other disposition o su h

§ 39.113 (a) (141-1
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property in 1952, the basis of the property is
the cost of the property, without reference
to the fair market value as of March 1, 1913,
adjusted for depreciation before March 1,
1913, and after February 28, 1913. The
amount of depreciation sustained before
March 1, 1913, in this example is $10,000, and
if the amount of depreciation to be accounted
for after February 28, 1913, is assumed' to be
$81,467, the aggregate amount of deprecia-
tion for which adjustment of such cost must
be made is $91,467. The adjusted basis for
determining the loss in 1952, is $8,533 ($100,-
000 less $91,467).

(d) What the fair market value of
property was on March 1, 1913, is a ques-
tion of fact to be established by compe-
tent evidence. In determining the fair
market value of stock in a corporation,
due regard shall be given to the fair
market value of the corporate assets on
such date. In the case of property traded
in on public exchanges, actual sales at
or about the basic date afford evidence
of value. In general, the fair-market
value of a block or aggregate of a par-
ticular kind of property is not to be de-
termined by a forced sale price or by an
estimate of what a whole block or aggre-
gate would bring if placed upon the mar-
ket at one and the same time, but such
value should be determined by ascer-
tainig as the basis the fair market value
of each unit of the property. All rele-
vant facts and elements of value as of
the basic date should be considered in
every case.

§ 39.113 (a) (15) Statutory provz-
sions; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; property received by a corporation
on complete liquidation of another

S~c. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost of such property; except that-* * *

(15) Property received by a corporation on
complete liquidation of another, If the
property was received by a corporation upon
a distribution in complete liquidation of an-
other corporation within the meaning of sec-
tion 112 (b) (6), then the basis shall be the
same as it would be in the hands of the
transferor. The basis of property with re-
spect to which election has been made in
pursuance of the last sentence of section 113
(a) (15) of the Revenue Act of 1936, as
amended, shall: in the hands of the corpora-
tion making such election, be the basis pre-
scribed in the Revenue Act of 1934, as
amended.

§ 39.113 (a) (15)-1 Basis of property
received by a corporation in complete
liquidation of another corporation. (a)
Except as otherwise provided in this sec-
tion, the basis of property received in
complete liquidation, without the recog-
nition of gain or loss as provided in sec-
tion 112 (b) (6) shall be the same as the
basis of the property in the hands of the
liquidating corporation with proper ad-
justments as provided in section 113. See
section 113 (b)

(b) In the case of property received
In liquidation after December 31, 1935,
and before June 23, 1936, in a taxable
year of the recipient corporation begin-
ning after December 31,. 1935, the basis
of such property in the hands of the
recipient corporation shall be the basis
prescribed by section 113 (a) (6) of the
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Revenue Act of 1934, as amended by the
Revenue Act of 1935, if-

(l) Such property was received in a
liquidation which was completed before
June 23, 1936;

(2) Such liquidation constituted a
complete liquidation within the meaning
of section 112 (b) (6) of the Revenue
Act of 1934, as added by the Revenue
,Act of 1935;

(3) No gain or loss would have been
recognized under section 112 (b) (6) of
the Revenue Act of 1934, as amended,
upon the receipt of such property- and

(4) The recipient corporation (within
180 days after the enactment of the Rev-
enue Act of 1938) under § 3.113 (a)
(15)-1 ofRegulations 94 (26 CFR, 1938
ed.) elected to have such basis apply to
such property.
If such an election was made, the basis
of such property received in liquidation
shall be the cost or other basis (adjusted
as provided in section 113) of the stock
of the liquidating corporation surren-
dered in exchange for the property, de-
creased in the amount of money received
and increased in the amount of gain or
decreased in the amount of loss to the
recipient corporation that was recognized
upon the liquidation under the Revenue
Act of 1936. If such property consists
of more than one class of property the
basis shall be allocated among the sev-
eral properties (other than money) re-
ceived, in the proportion that the fair
market value of each such property as
of the date of distribution bears to the
fair market value of all such properties
on that date.

§ 39.113 (a) (16) Statutory Provz-
szons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; basis established by Revenue Act
,of 1934.

Szc. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost of puch property; except that-* * *

(16) Basis established by Revenue Act of
1934. If the property was acquired, after
February 28, 1913, in any taxable year begin-
ning prior to January 1, 1936, and the basis
thereof, for the purposes of the Revenue Act
of 1934 was prescribed by section 113 (a) (6),
(7), or (8) of such Act, then for the pur-
poses of this chapter the basis shall be the
same as the basis therein prescribed in the
Revenue Act of 1934.

§ 39.113 (a) (16)-1 Basis of property
established* by Revenue Act of 1934.
Section 113 (a) (16) provides' that if
property was acquired after February
28, 1913, in any taxable year beginning
before January 1, 1936, and the basis of
the property for the purposes of the Rev-
enue Act of 1934 was prescribed by.sec-
tion 113 (a) (6) (7) or (8) of that act,
then for the purposes of the Internal
Revenue Codethe basis shall be the same
as the basis therein prescribed under
the Revenue Act of 1934. For example,
if after December 31, 1920, and in any
taxable year beginning before January
1, 1936, property was acquired by a cor-
poration by the issuance of its stock or
securities'in connection with a transac-
tion which is not described in section
112 (b) (5) of the Code but which is de-

scribed In section 112 (b) (5) of tho
Revenue Act of 1934, the basis of the
property so acquired shall be the same
as it would be In the hands of the trans-
feror, with proper adjustments to the
date of the exchange.

§ 39.113 (a) (17)-(18) Statutory pro-
visions; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; cross reference; property received
in certain corporate liquidations.

SEc. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of prop-
drty. The basis of property shall be the cost
of such property; except that-* * *

(17) Property acquired in connection with
exchanges and distributions In obedietce to
certain orders of the Securities and 9xchanga
Commission. If the property was acquired
In a taxable year beginning before January
1, 1942, in any manner described In section
372 prior to its amendment by the Revonue
Act of 1942, the basis shall be that prescribed
in such section (prior to its amendment by
such Act) with respect to such property. It
the property was acquired in a taxable year
beginning after December 31, 1941, in any
manner described in section 372 (other than
subsection (a) (2)) after Its amendment by
such Act, the basis shall be that prescribed
in such section (after its amendment by such
Act) with respect to such-property.
[Sec. 113 (a) (7) as amended by se. 171
(h), Rev. Act 1942]

(18) Property received in certain corporate
liquidations. If the property was acquired
by a shareholder In the liquidation of a cor-
poration in cancellation or redemption of
stock with respect to which gain was realized,
but with respect to which, as the result of
an election made by him under paragraph (7)
of section 112 (b) of this Chapter (whether
before or after its amendment by any rove-
nue act) or of the Revenue Act of 1038, 52
Stat:487, the extent to which gain was recog-
nized was determined under such paragraph,
then the basis shall be the same as the
basis of such'stock cancelled or redeemed in
the liquidatibn, decreased In the amount of
any money received by him, and Increased in
the amount of gain recognized to him.
[Sec. 113 (a) (18) as amended Ly sOc, 120
(b), Rev. Act 1943; see, 200 (b), Rev. Act
1950; sec. 316 (b), Rev. Act 1951]

§ 39.113 (a) (18)-1 Basis of property
received in certain corporate liquida-
tions-(a) Property included. Section
113 (a) (18) applies only to property
(other than money) acquired-

(1) By a qualified electing share-
holder*

(2) Upon a distribution in complete
liquidation of a domestic corporation

(I) Pursuant to a plan of liquidation
adopted after May 28, 1938, In accord-
ance with which the distribution is in
complete cancellation or redemption of
all the stock and the transfer of all the
property in the liquidation, occurs within
the month of December, 1938, or

(ii) Pursuant to a plan of liquidation
adopted after February 25, 1944, in ac-
cordance with which the distribution is
in complete cancellation or redemption
of all the stock and the transfer of all
the property in the liquidation occurs
within some one calendar month of the
calendar year 1944; or

(iiI) Pursuant to a plan of liquidation
adopted after December 31, 1950, in ac-
cordance with which the distribution Is
in complete cancellation or redemption

§ 39.113 (a) (15)
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of all the stock and the transfer of all
the property in the liquidatibn occurs
within some one calendar month of the
calendar year 1951 or 1952; and

(3) In cancellation or redemption of
only those shares of stock which were
owned by such qualified electing share-
holder at the time of the adoption of the
plan of liquidation and on which he real-
izes gain.
It applies to all the property, except
money, so acquired, though such prop-
erty may consist in whole or in part of

- stock or securities acquired by the liqui-
dating corporation after April 9, 1938, if
subdivision (M of this subparagraph is
applicable, or after December 10, 1943, if
subdivision (ii) of this subparagraph is
applicable, or after August 15, 1950, if
subdivision (iii) of this subparagraph is
applicable.

(b) Basis. (1) The basis of property
so acquired is the same as the basis of
the shares of stock, in cancellation or
redemption of which such property was
received, with proper adjustments to the
date of acquisition decreased in the
amount of such shares' ratable share of
any money received in cancellation or
redemption of shares of the same class,
and increased in the amount of gain
recognized under the provisions of sec-
tion 112 (b) (7) of the Revenue Act of
1938, or section 112 (b) (7) of the In-
ternal Revenue Code, as the case may be.
If such property consists of more than
one class of property, the basis shall be

-allocated among the several properties
(other than money) acquired m the pro-
portion that the fair market value of
each such property as of.the date of ac-
quisition bears to the fair market value
of all such properties on that date.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. The X Corporation distributed
all its property in complete liquidation dur-
ing the month of October, 1952, pursuant to
the provisions of section 112 (b) (7) of the
Internal Revenue Code. A, an Individual and
a qualified electing shareholder, received. In
cancellation or redemption of 100 shares of
stock owned by him at the time of the adop-
tion of the plan of liquidation, $1,000 in cash,
property (other than stock or securities ac-
quired by the corporation after August 15,
1950) -with a fair market value of $12.000, and
stock acquired by the liquidating corporation
after August 15, 1950, with a fair market
value of $4,000. The basis of the shares
owned by A was $100 per share, or $10,000.
A's ratable share of the earnings and profits
of the X Corporation accumulated after Feb-
ruary 28, 1913 (computed as provided in sec-
tion 112 (b) (7) of the Internal Revenue
Code), was $2,500. His gain Is $7,000, but
under section 112 (b) (7) of the Internal
Revenue Code only $5,000 of this gain is
recognized, $2,500 thereof being taxed as a
dividend. The basis of all the property other
than money received by A is $14,000, com-
puted as follows:
Adjusted basis of stock cancelled or

redeemed --.......-------------- $ 10, 000
Less money received --------------- , 000

Remainder ---------------------- 9, 000
Plus gain recognied .......-- -------- 5,000

Basis of property acquired-------- 14, 000

FEDERAL REGISTER

The basis will be apportioned among the
classes of property (other than money) re-
ceived as follows: 12,000/16.000 of 814,000, or
$10,500, to the property other than stock;
4,000/16,000 of $14,0D0, or $33,500, to the stock,

§ 39.113 (a) (19) Statutory provf-
stns; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; stock dividends and stock rights.

Src. 113. Adjusted bass for determining
gain or ioss-(a) Basis (unadjusted) o/
property. The basis of property shall be the
cost of such property; except thmt-

(19) (A) If the property w acqired by
a shareholder in a corporation and consists
of stock in such corporation, or rights to
acquire such stock, acquired by him after
February 28, 1913, in a distribution by such
corporation (hereinafter In this paragraph
called "new stock"), or consists of stock In
respect of which such distribution nwa made
(hereinafter in -this paragraph called "old
stock") and

(I) The new stock was acquired In a tax-
able year beginning before January 1,1936: or

(ii) The new stock was acquired In a tax-
able year beginning after December 31, 1935,
and its distribution did not constitute In-
come to the shareholder within the meaning
of the Sixteenth Amendment to the Con-
stitution;

then the basis of the new stock and of the
old stock, respectively, shall, In the share-
holder's hands, be determined by allccating
between the old stock and the new stock the
adjusted basis of the old stock; such alloca-
tion to be made under regulations which
shall be prescribed by the Commissoner with
the approval of the Secretary.

(B) Where the new stock consisted of
rights to acquire stock and such rights wero
sold In a taxable year beginning before Jan-
uary 1, 1939, and there was Included In the
gross income for such year the entire amount
of the proceeds of such sale., then, if before
the date of the enactment of the Revenue
Act of 1939 the taxpayer has not a=serted
(by claim for a refund or credit or otherwise)
that any part of the proceeds of the sale of
such new stock should be excluded from gross
income for the year of its sale, the basis of
the old stock shall be determined without
regard to subparagraph (A); and no part of
the proceeds of the sale of such new stocl:
shall ever be excluded from the gro.s income
of the year of such sale.

(C) Subparagraph (A) shall not apply If
the new stock was acquired in a taxable year
beginning before January 1, 1930, and there
was Included, as a dividend, in gro= Income
for such year an amount on account of such
stock, and after such inclusion such amount
was not (before the date of the enactment
of the Revenue Act of 1939) excluded from
gross income for such year.

(D) Subparagraph (A) shnl not apply if
the new stock or the old stock wa cold or
otherwise disposed of In a taxable year be-
ginning prior to January 1, 1930, and the
basis (determined by a decision of a court
or the Board of Tax Appeals, or a cloing
agreement, and the decision or agreement
became final before the ninetieth day after
the date of the enactment of the Revenue
Act of 1939) for determining gain or 1o= on
such sale or other disposition was accer-
tained by a method other than that of allo-
cation of the basis of the old stock.

[Sec. 113 (a) (19) as added by sec. 211 (a),
Rev. Act 1939]

§ 39.113 (a) (19)-1 Basls ofstocT and
rights involved in the acquisition Of
stock dividends or stock rights: general
rules-(a) Stock dividends. In the case
of stock in respect of which was ac-
quired a stock dividend of any charac-
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ter In a taxable year beginning before
January 1, 1936, or in respect of which
was acquired in a taxable year beginning
after December 31,1935, a stock dividend
which did not constitute income to the
shareholder within the meaning of the
sixteenth amendment to the Constitu-
tion, the basis for determining gain or
loss from a sale or other disposition of
either the stock in respect of which the
distribution was made or the stock divi-
dend shall (except as otherwise pre-
scribed In § 39.113 (a) (19)-2) be as-
certained n accordance with the pnn-
ciples set forth in § 39.113 (a) (12)-1.

b) Stock rights acquired after Do-
cember 31, 1924. In the case of stock in
respect of which were acquired after De-
cember 31. 1924, and before the first day
of the first taxable year beginning after
December 31, 1935, stock subscription
rights (whether or not constitutn in-
come to the shareholder within the
meaning of the sixteenth amendment to
the Constitution) or In respect of which
were acquired in a taxable year begin-
ning after December 31, 1935, stock sub-
scription rights which did not constitute
ncome to the shareholder within the
meaning of the sixteenth amendment to
the Constitution, and in the case of such
rights, the basis for determinm gain or
loss from a sale or other disposition of
either the stock in respect of which the
distribution was made, or the subscn-
tion rights distributed, or the stock ac-
quired in the exercise of such rights shall
(except as otherwise prescribed in
§ 39.113 (a) (19)-2) be ascertained in
accordance with the principles set forth
in § 39,22 a)-8.

(c) Stock rights acquired before Jan-
vary 1, 1925. In the case of stock in re-
spect of which were acquired before Jan-
uary 1, 1925, stock subscnption rights
(whether or not constituting income to
the shareholder within the meaing of
the sixteenth amendment to the Consti-
tution) and in the case of such rights,
the basis for determining gain or loss
from a sale or other disposition of either
the stock in respect of which the distn-
bution was made, or the subscription
rights distributed, or the stock acquired
in the exercise of such rights shall (ex-
cept as otherwise prescribed in § 39.113
(a) (19)-2) be ascertained in accord-
ance with the principles set forth in ar-
ticle 39 of Regulations 65.

§ 39.113 (a) (19)-2 Exceptions to
generaZ rules--(a) Proceeds of sale of
rights reported as income. In the case
of stock rights sold in a taxable year
beginning before January 1, 1939, the
general rules for ascertaimnng the basis
for determining gain or loss set forth in
paragraphs (b) and (c) of § 39.113 (a)
(19)-1, and in § 39.22 (a)-8 or article 39
of Regulations 65, as the case may be,
shall not apply if the entire proceeds
of such ale were included by the tax-
payer as gross income for the year of the
sale and if, before June 29, 1939, the tax-
payer had not asserted by a claim for a
refund or credit or otherwise that any
part of such proceeds should not have
been included in gross income for the
year of the sale. In such cases, the
basis for determining gain or loss from

§ 39.113 (a) (19)-2
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a subsequent sale or other disposition of
the stock in respect of which the rights
were acquired shall be the same as though
the rights had not been acquired.

(b) Receipt of stock dividend or stock
right reported as income in prior years.
In the case of stock dividends or stock-
rights acquired in a taxable year begin-
ning before January 1, 1936, the general
rules for ascertaining the basis for deter-
mining gain or loss set forth in § § 39.113
(a) (19)-i, 39.113 (a) (12)-i, and 39.22
(a)-8, or article 39 of Regulations 65, as
the case may be, shall not apply if for
any reason there was included in the
gross income of the shareholder as a divi-
dend for such year, as, for example, pur-
suant to the provisions of section 201 (c)
of the Revenue Act of 1918 or the corre-
sponding provisions of prior revenue
acts, or as a result of the decision of
the Supreme Court in Koshland v. Hel-
vering (298 U. S. 441) an amount re-
flecting the acquisition of such stock
dividend or stock rights, and if before
June 29, 1939, such amount was not ex-
cluded from gross income for such year.
In such cases, the basis for determining
gain or loss with respect to the old stock -
shall be the same as though the stock
dividends or the stock rights had not
been acquired, and the basis with respect
to the stock dividend or stock right shall
be an amount equal to that-at which such
stock dividend or. stock right was in-
cluded in gross income for the year of its
acquisition.

(c) Gain or loss upon sale of. old or
new stock finally determined upon basis
inconsistent with general rules. The
general rules for ascertaining the basis
for determining gain or loss set forth in
§ 39.113 (a) (19)-1 shall not apply with
respect to the old stock, the new stock,
or the subscription rights to acquire new
stock, remaining on hand after a sale or
other disposition of old stock, subscrip-
tion rights, or new stock effected in- a
taxable year beginning before January 1,
1936, if the basis for determining gain or
loss on'such sale or other disposition was
fixed by a decision of a court or The Tax
Court of the United States or by a closing
agreement, and if such decision or clos-
ing agreement became final before Sep-
tember 27, 1939, and if the basis for de-
termining gain or loss upon such sale or
other disposition was fixed by a method
other than that of allocation of basis
provided by the general rule. In such
cases, the basis for determining gain or
loss with respect to the remaining shares
shall be fixed in a manner consistent
with the prior determination to the end
that, the sale or other disposition of all
lots being considered, the taxpayer will
have effected ultimately a tax-free re-
covery of the total cost or other basis of
his original shares, and no more.

§ 39.113 (a) (20) Statutory prom-
stons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; property acquired by railroad cor-
poration.

SEc. 113. Adjusted basis for determining
gatn or loss-(a) Basis (unadjusted) of prop-
erty. The basis of property shall-be the cost
of such property; except that- -* *
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(20) Property acquired by railroad corpo-
ration. If the property of a railroad corpo-
ration, as defined in section '7m of the Na-
tional Bankruptcy Act, as amended, was ac-
quired after December 31, 1938, in pursuance
of an order of the court having jurisdiction
of such corporation-

(A) In a receivership proceeding, or
(B) In a proceeding under section 77 of

the National Bankruptcy Act, as amended,

and the acquiring corporation is a railroad
corporation, as defined in section 771m of the
National Bankruptcy Act, as amended, or-
-ganized or made use of to effectuate a plan or
[of] reorganization approved by the court in
such proceeding, the basis shall be the same
as it would be in the hands of the railroad
corporation whose property was so acquired.
The term "reorganization," as used in this
paragraph, shall not be limited by the defini-
tion of such term in section 112 (g).
[See. 113 (a) (20) as added by sec. 142 (b),
Rev. Act 1942; amended by sec. 126 (b), Rev.
Act 1943]

§ 39.113 (a). (20)-1 Property acquired
by railroad corporation in a receivership
or railroad reorganization proceeding.
(a) Section 113 (a) (20) sets forth cer-
tain conditions under which the basis of
property acquired by a railroad corpora-

',tion is the same as it would have been in
the hands of the railroad corporation
whose property was acquired. For the
purpose of section 113 (a) (20) it is un-
necessary that the acquisition in question
be a direct transfer from the corporation
undergoing reorganization or that such.
reorganization constitute a reorganiza-
tion within the meaning of section 112
(g) It is sufficient if the acquisition is in
pursuance of an order of the court and is
an integral step in the consummation of
a reorganization plan approved by the
court having jurisdiction of the pro-
ceeding.

(b) If the conditions of section 113 (a)
(20) are satisfied, then for the purpose
of determining basis, the provisions of
section 113 (a) (20) only shall apply,
notwithstanding that the transaction
might also fall within another provision
of section 113 (a)

§ 39.113 (a) (21) Statutory promn-
szons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty" property acquired by street, subur-
ban, or interurban electric railway cor-
poration.

SEc. 113. Adjusted basis for determining
gain or loss-(a) Basis (unadjusted) of
property. The basis of property shall be the
cost- of such property; except that-* * *

(21) Property acquired by street, subur-
ban, or interurban electric railway corpora-
tion. If the property of any street, subur-
ban, or interurban electric railway corpora-
tion engaged as a common carrier in the
transportation of persons or property in
interstate commerce was acquired after De-
cember 31,. 1934, in pursuance of an order
of the court having jurisdiction of such cor-
poration in a proceeding under section 77B
of the National Bankruptcy Act, as amended,
and the acquiring corporation is a street,
suburban, or interurban electric railway en-
gaged as a common carrier in the transpor-
tation of persons or property in interstate
commerce, organized or made use of to effect-
uate a plan of reorganization approved by
the court. in such proceeding, then, notwith-
standing the provisions of section 270 of
Chapter X of the National Bankruptcy Act,
as amended, the basis, for any taxable year

beginning after December 31, 1939, shall be
the same as It would be in the hands of the
corporation whose property was so acquired.
The term "reorganization" as used In this
paragraph, shall not be limited by the deflni-
tion of such term in section 112 (g).
[Sec. 113 (a) (21) as added by see, 142 (o),
Rev. Act 1942]

§ 39.113 (a) (21)-i Property acquired
by electric railway corporation in corpo-
rate reorganzzation'proceeding. Subject
to the limitations and conditions sob
forth in section 113 (a) (21), if the re-
organization under section 77B of the
Bankruptcy Act, 48 Stat. 912, of an elec-
tric railway corporation results In the
acquisition of the property of such cor-
poration by another corporate entity, the
basis of such property in the hands of
the acquiring corporation is the same
as it would be in the hands of the old
corporation. It is requisite to the ap-
plication of the section that both
corporations be street, suburban, or
interurban electric railway corporations
engaged In the transportation of per-
sons or property in interstate commerce,
and that the acquisition is in pursu-
ance of an order of the court and is an
integral step in the consummation of a
reorganization plan approved by the
court having jurisdiction of the proceed-
ing. If section 113 (a) (21) applies, sec-
tion 270 of the Bankruptcy Act (11
U. S. C. 670), relating to the adjustment
of basis by reason of the cancellation or
reduction of indebtedness In a corporate
reorganization proceeding, is Inapplica-
ble. Moreover, if the transaction Is
within the provisions of section 113 (a)
(21) and may also be considered to be
within any other provision of section
113 (a), then the provisions of section
113 (a) (21) only shall apply,

§ 39.113 (a) (22) Statutory provi-
sions; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; property acquired on reorganiza-
tion of certain corporations.

SEc. 113. Adjusted basis for dcermining
gain or oss-(a) Basis (unadjusted) o/ prop-
erty. The basis of property shall be the cost
of such property; except that- * $

(22) Property acquired on rcorganization
of certain corporations. If the property was
acquired by a corporation upon a transfer to
which section 112 (b). (10), or so much of
section 112 (d) or (e) as relates to section
112 (b) (10), Is applicable, then, notwith-
standing the provisions of section 270 of the
National Bankruptcy Act, as amended, the
basis In the hands of the acquiring corpora-
tion shall be the same as it would be In the
hands of the corporation Whose property vas
so acquired, increased in the amount of gain
recognized to the corporation whose property
was so acquired under the law applicable to
the year in which the acquisition occurred,
and such basis shall not be adjusted under
subsection (b) (3) by reason of a discharge
of indebtedness pursuant to the plan of reor-
ganizatlon under which such transfer was
made.
[Sec. 113 (a) (22) as added by see, 121 (0)
(3), Rev. Act 1941]

§ 39.113 (a) (22)-l Basis o1 property
acquired by corporation as result of cer-
tain corporate -corganization or receiv-
ership proceedings. (a) If, as the result
of a transaction described in section 112

§ 39.113 (a) (20)
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(b) (10) or so much of section 112 (d)
or (e) as relates thereto; the property of
an insolvent corporation is transferred,
in pursuance of a plan of reorganization,
to a corporation organized or made use of
to effectuate such plan, the basis of such
property in the hands of the acquiring
corporation is the same as it would be in
the hands of the insolvent corporation,
increased in the amount of gain recog-
nized upon such transfer under the law
applicable to the year in which the trans-
fer was made. In any such case, the
adjustments to basis provided by section
270 of the Bankruptcy Act (11 U. S. C.
670) or section 113 (b) (3) of the Inter-
nal Revenue Code, shall not be made in
respect of any indebtedness canceled
pursuant to the plan of reorganiza-
tion under which the transfer was
made. If the transaction falls within the
provisions of section 113 (a) (22) the
basis of the property involved shall be
determined pursuant to such provisions,
notwithstanding that the transaction
might otherwise fall within another pro-
vision of section 113 (a)

(b) The proviions of section 113 (a)
(22) are applicable-in the determination
of basis for all taxable years beginning
after December 31, 1933, except that the
basis so determined shall not be given
effect in the determination, of the tax
liability- for any taxable year beginning
January 1. 1943. With the exception
indicated, the basis so prescribed is ap-
plicable from the date of acquisition of
such property. For example, the pro-
visions of section 113 (b) relating to ad-
justed basis shallbe- applied as if section
113 (a) (22) were a part of the Internal
Revenue Code and prior internal revenue
laws applicable to all taxable years be-
ginning after December 31, 1933. Hence,
in determining the amount of the ad-
3ustments for depreciation, depletion,
etc., .under the provisions of section 113
(b) (1) (B) the "amount allowable" is
the amount computed with reference to
the basis provided in section 113 (a) (22)

(c) The effect of the application of
section 113 (a) (22) may be illustrated
by the following examples:

Example (1). On January 1, 1935. the
Y Corporation, a taxpayer making its returns
on the calendar year basis, acquired depre-
ciable property from the X Corporation as
the result of a transaction described in sec-
tion 113 (a) (22). On. January 1, 1935, the
property had, in the hands of the X Corpora-
tion, a basis of $200,000, an adjusted basis of
$150,000, a fair market value as of January
1, 1935. of $80,000, and an estimated remain-
ing life of 20 years. The 1935 transaction
was treated as a taxable exchange and, ac-
cordingly, the Y Corporation claimed and
was allowed depreciation in the amount of
$4,000 for, each of the eight taxable years
1935 through 1942, inclusive. For each of the
nine taxable years 1943 through 1951, inclu-
sive. the Y Corporation claimed and was
allowed depreciation in the amount of $7,500.
On June 30, 1952, the property was sold for
$10,000, cash. The amount of the loss sus-
tained upon the sale is computed as follows:
Basis to X Corporation ---------- $200, 000
Adjustment for depreciation In the

hands of X Corporation (see.
113 (b)) --------- --- 50,000
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Adjusted basis for depreciation in
the hands of both X and Y Cor-
porations (see. 113 (a) (22))__. $150, 000

Deduct:
Depreciation allowable

In amount of $7,500
per year ('to of
$150,000) for 8 years.
from Jan. 1. 1935,
through Dec. 31,
1942 ------------- $60,000

Depreciation allowable
Jan. 1,1943. to June
30, 1952 (9% years
at *7.00) ---------- 71.250

131.250

Adjusted basis for computing
gain or loss ---------------- - 18.750

Sale price ------------------ 10, C03

Loss sustained------ 8,750

For the taxable year 1943 and succeeding
taxable years, the Y Corporation is entitled
to deductions for depreciation In respect
of such property n the amounts of $7,500
in the determination of Ita tax liabilities for
such years. But no change in the tax lia-
bility is authorized for preceding taxable
years by reason of the difference between the
,$,500 depreciation allowable and the e4.000
deduction previously allowed.

Example (2). Assume the same facts as
In example (1). except that the property ac-
quired by the Y Corporation had a fair
market value as of January 1. 1935. of $180.-
000, instead of $80,000, and that the Y Cor-
poration claimed and was allowed deprecia-
tion in the amount of 89,000 for each of the
eight taxa,.' e years 1935 to 1942, nclusive,
and in the amount of $6.500 for the taxable
yeays 1943 to 1951. incluslve. In such case,
the amount of the loss sustained upon the
ale of the property would be computed as
follows:

Adjusted basis for depreclatlon In
the hand3 of Y Corporation as
computed in example (1) $150, 000

Deduct:
Depret'ation allowed

In the amount of
$9.=s0 per year for
8 years. Jan. 1, 1935,
to Dec. 31, 19 249-- $72., 000

Depreciation allowable
Jan. 1. 1943, to June
30. 1952, inclusive
(9V times $6,500). 61,1750

133,750

Adjusted basis for computing gain
or loss---- ------- 16,250

Sale price -------- ......------- 10.000

Loss sustained 6, 250

No change in the tax liability is author-
ized for ta.able years preceding 1943 by rea-
son of the difference between the 87,500
depreciation allowable and the $9.000 deduc-
tion previously allowed.

§ 39.113 (a) (23) Statutory Vrovf-
szons; adjusted basis for determining
gain or loss; basis (unadjusted) of prop-
erty; stock acquired in tax-free distri-
butions.
SEe. 113. Adjusted basis for determining

gain or loss-(a) Bads (unadjusted) of prop-
erty. The basis of property shall be the cost
of such property, except that-* 0 0

(23) Tax-free distributions. If the prop-
erty consists of stock distributed after the
date of the enactment of the Revenue Act
of 1951 to a taxpayer In connection with a
transaction described in eectIon 112 (b) (11)
(hereinafter In this paragraph called "new
stock"), or consists of stock n respect of
which such distribution was made (herein-
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after In this paragraph called "old stock"),
then the badz of the new, stock and of the
old stock, respectively, shall, in the share-
holder's hands, b2 determined by allocating
between the old stock and the new stock the
adjusted basis of the old stock; such alloca-
tion to be made under regulations prescribed
by the Secretary.

ISec. 113 (a) (23) as added by sec. 317 (b).
Rev. Act 19511

§ 39.113 (a) (23)-1 Basis of steel: on
certain distributions on reorganzation.
The distribution, in pursuance of a plan
of reorganization, to a shareholder of a
corporation (a party to the reorganiza-
tion) of stock in another corporation
(also a party to the reorganization) may
be within the provisions of section 112
(g) of the Revenue Act of 1932, or the
corresponding provisions of prior reve-
nue laws, if made before January 1, 1934,
or may be within the provisions of-zec-
tion 112 (b) (11) if made after October
20, 1951. and f the distribution consists
of stock other than preferred stock.
Section 112 (g) of the Revenue Act of
1932 and section 112 (b) (11) provide
that no gain shall be recognized to the
shareholder in the case of such distribu-
tion. The basis of the stock in respect
of which the distribution was made and
of the stock distributed to the sharehoId-
er is ascertained in accordance with the
principles set forth in § 39.113 (a)
(12)-i In the case of such a distribution
made before January 1,1934. The same
principles of § 39.113 (a) (12)-i shall
apply to the determination of the basis
of such stock in the case of a distribu-
tion after October 20,1951, to which sec-
tion 112 (b) (11) is applicable.

§ 39113 (b) (1) Statutoryvpromszons;
adjusted basis for determmrng gau or
loss; general rule.

SEC. 113. Adjusted bas.r for determi tzg
gain or loss. 0 0

(b) Adjusted basis. The adjusted bl s
for determining the gain or Iess from the
sal or other disposition of property, when-
ever acquired. hil be the basis determined
under ub:ectlon (a), adjusted a. hereinafter
provided.

(1) General rule. Proper adjustment in
respect of the property shall In all cazes.be
made-

(A) For expenditures, receipts, lczzes, or
other Item , properly chargeable to capital
account, but no such adjustment shall be
made for taxes or other carrying charges, or
for expenditures described in section 23 (bb),
for which deductions have been taken by the
taxpayer In determining not income for the
taxable year or prior taxable years;

(B) In respect of any period since Feb-
ruary 28, 1013, for exhaustion, wear and tear,
obsolescence, amortization, and depletion, to
the extent of the amount-
(1) Allowed as deductions In computing

net income under this chapter or prior in-
come tax laws. and

(11) Resulting (by reason of the deduc-
tions ro allowed) in a reduction for any tax-
able year of the taxpayer's taxes under this
chapter (other than subchapter E), sub-
chapter E of chapter 2, or prior incore war-
profits, or exce-profits tax laws,

but not less than the amount allowable
under this chapter or prior income tax laws.
Clause (11) of this subparagraph shall not
apply In respect of any period since Feb-
ruary 23, 1913. and before January 1, 1951,
unless an election has been made under suo-
section (d).
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'Where for any taxable year prior to the
taxable year 1932, the depletion allowance
was based on discovery value or a per-
centage of income, then the adjustment for
depletion for such year shall be based on the
depletion which would have been allowable
for such year if computed without rdference,
to discovery value or a percentage of income;

(C) In respect of any period prior to
March 1, 1913, for exhaustion, wear and tear,
obsolescence, amortization, and depletion, to
the extent sustained;

(D) In the case of stock (to the extent not
provided for in the foregoing subparagraphs)
for the amount of distributions previously
made which, under the- law applicable to the
year in which the distribution was made,
either were tax-free or were applicable in
reduction of basis (not including distribu-
tions made by a corporation, which was clas-
sified as a personal service corporation under
the provisions of the Revenue Act of 1918,
Feb. 24, 1919, c. 18, 40 Stat. 1057, or the Rev-
enue Act of 1921, Nov. 23, 1921, c. 136, 42 Stat.
227, out of its earnings or profits which were
taxable in accordance with the provisions of
section 218 of the Revenue Act of 1918
or 1921);

(E) To the extent provided in section 337
(f) in the case of the stock of United States
shareholders in a foreign personal holding
company; and

(r') To the extent provided in section 28
(h) in the case of amounts specified in a
shareholder's consent made under section 28.

(G) In the case of property pledged to the
Commodity Credit Corporation, to the extent
of the amount received as a loan from the
Commodity Credit Corporation and treated
by the taxpayer as income for the year in
which received pursuant to section 123 of
this chapter, and to the extent of any de-
ficiency on such loan with respect to which
the taxpayer has been relieved from liability.

(H) In the case of any bond (as defined
in section 125) the interest on which is
wholly exempt from the tax imposed by this
chapter, to the extent of the amortizable
bond premium disallowable as a deduction
pursuant to section 125 (a) (2), and In the
case of any other bond (as defined in such
section) to the extent of the deductions al-
lowable pursuant to section 125 (a) (1) with
respect thereto.

(I) In the case of any short-term munici-
pal bond (as defined in section 22 (o)), to
the extent provided in section 22 (o) (1)
(B) ..

(J) For amounts allowed as deductions as
deferred expenses under section 23 (cc) (2)
(relating to certain expenditures in the de-
velopment of mines) and resulting in a re-
duction of the taxpayer's taxes under this
chapter, but not less than the amounts al-
lowable under such section for the taxable
year and prior years.

(Z ) In the case of a residence the acqui-
sition of which resulted, under the provi-
sions of section 112 (n), in the nonrecogni-
tion of any part of the gain realized upon the
sale, exchange, or involuntary conversion of
another residence, to the extent provided In
section 112 (n) (4).

(L) For deductions to the extent disal-
lowed under section 24 (f), notwithstanding
the provisions of any other subparagraph of
this paragraph.

(M) For amounts allowed as deductions
as deferred expenses under section 23 (if) (2)
(relating to certain exploration- expendi-
tures) and resulting in a reduction of the
taxpayer's taxes under this chapter, but not
less than the amounts allowable under such
section for the taxable year and prior years.

[See. 113 (b) (1) as amended by see. 223 (b),
Rev. Act 1939; secs. 126 (c), 130 (b), Rev.
Act 1942; sees. 203 (b) *(1). 204 (b), Rev. Act
1950; sees. 309 (b), 318 (b) (3). 323 (b) (2),

§ 39.113 (b) .(1-1

342 (b), Rev. Act 1951; sec. 1, Pub. Law 539
(82d Cong.) ]

§ 39.113 (b) (1)-1 Adjusted basis-
(a) General rule. The adjusted basis
for determining the gain or loss from the
sale or other disposition of property is the
cost of such property or, in the case of
such property as is described in section
113 (a) (1) to (23) inlusive, the basis
therein provided, adjusted to the extent
provided in section 113 (b)

(b) Items properly chargeable to cap-
ital account. (1) The cost or other
basis shall be properly adjusted for any
expenditure, receipt, loss, or other item,
properly chargeable to capital account,
including the cost of improvements and
betterments made to the property. In
the case of mines and oil or gas wells the
following shall not be considered as items
properly chargeable to capital account:
(i) Expenditures made in the taxable
year 1932 or subsequent taxable years
which are allowable under article 235 or
236 of Regulations 77, article 23 (m) -15
or 23 (m)-16 of Regulations 86, article
23 (m)-15 or 23 (m)-16 of Regulations
94 (26 CFR, 1938 ed., Part 3) article 23
(m)-15 or 23 (m)-16 of Regulations 101
(26 CFR, 1938 ed., Part 9) § 19.23 (m)-15
or § 19.23 (m)-16 of Regulations 103 (26
CFR, 1938 ed., Supps.) § 29.23 (m)-15 or
§ 29.23 (m)-16 of Regulations 111 (26
CFR, 1949 ed., Supps.) and § 39.23 (m)-
15 or § 39.23 (m)-16 as deductions in
computing net income; (ii) expenditures
made in taxable years prior to 1932-
which were allowed, or which may here-
after be allowed, as deductions in com-
puting the net income of the taxpayer
for such taxable.years.

(2) The application of. subparagraph
(1) of this paragraph may be illustrated
by the following example: -

Example. A, who makes his returns on
the calendar year basis, purchased property
in 1941 for $10,000. He subsequently ex-
pended $6,000 for improvements. Disregard-
ing, for the purpose of this example, the ad-
justments required for depreciation, the
adjusted basis of the property Is $16,000. If
A sells the property in 1952 for $20,000, the
amount of his gain will be $4,000.

(3) Capital expenditures and carry-
ing charges with respect to property
(whether real or personal, improved or
unmproved, and whether productive or
unproductive) such as taxes, and inter-
est, which the taxpayer may elect to
treat either as chargeable to capital ac-
count or, in the manner provided in
§ 39.24 (a)-6 (c) as an allowable deduc-
tion, but for which deductions have not
been taken for any taxable year, are
properly chargeable to capital account.
The term "taxes" for this purpose in-
cludes duties and excise taxes (see § 39.23
(c)-2) but- does not include income
taxes.

(4) Expenditures to establish, main-
tam, or increase -the circulation of a
newspaper, magazine, or other periodical,
described in section 23 (bb) are charge-
able to capital account only in accord-
ance with and in the manner provided
in § 39.23 (bb)-1.

(c) Exhaustion, wear and tear, obso-
lescence, amortization, and depletion for
veros since February .28, 1913-(1) In

general. (i) The cost or other basis
must be decreased, to the extent pro-
vided in subparagraphs (2), (3), and
(4) of this paragraph, by the amount
of the deductions for exhaustion, wear
and tear, obsolescence, amortization, hnd
depletion. The adjustment required for
any taxable year or period is the amount
allowed (or the portion thereof referred
to in subparagraph (2) (1) or subpara-
graph (4) (1) of this paragraph, as the
case may be) or the amount allowable for
such year or period under the law appli-
cable thereto, whichever is the greater
amount, A taxpayer is not permitted to
take advantage in a later year of his
prior failure to take any depreciation
allowance or of his action in taking an
allowance plainly iriadequate under the
known facts in prior years. The deter-
mination of the amount properly allow-
able shall, however, be made on the basis
of facts reasonably tknown to exist at the
end of such year or period. The aggre-
gate sum of the greater of such annual
amounts Is the amount by which the cost
or other basis of the property shall be
adjusted.

(ii) The deductions by which the cost
or other basis Is to be decreased shall
include deductions allowed under section
114 (b) (2), (3) and (4) of the Revenue
Act of 1932, the Revenue Act of 1934, the
Revenue Act of 1936, the Revenue Aot of
1938, and the Internal Revenue Code, for
the taxable year 1932 and subsequent
taxable years, but the amount of the
diminution in respect of depletion for
taxable years before 1932 shall not ex-
ceed a depletion deduction computed
without reference to discovery value in
the case of mines, or without reference
to discovery value or a percentage of
income In the case of oil and -as wells,

(2) Adjustment for periods bcginning
on or after January 1, 1952. The de-
crease required by subparagraph (1) of
this paragraph for deductions in respect
of any period beginning on or after Jan-
uary 1, 1952, shall be whichever Is the
greater of the following amounts:

(I) The amount allowed as deductions
in computing net income under chapter
1 and resulting (by reason of the deduc-
tions so allowed) in a reduction for any
taxable year of the taxpayer's taxes un-
der chapter 1 (other than subchapter B,
relating to the tax on self-employment
income),

(ii) The amount properly allowable is
deductions In computing net Income un-
der chapter 1 (whether or not the amount
properly allowable would have caused a
iFeduction for any taxable year of the
taxpayer's taxes)

(3) Adjustment lor periods since Feb-
ruary 28, 1913, and before January 1,
1952, where no election made. Except
where an election has been properly
made under section 113 (d) (see subpar-
agraph (4) of this paragraph), the de-
crease required by paragraph (1) for de-
ductions In respect of any period since
February 28, 1913, and before January 1,
1952, shall be whichever of the following
amounts is the greater,

(1) The amount allowed as deductions
in computing net income under chapter
1 or prior income tax laws;
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- (ii) -The amount properly allowable in
computing net income under chapter 1
or prior income tax laws.
For the purpose of determining the de-
crease required by this subparagraph it
is mmaterial whether or not the amount
under subdivision (i) of this subpara-
graph or the amount under subdivision
(ii) of this subparagraph would have re-
sulted in a reduction for any taxable
year of the taxpayer's taxes.

(4) Adjustment for period since Feb-
ruary 28, 1913, and before January 1,
1952, where election made under section
113 (d). If an election has been prop-
erly made under section 113 (d) (see
§ 39.113 (d)-1) the decrease required by
subparagraph (1) of this paragraph for
deductions in respect of any period since
February 28, 1913, and before January
1, 1952, shall be whichever is the greater
of the following amounts:

(i) The amount allowed as deductions
in computing net income under chapter
1 or prior income tax laws and resulting
(by reason of the deductions so allowed)
in a reduction for any taxable year of
the taxpayer's taxes under chapter 1
(other than subchapter E, relating to the
tax on self-employment income) sub-
chapter E of chapter 2, or prior income,
war-profits, or excess-profits tax laws;

(ii) The amount properly allowable as
deductions in computingnet income un-
der chapter 1 or prior income tax laws
(whether or not the amount properly al-
lowable would have caused a reduction
for any taxable year of the taxpayer's
taxes)

(5) Determination of amount allowed
which reduced taxpayer's taxes. (i)
For the purpose of determining whether
the amount allowed which resulted in
a reduction for any taxable year of the
taxpayer's taxes under chapter 1 of the
Internal Revenue Code (other than sub-
chapter E) subchapter E of chapter 2,
or prior income, war-profits, or excess-
profits tax laws, which amount is herein-
after referred to as the "tax-benefit
amount allowed," exceeded the amount
allowable, a determination must be made
of that portion of the excess of the
amount allowed over the amount al-
lowable which, if disallowed, would not
have resulted in an increase in any such
tax previously determined. If the entire
excess of the amount allowed over the
amount allowable could be disallowed
without any such increase in tax, the tax-
benefit amount allowed shall not be con-
sidered to have exceeded the amount
allowable. If only part of such excess
could be disallowed without any such
increase in tax, the tax-benefit amount
allowed shall be considered to exceed the
amount allowable to the extent of the
remainder of such excess.

(ii) For this purpose, the tax previ-
ously determined shall be determined un-
der the principles of section 3801 (d) the
only adjustments made in determining
whether there would be an increase in
tax shall be those resulting from the dis-
allowance of the amount allowed. The
taxable years for which the determma-
tion is made shall be the taxable year for
which the deduction was allowed and
any other taxable year which would be
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affected by the disallowance of such de-
duction. Examples of such other taxable
years are taxable years to which there
was a carry-over or carry-back of a net
operating loss or an unused excess-prof-
its credit from the taxable year for which
the deduction for depreciation, etc., was
allowed, and taxable years for which a
computation under section 22 (b) (12)
or section 127 was made by reference to
the taxable year for which the deduction
was allowecL In determining ,whether
the disallowance of any part of the de-
duction for depreciation, etc., would not
have resulted in an increase In any tax
previously determined, proper adjust-
ment must be made for previous deter-
minations under section 452, '734, or 3801,
and for any previous application of sec-
tion 113 (b) (1) (B) (11).

(Iii) If a determination under section
113 (b) (1) (B) (ii) must be made with
respect to several properties for each of
which the amount allowed for the taxable
year exceeded the amount allowable, the
tax-benefit amount allowed with respect
to each of such properties shall be
an allocated portion of the tax-benefit
amount allowed determined by reference
to the sum of the amounts allowed and
the sum of the amounts allowable with
respect to such several properties.

(iv) In the case of property held by
a partnership or trust, the computation
of the tax-benefit amount allowed shall
take into account the tax benefit of the
partners or beneficiaries, as the case may
be, from the deduction by the partner-
ship or trust of the amount allowed to
the partnership or the trust. For this
purpose, the determination of the
amount allowed which resulted in a tax
benefit to the partners or beneficiaries
shall be made in the same manner
as that provided above with respect
to the taxes of the person holding the
property.

(v) A taxpayer seeking to limit the
adjustment to basis to the tax-benefit
amount allowed for any period, in lieu of
the amount allowed, must establish the
tax-benefit amount allowed. A failure
of adequate proof as to the tax-benefit
amount allowed with respect to one pe-
riod does not preclude the taxpayer from
limiting the adjustment to basis to the
tax-benefit amount allowed with respect
to another period for which adequate
proof is available. For example, a cor-
porate transferee may have available
adequate records with respect to the tax
effect of the deduction for the taxable
years 1946 and 1947 of erroneous depre-
ciation, but may not have available ade-
quate records with respect to the deduc-
tion of excessive depreciation for a prior
period during, which the property was
held by its transferor. In such case,
assuming a proper election is made under
section 113 (d), the corporate transferee
shall not be denied the right to apply
this section with respect to the erroneous
depreciation for the period for which
adequate proof is available.

(6) Determination of amount allow-
able in prior taxable /ears. (1) Under
section 113 (b) (1) (B), one of the fac-
tors involved In determining the adjust-
ment to basis as of any date is the
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amount allowable for periods prior to
such date. The amount allowable for
such prior periods is determined under
the law applicable to such prior periods;
all adjustments required by the law ap-
plicable to such periods are made in de-
termining the adjusted basis of the prop-
erty for the purpose of determining the
amount allowable. Since provisions cor-
responding to the amendment to section
113 (b) (1) (B) made by Public Law 539
(82d Congress) are deemed included in
all revenue laws applicable to taxable
years ending after December 31, 1931,
the amount allowable for any such tax-
able year must be computed with the ap-
plication of such provisions. For ex-
ample, If the adjusted basis of property
is determined as of January 1, 1952, if
an election was properly made under
section 113 Sd) and if the property was
held since January 1, 1930, then the
amount allowable which is taken into ac-
count in computing the adjusted basis
as of January 1, 1952, shall be deter-
mined for all taxable years ending after
December 31, 1931. with the application
to each such taxable year of the provi-
sions of section 113 (b) (1) (B) as
amended by Public Law 539. Public Law
539 made no change in the law applicable
In determining the amount allowable for
taxable years ending before January 1.
1932. In any case In which, prior to the
enactment of Public Law 539 (July 14,
1952) there was a final decision of a
court determining the amount allow-
able for a particular taxable year, such
determination (but only for the purpoze
of determining the adjustment under
section 113 (b) (1) (B) by reference to
such allowable amount) must be ad-
Justed to the extent necessary to reflect
the amendment made by Public Law 539
to the law applicable to the taxable year
for which the amount was allowable.

(HI) Although Public Law 539 amends
the law applicable to all taxable years
ending after December 31, 1931, the
amendment does not open for refund,
credit, or assessment of a deficiency any
taxable year for which such refund,
credit or assessment is barred by any
law or rule of law.

(7) Property with transferred basis.
The following rules apply in the deter-
mination of the adjustments to basis of
property in the hands of a transferee,
donee, or grantee which are required by
section 113 (b) (2) with respect to the
period the property was held by the
transferor, donor, or grantor:

(I) An election under section 113 (d)
by a transferor, donor, or grantor made
after the date of the transfer, gift, or
grant of the property shall not affect the
basis of such property in the hands of
the transferee, donee, or grantee. Such
an election made before the date of the
transfer must be taken into account in
determining under section 113 (b) (2)
the adjustments to basis as of the date
oX the transfer, gift, or grant, whether
or not an election under section 113 (d)
was made by the transferee, donee, or
grantee.

§ 39.113 (b (1'-1
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(ii) An election by the transferee,
donee, or grantee shall be applicable m
determimng the adjustments to basis for
the period during which the property was
held by the transferor, donor, or grantor,
whether or not the transferor, donor, or
grantor had made an election, provided
that the property was held by the trans-

feree, donee, or grantee at any time on or
before the date on which his election was
made.

(8) The application of this paragraph
may be illustrated by the following
examples:

Example (1). The case of Corporation A
discloses the following facts:

(1) (2) (3) (4) (5) (6)

A'ut A t Amountal-
A do tAd lowable butaffwedallowable not less than

Amount which re- Amount butnot amountsa-
Year allowed duced tax- allowable lessthan lowed which

payer's amount reduced tax-
taxes allowed payer's taxes

1949 ---------------------------------------------- $6, 000 0 5 $5,00 $000 $5, 500

1950 ---------------------------------------- ---- 7,000, 7,000 6,500 7,000 7,000
1951 ---------------------------------------- ---- 5,000 4,000 6,500 6500 6,500

Total, 1949-51 ------------------------------ -- ------------ -- 19,500 19,000
1952 ------------------------------------- ,0 6,500 0,5 0000 -6,Z00
1053 ------------------------------------- 5,000 4,000 ---- -- --- 4,000
1954 ------------------------------------- . ----- 4,500 4,500 6,OO ------------ 6,000

Total, 1952-54 ------------------------------------------- I ------------ 1,500

The cost or other basis is to be adjusted
by $16,500 with respect to the years 1952-
1951, that is, by the amount allowable but
not less than the amount allowed which
reduced'.the taxpayer's taxes. An adjust-
ment must also be made with respect to the
years 1949-1951, the amount of such adjust-
ment depending upon whether an election
was properly made under section 113 (d).
If no such election 'was made, the amount
of the adjustment with respect to the years
1949-1951 is $19,500, that is, the amount
allowed but not less than the amount allow-
able. If an election was properly made, the
amount of the adjustment with respect to
the years 1949-1951 Is $19,000, that is, the
amount allowable but not less than the
amount allowed which reduced the taxpayer's
taxes.

Example (2). Corporation A purchased a
building on January 1, 1950, at a cost of
$100,000. On the basis of the facts reason-
ably known to exist at the end of 1950, a
period of 50 years should have been used
as the correct useful life of the building;
nevertheless, depreciation was computed by
Corporation A on the basis of a useful life
of 25 years, and was allowed for 1950 through
1953 as a deduction in an annual amount of
$4,000. The building was sold on January 1,
1954. Corporation A did not make an elec-
tion under section 113 (d). No part of the
amount allowed Corporation A for any of
the years 1950 through 1953 resulted in a
reduction of Corporation A's taxes. The ad-
justed basis of the building as of January 1,
1954, is $88,166, computed as follows:

Adjust-
ments to ]a
basis as Ad- Re- Do-

Year of begin. Justed main- ptec- precia-
ning of basis ig o allowed
taxable able

year

150 ....
1951 ..
1952 --.-
1953 ....
191....

$4,000
8,000
9,017

11,834

$100,000
96,000
9Z.000
90,083
8,106

50
49
48
47

$2,000
1,959
1,917

- 1,917

Adjust-
ments to Re- Do- Do-
basis as Ad- ipren- p

Year of begin- justed - n tioni-
ning of basis lif allow oed
taxable able

year

1950- --------- $100, 000 50 $2,000 $4,000
1951.... $zOOo 9W000 49 2,000 4,00
1052 1 4,00- K 000 48 2,000 4,000
1953... 6,000 91, 00 47 2 000 4,000
1954__. 8, 000 92,000 .........................

,Example (4). If it is assumed that in Ex-
ample (2), or in Example (3), all of the de-
duction allowed Corporation A for 1953 had
resulted in a reduction of A's taxes, the ad-
justment to the basis of the building for de-
preciation for 1953 would reflect the entire
$4,000 deduction. In such case, the adjusted
basis of the building as of January 1, 1954,
would be $86,083 in Example (2), and $90,000
in Example (3).

Example (5). The facts are the same as in
Example (2) except that for the year 1950
all of the $4,000 amount allowed Corpora-
tion A as a deduction for depreciation for
that year resulted in a reduction of A's taxes.
In such case, the adjustments to the basis
of the building remain the same as those set
forth in Example (2).

Example (6). The facts are the same as in
Example (3) except that for the year 1950
all of the $4,000 amount allowed Corpora-
tion A as a deduction for depreciation re-
sulted in a reduction of A's taxes. In such
case, the adjusted basis of the building
as of January 1, 1954, is $90,123, computed as
follows:

Adjust-
ments to Do-
basis as Ad- preDia-

Year of begin- justed- main- tion preci-
ning of basis allow- ton
taxable * able

year

$4,000 1950 ----
4, 000 1951 ----4,000 1952 ----

4,000 1953 ----
1054 ....

Example (3). The facts are the same as in
Example (2), except that Corporation A made
a proper election under section 113 (d). In
such case, the adjusted basis of the-building
as of January 1, 1954,, is $92,000, computed.
as follows:

$4,000
, 959

7,918
9,877

$100,000
96,000
04,041
9Z 082
0%,123

50
49
48
47

$4,000
4,000
4,000
4,000

(d) Exhaustion, wear and tear obso-
lescence, amortization, and depletion,
periods prior to March 1, 1913. The cost
or other basis shall also be decreased by
the exhaustion, wear and tear, obso-
lescence, amortization, and depletion

sustained in respect of any period prior
to March 1, 1913.

(e) Certain stocke distributions, (1)
In the case of stock, the cost or other
basis must be diminished by the amount
of distributions previously made which,
under the lawapplicable to the year in
which the distribution was made, either
were tax-free or were applicable in re-
duction of basis (not including didtribu-
tions made by a corporation, which was
classified as a personal service corpora-
tion under the provisions of the Revenue
Act of 1918 or 1921, out of Its earnings
or profits which were taxable in accord-
ance with the provisions of section 218 of
the Revenue Act of 1918 or 1921)

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A, who makes his returns upon
the calendar year basis, purchased stook In
1923 for $5,000. He received in 1924 a dia-
tribution of $2,000 paid out of earnings and
profits of the corporation accumulated before
March 1, 1913. The adjusted basis for deter-
mining the gain or loss from the sale or other
disposition of the stock in 1952 Ia $5,000 lesa
$2,000, or $3,000, and the amount of the gain
or loss from the sale or other dispoaltion of
the stock is the difference between $3,000 and
the amount realized from the sale or other
disposition.

(f) Stock of United States share-
holders of a foreign personal holding
company. In the case of the stock of
the United States shareholders in a
foreign personal holding company the
cost or other basis must be adjusted also
to-the extent provided in section 337 (f)

(g) Other applicable rules. (1) Ad.
justments must always be made to elimi-
nate double deductions or thdir equiva-
lent. Thus, in the case of the stock of a
subsidiary company, the basis thereof
must be properly adjusted for the amount
of the subsidiary company's losses for
the years in which consolidated returns
were made.

(2) In determining basis, and adjust-
ments to basis, the principles of estoppel
apply, as elsewhere under the Internal
Revenue Code.

(3) For adjustment to basis of bonds
on account of amortizable bond pre-
mium, see §§ 39.125 (a)-1 to 39.125
(c)-2, inclusive. For adjustment to
basis of short-term municipal bonds as
defined m section 22 (o) (2) (A), see
§ 39.22 (o)-1.

(4) For adjustment to basis on ac-
count of expenditures attributable to a
grant or loan made to a taxpayer by the
United States for the encouragement of
exploration for, or development or min-
ing of, critical and strategic minerals or
metals, see section 22 (b) (15) and § 30.22
(b) (15-1.

(5) With respect to taxable years end-
ing after December 31, 1950, the basis
shall also be adjusted to take into ac-
count the amount of expenditures for
development and exploration of mines or
mineral deposits treated as deferred ex-
penses under section 23 (cc) (2) and
(ff) (2) The basis so adjusted shall
be reduced by the amount of such ex-
penditures allowed as deductions under
such sections which results in a reduc-
tion of the taxpayer's liability for income

§ 39.113 (b) (1)-1
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- tax but not less than the amounts allow-, ment shall be made in the following
able under such sections for the taxable manner and order:
year and prior years. For example, if a (1) In the case of indebtedness in-
taxpayer purchases unexplored and un- curred to purchase specific property
developed nnmng property for $1,000,000 (other than inventory or notes or ac-
and at the close of the development stage counts receivable) whether or not a lien
has incurred exploration and develop- is placed against such property securing
ment costs.of $9,000,000 treated as de- the payment of all or part of such In-
ferred expenses, the basis of'such prop- debtedness, which indebtedness shall
erty at such time for computing gain or have been canceled or reduced in any
loss will be $10,000,000. Assuming that such proceeding, the cost or other basis
the taxpayer in this example has oper- of such property shall be decreased (but
ated -the mine for several years and has not below its fair market value) by the
deducted allowable percentage depletion amount by which the indebtedness so
in the amount of $2,000,000 and has de- incurred with respect to such property
ducted allowable deferred exploration shall have been canceled or reduced;
and development expenditures of $2.000.- (2) In the case of specific property
000, the basis of the-property in the tax- (other than inventory or notes or ac-
payer's hands for purposes of determi- counts receivable) against which, at the
ing.gain or loss if sold will be $6,000.000. time of the cancellation or reduction of

(6) In the case bf an unharvested the indebtedness, there Is a lien (other
crop which is sold, exchanged, or mvol- than a lien securing Indebtedness in-
untarily converted with the land and curred to purchase such property) the
which is considered as property used in cost or other basis of such property shall
the trade or business under. section 117 be decreased (but not below its fair mar-
(j) (3) the basis of such crop shall be ket value) by the amount by which the
increased by the amount of the items indebtedness secured by such lien shall
which are attributable to the production have been canceled or reduced;
of-such crop and which ate disallowed, (3) Any excess of the total amount by
under section 24 (f) and-§ 39.24 (f)-l, as which the indebtedness shall have been
deductions in computing net income, so canceled or reduced in such proceed-
See also § 39.117 (j)-l. The basis of any ing over the sum of the adjustments
other-property shall be decreased by the made under subparagraphs (1) and (2)
amount of any such items which are of this paragraph shall next be applied
attributable to such other property, not- to reduce the cost or other basis of the
withstanding any provision of section 113 property of the debtor (other than n-
(b) (1) or of this section to the contrary. ventory and notes and accounts receiv-
For example, if the items attributable to able, but including property covered by
the production of an unharvested crop such subparagraphs) as follows: The
consist only of fertilizer costing $100 and cost or other basis of each unit of prop-
$50 depreciation on a tractor used only erty shall be decreased (but not below its
to cultivate such crop and such items are fair market value) in an amount equal to
disallowed under section 24 (f) and such proportion of such excess as the
§ 39.24 (f)-l, the adjustments to the adjusted basis (after adjustment under
basis of such crop shall include an in- subparagraphs (1) and (2) of this para-
crease of $150 for such items and the graph) of each such unit of property
adjustments to the basis of the tractor bears to the sum of the adjusted bases
shall include a reduction of $50 for the (after adjustment under such subpara-
depreciation on the tractor, graphs) of all the property of the debtor

(7) For the adjustments to 1asis of a other than inventory and notes and
residence because its acquisition resulted, accounts receivable;
under the provisions of section 112 (n) (4) Any excess of the total amount by
in the nonrecognition of any part of the which such indebtedness shall have been
gain realized upon'the sale, exchange, or so canceled or reduced over the sum of
involuntary conversion of another resi- the adjustments made under subpara-
dence, see § 39.112 (n)-l. graphs (1) (2), and (3) of this pare-

§ 39.113 (b) (1)-2 Adjusted bass graph shall next be applied to reduce the
cancellation of zndebtedness. (a) In ad- cost of other basis of any units of prop-
dition to the adjustments provided in erty covered by such subparagraphs
section 113 (b) (1) and § 39.113 (b) which have a remaining basis (after ad-
(1)-1 which are required to be made 3ustment under such subparagraphs)
with respect to the cost or other basis of greater than their fair market value, as
property, a further adjustment is re- follows: The cost or other basis of each
quired in certain cases in which there Such unit of property shall be decreased
has been a cancellation or reduction of (but not below Its fair market value) in
indebtedness in a proceeding under the an amount equal to such proportion of
Bankruptcy Act (11 U. S. C. 1 et seq.) such excess as the remaining basis of
Except as otherwise provided in section each such unit bears to the sum of the
113 (a) (21) or (22) or 113 (b) (4) such remaining bases of such units. The
further adjustmnent shall be made in any process shall be repeated until the cost
case in which there shall have been a or other basis of each unit of the prop-
cancellation or reduction of indebtedness erty covered by subparagraphs (1), (2),
in any proceeding under section 12, 74 and (3) of this paragraph is reduced to
(except in the case of a "wage earner" as its fair market value or the amount by
defined in section 606 (8) of the Bank- which the indebtedness shall have been
ruptcy Act (11 U. S. C. 1006 (8)) or 1TB, canceled or reduced Is exhausted, taking
4& Staf- 912, or under Chapter X, XI, or into account n the successive steps only
XII of the Bankruptcy Act (11 U. S. C. those units of property having, after the
c. 10, 11, and 12) Such further adjust- preceding adjustment, a remaining basis

greater than their fair market value;
and

(5) Any excess of the total amount by
which the indebtedness shall have been
so canceled or reduced oyer the sum of
the adjustments made under subpara-
graphs (1) (2) (3) and (4) of this par-
agraph shall next be applied to reduce
the cost or other basis of inventory and
notes and accounts receivable, as fol-
lows: The cost or other basis of inven-
tory or notes or accounts receivable, as
the case may be, shall be decreased (but
not below Its fair market value) in an
amount equal to such proportion of such
excess as the adjusted basis of inventory,
notes receivable or accounts receivable,
as the case may be, bears to the sum of
the adjusted bases of such inventory and
notes and accounts receivable. The
process shall be repeated until the ad-
Justed bases of inventory, notes receiv-
able and accounts receivable are reduced
to their fair market value or the amount
by which the indebtedness shall have
been canceled or reduced is exhausted,
taking into account in the succezsve
steps only those units of property havin,
after the preceding adjustment, a re-
maining basis greater than their fair
market value.

(b) For the purposes of this section:
(1) Basis shall be determined as of the

date of entry of the order confirming the
plan. composition, or arrangement under
which such indebtedness shall have been
canceled or reduced;

(2) Except where the context other-
wise requires, property means all of the
debtor's property, other than money;

(3) No adjustment shall be made by
virtue of the cancellation or reduction
of any accrued interest unpaid which
shall not have resulted n a tax benefit m
any income tax return;

(4) The phrase "indebtednems in-
curred to purchase" includes (I) mdebt-
edness for money borrowed and applied
in the purchase of property and (ii) an
existing indebtedness secured by a lien
against the property which the debtor,
as purchaser of such property, has as-
sumed to pay* and

(5) The term "fair market value" has
reference to such value as of the date of
entry of the order confirming the plan,
composition, or arrangement under
which such indebtedness shall have been
canceled or reduced.

(c) Any determination of value in a
proceeding under the Bankruptcy Act
(11 U. S. C. 1 et seq.) shall not con-
sUtute a determination of fair market
value for the purposes of this section.

(d) The basis of any of the debtor's
property which shall have been trans-
ferred to a person required to use the
debtor's basis in whole or in part shall be
determined in accordance with the pro-
visions of this section.

§ 39.113 (b) (W)-3 Adjusted bass;
cancellation of zndebtedress; sVcai
cases. If the taxpayer and the Commis-
sioner agree, the basis of the Jaxpayer's
property may be adjusted in a manner
different from that set forth in § 39.113
(b) (1)-2. Variations from such rule
may, for example, involve adjusting the
basis of any part of the taxpayer's prop-

§ 39.113 (b (M]-3
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erty or adjusting the basis of all the tax-
payer's property, according to a fixed
allocation. Agreement between the tax-
payer and the Commsstoner as to any
variation from such geheral rule shall be
effected only by a closing agreement en-
tered into under the provisions of sec-
tion 3760.

§ 39.113 (b) (1)-4 Adjusted basis;
mutual savings banks, building and loan
assoczations, and cooperative banks. (a)
The adjustments to the cost or other
basis of property provided in section 113
(b) and §§ 39.113 (b) (1)-1 to 39.113 (b)
(1)-3, inclusive, are applicable in the
case of a mutual savings bank not.hav-
Ing capital stock represented by shares,
a domestic building and loan association,
and a cooperative bank without capital
stock organized and operated for mutual
purposes and without profit, although
such institutions were exempt from tax
for taxable years beginning before Jan-
uary 1, 1952. Proper adjustment must
be made under section 113 (b) for the
entire period since the acquisition of
property. Thus, adjustment to basis
must be made for depreciation allowable
for.all prior taxable years although such
Institution may have been exempt from
tax during such period. Similarly, in the
case of tax exempt and partially taxable
bonds purchased at a premium and sub-
ject to amortization under section 125,
proper adjustment to basis must be made
to reflect amortization with respect to
such premium from the date of acqui-
sition of the bond.

(b) The application of paragraph (a)
of this section may be illustrated by the
following example:

Example: On January 1, 1952, Z, a mutual
savings bank, which keeps its books on a
calendar year basis, owns a tax-exempt $1,000
noncallable bond maturing on January 1,
1962. Such bond was acquired by Z on Jan-
uary 1, 1932, for $1,300. It was sold by Z on
December 31, 1952, for $1,250. The yearly
rate of amortization of the premium, deter-
mined by dividing the total premium of $300
by the life of the bond (30 years) is $10.
Z realizes a gain of $60 from such sale com-
puted as follows:

(1) Cost of bond ----------- ----- $1,300
(2) Amount of bond premium

attributable to years 1942
through 1951, during which
Z was exempt from tax ($10
times 10 years) ------------ $00

(3) Amount of bond premium
amortized from Jan. 1, 1952,
through Dec. 31, 1952 1$10
times 1 year) --------------- 10

(4) Total amount of adjustments to.
basis (aggregate of (2) and (3) )__ 110

(5) Adjusted basis of bond at close
of 1952 ((1) reduced by (4))---- 1,190

(6) Gain realized upon sale-excess
of sale price over adjusted basis
($1,250 minus $1,190) ------------ 60

The basis of a fully taxable bond purchased
at a premium shall be adjusted from the
date of the election to amortize such pre-
mium in accordance with the provisions of
section 125, except that no adjustment shall
be allowable for such portion of the pre-
mium, attributable to the period prior to
the election.

§ 39.113(b) (1)-4

(c) In'the case of a mortgage pur-
chased, acquired, or originated at a
premium, where the principal of such
mortgage is payable in installments, ad-
3ustments to the basis of the premium
must be made for all taxable years
(whether or not the institution was ex-
empt from tax during such years) in
which installment payments are received.
Such adjustments may be made on an
individual mortgage basis or on a com-
posite basis by reference to the average
period of payments of the mortgage loans
of such institution. For the purpose of
this .adjustment, the term "premium"
includes the excess of the acquisition
value of-the mortgage over its maturity
value. The acquisition value of the
mortgage is the cost including buying
commissions, attorneys' fees, or broker-
age fees, but such value does not include
amounts paid for accrued interest.

§ 39.113 (b) (2) Statutory provisions;
adjusted basis for determining gain or
loss; substituted basis.

, SEC. 113. Adjusted basis for determining
.gain or loss. * * *

(b) Adjusted basis. The adjusted basis
for determining the gain or loss from the
sale or other disposition of property, when-
ever acquired, shall be the basis determined
under subsection (2), adjusted as herein-
after provided. * * *

(2) Substituted bas. The term "substi-
tuted basis" as used In this subsection means
a basis determined under any provision of
subsection (a) of this section or under any
corresponding provision of a prior income
tax law, providing that the basis shall be
determined-

(A) By reference to the basis in the hands
of a transferor, donor, or grantor, or

(B) By reference to other property held at
any time by the-person for whom the basis
is to be determined.

Whenever It appears that the basis of prop-
erty in the hands of the taxpayer is a sub-
stituted basis, then the adjustments provided
in paragraph (1) of this subsection shall be
made after first making in respect of such
substituted basis proper adjustments of a
similar nature in respect of the period during
which the property was held by the trans-
feror, donor, or grantor, or during which the
other property was held by the person for
whom the basis is to be determined. A sim-
ilar rule shall be applied in the case of a
series of substituted bases.

§ 39.113 (b) (2)-1 Substituted basis.
(a) Whenever it appears that the basis
of property in the hands of the taxpayer
is a substituted basis, as defined in sec-
tion 113 (b) (2) the adjustments indi-
cated in § 39.113 (b) (1)-1 shall be made
after first making in respect of such sub-
stituted basis proper adjustments of a
similar nature in respect of the period
during which the property was held by
the transferor, donor, or grantor, or dur-
ing which the other property was held by
the person for whom the basis is to be
determined. In addition, whenever it
appears that the basis of property in the
hands of the taxpayer is a substituted
basis, as defined in section 113 (b) (2)
(A) the adjustments indicated in
§§ 39.113 (b) (1)-2, 39.113 (b) (3)-1,
and 39.113 (b) (3)-2 shall also be made,
whenever necessary, after first making
in respect of such substituted basis a
proper adjustment of a similar nature in
respect of the period durng which the

property was held by the transferor, d-
nor, or grantor. Similar rules shall also
be applied in the case of a series of sub
stituted bases.

(b) The application of this section
may be illustrated by the following
example:

Example. A, who makes his returns upon
the calendar year basis, in 1935 purchased
the X Building and subsequently gave It to
his son B. B exchanged the X Building for
the Y Building in a tax-free exchange, and
then gave the Y Building to his wif a C, 0,
in determining the gain from the sale or
other disposition of the Y Building in 1052,
is required to reduce the basis of the build-
ing by deductions for depreciation which
were successively allowed (but not less than
the amount allowable)'to A and B upon the
X Building and to B upon the Y Building, In
addition to the deductions for depreciation
allowed (but not less than the amount al-
lowable) to herself during her ownership of

'the Y Building.

§ 39.113 (b) (3) Statutory provi-
szons; adjusted basis for determining
gain or loss; discharge of indebtedness.

SEC. 113. Adjusted, basis for determining
gain or loss. *

(b) Adjusted basis. The adjusted basis
for determining the gain or loss from the
sale or other disposition of property, when-
ever acquired, shall be the basis determined
under subsection (2), adjUsted as hereinafter
provided. * * *

(3) Discharge of Indebtedness. Where In
the case of a corporation any amount Is ex-
cluded from gross income under section 22
(b) (9) on account of the discharge of
indebtedness the whole or a part of the
amount so excluded from gross income shall
be applied In reduction of the basis of any
property held (whether before or after the
time of the discharge) by the taxpayer dur-
ing any portion of the taxable year in which
such discharge occurred. The amount to bo
so applied (not in excess of the amount so
excluded from gross income, reduced by the
amount of any deduction disallowed under
section 22 (b) (9)) and the particular prop-
ertles to which the reduction shall be allo-
cated, shall be determined under regulations
(prescribed by the Commissioner with the
approval of the Secretary) in effect at the
time of the filing of the consent by the tax-
payer referred to In section 22 (b) (9). The
reduction shall be made as of the first day
of the taxable year in which the discharge
occurred except In the case of property not
held by the taxpayer on such first day, In
which case it shall take effect as of the time
the holding of the taxpayer began.
[See. 113 (b) (3) as added by see. 216 (b),
Rev. Act 1939]

§ 39.113 (b) (3)-1 Adjusted basis;
discharge of corporate indebtedness;
general rule. (a) In addition to the ad-
justments provided in section 113 (b) (1)
and § 39.113 (b) (1)-1 which are re-
quired to be made with respect to the
cost or other basis of property, and ex-
cepb as otherwise provided In section
113 (a) (21) or (22), or 113 (b) (4), a
further adjustment shall be made in any
case In which ther'e shall have been an
exclusion from gross Income under sec-
tion 22 (b) (9) on account of the dis-
charge of indebtedness 'of a corporation
during the taxable year. Such further
adjustments shall, except as otherwise
provided In § 39.113 (b) (3)-2, be made
in-the following manner and order'

(1) In the case of Indebtedness In.
curred to purchase specific property
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(other than inventory or notes or ac-
,counts receivable) whether or not a lien
is placed against such property secur-
ing the payment of all or part of such
indebtedness, which indebtedness shall
have been discharged, the cost or other
basis of such property shall be decreased
(but the amount of the decrease shall
not be more than the amount of the ad-
justed basis without reference to this
section) by an amount equal to the
amount excluded from gross income un-
der section 22 (b) (9) and attributable
to the discharge of the indebtedness so
incurred with respectto such property*

(2) In the case of specific property
(other than inventory or notes or ac-
counts receivable) against which, at the
time of the discharge of the indebted-
ness, there is a lien (other than a lien
securing indebtedness incurred to pur-
chase such property) the cost or other
basis of such property shall be decreased
(but the amount of the decrease shall
not be more than the amount of the
adjusted basis without reference to this
section) by an amount equal to the
amount excluded from gross income un-
der section 22 (b) (9) and attributable
to the discharge of the indebtedness se-
cured by such lien;

(3) Any excess of the -total amount
excluded from gross income under sec-
tion 22 (b) (9) over the sum of the ad-
justments made under subparagraphs
(1) and (2) of this paragraph shall next
be applied to reduce the cost or other
basis of ttie property of the debtor (other
than inventory and notes and accounts
receivable, but including property cov-
ered by such subparagraphs) as follows:
The cost or other basis of each unit of
property shall be decreased (but the
amount of the decrease shall not be more
than the amount of the adjusted basis
without reference to this section) in an
amount equal to such proportion of such
excess as the adjusted basis (without
reference to this section) of each such
unit of property bears to the sum of ad-
justed bases (without reference to this
section) of all the property of the debtor
other than inventory and notes and ac-
counts receivable; and

(4) Any excess of the total amount ex-
cluded from gross income under section
22 (b) (9) over the sum of the adjust-
ments made under subparagraphs (1)
(2) and (3) of this paragraph shall next
be applied to reduce the cost or other
basis of inventory and notes and ac-
counts receivable, as follows: The cost
or other basis of inventory or notes or
accounts receivable, as the case may be,
shall be decreased (but the amount of
the decrease shall not be more than the
amount of the adjusted basis without
reference to this section) in an amount
equal to such proportion of such excess
as the adjusted basis of inventory, notes
receivable or accounts receivable, as the
case may be, bears to the sum of the ad-
justed bases of-such inventory and notes
and accounts receivable.

(b) For the purposes of this section:
.(1) Except- where the context other-

wise requires, property means all.of the
debtor's property, other than money;
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(2) The phrase "Indebtedness In-
curred to purchase" includes (I) in-
debtedness for money borrowed and ap-
plied in the purchase of property and
(1i) an existing indebtedness secured by
a lien against the property which the
debtor, as purchaser of such property,
has assumed to Pay-

(3) The phrase "amount excluded
from gross income under section 22 (b)
(9)" means the amount of income ex-
cluded under that section reduced by
any deduction disallowed under that sec-
tion for unamortized discount;

(4) Adjustments to basis shall be
made:

(I) In the case of property owned on
the first day of the taxable year, as of
that day-

(ii) In the case of property acquired
after the first day of the taxable year,
as of the day so acquired-
regardless of the time such property was
subsequently sold, exchanged, or other-
wise disposed of by the taxpayer;

(5) Whenever a discharge of indebt-
edness is accomplished by a transfer of
the taxpayer's property in kind, the dif-
ference between the amount of the obli-
gation discharged and the fair market
value of the property transferred Is the
amount which may be applied in reduc-
tion of basis;

(6) Regardless of the amount exclud-
ed by the taxpayer from its gross income
under section 22 (b) (9) and so stated
on Form 982, the maximum amount by
which basis may be reduced in respect of
the discharge of any indebtedness is the
amount of Income resulting from the dis-
charge of such indebtedness.

(7) Effective with respect to a dis-
charge of indebtedness occurring within
a taxable year ending after December 31.
1950, except in the case of a consent filed
before April 7, 1953, any reduction in
basis which remains to be taken (by rea-
son of an exclusion from gross income
under section 22 (b) (9)) after the appli-
cation of subparagraph (1) of paragraph
(a) of this section shall be applied first
against property of a character subject
to the allowance for depreciation under
section 23 (1) property with respect to
which a deduction for amortization is
allowable under section 23 (t), and
property with respect to which a deduc-
tion for depletion Is allowable under sec-
tion 23 (m) (but not including property
specified in section 114 b) (2). (3), or
(4) in the order In which such property

is described insubparagraphs (2) and (3)
of paragraph (a) of this section. Any
further adjustment in basis required to
be made under section 22 (b) (9) shall
be applied against other property In the
order prescribed In subparagraphs (2),
(3) and (4) of paragraph (a) of this
section.

(c) The application of paragraph (a)
of this section may be illustrated by the
following examples:

Example (I). On January 1, 1952, tho
N Corporation owned an oMce building, which
it sold in Mrch 1952. In June 1952 It pur-
chased a factory building. In October 1952
the N Corporation bought in its outstand-
Ing bonds at less than their face value. As-
suming that there is a proper exclusion from

gro-s income under cection 22 (b) (9), the
basis of each building shall be adjusted
under cection 113 (b) (3) for the taxable
year 1952. (But cee § 39.113 (b) (3)-2.)

Example (2). The M. Corporation has out-
standing an i-ue of A bonds which It had
cold at a premium and an Lue of B bonds
which it had cold at a dIscount. In July1952
the M Corporation purchased such outstand-
Ing bonds for les= than face value. The
amount of income attributable to the dis-
charge of the A bonds Is $1,000 and the
amount of unamortized premium Is $200.
The amount or income attributable to the
dischrge of the B bonds Is M. and the
amount of unamortized discount Is $50. If
the MI Corporation under section 22 (hi (9)
elects to have excluded from gross income the
amount of income attributable to the dis-
charge of both bond izues, the total reduc-
tion In basis of the property of the M. Cor-
poration shall not exceed $2,150. If the
MI Corporation elects only with respect to the
A bonds, the total reduction in ba'Ls shall
not exceed 61.200 (or $950 If the election is
with respctto the B bonds). If the LI Cor-
partion excludes only an anount of $500
with re-pect to the A bonds, the total reduc-
tion in bas may nevertheless be $1,200 (or
0350 if the exclusion s vith respect to the
B bonds).

§ 39.113 (b) (3)-2 Adjusted baszs;
discharge of corporate zndebtedness,;
special cases. (a) Saction 39.113 (b)
(3)-1 prescribes the general rule to be
followed In adjusting basis of property
where there Is a proper exclusion from
gross Income under section 22 (b) (9)
The taxpayer may, however, have the
basis of its property adjusted in a manner
different from that set forth in § 39.113
(b) (3)-1 upon a proper showing to the
satisfaction of the Commissoner. Such
adjustment, however, shall be consistent
with the principles of § 39.113 (b) (3)-1
(b) (7). Variations from such general
rule may, for example, involve adjusting
the basis of only part of the taxpayer's
property or adjusting the basi of all the
taxpayer's property, according to a fixed
allocation.

(b) A request for variations from the
general rule prescribed in § 39.113 (1b)
(3)-1 shall be filed by the taxpayer with
Its return for the taxable year in which
the discharge of indebtedness occurred
unless a consent Is permitted (under
§ 39.22 (b) 9)-1) after the oninal
return has been filed, in which case
such request shall be filed with the
amended return or claim for credit or
refund, as the case may be. Agreement
between the taxpayer and the Commis-
sloner as to any variations from such
general rule shall be effected only by a
closing agreement entered into under
the provisions of section 3760. If no
agreement Is reached between the tax-
payer and the Commissioner as to varia-
tions from the general rule prescribed in
§ 39.113 Mb) (3)-1, then the consent filed
on Form 982 shall be deemed to be a
consent to the application of such gen-
eral rule and such general rule shall
prevail in the determination of the basis
of the taxpayer's property, unless the
taxpayer specifically states on such form
that It does not consent to the applica-
tion of the general rule.

§ 39.113 (b) (4) Statutory Provmsns;
adjusted basis for determining gai or

§ 39.113 (b) (4)
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5962 RULES AND RZEGULATIONS
I

loss; adjustment of capital structure be- - for the provisions of section 22 (b) (11)
fore September 22, 1938. would be includible in gross income of

SEc. 113. Adjusted bass for determining the lessor, the amount so excluded from
gain or loss. 0 * • gross income shall not be taken into

(b) Adjusted basis. The adjusted basis account in determining the basis or the
for determining the gain or loss from the adjusted basis of such property or any
sale or other disposition of property, when- portion thereof m the hands of the lessor.
ever acquired, shall be the basis determined If, however, in any taxable year begin-
under subsection (2). adjusted as herein- rang before January 1, 1942, there has
after provided. 0 *

(4) Adjustment of capital structure prior been included in the gross income of the
to September 22, 1938. Where - plan of re- lessor an amount representing any part
organization of .a corporation, approved by of the value of such property attributa-
the court in a proceeding under section 77B ble to such buildings or improvements,
of the National Bankruptcy Act, as amended, the basis of each portion of such prop-
Is consummated by adjustment of the capl- erty shall be properly adjusted for thetal or debt structure of such corporation amount so included in gross -income.
without the transfer of its assets to another For example, A leasedin 1930 to B for a
corporation, and a fnal judgment or decree
in such proceeding has been entered priorto period of 25 years unimproved real prop-
September 22, 1938, then the provisions of erty and in accordance with the terms
section 270 of the National Bankruptcy Act, of the lease B erected a building on the
as amended, shall not apply in Tespect of the property. It was estimated that upon
property of such corporation. For the pur- expiration of the lease the building would
poses of this paragraph the term "'reorgani- have a depreciated -value of $50,000,
zation" shall not be limited by the definition which value the lessor elected to report
of such term Insection 112 (g). (beginning in 1931) as income over the
[Sec. 113 (b) (4) as added by sec. 122, Rev. term of the lease. Tins method of re-
Act 19431 porting was used until 1942. In 1952 B

§ 39.113 4b) (4)-1 Adjusted basis; ex- forfeits the lease. The amount of
ception to section 270 of the Bankruptcy- $22,000 reported as income by A during
Act, as amended. The adjustment to the years 1931 to 1941, inclusive, shall be
basis provided by section 270 of the added to the basis of the propertyrepre-
Bankruptcy Act (11 U. S. C. 670) and-by sented by-the improvements in the hands
H 39.113 (b) (1)-2 and 39.113 (b) (Wl-3 of A. If in such case A -did not report.
shall not be made if, in a proceeding -n- during the period of the lease any in-
der section 77B of such act, 48 Stat. 912, come attributable to the value of the
indebtedness was canceled in pursuance lease was forfeited in 1940 when the
of a plan of reorganization which was lding was orth $75,000 s h t,
consunmated by adjustment of the capi- building was worth $75,000, such amount,
tal or debt structure of the insolvent having been included in gross income
corporation, and the final judgment or under the law applicable to that year, is
decree in such proceeding was entered added to the basis of the property repre-
before September 22, 1938. Section 113 sented by the improvements in the hands
(b) (4) and this section do nct apply if of A. As to treatment of such property
the plan of reorganization under section for the purposes of capital gains and.
77B was consummated by the transfer of losses, see section 117.
assets of the insolvent corporation to 1 39.113 (d) Statutory provisions; ad-
another corporation. gusted basis for determining gain or loss;

§ 39.113 (c) Statutory prov ions; ad- depreciation, etc., allowed before 1952.
2usted basis for determining gain or loss; Src. 113. Adjusted basis for determining
property on which lessee has made .m- gain or, loss. * * *
provements. (d) Election in respect of depreciation,

etc., allowed before '1952. Any person may
SE9. 113. Adjusted -basis for determining' elect to have clause (ii) -of subsection (b)

gain or loss. * * * (1) (B) apply inrespect of- periods since Feb-
(c) Property on which lessee has made %m- ruary' 28, 1913, and before January 1, 1952.

provements. lNeither the basis :nor the ad- Such an election shall be made in such man-
justed basis of any portion of real property ner as the Secretary may be regllations pre-
shall, in the case of the lessor of such prop- scribe, shall be irrevocable, and shall apply
erty, be Increased or diminished on account in respect of all property held by the person'
of income derived by the lessor in respect making the election at any time on or be-
of such property and excludable from gross, fore the date on which the election was-made
income under section 22 (b) (11). If an and in respect -of all periods since February.
amount representing any part of the value 28, 1913, and before J anuary 1, 1952, during
of real property attributable to buildings which such person held such property or for
erected or other Improvements made by a which adjustments must be made under
lessee in respect of such property was In- subsection (b) (2). An election by a trans-
cluded in gross income of the lessor for any' feror, donor, or grantor made after the date
taxable year beginning before January 1, of the transfer, gift, or grant of property
1942, the basis of each portion of such prop- . shall not affect the basis of such property
erty shall be properly adjusted for the in the hands. of. the .transferee, donee, or
amount so included In gross Income. grantee. No such election may be made after
[Sec. 113 (c) as added by sec. 115 (b), Rev. Decemberi3l, 1952.
Act 1042] [See. 113 (d) as added by see. 2, Pub. Law

§ 39.113 ()-1 Property on which 539 (82d Cong.),]
lessee has-made improvements. In any § 39.113 d)-1 Election as'to amounts
case in which a lessee of 'eal property- allowed in respect of depreciation, etc.,
has erected buildings or made other im- before 1952-6a) In general. (1) Any
provements uponthe leasedpropertyand personinay electtohave the adjustments
the lease Is terminated by forfeiture or to the cost or other basis of property un-
otherwise resulting in the realization by der section 113 (bi) (1) (B) determined
such lessor of income which, were it mot, in accordance 'with clause (ii) of such

§ 39.113 (MI (4)-')

section, by filing with the district director
of internal revenue, on or before Decem-
ber 31, 1952, the written statement of
election provided In paragraph (b) of
this section. The statement must bo fied
with the district director with whom the
return must be filed (determined under
section 53 (b) as of December 31, 1952),
Such election shall be irrevocable after
December 31, 1952, and shall apply with
respect to all periods since February 28,
1913, and before January 1, 1952. The
election shall apply to all properties held
by the -person making the election at any
time on or before the date of such elec-
tion.

(2) A taxpayer may include in an
election filed before December 31, 1952,
a statement that the election shall take
effect when filed, and In such case the
election shall be irrevocable on the date
filed, and shall not apply to any prop-
erty acquired by the taxpayer after such
date. If an election is made before De-
cember 31, 1952, and does not contain
such statembnt, the election may be re-
voked by filing on or before December
31, 1952, In the same office in which the
election was filed, a statement of revo-
cation executed in the same manner as'
the election. Such an election made be-
fore December 31, 1952, and not revoked
on or before that date, shall be deemed
made on December 31, 1952, and shall
apply to all property held by the tax-
payer at any time on or before such date,

(3) A copy of the written statement
of election must be filed with the first
income tax -return, amended return, or
claim for refund filed on or after the date
on which the election is made.

(4) An election by a partner Is not an
election by the partnership of which he
is a member, but a separate election must
-be made by the partnership. Similarly,
an election by the partnership applies
only with respect to the-partnership, and
is not applicable to the separate property
of the partners. A similar rule applies
with respect to elections by trusts and
beneficiaries of such trusts.

(5) An election which conforms In
substance to the provisions of this sec-
tion shall, not be deemed Invalid solely
because it was filed prior to the date on
which the regulations in this section
were promulgated.

(b) Rules applicable to making of
election. The following rules are appli-
cable to the making of an election under
section 113 (d)

(1) Form of election. The election
shall be In the form of a statement in
writing addressed to the district director
of internal revenue with whom filed, shall
state the name and address of the tax-
payer making the election, and shall con-
tain a statement that such taxpayer
elects to have the provisions of section
113 (b) (1) (B) (11) apply In respect of
all periods since February 28, 1913, and
before January 1, 1952.

(2) Signature. The statement shall
be signed by the taxpayer making the
election, if an Individual, or, If the tax-
payer making the election is not an In-
dividual, the statement shall be executed
In the same manner as is required in the
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Saturday, September 26, 1953

case of the income tax return of such
taxpayer.

(3) Filing. The written statement
must be filed in the office of the district
director of internal revenue on or before
December 31, 1952. An election shall be
considered as timely filed if it is placed
in the mail on or before midmght of De-
cember 31, 1952, as shown by the post-
mark on the envelope containing the
written statement of election or as
shown by other available evidence of
the mailing date.

§ 39.114 Statutory provisions; basis
for depreciation and depletion.

Ssc. 114. Basis for depreciation and deple-
tion-(a) Basts for depreciation. The basis
upon winch exhaustion, wear and tear, and
obsolescence are to be allowed-in respect of
any property shall be the adjusted basis pro-
vided in section 113 (b) for the purpose of
determining the gain upon the sale or other
disposition of such property.

(b) Basis for depletion-(1) General rule.
The basis upon which depletion is to be
allowed in respect of any property shall be
the adjusted basis provided in section 113 (b)
for the purpose of determining the gain upon
the sale or other disposition of such property,
except as provided in paragraphs (2), (3),
and (4) of this subsection.

(2) Discovery value %n the case of mines.
In the case of mines (except mines in re-
spect of which percentage depletion Is allow-
able mder paragraph (4) of this subsection)
discovered by the taxpayer after February 28,
1913, the basis for depletion shall be the fair
market value of the property at the date of
discovery or within thirty days thereafter,
if such mines were not acquired as the result
of purchase of a proven tract or lease, and
if the fair market value of the property is
materially disproportionate to the cost. The
depletion allowance under section 23 (i)
based on discovery value provided in this
paragraph shall not exceed 50 per centum of
the net income of the taxpayer (computed
without allowance for depletion) from. the
property upon which the discovery was made,
except that in no case shall the depletion
allowance under section 23 (m) be less than
it would be if computed without reference
to discovery value. Discoveries shall include
minerals in commercial quantities contained
within a vein or deposit discovered in an
existing mine or mining tract by the taxpayer
after February 28, 1913, if the vein or deposit
thus discovered was not merely the uninter-
rupted extension of a continuing commercial
vein or deposit already known to exist, and
if the discovered mineralS are of sufficient
value and quantity that they could be sepa-
rately mined and marketed at a profit.

(3) Percentage depletion for oil and gas
weUs. In the case of oil and gas wells the
allowance for depletion under section 23 (m)
ab all be 27V per centum of the gross income
from the property during the taxable year,
excludingfrom such gross income an amount
equal to any rents or royalties paid or in-
curred by the taxpayer in respect of the
property. Such allowance shall not exceed
50 per centum, of the net income of the tax-
-payer (computed without allowance for de-
pletion) from the property, except that in no
case shall the depletion allowance under sec-
tion 23 (m) be less than it would be if com-
puted without reference to this paragraph.

(4) Percentage depletion for coal and
metal- mnes and for certain other mines and
-natural mineral deposits.-(A) In general.
The allowance for depletion under section
23 (in) in the case of the following mines
and other natural deposits shall be-

(1) In the case of sand, gravel, slate.
stone (including pumice and scorla), brick
and tile clay, shale, oyster shell, clam shell,
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grpnlte, marble, sodium chloride, and. If from
brine wells, calcium chloride, magnesium
chloride, and bromine, 5 per centum.

(i) In the case of coal. asbestos, bruclte.
dolomite, mngnesite, perlito. wollastonIte,
calcium carbonates, and magneslum carbo-
nates. 10 per centum,

(iI) In the case of metal mines, aplite,
bauxite, fluorspar, flake graphite, vermiculite,
beryl, garnet, feldspar, mica, talc (including
pyrophyllite), lepldolite, spodumene, barite,
ball clay, sagger clay, china clay, phophato
rock, rock asphalt, trona, bentonlte, gikon-
ite, thenardite, borax, fuller's earth, tripoli,
refractory and fire clay, quartzite, diato-
maceous earth, metallurgical grade limestone.
chemical grade limestone, and potasb, 15
per centum, and

(iv) In the case of sulfur, 23 per centum,

of the gross income from the property dur-
ing the taxable year. excluding from such
gross income an amount equal to any rents
or royalties paid or incurred by the taxpayer
in respect of the property. Such allowance
shall not exceed 50 per centum of the net
income of the taxpayer (computed without
allowance for depletion) from the property.
except that in no case shall the depletion
allowance under ection 23 (m) be less than
it would be If computed without reference
to this paragraph.

(B) Definition of gross income from -rop-
erty. As used in this paragraph the term
"gross income from the property" means the
gross income from mining. The term "min-
ng" as used herein, shall be considered to

include not merely the extraction of the ores
or minerals from the ground but alco the
ordinary treatment processes normally ap-
pied by mine owners or operators in order to
obtain the commercially marketable mineral
product or products, and so much of the
transportation of ores or minerals (whether
or not by common carrier) from the point
of extraction from the ground to the plants
or mlls in which the ordinary treatment
processes are applied thereto as is not in ex-
cess of 50 miles unless the Secretary finds
that the physical and other requirements are
such that the ore or mineral must be trans-
ported a greater distance to such plants or
mills. The term "ordinary treatment proc-
esses" as used herein. shal Include the fol-
lowing: (1) In the case of coal-cleaning.
breaking, sizing, and loading for shipment;
(ii) in the case of sulphur-pumping to vats,
cooling, breaking, and loading for shlpment;
(i1i) In the case of Iron ore, bauxite, ball and
sagger clay, rock asphalt, and malnerals which
are customarily sold In the form of a crude
mineral product-sarting, concentrating, and
sintering to bring to shipping grade and
form. and loading for shipment; and (iv) In
the case of lead, zinc, copper, gold. silver, or
fluorspar ores, potash, and ores which are not
customarily cold in the form of the crude
mineral product-crUshing, grinding. and
beneficlation by concentration (gravity, flo-
tation, amalgamation, electrostatic, or mag-
netic), cyanildation, leaching, crystallization,
precipitation (but not including as an ordi-
nary treatment process electrolytic deposi-
tion, roasting, thermal or electric smelting.
or refining), or by substantially equivalent
processes or combination of proce=es uced in
the separation or extraction of the product
or products from the ore, Including the fur-
nacing of quicksilver ares The principles of
this subparagraph shall alzo be applicable In
determining gross income attributable to
mining for the purposes of sectlons 450
and 453.

[Sec. 114 as amended by sec. 145, Rev, Act
1942; smc. 124 (a) (b) (c), Rev. Act 1043;
sec. 15 (a) (b) (c), Pub. Law 384 (50th
Cong.); sec. 207 (a), Rev. Act 1950; ce. 304
(d), Excess Profits Tax Act 1950; cc. 319 (a)
(b), Rev. Act 19511
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§ 39.114-1 Basis for allowance of de-
prcciation and depletion. The bas
upon which exhaustion, wear and tear,
obsolescence, and depletion wi be al-
lowed in respect of any property is the
same as Is provided in section 113 (a)
adjusted as provided in section 113 (b)
for the purpose of determining the gain.
from the sale or other dispositon of such
property, except that as provided in
§ 39.23 (m)-21 In the case of the cutting
of timber which is considered to be a sale
or exchange of such timber under sec-
tion 117 (k) (1), the basis shall be the
fair market value of such timber as of
the first day of the taxable year in wich
It is cut; and except as provided in § 39.23
(m)-3, relating to depletion based on
discovery value, in § 39.23 (m)-4, reIat-
ing to percentage depletion in the case
of oil and gas wells, in § 39.23 (m)-5,
relating to percentage depletion in the
case of certain minerals, and in sections
23 (cc) (3) and 23 (ff) (4), relating to
basis for depletion.

§ 39.115 (a) Statutory provisons; dis-
tributions by corporations; definition of
dividend.

Sm 115. DItributiorw by corporatiou,,-
(a) Deflnition of dividend. The term "divl-
dend" when used in this chapter (except in
section 201 (c) (5)-, ectIon 204 (c) (11)
and cection 207 (a) (2) and (b) (3) (where
the reference is to dividends of insurance
companies paid to policyholders)) means
any dLstribution made by a corporation to its
shareholders, whether in money or in other
property, (1) out of its earnings or profits
accumulated after February 23, 1913, or
(2) out of the earning or profits of the tax-
able year (computed as of the close of the
taxable year without diminution by reason
of any distributions made during the tax-
able year), without regard to the amount of
the earnings and profits at the time the dis-
tribution was made. In the case of a cor-
poration which. under the law applicable to
the taxable year in which the distribution is
made, is a perzonal holding company, or
which. for the taxable year In respect of
,which the distribution is made under section
C0 (c) or cectIon 506 or a corresponding
provision of a prior income-tax law, Is a per-
zonal holding company under the law appli-
cable to auch taxable year, such term also
means any dis ribution (whether or not a
dividend as defined In the preceding sen-
tence) to It- shareholders, whether in money
or In other property, to the extent of its sub-
chapter A net income, less the sum of the
following:

(1) The net operating loss credit provided
in section 26 (c) (1);

(2) The dividend carry-over provided in
zection 27 (c); and

(3) The deduction for amounts for retire-
met of indebtedness provided In section
504 (b).

isec. 115 (a) as amended by secs. I6, 188
(a) (1). Rev. Act 1942; rec. 512 (a), Rev. Act
1943; ec. 1. Pub. Laif 113 (80th Cong.) I

§ 39.115 (a)-1 Dividends. (a) The
term "dividend" for the purpose of chap-
ter 1 (except when used In section 201
(c) (5) section 204 (c) (11) and section
207 (a) (2) and (b) (3) where the refer-
ence is to dividends of insurance com-
panies paid to policyholders) comprises
any distribution In the ordinary course
of business, even though extraordinary
in amount, made by a domestic or for-
eign corporation to Its shareholders out
of either-
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(1) Eaknings or profits accumulated
since February 28, 1913, or

(2) Earnings or profits of the taxable
year computed without regard to the
amount of the earings or profits
(whether of such year or accumulated
since February 28, 1913) at the time the
distribution was made.
The earnings or profits of the taxable
year shall be computed as tof the close
of such year, without diminution by rea-
son of any distributions made during the
taxable year. For the purpose of de-
termining whether a distribution con-
stitutes a dividend, it is unnecessary to
ascertain the amount of the earnings
and profits accumulated since February
28, 1913, if the earnings and profits of
the taxable year are equal to or in excess
of the total amount of the distributions
made within such year.

(b) In the case of a corporation
which, under the law applicable to the
taxable year in which a distribution is
made, is a personal holding company or
which, for the taxable year in respect of
which a distribution is made under sec-
tion 504 (c) relating to dividends paid
within 22 months after the close of
the taxable year, or section 506, relating
to deficiency dividends, or correspond-
ing provisions of a prior income-tax law,
was under the applicable law a personal
holding company, the term "dividend,"
in addition to the meaning set forth in
the first sentence of section 115 (a) also
means a distribution to its shareholders
as follows: A distribution within a tax-
able year of the corporation, or of a
shareholder, is a dividend to the extent
of the corporation's subchapter A net in-
come less the sum of -the net operating
loss credit provided in section 26 (c) (1)
the dividend carry-over provided in sec-
tion 27 (c) and the deduction for
amounts for retirement of indebtedness
provided in section 504 (b) for the tax-
able year in which, or, in the case of a
distribution under section 504 (c) or sec-
tion 506, the taxable year in respect of
which, the distribution is made.

(c) The term "dividend" does not in-
clude distributions under section 115 (c)
relating to distributions in liguidation,
section 115 (e) relating to distributions
by personal service corporations, or sec-
tion 115 (f) relating to stock dividends,
or certain distributions by insurance
companies. In all other cases the term
includes any distribution to shareholders
to the extent made out of accumulated
or current earnings or profits.

(d) A taxable distribution made by a
corporation to its shareholders shall be
included in the gross income of the dis-
tributees when the cash or other prop-
erty is unqualifiedly made sublect to
their demands.

(e) The application of section 115 (a)
may be illustrated by the following
examples:

Example (1). At the beginning of the cal-
endar year 1952, the M Corporation had an
operating deficit of $200,000 and.the earnings
or profits for the year amounted to $100,000.
Beginning on March 16, 1952, the corpora-
tion made quarterly distributions of $25,000
during the taxable year to its shareholders.
Each distribution is a taxable dividend in
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full, irrespective of the actual or the pro
rata amount of the earnings or profits on
hand at any of the dates of distribution, since
the total distributions made during the year
($100,000) did not exceed the total earnings
or profits of the year ($100,000).

Example (2). At the beginning of the cal-
endar year 1952, the N Corporation, a per-
sonal holding company, had no accumulated
earnings or profits. During that year it
made no earnings or profits but its subchap-
ter A net income, due to the disallowance of
certain deductions, was $16,000. It distrib-
uted to shareholders on December 15, 1952,
$15,000, and on February 1, 1953, $1,000, the
latter amount being claimed as a deduction
under section 504 (c) in its personal holding
company return for 1952 filed on March 15,
1953. Both distributions are taxable divi-
dends In full, since they do not exceed the
subchapter A net income for 1952, the tax-
able year in which the distribution of $15,000
was made and with respect to which the dis-
tribution of $1,000 was made. It is immate-
rial whether the N Corporation is a personal
holding company for the taxable year 1953-or
whether it had any income for that year.

Example (3). In 1952, a deficiency in per-
sonal holding company tax was established
against the 0 Corporation for the taxable
year 1948 in the amount of $35,500 based on
an undistributed subchapter A net Income
of $42,000 which consisted of a subchapter
4 net income of $52,000 minus a deduction
of $10,000 for amounts used for retirement of
indebtedness provided In section 504 (b).
The 0 Corporation complied with the provi-
sions of section 506 and in December 1952
distributed $42,000 to its stockholders as
"deficiency dividends." The distribution of
$42,000 is a taxable dividend since it does not
exceed $42,000 (subchapter A net income of
$52,000 for 1948, the taxable year with respect
to which the distribution was made, minus
the deduction for retirement of indebtednessof $10,000). It is i~nmaterlal whether the 0

Corporation is a personal holding company
for the taxable year 1952 or whether It had
any income for that year.

Example (4). At the beginning of the
taxable year,1952, the P Corporation, a per-
sonal holding company, had a deficit in earn-
ings and profits of $200,000. During that
year it made earnings and profits of $55,000.

-For that year, hQwever, it had a subchapter
A net income of $100,000, & net operating loss
credit under section 26 (c) (1) of $10,000
and a deduction for retirement of Indebted-
ness under section 504 (b) of $10,000. Dur-
ing such, taxable year it distributed to its
shareholders $100,000. The distribution of
$100,000 Is a taxable dividend to the extent
of.$80,000 (subchapter A net income of $100,-
000 minus the net operating loss credit of
$10,000 and the deduction for retirement
of indebtedness of $10,000). No interest
shall be allowed or paid in respect of any
overpayment of tax resulting from the inclu-
sion in taxable income by any shareholder of
his proportionate share of the distribution
of $100,000.

Example (5). If the facts were the same
as in example (4) except that the P Corpora-
tion had earnings and profits for the taxable
year 1952 of $90,000, the distribution of
$100,000 would be a taxable dividend to the
extent of $90,000 since its earnings and
profits for that year, $90,000, exceed $80,000
(subchapter A net income of $100,000 minus
the net operating loss credit of $10,000 and
the deduction for retirement of indebtedness
of $10,000).

1 39.115 (a)-2 Earnzngs or rofits.
(a) In determining the amount of earn-
ings or profits (whether of the taxable
year, or accumulated since February 28,
1913, or accumulated before March 1,
1913) due consideration must be given
to the facts, and, while mere bookkeep-

ing entries Increasing or decreasing sur-
plus will not be conclusive, the amount
of the earnings or profits In any case will
be dependent upon the method of ac-
counting properly employed In comput-
ing net income. For Instance, a corpo-
ration keeping Its books and filing its
income tax returns under sections 41, 42,
and 43 on the cash receipts and disburse-
ments basis may not use the accrual
basis In determining earnings and prof-
its; a corporation computing Income on
the installment basis as provided in sec-
tion 44 shall, with respect to the install-
ment transactions, compute earnings and
profits on such basis; and an Insurance
company subject to taxation under sec-
tion 204 shall exclude from earnings and
profits that portion of any premium
which is unearned under the provisions
of section 204 (b) (5) and which Is segro-
gated accordingly In the unearned pro-
mium regerve.

(b) Among the Items entering Into the
computation of corporate earnings or
profits for a particular period are all in-
come exempted by statute, income not
taxable by the Federal Government un-
der the Constitution, as well as all Items
Includible In gross Income under section
22 (a) or corresponding provisions of
prior Revenue Acts. Gains and losses
within the purview of section 112 or cor-
responding provisions of prior Revenue
Acts are brought Into the earnings and
profits at the time and to the extent such
gains and losses are recognized under
that section (see § 39.115 (e)-1) In-
terest on State bonds and certain other
obligations, although not taxable when
received by a corporation, is taxable to
the same extent as other dividends when
distributed, to shareholders In the form
of dividends.

(c) (1) In the case of a corporation in
which depletion or depreciation is a faC-
tor In the determination of Income, the
only depletion or depreciation deduc-
tions to be considered-in the computa-
tion of the total earnings and profits are
those based on cost or other basis with-
out regard to March 1, 1913, value. In
computing the earnings and profits for
any period beginning after February 28,
1913, the only depletion or depreciation
deductions to be considered are those
based on (I) costs or other basis, if the
depletable or depreciable asset was ac-
quired subsequent to February 28, 1013,
or (ii) adjusted cost or March 1, 1913,
value, whichever is higher, If acquired
before March 1, 1913. Thus, discovery or
percentage depletion under all Revenue
Acts for mines and oil and gas wells is
not to be taken into consideration In
computing the earnings and profits of
a corporation. Similarly, where the
basis of property In the hands of a cor-
poration Is a substituted basis, such
basis, and not the fair market value of
the property at the time of the acquisi-
tion by the corporation, is the basis for
computing depletion and depreciation
for the purpose of determining earnings
and profits of the corporation.

(2) -The application of subparagraph
(1) of this paragraph may be Illustrated
by the following exampli:

§ 39.115 (a-2
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Example. Oil producing property which
A had acquired in 1946 at a cost of $28,000
was transferred to the Y Corporation in De-
cember 1948, m exchange for all of its capital
stock. The fair market value of the stock
and of the property as of the date of the
transfer was $247,000. The Y Corporation.
after four years' operations, effected in 1952
a cash. distribution to A in the amount of
$165,000. In determining the extent to which
the earnings and profits of the Y Corporation
availaole for dividend distributions have been
increasea as the result of production and
sale of oil, the depletion to be taken Into
account is to be computed upon the basis of
$28,000 established in the nontaxable ex-
change in 1948 regardless of the fair market
value of the property or of the stock issued
in exchange therefor.

(d) A loss sustained for a year before
the taxable year does not affect the earn-
ings or profits of the taxable year. How-
ever, in determining the earnings or
profits accumulated since February 28,
1913, the excess of a loss sustained for a
year subsequent to February 28, 1913,
over the undistributed earnings or profits
accumulated since February 28, 1913,
and before the year for which the loss
was sustained, reduces surplus as of
March 1, 1913, to the extent of such
excess. And, if the surplus as of March
1, 1913, was suficient to absorb such
excess, distributions to shareholders after
the year of the loss are out of earnings
or profits accumulated since the year of
the loss to the extent of such earnings.

(e) With respect to the effect on the
earnings or profits accumulated since
February 28, 1913, of distributions made
on or after January 1, 1916, and before
August 6, 1917; out of earnings or profits
accumulated before March 1, 1913, which
distributions were specifically declared
to be out of earnings or profits accumu-
lated before March 1, 1913, see section
31 (b) of the Revenue Act of 1916, as
amended by section 1211 of the Revenue
Act of 1917.

§ 39.115 (a)-3 Effect on earntngs or
proftts of certan tax-free exchanges and
tax-free distributions. (a) If, under the
law applicable to the year in which any
transfer or exchange of property after
February 28, 1913, was made (including
transfers in connection with a reorgan-
ization or a complete liquidation under
section 112 (b) (6) and intercompany
transfers of property during a period of
affiliation) gain or loss was not recog-
nized (or was recognized only to the ex-
tent of the property received other than
that permitted by such law to be received
without the recognition of gain) then
proper adjustment and allocation of the
earnings or profits of the transferor shall
be made as between the transferor and
transferee corporations.

(b) If a transaction described in para-
graph (a) of this section has occurred,
there shall be included in the accumu-
lated earnings and profits of the trans-
feree corporation as of the day on which
such transaction occurred the propor-
tionate part of any earnings and profits
of the transferor corporation accumu-
lated as of such day and properly
allocable to the transferee; and there
shall be included m the current earnings
and profits of the transferee for the tax-
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able year of the transferee in which
such transaction occurred the propor-
tionate part of the earnings and profits
of the transferor accumulated after the
beginning of such taxable year and prop-
erly allocable to the transferee. The
amount so included in the current earn-
ings and profits of the transferee shall
not exceed such proportionate part of
the earnings and profits of the transferor
accumulated as of the day on which such
transaction occurred.

(c) The general rule provided In sec-
tion 115 (b) that every distribution is
made out of earnings or profits to the
extent thereof and from the most re-
cently accumulated earnings or profits
does not apply to:

(1) The distribution, in pursuance of
a plan of reorganization, by or on behalf
of a corporation a party to the reorgan-
ization, to its shareholders-

(i) Of stock or securities in such cor-
poration or in another corporation a
party to the reorganization in any tax-
able year beginning before January 1,
1934, without the surrender by the dIs-
tributees of stock or securities In such
corporation (see section 112 (g) of the
Revenue Act of 1932) or

(ii) Of stock (other than preferred
stock) in another corporation which is a
party to the reorganization without the
surrender by the distributees of stcl: in
the distributing corporation if the dis-
tribution occurs after Oatober 20, 1951
(see section 112 (b) (11)) or

(iII) Of stock or securities in such cor-
poration or in another corporation a.
party to the reorganization in any tax-
able year (beginning before January 1,
1939, or on or after such date) in ex-
change for its stock or securities (see
section 112 b) (3))
if no gain to the distrIbutees from the
receipt of such stock or securities was
recognized by law.

(2) The distribution in any taxable
year (beginning before January 1, 1939,
or on or after such date) of stock or
securities, or other property, or money,
to a corporation in complete liquidation
of another corporation, under the cir-
cumstances described in section 112 (b)
(6) of the Revenue Act of 1936, or of the
Revenue Act of 1938, or of the Internal
Revenue Code.

(3) The distribution in any taxable
year (beginning afterDecember 31,1938)
of stock or securities, or other property
or money, in the case of an exchange or
distribution described in section 371 (re-
lating to exchanges and distributions In
obedience to orders of the Securities and
Exchange Commission), if no gain to the
distributees from the receipt of such
stock, securities, or other property or
money was recognized by law.

(4) A stock dividend which was not
subject to tax in the hands of the dis-
tributee'because either it did not con-
stitute income to him within the mean-
;ng of the sLxteenth amendment to the
Constitution or because exempt to him
under section 115 (f) of the Revenue Act
of 1934 or a corresponding provision of
a prior Revenue Act.

(5) The distribution, in a' taxable year
of the distrIbutee beginning after Dc-

50,5

cember 31, 1931, by or on behalf of an
insolvent corporation, in connection with
a section 112 (b) (10) reorganation, of
stock or securities in a corporation or-
ganized or made use of to effectuate the
plan of reorganization, if under section
112 (1) no gain to the distributee from
the receipt of such stock or securities
was recognized by law.

A distribution dezcribed in subparagr-aph
(1) (2) (3), (4), or (5) of this para-
graph does not diminish the earnings or
profits of any corporation. In such
cases, the earnings or profits remain in-
tact and available for distribution as div-
idends by the corporation making such
distribution, or by another corporation
to which the earnings or profits are
transferred upon such reorganization or
other exchange. In the case, however,
of amounts distributed in liquidation
(other than a tax-free liquidation or re-
organization described in subparagraph
(1) (2) (3) or (5) of this paragraph)
the earnings or profits of the corporation
maldng the distribution are din-iinihed
by the portion of such distribution prop-
erly chargeable to earnings or profits ac-
cumulated after February 28, 1913, after
first deducting from the amount of such
distribution the portion thereof allocable
to capital account.

(d) For the purpozes of this section,
the terms "reorganization" and "party
to the reorganization" shall, for any ta--
able year be.-inning before January 1,
1931, have the meanings assigned to
such terms in section 112 of the Revenue
Act of 1932: for any taxable year begin-
ning after December 31, 1933, and b2-
fore January 1, 1936, have the meanngs
assigned to such terms in section 112 of
the Revenue Act of 1934; for any tax-
able year beginning after December 31,
1935. and before January 1, 1938, have
the meanings assigned to such terms in
section 112 of the Revenue Act of 1936;
and for any taxable year beginning after
December 31,1937. and before January 1,
1939, have the meanings assigned to such
terms in section 112 of the Revenue Act
of 1938.

§ 39.115 (b) Statutory promisons:
distributions by corporatfons.; source of
distribution.

SMc. 115. Dlsiribftion "J by Tatfrcr.

(b) Source of df .ributfon. For the pur-
poes of this chapter every diztribution Iz
made out of earnings or Profits to the en-
tent thereof, and from the most recently as-
cumulated earnings or profita. Any ernin s
or profits accumulated, or increase in value
of property accrued, before Mlzc 1. 1913,
may be distributed exempt from tax, after
the earnings and profits accumulated after
February 23, 1913, have been diztributed. but
any such tax-free distribution shall be sp-
plied against and reduce the adjusted b=ls
of the ctock provided in zaction 113. The
preceding rentence shall not apply to a d---
tribution which is a dividend within the
meaning of the last centence of subsection
(a).

lSec. 115 (b) as amended by sec. 15 (b),
1ev. Act 19421

§ 39.115 Cb)-1 Sources of distribution
in general. (a) For the purpose of in-
come taxation every distribution made

§ 39.115 (b-1
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by a corporation is made out of earnings
or profits to the extent thereof and from
the most recently accumulated earnings
or profits. In determining the source of
a distribution, consideration should be
given first, to the earnings or profits of
the taxable year; second, to the earnings
or profits accumulated since February 28,
1913, only in the case where, and to the
extent that, the distributions made dur-
ing the taxable year are not regarded as
out of the earmngs or profits of that
year, third, to the earnings or profits
accumulated before March 1, 1913, only
after all the earnings or profits of the
taxable year and all the earnings or
profits accumulated since February 28,
1913, have been distributed; and, fourth,
to sources other than earnings or profits
only after the earnings or profits have
been distributed.

(b) If the earnings or profits of the
taxable year (computed as of the close- of
the year without diminution by reason
of any distributions made during the
year and without regard to the amount
of earnings or profits at the time of the
distribution) are sufficient in amount to
cover all the distributions made during
that year, then each distribution is a tax-
able dividend. See § 39.115 (a)-. If
the distributions made during the tax-
able year exceed the earnings or profits
of such year, then that proportion of
each distribution which the total of the
earnings or profits of the year bears to
the total distributions made during the
year shall be regarded as out of the
earnings or profits of that year. The
portion of each such distribution which
is not regarded as out of earnings or
profits of the taxable year shall be con-
sidered a taxable dividend to the extent
of the earnings or profits accumulated
since February 28, 1913, and available on
the date of the distribution. In any case
in which it is necessary to determine the
amount of earnings or profits accumu-
lated since February 28, 1913, and the
actual earnings or -profits to the date of
a distribution within any taxable year
(whether beginning before January 1,
1936, or, in the case of an operating de-
ficit, on or after that date) cannot be
shown, the earnings and profits for the
year (or accounting period, if less than
a year) in which the distribution was
made shall be prorated to the date of the
distribution not counting the date on
which the distribution was made.

(c) The provisions of this section may
be illustrated by the following example:

Example. At the beginning of the calen-
dar year 1952, the M Corporation had $12,000
in earnings and profits accumulated since
February 28, 1913. Its earnings and profits
for 1952 amounted to $30,000. During the
year it made quarterly distributions of
$15,000 each. Of each of the four distribu-
tions made, $7,500 (that portion of $15,000
which the amount of $30,000, the total earn-
ings and profits of the taxable year, bears
to $60,000, the total distributions made dur-
Ing the year) was paid out of the earnings
and profits of the taxable year; and of the
first and second distributions, $7,500 and
$4,500, respectively, were paid out of the
earnings and profits accumulated after Feb-
ruary 28, 1913, and before the taxable year,
as follows: -

Distributions during 1952 Portion out Portion out ofo earnings aecu- Taxableof earn ings iniat d since a m no t of
or profits of Feb. 28, 1913, eaeli distri.

Data Amount the txable and before the butlouyear taxable tear

Mar. 1 0 ----------------------- $15,000 $7,000 $7, N0 $16,000
June 10 ---------------------------------------------- 15,000 7,00o 4,00 12, 0
Se p t.1 0 ......................................... 15,000 7, 00 .................. 7, r0f)
Dec. 10 --------------------------------------------- - 15,000 7,00 .................. 7,0

Total amount taxable as dividends -----------... ... ...... ...--------------------------------- 42,000

(d) Any distribution by a corporation
out of earnings or profits accumulated
before March 1, 1913, or out of increase
in value of property accrued before
March 1, 1913 (whether or not realized
by sale or -other disposition, and, if re-
alized, whether before, on, or after March
1, 1913) is not a dividend within the
meaning of chapter 1.

§ 39.115 (c) Statutory provisions; dis-
tributions by corporations; distributions
in liquidation.

SEC. 115. Distributions by corporations.
* * *

(c) Distributions rn liquidation. Amounts
distributed in complete liquidation of a cor-
poration shall be treated as in full payment
in exchange for the stock, and amounts dis-
tributed in partial liquidation of a corpora-
tion shall be treated as in part or full pay-
ment in exchange for the stock. The gain
or loss to the distributee resulting from such
exchange shall be determined under section
111, but shall be recognized only to the ex-
tent provided in section 112. In the case of
amounts distributed (whether before Jan-
uary 1, 1939, or on- or after such date) In
partial liquidation (other than a distribution
to which the provisions of subsection (h) of
this section are applicable) the part of such
distribution which is properly chargeable to
capital account shall not be considered a
distribution of earnings or profits. If any
distribution in partial liquidation or In com-
plete liquidation (including any one of a
series of distributions made by the corpora-
tion In complete cancellation or redemption
of all its stock) is made by a foreign corpora-
tion which with respect to any taxable year
beginning on or before, and ending after,
August 26, 1937, was a foreign personal hold-
ing company, and with respect to which a
United States group (as defined in section
331 (a) (2)) existed after August 26, 1937,
and before January 1, 1938, then, despite the
foregoing provisions of this subsection, the
gain recognized resulting from such distribu-
tion shall be considered as a gain from the
sale or exchange of a capital asset held for
not more than 6 months.

[Sec. 115 (c) as amended by sec. 147, Rev.
Act 1942]

§ 39.115 (c)-I Distributions fn liqui-
dation. (a) Amounts distributed in
complete liquidation of a corporation are
to be treated as in full payment in ex-
change for the stock, and amounts dis-
tributed in partial liquidation are to be
treated as in part or full payment in ex-
change for the stock so canceled or re-
deemed. The gain or loss to a share-
holder from a distribution in liquidation
is to be determined, as provided in sec-
tion 111 and § 39.111-1, by comparing the
amount of the distribution with the cost
or other basis of the stock provided in
section 113; but the gain or oss will be
recogmzed only to the extent provided
in section 112, and shall be subject to the
provisions ofsection 117.

(b) The term "amounts distributed in
partial liquidation" means a distribution
by a corporation In complete cancella-
tion or redemption of a part of Its stock,
or one of a series of distributions in com-
plete cancellation or redemption of all or
a portion of Its stock, A complete can-
cellation or redemption of a part of the
corporate stock may be accomplished,
for example, by the complete retirement
of all the shares of a particular prefer-
ence or series, or by taking up all the
old shares of a particular preference or
series and Issuing new shares to replace
a portion thereof, or by the complete
retirement of any part of the stock,
whether or not pro rata among the
shareholders.

(c) In the case of amounts distributed
in partial liquidation, the part of such
distribution which is properly chargeable
to capital account shall not be donsidered
a distribution of earnings or profits
within the meaning of section 115 (b) for
the purpose of determining taxability of
subsequent distributions by the corpora-
tion. See §§ 39.27 (g)-1 and 39,115
(a) -3.

(d) For the purposes of the last sen-
tence of section 115 (c), a liquidation
may be completed before the actual dis-
solution of the liquidating corporation
but no liquidation Is completed until the
liquidating corporation and the receiver
or trustees In liquidation are finally di-
vested of all the property (both tangible
and Intangible)

(e) For the purposes of this section
the determination of whether a foreign
corporation was a foreign personal hold-
ing company with respect to a taxable
year beginning on or before, and ending
after August 26, 1937, shall be made un-
der section 331 of the Revenue Act of
1936 and the regulations thereunder.

(f) The provisions of this section may
be illustrated by the following examples:

Example (1). A, an Individual who makes
his income tax returns on the calendar year
basis, owns 20 shares of stock of the P Cor-
poration, a domestic corporation, 10 shares
of which were acquired In 1941 at a cost of
$1,500, and the remainder of 10 shares In
December 1951 at a cost of $2,900. He re-
ceives in April 1952 a distribution of $280
per share In complete liquidation, or $2,500
on the 10 shares acquired in 1941, and $2,600
on the 10 shares acquired in December 1051,
The gain of $1,000 on the shares acquired in
1941 Is a long-term capital gain to be treated
as provided in section 117. The loss of $400
on the shares acquired in 1951 Is a short-term
capital loss to be treated as provided In
section 117.

Example (2). A, an Individual who makes
his Income tax returns on the calendar year
basis, owned 20 shares of participating pre-
ferred stock of the Z Corporation, 10 shares
of which were acquired ii 1043 for $1,700 and
10 shares of which were acquired in Janua

§ 3 9 115 (d
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1952 for $1,120. In May 1952 the corporation
in a transaction qualifying as a partial liqui-
dation redeemed the entire issue of preferred
stock by paying the holders thereof $152 per
share. A received $1,520 on the 10 shares
acquired in 1943, and $1,520 on the 10 shares
acquired in January 1952. The loss of $180
on the shares acquired in 1943 Is a long-term
capital loss to be treated as provided In sec-
tion 117. The gain of $400 on the shares
acquired n January 1952 is a short-term cap-
ital gain to be treated as provided in section
117.

§ 39.115 (d) Statutory provisions;
distributions by corporations; other dis-
tributions from capital.

S'c. 115. Distributions by corporations.

(d) Other distributions from capital. If
any distribution made by a corporation to
its shareholders is not out of increase in
value of property accrued before March 1,
1913, and is not a dividend, then the amount
of such distribution shall be applied against
and reduce the adjusted basis of the stock
provided in section 113, and If in excess of
such basis, such excess shall be taxable in
the same manner as a gain from the sale or
exchange of property. This subsection shall
not apply to a distribution in partial or com-
plete liquidation or to a distribution which,
under subsection (f) (1), is not treated as a
dividend, whether or not otherwise a divi-
dend.
[Sec. 115 (d) as amended by sec. 214 (b),
Rev. Act 1939]

§ 39.115 (d)-1 Distributions other
than a dividend. (a) Under section 115
(d) any distribution (including a dis-
tribution out of earnings or profits ac-
cumulated before March 1, 1913) other
than:

(1) A dividend (see §§ 39.115 (a)-1
and 39.115 (b)-1)

(2) A distribution -out of increase in
value of property accrued before March
1, 1913,

(3) A distTibution m partial or com-
plete liquidation (see § 39.115 (c)-1) or

(4) A distribution wnch, under sec-
tion 115 (f) (1) is not treated as a divi-
dend (see § 39.115 (D-1,
shall be applied against and reduce the
adjusted basis of the stock provided in
section 113 and shall be taxable to the
recipient if, and to the extent that, such
distribution exceeds such basis. The
provisions of this paragraph are applica-
ble to such distributions received by one
corporation from another corporation.
A distribution out of increase in value
of property accrued before March 1,
1913, shall be applied against and reduce
the adjusted basis of the stock provided
in section 113 (b) but the fact that such
distribution is m excess of such basis
does not render such excess subject
to tax.

(b) The application of paragraph (a)
of this, section may be illustrated by the
following example:

Example. In 1952 the M Corporation pur-
chased certain shares of stock in the 0 Cor-
poration for $10,000. During that year the
M Corporation received a distribution from
the 0 Corporation of $2,000 paid out of
earnings or profits of the 0 Corporation
accumulated before March 1, 1913. This
distribution must be applied by the M Cor-
poration against the basis of its stock in
the 0 Corporation reducing such basis to
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$8,000. The $0.000 do-, not constitute a
part of the earnings or profits of the M Cor-
poration. If the M Corporation subse-
quently sells the stock of the 0 Corporation
for ,9,000, It realize- a gain of $1,000, vhich
constitutes a part of Its earnings or profits
for the year in which the stock Is cold. If
the distribution had amounted to 014,000.
the gain of $4,000 would be taxable to the
M Corporation and would have constituted
a part of the earnings or profits of that cor-
poration for the year In which the distribu-
tion was made.

§ 39.115 (d)-2 Distributions from de-
pletion or depreciation reserves. A re-
serve set up out of gross income by a
corporation and maintained for the pur-
pose of making good any loss of capital
assets on account of depletion or de-
preciation is not a part of surplus out of
which ordinary dividends may be paid.
A distribution made from a depletion or
a depreciation reserve based upon the
cost or other basis of the property will
not be considered as having been paid
out of earnings or profits, but the amount
thereof shall be applied against and re-
duce the cost or other basis of the stock
upon which declared. I! such a distri-
bution is in excess of the basis, the ex-
cess shall be taxed as a gain from the
sale or other disposition of property as
provided in § 39.111-1. A distribution
from a depletion reserve based upon
discovery value to the extent that such
reserve represents the excess of the dis-
covery value over the cost or other basis
for determining gain or loss, is, when
received by the shareholders, taxable as
an ordinary dividend. The amount by
which a corporation's percentage de-
pletion allowance for any year exceeds
depletion sustained on cost or other
basis, that is, determined without re-
gard to discovery or percentage deple-
tion allowances for the year of distribu-
tion or prior years, constitutes a part of
the corporation's "earnings or profits ac-
cumulated after February 28, 1913."
within the meaning of section 115, and,
upon distribution to shareholders, Is tax-
able to them as a dividend. A ditrlbu-
tion made from that portion of a deple-
tion reserve based upon a valuation as
of March 1, 1913. which is In excezs of
the depletion reserve based upon cost,
will not be considered as havins been
paid out of earnings or profits, but the
amount of the distribution shall be ap-
plied against and reduce the cost or
other basis of the stock upon which
declared. See §§39.111-1 and 39.115
(d)-l. No distribution, however, can
be made from such a reerve until all
the earnings or profits of the corpora-
tion have first been distributed.

§ 39.115 (e-(f) Statutory provisions;
distributions by corporations; distribu-
tions by personal service corporations;
stock dirulenas.

Sc. 115. Distributions by corporations.

(e) Distributions by personal -crrica cor-
poratfons. Any distribution made by a cor-
poration, which was clasefled as a personal
service corporation under the providions of
the Revenue Act of 1018 or the Revenue Act
of 1921, out of its earnings or profits which
were taxable In accordance with the provi-
sions of section 218 of the Revenue Act of
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1918. 40 Stat. 1070, or section 218 of the
Revenue Act of 1921, 42 Stat. 245, shall be
exempt from tax to the distrihutees.

(f) Stool: ciriend-(1) General rule.
A distribution made by a corporation to its
shareholders In its stock or in rights to
acquire Its s ck rbal not be treated as a
dividend to the extent that it dos not con-
Ltitute Income to the shareholder within
the meaning of the Sixteenth Amendment
to the Constitution.

(2) Election of shareholdsrs as to mcdfui.
of payment. Whenever a distribution by a
corporation Is, at the election of any of the
shareholders (whether exercized before or
after the declaration threof), payable either
(A) in its stoc or in rights to acquire Its
stock, of a cm,. which if distributed wtthout
election would be exempt from tax under
paragraph (1), or (B) in money or any
other property (including Its stcc or in
rights to acquire its stock, of a cla - which
if distributed without election would not be
exempt from tax under paragraph (1)), then
the diatribution shall constitute a taxable
dividend in the bands of all shareholders,
regardless of the medium in which paid.

§ 39.115 (D-1 Stock dividends. A
distribution made by a corporation to
its shareholders in Its stock or in rights
to acquire Its stock shall be treated as a
dividend to the full extent that it consti-
tutes income to the shareholders within
the meaning of the sixteenth amend-
ment to the Constitution. A distribu-
tion made by a corporation to its share-
holders in Its stock or in rights to acquire
its stock which would not otherwise be
treated as a dividend shall not be so
treated merely because such distribution
was made out of treasury stock or con-
sisted of rights to acquire treasury stock.

§ 39.115 (f)-2 Election of share-
holders as to medium of payment. (a)
If the shareholder has the right to an
election or option with respect to
whether a distribution shall be paid
either in money or any other property
or in stock or rights to acquire stock
of a clas which. if distributed without
an election, would not constitute income
within the meaning of the sixteenth
amendment to the Constitution, then
the entire distribution is a taxable div-
idend re.-ardlez.3 of-

(1) 'Whether the distribution is ac-
tually made, in whole or in part, in tock
or in stock rights which, if distributed
without election, would not constitute
a taxable dividend;

(2) Whether the election is ex.reised
or exercisable before or after the , -
laration of the distribution; or

(3) 'Whether the declaration of the
dividend provides that payment will be
made in one medium unless the share-
holder specifically requests payment in
the other.

(b) As used in this section, the term
"any other property" includes stock of
the corporation or rights to acquire its
stock, of a class which, if dis-ributed
without an election, would constitute in-
come within the meaning of the six-
teenth amendment to the Constitution.
See § 39.115 (f)-l.

§ 39.115 (g) StautoJ VToGV.ozns;
distributions by corporations; redemp-
tion of stacT:.

§ 39.115 (9)
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SEc. 115. Distributions by corpora-
tions. * * *

(g) Redemption of stock-(1) In general.
If a corporation cancels or redeems its
stock (whether or not such stock was issued
as a stock dividend) at such time and in
such manner as to make the distribution
andcancellation or redemption in whole or
in part essentially equivalent to the distribu-
tion of a taxable dividend, the amount so
distributed in. redemption or cancellation
of the stock, to the extent that it represents
a distribution of earnings or profits accumu-
hted after February 28, 1913, shall be treated
as a taxable dividend.

(2) Redemption through use of subsidiary
corporation. If stock of a corporation (here-
inafter referred to as the issuing corpora-
tion) is acquired by another corporation
(hereinafter referred to as the acquiring
corporation) and the issuing corporation
controls (directly orindirectly) the acquir-
ing corporation, the amount paid for the
acquisition of the stock shall constitute a
taxable dividend from the issuing corpora-
tion to the extent that the amount paid for
such stock would have been considered, un-
der paragraph (1), as essentially equivalent
to a taxable dividend if such amount had
been distributed by the acquiring corpora-
tion to the issuing corporation and had been
applied by the issuing corporation, in re-
demption of its stock. For the purposes of
this paragraph, control means the owner-
ship of stock possessing at least 50 per cen-
turn of the total combined voting power of
all classes of stock entitled to vote or at least
50 per centum of the total value of shares
of all classes of stock of the corporation.

(3) Redemption of stock to pay death
taxes. The provisions of this subsection
shall not apply to such part of any amount
so distributed with respect to stock the
value of which is included in determining
the value of the gross estate of a decedent
in accordance with section 811, as is dis-
tributed after such decedent's death and
within the period of limitations for the as-
sessment of estate tax provided in section
874 (a) (determined without the application
of section 875) or within 90 days after the
expiration of such period, and as is not in
excess of the estate, inheritance, legacy, and
succession taxes (including any interest col-
lected as a part of such taxes) imposed be-
cause of such decedent's death: Providedf,
That the value of the stock in such corpora-
tion for estate tax purposes comprises more
than 35 per centum of the value of the gross
estate of such decedent.

ISec. 115 (g) as amended by sees. 208 (a),
209 (a), Rev. Act 1950; see. 320 (a), Rev. Act
19511

§ 39.115 (g)-1 Distribution zn re-
demption or cancellation of stock taxable
as a divwdend-(a) In general. (1) If
a corporation cancels or redeems its
stock (whether or not such stock
was issued as a stock dividend) at
such time and in such manner as to make
the distribution and cancellation or re-
demption in whole or in part essentially
equivalent to the distribution of a tax-
able dividend, the amount so distributed
in redemption or cancellation of the
stock, to the extent that it represents a
distribution of earnings or profits ac-
cumulated after February 28, 1913, shall
be treated as a taxable dividend.

(2) The question whether a distribu-
tion in connection with a cancellation
or redemltion of stock is essentially
equivalent to the distribution of a tax-
able dividend depends upon the circum-
stances of each case. A cancellation or
redemption by a corporation of a por-

§ 39.115 (g)-I

tion of its stock pro rata among all the
shareholders will generally be considered
as effecting a distribution essentially
equivalent to a dividend distribution to
the extent of the earnings and profits
accumulated after February 28, 1913.
On the other hand, a cancellation or re-
demption by a corporation of all of the
stock of a particular shareholder, so that
the shareholder ceases to be interested in
the affairs of the corporation, does not
effect a distribution of a taxable divi-
dend. A bona fide distribution in com-
plete cancellation or redemption of all
of the stock of a corporation, or one of a
series of bona fide distributions in com-
.plete cancellation or redemption of all

of the stock of a corporation, is not es-
sentially equivalent to the distribution of
a taxable dividend. If a distribution is
made pursuant to a corporate resolution
reciting that the distribution is made in
liquidation of the corporation, and the
corporation is completely liquidated and
dissolved within one year after the dis-
tribution, the distribution will not be
considered essentially equivalent to the
distribution of a taxable dividend; in all
other cases the facts and circumstances
should be reported to the Commissioner
for his determination whether the dis-
tribution, or any part thereof, is essen-
tially equivalent to the distribution of a
taxable dividend.

(b) Redemption of stock through use
of subszdiary corporation. (1) If stock
of one corporation (hereinafter referred
to as the "issuing corporation") is ac-
quired from a shareholder of such
corporation by a n o t h e r corporation
(hereinafter referred to as the "acquir-
ing corporation") and if the issuing cor-
poration controls, directly or indirectly,
the acquirmg corporation, the amount
paid for such stock may constitute a
taxable dividend to such shareholder.
For the purpose of this paragraph, the
issuing corporation is deemed to con-
trol the acquiring corporation if it owns,
directly cr indirectly, stock possessing
50 percent or more of the total combined
voting power of all classes of stock of
the acquiring corporation entitled to vote
or 50 percent or more of the total value
of shares of all classes of stock of such
corporation.

(2) Where stock of one corporation is
acquired by another corporation and the
issuing corporation controls the acquir-
ing corporation, the amount paid for the
stock shall be treated, under section
115 (g) as though such amount had first
been distributed to the issuing corpora-
tion and immediately thereafter had
been distributed by such corporation in
redemption of such stock, to the share-
holders from whom such stock was ac-
quired. If and to the extent a distribu-
tion by the issuing corporation under
such circumstances would be treated as
essentially equivalent to the distribution
of a taxable dividend under the princi-
ples of paragraph (a) of-this section, the
amount paid by the acquiring corpora-
tion shall be considered a dividend to the
shareholder from the issuing corporation.

(c) Redemption of stock to pay death
taxes. (1) Section 115 (g) (3) of the
Internal Revenue Code provides that m

certain cases a distribution In cancella-
tion or redemption of stock, the value of
which is included in determining the
value of the gross estate of a decedent,
shall not be treated as a dividend under
section 115 (g) Section 115 (g) (3)
applies only where the distribution is
with respect to stock of a corporation the
value of whose stock in the gross estate
of the decedent for purposes of the Fed-
eral estate tax is an amount in excess of
35 percent of the gross estate of such
decedent.

(2) For the purpose of section 115 (g)
(3) the term "gross estate" means the
gross estate as computed In accordance
with section 811 of the Code. See
§§ 81.10 to 81.28, inclusive, and § 81.38
of this chapter (Regulations 105)

(3) In determining whether the estate
of the decedent Is comprised of stock of
a corporation of sufficient value to
satisfy the percentage requirements of
section 115 (g) (3) the total value, in
aggregate, of all classes of stock of a
corporation includible in the gross estate
is taken into account. Thus, if the gross
estate of the decedent, valued for pur-
poses of the Federal estate tax at $1,000,-
000, includes common stock of Corpora-
tion A valued at $250,000, preferred stock
of Corporation A valued at $110,000, pro-
ferred stock of Corporation B valued at
$370,000, and common stock of Corpora-
tion C valued at $50,000, section 115
(g) (3) is applicable to distributions in
cancellation or redemption of either
common or preferred stock of Corpora-
tion A (comprising $360,000/$1,000,000
or 36 percent of the gross estate) or
preferred stock of Corporation B (com-
prising $370,000/$1,000,000 or 37 percent
of the gross estate) but not to distribu-
tions in cancellation or redemption of
stock of Corporation C (comprising only
5 percent of the gross estate)

(4) Section 115 (g) (3) applies to
distributions made after the death of
the decedent and before the expiration
of the 3-year period of limitations for
the assessment of estate tax provided
in section 874 (a) (determined without
the application of any provision of law
extending or suspending the running of
such period of limitiktions) or within 90
days after the expiration of such period,
Since the period for assessment of estate
tax prescribed in section 874 (a) is a
period of three years after the filing of
the estate tax return, section 115 (g) (3)
applies only to distributions made not
later than three years and 90 days after
the filing of the estate tax return.

(5) While section 115 (g) (3) will
most frequently have application in the
case where stock is canceled or redeemed
from the executor or administrator of
an estate, the section is also applicable
to distributions in cancellation or re-
demption of stock included in the de-
cedent's gross estate and held at the
time of the redemption by any person
who acquired the stock by any of the
means comprehended by the subdivi.
sions of section 811, including the heir,
legatee, or donee of the decedent, a sur-
viving joint tenant, surviving spouse,
appointee, or taker in default of ap.
pointment, or a trustee of a trust ore-
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ated by the decedent. Thus, section 115
(g) (3) may apply with respect to a
distribution in cancellation or redemp-
tion of stock from a donee to whom the
decedent has transferred stock in con-
templation of death where the value of
such stock is included in the decedent's
gross estate under section 811 (c) (1)
(A) Similarly, section 115 (g) (3) may
apply to the redemption of stock from
a beneficiary of the estate to whom an
executor has distributed the stock pur-
suant to the terms of the will of the
decedent. However, section 115 (g) (3)
as not applicable to the case where stock
i2s redeemed from a stockholder who has
acquired the stock by gift or purchase
from any person to whom such stock has
passed from the decedent.

(6) The total application of section
115 (g) (3) with respect to stock in-
cluded in the gross estate of any de-
cedent can never exceed the amount of
the estate, inheritance, legacy, and suc-
cession taxes (including any interest
collected as a part of such taxes) im-
posed because of the decedent's death.
In determinmng whether the total distri-
butions in redemption of such stock made
within-the period of time prescribed in
section 115 (g) (3) exceed the amount
of such taxes and interest, account shall
be taken of all such distributions without
regard to whether any distribution would
be treated as a dividend were it not for
section 115 (g) (3).

(7) For the purpose of section 115
(g) (3) the Federal estate tax or any
other estate, inheritance, legacy, or suc-
cession tax shall be ascertained after the
allowance of any credit, relief, discount,
refund, remission, or reduction of tax.

(8) The sole effect of section 115 (g)
(3) is to exempt from tax as a dividend
a distribution to winch such section is
applicable when made in redemption of
stock includible in a decedents gross
estate. Such section does not, however,
in any other manner affect the principles
set forth in paragraph (a) of this sec-
tion. Thus, if stock of a corporation is
owned equally by A, B, and the C Estate,
and the corporation redeems one-half
of the stock of each shareholder, the
determination of whether the distribu-
tions to A and B are essentially equivalent
to dividends shall be made without re-
gard to the effect which section 115 (g)
(3) -mnay have upon the taxability of the
distribution to the C Estate.

§ 39.115 (h)-(j) Statutory prom-
stons; distributions by corporations; ef-
fect on earnings and proftts of distribu-
tions of stock; definition of Partial
liquidation, valuation of dividend.

SEc. 115. Distributions by corporations.

(h) Effect on earnings and profits of dis-
tributions of stock. The distribution
(whether before January 1, 1939, or on or
after such date) to a distributee by or on
behalf of a corporation of its stock or se-
curities, of stock or securities In another
corporation, or of property ox money, shall
not be considered a distribution of earnings
or profits of any corporation-

(1) If no gain to such distrIbutee from the
receipt of such stock or securities, property
or money, was recognized by law, or
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(2) If the distribution was not subject to
tax in the hands of such dlstributce because
It did not constitute income to him within
the meaning of the Sixteenth Amendment to
the Constitution or becauce exempt to him
under section 115 (f) of the Revenue Act
of 1934, 48 Stat. 712, or a corresponding pro-
vision of a prior Revenue Act.

As used in this subsection the term "stock
or securities" includes rights to acquire stock
or securities.
(1) Definitfon of partial liquidation. As

used in this section the term "amounts dis-
'tributed in partial liquidation" means a dia-
tribution by a corporation In complete can-
cellation or redemption of a part of Its stck,
or one of a series of distributions in complete
cancellation or redemption of all or a por-
tion of Its stock.

(j) Valuation of dividend. If the whole
or any part of a dividend is paid to a share-
holder in any medium other than money the
property received other than money shall
be included in gross income at Its fair mar-
ket value at the time as of which It be-
comes income to the shareholder.

§ 39.115 (j)- DIvidends paid in prop-
erty. If the whole or any parb of a
dividend is paid to a shareholder in any
medium other than money, the property
received other than money shall be in-
cluded in gross income at its fair mar-
ket value at the time as of which ib
becomes income to the shareholder. See
§ 39.42-3. Scrip dividends are subject
to tax for the year in which the war-
rants are issued.

§ 39.115 (k)W-() Statutory provi-
sions; distributions by corporations;
cross reference; effect on earnings and
profits of gain or loss and of receipt of
tax-free distributions.

Sm. 115. Dtstributions by corpora-
tions 0*

(k) Consent distributions. For taxablIlty
as dividends of amounts agreed to be included
in gross income by shareholders' contents,
see section 28.

(1) Effect on earnings and profits of gain
or loss and of receipt of tax-free distributions.
The gain or loss realized from the rale or
other disposition (after February 28, 1913)
of property by a corporation-

(1) For the purpose of the computation of
earnings and profits of the corporation, shall
be determined, except as provided in para-
graph (2), by using as the adjusted basis the
adjusted basis (under the law applicable to
the year in which the sale or other dLspcol-
tion was made) for determining gain, except
that no regard shall be bad to the value of
the property as of March 2, 1913; but

(2) For the purpose of the computation or
earnings and profits of the corporation for
any period beginning after February 28, 1013.
shall be determined by using as the adjusted
basis the adjusted basis (under the law ap-
plicable to the year In which the sale or other
disposition was made) for determining gain.

Gain or loss so realized haill increace or de-
crease the earnings and profits to. but not
beyond, the extent to which such a realized
gain or lots was recognized In computing net
income under the law applicable to the year
in which such sale or dispsitlon was made.
Where in determining the adjusted basis
used in computing such realized gain or
loss the adjustment to the basis differs from
the adjustment proper for the purpo~e of
determining earnings or profits, then the
latter adjustment shall be used In determin-
ing the increase or decrease above provided.
For the purposes of this subhection, a l=
-with respect to which a deduction is dLal-
lowed under sectfon 118, or a corre-ponding.
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provision of a prior income-t law, lar
not be deemed to be recognized. Where a
corporation recelven (after February 23,1913)
a dlitribution from a cecond corporation
which (under the law apI!cable to the ye=
in which the dlstribution vz made) was nat
a taxable dividend to the shareholders of the
second corporation, the amount of such di-
tribution shall not increase the earnins
and proflt of the first corporation in the
following cases:

(1) No such incre-se shall be made in re-
spect of the part of such distribution which
(under such law) Is directly applied in re-
duction of the bais of the stcck in reecect
of which the dis-tribution was made.

(2) No ouch increase shall be made If
(under such law) the distribution causes
the basis of the stock in respect of which
the distribution was made to be fllocated
between such rtcck and the property rccelved.

[Sec. 115 (1) as added by cec. 501 (a), See-
ond Rev. Act 1940; amended by sec. 143 (a).
Rev. Act 19421

§ 39.115 (1)-1 Effect on earnms and
profits of gamn or loss realized after Feb-
rtuary 28, 1913. (a) In order to deter-
mine the eflect on earnings and profits of
gain or loss realized from the sale or
other disposition (after February 23,
1913) of property by a corporation, sec-
tion 115 (1) prescribes certain rules for

(1) The computation of the total
earnings and profits of the corporation.
of most frequent application in deter-
mining invested capital; and

(2) The computation of earnin's and
profits of the corporation for any period
beginning after February 28, 1913, of
most frequent application in determinn
the source of dividend distributions.

Such rules are applicable whenever under
any provision of chapter 1 or 2 it is neces-
sary to compute either the total earnims
and profits of the -corporation or the
earnings and profits for any period be-
ginning after February 28. 1913. For
example, since the earnings and profits
accumulated after February 28, 1913, or
the earnings and profits of the taxable
year, are earnings and -rofits for a us-
riod beginning after February 23, 1913,
the determination of either must be in
accordance with the rules herein pre-
scribed for the ascertainment of earnings
and profits for any period beginning after
February 23, 1913. Under subparagraph
(1) of this paragraph, such gain or loss
is determined by using the adjusted basis
(under the law applicable to the year in
which the sale or other disposition was
made) for determining gain, but disre-
garding value as of March 1, 1913. Under
subparagraph (2) of this paragraph
above, there is used such adjusted basis
for determining gain, giving effect to the
value as of March 1, 1913, whenever ap-
plicable. In both cases the rules are the
same as those governing depreciation and
depletion in computing earmnins and
profits (see § 39.115 (a)-2) Under both
subpa agraphs (1) and(2) of this para-
graph above, the adjusted bests is
subject to the limitations of the third
sentence of section 115 (1) requiring the
use of adjustments proper in determm-
Ing earnings and profits. The proper
adjustments may differ under (1) and
(2) of the first sentence of section 115 (1)
depending upon the basis to winch the
adjustments are to be made. If the ap-

§ 39.115 B!]-i
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plication of (2) of the first sentence of
section 115 (1) results in a loss and if the
application of (1) of such sentence to
the same transaction reaches a different
result, then the loss under (2) of such
first sentence will be subject to the ad-
justment thereto required by section 115
(in) (2) See § 39.115 (m)-1.

(b) (1) The gain or loss so realized in-
creases or decreases the earnings and
profits to, but not beyond, the extent to
which such gain or loss was recognized
in computing net income under the law
applicable to the year in which such
sale or disposition was made. As used
in this paragraph, the term "recognized"
has reference to that kind of realized
gain or loss which is recognized for in-
come tax purposes by the statute appli-
cable to the year in which the gain or
loss was realized, for example, see sec-
tion 112. A loss (other than a wash
sale loss with respect to which a deduc-
tion is disallowed under the provisions
of section 118 or corresponding provi-
sions of prior revenue laws) may be
recognized though not allowed as a de-
duction (by reason, for example, of the
operation of section 24 (b) and 117 and
corresponding provisions of prior rev-
enue laws) but the mere fact that it is
not allowed does not prevent decrease in
earnings and profits by the amount of
such disallowed loss. Wash sale losses,
however, disallowed under section 118.
and corresponding provisions of prior
revenue laws, are deemed nonrecognized
losses and do not reduce earnings or
profits. The "recogmzed!' gain-or loss
for the purpose of computing earnings
and profits is deternnined by applying
the recognition provisions to the re-
alized gain or loss computed under the
provisions of section 115 (1) as distin-
guished from the realized gain or loss
used in computing net income.

(2) The application of -subparagraph
of (1) of this paragraph may be illu-
trated by the following -examples:

Example (1). The X Corporation on Jan-
uary 1, 1952, owned stock in the Y Corpo-
ration which it had acquired from the Y
Corporation in December 1951, in an ex-
change transaction in which no gain or loss
was recognized. The adjusted basis to the
X Corporation of the property exchanged
by it for the stock in the Y Corporation was
$30,000. The fair market value of the stock
in the Y Corporation when received by the
X Corporation was $930,000. On April 9,
1952, the X Corporation made a cash dis-
tribution of $900,000 and, except for the
possible effect of the transaction in 1951,
had no earnings or profits accumulated after
February 28, 1913, and had no earnings or
profits for the taxable year. The amount
of $900,000 representing the excess of the
fair market value of the stock of the Y Cor-
poration over the adjusted basis of the prop-
erty exchanged therefor was not recognized
gain to the X Corporation under the pro-
visions of section 112. Accordingly, the
earnings and profits of the X Corporation
are not increased by $900,000, the amount.
of the gain realized but not recognized in
the exchange, and the distribution was not
a taxable dividend. The basis in the hands
of the Y Corporation of the property ac-
quired by it from the X Corporation is $30,-
000. If such property is thereafter sold
by the Y Corporation, gain or loss will be
computed on such basis of $30,000, and earn-

§ 39.115 ()-2

ings and profits will be increased or decreased
accordingly.

Example (2). On January 2, 1910, the
M Corporation acquired nondepreciable prop-
erty at a cost of $1,000. On March 1. 1913,
the fair market value of such property in
the hands of the M Corporation was $2,200.
On December 31, 1952, the M Corporation
transfers such property to the N Corpora-
tion in exchange for $1,900 in cash and all
the N Corporation stock, which has a fair
market value of $1,100. For the purpose
of computing the total earnings and profits
of the-m Corporation the gain on such trans-
action is $2,000 (the sum of $1,900 in cash,
and stock worth $1,100 minus $1,000, the
adjusted basis for computing gain, deter-
mined without regard to March 1, 1913,
value), $1,900 of which is recognized under
section 112 (a), since this was the amount
of money received, although for the purpose
of computing net income the gain is only
$800 (the sum of $1,900 in cash and stock
worth $1,100, minus $2,200, the adjusted
basis for computing gain determined by
giving effect to March 1, 1913, value). Such
earnings and profits will therefore be in-
creased by $1,900. In computing the earn-
-ings and profits of the M Corporation for
any period beginning after February 28, 1913,
however, the gain arising from the transac-
tion, like the taxable gatn. is only $800,
all of which is recognized under section 112
(c), the money received being in excess of
such amount. Such earnings and profits
will therefore be increased by only $800 as
a result of the transaction. For increase in
that part of the earnings and profits consist-
Ing of increase in value of property accrued
before, but realized on or after, March 1, 1913,
see § 39.115 (m)-1.

Example (3). On July 31, 1952, the R
Corporation owned oil producing property
acquired after February 28, 1913, at a cost
of $200,000, but having an adjusted basis
(by reason of taking percentage depletion)
of $100,000 for determining gain in comput-
ing net income. However, the adjusted basis
of such property to be used in computing
gain or loss for the purpose of earnings and
profits is, because of the provisions of the
third sentence of section 115 (1), $150,000.
On such day the R Corporation transferred
such property to the S Corporation in ex-
change for $25,000 in cash and all of the S
Corporation stock, which had a fair market
value of $100,000. For the purpose of com-
puting net income the R" Corporation has
realized a gain of $25,000 as a result of this
transaction, all of which is recognized under
section 112 (c). For the purpose of com-
puting earnings and profits, however, the R
Corporation has realized a loss of $25,000,
none of which is recognized owing to the pro-
visions of section 112 (e). The earnings and
profits of the R Corporation are therefore
neither increased nor decreased as a result
of the transaction. The adjusted basis of
the S Corporation stock in the hands of the
R Corporation for purposes of computing
earnings and profits, however, will be $125,-
000 (though only $100,000 for the purpose of
computing net income), computed as fol-
lows:

Basis of property transferred - $---- $200, 000
Less money received on exchange. 25, 000
Plus gain or minus loss recognized

on exchange ------------------- None

Basis of stock ------------- 175, 000
Less adjustments (same as those

used in determining adjusted
basis of property transferred) . , 50, 000

Adjusted basis of stock --- 125,000

If, therefore; the R Corporation should sub-
sequently sell the S Corporation stock for
$100,000, a loss of $25,000 will again be real-
Ized for the purpose of computing earnings

and profits, all of which will be recognized
and will be applied to decrease the earnings
and profits of the R Corporation.

(c) (1) The third sentence of section
115 (1) provides for cases in which tho
adjustments, prescribed in section 113, to
the basis indicated in (1) or (2), as the
case may be, of the first sentence of sec-
tion 115 (1) differ from the adJustments
to such basis proper for the purpose of
determining earnings or profits. T h e
adjustments provided by such third sen-
tence reflect the treatment provided by
§ 39.115 (a)-2 relative to cases where the
deductions for depletion and deprecia-
tion in computing net income differ from
the deductions proper for the purpose of
computing earnings and profits,

(2) The effect of the third sentence
of section 115 (1) may be illustrated by
the following examples:

Example (1). The X Corporation pur-
chased on January 2, 1931, an oil lease at a
cost of $10,000. The lease was operated only
for the years 1931 and 1032. The deduction
for depletion In each of the years 1931 and
1932 amounted to $2,750, of which amount
$1,750 represented percentage depletion In
excess of depletion based on cost. The lease
was sold in 1952 for $15,000. Under section
113 (b) (1) (B), In determining the gain
or loss from the sale of the property, the basis
must be adjusted for cost depletion of $1,000
In 1931 and percentage depletion of $2,750 in
1932. However, the adjustment of such
basis, proper for the determination of earn-
ings and profits, is $1,000 for each year, or
$2,000. Hence, the cost is to be adjusted only
to the extent of $2,000, leaving an adjusted
basis of $8,000 and the earnings and profits
will be increased by $7,000, and not by $8,750.
The difference of $1,780 is equal to tie
amount by which the percentage depletion
for the year 1932 ($2,750) exceeds the deple-
tion on cost for that year ($1,000) and has
already been applied in the computation of
earnings and profits for the year 1932 by tal-
Ing Into account only $1,000 instead of $2,780
for depletion In the computation of such
earnings and profits (see §§ 39.116 (a)-2 and
39.115 (c)-1).

Example (2). If, in example (1), above,
the property, Instead of being sold, is ex-
changed in a transaction described in sec-
tion 112 (c) for like property having a fair
market value of $7,750 and cash of $7,250,
then the increase in earnings and profits
amounts to $7,000, that is, $15,000 ($7,750
plus $7,250) minus the basis of $8,000. HOW-
ever, in computing net income of the X
Corporation, the gain is $8,750, that Is, $15,-
000 minus $6,250 ($10,000 less depletion of
$3,750), of which only $7,250 is recognized
because the recognized gain cannot exceed
the sum of money received in the transac-
tion. See section 112 (c) (1) and the cor-
responding provisions of prior revenue laws,
If, however, the cash received was only
$2,250 and the value of the property received
was $12,750, then the increase in earnings
and profits would be $2,250, that amount
being the gain recognized under section 112,

(d) For adjustment and allocation of
the earnings and profits of the trans-
feror as between the transferor and the
transferee in cases where the transfer
of property by one corporation to an-
other corporation results in the nonrec-
ognition in whole or in part of gain or
loss, see § 39.115 (a)-3. -

§ 39.115 ()-2 Effect on earnings and
profits of receipt o1 tax-free distribu-
tions requiring adjustment or allocation
of basis of stocke. (a) In order to dotor-
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mine the effect on earnings and profits,
where a corporation receives (after Feb-
*ruary 28, 1913) from a second corpora-
tion a distribution which (under the law
applicable to the year in which the dis-
tribution was made) was not a taxable
dividend to the shareholders of the sec-
ond corporation, section 115 (1) pre-
scribes certain rules. It provides that
the amount of such distribution shall not
increase the earnings and profits of the
first or receiving corporation in the fol-
lowing cases: (1) No such increase shall
be made in respect of the part of such
distribution which (under the law ap-
plicable to the year in which the distri-
bution was made) is directly applied in
reduction of -the basis of the stock in re-
spect of which the distribution was made
and (2) no such increase shall-be made
if (under the law applicable to the year
in which the distribution was made) the
distribution causes the basis of the stock
in respect of which the distribution was
made to be allocated between such stock
and the property received. Where,
therefore, the law (applicable to the year
in which the distribution vas made, as,
for example, a distribution in 1934 from
earnings and profits accumulated before
March 1, 1913) requires that the amount
of such distribution shall be applied
against and reduce the basis of the stock
with respect to which the distribution
was made, there is no increase an the
earnings and profits by reason of the re-
ceipt of such distribution. Similarly,
where there is received by a corporation
a distribution from another corporation
in the form of a stock dividend and the
law applicable to the year in which such
distribution was made requires the allo-
cation, as between the old stock and the
stock received as a dividend, of the basis
of the old stock, then there is no in-
crease in the earnings and profits by
reason of the receipt of such stock divi-
dend even though such stock dividend
constitutes income within the meaning
of the sixteenth amendment to the. Con-
stitution.

(b) The principles set forth in para-
graph (a) of tis section may be illus-
trated by the following examples:

Example (1). The X Corporation In 1952
distributed to the Y-Corporation, one of its
shareholders, $10,000 which was out of eurn-
ings or profits accumulated before March 1,
1913, and did not exceed the adjusted basis
of the stock in respect of which the dlstri-
bution was made. This amount of $10,000
was, therefore, a tax-free distribution and
under the provisions of section 115 (b) must
be applied against and reduce the adjusted
basis of the stock in respect of which the
distribution was made. The earnings and
profits of the Y Corporation are not In-
creased by reason of the receipt of this
distribution.

Example (2). The Z Corporation in 1934
had outstanding common and preferred
stock of which the Y Corporation held 100
shares of the common and no preferred.
The stock had a cost basis to the Y Corpo-
ration of $100 per share, or a total cost of
$10,000. In December of that year it re-
ceived a dividend of 100 shares of the pre-
ferred stock of the Z Corporation. Such
distribution is a stock dividend which, under
section 115 (f) of the Revenue Act of 1934,
was not taxable and was accordingly not
included in the gross income of the Y Cor-
poration. The original cost of $10,000 is
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allocated to the 200 chare3 of the Z Cor-
poration none of which has been sold or
otherwLse disposed of by the Y Corporation.
See section 113 (a) (19) nd 9§ 39.113 (a)
(19)-1 and 39.113 (a) (12)-i. The earn-
ings and profits of the Y Corporation are not
Increased by reason of the recelpt of ouch
stock dividend.

§ 39.115 (m) Statutory provisions;
distributions by corporations; earnigs
and profits. zncrease tn value of property
accrued before March 1, 1913.

Sac. 115. Distributions by corpora-
tions. * 0 0

(m) Earnings and profits; increase in
value accrued before March 1, 1913. (1) If
any increase or decrease in the earnings or
profits for any period beginning after Febru-
ary 28, 1913. with respect to any matter
would be different had the adjusted basis of
the property involved been determined with-
out regard to its March 1, 1913, value, then,
except as provided in paragraph (2), an In-
crease (properly reflecting such difference)
shall be made in that part of the earnings
and profits consisting of increace in value of
property accrued before Mrch 1. 1913.

(2) If the applicatiorL of subsection (1)
to a sale or other disposition after February
28, 1913, results in a loss which is to be ap-
plied in decrease of earnings and profitas for
any period beginning after February 28.1913,
then, notwithstanding subsection (1) and In
lieu of the rule provided in paragraph (1)
of this subsection, the amount of such lo= to
to be applied shall be reduced by the amount.
If any, by which the adjusted basis of the
property used in determining the loss, ex-
ceeds the adjusted basis computed without
regard to the value of the property on March
1. 1913. and if such amount co applied In
reduction of the decrease exceeds such lo=,
the excess over such loss rhall increase that
part of the earnings and profits consisting of
increase in value of property accrued before
March 1, 1913.

[Sec. 115 (m) as added by sec 501 (a), Sec-
end Rev. Act 19401

§ 39.115 (m)-i Adjustments to earn-
ings and profits reflecting increase in
value accrued before March 1,1913. (a)
In order to determine, for the purpose of
ascertaining the source of dividend
distributions, that part of the earnings
and profits which is represented by in-
crease in value of property accrued be-
fore, but realized on or after. March 1,
1913, section 115 (m) prescribes certain
rules.,

(b) (1) Section 115 (m) (1) sets forth
the general rule with respect to comput-
ing the increase to be made in that part
of the earnings and profits consisting of
increase in value of property accrued
before, but realized on or after, March 1,
1913.

(2) The effect of section 115 (m) (1)
may be illustrated by the following
examples:

Example (1). The X Corporation acquired
nondepreciable property before March 1.
1913, at a cost of $10,000. Its fair marhet
value as of March 1, 1913, was $12,000 and It
was sold in 1952 for $15,000. The increase
in earnings and profits based on the value
as of March 1, 1913, representing earnings
and profits accumulated since February 28,
1913, Is $3,000. If the basis is determined
without regard to the value as of March 1.
1913. there would be an increase in earnings
and profits of $5,000. The difference of $2,0
($5,000 minus $3,000) represents the increars
to be made in that part of the earnings and
profits of the X Corporation coni sting of
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the inercace in value of property accrued
before. but realized on or after, March 1,1913.

Fxamplc (2). The Y Corporation acquired
deprediablo property in 1903 at a cost of
$10.00D0. As-auming no additions or better-
ments, and that the depreciation suztaned
before March 1. 1913, ra $10,000, the ad-
justed cost as of that date was $30,030. Its
fair market value ao of March 1. 1913, -as
$94.000 and on February 22, 1952, it was zod
for 025.000. For the purpose of determining
gain from the sale, the basis of the property
is the fair market value of $94.000 as of
March 1. 1913. adjusted for depreciation for
the period aubequent to February 23, 1913,
computed on such fair market value. If the
amount of the depreciation deduction al-
low~ed after February 28. 1913, and properly
allowable for each of such years to the date
of the sale in 1952 ia the aggregate sm of
081,467, the adjusted basis for determining
gain in 1952 (94.000 Ils $81,467) Is 012,533
and the gal would be $12,467 ($25,000 less
$12,533). The increze In earnings and prof-
Its accumulated since February 23, 1913, by
reason of the sale, baed on the v-ue as of
March 1, 1913, adjuated for depreciation, is
$12,467. If the depreciation since Februmr
28. 1913, had been ba ed on the adjusted cost
of 830.000 ($100,000 le= $10,000) Instead of
the March 1,1913, value of $94,000, the depre-
clation auztalned from that date to the date
of raol would have been $78,000 Instead of
C81.47 and the actual gain on the sale based
on the cost of $100.000 adjusted by deprecia-
tion on such cost to $12,000 ($100,00O reduced
by the aum of $10,ooo and $'I8,C0O) would be
813,000 ($25,000 less $12,000). 'If the ad-
justed basis of the property was determined
without regard to the value as of March 1.
1913. there-would be an increase in earnings
and profits of $13,000. The difference of $533
($13.000 minus $12,467) represents the In-
crease to be made In that part; of the earnin.gs
and profits of the Y Corporation consisting of
the increase in value of property accrued
before, but realized on or aflt March 1.
1913.

(c) (1) Section 115 (m) (2) is an ex-
ceptlon to the general rule in section
115 (m) (1) and also operates as a limi-
tation on the application of section 115
(1). It provides that, if the application
of (2) of the first sentence of section 115
(1)'to a sale or other disposition after
February 28, 1913, results in a loss which
Is to be applied in decrease of earnings
and profits for any period beginning
after February 28, 1913, then, notwith-
standing section 115 (1) andin lieu of the
rule provided in section 115 (m) (1) the
amount of such loss so to be applied shall
be reduced by the amount, if any, by
which the adjusted basis of the property
used in determining the loss. exceeds the
adjusted basis computed without regard
to the fair market value of the property
on March 1, 1913. If the amount so
applied in reduction of the loss exceeds
such loss, the excess over such loss shall
increase that part of the earnings and
profits consisting of increase in value
of property accrued before, but realized
on or after, March 1, 1913.

(2) The application of section 115 (m)
(2) may be illustrated by the followin
examples:

Example (1). TheY Corporation acquired
nondepreclable property before afqrch 1, 1913,
at a cost of 68,00. Its fair market value as
of March 1, 1913, va $13,000, and It was cold
in 1952 for $10,000. Under (2) of the first
centence of section 115 (1) the adjusted bais
would be $13,000 and there would be a loss
of $3,000. The application of (2) of the

§ 39.115 (m)--
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first sentence of section 115 (1) would result
in a loss from the sale in 1952 to be applied
in decrease of earnings and profits for that
year. Section 115 (m) (2), however, ap-
plies and the loss of $3,000 is reduced by the
amount by which the adjusted basis of $13,-
000 exceeds the cost of $8,000 (the adjusted
basis computed without regard to the value
on March 1, 1913), namely, $5,000. The
amount of the loss is, accordingly, reduced
from $3,000 to zero and there Is no decrease
in earnings and profits of the Y Corpora-
tion for the year 1952 as a result of the sale.
The amount applied in reduction of the
decrease, namely, $5,000, exceeds $3,000. Ac-
cordingly, as a result of the sale the excess
of $2,000 increases that part of the earn-
ings and profits of the Y Corporation con-
sisting of increase in value of property ac-
crued before, but realized on or after, March
1, 1913.

Example (2). The Z Corporation acquired
nondepreciable property before March 1, 1913,
at a cost of $10,000. Its fair market value as
of March 1, 1913, was $12,000, and it was
sold in 1952 for $8,000. Under (2) of the
first sentence of section 115 (1) the adjusted
basis would be $12,000 and there would be
a loss of $4,000. The application of (2)
of the first sentence of section 115 (1) would
result in a loss from the sale in 1952 to be
applied In decrease of earnings and profits
for that year. Section 115 (m) (2), how-
ever, applies and the loss of $4,000 is re-
duced by the amount by which the ad-
justed basis of $12,000 exceeds the cost of
$10,000 (the adjusted basis computed with-
out regard -to the value on Maxch- 1- 1913),
namely, $2,000. The amount of the loss is,
accordingly, reduced from $4,000 to $2,000
and the decrease in earnings and profits of
the Z Corporation for the year 1952 as a re-
sult of the sale is $2,000 instead of $4,000.
The amount applied in reduction of the de-
crease, namely $2,000, does not exceed $4,000.
Accordingly, as a result of the sale there
is no increase in that part of the earnings
and profits of the Z Corporation consist-
ing of increase in value of property accrued
before, but realized on or after, March 1,
1913.

§ 39.116 Statutory provizsons; addi-
tional excluszons from gross income.

SEC. 116. Exclusions from gross income. In
addition to the items specified in section-22
(b), the following Items shall not be in-
cluded in gross income and shall be exempt
from taxation under this chapter:

(a) Earned income from sources without
the United States-(1) Bona fide resident of
foreign country. In the case of an individual
citizen of the United States, who establishes
to the satisfaction of the Secretary that he
has been a bona fide resident of a foreign
country or countries for an uninterrupted
period which includes an entire taxable year,
amounts received from sources without the
United States (except amounts paid by the
United States or any agency thereof) if such
amounts constitute earned income (as de-
fined In paragraph (3)) attributable to such
period; but such individual shall not be al-
lowed as a deduction from his gross income
any deductions properly allocable to or
chargeable against amounts excluded from
gross income under this paragraph.

(2) Presence in foreign country for 17
months. In the case of an individual citizen
of the United States, who during any period
of 18 consecutive months is present in a
foreign country or countries during at least
510 full days in such period, amounts xe-
ceived from sources without the United
States (except amounts paid by the United
States or any agency thereof) if such
amounts constitute earned income (as de-
fined in paragraph (3)) attributable to such
period; but such individual shall not be al-
lowed as a deduction from his gross income

any deductions properly allocable to or
chargeable against amounts excluded from
gross income under this paragraph. If the
18 month period includes the entire taxable
year, the amount excluded under this para-
graph for such taxable year shall not exceed
$20,000. If the 18 month period does not
include the entire taxable year, the amount
excluded under this paragraph for such tax-
able year shall not exceed an amount which
bears the same ratio to $20,000 as the number
of days in the part of the taxable year within
the 18 month period bears to the total
number of days in such year.

(3) Definition of earned income. For the
purposes of this subsection, "earned income"
means wages, salaries, professional fees, and
other amounts received as compensation for
personal services actually rendered, but does
not include that part of the compensation
derived by the taxpayer for personal services
rendered by him to a corporation which rep-
resents a distribution of earnings or profits
rather than a reasonable allowance as com-
pensation for the personal services actually
rendered. In the case of a taxpayer engaged
in a trade or business in which both personal
services and capital are material income pro-
ducing factors, under regulations prescribed
by the Commissioner with the approval of
the Secretary, a reasonable allowance as com-
pensation for the personal services rendered
by the taxpayer, not in excess of 20 per
centuin of his share of the net profits of such
trade or business, shall be considered as
earned income.

(b) Teachers in Alaska and Hawaii. [Re-
pealed by sec. 2, Public Salary Tax Act 19391

(c) Income of foreign governments and of
international organizations. The income of
foreign governments or international organ-
izations received from investments in the
United States in stocks, bonds, or other do-
mestic securities, owned by such foreign gov-
ernments or by international organizations,
or from interest on deposits-in banks in the
United States of moneys belonging to such
foreign governments or international organ-
izations, or from any other source within the
United States.

(d) Income of States, municipalities, etc.
Income derived from any public utility or
the exercise of any essential governmental
function and accruing to any State, .Terri-
tory, or the District of Columbia, or any po-
litical subdivision of a State or Territory,
or income accruing to the-government of any
possession of the United States, or any politi-
cal subdivision thereof.

Whenever any State, Territory, or the Dis-
trict of Columbia, or any political subdivi-
sion of a State or Territory, prior to Sep-.
tember 8, 1916, entered in good faith into
a contract with any person, the object and
purpose of which is to acquire, construct,
operate, or maintain a public utility-

(1) If by the terms of such contract the
tax imposed by this chapter is to be paid

-out of the proceeds from the operation of
such public utility, prior to any division of
such proceeds between the person and the
State, Territory; political subdivision, or the
District of Columbia, and if, but for the im-
position -of the tax imposed by this chapter,
a part of such proceeds for the taxable year
would accrue directly to or for the use of
such State, Territory, political subdivision,
or the District of Columbia, then A tax upon
the net income from the operation of such
public utility shall be levied, assessed, col-
lected, and paid in the manner and at the
rates prescribed in this chapter, but there
shall be refunded to such State, Territory,
political subdivision, or the District of
Columbia (under rules and regulations to be
prescribed by the Commissioner with the ap-
proval of the Secretary) an amount which
bears the same relation to the amount of
the tax as the amount which (but for the
Imposition of the tax imposed by this chap-

ter) would have accrued directly to or for
the use of such State, Territory, political
subdivision, or the District of Columbia,
bears to the amount of the net Income from
the operation of such public utility for such
taxable year.

(2) If by the terms of such contract no
part of the proceeds from the operation of
the public utility for the taxable year would,
irrespective of the tax Imposed by this chap-
ter, accrue directly to or for the use of such
State, Territory, political subdivision, or tho
District of Columbia, then the tax upon tile
net income of such person from the operation
of such public utility shall be levied, as-
sessed, collected, and paid in the manner
and at the rate prescribed In this chapter,

(e) Bridges to be acquired ,by State or
political subdivision. Whenever any StAte
or political subdivision thereof, In pursuance
of a contract to which it is not a party
entered into before May 29, 1928, Is to acquire
a bridge-

(1) If by the terms of such contract the
tax imposed by this chapter Is to be paid
out of the proceeds from the operation of
such bridge prior to any division of such
proceeds, and if, but for the Imposition of
the tax Imposed by this chapter, a part of
such proceeds for the taxable year would
accrue directly to or for the use of or Would
be applied for the benefit of such State or
political subdivision, then a tax upon the
net Income from the operation of such bridge
shall be levied, assessed, collected, and paid
in the manner and at the rates prescribed
in this chapter, but there shall be refunded
to such State or political subdivision (under
rules and regulations to be prescribed by
the Commissioner with the approval of the
Secretary) an amount which bears the same
relation to the amount of the tax as the
amount which (but for the tax Imposed by
this chapter) would have accrued di-
rectly to or for the use of or Would be ap-
plied for the benefit of such State or political
subdivision, bears to the amount of the lent
income from the operation of such bridge
for such taxable year. No such refund shall
be made unless the entire amount of the
refund Is to be applied In part payment for
the acquisition of such bridge.

(2) If by the terms of such contract no
part of the proceeds from the operation of
the bridge for the taxable year would, Irre-
spective of the tax Imposed by this chapter,
accrue directly to or for the use of or to be
applied for the benefit of such State or
political subdivision, then the tax upon the
net income from the operation of such
bridge shall be levied, assessed, collected, and
paid In the manner and at the rates pre-
scribed in this chapter.

(f) Dividend from "China Trade Act" Cor-
poration. In the case of a person, amounts
distributed as dividends to or for his benefit
by a corporation organized under the China
Trade Act, 1922, 42 Stat. 849 (11 S, C., Title
15, a 4), If, at the time of such distribution,
he is a resident of, China, and the equitable
right to the Income of the shares of stock of
the corporation Is In good faith vested In him,

(g) Shipowners' Protection and Did t nity
Associations. The receipts of shipowners'
mutual protection and indemnity assoola-
tions not organized for profit, and no part
of the net earnings of which Inures to the
benefit of any private shareholder but such
corporations shall be subject as other per-
sons to the tax upon their not Income from
interest, dividends, and rents.

(h) Compensation of employees of foreign
governments or of the Commonwealth of
the Philippines-(1) litle for exclusion,
Wages, fees, or salary of any employee of a
foreign government or of an international or-
ganization or of the Commonwealth of the
Philippines (including a consular or other
officer, or a non-diplomatic representative),
received as compensation for official services

§ 39.116
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to such government, international organi- States or any agency thereof) which Is at-
zation, or such Commonwealth- trIbutable to that part of such prlcd of

(A) If such employee is not a citizen of Puerto Rican residence before such date; but
the United States, or is a citizen of the Com- such Individual shall not be allowed as a
monwealth of the Philippines (whether or deduction from his gro= Income any deduc-
not a citizen of the United States); and tLons properly allocable to or chargeable

(B) If, in the case of an employee of a agdinst amounts excluded from gross Income
foreign government or of the Commonwealth under this paragraph.
of the Philippines, the services are of a char-
acter similar to those performed by em- [Sec. 116 as amended by rec. 2, Public Salary

ployees of the Government of the United Tax Act 1939; sees. 148 (a), and 149 (a). Rev.

States in foreign countries or n the Coin- Act, 1942; sees. 107 and 125 (a). Rev. Act 19-13;
monwealth of the Philippines, as the case sec. 4. Pub. Law 291 (79th ConZ.); Ecm. 1031,

may be; and Foreign Service Act 1046; cm. 221 (c). Rev.

(C) If, in the case of an employee of a Act 1950; sec. 321 (a), Rev. Act 1051: cec. 231
foreign government or the Commonwealth of (a) and (c), Technical Change3 Act 1053]
the Philippines, the foreign government, or § 39.116-1 Earned income from
the Commonwealth grants an equivalent sources oithout the United States--(a)
exemption to employees of the Government Resdent Of a forcEgn, countr]. (1)
of the United States performing similar serv-

ices in such foreign country or such Coin- Amounts constituting earned income as
monwealth, as the case may be. defined in section 116 (a) (3) shall be

(2) Certificate by Secretary of State. The excluded from gross income in the case
Secretary of State shall certify to the Secre- of an individual citizen of the United
tary of the Treasury the names of the foreign States who establishes to the satisfaction
countries which grant an equivalent exemp- of the Commissioner that he has been %
tion to the employees of the Government of bona fide resident of a foreign country
the United States, performing services in

such foreign countries, and the character of or countries for an uninterrupted period

the services performed by employees of the which includes an entire taxable year, If
Government of the United States in foreign such amounts are (1) from sources with-
countries. If the Commonwealth of the out theUnited States, (11) attributable to
Philippines grants an equivalent exemption such uninterrupted period, and (ill) not
to the employees of the United States per- paid by the United States or any agency
formnng services in such Commonwealth the or instrumentality thereof. The exemp-
Secretary of State shall certify such fact to
the Secretary of the Treasury and the char- tion from tax thus provided is applicable
acter of the -services performed by employees to such amounts as are attributable to
of the Government of the United states in that portion of an uninterrupted period
such Commonwealth. of bona fide foreign residence which

(i). Treasury bills. For exemption from falls within a taxable year during the
taxation of gain derived from the sale or course of which the citizen begins or ter-
other -disposition of Treasury Bills, issued inates bona fide residence In a foreign
after June 17, 1930, under the second Liberty
bond act, as amended, see act of June 17. country, provided that such period in-
1930, c. 512, 46 Stat. 775 (U. S. C., Title 31, cludes at least one entire taxable year.
sec. 754). If attributable to an uninterrupted

(j) In the case of a clerk or employee In period in respect of which the citizen
the Foreign Service of the United States, qualifies for the exemption from tax
amounts received as cost-of-living allow- thus provided, the amounts shall be ex-
ances under authority of section 3, as cluded from gross income Irrespective
amended; of the act of February 23, 1931; and of when they are received. The period
in the case of an ambassador, minister, diplo-
matic, consular, or Foreign Service officer, during which the citizen was a bona fide
amounts received as post allowances under resident of a foreign country or countries
the authority of section 12, as amended and prior to the commencement of his first
renumbered, of the act of May 24, 1924; and taxable year beginning after December
in the case of other civilian officers or em- 31, 1951, may be taken into account in
ployees of the Government of the United' determining whether such citizen has
States stationed outside continental Unlted' been a bona fide resident of a foreign
States, amounts received as cost-of-living

allowances in accordance with regulations country or countries for an uninter-

approved by the President. rupted period which includes an entire
(k) In the case of an officer or employee of taxable year.

the Foreign Service of the United States, (2) Though the period of bona fide
amounts received by such officer or employee foreign residence must be continuous
as allowances or otherwise under the terms and uninterrupted, once bona fide resi-
of title IX of the Foreign Service Act of 1946. dence in a foreign country'or countries

(1) income from sources witfli Puerto has been established, temporary visits to
Rico-(1) Resident of Puerto Rico for entire
taable year. In the case of an Individual the United States or elsewhere on vaca-
who. is a bona fide resident of Puerto Rico tion or business trips will not necessarily

during the entire taxable year, income de- deprive the citizen of his status as a bona
rived from sources within Putrto Rico (ex- fide resident of a foreign country.
cept amounts received for services performed Whether the individual citizen of the
as an employee of the United States or any United States is a bona fide resident of a
agency thereof); but such individual shall foreign country shall be determined by
not be allowed as a deduction from his gross the application, tothe extent feasible, of
income any deductions properly allocable to
or chargeable against amounts excluded from the principles of §§ 39.211-2, 39.211-3,
gross income under this paragrapl 39.211-4, and 39.211-5, relating to what

(2) Taxable year of change of residence constitutes residence or nonresidence, as

from Puerto Rico. In the case of an indi- the case may be, in the United States in
vidual citizen of the United States, who has the case of an allen individual.
been a bona fide resident of Puerto Rico for (3) In any case in which any amount
a period of at least two years before the date otherwise constituting gross income Is
on which he changes his residence from. -excluded from gross income under the
Puerto Rico, income derived from sources
therein (except amounts received from serv- -provisions of section 116 (a), there shall

ices performed as an employee of the United not be allowed as a deduction fromx gross

income any items of expenses or losses
or other deductions properly applicable
to or chargeable against the amounts so
excluded from grozz income. The ap-
portionment and allocation of such ez-
penses, losses, or deductions as betWEEn
income from sources within, and income
from sources ithout, the United States
shall be determined in accordance with
the principles of section 119 and the
regulations thereunder.

(4) The entire amount received as
profe 't!onal fees may be treated as
earned income If the taxpayer is engaged
in a professional occupation, such as a
doctor or a lawyer, even though he em-
ploys assistants to perform part or all
of the services, provided the patients or
clients are those of the taxpayer and
look to the taxpayer as the person re-
sponsible for the services performed.

(5) In the case of a taxpayer engaged
In a trade or business in which both
personal services and capital are ma-
tcrial income-producing factors, a rea-
sonable allowanc3 as compensation for
the personal services actually rendered
by the taxpayer shall be considered
earned income, but the total amount
which shall be treated as the earned
income of the taxpayer from such a.
trade or business shall, in no case, exceed
20 percent of his share of the net profits
of such trade or business. No general
rule can be prescribed defining the
trades or businszes in which personal
services and capital are material in-
come-producing factors, but this ques-
tion must be determined with respect to
the facts of the individual cases.

(6) An amount constituting earned
income as defined in section 116 (a) (3)
which is derived from sources without
the United States shall not be included
In gross income solely becuse it is re-
ceived within the United States, since
the place of receipt is immaterial in de-
termining whether any items shall be
excluded from gross income under the
provisions of section 116 (a) No
amounts received for services performed
within the United States shall be ex-
cluded from gross income by such sec-
tion. For the allocation or segregation
as between sources within, and sources
without, the United States in the case
of compensation for labor or personal
services, see section 119 and the regu-
lations thereunder.

(7) Any return filed before the com-
pletion of the period necessary to qual-
ify a citizen for the exemption under sec-
tion 116 (a) shall be filed without regard
to the exemption provided by that sec-
tion, but claim for credit or refund of
any overpayment of tax may be filed if
the taxpayer subsequently qualifies for
the exemption under section 116 (a) A
taxpayer desiring an extension of time
(in addition to that granted by § 39.53-3)
for filing the return until after the com-
pletion of the qualifying period under
section 116 (a) shall make application
therefor with the district director of in-
ternal revenue, setting forth the facts
relied upon to justify the extension of
time requested and including a statement
as to the earliest date he expcts to be
in a position to determine whether he
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will be entitled to the exclusion provided
by section 116 (a) An extension of time
may be granted for more than 6 months
in the case of taxpayers who are abroad.
For extensions of time for filing returns,
see section 53 (a) (2) and § 39.53-2.

(8) In estimating his gross income for
the purpose of making a declaration of
estimated tax for any taxable year, a
citizen of the United States is not re-
quired to take into account income which
it is reasonable to believe will be excluded
from gross income under the provisions
of section 116 (a) and the regulations
thereunder.

(9) The term "foreign country"
means territory under the sovereignty
of a government other than that of the
United States. It does not include a
possession or territory of the United
States.

(b) Presence rn a foreign country.
(1) Amounts constituting earned income
as defined in section 116 (a) (3) shall be
excluded from gross income in the case
of an individual citizen of the United
States who during any period of 18 con-
secutive months is present in a foreign
country or countries during a total of at
least 510 full days, if such amounts are
() from sources without the United
States, (ii) attributable to such period,
and (iii) not paid by the United States
or any agency or instrumentality thereof.
If attributable to a period of 18 consec-
utive months in respect of which the citi-
zen qualifies for the exemption from tax
thus provided, the amounts shall be ex-
cluded from gross income irrespective of
when they are received.

(2) For taxable years ending before
January 1, 1953, there is no limitation
upon the amount which may be excluded
from gross income pursuant to subpara-
graph (1) For taxable years -ending
after December 31, 1952, but only with
respect to amounts received after such
date, the amount excluded -from gross
income under the provisions of section
116 (a) (2) shall not exceed $20,000 if
the 18-month period includes the entire
taxable year. If the 18-month -period
does not include the entire taxable year,
the amount excluded from gross income
under such section for such taxable year
shall not exceed an amount which bears
the same ratio to $20,000 as the number
of days in the part of the taxable year
within the 18-month period bears to the
total number of days in such year. In
the case of a fiscal year beginning in
1952 and ending in 1953 the exclusion
of amounts received after December 31,
1952% shall not exceed the lesser of the
amount determined under the two pre-
ceding sentences or an amount which is
the same proportion of $20,00 as the
number of days in such taxable year
after such date is of 365 days. There is
no limitation as to the total amount of
the exclusion for amounts received prior
to January 1, 1953, m the-case of such a
fiscal year.

(3) The period during which the citi-
zen was present in a foreign country or
countries before the commencement of
his first taxable year beginning after
December 31, 1951, may be taken into
account in determining whether such
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citizen is present in a foreign country
or countries during at least 510 full days
during any period of 18 consecutive
months.

(4) Any return filed before the com-
pletion of the period necessary to qualify
a citizen for the exemption under sec-
tion 116 (a) shall be filed without-regard
to the exemption provided by that sec-
tion, but claim for credit or refund of
any overpayment of tax may be filed if
the taxpayer subsequently qualifies for
the exemption under section 116 (a) A
taxpayer desiring an extension of time
(in addition to that granted by § 39.53-
3) for filing the return until after the
completion of the qualifying period un-
der section 116 (a) shall make applica-
tion therefor with the district director
of internal revenue, setting forth the
facts relied upon to justify the extension
of time requested and including a state-
ment as to the earliest date he expects to
be in a position to determine whether he
will be entitled to the exclusion provided
by section 116 (a) An extension of
time may be granted for more than 6
months in the case of taxpayers who are
abroad. For extensions of time for fil-
ing returns, see section 53 (a) (2) and
§ 39.53-2.

(5) In estimating his gross income for
the purpose of making a declaration of
estimated tax for any taxable year, a
citizen of the United States is not re-
quired to take into account income which
it is reasonable to believe will be ex-
cluded from gross income under the pro-
visions of section 116 (a) and the regu-
lations thereunder.

(6) The provisions of paragraph (a)
of this section respecting the disallow-
ance of certain deductions, the definition
of earned income, the source of income,
and the immateriality of the -place of
receipt of amounts constituting earned
income are equally effective in the appli-
cation of this paragraph.

(7) 'The term "foreign country"
means territory under the sovereignty
of a government other than that of the
United States and includes the air space
over such territory. It does not include
a possession or territory of the United
States.

(8) The exclusion provided by section
116 (a) (2) applies to income attributa-
ble to any period of 18 consecutive
months during which the citizen satis-
fies the 510- full-day requirement, even
though such period constitutes a part of
a longer period of presence in a foreign
country or countries. For this purpose,
the term "18 consecutive months" means
any period of such duration, that is, any
period commencing with the beginning
of any day of a calendar month and
terminating (i) with the close of the day
which precedes that' day in the eight-
eenth succeeding calendar- month nu-
merically corresponding to the day of
the period's beginning, or, if there is no
such corresponding day, (ii) with the
close of the last day of such eighteenth
succeeding month. Such period need not
necessarily commence with the day of
arrival in a foreign country nor term-
nate with the day of departure there-
from. In no event will the 510 full-day

requirement be prorated over a period of
less than 18 consecutive months,

(9) Thus, a citizen who arrives in a
foreign country on January 1, 1952,
makes several return trips to the United
States, and then finally departs from the
foreign country on February 14, 1954,
may not be present In, such country for
510 full days during the 18-month period
commencing with January 1, 1952, and
ending with the close of June 30, 1053,
because of his visits to the United States
during such period, but may satisfy the
510 full-day requirement during the 18-
month period commencing with Febru-
ary 15, 1952, and ending with the close
of August 14, 1953. In such event, the
exclusion will apply to Income attribut-
able to the latter period, but not to
income attributable to the period com-
mencing with January 1, 1952, and end-
ing with the close of February 14, 1952,
For such purpose, it is assumed that no
part of the period ending with the close
of February 1.4, 1952, Is Included In any
18-month period during which the 510
full-day requirement is satisfied. Fur-
thermore, the mere fact that the 510
full-day requirement has been satisfied
with respect to the period ending with
the close of August 14, 1953, does nob
mean that income earned, thereafter will
be excluded under section 116 (a) (2)
unless such income is attributable to
another 18-month period during which
there is compliance with the 510 full-day
requirement. Thus, the 510 full-day re-
quirement cannot be prorated over the
6-month period commencing with August
15, 1953, and ending with the close of
February 14, 1954, In order to determine
whether the exclusion allowed by sec-
tion 116 (a) (2) applies to Income attrib-
utable to such 6-month period. There-
fore, assuming that the citizen Is present
in the foreign country 170 full days (1/a
of 510 full days) during such 6-month
period (Y3 of 18 consecutive months), the
exclusion will not be applicable to income
attributable to any part of such 0-month
period if no part thereof is included In
any 18-month period during which the
510 full-day requirement is satisfied,

(10) The term "full day" means, not
any 24-consecutive-hour period, but a
continuous period of twenty-four hours
commencing from midnight and ending
with the following midnight. In com-
puting the minimum of 510 full days of

-presence In a foreign country or coun-
tries, all separate periods of such pres-
ence during the period of 18 consecutive
months are to be aggregated. Tha 510
full days need not be consecutive, but
may be interrupted by a number of short
periods during which the citizen is not
present In a foreign country, Time
spent in u foreign country In the em-
ployment of the United States Govern-
ment will count toward satisfaction of
the 510 full-day requirement, even
though amounts paid by such Govern-
ment are not exempt from tax under
section 116 (a) (2)

(11) In each of the following examples
it is assumed that the facts are such that
.the limitations upon the amount to be
excluded, which were added by section
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204 of the Technical Changes Act of 1953,
are not applicable.

Example (1). On February 1, 1953, Mr.
White, a citizen of the United States privately
employed, arrived in Puerto Rico on a busi-
ness assignment. Upon completion of the
-assignment he departed for a new assignment
in Venezuela. On June 1. 1953, at 9 a. m. he
arrived in Venezuela, where he remained
until 2 p. m. on October 25, 1954, at which
time he departed for another assignment in
Puerto Rico. On January 10, 1955, he left
Puerto Rico for a new assignment in the
United States. During the 18-month period
commencing with April 25, 1953, and ending
with the close of October 24, 1954, the tax-
payer was in a foreign country an aggregate
of 510 full days; in addition, during the
18-month period commencing with June 2,
1953. and ending with the close of December
1, 1954, he was in a foreign country an.aggre-
gate of 510 full days. The exemption from
tax granted by section 116 (a) (2) will thus
apply to income attributable to the entire
period which commences with April 25, 1953,
and ends with the close of December 1, 1954,
a period of approximately 19 consecutive
months.

Example (2). At 2 p. m. on January 18,
1952, Mr. Brown, a citizen of the United
States privately employed, arrived in Eng-
land on a business trip from the United
States. On May 19, 1952, at 10 p. m. he de-
parted from England by steamer and ar-
rived in t6e United States on May 25, 1952.
After spending a period therein on oMclal
business, he left the United States by steamer
on June 9, 1952, and arrived in France at
3 p. in., June 14, 1952. At 8 a. m. on Feb-
ruary 3, 1953, he departed from France by
airplane for a brief visit to Puerto Rico, ar-
riving there on February 4; and thence went
to England, arriving there at I a. m. on Feb-
ruary 12, 1953, where he remained until
midnight, July 18, 1953, at which time the
510 full-day requirement was satisfied in
respect of the period of 18 consecutive
months which began with January 19, 1952.
Mr. Brown continued his presence in Eng-
land, not leaving such country until 5 a. m.
on November 18, 1953, at which time he de-
parted for the United States. During the
18-month period commencing with Janu-
ary 19, 1952, and ending with the close of
July 18, 1953, the taxpayer was in a for-
eign country or countries an aggregate of
510 full days; in addition, during the 18-
month period commencing with June 16,
1952, and ending with the close of Decem-
ber 15, 1953, he was in a foreign country
or countries an aggregate of 510 full days.
The exemption from tax granted by section
116 (a) (2) will thus apply to income attrlb-
utfable to the entire period which commences
with January 19, 1952, and ends with the
close of December 15, 1953. The computa-
tion with resuect to each period may be
illustrated as follows:

Full days
First 18-month period (1-19-52 in foreign

through 7-18-53) country
1-19-52 to 5-18-52 ....... ------------- 121
5-19-52 to 6-14-052-___ 0
6-15-52 to 2-2-. 233
2-3-53 to 2-12-53 ----- 0
2-13-53 to -- 156

Total full days ---------------- 510

Second 18-month period (6-16-52
through 12-15-53).

6-16-52 to 2-2-53 ----- 232
2-3-53 to 2-12-53 ----- ....------- 0
2-13-53 to 11-17-53 .. . 278
11-18-53 to 12-15-53 --------------- 0

Total full days --------------- 510

Example (3). On March 6, 1952, at 3 p. m.
M. Green, a citizen privately employed, ar-
rived in Cuba where he remained until 9
p. n., June 25, 1952, at which time he de-
parted from Cuba for a short busin= trip
to Puerto Rico. Upon completion of his
negotiations In that po==saon, he departed
for Mexico, arriving there at 2 p. m. on July
24, 1952, where he remained until 10 a. in.,
August 22, 1953, at which time he departed
from such country for a vacation In the
United States. He arrived again in Mexico at
9 a. m. on September 5, 1953, where he re-
mained until 8 a. in., January 1, 1954, at
which time he departed from such country
for a new assignment in the United States.
During the 18-month period commencing
with March 7, 1952. and ending w-Ith the
close of September 6, 1953, the taxpayer was
in ,a foreign country or countrleo an aggre-
gate of 504 full days; during the 18-month
period commencing with July 2, 1052, and
endifng with the cloce of D.cember 31, 1953,
he was in a foreign country an aggregate of
510 full days. The exemption from tax
granted by section 116 (a) (2) will thus not
apply to income attributable to any part of
the period beginning with Murch 6, 1952, and
ending with the cloze of June 30,1952; It 0m1
apply to income attributable to the period
commencing with July 1. 1952. and ending
with the close of December 31, 1953. The
computation viith respect to each period may
be illustrated as follows:

Full days
First 18-month period (3-7-52 in foreign

through 9-6-53) country
3-7-52 to 6-24-52............ 110
6-25-52 to 7-24-52 ..----------- 0
7-25-52 to 8-21-53.- 393
8-22-53 to 9-5-53 0
9-6-53 ....-- I

Total full days-04

Second 18-month period (7-1-52
through 12-31-53)"

7-1-52 to 7-24-52 ------ 07-25-52 to 8-21-53--- 33

8-22-53 to 9-5-53 ...........- 0
9-6&-53 to 1-13.. .. .. 117

Total full days.............. 510

§ 39.116-2 Income of foreign gorern-
ments, mternational organizations, and
their employees-(a) Foreign govcrn-
ments and their employees. (1) The
exemption of the income of foreign gov-
ernments applies also to their political
subdivisions. Any Income collected by
foreign governments from Investments
m the United States n stocks, bonds, or
other domestic securities, which are not
actually owned by but are loaned to such
foreign governments, Is subject to tax.

(2) All employees of a foreign govern-
ment (including consular or other offi-
cers, or nondiplomatic representatives)
who are not citizens of the United States
are exempt from Federal income tax
with respect to wages, fees, or salaries
received by them as compensation for
offcial services rendered to such foreign
government, provided (1) the services
are of a character similar to those per-
formed by employees of the Government
of the United States in such foreign
country and (ii) the foreign government
whose employees are claiming exemption
grants an equivalent exemption to em-
ployees of the Government of the United
states performing similar services in
such foreign country. Section 116 h)
(2) provides that the Secretary of State

shall certify to the Secretary of the
Treasury the names of the foreign coun-
tries which grant an equivalent exemp-
tion to the employees of the Government
of the United States performing services
in such foreign countries, and the char-
acter of the services performed by em-
ployees of the Government of the United
States n foreign countries. The income
received by employees of foreign gov-
ernments from sources other than their
salaries, fees, or wages, referred to
above, Is subject to Federal income tax.
The compensation of citizens of the
United States who are officers or employ-
ees of a foreign government is not ex-
empt from income tax. But see section
116 (a)

(b) Internatiornal organizations and
their employees. (1) Subject to the pro-
visions of section 1 of the International
Organizations Immunities Act (22
U. S. C. 288), the Income of an inter-
national organization (as defined in
section 3797 (a) (18)) received from
Investments in the United States
in stocks, bonds, or other domestic se-
curities, owned by such international
organization, or from interest on de-
posits in banks n the United States of
moneys belonging to such international
organizations, or from any other source
within the United States, is exempt from
Federal income tax. An organization
designated by the Prezident through ap-
propriate Executive order as entitled to
enjoy the privileges, exemptions, and
immunities provided in the International
Organizations Immunities Act (22
U. S. C. 288-283f) may enjoy the
benzfits of the exemption with re-
spect to Income of the prescribed char-
acter received by such organization be-
fore the date of the issuance of such
Executive order, if (I) the EZecutive
order does not provide othermisa and
(HI) the organization Is a public interna-
tional'organization n which the United
States participates, pursuant to a treaty
or under the authority of an Act of Con-
gress authorizing such participation or
making- an appropriation for svch par-
ticipation, at the time such inceme is
received.

(2) Subject to the provisions of sec-
tIons 1, 8, and 9 (22 U. S. C. 203.
288e, and 288f) of the International
Organizations Immunities Act, wages,
fees, or salary of any officer or employee
of an International organzation (as d2-
fined In section 3797 (a) (18)) received
as compensation for ofclal services to
such international organization is ex-
empt from Federal income tax, if such
offcer or employee Is not a citizen of the
United States. An Individual of the pre-
scribed class who receives wa-es, fees, or
salary as compensation for official srv-
ices to an organization desig ated by
the Prezldcnt through appropriate Ex-
ecutive order as entitled to enjoy the
privileges, exemptions, and immunities
provided in the International Organz-
tions Immunities Act and who has been
duly notified to and accepted by the
Secretary of State as an officer or em-
ployee of such orGanization, or who has
been designated by the Secretary of
State, prior to formal notification and
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acceptance, as a prospective officer or
employee of such organization, may en-
joy the benefits of the exemption with
respect to compensation of the pre-
scribed character earned by such mdi-
vidual either before the date of' the
issuance of such Executive order, or be-
fore the date of such acceptance or des-
ignation by the Secretary of State, for
official services to such organization, if
(i) the Executive order does not provide
otherwise, (ii) the organization is a pub-
lic international organization in which
the United States participates, pursuant
to a treaty or under the authority of an
Act of Congress authorizing such partici-
pation or making an appropriation for
such participation, at the time such com-
pensation is earned, and (iii) the indi-
vidual is an officer or employee of such
organization at such time. The compen-
sation of citizens of. the United States
who are officers or employees of an inter-
national organization is not exempt from
income tax. But see section 116 (a)

(3) Sections 1, 8, and 9 of the Inter-
national Organizations Immunities Act
provide in part as follows:

SECrIOr 1. For the purposes of this title
[International Organizations Immunities
Act], the- term "international organization"
means a public international organization
in which the United States participates
pursuant to any treaty or Under the au-
thority of any Act of Congress authorizing
such participation or making an appropria-
tion for such participation, and which shall
have been designated by the President
through appropriate Executive order as being
entitled to enjoy the privileges, exemptions,
and Immunities herein provided. The
President shall be authorized, in the light
of the functions performed by any such,
international organization, by appropriate
Executive order to withhold or withdraw
from any such organization or Its officers
or employees any of the privileges, exemp-
tions, and immunities provided for in this
title (including the amendments made by
this title) or to condition or limit the enjoy-
ment by any such organization or its officers
or employees of any such privilege, exemp-
tion, or immunity. The President shall be
authorized, if in his judgment such action
should be justified by reason of the abuse
by an international organization or its
officers and employees of the privileges, ex-
emptions, and immunities herein provided
or for any other reason, at any time to revoke
the designation of any international organ-
ization under this section, whereupon the
international organization in question shall
cease to be classed as an international
organization for the purposes of this title.

SEC. 8. (a) No person shall be entitled to
the benefits of this title [International
Organizations Immunities Act] unless he
(1) shall have been duly notified to and
accepted by the Secretary of State as
a * * * officer, or employee; or (2) shall
have been designated by the Secretary of
State, prior to formal notification and ac-
ceptance, as a prospective * * * officer,
or employee; * -* *

(b) Should the Secretary of State de-
termine that the continued presence in the
United States of any person entitled to the
benefits of this title is not desirable, he
shall so inform the * * international
organization concerned * * * and after
such person shall have had a reasonable
length of time, to be determined by the
Secretary of State, to depart from the
United States, he shall cease to be entitled
to such benefits.

(c) No person shall, by reason of the pro-
visions of this title, be considered as re-
ceiving diplomatic status or as -receiving
any of the privileges incident thereto other
than such as.are specifically set forth herein.

SEC. 9. The privileges, exemptions, and
immunities of international organizations
and of their officers and employees * * *
provided for in this title [International Or-
ganizations Immunities Act], shall be
granted notwithstanding the fact that the
similar privileges, exemptions, and immu-
nities granted to a foreign government, its
officers, or erriployees, may be conditioned
upon the existence of reciprocity by that
foreign government: Provided, That noth-
ing contained In this title shall be construed
as precluding the Secretary of State from
withdrawing the privileges, exemptions, and
immunities herein provided from persons
who are nationals of any foreign country
on the ground that such country is failing
to accord corresponding privileges, eexemp-
tions, and immunities to citizens of the
United States.

§ 39.116-3 Bridges to be acquired by
State or political subdivisions. (a) Any
,tate or political subdivision thereof.
claiming a refund under the provisions
of section 116 (e) of an amount equal
to all or a porfion of any income tax
levied, assessed, collected, and paid in
the manner and at the rates prescribed
in chapter 1, shall file a claim therefor
on Form 843 (to which there shall be
attached as exhibits the matter herein-
after prescribed) with the district direc-
tor of internal revenue for the internal
revenue district in which the tax was
paid, which claim shall be executed on
behalf of such State or political subdivi-
sion thereof by the treasurer or other
fiscal officer thereof and shall contain:

(1) A statement of the name of the
taxpayer, of the amount of tax levied,
assessed, collected, and paid for the tax-
able year or period in respect of which
the claim is made, and the amount of
refund thereby sought;

(2) A full statement of the facts con-
sidered by the claimant sufficient to en-
title it to receive the refund, including
copies of all contracts and other docu-
ments bearing on the case, and a state-
ment that-the claim is submitted under
the provisions of section 116 (e)

(3). A showing which will establish to
the satisfaction of the Commissioner
that the fiscal officer presenting the claim
has authority to receive the amount of
the refund on behalf of the State or po-
litical subdivision which he assumes to
represent and to apply without delay
the entire amount of such refund in part
payment for the acquisition of such
bridge, including copies of the laws, ordi-
nances, or sunilar enactments considered
by the claimant sufficient to establish its
authority to receive the refund and so to
apply it, together with a statement that
such fiscal officer will receive and imme-
diately so apply the entire amount of
the refund; and

(4) A statement, verified by a written
declaration that it is made under the
penalties of perjury, made by or on behalf
of the taxpayer that the taxpayer
thereby joins with and concurs in the re-
quest of the State or political subdivision
thereof that a refund of an amount equal
to all or a portion of the tax previously
paid by such taxpayer be made to such

State or political subdivision, that the
taxpayer agrees to receive the amount
refunded from the State or political sub-
division to which It is paid and Immedi-
ately to apply the entire amount of such
refund in part payment for the acquisi-
tion of such bridge, and that if for any
reason the contract which is the basis of
the claim for refund is not fully executed
and performed, the taxpayer will repuy
to the United States upon its demand
the entire amount of the refund with
interest at 6 percent per annum from
the date the refund is made without
seeking or claiming the benefit of any
statute of limitations which prior thtireto
may have run against the United S.,ates,

(b) No refund shall be made of tiny
amount in excess of the amount of the
tax levied, assessed, collected, and paid
by the taxpayer for any taxable year or
period. A separate claim shall be made
in respect of each separate taxable year
or period. If by the terms of the con-
tract on which the claim Is based two
or more States or political subdivisions
of a State or States are entitled to ac-
quire the bridge, the claim for refund in
respect of each separate taxable year
or period must be made jointly by the
Ststes or political subdivisions thereof
so entitled. The amount refunded un-
der section 116 (e) and this section Is
not considered an overpayment within
the meaning of section 3771, relating to
interest on overpayments, and no inter-
est shall be allowed or paid upon the
amount of the refund.
(c) A check or voucher in payment

of a claim for refund allowed under sec-
tion 116 (e) will be drawn in the name of
the fiscal officer or officers having au-
thority, as established under paragraph
(a) (3) of this section, to receive the
same, and will contain an express pro-
vision that it Is issued for the sole pur-
pose and subject to the conditions pre-
scribed in section 116 (e) and this
section.

§ 39.116-4 Exclusion of certain cost-
of-living allowances. (a) Amounts re-
ceived by Government civilian personnel
stationed outside the continental United
States as cost-of-l~ing or post allow-
ances in accordance with regulations
approved by the President are, by the
provisions of section 116 (j), excluded
from gross Income. Such allowances
shall be considered as retaining their
characteristics under section 116 Wi) not-
withstanding any possible combination
thereof with any other allowance, such
as a quarters allowance, as, for example,
in a "living and quarters allowance,"
whether or not such other allowance is
excluded from gross income.

(b) For the purposes of section 116
(j) the term "continental United States"
includes only the States of the Unioki and
the District of Columbia,

§ 39.116-5 Exclusion of certain allow-
ances of Foreign Sdrvice personmel,
Amounts received by personnel of the
Foreign Service of the United States as
allowances or otherwise under the terms
of title IX of the Foreign Service Act
of 1946 (22 U. S. C. 1131 et seq.) are, by
the provisions of section 116 (k), ex-
cluded from gross Income.

§ 39.116-3
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§ 39.116-6 Excuson of certain in-
come from sources within Puerto Rico.
(a) There is excluded from gross income
in the case of an individual (whether a
citizen of the United States or an alien)
who is a bona fide resident of Puerto
Rico during the entire taxable year in-
come derived from sources within Puerto
Rico, except such income as cons,sts of
amounts received for services performed
as an employee of the United States or
any agency thereof. Whether the mdi-
vidual is a bona fide resident of Puerto
Rico shall be determined m general by
applying to the facts and crcumstances
in each case the principles of §§ 39.211-2.
39.211-3, 39.211-4, and 39.211-5, relating
to what constitutes residence or non-
residence, as the case may be, in the
United States in the case of an alien in-
dividual. Once bona fide residence in
Puerto Rico has been established, tem-
porary absence therefrom in the United
States or elsewhere on vacation or busi-
ness trips will not necessarily deprive an
individual of his status as a bona fide
resident of Puerto Rico. An individual
taking up residence in Puerto Rico dur-
ing the course of the taxable year is not
entitled for such year to the exclusion
provided m section 116 (1)

(b) There is excluded from gross in-
come, in the case of an individual citi-
zen of the United States who during such
taxable year changes his residence from
Puerto Rico to a place outside Puerto
Rico after having been a bona fide resi-
dent of Puerto Rico for a period of at
least two years immediately preceding
the date of such change in residence, in-
come derived from sources within Puerto
Rico which is attributable to that part
of such period of Puerto Rican residence
which precedes the date of such change
in residence, except such income as con-
sists of amounts received for services per-
formed as an employee of the United
States or any agency thereof.

(c) In any case in which any amount
otherwise constituting gross income is
excluded from gross income under the
provisions of section 116 (1) there shall
not be allowed as a deduction from gross
income any items of expenses or losses
or other deductions properly allocable

* to, or chargeable against, the amounts so
excluded from gross income. The ap-
portionment and allocation of such ex-
penses, losses, or deductions as between
income from sources withn Puerto Rico
and income from other sources shall be
determined in accordance with the prm-
ciples of section 119 and the regulations
thereunder.

§ 39.117 (a) Statutory vrovszons;
capitaZ gains andlosses; definitions.

SEc. 117. Capital gans and losses-(a)
Definitions. As used in this chapter-

(1) Capital assets. The term "capital as-
sets" means property held by the taxpayer
(whether or not connected with his trade or
business), but does not include-

(A). Stock in trade of the taxpayer or other
property of a kind which would properly be
included in the inventory of the taxpayer If
on hand at the close of the taxable year, or
property held by the taxpayer primarily for
sale to customers n the ordinary course of
his trade or business;
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(B) Property, uced in his trade or busi-
ness of a character which I- cublcct to the
allowance for depreciation provided In rec-
tion 23 (1), or real property uccd In hi trade
or buslnes;

(C) A copyright; a Uterary, musical, or
artistic composition; or cimilar property;
held by-

(1) A taxpayer vhose peronal efforts
created such property, or

<1i) A taxpayer In ,;hcce handa the basis
of such property is determined, for the pur-
pose of determining gain from a cale or ex-
change, in whole or in part by reference to
the basis of such property In the hands of
the person whose personal effort- created

'such property; or
(D) An obligation of the United States or

any of its possesions, or of a State or Ter-
rltory, or any political subdIvI ion thereof,
or of the District of Columbia. lssucd on or
after March 1, 1941, on a diccount bas and
payable without interest at a fixed maturity
date not exceeding one year from the date of
issue.

(2) Short-tcrm capital gain. The term
"short-term capital gain" mean gain from
the sale or exchange of a capital esst held
for not more than 6 months, if and to the
extent such gain Is taken Into account In
computing gross income;

(3) Short-term capital loss. The term
"1short-term capital loW'" means Ios from
the sale or exchange of a capital rsset held
for not more than 6 months, if and to the
extent such los is taken Into account In
computing net income;

(4) Long-term capital gain. The term
"long-term capital gain" means gala from
the sale or exchange of a capital asst held
for more than 6 months, If and to the extent
such gain is taken Into account In computing
gross Income;

(5) Long-term capital loss. The term
"long-term capital los" means loss from the
sale or exchange of a capital aset held for
more than 6 months, if and to the extent
such los is taken Into account In computing
net Income;

(6) Met short-term capital gain. The
term "net short-term capital gain" means the
excess of short-term capital gains for the
taxable year over the short-term capital
losses for such year;

(7) Met short-term capital loss. Tho term
"net short-term capital los" means the ex-
cess of short-term capital loses for the taxa-
ble year over the short-term capital gain for
such year;

(8) Net long-term capital gain. The term
"net long-term capital gain" means the ex-
cess of long-term capital gains for the taxa-
ble year over the long-term capital lo=e for
such year;

(9) Net long-term capital loss. The term
"net loug-term capital los" means the ex-
cess of long-term capital losses for the taxa-
ble year over the long-term capital ains for
such year.

(10) Net capital gain-(A) Corporations.
In the case of a corporation, the term "not
capital gain" means the exccs of the gains
from sales or exchanges of capital asts over
the losses from such rales or exchanges; and

(B) Othertcrapaers. Inthe cac ofatax-
payer other than a corporation, the term "net
capital gain" means the excess of (1) the ma
of the gains from sales or exchanges of capi-
tal a ets, plus net income of the tapayer
or 81,000, whichever is smaller, over (11) the
losses from such sales or exchange3. For
purposes of this subpara raph, net Income
shall be computed without regard to galn or
losses from sales or exchnges of capital as-
sets. If the tax Is to be computed under
Supplement T, "net income" as used in this
subparagraph shall be read as "adjusted gros
income"

(1I) Net capital loss. The term "net cap!-
tal loss" means the exces of the losses from
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sale or exchanges of capial =ta over the
cum allowed under subcectln (d). For the
purposa of determining los und-r thi
paraoraph, amounts which are sht-tesr
capital losses under subssatlon. (e) (1) shall
to excluded.

[S ec. 117 (a) as amended by sac. 115 (b),
lov. Actl11l; sca. 150 (a) (b), 151 taa).r.
Act 1942; czc. 8 (d) (1). Individual Incoms
Tax Act 1044; sac. 210 (a), Roy. Act IC53; cec.
322 (c) (2), Rey. Act 1951]

§ 39.117 (a)-l Meanzng of termT.
(a) The term "capital assets" includes all
classes of property not spec.f.lally ex-
cluded by section 117 (a) (1) In de-
termining whether property is a "capital
atset," the period for which held is im-
material.

(b) The exclusion from the term
"Capital as=Let" of property used in the
trade or business of a taxpayer of a
character which is subject to the allow-
ance for depreciaflon provided in section
23 (1) and of real property used in the
trade or business of a taxpayer is limited
to such property used by the taxpayer in.
the trade or business at the time of the
sale, exchange, or involuntary conver-
rion. Gains and losses from the sale or
exchange of such property are not
treated as gains and losses from the sale
or exchange of capital assets, except to
the extent provided in section 117 (j)
See § 39.117 (j)-i. Property held for the
production of income, but not used in a.
trade or business of the taxpayer, is not
excluded from the term "capital assets"
even though depreciation may have been
allowed with respect to such property
under section 23 (1) before its amend-
ment by zection 121 (C) of the Revenue
Act of 1942. However, gain or loss upon
the sale or exchange of land held by a
taxpayer primarily for sale to customers
In the ordinary course of his business, as
in the case of a dealer in real estate, is
not subject to the provisions of section
117. The term "ordinary net income,"
as used in the regulations in this part
for the purposes of section 117, means
net income exclusive of gains and loz2s
from the sale or exchange of capital
asets.

(c) A copyright, a literary, musical, or
artistic composition, and sirmnar prop-
erty are excluded from the term "capital
assets" if held by a taxpayer whose per-
sonal efforts created such propcrAty, or
If held by a taxpayer n whose hands the
basis of such property Is determined, for
the purpose of determining gain from a.
sale or exchange, in whole or in part by
reference to the basis of such property
in the hands of the person whose per-
sonal efforts created such property. As
to the application of section 117 (j) to
the sale or exchange of such property
held by such a taxpayer, see § 39.117
(W)-i. The phrase "simila property"
includes, for example, such property as
a theatrical production, a radio program,
a newspaper cartoon strip, or any other
property eligible for copyright protec-
tion (whether under statute or common
law) but does not include a patent or an
invention, or a design which may be
protected only under the patent law and
not under the copyright law.

d) Obligations of the United States
or any of Its possessions, or of a State or

§ 39.117 (al-L
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Territory or any political subdivision
thereof, or of the District of Columbia,
issued on or after March 1, 1941, on a dis-
count basis and payable without interest
at a fixed maturity date not exceeding
one year from the date of issue, are ex-
cluded from the term "capital assets."
An obligation may be issued on a dis-
count basis even though the price paid
exceeds the face amount. Thus, al-
though the Second Liberty Bond Act (31
U. S. C. 754) provides that United States
Treasury bills shall be issued oj a dis-
count basis, the issuing price paid for a
particular bill may, by reason of com-
petitive bidding, actually exceed the face
amount of the bill. Since the obliga-
tions of the type described in this para-
graph are excluded from the term
"capital assets," gains or losses from the
sale or exchange of such obligations are
not subject to the limitations provided
in section 117. It is, therefore, not nec-
essary for a taxpayer, other than a life
insurance company subject to taxation
only on interest, dividends, and rents, to
segregate the original discount accrued
(see § 39.42-7) and the gain or loss real-
ized upon the sale or-other disposition
of any such obligation.

Example (1). A (not a life insurance com-
pany) buys a $100,000 90-day Treasury bill
upon Issuance for $99,998. As of the close
of the forty-fifth day of the life of such bill,
he sells it to B (not a life insurance com-
pany) for $99,999.50. The entire net gain to
A of $1.50 may be taken into account as a
single item of income, without allocating $1
to interest and $0.50 to gain. If B holds the
bill until maturity his net gain of $0.50 may
similarly be taken into account as a single
Item of income, without allocating $1 to
Interest and $0.50 to loss.

Example (2). The facts In this example
are the same as in example (1) except that
the selling price to B is $99,998.50. The net
gain to A of $0.50 may be taken into account
without allocating $1 to interest and $0.50
to loss, and, similarly, if B holds the bill until
maturity his entire net gain of $1.50 may be
taken into account as a single item of income
without allocating $1 to interest and $0.50
to gain.

(e) The phrase "short-term" applies
to the category of gains and losses ansing
from the sale or exchange of capital as-
sets held for six months or less; the
phrase "long-term" to the category of
gains and losses arising from the sale or
exchange of capital assets held for more
than six months. The fact that some
part of a loss from the sale or exchange
of a capital asset may be finally disal-
lowed because of the operation of section
117 (d) does not mean that such loss is
not "taken into account in computing net
income" within the meaning of that
phrase as used in section 117 (a) (3) and
(5)

(f) In the definition of "fiet short-
term capital gain," as provided in section
117 (a) (6) the amounts brought for-
ward to the taxable year under section
117 (e) are short-term capital,losses for
such taxable year.

(g) Gains and losses from the sale or
exchange of capital assets held for not
more than six months (described as
short-term capital gains and short-term
capital losses) shall be segregated from
gains and losses arising from the sale

or exchange of such assets held for more
than six months (described as long-term
capital gains and long-term capital
losses)

(h) In the case of a corporation, the
term "net capital gain" means the excess
of the gains from sales or exchanges of
capital assets over the losses from such
sales or exchanges, which losses include
any amounts brought forward pursuant
to section 117 (e) In the case of a tax-
payer other than a corporation, the term
"net capital gain" means the excess of
(1) the sum of the gains from sales or
exchanges of capital assets, plus net in
come (computed without regard to gains
and losses from sales or exchanges of
capital assets) of the taxpayer or $1,000,
whichever is smaller, over (2) the losses
from such sales or exchanges, which
losses include amounts brought forward
under section 117 (e) In the case of a
taxpayer whose tax liability is computed
under Supplement T, the term "net in-
come," as used in the preceding sentence,
shall be read as "adjusted gross income."
For application of the term "net capital
gain," in computing the capital loss
carry-over under section 117 (e) see
paragraph (c) of § 39.117 (b)-1.

i) The term "net capital loss" means
the excess of the losses from sales or
exchanges of capital assets over the sum
allowed under section 117 (d) However,
amounts which axe short-term capital
losses under section 117 (e) (1) are ex-
cluded in determining such "net capital
loss."

j) See section 23 (g) and (k) under
which losses from worthless stocks,
bonds, and other securities (if they con-
stitute capital assets) are required to be
treated as losses under section 117 from
the sale or exchange of capital assets,
even though such, securities are not
actually sold or exchanged. See also
section 117 C) and § 39.117 (j)-1 for the
determination of whether or not gains
and losses from the involuntary conver-
sion of capital assets and from the sale,
exchange, or involuntary conversion of
certain property used in the trade or
business shall be treated as gains and
losses from the sale or exchange of capi-
tal assets. See also section 117 (n) and
§ 39.117 (n)-1 for the determination of
whether or not gains from the sale or
exchange of securities by a dealer in
securities shall be treated as capital
gains, or whether losses from such sales
or exchanges shall be treated as ordinary
losses.

Ck) In the case of nonresident alien
individuals not engaged in trade or busi-
ness within the United States, see section
211 and the regulations thereunder for
the determination of the net amount
of capital gains subject to tax.

§ 39.117 (b) Statutory provisions;
capital gains and losses; deduction from
gross income.
SEC. 117. Capital gains and losses. * * *
(b) Deduction from gross nceome. In the

case of a taxpayer other than a corporation,
if for any taxable year the net long-term
capital gain exceeds the net short-term capi-
tal loss, 50 per centum of the amount of such
excess ,shall be a deduction from gross in-
come. In the case of an estate or trust, the

deduction shall be computed by excluding
the portion (if any), of the gains for the
taxable year from sales or exchanges of capi-
tal assets, which, under section 162 (b) or
(c), is includible by the income beneficiaries
as gain derived from the sale or exchange of
capital assets.

[See. 117 (b) as amended by sec. 150 (0),
Rev.'Act 1942; sec. 322 (a) (2), Rev. Act 1911

.§ 39.117 (b)-1 Deduction for long-
term capital gains. (a) In computing
gross income, adjusted gross income, not
income, net capital gain, and net capital
loss, 100 percent of any gain or loss
(computed under section 111, recognized
under section 112, and taken into ac-
count without regard to section 117)
upon the sale or exchange of a capital
asset shall be taken into acz:unt regard-
less of the period for which the capital
asset has been held. Nevertheless, the
net short-term capital gain or loss and
the net long-term capital gain or loss
must be separately computed, In com-
puting the adjusted gross income or the
net income of a taxpayer other than a
corporation, if for any taxable year
the net long-term capital gain exceed4
the net short-term capital loss, 50 per-
cent of the amount of the excess Is al-
lowable as a deduction from gross income
under sections 23 (ee) and 117 (b) Fox
instance, if an individual realizes $2,000
of long-term capital gain and sustains
$1,500 of short-term capital loss during
the taxable year, the whole amount of
the gain ($2,000) is includible in gross
income. Since the net long-term capital
gain exceeds the net short-term capital
loss by $500, 50 percent of the excess
($250) Is allowable as a deduction under
section 23 (ee) and 117 (b)

(b) In the case of an estate or trust,
for the purpose of computing the deduc-
tion allowable under sections 23 (eo) and
117 (b) any long-term or short-term
capital gains which, under section 162
(b) or (c) are includible In the gross
income of Its Income beneficiaries as
gains derived from the sale or exchange
of capital assets must be excluded in de-
termining whether, for the taxable year
of the estate or trust, its net long-term
capital gain exceeds Its net short-term
capital loss. For example, during 1952
a trust realized a gain of $1,000 upon the
sale of stock held for 10 months. Under
the terms of the trust Instrument all of
such gain must be distributed not later
than 30 days after the close of the year
to A, the sole income beneficiary. The
trust is not entitled to any deduction with
respect to such gain under sections 23
(ee) and 117 (b) On the other hand,
assuming A had no other capital gains
or losses in 1952, he would be entitled to
a deduction of $500.

§ 39.117 (b) Statutory provisions;
capital gains and losses; alternative
taxes.

SEc. 117. Capital gains and losses. * * *
(c) Alternative taxes-(1) Corporations.

If for any taxable year the net long-term
capital gain of any corporation exceeds the
net short-term capital loss, there shall be
levied, collected, and paid, In lieu of the tax
Imposed by sections 13, 14, 16, 204, 207 (a)
(1) or (3), 421, and 500, a tax determined

§ 39.117 (b
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as follows, if and only If such tax Is less than
the tax imposed by such sections:

(A) A partial tax shall first be computed
upon the net income reduced by the amount
of such excess, at the rates and In the man-
ner as if this subsection had not been
enacted.

(B) There shall then be ascertained an
amount equal to 25 per centum of such ex-
cess, except that in the case of any taxable
year beginning after March 31, 1951, and
before April 1, 1954, there shall be ascertained
an amount equal to 26 per centum of such
excess.

(C) The total tax shall be the partial tax
computed under subparagraph (A) plus the
amount computed under subparagraph (B).

(2) Other taxpayers. If for any taxable
year the net long-term capital gain of 'any
taxpayer (other than a corporation) exceeds
the net short-term capital loss, there shall
be levied, collected, and paid, in lieu of the
tax imposed by sections 11 and 12 (or, in the
case of certain tax-exempt trusts, in lieu of
the tax umposed -by section 421), a tax de-
termined as follows, if and only If such tax
is less than the tax imposed by such sections:

(A) A partial tax shall irst be computed
upon the net income reduced by an amount
equal to 50 per centum of such excess, at the
-rates and in the manner as if this subsection
had not been enacted.

(B) There shall then be ascertained an
amount equal to 25 per centum of the excess
of the net long-term capital gain over the
net short-term capital loss. In the case of
any taxable year beginning after October 31,
1951, and before November 1, 1953, there shall
be ascertained, in lieu of the amount com-
puted under the preceding sentence, an
amount equal to 26 per centum of the excess
of the net long-term capital gain over the
net short-term capital loss.

-(C) 'The total tax shall be the partial tax
computed under subparagraph (A) plus the
amount computed under subparagraph (B).

[See. 117 (a) as amended by sec. 150 (c),
Rev. Act 1942; sec. 301 (c) (2) (3), Rev. Act
1950; sees. 123 and 322 (b), Rev. Act 19511

§ 39.117 (C-I Alternative tax in case
net long-term capital gain exceeds net
short-term capital loss. (a) In case the
net long-term capital gain of a taxpayer
(other than a corporation) exceeds the
net short-term capital loss, section 117
(c) (2) imposes an alternative tax in
lieu of the tax imposed by sections 11
and 12 (or, in the case of certain tax-
exempt trusts, the tax imposed by section
421) if and only if such alternative tax
is less than the tax inposed by sections
11 and 12 (or, in the case of certain tax-
exempt trusts, the tax imposed by sec-
tion 421) This alternative tax is the
sum of (1) a partial tax, computed at the
rates provided by sections 11 and 12 (or,
in the case of certain tax-exempt trusts,
the tax imposed by section 421) on the
net income reduced by an amount equal
to 50 percent of the excess of the net
long-term capital gain (determined by
taking into account 100 percent of the
gains and losses upon the sale or ex-
change of capital assets held for more
than six months) over the net short-
term capital loss, plus (2) 25 percent (26
percent if the taxable year begins before
November 1, 1953) of the excess of the
net long-term capital gain over the net
short-term capital loss.
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(b In case the net long-term capital
gain of any corporation exceeds the net
short-term capital loss, section 117 (c)
(1) imposes an alternative tax in lieu of
the tax imposed by sections 13, 15, 204,
207 (a) (1) or (3) 421. and 500, if and
only if such alternative tax is less than
the tax imposed by such sections. This
alternative tax Is the sum of (1) a partial
tax computed at the rates provided by
sections 13, 15, 204, 207 (a) (1) or (3)
421, and 500 on the net income of the
taxpayer, excluding therefrom for this
purpose the amount of such excess of the
net long-term capital gain over the net
short-term capital loss, plus (^) 25 per-
cent (26 percent if the taxable year be-
gins before April 1, 1954) of such excess.

(c In applying section 117 (c) in the
case of tax-exempt trusts or organiza-
tions subject to the tax imposed by sec-
tion 421, the only amount which Is taken
into account as capital gain or loss Is that
wnch is taken into account in computing
unrelated business net income under sec-
tion 422. Under section 422, the only
amount taken into account as capital
gain or loss is that resulting from the
application of section 117 (WI (1).

(d) In the case of a joint return made
by husband and wife, the excess of any
net long-term capital gain over any net
short-term capital loss Is to be deter-
mined by combining the long-term
capital gains and losses and the short-
term capital gains and losses of -the
spouses.

(e) The following example illustrates
the application of the provisions of sec-
tion 117 (c) and of this section in the
case of an individual taxpayer:

Example. A. a single individual, has for
the calendar year 1952 an ordinary net in-
come of 8100.000. He is entitled to one ex-
emption of $600. He realizes in 1952 a gain
of $50,000 on the sale of a capital a t held
for 19 months and sustains a los of 020,000
on the sale of a capital asset held for five
months. Since the alternative tax Is less
than the tax otherwise computed under
sections 11 and 12. the tax payable Is the
alternative tax, that Is, $77,488. The tax Is
computed as follows:

Tax under sections 11 and 12
Ordinary net income ----------- $100, 000
Net long-term capital gain

(100 percent of $50.000). $50. 000
Net short-term capital loss

(100 percent of $20.000). 20.000

Excess of net long-term capital gain
over the net short-term capital
loss -------------------------- 30.000

130,000
Deduction of 50 percent of exces

of net long-term capital gain
over the net short-term capital
loss ------------------------- 15,000

Net income 115, 000
Iess exemption ...------------------- oD

Income subject to normal
tax and surtax ----------- 114.400

Combined normal tax and
surtax under sections 11
and 2_83,170
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Aitcrnatirc tax under cectfon 117 (a) (2)

Net income_ $115,000
L]_ 50 percent of exce-- of net

long-term capital gain over net
short-term capital 1os.... 15,000

Ordinary net income _.... 100,000
Les exemption- ..... . - 600

Income subject to normal
tax and -urtax 0..... 9,40

Partial tax (combined normal tax
and surtax on 893.400)____ 69, 63

Plus 2G percent of $30,00-..... 7.800

Total alternative tax under

cection 117 (c) (2)____ 77,3

(W On amounts received or accrued
from the disposal of coal to which the
provisions of section 117 (W) (2) are ap-
plicable, the computation under section
117 (c) (1) of a tax in lieu of the tax
imposed by section 500 shall be made
without regard to section 117 (WI (2)
that is, the partial tax under section 117
(c) (1) (A) insofar as it involves the
tax under section 500, is computed with-
out regard to section 117 (k) (2)

§ 39.117 (d) Statutory promszons;
capital gains and losses; limitation on
capital losses.

Snc. 117. Capital gains and losse. *
(d) Limitation, on capital lozez--(1)

Corporation. In the case of a corporation,
lo3co. from sales or exchanges of capital as-
cets shall be allowed only to the extent of
Gains from such sale s or exchanges.

(2) Other taxpayers. In the case of a tax-
payer other than a corporation, loszes from
sales or exchanges of capital assets shall be
allowed only to the extent of the gains from
such sales or exchanges, plus the net income
of the taxpayer of [ori 01.000, whichever is
smaller. For purposes of this paragraph, net
Income shall be computed without regard to
gains or loses from sales or exchanges of
capital 'a-cts. If the tax is to be computed
under Supplement T, "net income" as used
In this paragraph shall be read as "adjusted
gros income"

[Sec. 117 (d) as amended by sec. 212 (a).
Rev. Act 1939; rec. 150 (c), Rev. Act 1942; sec.
8 (d) (2), Individual Income Tax Act 19441

§ 39.117 (d)-1 Limitation on capital
losses. (a) Section 117 d) (1) provides
that, In the case of a corporation, losses
from sales or exchanges of capital assets
shall be allowed as deductions only to
the extent of te gains from such sales
or exchanges, Tid section 117 (d) (2)
provides that, in the case of a taxpayer
other than a corporation, the losses from
sales or exchanges of capital assets shall
be allowed as a deduction only to the
extent of the gains from such sales or
exchanges, plus net income (computed
without regard to such gains or losses)
of the taxpayer or $1,000, whichever is
smaller. Thus, where an individual tax-
payer having an ordinary net income of
$5.000, has a loss of $4,000 from the sale
of a capital asset which he held for more
than six months, such net long-term
capital loss of $4,000 is allowable only to
the extent of $1,000, the remaining $3,000
being a net capital loss. If the taxpayer's
ordinary net income had been $400 in-
stead of $5,000, only $400 of the netIong-
term capital loss of $4,000 would have
been allowed, leaving a net capital loss

No. 189-Pt. Ir-Sec. 1- 27 § 39.117 W,-1
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of $3,600. For carry-over of a net capital
loss, see § 39.117 Ce)-l.

(b) In the case of a bank, as defined
in section 104, the limitation under sec-
tion 117 (d) (1) is modified by section
117 (4) so that the excess of any losses
of the taxable year from sales or ex-
changes of bonds, debentures, notes or
certificates, or other evidences of an in-
debtedness issued by any corporation (in-
cluding those issued by a government or
political subdivision thereof) with inter-
est coupons or in registered form, over
gains of the' taxable year from such sales
or "exchanges may be deductible in full
as an ordinary loss.

(W) In case the tax is computed under
Supplement T, the term "net income"
shall be read as "adjusted gross income."

(d) In the case of a joint return made
by a husband andwife, the limitation un-
der section 117 (d) (2) relating to the
allowance of losses from sales or ex-
changes of capital assets, is to be com-
puted and the net capital loss determined
with respect to -the combined capital
gains and losses of the spouses.

§ 39.117 (e) Stat utory provisions;
capital gains and losses; capital loss
carry-over

Sec. 117. Capital gains and, losses. * S *
(e) Capital loss carry-over-(1) Method

of computation. If for any taxable year be-
ginning after December 31, 1941, the tax-
payer has a net capital loss, the amount
thereof shall be a short-term capital loss in
each of the five succeeding taxable years to
the extent that such amount exceeds the
total of any net capital gains of any taxable
years intervening between the taxable year
in which the net capital loss arose and such
succeeding taxable year. For purposes of
this paragraph a net capital gain shall be
computed without regard to such net cap-
ital loss or to any net capital losses arising
in any such intervening taxable years.

(2) Rule for application. of capital loss
carry-over from 1941. [Not applicable in
1952 and subsequent years.]

[Sec. 117 (e) as amended by see. 212 (b),
Rev. Act 1939; sec. 150 (c), Rev. Act 1942J

§ 39.117 e)-'1 Net capital loss carry-
over (a) Any taxpayer sustaining a net
capital loss may, under section 117 (e)
(1) carry over such loss to each of the
five succeeding taxable years and treat
it in each of such five succeeding taxable
years as a short-term-capital loss to the
extent not allowed as a deduction
against any net capital gains of any
taxable years intervening between the
taxable year in which the net capital
loss was sustained and the taxable year
to which carried. The carry-over is
thus applied in each succeeding taxable
year to offset any net capital gain in such
succeeding taxable year. The amount
of the net capital loss carry-over may
not be included in computing a new net
capital loss of a taxable year which can
be carried forward to the next five suc-
ceeding taxable years. In the case of
nonresident alien individuals not en-
gaged in trade or business .within the
United States, see section 211 and the
regulations thereunder.

(b) The practical operation of the
provisions of section 117 (e) (1) may be
illustrated by the following example:

§ 39.117 (e)

RULES AND REGULATIONS

Example. (1) For the taxable years 1950 short-term capital gain, net long-term capital
to 1954, inclusive, an individual is assumed loss, net long-term capital gain, and net
to have a net short-term capital loss, net income as follows:

11)50 1051 1952 103 10

Carry-over from prior years:
Jrom 1950-----------------------------------($5, 000) ($20, t0o) ($2, oo)
From 12------------ -------------------------- (0,500) ($13,1000

Net short-term loss (computed without regard to
the carry-overs) ------------------------------- ($30,000) (6,000) (10,000) ........................

Net short-term gain (computed without regard to
the carry-overs) ---------------------------------------------------------------- 40,000........

Net long-term loss:
60 percent taken into account ----------------- (20,500) ............ ............ ............ ............
100 percent taken mtq account ------ ------------------------ (10,000) (5,000) ...........

Net long-term gain:
50 percent taken into account -----------------.------------ 25,000 ........................
100 percent taken into account -------------.-----------.------------.------------.------------ 10,0

Ordinary net income (computed without regard to
capital gains and loses) .......... ---............ Boo t0 too 1,000 to

Net capital gain (computed without regard to the
carry-overs) ---------------------------------- 20,500- ----20 - -30,000 ............

Net capital loss ------------------------ (50,0--)----------- 0 ) 0. ...................
Deduction allowable under see. 23 (ec) and 117 (b) .......................... None Noe 1, 0
Net income (computed with regard to deduction

allowable under see. 23 (co) and 117 (b)) ---------------- ------------ None None M 

(2) Net capital loss of 1950. The net capi-
tal loss is $50,000. This figure, computed by
taking into account 100 percent of short-
term gains and losses and 50 perqent of
long-term gains and losses, Is the excess of
the losses from sales or exchanges of capital
assets over the sum of (I) gains from such
sales or such exchanges, and (Ii) ordinary net
income of $500. This amount may be carried
forward In full as a short-term loss to 1951.
However, in 1951 there was a net capital gain
of $20,500, as defined by section 117 (a) (10)
(B) and limited by section 117 (e) (1),
against which this net capital loss of $50,000
is allowed in part. The rema.1ning portion-
$29,500-may be carried forward to 1952 and
1953 since there was no net capital gain in

'1952. In 1953 this $29,500 is allowed in full
against net capital gain of $36,000, as defined
by section 117 (a) (10) (B) and limited by
section 117 (a) (1). For 1952 and 1953 the
net long-term capital 'loss is computed by
taking into account 100 percent of gains
and losses upon the sale or exchange of capi-
tal assets held for more than 6 months.
However, in determining the amount of the
capital loss carry-over ($29,500) to 1952 and
1953, the net capital loss for 1950 is com-
puted by taking into account only 50 per-
cent of gains and losses upon the sale or ex-
change of capital assets held for more than
6 months, and the net capital gain for 1951
is similarly, computed.

(3) Net capital loss of 1952. The net capi-
tal loss is $19,500. This figure, computed
by taking into account 100 percent of both
long-term and short-term gains and losses,
is the excess of the losses from sales or ex-
changes of capital assets over the sum of (1)
gains from such sales or exchanges and (it)
ordinary net income of $500. This amount
may be carried forward in full as a short-
term loss to 1953. However, in 1953 there
was a net capital gain of $6,500, as defined
by section 117 (a) (10) (B) and limited by
section 117 (e) (1), against which this net
capital loss of $19,500 is allowed in part.
The remaining portion-$13,000-may be car-
'ied forward to 1954. Since this amount
is treated as & short-term capital loss in
1954 under section 117 (e) (1), the excess of
the net long-term capital gain over the net
short-term capital loss is $2,000. Half of
this excess is allowable as d deduction under
sections 23 (ee) and 117 (b). Thus, the tax-
payer has a net income of $1,500 for 1954.

() If a husband and wife making a
joint return for any taxable year did not
make a joint return for the preceding
taxable years (not exceeding five tax-
able years) the individual net capital

loss of each spouse for each of such pre-
ceding taxable years shall be a short-
term capital loss for the taxable year
to the extent -provided by section 117
(e) (1) If, however, a joint return was
made for each of the preceding taxable
years (not exceeding five taxable years),
a net capital loss as shown by each joint
return shall be a short-term capital loss
for the taxable year to the extent pro-
vided by section 117 (e) (1) If a hus-
band and wife making separate returns
for any taxable year made a Joint re-
turn for each of the preceding taxable
years (not exceeding five taxable years),
a net capital loss as shown by each such
joint return shall be allocated to the
spouses on the basis of their Individual
net capital losses for each of such pro-
ceding taxable years, and the net capital
loss allocated to each spouse shall be a
short-term capital loss of such spouse
for the taxable year, to the extent pro-
vided in section 117 (e) (1)

§ 39.117 (f)-(g) Statutory provl-
sions; capital gains and losses; retire-
ment of bonds, etc., gains and losses
from short sales, etc.

SEc. 117. Capital gains and losses, * * *
(f) Retirement of bonds, etc. For the pur-

poses of this chapter, amounts received by
the holder upon the retirement of bonds,
debentures, notes, or certificates or other
evidences of indebtedness issued by any cor-
poration (including'those Issued by a gov-
ernment or political subdivision thereof),
with Interest coupons or In registered form,
shall be considered as amounts received in
exchange therefor.

SEC. 22. [Second Liberty Bond Act] * *
(d) * 0 * For purposes of taxation any

increment In value represented by the dif-
ference between the price paid and the re-
demption value received (whether at or
before maturity) for savings bonds and sav-
ings certificates shall- be considered ns
interest. * 0 *

[Sec. 22 as added by Sec. 6, Pub. Law 3 (74th
Cong.), and amended by Sec. 3, Pub, Debt
Act 1941.]

(g) Gains and losses from short sales, eta,
For the purpose of this chapter-

(1) Gains or losses from short sales of
property shall be considered an gains or losseS
from sales or exchanges of capital assote; and

(2) Gains or losses attributable to the fail-
ure to exercise privileges or options to buy or
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sell property shall be considered as short-
term capital game or losses; and

(3) Gain from the sale or exchange of
pronerty, to the extent that the adjusted
basis of such property is less than its ad-
justed basis determined without regard to
section 124A (relating to amortization de-
duction), shall be considered as gain from
the sale or exchange of property which is
neither a capital asset nor property described-
in subsection (j).

[See. 117 (g) as amended by sec. 216 (c),
Rev. Act 1950]

§ 39.117 (g)-1 Gazns and losses from.
short sales; in general. (a) For income
-tax purposes, a short sale is not deemed
to be consummated until delivery of
property to cover the short sale, and
whether the recognized gain or loss from
a short sale is long-term or short-term
capital gain or loss shall be determined
according to the period for which the
property so delivered was held. Thus,
if a taxpayer made a short sale of shares
of stock and covered the short sale by
purchasing and delivering shares which
he held for not more than six months,
the recognized gain or loss would be con-
sidered short-term capital gain or loss,
even though he had on hand other shares
of the same stock which he held for
more than six months. If the short sale
is made through a broker and the broker
borrows property to make delivery, the
short sale is not deemed to be consum-
mated until the obligation of the seller
created by the short sale is finally dis-
charged by delivery of property to the
broker to replace the property borrowed
by the broker.

(b) As to certain short sales of capital
assets to which section 117 (1) applies,
see § 39.117 (1)-I.

§ 39.117 (g)-2 Gain attributable to
amortization deduction. (a) Section 117
(g) (3) provides that gain from a sale
or exchange of property, to the extent
that the adjusted basis of such property
is less than its adjusted basis determined
without regard to section 124A, relating
to amortization of emergency facilities,
shall be considered as ordinary income.
For example, on December 31, 1952, a
taxpayer making his income tax returns
on the calendar year basis acquires at a
cost of $10,000 an emergency facility
(used in his business) which normally
would have a useful life of 20 years.
Under section 124A he elects to begin the
60-month amortization period on Janu-
ary 1, 1953. He takes amortization de-
ductions in the amount of $4,000 for the
years 1953 and 1954 (24 months) On
December 31, 1954, he sells the facility
for $9,500. The adjusted basis of the
facility on that date is $6,000 ($10,000
cost less $4,000 amortization) Without
regard to section 124A, the facility would
have been depreciated at the rate of $500
a year and it. adjusted basis on Decem-
ber 31, 1954; would have been $9,000
($10,000 cost less $1,000 depreciation)
The difference between the facility's act-
ual adjusted basis ($6,000) and its ad-
justed'basis determined without regard
to section 124A ($9,000) is $3,000. Ac-
cordingly, $3,000 of the $3,500 gain on the
sale of the facility ($9,500 sale price less
$6,000 adjusted basis) would be treated
as ordinary income and the remaining
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$500 would be subject to the provisions
of section 117 (j)

(b) If the taxpayer acquires other
property in an exchange for an emer-
-gency facility with respect to which
amortization deductions have been al-
lowed, and if the basis in his hands of
such other property is determined by
reference to the basis of the emergency
facility, then the basis of such other
property is determined with regard to
section 124A, and therefore the provi-
sions of section 117 (g) (3) apply with
respect to gain realized on a sale or ex-
change of such other property. The pro-
visions of section 117 (g) (3) likewise
apply with respect to gain realized on
the sale or exchange of an emergency
facility (or other property acquired, as
described in the preceding sentence, in
an exchange for an emergency facility)
by a taxpayer inr whose hands the basis
of such facility (or other property) Is
determined by reference to the basis
thereof in the hands of another person
who was allowed deductions with respect
to such facility under section 124A.

§ 39.117 (h) Statutory provisions;
capital gaine and losses; holding period
of property.

Src. 117. Capital gains and lo..e. '
(h) Determination of period for which

held. For the purpose of this section-
(1) In determining the period for which

the taxpayer has held property received on
an exchange there shall be Included the
period for which he held the property ex-
changed, if under the provisions of section
113, the property received has. for the pur-
pose of determining gain or loss from a
sale or exchange, the same basis in whole
or in part in his hands as the property ex-
changed. For the purposes of this para-
graoh. an involuntary conversion described
in section 112 (f) shall be considered an ex-
change of the property converted for the
property acquired.

(2) In determining the period for which
the taxpayer has held property however
acquired there shall be Included the period
for which such property was held by any
other person, If under the provision,, of sec-
tion 113, such property has, for the purpoce
of determining gain or loss from a cale or
exchange, the same basis in whole or In part
in his hands as it would have In the hands
of such other person.

(3) In determining the period for which
the taxpayer has held stock or securties3
received upon a distribution where no gain
was recognized tO the distributee under the
provisions of section 112 (g) of the Revenue
Act of 1928, 45 Stat. 818, or the Revenue
Act of 1932, 48 Stat. 705, or under the pro-
visions of section 371 (c) of the Revenue
Act of 1938 or this chapter, there shall be
included the period for which he held the
stock or securities in the distributing corpo-
ration prior to receipt of the stock or cecurl-
ties upon such distribution.

(4) In determining the period for which
the taxpayer has held stock or securities the
acquisition of which (or the contract or op-
tion to acquire which) resulted in the non-
deductibility (under section 118 of this
chapter or section 118 of the Revenue Act
of 1928, 45 Stat. 826, or the Revenue Act of
1932, 47 Stat. 208, or the Revenue Act of
1934, 48 Stat. 715. or the Revenue Act of
1936, 49 Stat. 1692, or the Revenue Act of
1938, 52 Stat. 503, relating to wash cale3)
of the loss from the sale or other dispostlon
of substantially identical stock or securities,
there shall be Included the period for which
he held the stock or securities the 1o=s from
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the rale or other dlspoition of which was
not deductible.

(5) In determining the period for which
the taxpayer has held stock or rights to
acquire stac received upon a distribution,
If the basla of such stock or rights i- detor-
mined under rection 113 (a) (19) (A), there
shall (under regulations prescribed by the
Commnlsioner with the approval of the Szc-
rotary) be included the period for which he
held the stol: In the distributing corpora-
tion prior to the receipt of such stock or
rights upon such dLtribution.

(6) In determining the period for which
the taxpayer has held stock or caucarities
acquired from a corporation by the exercise
of righta to acquire such stock or securities,
there shall be Included only the period be-
ginning with the date upon which the right
to acquire was exercised.

(7) In determining the pariod for which
the taxpayer has held a residence, the acqul-
Ation of which reulted under section 112
(n) in the nonreccgnltlon of any part of the
gain realized on the sale, exchange, or in-
voluntary conversion of another residence.
there shall be Included the period for which
such other resldence had been held as of
the date of such sale, exchange, or involun-
tary conversion.

jSec. 117 (h) as amended by see. 214 (c).
Rev. Act 1939; tec. 151 (c) (1) and 152.
Rev. Act 1942; sec. 318 (b) (4). Rev. Act 19511

§ 39.117(h)-i Datermznati ofperiod
for 2chich capital assets are held. (a)
Under section 117 'h) if property is ac-
quired in certain transactions described
in sections 112. 113, 118, and 371 (c) the
period for which such property is con-
sidered to have been held by the taxpayer
is not computed from the date such prop-
erty was acquired by the taxpayer but
from a prior date. For instance: In the
case of stock or securities in a corpora-
tion a party to a reorganzation received
pursuant to a plan of reorganization in
exchange solely for stock or securities in
another corporation a party to the reor-
ganization, the period for which the
stock or securities exchanged were held
by the taxpayer must be included in the
period for which the stock or securities
received on the exchange were held by
the taxpayer. In the case of property
acquired after December 31. 1920, by gift
(if under the provisions of section 113.
such property has, for the purpose of
determining gain or loss from the sale or
exchange, the same basis in the hands of
the taicpayer as it would have in the
hands of the donor) the period for
which the property was held by the donor
must be included In the period for which
the property was held by the taxpayer.
In the case of stock or securities the ac-
quleltIon of which resulted in the nonde-
ductibility (under section 118 of the
Internal Revenue Code or under section
118 of the Revenue Act of 1923, 1932,
1934, 1936, or 1933) of the loss from the
sale or other disposition of substantially
identical stock or securities, the period
for which the stock or securities the loas
from the sale or other disposition of
which was not deductible were held must
be included in the period for wich the
stock or securities acquired were held by
the taxpayer. If property acquired as
the result of a compulsory or involuntary
conversion of other property of the tax-
payer has under section 113 (a) (9) the
same basis in whole or in part in the

§39.117 fh],1
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hands of the taxpayer as the property so
converted, the period for which the
property so converted was .held by the
taxpayer must be included in the period
for which the property acquired was
held by the taxpayer.

(b) The period for which the tax-
payer has held stock, or stock subscrip-
tion rights, issued to him ns a dividend
'shall be determined as though the stock
dividend, or stock right, as the case may
be, were the stock in respect of which
the dividend was issued if the basis for
determining gain or loss upon the sale
or other disposition of such stock divi-
dend or stock right is fixed by the ap-
portionment of the basis of such old
stock.

(c) The period for which, the tax-
payer has held stock or securities issued
to him by a corporation pursuant to the
exercise by him of rights to acquire such
stock or securities from the corporation
will, in every case and whether or not
the receipt of taxable gain was recog-
nized in connection with the distribution
of the rights, begin with and include the
day upon which the rights to acquire
such stock or securities were exercised.
A taxpayer will be deemed to have ex-
ercised rights received from a corpora-
tion to acquire stock or securities there-
in where there is an expression of assent
to the terms of such nghts made by the
taxpayer in the manner requested or
authorized by the corporation.

d) The period for which the tax-
payer has held a residence, the acquisi-
tion of which resulted, under the pro-
visions of section 112 (n) m the
nonrecognition of any part of the gain
realized on the sale, exchange, or in-
voluntary conversion of another resi-
dence, shall include the period for which
such other residence had been held as
of the date of such sale, exchange, or
involuntary conversion. See § 39.112
(n)-1.

§ 39.117 (i)-(j) Statutory provisions;
capital gains and losses; bond, etc., losses
of banks; gains and losses from involun-
tary conversions and from sales or ex-
changes of certain property used in the
trade or business.

Src. 117. Capital gains and losses.
(1) Bond, etc., losses of banks. For the

purposes of this chapter, in the case of a
bank, as defined in section 104, if the losses
of the taxable year from sales or exchanges of
bonds, debentures, notes, or certificates, or
other evidence of indebtedness Issued by any
corporation (including one issued by a gov-
ernment or political subdivision thereof)
with interest coupons or in registered form,
exceed the gains of the taxable year from
such sales or exchanges, no-such sale or ex-
change shall be considered a sale or exchange
of a capital asset.
[Sec. 117 (1) as amended by sec. 150 (d),
Rev. Act 1942]

(J) Gains and losses from involuntary con-
version and from the sale or exchange of
certain property used %n the trade or bus,-
ness-(l) Definition of property used in the
trade or business. For the purposes of this
subsection, the term "property used in the
trade or business" means property used in
the trade or business, of a character which is
subject to the allowance for depreciation
provided in section 23 (1), held for more than

§ 39.117 (Wl-(j)

6 months, and real property used in the trade
or business, held for more than 6 months,
which is not (A) property of a kind which
would properly be includible in the inventory
of the taxpayer if. on hdnd at the close of
the taxable year, or (B) property held by the
taxpayer primarily for sale to customers
in the ordinary course of his trade or busi-
ness, or (C) a copyright, a literary, musical,
or artistic composition, or similar property,
held by a taxpayer described-in subsection
(a) (1) (C). Such term also includes tim-
ber or coal with respect to which subsection
(k) (1) or (2) is applicable and unharvested
crops to which paragraph (3) is applicable.
Such term also includes livestock, regardless
of age, held by the taxpayer for draft, breed-
ing, or dairy purposes, and held by him for
12 months or more from the date of acquisi-
tion. Such term does not include poultry.

(2) General rule. If, during the taxable
year, the recognized gains upon sales or ex-
changes of property used in the trade or
business, plus the recognized gains from the
compulsory or involuntary conversion (as a
result of destruction in whole or in part, theft
or seizure, or an exercise of the power of
equisitlon or condemnation or the threat.or

Inninence thereof) of property used in the
trade or business and capital assets held for
more-than 6 months into other property or
money, exceed the recognized losses from
such sales, exchanges, and conversions, such
gains and losses shall be considered as gains
and losses from sales or exchanges of capital
assets held for more than 6 months. If
such gains do not exceed such losses, such
gains and losses shall not be considered as
gains and losses from sales or exchanges of
capital assets. For the purposes of this
paragraph:

(A) In determining under this paragraph
whether gains exceed losses, the gains de-
scribed therein shall be included only if and
to the extent taken into account in com-
puting gross income and the losses described
therein shall be included only if and to the
extent taken into account In computing net
income, except that subsection (d) shall
not apply.

(B) Losses upon the destruction, in whole
or in part, theft or seizure, or requisition or
condemnation of property used n the trade
or business or capital assets held for more
than 6 months shall be considered losses
from a compulsory or involuntary conversion.

(3) Sale of land with unharvested crop.
In the case of an unharvested crop on land
used in the trade or business and held for
more than 6 months, If the crop and the
land are sold or exchanged (or compulsorily
or involuntarily converted as described in
paragraph (2)) at the same time and to the
same person, the crop shall be considered
as "property used- in the trade or business."

[Sec. 117 (j) as added by sec. 151 (b), Rev.
Act 1942; amended by sec. 127, Rev. Act 1943;
sec. 210 (b),Rev. Act 1950; sees. 322 (c) (3),
323 (a), 324, 325 (a), Rev. Act 1951]

§ 39.117 (j)-1 Gains and losses from
involuntary conversions and from the
sale or exchange of certain property used
in the trade or business. (a) (1) The
recognized gains and losses described in
subdivisions (i) through (iv) of this sub-
paragraph shall be treated as gains and
losses from the sale or exchange of cap-
ital assets held for more than six months
if the aggregate of such gains exceeds
the aggregate of such losses. If the ag-
gregate of such gains does not exceed
the aggregate of such losses, such gains
and losses shall not be treated as gains
and -losses from the sale or exchange of
capital assets. The gains and losses re-

ferred to In this subparagraph are the
following:

(i) Gains and losses from the sale, ex-
change, or involuntary conversion of"section 117 (j) property", as defined
in subparagraph (3) of this paragraph,
held for more than six months,

(ii) Gains and losses from the invol-
untary conversion of capital assets hold
for more than six months.

(ill) Gains and losses upon the cutting
or disposal of timber, or disposal of coal,
to the extent provided in § 39.117 (k)-1.

(iv) Gains and losses from the sale, ex-
change, or involuntary conversion of
livestock, regardless of age, held by the
taxpayer for draft, breeding, or dairy
purposes, and held by him for twelve
months or more from the date of acqui-
sition. See § 39.117 (j)-2,

v) Gains and losses from the sale, ex-
change, or involuntary conversion of an
unharvested crop under the conditions
specified in paragraph d) of this
section.

(2) For the purpose of this section, the
"involuntary conversion" of property is
the conversion of such property Into
mon3y or other property as a result of
destruction In whole or In part, theft or
seizure, or an exercise of the power of
requisition or condemnation or the
threat or Imminence thereof. Losses
upon the destruction In whole or in part,
theft or seizure, requisition or condem-
nation of property are treated as losses
upon an involuntary conversion whether
or not there-was a conversion of the
property into money or other property.
For example, f a capital asset held for
more than six months, with an adjusted
basis of $400, is stolen, and the loss from
this theft Is not compensated for by In-
surance or otherwise, the $400 loss Is
included in the computations under sec-
tion 117 ()

(3) For the purpose of this section,
the term "section 117 (j) property"
means property used In the trade or
business of the taxpayer at the time of
Its sale, exchange, or Involuntary con-
version, which Is of a character subject
to the allowance for depreciation pro-
vided in section 23 (1) or which is real
property, except any such property
which is within one of the following
categories:

(I) Property of a kind which would
properly be includible in the Inventory
of the taxpayer If on hand at the close
of the taxable year, or which is held by
the taxpayer primarily for sale to cus-
tomers in the ordinary course of trade
or business.

(ii) A copyright, a literary, musical,
or artistic composition, or similar prop-
erty, held by a taxpayer described in
section 117 (a) (1) (C)

(ii) Livestock held for draft, breed.
ing, or dairy purposes. See, however,
subparagraph (1) (iv) of this para-
graph.

Civ) Poultry.
(b) In determining whether the gains

described in paragraph (a) (1) of this
section exceed the losses described there-
in, such gains and losses are taken Into
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account in full, that is, 100 percent of
such gains and losses is taken into ac-
count. The provisions of section 117 (d)
limiting the deduction of capital losses
are not applicable to exclude any losses
from the computations under section
117 (j) With these exceptions, gains are
included in the computations under sec-
tion 117 (j) only to the extent that they
are taken into account in computing
gross income, and losses are included
only to the extent that they are taken
into-account in computing net income.
Thus, losses which are not deductible
items under section 24 or section 118 are
not included in the computations under
section 117 (j) Similarly, if a taxpayer
reports on the installment basis under
section 44 the gain on the sale of prop-
erty described in section 117 (j) only the
portion of the gain reported under sec-
tion 44 is included in the computation for
such taxable year under section 117 (j).
Any gains and losses which are not rec-
ogmzed under section 112 are not in-
cluded in the computations under section
117 (j) Thus, if property is involuntar-
ily converted into similar property, so
that the gain on such conversion is not
recognized under the provisions of sec-
tion 112 (f) such gain rs not included in
the computations under section 117 (j)

(c) If it is determined under the above
computations that the gains exceed the
-losses, all of such gains and losses are
treated as gains and losses from the sale
or exchange of capital assets held for
-more than six months. All such gains
and losses are then subject to the limita-
tions of section 47 (c) and (d) relating
to the alternative tax in the case of capi-
tal gains and losses and to the extent to
which capital losses are allowed. If it is
determined under the above computa-
tions that the gains do not exceed the
losses, none of such gains and losses
are treated as gains and losses from the
-sale or exchange of capital assets, and
such losses are then not subject to the
limitations provided in section 117 (d)

(d) The conditions referred to in
paragraph (a) (1) v) of the sectfon are:
(1) The unharvested crop is on land
which is "section 117 (j) property" as
defined in paragraph (a) (3) of this
section, and such land has been held for
more than six months; (2) such crop
and such land are sold, exchanged, or
converted at the same time and to the
same person; and (3) no right or option
(other than one customarily incident to
a mortgage or other security transac-
tion) is retained by the taxpayer, at the
time of the sale, exchange, or conversion,
to reacquire, directly or indirectly, the
land. The length of time for which the
crop, as distinguished from the land,
has been held is immaterial. A lease-
hold or estate for years is not "land" for
the purpose of this section.

(e) The following examples will illus-
trate the operation of the provisions of
section 117 (j)

Example (1). A, an individual, makes his
income tax return on the calendar year
basis. A's recognized gains and losses for
1952 of the kind described in section 117 (j)
are -as follows:
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Gains Losses (b) The determination whether or
1. Gain on sale of machinery. not livestock is held by the tax-payer for

used In the busnes a draft, breeding, or dairy purpose de-
and subject to an allow- a d beng or dairy pro de-
ance for depreciation, pends upon all of the facts and circum-
held for more than 6 stances in each particular case. The
months ------------- 04,000 purpose for which the animal is held is

2. Gain reported in 1952 ordinarily shown by the taxpayer's
(under sec. 44) on In- actual use of the animal. However, a
stallment sale In 1951 draft, breeding, or dairy purpose may be
of factory premises used present in a case where the animal is
in the business (in- disposed of within a reasonable time
cluding building and
land. each held for after its intended use for such purpose
more than 6 months)- 6,000 is prevented by accident, disease, or

3. Gain ,reported In 1952 other circunstance. An animal held for
(under sec. 44) on In- ultimate sale to customers in the ordi-
stallment sale in 1952 nary course of the taxpayer's trade or
of land held for more business may, depending upon the cir-
than 6 months, uced in c-n tanees, be considered held for s
the business as a stor-
age lot for trucks --- 2,009 draft, breeding, or dairy purpose. An

Ii. Gain on proceeds from animal Is not held by the taxpayer for a
requisition by Govern- draft. breeding, or dairy purpose merely
ment of boat, held for because It is suitable for such purpose or
more than 6 months, because It Is held by the taxpayer for
used In the business sale to other persons for use by them
and subject to an allow- for such purpose. Furthermore, an
ance for depreciation. Boo animal held by the taxpayer for other

5. Loss upon the destructionp
by fire of warehouse, purposes is not considered to be held for
held for more than 6 a draft, breeding, or dairy purpose
months and used in the merely because of a negligible use of the
business (excess of nd- animal for such purpose or because of
justed basis of ware- the use of the animal for such purpose
house over compenra- as an ordinary or necessary incident to
tion by Insurance, etc.) - 83. 000 the purpose for which the animal is

6. Loss upon theft of unreg- held.
istered bearer bonds.
held for more than 6 (C) These principles may be illustrated
months -----.------ 5, 000 by the following examples:

7. Loss in storm of pleasure Example (1). An animal intended by the
yacht, purchased in 1950 taxpayer for use by him for breeding pur-
for $1.800 and having a poses is discovered to be sterile, and is dis-
fair market value of posed of within a reazonable time thereafter.
81,000 at the time of This animal was held for breeding purposes.
the storm ..----------- 1,000 Example (2). The taxpayer retires from

the breeding or dairy business and sells his
8. Total gains ............. 12, 500 - entire herd. including young animals which
9. Total losses --------- 0.000 would have been used by him for breeding

10. Excess of gains over or dairy purpo-e if he had remained in buri-
losses ---------------. 3,-00. ness. These young animals were held for

Since the aggregate of the respcctive reco;- breeding or dairy purp-wes.
nized gains (812.500) exceeds the aggregate Example (3). A taxpayer In the business
of such losses (89,000), such gains atid loses of raising hogs for slaughter customarily
are treated under section 117 (j) as gains breeds cows to obtain a single litter to be
and losses from the sale or exchange of cap- ralsed by him for ale, and sells these brood
ital assets held for more than ixs months. rows after obtaining the litter. Even though

Example (2). If In example (1) A also these brood cows are held for ultimate sale
had a loss of $4,000 from the sale under to customers In the ordinary course of the
threat of condemnation of a capital as-et taxpayer's trade or business, they are can-
held for more than als months, then the aldered to be held for breeding purposes.
gains ($12.500) would not exceed the losse3 Example (4). A taxpayer in the business
(69.000 plus $4,000, or $13,000). Neither the of ralsing horses for sale to others for use by
loss on such sale of a capital asset nor any them as draft horses uses such horses for
of the other Items set forth in example (1) draft purposes on his own farm in order to
would then be treated as gains and los-es train them. This uze is an ordinary or nec-
from the sale or exchange of capital a ets, e incident to the purpose of selling such
but all of such items would be treated as animals, and. aecordingly, these horses are
ordinary gains and losses, not held for draft purposes.

Example (3). A's yacht, used for pleasure Example (S). The taxpayer is in the bu-1-
and acquired for such use in 1945 at a cost ness of raising registered cattle for sale to
of $25,000, was requisitioned by the Govern- others for use by them as breeding cattle.
ment in 1952 for $15,000. A sustained no It is the business practice for the cattle to
deductible loss, and no los with respect to be bred. prior to sale. in order to establish
such requisition will be included in the cam- their Iltnes3 for sale as registered breeding
putatlons under section 117 (J). cattle. In such ca-"e. those cattle used by

the taxpayer to produce calves which calves
§ 39.117 j)-2 Livestock, held for are added to the taxpayer's herd (whether

draft, breeding, or dairy purposes. (a) or not the breeding herd) are considered to
For the purpose of section 117 (), the be held for breeding purposes; the breed-t ng of other cattle Is an ordinary or neces-
term "livestock" sha be given a broad, s incident to the holding of such other
rather than a narrow, interpretation and cattle for the purpose of selling them as
includes cattle, hogs, horses, mules, registered breeding cattle, and the breeding
donkeys, sheep, goats, fur-bearing anL- of such cattle does not demonstrate that th-
mals, and other mammals. It does not taxpayer is holding the cattle for breeding

purpses.
include chickens, turkeys, pigeons, geese, Example (6). A taxpayer, engaged in the
other birds, fish, frogs, reptiles, etc, business of buying cattle and fattening them

§ 39.1171 j-2
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for slaughter, purchased cows with calf. The
calves were born while the cows were held
by the taxpayer. These cows were not held
for breeding purposes.

§ 39.117 (k) Statutory provisions;
capital gains and losses; gain or loss in
the case of timber or coal.

SEC. 117. Capital gains and losses. * * *

(k) Gain or loss in the case of timber or
coal. (1) If the taxpayer so elects upon his
return for a taxable year, the cutting of tim-
ber (for sale or for use in thetaxpayer's trade
or business) during such year by the tax-
payer who owns, or has a contract right to
cut, such timber (providing he has owned
such timber or has held such contract right
for a period of more than six months prior to
the beginning of such year) shall be con-
sidered as a sale or exchange of such timber
cut during such year. In case such election
has been made, gain or loss to the taxpayer
shall be recognized in an amount equal to
the difference between the adjusted basis for
depletion of such timber in the hands of
the taxpayer and the fair market value of
such timber. Such fair market value shall
be the fair market value as of the first day
of the taxable year in which such timber
is cut, and shall thereafter be considered
as the cost of such cut timber to the tax-
payer for all purposes for which such cost
is a necessary factor. If a taxpayer makes
an election under this paragraph such elec-
tion shall apply with respect to all timber
which is owned by the taxpayer or which
the taxpayer has a contract right to cut and
shall be binding upon the taxpayer for the
taxable year for which the election is made
and for all subsequent years, unless the
Commissioner, on showing of undue hard-
ship, permits the taxpayer to revoke his
election; such revocation, however, shall pre-
clude any further elections under this para-
graph except with the consent of the Com-
missioner.

(2) In the case of the disposal of timber
or coal (including lignite), held for more
than 6 months prior to such disposal, by
the owner thereof under any form or type
of contract by virtue of which the owner
retains an economic interest in such timber
or coal, the difference between the amount
received for such timber or coal and the
adjusted depletion basis thereof shall be
considered as though it were a gain or loss,
as the case may be, upon the sale of such
timber or coal. Such owner shall not be
entitled to the allowance for percentage de-
pletion provided for in section 114 (b) (4)"
with respect to such coal. This paragraph
shall not apply to income realized by the
owner as a co-adventurer, partner, or prin-
cipal in the mining of such coal. The date
of disposal of such coal shall be deemed to
be the date such coal is mined. In deter-
mining the gross income, the adjusted gross
income, or the net income of the lessee, the
deductions allowable with respect to rents
and royalties shall be determined without
regard to the provisions of this paragraph.
This paragraph shall have no application,
in the case of coal, for the purposes of ap-
plying section 102 or subchapter A of chapter
2 (including'the computation under section
117 (c) (1) of a tax in lieu of the tax Im-
posed by section 500).

[Sec. 117 (k) as added by sec. 127 (a), Rev.
Act 1043, amended by sec. 325 (b) (c), Rev.
Act 1951]

§ 39.117 (k)-I Gain or loss upon the
cutting and disposal of, timber and the
disposal O1 coal-(a) Gain or loss upon
the cutting of timber-() Election to
consider cutting as a sale or exchange.
(1) A taxpayer who has owned, or has
held a contract right to cut, timber for

§ 39.117 k
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a period of more than six months before
the beginning of the taxable year may
elect under section 117 (k) (1) to con-
sider the cutting of such timber during
such year for sale or for use in the tax-
payer's trade or business as a sale of
exchange of the timber so cut. Such
election must be made by the taxpayer
in its income tax return for the taxable
year, and cannot be made thereafter.
The election shall take the form of a
computation in the return under the
provisions of section 117 (k) (1) and
section 117 (j)

(ii)" The election made under the pro-
visions of section 117 (k) (1) shall be
applicable with respect to all timber
which was owned by the taxpayer or
which the taxpayerhad a contract right
to cut, and the cutting of timber, whether
or not actually sold or exchanged, shall
be considered to be a sale or exchange,
except that timber which is not cut for
sale or for use in the taxpayer's trade or
business and timber which was held for
a period of not more than six months
before the beginning of the taxable year
shall not be considered to have been sold
or exchanged upon the cutting thereof.
The election provided by section 117 (k)
(1) may be made with respect to any
taxable year even though such election
was not made with respect to any pre-
vious taxable year. If an election has
been made under the provisions of sec-
tion 117 (k) (1) however, such elec-
tion shall be binding upon the taxpayer
not only for the taxable year for
which the election is made but also for
all subsequent taxable years, unless the
Commissioner on showing by the tax-
payer of undue hardship permits the tax-
payer to revoke his election for such
subsequent taxable years. Such election
shall apply with respect to all timber
which the taxpayer has owned, or has
had a contract right to cut, for a period
of more than six months before the. be-
ginmn of a subsequent taxable year
and which was cut for sale or for use in
the taxpayer's trade or busine!s, whether
such timber or contract right was ac-
quired prior or subsequent to the election.
If the taxpayer has revoked his election,
such revocation shall preclude any fur-
ther elections by the taxpayer under
section 117 (k) (1) except with the con-
sent of the Commissioner.

(2) Computation of gain or loss. (1)
If the cutting of timber is considered as
a sale or exchange pursuant to an elec-
tion made under the provisions of section
117 (k) (1) gain or loss shall be recog-
nized to the taxpayer in an amount equal
to the difference between the adjusted
basis for depletion in the hands of the
taxpayer of the timber which has been
cut during the taxable year and the fair
market value of such timber as of the
first day of vthe taxable year m which
such timber is cut. The adjusted basis
for depletion of such cut timber shall be
based upon the number of units of tim-
ber cut during the taxable year which
are considered to be sold or exchanged
and upon the depletion unit of the timber
i the timber account or accounts per-

,taming to the timber cut, and shall be
computed in the same manner as is pro-

vided In § 39.23 (m)-21 with respect to
the computation of the allowance for
depletion.

(ii) The fair market value of the tim-
ber as of the first day of the taxable year
in which such timber Is cut shall be de-
termined, subject to approval or revision
by the Commissioner upon examination
of the taxpayer's return, by the tax.
payer electing to apply the provisions of
section 117 (k) (1) in the light of the
most reliable and accurate Information
available with reference to the condition
of the propqrty as it existed at that date,
regardless of all subsequent changes,
such as changes in surrounding circum-
stances, in methods of exploitation, in
degree of utilization, etc. The value
sought will be the selling price, assuming
a transfer between a willing seller and
a willing buyer as of that particular day,
Due consideration will be given to the
factors and the principles Involved in the
determination of the fair market value
of timber as described in § 39.23 (m)-25,

(ii) The fair market value as of the
beginning of the taxable year of the
timber cut during such year shall be con-
sidered to be the cost of the timber which
was cut, in lieu of the actual cost or
other basis of such timber, for all pur-
poses for which such cost is a necessary
factor. Thus, If the products of the
timber cut during a taxable year were
sold during such year, the fair market
value as of the beginning of such tax-
able year of the timber cut during the
year shall be used in computing the do-
pletion unit and the allowance, for de-
pletion as provided In § 39.23 (m)-21,
This Is also the rule In case the products
of the timber cut during one taxable
year with respect to which an election
has been made under section 117 (k) (1)
are sold during a subsequent taxable
year, whether or not the election pro-
vided in section 117 (k) (1) Is applicable
with respect to such subsequent year,
If the products of the timber cut during
a taxable year with respect to which an
election under section 117 (k) (1) was
made were not sold during such year and
are included in inventory at the close of
such year, the fair market value ds of the
beginning of the year of the timber out
during the year shall be used in lieu of
the actual cost of such timber In com-
puting the closing inventory for such
year and the opening Inventory for the
succeeding year. With respect to the
costs applicable in the determination of
the amount of such Inventories, there
shall be included the fair market value of
the timber cut, the costs of cutting,
logging, and all other expenses incident
to the cost of converting the standing
timber into the products in inventory,
See § 39.22(c)-3. The fact that the fair
market value as of the flrst day of the
taxable year in which the timber is cut is
deemed to be the cost of such timber
shall not preclude the taxpayer from
computing its inventories upon the basis
of cost or market, whichever is lower, if
such Is the method used by the taxpayer,
Nor shall it preclude the taxpayer from
computing its inventories under the last-
In first-out Inventory method provided
by section 22 (M) if such section is ap-
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plicable to, and has been elected by, the
taxpayer.

(iv) For any taxable year for which
the cutting of timber is considered to be
a sale or exchange of such timber under
section 117 (k) (1) the timber so cut
shall be considered as property used in
the trade or business for the purposes
of section 117 (j) along with other prop-
erty of the taxpayer used in the trade
or business as defined in section 117 (j)
(1) Whether the gain or loss consid-
ered to have resulted from the cutting
of the timber will be considered to be
gain or loss resulting from the sale or
exchange of capital assets held for more
than six months depends upon the ap-
plication of section 117 (j) to the tax-
payer for the taxable year. See § 39.117
(j)-1.

(v) In case the products of the timber
'are sold after cutting, either in the form
of logs or lumber or im the form of a
manufactured product, the income from
such actual sale shall be considered or-
dinary income. In determining the cost
of the products so sold, the cost of the
timber shall be computed pursuant to
the provisions of section 117 (k) (1)

(b) Gazn or loss upon the disposal of
timber under cutting contract. If a tax-
payer disposes of timber under any form
or type of contract whereby he retains an
economic interest in such timber, the
disposal under the contract shall be con-
sidered to be a sale of such timber. The
difference between the amounts received
for the timber in any taxable year and
the adjusted basis for depletion of the
timber with respect to which the
amounts were so received shall be con-
sidered to be a gain or loss upon the sale
of such timber for such year. If the tax-
payer owned the timber for a period of
more than six months before the date
of such contract, for the purposes of
section 117 (j) such timber shall be con-
sidered to be property used in the trade
or business for the taxable year for
which it is considered to have been sold,
along with other property of the tax-
payer used m the trade or business as
defined in section 117 (j) (1) Whether
gain or loss resulting from the disposi-
tion of the timber which is considered to
have been sold will be deemed to be gain
or loss resulting from the sale of a cap-
ital asset held for more than six months
will depend upon the application of sec-
tion 117 (j) in the case of the taxpayer.

(0) Gain or loss upon the disposal of
coal. (1) If a taxpayer disposes of coal
(including lignite) held for more than
six months prior to such disposal, under
any form or type of contract whereby he
retains an economic interest in such coal,
the difference between the amount re-
ceived for such coal and the adjusted
depletion basis thereof under section 114
(b) (1) shall be considered to be a gain
or loss upon the sale of such coal.

(2) The adjusted depletion basis under
section 114 (b) (1) for the purpose of
this section, includes adjustments for de-
velopment and exploration expenditures
and for deductions under section 113 (b)
(1) (J) and (M) For the purpose of this
section, the date of disposal of the coal
shall be deemed to be the date the coal
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is mined. If the coal has been held for
more than six months on the date that It
is mined, It is immaterial that It bad not
been held for more than sLx months on
the date of the contract. For the purpose
of section 117 (j) such coal shall be
considered to be property used in the
trade or business, along with other prop-
erty of the taxpayer used in the trade or
business as defined in section 117 (J) (1)
Whether gain or loss resulting from the
disposition of the coal will be deemed to
be gain or loss resulting from the sale of
a capital asset held for more than six
months will depend upon the application
of section 117 (j) to that and other trans-
actions of the taxpayer.

(3) There shall be no allowance for
percentage depletion provided for in sec-
tion 114 (b) (4) with respect to amounts
received any part of which are consid-
ered to be received from the sale of coal
under section 117 (k) (2) In comput-
ing the gross income, adjusted gross in-
come, or the net income of the lessee,
the deductions allowable with respect to
rents and royalties shall be determined
without regard to the provisions of sec-
tion 117 (k) (2) Section 117 (1:) (2)
shall have no application with respect to
amounts received by a taxpayer as a co-
adventurer, partner, or principal in the
mining of coal.

(4) To the extent any advance pay-
ments are treated, under section 117 (1-)
(2) as received from the sale of coal for
any taxable year, and the grant of the
coal rights for which such payments are
made expires, terminates, or Is aban-
doned in a later taxable year before the
coal which has been paid for has been
mined, the grantor shall recompute the
tax liability for the prior taxable year
and treat such payments to such extent
as not received from the sale of the coal;
such recomputation should be in the
form of an "amended return" If neces-
sary.

§ 39.117 (1) Statutory provisions;
capital gains and losses; short sales, etc.

SEc. 117. Capital gains and losses. 0 0 a
(I) Short sales. etc. In the case of a saort

sale of property made by the taxpayer after
the date of the enactment of the Revenue
Act of 1950:

(1) Short-term gains and holding periods.
If substantially Identical property has been
held by the taxpayer on the date of such
short-sale for not more than 0 months (de-
termined without regard to the effect, under
subparagraph (B) of this paragraph, of such
Short sale on the holding period), or If &ub-
stantially Identical property Is acquired by
the taxpayer after such ahort sale and on or
before the date of the closing thereof-

(A) Any gain upon the closing of such
short sale shall be considered as a gain upon
the sale or exchange of a capitol arzet held
for not more than 6 months (notwithstand-
Ing the period of time any property used to
close ouch short sale has been held); and

(B) The holding period of such ubstan-
tially Identical property shall be considered
to begin (notwithstanding the provilsons of
subsection (h)) on the date of the closing
of the short sale, or on the date of a sale,
gift, or other disposition of such property.
whichever date occurs first. This subpa r-
graph shall apply to such substantially
Identical property in the order of the dates
of the acquisition of such property, but only

to co much of such property as does not ex-
ceed the quantity cold short.
For the purposes of this paragraph. the ac-
quioltion of an option to sell property at a
fixed price shall be considered as a short
sale, and the exercie or failure to exercise
such option shall be considered as a closing
of such short sale.

(2) Long-term losses. If substantially
Identical property has been held by the tax-
payer on the date of such short sale for more
than 6 months, any loss upon the closing of
ouch ahort sale shall he considered as a Iozs
upon the sale or exchange of a capital asset
held for more than 6 months (notwitbstand-
ing the period of time any property used to
cloce ouch short sale haz been held, and not-
wlthstandLng the provisions of subsection
(g) (2)).

(3) Rules for application of subzection.
(A) The provisions of paragraph (1) (A)

or (2) shall not apply to the gain or loss. re-
spectively, on any quantity of property ussd
to close ouch short; sale which I- in excess of
the quantity of the sub-tantially Identical
pronerty referred to In the applicable para-
graph.

(B) For the purnoes of this subzsctlon-
(i) The term "property" Includes only

stocks and securities (including stocks and
securlties dealt with on a "when issued"
basis), and commodity futures, whlh are
capital assets in the hands of the taxpayer;

(Hi) In the caze of futures transactions in
any commodity on or subject to the rules of
a board of trade or commodity exchange, a
commodity future requiring delivery in one
calendar month shall not be considered as
property sub tantially Identical to aother
commodity future requiring delivery in a
different calendar month; and

(11) In the case of a short sale of prop-
erty by an individual, the term "taxpayer"
in the application of this paragraph and
paragraphs (1) and (2), shall be read as
"taxpayer or his spouse"- but an Individual
who Is legally separated from the taxpayer
under a decree of divorce or of separate
maintenance shall not be considered as the
spouze of the taxpayer.

(C) Where the taxpayer enters into two
commodity futures transaction- on the same
day. one requiring delivery by him in one
market and the other requiring delivery to
him of the came (or substantially identical)
commodity In the sme calendar month in a
different market, and the taxpayer subse-
quentiy closes both such transactions on the
ame day, this subsectlon shall have no ap-
plicatlon to ro much of the commodity in-
volved in either such transaction as does not
exceed In quantity the commodity involved
in the other.
[Sec. 117 (1) as added by sec. 211 (a), Rev.
Act 19501

§ 39.117 (1)-I Gains and losses from
certain short sales of capital assetz-
(a) General. Section 117 (1) provides
rules as to the tax consequences of cer-
tain short sale of property if, at the time
of the short sale or on or before the date
of the closing of the short sale, the tax-
payer holds property substantially iden-
tical to that sold short. The term
"property" Is defined in section 117 (1) to
include only stocks and securities (in-
cluding stocks and securities dealt with
on a "when issued" basis) and com-
modity futures, which are capital assets
in the hands of the taxpayer. Certain
restrictions on the application of the
section to commodity futures are pro-
vided in section 117 (1) (3) and para-
graph (c) (2) of this section.

(b) Treatment of short sales. (1) The
first two rules, which are set forth m

§ 39.117 1-
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section 11l (1) (I) are applicable when-
ever property substantially identical to
that cold short has been held by the tax-
payer on the date of the short sale for
not more than 6 months (determined
without regard to rule (2) below, relat-
ing to the holding period) or is acquired
by him after the short sale and on or
before the date of the closing thereof.
These. rules are

Rule (1). Any gain upon the closing of
such short sale shall be considered as a gain
upon the sale or exchange of a capital asset
held for not more than 6 months (notwith-
standing the period of time any property
used to close such short sale has been held);
and

Rule (2). The holding period of such sub-
stantially Identical property shall be con-
sidered to begin (notwithstanding the pro-
visions of section 117 (h)) on the date of
the closing of such short sale or on the date
of a sale, gift, or other disposition of such
property, whichever date occurs first.

For the purpose of rule (1) and rule (2)
the acquisition of an option to sell prop-
erty at a fixed price shall be considered a
short sale, and the exercise or failure to
exercise such option shall be considered
as a closing of such short sale.

(2) The third'rule, which is set forth
in section 117 (1) (2); is applicable when-
ever property substantially identical to
that sold short has been held by the tax-
'Payer on the date of the short sale for
more than 6 months. This rule is:

Rule (3). Any loss upon the closing of
such short sale shall be considered as a loss
upon the sale or exchange of a capital asset
held for more than 6 months, nothwithstand-
ing the period of time any property used to
close such short sale has been held. For the
purpose of rule (3), the acquisition of an op-
tion to sell property at a fixed price is not
considered a short sale, and the exercise or
failure to exercise such option is not con-
sidered as a closing of a short sale.

(3) Rules (1) and (3) do not apply to
the gain or loss attributable to so much
of the property sold short as exceeds in
quantity the substantially identical prop-
erty referred to an sections 117 (1) (1)
and 117 (1) (2) respectively. Rule (2)
applies to the substantially identical
property referred to in section 117 (1) (1)
in the order of the dates of the acquisi-
tion of such property but only to so much
of such property as does not exceed the
quantity sold short. If property sub-
stantially identical to that sold short has
been held by the taxpayer on the date of
the short sale for not more than 6
months, or is acquired by him after the
short sale and on or before the date of
the closing thereof, and if property sub-
stantially identical. to that sold short has
been held by the taxpayer on the date of
the short sale for more than'6 months,
all three rules are applicable.

(4) The following examples illustrate
the application of these rules to short
sales of stock in the case of a taxpayer
who makes his return on the basis of the
calendar year:

Example (1). A buys 100 shares of X
stock at $10 per share on February 1, 1952,
sells short 100 shares of X stock at $16 per
share on July 1, 1952, and closes the short
sale on August 2, 1952, by delivering the 100
shares of X stock purchased on February 1,
1952, to the lender of the stock used to effect
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the short sale. Since 100 shares of X stock
had been held by A on the date of the short
sale for not more than 6 months, the gain
of $600 realized upon the closing of the short
sale Is, by application of rule (1), a short-
term capital gain.

Example (2). A buys 100 shares of X stock
at $10 per share on February 1, 1952, sells
short 100 shares of X stock at $16 per share
on July 1, 1952, closes the short sale on
August 1, 1952, with 100 shares of X stock
purchased on that date at $18 per share, and
on August 2, 1952, sells at $18 per share the
100 shares of X stock purchased on February
1, 1952. The $200 loss sustained upon the
closing of the short sale is a short-term
capital loss to which bection 117 (1) has no
application. By application of rule (2), how-
ever, the holding period of the 100 shares of
X stocfc purchased -on February 1, 1952, and
sold on August 2, 1952, is considered to begin
pn August 1, 1952, the date of the closing
of the short sale. The $800 gain realized
,upon the sale of such stock is, therefore, a
short-term capital gain.

Example (3). A buys 100 shares of X stock
at $10 per share on February 1, 1952, sells
short 100 shares of X stock at $16 per share
on September 1, 1952, sells on October 1,
1952, at $18 per share the 100 shares of
X stock purchased on February 1, 1952, and
closes the short sale on October 1, 1952, with
100 shares of X stock purchased on that
date at $18 per share. The $800 gain realized
upon the sale of the 100 shares of X stock
purchased on February 1, 1952, is a long-
term capital gain to which section 117 (1) has
no application. Since A had held 100 shares
of X stock on the date of the short sale for
more than 6 months, the $200 loss sustained
upon the closing of the short sale is, by ap-
plication of rule (3), a long-term capital
loss.

Example (4). A sells short 100 shares of
X stock at $16 per share on February 1, 1952.
He buys 250 shares of X stock on March 1,
1952, at $10 per share and holds the latter
stock until September 2, 1952 (more than
6 months), at which time, 100 of the 250
shares of X stock are delivered to close the
short sale made on :February 1, 1952. Since
substantially identical property was ac-
quired by A after the short sale and before
it was closed, the $600 gain realized on the
closing of the short sale is, by application
of rule (1), a short-term capital gain. The
holding period of the remaining 150 shares
of X stock is not affected by section 117 (1)
since this amount of the substantially iden-
tical property exceeds the quantity of the
property sold short.

Example (5). A buys 100 shares of X stock
at $10 per share on February 1, 1952, buys
-an additional 100 shares of X stock at $20
per share on, July 1, 1952, sells short 100
shares of X stock at $30 per share on Sep-
tember 1, 1952, and closes the short sale on
February 1, 1953, by delivering the 100 shares
of X stock purchased on February 1, 1952, to
the lender of the stock used to effect the
short sale. Since 100 shares of X stock had
been held by A on the dateof the short sale
for not more than 6 months, the gain of $2,-
000 realized upon the closing of the short
sale Is, by application of rule (1), a short-
term capital gain, and the holding period of
the 100 shares of X stock purchased on July
1, 1952, is considered, by application of rule
(2), to begin on February 1, 1953, the date
of the closing of the short sale. If, however,
the 100 shares of X stock purchased on
July 1, 1952, had been -used by A to close the
short sale, then, since 100 shares of X stock
had been held by A on the date of the short
sale for not more than 6 months, the gain
of $1,000 realized upon the closing of the
thort sale would be, by application of rule
(1), a short-term capital gain, but the hold-
ng period of the 100 shares of X stock pur-
chased on February 1, 1952, would not be

affected by section 117 (1). If, on the other
hand, A purchased an additional 100 sharqs
of X stock at $40 per share on February 1,
1953, and used such shares to close the short
sale at that time, then, since 100 shares of
X stock had been held by A on the date of
the short sale for more than 6 months, the
loss of $1,000 sustained upon the closing of
the short sale would be, by application of
rule (3), a long-term capital loss, and, since
100 shares of X stock had been hbld by A on
the date of the short sale for not more than
6 months, the holding period of the 100
shares of X stock purchased on July 1, 1052,
would be considered, by application Of rule
(2), to begin on February 1, 1953, but the
holding period of the 100 shares of X stoOl
purchased on February 1, 195, would not bd
affected by section 117 (1).

Example (6). A buys 100 shares of X pro.
ferred stock at $10 per share on February 1,
1952. On July 1, 1952, he enters into a con-
tract to sell 100 shares of XY common stool:
at $16 per share when, as, and If issued pur-
suant to a particular proposed plan of re-
organization. On August 2, 1952, he receives
100 shares of XY common stock in exchango
for the 100 shares of X preferred stock pur-
chased on February 1, 1952, and delivers suoh
common shares in performance of his July
1, 1952, contract. Assume that the exchange
of the X preferred stock for the XY common
stock is a tax-free exchange pursuant to
section 112 (b) (3), and that on the basis
of all of the facts and circumstances existing
on July 1, 1952, the "when issued" XY com-
mon stock is substantially identical tO the X
preferred stock. Since 100 shares of substan-
tially identical property bad been held by A
for not more than 6 months on the date of
entering into the July 1, 1952, contraet of
sale, the gain of $600 realized upon the clos-
ing of the contract of sale is, by application
of rule (1), a short-term capital gain.

c) Other rules for the application of
section 117 (l-(1) Substantially Iden-
tical property. The term "substantially
identical property" is to be applied ac-
cording to the facts and circumstances in
each case. In general, as applied to
stocks or securities, the term has the
same meaning as the term "substantially
identical stock or securities" used In
section 118, relating to wash sales of
stock or securities. For certain restric-
tions on the term as applied to commod-
ity futures see sub-paragraph (2) of
-this paragraph. Ordinarily, stocks or
securities of one corporation are not con-
sidered substantially identical to stocks
or securities of another corporation. In
certain situations they may be substan-
tially Identical; for example, in the case
of a reorganization the facts and circum-
stances may be such that the stocks and
securities of predecessor and successor
corporations are substantially identical
property. Similarly, bonds or preferred
stock of a corporation are not ordinarily
considered substantially Identical to the
common stock of the same corporation.
However, in certain situations, as, for
example, where the preferred stock or
bonds are convertible into common stock
of the same corporation, the relative
values, price changes, and other circum-
stances may be such as to make such
bonds or preferred stock and the com-
mon stock substantially Identical prop-
erty. Similarly, depending on the facts
and circumstances, the term may apply
to the stocks and securities to be received
In a corporate reorganization or recapi-
talization, traded In on a when Issued
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basis, as compared with the stocks or
securities to be exchanged in such re-
organization or recapitalization.

(2) Commodity futures. (i) As pro-
vided in section 117 (1) (3) (B) (ii) in
the case of futures transactions in any
commodity on or subject to the rules
of a-board-of trade or commodity ex-
change, a commodity future requiring
delivery in one calendar month shall not
be considered as property substantially
identical to another commodity future
requiring delivery in a different calen-
dar month. For example, commodity
futures in May wheat and July wheat are
not considered, for the purpose of sec-
tion 117 (1) substantially identical
property. Similarly, futures in different
commodities which are not generally
through custom of the trade used as
hedges for each other (such as corn
and wheat, for example) are not con-
sidered substantially identical property.
If commodity futures are otherwise sub-
stantially identical property, the mere
fact that they were procured through
different brokers will not remove them
from the scope of the term "substan-
tially identical property" Commodity
futures procured on different markets
may come within the term "substantially
identical property" depending upon the
facts and circumstances in the case, with
the historical similarity in the price
movements in the two markets as the
primary factor to be considered.

(ii) Since section 117 (1) applies only
to sales or exchanges of capital assets.
bona fide hedging transactions in com-
modity futures entered into by flour
millers, producers of cloth, operators of
gram elevators, etc., for the purpose of
their business, and which do not give
rise to capital gain or loss, are not within
the scope of section 117 (1)

(iiI) Section 117 (1) (3) (C) relating
to so-called "arbitrage" transactions in
commodity futures, provides that where
a taxpayer enters into two commodity
futures transactions on the same day,
one requiring delivery by him in one
maiket and the other requiring delivery
to him of the same (or substantially
identical) commodity in the same calen-
dar month in a different market, and the
taxpayer subsequently closes both such
transactions on the same day, section 117
(1) shall have no application to so much
of the commodity involved in either such
transaction as does not exceed in quan-
tity the commodity involved in the other.

(iv) The following example indicates
the application of section 117 (1) to a
commodity futures transaction:

Example. A. who makes his return on the
basis of the calendar year, on February 1.
1952, enters into a contract through broker
X to purchase 10,000 bushels of Dacember
wheat on the Chicago market at $2 per
bushel. On July 1, 1952, he enters into a
contract through broker Y to sell 10,000
bushels of December wheat on the Chicago
market at $2.25 per bushel. On August 2,
1952, he closes both transactions at $2.50 per
bushel. The $2,500 loss sustained on the
closing of the short sale is a short-term cap-
Ital loss to which section 117 (1) has no
application. By application of rule (2) in
paragraph (b) of this section, however, the
holding period of the futures contract en-
tered into on February 1, 1952. is considered
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to begin on August 2, 1952, the date or the
closing of the short sale. The $5.000 gain
realized upon the closing of such contract
is, therefore, a short-term capital gain.

(3) Husband and ioile. Section 117
(1) (3) (B) (iI) provides that, in the
case of a short sale of property by an
individual, the term "taxpayer" shall be
read as "taxpayer or his spouse" Thus.
if the spouse of a taxpayer holds or ac-
quires property substantially Identical
to that sold short by the taxpayer, and
the other conditions of this section are
met, then the rules set forth herein are
applicable to the same extent as if the
taxpayer held or acquired the substan-
tially identical property. For this pur-
l.se, an individual who is legally sep-
arated from the taxpayer under a decree
of divorce or of separate maintenance
shall not be considered as the spouse of
the taxpayer.

§ 39.117 (in) Statutory provIsions;
capital gans and losses; collapsible cor-
porations.

SEc. 117. Capital gains and losses.
(m) Collapsible corporationz-(1) Treat-

ment of gain to shareholders. Gain from
the sale or exchange (whether in liquidation
or otherwise) of stock of a collapsible corpo-
ration, to the extent that It would be con-
sidered (but for the provisions of this sub-
section) as gain from the sale or exchange
of a capital asset held for more than 6
months, shall, except as provided In para-
graph (3). be considered as gain from the
sale or exchange of property which I. not
a capital asset.

(2) Definitions. (A) For the purposes of
this subsection, the term "collapsible cor-
poration" means a corporation formed or
availed of principally for the manufacture,
construction, or production of property, for
the purchase of property which (in the
hands of the corporation) Is property de-
scribed In subsection (a) (1) (A), or for
the holding of stock in a corporation vo
formed or availed of, with a view to-

(l) The sale or exchange of stock by its
shareholders (whether In liquidation or
otherwise), or a distribution to Its share-
holders, prior to the realization by the
corporation manufacturing, constructing,
producing, or purchasing the property of a
substantial part of the net income to be
derived from such property, and

(i) The realization by such shareholders
of gain attributable to such property.

(B) For the purposes of subparagraph (A),
a corporation shall be deemed to have manu-
factured, constructed, produced, or pur-
chased property, If-

(I) It engaged In the manufacture, con-
struction, or production of such property
to any extent,

(Ui) It holds property having a basts de-
termined. In whole or In part, by reference
to the cost of such property in the hands of
a person who manufactured, constructed,
produced, or purchased the property, or

(ill) It holds property having a basis de-
termined, in whole or in part, by reference to
the cost of property manufactured, con-
structed, produced, or purchased by the cor-
poration.

(3) Limitations on application of sub.cc-
tion. In the case of gain realized by a
shareholder upon his stock in a collapziblo
corporation-

(A) This subsection shall not apply unle:e,
at any time after the commencement of the
manufacture, construction, or production
of the property. or at the time of the pur-
chase of the property described in sub:ectlon
(a) (1) (A) or at any time thereafter, such
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shareholder (1) owned (or was considared as
ow-ning) more than 10 per cantum in value of
the out3tanding steclz of the corparatlan, or
(11) owned stocl: which was considered as
owned at ouch time by another shareholder
who then owned (or was considered as own-
Ing) more than 10 per centum in value of the
outstanding stock of the corparation;

(B) This subection shall not apply to the
gain reco.nimd during a taxable year unies
more than 70 per centum of such gain Is at-
tributable to the property so manufadured,
constructed, produced, or purchased; and

(C) This subsection shall not apply to
gain realized after the expiration of three
years following the completion of such man-
ufacture, construction, productlon;-r pur-
chae.

For purpozeo of subparagraph (A), the o--
ership of stock shall be determined in ac-
cordance with the rules pre-cribed by para-
graphs (1), (2). (3), (5). and (6) of sectlon
&03 (a), except that, in addition to the per-
cows prescribed by paragraph (2) of that
sectlon. the family of an individual shall In-
clude the spouse3 of that Individual's
brothers and sisters (whether by the whole
or half blood) and the spouses of that in-
divIdual'a lineal dezcendants.

iSe. 117 (m) as added by sec. 212 (a). Rev.
Act 1950: amended by sec. 326 (a) (b), Rev.
Act 19511

§ 39.117 (m)-I Collapsible corpora-
tions-(a) In general. Subject to the
limitations contained in paragraph c)
of this section, the entire gain from (1)
the actual sale or exchange of stock of a
collapsible corporation, (2) amounts dis-
tributed in complete or partial liquida-
tion of a collapsible corporation which
are treated, under section 115 c) as
payment in exchange for stock, and (3)
a distribution made by a collapsible cor-
poration which, under section 115 (d)
is treated, to the extent it exceeds the
basis of the stock, In the same manner
as a gain from the sale or exchange of
property, shall be considered as gam
from the sale or exchange of property
which is not a capital asset.

(b) Determination of collapsible cor-
poratfon. (1) A collapsible corporation
Is defined by section 117 (m) (2) (A) to
be a corporation formed or availed of
principally for the manufacture, con-
struction, or production of property, for
the purchase of property which (in the
hands of the corporation) is property
described in section 117 (a) (1) CA) or
for the holding of stock in a corporation
so formed or availed of, with a view to
(1) the sale or exchange of stock by its
shareholders (whether in liquidation or
otherwise) or a distribution to its share-
holders, prior to the realization by the
corporation manufacturing, cons.ruct-
ing. producing, or purchasing the prop-
erty of a substantial part of the net
Income to be derived from such property,
and (U) the realization by such share-
holders of gain attributable to such
property.

(2) See paragraph d) of this section
for a description of the facts wich will
ordinarily be considered sufficient to es-
tablish whether or not a corporation is
a collapsible corporation under the rules
of this section. See paragraph (e) of
this section for examples of the appli-
cation of section 117 (n)

(3) Under section 117 (in) (2) (A)
the corporation must be formed or
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availed of with a view to the action there-
in described, that is, the sale or exchange
of its stock by its shareholders, or a dis-
tribution to them, prior to the realization
by the corporation manufacturing, con-
structing, producing, or purchasing the
property of a substantial part of the net
income to be derived from such property
and the realization by the shareholders
of gain attributable to such property.
This requirement is satisfied in any case
in which such action was contemplated'
by those persons in a position to deter-
mine the policies of the corporation,
whether by reason of their owning a ma-
jority of tle voting stock of the corpora-
tion or otherwise. The requirement is
satisfied whether such action was con-
templated unconditionally, conditionally
or as a recognized possibility. If the
corporation was so formed or availed of,
it is immaterial that'a particular share-
holder was not a shareholder at the time
of the manufacture, construction, pro-
duction, or purchase of the property, or
if a shareholder at such time, did not
share in such view, and any gain of such
shareholder on his stock in the corpora-
tion shall be treated in the same manner
as gain of a shareholder who did share
in such view. See, however, the limita-
tion contained in paragraph (c) (2) of.
this section. The existence of a bona
fide business reason for doing business in
the corporate form does not, by itself,
negate the fact that the corporation may
also have been formed or availed of
with a view to the action described in
section 117 (in) (2) (A)

(4) A corporation is formed or availed
of with a view to the action described
in section 117 (in) (2) (A) if the requi-
site view existed at any time during the
manufacture, production, construction,
or purchase referred to in that section.
Thus, if the sale, exchange, or distribu-
tion is attributable solely to circum-
stances which arose after the manufac-
ture, construction, production, or pur-
chase (other than circumstances which
reasonably could be anticipated at the
time of such manufacture, construction,
production, or purchase) the corpora-
tion shall, in the absence of compelling
facts to the contrary, be considered-not
to have been so formed or availed of.
However, if the sale, exchange, or dis-
tribution is attributable to circum-
stances present at the time of the manu-
facture, construction, production, or
purchase, the corporation shall, in the
absence of compelling facts to the con-
trary, be considered to have been so
formed or availed of.

(5) The property referred to in sec-
tion 117 (in) (2) (A) is that property or
the aggregate of those properties with
respect to which the requisite view
existed. In order to ascertain the prop-
erty or properties as to which the requi-
site view existed, reference shall be made
to each property as to which, at the time
of the sale, exchange, or distribution re-
ferred to in section 117 (in) (2) (A)
there has not been a realization by the
corporation manufacturing, construct-
ing, producing, or purchasing the prop-
erty of a substantial part of the net
income to be derived from such property.
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However, where any such property Is a
unit of an integrated project involving
several properties similar in kind, the
determination whether the requisite
view existed shall be made only.if a sub-
stantial part of the net income to be
deriyed from the project has not been
realized at the time of the sale, exchange,
or distribution, and in such case the de-
termination shall be made by reference
to the aggregate of the properties con-
stituting the single project.

(6) A corporation shall be deemed to
have manufactured, constructed, pro-
duced, or purchased property if it (I)
engaged in the manufacture, construc-
tion, or production of property to any
extent, or (i) holds property having a
basis determined, in whole or in part,
by reference to the cost of subh property
in the hands of a person who ,manufac-
tured, constructed, produced, or pur-
chased the property, or (iiI) holds prop-
erty having a basis determined, in whole
or in part, by reference to the cost of

,property manufactured, constructed,
produced, or purchased by the corpora-
tion. Thus, under subdivision (I) of
this subparagraph, for example, a cor-
poration need not have originated nor
have completed the manufacture, con-
struction, or production of the property.
Under subdivision (i) of this subpara-
graph, for example, if an individual were
to transfer property constructed by him
to a corporation in exchange for all of
the capital stock of such corporation,
and such transfer qualifies under section
112 (b) (5) then the corporation would
be deemed to have constructed the prop-
erty, since the basis of-the property In
the hands of the corporation would,
under section 113 (a) (8) be determined
by reference to the basis of the property
in the hands of the individual. Under
subdivision (iii) of this subparagraph,
for example, if a corporation were to
exchange property constructed by it for
property of like kind constructed by
another person, and such exchange
qualifies under section 112 (b) (1) then
the corporation would be deemed to have
constructed the property received by it
-i the exchange, since the basis of the

property received by it in the exchange
would, under section 113 (a) (6) be
determined by reference to the basis of
the property constructed by- the cor-
poration.

(7) In determining whether a corpora-
tion is a collapsible corporation by reason
of the purchase of property, it is immate-
Xial whether the property is purchased
from the shareholders of the corporation
or from persons other than such share-
holders. The property, however, must
be property which, in the hands of the
corporation, is property of a kind de-
scribed in section 117 (a) (1) (A) Sec-
tion 117 (a) (1) (A) describes'the fol-
lowing property* Stock in trade of the
taxpayer or other property of a kind
which would properly be included in the
inventory of the taxpayer if on hand
at the close of the taxable year, or prop-
erty held by the taxpayer primarily for
.sale to customers in the ordinary course
of its trade or business. The determina-
tion whether property is of a kind de-

scribed In section 117 (a) (1) (A) shall
be made without regard to the fact that
-the corporation Is formed or availed of
with a view to the action described in
section 117 (in) (2) (A)

(8) Section 117 (in) is applicablo
whether the shareholder Is an.individual,
a trust, an estate, a partnership, a com-
pany, or a corporation.

(c) Lzmitations on application of see-
tion-(1) General. This section shall
apply only to the extent that the recog-
nized gain of a shareholder upon his
stock in a collapsible corporation would
be considered, but for the provisions of
this section, as gain from the sale or ex-
change of a capital asset held for more
than six months. Thus, If a taxpayer
sells at a gain stock of a collapsible cor-
poration which he has held for six
months or less, this section would not, in
any event, apply to such gain, Also, if
it is determined, under provisions of law
other than section 117 (m), that a salo
or exchange at a gain of stock of a col-
lapsible corporation which has been
held for more than six months results in
ordinary Income rather than long-term
capital gain, then this section (includ-
ing the limitations contained herein) has
no apl3lication whatsoever to such gain,

(2) Stock owmership ritles, (1) This
section shall apply in the case of gain
realized by a shareholder upon his stock
in a collapsible corporation only If the
shareholder, at any time after the actual
commencement of the manufacture, con-
struction, or production of the property,
or at the time of the purchase of the
property described In section 117 (a) (1)
(A) or at any time thereafter, (a) owned,
or was considered as owning, more than
10 percent In value of the outstanding
stock of the corporation, or (b) owned
stock which was considered as owned at
such time by another shareholder who
then owned, or was considered as owning,
more than 10 percent In value of the out-
standing stock of the corporation,

(i) The ownership of stock shall be
determined in accordance with the rules
prescribed by section 503 (a) (1), (2),
(3) (5) and (6), except that in addi-
tion to the persons prescribed by section
503 (a) (2) the family of an Individual
shall include the spouses of that indi-
vidual's brothers and sisters, whether
such brothers and bisters are by the whole
or the half blood, and the spouses of that
individual's lineal descendants,

(i1) For the purpose of this limitation,
treasury stock shall not be considered as
outstanding stock.

(iv) It Is possible, under this limita-
tion, that a shareholder in a collapsible
corporation may have gain upon his
stock In that corporation treated dif-
ferently from the gain of another share-
holder in the same collapsible corpora-
tion.

(3) SeventV-percent rule. (1) This
section shall apply to the gain recognized
during a taxable year upon the stock in
a collapsible corporation only If more
than 70 percent of such gain is attrib-
utable to the property referred to in sec-
tion 117 (m) (2) (A) If more than 70
percent of such gain Is so attributable,
then all of such gain Is subject to this
section, and, if 70 percent or less of such
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gain is so attributable, then none of such
,am is subject to this section.

(ii) For the purpose of this limitation,
bhe gain attributable to the property re-
ferred to in section -117 (m) (2) (A) is
the excess of the recognized gain of the
shareholder during the taxable year upon
[is stock in the collapsible corporation
over the recognized gain which the share-
holder would have if the property had
not been manufactured, constructed.
produced, or purchased. In the case of
gain on a distribution in partial liqida-
tion or a distribution describe in section
115 (d) the gain attributable to the
property shall not be less than an amount
which bears the same ratio to the gain
on such distribution as the gain which
would be attributable to the property if
there had been a complete liquidation at
the time of such distribution bears to the
total gain which would have resulted
from such complete liquidation.

(iii) Gain may be attributable to the
property referred to in section 117 (m)
(2) (A) even though such gain is repre-
sented by an appreciation in the value of
property other than that manufactured,
constructed, produced, or purchased.
Where, for example, a corporation owns
a tract of land and the development of
one-half of the tract increases the value
of the other half, the gain attributable
to the developed half of the tract includes
the increase in the value of the other
half.

(4) Three-year rule. This section shall
.not apply to that portion of the gain of
a shareholder that is realized more than
three years after the actual completion
of the manufacture, construction, pro-
duction, or purchase of the property to
which such portion is attributable.

(d) Application of section. (1)
Whether or not a corporation is a col-
lapsible corporation shall be determined
under the rules of paragraph (b) of this
section on the basis of all the facts and
circumstances in each particular case.
The following subparagraphs of this
paragraph set forth those facts which
will ordinarily be considered sufficient to
establish that a corporation is or is not
a collapsible corporation. The facts set
forth in the following subparagraphs of
this paragraph are not exclusive of other
facts which may be controlling in any
particular case. For example, if the
facts in subparagraph (2) of this para-
graph, but not the facts in subpara-
graph (3) of this paragraph, are present,
the corporation may nevertheless not be
a collapsible corporation if there are
other facts which clearly establish that
the rules of paragraph (b) of this sec-
tion are not satisfied. Similarly, if the
facts in subparagraph (3) of this para-
graph are present, the corporation may
nevertheless be a collapsible corporation
if there are other facts which clearly
establish that the corporation was
formed or availed of in the manner de-
scribed in paragraph (b) of this section,
or if the facts in subparagraph (3) of
this paragraph are not significant by
reason of other facts, such as the fact
that the corporation is subject to the
control of persons other than those who
were in control immediately prior to the
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manufacture, construction, production,
or purchase of the property. See para-
graph (c) of this section for provisions
which make section 117 (m) inapplicable
to certain shareholders of collapsible
corporations.

(2) The following facts will ordinarily
be considered sufficient (except as other-
wase provided in subparagraph (1) of
this paragraph and subparagraph (3) of
this paragraph) to establish that a cor-
poration is a collapsible corporation:

(i) A shareholder of the corporation
sells or exchanges his stock, or receives
a liquidating distribution, or a distribu-
tion described in section 115 (d)

(ii) Upon such sale, exchange, or dis-
tribution, such shareholder realizes gain
attributable to the property described
in subdivisions (v) and v) of this sub-
paragraph, and

(iii) At the time of the manufacture,
construction, production, or purchase of
the property described In subdivisions
(iv) and v) of this subparagraph, such
activity was substantial in relation to the
other activities of the corporation which
manufactured, constructed, produced, or
purchased such property.
The property referred to in subdivisions
(ii) and Cii) of this subparagraph is
that property or the aggregate of those
properties which meet the following two
requirements:

(iv) The property is manufactured,
constructed, or produced by the corpo-
ration or by another corporation stock
of which is held by the corporation, or
is property purchased by the corporation
or by such other corporation which (in
the hands of the corporation holding
such property) is property described in
section 117 (a) (1) (A) (relating to stock
in trade, inventories, and property held
prmarliy for sale to customers) and

Cv) At the time of the sale, exchange,
or distribution described In subdivision
(i) o: this subparagraph, the corpora-
tion which manufactured, constructed,
produced, or purchased such property
has not realized a substantial part of the
net income to be derived from such
property.
In the case of property which is a unit
of an integrated project involving several
properties similar in kind, the rules of
this subparagraph shall be applied to the
aggregate of the properties constituting
the single project rather than separately
to such unit. Under the rules of this
subparagraph, a corporation shall be
considered a collapsible corporation by
reason of holding stock in other corpora-
tions which manufactured, constructed,
produced, or purchased the property only
if the activity of the corporation in hold-
ing stock in such other corporations Is
substantial in relation to the other activ-
ities of the corporation.

(3) The absence of any of the facts
set forth in subparagraph (2) of this
paragraph or the presence of the follow.
mg facts will ordinarily be considered
sufficient (except as otherwise provided
in subparagraph (1) of this paragraph)
to establish that a corporation is not a
collapsible corporation:
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(i) In the case of a corporation sub-
Ject to the rules of subparagraph (2) of
this paragraph only by reason of the
-manufacture, construction, production,
or purchase (either by the corporation or
by another corporation the stok of
which Is held by the corporation) of
property which Is property described in
section 117 (a) (1) (A), the amount
(both in quantity and value) of such
property is not in exces of the amount
which is normal-

(a) For the purpose of the business
activities of the corporation which man-
ufactured, constructed, produced, or pur-
chased the property if such corporation
has a substantial prior business history
nvolving the use of such property and
continues in business, or

(b) For the purpose of an orderly
liquidation of the business if the cor-
poration which manufactured, con-
structed, produced, or purchased such
property has a substantial prior business
history involving the use of such property
and Is in the process of liquidation.

(ii) In the case of a corporation sub-
ject to the rules of subparagraph (2) of
this paragraph with respect to the manu-
facture, construction, or production
(either by the corporation or by another
corporation the stock of which is held by
the corporation) of property, the amount
of the unrealized net income from such
property is not substantial in relation to
the amount of the net income realized
(after the completion of a material part
of such manufacture, construction, or
production, and prior to the sale, ex-
change, or distribution referred to m
subparagraph (2) () of this paragraph)
from such property and from other prop-
erty manufactured, constructed, or pro-
duced by the corporation.

(e) Examples. The folowing exam-
ples will illustrate the application of this
section:

Example (1). (1) On January 2, 1952. A
formed the W corporation and contributed

5o,c000 cash In exchange for all of the stock
thereof. The W corporation borrowed $900,-
o00 from a bank. the loan being guaranteed
by the Federal Housing Authority, and used
609,000 of such smun in the construction
of an apartment houze on land which It pur-
chased for 50,000. The apartment house
v.as completed on December 31. 1952. On
December 31, 1952, the corporation, having
determined that the fair market value of the
apartment house, ceparate and aport from
the land. was C900,000, made a distribution.
(permitted under the applicable State law) to
A of 6100,000. At this time, the fair market
value of the land was $50,000. As of De-
cember 31. 1952, the corporation has not
realized any earnings and profits. In 1933,
the corporation began the operation of the
apartment houce and received rentals there-
from. The corporation has since continued
to own and operate the building. 'Te cor-
poration reported on the basis of the calen-
dar year and cash receipts and disburse-
mentm.

(H) Since A received a d1stributon and
realized a gain attributable to the building
constructed by the corporation, since, at the
time of such dis-ributlon, the corprat1on
has not realized a substantial part of the net
Income to be derived from such building, and
since the construction of the building was a
substantial activity of the corporation, the
W corporation ls considered a collapsible
corporation under paragraph (d) (2) of this

§ 39.117 mi-i
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section. The provisions of section 117 (in)
(3) do not prohibit the application of sec-
tion 117 (m) (1) to A. Therefore, the dis-
tribution, if and to the extent that it may
be considered long-ternm capital gain rather
than ordinary income without regard to sec-
tion 117 (in), will be considered ordinary
income under section 117 (m) (1).

(iMi) In the event of the existence of addi-
tional facts and circumstances in the above
case, the corporation, notwithstanding the
above facts, might not be considered a col-
lapsible corporation. See paragraphs (b)
and (d) (1) of this section.

Example (2). On January 2, 1952, B
formed the X corporation and became the
sole shareholder thereof. This corporation
completed the construction of an office build-
ing in 1952. Immediately after the comple-
tion of the building, the corporation sold
this building at a gain- of $50,000, included
this entire gain In its return for 1952, and
distributed this entire gain (less taxes) to
B. The corporation completed the construc-
tion of a second office building in June 1953.
In August 1953, B sold the entire stock of
the X corporation at a gain of $12,000, which
gain is attributable to the second building.
In view of the fact that B sold stock of the
X corporation and realized a gain attribu-
table to the second office building, that, at
the time of such sale, the corporation had
not realized a substantial part of the net
income to be derived from such building, and
that the construction of such building dur-
ing the time of such construction was a
substantial activity of the corporation, the X
corporation is considered a collapsible cor-
poration under paragraph (d) (2) of this
section. Since the provisions of section 117
(m) (3) do not prohiit the application of
section 117 (in) (1) to B, the gain of $12,000
to B is, accordingly, considered ordinary
Income.

Example (3). The facts in this example
are the same as in example (2), except that
the following facts are shown: B was the
president of the X corporation and active in
the conduct of its business. The second
building was constructed as the first step
in a project of the-X corporation for the de-
velopment for rental purposes of a large
suburban center involving the construction
of several buildings by the corporation. The
sale of the stock by B was caused by his
retiring from all business activity as a result
of illness arising after the second building
was constructed. Under these additional
facts, the corporation is not considered a
collapsible corporation. See paragraphs (b)
and (d) (1) of this section.

Example (4). (i) On January 2, 1948, C
formed the Y corporation and became the
sole shareholder thereof. The Y corporation
has been engaged solely in the business of
producing motion pictures and licensing
their exhibition. On January 2, 1953, C
sold all of the stock of the Y corporation
at a gain. The Y corporation has produced
one motion picture each year since its or-
ganization and before January 2, 1953, it has
realized a substantial part of the net income
to be derived from each of Its motion pic-
tures except the last one made in 1952. This
last motion picture was .completed Septem-
ber 1, 1952. As of January 2. 1953. no li-
cense had been made for its exhibition.
The fair market value oii January 2, 1953, of
this last motion picture exceeds the cost
of its production by $50,000. A material
part of the production of this last picture
was completed on January 1, 1952, and be-
tween that date and January 2, 1953, the
corporation had realized net income of $500,-
000 from other motion pictures produced by

It. The corporation has consistently dis-
tributed to Its shareholder its net income
when received (after adjustment for taxes).

(it) Although the corporation is within
paragraph (d) (2) of this section with re-

spect to the production of property, the
amount of the unrealized net income from
such property ($50,000) is not substantial in
relation to the amount of the net income
realized, after the completion of a material
part of the production of such property and
prior to sale of the stock, from suchlproperty
and other property produced by the corpora-
tion ($500,000). Accordingly, the Y corpo-
ration is within paragraph (d) (3) (i) of
this section, and is not considered a collapsi-
ble corporation.

Example (5). The facts are the same as
in example (4) except that C sold all of his
stock to D on February 1, 1952. On January
2, 1953, D sold all of the Y corporation stock
at a gain, the gain being attributable to the
-picture completed September 1, 1952, and
not released by the corporation for exhibi-
tion. In view of the change of control of
the corporation, the provisions of paragraph
(d) (3) (i) of this section are not signifi-
cant at the time of the sale by D, and the
Y corporation would be considered a collaps-
ible corporation on January 2, 1953. See
paragraphs (b) and (d) (1) of this section.

§ 39.117 (n) Statutory prouvstons;
gains and losses from sales or exchanges
of securities by dealers zn securities.

Smc. 117. Capital gais and losses. * * *
(n) Dealers in securities^--(1) Capital

gains. Gain by a dealer in securities from
the sale or exchange of any security shall in
no event be considered as gain from the sale
or exchange'of a capital asset unless-

(A) The security was, prior to the expira-
tion of the thirtieth day after the date of
its acquisition or after the date of the en-
actment of- the Revenue Act of 1951 (which-
ever is the later), clearly identified in the
dealer's records as a security held for invest-
-ment; and

(B) The security was not, at any time after
the expiration of such thirtieth day, held by
such dealer primarily for sale to customers
in the ordinary course of his trade or
business.

(2) Ordinary losses. Loss by a dealer in
securities from the sale or exchange of any
security shall, except as otherwise provided
in subsection (i) (relating to bond, etc.,
losses of banks), in no event be considered as
loss from the sale or exchange of property
which is not a capital asset if at any time
after the thirtieth day following the date
of the enactment of the Revenue Act of
1951 the security was clearly identified In
the dealer's records as a security held for
investment.

(3) Definition of security. For the purposes
of this subsection the term "security" means
any share of stock In any corporation, certifi-
cate of stock or interest in any corporation,
note, bond, debenture, or evidence of in-
debtedness, or any evidence of an interest in
or right to subscribe to or purchase any of
the foregoing.

[Sec. 117 (n) as added by sec. 327, Rev. Act
1951]

§ 39.117 (n) -1 Dealers rn securities-
(a) Capital gazn. (1) The gain by a
dealer in securities from the sale or ex-
change of a security shall in no event
be considered to be gain from the sale or
exchange of a capital asset unless-

(1) The" security is, before the ex-
piration of the thirtieth day after the
date of its acquisition, or of the thirtieth
day after October 20, 1951, whichever is
later, clearly identified in the dealer's
records as a security held for invest-
ment; and

(ii) The security is -not, at any
time after the expiration of such thir-
tieth day, held by the dealer primarily

for sale to customers in the ordinary
course of his trade or business

(2) This provision Is applicable only
in the case where gain from the sale or
exchange of a security would, but for
such provision, be considered capital
gain. Thus, if the sale of a security by
a dealer would, but for section 117 (n)
(1) be considered to constitute the sale
of a security held for investment, gain
from such sale will In no event be con-
sidered to be capital gain unless the se-
curity has been properly identified within
the 30-day period in the dealer's records
as being held for investment and such
security is not at any time after the ex-
piration of the 30-day period held by the
dealer primarily for sale to customers
In the ordinary course of his trade or
business. However, the mere fact that a
security which Is actually held by a

,dealer for sale to customers in the ordi-
nary course of his trade or business is
identified as a security held for invest-
ment will not in and of itself cause the
gain from the sale of the security to be
treated as capital gain whether the se-
curity is sold within the 30-day period
or after such period.

(b) Ordinary loss. (1) The loss tus-
tained by a dealer In securities from the
sale or exchange of a security shall in
no event be considered to be loss from
the sale or exchange of property which Is
not a capital asset if at any time after
November 19, 1951, the security has
been clearly identified in the dealer's
records as a security held for investment:
Once a security has been identified after
November 19, 1951, as being held for in-
vestment, a loss on the subsequent dis-
position of such security shall in no
event be considered an ordinary loss but
shall be considered as one arising from
the sale or exchange of a capital asset.

(2) Nothing in subparagraph (1) of
this paragraph shall be taken to restrict
or prohibit the application of section 117
(I) without regard to the manner In
which the securities described therein
have been identified in the records, to the
net capital losses of a bank from sales
or exchanges of bonds and certain other
securities.

(c) General. (1) For the purpose of
this section the term "sepurlty" means
any share of stock in any corporation,
any certificate of stock or Interest in any
corporation, any note, bond, debenture,
or other evidence of indebtedness, or any
evidence of an interest in, or right to sub-
scribe to or purchase, any of the fore-
going.

(2) A security is clearly identified in
the dealer's records as a security held
for investment when there is pn account.
Ing separation of such security from
other securities. Accounting separation
will be satisfied by (1) making appro-
priate entries in the dealer's books of ac.
count to distinguish the security from
inventories and to carry it as an invest-
ment and (11) indicating with such en-
tries, to the extent feasible, the
midividual serial number of, or other
characteristic symbol imprinted upon,
the Individual security.

(3) In computing the 30-day period
within which the security must be clearly

§ 39 117 (n)
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.tdentified, and after wich such security
may not be held primarily for sale to
customers in the ordinary course of the
trade or business, the first day of such
period is the day following the date of
acquisition. Thus, in the case of a se-
curity acquired on March 18, 1952, the
30-day period expires at midnight on
April 17, 1952.

(4) For definition of a dealer in se-
rurities, see § 39.22 (c)-5.

§ 39.117 (o) Statutory proviszons;
gain from sale of certain property be-
tween spouses or between an individual
and a controlled corporation.

SEc. 117. Capital gains and losses. *
(o) Gain from sale of certain property be-

tween spouses or between an individual and
a controlled corporation-(1) Treatment of
gain as ordinary income. In the case of a
sale or exchange, directly or indirectly, of
property described in paragraph (2)-

(A) Between a husband and wife; or
(B) Between an individual and a corpora-

tion n'ore than 80 per centum In value of
the outstanding stock of which Is owned by
such individual, his spouse, and his minor
children and minor grandchildren;
any gain recognized to the transferor from
the sale or exchange of such property shall
be considered as gain from the sale or ex-
change of property which is neither a capi-
tal asset nor property described in subsection
(j)-

(2) Subsection applicable only to sales or
exchanges of depreciable property. This sub-
section shall apply only. in the case of a sale
or exchange of property by a transferor which
in the hands of the transferee is property of
a character which is subject to the allowance
for depreciation provided in section 23 (1).
[See. 117 (o) as added by see. 328, Rev. Act
1951]

§ 39.117 (0)-i Gain from sale or ex-
change of certain property between
spouses or between an individual and a
controlled corporation. Section 117 (o)
provides that any gain recognized to the
transferor from the sale or exchange,
directly or indirectly, between a husband
and wife or between an individual and
a controlled corporation, of property
which, in the hands of the transferee,
is property of a character subject to the
allowance for depreciation provided in
section 23 (1) (including such property
with respect to which a deduction for
amortization is allowable under section
23 (t)) shall be considered as gain from
the sale or exchange of property which
is neither a capital asset nor property
described in section 117 (j) For the
purpose of section 117 (o) a corporation
is controlled when more than 80 per-
cent in value of all outstanding stock of
the corporation is owned (whether legal
ownership or beneficial ownership) by
the taxpayer, his spouse, and his minor
children and minor grandchildren. For
the purpose of this rule, the terms "chil-
dren" and "grandchildren" include step-
children and legally adopted children.
The provisions of section 117 (o) are
applicable whether the property be
transferred from the corporation to the
shareholder or from the shareholder to
the corporation

§ 39.117 (P) Statutory provisions;
treatment of termination payments to
employee.
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SEc. 117. Capital gains and losses. 0

(p) Taxability to employee of termination
payments. Amounts received from the as-
signment or release by an employee, after
more than twenty years' employment, of all
his rights to receive, after termination of
his employment and for a period of not lcza
than five years (or for a period ending with
his death), a percentage of future profits or
receipts of his employer shall be considered
an amount recsived from the sale or ex-
change of a capital asset held for more than
six months. If such rights were included
in the terms of tht employment of such
employee for not less than twelve years, and
If the total of the amounts received for such
assignment or release are ILs] received In one
taxable year and after the termination of
such employment.
[See. 117 (p) as added by sec. 329, Rev. Act
1951]

§ 39.117 (p)-1 Capital gains treat-
ment of certain termination payments.
Certain amounts received by an em-
ployee pursuant to the assignment or
release by the employee of all his rights
to receive, after termination of his em-
ployment and for a period of not les
than five years or for a period ending
with his death, a percentage of future
profits or receipts of his employer, that
is, profits or receipts attributable to a
period subsequent to termination of em-
ployment, shall, under the provisions of
section 117 (p) be considered and
treated as an amount received from the
sale or exchange of a capital atset held
for more than six months. The provi-
sions of section 117 (p) shall have appli-
cation to such payments only f the
following conditions are met:

(a) The employee was employed by the
employer, in whose future profits or re-
ceipts the employee has an interest, for
a period of more than 20 years before
the assignment 6r release by the em-
ployee of his rights in such future profits
or receipts,

(b) The full rights of the employee to
the percentage of the future profits or re-
ceipts of such employer, which rights are
the subject of the assignment or release,
were incorporated in the terms of the
contract of employment between the em-
ployee and the employer for a period of
at least 12 years.

(W) The assignment or release was
made after the termination of the em-
ployee's employment with such em-
ployer,

(d) The assignment or release con-
veyed all the rights of the employee In
the future profits or receipts of such em-
ployer and conveyed no other rights of
the employee, and

(e) The total amount to which the
employee became entitled pursuant to
the assignment or release was received
by the employee after the termination
of his employment with such employer
and in one taxable year of the employee.
It is immaterial whether the contract of
employment is oral or written provided
the prescribed conditions are met. The
requirement that the assignment or re-
lease be made after the termination of
the employee's employment contem-
plates a complete and bona fid2) termina-
tion of the relationship of employer and
employee and not merely, for example, a
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termination of such relationship under
the particular contract or contracts of
employment pursuant to which the em-
ployee acquired his rights in the future
profits or receipts of the employer. The
contract need not expressly provide that
the employee shall share in the future
profits or receipts of the employer for a
minimum period of five years. However,
if the contract does not expressly so pro-
vide and the assignment or release is
madcT before the expiration of five years
following the termination of employ-
ment, the terms of the contract consid-
ered in conjunction with the facts in the
particular situation must establish that
the rights of the employee to a percen-
tage of future profits or receipts, m all
probability, will extend to a period of
not less than five years from the date of
termination of employment or for a
period ending with his death. Section
117 (p) has application only to an as-
signment or release made by the em-
ployee who acquired the right to a per-
centage of future profits or receipts of
the employer, and has no application to
amounts received other than as payment
for assignment or release of such right.
Section 117 (p) has no effect upon the
determination of the income tax of the
employer making the payment to the
employee.

§ 39.118 Statutory provisions; losses
from wash sales of stock or securities.

SEc. 118. Loss from washr sales of ztoc?: or
securities. (a) In the case of any IoZs
claimed to have been sustained from any
sile or other disposition of shares of stock
or cecuritile where It appears that, within
a period beginning 30 days before the date
of such sale or dlpzsltlon and ending 30
days after such date, the taxpayer has ac-
quired (by purchase or by an exchange upon
which the entire amount of gain or lcss was
recognized by law), or has entered into a
contract or option co to acquire, substantially
Identical stock or cecuritiea. then no deduc-
tion for the lo:3 shall be allowed under
section 23 (e) (2); nor shall such deduction
be allowed wnder section 23 (f) unless the
claim i- made by a corporation, a dealer In
stocks or securities, and with respect to a
transaction made n the ordinary course of
Its buineca.

(b) If the amount of stock or securities
acquired (or covered by the contract or
option to acquire) is less than the amount
of stock or securities sold or otherlzs- dis-
po=ed of. then the partIcular shares of stock
or scecurites the I=s from the sale or other
disposition of which Is not deductible shall
be determined under rules and regulations
pre-crlb sd by the CommL---loner with the
approval of the Secretary.

(c) If the amount of stock or s-ocurities
acquired (or covered by the contract or
option to acquire) is not less than the
amount of stocl: or securities sold or other-
wise dispozed of. then the particular shares
of stock or cecuritWs the acquisition of
which (or the contract or option to acquire
which) resulted n the nondeductibility of
the loss shall ba determined under rules and
regulatlons preccribed by the Commi-loner
with the approval of the Secretary.

§ 39.118-1 Losses from wash sales of
stock, or securities. (a) A taxpayer can-
not deduct any loss claimed to have been
sustained from the sale or other dis-
position of stock or securities if, withm
a period beginning 30 days before the
date of such sale or disposition and end-
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ing 30 days after such date (referred to
in this section as the 61-day period) he
has acquired (by purchase or by an ex-
change upon which the entire amount
of gain or loss was recogmzed-by law)
or has entered into a contract or option
so to acquire, substantially identical
stock or securities. However, this pro-
hibition does not apply (1) in the case
of a taxpayer, not a corporation, if the
sale or other disposition of stock or se-
curities is made in connection with the
taxpayer's trade or business, or (2) in
the case of a corporation, a dealer in
stock or securities, if the sale or other
disposition of stock or securities is made
in the ordinary course of its business as
such dealer. See § 39.22 (a)-8 as to
stock or securities sold. from lots pur-
chased at different dates or at different
prices where the identity of the lots can-
not be determined and § 39.113 (a) (10)-
1 for the basis for determining gain or
loss from the subsequent sale or other
disposition of stock or securities acquired
in connection with wash sales.

(b) Where more than one loss is
claimed to have been sustained within
the taxable year from the sale or other
disposition of stock or securities, the pro-
visions of this section shall be applied to
the losses in the order in which the stock
or securities the disposition of which re-
sulted in the respective losses were, dis-
posed of (beginning with the earliest dis-
position) If the order of disposition of
stock or securities disposed of at a loss
on the same day cannot be determined,
the stock or securities will be considered
to have been disposed of m the order in
which they were originally acquired (be-
ginning with the earliest acquisition)

(c) Where the amount of stock or
securities acquired within the 61-day
period is less than the amount of stock
or securities sold or otherwise disposed
of, then the particular shares of stock
or securities the loss from the sale or
other disposition of which is not de-
ductible shall be those with which the
stock or securities acquired are matched
in accordance with the following rule:

The stock or securities acquired will be
matched in accordance with the order
of thenr acquisition (beginning with the
earliest acquisition) with an equal num-
ber of the shares of stock or securities
sold or otherwise disposed of.

(d) Where the amount of stock or se-
curities acquired within the 61-day
period is not less than the amount of
stock or securities sold or otherwise dis-
posed of, then the particular shares of
stock or securities the acquisition of
which resulted in the nondeductibility
of the loss shall be those with which -the
stock or securities disposed of are
matched in accordance with the follow-
ing rule: The stock or securities sold
or otherwise disposed of will be matched
with an equal number of the shares of
stock or securities acquired in accord-
ance with the order of acqusition (be-
ginning with the earliest acquisition)
of the stock or securities acqured.

(e) The acquisition of any share of
stock or any security which results in
the nondeductibility of a loss under the
provisions of this section shall be dis-
regarded in determining the deductibil-
ity of any other loss.

(f) The word "acquired" as used in
this section means acquired by purchase
or by an exchange upon. which the entire
amount of gain or loss was recognized
-y law, and comprehends cases where
the taxpayer-has entered into a contract
or option within the 61-day period to
acquire by purchase or by such an ex-
change.

(g) The following examples illustrate
the application of this section:

Example (1). A, whose taxable year is the
calendar year, on December 1, 1951, purchased
100 shares of common stock in. the M Com-
pany for $10,000 and on December 15, 1951,
purchased 1oo additional shares for $9,000.
On January 3, 1952, he sold the 100 shares
purchased on December 1, 1951, for $9,000.
Because of the provisions of section 118 no
loss from the sale is allowable as a deduc-
tion.

Example (2). A, whose taxable year is the
calendar year, on September 21, 1951, pur-
chased -100 shares of the common stock of

the M Company for $5,000. Ot Decembor
21, 1951, he purchased 50 shares of atbstan-
tially identical stock for $2,760, and on
December 27, 1951, he purchased 26 addi-
tional shares of such stock for $1,125, On
January 3, 1952, he sold for $4,000 the 100
shares purchased on September 21, 1961.
There is an Indicated loss of $1,000 on the
sale of the 100 shares. Since, within the
61-day period, A purchased 76 shares of sub-
stantially identical stock, the loss on the sale
of 75 of the shares (03,750-03,000, or $760)
is not allowable as a deduction because of the
provisions of section 110. The loss on the
sale of the remaining 25 shared ($1,250
-$1,000, or $250) is deductible subject to
the limitations provided In sections 24 (b)
und 117. The basis of the 60 shares pur-
chased December 21, 1951, the acquisition
of which resulted in the nondeductibility
of the loss ($500) sustained on 50 of the 100
shares sold on January 3, 1952, is $2,600 (the
cost of 50 of the shares sold on January 3,
1952) + $750 (the difference between the
purchase price ($2,750) of the 60 shares ac.
quired on December 21, 1951, and the selling
price ($2,00C) of 60 of the shares sold on Jan-
uary 3, 1952, or $3,250. Similarly, the basis
of the 25 shares purchased on December 27,
1951, the acquisition of which resulted in the
nondeductibility of the loss ($250) sustained
on 25 of the shares sold on January 3, 1062,
Is $1,250+$125, or $1,375. See § 30,113 (a)
(10)-i.

Example (3). A, whose taxable year is the
calendar year, on September 15, 1960, pur-
chased 100 shares of the stock of the M
Company for $5,000. He sold these shares
on February 1, 1952, for $4,000. On each of
the four days from February 16, 1952, to
February 18, 1952, inclusive, he purchased
50 shares of substantially identical stoc k for
$2,000. There is an Indicated loss of 01,000
from the sale of the 100 shares on February
1, 1952, but, since within the 61-day period
A purchased not less than 100 sharos of
substantially identical stock, the loss Is not'
deductible. The particular shared of stock
the purchase of which resulted in the non-
deductibility of the losq are the first 100
shares purchased within such period, that is,
the 50 shares purchased on February 15, 1952,
and the 50 shared purchased on February 10,
1952. In determining the period for which
the 50 shares purchased on February 1, 1952,
and the 50 shares purchased on February 10,
1952, were held, there Is to' be Included the
period for which the 100 shares purchased
on September 15, 1950, and sold on February
1, 1952, were held.

§ 39.118-1
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PART II
Section 2

IRISTEB
NUMBER 189

Washington, Saturday, September 26, 1953

TITLE 26, PART 39-Continued

§ 39.119 (a) Statutory provisions; ifn-
come from sources within the United
States; gross income.

Ssc. 119. Income from sources titlhtn
United States-(a) Gross income from
sources tn United States. The following
items of gross income shall be treated as in-
come from sources within the United States:

(1) Interest. Interest from the United
States, any Territory, any political subdivi-
sion of a Territory, or the District of Colum-
bia, and interest 'on bonds, notes, or other
interest-bearing obligations of residents, cor-
porate or otherwise, not including-

(A) Interest on deposits with persons
carrying on the banking business paid to
persons not engaged in business within the
United States, or

(B) Interest received from a resident alien
individual, a resident foreign corporation, or
a domestic corporation, when it Is shown to
the satisfaction of the Commissioner that
tess than 20 per centum of the gross income
of such resident payor or domestic corpora-
tion has been derived from sources within
the United States, as determined under the
provisions of this section, for the three-
year period ending with the close of the
taxable year of such payor preceding the
payment of such interest, or for, such part of
such period as may be applicable, or

(C) Income derived by a foreign central
bank of issue from bankers' acceptances;

(2) Dividends. The amount received as
dividends-

(A) From a domestic corporation other
than a corporation entitled to the benefits
of section 251, and other than a corporation
less than 20 per centum of whose gross in-
come is shown to the satisfaction of the
Commissioner to have been derived from
sources within the United States, as de-
termined under provisions of this section,
for the three-year period ending with the
close of the taxable year of such corporation
preceding the declaration of such dividends
(or for such part of such period as the cor-
poration has been in existence), or

(B) From a foreign corporation unless less
than 50 per centum of the gross income of
such foreign corporation for the three-year,
period ending with the close of its taxable
year preceding the declaration of such divi-
dends (or for such part of such period as the
corporation has been in existence) was de-.
rived from sources within the United States
as determined under the provisions of this
section; but only in an amount which bears
the same ratio to such dividends as the gross
income of the corporation for such period
derived from sources within the United
States bears to its gross income from all
sources; but dividends from a foreign corpo-
ration shall, for the purposes of section 131
(relating to foreign tax credit), be treated

Part II of this issue is divided
into two sections. Section I con-
tains §§.39.1 through 39.118-1 of
Part 39, Chapter I, Title 26, and
Section 2 contains §§ 39.119 (a)
through 39.6000-1.

as income from sources without the United
States to the extent exceeding the amount
which Is 100/85ths of the amount of the
credit allowable under sectIon 20 (b) In
respect of such dividends;

(3) Personal services. Compensation for
labor or personal services performed in the
United States, but in the cae of a nonret-
dent allen Individual temporarily present In
the United States for a period or periods not
exceeding a total of ninety days during the
taxable year. compensation received by such
an individual (if such compensation does not
exceed $3.000 in the aggregate) for labor or
services performed as an employee of or un-
der a contract with a nonresident allen, for-
eign partnership, or foreign corporation, not
engaged n trade or business within the
United States, shall not be deemed to be In-
come from sources within the United States:

(4) Rentals and royalties. Rentals or
royalties from property located In the United
States or from any interest in such property,
including rentals or royalties for the uco of
or for the privilege of using in the United
States, patents, copyrights, secret processes
and formulas, good will, trade-marks, trade
brands, franchises, and other like property;
arid

(5) Sale of real propcrty. Gains. profits,
and income from the salo of real property
located in the United States.

(6) Sale of personal property. For gains,
profits, and income from the sale of perconal
property, see subsection (e).

[sec. 119 (a) as amended by ec. ICO (c).
Rev. Act 1942; sec. 311 (b), Rev. Act 1951]

§ 39.119 (a)-1 Interest. (a) There
shall be included in the gross income
from sources within the United States, of
nonresident allen individuals, foreign
corporations, and citizens of the United
States or domestic corporations which
are entitled to the benefits of section 251,
all interest received or accrued, as the
case may be, from the United States, any
Territory, any political subdivision of a
Territory, or the District of Columbia,
and interest on bonds, notes, or other
interest-bearing obligations of residents
of the United States, whether corporate
or otherwise, except:

(1) Interest paid on deposlts with per-
sons, including individuals, partnerships,
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or corporations, carrying on the banking
busine:s, to persons (nonresident alien
individuals, foreign corporations, and
citizens of the United States or domestic
corporations entitled" to the benefits of
section 251) not engaged m busines
within the United States;

(2) Interest received from a resident
alien Individual, a resident- foreign cor-
poration, or a domestic corporation,
when It Is shown to the satisfaction of
the Commissioner that less than 20 per-
cent of the gross income of such resident
payor or domestic corporation has been
derived from sources within the United
States (as determined under the provi-
sions of section 119) for the 3-year pe-
riod ending with the close of the taxable
year of the payor which precedes the
payment of such interest, or for such
part of that period as may be applicable;
and

(3) Income derived by a foreign
central bank of Issue from bankers' ac-
ceptances. A foreign central bank of
issue means a bk vhich is by law or
government sanctiom. the principal auth-
ority (other than the government itself)
Issuing instruments intended to circulate
as currency. Such banks are generally
the custodians of the bankin-g reserves
of their countries.

Wb) Any taxpayer who excludes from
gross Income from sources within the
United States income of the type speci-
fied in paragraph (a) (1) (2) or (3) of
this section shall file with his return a
statement setting forth the amount of
such income and such information as
may be nece,-ary to show that the in-
come Is of the type specified therein.

c) Interest received from the United
States by a foreign corporation or a non-
resident alien on a refund of Federal in-
come taxes Is taxable as income from
sources within the United States.

(d) As to the inclusion in gross income
of items received In the United States
even though representing income from
sources without the United States, in the
case of citizens of the United States and
domestic corporations entitled to the
benefits of section 251, see § 39.251 (b)-L

§ 39.119 (a)-2 Dividends. (a) Grozs
income from sources within the United
States includes dividends, as defined by
section 115:

(1) From a domestic corporatizn
other than one entitled to the beneflts
of section 251, and other than a corpora-

§ 39.119 (al-2
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tion less than 20 percent of the gross
income of which is shown to the satis-
faction of the Commissioner to have been
derived from sources within the United
States, as determined under the provi-
sions of section 119, for the 3-year period
ending with the close of the taxable
year of such corporation preceding the
declaration of such dividends (or for,
such part of such period as the corpora-
tion has been in existence) or

(2) From a foreign corporation unless
less than 50 percent of its gross income
for the 3-year period ending -with the-
close of its taxable year preceding the
declaration of such dividends, or for such
part of such period as it has been m
existence, was derived from sources
within the United States; but only in an
amount which bears the same ratio to
such dividends as the gross income of
the corporation for such period derived
from sources within the United States
bears to its gross income from all
sources. However, for the purpose of
section 131, relating to credits for taxes
of foreign countries and possessions of
the United States, dividends from a for-
eign corporation shall be treated as in-
come from sources without the United
States to the extent exceeding the
amount which is 100/85ths of the
amount of the credit, if any allowable
under section 26 (b) in respect of such
dividends.

(b) Dividends will be treated as in-
come from sources within the United
States (except, for the purpose of section
131, to the extent indicated in paragraph
(a) (2) of this section) unless the tax-
payer submits sufficient data to estab-
lish to the satisfaction of the Commis-
sioner thiat they should be excluded from
gross income under paragraph (a) (1)
or (2) of this sectdn. See also section
116 (f)

§ 39.119 (a)-3 Compensation for
labor or Personal services. Except as
provided in section119 (a) (3) gross in-
come from sources within the United
States includes compensation for labor
or personal services performed within
the United States regardless of the resi-
dence of the payer, of the place in which
the contract for service was made, or of
the place of payment. If a, specific
amount is paid for labor or personal
services performed in the United States,
such amount (if income from sources
within the United States) shall be in-
cluded in the gross income. If no accu-
rate allocation or segregration of com-
pensation for labor or personal services
performed in the United States can te
made, or when such labor or service is
performed partly within and partly
without the United States, the amount
to be included in the gross income shall
be determined by an apportionment on
the time basis, i. e,, there shall be in-
cluded in the gross income an amount

-wich bears the same relation to the
total compensation as the number of
days of performance of the labor or serv-
ices within the United States bears 'to the
total number of days of performance of
labor or services for which the payment
is made. Except as provided in section
119 (a) (3),_ wages received for serv-

ices rendered inside the territorial limits
of the United States and wages of an
alien seaman earned on a coastwise ves-
sel are to be regarded as from sources
within the United States.

-§ 39.119 (a)-4 Rentals and royalties.
Gross income from sources within the
United States-includes rentals or royal-
ties from property, located within the
United States or from any interest in
such property, including rentals or royal-
ties for the use of or the privilege of
using in the United States, patents, copy-
rights, secret processes and formulas,
good will, tiade-marks, trade brands,
franchises, and other like property. The
income arising from the rental of prop-
erty, whether tangible or intangible, lo-
cated within the United States, or from
the use of property whether tangible
or intangible, within the United States,
is from sources within the United States.

§ 39.119 (a)-5 Sale of real property.
Gross income from sources within the
United States includes gain, computed
under the provisions of sections 111 to
113, inclusive, derived from the sale or
other disposition of real property located
in the United States. For the treat-
ment of capital gains and losses, see
section 117.

§ 39.119 (a)-6 Sale of personal prop-
erty. Income ddrived from the purchase
and sale of personal property shall be
treated as derived entirely from the
country in whiclr sold, except that in-
come derived from the purchase of per-
sonal property within a possession of the
United States and its sale within the
United States slball be treated as derived
partly from sources within and partly

-from sources without the United States.
A possession of the United States consti-
tutes a "country," within the meaning
of this section, separate and distinct
from the United States. Hence, income
derived from the purchase of personal
property within the United States and
its sale within a possession of the United
States shall be treated as derived entirely
from within a possession of the United
States. The word "sold" includes "ex-
changed." The "country in which sold"
ordinarily means the place where the
property is marketed. This section does

,not apply to income from the sale of per-
sonal property produced (in whole or in
part) by the, taxpayer within and sold
without the United States or produced
(in whole or in part) by the taxpayer
without and sold withn the United
States. See § 39.119 (e)-1.

§ 39.119 (a)-7 Other income from
sources within the United States. (a)
Items of gross income other than those

,specified in section 119 (a) and (c) shall
be allocated or apportioned to sources
within or without the United States, as
provided in section 119 (e)

(b) The income derived from the own-
ership or operation of any farm, mine,
oil or gas well, other natural deposit,
or timber, located 'within the United
States, and from the sale by the pro-
ducer of the products thereof within
or without the United States, shall
ordinarily be included in gross income

from sources within the United States.
If, however, it is shown to the satisfac-
tion of the Commissioner that duo to the
peculiar conditions of production and
sale in a specific case or for other reasons
all of such gross income should not be
allocated to sources within the United
States, an apportionment thereof to
sources within the United States and to
sources without the United States Shall
be made as provided in § 39.119 ()-1,

(c) Where items of gross income are
separately allocated to sources within
the United States, there shall be do-
ducled therefrom, in computing net In-
come, the expenses, losses, and other
deductions properly apportioned or al-
located thereto and a ratable part of
other expenses, losses, or other deduc-
tions which cannot definitely be allo-
"cated to some item or class of gross
income.

§ 39.119 (b) Statutory provisions; in-
come from sources wit hin the United
States; net income.

Sre. 119. Income from sources Ivithin
United States. * *

(b) Net income from sources In United
States. From the items of gross income
specified in subsection (a) of this section
there shall be deducted the expenses, lorsej,
and other deductions properly apportioned
or allocated thereto and a ratable part of
any expenses, losses, or other deductions
which can not definitely be allocated to som
item or class of gross income. The remain-
der, if any. shall be included in full as nib
income from sources within the United
States.

§ 39.119 (b)-1 Aportionment of de-
ductions. (a) From the items specified
in section 119 (a) as being derived spe-
cifically from sources within the United
States there shall, in the case of non-
resident alien individuals and foreign
corporations engaged in trade or busi-
ness within the United States, be de-
ducted the expenses, losses, and other
deductions properly apportioned or allo-
cated thereto and a ratable part of any
other expenses, losses, or deductions
which cannot definitely be allocated to
some item or class of gross income. The
remainder shall be included in full as
net income from sources within the
United States. The ratable part is based
upon the ratio of gross income from
sources within the United States to tile
total gross income.

Example. A nonresident alien Individual
engaged in trade or business within the
United States whose taxable year is the
calendar year derived gross Income from all
sources for 1952 of $180,000, one-flftii of
which ($36,000) was from sources within the
United States as follows:
Interest on bonds of a domestic cor-

poration ---.-------------------- 0 , 000
Dividends on stock of a domestic cor-

poration ------------------------ 4,000
Royalty for the use of patonts within

the United States ------------- 12,000
Gain from sale of real property lo-

cated within the United States.. 11,000

Total ----------------------- 0, 000
The remainder of the gross income was from
sources without the United States, doter-
mined under § 39.119 (c)-1.

§ 39 119 (a-3
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The expenses of the taxpayer for the year
amnounted to $78,000. Of these expenses the
amount of $8,000 is properly allocated to in-
come from sources within the United States
and the amount of $40,000 is properly al-
located to income from sources without the
United States. The remainder of the ex-
penses ($30,000) cannot be definitely allo-
cated to any class of income. A ratable part
thereof, based upon the relation of gross
income from sources within the United
States to the total gross income, shall be
deducted In computing net income from
sources within the United States. Thus.
there are deducted from the $36,000 of gross
income from sources within the United
States expenses amounting to $14,000 (rep-
resenting $8,000 properly apportioned to the
income from sources within the United
States and $6,000, a ratable part (one-fifth)
of the expenses which could not be allocated
to any item or class of gross income). The
remainder ($22,000) is the net income from
sources within the United States.

The deductions provided for in chap-
ter I shall be allowed to nonresident alien
individuals and foreign corporations en-
gaged in trade or business within the
United States, and to citizens of the
United States and domestic corporations
entitled to the benefits of section 251,
only if and to the extent provided in
sections 213, 215, 232, 233, and 251.

§ 39.119 (c) Statutory provisions; in-
come from sources within the United
States; gross income from sources with-
out the United States.

Sze. 119. Income from sources within
United States. * * 0

(c) Gross zncome from sources without
United States. The following items of gross
income shall be treated as income from
sources without the United States:

(1) Interest other than that derived from
sources within the United States as pro-
vided in subsection (a) (1) of this section;

(2) Dividends other than those derived
from sources within the United States as
provided in subsection (a) (2) of this sec-
tion; %

(3) Compensation for labor or personal
services performed without the United
States;

(4) Rentals or royalties from property lo-
cated without the United States or from
any interest in such property, including
rentals or royalties for the use of or for the
privilege of using without the United States,
patents, copyrights, secret processes and'
formulas, good will, trade-marks, trade
brands, franchises, and other like properties;
and

(5) Gains, profits, and income from the
sale of real property located without the
United States.

§ 39.119 ()-1 Income from sources
without the United States. Gross in-
come from sources without the United
States includes:

(a) Interest other than that specified
in section 119 (a) (1) as being derived
from sources within the United States;

(b) Dividends other than those derived
from sources within the United States
as provided in section 119 (a) (2)

(c) Compensation for labor or per-
sonal services performed without the
United States (for the treatment of
compensation for labor or personal serv-
ices performed partly within the United
States and partly without the United
States, see § 39.119 a)-3)

(d) Rentals or royalties derived from
property without the United States or
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from any Interest In such property, in-
cluding rentals or royalties for the use
of or for the privilege of using without
the United States, patents, copyrights,
secret processes and formulas, goodwill,
trade-marks, trade brands, franchises,
and other like property (see § 39.119

a)-4), and
(e) Gain derived from the sale of real

property located without the United
States (see sections 111 to 113, inclusive).

§ 39.119 (d)-(e) Statutory provi-
szons; income from sources within the
United States; net income from sources
without the United States; income from
sources partly within and partly without
the United States.
Sc. 119. Income from sources within

United States. * * 
(d) Net income from sources without

United States. From the items of gross in-
come specified in subsection (c) of this scc-
tion there shall be deducted the expenses,
losses, and other deductions properly ap-
portioned or allocated thereto; and a ratable
part of any expenses. loses, or other cleduc-
tions which can not definitely be allocated
to some item or clam of gross income. The
remainder, if any, shall be treated In full as
net income from sources without the United
States.

(e) Income from sources partly withifn and
partly without United States. Items of gros
income, expenses, loses and deductions.
other than those specified In cubsectlons
(a) and (c) of ths section, shall be allo-
cated or apportioned to Eources within or
without the United States, under rules and
regulations prescribed by the Commissioner
with the approval of the Secretary. Where
items of gross income are separately allocated
to sources within the United States, there
shall be deducted (for the purpose of com-
puting the net Income therefrom) the
expenses, losses, and other deductions prop-
erly apportioned or allocated thereto and a
ratable part of other expenses, losses or other
deductions which can not definitely be allo-
cated to some item or class of gros Income.
The remainder If any. shall be Included In
full as net income from sources within the
United States. In the case of gross Income
derived from sources partly within and partly
without the United States. the net Income
may first be computed by deducting the ex-
penses, losses, or other deductions appor-
tioned or allocated thereto and a ratable part
of any expenses, loses, or other deductonus
which can not definitely be allocated to come
items or class of gross Income: and the por-
tion of such net income attributable to
sources within the United States may be
determined by procew'es or formulas of gen-
eral apportionment prescribed by the Com-
missioner with the approval of the Secretary.
Gains, profits, and Income from-

(1) Transportation or other cervices ren-
dered partly within and partly without the
United States, or

(2) From the sale of personal property pro-
duced (in whole or In part) by the taxpayer
within and sold without the United States,
or produced (in whole or in part) by the tax-
payer without and sold within the United
States,
shall be treated as derived partly from cources
within and partly fron Eource3 without
the United States. Gains. profits and in-
come derived from the purchase of personal
property within and its sale without the
United States or from the purchase of per-
sonal property without and Its rale within
the United States, shall be treated as derived
entirely from sources within the country In
which sold, except that gains, profits, and
Income derived from the purchase of per-

conal property within a p=-sselan of the
United States and its cale wlthin the United
States chall be treated as derived partly from
sources within and partly from sources with-
out the United States.

§ 39.119 (e)-1 Income from the eale
of personaZ property derived from
sources partly within and partly without
the United States. (a) Items of gross
income not allocated by section 119 (a)
or section 119 (c) to sources within or
without the United States shall (unles-s
unmistakably from a source within or
a source without the United States) be
treated as derived from sources partly
within and partly without the United
States. Such Income derived from the
sale of personal property may be divided
into two classes: Class A, income derived
from sources partly within the United
States and partly within a foreign coun-
try, and class B. Income derived from
sources partly within the United States
and partly within a possession of the
United States.

(b) Clas A. The portion of class A
Income derived from the production and
sale of personal property which is attrib-
utable to sources within the United
States shall be determined according to
the rules-and cases set forth in this para-
graph. Gross Income derived from the
sale of personal property produced (in
whole or in part) by the taxpayer within
the United States and sold within a for-
eign country, or produced (in whole or in
part) by the taxpayer within a foreign
country and sold within the United
States shall be treated as derived partly
from sources within the United States
and partly from sources within a foreign
country under one of the cases set forth
below. As used herein the word "pro-
duced" includes, created, fabricated,
manufactured. extracted, proczzzed,
cured, or aged.

Case Al. Where the manufacturer or pro-
ducer regularly cells part of his output to
wholly Independent distributors or oth-r
selling concern, in such a way as to estabUil
fairly an independent factory or pr-cduct!on
price-or hahrs to the satisfaction of the
Commisloner that such an independent fac-
tory or prcductlon price has been other Le
e-tabllsbcd-unaffected by considlrations of
tax liability, and the selling or distributing
branch or department of the bueinezz is
located in a difrerent country from that in
which the factory Is located or the produc-
tion carried on, the net income attributable
to sourcea within the United States shall be
computed by an accounting which treats the
prcducts as sold by the factory or produ=tive
department of the bu-iness to the distribut-
Ing or celling department at the ndependent
factory price so establizhed. In all such cases
the bazla of the accounting shall be fury
explained in a statement attached to the
return.

Case A2. Where an Independent factory
or production price has not been established
as provided under caze Al, the net income
shall first be computed by deducting from
the gross income derived from the sale of
personal property prcluced (in whole or in
part) by the taxpayer within the United
States and cold within a foreign country or
produced (in whole or in part) by the tax-
payer within a flrelgn country and soid
within the United States, the expenses,
losse, or other deductions properly appor-
tioned or allocated thereto and a ratable
part of any expenses, lo-es, or other deduc-
tlons which cannot definitely be allocated

9 39.119 el-1
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to some item or class of gross income. Of
the amount of net income so determined,
one-half shall be apportioned in accordance
with the value of the taxpayer's property
within the United States and within the for-
eign country, the portion attributable to
sources within the United States being de-
termined by multiplying such one-half by
a fraction the numerator of which consists
of the value of the taxpayer's property with-
in the United States, and the denominator
of which consists of the value of the tax-
payer's property both within the United
States and within the foreign country. The
remaining one-half of such net income shall
be apportioned in accordance with the gross
sales of the taxpayer within the United
States and within the foreign country, the
portion attribut.rble to sources within the
United States being determined by multiply-
ing such one-half by a fraction the nu-
merator of which consists of the taxpayer's
gross sales for the taxable year or period
within the United States, and the denomi-
nator of which consists of the taxpayer's
gross sales for the taxable year or period
both within the United States and within
the foreign country. The term "gross sales
of the taxpayer within the United States"
means the gross sales made during the tax-
able year which were principally secured,
negotiated, or effected by emplpyees, agents,
offices, or branches of the taxpayer's'busi-
ness resident or located in the United States.
The term "gross sales," as used in case A2,
refers only to the sales of personal prop-
erty produced (in whole or in'part) by the
taxpayer within the United States and sold
within a foreign country or produced (in
whole or In part) by the taxpayer within
a foreign country and sold within the United
States, and the term "property" includes
only the property held or used to produce
income which is derived from such sales.
Such property should be taken at its actual
value, which in the case of property valued
or appraised for purposes of inventory, de-
preciation, depletion, or other purposes o'f
taxation shall be the highest amount at
which so valued or appraised, and which in
other cases shall be deemed to be its book
value in the absence of affirmative evidence
showing such value to be greater or less
than the actual value. The average value
during the taxable yetr or period shall be
employed. The average value of property
as above prescribed ,at the beginning and
end of the taxable year or period ordinarily
may be used, unless by reason of material
changes during the taxable year or leriod
such average does not fairly represent the
average for such year or period, in which
event the average shall be determined upon
a monthly or daily basis. Bills and accounts
receivable shall (unless satisfactory reason
for a different treatment is shown) be as-
signed or allocated to the United States when
the debtor resides in the United States,
unless the taxpayer has no office, branch,
or agent in the United States.

Case A3. Application for permission'to
base the return upon the taxpayer's books
of account will be considered by the Com-
missioner in the case of any taxpayer who,
in good faith and unaffected by consldera-
tions of tax liability, regularly employs in
his books of account a detailed allocation of
receipts and expenditures wbich reflects
more clearly than the processes or formulas
herein prescribed the income derived from
sources within the United States.

(c) Class B. The -portion of class B
income which is attributable to sources
within the United States shall be deter-
mined according to the following rules
and cases:

(1) Personal property produced and
sold. Gross income derived from the

sale of personal property produced (in
whole or in part) by the taxpayer within
the United States and sold within a pos-
session of the United States, or pro'
duced (in whole or in part) by the tax-
payer within a possession of the United
States and sold within the United States
shall be treated as derived partly from
sources within the United States and
partly from sources within a possession
of the United States under one of the
cases set forth below. As used herein
the word "produced" includes created,
fabricated, manufactured, extracted,
processed, cured, or aged.

Case-B 1. Same as case A 1.
Case B 2. Where an independent factory

or production price has not been established
as provided under case A 1, the net income
shall first be computed by deducting from
the gross income -derived from the sale of
personal property produced (in whole or in
part) by the taxpayer within the United
States .and sold within a possession of the.
United States, or produced (in whole or in
part) by the taxpayer within a possession
of the United States and sold within the
United States, the expenses, losses, or other
deductions properly apportioned or allocated
thereto and a ratable part of any expenses,
losses, or other deductions which- cannot
definitely be allocated to some item or class
of gross income. Of the amount of net In-
come so determined, one-half shall be appor-
tioned in accordance with the value of the
taxpayer's property within the United States
and within the possession of the United
States, the portion attributable to sources
within the United States being determined
by multiplying such one-half by a fraction
the numerator of which consists of the value
of the taxpayer's property within the United
States, and the denominator of which con-
sists of the value of the taxpayer's property
both within the United States and within the
possession of the United States. The re-
maining one-half of such net income shall
be apportioned in accordance with the total
business of tte taxpayer within the United
States and within the possession of the
United States, the portion attributable to
sources within the United States being de-
termined by multiplying such one-half by
a fraction the numerator of which consists
of the amount of the/taxpayer's business
for the taxable year or period within the
United States, and the denominator of which
consists of the amount of the taxpayer's
business for the taxable year or period both
within the United States and within the
possession of the United States. The "busi-
ness of the taxpayer," as that term is used
in case B 2, shall be measured by the
amounts which the taxpayer paid out during
the taxable year or period for wages, salaries,
and other compensation of employees and
for the purchase of goods, materials, and
supplies consumed in the regular course of
business, plus the amounts received during
the taxable year or period from gross sales,
such expenses, purchases, and gross sales
being limited to those attributable to the
production (in whole or in part) of personal
property within the United States and its
sale within a possession of the United States
or to the production (in whole or in part)
of personal property within a possession of
the United States and its sale within the
United States. The term "property," as used
in case B 2, includes only the property held
or used to produce income which is derived
from such sales.

Case B3. Same as case As.

(2) Personal property purchased and
sold. Gross income derived from the
purchase of personal property within a
Possession of the United States and its

sale within the United States shall bo
treated as derived partly from sources
within the United States and partly
from sources within a possession of the
United States under one of the following
cases:

Case B4. The net income bhall *first be
computed by deducting 'from such gross in-
come the expenses, losses, and other deduc-
tions properly apportioned or allocated there-
to and a ratable part of any expenses, losses,
or other deductions which cannot definitely
be allocated to some item or class of grobs
income. The amount of net income so de-
termined shall be apportioned in accordance
with the total business of the taxpayer with-
in the United States and within the posses-
sion of the United States, the portion at-
tributable to sources within the United States
being that percentage of such not income
which the amount of the taxpayer's business
for the taxable year or period witlin tile
United States bears to the amount of the
taxpayer's business for the taxable year or
period both within the United StateS and
within the possession of the United States.
The "business of the taxpayer," as that term
is used in case B4, shall be measured by the
amounts which the taxpayer paid out durlng
the taxable year or period for wages, salaries
and other compensation of employees and for
the purch7.so of goods, materials, and sup-
plies sold or consumed in the regular course
of business, plus the amount received during
the taxable year or period from gross sales,
such expenses, purchases, and gros sales
being limited to those attributable tO the
purchase of personal property Within a pos-
session of the United States and its sale
within the United States,

Case D5. Same as case As.

§ 39.119 (e)-2 Transportation service.
(a) A foreign corporation carrying on
the business of transportation service
between points In the United States and
points outside the United States derives
income partly from sources within and
partly from sources without the United
States.

(b) The gross Income from sources
within the United States derived from
services described In paragraph (a) of
this section, shall be determined by tak-
ing such a portion of the total gross
revenues therefrom as (1) the sum of
the costs or expenses of such transporta-
tion business carried on by the taxpayer
within the United States and a reason-
able return upon the property used In
its transportation business while within
the United States bears to (2) the sum of
the total costs or expenses of such trans-
portation business carried on by the tax-
payer and a reasonable return upon the
total property used in such transporta-
tion business. Revenues from opera-
tions incidental to transportation serv-
ices" (such as the sale of money orders)
shall be apportioned on the same basis
as direct revenues from transportation
services.

(c) In allocating the total costs or ex-
penses incurred in a trahsportation busi-
ness described in paragraph (a) of this
section, costs or expenses Incurred In
connection with that part of the services
which was wholly rendered In the United
States should be assigned to the cost of
transportation business w I t h i n the
United States. For example, expenses of
loading and unloading In the United
States, rentals, oflce expenses, salaries,

§- 39.119 (e)-2
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and wages wholly incurred for services
rendered to the taxpayer in the United
States belong to this class. Costs and
expenses incurred in connection with
services rendered partly within and
partly without the United States may be
prorated on a reasonable basis between
such services. For example, ship wages,
charter money, insurance, and supplies
chargeable to voyage expenses should
ordinarily be prorated for each voyage
on the basis of the proportion which the
number of days the ship was within the
territorial limits of the United States
bears to the total number of days on the
voyage, and fuel consumed on each voy-
age may be prorated on the basis of the
proportion winch the number of miles
sailed within the territorial limits of the
United States bears to the total number
of miles sailed on the voyage. Income,
war-profits, and excess-profits taxes
should not be regarded as costs or ex-
penses for the purpose of determining
the proportion of gross income from
sources within the United States; and
for such purpose, interest and other ex-
penses for the use of borrowed capital
should not be taken into the cost of serv-
ices rendered, for the reason that the re-
turn upon the property used measures
the extent to which such borrowed capi-
tal is the source of the income. For
other expenses entering into the cost of
services, only such expenses as are allow-
able deductions under the Internal
Revenue- Code- should be taken.

(d) The value of the property used
should be determined upon the basis of
cost less depreciation. Eight percent;
may ordinarily be taken as a reasonable
rate of return to apply to such property.
The property taken should be the aver-
age property employed in the transpor-
tation service between points in the
United States and points outside the
United States during the taxable year.
Current assets should be decreased by
current liabilities and allocated to serv-
ices between the United States and for-
-eign countries and to other services.
The part allocated to services between
the United States and foreign countries
should be based on the proportion which
the gross receipts from such services
bear to the gross receipts from all serv-
aces. The amount so allocated to serv-
ices between the United States and for-
eign countries should be further allo-
cated to services rendered Within the
United States and to services rendered
without the United States. The portion
allocable to services rendered within the
United States should be based on the
proportion which the expenses incurred
within the territorial limits of the
United States bear to the total expenses
incurred in servicegs between the United
States and foreign countries. For ships
the average should be determined upon a
daily basis for each ship and the amount
to be apportioned for each ship as as-
sets employed within the United States
should be computed upon the proportion
which the number of days the ship was
within the territorial limits of the
United States bears to the total number
of days the ship was in service during
the taxable period. For other assets
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employed in the transportation businecs,
the average of the assets at the begin-
ning and end of the taxable period ordi-
narily may be taken, but if the average
so obtained does not, by reason of mate-
nal changes during the taxable year,
fairly represent the average for such
year either for the assets employed In
the transportation business in the
United States or in total, the average
must be determined upon a monthly or
daily basis.

(e) In computing net income from
sources within the United States there
shall be allowed as deductions from the
gross income as determined in accord-
ance with paragraph (b) of this section,
(1) the expenses of the transportation
business carried on within the United
States as determined under paragraph
(b) of this section, and (2) the expenses
determined in accordance with para-
graphs f) and (g) of this section.

() Interest and income, war-profits,
and excess-profits taxes should be ex-
eluded from the apportionment process,
as explained in paragraph (b) of this
section; but for the purpose of comput-
ing net income there may be deducted
from the gross income from sources
within the United States, after the
amount of such gross income has been
determined, a ratable part (1) of all In-
terest (deductible under section 23 (b))
and (2) of all income, war-profits, and
excess-profits taxes (deductible under
section 23 (c) and (d)) paid or accrued
in respect of the business of transpor-
tation service between points in the
United States and points outside the
United States. Such ratable part should
ordinarily be based upon the ratio of
gross income from sources within the
United States to the total gros income
from such transportation service.

(g) If a foreign corporation subject to
this section is also engaged in a business
other than that of providing tramporta-
tion service between points in the United
States and points outside the United
States, the costs and expenses (Including
taxes) properly apportioned or allocated
to such other business should be ex-
cluded both from the deductions and
from the apportionment process pre-
scribed in paragraph (b) of this sec-
tion; but. for the purpose of determining
met income, a ratable part of any gen-
eral expenses, losses, or deductions,
which cannot definitely be allocated to
some item or class of gross income, may
be deducted from the gross income from
sources within the United States after
the anount of such gross Income has
been determined. Such ratable part
should ordinarily be based upon the ratio
of gross income from sources within the
United States to the total gross income.

(h) Application for permLssion to base
the return upon the taxpayer's books of
account will be considered by the Com-
mrssioner in the case of any taxpayer
subject to this section, who, In good faith
and unaffected by considerations of tax
liability, regularly employs in his books
of account a detailed allocation of re-
ceipts and expenditures which reflects
more clearly than the process prescribed
in paragraphs (b) to (g), inclusive, of

5997

this section the income derived from
sources within the United States.

§ 39.119 (e)-3 Telegraph and cabre
serricC-(a) In general. 'A foreign cor-
poration carrying on the business of
transmission of telegraph or cable mes-
sages between points in the United States
and points outside the United States de-
rives income partly from sources within
and partly from sources without the
United States.

(b) Gross income. The gross income
from sources within the United States
derived from services described in para-
graph (a) of this section, shall be deter-
mined by adding (1) Its gross reveues
derived from messages originating in the
United States and (2) amounts colected
abroad on collect messages originating
in the United States and deducting from
such sum amounts paid or accrued for
transiscsion of messages beyond the
company's own circuit. Amounts re-
ceived by the company in the United
States with respect to collect messges
originating without the United States
shall be excluded from gross income.

(c) Netincome. Incomputingnetin-
come from sources within the United
States there shall be allowed as deduc-
tions from gross income determined in
accordance with paragraph (b) of this
section. (1) all expenses incurred in the
United States (not including any general
overhead expansez) incident to the car-
rying on of the business in the United
States, (2) all direct expenses incurred
abroad In the transmission of messages
originating In the United States (not in-
luding any general overhead exp-nses or

maintenance, repairs, and depreciation
of cables and not including any amount
already deducted in computing gross in-
come) (3) depreciation of property
(other than cables) locted in the United
States and used in the trade or business
therein, and (4) a proportionate part of
the general overhead expenses (not in-
eluding any items incurred abroad corre-
sponding to those enumerated in
clauses (1), (2), and (3) of this sentence)
and of maintenance, repairs, and depre-
elation of cables of the entire cable
system of the enterprise based on the
ratio which the number of words origi-
nating in the United States bears to
the total words transmitted by the
enterprise.

§ 39.119 (e)-4 Computation of zn-
come. If a taxpayer has gross masme
from sources within or without the
United States as defined by section 119
(a) or (c) together with gross income
derived partly from sources within and
partly from sources without the United
States. the amounts thereof, together
with the expenses and investment appli-
cable thereto, shall be segregated, and
the net income from sources within the
United States shall be separately com-
puted therefrom.

§ 39.119 () Statutori promvions; zi-
come from sources withm the United
States; definitions.

S-mr 119. Incomc from 4ourcez withfn
United States. 6 * *

(f) Depnftfons. As used in this secmn
the worda "ronde" or "cold" include "exch=7,a"

§ 39.119 (f)
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or "exchanged" and the word "produced"
includes "created," "fabricated," "manufac-
tured," "extracted," "processed," "cured," or
"aged."

§ 39.120 Statutory proiszons; un-
limited deduction for charitable and
other contributions.

SEc. 120. Unlimited deduction for chari-
table and other contributions. In the case
of an individual if in the taxable year and in
each of the ten preceding taxable years the
amount of the contributions or gifts de-
scribed in section 23 (a) (or corresponding
provisions of prior revenue Acts) plus the
amount of income (determined without re-
gard to subchapter E, relating to tax on self-
employment income), war-profits, or excess-
profits taxes paid during such year in re-
spect of such year or preceding taxable years,
exceeds 90 per centun of the taxpayer's net
Income for each such year, as computed
without the benefit of the applicable subsec-
tion, then the 20 per centum limit imposed
by section 23 (o) shall not be applicable.

[Sec. 120 as amended by sec. 208 (d) (6).
Social Security Act Amendments A950; Pub.
Law 918 (81st Cong.)- sec. 4 (b), Pub. Law
465 (82nd Cong.) ]

§ 39.120-1 Unlimited deduction for
charitable and other contributions. (a)
Under the circumstances specified m
section 120, the 20 percent limitation in-
posed by section 23 (o) on the deduction
for charitable and other contributions
is not applicable.

(b) The following rules shall apply
with respect to the taxes included m de-
termining for any taxable year whether
the amount of the gifts, contributions,
and taxes referred to in section 120
exceeds 90 percent of the net income
computed without the benefit of any de-
duction for gifts or contributions:

(1) In the case of a taxable year be-
ginning before January 1, 1943, there
shall be included income, war-profits,
and excess-profits taxes paid during such
taxable year m respect of preceding
taxable years.

(2) In the case of a taxable year be-
gimng after December 31, 1942, there
shall be included, in addition to the in-
come, war-profits, and excess-profits
taxes paid during such taxable year in
respect of preceding taxable years, the
amount of income tax paid during such
taxable year in respect of such taxable
year. For example, there shall be in-
cluded the amount paid as estimated
tax during the taxable year, to the extent
such amount does not exceed the tax
for such taxable year.

(3) In the case of a taxable year be-
ginning after December 31, 1950, the
amount of income tax paid during the
taxable year shall be determined without
regard to any payment of tax imposed
under subchapter E of chapter 1 of the
Internal Revenue Code, which subchap-
ter relates to the tax on self-employment
income.

(c) In thecase of a husband and wife
making a joint return for any taxable
Year, the 20 percent limitation imposed
by section 23 (o) on the deduction for
charitable and other contributions shall
not be applicable if in the taxable year
and in each of the ten preceding taxable
years the amount of the contributions or
gifts described in section 23 (o) made

by the husband and wife together during
each such year plus the amount of the
income, war-profits, or excess-profits
taxes paid by the husband and wife
together during each such year (deter-
mined under the rules of paragraph (b)
of this section) exceeds 90 percent of the
net income of the husband and wife to-
gether for each such year, as computed
without the benefit of any deduction for
contributions or gifts.

§ 39.121-122 Statutory provisions;
deductions of dividends paid on certain
preferred stock or certain corporations;
net operating loss deduction.

SEc. 121. Deduction of dividends paid on
certain preferred stock of -certain corpora-
tions. In computing the net income of any
national banking association, or of any bank
or trust company organized under the laws
of any State, Territory, possession of the
United States, or the Canal Zone, or of any
other banking corporation engaged in the
business of industrial banking and under the
supervision,of a State banking department
or of the Comptroller of the Currency, or
of any incorporated domestic insurance com-
pany, there shall be allowed as a deduction
from gross income, in addition to deductions
otherwise provided for in this chapter, any
dividend (not including any distribution in
liquidation) paid, within the taxable year,
to the United States or to any instrumen-
tality thereof exempt from Federal income
taxes, on the preferred stock of the corpo-
ration owned by the United States or such
instrumentality. The amount allowable as
a deduction under this section shall be de-
ducted from the basic surtax credit other-
wise computed under section 27 (b).

SEc. 122. Net operating loss deduction-(a)
Definition of net operating loss. As used In
this section, the term "net operating loss"
means the excess of the deductions allowed
by this chapter over the gross income, with
the exceptions, additions, and limitations
provided in subsection (d).

(b) Amount of carry-back and carry-
over-(1) Net operating loss carry-back-
(A) Loss for taxable year beginning before
1950. * * *

(B) Loss for taxable year beginning after
1949. If for any taxable year beginning after
December 31, 1949, the taxpayer has a net
operating loss, such net operating loss shall
be a net operating loss carry-back for the
preceding taxable year.

(2) Net operating loss carry-over-(A)
Loss for taxable year beginning before 1948.

(B) Loss for taxable year beginning after
1949. If for any taxable year beginning after
December 31, 1949, the taxpayer has a net
operating loss, such net operating loss shall
be a net operating loss carry-over for each
of the five succeeding taxable years, except
that the carry-over in the case of each such
succeeding taxable year (other than the first
succeeding taxable year) shall be the excess,
if any, of the amount of such net operating
loss over the sum of the net income for each
of the intervening years computed-

(i) With the exceptions, additions, and
limitations provided in subsection (d) (1),
(2), (4), and (6), and

(ii) By determining the net operating loss
deduction for each intervening taxable year,
without regard to such net operating loss or
to the net operating loss for any succeeding
taxable year and Without regard to any re-
duction specified in subsection (c).
For the purpose of the preceding sentence,
the net operating loss for qny taxable year
beginning after December 31, 1949, shall be
reduced by the amount, if any, of the net

income for the preceding taxable year com-
puted-

(1) With the exceptions, additions, and
limitations provided in subsection (d) (1),
(2), (4), and (6), and

(it) By determining the not operating loss
deduction for such preceding taxable year
without regard to such net operating loss
and without regard to any reduction specified
in subsection (c).

(C) Loss for taxable year beginning alter
December 31, 1947 and be/ore Janulary 1i,
1950. If for any taxable year beginning after
December 31, 1947, and before January 1,
1950, the taxpayer has a not operating loss,
such net operating loss shall be a net Oper-
ating loss carry-over for each of the three
succeeding taxable years, except that the
carry-over In the case of each such succeed-
ing taxable year (other than the first suc-
ceeding taxable year) shall be the excess, if
any, of the amount of such net operating loss
over the sum of the net Income for each of
the intervening years computed-

(i) With the exceptions, additions, and
limitations provided in subsection (d) (1)o
(2), (4), and (6), and

(it) By determining the not operating loss
deduction for each intervening taxable year
without regard to such net operating loss or
to the net operating loss for any succeeding
taxable year and without regard to any
reduction specified in subsection (0).

For the purpose of the preceding sentence,
the net operating loss for any taxable year
beginning after December 31, 1947, and before
January 1, 1950, shall be reduced by the stint
of the net income for each of the two preced-
ing taxable years computed-

(1i) With the exceptions, additions, an4
limitations provided In subsection (d) (1),
(2), (4), and (6), and

(iv) By determining the not operating loss
deduction without regard to such not oper-
ating loss or to the net operating loss for the
succeeding taxable year, and without regard
to any reduction specified In subsection (a).

(D) Loss for taxable year beginning alter
December 31, 1946, and be/ore January 1,
1948, in the case of a corporation aelhcl
commenced business alter December 31, 1945,

(c) Amount of net operating losi deuc.
tion. The amount of the net operating loss
deduction shall be the aggregate of the net
operating loss carry-overs and of the net
operating loss carry-backs to the taxable year
reduced by the amount, if any, by which the
net Income (computed with the exceptions
and limitations provided In subsection (d)
(1), (2), (3), and (4)) exceeds, in the case of
a taxpayer other than a corporation, the not
Income (computed without such deduction),
or, in the case of a corporation, the normal-
tax net income (computed without such
deduction and without the credits provided
in section 26 (h) and (i)):

(d) Exceptions, additions, and limitations,
The exceptions, additions, and limitations
referred to in subsections (a), (b), and (a)
shall be as follows:

(1) The deduction for depletion shall not
exceed the amount which would be allowable
if computed without reference to discovery
value or to percentage depletion under sec-
tion 114 (b) (2), (3), or (4);

(2) There shall be included in computing
gross income the amount of Interest received
which is wholly exempt from the taxes Im-
posed by this chapter, decreased by the
amount of interest paid or accrued which is
not allowed as a deduction by section 23 (b),
relating to interest on indebtedness Incurred
or continued to purchase or carry certain
tax-exempt obligations;

(3) No net operating loss deduction shall
be allowed;

(4) The amount deductible on account of
losses from sales or exchanges of capital as-
sets shall not exceed the amount Includible

§ 39 120
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on account of gains from such sales or ex-
changes. The deduction provided In section
23 (ee) shall not be allowed.

(5) Deductions otherwise allowed by law
not attributable to the operation of a trade
or business regularly carried on by the tax-
payer shall (in the case of a taxpayer other
than a corporation) be allowed only to the
extent of the amount of the gross income not
derived from such trade or business. For
the purposes of this paragraph deductions
and gross income shall be computed with the
exceptions and limitations specified In para-
graphs (1) to (4) of this subsection. This
paragraph sall not apply with respect to
deductions allowable for losses sustained
after December 31, 1950, In respect of prop-
erty, if the losses arise from fire, storm,
stalpwreck, or other casualty, or from theft.

(6) * * * INot applicable to taxable years
ending after June 30, 19501

(e) No carry-back to year pnor to 1941.

[Sec. 122 as added by sec. 211 (b), Rev. Act
1939, amended by sees. 105 (e) (3), 150 (e),
and 153 (a) (b) (a). Rev.-Act 1942; sees. 121
(g) (2) and 215 (a), Rev. Act 1950; sec. 304
(e), Excess-Profits Tax Act 1950; sees. 322
(c) (4), 330, and 344, Rev. Act 1951] _

§ 39.122-1 Net operating loss iledue-
tion-a) General. (1) Section 122 pro-
vides the rules for the computation of
the net operating loss deduction allowed
by section 23 (s). The net operating loss
deduction is the aggregate of the net
operating loss carry-overs and carry-
backs to the taxable year, reduced by
certain adjustments to prevent the de-
duction of losses absorbed by income not
taxed.

(2) Section 122 provides that the ag-
gregate of the net operating loss carry-
overs and carry-backs to a taxable year
shall be the basis of the net operating
loss deduction. See § 39.122-4 for the
taxable years from which a net operating
loss may be carried over or carried back
to.the current taxable year. The amount
of- the net operating loss which may be
carried'back or earned over to any tax-
able year is the net operating loss to the
extent it was not absorbed by the net
income for the other taxable years, pre-
ceding such taxable year, to which it was
earned back or carried over. If the net
operating losses for several taxable years
are carried back or carried over to one
taxable year, they are cosidered to be
applied in reduction of the net income
for such taxable year in the order of the
taxable years from which such losses
are carried over or carred back, begin-
ning with the loss for the earliest taxable
year.

(3) A fractional part of a year which
is a taxable year under section 48 (a) is
a preceding or a succeeding taxable year
for the purpose of determining under
section 122 the first, second, etc., preced-
ing or succeeding taxable year.

(4) Every taxpayer claiming a net
operating loss deduction for any taxable
year shall file with his return for such
year a concise statement setting forth
the amount of the net operating loss
deduction claimed and all material and
pertinent facts relative thereto, including
a detailed schedule showing the compu-
tation of the net operating loss deduc-
tion.

(b) Steps zn computation of -net oper-
ating loss deduction. There are three
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steps in the ascertainment of the net
operating loss deduction. The first step
is the computation of the net operating
loss, If any, for any preceding or suc-
ceeding taxabld year from which a net
operating loss may be carried over or
earned back to the current taxable year.
The second is the computation of the
net operating loss carry-overs to the
taxable year from such preceding
taxable years and the computation of the
net operating loss carry-back to the
taxable year from the first succeeding
taxable year. The third is the conver-
sion of the aggregate of such net operat-
ing loss carry-overs and carry-back Into
the net operating loss deduction.

(c) Ascertainment of deduction de-
pendent upon net operating loss carryj-
back. If the taxpayer Is entitled In com-
puting his net operating loss deduction to
a carry-back which he is not able to as-
certain at the time his return is due, he
shall compute the net operating loss de-
duction on the return without regard to
such net operating loss carry-back.
When the taxpayer ascertains the net
operating loss carry-back, be may within
the applicable period of limitations file a
claim for credit or refund of the over-
payment, if any, resulting from the fail-
ure to compute the net operating loza
deduction for the taxable year with the
inclusion of such carry-back. Under the
provisions of section 3771 (ce), no interest
is allowed with respect to any such over-
payment for the period before the filing
of the claim for credit or refund of such
overpayment or before the filing of a
petition with The Tax Court of the
United States asserting such overpay-
ment, whichever is earlier.

§ 39.122-2 Computation of net oper-
ating Zoss zn case of corporation. (a)
A net operating loss is sustained by a
corporation in any taxable year if and to
the extent that, for such year, there is an
excess of deductions allowed by chapter
1 over gross income, both computed with
the following exceptions, additions, and
limitations:

(1) The deduction for depletion shall
not exceed the amount which would be
allowable if computed without reference
to discovery value or to percentage de-
pletion under section 114 (b) (2), (3),
or (4),

(2) There shall be included in com-
puting gross income the amount of In-
terest received which is wholly exempt
from the taxes imposed by chapter 1,
decreased by the amount of interest paid
or accrued which is not allowed as a
deduction by section 23 tb), relating to
interest on indebtedness incurred or con-
tinued to purchase or carry certain tax-
exempt obligations; and

(3) No net operating loss deduction
shall be allowed.

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. For the year 1952 the X Cor-
poratlon, which mac its income tax re-
turns on the calendar year banlo, has grocs
Income as defined in cection 22 of 04f0,O00
and deductions allowed by rectlon 23 of
$600,000, exclusive of any net operating lc3
deduction. The X Corporation deducted
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$75.000 for dCplction on a percntcge bss.
If depletion bad been computed without
referenco to percentage depletion, the
amount of cuch deduction would have been
$5,000. For 1952 the Z Corporation aizo hd
635,00 of wholly tax-exempt Interest, nd
paid $15,030 In Intera t on ndebtedness in-
curred to carry the oblI ations from which
Guch tax-exempt Interest was derived. On
the bac'J of these facts the X Corporation lies
a net operating loss for the year 1952 of
0110,000, computed a follows:

(1) Deductons for 1952.. $03C2..... 3 9,020
(2) L1s: Ecess of parcentage de-

pletion over cost ($75,000
minus C5,0..O 70.03

(3) Deduction, adjusted as re-
quired by cection 122 (d)
(item (1) minus Item (2))__ 530,,03

(4) Gro- income for
1932-....%001 coo

(5) Plu3 tax-exempt In-
tere-t minus Inter-
cat paid (5,100
minus $15,00,3)___ 20,C03

(6) Grcss income adjusted as re-
quired by cection 122 (d)
(item (4) pluo Item (5))--_ 420,003

(7) Net operating los for 1952
(item (3) minus item (6)). 110,C33

§ 39.122-3 Computation of net over-
ating loss m case of a taxpayer other
than a corparaton-(a) In GeneraL. A
net operating loss is sustained by a tax-
payer other than a corporation in any
taxable year if and to the extent that,
for such year. there s an excess of de-
ductions allowed by chapter 1 over gross
income, both computed with the follow-
ing exceptions, additions, and limita-
tions:

(1) The deduction for depletion shall
not exceed the amount wich would be
allowable if computed without reference
to discovery value or to percentage de-
pletion under section 114 (b) (2) (3)
or (4)

(2) There shall be included in com-
puting gross income the amount of in-
terest received which is wholly exempt
from the taxes imposed by chapter 1, de-
creased by the amount of mterezt paid
or accrued which is not allowed as a de-
duction by section 23 (b) relating to in-
terest on Indebtedness incurred or con-
tinued to purchase or carry certain tax-
exempt obligations;

(3) No net operating loss daduction
shall be allowed;

(4) (1) The deduction provided in re-
tlons 23 (ce) and 117 (b) shall not be
allowed;

(ii) The amount deductible on acnaunt
of business capital losses shall not enced
the amount includible on account of bus-
ines capital gains, plus a portion of any
nonbusinezs capital gains, computed in
accordance vith paragraph (c) of this
section;

(Ill) The amount deductible on ac-
count of nonbusinez capital lo-zzas s
not exceed the amount Includible on
account of nonbusiness capital gains;
and

(5) Ordinary nonbusiness deductions
(L e., exclusive of capital losses) shall be
allowed only to the extent of the amount
of ordinary nonbusiness gross income

§ 39.122-3
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(i. e., exclusive of capital gains) plus the
excess, if any of nonbusiness capital
gains over nonbusiness capital losses.
For the purpose of computing the net
operating loss deduction, any deduction
allowable for a loss sustained after De-
cember 31, 1950, in respect of property,
if the loss arises from fire, storm, ship-
wreck, or other casualty or from theft,
shall not be considered to be an ordinary
nonbusiness deduction but shall be
treated as a deduction attributable to
the operation of a trade or business
regularly carried on by the taxpayer.

(b) Treatment of net capital loss
carry-overs. (1) Because of the dis-
tinction between business and nonbusi-
ness capital gains and losses, a taxpayer
who has a net capital loss carry-over
from preceding taxable years, includible
among the short-term capital losses for
the current taxable year by virtue of
section 117 (e) must determine how
much of such net capital loss carry-over
is a business capital loss and how much is
a nonbusiness capital loss. In order to
make this determination, the taxpayer
must first ascertain what proportion of
the net capital losses for such preceding
taxable years was attributable to an ex-
cess of business capital losses over busi-
ness capital gains for such years, and
what proportion was attributable t6 an
excess of nonbusiness capital losses over
nonbusiness capital gains. The same
proportion of the net capital loss carry-
over from any such preceding taxable
years shall be treated as a business capi-
tal loss and a nonbusiness capital loss,
respectively.

(2) This rule may be illustrated by the
following example:

Example. (I) A, an individual, has $5,000
ordinary net income for the calendar year
1952 and also has the following capital gains
and losses for such year: Business capital
gains of $2,000; business capital losses of
$3,200; nonbusiness capital gains of $1,000;
and nonbusiness capital losses of $1,200.

(i) A's net capital loss for the taxable
year 1952 is $400, computed as follows:

Total capital losses --------------- $4, 400
Total capital gains ----------------- 3,00

Excess of total capital losses over
total capital gains --------------- 1, 400

Less: $1.000 of ordinary net income-. 1, 000

Net capital loss for 1952 ------- 430

(ill) A's total capital losses for 1952 ex-
ceeded his total capital gains for such year
by $1,400 ($4,400 minus $3,000). Since A's
business capital losses for 1952 ($3,200) ex-
ceeded hi- business capital gains ($2,000) for
such year by $1,200 6/7ths (1,200/1,400) of
A's net capital loss for 1952 was attributable
to an excess of his business capital losses
over his business capital gains for such year.
Similarly, 1/7th of the net capital loss is
attributable to the excess of nonbusiness
capital losses over nonbusiness capital gains.
Since the net capital loss carry-over from
1952 to 1953 is $400, 6/7ths of $400, or $342.86,
will be treated as a business capital loss in
1953, and 1/7th of $400, or $57.14, as a non-
business capital loss.

(c) Determination of portion of non-
business capital gains available for the
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deduction of business capital losses. (1)
In the computation of a net operating
loss a taxpayer other than a corporation
must use his nonbusmess capital gains
for the deduction of his nonbusmess cap-
ital losses. See paragraph (a) (4) (iii)
of this section. Any amounts not neces-
sary for this purpose shall then be used
for the deduction of any excess of ordi-
nary nonbusmess deductions over ordi-
nary nonbusmess gross income. See
paragraph (a) (5) of this section. The
remainders, computed by applying the
excess ordinary nonbusiness deductions
against the excess capital gains, shall
be treated as capita, gains and may
be used for the purpose of determining
the deductibility of business capital losses
under paragraph (a) (4) (ii) of this
section.

(2) This principle may be illustrated
by the following example:

Example. (1) A, an individual, has a
total nonbusiness gross income of $20,500,
computed as follows:
Ordinary gross income ------------ $7, 500
Capital gains --------------------- 13,000

Total gross income ---------- 20, 500
(ii) He also has total nonbusiness deduc-

tions of $16,000, computed as follows:

Ordinary deductions --------------- $, 000
Capital losses -------------------- 7,000

Total deductions ---------- 16, 000

(iii) In order to determine the portion of
the nonbusiness capital gains available for
the deduction of business capital losses there
must first be deducted the amounts of the
nonbusiness capital losses. It is then found
that the excess capital gains amount to $6,000
($13,000 minus $7,000). Snce the ordinary
nonbusiness deductions exceed the ordinary
nonbusiness gross income by $1,500 ($9,000
minus $7,500). $1,500 of the $6,000 excess
capital gains must be used to permit the
allowance of-such $1,500 under paragraph (a)
(5) of this section. Therefore, $1,500 excess
of ordinary deductions over ordinary gross
income will be deducted from the $6,000 of
excess capital gains, leaving $4,500 to be
added to the business capital gains for the
purpose of determining the deductibility of
any business capital loss.

(d) Illustration of computation of net
operating loss by a taxpayer other than
a corporation. (1) A, an individual,
who makes his income tax returns on a
calendar year basis,, has for 1952 gross
income of $483,000 and deductions (ex-
,clusive of any deductions attributable to
capital losses and exclusive of the net
operating loss deduction) of $540,000.
Included in gross income are business
capital gains of $50,000 and nonbusiness
income of $10,000. Included among the
deductions are deductions of $12,000 in-
curred in transactions not connected
with a trade or business. A has a busi-
ness capital loss of $60,000'm 1952. A
also received $25,000 of interest on State
bonds in 1952 which is wholly exempt
from Federal income tax. A has no
other items of income or deductions to
which section 122 (d) is applicable.

(2) On the basis of these facts A has
a net operating loss for 1952 of $80,000,
computed as follows:

(i) Deductions for 1052 (exclusive
of any deductions attributable to
capital losses and exclusive of the
net operating loss deduction)-. $540, 000

(i) Plus amount of capital loss
($60,000) to extent such amount
does not exceed capital gains
($50,000) ---------------------- 50, 000

(ii) Sum of item (i) and item
(ii) ------------------------- 5 500,000

(iv) Less excess of nonbusiness de-
ductions over nonbusiness gross
income ($12,000 minus $10,000)- 2,000

(v) Deductions for 1952 adjusted
as required by section 122 (d)
(item (it) minus Item (iv)) .... 608, 000

(vi) Gross income for
1952 ----------------- $483, 000

(vii) Plus tax-exempt in-
terest ----------------- 25, 000

(viii) Gross income for 1952 ad-
justed as required by section 122
(d) (item (vl) plus item (vii)) . 500,000

(Ix) Net operating loss for 1052
(item (v) minus item (vill))-.. 00,000

(3) For treatment of depletion deduc-
tions, see example in § 39.122-2. For
treatment of net capital loss carry-over,
nonbusiness capital gains and losses,
and the portion of the nonbusiness capi-
tal gains which may be used to permit
the deduction of business capital losses,
see examples in paragraphs (b) and (o)
of this section.

(e) Joint return by husband and wile.
In the case of a husband and wife, the
3oint net operating loss for any taxable
year for which a joint return is filed is to
be computed upon the basis of the com-
bined income and deductions of both
spouses, and the exceptions, additions,
and limitations prescribed by section 122
(d) are to be computed as if the coin-
bined income and deductions of both
spouses were the income and deductions
of one individual.

§ 39.122-4 Computation of net oper-
ating loss carry-overs and net operating
loss carry-back-(a) In general. (1)
The aggregate of the net operating loss
carry-overs and the net operating loss
carry-back to a taxable year shall be the
basis of the net operating loss deduc-
tion. In order to compute such deduc-
tion the taxpayer must first determine
the part of any net operating losses for
any preceding or succeeding taxable
years which are carry-overs or a carry-
back to the current taxable year.

(2) The number of taxable years to
which a net operating loss may be car-
ried back and carried over are as follows:

Moy be May be
Net operating loss for a taxable bnrid atrie t

year beginning: ,e to o%, to
Wie Wdefollowing foltowlig

precedlig stle It g
taxable IaX qIo

After Before years years

Dec. 31,1943 ..... Jan. 1, 10...' 2 a
Dec. 31, 1949 ...................... 1

(3) The amount which is carried back
or carried over to any taxable year is
the net operating loss to the extent it
was not absorbed in the computation of
the net Income for other taxable years,
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preceding such taxable year, to which it
was carned back or carried over. For
the purpose of determining the net in-
come for a-taxable year-which so absorbs
the net operating loss that is earned
back or earned over, the various net
operating loss carry-overs and carry-
backs to such taxable year are consid-
ered to be applied in reduction of the
net income for such taxable year in the
order of the taxable years from which
such losses are earned over or carned
-back, beginning with the loss for the
earliest taxable year.

(b) Portion of net operating loss whiclh
2s a carry-over or a carry-back to the
current -taxable year A net operating
loss must first be carried to the earliest
of the several taxable years to which such
2oss is allowable as a carry-back or a
carry-over, and is then to be carned to
the next earliest of such several taxable
years, etc. See paragraph (a) of this
,section for the taxable years to which a
net operating loss incurred in any partic-
-lartaxable year may be carried back or
carred over. The entire net operating
loss may be earned to such earliest year.
'The portion oftheloss which may be car-
ised to any taxable year subsequent to
'such earliest year is the excess of such
met operating loss over the aggregate of
the net income, if any (computed as pro-

ided in paragraph (c) of this section)
for those of such several taxable years
-which precede the taxable year to which
such net operating loss is allowable as a
carry-back or a carry-over.

Example. A taxpayer on the calendar
year-basis has a net operating loss for 1952.
The entire met operating loss for 1952 may
be carried back to 1951. The amount of the
-carry-over to 1953 is the excess of the 1952
-loss over the net income (computed as pro-
vided in paragraph (c) of this section) for
1951. Similarly, the amount of the carry-
-over to 1954, 1955,1956, and 1957 is the excess
of he 1952 loss over the aggregate 'of the
net income (computed -as provided In para-
:graph (c) of this section) for 1951 and 1953,
lor 1951, 1953 mid 1954, for 1951, 1953, -1954,
and 1955, and for 1951, 1953, 1954, 1955, and
1956, respectively.

(C) Computation of net income which.
zs subtracted from net operating loss to
determne carry-back or carry-over The
net incomefor any taxable year which is
.subtracted from the net operating loss
for another taxable year to determine the
7portion of such net operating loss which
'is . carry-back or carry-over to a par-
ticular taxable year as provided in para-
graph (b) of this section is computed
with the following adjustments:

(1) The net operating loss deduction
for such taxable year is computed i) by
taking into account only such net operat-
mig losses otherwise allowable as carry-
overs or a carry-back to such taxable
-ear as were sustained in taxable years
preceding the taxable year in which the
taxpayer sustained the net operating loss
from which the net income is to be
deducted, and (ii) 'by disregarding the
adjustment provided in section 122 (c)
.and §-39.122-5 (relating to the conver-
sion of the aggregate of the net operating
loss carry-overs and carry-back to the
taxable year-into the net operating loss
deduction)
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Example. The taxpayer IlleM its Income
tax returns on the basis of the calendar year.
3n computing the net operating los deduc-
tion for 1952., the taxpayer 1a a carry-over
from 10 of 59,000. a carry-over from 1951
of $6,000, and a carry-back from 1953 of
518,000, or an aggregate of $33,000 in carry-
overs and a carry-back whlch Is the basis for
the deduction. The adjustment under cec-
tion 122 (c) for the purpozo of computing
,the net operating los deduction for 1952 Is
.$2,500. In computing the net income for
.1952 which Is deducted from the net operat-
ing loss for 1953 for the purpoze of deter-
mining the amount of such 1os which may
be carried over to subsequent taxablo years,
the met operating loss deduction for 1952 is
$15,000, that Is, the aggregate of the e9.000
carry-over from 1950 and the 00,000 carry-
over from 1951. In computing ouch net
operating loss deduction for such purpose,
the *18,000 carry-back from 1953 and the
adjustment rdqulred by section "122 (c) are
each disregarded.

(2) In the case of a corporation, the
net income shall be computed In accord-
ance with the exceptions, additions, and
limitations applicable in the computation
of a net operating loss (see § 39.122-2),
except that the net operating loss deduc-
tion shall be allowed to the extent pro-
vided in subparagraph (1) of this
-paragraph.

(3) In the case of a taxpayer other
than a corporation, the net income and
adjusted gross income shall be computed
in accordance with the exceptions, addi-
tions, and limitations specified in sub-
paragraphs (1), (2), (3) and (4) (1) of
paragraph (a) of § 39.122-3, except that
the not operating loss deduction shall be
allowed to the extent provided in sub-
paragraph (1) of this paragraph. In lieu
of the last exceptions specified In sub-
paragraphs (4) (Ii) (4) (i11) and (5) of
paragraph (a) of § 39.122-3, the tax-
payer is required only to restrict the
amount of his deduction for capital losses
to the amount of his capital gains. The
ordinary non-business deductions are
allowed in full if otherwise allowable by
law. The exceptions and limitations de-
pendent upon the distinction between
business and non-business Items of gross
income and deductions are not applica-
ble in the computation of the net income
to be subtracted in computing carry-
backs and carry-overs.

(4) Any deduction which is limited In
amount to a percentage of the taxpayer's
net income or adjusted gross income
shall be recomputed upon the basis of
the net income or adjusted gross income,
as the case may be, determined with the
adjustments prescribed in subpara-
graphs (1), (2), and (3) of this para-
graph.

(5) The net income, as adjusted, shall
in no case be considered less than zero.

(d) Ilustration of computation of net
operating. loss carry-back and carry-
overs. The application of this section
may be illustrated by the following
-example:

Example. The taxpayer Is a corporation
making its income tax returns on the cal-
endar year basis. It bad no net operating
loss In 1949, 1950, or 1951, or in 1902. Its
net income, computed without any not op-
.erating loss deduction (it being a=sumed.
that none of the other adjustments provided
-in paragraph (c) of this rection is appUca-
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ble), was 20,000 in 1952, $15,008 In 1954,
e3O,000 In 1955, $20,000 in 1957, $10,000 In
2953, 30,000 in 1959. $35,000 In 190, and
S75,000 in 1961. It sustained net oerati:
lo=e3 of 075,000 in 1953 and $150,000 in 1956.
It Is asumed for the purpse3 of this eam-
pie that the application of § 39.122-5 doe
not causo any reduction of the amount
of the aggre-.ato of the net operating 1oz
carry-avers and the net opc.ating lcz carry-
back to any taxable 'year, so tha, such
aggregate is the net operating lcss deduction
far such taxable year.

(1) T2 portions of the $75,000 net opar-
ating lo:3 for 1953 which may be uzed a a
carry-back to 1052 and as carry-o ers to
1954, 1955, 193o 1957, and 1953 are computed
as :follows:

(1) For 1952. the carry-back Is $75,C403,
that Is, the amount of the net op ting

(l) For 1954. the carry-over Is C35,091,
that is, the excess of the ,75,000 ne ner at-
ing lo= over the 520.OO net income for
1852 (such net income bain3 determined
without any net operating los deduction
since there is no carry-over, to 1952 from
1949, 1950. or 1051, and the carry-bach from
1953 is not taken into account).

(11) For 1953, the carry-over Is U49,000
that is, the exces3 of the 675.000 net oper-
nting los over 035,00, the sum of the
C20,000 net income for 1952 (computed .ith-
out the deduction of the carry-bac% frcm
1053) and the 815.009 net Income for 19.a
(computed without the deduction of the
carry-over from 1953).

(iv) For 1956, the carry-over Is $10400,
that is. the excss of the 875,000 net oper-
ating los over C65.000, the sum of the 520.C00
net income for 1952 (computed without the
deduction of the carry-back from 1933), the
615,000 net income for 1954 (computed with-
out the deduction of the carry-over from
1953), and the 30,0O net income for 1053
(computed without the deduction of the
carry-over from 1953 or the carry-back from
1956).

(v) For 1957, the carry-over is $10,000,
that is, the exces, of the $75,000 net operat-
ing loas over U5,000, the sum of the $20,000
net income for 1052 (computed without the
deduction of the carry-back from 1953), the
815.00 net income for 1954 (computed with-
out the deduction of the carry-over from
1953). the C30.000 net income for 1955 (com-
puted without the deduction of the carry-
over from 1953 or the carry-back from 19Z5),
and the 0 net income for 19536 (a year in
which a net operating lcn was sustained).

(vi) For 1953, there is no carry-over of
the net operating ce3s far 1953 since such

ss does not.oxceed 5.000, the sum of the
net Incomes for the first taxable year pre-
ceding 1953 and the first four taxable years
following 1953 computed es provided in
,paragraph (c) of this section (the $2,000
net income for 1952. the $15,000 net Income
for 1954. the $30,000 net income for 1935,
and the 020,000 net income for 1957, there
being no net operating ls deduction for
any of such taxable years since the carry-
back and carry-oves from 1953, the year of
the net operating loso, and from 1956, a
year ubsequent to the year of the net op-
crating loss, are not taken Into account).

(2) The portlons of the $150,000 net ep-
erating locas for 1950 which may be used zz
a carry-back to 1955 and as carry-oven to
1957, 1958,1959, 19O, and 1961 are computed
as follows:

(1) For 1955. the carry-back is $150.033.
that is, the amount of the net operating

(U) For 1957, the carry-over is $150000,
that Is. the excess of the 0150,000 net opar-
ating los over theSO net income for 1955
(such not income for 1955 being computed
as the D3,000 Income reduced by the carry-
over of 040,000 from 1953).

§ 39.122-4
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(iiI) For 1958, the carry-over is $140,000,
that is, the excess of the $150,000 net oper-
ating loss over $10,000, the sum of the $0
net income for 1955 (such net income for
1955 being computed as the $00,000 income
reduced by the carry-over of $40,000 from
1953) and the $10,000 net income for 1957
(such net income for 1957 being computed
as the $20,000 income reduced by the $10,000
carry-over from 1953, the $150,000 carry-over
from 1956 to 1957 not being taken into
account).

(iv) For 1959, the carry-over is $130,000,
that is, the excbss of the $150,000 net oper-
ating loss over $20,000, the sum of the $0s-
net income for 1955 (such net income for
1955 being computed as the $30,000 income
reduced by the carry-over of $40,000 from
1953), the $10,000 net income for 1957 (such
net income for 1957 being computed as the
$20,000 income reduced by the carry-over of
$10,000 from 1953, the $150,000 carry-over
from 1956 to 1957 not being taken into ac-
count), and the $10,000 -net income for
1958 (the $140,000 carry-over from 1956 to
1958 not being taken into account).

(v) For 1960, the carry-over is $100,000,
that is, the excess of; the $150,000 net oper-
ating loss over $50,000, the sum of the $0
net income for 1955 (such net income for
1955 being computed as the $30,000 income
reduced by the carry-over of $40,000 from
1953), the $10,000 net income for 1957 (such
net income for 1957 being computed as the
$20,000 income reduced by the carry-over of
$10,000 from 1953, the $150,000 carry-over
from 1956 to 1957 not being taken into ac-
count), the $10,000 net income for 1958 (the
$140,000 carry-over from 1956 to 1958 not
being taken into account), and the $30,000
net income for 1959 (the $130,000 carry-over
from 1956 to 1959 not being taken into
account).

(VI) For 1961, the carry-over is $65,000,
that is, the excess of the $150,000 net oper-
ating loss over $35,000, the sum of the $0
net Income for 1955 (such net income for
1955 being computed as the $30,000 income
reduced by the carry-over of $40,000 from
1953), the $10,000 net Income for 1957 (such
net income for 1957 being computed as the
$20,000 income reduced by the carry-over of
$10,000 from 1953, the $150,000 carry-over
from 1956 to 1957 not being taken into ac-
count), the $10,000 net incopne for 1958 (the
$140,000 carry-over from 1956 to 1958 not
being taken into account), the $30,000 net
income for 1959 (the $130,000 carry-over from
1956 to 1959 not being taken into account),
and the $35,000 net income for 1960 (the
$100,000 carry-over from 1956 to 1960 not
being taken into account).

(3) (i) For 1952, the net operating loss
deduction Is determined to be $75,000, that
Is, the carry-back from 1953.

(ii) For 1954, the net operating loss de-
duction is determined to be $55,000, that is,
the carry-over from 1953.

(iII) For 1955, the net operating loss de-
duction is determined to be $190,000, that
is, the aggregate of the $40,000 carry-over
from 1953 and the $150,000 carry-back from
1956.

(iv) For 1957, the net operating loss de-
duction is determined to be $160,000, that
is. the aggregate of the carry-over of $10,000
from 1953 and of the carry-over of $150,000
from 1956.

(v) For 1958, the net operating loss de-
duction is determined to be $140,000, that
is, the carry-over from 1956.

(vi) For 1959, the net operating loss de-
duction is determined to be $130,000, that
is, the carry-over from 1956.

(vii) For 1960, the net operating loss de-
duction is determined to be $100,000, that
is, the carry-over from 1956.

(viii) For 1961, the net operating loss de-
duction Is determined to be $65,000, that is,
the carry-over from 1956.

§ 39.122-4

(e) Jczont return by husband and wile.
(1) If a husband and wife making a
joint return for any taxable year did not
make a joint return for any of the tax-
able years involved in the computation of
a net operating loss carry-over or a net
operating loss carry-back to the taxable
year for which the joint return is made,
such separate net operating loss carry-
over or separate net operating loss carry-
back is a joint net operating loss carry-

-over or joint net operating loss carry-
back to such taxable year.

(2) If a husband and wife making a
joint return for a taxable year made a
j omt return for each of the taxable years
involved in the computation of a net op-
erating loss carry-over or net operating
loss carry-back to such taxable year, the
joint net operating loss carry-over or
joint net operating loss carry-back to
such taxable year is computed in the
same manner as the net operating loss
carry-over or net operating loss carry-
back of an individual under paragraphs
(a) to (d) inclusive, of this section but
upon the basis of the joint net operating
losses and the combined net income of
both spouses.

(3) If a husband and wife making sep-
arate returns for a taxable year made a
joint return for any or all of the taxable
years -involved in the computation of a
net operating loss carry-over or net op-
erating loss carry-back, the separate net
operating loss carry-over or separate net
operating loss carry-back of each spouse
to the taxable year is computed in the
,manner set forth in paragraphs (a) to
(d) inclusive, of this section, but with
the following exceptions and limitations:

(i) The net operating loss of each
-spouse for a taxable for which a joint
return was made shall be deemed to be
the portion of the joint net operating
loss (computed in accordance with para-
graph (e) of § 39.122-3) attributable to
the gross income and deductions of such
spouse, both gross income and deduc-
tions being taken into account to the
same extent ,that they are taken into
account in computing the joint net oper-
ating loss.

(ii) The net income of a particular
spouse for any taxable year which is sub-
tracted from the net operating loss of
such spouse for another taxable year in
order to determine the amount of such
such loss which may be carried back or
carried over to still another taxable year
is deemed to be, in a case in which such
net income was reported in a joint re-
turn, the sum of the following:

(a) The portion of the combined net
income of both spouses for such year for
which the joint return was made which is
attributable to the gross income and de-
ductions of the particular spouse, both
gross income and deductions being taken
into account to the same extent that they
are taken into account in computing such
combined net income, and

(b) The portion of such combined net
income attributable to the other spouse,
but if such other spouse has a taxable
-year beginning on the same date as the
taxable year in which the particular
spouse sustained the net operating loss
from which the net income is subtracted,

and if such other spouse sustained a net
operating loss in such taxable year, then
such portion shall first be reduced by
such net operating loss of such other ,
spouse. However, such net operating
loss of such other spouse shall first bo
diminished by the excess, if any, of the
reduction provided in section 122 (a) for
the year in which the net income was
realized over the aggregate of the not
opearting loss carry-overs and net oper-
ating loss carry-backs which are taken
into account in computing the net oper-
ating loss dedpction for such taxable
year (see (W) of this subdivision)
For the purposes of subdivisions (a) and
(b) of this subdivision, the combined
net income shall be computed as though
the coinbined income and deductions of
both spouses were those of one individual,
and in such computation:

(c) The exceptions, additiong, and
limitations provided in section 122 (d)
(1) (2) and (4) shall apply, and

(W) The net operating loss deduction
shall be determined without taking into
account any net operating loss of either
spouse or any joint net operating loss of
both spouses which was sustained in a
taxable year beginning on or after the
date of the beginning of the taxable year
in which the particular spouse sustained
the net operating loss from which the
net income is subtracted.

(4) In the following examples, which
illustrate subdivisions (i) and (ii) of
'subparagraph (3) of this paragraph, it
is assumed that there are no items of ad-
justment under section 122 (d) (1), (2),
and (4) and the net income or loss in
each case is the net income or loss deter-
mined without any net operating loss
deduction. The taxpayer in each ex-
ample, H, a husband, and W, his wifo,
report their income on the calendar year
basis.

Example (1). H and W filed joint returns
for 1952 and 1953. They sustained a joint
net operating loss of $1,000 for 1952 and a
joint net operating loss of $2,000 for 1953.
For 1952 the deductions of X exceeded his
gross income by $700, and the deduotiona of
W exceeded her gross income by $300, the
total of such amounts being $1,000, There-
fore, $700 of the $1,000 joint net operating
loss for 1952 is considered the not operating
loss of H for 1952, and $300 of such joint net
operating loss is considered the net operat-
ing loss of W for 1052. For 1953 the gros
income of H exceeded his deductions, so
that his separate net income would be $1,500,
and the deductions of W exceeded her gross
income by $3,500. Therefore, all of the $2,000
joint net operating loss for 1053 Is considered
the separate net operating loss of W for
1953.

Example (2). (1) H and W filed joint
returns for 1949 aifid 1951, and separate re-
turns for 1950 and 1952. For such yoars
they had net incomes and net oporating
losses as follows:

194 1950 101 1952

1T ----------- 1,00,.5,000 1$2,50 20$,5r00 11j000
W .......... 13,000 22,000 23,000 11, 00

28,000 ......... 40,60o....

I Loss.2 Income.3 Joint loss.
A Combined income.
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(11) The net operating loss carry-over of
H from 1952 to 1953 is $4,000, that is, his
$4,000 net operating loss for 1952 which is
not reduced by any part of the net income
for 1951, since none of such net income is
attributable to H and the portion attributa-
ble to -,V is entirely offset by hef separate net
operating loss deduction for her taxable
year 1952, which taxable year begins on the
same date as H's taxable year 1952. The
determination of the amount ($0) of net in-
come for 1951 which reduces H's net operat-
ing loss for 1952 is made as follows:

(III) The combined net income of $9,500
for 1951 is reduced to $1,000 by the net oper-
ating loss deduction for such year of $8,500.
This net operating loss deduction is com-
puted without taking into account any net
operating loss sustained in a taxable year
beginning on or after January 1, 1932, the
date of the beginning of the taxable year in
which H sustained the net operating loss
which is a carry-over to 1953. This $8,500
amount is composed of H's carry-overs of
$5,000 from 1949 and $2,500 from 1950, or a
total of $7,500, and of W's carry-over of $1,000
from 1949 (the excess of W's $3,000 loss for
1949 over her $2,000 income for 1950). None
of the $1,000 combined net income for 1951
(computed with the net operating loss de-
duction described above) is attributable to
H since it Is caused by %'s income (computed
after deducting her separate carry-over) off-
setting H's loss (computed by deducting from
his Income his separate carry-overs). -o
part of the $1,000 net income for 1951 which
is attributable to W is used to reduce HEs net
operating loss for 1952 since such net income
attributable to W must first be reduced by
W's $1,500 net operating loss for 1952, her
taxable year beginning on the same date as
the taxable year of H in which he sustained
the net operating loss from which the net
income is subtracted.

(iv) The net operating loss carry-over of W
from 1952 to 1953 is $500, her $1,500 loss
reduced by the $1,000 net income for 1951,
computed in the manner prescribed in sub-
division (IiI) of this example, since all of
such net income is attributable to her.

Example (3). (1) Assume the same facts
as in example (2), except that for 1952 the
net operating loss of W is $200 instead of
$1,500.

(ii) The net operating loss carry-over of H
from 1952 to 1953 is $3,200, that is, his $4,000
net operating loss reduced by $800 of the net
income for 1951 computed as follows:

(iII) The combined net income for 1951,
computed with the net operating loss deduc-
tion in the manner described in example (2),
remains $1,000, no part of which is attribut-
able to H. To the $0 net income attributable
to H, there is added $800, the excess of the
$1,000 net income attributable to W over her
$200 net operating loss sustained in 1952, a
taxable year begionning on the same date
(January 1, 1952) as the taxable year of H
(1952) in which he sustained the 4,000 net
operating loss from which the net income is
subtracted. See subparagraph (3) (11) (b)
of this paragraph.

(iv) W has no net operating loss carry-
over from 1952 to 1953 since her net operat-
ing loss of $200 for 1952 does not exceed the
$1,000 net income for 1951 attributable to
her.

Example (4). (i) Assume the same facts
as in example (2), except that W changes
her accounting period in 1952 to a fiscal year
ending on January 31, and has neither in-
come nor losses for the taxable year Jan-
uary 1, 1952, to January 31, 1952, but has
a net operating loss of $200 for the fiscal
year February 1, 1952, to January 31, 1953.

(ii) The net operating loss carry-over of
R from 1952 to 1"53 is $3,000, that is. his
net operating loss of $4,000 for 1952 reduced
by the $1,000 net income for 1951, computed
as follows:
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(liI) The combined tet Income for 1951,
computed with the net operating lo= de-
duction in the manner dencrlbed In examplo
(2), remains $1,000, no part of which Is at-
tributable to H. To the CO net income at-
tributable to H there Is added the $,003 net
income attributable to V. The net income
attributable to W Is not reduced by any
amount since she does not have a net operat-
ing loss for her taxable year beginning on
January 1, 1952, the date of the beZinning
of the taxable year of H in which he cn-
tained the $4,000 net operating I= from
which the net kicome Is deducted.

(iv) The net operating 1= carry-over of
W from the fiscal year beginning February
1, 1952. to her next fiscal year Is 6200, her
net operating loss for cuch year. This net
operating loss Is not reduced by any amount
of net income for any prior taxable year
since W s net income, without regard to any
net operating loss deduction for the taxable
year January 1, 1952, to January 31, 1952,
was zero, and since her net operating loin
for the fiscal year beginning February 1,
1952, may be carried back only to the Im-
mediately preceding taxable year and accord-
Ingly cannot be carried back to any taxable
year beginning before January 1, 1952.

(5) If a husband and wife making a
3oint return for any taxable year made
a joint return for one or more but not
all of the taxable years involved in the
computation of a net operating loss
carry-over or net operating loss carry-
back to such taxable year, such net
operating loss carry-over or net operat-
ing loss carry-back to the taxable year
is computed in the manner set forth in
subparagraph (3) (1) and (11) of this
paragraph. Such net operating loss
carry-over or net operating loss carry-
back is considered a joint net operating
loss carry-over or Joint net operating
loss carry-back to such taxable year.
For example, if brexamples (2) and (3)
of subparagraph (4) of this paragraph a
jomt return was filed for 1953, the same
amounts computed in those examples as
carry-overs of H and W to that year
would be the amounts considered Joint
net operating loss carry-overs to that
year.

(6) The joint net operating loss carry-
overs and the Joint net operating loss
carry-back to any taxable year for which
a jomt return Is made are all the net
operating loss carry-overs and net op-
erating loss carry-backs of both spouses
to such taxable year. For example, a
husband and wife file a Joint return for
the calendar year 1953. The wife filed a
separate return for the calendar years
1951 and 1952, in which years she sus-
tained net operating losses. The hus-
band filed separate returns for his fiscal
year ending June 30, 1952, and, having
received permission to change his ac-
counting period to a calendar year
basis, for the 6-month period ending
December 31, 1952. The husband sus-
tained net operating losses in both such
taxable periods. Since the husband and
wife did not file a joint return for any
taxable year involved in the computa-
tion of the net operating loss carry-overs
to 1953 from 1951 and 1952 (see para-
graphs (a) to (d) inclusive, of this sec-
tion) the joint net operating loss carry-
overs to 1953 are the separate net oper-
ating loss carry-overs of the wife from
the calendar years 1951 and 1952 and
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the separate neb operating loss carry-
overs of the husband from the fiscal year
ending June 30, 1952. and from the
short taxable year ending December 31,
1052. If the husband and wile also Msld
joint returns for the calendar years 195-1
and 1955, having a joint net income m
1954 and a joint net operating lom in
1955, the joint net operating loss carry-
bach to 1954 from 1955 is computed upon
the basis of the joint net opeiating lozs
for 1955, since separate returns rere not
made for any taxable year involved in
the computation of such carry-back.

§ 39.122-5 Conversion of net operating
loss carry-bacd and net operating locs
carry-overs into net operating loss de-
duticon. (a) The net operating iozs
deduction for any taxable year is the
aggregate of the net operating loss carry-
ovenrs and carry-back to such taxable
year computedasprescribed in § 39.122-4,
reduced by the excess of the net income
for such taxable year (computed in the
same manner as the net income is com-
puted for the purposes of § 39.122-4
except that no net operating loss deduc-
tion shall be taken into account) over-

(1) In the case of a taxpayer other
than a corporation, the net income com-
puted without regard to the exceptions,
additions, and limitations specified in
paragraph (a) of § 39.122-3 except that
no net operating loss deduction shall be
taken into account; or

(2) In the case of a corporation, the
normal-tax net income computed vithout
regard to the exceptions, additions, and
limitations specified in § 39.122-2 except
that no net operating loss deduction shall
be taken into account and the credits
provIded In section 26 (h) for dividends
paid by a public utility on its preferred
stock and section 26 (1) in the case of
a Western Hemisphere trade corporation
shall not be allowed.

(b) The application of this section
may be illustrated by the following ez-
ample:

Example. Tae aggregate of the net oper-
ating lci zarry-overs and the net operating
loss carry-bach to 1952 for the X Corporation
1i 055,000. Its net income for 1952, com-
puted with the adjuztments required by this
section, I- $450,000 and its normal-tax nat
income, computed without any exceptlon.
additions, and 1lmitations. except that no net
operating loz3 deduction la allowed and the
credita provided in section 26 (h) and zc-
tion 20 (1) are not allowed, is $445,000. The
net operating lcss deduction available to the
X Corporation for the year 1952 is $39,000,
computed as follows:

ASgregate of the net operating les
carry-overs and the net operating
loi carry-bach to 1952........-$55, 000

Le=s: "xcezs of net income for 1932,
with adjustments, over normal-
tax net income for 1952, without
adjustments except that no net
operating lo= deduction shall be
allowed and the credits provided
in rectlon 26 (h) and section 26
(1) shall not be allowed (6450,003
minus O45C9O0). __ 5.000

Net operating lo= deduction

for 1952_ 50, 003

(c) If the same facts are assumed for
an individual, except that, inst d of
having a normal-tax net income for 1952

§ 39.122-5
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of $445,000, he has a net income for such
year of $445,000, computed without ad-
justments except that no net operating
loss deduction shall be allowed, his net
operating loss deduction for 1952 will
likewise be $50,000, computed in the
same manner.

(d) In the case of a husband and wife
making a joint return for any taxable
year, the computation of the net operat-
ing loss deduction (as set forth n para-
graph (a) of this section) is to be made
upon the basis of the aggregate of the
joint net operating loss carry-overs and
the joint net operating loss carry-back
of the spouses to such year (computed as
prescribed in paragraph (e) of § 39.122-
4) and the combined net income of the
spouses.

§ 39.123 Statutory provisions; com-
modity credit loans.

SEC. 123. Commodity credit loans. (a)
Amounts received as loans from the Com-
modity Credit Corporation shall, at the elec-
tion of the taxpayer, be considered as income
and shall be included in gross income for the
taxable year in which received.

(b) If a taxpayer exercises the election
provided for in subsection (a) for any taxable
year beginning after December 31, 1938, then
the method of computing income so adopted
shall be adhered to with respect to all subse-
quent taxable years unless with the approval
of the Commissioner a change to a different
method is authorized.

(c) [Not applicable to taxable years be-
ginning after December 31, 1951.]
[Sec. 123 as added by sec. 223 (a), Rev. Act
1939: amended by sec. 154 '(a), Rev. Act
1942]

§ 39.123-1 Election to include loans
in income. A taxpayer who receives
a loan from the Commodity Credit Cor-
poration may at his election, include
the amount of such loan in his gross in-
come for the taxable year in which the
loan is received. If a taxpayer makes
such an election, then for subsequent
taxable years he shall include in his
gross income all amounts received during
those years as loans from the Commodity
Credit Corporation, unless he secures the
permission of the Commissioner to
change to a different method of ac-
counting. Application for permission to
change such method of accounting and
the basis upon which the return is made
shall be filed vithin 90 days after the
beginning of the taxable year to be
covered by the return.

§ 39.123-2 Effect of election on ad-
gustments for other taxable years. (a)
If a taxpayer elects or has elected under
section 123 of the Internal Revenue Code
or section 223 (d) of the Revenue Act of
1939, as amended, to include in his gross
income the amount of a loan from the
Commodity Credit Corporation for the
taxable year in whichfit is received,
then-

(1) No part of the amount realized by
the Commodity Credit Corporation upon
the sale or other disposition of the com-
modity pledged for such loan shall be
recognized as income to the taxpayer,
unless the taxpayer receives an amount
in addition to that advanced to him as
the loan, in which event such additional
amount shall be included in the gross in-

§ 39 123

come of the taxpayer for the year in
which received; and

(2) No deductible loss to the taxpayer
shall be recognized on account of any
deficiency realized by the Commodity
Credit Corporation on such loan if the
taxpayer was relieved from liability for
such deficiency.

(b) The application of paragraph (a)
of this section may be illustrated by the
following example:

Example. A, a taxpayer who elected for
his taxable years 1952, 1953, and 1954 to In-
clude in gross income amounts received
during those years as loans from the Com-
modity Credit Corporation, received as loans
$500 in 1952, $700 in 1953, and $900 in 1954.
In 1956 all the pledged commodity was sold
by the Commodity Credit Corporation for
an amount $100 and $200 less than the loans
with respect to the commodity pledged in
1952 and 1953, respectively, and for an
amount $150 greater than the loan with re-
spect to the commodity pledged in 1954. A,
in making his return for 1956, shall include
in gross income the sum of $150 if it is re-
ceived during that year, but will not be
allowed a deduction for the deficiencies of
$100 and $200 unless he is required to satisfy
such deficiencies and does satisfy them dur-
ing that year.

§ 39.124 Statutory provisions; amor-
tization deduction.

SEC. 124. Amortization c d u c t z o n. [No
longer applicable]

§ 39.124A (a) Statutory provisions;
,amortization deduction, general rule.

SEc: 124A. Amortization deductfon-(a)
General rule. Every person, at his election,
shall be entitled to a deduction with .respect
to the amortization of the adjusted basis (for
'determining gain) of any emergency facil-
ity (as defined in subsection (d)), based on
a period of sixty months. Such amortiza-
tion deduction shall be an amount, with
respect to each month of such period within
the taxable year, equal to the adjusted basis
of the facility at the end of such. month
divided by the number of months (including
the month for which the deduction is com-
puted) remaining in the period. Such
adjusted basis at the end of the month shall
be computed without regard to the amortiza-
tion deduction for such month. The amor-
tization deduction above provided with
respect to any month shall, except to the
extent provided in subsection (f) of this
section, be in lieu of the deduction with
respect to such facility for such month pro-
vided by section 23 (1), relating to exhaus-
tion, wear and tear, and obsolqscence. The
sixty-month period shall begin as to any
emergency facility, at the election of the
taxpayer, with the month following the
month in which the facility was completed or
acquired, or with the succeeding taxable year.
[Sec. 124A (a) as added by sec. 216 (a), Rev.
Act 1950]

§ 39.124A (a)-1 Amortization deduc-
tion, general rule. (a) A person (in-
cluding an estate or trust (see section
172 and § 39.172-1) and a partnership
(see section 190 and § 39.190-1)) is en-
titled, at his election, to a deduction with
respect to the amortization of the ad-
justed basis (for determining gain) of
an emergency facility, such amortization
to be based on a period of 60 months.
As to the adjusted basis of an emergency
facility, see § 39.124A (e)-1. The tax-
payer may, with respect to an emer-

gency facility, elect to begin the
60-month amortization period with (1)
the month following the month in Which
such facility was completed or acquired,
or (2) the taxable year succeeding that
in which such facility was completed or
acquired (sqe § 39.124A (b)-(1)) The
date on which, or the month within
which, an emergency facility is com-
pleted or acquired is to be determined
upon the facts in the particular case.
Ordinarily, the taxpayer is in possession
of all the facts and, therefore, in a posi-
tion to ascertain such date, A statement
of the date ascertained by the taxpayer,
together with a statement of the perti-
nent facts relied upon, should be filed
with the taxpayer's election to take
amortization deductions with respect to
such facility.

(b) In no (Vent shall an amortization
deduction be allowed with respect to an
emergency facility for any taxable year
unless such facility has been certified
prior to the date of filing of the tax-
payer's return for such taxable year, or,
in the case of an emergency facility
completed or acquired after December
31, 1949, and before September 23, 1050,
unless certified on or before September
23, 1951, or the date on which the return
is filed, whichever is later, See section
124A (d) (1)

(c) In general, with respect to each
month of the 60-month period which
falls within the taxable year, the amorti-
zation deduction is an amount equal to
the adjusted basis of the facility at the
end of such month divided by the num-
ber of months (including the particular
month for which the deduction is com-
puted) remaining in the 00-month pe-
riod. The adjusted basis of the facility
at the end of any month shall be com-
puted without regard to the amortization
deduction with respect to such facility
for such month. The total amortization
deduction with respect to an emergency
facility for a particular taxable year is
the sum of the amortization deductions
allowable with respect to such facility
for each month of the 60-month period
which falls within such taxable year,
The amortization deduction with respect
to an emergency facility taken for any
month is in lieu of the deduction for
depreciation which would otherwise be
allowable under section 23 (1) with re-
spect to such facility for such month.
See, however, § 39.1244 (f)-1, relating
to depreciation with respect to any
amount not subject to amortization,

(d) This section may be iliustvated by
the following examples:

Example (1). On July 1, 1962, the X Cor-
poration, which makes its income tax returns
or the calendar year basis, begins the con-
struction of an emergency facility which Is
completed on September 30, 1952, at a eost
of $240,000. The certificate covers the entire
construction. Tho'X Corporation elects to
take amortization deductions with respect to
the facility and to begin the 60-month nmor-
tization period with October, the month fol-
lowing its completion. The adjusted basis of
the facility at thq end of October is $240,000,
The allowable amortization deduction with
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respect to such facility for the taxable year
1952 is $12,00, computed as follows:

Monthly amortization deductions:
October: $240,000 divided by 60-- $t 000
November: $236,000 ($240,000 minus

64,000) divided by 594......... 4,000
December: $232,000 ($236,000 mi-

nus $4,000) divided by 58 _..... 4,000

Total amortization deduction
for 1952 ........ .........- 12,000

Example (2). The T Corporation, which
makes its income tax returns on the basis
of a fiscal year ending November 30, pur-
chases an emergency facility (No. 1) on July
29, 1953. On June 15, 1953, it begins the
construction of an emergency facility (No. 2)
'which is completed on August 2, 1953. The
entire acquisition and construction of such
facilities are covered by the certificate. The
Y Corporation elects to take amortization de-
ductions with respect to both facilities and
to begin the 60-monthi amortization period
in each case with the month following the
month of acquisition or completion. At the
end of-the first month of the amortization
period the adjusted basis of facility No. 1 Is
$300,000 and the adjusted basis of facility
No. 2 is $54,000. In September 1953 facility
No. 1 is damaged by fire, as a result of which
its adjusted basis Is properly reduced by
$25,370. The allowable amortization deduc--
tion with respect to such facilities for the
taxable year ending November 30, 1953, is
$21,410, computed as follows:

Facility No. I

Monthly amortization deductions:
August: $300,000 divided by 60...-. $5,000
September: $269,630 ($300,000

minus $5,000 and $25,370) di-
vided by 59 ---------------- 4,570

October: $265,060 ($269,630 minus
$4,570) divided by 58.4,570

November: $260,490 ($265,060 minus
$4,570) divided by 57 ---- 4,570

Amortization deduction for

1953 -------------------- 18,710

Facility No. 2

Monthly amortization deductions:
September: $54,000 divided by 60_-_ $900
October: $53,100 divided by 59 ------ 900
November: $52,200 divided by 58 .... 900

Amortization deduction for
1953 ------------------- 2,700

Total amortization deduction
for 953_ 21,410

Example (3). On June 15, 1952, the Z
Corporation, which makes its income tax
returns on the calendar year basis, completes
the construction of an emergency facility at
a cost of $110,000. In its income tax return
for 1952, filed on March 15, 1953, the Z Cor-
poration elects to take amortization deduc-
tions with respect to such facility and to
begin the 60-month amortization period with
July, the month following its completion.
No certificate -with respect to such facility is
made until April 10, 1953, and therefore no
amortization deduction with respect to such
facility -is allowable for any month in the
taxable year 1952. The Z Corporation Is en-
titled, however, to take a deduction for de-
preciation of such facility for the taxable
year 1952, such deduction being assumed, for
the purposes of this example, to be 82,000.
Accordingly, the adjusted basis of such fa-
cility at the end of January 1953 (without
regard to the amortization deduction for such
month) !a $108,000 ($110,000 minus $2,000).
For the taxable year 1953. the Z Corporation
is, with respect to such facility, entitled to
an amortization deduction of $24,000 com-
puted as follows:
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Monthly amortization deductions:
January: $108,000 divided by 54_. $2, 000
February: $108,000 ($108,000 minus

$2,000) divided by 53..... 2, 000
March: $104,000 ($10S.000 mlnu

$2,000) divided by 52 .... 2,000
For the remaining nine months

(similarly computed) 18,000

Total amortization deduction
for 1953..... -24, 000

Since the Z Corporation elected in Its return
for 1952 to take amortization deductions with
respect to such facility and to begin the
60-month amortization period with July
1952, It must compute Its amortization de-
ductions for the 12 months In the taxable
year 1953 on the basis of the remaining
months of the established CO-month amorti-
zation period, as indicated In the above
computation.

§ 39.124A (b) Statutory provzsions;
amortization deduction; election.

Sac. 124A. Amortization deduction.
(b) Election of amortization. The elec-

tion of the taxpayer to take the amortization
deduction and to begin the t.xty-month
period with the month following the month
in wbhich the facility was completed or ac-
quired, or with the taxable year succeeding
the taxable year in which such facility was
completed or acquired, shall be made by
filing with the Secretary, in such manner,
In such form, and within such time. a the
Secretary may by regulations prescrlbC, a
statement of such election.

[See. 124A (b) as added by ccc. 216 (a), Rev.
Act 1950]

§ 39.124A (b)-l Election of amorti-
uation-(a) General rule. An election
by the taxpayer to take amortization
deductions with respect to an emergency
facility and to begin the 60-month amor-
tization period either with the month
following the month in which such
facility was completed or acquired, or
with the taxable year succeeding the
taxable year in which such facility was
completed or acquired, shall be made by
a statement to that effect in Its return
for the taxable year in which falls the
first month of the 60-month amortiza-
tion period so elected.

(b) Election not made in prescribed
manner If the statement of election Is
not made by the taxpayer as prescribed
in paragraph (a) of this section, It may,
In the discretion of the Commissioner
and for good cause shown, be made in
such manner and form and within iuch
time as may be -approved by the Com-
missioner.

(c) Other requirements and consider-
ations. No method of making such elec-
tion other than those prescribed in this
section and § 29.124A-4 of Regulations
111 (26 CFR, 1949 ed., Supps.) is per-
mitted. Any statement of election
should contain a description clearly Iden-
tifying each emergency facility for which
an amortization deduction Is claimed. A
taxpayer which does not elect, in the
manner prescribed In this section or
§ 29.124A-4 of Regulatlons 111 (26 CFR,
1949 ed., Supps.), to take amortization
deductions with respect to an emergency
facility shall not be entitled to amortiza-
tion deductions with respect to such fa-
cility. See also the last sentence of
section 124A (d) (1) and paragraph (b)
of § 39.124A (a)-1, restricting allowance

of amortization deduction to cases where
the facility has been certified prior to
the date on which the return for the
taxable year is filed.

§ 39.124A (c) Statutory provisions;
amortization deduction; termmation.

S. 124A. Amonrtfzati n deduction. * * 0
(c) Termination of amortization decuc-

tion. A taxpayer which has elected under
subsection (b) to take the amortization de-
duction provided in subsecton (a) may, -t
any time after making such election, dls-
continue the amortization deductions with
resect to the remainder of the amortiz-aton
period, such discontinuance to begin as, o
the beglnning of any month specified by the
taxpayer In a notice in writing filed with the
Secretary before the beginning of such
month. The deduction provided under sec-
tion 23 (1) shall ho allowed, beginning with
the Erst month as to which the amortization
deduction I- not applicable, and the tax-
payer rholl not be entitled to any, further
amortization deductions with respect to such
emergency facility.

[SJe, 124A (c) as added by cec. 216 (a). Rev.
Act 19501

§ 39.124A (c0-1 Election to discon-
tinue amortization. (a) If a taxpayer
has elected to take amortization deduc-
tions with respect to an emergency fa-
cility, It may, after such election and
prior to the expiration of the 60-month
amortization period, discontinue the
amortization deductions with respect to
such facility for the remainder of the
CO-month period. An election to discon-
tinue the amortization deductions shall
be made by a notice in writing filed with
the Commissioner of Internal Revenue,
Washington 25, D. C., specifyinz the
month as of the begining of which the
taxpayer elects to discontinue such de-
ductions. Such notice shall be filed be-
fore the beginning of the month specified
therein, and should contain a description
clearly Identifying the emergency facility
with respect to which the taxpayer elects
to discontinue the amortization deduc-
tions. If the taxpayer so elects to
discontinue the amortization deduc-
tions with respect to an emergency fa-
cility, it shall not be entitled to any
further amortization deductions with re-
spect to such facility.

Cb) A taxpayer which thus elects to
discontinue amortization deductions with
respect to an emergency facility is en-
titled, if such facility Is depreciable prop-
erty under section 23 (1) and the
regulations thereunder, to a deduction
for depreciation with respect to such
facility. The deduction for depreciation
shall begin with the first month as to
which the amortization deduction Is not
applicable, and shall be computed on the
adjusted basis of the property as of the
beginning of such month (see section 113
(b) and the regulations thereunder)
(c) This section may be illustrated by

the following example:
Example. On July 1, 1952. the M Car-

poration, which makes its income tax returns
on the calendar year ba.sis, purch_-' an
emergency facility, conzisting of land with a
building thereon, at a cost of e30,00 of
which C0o.00 Is allocable to the land and
$240.000 to the building. The certificate
covers the entire acqubition. The corora-
tion elects to take amortization deductions
with respeCt to the facility and to b.in

§ 39.124A (c--1

6005

HeinOnline -- 18 Fed. Reg. 6005 1953



6006
the 60-month amortization period with the
taxable year 1953. Depreciation of the
building in the amount of $6,000 is de-
ducted and allowed for the taxable year
1952. On March 25, 1954, the corporation
files notice with the Commissioner of its
election to discontinue the amortization de-
ductions beginning with the month of April
1954. The adjusted basis of the facility on
January 31, 1953, is $300,000, or the cost of
the facility ($306,000) less the depreciation
allowed for 1952 ($6,000). The amortization
deductions for the taxable year 1953 and
the months of January, February, and March
1954, amount to $75,000, or $5,000 per month
for 15 months. Since, at the beginning of
the amortization period (January 1, 1953),
the adjusted basis of the land is one-fifth
of the adjusted basis of the entire facility
and since there are no adjustments to basis
other than on account of amortization dur-
ing the period, the adjusted basis of the land
should be reduced by $15,000, or one-fifth
of the entire amortization deduction, and
the adjusted basis of the building should
be reduced by $60,000, or four-fifths of, the
entire amortization deduction. Accordingly.
the adjusted basis of the facility as of April
1, 1954, is $225,000, of which $180,000 is
allocable to the building for the purpose of
depreciation deductions under section 23 (1),
and $45,000 is allocable to the land.

§ 39.124A (d) Statutory provzsions;
amortization deduction, definitions.

SEC. 124A. Amortization deduction. * * *
(d) Definitions-(l) Emergency facility..

As used in this section, the term "emergency
facility" means any facility, land, building,
machinery, or equipment, or any part thereof,
the construction, reconstruction, erection,
installation, or acquisition of which was com-
pleted after December 31, 1949, and with
respect to which a certificate under subsec-
tion (e) has been made. In no event shall
an amortization deduction be allowed in re-
spect of any emergency facility for any tax-
able year unless a certificate in respect there-
of under this paragraph shall have been
made prior, to the filing of the taxpayer's
return for such taxable year, or, In the case
of an emergency facility completed or ac-
quired by a taxpayer after December 31, 1949,
and before the date of enactment of the Reve-
nue Act of 1950, unless a certificate in respect
thereof under this paragraph shall have been
made prior to the expiration of twelve
months after the date of enactment of the
Revenue Act of 1950.

(2) Emergency period. As used in this
section, the term "emergency period" means
the period beginning January 1, 1950, and
ending on the date on which the President
proclaims that the utilization of a substan-
tial portion of the emergency facilities with
respect to which certifications under subsec-
tion (e) have been made'is no longer required
in the Interest of national defense.

[Sec. 124A (d) as added by see. 216 (a), Rev.
Act 1950]

§ 39.124A (d)-1 Definitions. - As used
in §§ 39.124A (a)-1 to 39.124A (h)-1,
inclusive, the term-

(a) "Certifying-authority" means the
certifying authority designated by the
President by Executive order.

(b) "Emergency facility" means any
facility, land, building, machinery, or
equipment, or any part thereof, the
acquisition of which occurred after De-
cember 31, 1949, or the construction, re-
construction, erection, or installation of
which was completed after such date,
and with respect to which a certificate
under section 124A (e) has been made.
In the case of an application for a cer-
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tificate under section 124A (e) which Is
filed after March 23, 1951, only the part
of any such facility-which is constructed,
reconstructed, erected, or installed by
any person not earlier than six months
prior to the filing of such application,
and whichpis certified in accordance with
section 124A (e) shall be deemed to be
an emergency facility notwithstanding
that the other part of such facility was
constructed, reconstructed, erected, or
installed earlier than six months prior
to the filing of such application. The
term "emergency facility'" as so defined,
may include, among other things, im-
provements of land, such as the con-
struction of roads, bridges, and airstrips,
and the dredging of channels.

(c) "Emergency period" means the
period beginning on January 1, 1950, and
ending on the date on which the Presi-
dent proclaims that the utilization of a
substantial portion of the certified emer-
gency facilities is no longer required in
the interest of national defense.

§ 39.124A (e) Statutory provisions;
amortization deduction, adjusted basis
of emergency facility.

SEC. 124A. Amortization deduction. * * *
(e) Determination of adjusted basis of

emergency facility. In determining, for the
purposes of subsection (a) or subsection (g),
the adjusted basis of an emergency facility-

(1) There shall be included only so much
of the amount of the adjusted basis of such
facility (computed without regard to this
section) as is properly attributable to such
construction, reconstruction, erection, in-
stallation, or acquisition after December 31,
1949, as the certifying authority, designated
by the President by Executive order, has
certified as necessary In the interest of
national defense during the emergency pe-
riod, and only such portion of such amount
'as such authority has certified as attribu-
table to defense purposes. Such certifica-
tions shall be under such regulations as may
be prescribed from time to time by such
certifying authority with the approval of
the President. An application for a certifi-
cate must be filed at such time and in such
manner as may be prescribed by such cer-
tifying authority under such regulations but
in no event shall such certificate have any
effect unless an application therefor is filed
before the expiration of six months after the
beginning of such construction, reconstruc-
tion, erection, or Installation or the date of
such acquisition, or before the expiration
of six months after the date of enactment
of the Revenue Act of 1950, whichever is later.

(2) After the completion or acquisition
of any emergency facility with respect to
which a certificate under paragraph (1) has
been made, any expenditure (attributable to
such facility and to the period after such
completion or acquisition) which does not
represent construction, reconstruction, erec-
tion, installation, or acquisition, included
in such certificate, but with respect to which
a separate certificate is made under para-
graph (1), shall not be applied in adjust-
ment of the basis of such facility but a sepa-
rate basis shall be computed therefor pur-
suant to paragraph (1) as if it were a new
and separate emergency facility.
[Sec. 124A (e) as added by sec. 216 (a), Rev.
Act 19501

§ 39.124A Ce)-1 Adjusted basis o1
emergency faCility-(a) In general. (1)
The adjusted basis of an emergency fa-
cility for the purpose ,of computing the
amortization deduction may differ from

what would otherwise constitute the ad-
3usted basis of such emergency facility,
in that It shall be the adjusted basis for
determining gain (see section 113) and
in that it may be only a portion of what
would otherwise constitute the adjusted
basis. It will be only a portion of such
other adjusted basis if only a portion of
the basis (unadjusted) Is attributable to
certified construction, reconstruction,
erection, installation, or acquisition tak-
ing place after December 31, 1949. Also,
it will be only a portion of what would
otherwise constitute the adjusted basis
of the emergency facility If only a por-
tion of the basis (unadjusted) Is certified
as attributable to defense purposes. It
is therefore necessary first to determine
the unadjusted basis of the emergency
facility from which the adjusted basis
for amortization purposes is derived,

(2) The unadjusted basis for amorti-
zation purposes is the same as the un-
adjusted basis otherwise determined
only when the entire construction, re-
construction, erection, Installation, or
acquisition takes place after December
31, 1949, and Is certified In Its entirety
by the certifying authority.

(3) In cases in which only a portion
of the construction, reconstruction,
erection, Installation, or acquisition at-
tributable to the facility takes place
after December 31, 1949, and that por-
tion Is certified in Its entirety by the cer-
tifying authority, the unadjusted basis
for the purpose of amortization Is so
much of the entire unadjusted basis as is
attributable to the certified construction,
reconstruction, erection, Installation, or
acquisition which takes place after
December 31, 1949. For example, the
X Corporation begins the construction
of a facility on November 15, 1949, and
such facility is completed on April 1,
1952, at a cost of $5,000,000 of which
$4,600,000 is attributable to construction
after December 31, 1949. The entire
construction after December 31, 1949,
Is certified by the certifying authority.
The unadjusted basis of the emergency
facility for amortization purposes Is
therefore $4,600,000. For depreciation
of the remaining portion of the cost
($400,000) see § 39.124A (f)-1.

(4) If the certifying authority certi-
fies only a portion of the construction,
reconstruction, erection, installation, or
acquisition of property which takes place
after December 31, 1949, the unadjusted
basis for amortization purposes is
limited to such portion so certified.
Assuming the same facts as in thi ex-
ample In subparagraph (3) of this para-
graph, except that only 50 percent of
the construction, reconstruction, erec-
tion, installation, or acquisition after
December 31, 1949, Is certified, the un-
adjusted basis for amortization purposes
is 50 percent of $4,600,000, or $2,300,000.

(5) The adjusted basis of an emer-
gency facility for amortization purposes
is the unadjusted basis for amortization
purposes less the adjustments properly
applicable thereto. Such adjustments
are those specified in section 113 (b),
except that no adjustments are to be
taken Into account which increase the
adjusted basis. (See paragraph (b) of

§ 39 124A (d)
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this section.) If the taxpayer con-
structs, reconstructs, erects, installs, or
acquires an emergency facility pursuant
to a cost reimbursement contract 'with
an obligation for reunbursement by the
United States of all or a part of the cost
of such facility, the unadjusted basis of
such facility for amortization purposes
shall not include that part of the cost
for which the taxpayer is entitled to
reimbursement, and the amount received
as reimbursement shall be treated as
a capital receipt. However, amounts re-
ceived by a taxpayer which represent
in fact compensation by reason of ter-
mination of a government contract or
payment for articles under such a con-
tract, though denominated reimburse-
ments for all or a part of the cost of
an emergency facility, are not to be
treated as capital receipts but are to be
taken into account in computing income,
and are therefore not to be applied in
reduction of the basis of such facility.

(6) The followmg examples will illus-
trate the computation of the adjusted
basis of an emergency facility for amor-
tization purposes:

Example (1). The X Corporation com-
pletes an emergency facility on July 1, 1952,
the entire unadjusted basis of which is
$500,000, and the unadjusted basis of which
for the purpose of amortization is $300,000.
The X Corporation elects to begin amorti-
zation as of January 1, 1953. The only ad-
justment to basis for the period Jtly 1.
1952 to January 31, 1953, other than de-
preciation or amortization for January 1953,
is $5,000 for depreciation for the last six
months of 1952. The adjusted basis for the
purpose of amortization Is therefore $300,000
less $3,000 (300,000/500,000 X $5,000), or
$297,000.

Example (2). On July 31, 1956, the Y
Corporation has an emergency facility (a
building) which was completed on July 1,
1952, the entire basis of which is 50,00,
and the unadjusted basis of which for the
purpose of amortization is $300,000. The
corporation elected to begin amortization
as-of January 1, 1953, at which time it was
entitled to $5,000 depreciation for the last
six months of 1952. On July 1, 1956, the
facility was damaged by fire, as the result
of which its adjusted basis -is properly re-
duced by $200,000. The adjusted basis of
the emergency facility as of July 1956 for the
purpose of amortization and depreciation,
and the adjusted basis for other purposes,
are $23,849.18, $49,250.82, and $73,100.00, re-
spectively, computed as follows:

For For other
amortiza- deprecla- our-

tion tion

Unadjusted basL -$ 00, 00. O M-1, 030. 03 $ 50,0O0Less deprwatiaa to

Adjustei hams -an.
1953 -------- 297,00000 1930D 00 49000

Less amortization for
423nontbs ---------- -207, SO. 00 .--------- 7 , P

Less depreeation for
42racaths --.......... 14.000.00 14,03

Adjusted bas at
time of fire ------- S , 100.00 1K4,000.00 27,100

Less fire loss (appor-
tioned as explained
b elow) - ---- - 20-2-474.020,0

Adjusted basrs afterfirelos ......... 23, fA9.18 r4%2M 82 1' 4-40{
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The *200,000 fire los Is applied against the
adjusted basis for the purpose of amortiza-
tion and the adjusted basis for the purposo of
depreciation In the proportion that each
such adjusted basis at the time of the fire
bears to their sum, L e., 3,10/273,lCOX
$200,000 or $65;250.82, against the amortiza-
tion basis, and 184,000/273.1C0>*$20000, or
$134,749.18, against the depreciation basis.

(b) Capital additions. (1) If, after
the completion or acquisition of an emer-
gency facility which has been certified by
the certifying authority, further expend-
itures are made for construction, recon-
struction, erection, Installation, or acqui-
sition attributable to such facility but
not covered by such certification, such
expenditures shall not be added to the
adjusted basis of the emergency facility
for amortization purposes under such
certification. If such further expendl-
tures are separately certified In accord-
ance with the provisions of section 124A
(e) (1) and this section, they are treated
as certified expenditures In connection
with a new and separate emergency
facility and, If proper election Is made.
will be taken into account in computing
the adjusted basis of such new and sepa-
rate emergency facility for the purpose
of amortization.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. On March 1, 1952, the certifying
authority certifies as an emergency facility a
heating plant proposed to be constructed by
the Z Corporation. Such facility is com-
pleted on July 1, 1952. The Z Corporation,
on August 1, 1952, begins the installation in
the plant of an additional boller, which Is not
included in the certification for the plant but
is certified as a new and separate emergency
facility. For amortization purpos, the ad-
justed basis of the heating plant is deter-
mined without including the cost of the
additional boiler. Such cost is taken Into
account In computing the adjusted basis of
the new and separate emergency facility (the
boiler), as to which the taxpayer has a caps-
rate election for amortization purposes and
a separate amortization period.

§ 39.124A () Statutory provisions;
amortization deduction; depreciation.

Ssc. 124A. Amortization deduction. 0 0 6
(f) Depreciation deduction. If the ad-

justed basis of the emergency facility (com-
puted without regard to this sectlon) is In
excess of the adjusted basis computed under
subsection (e), the deduction provided by
Eectlon 23 (1) shall, despite the provlsions, of
subsection (a) of this section, h- allowed
with respect to such emergency facility as if
its adjusted basis for tbe'purpos of cuch
deduction were an amount equal to the
amount of such exces.

[Sec. 124A (f) as added by ree. 216 (a), Rev.
Act 1950]

§ 39.124A (f)-1 Depreciation of por-
tion of emergency facility not subject to
amortization. (a) The rule set forth In
section 124A (a) (see § 39.124A (a)-1),
that an amortization deduction vith re-
spect to an emergency facility Is In lieu
of any deduction for depreciation which
would otherwise be allowable under sec-
tion 23 (1) with respect to such facility,
Is subject to the exception provided In
section 124A () Under this exception,
if the property constituting such facility
Is depreciable property under section 23
(1) and the regulations thereunder and

60917

if the adjusted basis of such facility as
computed under section 113 (b) for pur-
poses other than the amortization de-
ductions (see § 39.113 (b) (D-1) Is in
excecs of the adjusted basis computed
under section 124A (e) for the purpose
of the amortization deductions (see
§ 39.124A (e)-1) then the excess shall be
charged off over the useful life of the
facility and recovered through deprecia-
tion deductions. Thus, if the construc-
tion of an emergency facility is begun on
or before December 31, 1949, and com-
pleted after such date, no amortization
deductions are allowable with respect to
the amount attributable to such con-
struction on or before such date (cee
§ 39.124A (e)-l) However, if the prop-
erty constituting such facility Is depre-
ciable property under section 23 (1) and
the regulatlons thereunder, then the de-
preciation deduction provided by such
section and regulations s allowable with
respect to the amount attributable to
such construction on or before December
31, 1949.

(b) Similarly, If only a portion of the
construction, reconstruction, erection,
installation, or acquisition after Decen-
ber 31, 1949, of an emergency facility
has been certified by the certifying au-
thority, and If such facility Is deprecMable
property under section 23 a) and the
regulations thereunder, then the depre-
ciation deduction provided by such sec-
tion and regulations Is allowable with
respect to the portion which has not
been so cert~fl-d.

(W) For illustration of the treatment
of a depreciable portion of an emergency
facility, see example (2) in § 39.122A
(e)-1 (a) (6).

§ 39.124A (g) Statutory proviszons;
amortization deduction; payment by
United States of unamortized cost of
facility.

S=. 124A. Amortization deductiso. "
(g) Payment by United Statea of un-

amortized coat of facility. If an amount is
properly includible In the gross income of the
taxpayer on account of a payment vith
repect to an emergency facility and suh
payment Ia certifled as provided In pr-
graph (1), then, at the election of the tax-
payer in Its return for the taxable y-ar in
which such amount i- co includibls-

(1) The amortization deduction for the
month In .hich such amount I- so inalud-
Ible hall (in lieu of the amount of the
deduction for such month computed undar
subsection (a)) be equal to the amzunt zi
Includl~le but not In exces of the adlu::ed
basls of the emergency faeility as of the end
of such month (computed without regrd to
any amortization deduction for such morth i.
Payments refered to in thL pararph shall
be payments the amounts of which ara csr-
tiled, under such regulations as the Prs=Usnt
may prczcrlbe, by the certifying authorty
designated by the President as comoens.=-
tion to the taxpayer for the unsmortlzd
cost of the emergency facility mode be-
caus-

(A) A contract with the United State5
Involving the u-3 of the facility has b'a
terminated by its terms or by cancellatlon,
or

(B) The taxpayet bed rcasonable ground
(elther from provislons of a contract with
the -United States involving the use of
the facility, or from written or oral repre-
centations made under authority of the
United States) for anticipating future con-

§ 39.124A (g)
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tracts involving the use of the facility, which
future contracts have not been made.

(2) In case the taxpayer is not entitled
to any amortization deduction with respect
to the emergency facility, the deduction
allowable under section 23 (1) on account
of the month in which such amount is so
includible shall be Increased by such amount,
but such deduction on account of such
month shall not be in excess of the adjusted
basis of the emergency facility as of the end
of such month (computed without regard to
any amount allowable, on account of such
month, under section 23 (1) or this para-
graph).

[Sec. 124A (g) as added by sec. 216 (a), Rev.
Act 19501

§ 39.124A (g)-1 Payment by United
States of unamortized cost of facility.
(a) Section 124A (g) contemplates that
certain payments may be made by the
United States to a taxpayer as compen-
sation for the unamortized cost of an
emergency facility. If any such pay-
ment is properly includible in gross in-
come and has been certified, as provided
in section 124A (g) as having been paid
under the circumstances described
therein, a taxpayer which is recovering
the adjusted basis of an emergency fa-
cility through amortization rather than
depreciation may elect to take an
amount equal to such payment as an
amortization deduction with respect to
such facility for the month in which
such payment is so includible. Such
amortization deduction shall be in lieu
of the amortization deduction otherwise
allowable with respect to such facility
for such month, but it shall not in any
case exceed the adjusted basis of such
facility (see § 39.124A (e)-l) as of the
end of such month (computed without
regard to any amortization deduction
for such month) The election referred
to in this paragraph shall be made in
the return for the taxable year in which
the amount of such payment is includi-
ble in gross income.

(b) If a taxpayer is recovering the
adjusted basis of an emergency facility
through depreciation rather than amor-
tization, the depreciation deduction al-
lowable under section 23 (1) for the
month in which the amount of any such
payment is includible in gross income
shall, at the taxpayer's election, be in-
creased by such amount; but the total
deduction with respect to the certified
portion of such facility shall not in any
case exceed the adjusted basis of such
facility (computed as provided in sec-
tion 124A (e) and § 39.124A (e)-1 for
amortization purposes) as of the end of
such month (computed without regard to
any amount allowable for such month,
under section 23 (1) or 124A (g) (2))
The election referred to in this para-
graph shall be made in the return for
the taxable year in which the amount of
such payment is includible in gross
income.

(c) This section may be illustrated
by the following examples:

Example (1). On January 31, 1952, the
X Corporation purchases an emergency
facility at a cost of $600,000. The certifi-
cate covers the entire acquisition. The X
Corporation elects to take amortization de-
ductions with respect to such facility and
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to begin the 60-month amortization period
with February 1952, the month following
the month of acquisition. On July 15, 1953,
as a result of the cancellation of certain
contracts with the X Corporation, the
United States makes a payment of $300,000
to the corporation as compensation for the
unamortized cost of such facility. The
$300,000 payment Is includible in the X
Corporation's gross income for July 1953.
.The adjusted basis of such facility for amor-
tization purposes as of the end of July
1953, computed without regard to any
amortization deduction for such month, is
$430,000. Accordingly, the corporation is
entitled toetake an amortization deduction
of $300,000 for such month, in lieu of the
$10,000 amortization deduction which is
otherwise allowable.

Example (2). On November 30, 1952, the
Y Corporation purchases an emergency fa-
cility, consisting of land with a building
thereon, at a cost of $500,000, of which $200,-
000 is allocable to the land and $300,000 to
the building. The certificate covers the en-
tire acquisition. The Y Corporation does
not elect to take amortization deductions
with respect to such facility, but is entitled
to a depreciation deduction with respect to
the building at the rate of 3 percent per
annum, or $750 per month. On August 12,
1954,-as a result of cancellation of certain
contracts, the United States makes a pay-
ment of $400,000 to the corporation as com-
pensation for the unrecovered cost of such
facility. The $400,000 is includible in the Y
Corporation's gross income for August 1954.
The adjusted basis of the facility as of the
end of August 1954, computed without re-
gard to depreciation for such month, is
$485,000, of which amount $200,000 is alloca-
ble to the land and $285,000 to the build-
ing. Accordingly, the corporation Is entitled
to increase the $750 depreciation deduction
for August 1954 by the full amount of the
$400,000 payment.

§ 39.124A (h) Statutory provmszons;
amortization deduction, life tenant and
remaznderman.

SEc. 124A. Amortization deduction. * * *
(h) Life tenant -and remainderman. In

the case of property held by one person for
life with remainder to another person, the
deduction shall be computed as if the life
tenant were the absolute owner of the prop-
erty and shall be allowable to the life tenant.

[Sec. 124A (h) as added by sec. 216 (a), Rev.
Act 1950]

§ 39.124A (h)-1 Life tenant and re-
maznderman. In the case of an emer-
gency facility held by one person for life
with remainder to another person, the
amortization deduction shall be com-
puted as if the life tenant were the
absolute owier of the facility and shall
be allowable to the life tenant during
his life.

§ 39.124A (i) Statutory provszons;
amortization deduction, cross reference.

SEc. 124A. Amortization deduction. * * *
(1) Cross reference. For special rule with

respect to gain derived from the sale or ex-
change of property the adjusted basis of
which Is determined with regard to this sec-
tion, see section 117 (g) (3).

[Sec. 124A (1) as added by sec. 216 (a), Rev.
Act 1950]

§ 39.124A-(i) -1 Cross reference. For
income tax treatment of gain from the
sale or exchange of an emergency facil-
ity for which an amortization deduction
has been taken, see section 117 (g) (3)
and § 39.117 (g)-2.

§ 39.125 (a) Statutory provisions;
amortizable bond premium, general rule,

SEC. 125. Amortizable bond prenium-(a)
General rule. In the case of any bond, as
defined In subsection (d), the following rules
shall apply to the amortizable bond premium
(determined under subsection (b)) on the
bond for any taxable year beginning after
December 31, 1941.

(1) Interest wholly or partially taxable,
In the case of a bond (other than a bond the
Interest on which is oxcludible from gross
income), the amount of the amortizable bond
premium for the taxable year shall be allowed
as a deduction.

(2) Interest wholly tax-exempt. In the
case of any bond the Interest on which Is
excludible from gross Income, no deduetlou
shall be allowed for the amortizable bond
premium for the taxable year,

(3) Adjustment of credit in case of inter-
est partially tax-exempt. In the caio of any
bond the Interest on which Is allowable as a
credit against net Income, the credit provided
In section 25 (a) (1) or (2), or section 20
(a), as the case may be, shall be reduced by
the amount of the amortizable bond premium
for the taxable year.

For adjustment to basis on account of
amortizable bond premium, see section 113(b) (1) (H).

[Sec. 125 (a) as added by see. 120 (b), Rov,
Act 1942]

§ 39.125 (a)-1 In general-(a) Ap-
plication. (1) Section 125 makes provl-
sion for the amortization of bond pro-
mium by the owners of the bonds,

(1) It is mandatory with respect to-
(a) Fully tax-exempt bonds (the In-

terest on which Is excludible from gross
income) whether the owner Is a cor-
poration, individual, or other taxpayer;
and

(b) Partially tax-exempt bonds (the
interest on which is subject only to sur-
tax) owned by a corporation.

(if) It is optional, at the election of
the taxpayer, with respect to-

(a) Fully taxable bonds (the Interest
on which Is subject to normal tax and
surtax) whether the owner Is a cor-
poration, Individual, or other taxpayer;
and

(b) Partially tax-exempt bonds owned
by taxpayers other than corporations

(2) As used In section 125, the term
"bond" means any bond, debenture, note,
or certificate or other evidence of Indebt-
edness, Issued by any corporation and
bearing Interest (including any like ob-
ligation issued by a government or polit-
ical subdivision thereof) with Interest
coupons or in registered form, but does
not Include any such obligation which
constitutes stock in trade of the tax-

-payer or any such obligation of a kind
which would properly be Included In
the Inventory of the taxpayer If on
hand at the close of the taxable year, or
any such obligation held by the taxpayer
primarily for sale to customers In the
ordinary course of his trade or business,
Since bonds owned by dealers In securi-
ties are excluded from the foregoing
definition, section 125 has no application
to such dealers. See, however, § 39,22
(o)-1.

(b) Operation. (1) In the case of a
fully tax-exempt bond, the amortizable
bond premium for the taxable year Is
simply an adjustment to the basis or

§ 39.124A (g)-]
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adjusted basis of the bonds. Thus, if
such premium is $1, the basis or ad-
3usted basis of the bond is reduced by $1.
No deduction is allowable on account of
such amortizable bond premium. In the
case of a fully taxable bond to which
section 125 is applicable, the amortizable
bond premium is both an adjustment to
the basis or adjusted basis of the bond
and a deduction.

(2) In the case of a partially tax-
exempt bond to which such section is ap-
plicable, the amortizable bond premium
for the taxable year is used for three
purposes: (i) As an adjustment to the
basis or adjusted basis of the bond; (ii)
as a deduction; and (iE) as a reduction
of the credit for the interest on the bond.
provided in section 25 (a) (1) or (2) or
section 26 (a) Accordingly, if the inter-
est on such a partially tax-exempt bond
for the taxable year is $30 and the amor-
tizable bond premium thereon for such
taxable year is $5, the $30 is included in
gross income, the $5 is allowable as a
deduction, an adjustment in the amobnt
of $5 is made to the basis or adjusted
basis of the bond, and the credit on ac-
count of such -interest is $25 ($30 minus
$5) In the case of a taxpayer whose tax
is computed under Supplement T (see-
tion 400) or who elects to take the stand-
ard deduction (section 23 (aa)) and
thus no specific deduction is permitted
under section 125 (a) (1) for amortiza-
tion of bond premiums as such, it shall
be deemed, if the taxpayer has elected to
amortize bond premium in accordance
with the provisions of section 125, that
the deduction for amortization of amor-
tized bond premium has been allowed for
the purpose of determining the adjusted
basis of the bond.

(3) In the case of a trust the income
of which is distributable to the benefi-
ciaries in whole or in part, where the
trustee elects to amortize bond premium
by deducting the amount thereof in the
return filed for the trust on Form 1041,
the distributable income of the trust de-
termined in accordance with the pro-
visions of section 162 (b) is the full
amount otherwise distributable without
reduction for amortization of bond pre-

-mum in all cases where, under the law
applicable to the trust or under the pro-
vimons of the trust instrument, the in-
come distributable to the beneficiaries
shall not be reduced by such reduction
for amortization. See section 24 (d).

§ 39.125 (a)-2 Bonds owned by de-
cedents-(a) Cash basis decedents. (1)
If a decedent on the cash receipts and
disbursements basis owned fully taxable
bonds and partially tax-exempt bonds
to winch section 125 applies-

(i) In the case of a fully taxable
bond-

(a) The interest accruing thereon
during the period ending with his death
is, by reason of section 126. included
upon its receipt in the gross income of
the estate or legatee, whichever acquires
the right to receive such interest, while

(b) The deduction on account of
amortizable bond premium for such pe-
riod is properly allowable as a deduction
for such period under the decedents
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method of accounting and is not allow-
able as a deduction for the estate or
legatee; and

(i) In the case of a partially tax-
exempt bond-

(a) The interest accruing thereon for
such period is similarly included upon
its receipt in the gross income of the
estate or legatee, as the case may be;

(b) The estate's or legatee's credit for
such interest is not reduced on account
of the amortizable bond premium for
such period; and

(c) The deduction on account of the
amortizable bond premium for such pe-
riod is allowable as a deduction in the
return for the decedent as in the case of
a fully taxable bond.

(2) The application of the provisions
of subparagraph (1) of this paragraph
relating to a partially tax-exempt bond
may be illustrated by the following
example:

Example. At the time of his death In
1952, D owns a partially tax-exempt bond
to which section 125 applIes. For the period
beginning January 1, 1952, and ending with
his death, the accrued interest on ouch bond
is $25 and the amortizable bond premium
is $2. D's estate has the right to receive
such interest. D's executor, In maling the
income tax return for such period, may take
into account a deduction in the amount of
$2 on account of the amortizable bond
premium for such period. D's estate in-
cludes the interest ($25) in Its gros Income
upon receipt and. for the purposes of the
normal tax, receives a credit for $2. which
is not reduced on account of the amortizable
bond premium which was a deduction al-
lowable for the last taxable period of the
decedent.

(b) Accrual basis decedents. If a
decedent on the accrual basis owns fully
taxable bonds and partially tax-exempt
bonds to which section 125 applies--

(1) In the case of a fully taxable bond,
both the interest accruing thereon dur-
ing the period ending with his death
and the deduction on account of the
amortizable bond premium for such
period remain with the decedent; and

(2) In the case of a partially tax-
exempt bond, the rule as to the accrued
interest and the amortization deduction
is the same as in subparagraph (1) of
this paragraph, and his credit for such
interest is required to be reduced by the
amount of the amortizable bond pre-
mium for the period ending with the
decedents death.

§ 39.125 (b) Statutory provisions ;
amortizable bou premium, amount.

SEC. 125. Amortizable bond premium. * ..
(b) Amortizzable bond premium-(1)
Amount of bond premium. For the pur-
poses of paragraph (2), the amount of bond
premium, in the case of the holder of any
bond, shall be determined with reference
to the amount of the basis (for determining
loss on sale or exchange) of such bond. and
with reference to the amount payable on
maturity or on earlier call date, with adjust-
ments proper to reflect unamortized bond
premium with respect to the bond. for the
period prior to the date as of which sub-
section (a) becomes applicable with respect
to the taxpayer with respect to such bond.
In no case shall the amount of bond pre-
mium on a convertible bond include any
amount attributable to the converalon fea-
tures of the bond.

6009

(2) Amount amort-cable. The amortiz.
able bond premium of the taxable year shall
be the amount of the bond premium at-
tributable to such year.

(3) Method of determination. The deter-
minations required under parazraphs (1)
and (2) shall be made-

(A) In accordance with the method of
amortizing banl premium regularly em-
ployed by the holder of the bond, if such
method 13 reasonable;

(B) In all other cazea, In accordafce with
regulations presribing reasonable method.-
of amortizing bond premium, prescribed by
the Commissoner wth-the approval of the
Secretary.

[Subsec. (b) as added by cec. 126 (b), Rev.
Act 1042. and amended by sec. 217 (a), Rev.
Act 19591

§ 39.125 (b)-1 BOnd premium and
amortizable bond prtemtium. (a) ]Bond
premium on any bond to which section
125 applies is the excess of the amount of
the basis (for determining loss on sale
or exchange) of the bond over the
amount payable at maturity or, in the
case of a callable bond, earlier call date.
For determination of applicable call date
see § 39.125 (b)-2. If the date as of
which such basis of the bond was estab-
lished precedes the first taxable year with
respect to which section 125 applies to
the bond, there shall be made adjust-
ments proper to reflect unamortized bond
premium on such bond for the period
including the holding period (as deter-
mined under section 117 (h)) before the
date as of which section 125 first be-
comes applicable to the bond m the
hands of the taxpayer.

(b) The application of the rule relat-
Ing to adjustments set forth in para-
graph (a) of this section may be
illustrated by the following examples:

Example (1). On January 1, 1952. T, who
man his income tax returns on the cal-
endar year basis, owns a fully taxable $103
bond, maturing on January 1. 1952. T pur-
chased this bond on January 1. 1942, for
$120. T elects to have section 125 apply to
such bond for 1952 and subsequent taxable
years. In determining the amount of bond
premium to be amortiz-d over the remaining
10 years of the life of the bond. T Is required.
but colely for such purpose, to treat the bond
as If he had amortized the bond premium
thereon during the prior 10 years under this
sectlon, and to make the proper adjustment
in the original bond premium. Accordingly.
T would treat $10 as having been amortized
during the first 10 years and would be re-
quired to amortize the remaining $10 over
the following 10 years. When the bond is
redeemed on January 1. 1962, for $100, only
the $10 attributable to the second 10 years
will actually have been amortized. The $10
attributable to the first 10 years will have
been treated as an adjustment to the original
bond premium but wil not have been amor-
tIzed. Consequently T will have a capital
loss in the year of redemption on account of
the $10 attributable to the period January
1, 1942, to January 2. 1952.

Example (2). On January 1. 1952, X's
father gave him a fully taxable $103 bond
maturing on January 1.1962. X's father had
purchaced the bond on January 1, 1942, for
6120. The fair market value of the bond at
the time of the gift was 8130. X makes his
income tax returns on the calendar year basis
and elect. to amortize the bond premium on
the bond during the period 1952-19S52. Under
sectIon 113 (a) (2) the cost of the bond to
=a father constitutes the basis of the bond

in X'a hands for determining los3, since suca

§ 39.125 bl-1
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cost Is lower than the fair market value of
the bond at the time of the gift, and under
section 117 (h) (2) X's holding period Is
deemed to include the 10 years during which
his father held the bond. X is required to
treat the bond as if the bond premium there-
on had been amortized during his father's
holding period. Thus, X is required to amor-
tize $10 over the period January 1, 1952, to
January 1. 1962, and In the year of redemp-
tion will have a capital loss on account of the
$10 attributable to his father's holding
period.

Example (3). Y, who makes his income
tax returns on the calendar year basis, owns
a tax-exempt $100 bond, maturing on Janu-
ary 1, 1961. Ee purchased this bond on
January 1, 1941, for $120. On December 31,
1954, Y sells the bond for $108 and thus Te--
alizes a gain of $1, computed as follows:

(1) Total bond premium ($120-
$100) .. .--------------------- $20

(2) Amount of bond premium amor-
tizable if held to maturity (total
bond premium minus unamor-
tized bond premium attribut-
able to 1941, $20-$1) ---------- 19

(3) Amount of bond premium amor-
tized from Jan. 1, 1942 through
Dec. 31, 1954 ($1 for each such
year) ------------------------- 13

(4) AdJusted basis of bond at close of
1954 ($120-$13) -------------- 107

(5) Gain ($108-$107) ---------------- 1
(c) Amortizable bond premium on any

bond to which section 125 applies is such
part of the bond prennum on the bond as
is attributable to the taxable year.

§ 39.125 (b)-2 Callable and converti-
ble bonds. (a) The fact that a bond is
callable or convertible into stock does
not, in itself, prevent the application
of section 125. For the purposes of sitch
section, in the case of a callable bond
the earlier call date will be considered
as the maturity date and the amount due
on such date will be considered as the
amount payable on maturity unless the
taxpayer regularly employs a different
method of amortization which is reason-
able. Hence, the bond premium on such
a bond is required to be spread over the
period from the date as of which the
basis for loss of the bond is established
down to the earlier call date, rather than
the maturity date. The earlier call date
may be the earliest call date specified
in the bond as a day certain, the earliest
interest payment date if the bond is
callable at such date, the earliest date
at which the bond is callabld at par, or
such other call date, prior to maturity,
specified in the bond as may be selected
by the taxpayer. A taxpayer who de-
ducts amortizable bond premium with
reference to a particular call date may
not thereafter use a-different call date
In the calculation of amortization de-
ductions with respect to such premium.

(b) A convertible bond is within the
scope of section 125 if the option to
convert on a date certain specified in
the bond rests with the holder thereof.
However, for the purpose of determin-
Ing the amoUnt of amortizable bond
premium on a convertible bond for the
taxable year, the amount of bond pre-
nium shall not include any amount at-
tributable to the conversion features of
the bond. For the purpose of this rule,
the term "convertible bond" includes a

§ 39.125 (b-2

bond issued with detachable stock-pur-
chase warrants.

(c) (1) The value of the conversion
features of a particular bond shall be de-
termined by ascertaining the assumed
price at which such bond would be pur-
chased on the open market if without
conversion features, and by subtracting
such assumed price from the cost of the
bond. The determination of the assumed
price of the bond without the conversion
features shall be made by ascertaimng
the yield on which bonds of similar char-
acter, not having conversion features,
are sold on the open market and adjust-
ing the price of the bond in question to
this yield. This adjustment may be
made by the use of standard bond tables.
In selecting quotations for comparative
purposes, bonds of the same classifica-
tion and grade shall be used.

(2) The application of the principles
set forth m. this paragraph may be illus-
trated as follows:

Example. T purchased for $115 a $100,
bond, maturing in five years, on which inter-
est Is payable semiannually at the rate of 3.5
percent a year. This bond is convertible
into common stock at the option of the
holder. It is found that bonds of the same
character, not having conversion features,
were sold on the open market on or about
.the time of T's purchase on a basis to yield
2.80 percent. By recourse to a standard bond
table, it is found that the cost of a 3/2 per-
cent 5-year $100 bond to yield 2.80 percent
would have been $103.25. Since the taxpayer
paid $115 for the convertible bond, the differ-
ence between $115 and $103.25, or $11.75,
represents the value of the conversion fea-
tures of the bond at the time of the purchase.
The balance of t3.25 represents- the bond
premium subject to amortization under
section 125.

(d) If a convertible bond acquired on
or before June 15, 1950,is held during the
'taxable year, the amortizable bond pre-
nium shall be computed as if the pro-
visions for the determination of the bond
premium without the inclusion of any
amount attributable to the conversion
features of the bond were applicable for
each year for which the bond was held
prior to such taxable year. Thus, if T, in
the example in paragraph (c) (2) of this
section, had-acquired the bond on Janu-
ary 1, 1949, and if T makes his income
tax returns on the basis of the calendar
year, the amortizable bond premium for
1952 would be $0.65, determined as
follows:
Bond premium not attributable to con-

version feature ------------------- $3.25
Amortizable bond premium for 1949

and 1950, determined by reference
to bond premium not attributable
to conversion feature ------------- 1.30

Portion of bond premium amortiza-
ble over remaining life of bond --- 1.95

Amortizable bond premium for each of
the remaining 3 years, including the
taxable year 1952 (one-third of
$1-95) ---------------------------- 65
§ 39.125 (b)-3 Capitalized expenises.

(a) In the case of a bond on which there
is no bond premium exclusive of capital-
ized expenses (such as buying commis-
sions) but to which section 125 other-
wise applies, a taxpayer who is required
by the regulations under section 125 to

use the method of amortization pro-
scribed by § 39.125 (b)-5, a taxpayer who
regularly employs a reasonable method
of amortization under which such cap-
italized expenses are amortized, or a
taxpayer who regularly employs a rea-
sonable method of amortization under
which such capitalized expenses are not
amortized, Is permitted, but Is not re-
quired, to amortize such capitalized ex-
penses in accordance with such method,

(b) In the case of a bond to which'
section 125 applies and on which there is
bond premium exclusive of capitalized
expenses, a taxpayer who is required by
the regulations under section 125 to use
the method of amortization prescribed
by § 39.125 (b)-5, must treat capitalized
expenses as being part of the bond pro-
mium for the purposes of section 125, or
if the taxpayer regularly employs a
reasonable method of amortization un-
der which such capitalized expenses are
treated as being part of the bond pre-
mium for the purposes of amortization,
such capitalized expenses must be
treated as being part of the bond pre-
mium for the purposes of section 125:
but if under such regularly employed
method such capitalized expenses are
not treated as being part of the bond
premium for the purposes of amortiza.
tion, the taxpayer Is permitted, but is
not required, to treat such capitalized
expenses as being part of the bond pro-
mium for the purposes of section 125.

§ 39.125 (b)-4 Taxable years in which
interest not received or accruable, In the
case of a taxpayer who makes his Income
returns on the cash receipts and dis-
bursements basis or one who makes his
returns on the accrual basis and who
owns a bond to which section 125 applies
and in respect of which no Interest is re-
ceived or accrued by the taxpayer dur-
ing the taxable year, if the taxpayer is
required by the regulations under sectioil
125 to use the method of amortization
prescribed by § 39.125 (b)-5, or if the
taxpayer regularly employs a reasonable
method of amortization under which the
bond premium on such bond for such
taxable year is amortized, or If the tax-
payer regularly employs a reasonable
method of amortization under which the
bond premium on such bond for such
taxable year is not amortized, amortiza-
tion of bond premium on such bond for
such taxable year Is not required, but
will be permitted' in accordance with
such method.

§ 39.125 (b)-5 Methods of amortia-
tion. (a) The determinations of the
bond premium and amortizable bond
premium on any bond to which section
125 applies 6hall be made in accordance
with:

(1) The method of amortization regu-
larly employed by the taxpayer, if such
method Is reasonable; or

(2) The method of amortization pre-
scribed by this section.
A method of amortization will be deemed
"regularly employed" by a taxpayer if
the method was consistently followed In
taxable years beginning before January
1, 1952, or if for taxable years beginning
on or after such date a taxpayer who has

6010
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never previously taken a deduction for
amortization initiates in the first taxable
year for which such a deduction is taken
a reasonable method of amortization and
consistently follows such method there-
after. A taxpayer who regularly em-
ploys a method of amortization may be
one, for example, who is subject to the
jurisdiction of a State or Federal regu-
latory. agency and who, for the purposes
of such agency, amortizes the bond pre-
mum on his bonds in accordance with
a method prescribed or approved by such
agency. However, it is not necessary
that the taxpayer be subject to the
jurisdiction of such an agency or thkt
the method be prescribed or approved by
such agency. It is sufficient if the tax-
payer regularly employs a method of
amortization and if such method is
reasonable.

(b) The method of amortization pre-
scribed by this section is as follows:

(1) The bond premium on any bond to
which section 125 applies shall be de-
termined in accordance with § 39.125
(b)-1 and shall be computed as of the
end of the taxable year (or as of the date
of disposition or redemption of the bond,
if it was disposed of or redeemed in the
taxable year) but without regard to the
amortizable bond premium for the tax-
able year; and

(2) The amortizable bond premium on
such bond for the taxable year shall be
an amount which bears the same ratio
-to the bond premium on the bond as
the number of months in the taxable
year during which the bond was owned
by the taxpayer bears to the number of
months from-the beginning of the tax-
able year (or, if the bond was acquired
in the taxable year, from the date of
acquisition) to the date of maturity or
earlier call date. For the purposes of
this subparagraph, a fractional part of
a month shall be disregarded unless it
amounts to more than half a month, in
which case it shall be considered as a
month.

§ 39.125 (c) Statutory proviszons;
amortizable bond premium, election with
respect to taxable and partially taxable
bonds.

SEC. 125. Amortizable bond premium. *
(c) Election on taxable and partially tax-

able bonds-(1) Eligibility to elect and bonds
with respect to which election permitted.
This section shall apply with respect to the
following classes of taxpayers with respect to
the following classes of bonds only if the
taxpayer has elected to have this section
apply.

(A) Partially tax-exempt. In the case of
a taxpayer other than a corporation, bonds
with respect to the interest on which the
credit provided in section 25 (a) (1) or (2)
is allowable; and

(B) Wholly taxable. In the case of any
taxpayer, bonds the interest on which is not
excludible from gross income but with re-
spect to winch the credit provided in section
25 (a) (1) or (2), or section 26 (a), as the
case may be, is not allowable.

.(2) Manner and effect of election. The
election authorized under this subsection
shall be made in accordance with such regu-
lations as the Commisstoner with the ap-
proval of the Secretary shall prescribe. If
such election is made with respect to any
bond (described in paragraph (1)) of the
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taxpayer, It shall also apply to all such bonds
held by the taxpayer at the beginning of the
first taxable year to which the election ap-
plies and to all such bonds thereafter ac-
quired by him and shall be binding for all
subsequent taxable years with respect to all
such bonds of the taxpayer, unles, upon
application by the taxpayer, the Commis-
stoner permits him, subject to such condi-
tions as the Commissioner deems necessary
to revoke such election. The election au-
thorized under this subsection In the case of
a member of a partnership shall be exercla-
ble with respect to bonds of the partnership
only by the partnership. In the caO of
bonds held by a common trust fund, as do-
fned In section 169. or by a foreign personai
holding company, as defined in section 331.
the election authorized under this subsection
shall be exercisable with respect to such
bonds only by the common trust fund or
foreign personal liolding company.
[Subsec. (c) as added by sec. 126 (b), Rev.
Act 19421

§ 39.125 (c)-i Election. In the case
of a corporation, the election provided
in section 125 may be made only with
respect to fully taxable bonds. In the
case of a taxpayer other than a corpo-
ration, the election provided in such sec-
tion may be made with respect to (a)
fully taxable bonds only, or (b) partially
tax-exempt bonds only, or (c) both fully
taxable bonds and partially tax-exempt
bonds. Such election shall be made by
the taxpayer by claiming a deduction for
the bond premium in his return for the
first taxable year to which he desires the
election to be applicable. No other
method of making such election is per-
mitted. If the election is so made, the
taxpayer should attach to his return a
statement showing the computation of
the deduction. The election shall apply
to all bonds in respect of which it was
made owned by the taxpayer at the be-
gmng of the first taxable year to which
the election applies and also to all bonds
of such class (or classes) thereafter ac-
quired by him, and shall be binding for
all subsequent taxable years. Upon ap-
plication by the taxpayer, the Commis-
sioner may permit him to revoke the
election, subject to such conditions as
the Commioner deems necessary. In
the case of bonds owned by a partner-
ship, common trust fund, or foreign per-
sonal holding company, the election shall
be exercisable by such partnership, com-
mon trust fund, or foreign personal hold-
ing company.

§ 39.125 (c)-2 Partially tax-exempt
bonds owned by estates, trusts, partner-
slhps, etc. If a trust owning partially
tax-exempt bonds elects to amortize the
bond premium thereon under section 125,
the credits of the trust and the benefi-
ciaries on account of such interest are
required to be reduced by the portion of
the amortization deduction attributable
to their shares of such interest. A simi-
lar rule is applied in the case of partially
tax-exempt bonds owned by estates, com-
mon trust funds, partnerships, foreign
personal holding companies, and per-
sonal service corporations.

§ 39.125 (d)-(e) Statutory provisions;
amortizable bond premium, deflnition of
bond; dealers in tax exempt securities,
cross reference.
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S. 125. Amortizable bond premium. ***
(d) Deflrition of bond. As used In this

cecton, the term "bond" means any bond.
debenture, note, or certificate or other evi-
dence of indebtednesz, Issued by any corpa-
ration and bearing Interest (including any
like obligation L-sued by a government or
political subdivIslon thereof), with interest
coupons or in registered form, but does not
Include any such obligation which constl-
tutes stock In trade of the taxpayer or any
ouch obligation of a kind which would prop-
erly be included n the Inventory of the tax-
payer if on hand at the close of the taxable
year, or any such obligation held by the tax-
payer primariy for sale to customers in the
ordinary course of his trade or business.

[Sub=c. (d) as added by sec. 12G (b). Rev.
Act 19421

(e) Dealers in tax-exempt securitie. For
special rules applicable, in the case of dealers
in securities, with respect to premium attrib-
utable to certain wholly tax-exempt securi-
ties, see section 22 (o).
ISubcc. (e) as added by sec. 203 (b) (2),
Rev. Act 1950]

§ 39.126 (a) Statutory provzszons;
income in respect of decedents; gross
income nclusions.

Gre 120. Income in respect of decedents.
(a) Inclusion in gross income-(1) General
rule. The amount of all Items of gross in-
come In respect of a decedent which are not
properly Includible in respect of the taxable
period in which falls the date of his death
or a prior period shall be Included in the
gros Income, for the taxable year when
received, of:

(A) The estate of the decedent. if the
right to receive the amount is acquired by
the decedenti estate from the decedent;

(B) The person who, by reason of the death
of the decedent, acquires the right to re-
ceive the amount, if the right to receive the
amount i- not acquired by the decedent's
estate from the decedent; or

(C) The person who acquires from the de-
cedent the right to receive the amount by
bequest, devise, or Inheritance, If the amount
Is received after a distribution by the deced-
ent' estate of such right.

(2) Income in cace of sale, etc. If a right.
described in paragraph (1), to receive an
amount is transferred by the estate of the
decedent or a person who receives such right
by reason of the death of the decedent or
by bequest, deviLe or inheritance from the
decedent, there shall be included in the gross
income of the estate or such peon, as the
case may be. for the taxable period in which
the transfer occurs, the fair market value
of such right at the time of such tranzfer
plus the amount by which any consideration
for the transfer exceeds such fair mari-et
value. For the purposes of this paragraph.
the term "transfer' Includes sale, exchange.
or other disposition. but does not Include a
transfer to a person pursuant to the right
of such person to receive such amount by
reason of the death of the decedent or by
bequest, device, or Inheritance from thl
decedent.

(3) Character of income determined by
refcrence to decedent. The right, described
in paragraph (1), to receive an amount shzll
be treated, in the hands of the estate of the
decedent or any person who acquircd such
right by reason of the death of the decedent.
or by bequest, devise, or Inheritance from the
decedent as If it had been acquired by the
estate or such person in the transaction by
which the decedent acquired such right; and
the amount ncludible in gross Income under
paragraph (1) or (2) shall be considered in
the hands o the estate or such person to
have the character which it would have had

§ 39.126 (a)
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in the hands of the decedent If the decedent
had lived and received such amount.

[See. 126 (a) as added by sec. 134 (e), Rev.
Act 1942]

§ 39.126 (a)-1 Inclusion in gross in-
come of income in respect of a decedent.
(a) The gross income for the taxable
year of a decedent in which falls the date
of his death is computed upon the basis
of the method of accounting followed by
such decedent even though amounts to
which he is entitled as gross income are
not includible under such method in
computing net income for such taxable
year or any prior taxable year. See
§ 39.42-1. Such amounts include all the
accrued income of a decedent who re-
ported his income on the basis of cash
receipts and disbursements, and, in the
case of a decedent who reported his in-
come under the accrual method of
accounting, such amounts include con-
tingent items which were not accrued by
the decedent and, under § 39.42-1, all
items (except the amount of partnership
income includible under section 182)
which were accrued in the last taxable
year of the decedent solely by reason of
his death. For example, if the decedent
who reported income on the basis of the
accrual method of accounting was a
member of a partnership which kept its
books on the basis of cash receipts and
disbursements, the decedent would be
entitled at the date of his death to his
distributive share of the accrued income
of the partnership, although there would
be included in his gross income only his
distributive share of the partnership in-
come computed on the basis of cash re-
ceipts and disbursements.

(b) Under section 126 (a) (1) all such
amounts to which a decedent is entitled
as gross income and which are not in-
cludible in computing his net income for
his last taxable year or any prior taxable
year shall be included, when received, in
the gross income of the estate of the
decedent or of the person receiving such
amounts if such amounts are received
by the estate of the decedent or by a
person entitled to such amounts by be-
quest, devise, or inheritance from the
decedent or by reason of the death of the
decedent. These amounts are included
in the income of the estate and such per-
sons when received by them, regardless
of whether or not they report income on
the basis of cash receipts and disburse-
ments.

(c) The persons who are placed with
respect to 6uch amounts in the same
position as the decedent are the de-
cedent's estate (which in the great ma-
jority of cases will be the one who re-
ceives such amounts) and, if the estate
does not collect such amounts but dis-
tributes the right to receive such
amounts to the heir, next of kin, lega-
tee, or devisee who'inherited or was be-
queathed or devised such right, such
heir, next of kin, legatee or devisee.
Thus, if the decedent who kept his books
on the basis of cash receipts and dis-
bursements was entitled at the date of
his death to a large salary payment to
be made in equal annual installments
over. five years, and his estate after col-
lecting two installments distributed the

right to the remaining installment pay-
ments to the residuary legatee of the
estate, the estate must include in its
gross income the two installments re-
ceived by it, and-the legatee must include
in his gross income each of the three
installments received by him.

d) Also placed in the same position
as the decedent with respect to such
amounts are those who acquire the right
to such amounts by reason of the death
of the decedent. An example of the ap-
plication of this provision is the case of a
decedent who owned a defense bond, with
his wife as co-owner or beneficiary and
who died before the payment of such
bond. The entire-amount accruing on
the bond and not includible In income
by the decedent, not just the amount ac-
ciulng after the death of the decedent,
would be treated as income to his wife
when the bond is paid. Another exam-
ple is the case of a partner whose part-
nership agreement provided that upon
his death his interest in certain partner-
ship assets would pass to the surviving
partners in exchange for payments to
be made by them to his widow. Upon
his death, the payments by the surviv-
ing partners must be included in the
widow's income to the extent they are
attributable to the earnings of the part-
nership accrued only by reason of his
death. The income reflected by the pay-
ments to the extent they are so attrib-
utable was not mcludible in the part-
ner's income since it was not received by
the partner (for the purposes of the cash
receipts ad disbursements method of
accounting) and was accrued only by
reason of his death (for the purposes
of the accrual method, of accounting)
If the payments are to be made to the
widow.as trustee for minor children, and
if the right to receive such payments is
transferred to the children upon their
majority, the children are within the
provisions of section 126 (a) (11 as re-
ceiving the right to such payments by
reason of the death of the decedent, and
must include such payments when re-
ceived in their income to the extent the
payments are attributable to the earn-
ings of the partnership accrued only by
reason of the death.

Example. Suppose that A and the decedent
1B were equal partners in a business possessed
of tangible assets having a present value con-
siderably in excess of cost; suppose that cer-
tain current partnership business was well
advanced toward completion before the death
of B; and suppose that the partnership agree-
ment provided that, upon the death of one
of the partners, all partnership assets, in-
cluding unfinished business, should pass to
the surviving partner, and that the surviving
partner should make certain payments to the
estate of the decedent. To the extent that
the payments by A to the estate of B are at-
tributable to B's interest in the previously
earned proportion of the unfinished partner-
ship business transactions, their receipt by
the estate of B will reflect the realization
-of income. With respect to such portion of
the payments by A as is attributable to B's
interest inthe tangible assets of the partner-
ship which had appreciated in value, no gain
to the estate of B will be recognized. If some
portion of the payments by A Is attributable
to a sale of B's interest in partnership assets
consummated by B before his death, however,
the gain to the estate of B reflected in such

payments will be recognized regardles of tho
character of the asset sold, and regardless of
whether or not payment was duo on a day
which must occur after B's death.

(e) Since section 126 provides for the
treatment of such amounts as income to
the estate and other persons placed in
the same position as the decedent with
respect to such amounts, the provisions
of section 113 (a) (5) with respect to the
basis of property acquired by bequest,
devise, or inheritance do not apply to
these amounts in the hands of the estate
and such persons. Furthermore, section
126 only applies to the amount of items
of gross income in respect of a decedent,
and items which are excluded from his
gross income under section 22 (b) or sec-
tion 116 are not within the provisions of
section 126.

(f) If the right to receive an amount
of income in respect of a decedent is
transferred by the estate or the person
entitled to such amount by bequest, de-
vise, or inheritance, or by reason of the
death of the decedent, the fair market
value of such right at the date of the
transfer shall be included in the income
of the estate or of such person, plus the
amount by which any consideration re-
ceived on such transfer exceeds the fair
market value of such right. Thus, upon
a sale of such right, the fair market value
of the right or the amount received upon
the sale, whichever is greater, is included
in income. Similarly, if the right to
receive the income Is disposed of, as by
gift or bequest, the fair market value of
such right at the time of such disposition
must be included in the gross income of
the donor, testator, or other transferor,
However, if the person to whom such
right is transferred is a Person described
in section 126 (a) (1) as being entitled
to such right by bequest, devise, or in-
heritance from the decedent or by reason
of the death of the decedent, such fair
market value of the right is not included
in the income of the transferor, Ex-
amples of such transfers are those by the
estate to a specific legatee of such right
or to the residuary legatee. Another ex-
ample is the case of a trust to which is
bequeathed the right of the decedent to
certain payments of income. If the
trust terminates and the right to such
payments is transferred to the lheneflci-
ary, the trust does not include the fair
market value of the right to receive suoh
payments in its income, but such pay.
ments are included in the income of the
beneficiary under the provisions of sec-
tion 126 (a) (1) Under section 126 (a)
(1) the transferee in each of the above
examplbs must include the amount,
when received, in his income, and if he
transfers the right to receive such
amount to a person not entitled to such
right by bequest, devise, or inheritance
from the decedent or by reason of his
death, then he must include in his in-
come the fair market value of the right
at the time of such transfer.

g) The right to receive an amount
of income in respect of a decedent shall
be treated in the hands of the estate or
the person entitled to receive such
amount by bequest, devise, or inherit-
ance from the decedent or by reason of
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his death as if it had been acquired in
the transaction by which the decedent
acquired such right, and shall be con-
sidered as having the same character it
would have had if the decedent had lived
and received such amount. The estate
or such person is placed in the same
position with respect to the nature of
this income as the position the decedent
enjoyed. Thus, if the income would have
been capital gain to the decedent, if he
had lived and had received it, from the
sale of property held for more than six
months, the income when received, or
its fair market value if transferred, shall
be treated in the hands of the estate or
of such person as gain from the sale of
the property, held for more than six
months, in the same manner as if such
person had held the property for the
period the decedent held it, and had
made the sale. Similarly, if the income
is interest on United States obligations
owned by the decedent, such income
shall be treated as interest on United
States obligations in the hands of the
person receiving it, for the purpose of
determmmg the credit provided by sec-

'tion 25 (a) (1) and (2) as if such person
owned the obligations with respect to
which such interest is paid. If the
amount would have constituted earned
income to the decedent, as in the case
of the accrued wages of a decedent who
reported income on the basis of cash re-
ceipts and disbursements, such amount
shall constitute earned income to the
person including such amount in his
gross income to the same extent as if he
had been engaged in place of the dece-
dent in the transaction in which the
amount was earned. If the amounts re-
ceived would be subject to special treat-
ment under section 107 if the decedent
had lived and included such amounts in
his gross income, section 107 applies.
Similarly, thdprovisions of sections 105
and 106, relating to the surtax attribut-
able to the sale of certain oil or
gas property and to certain claims
against the United States, apply to any
amount included in gross income, the
right to which was obtained by the de-
cedent by a sale or claim within the pro-
visions of those sections. The surtax
attributable to the inclusion in the gross
income of the person receiving the
amount referred to in the preceding
sentence shall not exceed 30 percent of
such amount.

§ 39.126 (b) Statutory provzszons;
income in respect of decedents; allow-
ance of deductions and credit.

Sm. 126. Income zn respect of decedents.

(b) Allowance of deductions and credit.
The amount of any deduction specified in
section 23 (a), (b), (c), or (in) (relating
to deductions for expenses, interest, taxes,
and depletion) or credit specified in section
31 (foreign tax credit), in respect of a de-
cedent which is not properly allowable to the
decedent in respect of the taxable period in
which falls the date of his death, or a prior
period, slall be allowed:

(I) Expenses, interest, and taxes. In the
case of a deduction specified In section 23
(a), (b), or (c) and a credit specified in
section 31, in the taxable year when paid-

(A) To the estate of the decedent; except
that
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(B) If the estate of tho decedent Is not
liable to dischargo the obligation to which
the deduction or credit relates, to the person
who, by reason of the death of the decedent
or by bequest, devise, or inheritance acquires,
subject to such obligation, from the decedent
an interest In property of the decedent.

(2) Depletion. In the care of the deduc-
tion specified in section 23 (in), to the per-
son described In subsection (a) (1) (A), (B),
or (C) who, in the manner described therein,
receives the Income to which the deduction
relates, in the taxable year when such in-
come is received.

[See. 126 (b) as added by sec. 134 (e), ney.
Act 1942]

§ 39.126 (b)-1 Allowance of deduc-
tions and credit ti respcct of decedent.
(a) Under section 126 (b) the expenses,
interest, and taxes described in section
23 (a) (b) and (c) for which the de-
cedent was liable, which were not prop-
erly allowable as a deduction In his last
taxable year or any prior taxable year,
are allowed when paid (1) as a deduction
by the estate, or (2) if the estate was not
liable to pay such obligation, as a deduc-
tion by the person who by bequest, devise,
or inheritance from the decedent or oy
reason of the death of the decedent ac-
quires, subject to such obligation, an
interest in property of the decedent.
Similar treatment is given to the foreign
tax credit provided by section 31. For
the purposes of clause (2) of this para-
graph, the right to receive an amount of
gross income in respect of a decedent Is
considered property of the decedent; on
the other hand, It is not necessary for a
person, otherwise within the provisions
of clause (2) of this paragraph, to receive
the right to any income In respect of a
decedent. Thus, if the right to income
in respect of a decedent, receivable by
reason of the death of the decedent by a
person other than the estate, is subject to
an income tax imposed during the life of
the decedent by a foreign country, which
tax must be satisfied out of such income,
such person is entitled to the credit pro-
vided in section 31 when he pays this ob-
ligation. If the decedent, who reported
income on the basis of cash receipts and
disbursements, owned real property on
which no income had accrued, but on
which accrued taxes had become a lien,
and if such property passed directly to
the heir of the decedent in a jurisdiction
in which real property does not become
a part of a decedent's estate, the heir,
upon paying such taxes, may take the
same deduction under section 23 (c) that
would be allowed to the decedent If, while
alive, he had made such payments.

(b) The deduction for percentage de-
pletion is allowable only to the person
who receives the income in respect of
the decedent to which the deduction re-
lates, whether or not such person re-
ceives the property from which such
income is derived. Thus, if the income
results from payments on units of min-
eral sold by the decedent, who reported
income on the basis of cash receipts and
disbursements, the deduction for deple-
tion, computed on such number of units
as if the person receiving such income
had the same economic interest as the
decedent, shall be allowed to such per-
son regardless of whether or not he re-
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celves any interest in the mineral prop-
erty other than such income. If the
decedent did not compute his deduction
for depletion on the basis of percentage
depletion, any deduction for depletion
to which the decedent was entitled at
the date of his death would be allowable
In computing his net income for his last
taxable year, and there can be no deduc-
tion In respect of the decedent by any
other person for such depletion.

§ 39.126 (c) Statutory provisions; in-
come in respect of decedents; deduction
for estate tax.

Szc. 120. Income in respect of decedents.

(c) Deduction for estate t=-(I) Allow-
ance of deduction. A person who includes an
amount In gross Income under subsection (a)
shall be allowed, for the same taxable year, as
a deduction an amount which bears the same
ratio to the estate tax attributable to the net
value for estate tax purpozes of all the items
described in sub:ecton (a) (1) as the value
for estate tax purpoces of the Items of gros
Income or portlons thereof in respect of
vwhich such person included the amount in
groc income (or the amount included in
gross Income, rwhlchever Is lower) bears to
the value for estate tax purposes of all the
Items descrlbed In subcection (a) (1).

(2) Method of computing deduction. For
the purpose of paragraph (1)

(A) The term "estate tax" means the tax
Imposed upon the estate of the decedent un-
der section 810 or 860, reduced by the credits
against such tax, plus the tax impoed upon
the estate of the decedent under section
935, reduced by the credits against such tax.

(B) The net value for estate tax purpoes
of all the items de=crlbed in subsction (a)
(1) shall be the exce-a of the value for estate
tax purposes of all the Items described In
subection (a) (1) over the deductions fron
the gross estate in respect of clain which
represent the deductions and credit described
in subsection (b).

(C) The estate tax attributable to such
net value shall be an amount equal to the
excc-- of the estate tax over the estate tax
computed without Including in the gross
estate such net value.
[Sec. 120 (c) as added by sec. 134 (e), Eev.
Act 19421

§ 39.126 (c)-I Deduction for estate
tax attributable to income in respect of
decedent. (a) Section 126 (C) provides
that the estate or person required to
include in gross income any amount in
respect of a decedent may deduct, that
portion of the estate tax on the deced-
ent's estate which is attributable to the
inclusion in the decedents estate of the
right to receive such amount. This de-
duction is determined by firmt ascertain-
ing the net value in the decedents estate
of the items which are included under
section 126 in computing the income of
the persons described in that section,
that is, the excess of the value included
In the gross estate on account of the
Items of gross income in respect of the
decedent over the deductions from the
gross estate for claim which represent
the deductions and credit in respect of
the decedent described in section 126 (b)
The portion of the estate tax (the sum of
the basic estate tax and the additional
estate tax, reduced by the credits aginst
such taxes) attributable to the inclusion
in the gross estate of such net value is the
excess of the estate tax over the estate
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tax computed without including such net
value in the gross estate. The estate and
each person receiving income in respect
of the decedent may deduct as his share
of such portion of the estate tax an
amount -Much bears the same ratio to
such portion as the value in the gross
estate of the right to the income included
by the estate or such person in gross
income bears to the.value in the gross
estate of all the items of gross income m
respect of the decedent.

(b) Section 126 (c) is illustrated by the
following example:

Example. X,. an attorney who kept his
books on the basis of the cash receipts and
disbursements method of accounting, was
entitled at the date of his death to a fee for
services rendered in a case not completed at
the time of his death, which fee was valued
In his estate at $1,000, and to accrued bond
interest which was valued at $500. In all,
$1,500 was Included in his gross estate in
respect of income described in section 126
(a) (1). There were deducted as claims
against his estate $150 for business expenses
for which his estate was liable, and $50 for
taxes accrued on certain property he owned,
in all, $200, for claims which represent the
deductions described in section 126 (b)
which are allowable as deductions to his
estate or to the beneficiaries of his estate.
His gross estate is $185,000 and his net estate,
computed without deducting any specific
exemption, is $170,000, on which the total
basic and additional estate tax (reduced by
credits against such tax) is $23,625. In the
year following the death of X, his estate
collected the fee in the amount of $1,200,
which amount is included n the income of
the estate. The estate may deduct, in com-
puting its net income for such year, $260 on
account of the estate tax attributable to such
income; computed as follows:

(1) (1) Value of income described in
section 126 (a) (1) in-
cluded in computing gross
estate ----------------- $1,500

(ii) Deductions in computing
gross estate for claims rep-
resenting deductions de-
scribed in section 126 (b) 200

(ii) Net value of items described
in section 126 (a) (1) --- 1,300

(2) (1). Estate tax (basic and addi-
tional estate taxes, less
credits against such taxes)_- 23,625

(11) Less: Estate tax computed
without Including $1,300
(item (I) (li)) in gross
estate ------------------ 23,235

(i1) Portion of estate tax attrib-
utable to net value of in-
come items -------------- 390

(3) (1) Value in gross estate of in-
come received by estate in
taxable year ------------ 1 1, oGo

(ii) Value in gross estate of all
income items described in
section 126 (a) (1) (item
(1) ()) ---------------- 1,500

(ili) Part of estate tax deductible
upon receiving the $1,200

/1,000 o $390)6
fee 1, . 260

Although $1,200 was later collected as the
fee, only the $1,000 actually included in the
gross estate is used in the ,above computa-
tions. However, to avoid distortion, section
126 (c) provides-that if the value included
in the gross estate is greater than the amount
finally collected, only the amount collected
shall be used in the above computations.
Thus, if the amount'collected as the fee were
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only $500, the estate tax deductible on the

receipt of such amount would be _10_0 of
1.500

$390, or $130.

§ 39.127 (a) Statutory promsions; war
losses; application.

Szc. 127. War losses-(a) Cases in which
loss deemed sustained, and time deemed sus-
taned. For the purposes of this chapter-

(1) Property not in enemy countries.
Property destroyed or seized on or after De-
cember 7, 1941, in the course of military or
naval operations by the United States or any
other country engaged in the present war
shall be deemed to have been destroyed or
seized on a date chosen by the taxpayer in
the manner provided in paragraph (4), which
falls between-

(A) The latest date, as established to the
satisfaction of the Commissioner. on which
such property may be considered as not de-
stroyed or seized, and

(B) The earliest date, as established to the
satisfaction of the Commissioner, on which
such property may be considered as having
already been destroyed or seized.

For the purposes of this paragraph property
within an area which comes under the con-
trol of a country at war with the United
States after the date war with such country
is declared by the United States shall be
deemed to have been destroyed or seized in
the course of military or naval operations by
such country, and the date specified In sub-
paragraph (A) shall not be later than the
latest date determined by the Commissioner
as the date on which such area was under
the control of the United States or a country
not at war with the United States, and the
date specified in subparagraph (B) shall not
be later than the earliest date determined
by the Commissioner as the date on which
such area may be considered under the con-
trol of the country which is at war with the
United States.

(2) Property in enemy countries. Prop-
erty within any country at war with the
United States, or within an area under the
control of any such country on the date war
with such country was declared by the United
States, shall be deemed to have been de-
stroyed or seized on the date war with such
country was declared by the United States.

(3) Investments referable to destroyed or
sezzed property. Any interest in, or with re-
spect to, property described in paragraph (1)
or (2) (including any interest represented
by a security as defined in section 23 (g) (3)
or section 23 (k) (3)) which becomes worth-
less shall be considered to have been
destroyed or seized (and the loss therefrom
shall be considered a loss from the destruc-
tion, or seizure) on the date chosen by the
taxpayer which falls between the dates spec-
ified in paragraph (1), or on the date pre-

-scribed in paragraph (2), as the case may be,
when the last property (described in the
applicable paragraph) to which the interest
relates would be deemed destroyed or seized
under the applicable paragraph. This para-
graph shall apply only if the interest would
have become worthless if the property had
been destroyed. For the purposes of this
paragraph, an interest shall be deemed to
have become worthless notwithstanding the
fact thaz such interest has a value if such
value is attributable solely to the possibility
of recovery of the property, compensation
(other than insurance or similar indemnity)
on account of its destruction or seizure, or
both. Section 23 (g) (2) and (k) (2) shall
not apply to any interest which under this
paragraph is considered to have leen de-
stroyed or seized. Undek regulations pre-
scribed by -the Commissioner with the ap-
proval of the Secretary, a taxpayer which
owns 100 per centum (excluding qualifying
shares) of each class of stock of a corporation

may elect to determine the worthlessness of
its Interest, described in this paragraph, in
or with respect to the property of the cor-
poration, without regard to the amount of
the property of such corporation which Would
be excluded under subsection (e) (2) (A)
in determining the adjusted basis of all the
assets of the corporation for the purposes of
subsection (e), but such amount shall be
treated under subsection (b) (1) as a re-
covery by the taxpayer in the taxable year
with respect to such interest.

(4) Choice of date. The taxpayer's choice
of a date under paragraph (1) or (3) shall
be effective only if made within such time
and in such.manner as may be prescribed
by regulations prescribed by the Commis-
sioner with the approval of the Secretary.

[Sec. 127 (a) as added by se. 1560 (a), Rev.
Act 1942]

§ 39.127 (a)-I War losses fgetcraly.
For regulations governing the treatment
of war losses, see §§ 29.127 (a)-1 to
29.127 (a)-4, Inclusive, 29.127 (b)-1,
and 29.127 (e)-1 of Regulations 111 (26
CFR, 1949 ed., Supps.)

§ 39.127 (b)-(c) Statutory provi.
sions; war losses; amount of loss; re-
co)erzes.

SEC. 127. War losses. * *
(b) Amount of loss on destroyed or sciclz

property. In the case of any property or
interest in or with respect to property deemed
to be destroyed or seized under subsection
(a)-

(1) The amount of the loss on account of
such property or interest shall be deter-
mined with regard to any recoveries with re-
spect thereto In the taxable year bi.t with-
out regard to any possibility of recovering
such property or Interest, or of receiving
any compensation (other than insuance
or similar indemnity) on account of such
property or Interest in the taxable year or
in any future taxable year.

(2) The taxpayer may choose to decreaoe
the amount of the loss by all obligatlonh or
liabilities of the taxpayer with respect to
such property or interest discharged or sat-
isfied out of the property or interest upon
its destruction or seizure, if the Commis-
sioner is satisfied that such obligations or
liabilities are so discharged or satlafled it a
subsequent taxable year, or that the taxpayer
is unable to determine whether or not such
obligations or liabilities are in fact din.

- charged or satisfied.
No loss shall be deemed to have boon sus-
tained upon the destruction or seizure of
such property or interest to the extent that
it is compensated for by the discharge or
satisfaction of obligations and liabilities of
the taxpayer out of such property or interest
in the taxable year In which such destruco-
tion or seizure is deemed to have occurred,
The taxpayer's choice under this subsection
shall be effective only if made within suoh
time and in such manner as may be pro-
scribed by regulations prescribed by the
Commissioner with the approval of the &o.
retary.
[Sec. 127 (b) as added by see, 1560 (a), 1ov,
Act 1942]

(c) Recoverics-(1) General rule. Upon
the recovery in the taxable year of any money
or property in respect of property considered
under subsection (a) as destroyed or seized
in any prior taxable year, the amount of such
recovery shall be included in gross income
to the extent provided in paragraph (2), un-
less the provisions of paragraph (3) are
applicable to the taxable year pursuant to an
election made by the taxpayer under the
provisions of paragraph (6).

HeinOnline -- 18 Fed. Reg. 6014 1953



Saturday, September 26, 1953

(2) Incuitszon in gross % n c o m e-(A)
Amount of recovery. The amount of the re-
covery of any money or property In respect
of property considered under subsection (a)
as destroyed or seized in any prior taxable
year shall be an amount equal to the aggre-
gate of such money and the fair market
value of such property, determined as of the
date of the recovery.

(B) Amount of gain zinludible. To the
extent that the amount of the recovery plus
the aggregate of the amounts of previous
such recoveries do not exceed that part of
the aggregate of the allowable deductions in
prior taxable years on account of the de-
struction or seizure of property described in
subsection (a) which did not result in a
reduction of any tax of the taxpayer under
this chapter or chapter 2, such amount shall
not be includible in gross income and shall
not be deemed gain upon the involuntary
conversion of property as a result of its de-
struction or seizure. To the extent that
such amount plus the aggregate of the
amounts of previous such recoveries exceed
that part of the aggregate of such deductions,
which did not result in a reduction of any
tax of the taxpayer under this chapter or
chapter 2 and do not exceed that part of the
aggregate of such deductions which did re-
sult in a reduction of any tax of the taxpayer
under this chapter or chapter 2, such amount
shall be included in gross income but shall
not be deemed a gain upon the involuntary
conversion of property as a result of its de-
struction or seizure. To the extent that
such amount plus the aggregate of the
amounts of previous such recoveries exceed
the aggregate of the allowable deductions in
prior taxable years on account of the de-
struction or seizure of property described in
subsection (a), such amount shall be con-
sidered a gain upon the involuntary conver-
sion of property as a result of its destruction
or seizure and shall be recognized or not
recognized as provided in section 112 (f). If
for any previous taxable year the taxpayer
chooses under subsection (b) to treat any
obligations and liabilities as discharged or
satisfied out of the property or interest de-
scribed in subsection (a), and if such obliga-
tions and liabilities were not so discharged
or satisfied, the amount of such obligations
and liabilities treated as discharged or satis-
fied under subsection (b) shall be considered
for the purposes of this section as a deduc-
tion by reason of this section which did not
result in a reduction of any tax of the tax-
payer under this chapter or chapter 2. For
the purposes of this paragraph an allowable
deduction for any taxable year on account of
the destruction or seizure of property de-
scribed in subsection (a) shall, to the extent
not allowed in computing the tax of the tax-
payer for such taxable year, be considered an
allowable deduction which did not result in
a reduction of any tax for the taxpayer under
this chapter or chapter 2.

(3) Tax adjustment measured by prior
benefits. If the provisions of this paragraph
are applicable to the taxable year pursuant
to an election made by the taxpayer under
the provisions of paragraph (5)-

(A) Amount of recovery. The amount of
the recovery in the taxable year of any money
or property in respect of property considered
under subsection (a) as destroyed or seized
m any prior taxable year shall be an amount
equal to the aggregate of such money and
the fair market value of such property, deter-
mined as of the date of the recovery. For
the purpose of this paragraph, in the case of
the recovery of the same property or Interest
considered under subsection (a) as destroyed
or seized, the fair market value of such' prop-
erty or interest shall, at the option of the
taxpayer, be considered an amount equal to
the adjusted basis (for determining loss) of
such property or interest in the hands of the
taxpayer on the date such property or in-
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terest was considered under aubsection (a)
as destroyed or seized. The amount of the
recovery determined under this aubpara-
graph shall be reduced for the purpo:es of
subparagraphs (B) and (C) by the amount
of the obligations or liabilities with repect
to the property considered under sub:ectlon
(a) as destroyed or seized In respect of which
the recovery was received, if the taxpayer for
any previous taxable year chose under cub-
section (b) (2) to treat such obligations or
liabilities as discharged or satsfed out of
such property, and such obligations or labil-
Ities were not so discharged or satisfied prior
to the date of the recovery.

(B) Adjustment for prior tax benefits.
That part of the amount of the recovery, in
respect of any property considered under
subsection (a) as destroyed or seized. which
Is not in excess of the allowable deductions
in prior taxable years on account of such
destruction or seizure of the property (the
amount of such allowable deductions being
first reduced by the aggregate amount of any
prior recoveries in respect of the same prop-
erty) shall be excluded from gros income for
the taxable year of the recovery for the pur-
pose of computing the tax under this chapter
and chapter 2; but there shall be added to.
and assessed and, collected as a part of, the
tax under this chapter for the taxable year of
the recovery the total increase in the tax
under this chapter and chapter 2 for all tax-
able years which would result by decreasing,
in an amount equal to such part of the re-
covery so excluded, such deductions allovw-
able in the prior taxable years with respect
to the destruction or seizure of the property.
Such increase in the tax for each such year so
resulting shall be computed in accordance
with regulations prescribd by the Secretary.
Such regulations shall give effect to previous
recoveries of any kind (including recoveries
described in section 22 (b) (12)) with re-
spect to any prior year, and shall provide for
the case where there was no tax for the prior
year. but shall otherwise treat the tax previ-
ously determined for any year in accordance
with the principles set forth In rectlon 3801
(d). All credits allowable against the tax
for any year and all carry-overs and carry-
backs affected by so decreasinS the allowable
deductions shall be taken into account in
computing the increase in the tax, except
that the computation of the excezs proflts
credit under Chapter 2E for any taxable year
shall not be affected.

(C) Gain upon recovery. The amount of
any recovery or part thereof, in respect of
property considered under subsection (a)
as destroyed or seized, which Is not excluded
from gross income under the provisions of
subparagraph (B) shall be considered for
the taxable year of the recovery as gain on
the Involuntary conversion of property as
a result of its destruction or seizure and
shall be recognized or not recognized as pro-
vided in section 112 (f).

(D) Recoveries treated as gross income for
certain purposes. For the purposes of sec-
tions 51, 52, and 3801 (b) the recovery in
the taxable year of any money or property in
respect of property considered under sub-
section (a) as destroyed or seized in any prior
taxable year shall be deemed to be an Item
includible in gross income for the taxable
year in which the recovery Is made.

(4) Restoration of value of investments
referable to destroyed or seL-ed property.
For the purpose of this subsection the
restoration In whole or in part of the value
of any interest described in subzctlon (a)
(3) by reason of any recovery of money or
property In respect of property to which such
interest related and which was considered
under subsection (a) (1) or (2) as destroyed
or seized shall be deemed a recovery of
property in respect of property considered
under subsection (a) as destroyed or sezed.
In applying paragraph (3) of this mbsctlon
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such retoraton shall be treated as the re-
covery of the Lame interest. consid-red under
sub:sction (a) as deotroycd or seized.

(0) Election b~y tazuoayz' for appricction
of paragraphr (3). If the taxpayer ele-ta to
have the provisionz of paragrmaph (3) ap-
plicable to any taxable year in which ne
recovered any money or property in respect
of property considered under subsection (a)
as destroyed or seized, the provisions of
paragrph (3) shall be applicable to all t--
able years of the taxnayer beginning after
December 31. 1941, and such ele.tion, once
made. shall be irrevocable. The election
shall be made In such manner and at such
time a the Secretary may by regulations
pre:cribe, except that no clection under this
para-raph may be made after December 31.
1932, unle-s the taxpayer recovers money or
property (in respect of property considered
under subsection (a) as destroyed or selzsz)
during a taxable year ending after the date
of the enactment of the Revenue Act of 1931.
If pursuant to such election the urovislons
of paragraph (3) are applicable to any
taxable year-

(A) The period of limitations provided in
sections 273 and 276 on the making of azsa-
ments and the beginning of distraint or a
proceeding In court for collection shall not,
v.th respect to-

(1) The amount to be added to the tax for
such taxable year under the provisions of
paramraph (3). and

X11) Any deficlency for such taxable year
or for any other taxable year, to the extent
attributable to the ba3s of the recovered
property being determined under the pro-
vllons; of subsection (d) (2).

expire prior to the expiration of two years
following the date of the making of such
election, and such amount and such defi-
ciency may be assessed at any time prior tc
the esiration of such period notvithstand-
Iag any law or rule of law which would other-
wiLe prevent such assessment and collection,
and

(B) In case refund or credit of any over-
payment resulting from the application of
the provlsions of paragraph (3) to such tax-
able year Is prevented on the date of the
making of such election, or within one year
from such date. by the operation of any law
or rule of law (other than section 3761, relat-
ng to compromises), refund or credit of such
overpayment may. nevertheless, be made or
allowed If claim therefor is filed within one
year from such date.

In the cace of any taxable year ending before
the date of the making by the taxpayer of an.
election under this paragraph, no interest
shall be paid on any overpayment resulting
from the application of the provisions of
paragraph (3) to such taxable year, and no
interest shall be asses:ed or collected with
respect to any anount or any deficiency
speclifled inWclause (A). for any period prior
to the expiration of si months following the
date of the making of such election by the
taxpayer.

[Sec. 127 (c) as added by scec. 155 (a), Rev.
Act 1942, amended by sec. 341 (a), Rev. Act
19511

§ 39.127 (c)-I Recoveries in respect
of zar losses--(a) In general. (I) Upon
the recovery by the taxpayer in the tax-
able year of any money or property mn
respect of property considered under sec-
tion 127 (a) as destroyed or seized m any
prior taxable year, the amount of such
recovery must be included in gross in-
come to the extent provided in section
127 (c) (2) unless, pursuant to the tax-
payer's election, the provisions of section
127 c) (3) are applicable to such re-
covery. For the treatment of war loss

§ 39.127 (c-1
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recoveries under such provisions, and the
manner of making such election, see
paragraphs (c) and (d) of this section.

(2) Except as provided in section 127
(c) (3) (A) and in this paragraph, the
amount of the recovery in respect of a
war loss in a -revious taxable year is
determined in the same manner for the
purpose of section 127 (c) (2) or (3)
The amount of the recovery of any
money or property in respect of any war
loss is the aggregate of the amount of
such money and of the fair market value
of such property both determined as of
the date of the recovery If, pursuant
to the taxpayer's election under section
127 (c) (5) the provisions of section
127 (c) (3) are applicable to any taxable
year in which he recovers the same prop-
erty or interest considered under section
127 (a) as destroyed or seized in a pre-
vious taxable year, the fair market value
of such property or interest shall, at the
option of the taxpayer, be considered an
amount equal to the adjusted basis
(for determining loss) of such property.
or interest in the hands of the taxpayer
on the date such property or interest was
considered as destroyed or seized. This
option is exercisable by the taxpayer
with respect to each separate propey
or interest considered under section 127
(a) as destroyed or seized in a previous
taxable year. Also, if the provisions of
section 127 (c) (3) are applicable pur-
suant to the taxpayer's election, the
amount of the recovery of any money or
property in respect of property con-
sidered under section 127-(a) as de-
stroyed or seized in any prior taxable
year shall be reduced for the purpose of
section 127 (c) (3) (B) and (C) by the
amount of the obligations or liabilities
with respect to such property, if the tax-
payer for any previous taxable year chose
under section 127 (b) (2) to treat such
obligations or liabilities as discharged
or satisfied out of such property, and
such obligations or liabilities were not
so discharged or satisfied before the date
of the recovery. See § 29.127 (b)-1 of
Regulations 111 (26 CFR, 1949 ed.,
Supps.) The recoveries in respect of
any war loss include the recovery of the
property or interest treated as destroyed
or seized under section 127 and the re-
covery of any money or property inlieu
of such property or interest or on ac-
count of the destruction or seizure of
such property or interest. For example,
there is a recovery upon the return to
the taxpayer after the termination of
the war of his 'roperty which was
treated as resulting in a war loss because
it was located in a country at war with
the United States.

An award by a government on account
of the seizure of the taxpayer's property
by an enemy country is a recovery under
section 127 Xe) The amount obtained
upon the sale or other transfer -by the
taxpayer of his right to any property
treated as resulting in a war loss is also
a recovery for the purpose of section 127
(c) Similarly if a taxpayer who sus-
tained a war loss under section 127 (c)
upon the liquidation of a-corporation has
received the rights to any property of the
corporation which was treated 'as de-
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stroyed or seized under section 127 (a)
(1) or (2) any recovery by the taxpayer
with respect to such rights is a recovery
by him for the purposes of section 127
(c) Furthermore, if any interest of the
taxpayer in or with respect to property
was determined to be worthless and was
treated as a war loss under section 127
(a) (3) (see § 29.127 (a) -4 of Regulations
111 (26 CPR, 1949 ed., Supps.)) or if the
taxpayer retained an interest in a cor-
poration with respect to -which he sus-
tamed a war loss under section 127 (e),
and if the interest in the hands of the
taxpayer is restored in value, in whole or
in part, by reason of a recovery with
respect to the underlying assets treated
as destroyed or seized under section 127,
then such restoration in value is a re-
covery by the taxpayer for the purposes
of section 127 (c) In the application of
section 127 (c) (3), such restoration shall
be treated as a recovery of the same in-
terest considered as destroyed or seized.
Property considered as destroyed or
seized under section 127 (a) is considered
as not being, in existence from the date
of the loss to the date of its recovery.

(3) For the purpose of section 127 (c)
the recoveries considered are only those
with respect to war losses sustained in
prior taxable years. Similarly, the only
deductions considered are those allov -
able -for prior taxable years, and any
allowable deductions for the year of the
recovery are ignored for the purposes of
applying such section to the recovery.
If -property is treated as destroyed or
seized under section 127, and if in the
same taxable year there is also a recov-
ery with respect to such property, such
recovery is not within the provisions of
section 127 (c) but is taken into account
under section 127 (b) in determining the
amount of the loss, if any, on the de-
struction or seizure. See section 127
(b)-1. An allowable deduction with re-
spect to a war loss is any deduction to
which the taxpayer is entitled on ac-
count of any property or interest be-
ing treated as destroyed or seized under
section 127, regardless of whether or not
such deduction was claimed by the tax-
payer or otherwise allowed in comput-
ing his tax. If a deduction was claimed
by a-taxpayer in computing his tax for
any taxable year and if such deduction
-was disallowed, such deduction will not
be considered an allowable deduction for
such taxable year since the previous de-
termination will not be reconsidered.

(b) General rule; inclusion of recovery
zn gross income. (1) A taxpayer who has
sustained a war loss described in section
,127 and who has not elected to have the
provisions of section 127 (c) (3) apply
to any taxable year in-which he recovered
any money or property in respect of a
war loss in any previous taxable year
must include in his gross income for each

,taxable year, to the extent provided in
section 127 (c) (2) the amount of his
recoveries of money and property for
such taxable year in respect of any war
loss in a previous taxable year. Section
127 () (2) provides that 'uch recoveries
for any taxable year are not includible in
income until the taxpayer has recovered
an amount equal to his allowable de-

ductions in prior taxable years on ac-
count of such war losses which did not
result In a reduction of any tax under
chapter 1 of the Internal Revenue Code,
that Is, of any Income tax of the tax-
payer, or chapter 2, Including the excess
profits tax imposed by subchapter E
thereof. War loss recoveries are con-
sidered as made first on account of war
losses allowable but not actually allowed
as a deduction, and second on account of
war losses allowed as a deduction but
which did not result in a reduction of tax
under chapter 1 or chapter 2. If there
were deductions allowed on account of
war losses for two or more taxable years
which did not result in a reduction of any
tax under chapter 1 or chapter 2, a
recovery on account of such losses Is
considered as made on account of such
losses in the order of the taxable years
for which they were allowed, beginning
with the latest. See § 39.197 f)-1 for
the determination of the amount of such
deductions. Recoveries in excess of such
amount are treated as ordinary income
until such excess equals the amount of
the taxpayer's allowable deductions In
prior taxable years on account of war
losses which did result In a reduction of
any such tax under chapter 1 or chapter
2. Any further recoveries in excess of
all the taxpayer's allowable deductions
in prior taxable years for war losses are
treated as gain on an involuntary con-
version of property as a result of its de-
struction or seizure, and such gain Is
recognized or not recognized under the
provisions of section 112 f) See
§ 39.112 (f)-1. Such gain, if recognized,
is included in gross Income as ordinary
income unless section 117 (j) applies to
cause such gain to be treated as gain
from the sale or exchange of a capital
asset held for more than six monthS,
See 1 39.117 (j)-1.

(2) The determination as to whether
and to what extent any recoveries are to
be included in gross Income is made upon
the basis of the amount of all the recov-
eries for each day upon which there aro
any such recoveries, as follows:

(i) The amount of the recoveries for
any day is not Included in gross Income,
and is not considered gain on ai invol-
untary conversion, to the extent, if any,
that the aggregate of the allowable de-
ductions in prior taxable years on ac-
count of war losses which did not result
in a reduction of any tax of the taxpayer
under chapter 1 or chapter 2 of the In-
ternal Revenue Code, as determined
under § 39.127 Mf-1, exceeds the amount
of all previous recoveries in the same and
prior taxable years.

(i) The amount of the recoveries for
any day which Is not excluded from gross
income under subdivision (1) of this sub-i
paragraph is included in gross Income
as ordinary income, and is not considered
gain on an involuntary conversion, to
the extent, if any, that the aggregate of
all the allowable deductions in prior tax-
able years on account of war losses (both
those. which resulted in a reduction of a
tax of the taxpayer and those which did
not) exceeds the sum of the amount of
all previous recoveries in the same and
prior taxable years and of that portion,

§ 39.127 (cW1
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if any, of the amount of the recoveries any tax benefit, of $1,000. exceed the sum
for such day which is not included in of all previous recoveries, or C-00. AlU of
gross income under subdivision (D of this the remaining $1,300 of the recovery Is In-
subparagraph. cluded In gross income as ordinary income,

and is not considered gain on the nvolun-
(in) The amount of the recoveries for tary conversion of property, since It Is less

any day which is not excluded from gross than the amount by which the aggre.ate
income under subdivision (i) of this sub- of all the allowable deductions In prior tax-
paragraph and is not included in gross able years on account of war lo=es, or 3.000,
income as ordinary income under sub- exceeds $1,000, the sum of the 0200 of pre-
division (ii) of this subparagraph -is con- vious recoveries and of the *200 portion of
sidered gain on an involuntary conver- the recovery with respect to B which is not

Included in gross income. On a still later
sion of property as a result of its destruc- date the taxpayer sells for 82.500 his rights
tion or seizure. The following provisions to recover C. Since the allowable deductions
then apply to this gain: for prior taxable years on account of war

(a) Such gain is recognized or not rec- losses which did not result in any tax benefit
ognized under the provisions of section ($1.o0) do not exceed the previous recov-
112 (f) relating to gain upon such con- eries by the taxpayer (CZ00 and 01,500. or
version of property. For the purpose of 82,300). none of the recovery on account of
applymg section 112 (f). such gain for C is excluded from gross Income. This re-covery is Included In gross income as
any day is deemed to be expended in the ordinary Income, and is not considered gain
manner provided in section 112 (f) to the on the involuntary conversion of property,
extent the recovery for such day is so to the extent of $700, the amount by which
expended- the aggregate of all the allowable deductions

(b) 1f such gain is recognized, it is for prior taxable years on account of war
included in gross income as ordinary m- losses ($3,000) exceeds e2.300, the sum of
come or, if the provisions of section 117 the $2,300 of previous recoveries and of the

a0 portion of the recovery on account of 0(j) apply and require such treatment. as which is not included In gross Income. The
gain on the sale or exchange of a capital remaining $1.800 of the recovery is con-
asset held for more than six months. sidered gala on an Involuntary conversion
For the purpose of applying section 117 of property on account of Its destruction or
(j) such recognized gain for any day is seizure, and is not recognized If forthwith
deemed to be derived from property de- expended In the manner provided in sectlon
scribed in that section to the extent of 112 (f). Thus, it is not recognlzed if It Is
the recovery for such day with respect to forthwith expended for the acquisition af

property relating in service or use to C. On
such property, except such portion of a later date the taxpayer recovers D. which
such recovery as is attributable to the has a fair market value of 8400 at the time
nonrecognized gain for such day. of the recovery. Since the aggregate of all

(c) Section 127 (d) provides that in the allowable deductions for prior taxable
determining the unadjusted basis of re- years on acount of war loses ($3,000) does
covered property, the total gain and the not exceed the previous recoveries by the
recognized gain with respect to such taxpayer ($800+61,500+02.500. or 04.800),

all of the recovery with respect to D Is con-property must be determined. For such sidered gain on an Involuntary conversion
purpose, the recognized gain deemed to of property as a result of its destruction or
be derived from properties described in seizure. Under the provisions of cection 112
section 117 (j) may be allocated among (f), this gain is not recognized if D Is uced
such properties in the proportion of the for the same purposes for which It was used
recoveries with respect to such proper- before it was deemed destroyed or selzd
ties, reduced for each property by the under section 127.
portion of the recovery attributable to Example (2). The taxpayer on one day re-
the nonrecognized gain for such day, and covers 83,000 for property A and 67.00 for

property B. both of which were treated under
the recoveries with respect to properties section 127 as destroyed or seized In a prior
not described in section 117 (j) may be taxable year, and 89.000 of such $10,000 re-
similarly allocated. The total gain de- coverles Is considered gain on the Involun-
rived from any recovered property is the tary conversion of property as a result of Its
sum of the nonrecognized gain attribut- destruction or seizure. The taxpayer forth-
able to the recovery of such property and with expends $5,000 In the acquisition of
of the recognized gain allocable to such property similar in use to B. Therefore.
property. 85,000 of the $8,000 gain is not reconizedbe under section 112 (f). leaving 03.000 of recog-(3) The foregoing provisions may be nized gain. Property B is within the provi-
illustrated by the following examples: sions of section 117 (j). relating to gains and

Example (1). The taxpayer sustained war losses on the involuntary conversion of cer-
losses of $3,000 on account of -properties tain described property, but property A Is
A, B, C, and D. Of this amount, $1,00 not. Therefore, the provisions of section 117
did not result in a reduction of any income (1) apply to $2.000 of the 83.000 gain, that
tax of the taxpayer, as determined under is, the amount of the recovery with respect to
the provisions of § 39.127 (f)-1. In a subse- B which Is not attributable to the noarecog-
quent taxable year, he received an award nized gain for such day (87,000 minus
of $800 from the Government on account $5.000). If the taxpayer forthwith expended
of property A. This is not included in In- $.000 or more for the acquisition of property
come since it Is less than the amount by s3.00 rimore for the cqisti o roe
which his allowable deductions for prior similar in ue to B, none of the gain would be
taxable years on account of war losses which recognized. If the taxpayer forthwith cx-
did not result in any tax benefit, $1,000, pended the $5.000 to acquire property related
exceed 80, the sum of all his previous in use to A, the 03,000 recognized gain would
recoveries. On a later date the taxpayer be considered derived from B to the extent of
recovers property B, -which Is worth $1,500 on the recovery with respect to B (87,000), not
the date of recovery. This recovery is not reduced by any nonrecognlzed gain since
included in gross income to the extent of none of such recovery is attributable to such
$200, the amount by which the allowable nonrecognized gain, and therefore all of the
deductions for prior taxable years on ac- ,, 03,000 recognized gain would be subject to
count of war losses which did not result in the provisions of section 117 (J).
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(c) Electivre method; tax adjustment
measurcd bY Prior benefits. (1) If the
taxpayer elects pursuant to section 127
(c) (5) and in accordance with the pro-
visions of these regulations to have the
provisions of section 127 (c) (3) apply to
any taxable year in which he recovers
any money or property m respect of
property considered under section 127
(a) as destroyed or seized in any pre-
vious taxable year, the amount of the
recovery In respect of such property for
any taxable year shall not be included in
income until the taxpayer has recovered
an amount equal to his allowable deduc-
tions in prior taxable years on account
of the destruction or seizure of such
property, whether or not such allowable
deductions resulted in a reduction of any
tax under chapter 1 or chapter 2 of the
Internal Revenue Code. However, for
the purposes of section 51, relating to
the requirement of Individual returns,
section 52. relating to the requirement of
corporation returns, and section 3801
(b), relating to the mitigation of the ef-
fect of the statute of limitations, the en-
tire amount of the recovery shall be
deemed to be an Item includible in grozs
income for the taxable year in which the
recovery Is made. In lieu of including
such amount in gross income, there shall
be added to, and assessed and collected
as a part of, the tax Imposed under chap-
ter i for the taxable year of the recovery
an adjustment on account of any tax
benefits in all prior taxable years re-
sulting directly or indirectly from the
fact that the loss from the destruction or
seizure of such property was an allow-
able deduction. The amount of such
adjustment shall be the total increase
In the tax under chapter 1 of the Code,
that Is. any income tax of the taxpayer,
and under chapter 2 including the excess
profits tax imposed by subchapter E
thereof, for all taxable years which
would result by decreasing such allow-
able deductions with respect to the de-
struction or seizure of such property by
an amount equal to that portion of the
amount of the recovery which is not in-
eluded in gross income for the taxable
year of the recovery. The portion of
the amount of the recovery which is in
excess of such allowable deductions is in-
eluded in gross income for the taxable
year of the recovery as gain on the in-
voluntary conversion of property as a
result of Its destruction or seizure and is
recognized or not recognized as provided
In section 112 () See § 39.112 (f)-1.
Such gain, If recognized, is included in
gross income as ordinary income unless
section 117 () applies to cause such gain
to be treated as gain on the sale or ex-
change of capital assets held for more
than six months. See §39.117 (j)-l.

(2) The determination as to whether
and to what extent the amount of the
recovery is to be excluded from gross
income is to be made upon the basis of
the total amount of the recoveries in
each taxable year in respect of the same
property consideredunder section 127 (a)
as destroyed or seized in any previous
taxable year, as follows:

WI) The amount of the recovery in
any taxable year is excluded from the

§ 39.127 (c-1
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gross income of such year and is not
considered gain on an involuntary con-
version to the extent that such amount
does not exceed the aggregate of the al-
lowable deductions in prior taxable years
on account of the destruction or seizure
of such property (whether or not such
deductions resulted in a reduction of a
tax of the taxpayer) reduced by the ag-
gregate amount of any recoveries in in-
tervening taxable years in respect of the
same property.

(ii) The amount of the recovery in any
taxable year which is not excluded from
gross income under subdivision (i) of
this subparagraph is included in gross
income and is considered gain on an in-
voluntary conversion of property as a re-
sult of its destruction or seizure. The
following provisions apply to this gain:

(a) Such gain is recognized or not
recognized under the provisions of'sec-
tion 112 f) relating to gain upon such
conversion of property. For the purpose
of applying section 112 f) such gain for
any taxable year is deemed to be ex-
pended in the manner provided in section
112 f) to the extent the recovery in such
taxable year is so expended.

(b) If such gain is recognized it is
included in gross income as ordinary in-
come or, if the provisions of section 3-17
(j) apply and require such treatment, as
gain on the sale or exchange of a capital
asset held for more than six months. In
the case of the recovery df the same
property or interest considered under
section 127 (a) as destroyed or seized,
any gain will not be deemed to be recog-
nized under the provisions of section 112
(f) if such property is used for the same
purpose for which it was used before it
was deemed destroyed or seized under
section 127 (a)

(3) The determination of the total
increase in the tax under chapters 1 and
2 of the Code for all taxable years which
would result by decreasing the deductions
allowable in any prior taxable years with
respect to the destruction or seizure of
the property in respect of which the tax-
payer has made a recovery by an amount
equal to the part of such recovery not
included in gross income for the tax-
able year of such recovery shall be made
as provided in this subparagraph. Such
total increase shall include the increases
described in subdivisions (i) (ii) (iii)
and (iv) of this subparagraph, and shall
be added to, and assessed and collected
as a part of, the tax under chapter 1 for
the taxable year of the recovery. Proper
adjustment of such increases shall be
made on account of the application of
the provisions of this subparagraph to
intervening taxable years. Proper ad-
justment shall also be made in the de-
termination of such increases in the case
of a taxpayer who has made a valid
election under section 113 (d), relating
to the adjustment of basis of property
for depreciation, obsolescence, amortiza-
tion, and depletion. The term "tax
previously determined" as used in this
subparagraph shall have the same
meaning as used in section 3801 (d) of
the Code and shall include any tax under
chapter 1 or chapter 2 of the Code. In
computing the amount of the increase

in the tax previously determined under
chapter 1 or chapter 2 for any taxable
year, the principles of section 3801 (d)
shall be applicable. See § 39.3801 (d)-i.
However, the computation of the excess
profits credit under chapter 2E for any
taxable year shall not be affected by
the adjustment provided in this sub-
paragraph. All credits allowable against
the tax for any year shall be taken into
account in computing the increase in
the tax previously determined. The in-
creases' referred to above include the
following:

(i) The increase, if any, in the tax
previously determined for each prior tax-
able year in which a deduction was al-
lowable on account of the destruction or
seizure of the property in respect of
which there is a recovery in the taxable
year. After the tax previously deter-
mined has been ascertained, such tax
shall be recomputed by disregarding such
allowable deduction (to the extent that
it does not exceed the sum of the amount
of such recovery not included in gross
income for the taxable year of such re-
covery, plus the aggregate amount of any
recoveries in intervening taxable years
inrespect of the same property) and
any other deductions allowable on ac-
count of other war losses or any other
lossei, expenditures or accruals in such
prior taxable year in respect of which,
and to the extent that, recoveries in In-
tervening taxable years have been ex-
cluded from gross income under section
127 (W) (3), section 22 (b) (12) or other-
wise. The difference between the tax
previously determined and the tax as re-
computed will be the increase in the tax
previously determined for the taxable
year.

(ii) The increase, if any, in the tax
previously determined for any taxable
year (including the taxable year of the
recovery) in which a net operating loss
deduction was allowable, if all or a part
of such deduction was attributable to the
carry-over or carry-back to such taxable
year of a net operating loss from another
taxable year in which a deduction was
allowable on account of the destruction
or seizure of the property in respect of
which there is a recovery in the taxable
year to which such increase is to be
added. After the tax previously deter-
mined has been ascertained, such tax
shall be recomputed by redetermining
such net operating loss deduction. In
the determination of such net operating
loss deduction the net operating loss
shall be recomputed by disregarding the
deduction allowable on account of the
war loss in respect of which there is a
recovery in the taxable year to which
such increase is to be added (to the ex-
tent that such deduction does not exceed
the sum of the amount of such recovery
not included in gross income for the
taxable year of such recovery, plus the
aggregate amount of any recoveries in
intervening taxable years in respect of

-the same property) and by disregarding
any other deductions allowable on ac-
count of other war losses or any other
losses, expenditures, or accruals in the
taxable year in respect of which, and to
the extent that, recoveries in intervening
taxable years have been excluded from

gross income under section 127 () (3),
section 22 (b) (12) or otherwise. The
difference between the tax previously de-
termined and the tax as recomputed will
be the increase In the tax previously do-
termined for the taxable year.

(ii) The Increase, if any, In the tax
previously determined for any taxable
year (including the taxable year of recov-
ery) In which an unused excess profits
credit was availed of In computing the
unused excess profits credit adjustment
for such taxable year, if all or a part of
such adjustment was attributable to the
carry-over or carry-back to such taxable
year of an unused excess profits credit
from another taxable year in which a
deduction was allowable on account of
the destruction or seizure of the property
in respect of which there Is a recovery
in the taxable year to which such in-
crease is to be added. Afterthe tax pre-
viously determined has been ascertained,
such tax shall be recomputed by rede-
termining such unused excess profits
credit carry-over or carry-back, in the
recomputation such carry-over or carry-
back shall be redetermined by disregard-
ing such allowable war loss deduction (to
the extent such deduction does not ex-
ceed the sum of the amount of the recov-
ery not included In gross Income for the
taxable year of such recovery, plus the
aggregate amount of any recoveries In
intervening taxable years In respect of
the same property) and by disregarding
any other deductions allowable on ac-
count of other war losses or any other
losses, expenditures, or accruals in the
taxable year In respect of which, and to
the extent that, recoveries In intervening
taxable years have been excluded from
gross income under section 127 (c) (3),
section 22 (b) (12) or otherwise, The
difference between the tax previously de-
termined and the tax as recomputed will
be the increase in .the tax previously
determined for the taxable year. In case
there is an increase in the excess profits
tax under chapter 2E for the taxable
year in which an unused excess profits
credit was availed of in computing the
unused excess profits credit adjustment,
and a decrease In the Income tax under
chapter 1 for such taxable year, the in-
crease in the tax previously determined
shall be considered to be an amount equal
to the excess of the Increase In the excess
profits tax over the decrease in the
income tax.

(iv) The increase, if any, in the tax
previously determined for any taxable
year. (including the taxable year of the
recovery) In which an unused excess
profits credit was availed of in computing
the unused excess profits credit adjust-
ment for such taxable year, If all or a
part of such adjustment was attributable
to the carry-over or carry-back to such
taxable year of an unused excess profits
credit from another taxable Year in
which there was allowable a net operat.
ing loss deduction attributable to the
carry-over or carry-back to such other
taxable year of a net operating loss, and
such net operating loss resulted In whole
or in part from the deduction allowable
on account of the destruction or seizure
of the property in respect of which there

§ 39.127 (c-1
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is a recovery in the taxable year to which
such increase is to be added. After the
tax previously determined has been as-
certained, such tax shaU be recomputed
by redeterinming such net operating loss
deduction and such unused excess profits
credit carry-over or carry-back. In the
redetermination of such net operating
loss deduction the net operating loss
carry-over or carry-back shall be recom-
puted by disregarding such allowable war
loss deduction (to the extent that such
deduction does not exceed the sum of the
amount of such recovery not included in
gross income for the taxable year of such
recovery, plus the aggregate amount of
any recoveries in intervening taxable
years in respect of the same property)
and by disregarding any other deduc-
tions allowable on account of other war
losses or any other losses, expenditures,
or accruals in the taxable year in re-
spect of winch, and to the extent that,
recoveries in intervening taxable years
have been excluded from gross income
under section 127 c) (3) section 22 (b)
(12) or otherwise. The unused excess
profits credit carry-over or carry-back
shall then be recomputed to conform to
the redetermination of the net operating
loss deduction for the taxable year from
which the unused credit is carried over
or carried back. The difference between
the tax previously determined and the
tax as recomputed shall be the amount of
the increase wich shall be added to the
tax for the taxable year of the recovery.
In case there is an increase in the excess
profits tax under chapter 2E for the
taxable year in wfiich an unused excess
profits credit was availed of in computing
the unused excess profits credit adjust-
ment, and a decrease ij the income tax

-under chapter 1 for such taxable year,
the increase which shall be added to the
tax for the taxable year of the recovery
shall be considered to be an amount equal
to the excess of the increase in the ex-
cess profits tax over the decrease in the
income tax.

(d) Elective method; time and manner
of makung election and effect thereof.
(1). If the taxpayer elects to have the
provisions of section 127 (c) (3) ap-
plicable to any taxable year in which any
money or property is recovered in respect
of property considered under section 127
(a) as destroyed or seized, section 127
Cc) (3) will be applicable by virtue of
that election to all taxable years of the
taxpayer beginning after December 31,
1941. Thus, the taxpayer need not make
an election with respect to each separate
taxable year in which he had a recovery.
An election for any taxable year in which
the taxpayer had a recovery in respect
of a prior war loss is sufficient to make
the provisions of section 127 (c) (3)
applicable notonly to war loss recoveries
received by the taxpayer in any past tax-
able year beginning after December 31.
1941, but to any recoveries which may be
received by the taxpayer in any future
taxable year. Such election once made
shall be irrevocable.

(2) The election of the taxpayer to
have the provisions of section 127 (c) (3)
applicable to any taxable year in which
any money or property is recovered in
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respect of property considered under sec-
tion 127 (a) as destroyed or seized must
be made not later than December 31,
1952, unless the taxpayer recovers money
or property (in respect of a prior war
loss) during a taxable year ending after
the date of the enactment of the Reve-
nue Act of 1951 (October 20. 1951) If
the taxpayer has a recovery during any
taxable year ending after the date of the
enactment of the Revenue Act of 1951,
unless such taxable year is a taxable year
ending on or before March 31, 1953, such
election must be made by the taxpayer
not later than the expiration of six
months from the last day prescribed by
'law for the filing of his income tax return
for such taxable year. However, If the
taxpayer recovers any money or property
(in respect of a prior war loss) during a
taxable year ending after the date of the
enactment of the Revenue Act of 1951
and on or before March 31, 1953, such
election must be made not later than
December 31, 1953. In all cases the elec-
tion shall be made by a written statement
that the taxpayer elects to have the pro-
visions of section 127 (c) (3) apply to any
taxable year in which any money or
property Is recovered in respect of prop-
erty considered under section 127 (a) as
destroyed or seized, which statement
shall be made in (Or attached to)-

(i) The return or amended return filed
for such taxable year;

(ii) A claim for refund or credit filed
for such taxable year for an overpay-
ment resulting from the applictition of
such provisions;

CiiI) A timely petition or amended
petition to The Tax Court of the United
States for a redetermination of any de-
ficiency for such taxable year;

(iv) A letter addressed to the district
director of internal revenue for the dis-
trict in which the return for such taxable
year was required to be lled;
If the written statement of election Is
made in a letter, it shall be signed by
the taxpayer making the election If an
individual or, if the taxpayer is not an
individual, the letter must be executed
in the same manner as required in the
case of the income tax return of such
taxpayer. The date of the making of
the election shall be the date the return,
amended return, claim for refund or
credit, or letter is filed in the office of the
district director of internal revenue, or
the date the petition or amended peti-
tion is filed with The Tax Court of the
United States. In case the election Is
made in a return filed before the last day
prescribed by law for the filing thereof
(including any extension of time for such
filing) such election shall not be con-
sidered made until such last day. In
case the election is made in a letter ad-
diessed to the district director of internal
revenue, such election will be considered
as timely filed if it is placed in the mail
on or before midnight of the last day
prescribed by this paragraph for the
making of the election, as shown by the
postmark on the envelope containing the
letter or as shown by other available
evidence of the mailing date.

(3) If the provisions of section 127
(c) (3) are applicable to any taxable
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year pursuant to an election made by
the taxpayer In accordance with the pro-
visions of subparagraph (1) of thLs
paragraph, the period of limitations pro-
vided in sections 275 and 276 of the Code
on the making of assessments and the
beginning of distraint or a proceeding in
court for collection with respect to (i)
the amount to be added to the tax for
such taxable year under the provisions
of section 127 Wc) (3) and (ii) any defi-
clency for such taxable year or for any
other taxable year to the extent attrib-
utable to the basis of the recovered prop-
erty being determined under the provi-
sions of section 127 d) (2) shall not
expire prior to the expiration of two

.years following the date of the making
of such election. Such amount or such
deficiency may be assessed at any time
prior to the expiration of such period,
notwithstanding any law or rule of law
which would otherwise prevent such
assessment and collection. No interest
shall be assessed or collected with re-
spect to any such amount or any such
deficiency for any period prior to the
expiration of six months followng the
date of the making of the election by the
taxpayer.

(4) If the provisions of section 127 (a)
(3) are applicable to any taxable year
pursuant to an election made by the
taxpayer in accordance with the provi-
slons of subparagraph (1) of this para-
graph, and refund or credit of any over-
payment resulting from the application
of such provisions to such taxable year
is prevented on the date of the making
of such election, or within one year from
such date, by the operation of any law
or rule of law (other than section 3761
relating to compromise) refund or
credit of such overpayment may never-
theless be made or allowed, provided
claim therefor is filed within one year
from such date. Thus, the amount
of such overpayment which may be re-
funded or credited Is not subject to the
limitations contained in section 322 (b)
or Cd). No interest shall be paid on any
overpayment resulting from the applica-
tion of the provisions of section 127 (c)
(3) to any taxable year ending before
the date of the making of the election by
the taxpayer.

§ 39.127 (d) Statutory promszons; war
losses; basis of recovered property.

S=:. 127. War loaez. * 0 *
(d) Basis of ecrered property'-() In

gencraL The unadjusted basis of property
recovered in respect of property considered
as destroyed or sized under subzectlon (a)
shall be determined under this subsection.
Such baels shall be an amount equal to the
fair marke value of such property, deter-
mined as of the date of the recovery, reduced
by an amount equal to the excess of the
aggregato of such fair marlct value and the
amounts of previou recoveries of money or
property in respect or property considered
under sub:sctlon (a) as destroyed or seized
over the aggregate of the allowable deduc-
tions in prior taxable years on account of
the destruction or seiue of property de-
=cribed in subszctlon (a). and Increased by

that portion of the amount of the recovery
which under subscctlon (c) is treated as a
recognizd gain from the involuntary con-
version of property. Upon application of the
taxpayer, the aggregate of the bases (deter-

§ 39.127 (d)
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mined under the preceding sentence) of any
properties recovered in respect of properties
considered under subsection (a) as destroyed
or seized may be allocated among the prop-
erties so recovered in such manner as the
Secretary may determine under regulations
prescribed by him, and the amounts so allo-
cated to any such property so recovered shall
be the unadjusted basis of such -property in
lieu of the unadjusted basis of such property
determined under the preceding sentence.

(2) Property recovered in taable year to
wicl. subsection (c) (3) is applicable. In
the case of a taxpayer who has made an
election under the provisions of subsection
(c) (5). the basis of property recovered shall
be an amount equal to the value at which
such property Is included in the amount of
the recovery under subsection (c) (3) (A)
(determined without regard to the last sen-.
tence thereof), reduced by such part of the
gain under subsection (c) (3) (C) which is
not recognized as provided in section 112 (f).
[Sec. 127 (d) as added by see. 156 (a), Rev.
Act 1942, amended by see. 341. (b), Rev. Act
1951]

§ 39.127 (d)-I Basis of recovered prop-
erty-(a) General rule. (1) Under sec-
tion 127 (d) (1) the unadjusted basis of
any property treated as a war loss under
section 127 which is recovered and the
unadjusted basis of any property which
is recovered in lieu of or on account of
any such war loss is considered the fair
market value of suchi recovered property
upon the date of its recovery with the
following adjustments:

(I) If the sum.of the recoveries for the
day such property is recovered and of
all previous recoveries exceeds the ag-
gregate of the allowable deductions for
prior taxable years on account of war
losses, so that a portion of the recoveries
for such day is treated as gain on the
involuntary conversion of-property, such
fair market value of the property is re-
duced by the total gain, if any, for
such day derived from such recovered
property, as determined under § 39.127
(c)-1 (b)

(ii) Such fair market value, as re-
duced under subdivision (i) of this sub-
Paragraph, is increased by the portion,
if any, of the recognized gain resulting
from the recoveries for such day which
is allocable to such recovered property
as determined under 1 39.127 (c)-1 (b)
In effect, the unadjusted basis of such
property is its fair market value-upon the
date of Its recovery, reduced by the
amount of nonrecognized gain attributa-
ble to such recovery under the provisions
of § 39.12.7 (c)-1 (b).

(2) If the respective bases of several
properties of a taxpayer determined
under section 127 (d) (1) are greatly dis-
proportionate to their adjusted bases im-
mediately before their treatment as de-
stroyed or seized property under section
127, the taxpayer may apply to the Com-
missioner for the allocation of the aggre-
gate of the bases of such properties
among them in the proportion of their
adjusted bases immediately before the
destruction or seizure of such properties
determined under section 127. The
amount so allocated to any such prop-
erty, in an application approved by the
Commissioner, shall be the- unadjusted
basis of such property in lieu of the

§ 39.127 (d)-I

amount determined under subparagraph
(1) of this paragraph.

(3) The application to the Comnmis-
sioner shall set forth a list of all the
properties of the taxpayer having an
unadjusted basis determined under this
section, a description of each such prop-
erty together with a statement as to the
amount of its adjusted basis immediately
before the destruction or seizure of such
property determined under section 127,
and a statement as to whether there has
been any substantial change in the use
or nature of the property chosen for the
allocation from its nature or use immedi-
ately before the time it was treated as
destroyed or seized. Such application
will be allowed unless there has been such
a substantial change in the nature or use
of such property that the allocation of
the bases would produce an arbitrary re-
sult, or unless the taxpayer has obtained
such tax-benefits by reason of the basis
determined under subparagraph (1) of
this paragraph, that it would be in-
equitable to'change his basis. Thus, the
allocation will not be allowed if it would
give the taxpayer an unadjusted basis
with respect to any property which Is less
than the amount of the adjustments in
reduction of the basis of such -property
which are allowable after its recovery
For example, when property A is recov-
eredit has an unadjusted basis of $100.
After $70 depreciation has been allowed
on A, an allocation is sought which would
give Aan unadjusted basis of $60. Since
this is, less than the depreciation which
is an adjustment against such basis, the
allocation will not be permitted.

(4) The amount of any adjustments
to the unadjusted basis determined
under subparagraph (1) of this para-
graph shall, upon the allocation of the
bases, be taken as an adjustment to the
allocated unadjusted basis. Thus, if $30
depreciation was allowed upon a $100
basis determined under subparagraph
(1) of this paragraph and if the unad-
justed basis upon allocation is $75, such
$30 depreciation is allowed against such
allocated unadjusted basis, so that the
adjusted basis of the property is
then $45.

(5) The taxpayer may choose any
group of recovered properties for alloca-
tion, except that if any such recovered
properties form one economic unit, such
properties may not be separated but all
or none must be included in the group.
For example, a building may not be sepa-
rated from the land on which it" stands
if both are recovered property, nor may
one block of stock in a corporation be
separated from other stock in such cor-
poration or from bonds in such corpora-
tion which are also treated as a recovery.
If the taxpayer has once been permitted
to allocate the bases of any group of
properties, he may obtain another al-
location with respect to such properties
only if all the properties in the original
group are included together with other
recovered properties not included in the
original group. For example, if the bases
of properties A and B are allocated, a
second allocation will be made for prop-
erties A, B, and C, but not for A and C
or B and C.

(b) Property recovered in taxable year
to which section 127 (c) (3) is applicable.
If, pursuant to an election made by the
taxpayer under section 127 (o) (5) and
§ 39.127 (c)-1 (d), the provisions of sec-
tion 127 (c) (3) are applicable to any
taxable year In which the taxpayer re-
covered property in respect of a war loss
under section 127, the unadjusted basis
of such property shall be the fair market
value of such property determined as of
the date of the recovery, reduced by the
amount of nonrecognized gain attributa-
ble to such recovery under the provisions
of § 39.127 (c)-1 (c) However, If the
property recovered Is the same property
or interest considered under section 121
(a) as destroyed or seized, and If the
taxpayer under section 127 (o) (3) (A)
Includes such property or interest In the
amount of the recovery at its adjusted
basis (for determining loss) in his hands
on the date such property or interest
was considered under section 127 (a)
as destroyed or seized, the unadjusted
basis of such property shall be such ad-
justed basis, reduced by the amount of
nonrecognized gain attributable to such
recovery under the provisions of § 39.127
(c)-1 (c) The fair market value of
any property recovered, or the adjusted
basis (for determining loss) of such
property or interest if the same property
or interest treated as a war loss under
section 127 Is recovered, shall not be re-
duced in determining the unadjusted
basis of such property or Interest by the
amount of the obligations or liabilities
with respect to the property treated as a
war loss under section 127 In respect of
which the recovery was received, if the
taxpayer for any previous taxable year
chose under section 127 (b) (2) to treat
such obligations or liabilities as dis-
charged or satisfied out of such property
but such obligations or liabilities were
not so discharged or satisfied prior to
the date of the recovery,

§ 39.127 (e)-(f) Statutory provisions;
war losses; partial worthlessness of cer-
tarn investments; determination of tax
benefits.

SEc. 127. War losses. * * *
(e) Partial worthlessness of certain in-

vestments in destroyed' or seied property-
(1) Destruction or scizurc of investment. if
a taxpayer owns not less than 50 per coutune
of each class of stock of a corporation, If suah
corporation has property described In ub-
section (a) (1) or (2) deomed to be destroyed
or seized, the adjusted basis for determining
loss of which Is at least 75 per conthim of
the adjusted basis for determining loss of
all such corporation's property, and If such
corporation completely liquidates (by dis-
trlbuting all the assets which it is able to
distribute and all Its rights to assets which
it Is not able to distribute, including the
right to the recovery of the property de-
scribed In subsection (a) (1) and (2)) Within
one year after such property is deemed to be
destroyed or seized, or within six months
after the date of the enactment of the Reve-
nue Act of 1942, whlchevet Is the later, then
that part of the loss by the taxpayer on such
liquidation which would be attributable to
the destruction or seizure of such property,
as established to the satisfaction of tle Com-
missioner, shall be treated for the purposes of
this chapter as a loss by the taxpayer upon
the destruction or seizure of the part of the
stock or other ix)terest of the taxpayer lo
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which such loss is allocable. Such part of
the stock or other interest of the taxpayer
shall be treated for the purposes of subsec-
tions (b), (c), and (d) as property described
in subsection (a) (3).

(2) Application of paragraph (1). For
the purposes of paragraph (1)-

(A) In determining the adjusted basis of
all the property of the corporation, there
shall be excluded money in the United States.
bank deposits, the right to receive money
from any person not situated in a country
at war with the United States or in a ter-
ritory under the control of such a country,
and obligations issued or guaranteed as to
principal or interest by the United States,
except that there shall not be excluded any
such property which is destroyed or seized
as described in subsection (a) within or be-
fore the taxable period.

(B) The adjusted basis of property of such
corporation shall be determined as of the
date immediately preceding the first date
on which any property was destroyed or
seized, as described in subsection (a), or as
of any later date falling within or before
the taxable period on the basis of which such
determination will produce a greater amount.
[Sec. 127 (e) as added by sec. 156 (a), Rev.
Act 19-1

(f) Determination of tax benefits. The
determination as to whether and to what
extent an allowable deduction on account of
the destruction or seizure of property de-
scribed in subsection (a) did or did not re-
sult in a reduction of any tax of the taxpayer
under this chapter shall be made in accord-
ance with regulations prescribed by the
Commissioner with the approval of the
Secretary.

[Sec. 127 (f) as added by sec. 156 (a), Rev.
Act 1942]

§ 39.127 (f) -1 Determination of tax
benefits from allowable deductions. (a)
That part of the aggregate of the deduc-
tions allowed a taxpayer for any taxable
year on: account of war losses under sec-
tion 127 which,if disallowed, would not
result in an increase in the normal tax,
surtax (including the tax imposed by
section 102) or victory tax of taxpayer,
or of any tax imposed in lieu of such
taxes or of any tax imposed by chapter 2
of the Internal Revenue Code, for the
taxable year in which such deductions
are allowed or in any other taxable year,
such as a taxable year in which the tax-
payer's income tax is computed by refer-
-ence to a carry-over or carry-back of net
operating losses from the taxable year
in which such deductions are allowed, is
considered, for the purposes of section
127, an allowable deduction for the tax-
able year which did not result in a re-
duction of any tax of the taxpayer under
chapter 1 or chapter 2 of the Code. In
the case of recoveries of war losses and
other items to which the recovery exclu-
sion provisions of section 22 (b) (12)
apply, such as bad debts, the determina-
tion of the tax benefit should be made in
accordance with paragraph (b) of § 39.22
(b) (12)-i. The deductions allowed a
taxpayer for any taxable year on account
of war losses -are all the deductions on
account of war losses which were claimed
by the taxpayer in a return, in a claim
for credit or refund of an overpayment,
or in a petition to The Tax Court of the
United States with respect to such tax-
able year and which were not disallowed,
and all deductions on account of war
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losses which, although not so claimed by
the taxpayer, were nevertheless allowed
(for example, by the Commissioner, a
court, or The Tax Court) in computing
a tax of the taxpayer.

(b) Any deduction allowable for a tax-
able year on account of a war loss under
section 127 which was not claimed by the
taxpayer for such year In a return, a
claim for credit or refund of an over-
payment, or a petition to The Tax Court
of the United States and was not allowed
as a deduction (for example, by the Com-
missioner, a court, or The Tax Court) in
computing his tax for such year or for
any other year is considered a deduction
which did not result in a reduction of any
tax of the taxpayer under chapter 1 or
chapter 2 of the Internal Revenue Code,
since it is an allowable deduction which
was not allowed in computing any tax
of the taxpayer. If the taxpayer claimed
for any taxable year a deduction on ac-
count of a war loss, and if such deduction
was disallowed, the taxpayer may not
subsequently contend for the purposes of
section 127 (c) that such deduction was
an allowable deduction for such taxable
year.

(c) If the taxpayer elected under sec-
tion 127 (b) to decrease the amount of a
war loss by treating the obligations and
liabilities described In that section as
discharged or satisfied out of the prop-
erty destroyed or seized, and If the tax-
payer establishes that any of the obl-
gations and liabilities were not so dis-
charged or satisfied, then the amount ny
which such continuing obligations and
liabilities decreased the war loss shall
be considered an allowable deduction for
the taxable year in which the war loss
was sustained which did not result in a
reduction of any tax of the taxpayer
under chapter 1 or chapter 2 of the In-
ternal Revenue Code.

§ 39.128 Statutory provisions; re-
covery of unconstitutional Federal taxes.

Snc. 128. Recovery of unconstitutional
Federal taxes. Income (excluding interest)
attributable to the recovery during the tax-
able year of a tax Imposed by the United
States which has been held unconstitutional,
and in respect of which a deduction was al-
lowed In a prior taxable year may be ex-
cluded from gross income for the taxable
year, and the deduction allow.- In respect
thereof in such prior taxable year treated as
not having been allowable, f-

(a) The taxpayer elects n writing (at
such time and in such manner as may ec
prescribed by regulations prescribed by the
Commissioner with the approval of the 82c-
retary) to treat such deduction as not hav-
ing been allowable for such prior taxable
year. and

(b) The taxpayer consents in writing to
the assessment, within such period as may
be agreed upon, of any deficiencies resulting
from such treatment, even though the stat-
utory period for the assessment of any such
deficiency had expired prior to the filing of
such consent.
[Sec. 128 as added by sec. 157 (a). Rev. Act
19421

§ 39.128-1 Recovery of ullconstitu-
tional taxes-(a) In general. (1) Sub-
ject to the limitations herein, a taxpayer
who recovers unconstitutional Federal
taxes which were paid or accrued and for
which a deduction was allowed in a prior
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taxable year Is entitled at his election
(see paragraph (b) of this section) to
exclude the income (exclusive of in-
terest) attributable to such recovery
from his gross Income in the taxable year
of recovery.

(2) In the event a taxpayer elects to
receive the benefits of section 128, the
Income (exclusive of interest) attribut-
able to the recovery of the unconstitu-
tional Federal tax will be treated as an
offset to the deduction allowed therefor
In prior taxable years. The taxpayer's
return for the prior taxable year or years
vwth respect to which the statutory
period for the assessment of a deficiency
has expired will be opened only for the
purpose of reducing the deduction al-
lowed for the unconstitutional Federal
tax and assessing the resulting deficiency
or deficiencies, if any, and only if the
taxpayer consents in writing to the
assessment (see paragraph (b) of this
section) No other adjustment will be
allowed.

(3) In the event the disallowance of
the deduction allowed n respect of a
prior taxable year results in a deficiency
for that year, the deficiency will be-
assessed vdthin the period agreed upon
between the taxpayer and the Commis-
sloner, In respect of the taxable year of
the prior deduction, against the taxpayer
(who must file a written consent to the
assessment as provided in paragraph (b)
of this section) even though the statu-
tory period for the assessment may have
expired prior to the filing of the consent.

(4) If a taxpayer does not elect under
the provisions of section 128 to exclude
the tax recovered from gross income in
the taxable year of recovery, the tax re-
covered shall, from the standpoint of
its inclusion in or exclusion from gross
income, be governed by the provisions of
section 22 (b) (12)

(5) Where a taxpayer's liability for
income tax vith respect to the deduction
or the recovery or with respect to the
tax liability for the year of the deduction
or recovery has been finally determined
by a written agreement or by a decision
of The Tax Court of the United States
or of any court, the taxpayer will not be
entitled to the benefits of section 128 or
of this section. As to taxability of re-
fund of taxes generally, see section 22
(b) (12).

(b) Manner of malnng election. (1)
The election provided for in paragraph
(a) of this section shall be made by the
taxpayer filing a statement in writing
that he elects to treat the deduction
allowed in a prior taxable year for the
unconstitutional tax as not having been
allowable for such taxable year. Such a
statement must be filed with the tax-
payer's return for the taxable year in
which the recovery of the unconsdtu-
tional tax or taxes occurs. No other
method of maing the election is per-
mitted. The statement of election must
contain a description of the tax re-
covered, the date of recovery, the tax-
able year in which paid or accrued, and
the taxable year for which the deduction
was allowed. The statement of election
must also contain a statement signify=n
the taxpayer's consent (I) to the Con-
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missloner's treating the deduction or por-
tion thereof allowed in a prior year with
respect to the unconstitutional tax as
not allowable for that year and (ii) to
the Commissioner's assessing, in respect
of the taxable year for. which the deduc-
tion was allowed, any deficiency, together
with interest thereon as provided by law,
resulting from disallowance of the de-
duction or portion thereof, even though
the statutory period for the assessment
of any such deficiency may have ex-
pired before the filing of such consent.

(2) As used in this section, the term
"recovery" includes not only refund
or credit of taxes previously paid, but
includes also the cancellation of a pur-
ported tax liability which was accrued
and deducted for a prior taxable year but
never actually paid.

§ 39.129 Statutory provisions; acqui-
sitions made to evade or avoid income or
excess profits tax.

SEC. 129. Acquisitions made to evade or
avoid income or excess profits tax-(a) Dis-
allowance of deduction, credit, or allowance.
If (1) any person or persons acquire, on or
after October 8, 1940, directly or indirectly,
control of a corporation, or (2) any corpora-
tion acquires, on or after October 8,. 19406,
directly or indirectly, property of another
corporation, not controlled, .directly or in-
directly, immediately prior to such acquisi-
tion, by such acquiring corporation or its
stockholders, the basis of which property, in
the hands of the acquiring corporation, is
determined by reference to the basis in-the
hands of the transferor corporation, and the
principal purpose for which such acquisition
was made is evasion or avoidance of Federal
income or excess profits tax by securing the
benefit of a deduction, credit, or other allow-
ance which such person or corporation would
not otherwise enjoy, then such deduction,
credit, or other allowance shall not be al-
lowed. For the purposes of clause (1) and
(2), control means the ownership of stock
possessing at least 50 per centum of the total
combined voting power of all classes of stock
entitled to vote or at least 50 per centum of
the total value of shares of all classes of stock
of the corporation.

(b) Power of commisstoner_ to allow de-
duction, etc., in part. In any case to which
subsection (a) Is applicable the Commis-
sioner is authorized-

(1) To allow as a deduction, credit, or al-
lowance any part of any amount disallowed
by such subsection, if he determines that
such allowance will not result in the evasion
or avoidance of Federal income and excess
profits tax for which the acquisition was
made; or

(2) To distribute, apportion, or allocate
gross income, and distribute, apportion, or
allocate the deductions, credits, or allow-
ances the benefit of which was sought to be
secured, between or among the corporations,
or properties, or parts thereof, involved, and
to allow such deductions, credits, or allow-
ances so distributed, apportioned, or alo-
cated, but to give effect to such allowance
only to such extent as he determines will not
result in the evasion or avoidance of Fed-
eral income and excess profits tax for which
the acquisition was made; or

(3) To exercise his powers In part under
paragraph (1) and in part under paragraph
(2).
[Sec. 129 as added by sec. 128 (a), Rev. Act
1943]

§ 39.129-1 Meaang and use of terms.
As used m section 129 and the regulations
thereunder-
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(a) The term "allowance" refers to
anything in the internal revenue laws
which has the effectof dimnshing tax
liability. The term includes, among
other things, a deduction, a credit, an
adjustment, an exemption, or an exclu-
sion.

(b) The phrase "evasion or avoidance"
Is not limited to cases involving criminal
penalties, or civil penalties for fraud.

c) The phrase "Federal income or ex-
cess profits tax" refers to any Federal tax
imposed by Congress upon an income
base.

(d) The term "control" means the
ownership of' stock possessing at least
50 percent of the total combined voting
power of all classes of stock entitled to
vote; or at least 50 percent of the total
value of shares of all classes of stock of
the corporation. To "acquire, on or after
October 8, 1940,* * * control," it is not
necessary that all of such stock be ac-
quired on or after October 8, 1940. Thus,
if A, on October 7, 1940, and at all times
thereafter, owns 40 percent of the stock
of Corporation X and acquires on Octo-
ber 8. 1940, an additional 10 percent of
such stock, an acquisition within the
meaning of such phrase is made by A on
October 8, 1940. Similarly, if B, on Oc-
tober 7, 1940, -owns certain assets and
transfers on October 8, 1940, such assets
to a newly organized Corporation Y in
exchange for all the stock of Corporation
Y, an acquisition withinthe meaning of
such'phrase is made by B on October 8,
1940. If, under the facts stated in the
-preceding sentence, B is a corporation,
all of whose stock is owned by Corpora-
tion C, then an acquisition within the
meamng of such phrase is also made by
Corporation C on October 8, 1940, by the
shareholders taken as a group on such
date, and by any of such shareholders if
such shareholders as a group own 50
percent of the stock of C on such date.

(e) The term "person" includes an In-
dividual, a trust, an estate, a partnership,
a company, or a corporation.

§ 39.129-2 Purpose and scope of sec-
tion 129. (a) Section 129 is designed to
prevent in the instances specified therein
the-use of the sections of the Internal
Revenue Code providing deductions,
credits, or allowances in evading or
avoiding Federal income or excess profits
taxes. See § 39.129-3.

(b) Under the Code, an amount other-
wise constituting a deduction, credit, or
other allowance becomes unavailable as
such under certain circumstances.
Characteristic of such circumstances are
those in which the effect of the deduc-
tion, credit, or other allowance would be
to distort the liability of the particular
taxpayer when the essential nature of
the transaction or situation is examined
in the light of the basic purpose or plan
which the deduction, credit, or other
allowance was designed by the Congress
to effectuate. The distortion may be
evidenced, for example, by the fact that
the transaction was not undertaken for
reasons germane to the conduct of the
business of the taxpayer, by the unreal
nature of the transaction such as its
sham character, or by the unreal or un-
reasonable relation which the deduction,

credit, or other allowance bears to the
transaction. The principle of law mak-
ing an amount unavailable as a deduc-
tion, credit, or other allowance in cases
In which the effect of making an amount
so available would be to distort the lia-
bility of the taxpayer, has been Judicially
recognized and applied in several cases.
Included In these cases are Gregory v.
Helvering (1935) (293 U. S. 405), Grif-
fliths v. Helvering (1939) (308 U. S. 355),
Higgins v. Smith (1940) (308 U. S. 473),
and J. D. & A. B. Spreckles Co. v. Com-
missioner (1940) (41 B. T. A. 370) In
order to give effect to such principle, but
not in limitation thereof, several provi-
sions of the Code, for example, section 24
(b) and (c) and section 130, specify with
some particularity Instances in which
disallowance of the deduction, credit, or
other allowance Is required. Section 120
is also included in such provisions of the
Code. The principle of law and the par-
ticular sections of the Code are not mu-
tually exclusive and in appropriate cir-
cumstances they may operate together or
they may operate separately.

§ 39.129-3 Instances in which section
129 (a) disallows a deduction, credit, or
other allowance. (a) Section 129 speci-
fies two Instances in which a deduction,
credit, or other allowance is to be disal-
lowed. These Instances, described In
clauses (1) and (2) of section 129 (a),
are those In which:

(1) Any person or persons acquire, di-
rectly or indirectly, on or after October
8, 1940, control of a corporation; and

(2) Any corporation acquires, directly
or Indirectly, on or after October 8, 1940,
property bf another corporation (not
controlled, directly or indirectly, immedi-
ately prior to such acquisition by such
acquiring corporation or its stockhold-
ers) the basis of which property in the
hands of the acquiring corporation is a
substituted basis.
In either Instance the principal purposo
for which the acquisition was made must
have been the evasion or avoidance of
Federal income or excess profits tax by
securing the benefit of a deduction,
credit, or other allowance which such
person or corporation would not other-
wise enjoy. The principal purpose ac-
tuiting the acquisition must have been
to secure the benefit which such person
or persons or corporation would not
otherwise enjoy. If this requirement Is
satisfied, it Is Immaterial by what method
or by what conjunction of events the
benefit was sought, If the purpose to
evade or avoid Federal income or excess
profits tax exceeds in importance any
other purpose, it is the principal pur-
pose. This does not mean that only
those acquistions fall within the provi-
sions of section 129 which would not
have been made if the evasion or avoid-
ance purpose was not present. The de-
termination of the purpose for which an
acquisition was made requires a scrutiny
of the entire circumstances In which the
transaction or course of conduct oc-
curred, In connection with the tax result
claimed to arise therefrom.

(b) If the requisite acquisition and
purpose exist, among the transactions
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within clause (1) of section 129 (a) are
the following:

(1) A corporation (or the interest con-
trolling-such a corporation) with large
profits acquires control of another cor-
poration with current, past, or prospec-
tive credits, deductions, net operating
losses, unused excess profits credits, or
other allowances and the acquisition is
followed by such transfers or other ac-
tion as is necessary to bring the deduc-
tion, credit, or other allowance into
conjunction with the income; or

(2) A corporation with large profits
transfers the assets of each of its
branches or departments to newly or-
ganized corporations in order to secure
the benefit of the minimum excess prof-
its credit provided in section 431, or

(3) A corporation with high earning
assets transfers them to a newly organ-
ized subsidiary retaining assets likely to
produce losses or to be disposed of at a
loss for the purpose of securing refunds
through a utilization of the unused ex-
cess profits carry-back or the net oper-
ating loss carry-back.

(c) If the requisite acquisition and
purpose exist, among the transactions
within clause (2) of section 129 (a) is the
following: A corporation acquires prop-
erty having in its hands a substituted
basis which is materially greater than its
fair market value at the time of such
acquisition in order to secure a larger
excess profits credit or to utilize the
property to create tax-reducing losses.

§ 39.129-4 Power of Commissioner to
allocate deduction, credit, or allowance
in part. The Commissioner is author-
ized by section 129 (b) to allow a part of
the amount disallowed by section 129 (a)
but he may allow-such part only if and
to the extent that he determines that the
amount allowed will not result in the
evasion or avoidance of Federal income
and excess profits tax for wich the
acquisition was made. The Commis-
sioner is also authorized to use other
methods to give effect to part of the
amount disallowed under section 129 (a)
but only to such extent as he determines
will not result in the evasion or avoid-
ance of Federal income and excess prof-
its tax for which the acquisition was
made. Whenever appropriate to give
proper effect to the deduction, credit, or
other allowance, or such part of it which
may be allowed, this authority includes
the distribution, apportionment, or allo-
cation of both the gross income and the
deductions, credits, or other allowances
the benefit of which was sought, between
or among the corporations, or properties,
or parts thereof, involved, and includes
the disallowance of any such deduction,
credit, or other allowance to any of the
taxpayers involved.

§ 39.130 Statutory provisions; limita-
tion on deductions allowable to ndi-
viduals in certain cases.

SEC. 130. Limitation on deductions allow-
able to individuals in certain cases-(a)
Becomputation of net income. If the de-
ductions (other than taxes and interest)
allowable to an individual (except for the
provisions of this section) and attributable
to a trade or business carried on by him
for five consecutive taxable years have, in

FEDERAL REGISTER

each of such years, exceeded by more than
$50,000 the gros income derived from such
trade or business, the net income of such
individual for each of such years shall be re-
computed. For the purpoe of such recom-
putation in the case of any such taxble year.
such deductions shall be allowed only to the
extent of $50,000 plus the gros income
attributable to such trade or busines, ex-
cept that the net operating Ios deduction,
to the extent attributable to such trade or
business shall not be allowed.

(b) Redetcrmination of tax. Upon the
basis of the net income computed under the
provisions of subsection (a) for each of the
five consecutive taxable years specified in
such subsection, the tax imposed by this
chapter shall be redetermined for each such
taxable year. If for any such taxable year as-
sessment of a deficiency is prevented (except
for the provisions of sectiOns 3801 and 3807)
by the operation of any law or rule of law
fother than section 3761, relating to com-
promises) any increase in the tax previously
determined for such taxable year shall be
considered a. deficiency for the purpose of
this section. For the purposes of this cec-
tion the term "tax previously determined"
shall have the meaning ar-Agned to such
term by section 3801 (d).

(c) Extension of statute of limitations.
Notwithstanding any law or rule of law
(other than section 3761, relating to com-
promises). any amount determined as a de-
ficiency under subsection (b), or which
would be so determined If a_ezsment were
prevented in the manner described in sub-
section (b) with respect to any taxable year
may be assessed as if on the date of the
expiration of the time prescribed by law for
the assessment of a deficiency for the fifth
taxable year of the five consecutive taxable
years specified in subsection (a), one year
remained before the expiration of the period
of limitation upon amesnent for any tax-
able year.

[Sec. 130 as added by sec. 129 (a), Rev. Act
19431

§ 39.130-1 Limitation on deductions
allowable to individuals in. certain
cases-(a) Recomputation of net income.
(1) Section 130 serves to limit the de-
ductions, other than taxes and interest,
attributable to a trade or business car-
ried on by an individual which are other-
wise allowable to such individual under
the provisions of chapter 1. If In each
of five consecutive taxable years the de-
ductions attributable to a trade or busi-
ness, except the deduction for interest
and except the deduction for taxes, ex-
ceed the gross income derived from such
trade or business by more than $50,000,
the net income of such individual must
be recomputed for each of such five tax-
able years. In recomputing the net in-
come for each of the five taxable years,
deductions (other than those for interest
and taxes) attributable to the trade or
business, and otherwise allowable under
chapter 1, shall be allowed only to the
extent of (i) the gross income derived
from the trade or business, plus (il)
$50,000. The deduction for interest
and the deduction for taxes shall each
be allowed in full. The net operating
loss deduction provided in section 23 (s)
to the extent attributable to the given
trade or business, shall be disallowed
in its entirety in making such recompu-
tation. Thus, any carry-over or carry-
back of a net operating loss. so attribut-
able, either from a year within the pe-
riod of five consecutive taxable years or
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from a year outside of such period, shall
be ignored In mLing the recomputation
of net Income. However, the net oper-
ating loss deduction provided in section
23 (s) shall be included In determining
whether the deductions (other than the
deduction for interest and the deduction
for taxes) otherwise allowable under
chapter 1, which are attributable to a
trade or business exceed the gross in-
come derived from such trade or busi-
ness by more than $50,000 in any tax-
able year. The limitations on deduc-
tions provided by section 130 are appli-
cable in determining under section 122
the amount of any net operating loss
carry-over or carry-back from any year
which falls within the provisions of sec-
tion 130 to any year which does not fall
within such provisions. Also n deter-
mining under section 122 the amount of
any net operating loss carry-over from
a year which falls within the provisions
of section 130 to a year which does not
fall within such provisions, the amount
of the net operating loss is to be reduced
by the net income (computed as provided
in § 39.122-4 (c) and, in the case of any
taxable year which falls within the pro-
visions of section 130, determined after
the application of section 130) of any
taxable year preceding or succeeding the
taxable year of the net operating loss to
which such loss must first be carned back
or carried over under the provisions of
section 122 tb) even though the net
oparating los deduction is not an allow-
able deduction for such preceding- or suc-
ceeding taxable year.

(2) If an individual carries on several
trades or businesses, the deductions at-
tributable to such trades or businesses,
and the gross income derived from such
trades or businesses, shall not be aggre-
gated in determining whether the de-
ductions (other than those for interest
and taxes) exceed the gross income de-
rived from such trades or businesses by
more than $50,000 in any taxable year.
Each trade or business shall be consid-
ered separately. The trade or business
carried on by the individual must be the
same in each of the five consecutive tax-
able years in which the deductions (other
than those for interest and taxes) ex-
ceed the gross income derived from such
trade or business by more than $50,000.

(3) For purposes of section 130, a
given taxable year may be part of two
or more different periods of five consecu-
tive taxable years. Thus. if the deduc-
tions, other than taxes and interest, at-
tributable to a trade or business carried
on by an individual exceed the gross in-
come from such business by more than
$50.000 for each of six consecutive tax-
able years, the fifth year of such six
consecutive taxable years shall be consid-
ered to be a part both of a five-year pe-
riod beginning with the first and ending
with the fifth taxable year and of a five-
year period beginning with the second
and ending with the sixth taxable year.

(b) Redetermination of tax. The tax
Imposed by chapter 1 for each of the five
consecutive taxable years specified in
paragraph (a) of this section shall be
redetermined upon the basis of the net
income of the individual recomputed in
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the manner described in paragraph (a)
of this section. If the assessment of a
deficiency is prevented (except for the
provision: of section 3801, relating to
mitigation.-of effect of limitation and
other provisions in income tax cases, or
3807, relating to period of limitation m
case of related taxes under chapter 1 and
chapter 2) by the operation of any pro-
vision of law (e. g., sections 275 and
276, relating to the period of limitation
upon assessment and collection) except
section 3761, relating to compromises, or
by any rule of law (e. g., res udicata)
then the excess of the tax for such year-
as recomputed over the tax previously
determined for such year shall be con-
sidered a deficiency for purposes of sec-
tion 130. The term "tax previously de-
termined" shall have the same meaning
as that assigned to such term by section
3801 (d) See § 39.3801 (d)-1.

(c) Assessment of tax. Any amount
determined as a deficiency in the man-
ner described i paragraph (b) of this
section in respect of any taxable year
of the five consecutive taxable years
specified in paragraph (a) of this sec-
tion may be assessed and collected as if
on the date of the expiration of the
period of limitation for the assessment
of a deficiency for the fifth taxable year
of such five consecutive taxabla years,
one year remained before the expiration
of the period of limitation upon assess-
ment for the taxable year in respect of
which the deficiency is determined. If
the taxable year is one in respect of
which an assessment could be made
without regard to section 130, the
amount of the actual deficiency as de-
fined in section 271 (whether it is greater
than, equal to, or less than the deficiency
determined under section 130 (b)) shall
be assessed and collected. However, if
the assessment of a deficiency for such
taxable year would be prevented by any
provision of law (e. g., the period of
limitation upon the assessment of tax)
except section 3761, relating to com-
promises, or by the operation of any rule
of law (e. g., res judicata) then the
excess of the tax recomputed as de-
scribed in paragraph (b) of this section
over the tax previously determined may
be assessed and collected even though in
fact there is no actual deficiency, as de-
fined in section 271, m respect of the
given taxable year.

§.39.130A Statutory provstons; em-
ployee stock options.

SE. 130A. Employee stock optlons--(a)
Treatment of restricted stock options. If a
share of stock is transferred to an individual
pursuant to his exercise after 1949 of a re-
stricted stock option, and no disposition of
such share is made by him within two years
from the date of the granting of the option
nor within six m3onths after the transfer of
such share to him-

(1) No income shall result at the time of
the transfer of such share to the individual
upon his exercise of the option with respect
to such share;

(2) No deduction under section 23 (a)
shall be allowable at any.time to the em-
ployer corporation of such individual or Its
parent or subsidiary corporation with respect
to the share so transferred; and

(3) No amount other than the option
price shall be considered as received by either
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of such corporations for the share sO trans-
ferred.c

hlihs subsection and subsection (b) shall not
apply unless (A) the individual, at the time
he exercises the restricted stock option, is an
employee of the corporation granting such
option or of a parent or subsidiary corpora-
tion of such corporation, or (B) the option
'is exercised by him within three months after
the date he ceases to be an employee of any
of such corporations.

(b) Special rule where option price is be-
tween 85 percent and 95 percent of value of
stock. If no disposition of a share of stock
acquired by an individual upon his exercise
after 1949 of a restricted stock option Is made
by him within two years from the date of the
granting of the option nor within six months
after the transfer of such share to him, hut,
at the time the restricted stock option was
granted, the option price was less than 95
per centum of the fair market value at such
time of such share, then, in the event of any
disposition of such share by him, or in the
event of his death (whenever occurring)
while owning such share, there shall be in-
cluded as compensation (and not as gain
upon the sale or exchange of a capital asset)
in his gross income, for the taxable year in
which falls the date of such disposition or
for the taxable -year closing with his death,
whichever Is applicable, an amount equal to
the amount (if any) by which the option
price is exceeded by the lesser of-

(1) The fair market value of the share at
the time of such disposition or death, or

(2) The fair market value of the share at
the 'time the option was granted.

In the case of the disposition of such share
by the individual, the basis of the share in
his hands at the time of such disposition
shall be increased by an amount equal to the
amomnt so includible in his gross income.

_(c) Acquisition of new stock. If stock
transferred to an individual upond his exercise
of the option is exchanged by him for stock
or securities in an exchange within the pro-
visions of section 112 (b) (2) or (3), or if
new stock, as described in section 113 (a)
(19), is acquired upon a distribution with
respect to such stock, the stock or securi-
ties acquired in such exchange and such new
stock shall be considered as having been
transferred to him upon his exercise of such
option. A similar Tule shall be applied in
-the case of a series of such exchanges or
acquisitions.

(d) Definitions. For the purposes of this
section-

(1) Restricted stock option. The term
"restricted stock option" means an option
granted after February 26, 1945, to an in-
dividual, for any reason connected with his
employment by a corporation, if granted by
the employer corporation or its parent or
subsidiary corporation, to purchase stock of
any of such corporations, but only if-

(A) At the time such option is granted
the option price is at least 85 per centum
of the fair market value at such time of the
stock subject to the option; and

(B) Such option by its terms is not trans-
ferable by such individual otherwise than
by will or the laws of descent and distribu-
tion, and is exercisable, during his lifetime,
only by him; and

(C) Such individual, at the time the
option is granted, does not own stock pos-
sessing more than 10 per centum of the total
combined voting power of all classes of stock
of the employer corporation or of its parent
or subsidiary corporation. For the purposes
of this subparagraph-

(i) Such individual shall be considered as
nwning the stock' owned, directly or indi-
rectly, by or for his brothers and sisters
(whether by the whole or half blood),
spouse, ancestoys, and lineal descendants;
and

(ii) Stock owned, directly or indirectly, by
or for a corporation, partnership, estate, or
trust, shall be considered as being owned
proportionately by or for Its shareholders,
partners, or beneficiaries.

(2) Parent corporation. The term "par-
ent corporation" means any corporation
(other than the employer corporation) in an
unbroken chain of corporations ending witn

-the employer corporation if, at the time of
granting of the option, each' of the corpora-
tions other than the employer corporation
owns stock possessing more than 60 per
centum of the total combined voting power
of all classes of stock in one of the other
corporations in such chain.

(3) Subsidiary corporation. The term
"subsidiary corporation" means any cor-
poration (other Jhan the employer corpora-
tion) in an unbroken chain of corporations
beginning with the employer corporation if,
at the time of the granting of the option,
each of the corporations other than the last
corporation in the unbroken chain owns
stock possessing more than 50 per contum
of the total combined voting power of all
classes of stock in one of the other cor-
porations in such chain.

(4) Disposition. The term "disposition"
includes a sale, exchange, gift, or any trans-
fer of legal title, but does not includo-

(A) A transfer from a decedent to his
estate or a transfer by bequest or Inheritance-

(B) An exchange which Is within the pro-
visions of section 112 (b) (2) or (3)' or

(C) A mere pledge or hypothecation.
(5) Stockholder approval. If the grant

of an option is subject to approval by stool-
holders, the date of grant of the option shall
be determined as if the option had not been
subject to such approval.

(e) Modification, extension, or renewal of
option. For the purposes of subsection (d),
if the terms of any option to purchase stocl:
are modified, extended, or renewed, the fol-
lowing rules shall be applied with respect to
transfers of stock made upon an exercise of
the option after the making of such modlil-
cation, extension, or renewal:

(1) Such modification, extension, or re-
newal shall be considered as the granting
of a new option;

(2) The fair market value of such stook
at the time of the granting of such option
shall be considered as (A) the fair market
value of such stock on the date of the orlgl-
nal granting of the option, (B) the fair mar-
ket value of such stock on the date of the

'Inaking of such modification, extension, or
renewal, or (C) the fair market value of such
stock at the time of the making of any inter-
vening modification, extension, or renewal,
whichever is the highest.
[Sec. 130A as added by see. 218 (a), Eov, Act
1950; amended by sec. 331, Rov, Act 10511

§ 39.130A-1 Meaning and use o cecr-
tazn terms-(a) Option. (1) For the
purpose of section 130A, the term
"option" Includes the right or privilege
of an individual to purchase stock from
a corporation by virtue of an offer of tho

-corporation continuing for a stated
period of time, whether or not Irrevoca-
ble, to sell such stock at a stated price,
such individual being under no obliga-
tion to purchase. Such light or privilege,
when granted, must be evidenced in
writing. The individual who has such
right or privilege is referred to as the
'optionee and the corporation offering to
sell stock under such an arrangement Is
referred to as the optionor. While no
particular form of words is necessary,
the written option should express, among
other things, an offer to sell at a stated
option price and the period of time dur-
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ing which the offer shall remain open.
(2) An option may be granted as part

of or in conjunction with an employee
stock purchase plan or subscription con-
tract.

(3) An arrangement between a cor-
poration and an- employee may involve
more than one option. For example, if a
corporation on June 1, 1952, grants to an
employee the right to purchase 1,000
shares of its stock on or after June 1,
1953, another 1,000 shares on or after
June 1, 1954, and a further 1,000 shares
on or after June 1, 1955, all shares to be
purchased before June 1, 1956, provided
the employee at the time of exercise of
any of the purchase rights is employed by
the corporation, such an arangement will
be construed as the grant to the em-
ployee on June 1, 1952, of three options,
each for the purchase of 1.000 shares.
Similarly, if a corporation grants to an
employee on January 1, 1953, the right
to purchase 1,000 shares of its stock at
$85 per share during 1953, at $75 per
share durng 1954, and at $65 per share
during 1955, such an arrangement will
be construed as the grant to the employee
on January 1, 1953, of three alternative
options, one option for the purchase of
1,000 shares at $35 per share during 1953,
an alternative option for the purchase
of 1,000 shares at $75 per share during
1954, and a third alternative option for
the purchase of 1,000 shares at $65 per
share, during 1955.

(b) Time and date of granting of op-
tion. (1) For the purpose of section
130A, the words "the date of the granting
of the option" and "the time such option
is granted" and similar phrases refer to
the date or time when the corporation
completes the corporate action consti-
tuting an offer of stock for sale to an
individual under the terms and con-
ditions of a restricted stock option.
Ordinarily, if the corporate action con-
templates an immediate offer of stock for
sale to an individual or to a class in-
cluding such individual, or contemplates
a particular date on which such offer is
to be made, the time or date of the grant-
ing of the option is the time or date of
such corporate action if the offer is to be
made immediately, or the date contem-

-plated as the date of the offer.as the case
may be. However, an unreasonable de-
lay in the giving of notice of such offer
to the individual or to the class will be
taken into account as indicating that the
corporation contemplated -that the offer
was to be made at the subsequent date
on wnch such notice is given. If the
terms of the offer do not specify the
amount of the option price, the option
will not be considered granted before the
date on which the amount of the option
price becomes fixed or determinable.

(2) If the corporation imposes condi-
tions on the granting of an option (as
distinguished from conditions governing
the exercise of the option) such condi-
tions shall be given effect in accordance
with the intent of the corporation. A
special rule is provided by section 130A
(d) (5) for options subject to stockholder
approval. If the grant of an option is
subject to approval by stockholders, the
date of grant of the option shall be de-
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termined as if the option had not been
subject to such approval. A condition
which does not require corporate action,
such as the approval of some regulatory
or governmental agency, for example, a
stock exchange or the Securities and Ex-
change Commission, Is ordinarily con-
sidered a condition upon the exercise of
the option unless the corporate action
clearly indicates that the option Is not to
be granted until such condition Is satis-
fied. If an option Is granted to an indi-
vidual upon the condition that such
individual will become an employee of
the corporation granting the option or of
its parent or subsidiary corporation, such
option is not granted prior to the date
the individual becomes such an employee.

(3) In general, conditions Imposed
upon the exercise of an option will not
operate to make ineffective the granting
of the option. For example, on June 1,
1952, the A Corporation grants to X, an
employee, an option to purchase 5,000
shares of the corporation stock, exer-
cisable by X on or after June 1, 1953, pro-
vided he Is employed by the corporation
on June 1, 1953. Such an option is
granted to X on June 1, 1952.

(c) Stock. For the purpose of section
130A, the term "stock" means capital
stock of any class, including voting or
nonvoting common or preferred stock.
The term includes both treasury stock
and stock of original issue. Special
classes of stock authorized to be Issued
to and held by employees are within the
scope of the term "stock" as used in sec-
tion 130A, provided such stock otherwise
possesses the rights and characteristics
of capital stock.

Cd) Option price. For the purpose of
section 130A, the term "option price"
means the consideration in money or
property which, pursuant to the terms
of the option, is the price at which the
stock subject to the option s purchased.

(e) Exercise. For the purpose of sec-
tion 130A, the term "exercise" when
used in reference to an option, means the
act of acceptance by the optionee of the
offer to sell contained in the option. In
general, the time of exercise Is the time
when there Is a sale or a contract to sell
between the corporation and the individ-
ual. An agreement or undertaking by
the employee to make payments under a
stock purchase plan does not constitute
the exercise of an option so long as the
payments made remain subject to with-
drawal by the employee. If the terms of
the offer do not specify the amount of
the option price, the option will not be
considered exercised prior to the date on
which the amount of the option price
becomes fixed or determinable.

(f) Transfer. For the purpose of sec-
tion 130A, the term "transfer" when
used in reference to the transfer to an
individual of a share of stock pursuant
to his exercise of a restricted stock op-
tion, means the transfer of ownership
of such share, or the transfer of substan-
tially all the rights of ownership. Such
transfer must, within a reasonable time,
be evidenced on the books of the corpora-
tion.

§ 39.130A-2 Restricted stock option-
(a) In general. (1) A "restricted stock

No. 189-Pt. f--Sec. 2- 5

option" Is an option granted after Febru-
ary 26, 1945, to an individual, for any
reason connected with his employment
by a corporation, if granted1 by the em-
ployer corporation or its parent or sub-
sidiary corporation, to purchase stock of
any of such corporations, but only if
(1) at the time such option Is granted the
option price Is at least 85 percent of the
fair market value at such time of the
stock subject to the option; and (ii) such
option by its terms is not transferable by
such individual otherwise than by will or
by the laws of descent and distribution,
and is exercisable, durin- his lifetime,
only by him; and (111) such individual,
at the time the option is granted, does
not own stock possessing more than 10
percent of the total combined voting
power of all classes of stock either of the
employer corporation or of its parent or
subsidiary corporation.

(2) At the time the option Is granted,
the relationship between the individual
to whom an option is granted and the
corporation granting the option (or a
corporation which is a parent or subid-
iary thereof) must be the legal and bona
fide relationship of employer and em-
ployee. For rules applicable to the de-
termination whether the employer-em-
ployee relationship exists, see § 405.104
of this chapter (Regulations 116) relating
to collection of income tax at source on
wages. An option granted prior to em-
ployment or after termination of employ-
ment s not a restricted stock option.
As to the granting of an option condi-
tioned upon employment, see paragraph
(b) of § 39.130A-1. The option must be
granted for a reason connected with the
individual's employment by the corpora-
tion or by Its parent or subsidiary corpo-
ration. An option may qualify as a re-
stricted stock option only if, under the
terms of the option, It is not transferable
(other than by will or by the laws of
descent and distribution) by the individ-
ual to whom it is granted, and is exercis-
able, during the lifetime of such individ-
ual, only by him. Accordin gly, an
option which Is transferable by the
individual to whom it is granted during
his lifetime, or is exercisable durng
such individual's lifetime by another
person, s not a restricted stock option.

(b) Ozonerahip of 10 Percent of stock.
In determining, the amount of stock
owned by an individual, for the purpose
of applying the 10 percent test of sec-
tion 130A Cd) (1) (C) stock of the em-
ployer corporation or of its parent or
subsidiary owned (directly or indirectly)
by or for such individual's brothers and
sisters (whether by the whole or half
blood) spouse, ancestors, and lineal de-
scendants, shall be considered as orned
by such Individual. For the purpose of
section 130A. if a corporation, partner-
ship, estate, or trust owns (directly or in-
directly) stock of the employer corpo-
ration or of Its parent -or subsidiary,
such stock shall be considered as being
owned proportionately by or for the
shareholders, partners, or beneficiaries
of the corporation, partnership, estate,
or trust.

§ 39.130A-3 Exercise of rectrzctei
stock option. (a) The special rules of

§ 39.130A-3
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income tax treatment provided in sec-
tion 130A (a) and (b) are applicable
only if the following conditions exist
with respect to the transfer of a share
of stock to an individual:

(1) The share of stock is transferred
to the individual pursuant to his exer-
cise after 1949 of a restricted stock op-
tion; and

(2) At the time the option is exer-
cised by him, the individual is an em-
ployee of the corporation granting such
option (or of a parent or subsidiary
thereof) or was an employee of any
such corporations within three months
prior to the date the option is exercised.

(b) The special treatment provided in
section 130A (a) and (b) shall apply
only if the restricted stock option is exer--
cised by the individual to whom it was
granted. Such special treatment shall
not be applicable with respect to stock
transferred pursuant to the exercise of
the option by the individuaTs executor,
administrator, heir, or legatee. Under
the provisions of section 130A (d) (1)
(B) an option may qualify as a re-
stricted stock option although it is trans-
ferable at death to the individual's exec-
utor, administrator, heir, or legatee.
Thus, the fact that a restricted stock
option may be exercised by an executor,
administrator, heir, or legatee does not
deprive the individual who exercises such
option during his lifetime of the special
treatment provided in section 130A.

(c) At the time of exercise of a re-
stricted stock option, the status of the
individual exercising such option must
be that of a bona fide employee of the
corporation granting the option or that
of a bona fide employee of a parent or
subsidiary of such corporation, or such
individual must have been a bona fide
employee of any such corporation within
three months previous to the date of
exercise.

(d) (1) The determination whether
an option ultimately exercised is a re-
stricted stock option is made as of the
date such option as granted. An option
which is a restricted stock option when
granted does not lose its character as
such an option by reason of subsequent
events, and an option which is not a

,restricted stock -option when granted
does not become such an option by rea-
son of subsequent events. See, however,
§ 39.130A-4, relating to modification,
extension, or renewal of an option.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following examples:

Example (l). S-1 Corporation is a subsid-
iary of S Corporation which, in turn, is a
subsidiary of P Corporation. On June 1,
1952, P grants to an employee of P a re-
stricted stock option to purchase a share of
stock of S-1. On January 1, 1953, S sells a
portion of the S-1 stock which it owns to an
unrelated corporation and, as of that date,
S-1 ceases to be a subsidiary of S. On May
1, 1953, while still employed by P the em-
ployee exercises his option to purchase a
share of S-1 stock. The employee has exer-
cised a restricted stock option.

Example (2). Assume P grants an option
to an employee under the same facts as -in
example (1) above, except that on June 1,
1952, S-1 is not a subsidiary of either S or P.
Such option is not a restricted stock option

on June 1, 1952. On January 1, 1953, S pur-
chases from an unrelated corporation a suffi-
cient number of shares of S-1 stock to make
S-1, as of that date, a subsidiary of S. On
May 1, 1953, while still employed by P, the
employee exercises his option to purchase a
share of S-1 stock. The employee has not
-exercised a restricted stock option.

§ 39.130A-4 Modification, extension,
or renewal. (a) Section 130A (e) pro-
vides rules for determining whether a
share of stock transferred to an indi-
vidual upon his exercise of an option,
after the terms thereof have been modi-
fied, extended, or renewed, is transferred
pursuant to the exercise of a restricted
stock option. For the purpose of such
determination, the statute provides that:

(1) Any modification, extension, or
renewal of the terms of an option to pur-
chase stock shall be considered as the
granting of a new option; -and

(2) The fair market value of the stock
subject to the option at the time of the
granting, of such option shall be consid-
ered as the fair market value of such
stock (i) on the date of the original
granting of the option, (ii)-on the date
of the making of such modification, ex-
tension, or renewal, or (iii) at the time
of the making of any intervening modifi-
cation, extension, or renewal, whichever
is the highest.

(b) The time or date when an option
:is modified, extended, or renewed shall
be determined, insofar as applicable, in
accordance with the rules governing de-
termination of the time or date of grant-
ing an option provided in paragraph (b)
of § 39.130A-1. A modification of an
option includes any material change in
the terms or conditions of the option.
For example, a material change in the
terms of the option with respect to the
kind or price of the shares of stock sub-
ject to the option is a modification of the
option. Likewise, a material change in
the time of issuance of stock subject to
the option, the terms of payment for such
stock, or an acceleration or postpone-
ment of the exercise date is a modifica-
tion of the option. However, a mere
change m the terms of the option, with
respect to the number or price of the
shares of stock subject to the option, to
reflect a stock dividend or stock split-up
is not a modification of the option.
Where an option is amended solely to
increase the number of shares subject to
the option, such increase shall not be
considered as a modification of the op-
tion, but shall be treated as the grant of
a new option for the additional shares.
An extension of an option refers to the
granting by the corporation to the op-
tionee of an additional period of time
within which to exercise the option be-
yond the time originally.prescribed. A
renewal of an option is the granting by
the corporation of the same rights or
privileges contained in the original op-
tion on the same terms and conditions.
The foregoing rules apply as well to suc-
cessive modifications, extensions, and
renewals.

c) A restricted stock option may, as
a result of a modification, extension, or
renewal, thereafter cease to be a re-
stricted stock option, or an option may,
by modification, extension, or renewdl,

thereafter become a restricted stock op-
tion.

(d) The rule stated In section 130A
(e) may be illustrated by the following
examples:

Example (1). On Juno 1, 1052, the X
Corporation grants to an employee an op-
tion to purchase 100 shares of the stock of
X Corporation at $0 per share, such option
to be exercised on or before Juno 1, 1054,
At the time the option is granted, the fair
market value of the X Corporation stool, Is
$100 per share. On February 1, 1953, before
the employee exercises the option, X Corpo-
ration modifies the option to provide that
the price at which the employee may pur-
chase the stock shall be $80 per sharo, Ott
February 1, 1953, the fair market value of
the X Corporation stock is $90 per sharo.
Under section 130A (e), the X Corporation is
deemed to have granted an option to the
employee on February 1, 1053, to purchase at
$80 per share 100 shares of stock having a
fair market value of $100 per share, that is,
the higher of the fair market value of the
stock on June 1, 1952, and on February 1,
1953. The exercise of such option by the
employee after February 1, 1063, Is not the
exercise of a restricted stock option,

Example (2). On Juno 1, 1052, the X Cor-
poration grants to an employee a restricted
stock option to purchase 100 shares of X
Corporation stock at $90 per share, exer-
cisable after December 31, 1053, and or on
before Juno 1, 1954. On Juno 1, 1052, the
fair market value of X Corporation's stoo, Is
$100 per share. On February 1, 1053, X Cor-
poration modifies the option to provide that
the option shall be exercisable on or after
February 1, 1053, and on or before Juno 1,
1954. On February 1, 1953, the fair market
value of X Corporation stock is $110 per
share. Under section 130A (e), X Corpora-
tion is deemed to have granted an option to
the employee on February 1, 1953, to pur-
chase at $90 per share 100 shares of stockl
having a fair market value of $110 per share,
that is, the higher of the fair markab Value
of the stock on June 1, 1952, and on February
1, 1953. The exercise of such option by the
employee is not the exercise of a restricted
stock option.

Example (3), The facts are the same as
in example (1), except that the employee
exercised the option to the extent of 60
shares on January 15, 1953, prior to the dao
of the modification of the option. Any eX-
ercise of the option after February 1, 1901,
the date of the modification, is not the ex-
ercise of a restricted stock option. See ex-
ample (1) in this paragraph. The exercise
of the option'on January 15, 1953, pUrsuant
to which 50 shares were acquired, is th6
exercise of a restricted stock option.

Example (4). On Juno 1, 1052, the X Cor-
poration grants to an employee an option
to purchase 100 shares of the stock Of X
Corporation at $80 per share, such option to
be exercised on or before Juno 1, 1054, At
the time the option is granted the fair mar-
ket value of the X Corporation stock is $100
per share. On February 1, 1953, before the
employee exercises the option, the X Corpo-
ration modifies the option to provide that
the number of shares of stock which the
employee may purchase at $80 per share
will be 250. On February 1, 1053, the fair
market value of the X Corporation stock is
$90 per share. Under these facts, the X Cor-
poration has granted two options, one option
(not a restricted stock option) with respect
to 100 shares having been granted on June 1
1952, and the other option (a restricted stock
option) with respect to the additional 150
shares having been granted on February 1,
1953. In the absence of facts identifying
which option is exercised first, the employee
will, be deemed to have exercised the op-
tions in the order in which they Were granted,

§ 39.130A-4
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§ 39.130A-5 Operation of section
130A-(a) Rules applicable to all re-
strzcted stock options-(1) In general.
If a share of stock is transferred to an
Individual pursuant to his timely exercise
of a restricted stock option and is not
disposed of by hn within two years from
the date of the granting of the option
nor within six months after the transfer
of such share to him, then, under section
130A (a)W-

(i) No income shall result at the time
of the transfer of such share to the mdi-
vidual upon his exercise of the option
with respect to such share;

-Wi) No deduction under section 23 (a)
shall be allowable at any time to the em-
ployer corporation of such individual or
its parent or subsidiary corporation with
respect to the share so transferred; and

(iii) No amount other than the option
price shall be considered as received by
either of such corporations for the share
so transferred.
For the purpose of subdivisions (i) to
(iii) of this subparagraph, each share of
stock transferred pursuant to a restricted
stock option is treated separately. For
example, if an individual, while employed
by a corporation granting him a re-
stricted stock option, exercises the option
with respect to part of the stock covered
by.the option, and if such individual ex-
ercises the balance of the option more
than 3 months after leaving such- em-
ployment, the application of section 130A
to the stock obtained upon the earlier
exercise of the option is not affected by

-the fact that the income taxes of the
employer and the individual with respect
to the stock obtained upon the later exer-
cise of the option are not determined
under section 130A.

(2) Holding perod. The special rules
provided in section 130A (a) are not ap-
plicable if the individual disposes of the
share of stock within two years from the
date the option is granted or within Six
months after the transfer of such share
to him Section 130A is not made inap-
plicable by a transfer within the 2-year
or 6-month period if such transfer is not-
a disposition of the stock as defined in
subparagraph (3) of this paragraph, for
example, a transfer from the decedent to
his estate or a transfer by bequest or in-
heritance. Similarly, a disposition by
the executor, adminnstrator, heir, or
legatee is not a disposition by the dece-
dent.

(3) Disposition of stock. (i) For the
purpose of section 130A, the term "dispo-
sition" includes a sale, exchange, gift, or
any transfer of legal title, but does not
include a transfer-from a decedent to his
estate or a transfer by bequest or in-
heritance, an exchange which is within
the provisions of section 112 (b) (2) or
(3) or a mere pledge or hypothecation.
However, a disposition of the stock pur-
suant to a pledge or hypothecation is a
disposition by the individual, even
though the making of the pledge or hy-
pothecation is not such a disposition.

(ii) If an individual exercises a re-
stricted stock option, a share of stock
acquired pursuant to such exercise is not
considered disposed of by the individual
if such share is-taken in the name of the
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individual and another person jointly
with right of survivorship, or Is subse-
quently transferred Into such Joint own-
ership, or Is retransferred from such
joint ownership to the sole ownership of
the individual. However, if such individ-
ual and his 3oint owner transfer such
share to another person, the individual
has made a disposition of such share.
Likewise, if a share of stock held in the
joint names of such individual and an-
other person is transferred to the name
of such other person, there Is a disposi-
tion of such share by the individual. If
an individual exercises a restricted stock
option and a share of stock is transferred
to another or is transferred to such In-
dividual in his name as trustee for an-
other, the individual has made a disposi-
tion of such share.

(4) Examples. The rules of section
130A (a) may be illustrated by the fol-
lowing examples:

Example (1). On June 1. 1952, the X
Corporation grants to E, an employee, a re-
strIcted stock option to purchaso 100 shores
of X Corporation stock at $95 per chare. On
that date, the fair market value of X Cor-
poration stock Is $100 per share. On June 1,
1953, while employed by X Corporation. E
exercises the option in full and pays X Cor-
poration $9,500, and on that day X Corpora-
tion transfers to E 100 shares of Its stock
having a fair market value of $12,000. Prior
to June 1, 1954, E maies no dispasition of
the 100 shares so purchaed. E realize no
income on June 1. 1953, with respect to the
transfer to him of the 100 sharez of X Cor-
poration stock. X Corporation Is not en-
titled to any deduction at any time with
respect to its trancfer to E of the toclL In
computing Its gain or los, If any, upon such
transfer, X Corporation is consldercd to have
received no more than $9,500 for the stock co
transferred. E's basis for such 100 shares Is
$9,500.

Example (2). Asume, in example (1),
that on August 1, 1054, two years and one
month after the granting of the option and
one year and one month after the transfer
of the shares to him, E sells the 100 shares
of X Corporation stock for 013,000, which is
the fair market value of the stock on that
date. For the taxable year in which the solo
occurs, E realizes a gain of 3,600 ($13.000
mlnus E' basis of $9,500), which is treated
as long-term capital gain

Example (3). Asume, n example (2).
that on August 1, 195-, E makes a gift of the
100 shares of X Corporation stc: to his ron.
Such disposition results In no realzation of
gain to E either for the taxable year In which
the option is exercised or the taxable year in
which the gift Is made. E's basis of C9,500
becomes the donce's basis for determining
gain or loss.
- Example (4). Asume, In example (1),
that on Waya 1, 1954, one year and 11 months
after the granting of the option and 11
months after the transfer of the shares to
him, E sells the 100 shares of X Corporation
stock for $13,000. The special rules of scc-
tion 130A (a) are not applicable to the
transfer of the stock by X Corporation to E,
because disposition of the stock was made by
E within two years from the date the option
was granted.

Example (5). Assume, In example (1).
that E dies on September 1.1953. owning the
100 shares of X Corporation stock acquired by
him pursuant to his exercle on June 1.1953,
of the restricted stock option. On the date
of death, the fair market value of the stock
is 512,500. No income Is realized by E by
reason of the transfer of the 100 share to his
estate. I E's executor elects to value the
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stck as of the date of death, the b-s
-
o of the

703 _chac In the hands of the ezecutor Is
612,500.

(b) Additional rules applicab~e where
the option pnce is between 85 percent
and 95 percent of the value of the stoc: -
(1) In general. (i) If all the conditions
necessary for the application of section
130A (a) exist, section 130A (b) provides
additional rules which are applicable in
cases where, at the time the restricted
stock option is granted, the option price
per share is less than 95 percent (but not
less than 85 percent) of the fair market
value of such share. In such case, upon
the disposition of such share by the indi-
vidual after the expiration of the 2-year
and the 6-month periods, or upon his
death while owning such share (whether
occurring before or after the expiration
of such periods) there shall be included
in the individual's gross income as com-
pensation (and not as gain upon the sale
or exchange of a capital asset) the
amount, if any, by which the option price
Is exceeded by the lesser of the fair mar-
ket value of the share at the time the
option was granted or the fair market
value of the share at the time of such
disposition or death. The amount of
such compensation shall be included in
the individual"s gross income for the tax-
able year In which the disposition cecurs
or for the taxable year closing with his
death, whichever event results in the
application of section 130A (b)

(if) The application of the special
rules provided in section 130A (b) shall
not affect the rules provided in section
130A (a) with respect to the individual
exercising the option, the employer cor-
poration, or Its parent or subsidiary cor-
poration. Thus, notwithstanding the in-
clusion of an amount as compensation in
the gross income of an Individual, as pro-
vided in section 130A (b) no income re-
sults to the individual at the .time the
stock is transferred to him, and no de-
duction under section 23 (a) is allowable
at any time to the employer corporation
or its parent or subsidiary with respect to
such amount. Likewise, for the purpose
of determining gain or loss, if any, real-
ized by any of such corporations by rea-
son of the transfer of a share of stock
with respect to which the rules of section
130A (b) apply, no aimount other than
the option price shall be considered as
received by any of such corporations for
the stock o transferred.

(iln) If the individual exercises a re-
stricted stock option during his lifetime
and di before the stock is transferred
to him pursuant to his exercise of the
option, the transfer of such stock to the
individual's executor, administrator,
heir, or legatee is deemed, for the pur-
pose of section 130A, to be a transfer of
the stock to the individual exercising the
option and a further transfer by reason
of death from such individual to his ex-
ecutor, administrator, heir, or legatee.

(2) Bams. If the special rules pro-
vided in section 130A (b) are applicable
to the disposition of a share of stock by
an individual, the basis of such share in
the individual's hands at the time of such
disposition, determined under section
113, shall be increased by an amount

- § 39.130A-5
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equal to the amount includible as com-
pernsation in his gross income under sec-
tion 130A (b) If the special rules
provided in section 130A (b) are applica-
ble to a share of stock upon the death of
an individual, the basis of such share in
the hands of the estate or the person
receiving the stock by bequest or inher-
itance shall be determined under section
113, and shall not be increased by reason
of the inclusion upon the decedenVs
death of any amount in his gross income
under section 130A (b) See example
(8) of this paragraph with respect to the
determination of basis of the share in the
hands of a surviving joint owner.

(3) Examples. The operation of sec-
tion 130A (b) may be illustrated by the
following examples:

Example (1). On June 1, 1952, the X
Corporation grants to E, an employee, a
restricted stock option to purchase a share
of X Corporation's stock for $85. The fair
market value of the X Corporation stock on
such date is $100 per share. On June 1, 1953,
E exercises the restricted -stock option and
on that date the X Corporation transfers the
share of stock to E. On January 1, 1955, E
sells the share for $150, its fair market value
on that date. E makes his income tax re-
turn on the basis of the calendar year. The
income tax consequences to E and X Corpora-
tion are as follows: (1) Compensation in the
amount of $15 is includible in E's gross in-
come for 1955, the year of the disposition of
the share. The $15 represents the difference
between the option price ($85) and the fair
market value of the share on the date the
option was granted ($100), since such value
Is less than the fair market value-of the
share on the date of disposition ($150).
For the purpose of computing E's gain or
loss on the sale of the share, E's cost basis of
$85 is increased by $15, the amount in-
cludible in E's gross income as compensation.
Thus, E's basis for the share is $100. Since
the share was sold for $150, E realizes a-gain
of $50, which is treated as long-term capital
gain; (ii) the X Corporation is entitled to no
deduction under section 23 (a) at any time
with reslect to the share transferred to E.
For the purpose of computing gain or loss,
If any, to the X Corporation on account of
the transfer of the share to E, the X Corpo-
ration shall not be considered to have re-
ceived any amount other than. $85 for the
share.

Example (2). Assume, in example (1),
that E sells the share of X Corporation stock
on January 1, 1956, for $75, its fair market
value on that date. Since $75 is less than
the option price ($85), no amount in respect
of the sale is includible as compensation in
E's gross income for 1956. E's basis for de-
termining gain or loss on the sale is $85.
Since E sold the share for $75, E realized a
loss of $10 on the sale, which loss is treated
as a long-term capital loss.

Example (3). Assume, in example (1),
that instead of selling the share on January
1, 1955, E makes a gift of the share on that
day. In such case, $15 s includible as com-
pensation in E's gross income for 1955. El's
cost basis of $85 is increased by $15, the
amount includible in E's gross income as
compensation. Thus, E's basis for the share
is $100, which becomes the donee's basis, as
of the time of the gift, for determining gain
or loss.

Example (4). Assume, in example (2),
that instead of selling the share on January
1, 1956, E makes a gift of the share on that
date. Since the fair market value of the
share on that day ($75) is less than the
option price ($85), no amount in respect of
the disposition by way of gift is includible as
compensation in E's gross income for 1956.

§ 39.131 (a)

E's basis for the share is $85, which becomes
the donee's basis, as of the time of the gift,
for the purpose of determining gain. The
donee's basis for the purpose of determining
'loss, determined under section 113 (d) (2),
is $75 (fair market value of the share at the
date of gift).

Example (5). Assume, in example (1),
that after acquiring the share of stock on
June 1, 1953, E dies on August 1, 1954, at
which time the share has a fair market value
of $150. Compensation in the amount of
$15 is includible in E's gross income for the
taxable year closing with his death, such
$15 being the difference between the option
price ($85) and the fair market value of the
share when the option was granted ($100),
since such value is less than the fair market
value at date of death' ($150). The basis of
the share in the hands of E's estate is de-
termined under section 113 (a) (5) without
regard to the $15 includible in the decedent's
gross income.

Example (6). Assume, in example (5),
that E dies on August 1, 1953, at which time
the share has a fair market valije of $150.
Although E's death occurred within two years
from the date of the granting of the option
and within six months after the transfer of
the share to him, the income tax conse-
quences are the same as in example (5).

Example (7). Assume the same facts as in
example (1) except that the share of stock
was issued in the names of E and his wife
jointly with right of survivorship, and except
,that E and his wife sold the share on June 15,
1954, for $150, its fair market value on that
date. Compensation in the amount of $15
is includible in E's gross income for 1954, the
year of the disposition of the share. The
basis of the share in the hands of E and his
wife for the purpose of determining gain or
-loss on the sale is $100, that is, the cost of $85
increased by the amount of $15 includible as
compensation in f's gross income. The gain
of $50 on the sale is treated as long-term
capital gain, and is divided equally between
E and his wife.

Example (8). Assume the same facts as in
example (1), except that the share of stock
was issued in the names of E and his wife
jointly with right-of survivorship, and except
that E predeceased his wife on August 1, 1954,
at which time the share had a fair market
value of $150. Compensation in the amount
of $15 is includible in Elj' gross income for
the taxable year closing with his death.
See example (5). The basis of the share in
the hands of E's wife as survivor is, under
sections 113 (a) and 130A (b), the cost of $85
increased by the $15 includible "in the de-
cedent's gross income or $100.

Example (9). Assume in example (8) that
E's wife predeceased him -on July 1, 1954.
Section 130A (b) does not apply in respect

- of her death. Upon the subsequent death of
E on August 1, 1954, the Income tax conse-
quences in respect of E's taxable year closing
with the date of his death, and in respect
of the basis of the share in the hands of his
estate, are the same as in example (5). If
E had sold the share on July 16. 1954 (after
-the death of his wife), for $150, its fair mar-
ket value at that time, the income tax con-
sequences Would be the same as in example
(1).

(c) Acquisition of other stock or se-
curities. (1) Section 130A (c) provides
that the special rules stated in section
130A (a) and (b) if applicable with re-
spect to stock transferred to an mdi-
vidual upon his exercise of an option,
shall likewise be applicable with respect
to (i) stock or securities acquired by such
individual in exchange for such stock,
if the exchange is within the provisions
of section 112 (b) (2) or (3) and (ii)
new stock, as described in section 113 (a)

(19) acquired upon a distribution with
respect to such stock. Such new stock
and such stock or securities so acquired
shall, for the purpose of section 130A,
be considered as having been transferred
to the individual upon his exercise of the
option. A similar rule shall be applied
in the case of a series of such exchanges
or acquisitions.

(2) The application of subparagraph
(1) of this paragraph may be Illustrated
by the following example:

Example. If new stock, as described in
section 113 (a) (19), is acquired upon a dis-
tribution with respect to stock transferred
to the individual upon the timely exerclso
of a restricted stock option, and If such now
stock is disposed of within two years from
the date the option was granted or within
six months after the original stoc% was trans-
ferred to such individual, section 130A Is
not applicable with respect to such now
stock. If the disposition occurs after tho
2-year and 6-month periods, section 180A is
applicable.

SUPPLEMENT C-CREDITS AGAINST VAX

§ 39.131 (a) Statutory provisions;
taxes of foreign countries and !posses.
szons of United States; allowance of
credit.

SEC. 131. Taxes of foreign countries and
possessions of United States-(a) Ailowanca
of credit. If the taxpayer chooses to have
the benefits of this section, the tax Imposed
by this chapter, except the tax imposed Un-
-der section 102 and except the additional tiix
imposed for the taxable year under the pro-
visions of section 127 (a) (3) and except the
tax imposed under subchapter E and except,
with respect to the tax imposed under sub-
chapter D, only to the extent provided in
subsection (J), shall be credited with:

(1) Citizens and domestic corporations.,
In the case of a citizen of the United States
and of a domestic corporation, the amount of
any income, war-profits, and excess-profits
-taxes paid or accrued during the taxable
year to any -foreign country or to any pos.
.session of the United States; and

(2) Resident of the United States or
Puerto Rico. In the case of a resident of
the United States and in the case of an in-
dividual who is a bona fide resident of Puerto
Rico-during the entire taxable year, the
amount of any such taxes paid or accrued
during the taxable year to any possession

-of the United States; and
(3) Alien resident of the United States or

Puerto Rico. In the case of an alien resi-
dent of the United States and in the case of
an alien individual who is a bona fide resi-
dent of Puerto Rico during the entire tax-
able year, the amount of any such taxes paid
or accrued during the taxable year to any
foreign country, if the foreign country of
which such alien resident is a citizen or
subject, in imposing such taxes, allows a
similar credit to citizens of the United States
residing in such country, and

(4) Partnerships and estates. In the case
of any such Individual who is a member
of a partnership or a beneficiary of an estate
or trust, his proportionate share of such
taxes of the partnership or the estate or
-trust paid or accrued during the taxable year
to a foreign country or to any possession of
the United States, as the case may be.
Such choice may be made or changed at any
time prior to the expiration of the period
prescribed for making a claim for credit
or refund of the tax imposed by this chap-
ter.

[Subsec. (a) as amended by sea. 210 (a),
Rev. Act 1939; see. 158 (a), Rev. Act 1942; see.
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6 (b) (4), Individual Income Tax Act 1944;
sec. 208 (d). (3), Social Security Act Amend-
ments 1950; sec. 221 (h), Rev. Act 1950;
sec. 302 (a), Excess Profits Tax Act 1950; see.
341 (c), Rev. Act 1951]

§ 39.131 (a)-1 Analyst of credit for
taxes. (a) If the taxpayer chooses to
claim a credit for taxes, the basis of such
credit, in the case of a citizen of the
United States, whether resident or non-
resident, and in the case of a domestic
corporation, is as follows: (1) The
amount of any income, war-profits, and
excess-profits taxes paid or-accrued dur-
ing the tpxable year to any foreign
country or to any ,possession of the
United States; and (2) an individual's
proportionate share of any such taxes of
a partnership of *Ihch he is a partner
or of an estate or trust of which he is a
beneficiary paid or accrued during the
taxable year-to aforeign country or to
any possession of the United States, as
the case may be.

(b) In the case of an alien resident of
the United States and in the case of an
alien individual wh~o is a bona fide resi-
dent of Puerto Rico during the entire
taxable year who chooses to clain a
credit for the taxes referred to in para-
graph (a) of this section, the basis of the
credit is as follows: (1) The amount of
any such taxes paid or accrued during
the taxable year to any possession of the
United States; (2) the amount of any
such taxes paid or accrued during the
taxable year to any foreign country, if
the foreign country of which such allen
resident is a citizen or subject, in impos-
ing such taxes, allows a similar credit to
citizens of the United States residing in
such country* and (3) his proportionate
share of any such taxes of a partnership
-of which he is a partner or of an estate
or trust of which he is a beneficiary paid
or accrued during the taxable year to any
possession of the United States, or to any
foreign country, as the case may be, if
the foreign country of which such alien
resident is a citizen or subject, in im-
posing such taxes, allows a similar credit
to citizens of the United States residing
m such country.

(c) If a taxpayer. chooses to claim a
credit for taxes, such action will be con-
sidered to apply to income, war-profits,
and excess-profits taxes paid to all
foreign countries and possessions of the
United States, and no portion of any
such taxes shall be allowed as a deduc-
tion from gross income.

(d) The choice available to the tax-
payer with respect to claiming such
credit may be exercised (or changed if
previously exercised) by the taxpayer at
any time before the expiration of the
period prescribed by statute for the mak-
ing of a claim for credit or refund for the
taxable year. For disallowance as a
deduction of foreign income, war-profits,
or excess-profits taxes in the event such
choice is made, see § 39.23 (c)-1.

(e) In the case of a husband and wife
making a joint return, credit for taxes
paid- or accrued to any foreign country
or to any possession of the United States
shall be computed upon the basis of the
total taxes so paid by or accrued against
the spouses.
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(f) No credit for taxes shall be al-
lowed against the tax Impozed under
section 102 (relating to surtax on cor-
porations improperly accumulating sur-
p~us) against the additional tax Imposed
under the provisions of section 127 ()
(3) (relating to war loss recoveries), or
against the tax on self-employment In-
come imposed by section 480. Credit for
taxes shall be allowed against the excess
profits tax imposed by subehapter D of
chapter 1, but only to the extent pro-
vided in section 131 (J) and § 39.131
(j)-i.

(g) A citizen of the United States or a
domestic corporation entitled to the ben-
efits of section 251, or a China Trade Act
corporation, is not allowed any of the
credits provided by section 131.

§ 39.131 a)-2 Countries whtich do or
do not satisfy the similar credit require-
ment. A country satisfies the similar
credit requirement of section 131 (a)
(3) as to income tax paid to such
country, either by allowing to citizens of
the United States residing in such coun-
try a credit for the amount of income
taxes paid to the United States, or, In
imposing such taxes, by exempting from
taxation the incomes received from
sources within the United States by
citizens of the United States residing
in such country. A country does not
satisfy the similar credit requirement of
section 131 (a) (3) if it does not allow
any credit to citizens of the United
States residing in such country for the
amount of income taxes paid to the
United States, or f such country does
not impose any income taxes. If the
country of which a resident allen Is a
citizen or subject does not allow to a
United States citizen residing in such
country a credit for taxes paid by such
citizen to another foreign country, no
credit is allowed to such resident alen
for taxes paid by him to such other
foreign country.

§ 39.131 (b) Statutory provisions;
taxes of foreign countries and posses-
swns of United States; limit on credit.

SW. 131. Taxes of foreign countries and
possessions of United States. 0 0

(b) Limit on credit. The amount of the
credit taken under this sectlon cball be sub-
ject to each of the following llmltationa:

(1) The amount of the credit In reopzct of
the tax paid or accrued to any country shall.
not exceed, in the cace of a taxpayer other
than a corporation, the same proportion of
the tax against which such credit Is taken.
whlch the taxpayer's net income from
sources within such country bear to his
entire net Income for the same taxable year,
or in the care of a corporation, the came
proportion of the tax against 'hich such
credit Is taken, whieh the taxpayer'% normal-
tax net Income from ource: within such
country bears to its entire normal-tax net
ncome for the same taxable year; and

(2) The total amount or the credit shall
not exceed, in the caso of a taxpayer other
than a corporation. the same proportion of
the tax against which such credit Is ta.n,
which the taxpayer's net income from sources
without the United Statez bears to his entire
net income for the same taxable year, or, in
the case of a corporation, the same proportion
of the tax against which such credit Is taken,
which the taxpayer's normal-tax net Income
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from ources without the United States bears
to Its entire normal-taxnet Income for the
came taxable year; and

(3) [Repealed].

[Sub:ec. (b) as amended by sec. 216 (b), Re7.
Act 1939; sec. 153 (d), Rov. Act 1942; cec. 130
(a), Rev. Act 1G43; sec. 122 (g) (6). Rev. Act,

10451
§ 39.131 (b)-1 Limitaions on credit

for foreign taxes. (a) The amount of
the income and profits taxes paid or ac-
crued (including the taxes which, in
accordance with the provisions of section
131 (f), are deemed to have been paid)
during the taxable year to each foreign
country or possession of the United
States, limited under section 131 (b) (1)
so as not to exceed that proportion of the
tax against which credit is taken which
the taxpayer's net income from sources
within such country or possesmon bears
to his entire net income, or, in the case of
a corporation, which the taxpayer's nor-
mal-tax net income from sources within
such country or possession bears to its
entire normal-tax net income, for the
same taxable year, Is the tentative credit
for the purpose of the income tax In
respect of the taxes paid or accrued to
such country or possession. The sum of
these tentative credits, limited under sec-
tion 131 (b) (2) so as not to exceed the
same proportion of the tax against
which credit is taken which the taxpay-
er's net income from sources without the
United States bears to his entire net
income, or, In the case of a corporation,
which the taxpayer's normal-tax net
income from sources without the United
States bears to its entire normal-ta- net
income, for the same taxable year, is the
amount allowable as a credit against the
income tax under chapter 1 for income
or profits taxes paid or accrued to foreign
countries or possessions of the United
States. There must be excluded, in com-
puting the tax against which the credit
is taken, the tax imposed by section 102,
the additional tax imposed for the tax-
able year under the provisions of section
127 c) (3), the tax imposed by section
480, and, except to the extent provided
in section 131 WJ) and § 39.131 (j)-, the
excezs profits tax imposed by subchapter
D of chapter 1.

(b) The operation of the limitations
on the credit for foreign tames paid by
individuals may be Illustrated by the fol-
lowing examples:

Example (1). In 1952, A, a cltizzn of the
United States. had n net income for r ices
rendered within the Unitcd States amOUnt-
Ing to 05D,000 and a net income from courczs
wlthin Great Britain of C25,00. He Is en-
titled to a credit under cwtion 25 for kath
normal tax and surtax of 1633. Mae credit
for foreign taxes allowable to A in his raturn
for the calendar year 1952 13 016,05O.33. com-
puted as follows:
income from cources within the

United Statc.- _ - $50, .C' CO
income from sources within

Great nritant. 25. C,. 00

Total ne t Income - 75, C03. 0
United States Income tax on

074,400 (075,000 lesaz Cr00)_ 01% M, C53
Britfish income and profits t 1e , 03. C0

§ 39.131 ib)-4
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Limitation on British income and
profits taxes under section 131
(b) (1) and (2) to determine

credit (50of $48,268 ) --- $16, 089.33

Credit for British income and
profits taxes (total British in-
come and profits taxes, reduced
in accordance with the limita-
tions under section 131 (b)
(1) and (2)) ---------------- 16,089.33

Example (2). If, in example (1), above, A
had a net income from sources within Great
Britain of $15,000 and a net income from
sources within Canada of $10,000 and the
income and profits taxes paid or accrued to
Great Britainand Canada were $10,800 and
$4,500, respectively, the credit for foreign
taxes allowable to A would be $14,153.60,
computed as follows:

Income from sources within the
United States --------------- $50, 000.00

Income from sources within
Great Britain --------------- 15,000.00

Income from sources within
Canada -------------------- 1 0, 000.00

Total net income --------- 75, 000. 00
United States income tax on

$74,400 ($75,000 less $600) --- 48,268.00
British income and profits taxes. 10,800.00
Limitation on British Income and

profits taxes under section 131
(b) (1) to determine tentative

credit (= of $48,268).... 9,653.60crdt 75,000 )--

Tentative credit for British in-
come and profits taxes (total
British income and profits
taxes, reduced in accordance
with the limitation under sec-
tion 131 (b) (1)) ------------ 9,653.60

Canadian income and profits
taxes ----------------------- 4,500.00

Limitation on Canadian income
and profits taxes under section
131 (b) (1) to determine tenta-

/10,000
tive credit ( of $48,268) 6,435.73

Tentative credit for Canadian in-
come and profits taxes (total
Canadian income and profits
taxes, since such amount is
within the limitation under
section 131 (b) (1)) ---------- 4,500.00

Sum of tentative credits
($9,653.60 plus $4,500) -------- 14, 153.60

Limitation on sum of tentative
credits under section 131 (b)
(2) to determine credit

(26,00 of $48,268 )Y----- 16,089.33
75,000

Total amount of credit allowable
(sum of tentative credits, since
such sum is within the limita-
tion under section 131 (b)
(2)) ----------------------- 14,153.60

(c) In the case of a husband and wife
making a joint return, the limitations
prescribed by section 131 (b) upon the
credit for taxes paid or accrued to any
foreign country or to any possession of
the United States shall be applied with
respect to the aggregate net income from
sources within each such country or pos-
session, the aggregate net income from
all sources without the United States,
and the aggregate net income from all
sources, of the spouses.

(d) It is provided in section 131 (b)
that in the case of a domestic corpora-
tion the amount of the credit for any
taxable year with respect to the tax paid
or accrued to any foreign country or

§ 39 131 (b)-]

possession of the United States shall not
exceed the same proportion of the tax
imposed by chapter 1 which the cor-
poration's normal-tax net income from
sources within such foreign country or
possession of the United States bears to
the entire normal-tax net income of such
corporation for the same taxable year.
The total amount of the credit shall
not exceed the same proportion of the
tax imposed by chapter 1 which the cor-
poration's normal-tax net income from
sources without the United States bears
to the entire normal-tax net income for
the same taxable year.

(e) The operation of the limitations
provided in section 131 (b) on the credit
for foreign taxes paid by corporations
may be illustrated by the following
example:

Example. The following facts exist for the
calendar year 1952 with respect to the A Cor-
poration which makes its income tax returns
on the calendar year basis:
Net income from all sources ----- $250, 000
'Normal-tax net income ----------- 250, 000
Net income from foreign country X_ 100, 000
Foreign tax paid on country X in-

come ------------------------- 60, 000
Total normal tax and surtax ------- 124,500
Computation of foreign tax credit

for purposes of normal tax and
surtax:

$100,000 X$124,500--------------49,800
$2.50,000

Amount allowable as a credit ------ 49,800

(f) In the event that normal-tax net
income is derived from more than one
foreign country or possession of the
United States, the limitation provided
in section 131 (b) (2) shall be applied
based upon the taxpayer's normal-tax
net income from sources without the
United States and the entire normal-tax
net income of the corporation and such
limitation is in addition to the limitation
provided in section 131 (b) (1)

(g) The application of paragraph (f)
of this section may be illustrated by the
following example:

Example. (1) The net income for the cal-
endar year 1952 and the income and profits
taxes paid or accrued to foreign countries
and possessions of the United States in the
case of a domestic corporation are as follows:

Income and
Country Not L profits taxes

income (paid or
accrued)

United States ..-.. $157,500 ........................
Great Britain-...... 30,000 .........- $17,000
Canada ------------ 20,000 ---------- 12, 000
Brazil ------------- 40, 000 ---------- 5, 8
Nicaragua -------- 60,000 ---------- None
Mexico ---------.---------- $100,000 None
Puerto Rico ------- 10, 000 ---------- 2,250
France (dividend)-. 50,000 ---------- 19, 000
France (branch) .... 20,000 --------- 11, 000

Net income -------------------------- ------ -187,500
Less: United States bond interest exempt from

normal tax --------------------------------- 25,000

Normal-tax net Income ---------------- 362, 500
Surtax net income ------------------- 387,500
Total foreign net income ------------- 230, 0o
United States tax (not including tax imposed

under section 102):
Normal tax --- ..---------------- $108,750
Surtax ---------------------------- - 79,750 i-- 18, 50

The income and losses from all foreign coun-
tries and possessions of the United States,

except the dividend from sources within
France, were derived from branch operations.
Dividends of $50,000 were received from a
French corporation, a majority of the voting
stock of which was owned by the domestio
corporation. The French corporation paid to
France income and profits taxes on Income
earned by it and in addition a dividend tax
for the account of its shareholders on income
distributed to them, the latter tax being
withheld and paid at the source.

(2) The credit Is $70,450 computed as fol-
lows:

Great Britain

Income and profits taxes paid or ac-
crued ------------------------ $17i 000'Limitation under section 131 (b)

(1)
30,00086,000 X$188,500 --------------- 1, 00

Tentative cgelt ----------------- 1, 6000

Canada

Income and profits taxes paid or
accrued ----------------------- 12, 000

Limitation under section 131 (b)
(1)

20,000 X$188,500 --------------- 10, i00
362,500

Tentative credit ------------------ 10,400

Brazil

Income and profits taxes paid or ac-
crued ------------ --------- 5, 800

Limitation under section 131 (b)
(1)

40,000 X$188,600 --------------- 20, 800
362,500

Tentative credit ------------------ 8 6,000

Nicaragua

Tentative credit ------------------

Mexico
Tentative credit ------------

Puerto Rico

Income and profits taxes paid or ac-
crued

Limitation under section 131 (b)
(1)

10,000 X18GD--------
362,500 X$188,500

Tentative credit ------------------

Franco

None

None

2,250

5, 200

2,250

Dividend tax paid at source -------- 10,000
Income and profits taxes paid or ac-

crued on branch operations ...... 11,000
Income and profits taxes deemed

under section 131 (f) to have
been paid, computed as follows,'

Dividend received on Dec.
31 of the taxable year. $50, 000

Income of Frenoh cor-
poration earned during
taxable year --------- 200, 000

Income and profits taxes
paid to France on
$200,000 -...--------- 3 0, 000

Accumulated profits
($200,000 minus
$30,000) ------------- 170,000

French taxes applicable to
accumulated p r o f i t s
distributed:
0,000_ .170,00050,000 of -- of $30,000-.... 7, 00

170,000 200,000
Total income and profits taxes

paid or accrued and deemed
to have been paid to
France ...................

37,800
Limitation under section 131

(b) (1)
70,000 X$188,600 --------------- 3, 400

Tentative credit ----------------- 30,400
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Sum of tentative credits

Great Britain___ ------------------- 15,600
Canada .. ..................... 10, 400
Brazil --------------------------- 5, 800
Puerto Rico ..... - ---- 2,250

nce.------------------- - --- 36,400

70,450
Limitation on sum of tentative

credits under section 131 (b)
(2) to determine credit:

---X $188,500 -- 119,600

Total amount of credit allowable
.(sum of tentative credits or the
limitation under section 131 (b)
(2), whichever is the lesser) 70,450

(h) As to the allowance of credit for
foreign income, war-profits, or excess-
profits taxes against the excess-profits
tax imposed by subchapter D of chapter
1, see section 131 Q) and § 39.131 (j)-1.

§ 39.131 (c) Statutory provisions;
taxes of foreign countries and posses-
szons of United States; adjustments on
payment of accrued taxes.

SEc. 131. Taxes of foreign countries and
possessions of United States. * * 0

(c) Adjustments on payment of accrued
taxes. If accrued taxes when paid differ
from the amounts claimed as credits by
the taxpayer, or if any tax paid is refunded
in whole or in part, the taxpayer shall
notify the Commissioner, who shall rede-
termine the amount of the tax for the year
or years affected, and the amount of tax due
upon such redetermination, if any, shall be
paid by the taxpayer upon notice and de-
mand by the collector, or the amount of tax
overpaid, if any, shall be credited or refunded
to the taxpayer in accordance with the pro-
visions of section 322. In the case of such
a tax accrued but not paid, the Commls-
sioner as a condition precedent to the allow-
ance of this credit may require the taxpayer
to give a bond with sureties satisfactory to
and to be approved by the Commissioner In
such sum as the Commissloner may require,
conditioned upon the payment by the tax-
payer of any amount of tax found due upon
any such redetej _ation; and the bond
herein prescribed shall contain such further
conditions as the Commissioner may require.
In such redetermination by the Commis-
sloner of -the amount of tax due from the
taxpayer for the year or years affected by a
refund, the amount of the taxes refunded
for which credit has been allowed under this
section shall be reduced by the amount of
any tax described in subsection (a) imposed
by the foreign country or possession of the
United States with respect to such refund;
but no credit under this section, and no de-
duction under section 23, shall be allowed
for any taxable year with respect to such tax
imposed on the refund. No interest shall ze
assessed or collected on any amount of tax
due upon any redetermination by the Com-
missioner, resulting from a refund to the
taxpayer, for any period prior to the receipt
of such refund except to the extent interest
was paid by the foreign country or possession
of the United States on such refund for
such period

[Subsec. (c) as amended by sec. 2 (a), Pub.
Law 378 (81st Cong.)]

§ 39.131 (C)-1 Redetermination of tax
when credit proves zncorrect-(a) In
general. In case credit has been given
for taxes accrued, or a proportionate
share thereof, and the amount that is
actually paid on account of such taxes,
or a proportionate share thereof, is not
the same as the amount of such credit,
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or in case any tax payment credited is
refunded in whole or in part, the tax-
payer shall immediately notify the Com-
missioner. The Commissioner will there-
upon redetermine the amount of the tax
of such taxpayer fo(r the year or years
for which such incorrect credit was
granted. The amount of tax, if any, due
upon such redetermination shall be paid
by the taxpayer upon notice and demand
by the district director of internal reve-
nue. The amount of tax, if any, shown
by such redetermination to have been
overpaid shall be credited or refunded to
the taxpayer in accordance with the pro-
visions of section 322.

(b) Foreign tax imposed on foreign
refund. Where the redetermination of
the tax for a taxable year, or years, is
occasioned by the refund to the taxpayer
of tax paid to a foreign country or pos-
session of the United States, the amount
of such refund for which credit has been
allowed shall be reduced by the amount
of any tax described In section 131 (a)
imposed by the foreign country or pos-
session of the United States with respect
to such refund. In such case no credit
under section 131, and no deduction un-
der section 23, shall be allowed with re-
spect to such tax imposed on the refund.

(c) Interest. Where the redetermina-
tion of the tax for a taxable year, or
years, is occasioned by the refund to the
taxpayer of tax paid to a foreign country
or possession of the United States, no
interest shall be assessed or collected on
the amount of tax due upon such redeter-
mination resulting from such refund to
the taxpayer, for any period before the
receipt of such refund, except to the
extent interest was paid by the foreign
country or possession of the United
States on such refund for such period.

§ 39.131 (c)-2 Credit for taxes ac-
crued but not paid. In the case of a
credit sought for a tax accrued but not
paid, the Commissioner may require as
a condition precedent to the allowance
of a credit a bond from the taxpayer in
addition to Form 1116 or 1118. If such
a bond is required, Form 1117 shall be
used by an individual and Form 1119 by
a corporation. It shall be in such sum
as the Commissioner may prescribe, and
shall be conditioned for the payment by
the taxpayer of any amount of tax found
due upon any redetermination of the
tax made necessary by such credit prov-
ing incorrect, with such further condi-
tions as the Commissioner may require.
This bond shall be executed by the tax-
payer, or the agent or representative of
the taxpayer, as principal, and by sure-
ties satisfactory to and approved by the
Commisioner. See also 6 U. S. C. 15.

§ 39.131 (d) Statutory Provisions;
taxes of foreign countries and posses-
swns of United States; year in which
credit taken.

SEc. 131. Taxes of foreign c untrisc and
Possessions of Unitcd States. - 0 •

(d) Year in which credit talsn. The
credits provided for in this uction may, at
the option of the taxpayer and Irrespective
of the method of accounting employed In
keeping his books, be taken In the year in

-which the taxes of the foreign country or
the possession of the United States accrued.
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Lubject, however, to the conditions =r-=ibed
in cubection (c) of this cection. If the tax-
payer elecL to take such credit- in the year
in which the taxcz of the forelgn countr,
or the loaez_.on of the United States aa-
crued, the credits for all subsquent years
rhall be taken upon the same bazL, and no
portion of any such taxe sbal1 be alow1ed
as a deduction in the came or any succ eding
year.

§ 39.131 Cd)-1 When credit for taxes
may be taken. (a) The credit for taxes
provided by section 131 (a) may ordi-
narily be taken either In the return for
the year in which the taxes accrued or in
which the taxes were paid, dependent
upon whether the accounts of the tax-
payer are kept and his returns filed upan
the accrual basis or upon the cash re-
ceipts and disbursements basis. Szetion
131 (d) allows the taxpayer, at his op-
tion and Irrespective of the method of
accounting employed In keeping his
books, to take such credit for taxes as
may be allowable in the return for the
year in which the taxes accrued. An
election thus made under section 131
(d) or under section 222 (c) or 223 (c)
of the Revenue Act of 1924 or 1926, or
under section 131 (d) of the Ravenua
Act of 1928, 1932,1934, 1936, or 1933, must
be followed in returns for all subsequent
years, and no portion of any such tcnes
will be allowed as a deduction from gross
income.

(b) If, however, under the provisions
of § 39.43-1 an amount otherwie con-
stltuting gross Income for the taxable
year from sources without the United
States is, owing to monetary, exchange,
or other restrictions imposed by a foreign
country, not includible in gross income
of the tapayer for such year, the credit
for income taxes Imposed by such foreign
country with respect to such amount
shall be taken proportionately m any
subsequent taxable year in which such
amount or portion thereof is includible
in gross income.

§ 39.131 (e) Statutory proisions;
taxes of foreign countries and posses-
sions of United States; Proof of credits.

Smc. 131. Taxes of forefgn cOuntries crd
possessons of United States. * 0 1

(e) Proof of credits. The credits provided
in this rectlon shall be allowed onlv if the
taxpayer esablih to the sati-faction of
the Comml:,loner (1) the total amount zf
Income derived from sources without the
United States, determined ao provided in sec-
t/on 119, (2) the amount of income derived
from each country, the tax paid or acruad
to which is claimed as a credit under this
rectlon, such amount to be determined under
rules and regulatlons prescribed by the
Comm-soner with the approval of the Szz-
retary, and (3) all other information necez-
cary for the verification and computation of
such credits.

§ 39.131 (e)-1 Conditions of allaxance
of credit. (a) If the taxpayer does not
signify in his return his desire to claim
credit for income, war-profits, or excess-
profits taxes paid other than to the
United States, but subsequent to the filing
of such return chooses to claim such
credit, the taxpayer must so notify the
Commissioner and attach to such notifi-
cation Form 1116 in the case of an indi-
vidual, and Form 1118 In the case of a
corporation, The formimust be carefully

§ 39.131 (e)-I
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filled in with all the Information called
for and with the calculations of credits
indicated, and must be signed and con-
tain or be verified by a written declara-
tion that it is made under the penalties
of perjury. Except where it is estab-
lished to the satisfaction of the Commis-
sioner that it is impossible for the tax-
payer to furnish such evidence, the form
must have attached to it (1) the receipt
for each such tax payment if credit is
sought for taxes already paid or (2) the
return on which each such accrued tax
was based if credit is sought for taxes
accrued. Tlis receipt or return so at-
tached must be either the original, a
.duplicate original, a duly certified or
authenticated copy, or a sworn copy. In
case only a sworn copy of a receipt or
return is attached, there must be kept
readily available for comparison on re-
quest the original, a duplicate original,
or a duly certified or authenticated copy.
If the receipt or the return is in a for-
eign language, a certified translation
thereof must be furnished by the tax-
payer. Any additional information nec-
essary for the determination under sec-
tion 119 of the amount of income derived
from sources without the United States
and from each foreign country shall,
upon the request of the Commissioner, be
furmshed by the taxpayer.

(b) Where it has been established to
the satisfaction of the Commissioner
that it is mpossible to furnish (1) a re-
ceipt for such foreign tax payment, (2)
the foreign tax return, or (3) direct evi-
dence of the amount of tax withheld at
the source, the Commissioner may, in his
discretion and under such rules as he
may prescribe, accept secondary evi-
dence of the payment or accrual of the
tax or of the withholding of the tax.

(c) For credit available to a domestic
corporation with respect to taxes paid
by a foreign corporation, see § 39.131
(f)-1. A claim for credit in such a case
is also to be made on Form 1118. See
§ 39.131 (d)-1 with reference to the op-
tion granted by section 131 (d)

(d) The taxpayer may, with respect to
a particular taxable- year, claim the ben-
efits of section 131 at any time before the
expiration of the period prescribed for
the making of claim for credit or refund
of the tax imposed under chapter 1 for
such taxable year.

§ 39.131 (f) Statutory provisions;
taxes of foreign countries and posses-
sions of United States; taxes of foreign
corporation.

Src. 131. Taxes of foreign countries and
possessions of United States. * * *

(f) Taxes of foreign corporation-(1)
Treatment of taxes paid by forezgn corpora-
tion. For the-purposes of this section, a
domestic corporation which owns at least
10 per centum of the voting stock of a foreign
corporation from which it receives dividends
in any taxable year shall be deemed to have
paid the same proportion of any income, war-
profits, or excess-profits taxed paid or deemed
to be paid by such foreign corporation to any
foreign country or to any possession of the
United States, upon or with respect to the
accumulated profits of such foreign corpora-
tion from which such dividends were. paid,
which the amount of such dividends bears
to the amount of such accumulated profits.
The term "accumulated profits" when used

§ 39.131 fI

In this subsection in reference to a foreign
corporation, means the amount of its gains,
profits, or income in excess of the income,
war-profits, and excess-profits taxes imposed
upon or with respect to such profits or In-
come; and the Commissioner with the ap-
proval of the Secret-yshall have full power
to determine from the accumulated profits of
what year or years such dividends were paid;
treating dividends paid in the first sixty days
of any year as having been paid from the
accumulated profits of the preceding year or
years (unless to his satisfaction shown other-
wise), and in other respects treating divi-
dends as having been paid from the most
recently accumulated gains, profits, or earn-
ings. In the case of a foreign corporation,
the income, war-profits, and excess-profits
taxes of which are determined on the basis
of an accounting period of less than one year,
the word "year" as used in this subsection
shall be construed to mean such accounting
period.

(2) Foreign subsidiary of foreign corpora-
tion. If such foreign corporation owns 50
per centum or more of the voting stock of
another foreign corporation from which It
receives dividends in any taxable year it shall
be deemed to have paid the same proportion
of any income, war-profits, or excess-profits
taxes paid by such other foreign corporation
to any foreign country or to any possession
of the United States, upon or with respect to
the accumulated profits of the corporation
from which such dividends were paid, which
the amount of such dividends bears to the
amount of such accumulated profits.

[Subsec. (f) as amended by sec. 216 (c), Rev.
Act 1939; sec. 158 (e), Rev. Act 1942; sec. 130
(b), Rev. Act 1943; sec. 332, Rev. Act 1951]

§ 39.131 (f)-1 Taxes of foreign cor-
poration - (a) Domestic corporation
owning stock of a forezgn corporation.
In the case of a domestic corporation
which owns at least 10 percent of the
voting stock of a foreign corporation
from which it receives dividends in any
taxable year, the credit for foreign taxes
includes not only the Income, war-
profits, and excess-profits taxes paid or
accrued during the taxable year to any
foreign country or to any possession of
the United States by such domestic cor-
poration, but also income, war-profits,
and excess-profits taxes deemed to have
been paid by such domestic corporation,
determined by taking the same propor-
tion of any income, war-profits, and
excess-profits taxes paid or accrued by
such foreign corporation to any foreign
country or to any possession of the
United States, upon or with respect to
the accumulated profits of such foreign
corporation from which such dividends
were paid, which the amount of any such
dividends received bears to the amount
of such accumulated profits. If divi-
dends are received from more than one
such foreign corporation, the limitation
is to be computed separately for the
dividends received from each. For other
limitations upon the amount of credit
available under section 131, see § 39.131
(b)-1. If the credit for foreign taxes
includes taxes deemed to have been paid,
the taxpayer must furnish the same in-
formation with respect to the taxes
deemed to have been paid as it is re-
quired to furnish with respect to the
taxes actually paid or accrued by it.
Taxes paid or accrued by such a foreign
corporation are deemed to have been
Paid by the domestic corporation for
purposes of credit only.

(b) Foreign corporation owning stock
of another foreign corporation. If any
foreign corporation coming within the
scope of paragraph (a) of this section
(hereinafter referred to as former cor-
poration) owns 50 percent or more of the
voting stock bf another foreign corpora-
tion (hereinafter referred to as latter
corporation) from which it receives div-
Idends in any taxable year, It shall be
deemed, for the purpose of determining
the foreign taxes the former corpora-
tion has paid or accrued, to have paid
that proportion of any Income, war-
profits, or excess-profits taxes paid or
accrued by the latter corporation to any
foreign country or to any possession of
the United States, upon or with respect
to the accumulated profits from which
such dividends were paid, which the
amount of such dividends bears to the
amount of such accumulated profits.
Such tax so deemed to have been paid
shall then be taken Into consideration In
determining the amount of Income, war-
profits, and excess-profits taxes paid or
deemed to have been paid by the former
corporation to any possession or foreign
country upon or with respect to its own
accumulated profits from which the
dividends were paid by such former cor-
poration to the domestic corporation.

(c) Illustration o1 principles. The
application of the principles of this sec-
tion in the determination of the amount
of the 'foreign tax available as a basis
for a credit to the domestic corporation
may be Illustrated by the following
example:

Example. The A Company, a domestic
corporation, owns a majority of the voting
stock of the B Company, Ltd., a foreign cor-
poration, which in turn owns all of the stock
except qualifying shares of the C Company,
Ltd., another foreign corporation, The no-
cumulated profits of the B Company amount
to $200,000 (including $25,000 dividend do-
rived from the C Company) and the foreign
income tax paid by the B Company with re-
spect to such accumulatbd profits amounts
to $60,000. The C Company has accumulated
profits of $150,000 upon or with respect to
which the foreign income, war-profits, and
excess-profits taxes are $45,000. A dividend
of $50,000 is paid in 1952 by the B Company
to the A Company and in the same year a
dividend of $25,000 is paid by the C Com-
pany to the B Company. The amount of the
foreign income, war-profits, and excoss-proflts
tax of the C Company doomed to have been

paid by the B Company is 1 0 X$45,000, or

$7,500. The proportion of the foreign
income tax deemed to have boon paid
by the A Company with respect to the
accumulated profits of the B Company
from which the dividend of $50,000 was paid
by the B Company to the A Company equals
200,000 ($60,000+$7,500) or $10,875,

§ 39.131 (g)-(h) Statutory provi-
szons; taxes of forezgn countries and
possessions of United States; corpora.
tions treated as foreign, credit for taxes
in lieu of income, etc., taxes.

SEC. 131. Taxes of foreign countries and
possessions of United States. * * *

(g) Corporations treated as foreign, For
the purposes of this section the following
corporations shall be treated as foreign
corporations:

(1) A corporation entitled to the benefits
of section 251, by reason of receiving a largo
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percentage of its gross income from sources
within a possession of the United States;

(2) A corporation -organized under the
China Trade Act, 1922, 42 Stat. 849 (U. S. C.,
Title 15, c. 4), and entitled to the credit pro-
vided for in section 262.

(i) Credit for faxes in lieu of income, etc.,
taxes. For the purposes of this section and
section 23 (c) (1), the term "income, war-
profits, and excess-profits taxes" shall include
a tax paid In lieu of a tax upon income, war--
profits, or excess-profits otherwise generally
imposed by any foreign country or by any
possession of the United States.

[Subsec. (h) as added by sec. 158 (f), Rev.
Act 1942]

§ 39.131 (h)-l Meaning of terms.
(a) The term "amount of any income,
war-profits, and excess-profits taxes pald
or accrued during the taxable year"
.means taxes proper (no credit being
given for amounts representing interest
or penalties) paidor accrued during the
taxable year on behalf of the taxpayer
claiming credit.

(b) For the purposes of sections 131
and 23 (c) (1) (C) the term "income,
war-profits, and excess-profits taxes" in-
.cludes a tax imposed by statute or decree
by a foreign country or by a possession
of the-United States if (1) such country
or possession has in force a general in-
come tax law, (2) the taxpayer clainmng
the credit would, in the absence of a
specific provision applicable to such tax-
payer, be subject to such general income
tax, and (3) such general income tax is
not imposed upon the taxpayer thus sub-
ject to such substituted tax. For ex-
ample, the A Corporation does business
in the X country, which imposes an in-
come-tax upon substantially a net in-
come base. The ascertainment of net
income, though not the determination of
gross income, from sources in X country
as found administratively difficult. The
X-country, by decree, provides that cor-
porations circumstanced as was the A

Corporation would, in lieu of the income
tax at the rate of 20 percent otherwise
payable, be subject to tax at the rate of
10 percent upon the amount of gross in-
come from X country. In accordance
with such decree, the A Corporation paid
X countrythe sum of $25,000 in 1953 with
xespect to its tax liability to the X coun-
try for the year 1952. Such amount,
subject to the applicable limitations, is
available as a credit to the A Corporation
as foreign income, war-profits, or excess-
profits taxes against the United States
tax liability for the year 1952.

-(c) The term "foreign country" means
any foreign state or political subdivision
thereof, or any foreign political entity,
which levies and collects income, war-
profits, or excess-profits taxes.

(d) TIhe term "any possession of the

United States" includes, among others,
Puerto Rico and the Virgin Islands. But

see section 251.
(e) As to the meaning of "sources,"

see section 119.
(f For definitions generally, see sec-

tion 3797 andthe regulations thereunder.

§ 39.131 (i)-() Statutory promszons;

taxes of foreign countrzes and possessions

of UnZited States; tax withheld at source;

tax zm1posed by'subchapter D.

1No. 189-Pt. II---Sec. 2- 6
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Sac. 131. Taxes of foreign cauntric3 and
possessions of Unitc States. 0 0 0

(1) Tax withheld at source. For the pur-
poses of this supplement the tax lmpored by
this chapter shall be the tax computed with-
out regard to the credit provided In section
32 and section 35.

ISubsec. (i) as added by sec. 172 (d). Rev.
Act 1912, and amended by cec. 0 (b) (5),
Individual Income Tax Act 1944]

(J) Tax imposed by subchaptcr D. This
section shall be applicable for purposes of the
tax imposed by subchapter D, but the tax
paid or accrued to any country chall ho
deemed to be the amount of such tax re-
duced by the amount of the credit allowed
under this section with respect to such tax
against the tax imposed by this chapter
without regard to subchapter D. The
amount of the credit talzen under this cub-
section shall be subject to each of the follow-
ing conditions:

(1) The amount of the credit In respect of
the tax paid or accrued to any country chall
not exceed the same proportion of the tax
against which such credit Is taken, which the
taxpayer's excess profits net Income from
sources within such country bears to its
entire excess profits net income for the came
taxable year; and

(2) The total amount of the credit chal
not exceed the same proportion of the tax
against which such credit is taken, which
the taxpayer's excess profits net income from
sources without the United State: bear to
Its entire excess profits net income for the
same taxable year.

[Subsec. (J) as added by cc. 302 (b), Esces

Profits Tax Act 1950]

§ 39.131 ()-I Credit against excess
profits tax Imposed by subchapter D.
(a) A domestic corporation is allowed
a credit against the excess profits tax
imposed by subchapter D of chapter 1
for the amount of any income, war-
profits, and excess profits taxes paid or
accrued during the taxable year to any
foreign country or to any possession of
the United States. To the extent pert-
nent, the provisions of section 131 and
the regulations promulgated thereunder
are applicable for the purpose of claim-
ing credit for taxes under this section,
except that for such purpose the amount
of income and profits taxes paid or ac-
crued during the taxable year to any
foreign country or possession shall be
deemed to be the amount of such taxes
actually paid or accrued reduced by the
amount of such taxes allowed as a credit
under section 131 against the tax im-
posed by chapter 1 without regard to
the excess profits tax imposed by sub-
chapter 'D. See § 39.131 (b)-1 as to
the amount of such credit allowable and
as to the computation of the tax against
which such credit may be taken.

(b) The amount of the income and
profits taxes (determined under pam-
graph (a) of this section) paid or ac-
crued (including the taxes which, in
accordance with the provisions of sec-
tion 131 (f) are deemed to have been
paid) during the taxable year to each
foreign country or possession of the
United States, limited under section 131
(j) (1) so as not to exceed that propor-
tion of the excess profits tax which the
taxpayer's excess profits net Income from

sources within such country or posses-
Sion bears to its entire excess profits net
income for the same taxable year, Is the

tentative credit for the purpose of this
section in respect of the taxes paid or
accrued to such country or possession.
The sum of these tentative credits, lim-
ited under section 131 (j) (2) so as not
to exceed that proportion of the excess
profits tax which the taxpayer's ezces
profits net income from sources without
the United States bears to its entire e-
cess profits net income for the same tax-
able year, is the amount allowable as a
credit against the excaz3 profits tax for
income or profits taxes paid or accrued
to foreign countries or possessions of the
United States. For the determination
of the excess profits net income, see
§§ 40.433 (a)-1 and 40.433 (a)-2 of this
chapter (Regulations 130) For the de-
termination of the source of such nat
income, see section 119 and the regula-
tions thereunder.

() The application of this section
may be illustrated by the following ex-
amples involving the calendar year 1952.

Example (1). In this example it Is as-
oumed that the taxpayer has no income or
loss from any forelg country other than
Country . Accordingly, the limitation un-
der ectlon 131 (J) (2) vll not change the
credit determined after applying section 131
() (1).
(A) Normal tax net income from

all rources- .$100, 033
(B) Total normal tax and surtax

(before scctlon 131 credit). 46,500
(C) Normal tax not income from

foreirn Country X.___ - 90,0Q0
(D) Foreign tax paid on Country

Xincome-- - --- 49, 5SO
(E) Limitation on foreign tax under

ectlon 131 (b) (1) and (2)
to determine sectIon 1 31 (a)
credit allowable against nor-
mal tax and surtax:

6100.000
(P) Foreign tax credit allowable

againmt normal tax and sur-
tax (foreign tax. but not in
excs of above limitation of
041,80....41,830

(G) Excess profits net income from
all 0ources..-. - O,400

(H) Exce:3 proflts net income
from foreign Country X.__ 75, OM0

(1) Excess profits credi,__ _ 60,010
(J) Excecz profits tax (before sec-

tion 131 credit) _ _ __ 6.G00
) Foreign tax paid on Country

X income for the purpe of
rection 131 (j)

M00-041.850---.. 7.630
(L) Limitation on foreign tax un-

der cectlon 131 (J) (1) and
(2) to determine sectIon 131
(J) credit allorable agagint
excess profits tax:

875.c00 x86, 00 _- 5,625

(?1) Foreign tax =edit allowable
against exces profits tax
(foreign tax for purpose of
section 131 (), but not
in exce= of above limitation
of 85,425). 5, 625

(N) Total income and excez3
profits tax (before section
131 credit)

84050+80 6, CO ...... 52,500
(0) Total credit under section 131.

C41,850-05.625- - 47,4.75
(p) Total income and exce-s

proits tax after credit un-
der sectlon 131:

2 0-47,475-------- 5,025

§ 39.131 (i]-1
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Example (2). The facts are assumed to be
the same as those under example (1), except
that there is a net l6ss of $10,000 allocable to
foreign country Y, which ;et loss was taken
into account in determining the normal tax
net income from all sources of $100,000 (item
(A), example (1)) and the excess profits net
income from all sources of $80,000 (item (G),
example (1)). The total income and excess
profits tax after credit under section 131 is
computed as follows:

(A) Tentative foreign tax credit
under section 131 (b) (1)
allowable against normal tax
and surtax (foreign tax paid
on country X income, but not
in excess of limitation under
section 131 (b) (1))

$90,000 X$46,500 --------- $41,850
$-00,000

(B) Limitation on foreign tax under
section 131 (b) (2) to deter-
mine-section 131 (a) credit al-
lowable against normal tax
and surtax:

$80,000
1--00000 X$46,500 ---------- 37,200

(C) Foreign tax -credit allowable
against normal tax and surtax
(tentative credit under section
131 (b) (1), but not in excess
of $37,200 limitation under
section 131 (b) (2)) --------- 37, 200

(D) Foreign tax paid for the purpose
of Section 131 (j)

$49,500-$37,200 ----------- 12,300
(E) Tentative foreign tax credit un-

der section 131 (j) (1) allow-
able against excess profits tax
(foreign tax for purpose -of

section 131 (j),-but not in
excess of limitation under sec-
tion 131 (j) (1))

$75,000 
...T8000 $6,000 ------------ 5,62

(F) Limitation on foreign tax under
section 131 (j) (2) to deter-
mine section 131 (j) credit
allowable against excess prof-
its tax:

$65,000
$80,000 X$6,000 ----------- 4,875

(G) Foreign tax credit allowable
against excess profits tax (ten-
tative credit under section 131
(J) (1), but not in excess of
$4,875, limitation under sec-
tion 131 (j) (2)) ------------ 4,875

(H) Total income and excess profits
tax (before section- 131
credit)

$46, 500+$6000 ----------- 52,500
(I) Total credit under section 131.

$37,200+$4,875 ------------ 42, 075
(J) Total income and excess profits

tax after credit under section
131.

$52,500-$42,075 ----------- 10,425

SUPPLEMENT D-RETURNS AND PAYMENT OF
TAX

§ 39.141 Statutory provzons; consol-
zdated returns.

sEC. 141. Consolidated returns-(a) Privi-
lege to file consolidated returns. An affili-
ated group of corporations shall, subject to
the provisions of this section, have the privi-
lege of making a consolidated return for the
taxalple year in lieu of separate returns. The
making of a consolidated return shall be
upon the condition that all corporations
which at any time during the taxable year
have been members of the affiliated group
consent to all the consolidated return regula-
tions prescribed under subsection (b) prior
to the last day prescribed by law for the
filing of such return. The making of a con-

§ 39.141

solidated return shall be considered as such
consent. In the case of a corporation which
is a member of the affiliated group for a frac-
tional part of the year, the consolidated
return shall include the income of such cor-
poration for such part of the year as it is a
member of the affiliated group.

(b) Regulations. The Secretary shall pre-
scribe such regulations as he may deem
necessary in order that the tax liability of
any affiliated group of corporations making
a consolidated return and of each corpora-
tion in the group, both during and after the
period of affiliation, may be returned, deter-
mined, computed, assessed, collected, and
adjusted, in such manner as clearly to reflect
the income- and excess-profits-tax liability
and the various factors necessary for the
determination of such liability, and in order
to prevent avoidance of such tax liability.

(c) Computation and payment of tax. In
any case in which a consolidated return is
made or is required to be made, the tax shall
be determined, computed, assessed, collected,
and adjusted in accordance with the regula-
tions under subsection (b) prescribed prior
to the last day prescribed by law for the filing
of such return; except that the tax Imposed
under section 15 or section 204 shall be in-
creased by 2 per centum of the consolidated
corporation surtax net income of the affit-
ated group of includible corporations. If the
affiliated group includes one or more Western
Hemisphere trade corporations (as defined in
section 109), the increase of 2 per centum
provided In the preceding sentence shall be
applied only on the amount by which the
consolidated corporation surtax net income
of the affiliated group exceeds the portion (if
any) of the consolidated corporation surtax
net income attributable to the Western Hem-
isphere trade corporations included in such
group. For the purposes of the tax imposed
by section 430, the sum of the excess profits
credit and the unused excess profits credit
adjustment, of the affiliated group shall not
be increased under the Jast sentence of sec-
tion 431 to an amount in excess of $25,000
for the entire group.

(d) Definition of "affiliated group" As
used in this section, an "affiliated group"
means one or more chains of includible cor-
porations connected through stock owner-
ship with a common parent corporation
which is an includible corporation if-

(1) Stock possessingat least 95 per centum
.of the voting power of all classes of stock and
at least 95 per centum of each class of the
.nonvoting stock of each of the includible
corporations (except the common parent cor-
poration) is owned directly by one or more
of the other includible corporations; and

(2) The common parent corporation owns
directly stock possessing at least 95 per
-centum of the voting power of all classes
of stock and at least 95 per centum of each
class of the nonvoting stock of at least one of
the other includible corporations.

As used in this subsection, the term "stock"
does not include nonvoting stock which is
limited and preferred as to dividends.

(e) Definition of "includible corporation"
As used in this section, the term "includible
corporation" means any corporation except-

(1) Corporations exempt from taxation
under section 101.

(2) Insurance companies subject to taxa-
tion under section 201 or 207.

(3) Foreign corporations.
(4) Corporations entitled to the benefits

of section 251, by reason of receiving a large
percentage of their income from sources
within possessions of the United States.

(5) Corporations organized under the
China-Trade Act, 1922.

(6) Regulated investment companies sub-
ject to tax under Supplement Q.

(7) Any corporation described in section
449, or in section 454 (d), (f), and (g) (with-

out regard to the exception in the initial
clause of section 454), but not including sueh
a corporation which has made and filed a con-
sent, for the taxable year or any prior taxablo
year ending after June 30, 1950, to be treated
as an includible corporation. Such content
shall be made and filed at such time and in
such manner as may be prescribed by the
Secretary.

(8) Regulated public utilities described in
section 448 (d) which compute their excess
profits credit under section 448 but not in-
cluding any such regulated public utility
which has made and filed a consent, applica-
ble-to the taxable year, to compute its excess
profits credit without regard to soctioh 448,
The consent shall be made and filed at such
time and in such manner as may be prescribed
by the Secretary. The consent shall be ap-
plicable to the taxable year for which filot
and to each consecutive subsequent taxable
year for which a consolidated return is filed.

(f) Includible insurance companies, Do-
spite the provisions of paragraph (2) of sub-
section (e), two or more domestic insurance
companies each of which is subject to taxa-
tion under the same section of this chapter
shall be considered as includible corporations
for the purpose of the application of subsec-
tion (d) to spch insurance companies alone.

(g) Subsidiary formed to comply i for-
eign law. In the case of a domestic corpora-
tion owning or controlling, directly or indi-
rectly, 100 per contum of the capital sto k
(exclusive of directors' qualifying shares) of

a corporation organized under the laws of a
contiguous foreign country and maintained
solely for the purpose of complying with the
laws of such country as to title and operation
of property, such foreign corporation may,
at the option of the domestic corporation, be
treated for the purpose of this chapter an a
domestic corporation.

(h) Suspension of running of statute of
limitations. If a notice under section 272
(a) In respect of a deficiency for any taxablO
year is mailed to a corporation, the suspen-
sion of the running of the statute of limita-
tions, provided in section 277, shall apply in
the case of corporations with which such
corporation made a consolidated return for
.such taxable year.

(1) Allocation of income and dciuolot1s.
For allocation of Income and deductions of
related trades or businesses, see section 45,

(j) Includible regulated publio utilities,
Despite the provisions of paragraph (8) of
'subsection (a), two or more regulated public
utilities each of which has made and filed
a consent, applicable to the taxable year, to
compute its excess profits credit under seo-
tlon 448 only, shall be considered as Includ-
ible corporations for the purpose of the ap-
plication of subsection (d) to such regulated
public utilities alone. The consent shall be
made and filed at such time and in such
manner as may be prescribed by the Secre-
tary. The consent shall be applicable to the
taxable year for which filed and to each con-
secutive subsequent taxable year for which
a consolidated return is filed.

[Sec. 141 as amended by see. 169 (a), ov. Act
1942, sees. 131 and 204 (o). Rev, Act. 1043-
see. 2 (c), Tax Adjustment Act 1046, see, 121
(f), Rev. Act 1950; sec. 301, Excess Profits
Tax Act 1950]

§ 39.141-1 Consolidated income and
excess profits tax returns o1 affiliated
corporations-(a) In general. Section
141 prescribes rules for the making of
consolidated income and excess profits
tax returns by affiliated groups of cor-
porations. part 24 of this chapter
(Regulations 129) is applicable to the
making of the consolidated Income and
excess profits tax return In the case of
a taxable year ending after December
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31, 1949. The determination, computa-
tion, assessment, collection, and adjust-
ment of income and excess profits tax
liabilities of the affiliated group and
each member thereof both during and
after the period of affiliation shall be
made under the applicable provisions of
such regulations.

(b) Formation of and changes in affil-
zated group. An affiliated group of cor-
porations, within the meaning of section
141, is formed at the time that the com-
mon parent corporation, which is an in-
cludible corporation, becomes the owner
directly of stock possessing at least 95
percent of the voting power of all classes
of stock and at least 95 percent of each
class of the nonvoting stock (not includ-
ing nonvoting stock which is limited and
preferred as to dividends) of another in-
cludible corporation. A corporation be-
comes a member of such an affiliated
group at the time that one or more mem-
bers of such group become the owners
directly of stock possessing at least 99
percent of the voting power of all classes
of its stock and at least 95 percent of
each class of its nonvoting stock (not
including nonvoting stock which is lim-
ited and preferred as to dividends) A
corporation ceases to be a member of
such an affiliated group at the time that
the members of such group cease to own
directly stock possessing at least 95 per-
cent of the voting power of all classes of
its stock, or at least 95 percent of each
class of its nonvoting stock (not includ-
ing nonvoting stock which is limited and
preferred as to dividends)

c) Corporations to be included In
consolidated returns. (1) The privilege
of filing consolidated returns is extended
to all includible corporations constitut-
ing an "affiliated group" as defined in
section 141 (d) In case a corporation
is a member of an affiliated group for a
fractional part of the year, the con-
solidated return shall include the income
of such corporation for the part of the
year during which it is a member of the
group. An "includible corporation" is
defined by section 141 (e) to mean any
corporation except-

Ci) A corporation exempt under sec-
tion 101 from the tax imposed by
chapter 1,

(ii) An insurance company subject to
taxation under section 201 or 207 (except
as provided in section 141 (f))

(iii) A foreign corporation (except as
provided in section 141 (g))

(iv) A corporation entitled to the
benefits of section 251, by reason of re-
ceiving a large percentage of its income
from sources -within possessions of the
United States;

Cv) A corporation organized under
the China Trade Act, 1922 (15 U. S. C.,
c. 4)

(vi) A regulated investment com-
pany subject to tax under Supplement
Q (sections 361 and 362)

(vii) A personal service corporation
described in section 449 or a corporation
described in section 454 (d),,Cf) or (g)
which, without regard to the exception
stated in the initial clause of section 454,
would be exempt from the excess profits
tax imposed by subchapter D of chap-
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ter 1, except as otherwise provided In
section 141 (e) (7). As to the exception
provided in section 141 (e) (7), see the
provisions set forth in subparagraph (3)
of this paragraph; and

vIDi) A regulated public utility corpo-
ration described in section 448 (d), ex-
cept as otherwise provided In section 141
(e) (8) and section 141 (j) As to the
exception provided in section 141 (e) (8),
see the provisions set forth In subpara-
graph (4) of this paragraph. As to the
exception provided in section 141 (j) see
paragraph (g) of this section.

(2) The corporations described In sec-
tion 454 (d), Cf) and (g), are personal
holding companies as defined in section
501, certain domestic corporations which
derive a specified part of their gross in-
come from sources outside the United
States (section 454 f)), and certain cor-
porations which receive compensation
from the United States for the transpor-
tation of mail by aircraft (section
454 (g))

(3) Any corporation which otherwise
would not be an includible corporation
under subparagraph (1) (vii) of this
paragraph and section 141 (e) (7) may
make and file a consent to be treated
as an includible corporation. A corpo-
ration which has made and filed a con-
sent for any taxable year ending after
June 30, 1950. shall be treated as an In-
cludible corporation for such taxable
year and for each subsequent taxable
year. With respect to the subsequent
taxable years, such corporation shall be
deemed to be an Includible corporation
regardless of whether the affiliated group
of which such corporation is a member
during the subsequent taxable year Is the
same as the affiliated group of which it
was a member when the consent was
filed. If such corporation is a common
parent corporation, the making and filing
of the consolidated income tax return
shall constitute the making and fillu of
its consent under section 141 (e) (7) If
such corporation is a subsidiary, the fil-
ing for a taxable year ending after June
30, 1950, of its authorization and consent
on Form 1122 in the manner prescribed
by § 24.12 (b) of this subchapter (Regu-
lations 129) shall constitute the making
and filing of such consent. A consent to
be treated as an includible corporation
under section 141 (e) (7) cannot be with-
drawn or revoked at any time after the
consolidated return is filed for the first
taxable year for which the consent Is
filed, except as otherwise provided in
section 613 of the Revenue Act of 1951.
Section 613 of that Act relates to the
withdrawal within 90 days after October
20, 1951 (the date of enactment of that
act) of consents for the first taxable
year ending after June 30, 1950, with re-
spect to corporations described in section
454 f)

(4) Under section 141 (e) (8), any
regulated public utility corporation may
make and file a consent to compute its
excess profits credit without regard to
section 448. A corporation which has
made and filed such consent shall be
treated as an includible corporation un-
der section 141 (e) (8) for the taxable
year for which such consent is filed and
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for each consecutive subsequent taxable
year for which a consolidated return is
made or Is required to be made by the
affillated group of which it vas a member
at the time such consent was filed unless
It has ceased to be a member of such
group. If such corporation is a common
parent corporation, the maTing and fil-
ing of a consolidated return in which the
consolidated excess profits credit is de-
termined under provisions other than
those of section 448 shall constitute the
making and filing- of Its consent under
section 141 (e) (8). If such corporation
is a subsidiary, the fling of an authori-
zation and consent on Form 1122, in the
manner prescribed by § 24.12 (b) of this
subchapter (Regulations 129), indicating
thereon Its consent to compute its exces
profits credit without regard to section
448 shall constitute the making and filing
of such consent. A consent to be treated
as an includible corporation under sec-
tion 141 (e) (8) cannot be withdrawn
or revoked at any time after the consol-
idated return Is filed for the first taxable
year for which the consentis filed; how-
ever, I a separate return is properly filed
by such a corporation for a subsequent
taxable year, it is not thereafter an in-
cludible corporation under section 141
(e) (8) unless another consent under
such section is made and filed.

(5) The consolidated income and ex-
cess-profilts tax return must include
every includible corporation which, un-
der the provisions of section 141, is a
member of the affiliated group. In no
case may a consolidated return be filed
by subsidiary corporations as an affili-
ated group unless the common parent;
corporation through which the subsid-
larles are connected is a member of the
group. For instance, there wl not be
recognized as an affiliated group two
domestic industrial corporations the
common parent corporation of which 1s
a regulated investment company subject
to tax under Supplement Q. In addi-
tion, no corporation which is connected
by stock ownership with an affillated
group of includible corporations through
a nonincludible corporation may be in-
cluded n the consolidated return of such
group.

(6) Every corporation which is a mem-
ber of an affiliated group making consol-
idated returns under section 141 is a
member of such group, regardless of any
exemption to which It miYi t have been
entitled if separate returns had been
made. See sections 449 and 454.

Cd) Consolidated returns of insurance
companies. An insurance company sub-
ject to tax under section 204 is an includ-
Ible corporation and may be included in
an. affiliated group together with corp:i-
rations other than insurance companies
taxable under section 201 or section 207.
Insurance companies subject to tax un-
der section 201 or 207 are not includible
corporations under section 141 (e) (2).
Under section 141 f), however, a domes-
tic Insurance company taxable under
section 201 may be included in an affili-
ated group comprised solely of other
domestic insurance companies taxable
under section 201; Itmay notbe included
in an affiliated group with other corpo-

§ 39.141-1
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rations. Similarly a domestic insurance
company taxable under section 207 may
be included in an affiliated group com-
prised solely of other domestic insurance
companies taxable under section 207; it
may not be included in an affiliated group
with other corporations. An affiliated
group of domestic insurance companes
taxable under section 201, or a group of
domestic insurance companies taxable
under section 207, may not include a
domestic insurance company taxable
under section 204.

(e) Forezgn corporations which may
'be treated as domestic corporations. In
the case of a domestic corporation own-
ing or controlling, directly or indirectly,
the entire capital stock (exclusive of
directors' qualifying shares) of a corpo-
ration organized under the laws of Can-
ada or of Mexico and maintained solely,
for the purpose of complying with the
laws of such country as to title and
operation of property, such foreign cor-
poration may, at the 'option of the do-
mestic corporation, be treated as a do-
mestic corporation. The option to treat
such foreign corporation as a domestic
corporation must be exercised at the time
of making the consolidated return, and
cannot be exercised at any time there-
after. If the foreign corporation is in-
cluded or is required to be included in the
consolidated return of the affiliated
group of which it is a -member for any

-taxable year, it must be included in the
consolidated return for each consecutive
taxable year thereafter for which such
group makes or is required to make a
consolidated return.

(f) Computation of tax. The surtax
imposed by section 15 or section 204 upon
an affiliated group making a consolidated
income tax return shall be increased by 2'
percent of the consolidated corporation
surtax net income. For example, if the
consolidated corporation surtax net in-
come of an affiliated group for a taxable
year is $40,000, the increase in the surtax
for such taxable year is $800, that is
2 percent of $40,000. If the affiliated
group includes one or more Western
Hemisphere trade corporations (as de-
fined in section 109) the increase shall
be applied in the manner provided in
§ 24.30 (b) (1) of this subchapter (Reg-
ulations 129)

(g) Consolidated returns-of regulated
public utilities computing-excess profits
credit under section 448. A regulated
public utility which has made and filed a
consent to compute its excess profits
credit under section 448 only may be in-
cluded in an affiliated group (within the
meaning of section 141 (d)) comprised
solely of regulated public utility cor-
porations each of which has made and
filed such a consent. If such consent of
a regulated public utility corporation is
filed for any taxable year ending after
June 30, 1950,.such corporation shall be
an includible corporation within the
meaning of section 141 (Q) for the tax-
able year for which such consent is filed
and for all consecutive subsequent tax-
able years for which such affiliated group
of which such corporation is a member
makes or is required to make a con-
solidated return. If such corporation is

A 39.142

a common parent corporation, the mak-
ing and filing of a consolidated return
in which the consolidated excess profits
credit is determined under the pro-
visions of section 448 shall constitute
the making and filing of its consent
under section 141 (i) If such corpora-
tion is a subsidiary, the filing of its
authorization and consent on Form 1122,
in the manner prescribed by § 24.12 (b)
of this subchapter (Regulations 129)
indicating thereon its consent to com-
pute its excess profits credit with respect
to section 448 only, shall constitute the
making and filing of such consent. A
consent to be treated as an includible
corporation under section 141 (j) can-
not be withdrawn or revoked at any
time after the consolidated return is
filed for the first taxable year for which
the consent is filed. However, if a sepa-
rate return is properly filed by such a
corporation for a subsequent taxabie
year, it is not thereafter an includible
corporation under section 141 (j) unless
another consent under such section is
made and filed.

§ 39.142 Statutory provszons; fidu-
czary returns.

Szc. 142. Fiduciary returns-(a) Require-
ment of return. Every fiduciary (except a
receiver appointed by authority of law in
possession of part only of the property of an
individual) -shall make under oath a return
for any of the following individuals, estates,
or trusts fpr which he acts, stating specifically
the items of gross income thereof and the
deductions and credits allowed under this
chapter and such other information for the
purpose of carrying out the provisions of this
chapter as the Commissioner with the ap-
proval of the Secretary may by regulations
prescribe-

(1) Every individual havnfg a gross income
for the taxable year of $600 or over;

(2) Every estate the gross income of which
for the taxable year is $600 -or over;

(3) Every trust the net income of which
for the taxable year is $100 or over, or the
gross income of which for the taxable year
s $600 or over, regardless of the amount of
net- income;

(4) Every estate or trust of- which any
beneficiary is a nonresident alien.

(b) Joint fiduciaries. Under ruch regula-
tions as the Commissioner with the approval
of the Secretary may prescribe a return made
by one of two or more joint fiduciaries and
filed In the office of the collector of the dis-
trict where such fiduciary resides shall be
sufficient compliance with the above require-
ment. Such fiduciary shall make oath (1)
that he has sufficient knowledge of the affairs
of the individual, estate, or trust for which the
return is made, to enable him to make the re-
turn, and (2) that the return is, to the best
of his knowledge and belief, true and correct.

(c) Law applicable to fiduciaries. Any
fiduciary required to make a return under
this chapter shall be subject to all the pro-
visions of law which apply to individuals.
[Sec. 142 as amended by see. 7 (b), Rev. Act
1940; sec. 112 (b), Rev. Act 1941; sec. 131
(c) (2), Rev. Act 1942; sec. 11 (c), Individual
Income Tax Act 1944; sec. 202 (c), Rev. Act
1948]

§ 39.142-1 Fiduciary returns. (a)
Every fiduciary, or at least one of joint
fiduciaries, 'must make a return of in-
come-

(1) Returns for zndividuals. For the
individual whose income is in his charge,
if the gross income of such individual Ls

$600 or over. The return shall be on
Form 1040.

(2) Returns for estates and trusts.
For the estate for which he acts if the
gross income of such estate is $600 or
over, and for the trust for which he acts
if the gross income of such trust is $600
or over, or the net income of such trust,
as computed under section 162, Is $100 or
over, or if any beneficiary of such estate
or trust is a nonresident alien. The re-
turn shall be on Form 1041.

(b) In cases in which the gross income
of the estate or trust is $5,000 or over, a
copy of the will or trust instrument,
sworn to by the fiduciary as a true and
complete copy must be filed with the
fiduciary return of the estate or trust,
together with a statement by the fiduci-
ary indicating the provisions of the will
or rust instrument which, in his opinion,
determine the extent to which the in-
come of the estate or trust is taxable to
the estate or trust, the beneficiaries, or
the grantor, respectively. If, however, a
copy of the will or trust instrument, and
statement relating to the provisions of
the will or trust instrument, have once
been filed, they need not again be filed
if the fiduciary return contains a state-
ment showing when and .where they were
filed. If the trust instrument is amended
in any way after such copies have been
filed, a copy of the amendment, togother
with a statement by the fiduciary, indi-
cating the effect, if any, in his opinion, of
such amendment on the extent to which
the income of the estate or trust Is taxa-
ble to the estate or trust, the beneficl-
gries, or the grantor, respectively, must
be filed with the return for the taxablo
year in which the amendment was made,

(c) See § 39.142-5 for returns In cases
where any beneficiary Is a nonresident
alien. For returns on Form 900-T by
certain trusts otherwise exempt from tax
under section 101 (6), which trusts are
subject to the tax imposed by section 421
(a) (2) upon Supplement U net Income,
see § 39.421-3. For Information returns
required to be made by fiduciaries under
section 147, see § 89.147-1. As to further
duties and liabilities of fiduciaries, see
section 312.

§ 39.142-2 Return by guardian or
committee. A fiduciary acting as the
guardian of a minor, or as the guardian
or committee of an insane person, haV-
ing a gross income of $600 or more for
the taxable year, must make a return
for such person on Form 1040 and pay
the tax unless, in the case of a minor,
the minor himself makes a return or
causes it to be made. As to the use of
the optional return, see § 39.51-2.

§ 39.142-3 Returns in case of iwo
trusts. In the case of two or more
trusts the income of which is taxable to
the beneficiaries, which were created by
the same person and for which the same
trustee acts, the trustee shall make a
single return on Form 1041 for all such
trusts, notwithstanding that they may
arise from different instruments. If,
however, one person acts as trustee for
trusts created by different persons for
the benefit of the same beneficiary, ho
shall make a return on Form 1041 for
each trust separately.
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§ 39.142-4 Return by recetver A re-
ceiver who stands in the place of an in-
dividual or corporation must render a
return of income and pay the tax for his
trust, but a receiver of only part of the
property of an individual or corporation
need not. If the receiver acts for an in-
dividual, the return shall be on Form
1040 or 1040A. When acting for a cor-
poration a receiver is not treated as a
fiduciary, and in such a case the return
shall be made as if by the corporation
itself. See section 52. A receiver in
charge of the business of a partnership
shall render a return on Form 1065. A
receiver of the rents and profits ap-
pointed to hold and operate a mortgaged
parcel of real estate, but not in control
of jall the property or business of the
mortgagor, and a receiver in partition
proceedings, are not required to render
returns of income. In general, statutory
receivers and common-law receivers of
all the property or business of an mdi-
vidual or corporqtion must make returns.
See also sections 147 and 148 (a)

§ 39.142-5 Return for nonresident
alien beneficary-a) United States
busness. If a citizen or resident fidu-
ciary has the distribution of the income
of an estate or trust any beneficiary of
which is a nonresident alien engaged In
trade or business within the United
States at any time within the taxable
year, the fiduciary-shall make a return
on Form 1040B for such nonresident
alien and pay any tax shown thereon to
be due. See sections 143 and 211. Un-
less such return is a true and accurate
return of the nonresident alien bene-
ficiary's income from all sources within
the United States, the benefits of the
credits and deductions to which the
beneficiary is entitled cannot be ob-
tained in the return filed by the fidu-
ciary. See sections 215 and 251. If the
beneficiary appoints a person in the
United States to act as his agent for the
purpose of rendering income tax returns,
the fiduciary shall be relieved from the
necessity of filing Form 1040B in behalf
of the beneficiary and from paying the
tax. In such a case the fiduciary shall
make a return on Form 1041 and attach
thereto a copy of the notice of appoint-
ment. If the sole beneficiary of an
estate or trust is a nonresident alien en-
gaged in trade or business within the
United States at any time within the
taxable year, the fiduciary shall make a
return on Form 1041, as well as on Form
1040B If there are two or more such
nonresident alien beneficiaries, the fidu-
ciary shall render a return on Form 1041
and also a return on Form 1040B for
each nonresident alien beneficiary. See
further § 39.217-1.

(b) No United States bustness. A cit-
izen or resident fiduciary having the
distribution of the income of an estate or
trust will not be required to make a
return for any beneficiary of the estate
or trust who is a nonresident alien not
engaged in trade or business within the
United States at any time within the
taxalble year if the entire amount of the
tax on the income payable to such bene-
ficiary has been withheld at the source
(see sections 143 and 211 (a)). A citi-
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zen or resident fiduciary having the
distribution of the income of an estate or
trust shall make a return on Form
104ONB-a if a beneficiary has gross in-
come for the taxable year of more than
$15,400 from the sources specified n sec-
tion 211 (a), regardless of the amount of
tax withheld at the source. If the cross
income from such sources Is $15,400 or
less, the return (if a return Is required to
be filed) for the beneficiary shall be on
Form 104ONB. If a return is required to
be filed for a beneficiary who is a resident
of Canada, such return also shall be on
Form 104ONB. If the beneficiary ap-
points a person in the United States to
act as his agent for the purpose of ren-
dering income tax returns, the fiduciary
shall be relieved from the necessity of
filing a return in behalf of the beneficiary
and from paying the tax In such a case
the fiduciary shall make a return on
Form 1041 and attach thereto a copy of
the notice of appointment. The fiducl-
ary shall make a return on Form 1042 of
the tax on the entire amount of the
income payable to the beneficiary. In
addition to such return or returns, the
fiduciary shall make a return on Form
1041 for the estate or trust, Irrespective
of the number of beneficlaries

§ 39:142-6 Time for jlinag return upon
death, or termination of trust. (a)
Under the provisions of section 47 (g),
the return by a taxpayer whichwas notin
exstence throughout a taxable period of
12 months is a return for the fractional
part of a year during which the taxpayer
was in existence. If a return is required
under the provisions of §§ 39.47-1 and
39.142-1 for the last taxable year of a
decedent, the executor or administrator
of the decedent shall file such return at
the time prescribed in § 39.53-1. If a
return for the last taxable year of an
estate or trust is required to be fiMed
under the provisions of § 39.142-1, such
return shall be filed at the time pre-
scribed in § 39.53-1, and the last date
prescribed for such filing shall also be
the due date for payment of the tax
or the first Installment thereof if pay-
ment Is made under the provisions of
section 56 (b)

(b) The domicillary representative Is
required to include In the return ren-
dered by him as such domiciliary repre-
sentative the entire income of the estate.
Consequently, the only return required
to be filed by the ancillary reprezentative
is on Form 1041, which shall be filed with
the district director of internal revenue
for his Internal revenue district and
shall show the name and address of the
domiciliary representative, the amount
of gross income received by the ancillary
representative, and the deductions to be
claimed against such income, including
any amount of income properly paid or
credited by the ancillary representative
to any legatee, heir, or other beneficiary.
If the ancillary representative for the
estate of a nonresident allen Is a citizen
or resident of the United States, and the
domiciliary representative is a nonresi-
dent alien, such ancillary representative
is required to render the return other-
wise required of the domiciliary repre-
sentative,
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§ 39.143 Statutory promns ons; with-
holdfng of tax at source.

S. 143. Withholding of tax at sourcs-
(a) Tax-free corenant bond,-(l) requtre-
nent of cithholding. In any case where
boncti, mortgages, or deed- of trust, or other
rimilar obllgtions of a corporation. is-ued
before January 1. 1934, contain a contract or
provision by which the obligor agrees to pay
any portion of the tax imposed by this chap-
ter upon the obliges, or to reimburse the
obllgec for any portion of the tax, cr to pay
the Inter(st without deduction for any ta
which the obligor may ba required or per-
mitted to pay thereon, or to retain therefrom
under any law rof the United States, the
obliger nhall deduct and withhold a tax equal
to 2 per centum of the interest upon such
bonds, mortgages, decds of trust, or othsr
obligatlon, whether such interest is payable
annually or at chorter or longer parl-s., if
payable to an individual, a partnership, or a
foreign corporation not engaged in trada or
busine within the United States: Fraided,
That if the liability a--umed by the obllgor
does not exceed 2 per centuin of the interest,
then the deduction and withholding shall be
at the following rates: (A) SO per centum in
the cace of a nonresident alien individual
(except that such rate shall be reduced. in
the case of a resident of any country In North,
Central, or South America, or in the West
Indies, or of Newfoundland, to such rate, not
less than 5 per cantum, as may be provided
by treaty with such country), or of any part-
nerchip not engaged In trade or business
vwthln the United States and compozed In
whole or in part of nonresident nlens, (B)
in the case of such a foreign corporation, 30
per centum, and (C) 2 per centurn in the
case of other individuals and partnerships:
P3roidecd further, That If the o.nera of such
obllgatlonsare not known to the withholding
agent the Comml.loner may authorize such
deduction and vithholding to be at the rate
of 2 per centum, or, If the liability azsumed
by the obliger doe not exceed 2 per centum
of the Interezt then at the rate of 3J per
centum. Asuedin th subsection the term
"nonresident allen Individual" includes an
alien re-ident of Puerto Rico.

(2) BEncft of credits against nct incom.
Such deduction and withholding shall not be
required In the ca e of a cltiznn or resident
entitled to receive cuch interest, If he fil e
with the withholding agent on or before Faeb-
ruary 1 a signed notice in wrlting claiming
the beneoft of the exemptions providad in
cection 25 (b); nor in the case of a nonresi-
dent alien Individual if co provided for in
regulations prescribed by the Commiszzoner
under section 215.

(3) Income or obligor and obige. Me
obligor shall not be allo.ed a deduction for
the pyment of the tax impesed by this
chapter, or any other tax paid pursuant to
the tax-frea covenant clauze, nor shell such
tax be included in the gross Income of the
oblIgee.

(b) Nonresident aliens. All persons, In
whatever capacity acting, including le-sses
or mortgagors of real or paronal property,
fiduclarics, employers, and all o~ccrs aud
employcca or the United States, havin the
control, receipt, custody, dispozal, or pay-
ment of Interest (except interet on depozit's
with percona carrying on the banlIng bu s-
nce3 pald to persons not enraged in business
In the United States), dividends, rent, sal-
crle, wages, premiums, annuities, comren-
i'ations, renumeratlons, emoluments, or
other f ed or determinable annal or pe-
rlodical gain-, proflts, and Income (but only
to the extent that any of the above Items
constitutes gross Income from sources within
the United States), of any nonrezident alien
Individual, or of any partnership not enag.-d
in trade or business within the United States
and composed in whole or In pert of nonrs-
dent aliens, shall (except in the cases pro-
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vided for in subsection (a) of this section and
except as otherwise provided in regulations
prescribed by the Commissioner under sec-
tion 215) deduct and withhold from such
annual or periodical gains, profits, and in-
come a tax equal to 30 per centum thereof,
except that such rate shall be reduced, in the
case of a nonresident alien individual a resi-
dent of any country in North, Central, or
South America, or in the West Indies, or of
Newfoundland, to such rate (not less than 5
per centum) as may be provided by treaty
with such country, Provided, That no such
deduction or withholding shall be required in
the case of dividends paid by a foreign corpo-
ration unless (1) such corporation is engaged
In trade or business within the United States,
and (2) more than 85 per centum of the gross
income of such corporation for the three-year
period ending with the close of it -taxable
year preceding the declaration of such divi-
dends (or for such part of such period as the
corporation has been n existence) was de-
rived from sources within the United States
as determined under the provisions of section
119: Provided further That the Commis-
sioner may authorize such tax to be deducted
and withheld from the interest upon any
securities the owners of which are not known
to the withholding agent: Provided further
That the deduction and withholding in the
case of interest on bonds, mortgages, or deeds
of trust or other similar obligations of a cor-
poration, within the provisions of subsection
(a) (1) of this section were it not for the
fact that the maturity date of such obliga-
tions has been extended on or after January
1, 1934, and the liability assumed by the
debtor exceeds 27V/ per centuin of tge inter-
est, shall not exceed the rate of 27V2 per
centum per annum. Under regulations pre-
scribed by the Commissioner, with the ap-
proval of the Secretary, there may be ex-
empted from such deduction and withhold-
ing the compensation for personal services
of nonresident alien individuals who enter
and leave the United States at frequent in-
tervals. In respect of the compensation for
services performed by nonresident alien in-
dividuals brought into the United States un-
der the authority of the War Manpower Com-
mission for temporary employment essential
to the war effort and subject to withholding
under this subsection, the deduction and
withholding shall be, at the rate of 10 per
centum, and there shall be no deduction or
Withholding under section 1622. As used In
this subsection, the term "nonresident alien
individual" Includes an alien resident of
Puerto Rico.

(c) Return and payment. Every person
required to deduct and withhold any tax un-
der this section shall, on or before March 15
of each year, make return thereof and pay
the tax to the collector designated in section
53 (b). Every such person is hereby made
liable for such tax and is hereby indemnified
against the claims and demands of any per-
son for the amount of any payments made
In accordance with the provisions of this
section.

(d) Income of recipient. Income upon
which any tax is required to be withheld at
the source under this section shall, be in-
cluded In the return of the recipient of such
income, but any amount of tax so withheld
shall be credited against the amount of in-
come tax as computed In such return.

(e) Tax paid by recipient. If any tax re-
quired under this section to be deducted and
withheld Is paid by the recipient of the in-
come, it shall not be re-collected from the
withholding agent; nor in cases In which the
tax is so paid shall any penalty be imposed
upon or collected from the recipient of the
income or the withholding agent for failure
to return or pay the same, unless such failure
was fraudulent and for the purpose of evad-
ing payment.

_(f) Refunds and credits. Where there has
been an overpayment of tax under this sec-
tion any refund or credit made under the
provisions of section 322 shall be made to
the withholding agent unless the ar~ount of
such tax was actually withheld by the with-
holding agent.

(g) Cross reference. For definition of
"withholding agent," see section 3797 (a)
(16).
(h) Withholding on certain foreign tax-

exempt organizations. In the case of income
of a foreign organization subject to the tax
imposed by section 421 (a), the provisions of
this section and section 144 shall apply to
rents includible under section 422 in comput-
ing its unrelated business net income, but
only to the extent and subject to such con-
ditions as may be provided under regulations
prescribed by the Secretary.

[Sec. 143 as amended by sees. 5 (a) and 202,
Rev. Act 1940; sees. 107 and 109 (a), Rev.
Act 1941; sees. 108 and 160 (a), Rev. Act 1942;
sec. 132, Rev. Act 1943; sec. 10 (d), Individual
Income Tax Act 1944; sec. 102 (b) (5), Rev.
Act 1945; sees. 219, 221 (e), 301 (c) (4). Rev.
Act 1950]

§39.143-1 Withholczng tax at
source-(a) Withholding zn general.
(1) Withholding of a tax of 30 percent

is required in the case of fixed or deter-
minable annual or periodical income paid
to a nonresident allen individual, even
though such individual is engaged in
trade or business within the United
States, or to a nonresident partnership,
composed in whole or in part of nonresi-
dent alien individuals, except-

(I) Income from sources without the
United States, including interest on de-
posits with persons carrying on the
banking business paid to persons not
engaged in business in the United States,

(ii) Interest upon bonds or other obli-
gations of a corporation containing a
tax-free covenant and issued before Jan-
uary 1, 1934 (but see paragraph (b) of
this section)

(iii) Dividends paid by a foreign cor-
poration unless (a) such corporation is
engaged in trade or business within the
United States, and (b) more than 85 per-
cent of the -gross income of such corpo-
ration for the 3-year period ending with
the close of its taxable year preceding the
declaration of such dividends (or for
such part of such period as the corpora-
tion has been in existence) was derived
from sources within the United States, as
determined under the provisions of sec-
tion 119, and

(iv) Dividends distributed by a corpo-
ration orgamzed under the China Trade
Act, 1922 (15 U. S. C., c. 4) to a resident
of Cinna,

Such rate Of 30 percent shall be reduced
as may be provided by treaty with any
country. See section 22 (b) (7) With-
holding is required in the case of interest
paid on obligations issued on or after
March 1, 1941, by the United States or
any agency or instrumentality thereof.
See §§ 39.22 (b) (4)-4 and 39.22 (b)
(4)-6, relating to the taxation of such
interest, and § 39.143-4, relating to
ownership certificates.

(2) The rate of withholding provided
with respect to compensation for services
performed by a nonresident alien mdi-
vidual, or by a citizen of a possession of
the United States not otherwise a citizen

of the United States, brought into the
United States under proper authority
for temporary employment essential to
the war effort shall be at the reduced
rate of 10 percent. In applying such
reduced rate of withholding, however.
to the compensation of a nonresident
alien or other individual coming within
the scope of this subparagraph, the prO-
ration of the exemptions provided in
§ 39.143-3, is not applicable. The rate
of 10 percent provided in this subpara-
graph should, therefore, be applied
against the gross amount of the com-
pensation derived from labor or per-
sonal services by such an individual.
The provisions of this subparagraph
shall not be construed as cancelling or
affecting any exemption from withhold-
ing In the case of any nonresident alien
individual under existing law, regula-
tions, or ruling, nor do such provisions
affect the tax liability of such a nonresi-
dent alien individual.

(3) Under the provisions of section
143 (b) the rate of tax withheld at the
source shall not exceed 271/? percent in
the case of interest on bonds, mortgages,
or deeds of trust or other similar ob-
ligations of a corpbratlon within the
provisions of section 143 (a) (1) were
it not for the fact that the maturity date
of such obligations has been extended on
or after January 1, 1934,

(4) The tax must be withheld at the
source from the gross amount of any dis-
tribution made by a corporation, other
than a nontaxable distribution payable
in stock or stock rights or a distribution
in partial or complete liquidation, with-
out regard to any claim that all or a por-
tion of such distribution is not taxable.
Appropriate adjustments, If any, will be
made upon the filing of claims for re-
fund.

(5) The tax need not be withheld on
accrued interest paid in connection with
the sale of bonds between interest dates.

(6) A tax of 30 percent must be
withheld from interest on bonds or secu-
rities not containing a tax-free cove-
nant, or containing a tax-free covenant
and issued on or after January 1, 1934,
if the owner is unknown to the withhold-
ing agent, except where such interest
represents Income from sources wlthout
the United States.

(7) The gross amount of rents paid
under a Supplement U lease to an or-
ganization subject to the tax imposed
by section 421 a) with respect to rents
includible under section 422 in comput-
Ing unrelated business net income is
subject to withholding.

(8) For withholding in the case of
income paid to nonresident foreign cor-
porations, see § 39.144-1.

(9) Resident or domestic fiduciaries
are required to deduct the income tax
at the source from all fixed or deter-
minable annual or periodical gains,
profits, and Income of nonresident alien
beneficiaries, to the extent that such
items constitute gross income from
sources within the United States. Bond
interest, dividends, or other fixed or de-
terminable-annual or periodical income
paid to a nonresident alien fiduciary is
subject to withholding even though the
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beneficiaries of the estate or trust are
citizens or residents of the United States.

(10) The income of a trust created by
a nonresident alien individual and tax-
able to the grantor under the provisions
of section 166 or 167 is subject to with-
holding even though the beneficiaries of
such trust are citizens or residents of
the United States, and regardless of
whether the beneficiaries are exempt
from income tax.

(11) A debtor corporation having an
issue Qf bonds or other similar obliga-
tions which appoints a duly authorized
agent to actn its behalf under the with-
holding provisions of the Internal Reve-
nue Code, is required to file notice of
such appointment with the Comms-
sioner of Internal Revenue, Washington
25, D. C., giving the name and address of
the agent; except that, on and afterJuly
19, 1953, such notice shall be filed with
the District Director of Internal Revenue,
Baltimore 2, Maryland.

(12) If, in connection with the sale
of its property, payment of the bonds or
other obligations of a corporation is
assumed by the assignee, such assignee,
whether an individual, partnership, or
corporation, must deduct and withhold
such taxes as would be required to be
withheld by the assignor had no such
sale or transfer been made.

(13), For determining income from
sources within the United States, see sec-
tion 119.

(14) As to who are nonresident alien
individuals, see §§-39.211-2 and 39.3797-8.
For the purpose of section 143 (a) (1)
and (b) the term, "nonresident alien in-
dividual" includes an alien resident of
Puerto Rico. For classification of for-
eign corporations, see §§ 39.231-2 and
39.3797-8. As to what partnerships are
deemed to be nonresident partnerships,
see § 39.3797-8.

(15) For withholding in the case of
dividends distributed by a corporation
organized under the China Trade. Act,
1922 (15 U. S. C., c. 4) see §§ 39.143-3
and 39.262-4.

(b) Tax-free covenant bonds zssued
before January 1, 1934. (1) The with-
holding provisions of section 143 (a) (1)
are applicable only to bonds, mortgages,
or deeds of trust, or other similar obliga-
tions of a corporation which were issued
before January 1, 1934, and which con-
tam a tax-free covenant. For the pur-
pose of section 143 (a) (1) bonds, mort-
gages, or deeds of trust, or other similar
obligations of a corporation, are issued
when delivered. If a broker or other
-person acts as selling agent of the ob-
ligor, the obligation is issued when deliv-
bred by the agent to the purchaser. If
a broker-or other person purchases the
obligation outright for the purpose of
holding or reselling it, the obligation is
issued when delivered to such broker or
other person.

_(2) In order that the date of issue of
bonds, mortgages, or deeds of trust, or

--- other similar obligations of corporations,
containing a tax-free covenant may be
readily determined by the owner, for the
purpose of preparing the ownership cer-
tificates required by the regulation under
section 143, the "issuing" or debtor cor-
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poratlon shallindicate, by an appropriate
notation, the date of issue or use the
phrase "Issued on or after January 1,
1 934 ," on each such obligation or in a
statement accompanying the delivery of
such obligation.

(3) In cases where on or after January
1, 1934, the maturity date of bonds or
other obligations of a corporation is ex-
tended, the bonds or other obligations
shall be considered to have been issued
on or after January 1, 1934. The Inter-
est on such obligations is not subject to
the withholding provisions of section 143
(a) but falls within the class of interest
described in section 143 (b)

(4) In the case of interest upon bonds
or other obligations of a corporation con-
taining a tax-free covenant and issued
before January 1, 1934, paid to an Indi-
vidual, a fiduciary, or a partnership,
whether resident or nonresident, with-
holding of a tax of 2 percent Is required,
except that if the liability assumed by
the obligor in connection with such a
covenant does not exceed 2 percent of
the interest, withholding Is required at
the rate of 30 percent In the case of a
nonresident alien, or a nonresident part-
nership composed In whole or in part of
nonresident allen individuals, or if the
owner is unknown to the withholding
agent. The rates of withholding appli-
cable to the interest on bonds or other
obligations of a corporation containing
a tax-free covenant, and Issued before
January 1, 1934, are applicable to inter-
est on such obligations issued by a do-
mestic corporation or a resident foreign
corporation. However, withholding is
not required in the case of interest pay-
ments on such bonds or obligations if
such interest is not to be treated as In-
come from sources within the United
States under section 119 (a) (1) (B)
and the payments are made to a non-
resident alien or a partnership composed
wholly of nonresident aliens. A non-
resident foreign corporation having a
fiscal or paying agent in the United
States is required to withhold a tax of
2 percent upon the interest on Its tax-free
covenant bonds Issued before January 1,
1934, paid to an individual or fiduciary
who is a citizen or resident of the United
States, or to a partnership any member
of which is a citizen or resident, or to an
unknown owner.

(5) For withholding in the case of In-
terest upon bonds or other obligations of
a corporation containing a tax-free cov-
enant and issued before January 1, 1934,
paid to nonresident foreign corporations,
see § 39.144-1.

(6) Bonds issued under a trust deed
containing a tax-free covenant are
treated as if they contain such a cove-
nant. If neither the bonds nor the trust
deeds given by the obligor to secure them
contained a tax-free covenant, but the
original trust deeds were modified before
January 1, 1934, by supplemental agree-
ments containing a tax-free covenant
executed by the obligor corporation and
the trustee, the bonds Issued before Janu-
ary 1, 1934, are subject to the provisions
of section 143 (a) provided appropriate
authority existed for the modification 61
the trust deeds in this manner. The
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authority must have been contained In
the original trust deeds or actually
secured from the bondholders.

('1) In the case of corporate bonds or
other obligations containing a tax-free
covenant, Issued before January 1, 1934,
the corporation paying a Federal tax,
or any part of it, for someone else pur-
suant to its agreement Is not entitled to
deduct such payment from its gross in-
come on any ground nor shall the tax
so paid be included in the gross income
of the bondholder. The amount of the
tax may nevertheless be claimed by the
bondholder as a credit against the total
amount of Income tax due in accordance
with section 143 (d). The tax withheld
at the source upon tax-free covenant
bond interest included in the income of
an estate or trust and taxable to the
beneficiaries thereof (including the
grantor of a trust subject to section 166
or 167) Is allowable, pro rata, as a credit
against (1) the tax required to be with-
held by the fiduciary from the income
of nonresident alien beneficiaries and
(ii) the total tax computed In the re-
turns of the beneficiaries required to
mahe returns. In the case, however, of
corporate bonds or other obligations con-
taining an appropriate tax-free cove-
nant, the corporation paying for some-
one else, pursuant to its agreement, a
State tax or any tax other than a Fed-
eral tax may deduct such payment as
interest paid on indebtedness.

§ 39.143-2 Fixed or determmnable an-
nual or periodical income. (a) Only
fixed or determinable annual or period-
ical Income Is subject to withholding.
The Internal Revenue Code specifically
includes In such income, interest, divi-
dends, rent, salaries, wages, premiums,
annuities, compensations, remunerations,
and emoluments. But other kinds of in-
come are included, as, for instance,
royalties.

(b) Income Is fixed when it s to be
paid In amounts definitely predeter-
mined. Income Is determinable when-
ever there Is a basis of calculation by
which the amount to be paid may be
ascertained. The income need not be
paid annually if It Is paid periodically-
that Is to say, from time to time, whether
or not at regular intervals. That the
length of time during which the pay-
menfs are to be made may be increased
or diminished In accordance with some-
one's will or with the happening of an
event does not make the payments any
the less determinable or periodical. A
salesman working by the month for a
commission on. sales which is paid or
credited monthly receives determinable
periodical income. The share of the
fixed or determinable annual or pen-
odical income of an estate or trust from
sources within the United States which
is distributable, whether distributed or
not, or which has been paid or credited
during the taxable year to a nonresi-
dent alien beneficiary of such estate or
trust constitutes fixed or determinable
annual or periodical income within the
meaning of section 143 (b) The income
derived from the sale In the United States
of property, whether real or personal, is
not fixed or determinable annual or pe-

§ 39.143-2
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riodical income. Such items as taxes,
interest on mortgages, or premiums on
insurance paid to or for the account of
a nonresident alien landlord by a tenant,
pursuant to the terms of the lease, con-
stitute fixed or determinable annual or
periodical income.

§ 39.143-3 Exemption from withhold-
ing. (a) Withholding from interest on
bonds or other obligations of corpora-
tions issued before January 1, 1934, con-
taining a tax-free covenant, shall not be
required if there is filed with the with-
holding agent when presenting coupons
for payment, or not later than February
1 of the following year, an ownership
certificate on Form 1000 stating-

(1) In the case of a citizen or resident
of the United States, that his net income
does not exceed his exemptions under
section 25 (b) or

(2) In the case of an estate ortrust,
that the net income does not exceed the
credit allowed under section 163 (a) (1)
To avoid mconvenmence, a resident alien
should file a certificate of residence on
Form 1078 with withholding agents, who
shall forward such certificates to the
Commissioner of Internal Revenue,
Washington 25, D. C., with a letter of
transmittal; except that, on and after
July 19, 1953, such certificates shall be
forwarded to the District Director of In-
ternal Revenue, Baltimore 2, Maryland.

(b) The income of domestic corpora-
tions and of resident foreign corpora-
tions is free from withholding.

(c) No withholding from dividends
paid by a corporation orgamzed under
the China Trade Act, 1922 (15 U. S. C.,
c. 4) is required unless the dividends
are treated as income from sources with-
in the United States under section 119
and are distributed to-

(1) A nonresident alien other than a
resident of, China at the time of such
distribution;

(2) A nonresident partnership com-
posed in whole or in part of nonresident
aliens (other than a partnership resident
in China) or

(3) A nonresident foreign corporation
(other than a corporation resident in
China)

(d) The salary or other compensation
for personal services of a nonresident
alien individual who enters or leaves the
United States at frequent intervals shall
not be subject to deduction. and with-
holding of income tax at the source if-

(1) Such nonresident alien is a resi-
dent of Canada or Mexico, or

(2) Such nonresident alien is engaged
in agricultural labor as defined in sec-
tion 1426 (h) -

(e) A nonresident alien individual not
engaged in .trade or business within the
United States at any time within the
taxable year is subject to the tax imposed
by section 211 (a) on gross income and
is not entitled to the exemptions under
section 25 (b) A nonresident alien in-
dividual who is engaged in trade or busi-
ness within the United States at any
time during the taxable year is entitled
to the exemption allowed by section 25
(b) (1) (A) If such nonresident alien
is a resident of Canada or Mexico, he

§ 39.143-3

is also entitled to the exemptions allowed
by section 25 (b) (1) (B) (C) or (D)
The benefit of such exemptions may
not be received by filing a claim therefor
with the withholding agent. However,
in the determination of the tax to be
withheld at the source under section 143
(b) with respect to remuneration paid
for labor or personal services performed
within the United States by a nonresi-
dent alien, the benefit of the exemption
for both normal tax and surtax shall
be allowed, prorated upon a daily basis
for the period of employment during any
portion of which labor or personal serv-
ices are performed within the United
States by such alien. Such proration
is on a basis of $1.70 per day. Thus,
if A, a nonresident allen seaman em-
ployed by X Shipping Corporation, is
paid in 1952 upon the termination of
a voyage covering 100 days and A per-
forms personal services within the
United States during, or incident to such
voyage, the amount of $170 will be allo-
cated as the portion of the exemption
to be allowed as a credit against the
remuneration of A for personal services
performed within the United States dur-
ing such voyage, and withholding shall
be applied against the balance, if any,
of such remuneration. If, for example,
the total remuneration paid to A for
such voyage is $800, of which the amount
of $120 is allocable to sources within the
United States, there is no withholding.
As to what constitutes remuneration for
labor or personal services performed
witin the United States, see section
119 (a) (3) and §f39.119 (a)-3. The
amount of the compensation allocable
to labor or personal services performed
within the United States together with
the amount of the exemption for both
normal tax and surtax, prorated as set
forth above, shall be shown on the an-
nual withholding return, Form 1042.

§ 39.143-4 Ownership certificates for
bond interest. (a) In accordance with
the provisions of section 147 (b) citizens
and resident nidividuals and fiduciaries,
resident partnerships and nonresident
partnerships all of the members of
which are citizens or residents, owning
bonds, mortgages, or deeds of trust, or
other similar obligations issued by a
domestic corporation, a resident foreign
corporation, or a nonresident foreign
corporation having a fiscal agent or a
paying agent in the United States, when
presenting interest coupons for payment
shall file ownership certificates, regard-
less of the amount of the coupons, for
each issue of such obligations issued be-
fore January 1, 1934, and containing a
tax-free covenant.

(b) In the case of interest payments
on overdue coupon bonds, the interest
coupons of which have been exhausted,
ownership certificates are required to be
filed when collecting the interest in the
same manner as if interest coupons
were presented for collection.

(c) In all cases where the owner of
bonds, mortgages, or deeds of trust, or
other similar obligations of a corpora-
tion is a nonresident alien, a nonresi-
dent partnership composed in whole or

in part of nonresident aliens, a nonresi-
dent foreign corporation, or where the
owner Is unknown, an ownership certifl-
cate for each issue of such obligations
shall be filed when interest coupons for
any amount, are presented for payment.
The ownership certificate Is required in
such cases whether or not the obligation
contains a tax-free covenant. However,
ownership certificates need not be filed
by a nonresident alien, a partnership
composed wholly of nonresident aliens,
or a nonresident foreign corporation in
connection with interest payments on
such bonds, mortgages,,or deeds of trust,
or other similar obligations of a domes-
tic or resident foreign corporation quali-
fying under section 119 (a) (1) (B), or
of a nonresident foreign corporation.
Ownership certificates (Form 1001)
shall also be filed In the case of Interest
paid on obligations of the United States
or any agency or instrumentality there-
of, regardless of the date of issuance of
such obligations, If such obligations arc
owned by the persons described in the
first sentence of this paragraph,

(d) The ownership certificate shall
show the name and address of the
obligor, the name and address of the
owner of the obligations, a description of
the obligations, the amount of interest
and its due date, the rate at which tax
is to be withheld, and the date upon
which the interest coupons were pro-
sented for payment.

(e) Ownership certificates need not be
filed in the case of interest payments on
obligations of a State, Territory, or any
political subdivision thereof, or the Dis-
trict of Columbia, or the obligations of
possessions of the United States. See
section 22 (b) (4) Ownership certifi-
cates are not required to be filed in
connection with interest payments on
bonds, mortgages, or deeds of trust, or
other similar obligations issued by an
individual or a partnership. Ownership
certificates are not required where the
owner is a domestic corporation, a res-
ident foreign corporation, or a foreign
government.

(f) When interest coupons detached
from corporate bonds, or from obliga.
tions of the United States or of any
agency or Instrumentality thereof, are
received unaccompanied by ownership
certificates, unless the owner of the
bonds is known to the first bank to which
the coupons are presented for payment,
and the bank Is satisfied that the owner
is a person who is not required to file
an ownership certificate, the bank shall
require of the payee a statement show-
ing the name and address of tho person
from whom the coupons were received
by the payee, and alleging that the
owner of the bonds is unknown to the
payee. Such- statement shall be for-
warded to the Commissioner with the
quarterly return on Form 1012: except
that, on and after July 19, 1953, such
statement and return shall be forwarded
to the District Director of Internal
Revenue, Baltimore 2, Maryland, The
bank shall also require the payee to pro.
pare a certificate on Form 1001, crossing
out "owner" and Inserting "payee" and
entering the amount of the interest, and

6040

HeinOnline -- 18 Fed. Reg. 6040 1953



Saturday, September 26, 1953

shall stamp or write across the face of
the certificate "Statement furnished,"
adding the name of the bank.

(g) Ownership certificates are re-
quired in connection with interest pay-
ments on registered bonds as in -the case
of coupon bonds, except that if owner-
ship certificates are not furnished by the
owner of such bonds, ownership certifi-
cates must be prepared by the withhold-
ing agent.

§ 39.143-5 Form of certificate for
citizens or residents. For the purpose
of § 39.143-4, Form 1000 shall be used
in preparing ownership certificates of
citizens or residents of the United States
(individual or fiduciary) resident part-
nerships, and nonresident partnerships
all of the members of which are citizens
or residents. If the obligations are is-
sued by a nonresident foreign corpora-
tion having a fiscal or paying agent in
the United States, Form 1000 should be
modified to show the name and address
of the fiscal agent or the paying agent
in addition to the name and address of
the debtor corporation.

§ 39.143-6 Form of certificate for
nonresident aliens, nonresident foreign
corporations, and unknown owners.
For the purpose of § 39.143-4, Form 1001
shall be used in preparing ownership
certificates (a) of nonresident aliens.
(b) of nonresident partnerships com-
posed in whole or in part of nonresident
aliens, (c) of nonresident foreign corpo-
rations, and d) where the owner is
unknown.

§ 39.143-7 Return and payment of tax
withheld. (a) Every withholding agent
shall make on or before March 15 an
annual return on Form 1013 of the tax
withheld from interest on bonds or other
obligations of corporations and interest
on obligations issued by the United States
or any agency or instrumentality thereof
on or after March 1, 1941. This return
should be-filed with the district director
for the internal revenue district in which
the withholding agent is located. The
withholding agent also shall make a
quarterly return on Form 1012 on or be-
fore the last day of the month following
the termination of the quarter for winch
the return is made. The ownership cer-
tificates, Forms 1000 and 1001, must be
forwarded to the Commissioner with
the quarterly return; except that, on and
after July 19, 1953, such certificates and
return Shall be forwarded to the District
Director of Internal Revenue, Balti-
more 2, Maryland. Forms 1001 should
be listed on the quarterly return. While
Forms 1000 need not be listed on the.
return, the number of such forms sub-
mitted and the total amount of interest
paid and of the tax withheld on such
of the forms as report interest from
which the tax is to be withheld should be
entered in the spaces provided. If Form
1000 is modified to show the name and
address of a fiscal or paying agent in the
United States (see § 39.143-5) Forms
1012 and 1013 should be likewise modi-
fled. In the case of interest on obliga-
tions of the United States or of any
agency or instrumentality thereof the
withholding agents shall be: (1) The
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Commissioner of the Public Debt for in-
terest paid by checks issued through the
Bureau of the Public Debt; (2) the
Treasurer of the United States for all
interest paid by him, whether by check
or otherwise; and (3) each Federal re-
serve bank for all interest paid by it,
whether by check or otherwise.

(b) Every person required to deduct
and withhold any tax from income other
than such bond interest shall make an
annual return thereof to the district di-
rector of internal revenue for the inter-
nal revenue district In which such person
is located on or before March 15 on Form
1042, showing the amount of tax required
to be withheld from each nonresident
alien, nonresident partnership composed
in whole or in part of nonresident aliens,
or nonresident foreign corporation to
which income other than bond interest
was paid during the previous taxable
year. There shall be reported on Form
1042B not only such items of income
listed on "orm 1042, but also such items
of interest listed on quarterly returns
on Form 1012, including items of interest
where the liability for withholding Is
only 2 percent.

c) In every case the tax withheld
must be paid to the district director of In-
ternal revenue on or beforeMarch 15 of
the following year. For penalties and
additions to the tax attaching upon fail-
ure to make such returns or such pay-
ments, see sections 145 and 291.

(d) If a debtor corporation has desig-
nated a person to act for It as withhold-
ing agent, and such person has not
withheld any tax from the income nor
received any funds from the debtor cor-
poration to pay the tax which the
debtor corporation assumed In connec-
tion with its tax-free covenant bonds,
such person cannot be held liable for
the tax assumed by the debtor corpora-
tion merely by reason of such person's
appointment as withholding agent. If
a duly authorized withholding agent has
become insolvent or for any other reason
fails to make payment to the district
director of internal revenue of money
deposited with it by the debtor corpora-
tion to pay taxes, or money withheld
from bondholders, the debtor corpora-
tion is not discharged of its liability
under section 143 (a) (1), since the
withholding agent is merely the agent
of the debtor corporation.

(e) In any case where income Is pay-
able in any medium other than money.
the withholding agent shall not release
the property so received until It has been
placed in funds sufficient to enable it
to pay over in money the tax required
to be withheld with respect to such
income.

§ 39.143-8 Ownership certificates in
the case of fiduciaries and Joint owners.
If fiduciaries have the control and cus-
tody of more than one estate or trust.
and such estates and trusts have as
assets bonds of corporations and other
securities, a certificate of ownership
shall be executed for each estate or
trust, regardless of the fact that the
bonds are of the same issue. The owner-
ship certificate should show the name
of the estate or trust, in addition to
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the name and address of the fiduciary.
If bonds are owned Jointly by two or
more persons, a separate ownership
certificate must be executed in behalf
of each of the owners.

§ 39.143-9 Return of income from
which tax was withheld. (a) The entire
amount of the income from which the
tax was withheld shall be included in
gross income in the return required to be
made by the recipient of the income
without deduction for such payment of
the tax but any tax so withheld shall ba
credited against the total income tax as
computed In the taxpayer's return.
See, however, § 39.142-5. If the tar is
paid by the recipient of the income or by
the withholding agent it shall not be re-
collected from the other, regardless of
the original liability therefor, and in
such event no penalty will be asserted
against either person for failure to re-
turn or pay the tax where no fraud or
purpose to evade payment is involved.

(b) Tax withheld at the source upon
fixed or determinable annual or period-
ical income paid to nonresident alien
fiduciaries Is deemed to have been paid
by the persons ultimately liable for the
tax upon such income. Accordingly, if
a person Is subject to the taxes imposed
by section 11, 12, 13, or 15 upon any
portion of the income of a nonresident
alien estate or trust, the part of any tax
withheld at the source which is properly
allocable to the income so taxed to such
person shall be credited against the
amount of the income tax computed
upon his return, and any excess shall
be credited against any income, war-
profits, or excess-profits tax, or install-
ment thereof. then due from such per-
son, and any balance shall be refunded.

§ 39.144 Statutory provons; pay-
nent of corporation income tax at source.

Szc. 144. Payment of corporation income
tax at ource. In the case or foreign corpo-
ration subject to taxation under this chapter
not engaged In trade or buzinez within the
United State, there shall be deducted and
withheld at the source in the same manner
and upon the came Iters of Income as Is
provided In section 143 a tax equal to 30 per
centum thereof, except that in the case of
corporations organized under the laws of any
country In North, Central, or South America.
or In the West Indies, or of Newfoundland.
such rate with respact to dividends shall be
reduced to such rate (not less than 5 per
centum) as may be provided by treaty 7ith
such country. and such tax shall be returned
and paid in the same manner and subject to
the came conditions as provided In that sac-
tion: Prorlfded, That In the caze of interezt
decrbed In subsection (a) of that section
(relating to tax-free covenant bonds) the
deduction and withholding shall be at the
rate specified In such subsection.
[Sec. 144 as amended by sec. 5 (b), Rev. Act
1940; sea . 107 (a) and 10a (a), Rev. Act
1941: zeca. 103 (a) and 160 (a) (3), Rev. Act
1942]

§ 39.144-1 Withholding in the case of
-nonresident foreign corporations. (a)
A tax of 30 percent Is required to be
withheld In the case of fixed or deter-
minable annual or periodical income
paid to a nonresident foreign corpora-
tion except (1) income from sourcea
without the United States, including in-
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terest on deposits with persons carrying
on the banking business paid to such
corporation, and (2) interest upon bonds
or other obligations of a corporation
containing a tax-free covenant and is-
sued before January 1, 1934, where the
liability assumed by the obligor exceeds
2 percent of the interest. Such rate
shall be reduced as may be provided by
treaty with any country.

(b) Withholding is required in the
case of interest paid on obligations
issued on or after March 1, 1941, by the
United States or any agency or instru-
mentality thereof. See §§ 39.22 (b)
(4)-4 and 39.22 (b) (4)-6, relating to
the taxation of such interest, and
§ 39.143-4, relating to ownership cer-
tificates.

(c) Withholding of a tax at the rate of
2 percent is required in the case of in-
terest paid to a nonresident foreign cor-
poration, upon bonds or other obliga-
tions of a corporation issued before
January 1. 1934, and containing a tax-
free covenant, if the liability assumed
by the obligor exceeds 2 percent of the
interest and the interest is treated as
Income from sources within the United
States.

(d) A tax of 30 percent is required to
be withheld from dividends (other than
dividends distributea by a corporation
organized under the China Trade Act,
1922 (15 U. S. C., c. 4) to a resident of
China) from sources within the United
States paid to a nonresident foreign cor-
poration, except that such rate of 30 per-
cent shall be reduced as may be provided
by treaty with any country. Dividends
paid by a foreign corporation are not,
however, subject to withholding unless
such corporation is engaged in trade or
business within the United States and
more than 85 percent of the gross income
of such foreign corporation for the 3-year
period ending with the close of its taxable
year preceding the declaration of such
dividends (or for such part of such period
as the corporation has been in existence)
was derived from sources within the
United States as determined under the
provisions of section 119. See also sec-
tion 143.

(e) For withholding in the case of
dividends distributed by a corporation
organized under the China Trade Act,
1922 (15 U. S. C., c. 4), see §§ 39.143-3 and
39.262-4.

(f) For withholding in the case of
rents under a Supplement U lease paid
to a foreign corporation subject to the
tax imposed by section 421 (a) see sec-
tion 143 (h) and § 39.143-1 (a)

(g) Under the provisions of section
143 (b) the rate of tax withheld at
the source shall not exceed 272 percent
in the case of interest on bonds, mort-
gages, or deeds of trust or other similar
obligations of a corporation within the
provisions of section 143 (a) (1) were
It not for the fact that the maturity
date of such obligations has been ex-
tended on or after January 1, 1934.

§ 39.144-2 Aids to withholding agents
in determining liability for uwithholding
of tax. (a) Since no withholding of
tax on bond interest, dividends, or other
income is required in the case of a
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resident f o r e i g n corporation (see
§ 39.143-3) the person paying such in-
come should be notified by a letter from
such corporation that it is not subject
to the withholding provisions of the
Internal Revenue Code. The letter from
the corporation shall contain the address
of its office or place of business in the
United States and be signed by an officer
of the corporation giving his official
title. Such letter of notification, or
copy thereof, should be immediately
forwarded by the recipient to the Com-
missioner of Internal Revenue, Re-
turns Section, Washington 25, D. C.,
except that, on and after July 19, 1953,
such letter, or a copy thereof, shall be
forwarded to the District Director of In-
ternal Revenue, Baltimore 2, Maryland.
The same procedure should be followed
in the case of resident partnerships,
composed in whole or in part of non-
resident aliens, not subject to the with-
holding provisions of the Code except
in the case of interest on tax-free cove-
nant bonds. The letter should be signed
by a member oi the firn.

(b) W-hen a payor corporation, or any
other person (including a nominee),
having the control, receipt, custody
disposal, or payment of dividends has
no definite knowledge of the status of a
shareholder, the tax should be withheld
if the shareholder's address is outside
the United States. If the shareholder's
address is within the United States, it
may be assumed that such shareholder
is a citizen or a resident thereof. Unless
the name and style of the shareholder
are such as to indicate clearly that lie
Is a nonresident alien, an address in
care of another person in the United
States does not of itself warrant the
treating of the shareholder as a non-
resident alien. If a shareholder changes
his address from a place without the
United States to a place within the
United States, the tax should be with-
held unless proof is furnished showing
that he is a citizen or a resident of the
United States. A person's written state-
ment that he is a citizen, or resident
of the United States, may be relied upon
by the payor of income as proof that
such person is a citizen or resident of the
United States.

§ 39.145 Statutory provisions; pen-
alties.

SEc. 145. Penaltfes-(a) Failure to file re-
turns, submit information, or pay estimated
tax or tax. Any person required under this
chapter to pay any estimated tax or tax, or
required by law or regulations made under
authority thereof to make a return or dec-
laration, keep any records, or supply any In-
formation, for the purposes of the computa-
tion, assessment, or collection of any esti-
mated tax or tax imposed by this chapter,
who willfully fails to pay such estimated tax
or tax, make such return or declaration, keep
such records, or supply such information, at
the time or times required by law or regu-
lations, shall, In- addition to other penalties
provided by law, be guilty of a misdemeanor
and, upon conviction thereof, be fined not
more than $1O,o0O, or imprisoned for not
more than one year, or both, together with
the costs of prosecution.

(b) Failure to collect and pay over tax, or
attempt to defeat or evade tax. Any person

required under this chapter to collect, ac-
count for, and pay over any tax lmposcd
by this chapter, who willfully falls to colleeb
or truthfully account for and pay over such
tax, and any person who willfully attempts
in any manner to evade or defeat anfy tax Im-
posed by this chapter or the payment thereof,
shall, in addition to other penalties provided
by law, be guilty of a felony and, upon con-
viction thereof, be fined not more than
$10,000, or imprisoned for not more than five
years, or both, together with the costs oJ
prosecution.

(c) * [ * Repealed-ze see. 3809 (a)
for corresponding provision of law.]

(d) Person defined. The term "person" av
used in this section includes an officer or em-
ployee of a corporation or a member or em-
ployee of a partnership, who as such oficer,
employee, or member Is under a duty to per-
form the act In respect of which the violation
occurs.

(e) * [Relates to taxable yodre be-
ginning before October 1, 1950, and" ending
after September 30, 1050.1

(f) * * * [Relates to taxable years be-
ginning before November 1, 1951, and end-
ing after October 31, 1951.1

(g) Cross reference. For penalties tos
failure to file information returns with re-
spect to foreign personal holding companies
and foreign corporations, see section 340,
[Sec. 145 as amended by sees, 136 and 172'
(f) (3), Rev. Act 1942: sec, (5) (o), Current
Tax Payment Act 1943,sec. 0 (b) (0), In-
dividual Income Tax Act 1944; see. 4 (b),
Pub. Law 271 (81st Cong.)' sec. 1, Pub. La.
907 (81st Cong.); see. 103 (a), Rev. Act
1051]

§ 39.145-1 Penalties. The penalties
provided for in section 145 cannot bo
assessed but are enforceable only by suit
or prosecution. For limitations on pros-
ecutions, see section 3748. The willful
failure of a taxpayer to give Information
required In his return as to advice or
assistance rendered In the preparation
of the return, and the willful failure of
the person preparing a return for another
to execute the statement required with
reference thereto, make such persons
subject to the penalties imposed by sec-
tion 145 (a) Any person who willfully
makes and subscribes any return, state-
ment, or other document, which contains
or Is verified by a written declaration
that It Is made under the penalties of
perjury and which he does not believe to
betrue and correct as to every material
matter, shall be guilty of a felony, and,
if convicted, shall be fined not more
than $2,000 or imprisoned not more
than five years or both (see section
3809) The privilege against incrimi-
nation In the fifth amendment to
the Constitution is not a defense to a
charge of failure to file a return, and
does not authorize a refusal to state the
amount of income, though the taxpayer's
income was made through crime,

§ 39.146 Statutory provisions; closing
by Commissioner of taxable year

Sxc. 146. Closing by Commissioner of tax-
able year-(a) Tax in jeopardy-(1) De-
parture of taxpayer or removal of property
from United States. If the Commissioner
finds that a taxpayer designs quickly to de-
part from the United States or to remove
his property therefrom, or to conceal him-
self or his property therein, or to do any
other act tending to prejudice or to render
wholly or partly ineffectual proceedings to
collect the tax for the taxable year then
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last past or the taxable year then current
unless such proceedings be brought without
delay, the Commissioner shall declare the
taxable period for such taxpayer immediate-
ly terminated and shall cause notice of such
finding and declaration to be given the tax-
payer, together with a demand for immedi-
ate payment of the tax for the taxable period
so declared terminated and of the tax for
the preceding taxable year or so much of
such tax as is unpaid, whether or not the
time otherwise allowed by law for filing re-
turn and paying the tax has expired; and
such taxes shall thereupon become Immedi-
ately due and payable. In any proceeding
in court brought to enforce payment of
taxes made due and payable by virtue of
the provisions of this section the finding of
the Commissloner, made as herein provided,
whether made after notice to the taxpayer
or not, shall be for all purposes presumptive
evidence of the taxpayer's design.

(2) dorporation zn liquidation. If the
Commissioner finds that the collection of
the tax of a corporation for the current or
last preceding taxable year will be jeopard-
ized by the distribution of all or a portion
of the assets of such corporation in the
liquidation of the whole or any part of its
capital stock, the Commissioner shall de-
clare the taxable period for such taxpayer
immediately terminated and shall cause
notice of such finding and declaration to be
given the taxpayer, together with a demand
for immediate payment of the tax for the
taxable period so declared terminated and
of the tax for the last preceding taxable
year or so much of such tax as is unpaid,
whether or not the time otherwise allowed
by law for filing return and paying the tax
has expired; and such taxes shall thereupon
become immediately due and payable.

(b) Security for payment. A taxpayer
who is not in default in making any return
or paying income, war-profits, or excess-
profits tax under any Act of Congress may
furnish to the United States, under regula-
tions to be prescribed by the Commissioner,
with the approval of the Secretary, security
approved by the Commissioner that he will
duly make the return next thereafter re-
quired to be filed and pay the tax next there-
after required to be paid. The Commissioner
may approve and accept in like manner
security for return and payment of taxes
made due and payable by virtue of the
provisions of this s'ection, provided the tax-
payer has paid in full all other income, war-
profits, or excess-profits taxes due from him
under any Act of Congress.

(c) Same-Exemption from section. If
security is approved and accepted pursuant to
the provisions of this section and such fur-
ther or other security with respect to the
thx or taxes covered thereby is given as the
Commissioner shall from time to time find
necessary and require, payment of such taxes
shall not be enforced by any proceedings
under the provisions of this section prior to
the expiration of the time otherwise allowed
for paying such respective taxes.

(d) Citizens. In the case of a citizen of
the United States or of a possession of the
United States about to depart from the
United States the Commissioner may, at his
discretion, waive any or all of the require-
ments placed on the taxpayer by this section.

(e) Departure of alien: No alien shall
depart from the United States unless he
first procures from the collector or agent in
charge a certificate that he has compled
with all the-obligations imposed upon him
by the income, war-profits, and excess-profits
tax laws.

(f) Addition to tax. If a taxpayer violates
or attempts to violate this section there shall,
in addition to all other penalties, be added
as part of the tax 25 per centum of the total
amount of the tax or deficiency in the tax.
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together with interest at the rate of 0 per
centum per annum from the time the tax
became due.

§ 39.146-1 Termination of the tax-
able period by Commissioner (a) Sec-.
tion 146 provides that in the case of a,
taxpayer who designs by immediate de-
parture from the United States or
otherwise to avoid the payment of the
tax for the preceding or current taxable
year, the Commissioner may upon
evidence satisfactory to him, declare
the taxable period for such taxpayer
immediately terminated and cause to be
served upon him notice and demand for
immediate payment of the tax for the
taxable period declared terminated, and
of the tax for the preceding taxable year,
or so much of such tax as Is unpaid. In
such a case the taxpayer is entitled to
the exemptions for both normal tax and
surtax provided by section 25 (b) if
otherwise allowable, but the *amount of
such exemptions shall be reduced pro-
portionately to the length of the period
for which the return is made. If suit Is
necessary to collect a tax made due and
payable by the provisions of section 146
(a) (1) the Commissioner's finding is
presumptive evidence of the taxpayer's
design. Section 146 (a) (2) provides
for a similar termination of the taxable
period of a corporation if the Commis-
sioner finds that the collection of the tax
of the corporation for the current or
preceding taxable year will be jeopard-
ized by the distribution of all or a
portion of the assets of such corporation
in the liquidation of the whole or any
part of its capital stock. Such finding
of the Commissioner is considered prima
fade correct. A taxpayer who is not in
default in making the returns or In pay-
ing other taxes may procure the post-
ponement until the usual time of the
payment of taxes which are or may be
due pursuant to this section by deposit-
ing, with the Commissioner, United
States bonds of a principal amount not
exceeding double the amount of taxes
due for the taxable period, or by furnish-
ing such other security as may be ap-
proved by the Commissioner.

(b) Except as provided in paragraph
(c) of this section, an alien who intends
to depart from the United States will
be required to file a return of income
on Form 1040C and to obtain a certif-
icate of compliance with income tax
obligations from the district director of
internal revenue. A certificate of com-
pliance is attached to and made a part
of Form 1040C. An alien, whether resi-
dent or nonresident, who intends to de-
part from the United States should
appear before the district director of n-
ternal revenue for the internal revenue
district in which he resides and satisfy
all income tax obligations with respect
to income received or to be received,
determined as nearly as may be, up to
and including the date of his intended
departure. Upon payment of such obli-
gations, or upon the furnishing of such
security as may be approved by the Com-
missioner for the payment of such obli-
gations, or upon satisfactory evidence
that no tax Is due and payable, the dis-
trict director of internal revenue will
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Issue a certificate of compliance to the
applicant. A properly executed cerdf-
icate of compliance issued by the district
director of internal revenue must be pre-
sented at the point of departure. An
alien presenting himself at the point
of departure without such certificate of
compliance will be examined by an in-
ternal revenue officer at that point and
such taxes as appear to be due and
owing will be collected. Citizens of the
United States or of poss-ssions of the
United States departing from the United
States will not be required to procure
certificates of compliance or to present
any other evidence of compliance with
Income tax obligations.
(c) An alien who intends to depart

from the United States and whose tax-
able year has not been terminated by the
Commissioner as provided in section 146
(a) and who Is not In default in makng
any return, or paying income, war-
profits, or excess-profits tax under any
Act of Congress, may procure a certifi-
cate of compliance as provided in section
146 (e) by (1) appointing m writing on
Form 934 an attorney in fact, resident in
the United States, to make his income
tax return or returns for the taxable year
current at the time of his intended de-
parture and for the preceding taxable
year (if not already made), (2) making
on Form 1040D a return of information
for his taxable year current at the time
of his intended departure and a return
on that form for the preceding taxable
year where the period for makig the
income tax return for the preceding tax-
able year has not expired, and (3) either
paying the estimated tax as shown on
the information return (Form 1040D)
which will be credited on account for the
year covered by such return, or furnish-
ing security approved by the Commis-
stoner that he will make the required
return or returns and pay the tax or
taxes required to be paid. If such secur-
ity is approved and accepted and such
further security with respect to the tax or
taxes covered thereby is given as the
Commissioner shall from time to time
find necessary and require, payment of
such taxes may be postponed until the
expiration of the time otherwise allowed
for their payment. The departing alien
may furnish as security a surety bond on
Form 1133 in an amount not exceeding
double the amount of tax for his taxable
year current at the time of his intended
departure, and for the preceding- taxable
year (if not already paid) conditioned
upon the making of his return or returns
for such year or years (if not already
made) and the payment of any tax or
taxes that may become payable for such
year or years together with any penalty
and interest that may accrue thereon,
such bond to be executed by a surety or
sureties approved by the Commissioner.
In lieu of such a surety bond, the tax-
payer may furnish as security a penal
bond (Form 1133) approved by the
Commissioner, secured by deposit of
bonds or notes of the United States equal
in their total par value to an amount not
exceeding double the amount of the tan
or taxes in respect of which the bond is
furnished. A form of a "certificate of

§ C9.146-1
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compliance" is made a part of Form
1040D. Bonds complying with the pro-
visions of this section, if properly exe-
cuted and with adequate surety, are
approved, and may be accepted in the
name of the Commissioner, by the dis-
trict director of internal revenue by
signing the Form 1133 as follows:

Commissioner of Internal Revenue

B y -------------------- ---
(District Director of Internal Revenue)

(d) A corporation will not be accepted
as a surety on a bond unless the corpo-
ration holds a certificate of authority
from the Secretary of the Treasury as
an acceptable surety on Federal bonds.
If the surety on the bond is an individual
or individuals, such bond- shall not be
accepted until an -investigation is made
as to the financial and other respon-
sibility of such surety or sureties and
such investigation shows that the collec-
tion of the tax is amply secured by the
bond.

§ 39.147 Statutory provsions; infor-
mation at source.

SEC. 147. Information at source-(a)
Payments of $600 or more. All persons, in
whatever capacity acting, including lessees
or mortgagors of real or personal property,
fiduciaries, and employers, making payment
to another person, of rent, salaries, wages,
premiums, annuities, compensations, re-
munerations, emoluments, or other 'fixed
or determinable gains, profits, and income
(other than paymeits described in section
148 (a) or 149), of $600 or more in any
taxable year, or, in the case of such pay-
ments made by the United States, the officers
or employees of the United States having
information as to such ,payments and re-
quired to make returns in regard thereto
by the regulations hereinafter provided for,
shall render a true and accurate return to the
Commissioner, under such regulations and in
such form and manner and to such extent as
may be prescribed by him with the approval
of the Secretary, setting forth the amount
of such gains, profits, and income, and the
name and address ofthe recipient of such
payment.

(b) Returns regardless of amount of pay-
ment. Such returns may be required, re-
gardless of amounts, (1) in the case of
payments of interest, and (2) in the case
of collections of items (not payable in the
United States) of interest upon the bonds
of foreign countries and interest upon the
bonds of and dividends from foreign cor-
porations by persons undertaking as a matter
of business or for profit the collection of
foreign payments of such interest or divi-
dends by means of coupons, checks,'or bills
of exchange.

(c) Recipient to furnisl, name and ad-
dress. When necessary to make effective the
provisions of this section the name and
address of the recipient of income shall be
furnished upon demand of the person pay-
ing the income.
(Sec. 147 as amended by see. 7 (c), Rev. Act
1940; sees. 112 (a) and 116, Rev. Act 1941;
sec. 131 (c) (3), Rev Act 1942; sec. 202 (c)
(3). Rev. Act 1948; sec. 333, Rev, Act 1951]

§ 39.147-1 Return of information as
to payments of $600 or more. (a) All
persons making payment to another
person qf fixed or determinable income
of $600 or more in any calendar year
must render a return thereof for such
year on or before February 28 of the

§ 39.147
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following year except as specified In insurance Is purchased, the $400 must be
§§ 39.147-3 to 39.147-5, inclusive. A re- reported on Form W-2 and the $300 must
turn shall be made in each case on Form be reported on Form 109. Heads of
1099, accompanied by transmittal Form branch offices and subcontractors em-
1096 showing the number of returns ploying labor, who keep the only corn-
filed, except that the return with respect plete record of payments therefor, shall
to distributions to beneficiaries of a file returns of Information In regard to
trust or of an estate shall be made on such payments with the Commissioner
Form 1041 in lieu of Forms 1099 and of Internal Revenue, Processing Division,
1096. Returns of information on Forms C. C. Station, Kansas City 2, Missouri.
1096 and 1099 should be filed with the When both main ofice and branch of-
Commissloner of Internal Revenue, flce have adequate records, the return
Processing Division, C. C. Station, Kan- shall e filed by the main office.
sas City 2, Missouri. For place of filing (b) Amounts distributed or made
Form 1041, see section 53. The street available in any-calendar year under an
and number where the recipient of the employees' trust governed by the pro-
payment lives should be stated, if pos- visions of section 165, or under an an-
sible. If no present address is available, nuity plan to which § 39.22 (b) (2)-5
the last known post-office address must - relates, to a beneficiary shall be reported
be given. Although to make necessary to the extent such amounts are Includibl0
a return of information the income must in the gross income of such beneficiary
be fixed or determinable, it need not where the amounts so includible are $600
be annual or periodical. See section or more.
39.143-2. (c) In the case of payments made by

(b) Sums paid in respect of life insur- the United States to persons in Its service
ance, endowment, or annuity contracts (civil or armed forces) of wages, salaries,
which are required to be included in or compensation in any other form, the
gross income under §§ 39.22 (b) (1)-1, returns of information shall be made by
39.22 (b) (2)-1, and 39.22 (b) (2)-2 come heads of the executive departments and
within the meaning of the term "fixed other United States Government estab-
or determinable income" and are re- lishments.
qured, to be reported in returns of infor- (d) For cases where no returns of In-
mation as required by this section, except formation are required, see § 39.147-3.
that payments in respect of policies sur- See also § 39.22 (a)-3.
rendered before maturity and lapsed § 39.147-3 Cases where no return ot
policies need not be reported. 94ormatio. requlred. (a) Payment 

(c) Fees for professional services paid of the following character, although
to attorneys, physicians, and members amounting to $600 or more dauring a
of other professions come within the calendar year, need not be reported in
meaning of the term "fixed or deter- retur yf needinot Fort In
minable income" and are required to be returns of Information on Form 100h
reported in returns of information as custo mes
required by tis section. customers;

rud byr thi puroseon. ar(2) Payments of any type made to
Cd) For the purposes of a return of corporations;

information, an amount is deemed to (3) Bills paid for merchandise, tale-
have been paid when it is credited or grams, telephone, freight, storage, and
set apart to the taxpayer without any similar charges;
substantial limitation or restriction as
to the time or manner of payment or (4) Payments of rent made to real
condition upon which payment is to be estate agents (but the agent must report
made, and which is made available to payments to the landlord if the amount
hun so that it may be drawn at any time, paid-during the calendar year was $600
and its receipt brought within his own or more)
control and disposition. (5) Payments representing earned fn-

come for services rendered without the
§ 39.147-2 Return of information as United States made to a citizen of the

to payments to employees. (a) The United States, If it is reasonable to be-
names of all employees to whom pay- lieve that such amounts will be excluded
ments are made of $600 or more in any from gross income under the provisions
calendar year, whether such total sum Is of section 116 (a) and the regulations
made up of wages, salaries, annuities, thereunder'
commissions, or compensation in any (6) Salaries and profits paid or dis.
other form, must be reported. In the tributed by a partnership to the Indi.
case of any such payments of $600 or vidual partners;
more, if a portion thereof constitutes (7) Payments of commissions made
wages subject to withholding under sec- by fire Insurance companies, or other
tion 1622 and such portion is reported on companies insuring property, to general
Form W-2, .the remainder of such pay- agents, except when specifically di-
ments must be reported on Form 1099. rected by the Commissioner to be filed,
For example, if such payments made to (8) Payments of Income upon which
an employee by his employer in 1952 income tax has been withheld at the
amount to $700 and $400 thereof repre- source and reported on Forms 1012, 1013,
sents wages subject to withholding un-
der section 1622, and the remaining $300 and 1042, or Forms 941, W-2, and W-3,
represents compensation not subject to (9) Amounts paid by the Unitea
withholding, for instance, .advances or States to persons in Its service (civil or

"reunbursements for traveling or other armed forces) as an allowance for travel-
expenses, or insurance premiums which ing expenses, including an allowance
in accordance with § 39.165-6 are income for meals and lodgings, as, for example,
to the employee for the tear in which the a per diem allowance In lieu of sub-
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sistence, and amounts paid as reim-
bursements for traveling expenses;

(10) Payments of interest on obliga-
tions of the United States or any agency
or instrumentality thereof;

(11) Payments of interest on corpo-
rate bonds, except in the case of interest
on bonds, mortgages, deeds of trust, or
other similar obligations issued before
January 1, 1934, and containing a tax-
free covenant; and

(12) Payments made to employees
for services performed in Puerto Rico.

(b) The provisions of this section
shall not be applicable with respect to
returns of information as to patronage
dividends, rebates, or refunds required
under section 148 (f) See § 39.148
(f)-l.

§ 39.147-4 Return of information as to
certain interest. In the case of pay-
ments of interest, regardless of amount,
upon bonds and similar obligations of
corporations, and interest on obligations
of the United States or any agency or

-instrumentality thereof, the ownership
certificates, when duly fled, shall con-
-titute and be treated as returns of mi-
formation and in such cases no return
of information on Form 1099 is required.

.See § 39.143-5. As to the requirements
of filing ownership certificates for bond
interest generally in the case of a non-
resident alien, a nonresident partnership
composed in whole or in part of non-
resident aliens, a nonresident foreign
corporation or where the owner is un-
known, and with respect only to interest
-on obligations containing a tax-free
covenant and issued before January 1,

"1934, in the case of a 6itizen or resident
of the United States, a resident partner-
ship and nonresident partnership all the
members of which are citizens or resi-
dents of the United States, see § 39.143-4.

§ 39.147-5 Return of information as
to payments to other than citizens or
residents. In the case of payments of
fixed or determinable annual or period-
ical income to nonresident aliens (indi-
vidual or fiduciary) to nonresident

_partnerships composed in whole or in
part of nonresident aliens, or to non-
resident foreign corporations (see
§ 39.3797-8) the returns filed by with-
holding agents on Form 1042 shall con-
stitute and be treated as returns of in-
formation. See sections 143 and 144.

§ 39.147-6 Foreign items. The term
-foreign items," as used in the regula-
tions in this part, means any item of
interest upon the bonds of a foreign
country or of a nonresident foreign cor-
poration not having a fiscal or paying
agent in the United States (including
Puerto Rico as if a part of the United
states) or any item of dividends upon
the stock of such corporation.

§ 39.147-7 Return of information as
to foreign items. In the case of foreign
items, an information return on Form
1099 is required to be filed by the bank
or collecting agent accepting the items
for collection, if the foreign item is paid
to a citizen or resident of the United
States (individual or fiduciary) or a
partnership any member of which is a
citizen-or resident, and if the amount
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of the foreign items paid In any taxable
year to an individual, a partnership, or
a fiduciary Is $600 or more. Such forms
accompanied by transmittal Form 1096
should be forwarded to the Commis-
sioner of Internal Revenue, Processing
Division, C. C. Station, Kansas City 2,
Missouri, on or before February 28 of
each year. The term "collection" in-
cludes the following: (a) The payment
by the licensee of the foreign Item In
cash; (b) the crediting by the licensee
of the account of the person presenting
the foreign item; (c) the tentative cred-
iting by the licensee of the account of
the person presenting the foreign item
until the amount of the foreign item is
received by the licensee from abroad;
and (d) the receipt of foreign Items by
the licensee for the purpose of trans-
mitting them abroad for deposits. See
§§ 39.147-1 and 39.147-3.

§.39.147-8 Information as to actual
owner (a) When the person receiving
a payment falling within the provisions
of the Internal Revenue Code for infor-
mation at the source is not the actual
owner of the income received, the name
and address of the actual owner or payee
'shall be furnished upon demand of the
individual, corporation, or partnership
paying the income, and- in default of a
compliance with such demand the payee
becomes liable for the penalties provided.
See section 145. Dividends on stock are
prima facie the income of the record
owner of the stock. Upon receipt of
dividends by a record owner, he should

-execute Form 1087 to disclose the name
and address of the actual owner or payee.
Form 1087 should be fled with the Com-
missioner of Internal Revenue, Froces-
siug Division, C. C. Station, Kansas City
2, Missouri, not later than February 28
of the succeeding year. Unless such a
disclosure is made, the record owner will
be held liable for any tax based upon

-such dividends. See § 39.148 (a)-I.
(b) The filing o! Form 1087 is not re-

quired (1) if the record owner is required
to file a fiduciary return on Form 1041,
or a withholding return on Form 1042,
disclosing the name and address of the
actual owner or payee, or (2) if the
actual owner or payee is a nonresident
alien individual, foreign partnership, or
foreign corporation and the tax has been
withheld at the source before receipt of
the dividends by the record owner. See
§ 39.143-1.

§ 39.148 (a) Statutory provisions: In-
formation by corporations; dividend
Payments.

Sac. 148. Information by corporations-
(a) Dividend4 payments. Every corporation
shan, when required by the Commirioner,
render a correct return, duly verified under
oath, of its payments of dividends. stating
the name and address of each shareholder,
the number of shares owned by him, and the
amount of dividends paid to him.

§ 39.148 (a)-1 Return of information
as to Payments of dividends. (a) Sec-
tion 148 provides that every corporation
shall, when required by the Commis-
sioner, render a correct return, duly
verified under oath, of its payments of
dividends, stating the name and address
of each shareholder, the number of

shares owned by him, and the amount
of dividends paid to him. In accordance
with that section, returns of information
in respect of dividend payments shall be
rendered for each calendar year as
follows:

(1) Except as provided in paragraph
(b) of this section, every domestic cor-
poration or foreign corporation engaged
in business within the United States or
having an oflice or place of business or
a fiscal or paying agent in the United
States, making payments of dividends
and distributions (other than distribu-
tions in liquidation) to any shareholder
who Is an individual (citizen or resident-
of the United States) a resident fidu-
ciary, or a resident partnership any
member of which Is a citizen or resident,
amounting to $10 or more durm the
calendar year, shall render an informa-
tion return on Forms 1096 and 1099.
A separate Form 1099 must be prepared
for each shareholder, upon which shall
be shown the name and address of the
shareholder to whom such payment was
made, and the amount paid. These
forms, accompanied by transmittal Form
1096 showing the number of Forms 1099
filed therewith, shall be filed with the
Commissioner of Internal Revenue,
Processing Division, C. C. Station, Kan-
sas City 2, Mlssour, on or before Feb-
ruary 28 of the following year.

(2) The periodical distributions of
earnings on running installment shares
of stock paid or credited by a building
and loan as;sociation to Its holders of
that class of stock are dividends within
the meaning of section 115 (a) The
sum received upon withdrawal from a
building and loan association in excess
of the amounts paid in on account of
membership fees and stock subscriptions,
consisting of accumulated profits, con-
stitutes a dividend within the meaning
of section 115 (a) As to when a stoc
dividend Is taxable as a dividend, see
section 115 (f)

(b) In the case of a dlstriution which
Is made from a depletion or depreciation
reserve, or which for any other reason
is deemed by the corporation to be non-
taxable or partly nontaxable to its share-
holders, the corporation shall fill in the
information on both sides of Form 1096
and forward this form together with
Forms 1099, to the Commissioner of In-
ternal Revenue, Processing Division, C.
C. Station. Kansas City 2, Missouri, not
later than February 1 of the foliowing
year. Upon receipt of this information
the Commissioner will advise the cor-
poration by letter as to any apparent
errors made by the corporation in com-
puting the nontaxable portion of the
distribution in order that the corpora-
tion may, if time permits, furnish such
advice to Its shareholders before the
shareholders file their inconme tax re-
turns for the year in which the distribu-
tion was made. In the case of a corpora-
tion described In section 101 (10) (11)
(12) or (13), making a payment of a
dividend or a distribution to any share-
holder, the information return on.Forms
1096 and 1099 shall be rendered only in
the case of payments amounting to $109
or more during the calendar year. In

§ 39.148 a]-]
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the case of a savings and loan associa-
tion, a cooperative bank, a homestead
association, a credit union, or a building
and loan association an information re-
turn is required to be filed with respect
to dividends or distributions to a share-
holder only if an information return
would have been required under the pro-
visions of § 39.147-1 had the dividends
or distributions been payments of in-
terest, except that, for years prior to
1953, such an organization is required to
file an information return where the
payments to a shareholder amount to
$100 or more during the calendar year.

(c) In any case in wnch it is impos-
sible to file the return within the time
prescribed in this section, the corpora-
tion may, upon a showing of such fact,
obtain a reasonable extension of time
for filing the return. Authority for
granting extensions of time for filing
the return of information is hereby dele-
gated to the various district directors of
internal revenue. Applications for such
extensions shall be addressed to the dis-
trict director of internal revenue for
the internal revenue district in which the
corporation files its income tax returns,
must contain a full recital of the causes
for the delay and must be submitted
on or before the date prescribed for filing
the return of information. No extension
may be granted for more than six
months.

§ 39.148 (b)-(d) Statutory provisions;
information by corporations; profits de-
clared as dividends; accumulated earn-
zngs and profits; contemplated dissolution
or liquidation.

Src. 148. Information by corporations.

(b) Profits declared as dimndends. Every
corporation shall, when required by the Com-
missioner, furnish him a statement of such
facts as will enable him to determine the
portion of the earnings or profits of the
corporation (including gains, profits, and
income not taxed) accumulated during such
periods as the Commssioner may specify,
which have been distributed or ordered to
be distributed, respectively, to its share-
holders during such taxable years as the
Commissioner may specify.

(c) Accumulated earnings and profits.
When requested by the Commissioner, or
any collector, every corporation shall forward
to him a correct statement of accumulated
earnings and profits and the names and ad-
dresses of the indivduals or shareholders
who would be,entitled to the same if divided
or distributed, and of the amounts that
would be payable to each.

(d) Contemplated dissolution or iquida-
tion. Every corporation shall, within thirty
days after the adoption by the corporation
of a resolution or plan for the dissolution of
the corporation or for the liquidation of the
whole or any part of its capital stock, render
a correct return to the Commissioner, veri-
fied under oath, setting forth the terms 'of
such resolution or plan and such other infor-
mation as the Commissioner shall, with the
approval of the Secretary, by regulations
prescribe.

§ 39.148 (d)-1 Return of information
respecting contemplated dissolution or
liquidation-(a) Making and filing of re-
turns. Within 30 days after the adoption
of any resolution or plan for or in respect
of the dissolution of a corporation or the
liquidation of the whole or any part of
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its capital stock, the corporation shall
file with the district director of internal
revenue (Commissioner of Internal
Revenue, Washington 25, D. C., prior to
-the date of publication of this section in
the FEDERAL REGISTER) a correct return on
-Form 966, containing the information re-
quired by paragraph (b) of this section
and by such form. A like return shall be
filed by the corporation in the case of any
amendment of, or supplement to, a reso-
lution or plan for or in respect of the
dissolution of the corporation or the
liquidation of the whole or any part of
its capital stock. A return must be filed
under section 148 (d) in respect of a
liquidation whether or not any part of
the gain or loss to the shareholders upon
the liquidation is recognized under the
provisions of section 112.

(b) Contents of return-Cl) General.
There shall be attached to and made a
part of the return required by section
148 (d) and paragraph (a) of this sec-
tion a certified copy- of the resolution or
plan, together with any amendments
thereof or supplements thereto, and such
return shall in addition contain the fol-
lowing information:

(i) The name and address of the cor-
poration;

(ii) The place and date of incorpo-
ration;

(iii) The date of the adoption of the
resolution or plan and the dates of any
amendments thereof or supplements
thereto; and

(iv) The collection district in which
the last income tax return of the cor-
poration was filed and the taxable year
covered thereby.

(2) Lzqziidation within one calendar
month. In the event- that the cor-
poration is a domestic corporation
and the plan of liquidation provides for
a distribution in complete cancellation
or redemption of all the capital stock
of the corporation, and for the trans-
fer of all the property of the corporation
under the liquidation entirely within
some one calendar month pursuant to
section 112 (b) '7) and any shareholder
claims the benefit of such section,
such return shall, in addition to the in-
formation required by subparagraph (1)
of this paragraph, contain the follow-
Ing:

(i) A statement showing the number
of shares of each class of stock out-
standing at the time of the adoption of
the plan of liquidation, together with a
description of the voting power of each
such class;

(ii) A list of all the shareholders owning
stock at the time of the adoption of the
plan of liquidation, together with the
number of shares of each class of stock
owned by each shareholder, the certifi-
cate numbers thereof, and the total num-
ber of votes to which entitled on the
adoption of the plan of liquidation; and

(iiI) A list of all corporate sharehold-
ers as of August 15, 1950, together with
the number of shares of each class of
stock owned by each such shareholder,
the certificate numbers thereof, the total
number of votes to which entitled on the
adoption of the plan of liquidation, and
a statement-of all changes in ownership

of stock by corporate shareholders be-
tween August 15, 1950, and the date of
the adoption of the plan of liquidation,
both dates inclusive.

(3) Returns in respect of amendments
or supplements. If a return in respect
of any resolution or plan for or In r0-
spect of the dissolution of a corporation
or the liquidation of the whole or any
part of its capil stock has already been
filed pursuant to section 148 (d), a re-
turn in respect of any amendment there-
of or supplement thereto will be deemed
sufficient if It gives the date such prior
return was filed and contains a duly
certified copy of such amendment or
supplement and all other information
required by this section and by Form
966 which was not given In such prior
return. If no return was filed relative
to the resolution or plan which Is being
amended or supplemented, the return
relative to the amendment thereof or
supplement thereto shall contain a duly
certified copy of the resolution or plan
which Is being amended or supple-
mented, together with all amendments
thereof ancj supplements thereto, and
all other information required by this
section and by Form 966.

§ 39.148 (e) Statutory provisions; in-
formation by corporations; distributions
in liquidation.

SEc. 148. In fo r m a t io n by corpora.
tions. * 0 *

(e) Distributions in liquidation. Every
corporation shall, when required by tho
Commissioner, render a correct return, duly
verificd under oath, of Its distributions in
liquidation, stating the name and address
of each shareholder, the nuniber and class
of shares owned by him and the amount
paid to him or, if. the distribution Is in
property other than money, the fair market
value (as of the date the distribution is
made) of the property distributed to him,

§ 39.148 (e)-1 Return of n! nornation
respecting distributions in liquidation,
(a) Unless the distribution is one in
respect of which Information is required
-to be filed pursuant to § 39.112 (b) (6)-6
(b) § 39.112 (g)-6 (a), or § 39,31-11,
every corporation making any distribti-
tion of $600 or more during a calendar
year to any shareholder In liquidation of
the whole or any part of its capital stock
shall file a return of information on
Forms 1096 and 1099L, giving all the
Information required by such forms and
by the regulations in this part. A sepa-
rate Form 1099L must be prepared for
each shareholder to whom such distribu-
tion was made, showing the name and
address of such shareholder, the number
and class of shares owned by him In
liquidation of which such distribution
was made, and the total amount distrib-
uted to hun on each class of stock. If
the amount distributed to such share-
holder on any class of stock consisted in
whole or in part of property other than
money the return on such form shall in
addition show the amount of money dis-
tributed, If any, and shall list separately
each class of property other than nioney
distributed, giving a description of the
property In each such class and a state-
ment of its fair market value at the time
of the distribution. Such forms, accom-

§ 39.148 (b)-4d)
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pained by transmittal Form 1096 showing
the number of Forms 1099L filed there-
with, shall be filed with the Commis-
sioner of Internal Revenue, Processing
Division, C. C. Station, Kansas City 2,
Missouri, on or before February 28 of the
,year following the calendar year in which
such distribution was made.

(b) If the distribution is in complete
liquidation of a domestic corporation
pursuant to a plan of liquidation in ac-
cordance with which all the capital stock
of the corporation is canceled or re-
deemed and the transfer of all the prop-
erty under the liquidation occurs within
some one calendar month pursuant to
section 112 (b) (7) and any shareholder
claims the benefit of such section, the
return on Form 1096 shall show (1) the
amount of earnings and profits of the
corporation accumulated after February
28, 1913, determined as 'of the close of
such calendar month;-without diminution
by reason of distributions made during
such calendar month, but including in
such computation all items of income and
expense accrued up to the date on which
the transfer of all the property under the
liquidation is completed, (2) the ratable
share of such earnings and profits of each
share of stock canceled or redeemed in
the liquidation, and (3) the date and
circumstances of the acousition by the
corporation of any stock or securities dis-
tributed to shareholders in the liquida-
tion.

§ 39.148 (f) Statutory provisions; in-
formation by corporations; patronage
dividends.

SEc. 148. Information by corporations.

(f) Patronage dividends. Any corpora-
tIon allocating amounts as patronage divi-
dends, rebates, or refunds (whether in cash,
merchandise, capital stock, revolving fund
certificates, retain certificates, certificates of
Indebtedness, letters of advice, or in some
other manner that discloses to each patron
the amount of such dividend, refund, or re-
bate) shall render a correct return stating (1)
the name and address of each patron to whom
it has made such allocations amounting to
$100 or more during the calendar year, and
(2) the amount of such allocations to each
patron. If required by the Secretary, any
such corporation shall render a correct return
of all patronage dividends, rebates, or refunds
made during the calendar year to its patrons.
This subsection shall not apply in the case of
any corporation (including any cooperative
or nonprofit corporation engaged in rural
electrification) exempt from taxation under
section 101 (10) or (11) or in the case of any
corporation subject to a tax imposed by sup-
plement G.

[Sec. 148 (f) as amended by sec. 407, Rev.
Act 1939; sec. 5, Pub. Law 271 (81st Cong.);
sec. 314 (c), Rev. Act 1951]

§ 39.148 (f)-I Returns of informa-
tion as to patronage dividends, rebates,
or refunds-(a) In general. Any corpo-
ration allocating to any patron amounts
aggregating $100 or more during the cal-
endar year as patronage dividends, re-
bates, or refunds (whether in cash, mer-
chandise, capital stock, revolving fund
certificates, retain certificates, letters of
advice, or in some other manner that
discloses to each patron the amount of
such dividend, rebate, or refund) shall
for each calendar year render a return
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of information with respect to such alo-
cation on Forms 1096 and 1099. The
allocation shall be reported for the cal-
endar year during which the allocation
is made, regardless of -whether the allo-
cation is deemed for the purpose of sec-
tion 101 (12) (B) to be made at the close
of a preceding taxable year of the cor-
poration.

(b) Contents of return; manner of
making and filing. A separate Form
1099 shall be prepared for each patron
showing the name and address of the
patron to whom such allocation Is made,
and the amount of the allocation. These
forms, accompanied by transmittal Form
1096, showing the number of Forms 1099
filed therewith, shall be filed with the
Commissioner of Internal Revenue,
Processing Division, C. C. Station.
Kansas City 2. Missouri, on or before
February 28-of the following year.

(c) Extension of time for filing. In
any case in which it is impossible to file
the return within the time prescribed in
this section, the corporation may, upon
a showing of such fact. obtain a reason-
able extension of time for filing the re-
turn. Authority for granting extensions
of time for filing the return of informa-
tion is hereby delegated to the various
district directors of internal revenue.
Applications for such extensions shall be
addressed to the district director of in-
ternal revenue for the internal revenue
district in which the corporation is re-
quired to file its income tax return, must
contain a full recital of the causes for
the delay, and must be submitted on or
before the date prescribed for filing the
return of information. No extension
may be granted for more than si:x
months.

(d) Definitions. The terms "coopera-
tive association" "patron" "patronage
dividends, rebates, and refunds", and
"allocation" are defined, for the purpose
of this section, in § 39.101 (12)-2 (b).

§ 39.149-150 Statutory provisions;
returns of brokers; collection of foreign
items.

Sac. 149. Returns of brolers. Every per-
son doing business as a broker shall. whoa
required by the Commsioner, render a cor-
rect return duly verified under oath, under
such rules and regulations as the Commis-
sioner, with the approval of the Secretary,
may prescribe. showing the names of custom-
ers for whom such person has transacted
any business., with such details as to the
profits, losses, or other information which
the Commissioner may require, as to each
of such customers, as will enable the Com-
stoner to determine whether all Income tax
due on profits or gains of such customers has
been paid.

Sc. 150. Collection o foreign items. All
persons undertaking as a matter of buslues
or for profit the collection of foreign pay-
ments of interest or dividends by means of
coupons, checks, or bills of exchange shall
obtain a license from the Commissioner and
shall be subject to such regulations enabling
the Government to obtain the information
required under this chapter as the Commis-
sioner, with the approval of the Secretary,
shall prescribe. and whoever knowingly un-
dertakes to collect such payments vzthout
having obtained a license therefor, or with-
out complying with such regulations, shall
be guilty of a misdemeanor and chal be
fined not more than C5,000 or imprisoned
for not more than one year, or both.

§ 39.150-1 License to collect forezgn
items. Banks or agents collecting for-
elgn Items, as defined in § 39.147-6, and
required by § 39.147-7 -to make returns
of Information with respect thereto,
must obtain a license from the Commis-
sloner to engage in such businezs.
Application Form 1017 for such license
may be procured from district directors
of internal revenue. The license is is-
sued without cost on Form 1010. Any
person holding a license under the Rev-
enue Act of 1938 or any prior act will not
be required to renew such license.

§ 39.151-153 Statutory provzszons;
foreign personal holding companes;
Pan-American trade corporations, in-
formation requred from certain tax-
exempt organizations and certain trusts.

Sac, 151. Foreign per.-onal holding co=-
panies. For information returns by ocers,
directors, and large shareholders, with
respect to foreign personal holding com-
panic., see sections 338, 339, and C40.

For information returns by attorneys,
accountants, and so forth, as to formation,
and so forth, of foreign croporations, see
section 3604.

Sc. 152. Pan-American trade corporations.
[iade Inapylicable to taxable years be3in-
ning after December 31, 1941, by see. 153 (b),
Rev. Act 10421

Sm. 153. Information required from cer-
tain tax-exempt organizations and ccrtafn
trust--(a) Certain tar-eempt organiza-
tions. Every organization described in sec-
tion 101 (0) which 13 subject to the reqlire-
menta of cection 54 (f) shall furnsh, an-
nually nfornaton. at such time and in such
manner as the Secretary may by regulations
prescribe, cetting forth-

(1) Its grams income for the year,
(2) Its c.penscm attributable to such In-

come and incurred within the year,
(3) IZt disbursements out of Income

within the year for the purposes for which
It is exempt,

(4) Its accumulation of income within
the *Year,

(5) Its aggregate accumulations of In-
come at the beginning of the year,

(6) Its disbursements out of principal In
the current and prior years for the purposes
for which It Is exempt, and

(7) A balance sheet showing Its a zets,
liabilitles and net worth as of the beginnin,
of auch year.

(b) 7Yusts claiming charitable, etc., de-
ductions under section 162 (a). Every
trust claiming a charitable. etc., deduction
under section 162 (a) for the taxable year
shall furnish Information with respect to
such taxable year. at such time and in such
manner as the Secretary may by regulations
prescribe, setting forth-

(1) The amount of the charitable. etc. de-
duction taken under section 162 (a) within
such year (showing separately the amount
of such deduction which was paid out and
the amount which was permanently set aside
for charitable, etc., purposes during such
year).

(2) The amount paid out within such yca-r
which roprecents amounts for which Char-
table. etc.. deductions under section 162 (a)
have been taken in prior years,

(3) The amount for~whlch charitable, etc.
dcduction have been taken in prior years
but which haa not been paid out at the be-
gIng of such year.

(4) The amount paid out of principal in
the current and prior years for charitable.
etc., purposes,

§ 39.151-153
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(5) The total income of the trust within
such year and the expenses attributable
thereto, and

(6) A balance sheet showing the assets,
liabilities, and net worth of the trust as of
the beginning of such year.

This subsection shall not apply In the case
of a taxable year if all the net income for
such year, determined under the applicable
principles of the law of trusts, is required
to be distributed currently to the benefici-
aries.

(c) Information available to the public.
The information required to be furnished
by subsections (a) and (b), together with
the names and addresses of such organiza-
tions and trusts, shall be made available to
the public at such times and in such places
as the S3cretary may prescribe.

(d) Penalties. In the case of a willful
failure to furnish the information required
under this section, the penalties provided
in section 145 (a) shall be applicable.

[See. 153 as added by see. 341 (a), Rev. Act
1950; amended by Pub. Law 35 (82d Cong.) 1

§ 39.153-1 Information requzred from
certain tax-exempt organizations. (a)
Every organization described in section
101 (6) except organizations specifically
exempt from filing annual returns under
section 54 (f) (see § 39.101-1 (h)) shall
file a return of information 'on Form
990-A. The return shall be on the basis
of the established annual accounting
period of the organization. Where the
organization has 'o established annual
accounting period, the return shall be
made on the basis of the calendar year.
The return shall be filed on or before
the fifteenth day of the fifth full calen-
dar month following the close of the
period for which the return is-required
to be filed, and it shall be filed with the
district director of internal revenue for
the internal revenue district in -which
is located the principal place of business
or principal office of the organization.

(b) Pages 3 and 4 of the return shall
set forth the name and address of the
organization, and the following informa-
tion concerning the organization in such
detail as may be prescribed by the Com-
missioner in the instructions on the form
or issued by him therewith:

(1) Its gross income for the year in
sufficient detail to show the different
categories of income,

(2) Its expenses. attributable to such
Income and incurred within the year,
in sufficient detail to show the different
categories of expense,

(3) Its disbursements made within
the year out of current or accumulated
income for the purpose for -which it is
exempt, separately listing the total
amount of disbursements for each classi-
fication of the exempt purposes of the
organization,

(4) Its accumulation of income-withm
the year,

(5) Its aggregate accumulation of in-
come at the beginmng of the year,

(6) (i) Its disbursements made out of
principal during the current year for the
purpose for which it is exempt, sepa-
rately listing the total amount of dis-
bursements for each classification of the
exempt purposes of the organization,

(ii) Its disbursements made out of
principal during prior years for the pur-
pose for which it is exempt,

§ 39.153-1
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(7) The total of its administrative and
operating expenses disbursed out of both
principal and income,

(8) A balance sheet showing its as-
sets, liabilities, and net worth as of the
beginning of the year.

§ 39.153-2 Information required of
certain -trusts claiming charitable or
other deductions under section 162 (a)-
(a) In general. Every trust (other than
a trust described in paragraph (b) of
this section) claiming a charitable or
other deduction under section 162 (a)
shall 1ile, with respect to the taxable
year for which such deduction is
claimed, a return of information on
Form 1041-A. The return shall be filed
on or before the fifteenth day of the
fourth month following the close of the
taxable year of the trust with the district
director of internal revenue for the in-
ternal revenue district in which the
fiduciary resides or has his principal
place of business, The return shall set
forth the itame and address of the trust
and the following information concern-
ing the trust m such detail as may be
prescribed by- the Commissioner in the
instructions on the form or issued
by him therewith.

(1) The amount of the charitable or
other deduction taken under section 162
(4) for the taxable year, showing sepa-
rately for each class of activity for which
disbursements were made (or amounts
were permanently set aside) the amounts
which, during such year, were paid out
(or which were permanently set aside)
for charitable or other purposes under
section 162 (a)

(2) The amount paid out during the
taxable year which represents amounts
permanently set aside in prior years for
which charitable or other deductions
have been taken under section 162 (a)
and separately listing for each class of
activity for which disbursements were
made, the total amount.paid out,

(3) The amount for which charitable
or other deductions have been taken in
prior years under section 162 (a) and
which 'had not been paid out at the
beginning of the taxable year,

(4) (i) The amount paid out of prm-
cipal in the taxable year for charitable,
etc., purposes, and separately listing for
each such class of activity for which
disbursements were made, the total
amount paid out,

,(ii) The total amount paid out of
principal in prior years for charitable,
etc., purposes,

(5) The gross income of the trust for
the taxable year and the expenses attrib-
utable thereto, in sufficient detail to
show the different categories of income
and of expense, and

(6) A balance sheet showing the as-
sets, liabilities, and net worth of the trust
as of the beginning of the taxable year.

(b) Exception. The provisions of par-
agraph (a) of this section with respect
to the filing of information returns shall
not be applicable to the taxable year of
a trust if the trustee is bound by the
instrument creating the trust to distrib-
ute each year to the beneficiaries all the
net income of the trust (such net income

being determined under the applicable
principles of the law of trusts)

§ 39.153-3 Publicitly o returns. The
Information furnished on pages 3 and 4
of Form 990-A and the Information fur.
nished on Form 1041-A shall be a matter
of public record, and shall be open to
public Inspection, during regular hours
of business, in the office of the district
director of Internal revenue for the In-
ternal revenue district In which the
forms are filed. The Commissioner may
use such Information for the purpose of
-making and publishing statistical or
other studies.

§ 39.153-4 Penalties. In the case of a
willful failure to furnish the Infbrma-
tion required under section 153 .and
§§ 39.153-1 and 39.153-2, the penalties
provided in section 145 (a) shall be ap-
plicable.

§ 39.154 Statutory provisions; incoma
taxes of members of armed forces upoit
death.

Sac. 154. Income taxes of members of
Armed forces upon death. In the case of
any individual who dies after Juno 24, 1050,
and prior to January 1,4054, while in active
service as a member of the Armed Forces
of the United States, if such death occurred
while serving in a combat zone (as deter-
mined "under section 22 (b) (13)) or as a
result of wounds, disease, or injury incurred
while so serving-

(a) The tax imposed by this chapter shall
not apply with respect to the taxable year
in which falls the date of his death, or with
respect to.any prior taxable year ending on
or after the first day he so served in a com-
bat zone after June 24, 1050, and

(b) The tax under this chapter and under
the corresponding title of each prior revenue
law for taxable years preceding those speci-
fied in clause (a) which is unpaid at the
date of his death (including interest, addi-
tions to the tax, and additional amounts)
shall not be assessed, and if assessed the
assessment shall be abated, and if collected
shall be credited or refunded as an over-
payment.
[See. 154 as added by Bee. 334, nov. Act 1051]

§ 39.154-1 Abatement oincome taxes
of certain members of the armed forces
of the United States upon death. (a)
If an individual dies after June 24, 1050,
and before January 1, 1954, while In
active service as a member of the armed
forces of the United States, and such
death occurs while serving In a combat
zone, as determined under section 22 (b)
(13) or at any place as a result of

wounds, disease, or Injury Incurred while
so serving, then-

(1) The tax liability of such Individual
under chapter I for the taxable year end-
ing on the date of his death, or for any
prior taxable year ending on or after
the first -day he so served In a combat
zone after June 24, 1950, Is cancelled
and if the tax (including interest, addi-
tions to the tax, and additional amounts)
is assessed, the assessment shall be
abated, and if the amount of such tax
is collected (regardless of the date of
collection) the amount so collected shall
be credited or refunded as an overpay-
ment; and

(2), That amount of tax of such indi-
vidual for taxable years preceding those

HeinOnline -- 18 Fed. Reg. 6048 1953



Saturday, September 26, 1953

specified in subparagraph (1) of this
paragraph under chapter 1, or cor-
responding provisions of prior revenue
laws, which remains unpaid as of the
date of death shall not be assessed, and
if any such unpaid tax (including inter-
est, additions to the tax, and additional
amounts) has been assessed, such assess-
ment shall be abated, and if the amount
of any such unpaid tax is collected sub-
sequent to the date of death, the amount
so collected shall be credited or refunded
as an overpayment.

(b) If such an individual and his
spouse have for any such year filed a
joint return, the tax abated, credited, or
refunded pursuant to the provisions of
section 154 for such year shall be an
amount equal to that portion of the joint
tax liability which is the same percentage
of such joint tax liability as a tax com-
Puted upon the separate income of such
individual is of the sum of the taxes com-
puted upon the separate income of such
individual and his spouse, but with re-
spect to taxable years ending before
June 24,1950, and with respect to taxable
years ending before -the first day such
individual served in a combat zone, as
deternnned under section 22 (b) (13),
the amount so abated, credited, or re-
funded shall not exceed the amount un-
paid at the date of death. For such pur-
pose, the separate tax of each spouse
shall be the tax computed under chapter
1 before the application of sections 32,
35, and 322 (a) but after the application
of section 31, as if such spouse were re-
quired to make a separate return.

(c) If such an individual and his
spouse filed a joint declaration of esti-
mated tax for the taxable year ending
with the date of his death, the estimated
tax paid pursuant to such declaration
may be treated as the estimated tax of
either such individual or his spouse, or
may be divided- between them, in such
manner as his legal representative and
such spouse may agree. Should they
agree to treat such estimated tax, or any
pDortion thereof, as the estimated tax of
such individual, the estimated tax so
paid shall be credited or refunded as an
overpayment for the taxable year ending
with the date of his death.

(d) For the purpose of determining
the tax which is unpaid at the date of
death, amounts deducted and withheld
under subehapter D of chapter 9 consti-
tute payment of a tax imposed under
chapter 1.

(e) This section shall have no appli-
cation whatsoever with respect to the
liability-of an individual as a transferee
of property of a taxpayer where such
liability relates to the tax inposed upon
the taxpayer by chapter 1.

(f) As towhat constitutes active serv-
ice as a member of the armed forces,
service in a combat zone, and wounds,
disease, or injury incurred while serving
in a combat zone, see § 39.22 (b) (13)-1.
As to who are members of the armed
forces, see § 39.3797-11.

SUPPLIENT E-ESTATES AND TRUSTS

§ 39.161 Statutory provmszons; estates
and trusts; imposition of tax.

SE. 161. Imposition of tax-(a) Applica-
ton of tax. The taxes imposed by this chap-
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ter (other than the tax impozed by subclp-
ter E. relating to tax on self-employment in-
come) upon Individuals shall apply to the
Income of estates or of any kind or property
held In trust, ncluding-

(1) Income accumulated In trust for the
benefit of unborn or unascertalned persons
or persons with contingent interets, and In-
come accumulated or held for future distr-
button under the terms of the will or trust;

(2) Income which Is to be distributed cur-
rently by the fiduciary to the beneficiaries.
and Income collected by a guardian of an
Infant which is to be held or distributed as
the court may direct;

(3) Income received by estates of deccaed
persons during the period of administration
or settlement of the estate; and

(4) Income which, In the discretion of the
fiduciary, may be either distributed to the
beneficiaries or accumulated.

(b) Computation and payment. The tax
shall be computed upon the net Income of
the estate or trust, and shal be paid by the
fiduciary, except as provided in section 166
(relating to revocable trusts) and section 167
(relating to Income for benefit of the
grantor).

(c) Crow reference. For return made by
beneficiary, see section 142.

[See. 161 as amendJed by sec. 203 (d) (7),
Social Security Act Amendments 10501

§ 39.161-1 Imposition of the tax-
(a) Scope. (1) Supplement E (sections
161 to 172, inclusive) prescribes that the
taxes imposed upon individuals by chap-
ter 1 (other than the tax on self-cm-
ploymentincome imposed by section 480)
shall be applicable to the Income of
estates or of any kind of property held
in trust. The rate of tax, the statutory
provisions respecting gross income, and.
with certain exceptions, the deductions
and credits allowed to Individuals apply
also to estates and trust.

(2) The several classes of income
enumerated and described In the para-
graphs of section 161 (a) do not exclude
others which also may come within the
general purpose of section 161 (a)

(3) A guardian, whether of an infant
or other person, Is a fiduciary (see sec-
tion 3797 (a) (6)), and, as such, Is re-
quired to make and file the return for
his ward and pay the tax, or the return
may be made by the ward. See §§ 39.51-
3 and 39.142-2. The estate of a ward is
not a taxable entity, in that respect dif-
fering from the estate of a deceased
person or of a trust.

(4) The provisions of sections 161,162,
and 163 (relating to estates and trusts,
fiduciaries, and beneficiaries) contem-
plate that the corpus of the trust, or the
income therefrom, is, within the mean-
ing of the Internal Revenue Code, no
longer to be regarded as that of the
grantor. If, by virtue of the nature and
purpose of the trust, the corpus or in-
come therefrom remains attributable to
the grantor, these provisions do not
apply. Thus, the provisions of sections
.166 and 167 deal with certain trusts
which, are excluded from the scope of
sections 161, 162, and 163. Other trusts
not specified in sections 166 and 167
where the income is attributable to the
grantor are likewise excluded from the
scope of sections 161, 162, and 163. For
example, a grantor is taxable under sec-
tion 22 (a) on the income of a trust if
he is still in practical effect the owner
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of the Income. See § 39.22 a)-21. A
grantor is alzo taxable under section
22 (a) on the income of a trust providing
for the payment and application of such
income In satisfaction of his legal obli-
gations. So-called alimony trusts to
which section 22 (i) or section 171
applies may ba of a type to wlch the
Provisions of sections 161, 162, and 163
also apply, or of a type which is ex-
cluded from the provisions of sections
161, 162. and 163. Except to the extent
that section 22 (k) or section 171 governs
the tax bity of amounts paid, credited,
or to be distributed attributable to trust
property, the treatment of such trusts
under sections 161, 162, and 163 or under
Eections 22 (a) 166, and 167 is not
affected by section 22 (I) or section 171.
See section 105 as to the exemptions of
employees' trusts.

(b) Taxability of the income. The
fiduciary Is required to make and file
the return and pay the tax on the net
ncome of the estate or trust except

as otherwise provided in sections 22 (a)
165, 166, and 167, and §§ 39.22 (a)-21,
39.22 (a)-22, 39.166-1, and 39.167-1. In
determining whether there is any net
income subject to tax and the amount
thereof, consideration is to be given to
the additional deductions authorized in
section 162.

§ 39.162 Statutory promsons; estates
and trusts; net income.

S. 102. Net income. The net income of
the e:tate or trust ahall be computed in the
came manner and on the Pame b,-i as In
the cae of an individual, except that-

(a) Subject to the provisions of subsec-
tion (g). there shall be allowed as a deduc-
tion (in lieu of the deduction for charitable.
etc.. contributions authorized by section 23
(o)) any part of the gross income, without
limitation, which pursuant to the terms of
the will or deed creating the trust, Is during
the taxable year paid or permanently set
aIde for the purpozes and in the manner
cpceflcd in section 23 (o), or Is to be used
exclusively for relgious. charitable, scientific,
literary, or educational purposes, or for the
prevention of cruelty to children or animals,
or for the establishment, acquisition, mainte-
nance or operation of a publlc cemetery not
operated for profit. Where any amount of
the income so paid or set 2aide is attributable
to gain from the sale or exchange of capital
asets held for more than six months, proper
adjustment of the deduction othervSe allow-
able under this subzection shall be made for
any deduction allowable to the trust under
sectlon 23 (c-);

(b) There rhall be allowed as an additional
deduction in computing the net income of
the estato or trust the amount of the income
of the ctate or trus-t for Its taxable year
which L to be d-stributed currently by the
fiduciary to the legzatees-, heirs, or beneflci-
arle, but the amount so allowed as a deduc-
tion shall be Included In computin n the
net Income of the legates, heirs, or benefl-
clarlea whether distributed to them or not.
As u ed in this Gubcection. "income Which
is to be distributed currently" includes in-
come for the taxable year of the estate or
trut which. within the taxable year, be-
comes payable to the legatee, heir, or bene-
ficiary. Any amount allawed as a deduction
under this paragraph shall not be all ed
as a deduction under subsection (c) of this
section in the same or any succeeding tax-
able yTear;

(C) In the cas of Income received by
estates of deceaed persons during the period
of adminantratlon or settlement of the
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estate, and in the case of income which, in
the discretion of the fiduciary, may be either
distributed to the beneficiary or accumu-
lated, there shall be allowed as an additional
deduction in computing the net income of
the estate or trust the amount of the in-
come of the estate or trust for its taxable
year, which is properly paid or credited dur-
Ing such year to any legatee, heir, or bene
flairy, but the amount so allowed as a de-
duction shall be included in computing the
net income of the legatee, heir, or beneficiary;

(d) Rules for apptication of subsections
(b) and (c). For the purposes of subsec-
tions (b) and (c)-

(1) Amounts distributable out of income
or corpus. In cases where the amount paid,
credited, or to be distribui d can be paid,
credited, or distributed out of other'than In-
come, the amount paid, credited, or to be
distributed (except under a gift, bequest, de-
vise, or inheritance not to be paid, credited,
or distributed at intervals) during the tax-
able year of the estate or trust shall be con-
sidered as income of the estate or trust which
is paid, credited, or to be distributed if the
aggregate of such amounts so paid, cedited,
or to be distributed does not exceed the dis-
tributable income of the estate or trust for
its taxable year. If the aggregate of such
amounts so paid, credited, or to be distrib-
uted during the taxable year of the estate or
trust in such cases exceeds the distributable
income of the estate or trust for its taxable
year, the amount so paid, credited, or to be
distributed to any legatee, heir, or bene-
ficiary shall be considered income of the
estate or trust for its taxable year which
is paid, credited, or to be distributed in an
amount Which bears the same ratio 'to the
amount of such distributable income as the
amount so paid, credited, or to be distrib-
uted to the legatee, heir, or beneficiary bears
to the aggregate of such amounts so paid,
credited, or to be distributed to legatees,
heirs, and beneficiaries for the taxable year
of the estate or trust. For the purposes of
this paragraph "distributable income" means
either (A) the net Income of the estate or
trust computed with the deductions allowed
under subsections (b) and (c) in cases to
which this paragraph does not apply, or (B)
the income of the estate or trust minus the
deductions provided In subsections (b) and
(c) in cases to which. this paragraph does
not apply, whichever is the greater. In com-
puting such distributable income the e-
ductions under subsections (b) and (c) shall
be determined without the application of
paragraph (2).

(2) Amounts distributable out of income
of prior period. In cases, other than cases
described in paragraph (1), If on a date more
than 65 days after the beginning of the tax-
able year of the estate or trust, income :f
the estate or trust for any period becomes
payable, the amount of such income shall be
considered income of the estate or trust for
its taxable year which is paid, credited, or to
be distributed to the extent of the income of
the estate or trust for such period, or if such
period Is a period of more than 12 months,
the last 12 months thereof.

(3) Distributions in first 66 days of tax-
able year-(A) General rule. If within the
first 65 days of any taxable year of the estate
or trust, income of the estate or trust, for a
period beginning before the beginning of the
taxable year, becomes payable, such income,
to the extent of the income of the estate or
trust for the part of such period not failing
within the taxable year or, If such part is
longer than 12 months, the last 12 months
thereof, shall be considered, paid, crelited,
or to be distributed on the last day of the
preceding taxable year. This subparagraph
shall not apply with respect to any amount
with respect to which subparagraph (B) ap-
plies.
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(B) Payable out of income or corpus. If
within the first 65 days of any taxable year
of the estate or trust,, an amount which can
be paid at intervals out of other than income
becomes payable, there shall be considered
as paid, credited, or to be distributed on the
last day of the preceding taxable year the
part of such amouiit which bears the same
ratio to such amount as the part of the
interval not falling within the taxable year
bears to the period of the interval. If the
part of the interval not falling within the
taxable year is a period of more than 12
months, the interval shall be considered to
begin on the date 12 months before the end
of the taxable year.

(4) Excess deductions. If for any taxable
year of an estate or trust the deductions
allowed under subsection (b) or (c) solely
by reason of paragraph (2) or (3) (A) in
respect of any Income which becomes pay-
able to a legatee, heir, or beneficiary exceed
the net income of the estate or trust for
such year, computed without such deduc-
tions, the amount of such excess shall not be
included in computing the net income of
such legatee, heir, or beneficiary under sub-
section (b) or (c. In cases where the
income deductible solely by reason of para-
graph (2) or (3) (A) becomes payable to
two or more legatees, heirs, or beneficiaries,
'the benefit of such exclusion shall be divided
among such legatees, heirs, and beneficiaries,
in the proportions in which they share in
such income. In any case where the estate
or trust is entitled to a deduction by reason
of paragraph (1), in the determination of
the net income of the estate or trust for
the purposes of this paragraph the amount
of such deduction shall be determined with
the application of paragraph (3) (A).

(e) Amounts allowable under section 812
(b) as a deduction in computing the net
estate of a decedent ghall not be allowed as a
deduction under section 23, except subsec-
tion (w), in computing the net income of the
estate unless there is filed, within the time
and in the manner and form prescribed by
the Commissioner, -a statement that the
items have not been claimed or allowed as
deductions under section 812 (b) and a
waiver of the right to have such items
allowed at any. time as deductions under
section 812 (b).

(f) The standard deduction provided in
section 23 (as) shall not be allowed.

(g) Rules for application of subsection (a)
in the case of trusts-(1) Trade or business
income. In computing the deduction allow-
able under subsection (a) to a trust for any
taxable year beginning after December 31,
1950, no amount otherwise allowable under
subsection (a) as a deduction shall be al-
lowed as a deduction with respect to income
of the taxable year which is allocable to
its supplement U business income for such
year. As used in this paragraph the term
"supplement U business income" means an
amount equal to the amount which, If such
trust were exempt under section 101 (6)
from taxation, would be computed as its un-
related business net income under section
422 (relatig to income derived from certain
business activities and from certain leases).

(2) Operations of trusts-(A) Limitation
on charitable, etc., deduction. The amount
otherwise allowable under subsection (a) as
a deduction shall not exceed 15 per centum
of the net income of the trust (computed
without the benefit of subsection (a) If
the trust has engaged in a prohibitdd trans-
action, as defin9 d in subparagralpi (B) of
this paragraph.

(B) Prohibited transactions. For the pur-
poses of this paragraph the term "prohibited
transaction" means any transaction after
July 1, 1950, in which any trust while hold-
ing income or corpus which has been perma-
nently set aside or is to be used exclusively

for charitable or other purposes described in
subsection (a)-

(1) Lends any part of such Income or
corpus, without receipt of adequate security
and a reasonable rate of Interest to;

(11) Pays any compensation from such In-
come or corpus, in excess of a reasonable al-
lowance for salaries or other compensation
for personal services actually rendered, to;

(III) Makes any part of Its services avail-
able on a preferential basis to;

(iv) Uses such Income or corpus to make
any substantial purchase of securities or any
other property, for more than an adequate
consideration in money or money's worth,
from;

(v) Sells any substantial part of the se-
curities or other property comprising such
income or corpus, for less than an adequate
consideration n money or money's worth,
to; or

(vi) Engages in any other transaction
which results in a substantial diversio of
such income or corpus to;

the creator of such trust: any person who
has made a substantial contribution to such
trust; a member of the family (as defined In
section 24 (b) (2) (D)) of an individual who
is the creator of the trust or who has made
a substantial contribution to the trust; or a
corporation controlled by any such creator
or person through the ownership, directly or
indirectly, of 50 per centUm. or more of the
total combined voting power of all clases
of stock entitled to vote or 50 per contum
or more of the total value of sharos of all
classes of stock of the corporation.

(C) Taxable years affcoted. The amount
otherwise allowable under subsection (a) as
a deduction shall be limited as provided in
iubparagraph (A) only for taxable years sub-
sequentto the taxable year during which the
trust is notified by the Secretary that It has
engaged in such transaction, unles such
trust entered into such prohibited transac-
tion with the purpose of diverting auch
corpus or income from the purposes described
in subsection (a), and such transaction in-
volved a su)stautlal part of Such corpus or
income.

(D) Future charitable, etc., deductions o1
trusts dented deductionunder subparagrapt
(C). If the deduction of any trust under
subsection (a) has been limited as provided
in this paragraph, such trust, with respect
to any taxable year following the taxable year
in which notice is received of limitation Of
deduction under subsection (a), may, under
regulations prescribed by the Secretary, file
claim for the allowance of the unlimited de-
duction under subsection (a), and If the
Secretary, pursuant to such regulations, Is
satisfied that such trust will not knowingly
again engage In a prohibited transaction, the
limitation provided in subparagraph (A)
shall not be applicable with respect to tali-
able years subsequent to the year in which
such claim is filed.

(E) Disallowance o certain charitable,
etc., deductions. No gift or bequest for re-
ligious, charitable, scientific, literary, or edu-
cational purposes (Including the encourage-
ment of art, and the prevention of cruelty to
children or animals), otherwise allowable as
a deduction under section 23 (o) (2), 23 (q)
(2), 162 (a), 505 (a) (2), 812 (d), 801 (a)
(3), 1004 (a) (2) (B), or 1004 (b) (2) or
(3), shall be allowed as a deduction if made

in trust and, In the taxable year of the trust
in which the gift or bequest is made, the
deduction allowed the trust under subsection
(a) is limited by subparagraph (A). With
respect to any taxable year of a trust in
which such deduction has been so limited by
reason of entering into a prohibited trans-
action with the purpose of diverting such
corpus or income from the purposes de-
scribed in subsection (a), and such trans-
action Involved a substantial part of such
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acome or corpus, and which taxable year Is
he same, or prior to the, taxable year of the
rust in which such prohibited transaction
ccurred, such deduction shall be disallowed
he donor only if such donor or (if such
lonor is an individual) any member of his
amily (as defined In section 2- (b) (2) (D))
7as a party to such prohibited transaction.

(F) Definition. For the purposes of this
,aragraph the term "gift or bequest" means
ny gift, contribution, bequest, devise,
agacy, or transfer.

(3) Cross reference. For disallowance of
ertain charitable, etc., deductions otherwise

Sllowable under subsection (a), see section: 813.
(4) Accumulated ncome. If the amounts

3ermanently set aside, or to be used exclu-
iavely for the charitable and other purposes
lescribed in subsection (a) during the tax-
ibie year or any prior taxable year and not
ictually paid out by the end of the taxable
Tear-

(A) Are unreasonable in amount or dura.
'ion in order to carry out such purposes of
'ihe trust; or

(B) Are used to a substantial degree for
:purposes other than those described in sub-
section (a); or

(C) Are invested in such a manner as to
Jeopardize the interests of the religious,
charitable, scientific, etc., beneficiaries,

the amount otherwise allowable under sub-
section (a) as a deduction shall be limited
to the amount actually paid out during the
taxable year and shall not exceed 15 per
centum of the net income of the trust (com-
puted without the benefit of subsection (a)).

[Sec. 162 as amended by sees. 111 (b), (c),
161 (a), Rev. Act 1942; sec. 133, Rev. Act 1943;
sec. 9 (b) (1), Individual Income Tax Act
1944; sec. 321 (a), (b), Rev. Act 1950; sec. 322
(c) (5), Rev. Act 19511

SEc. 11. Dental of tax deductions and ex-
emptions [Internal Security Act of 1950].
(a) Notwithstanding any other provision of
law, no deduction for Federal income-tax
purposes shall be allowed in the case of a
contribution to or for the use of any organi-
zatio-x if at the time of the making of such
contribution (1) such organization is regis-
tered under section 1, or (2) there is in effect
a final order of the Board [the Subversive
Activities Control Board] requiring such
organization to register under section 7.

§39.162-1 Income of estates and
trusts. (a) In ascertaining the tax
liability of the estate of a deceased per-
son or of a trust, there are deductible
from the gross income, subject to excep-
tions, the same deductions which are
allowed to individual taxpayers. See
generally section 23, and the provisions
thereof governing the right of deduction
for depreciation and depletion in the
case of property held in trust. Amounts
allowable.under section 812 (b) as a de-
duction in computing the net estate of a
decedent are not allowed as a deduction
under section 23, except subsection (w)
an computing the net income of the
estate unless there is filed in duplicate a
statement to the effect that the items
have not been claimed or allowed as
deductions from the gross estate of the
decedent under section 812 (b) and a
waiver of any and all right to have such
item allowed at any time as a deduction
under section 812 (b) Such statement
and waiver should be Med with the return
for the year for which the item is
claimed as a deduction, or with the Com-
missioner, or with the district director
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of internal revenue for the Internal rev-
enue district in which such return was
filed, for association with the return.
For items not deductible, see section 24.
For limitations on the deduction other-
wise allowable under section 162 (a) see
section 3813. See also paragraph (b) (1)
of this section, and §§ 39.162-3 and
39.162-4. Against the net Income of the
estate or trust there are allowable cer-
tain credits, for which see sections 25
and 163.

(b) From the gross income of the
estate or trust there are also deductible
(either in lieu of, or in addition to, the
deductions referred to in paragraph (a)
of this section) the following:

(1) Any part of the gross income of
the estate or trust for its taxable year
which, by the terms of the will or of the
instrument creating the trust, Is paid
or permanently set aside during such
year for the charitable, etc., uses or pur-
poses referred to or described in section
162 (a) This deduction is In lieu of
that authorized by section 23 (o) in the
case of individual taxpayers. In the case
of a trust, the deduction otherwise allow-
able under section 162 (a) Is subject to
the limitations of section 162 (g). See
§§ 39.162-3 and 39.162-4. Where any
amount of the Income so paid or set aside
for the charitable uses or purposes re-
ferred to or described In section 162 (a)
Is attributable to gain from the sale or
exchange of capital assets held for more
than sLx months, the amount of the de-
duction allowable under section 162 (a)
must be determined with regard to the
inclusion of 100 percent of such gains In
gross income and with appropriate ad-
justment for the deduction provided In
sections 23 (ee) and 117 (b) of 50 per-
cent of the excess, if any, of the net long-
term capital gain over the net short-term
capital loss. See § 39.117 (b)-1 (a)
The application of this rule is Illustrated
by the following example:

Example. Under the terms of a trust cre-
ated by the will of a decedent, the trust not
income (including capital gains) is to be
distributed, one-half to certain Individual
beneficiaries and one-half to M University,
an organization exempt from taxation under
section 101 (6). During 1952 the trust has
ordinary net income of $100,00, plus $100,000
of gains from the sale of capital a ets held
for more than six months. In computing
the gross income of the trust for tax pur-
poses 100 per cent of such gains are includi-
ble. m University receives a total of $100,000
.from the trust in respect of the year 1952.
However, the amount allowable to the trust
as a deduction under section 162 (a) Is sub-
Ject to appropriate adjustment for the de-
duction allowable under section 23 (co). In
view of the distributions made to Individual
beneficiaries, the deduction allowable to the
trust under section 23 (ce) is limited by the
provisions of section 117 (b) to $25,000.
Since the whole of this deduction Is attrib-
utable to the distribution to M Univenity,
the deduction allowable In 1952 to the trust
under section 162 (a) will be $75,000..
See § 39.153-2 relating to the annual in-
formation return that must be filed by
certain trusts claiming charitable, etc.,
deductions under section 162 (a) for the
taxable year.

(2) Any income of the estate or trust
for its taxable year which is to be dis-
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trbuted currently by the fiduciary to a
legatee, heir, or beneficiary, whether or
not such income Is actually distributed.
For this purpose, it is provided in section
162 (b) that "Income which is to be dis-
tributed currently" includes income of
the estate or trust whicli, within the
taxable year, becomes payable to the
legatee, heir, or beneficiary.

(3) Any Income of the estate of a de-
ceased person for Its taxable year which
Is properly paid or credited during such
year to a lezatee or heir, and any income
either of such an estate or of a trust for
its taxable year which Is similarly paid
or credited during that year to a legatee,
heir, or beneficiary if there was vested in
the fiduciary a discretion either to dis-
tribute or to accumulate such income.

(4) Any income of the class described
in subparagraph (2) or (3) of this para-
graph which is currently distributable,
or paid or credited, to a guardian for his
ward, is likewise deductible from the
gross income of the estate or trust.

(c) There Is Included in the income of
the estate or the trust, unless it is in-
cluded in the income of the grantor of
the trust, or in the income of some other
person granted the power exercisable
solely by himself to vest the property in
himsel. See §§ 39.166-i, 39.167-1, 39.22
(a)-21, and 39.22 a)-22.

(1) All Income thereof accumulated
for the benefit of unborn or unascer-
tained persons or persons with contin-
gent interests,

(2) All income either accumulated or
held for future distribution pursuant to
the terms of the will or trust,

(3) All other income of the estate or
trust for Its taxable Year which is not to
be distributed currently to legatees or
other beneficiaries (see paragraph (b)
(2) of this section),

(4) All income of the estate for Its
taxable year not properly paid or cred-
Ited during such year to a legatee or heir,
and

(5) All income either of the estate or
of the trust for Its taxable year which
Is not slmlurly paid or credited during
that year to a legatee, heir, or benefici-
ary In case there was vested in the fi-
duciary a discretion either to distribute
or to accumulate such income (see para-
graph (b) (3) of this section).
In all such cases the tax with respect to
such income included in the income of
the estate or trust for Its tamable year as
payable by the fiduciary, except where
the income is deductible by the estate or
trust for such taxable year (and is in-
cludible in the income of the legatee or
beneficiary).

d) Income described in paragraph
(c) (1) (2) (4) and (5) of this section
may, In some cases, be deductible by the
estate or trust under paragraph (b) (2)
of this section. It Is expressly provided
in section 162 (b) that such income of
the estate or trust for its taxable year
which, within Its taxable year, becomes
payable to the le-atee, heir, or benefici-
ary is deductible by the estate or trust.
Thus, if income of a trust Is to be ac-
cumulated until A. the beneficiary.
reaches his twenty-first birthday, which
is December 31, 1952, the income of the
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trust (assuming the income tax returns acquired it. But see sections 42, 43, and
of the trust are made on the calendar 44. As to the taxable gain realized, or
year basis) for the-calendar year 1952 is the deductible loss sustained, upon the
to be deducted by the trust under see- sale or other disposition of property by
tion 162 (b) in computing its net income an adminstrator, executor, or trustee,
for 1952 and is to be included in the in- and by a legatee, heir, or other bene-
come of A for his taxable year in which ficiary see sections 111 and 112. As to
December 31, 1952., falls. In the case of capital gains and losses, see section 117.
a similar trust, where the tweity-first A statutory allowance paid a widow is not
birthday of B, the beneficiary was on deductible from gross income, except to
July 1, 1952, and the income of the trust the extent that under the principles of
was to be accumulated until that date § 39.162-2 such allowance is taxable to
and then to be distributed to B at such the widow. If real estate is sold by the
time as the trustee in his discretion devisee or heir thereof, whether before
decides, if the trustee on December 31, or after settlement of the estate, he is
1952, decides to distribute the accumu- taxable individually on any profit
lated income to B, the income becomes derived.
payable to B on December 31, 1952, (h) The tax upon the net income of
whether distributed to him or not. In the estate or trust shall be paid by the
such a case, the extent to which such fiduciary (see section 161 (b)) If the
amount is considered to be payable out tax has been properly paid on the net
of income of the trust for its taxable income of an estate or trust for a taxable
year is determined under section 162 (d) year, the net income on which the tax is
(2) and § 39.162-2 (b) so paid is not; generally, in the hands of
(e) Any amount described in para- the distributee thereof (the legatee, heir,

graph b) (2) and (3) of this section or beneficiary) taxable as income to him,
as being deductible from the gross income but if such income becomes payable in a
of the estate or trust shall be included subsequent taxable year of the estate or
in computing the net income of the trust it may be required to be included in
legatees, heirs, or beneficiaries, whether the income of the distributee under sec-
distributed to them or not. As to the tion 162 (d) (2) or (3) See § 39.162-2
amount of income of the estate or trust b) c) and (d)
which is considered paid, credited, or (i) Liability for the payment of the
to be distributed, and the time thereof, tax attaches to the person of the execu-
for the purposes of the deduction under tor or administrator up to and after his
paragraph (b) (2) and (3) of this sec- discharge if prior to distribution and dis-
tion and the inclusion in income of the charge he had notice of his tax obliga-
legatee, heir, or beneficiary, see section tions or failed to exercise due diligence in
162 (d) and § 39.162-2. ascertaining whether or not such obliga-

Cf) Any income of an estate or trust tions existed. For the extent of such
for its taxable year which during that liability, see section 3467 of the Revised
year may be used, pursuant to the terms Statutes, as amended by section 518 of
of the will or trust instrument, in the the Revelue Act of 1934. Liability for
discharge or satisfaction, in whole or in the tax also follows the assets of the
part, of a legal obligation of any person estate distributed to heirs, devisees, leg-
is, to the extent so used, taxable to such atees, and distributees, who may be re-
person as though directly distributed to quired to discharge the amount of the
him as a beneficiary, except- in cases to tax due and unpaid to the extent of the
which section 22 Ck) or section 171 ap- distributive shares received by them.
plies. See §§ 39.167-1, 39.171-1, and See section 311. The same considera-
39.171-2. tions apply to trusts.
(g) The income of an estate of a de-

ceased person, as dealt with in the §s39.162-2 -Allocation o estate and
Internal Revenue Code, is therein de- trust Alcome to legatees and benft-
scribed as received by the estate during ares-(a) Allocation among annuitants.
the period of administration or settle- W Section 162 (d) (1) applies to all
ment thereof. The period of admimstra- cases in which the executor or -trustee
tion or settlement of the estate is the can or must (for example, by the terms
period required by the executor or ad- of the trust instrument or will) pay the
ministrator to perform the ordinary whole or any part of a gift, bequest, de-
duties pertaining to administration, in vise, or inheritance out of other than.
particular the collection of assets and the income, except that no income is to be
payment of debts and legacies. It is the allocated under it to a legatee, heir, or
time actually required for this purpose, beneficiary-of a lump-sum gift, bequest,
whether longer or shorter than the devise, or inheritance. It applies in all
period specified in the local statute for cases of annuities where any deficiency
the settlement of estates. If an executor, in the amotnt to be paid can be made up
who is also named as trustee, fails to by a payment out of corpus of the trust.
obtain his discharge as executor, the It also applies in cases where amounts
period of administration continues up are to be paid or credited at intervals and
to the time when the duties of admims- the executor or trustee has discretion
tration are complete and he actually as- whether to pay or credit such amounts
sumes is duties as trustee, whether pur- out of income or corpus, regardless of thesource (income or corpus) to which
suant to an order of the court or not. the executor or trustee attributes such
No taxable income is realized from the amount. -f an annuity is paid, credited,
passage of property to the executor or or to be distributed tax-free, that is, un-
administrator on the death of the de- , der a provision whereby the executor or
cedent, even though if may have ap- -trustee will pay the income tax. of the
preciated, in value since the decedent annuitant resulting from the receipt of
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the annuity, the payment of or for the
tax by.the executor or trustee will be in-
come to the annuitant under the rules of
section 162 (d) to the extent such pay-
ment is treated thereunder as out of in-
come.

(2) The method of allocating income
of the estate or trust for its taxable year
in cases to which section 162 d) (1) ap-
plies Is as follows: The aggregate of all
amounts which can be paid, credited, or
distributed out of other than income (ex-
cept under a gift, bequest, devise, or in-
heritance not to be paid, credited, or to
be distributed at intervals) Is obtained,
The aggregate of such amounts is con-
sidered to be paid, credited, or distrib-
uted in such cases out of income of the
estate or trust for its taxable year if It
does not exceed the distributable income

the estate or trust for its taxable year,
the aggregate of such amounts does

exceed the distributable income of the
estate or trust for its taxable year, the
portion of such amount paid, credited,
or to be distributed to a legatee or bene-
ficiary is considered income of the estate
or trust for Its taxable year which Is
paid, credited, or to be distributed in an
amount which bears the same ratio to
the amount of all distributable incomo
as the amount so paid, credited, or to be
distributed to the legatee or beneficiary
bears to the aggregate of such amounts
so paid, credited, or to be distributed to
such legatees or beneficiaries for the tax-
able year of the estate or trust, The
proportion stated in the preceding sen-
tence applies only to legatees or bene.
fciaries of amounts which can be paid,
credited, or distributed out of other than
income of the estate or trust and, in
computing such proportion, the amount
of any gift, bequest, devise, or inherit-
ance not to be paid, credited, or distrib-
uted at intervals is not to be included,

(3) Section 162 (d) (1) introduces a
concept of distributable income, This
is defined in that section as meaning (i)
the net income of the estate or trust
computed with the deductions allowed
under subsections (b) and (c) of section
162 in the case of amounts paid, credited,
or to be distributed to which section
162 (d) (1) does not apply, or (ii) the
income of the estate or trust minus the
deductions provided in subsections (b)
and (c) of section 162 in the case of
amounts paid, credited, or to be dis-
tributed to which section 162 (d) (1)
does not apply, whichever is greater,
"Net income," as thus used, means the
statutory net income of the trust under
the Internal Revenue Code before the
application of section 162 (b) and (C)
(but, as stated in the preceding sentence,
such amount Is to be reduced by the de-
ductions allowed under subsections (b)
and (C) of section 162 In the case of
amounts to which section 162 (d) (1)
does not apply) "Income," as thus
used, must be determined in accordance
with the following principles: First,
such "income" means, in general, the
amount which under the applicable law
of estates and trusts is considered in-
come available for distribution to the
life tenant, legatee, or beneficiary, as
the case may be. Second, there must
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be eliminated from the income of the
estate or trust, determined in accordance
nith the terms of the trust instrument
nd State law, items of income which

ire not includible in income of an indi-
vidual'for Federal income tax purposes.
rherefore, the "income," referred to in
Clause (B) of section 162 (d) (1) may
exceed net income and thus be treated
as distributable income under section
162 (d) in cases where items which are
deductible for Federal income tax pur-
poses are; by the terms of the trust
instrument or State law, not to be used
to reduce income available for distribu-
tion but to be allocated to corpus.

(4) The application of section 162 (d)
(1) in general, may be illustrated by the
following examnle:

Example. Pursuant to the terms of the
will of A, a trust is established on January
1, 1952, to pay $5,000 a year to B, and upon
the death of B to pay the corpus and any
accumulated income to his estate. The re-
turns of the trust and of B are made on the
cnlendar year basis. The trust instrument"
provides that the amount payable to B is to
be paid out of income (after payment of
trustees' commissions) or out of corpus to
the extent income is insufficient. The re-
ceipts and-expenditures of the trust for 1952
are as follows:
Taxable stock dividend ----------- $, 000
Income from rents ---------------- 3,000
Tax-exempt interest from State

bonds ------------------------- 1,200
Deductible trustees' commissions---- 200
Other deductible expenditures ---- 1,300

In accordance with the terms of the trust
instrument stock dividends are to be allo-
cated to corpus, and trustees' commis-
sions are to be charged to income. However,
the other expenditures indicated above
($1,300) are of a nature which under the
terms of the trust instrument are to be
charged to corpus. The distributable income
of the trust to be deducted by It for 1952 and
included in the beneficiary's income for such
7'ear is $2,8C0, the greater of the statutory
net income or the available trust income
includible in gross income, determined as
follows:

Statutory Net Income (Prior to Application
of Section 162 (b) and (c))

Gross income:
Stock dividend ----------------- $1, 000
Rents --------------------------- 3, CO0

4,000
Deductions:

Trustees' commissions ------------ 200
Other deductible expenses -------- 1.300

1,500

Net income ----------------- 2, 500

Trust Income Under Clause (B) of Section
162 (d) (1)

Income:
Rents --------------------------- $3,000
Interest from State bonds --------- 1,200

4,200

Expenses allocated to income: Trus-
tees' commissions ---------------- 200

Eliminating items not includible in
gross income: Tax-exempt inter-
est - . . ..------------------------ 1.200

1,400

Income determined under sec-
iona162 (d) (1) (B3) ------ 2,800
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(5) "Net income" and "ncome" for
the purpose of section 162 (d) (1) also
do not include income of a prior taxable
year, even though such income may be
considered income of the estate or trust
for the current taxable year under sec-
tion 162 (d) (2) This rule may be illus-
trated by the following example:

Example. Under the terms of a trust, e.-
tablished in 1935. the trustees are to accu-
mulate the income thereof until A reaches
his twenty-first birthday, and then are to
pay A such accumulated income, and on
each December 31 thereafter, are to pay B
$5,000, out of income of the trust. if income
Is available, or, If not, out of corpus of the
trust. A became 21 years of age on June 30.
1952. The returns of the trust and of A
and B are made on the calendar year basis.
Under section 162 (b), the income of the
trust for that part of 1952 on and before
June 30, 1952, Is to be considered Income
of the trust for 1952 which is to be dtstrlb-
uted currently to A. In computing the dis-
tributable income of the trust for 1952
which Is to be considered distributed to B
In payment of the 65.000 annuity, the
amount of income for the first aix months of
1952 which is considered to be currently dls-
tributable to A Is to be deducted. Although
under section 162 (d) (2) the amount of the
income of the trust for the perlcd July 1,
1951, through June 30. 1952. vll be consid-
ered income of the trust for 1952 which is to
be deducted by the trust and included in
A's income for 1952 (see paragraphs (b)
and (d) of this section). for the purposem
of section 162 (d) (1) such amount Is not
to be deducted from the trust's income for
1952 in computing its.dLstribunble income
considered to be distributed to B and no ac-
count is to be taken of the Income of the
trust for the period July 1. 1951; through
December 31, 1951.

(b) Alocation among income bene-
jiczartes and legatees. (1) Section 162
(d) '(2) applies in cases where income
of the estate or trust for any period be-
comes payable on a date more than 65
days after the beginning of its taxable
year. It applies in every case where
income of the estate or trust is paid,
credited, or to be distributed to a legatee,
heir, or beneficiary, other than a legatee,
heir, or beneficiary to whom paragraph
(a) of this section applies or a legatee.
heir, or beneficiary of a lump-sum git,
bequest, devise, or Inheritance. This
paragraph, and not paragraph (a) of
this section, applies to income paid,
credited, or to be distributed to a legatee
who; in addition-to any part of the prin-
cipal of an estate, is entitled to receive
any income during the administration
of the estate or upon its termination,
whether payment of such income is made
in accordance with directions in the will,
or for support as allowed under State
law, or by the administrator to the resid-
uary legatee in the ordinary course of
administration. This rule, however, has
no application in cases where income
may be paid or credited, or is to be dis-
tributed under an obligation to pay an
amount periodically at all events,
whether or not income is available, as in
the ordinary case of an annuity. Sec-
tion 162 (d) (2) also has no application
m determining the amount to be in-
cluded in the income of the estate or
trust under section 161 but applies only
m determiing the amount allowed as

deductions under section 162 (b) and
(C)

(2) Section 162 d) (2) applies
whether amounts are paid, credited, or
to be distributed out of the income of
the estate or trust for its current taxable
year or out of the income for any period.
It includes a rule for allocating income
of the estate or trust to the legatees or
beneficiaries in cases in which the in-
come of a prior period is paid, credited,
or to be distributed to the legatee or
beneficiary during the taxable year of
the estate or trust. In the absence of
proof that any particular period of time
Is the source of an amount of income
which becomes p3yable within the tax-
able year, the pe2rod from which such
income is derived will be presumed to
be a period ended with the date the in-
come becomes payable. In such a case
the year ended with the date the income
becomes payable shall be considered the
last 12 months of such period (whether
or not other distributions under this
paragraph have been made during such
last 12 months) and the income which
becomes payable shall be considered as
derived from the most recently accumu-
lated income for such period.

(3) As used in section 162, the term
"income which becomes payable" means
income to which the legatee, heir, or
beneficiary has a present right, whether
or not such income is actually paid.
Such right may be derived from the
directions in the trust instrument or will
to maze distributions of income at a
certain date, or from the exercise of the
fiduciary's discretion to distribute in-
come, or from a recognized present right
under the local law to obtain income or
compel a distribution of income. In-
come Is not considered to become pay-
able within a taxable year where durm
the entire taxable year there is only a
future right to such income. For ex-
ample, under valid terms of a trust in-
strument, Income received by a trust
during Its taxable year Is to be accumu-
lated until the twenty-first birthday of
the beneficiary (or his prior death) at
which time the accumulated income is
to be distributed to the beneficiary (or
his estate, as the case may be) In such
case, the income of the trust received in
any taxable year prior to the taxable
year of the trust in which the date of
distribution occurs (the beneficiary's
twenty-first birthday or his prior death)
Is not income which becomes payable
within such prior taxable year but is
income which becomes payable in the
taxable year of the trust in which the
date of distribution occurs. In any case,
income becomes payable at a date not
later than the date it is actually paid
for the use of the distributee.

(4) The application of section 162 (d
(2) in general, may be illustrated by the
following examples:

Erample (1). An existing trust makes its;
returnms on the cash receipts and disburse-
ments basis and on the basis of a calendar
year accounting period. Under the terms
of the trust and the local law (which allows
accumulatlons) the income of the trust for
the period of 12 months ended June 3D of
each year Is to be accumulated and pay-
ment made to the beneficlary on the last
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day of such period (June 30). It is assumed
that the entire net income of the trust
(determined before the application of sec-
tion 162 (b)) is available for distribution
and that the trust receives $100 of such
income each month during 1951 and 1952.
For the calendar year 1952, the trust will
include $1,200 in its income,, which is its
actual income for 1952 determined under
section 161 and before taking the deductions
under section 162. Under section 162 (d)
(2) the trust income for the 12 months
ending June 30, 1952, amounting to $1,200,
which under the terms of the trust instru-
ment is available for distribution on such
date, Is considered for the purposes of sec-
tion 162 (b) as income for'the taxable year
1952 and accordingly will be deducted by the
trust for 1952. Assuming that the bene-
ficiary makes his returns on the calendar

,year basis, he will Include this amount de-
ducted by the trust in 1952 in his income
for 1952, unless he is permitted to exclude
part or all of the income earned by the trust
in the last six months of 1951 under the
provisions of section 162 (d) (4). The same
process will be repeated each year thereafter
as long as the accounting periods and the
distribution date remain the same.

Example (2). An estate which came Into
being on January 1, 1951, accumulates the
income received (as is allowed under the local
law) until June 30, 1952, at which time the
executor distributes $6,000 of income to the
residuary legatee. The 'balance of the ac-
cumulated Income becomes payable under
the local law pn December 31, 1952, the date
the administration of the estate Is termi-
nated, and a filial distribution of $18,000 of
Income is then made to the residuary legatee.
It is established that the estate, which was
on a cash basis, received net income, which
it accumulated during the administration of
the estate, at the rate of $1,000 a month, but
in making the distributions to the residuary
legatee the executor did not attempt to iden-
tify such distributions with the income re-
ceived during any particular period during
the administration of the estate. Upon such
facts, for the taxable year 1952, the distribu-
tion on June 30, 1952, of $6,000 will be pre-
sumed to be a distribution out of the most
recently accumulated Income of the estate,
that is, for the first six months of 1952, and
the final distribution of $18,000 on December
31, 1952, will be considered a distribution out
of the income for the entire period of admin-
istration, of which the last 12 months is the
calendar year 1952 and the most recently
accumulated income is the $6,000 for the last
six months of 1952. Accordingly, for 1952 the
estate will take a deduction of $12,000 and
the legatee will include the same amount
(out of the total of $24,000 received) in his
income, by reason of the distributions on
June 30 and December $1, 1952.

C5) The rule of section 162 d) (2) also
applies in the case of a distribution out of
income for a period winch does not in-
clude any part of the current taxable
year. Thus, in the case of a trust estab-
lished on January 1,1951, which accumu-
lates the income in the first year of the
trust and each year thereafter (more
than 65 days after the close of theprior
taxable year) distributes the prior year's
accumulation, the 1951 accumulated in-
come to be distributed in 1952 will be
considered income of the trust for 1952
which is to be distributed in 1952.

(6) If the prior period, the income of
which becomes payable in the taxable
year, is a period of more than 12 months,
then only the income of the last 12
months of such period is cosidered to be
income which is to be distributed during

RULES AND REGULATIONS

the current taxable year. This rule may
be illustrated by the following example:

'Example. Under the terms of an existing
trust with respect to which the local law
allows accumulations, the trustee has dis-
cretion to either accumulate or distribute the
income to the beneficiary. The income tax
returns of the trust and the beneficiary are
made on the calendar year basis. .On April
1, 1953, the trustee distributes to the bene-
ficlary all the income accumulated from Jan-
uary 1, 1950, through March 31, 1953. Pur-
suant to section 162 (d) (2), the amount of
the income of the trust for the period April
1, 1952, through March 31, 1953, that Is, for
the last 12 months of the period of accumu-
lation, is dedubtible under section 162 (c) in
the return of the trust for the calendar year
1953, and is includible. in the beneficiary's
income tax return for that year, subject to
the limitation provided in section 162 (d)
(4). The distribution of the accumulated
income will include the income of the trust
for the last nine months of 1952 upon which
the trust may have paid a tax for the year
1952, but such income is, if under the terms
of the trust instrument and the local law
,the Federal income tax is a charge against
such income, reduced by the amount of Fed-
eral income tax attributable to such income
and paid by the trustee. If the deduction
taken by the trust for the distribution to the
beneficiary on April', 1953, exceeds the net
income of the trust for the calendar year
1953, see section 162 (d) (4) and paragraph
(d) of this section.

(c) Distributions m first 65 days of
taxable year (1) Section 162 (d) (3)
is designed to apportion amounts paid,
credited, or to be distributed within the
first 65 days of the taxable year of the
estate or trust to that part of such first
65 days and the preceding taxable year
-to which such amounts are attributable.

(2) Section 162 (d) (3) (B) applies
In cases described in section 162 (d) (1),
that is, generally, in cases of annuities.
If an annuity becomes payable in the
first 65 days of the taxable year of the
estate or trust, a proportionate part of
the amount winch thus becomes payable
is considered payable on the last day of
the preceding year. This proportionate
part is that part of the amount which
becomes payable within the first 65 days
as the part of the interval not falling
within the taxable year bears to the
whole period of the interval. If, how-
ever, the part of the interval not falling
within the taxable year (the year In
which the amount becomes payable) is
a period of more than 12 months, the
interval is. considered to begin on a date
12. months before the end of the preced-
ing taxable, year. Thus, if $4,250 Is to
be paid every two years on March 1, the
period of the interval ending March 1,
1953, is considered to begin 12 months
Preceding December 31, 1952, since the
part of the interval not falling within
the taxable year 1953 (March 2, 1951,
through December 31,1952) is more than
12 months. Accordingly, the interval is
considered to be the period January 1,
1952, through March 1, 1953, or 425 days,
and the part of the interval not falling
'within the taxable year is considered to
be the calendar year 1952, or 365 days.
Therefore, of the-$4,250 which becomes
payable on March 1, 1953, 365/425 of
such amount, or $3,650, is considered to
be an amount to -be distributed on

December 31, 1952. The provisions of
section 162 (d) (1) determine the extent
to which the amount distributed on
March 1 and the amount considered to
be distributed on December 31 arc paid,
credited, or to be distributed out of In-
come of the estate or trust for Its taxable
year.

(3) Section 162 d) (3) (A) applies in
the type of cases described In section 162
(d) (2) -but only where Income Is paid,
credited, or to be distributed within the
first 65 days of the taxable year of the
estate or trust. In such cases, if income
of the estate or trust for a period begin.
ning before the beginning of the taxable
year becomes payable within the first 65
days of the taxable year, the Income for
the part of such period not falling within
the taxable year Is considered to be paid,
credited, or distributed on the last day
of the preceding taxable year. If the
part of such period beginning before the
beginning of the taxable year is more
than 12 months, only the income of the
last 12 months of such part is considered
paid, credited, or to be distributed on
the last day of the preceding taxable
year. If the amount of income for any
period paid, credited, or to be distributed
to a legatee or beneficiary during the
taxable year of the estate or trust is less
than the total amount of income (not
already paid, credited, or to be distrib-
uted to legatees or beneficiaries) for such
period, such amount will be considered
paid, credited, or to be distributed from
the most recently accumulated Income
of the period. For example, a trust
which makes its returns on the calendar
year basis and which is to distribute the
income of the trust, but not in excess of
$5,000, to the beneficiary each February
28 received $500 of Income each month
during the period March 1, 1952,.through
February 28, 1953, or a total of $6,000,
In such case, $1,000 of the $5,000 to be
distributed to the beneficiary on Febru-
ary 28, 1953, will be considered to be
distributed out of the Income of the trust
for 1953 (the income of the period Janu-
ary 1, 1953, through February 28, 1053)
and $4,000 will be considered to have
been distributed to the beneficiary on
December 31, 1952, out of the income of
the trust for 1952.

(d) Treatment of excess deductions 61
estates and trusts. (1) Section 102 (d)
(4) Is designed to avoid a form of double
taxation which can arise through opera-
tion of section 162 (d) (2) and (3) (A),
It becomes applicable only in cases where
the deductions allowed to an estate or
trust for a taxable year under section 102
(b) or Cc) solely upon application of
section 162 Cd) (2) or (3) (A) exceed the
net income of the estate or trust for such
year, -computed without the deduc-
tions allowed by reason of section 102
Cd) (2) and (3) (A) The provisions of

.section 162 d) (4) do not prevent the
taxation of income distributed to
legatees, heirs, or beneficiaries merely
because the income may have been previ-
ously taxed to 'the estate or trust, See
the example in subparagraph (3) of this
paragraph.

(2) It is n the case of an estate which
terminates Its administration on a date

§ 39.162-2

HeinOnline -- 18 Fed. Reg. 6054 1953



Saturday, September 26, 1953

more than 65 days after the beginning
of its final taxable year that section 162
(d) (4) will be applicable most fre-
quently to eliminate the double taxation
that can arise by reason of section 162
.(d) (2). For example, the income of an
estate during its several years of admin-
istration, amounting to $100 each month,
was accumulated until the estate was
closed on May 31, 1952, on which date
the accumulated income was payable
under the terms of the will or local law
to B, the residuary legatee, together with
or as a part of the res2due of the estate.
The return of the estate for the calendar
year 1952 will include income of $500
from which there will be deducted under
section 162 (c) pursuant to section 162
Cd) (2) the sum of $1,200 (assuming
that under the local law any income
taxes paid by the estate with respect to
the 1952 income are not chargeable to
income) Since the estate is entitled to
a deduction of $500 under section 162
,(c) without the application of section 162
.(d) (2) that is, for income received and
distributed in the year 1952, only $700 of
the $1,200 deduction is taken by the
estate solely by reason of section 162 (d)
(2) Thus, the deduction allowed the
estate solely by reason of section 162 d)
(2) exceeds the net income of the estate
for 1952 computed without such deduc-
tion by the amount of $700, which
amount would be excluded from B's in-
come for the year 1952. B's return for
the calendar year 1952 would include
only the income of $500 received by the
estate in 1952.
(, (3) If a trustee is required, or per-
mitted, under the terms of the trust to
distribute in one year the income of a
prior period, excess deductions of the
ltjpe covered by section 162 d) (4) also
may arise by reason of section 162 (d)
(2) in such a case. For example, the

income of a trust for the calendar
year 1952 amounted to $10,000 and was
properly accumulated by the trustee
-until July 1, 1953, when only the income
for the year 1952 was paid to the bene-
ficiary, and no other distribution was
made during the year 1953 or within the
'first '65 days of 1954. The net income of
the trust for the year 1953, computed'
without the deduction allowed through
the operation of section 162 (d) (2)
amounted to only $8,000. The deduction
of $10,000, being allowed solely by reason
of section 162 (d) (2) exceeded the net
income of the trust for 1953, computed
without such deduction, by $2,000. Thus,
section 162 (d) (4) operates so as to
exclude from the beneficiary's return the
amount of such excess deduction. The
beneficiary, in his return for the calendar
year 1953, would mcluda $8,000 of the
July 1, 1953, distribution, even though
the trust may have paid taxes on such
income for the year 1952.

(4) Excess deductions of an estate or
trust solely by reason of section 162 (d)
(3) (A) will not arise frequently, for the
distribution of income within the first
65 days of a taxable year of an estate or
trust will generally consist of income re-
ceived by the estate or trust in the mime-
diately preceding taxable year of the
estate or trust. Thus, if on February 1,

FEDERAL REGISTER

1953, an estale or trust distributes the
1952 income to B, the deduction for such
distribution is taken in the return of the
estate or trust for the calendar year 1952,
and in most cases the deduction allowed
will be equal to the net income (before
such deductions) for the year 1952.
flowever, if the estate or trust income (as
determined by the will, trust instrument,
or local law) for the year 1952 payable
to B on February 1, 1953, exceeded the
net income of the estate or trust for 1952
before the application of section 162 Cd)
(3) (A) then section 162 (d) (4) would
operate to exclude from B's income the
amount of the excess deduction to the
estate or trust. Excess deductions also
can arise upon application of section 162
Cd) (3) (A) in a case where a fiduciary
of an estate or trust distributes within
the first 65 days of its taxable year the
income of a period not covering its imme-
diately preceding taxable year. Thus, if
a trustee who accumulated the income
for the calendar years 1951 and 1952 dis-
tributes to B on March 1, 1953, the in-
come of the year 1951 only, the trust in
its return for the year 1952 will deduct
the amount of income of the year 1951
distributed on March 1, 1953. If such
deduction allowed to the trust exceeds
the net income of the trust for the year
'1952, computed without such deduction,
B will exclude the amount of such excess
from his return for the calendar year
1952.

(5) The deductions allowed to an es-
tate or trust solely by reason of section
162 d) (2) and (3) (A) are compared
under the provisions of section 162 (d)
(4) with the net income of the estate or
trust computed without such deductions,
except that in a case where the estate
or trust in computing Its net income for
a taxable year Is entitled to a deduction
under section 162 Cd) (1) (relating to
amounts paid to annuitants), the
amount of the deduction under section
162 d) (1) shall be computed with the
application of section 162 Cd) (3) (A).
Such application of section 162 Cd) (3)
(A) in computing the net income of an
estate or trust for the purpose of section
162 (d) (4) in a case where section 162
(d) (1) is applicable is shown in the fol-
lowing example which also illustrates
the manner in which excess deductions
are treated when two or more beneficl-
aries are involved.

EBample. (1) Under an existing trus-t the
trustee In his discretion may either accumu-
late or distribute the Income to the bone-
ficiarles, A and B, who share equally in the
Income of the trust. The returns of the
trust and of the beneficiaries are made upon
the calendar year basis. Under the terms or
the trust, the trustee is required to pay an.
annuity of $4,000 to 0 on April 1 of each
year. During the year 1952 the trust had
gross income of $9.000 and expences of 81,000
which were deductible In computing the not
income under the Internal Revenue Code
and were chargeable against income under
the terms of the trust Instrument.

(U) The following distributions were made
by the trustee during 1952 and the first 65
days of 1953:

(a) Six thousand dollars was paid to A on
April 1, 1952, $5,000 as his share of the trust
income during the last nine months of 1951
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and $1,000 as hs share of the trust income
during the frat three months of 1952.

(b) Two thou.and dollars was paid to A on
November 1. 1952. out of income received by
the trust after Mlarch 31, 1932.

(c) Three thousmnd dollars was paid to B
on January 5, 1953, out of hi share of trust
Income for 1952.

(a) Four thousand dollars was paid to C,
the annuitant, on April 1, 1952.

(iII) Of the $15.000 distributed, the tru-st
is allowed deductions of only $13,000 by
reason of such distributions, since only
82.000 of the 84.000 paid to C is
deductible by the trust Inasmuch as the
distributable income as defined in section
162 (d) (1) is only 2.000, that Is, $3,000
les: $1,000 of the April 1, 1952, distribution
to A. the 82,000 distribution to A on Novem-
her 1. 1952, and the $3,000 distribution to B
on January 5, 1953.

(iv) The amount; of the deductions of the
trust which is to be excluded under section
162 (d) (4) in computing the net incomes of
A and B is 85.000 computed as follows:

(a) Without the application of section 162
(d) (2) and (3) (A). the following deduc-
tions would not have been taken by the
trust:

(1) 05,000 paid to A on Apr. 1. 1952,
out of 1951 income, and deduc-
tiblo under cection 162 (d)
(2)- ........ $5,000

(2) Amount paid to B on Jan. 5.1953,
deductible for 1952 under sec-
tion 162 (d) (3) (A) ...... 3,003

(3) Toa_. . .... . 8,0o
(b) The net income, for the purpose of

rectIon 162 (d) (4), Is computed without ap-
plying sectlon 162 (d) (2) and (3) (A), ex-
ceptthatn computing the deduction allowed
under sectlon 162 (d) (1) it is nece ary to
apply sectlon 162 (d) (3) (A) in determining
the amount of the deduction allowable to the
trust under section 162 (d) (1). The net
ncome co computed Is e3,000, determined as

follows:

(1) Net income before any deduc-
tions under section 162--- $3,000

(2) Les deductions allowable other
than under section 162 (d) (2)
and (3) (A)

(I) PMad to A on Apr. 1,1952, out of
1952 income .......... ., COO

(it) Paid to A on ov. 1, 1952. out
of 1952 Income ....... 2,CO0

(ii) Portion of the 4.000 paid to
C, the annuitant (the distrib-
utable income under section
162 (d) (1) being only $2,000
In vle of the $3,000 paid to B
within the firzt 65 days of
1953) 2_,0 00

(iv) Total of deductions--- 5.000

(3) Net income for the purpose of
section 162 (d) (4) .... . C.000

(c) The deductions of $8,000 (item (a)
(3)) exceed the net income of $3,000 (item
(b) (3)) (c) by $5,00oM. Such excess is ex-
cluded from the net Income of A and B (the
beneficiarl e receiving the income in item
(a)) In the follow ng proportions:

5,000 of 5,000 s excluded from A's in-
(l) 8 come.

3,000 of $5,000 Is excluded from B's In-
1 ),0 come.

(6) Section 162 (d) (4) has no appli-
cation to a case where, without applymng
section 162 Cd) (2) or (3) (A) the deduc-
tions of the estate trust under section
162 (b) or (c) by reason of distributions

§ 39.162-2
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of income exceed the net income of the
estate or trust for the taxable year com-
puted under the Internal Revenue Code
without such deductions. For example,
section 162 (d) (4) would not be appli-
cable in the case of a trust which re-
deceives a deduction of $10,000 by reason
of its distribution to the beneficiary dur-
ing the taxable year of the-entire trust
income (determined under the trust and
local law) received during the taxable
year, even though the net income of the
trust under the Code before such deduc-
tion amounted to less than $10,000.

§ 39.162-3 Rules for the application
of section 162 (a) zn the ease of trusts-
(a) Limitation on charitable, etc., de-
duction of trusts with trade or business
ncome. (1) In computing the deduc-
tion allowable under section 162 (a) to
a trust for any taxable year, no amount
otherwise allowable under section 162 (a)
as a deduction shall be allowed as a
deduction with respect to income of the
taxable year which is allocable to the
trust's Supplement U business income
for such year. For the purpose of this
section, the term "Supplement U business
income" means an amount equal to the
amount which, if such trust were exempt
from taxation under section 101 (6)
-would be computed as its unrelated busi-
ness net income under section 422 and the
regulations thereunder. For the pur-
pose of such computation under section
422, the term "unrelated trade or busi-
ness" Includes any trade or business
regularly carried on by such a trust, or
by a partnership of which it is a member.

(2) Unless the facts clearly indicate
the contrary, the deaiuction otherwise
allowable under section 162 (a) is allo-
cable to the Supplement U business in-
come on the basis of the ratio which
the Supplement U business income bears
to the net income of the trust computed
without any deduction under section 162.

(3) The application of this section
may be illustrated by the following
examples:

Example (1). The X trust has net income
of $50,000 computed without any deduction
under section 162. There is included in this
amount a net profit of $30,000 from the
operation of a trade or business. The trus-
tee s required to pay one-half of the net
income to A, an individual, and the balance
of the net income to the Y charity, an
organization described in section 23 (o) (2)
The trustee pays each beneficiary $25,000.
Under these facts, the Supplement U business
income of the trust (computed after the
deduction allowable under section 422 (a)
(9) for charitable contributions) is $25,500.
The deduction otherwise allowable under
section 162 (a) Is $25,000, the amount paid
to the Y charity. The portion thereof allo-
cable to the Supplement U business income
and therefore disallowed as a deduction if
$12,750, that s, an amount which bears the
same ratio to $25,000 as $25,500 bears to
$50,000.

Examplc (2). Assume the same facts as
in example (1), except that the trustee he-
discretion as to the portion of the net income
to be paid to each beneficiary, and the
trustee pays $40,000 to A and $10,000 to the
Y charity. The deduction otherwise allow.
able under section 162 (a) is $10,000. The
portion thereof allocable to the Supplemen
U business Income-and therefore disallowed
as a deduction is $5,100, that. Is, an amoun
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which bears the same. ratio to $10,000 as (c) Limitation on charitable, etc., de-
$25,500 bears to $50,000. duction of trusts accumulating income,

Example (3). Assume the same facts as (1) The amount otherwise allowable
in example (1), except that the terms of
the trust instrument require the trustee under section 162 (a) as a deduction

to pay to the Y charity the net income, if shall be limited to the amount actually

any, derived from the trade or business, paid out during the taxable year and
and to pay to A all the net income derived shall not exceed 15 percent of the net
from other sources. The trustee pays income of the trust (computed without

$30,000 to the 7 charity and $20,000 to A. the benefit of section 102 (a)), if the
The deduction otherwise allowable under amounts permanently set aside, or to be
section 162 (a) is $30,000. Under the facts used exclusively, for the charitable and
in, this case, $25,500 of the amount paid other purposes described in section 102
to the Y charity is allocable to the Supple-

ment U business income and is therefore (a) during the taxable year or any prior

disallowed as a deduction, taxable year (including taxable years
beginning before 'the effective date of

(b) Limitation on charitable, etc., section 162 (g) (4)) and not actually paid
deduction of trusts engaged in. prohib- out by the end of the taxable year arc
ited transactions. (1) In the case of unreasonable. Amounts accumulated
a trust which has engaged in any pro- out of income for purposes described In
hibited transaction (as described in section 162 (a) become unreasonable
section 162 (g) (2) (B)) the amount when more income is accumulated than
otherwise allowable under section 162 is needed, or when the duration of the
(a) as a deduction shall not exceed 15 accumulation is longer than is needed, In
percent of the net income of such trust order to carry out the charitable or other
(computed without the benefit of sec- purpose described in section 162 (a) for
tion 162 (a)) for any taxable year sub- which such amounts were set aside,

sequent to the taxable year in which Furthermore, such limitation on the de-
there is mailed to it a notice in writing duction otherwise allowable under sec-
by the Commissioner that it has engaged tion 162 (a) shall apply If amounts
in -such prohibited transaction. Such accumulated out of income for purposes
notification by the Commissioner shall described in section 162 (a) are used to a
be by registered mail to the last known substantial degree for purposes other
address of the fiduciary. However, not- than those described In section 162 (a),

withstanding the requirement of noti- or if such amounts are Invested in such a
fcation by the Commissioner, such manner as to jeopardize the interests of
limitation (on the amount otherwise the religious, charitable, scientific, etc,,
allowable under section 162 (a) as a beneficiaries.
deduction) shall apply with respect to (2) For the purpose of section 162 (g)
any taxable year, if such trust during (4) the term "Income" means gains,
or prior to such taxable year commenced profits, and Income determined under
the prohibited transaction with the pur- the principles applicable In determining
pose of diverting such income or corpus the earnings or profits of a corporation.
from the purposes described in section The amount accumulated out of Income
162 (a) and such transaction involved during the taxable year or any prior tax-
a' substantial part of such income or able year shall be determined under the
corpus. See examples under §§ 39.162-4 principles applicable In determining the
and 39.3813-1. accumulated earnings or profits of a cor-

(2) A trust whose deduction under poration. In determining the reason-
section 162 (a) has been limited by ableness of an accumulation out of in-
reason of the provisions of section 162 come, there will be disregarded the fol-
(g) (2) (A) may file, in any taxable lowing: (I) The- accumulation of gain
year following the taxable year in which upon the sale or exchange of a donated
notice of limitation of deduction was asset to the extent that such gain rep-
issued, a claun for allowance of un- resents the excess of the fair market
limited deduction under section 162 (a)., value of such asset when acquired by
This claim shall be filed with the district the trust over its substituted basis In the
director of internalrevenue for the Inter- hands of tl~e organization; (11) the ac-
nal revenue district in which the fidu- cumulation of gain upon the sale or ex-
ciary resides or has his principal place of change of property held for the produc-
business. The claim must contain or tion of investment Income, such as divi.

have attached to it an affidavit by the dends, interest, and rents, where the pro-
fiduciary that the trust will not know- ceeds of such sale or exchange are within
ingly again engage in a prohibited trans- a reasonable time reivested in property
action, acquired and held In good faith for the

(3) If the Commissioner is satisfied production of Investment Income,

that the trust will not knowingly again (3) Whether the conditions spedifled
engage in a prohibited transaction, he in subparagraphs (A), (B), and (C) of
shall so notify the trust in writing. In section 162 (g) (4) are present in any
such case the trust will be allowed un- case must .be determined from all tho
limited deduction under section 162 (a) facts. The conditions specified In sec-

(subject to the provisions of section 162 tion 162 (g) (4) (A), (B) and (C) may

(g)) with respect to taxable years sub- result from the use of only one trust or
sequent to the taxable year in which such of a chain of two or more organizations,

e claim is filed. Section 162 (g) (2) (C) (4) A trust whose deduction under

a contemplates that a trust whose chari- section 162 (a) has been limited by

- table, etc., deduction has been limited as reason of the provisions of section 162

e ,prescribed therein shall be subject to (g) (4) may file a claim for allowance

d such limitation for At least one full tax- of unlimited deduction under section
_ -able year. 162 (a).. This claim shall be filed with

§ 39.162-3
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the district director of internal revenue
for the internal revenue district in which
the fiducibry resides or has his principal
place of business. The claim must con-
tam or be accompanied by information or
evidence showing that the circumstances
that caused the limitation on deduction
prescribed under section 162 (g) (4) no
longer exist, and an affidavit by the fL-
duciary that the trust will not knowingly
again violate the terms of such section.
Sectioir 162 (g) (4) contemplates that
a trust whose charitable, etc., deduction
has been limited as prescribed therein
shall be subject to such limitation for at
least one full taxable year.

(5) In the case of a trust the deduc-
tion under section 162 (a) of which has
been limited solely by reason of the -pro-
visions of section 162 (g) (4) deductions
otherwise allowable under section 23 (o)
(2) 23 (q) (2) 162 (a) or 505 (a) (2)
for gifts or contributions made to such
a trust in trust for charitable, etc., pur-
poses, shall not be disallowed.

§ 39.162-4 Disa7lowance to donors of
certain charitable, etc., deductions for
gifts made in trust. (a) No gift or con-
tribution which would otherwise be al-
lowable -as a charitable or other
deduction under section 23 (o) (2) 23
(q) X2) 162 (a) or 505 (a) (2) shall be
allowed as a deduction if made in trust
and, in the taxable year of the trust
in which the gift or contribution is made,
the deduction allowed the trust under
section 162 (a) is limited by reason of
the provisions of section 162 (g) (2) (A)

(b) The prohibited transactions enu-
merated in section 162 (g) (2) (B) are
in addition to and not in limitation of
the restrictions contained in section 23
(a) (2) 23 (q) (2) 162 (a) or 505 (a)
(2) A deduction may not be allowed
in view of the general provisions of those
sections, even though the trust has not
engaged in any of the prohibited trans-
actions referred to in section 162 (g)
(2) (3) Thus, if the donor or the
fiduciary of the trust enters into a trans-
action with the trust, such transaction
will be closely scrutinized to ascertain
whether the contribution is in fact made
for the stated exempt purposes.

c) If a trust, which receives a gift or
contribution for charitable, etc., pur-
poses is not entitled to the unlimited de-
duction under section 162 (a) because it
engaged in a prohibited transaction with
the purpose of diverting its income or
corpus from the purposes described in
section 162 (a), and such transaction in-
volved a substantial part of such income
or corpus, and if the taxable year of the
trust during which such gift or contribu-
tion is made is the same as, or is prior
to, the taxable year of the trust in which
such transaction occurred, then a deduc-
tion by the donor with respect to the gift
or contribution shall not be disallowed
under paragraph (a) of this section un-
less the donor (or any member of his
family if the donor is an individual) is a
party to such prohibited transaction.
For the purpose of the preceding sen-
tence, the members of an individual
donor's family include only his brothers
and sisters, whether by whole or half
blood, spouse, ancestors, and lineal
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'descendants. See § 39.3313-3 for dL-
allowance of certain charitable, etc.,
deductions otherwise allowable under
section 162 (a).

(d) The application of this section
may be illustrated by the following ex-
ample:

Example. Under the terms of an Irre-
vocable trust established by A In 1-19, the
trustees were to pay one-half of the Income
of the trust to A's wilo for life, and the
trustees were given discretion either to ac-
cumulate or distribute the remaining one-
half of the Income to a specliled charitable
beneficiary. Upon the death of the wife,
the entire corpus was to be paid to the
named charity. The trust makes Its income
tax returns on the basis of the calendar
year. For 1919. A taJEa a charitable de-
duction for the amouna of the gift In trust
to the charity. In 1952. 1953. 1054. and 1905,
A makes further contributions to the trust
and takes charitable deductions for Such
years under section 23 (o) (2). In 193.
1954, and 1955, B (not a member of A's
family) makes contributions to the trust
for' its designated charitable purpme and
takes charitable deductions for such years.
In 1953. the trust commences purpoely to
divert income and corpus which had been
set aside for Its charitable purpose and to
turn such income and corpus over to A, the
creator of the trust, and a Substantial
amount of such income and corpus La so
diverted by the close of the taxable year 1054.
For 1953 and subsequent taxable years, the
deduction allowed the trust under cection
152 (a) Is limited by reason of the provislona
of section 162 (g) (2) (A). Both A and B
are disallowed any charitable deduction for
their charitable contributions made during
1955 to the trust. Moreover, the charitable
deduction taken by A for contributions to
the trust in the years 1953 and 1054 would
also-bel disallowed Since A was a party to the
prohibited transaction. If the facts and
surrounding circumstances Indicate that the
contribution'In 1952 by A was for the pur-
pose of the prohibited transaction, then the
charitable deduction for the year 1052 Shall
also be disallowed with respect to A. Since
the prohibited transaction would then have
commenced with the making of such con-
tribution and the deduction allowed the
trust under section 120 (a) would then be
limited for 1952 by reason of the provisions
of section 162 (g) (2) (A).

§ 39.163 Statutory provisions; estates
and trusts; credits against net income.

SEc. 163. Credits against net income--(a)
Credits of estate or trust. (1) For the pur-
pose of the normal tax and the Surtax, an
estate shall be allowed, In lieu of the exemp-
tions under section 25 (b) (1). a credit of
P600 against net income, and a trust shall
be allowed, In lieu of the exemptlons under
section 25 (b) (1), a credit of O0( against
net Income.

(2) If no part of the income of the estate
or trust Is Included In computing the net
income of any legatee, heir, or beneficiary.
then the estate or trust sbl be allowed the
same credits against net Income for interest
as are allowed by section 25 (a).

(b) Credits of bnecflary. If any part of
the Income of an estate or trust Is included
in computing the net Income of any legat e,
heir, or beneficiary, such le-gate. heir, or
beneficiary shall, for the purpose of the
normal tax, be allowed as credit- against net
income, In addition to the credits allowed to
him under section 25, his proportionate Share
of such amounts of interest upecfied In sec-
tion 25 (a) as are, under this Supplement,
required ') be Included in computing hIs
net income. Any remaining portion of such
amounts. specified in section 25 (a) rhall, for
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the purPes3 Of the nomal t-24, b_ aflow ed
as credits to the estate or trust.

(c) Credfit of estate or truvt ard bcrz-
flcfcy in case of band premium. If the
estate or trust elects under sceCton 125 to
treat the premiUm on bond, the Jntares an
which i3 allowa ble an a credit under L-ation
2- (a) (1) or (2). as amortizable,

(1) For the purpcs of sub-sction (_) (2),
the credito allowed by ection 25 (a) shall he
reduced as provided In secton 125 (a) (3);

(2) For the purposes of subsection (b),
the proportlonate Share of the leatee. hzirL,
or beneficiary of such Interest shall be hL
proportionate .hare of rzh interest (da-
termined without regard to this pmragraph)
reduced by so much of the deduction under
section 23 (v) as Is attributable to such
Share. The remainder of sush dductioc-,
for the purpose of the last sentence of sub-
section (b). shall be applied In reduction of
Such credits of the estate or trust.
[Sc. 163 as amended by c. 12P (d), P.v.
Act 1942; sec. 10 (M), Individual Income T=.
Act 1944; ccc. 102 (b) (6), Rev. Act 1:43;
rec. 202 (d). Re7. Act 1940 I

S39.163-1 Credfts to estate, trupt, or
beneficlary--Ca) Credits allowed eztates;
and trusts for normaZ tax and curtax
purposes. An estate is allowed, in lieu of
the exemptions allowed by section 25
(b) (1) a credit of $600 against net in-
come for both normal tax and surtax
purposes. For proration of such credit
in the case of a fractional part of a year
restiling from termination of the ta=-
ble period by the Commissioner unaer
Section 146, see § 39.47-1. A trust is al-
lowed, in lieu of the exemptions under
cection 25 (b) (1) a crEdit of $100
against net income for both normal tax
and surtax purpozes. A credit for de-
pendents Is not allowable to an estate or
trust.

(b) Credit for interest to estate or
trust. If no part of the income of the
estate or trust Is Included in computing
the net Income of any legatee, heir, or
beneficiary, the estate or tru&s shall be
allowed the credits provided in section
25 (a) in respect of interest upon certain
obligations of the United States and its
Instrumentalities. (For reduction of
credits on account of amortizable bond
premium, see § 39.125 (c)-2.)

(c) Credit for interest to beneficiary.
If any part of the income of the estate
or trust Is included in computing the net
income of any legatee, heir, or bene-
ficlary, he Is allowed for the purpose of
the normal tax. in addition to his indi-
vidual credits, the proportionate share of
the Interest upon obligations of the
'United States and its instrumentalities
which is exempt from normal tax only
and Is required to be included in com-
puting net income. Any remainng por-
tion of such Interest will be allowea as a
credit for the purpose of the normal tax
to the estate or trust. 'Where the
amount of the interest specified in sec-
tlon 25 (a) Is in excess of the net income
of the estate or trust, the proportonzte
share of such interest which each bene-
ficlary is required to include in com-
puting his net income and for which he
is allowed a credit for normal tax pur-
poses Is an amount equal to his dis-
tributive share of the net income of the
estate or trust. No additional exemp-
tion is allowable to the beneficiary cf a
trust by reason of the receipt of 2nczae

§ 39.163-1
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from such trust. Por reduction of cred-
its on account of amortizable bond pre-
mium see § 39.125 (c)-2.

§ 39.164-165 Statutory provisions; es-
tates and trusts; different taxable years;
employees' trusts.

SEC. 164. Different taXable years. If the
taxable year of a legatee, heir, or beneficiary
it different from that of the estate or trust,
the amount which he is required, under
section 162 (b), to include in computing his
net income, shall be based upon the income
of the estate or trust for any taxable year of
the estate or trust (whether beginning on,
before, or after January 1, 1939) ending
within or with histaxable year.
[Sec. 164 as amended by see. 111 (d), Rev.
Act 19421

SEC. 165. Employees' trusts-(a) Exemp-
tion from tax. A trust forming part of a
stock bonus, pension, or profit-sharing plan
of an employer for the exclusive benefit of
his employees or their beneficiaries shall not
be taxable under this supplement and no
other provision of this supplement shall
apply with respect to such trust or to its
beneficiary-

(1) If contributions are made to the trust
by such employer, or employees, or both, for
the purpose of distributing to such employees
or their beneficiaries the corpus and income
of the fund accumulated by the trust in
accordance with such plan;

(2) If under the trust instrument it is
impossible, at any time prior to the satisfac-
tion of all liabilities with-respect to em-
ployees and their beneficiaries under the
trust, for any part of the corpus or income to
be (within the taxable year or thereafter)
used for, or diverted to, purposes other than
for the exclusive benefit of his employees or
their beneficiaries;

(3) If the trust, or two or more trusts, or
the trust or trusts and annuity plan or plans
are designated by the employer as constitut-
ing parts of a plan intended to qualify under
this subsection which benefits either-

(4) 70 per centum or more of all the em-
ployees, or 80 per centum, or more of all the
employees who are eligible to benefit under
the plan if 70 per centum or more of all.the
employees are eligible to benefit under the
plan, excluding in each case employees who
have been employed not'more than a mini-
mum period prescribed by-the plan.nnot ex-
ceeding five years, employees whose custo-
mary employment Is for not more than
twenty hours in any one week, and employees
whose customary employment is for not more
than five months In any calendar year, or

(B) Such employees -as qualify under a
classification set up by the employer and
found by the Commissioner not to be dis-
criminatory in favor of employees who are
officers, shareholders, persons whose principal
duties consist in supervising the work of'-
other employees, or highly compensated
employees;
and

(4) If the contributions or benefits pro-
vided under the plan do not discriminate in
favor of employees who are officers, share-
holders, persons whose principal duties con-
sist in supervising the work of other em-
ployees, or highly compensated employees.

(6) A classification shall not be considered
discriminatory within the meaning of para-
graph (3) (B) or (4) of this subsection merely
because It excludes employees the whole of
whose remuneration constitutes "wages" un-
der section 1426 (a) (1) (relating to the
Federal Insurance Contributions Act) or
merely because it is limited to salaried or
clerical employees. Neither shall a plan be
considered discriminatory within the mean-
Ing of such provisions merely because the

9 39 164-165

contributions or benefits of or on behalf of
the employees under the plan bear a uniform
relationship to the total compensation, or the
basic or regular rate of compensation, of such
employees, or merely because the contribu-
tions or benefits based on that part of an
employee's remuneration which is excluded
from "wages" by section 1426 (a) (1) differ
from the contributions or benefits based on
employee's remuneration not so excluded, or
differ because of any retirement benefits
created under State or Federal law.

(6) A plan shall be considered as meeting
the requirements of paragraph (3) of this
subsection during the whole of any taxable
year of the plan if on one day in each quarter
It satisfied such requirements.

(b) Taxability of beneflczary. The amount
actually distributed or made available to any
distributes by any such trust shall be tax-
able to him, in the year n which so distrib-
uted or made available, under section 22 (b)
(2) as if it were an annuity the consideration
for which is the amount contributed by the
employee, except that if the total distribu-
tions payable with respect to any employee
are paid to the distributee within one tax-
able year of the distributee on account of
the employee's separation from the service,
the amount of such distribution to the extent
exceeding the amounts contributed by the
employee, shall be considered a gain from
the sale or exchange of a capital asset held
for more than 6 months. Where such total
distributions include securities of the em-
ployer corporation, there shall be excluded
from such excess the net unrealized appreci-
ation attributable to that part of the total
distributions which consists of the securities
of the employer corporation so distributed.
The amount of such net unrealized appreci-
ation and the resulting adjustments to basis
of the securities of the employer corporation
so distributed s)2all be determined in accord-
ance with regulations which shall be pre-
scribed by the Secretary. For purposes of
this subsection, the term "securities" means
only shares of stock and bonds or debentures
issued,-by a corporation with interest coupons
or in registered form, and the term "securi-
ties of -the employer corporation" includes
securities of a parent or subsidiary corpora-
tion (as defined in section 130A (d) (2) and
_(3)) of the employer corporation. In nO
event shall the amount actually distributed
or made available to any distributee include
net unrealized appreciation in securities of
the employer corporation attributable to the
amount contributed by the employee. Such
net unrealized appreciation and the resulting
adjustments to basis of such securities shall
also be determinedin accordance with regu-
lations which shall be prescribed by the
Secretary.

(c) Treatment of beneficiary of trust not
exempt under subsection (a). Contributions
to a trust made by an employer during a

'taxable year of- the employer which'ends
within' or with a taxable year of the trust

'for which the trust Is not exempt under
-section 165 (a) shall be included in the
gross income of an employee for the taxable
year in which the contribution is made to
the trust in the case of an employee whose
beneficial interest in such contribution- is
nonlorfeitable at the time the contribution
s made.

(d) Certain employees' annuities. Not-
withstanding subsection (C), or any other
provision of this chapter, a contribution to a
trust by an employer shall not be included in
the income of the employee in the year in
which the contribution is made f-

(1) Such contribution is to be applied by
the trustee for the purchase of annuity
contracts for the benefit of such employee;

(2) Such contribution is made to the
trustee pursuant to a written agreement
entered into prior to October 21, 1942, be-

tween the employer and the trustee, or
between the employer and employee: and

(3) Under the terms of the trust agree-
ment the employee Is not entitled during his
"lifetime, except -with the consent of the
trustee, to any payments under annuity con-
tracts purchased by the trustee other than
annuity payments.

The amount so contributed by the employer
shall not constitute consideration paid by
the employee for such annuity contract in
determining the amount of annuity pay-
ments required to be included in his gross
income under section 22 (b) (2); except
that if the tax imposed by this chapter for
any taxable year beginning before January
1, 1949, has been paid by the employee with
respect to such contribution for such year,
and not credited or refunded, the amount so
contributed for such year shall constitute
consideration paid by the employee for such
annuity contract. This subsection shall have
no application with respect to amounts con-
tributed to a trust after June 1, 1949, if the
trust on such date was exempt under sub-
section (a). For the purposes of this sub-
section, amounts paid by an employer for
the purchase of annuity contracts which are
transferred to the trustee shall be doomed
to be contributions made to a trust or trustee
and contributions applied by the trustee for
the purchase of annuity contracts; the term
"annuity contracts purchased by the trustee"
shall include annuity contracts so purchased
by the employer and transferred to the
trustee; and the term "employee" shall in-
clude only a person who was in the employ
of the employer, and was covered by the
agreement referred to in paragraph (2), prior
to- October 21, 1942.

[See. 165 as amended bJ sec. 218, Rev, Act
1939; see. 162 (a), Rev. Act 1942; see. 6 (a),
Public Law 378 (81st Cong.): see, 335, Rev,
Act 1951; sec. 1, Public Law 589 (82d Cong.) I

SEC. 162. Pension trusts evlenue Act of
19421. * * *

(d) Taxable years to whim amendments
applicable. The amendments made by this
section shall be applicable as to both em-
ployer and employees only With respect to
taxable years of the employer beginning after
December 31, 1941, except that- * *

(2) A stock bonus, pension, profit-sharing,
or annuity plan-* 0

(B) put into effect after December 01,
1944, 6hall 'be considered as satisfying the
requirements of section 165 (a) (3), (4),
(5) and (6) for the period beginning with
the date on which it was put into effect and
ending with the 15th day of the third Mnonth
following the close of the taxable year of the
employer in which the plan was put in effect,
If all provisions of the plan which are nece-

'sary to satisfy such requirements are in offoot
by the end of such period and have boon
made effective for all purposes with respect
to the whole of such period,

,[Sec. 162 (d) (2) as amended by see. 2 (b),
Pub. Law 511 (78th Cong.)j

§ 39.165-1 Employees' trusts-a) In
general. (1) In order that a trust may
be exempt under section 165 (a) it must
be part of a stock bonus, pension, or
profit-sharing plan of an employer for
the exclusive benefit of his employees or
their beneficiaries. 'The trust must be
formed and availed of solely to aid in the
proper execution of a plan which Is a
definite written program and arrange-
ment communicated to the employees,
solely designed and applied to enable
such employees or their beneficiaries to
share In the capital or profits of such
employer's trade or business or to pro-
vide for the livelihood of such employees
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or their beneficiaries after the retire-
ment of such employees. As to inclusion
of full-time life insurance salesmen
,within the class of persons considered to
be employees, see section 3797 (a) (20)

(2) A pension plan within the mean-
-ing of section 165 (a) is a plan estab-
lished and maintained by an employer
prinarily to provide systematically for
the payment of definitely determinable
benefits to his employees over a period of
years, usually for life, after retirement.
Retirement benefits generally are meas-
ured by, and based on, such factors as
years of service and compensatioi re-
ceived by the employees. The determi-
nation of the amount of retirementbene-
fits and the contributions to provide
such benefits are not dependent upon
profits. Benefits are not definitely de-
terminable if funds arising from for-
feitures on termination of service, or
other reason, may be used to provide
increased benefits for the remain= par-
ticipants instead of being used to reduce
the amount of contributions by the em-
ployer. A plan designed to provide bene-
fits for emnloyees or their beneficiaries
to be paid upon retirement or over a
period of years after retirement will, for
the purposes of section 165 (a) be con-
sidered a pension plan if under the plan
either the benefits payable to the em-
ployee or the required contributions by
the employer can be determined actuari-
ally. A profit-sharing plan, on the
other hand, is a plan established and
maintained by an employer to provide
for the participation in his profits, by
his employees or their beneficiaries, based
on a definite predetermined formula for
determining the profits to be shared and
a definite predetermined formula for dis-
tributing the funds accumulated under
the plan after a fixed number of years,
the attainment of a stated age, or upon
the prior occurrence of some event such
as illness, disability, retirement, death,
or severance of employment. A formula
for determining the profits to be shared
is definite, for example, if it provides for
a contribution equal to (i) a specified
percentage of the annual profits, (ii) a
specified percentage of the annual profits
in excess of the sum of dividend commit-
ments plus a fixed amount with an over-
all limitation, or (iii) a specified per-
centage of the annual profits not to
exceed a specified percentage of the
salaries of the participants or their con-
tributions, if any, to the fund. A for-
mula for distributing the accumulated
funds among the participants is definite,
for example, if it provides for a distribu-
tion in proportion to the basic compen-
sation of each participant. A stock
bonus plan is a plan established and
maintained by aif employer to provide
benefits similar to that of a profit-shar-
ing plan except that the contributions
by the employer are not necessarily de-
pendent upon profits and the benefits
are distributable in stock of the em-
ployer company. Such a plan, with re-
spect to determining and distributing
the stock of the employer which is to
be shared among his employees or their
beneficiaries, is sub3ect to the same re-
quirements as in the case of a profit-
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sharing plan. A stock bonus, pension,
or profit-sharing plan, as used in section
165 (a) does not include any plan which
is prmarily a dismissal wage plan.

(3) The term "plan" implies a perma-
nent as distinguished from a temporary
program While the employer may re-
serve the right to change or terminate
the plan, and to discontinue contribu-
tions thereunder, if the plan Is aban-
doned for any cause other than business
necessity within a few years after it has
taken effect, this will be evidence that the
plan from its inception was not a bona
fide program for the exclusive benefit of
employees in general. Especially will
this be true in the case of a pension plan
under which pensions were fully funded
for the highly paid employees or others
in favor of whom discrimination Is pro-
hibited under section 165 (a), and which
was abandoned soon after the pznslons
for such favored employees had been
provided. The permanency of the plan
will be indicated by all of the surround-
Ing facts and circumstances, including
the likelihood of the employer's ability
to continue contributions as provided
under the plan. In the event a plan Is
abandoned, the employer should prompt-
ly notify the district director of internal
revenue (Commissioner, before January
1, 1954), stating the circumstances which
led to the discontinuance of the plan.

(4) If the plan Is so designed as to
amount to a subterfuge for the distrbu-
tion of profits to shareholders, even if
other employees who are not sharehold-
ers are included under the plan, it will
not qualify as a plan for the exclusive
benefit of employees. The plan must
benefit the employees in general, al-
though it need not provide benefits for
all of the employees. Among the em-
ployees to be benefited may be persons
who are officers and shareholders.
However, a plan is not for the exclusive
benefit of employees In general If It dis-
criminates either in eligibility require-
ments, contributions, or benefits by any
device whatever in favor of employees
'who are officers, shareholders, persons
whose principal duties consist in super-
vising the work of other employees, or
the highly compensated employees. See
section 165 (a) (3) (4) and (5)
Neither Is a stock bonus or profit-sharing
plan for the exclusive benefit of em-
ployees in general if the funds therein
may be used to relieve the employer from
contributing to a pension plan operating
concurrently and covering the same em-
ployees. All of the surrounding and at-
tendant circumstances and the details of
the plan will be indicative of whether it
is a bona fide stock bonus, pension, or
profit-sharing plan for the exclusive
benefit of employees in general. The
law is concerned not so much with the
form of any plan as It Is with its effects in
operation. For example, in section 165
(a) (5) the law specifies certain provi-
sions, which of themselves are not dis-
criminatory, but this does not mean that
a plan cntaining these provisions may
not be discriminatory In actual opera-
tion.

(5) A plan Is for the exclusive benefit
of employees or their beneficiaries even
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though it may cover former employees
as well as present employees and em-
ployees who are temporarily on leave,
as, for example, In the mltary or naval
forces. A plan covering only former em-
ployees may qualify under section 165
(a) if it complies with the provisions of
section 165 Ca) (3) (B) with respect to
coverage, and section 165 (a) (4) with
respect to contributions and benefits, as
applied to all of the former employees.
The term "beneficiaries" of an employee
within the meaning of section 165 in-
cludes the estate of the employee, de-
pendents of the employee, persons who
are the natural objects of the employee's
bounty, and any persons designated by
the employee to share in the benefits of
the plan after the death of the employee.

(6) No specific limitations are pro-
vided in section 165 (a) with respect to
Investments which may be made by the
trustees of a trust qualifying under sac-
tion 165 (a) The contributions may be
used by the trustees to purchase any in-
vestments permitted by the trust agree-
ment, to the extent allowed by local law.
Where, however, the trust funds are
invested in stock or securities of the
employer, full disclosure must be made
of the reasons for such arrangement and
of the conditions under which such in-
vestments are made in order that a de-
termination may be made whether the
trust serves any purpose other than con-
stituting part of a plan for the exclusive
benefit of employees.

(b) Portions of years; affldated cor-
porations. An exempt status must be
maintained throughout the entire tax-
able year of the trust in order for the
trust to obtain any exemption for such
year. But see section 165 (a) (6) and
§ 39.165-3. A trust forming part of a
plan of afliliated corporations for their
employees may be exempt if all the re-
quirements are otherwise satisfied.

(c) Proof of exemption. Every trust
claiming exemption must prove its right
thereto by filing with the district director
of internal revenue for the internal reve-
nue district in which the trust is located
(Commissioner if filed before January 1,
1954) the information required unaer
§ 39.23 (p)-2 in order to show that the
trust forms part of a stock bonus, pen-
son, or profit-sharing plan of an em-
ployer for the exclusive benefit of is
employees or their beneficiaries, which
plan meets the requirements of section
165 (a). Such Information mu3tbe fled
for each taxable year of the trust with
respect to which this section is appli-
cable, except that, where the information
required by § 39.23 (p)-2 for a particulaz
taxable year has been filed by the em-
ployer and he so notifies the trustee, the
trustee, in lieu of the, Information re-
quired under § 39.23 (p)-2, may file with
the district director (Commioner if
filed before January 1, 1954) the follow-

i Information: (1) The names and ad-
dresscs of the parties to the tru-t
agreement and the date thereof; (2) the
taxable year Involved; (3) a copy of the
notification from the employer with re-
spect to the filing of such information;
(4) the ofilce of the district director of
internal revenue In which the employer

§ 39.165-1-
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files his returns; and (5) a request for
exemption of the trust under section
165 (a)

§ 39.165-2 Impossibility of diversion
under the trust rnstrument-(a) In
general. Under section 165 (a) (2) a
trust is not exempt unless under the
trust instrument it is impossible (in the
taxable year and at any time thereafter
prior to the satisfaction of all liabilities
to employees or their beneficiaries cov-
ered by the trust) for any part of the
trust corpus or income to be used for, or
diverted to, purposes other than for the
exclusive benefit of such employees or
their beneficiaries. As used in section
165 (a) (2) the phrase "if under the
trust instrument it is impossible" means
that the trust instrument must definite-
ly and affirmatively make it impossible
for 'the nonexempt diversion or use to
occur, whether by operation or natural
termination of the trust, by power of
revocation or amendment, by the hap-
pening of a contingency, by collateral
arrangement, or by any other means.
It Is not essential that the employer re-
linquish all power to modify or termi-
nate the rights of certain employees
covered by the trust, but it must be im-
possible for the trust funds to be used
or diverted for purposes other than for
the exclusive benefit of his employees or
their beneficiaries. As. used in section
165 (a) (2) the phrase "purposes other
than for the exclusive benefit of his em-
ployees or their beneficiaries" includes
all objects or alms not solely designed
for the proper satisfaction of all liabili-
ties to employees or their beneficiaries
covered by the trust.

(b) Meaning of "liabilities" The in-
tent and purpose in section 165 (a) (2)
of the phrase "prior to the satisfaction of
all liabilities with respect to employees
and their beneficiaries under the trust"
is to permit the employer to reserve the
right to recover at the termination of
the trust, and only at such termination,
such balance in the trust as is due to
erroneous actuarial computations during
the previous lifeof the trust. A balance
due to an "erroneous acturial computa-
tion" is the surplus -arising because
actual requirements differ from the ex-
pected requirements based upon pre-
vious actuarial valuations of liabilities
or determinations of costs of providing
pension benefits under the plan in ac-
cordance with reasonable assumptions
as to mortality, interest, etc., and correct
procedures relating to the method of
funding, all as made by a careful person
skilled in calculating the amounts neces-
sary to satisfy pecuniary obligations of
such a nature. For example, a trust has
accumulated assets of $1,000,000 at the
time of liquidation, determined by
acceptable actuarial procedures using
reasonable assumptions as to interest,
mortality, etc., as being necessary to
provide the benefits in accordance with
the provisions of the plan. Upon such
liquidation it is found that $950,000 will
satisfy all of the liabilities under the
plan. The surplus of $50,000 arises,
therefore, because of the difference be-
tween the amounts actuarially deter-
mined and the amounts actually re-
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quired to satisfy the liabilities. This
$50,000, therefore, is the amount which
may be returned to the employer as the
result of an erroneous actuarial com-
putation. If, however, the surplus of
$50,000 had been accumulated as a result
of a change in the benefit provisions or
in the eligibility requirements of the
plan, the $50,000 could not revert to the
employer because such surplus would not
be the result of an erroneous actuarial
calculation. The term "liabilities" as
used in section 165 (a) (2) includes both
fixed and contingent obligations to em-
ployees. For example, if 1,000 employees
are covered by a trust forming part of
a pension plan, 300 of whom have satis-
fied all the requirements for a monthly
pension, while the remaining 700 em-
ployees have not yet completed the
required period of service, contingent
obligations to such 700 gmployees have
nevertheless arisen which constitute
"liabilities" within the meaning of that
term. It must be impossible for the em-
ployer (or other nonemployee) to re-
cover any amounts other than such
amounts as remain in the trust because
of "erroneous actuarial computations"
after the satisfaction of all fixed and
contingent obligations, and the trust
instrument must contain a definite
affirmative provision to that effect,
whether the obligations to employees
have their source in the trust instrument
itself, in the plan of which the trust
forms a part, or in some collateral in-
strument or arrangement forming a part
of such plan, and whether such obilga-
tions are, technically speaking, liabilities
of the employer, of the trust, or of some
other person forming a part of the plan
or connected with it.

§ 39.165-3 Requirements as to cover-
age. (a) (1) In order to insure that
stock bonus, pension, and profit-sharing
plans are utilized for the welfare of em-
ployees in general, and to prevent the
trust device from being used for the
principal benefit of shareholders, officers,
persons whose principal duties consist
in supervising the work of other em-
ployees, or highly paid employees, or as
a means of tax avoidance, a trust will
not be exempt unless it is part of a plan
which satisfies the coverage requirements
of section 165 (a) (3) The percentage
requirements in section 165 (a) (3) (A)
refer to a percentage of all the active
employees, including employees tem-
porarily on leave, such as those in the

-armed forces of the United States, if
such employees are eligible under the
plan.

(2) The application of sectibn 165 (a)
(3) (A) may be illustrated by the fol-
lowing example:

Example. An employer adopts a plan at
a time when he has 1,000 employees. The
plan provides that all full-time employees
who have been in the employment for a
period of two years and have reached the
age of 30 shall be eligible to participate.
The plan also requires the participating em-
ployees to agree to contribute 3 percent of
their monthly pay. At the time the plan
Is made effective 100 of the 1,000 employees
had not been in the employment for a period
of two years. Fifty of the employees were
seasonal employees whose customary em.-

ployment was for not more than five months
in any calendar year. Twenty-five of the
employees were part-time employces whose
customary employment was for not more
than 20 hours in any one week. One hun-
dred and fifty of the full-time employees
who had been employed for two years or
more had not yet reached age 30, Saetion
165 (a) (3) (A) will be mot If 540 employees
are covered by the plan, as shown by the
following computation:
(1) Total employees with respect to

which the percentage require-
ments are applicable (1,000
minus 175 (100 plus 60 plus
25)) ------------------------ 826

(i) Employees not eligible to partici-
pate because of age require-
ments ----------------------- 150

(ii) Total employees eligible to par-
ticipate ------------------ 075

(iv) Percentage of employees in item
(i) eligible to participate ....... 81+

(v) Minimum number of participating
employees to qualify the plan
(80 percent of 675) ----------- 640

If only 70 percent, or. 578, of the 825 em-
ployees satisfied the age and service require-
ments, then 462 (80 percent of 578) partici-
pating employees would satisfy the percent-
age requirements.

(b) If a plan falls to qualify under the
percentage requirements of section 105
(a) (3) (A) it may still qualify under
section 165 (a) (3) (B) provided always
that (as required by section 165 (a (3)
and (4)) the plan's eligibility conditions,
benefits, and contributions do not dis-
criminate In favor of employees who are
officers, shareholders, persons whose
principal duties consist in supervising
the work of other employees, or tile
highly compensated employees,

(c) Section 165 (a) (5) sets out cer-
tain classifications that will not in them-
selves be considered discriminatory.
However, those so designated are not In-
tended to be exclusive. Thus, plans may
qualify under section 165 (a) (3) (B)
which are limited to employees who have
reached a designated age or have been in
the employment for a designated number
of years or are employed in certain desig-
nated departments or are in other
classifications: Provided, That the effect
of covering only such employees is not
to discriminate In favor of officers,
shareholders, employees whose principal
duties consist in supervising the work of
other employees, or highly compensated
employees. For example, If there are
1,000 employees, and the plan is written
for only salaried employees, and conse-
quently only 500 employees are covered,
that fact alone will not Justify the con-
clusion that the plan does not meet the
coverage requirements of section 105 (a)
(3) (B) provided the classification as
established does not discriminate in
favor of shareholders, officers, employees
whose principal duties consist in super-
vising the work of other employees, and
the highly paid employees. If a con-
tributory plan is offered to all of the
employees, but the requirement of con-
tribution by the employee participants
is so burdensome as to make the plan
acceptable only to the highly paid em-
ployees, the classification will be consid-
ered discriminatory in favor of such
highly paid employees.
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(d) Section 165 (a) (5) contains a
provision to the effect that a classifica-
tion shall not be considered discrmina-
tory within the meaning of section 165
(a) (3) (B) merely because there are
excluded from the plan employees the
whole of whose -annual remuneration
constitutes wages under section 1426 (a)
(1) (for purposes of the Federal Insur-
ance Contributions Act) This provi-
sion, in conjunction with section 165 (a)
(3) M is intended to permit the quali-
fication of plans which supplement the
social security program. A classification
which excludes all employees the whole
of whose remunerations constitutes
wages under section 1426 (a) (1) or a
classificdtion including such employees
in a plan under which the contributions
or benefits based on that part of an em-
ployee's remuneration which is excluded
from wages under section 1426 (a) (1)
differs from the contributions or benefits
based on the employee's remuneration
not so excluded, will not be a discrimna-
tory classification merely because of such
exclusion or difference. However, in
making his determination with respect
to discrimination in classification under
section 165 (a) (3) (B) the Commis-
sioner will consider whether the total
benefits resulting to each employee un-
der the plan and under the Social Se-
,curity Act, or under the Social Security
Act only, establish an integrated and
correlated retirement system satisfying
the tests of section 165 (a) Thus, a
classification of employees under any
plan which results in relatively or pro-
portionately greater benefits for em-
ployees earning above any specified
salary amount or rate than for those
-below such salary amount or rate may be
found to be discriminatory within the
meaning of section 165 (a) (3) (B) un-
less such relative or proportionate dif-
ferences in benefits as between em-
ployees resulting from such classification
are approximately offset by the retire-
ment benefits provided by the Social Se-
curity Act. For this purpose the total
Social Security Act benefits of an em-
ployee, m view of the supplementary
benefits provided by such law, may be
considered as 150 percent of the primary
insurance benefit provided thereby. A
plan supplementing the Social Security
Act and excluding employees the whole
of whose annual remuneration consti-
tutes wages under section 1426 (a) (1)
will not,"however, be deemed discrimna-
tory merely because for administrative
convenience, it provides a reasonable
minimum benefit not to exceed $20 a
month. Similar considerations, to the
extent applicable in any case, will govern
classifications under plans supplement-
,ng the benefits provided by other Fed-
eral or State laws. See section 165
(a) (5)

(e) An employer may designate sev-
eral trusts or a trust or trusts and an
annuity plan or plans as constituting one
plan which is intended to qualify under
section 165 (a) (3) in which case all of
such trusts and plans taken as a whole
may meet the requirements of such sec-
tion. The fact that such combination of
trusts and plans fails to qualify as one
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plan does not prevent such of the trusts
and plans as qualify from meeting the
requirements of section 165 (a).

(f) It Is provided in section 165 (a)
(6) that a plan will satisfy the require-
ments of section 165 (a) (3), if on at
least one day in each quarter of the tax-
able year of the plan It satisfies such
requirements. This makes It possible
for a new plan requiring contributions
from employees to qualify if by the end
of the quarter-year in which the plan is
adopted It secures sufficient contributing
participants to meet the requirements of
section 165 (a) (3). It also affords a
period of time in which new participants
may be secured to replace former partic-
ipants, so as to meet the requirements of
either subparagraph (A) or (B) of sec-
tion 165 (a) (3)

§ 39.165-4 Discrimination as to con-
tributions or benefits. (a) To be exempt
under section 165 (a) a trust mbst not
only meet the coverage requirements of
section 165 (a) (3), but, as provided in
section 165 (a) (4), It must also be part
of a plan under which there Is no dis-
emination in contributions or benefits
in favor of officers, shareholders, employ-
ees whose principal duties consist In
supervising the work of other employees,
or highly compensated employees as
against other employees whether within
or without the plan. Funds in a stock
bonus or profit-sharing plan arisinzg
from forfeitures on termination of serv-
ice, or other reason, must not be allo-
cated to the remaining participants in
such a manner as will effect the prohib-
ited discrimination. With respect to
forfeitures in a pension plan, see
§ 39.165-1 (a) Section 165 (a) (5) sets
out certain provisions which will not in
and of themselves be discriminatory
within the meaning of section 165 (a) (3)
or (4). See § 39.165-3. Thus, a plan
will not be considered discriminatory
merely because the contributions or
benefits bear a uniform relationship to
total compensation, or to the basic or
regular rate of compensation, or merely
because the contributions or benefits
based on that part of the annual com-
pensation of employees subject to the
Federal Insurance Contributions Act
differ from the contributions or benefits
based on the excess of such annual-com-
pensation over such part. The excep-
tions specified in section 165 (a) (5) are
not an exclusive enumeration, but a re-
cital of provisions frequently encountered
which will nQt of themselves constitute
forbidden discrimination in contribu-
tions or benefits. Variations in contri-
butions or benefits may be provided so
long as the plan, viewed as a whole for
the benefit of employees in general, with
all its attendant circumstances, does not
discriminate In favor of employees
within the enumerations with respect
to which discrimination Is prohibited.
Thus, benefits in a stock bonus or profit-
sharing plan which vary by reason of a,
distribution formula which takes Into
consideration years of service, or other
factors, are not prohibited unless they
discriminate In favor of such employees.

(b) A plan which excludes employees,
the whole of whose remuneration con-

stitutes wages under section 1426 (a) (1)
(relating to the Federal Insurance Con-
tributions Act) or a plan in which the
contributions or benefits based on that
part of an employee's remuneration
which is excluded from wages under
such law differs from contributions or
benefits based on the employee's re-
muneration not so excluded, or a plan
In which the contributions or benefits
differ because of any retirement benefit
created under State or Federal law, will
not be discriminatory because of such
exclusion or difference, provided the
total benefits resulting under the plan
and under such law establish an in-
tegrated and correlated retirement sys-
tem satisfying the tests of section 165
(a)

(c) Although a plan may provide for
termination at will by the employer, this
%will not of Itself prevent a trust from
qualifying as exempt under section 165
(a) However, in certain cases that
fact may necessitate some provison in
the plan which will preclude such ter-
mination from effecting the prohibited
discriminations. This may occur where,
for example, certain officers or highly
compensated employees are at the in-
ception of the plan within a few years
of retirement age and the operation of
the plan will fund and vest their benefits
in a short period, thus resulting in such
discrimination in favor of such officers
or highly compensated employees.

§ 39.165-5 Period for whzck require-
m7ents of section 165 (a) (3) (4) (5),
and (6) are applicable. A pension, profit-
sharing, stock bonus or annuity plan
"shall be considered as satisfying the re-
quirements of section 165 (a) (3) (4),
(5) and (6) for the period beginning
with the date on which It was put into
effect and ending with the 15th day of
thethirdmonth following the close of the
taxable year of the employer in which
the pfan was put into effect, if all the
provisions of the plan which are neces-
sary to satisfy such requirements are in
effect by the end of such period and have
been made effective for all purposes
with respect to the whole of such perid.
Thus, if an employer in 1952 adopts such
a plan as of January 1,1952, and makes
a return on the basis of the calendar
year, he will have until larch 15,1953, to
amend his plan so as to make it satisfy
the requirements of section 165 (a) (3)
(4), (5) and (6) for the calendar year
1952 provided that by MJarch 15, 1953,
all provisions of such plan nece=zary to
satisfy such requirements are in effect
and have been made retroactive for all
purposes to January 1, 1952, the effective
date of the plan. f an employer is on a
fiscal year basis, for example, April 1 to
March 31, and in 1952 adopts such a plan
effective as of April 1, 1952, he will have
until June 15, 1953, to amend his plan
so as to make it satisfy the requirements
of section 165 (a) (3) (4) (5) and (6)
for the fiscal year beginning April 1,1952,
and ending March 31, 1953: Proe&ded,
That by June 15, 1953, all provisions of
such plan necessary to satisfy such re-
quirements are in effect and have been

§ 39.165-5
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made retroactive for all purposes to'April
1, 1952, the effective date of the plan.

§ 39.165-6 Taxability of beneficiary
under a trust which meets the require-
ments of sectian 165 (a)-(a) In gen-
eral. (MA Section 165 (b) (c) and (d)
relates to the taxation of the beneficiary
of an employees' trust. If an employer
makes a contribution for the benefit of
an employee to a trust for the taxable
year of the employer which ends within
or with a taxable year of the trust for
which the trust is exempt under section
165 (a) the employee is not required to
include such contribution in his income
except in the year or years in which
such contribution is distributed or
made available to him. For rules pro-
viding for exclusion from income in the
year of distribution of amounts repre-
senting unrealized appreciation in the
value of securities of the employer cor-
poration, see paragraph (b) of this sec-
tion. It is immaterial in the case of
contributions to an exempt trust whether
the employee's rights in the contribu-
tions to the trust are forfeitable or non-
forfeitable either at the time the
contribution is made to the trust or
thereafter. The distribution from such
an exempt trust when received or made
available will be taxable to him as if
it were an annuity to the extent provided
in section 22 (b) (2) The provisions of
section 165 (b) relate only to distribu-
tions by a trust which is exempt under
section 165 (a) for the taxable year of
the trust in which the distribution is
made. If a trust is exempt for the tax-
able year in which the distribution
occurs, but was not so exempt for one
or more prior taxable years, the amount
of any such taxable distribution may be
reduced by the part thereof shown to
the satisfaction of the Commissioner
to be properly allocable to employer's
contributions or earnings of the trust
previously accounted for as taxable in-
come by the employee or to earnings
of the trust previously accounted for as
taxable income by the trust. Where the
distribution occurs in a taxable year of
the trust for which it is not exempt
under section 165 (a) the taxability of
such distribution will depend on the tax-
able status of the trust under other pro-
visions of the Internal Revenue Code at
the time of the distribution. If such
trust was not exempt for one or more
prior taxable years, the adjustments
outlined above may be made in connec-
tion with any distribution.

(2) If a trust exempt under section 165
(a) purchases an annuity contract for
an employee and distributes it to the em-
ployee in a year for which the trust is
exempt, the contract containing a cash
surrender value which may be available
to an employee by surrendering the con-
tract, such cash surrender value will not
be considered income to the employee
unless and until the contract is sur-
rendered.

(3) (i) Except as provided in § 39.22
(b) (2)-2, if pension or annuity pay-
ments are continued after the death of a
retired employee to his beneficiary, such
beneficiary will be required to include-

such pension or annuity payments in in-
come to the same extent that the de-
ceased employee would have been re-
quired to include such payments in in-
come had he lived to receive such pay-
ments. See also section 126 (a) If the
trust purchases under the plan retire-
ment income insurance with life insur-
ance protection payable upon the death
of the employee participants, so much of
the premiums as was paid from the con-
tributions of the employer or earnings
thereon for such life insurance pro-
,tection will constitute income to the
employee for the year or years in which
the contributions or earnings are applied
to the purchase of such life insurance.
If the amount payable upon death at any
time during the year exceeds the cash
value (or if no cash value, then the re-
serve) of the insurance policy at the end
of the year, the entire amount of such
excess will be considered current life in-
surance protection. The cost of such in-
surance will be considered to be the 1-
year term premium for such amount
based upon the rates of the company is-
suing the annuity contract (or if no
1-year term policy is issued, the cost of
such 1-year term computed by using the
same mortality table and rate of interest
and rate of loading as was used in deter-
mining the rates for the annuity con-
tract)

(ii) The determination of the cost of
life insurance protection may be illus-
trated by the following example:

Example. A policy is purchased by an
employer for an employee 35 years of age,
providing an annuity of $100 per month
upon retirement at age 65, with a minimum
death benefit of $10,000. The level annual
premium for the policy is $436.40. The In-
surance payable if death occurred in the first
year would be $10,000. The cash value at the
end of the first year is 0. The net insurance
is therefore $10,000 minus 0, or $10,000. As-
suming that the 1-year term premium for
the same insurance company is $12.15 per
$1,000, the premium for $10,000 of life insur-
ance is therefore $121.50, and this is the
amount to be reported as income by the
employee for the. year. The balance of
$314.90 s the amount contributed for the
annuity, which is not taxable to the em-
ployee under a plan meeting the require-
ments of section 165 (a), except as provided
under section 165 (b). Assuming that the
cash value at the end of the second year is
$480, the net insurance would then be $9,520
for the second year. With a 1-year term
rate of $12.33 (age 36), the amount to, be
reported as income to the employee would
be $117.38. Any amounts paid under an
annuity contract as a death benefit, not In
the nature of life insurance, shall be in-
cluded in the income of the beneficiary when
received, and s not excluded from-income
under section 22 (b) (1).

(4) If the total distributions payable
with respect to any employee under a
trust that in the year of distribution
is exempt under section 165 (a) are paid
to the distributee within one taxable year
of the distributee on account of the em-
ployee's separation from the service, the
amount of such distribution, to the ex-
tent it exceeds the amount contributed
by the employee, shall be considered a
gain from the sale or exchange of a
capital asset held for more than six
months. For example, if, under a profit-

sharing trust, the total distributions to
which an employee is entitled are paid,
in a taxable year of the trust for which
it is exempt, to the employee in the year
in which he retires or severs his con-
nection with his employer, or to his
widow if he dies during the course of
his employment, the amount received by
the employee or widow to the extent it
exceeds the employee's contributions will
be considered a gain from the sale or
exchange of a capital asset held for more
than six months, to be treated as pro-
vided in section 117 (b) See, however,
paragraph (b) of this section for rules
relating to exclusion from such excess
of amounts representing net unrealized
appreciation in the value of securities
of the employer corporation. As to
adjustments if the trust was not exempt
for one or more taxable years prior to
the year of distribution, see parjtgraph
(a) (1) of this section.

(5) See also § 39.22 (b) (1)-2 as to
the limited exclusion from income of
death benefits made by or on behalf of
an employer in pursuance of an express
contract and paid by reason of the death
of an employee.

(b) Distributions including securities
of the employer corporation-(1) In
general. (i) If a trust exempt under sec.
tion 165 (a) makes a distribution to a diM.
tributee, and such distribution includes
securities of the employer corporation,
there shall be excluded for purposes of
computing the amount of such distribu-
tion includible in the distrIbutee's in-
come in the year of distribution net un-
realized appreciation in such securities
to the following extent:

(a) If the distribution constitutes a
total distribution to which the rules of
paragraph (a) (4) of this section are
applicable, the amount to be excluded
is the entire net unrealized appreciation
attributable to that part of the total dis-
tribution which consists of securities of
the employer corporation; and

-(b) If the distribution is other than
a total distribution to which paragraph
(a) (4) of this section is applicable, the
amount to be excluded is that portion
of the net unrealized appreciation in the
securities of the employer corporation
which is attributable to the amount con-
sidered to be contributed by the em-
ployee to the purchase of such securities.
The amount of net unrealized apprecia-
tion which is excludible under the rules
of subdivisions (i) and (ii) of this sub-
paragraph shall not be included in the
basis of the securities in the hands of
the distributee at the time of distribu-
tion for purposes of determining gain
or loss on subsequent disposition. In the
case of a total distribution the amount of
net unrealized appreciation which is not
included in the basis of the securities in
the hands of the distributee at the time of
distribution shall be considered to the ex-
tent realized in a subsequent taxable
transaction as a gain from the sale or ex-
change of a capital asset held for more
than six months. However, if the net
gain realized by the distributee exceeds
the amount of the net unrealized appre-
ciation, such excess shall constitute a
long-term or short-term capital gain de-
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pending upon the holding period of the
securities in the hands of the distributee.

(ii) For purposes of section 165 (b) and
of this section, the term "securities"
means only shares of stock and bonds or
debentures issued by a corporation with
interest coupons or in registered form,
and the term "securities of the employer
corporation" includes securities of a Par-
ent or subsidiary corporation (as defined
in section 130A (d) (2) and (3) relating
to employee stock options) of the em-
ployer corporation.

(2) Determnnation of net unrealized
appreczation. i) The amount of net
unrealized appreciation in securities of
the employer corporation which are dis-
tributed by the trust is to be determined
by reference to the cost or other basis to
the trust of such securities and by refer-
ence to the market value of such securi-
ties at the time of distribution. Thus,
if a distribution consists in part of se-
curities which have appreciated in value
and !n part of securities which have de-
preciated in value, the net unrealized
appreciation shall be considered to con-
sist of the net increase in value of all of
the securities included-n the distribu-
tion. For this purpose, two or more dis-
tributions made by a trust to a distribu-
tee in a single taxable year of the dis-
tributee shall be treated as a single
distribution.

(ii) The determination of the cost or
other basis to the trust of a distributed
security of the employer corporation, for
purposes of determining net unrealized
appreciation thereon, shall be made in
accordance with whichever of the follow-
ing rules is applicable:

- (a) If a security was, at the time of
purchase by, or contribution to, the trust,
earmarked for the account of a partic-
uler employee so that the cost or other
basis of such-security to the trust is re-
flected in the account of such employee,
such cost or other basis shall be used.

(b) If as of the close of each taxable
year of the trust (or other specified pe-
nod of time not in excess of 12 consecu-
tive calendar months) the trust allocates
among the accounts of participating em-
ployees all securities acquired by the
trust during the perod (exclusive of
securities unallocated under a plan pro-
viding for allocation in whole shares
only) the cost or other basis to the trust
of any securities allocated as of the close
of a particular allocation period shall be
the average cost or other basis to the
trust of all securities of the same type
which were purchased or otherwise ac-
quired by the trust during such allocation
period. For purposes of determining the
average cost to the trust of securities in-
cluded in -a subsequent allocation, the
actual cost to the trust of the securities
unallocated as of the close of a prior al-
location period shall be deemed to be the
average cost or other basis to the trust of
securities of the same type allocated as of
the close of such prior allocation period.
(c) 1n a case where neither (a) nor

.(b) is applicable, if the trust fund, or a
specified portion thereof, is invested ex-
clusively in one particular type of secu-
rity of the employer corporation, and if
during the period the distributee par-
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ticipated in the plan none of such securl-
ties has been sold except for the purpose
of paying benefits under the trust or for
the purpose of enabling the trustee to
obtain funds with which to exercise
rights which have accrued to the trust.
the cost or other basis to the trust of all
securities distributed to such distributee
shall be the total amount credited to the
account of such distributee (or such por-
tion thereof as was available for Invest-
ment in such securities) reduced by the
amount available for investment but un-
invested on the date of distribution. If
at the time of distribution to a particular
distributee a portion of the amount cred-
ited to his account is forfeited, apppro-
priate adjustment shall be made with re-
spect thereto in determining the cost or
other basis to the trust of the securities
distributed.

( ) Cl) In all other cases, there shall
be used the average cost (or other basis)
to the trust of all securities of the em-
ployer corporation of the type distrib-
uted to the distributee which the trust
has on hand at the time of the dis-
tribution, or which the trust had on
hand on a specified inventory date which
date does not precede the date of dis-
tributlon by more than twelve calendar
months. If a distribution includes se-
curities of the employer corporation of
more than one type, the average cost (or
other basis) to the trust of each type of
security distributed shall be determined.
The average cost to the trust of securi-
ties of the employer corporation on hand
on a specified inventory date (or on hand
at the time of distribution) shall be com-
puted on the basis of their actual cost,
considering the securities most recently
purchased to be those on hand, or by
means of a moving average calcSiated by
subtracting from the total cost of securi-
ties on hand immediately prvccding a
particular sale or distribution an amount
computed by multiplying the number of
securities sold or distributed by the aver-
age cost of all securities on hand preced-
ing such sale or distribution.

(2) These methods of computing aver-
age cost may be illustrated by the follow-
ing examples:

Example (1). A. a distrlbutco who makes
his income tax returns on the basis of a cal-
endar year, receives on August 1, 1032, in a
total distribution, to which paragraph (a)
(4) of this section is applicable, ten hares
of class D stock of the employer corporation.
On July 1, 1952 (the specifled inventory date
of the trust) the trust had on hand O shares
of class D. stoc. The average c=t of the
10 shares distributed, on the basL of the
actual cost method, is 6100 computed s
follows:

Sbares Parehasadste C J T-1

~ Cc'tpr TOtex

20 June 21, V252 S1I1
40 an. 10.1151 102 4,3
20 Oct. .,i1-0 2- 1. Mo

Example (2). B. a dLstributee who make3
his income tax returns on the basis of a cal-
endar year, receives on October 30, 1952. In
a total distribution, to which paragraph
(a) (4) of this section Is appicable, 20 share5
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of cla- E ctock of the employer corporation.
The specified Inventory date of the truzt is
the loot day of each calendar year. The
trust had on hand on Dzcember 31, 1303,
1OG0 shares of cl]D= E stock of the emiol-yar
corporation. During the calendar year 1931
the truat distributed to four distributesa-
total of 1C0 shares of such stcel and ca-
quired. through a number of purrhzze.,
total of 120 chare3. The average cast of the
20 shares distributed to B, on the basis of the
moving average method. Is C52 computed
follows:

On h=,]nd C t cr M.12 0. 1, CO 0, C4,-, IC2
case n whih It ses I o deter

minetheamont f nt urocte ap-t

otribut oned da Iady1e y at
aVZs. ccot o rf otZo e .. . 1 o2t

seurities nn totetu n hamon o6

Oahaadllccmbcr3i,l9Z1. 1,215 j 23,-f C4 2

(3) Unrealized appreciation aftibzut-
able to employ'ee contrflbutions. In any
case in which it Is necessary to deter-
mine the amount of net unrealized ap-
preciation in securities of the employer
corporation which Is attributable to
contributions made by an employee:

(1) The cost or other basis of the
securities to the trust and the amount of
net unrealized appreciation shall first be
determined in accordance with the rules
In paragraph (b) (2) of this section;

(ii) The amount contributed by the
employee to the purchase of the securi-
ties shall be solely the portion of his
actual contributions to the trust properly
allocable to such securities, and shall not
Include any part of the increment in
the trust fund expended in the purchase
of the securities;

(ill) The amount of net unrealized ap-
preciation in the securities distributed
which is attributable to the contributions
of the employee shall be that proportion
of the net unrealized appreciation deter-
mined under the rules of paragraph (b)
(2) of this section which the contribu-
tions of the employee properly allocable
to such securities bear to the cost or
other basis to the trust of the scurities;

(i10 If a distribution consists solely of
securities of the employer corporation,
the contributions of the employee ex-
pended in the purchase of such securities
shall be allocated to the securities dis-
tributed In a manner consistent with the
principles set forth In paragraph (b)
(2) Mi (a) (b), (c) or (d) of this sec-
tion, whichever Is applicable, that is, the
amount of the employee's contribution
which can be Identified as having been
expended in the purchase of a particular
security shall be allocated to such
security, and the amount of such con-
tribution which cannot be so identZfied
shall be allocated ratably among the
securities distributed. If a disriutionx
consists In part of securities of the em-
ployer corporation and in part of cash
or other property, appropriate alloca-
tion of a portion of the employeaes con-
tribution to such cash or other property
shall be made unless such allocation is
Inconsistent with the terms of the plan
or trust.
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v) The application of this subpara-
graph may be illustrated by the following
example:

Example. A trust distributes ten shares of
stock issued by the employer corporation
each of which has an average cost to the
trust of $100, consisting of employee contri-
butions in the amount of $60 and employer
contributions in the amount of $40, and on
the date of distribution has a fair market
value of $180. The portion of the net un-
realized appreciation attributable to the con-
tributions of the employee with respect to
each of the shares of stock is $48 computed
as follows:
(1) Value of one share of stock on dis-

tribution date --------------- $180

(2) Employee contributions ---------
(3) Employer contributions ---------

(4) Total contributions -------------

60

40

100

(5) Net unrealized appreciation ----- 80
(6) Portion of net unrealized ap-

preciation attributable to em-
ployee contributions, 60/100
(amount of employee contri-
butions (item 2) over total
contributions (item 4) of $80
(item 5) ---------------------- 48

(vi) For the purpose of determining
gain or loss to the distributee in the year
or years in which any share of stock re-
ferred to in the example in subdivision
Cv) of this subparagraph is sold or other-
wise disposed of in a taxable transaction,
the basis of each such share in the hands
of the diStributee at the time of the dis-
tribution by the trust will be $132 com-
puted as follows:
(a) Employee contributions --------- $60
(b) Employer contributions (taxable

as ordinary income in the year
the securities were distributed). 40

(c) Portion of net unrealized appreci-
ation attributable to employer
contributions (item (5) minus

4 item (6)) (taxable as ordinary
income in the year the securi-
ties were distributed) --------- 32

(d) Basis of stock ------------------- 132

(4) Change in exempt status of trust.
For principles applicable in making ap-
propriate adjustments if the trust was
not exempt for one or more years prior
to the year of distribution, see para-
graph (a) of this section.

§ 39.165-7 Treatment of beneficzary
of a trust not exempt under section 165
(a)-(a) In general. Generally, any
contribution made by an employer on
behalf of an employee to a trust during
a taxable year of the employer which
ends within or with a taxable year of
the trust for which the trust is not ex-
empt under section 165 (a) shall be
included in income of the employee for
his taxable year during which the con-
tribution is made if the employee's ben-
eficial interest in the contribution is
nonforfeitable at the time the contribu-
tion is made. But see section 165 (d)
and paragraph (b) of this section. An
employee's beneficial interest in the con-
tribution is nonforfeitable within the
meaning of sections 165 (c) and 23 (p)
(1) (D) at the time the contribution is
made if there is no contingency under
the plan which may cause the employee

to lose his rights in the contribution.
For example, if under the terms of a
pension plan, an employee upon termi-
nation of his services prior to the re-
tirement date, whether voluntarily or
involuntarily, is entitled to a deferred
annuity contract to be purchased with
the employer's contributions made on
his behalf, or is entitled to annuity pay-
ments which the trustee is obligated to
make under the terms of the trust in-
strument based on the contributions
made by the-employer on his behalf, the
employee's beneficial interest in such
contributions is nonforfeitaole. On the
other hand, if, under the terms of a
pension plan, an employee will lose the
right to any annuity purchased from,
or to be provided by, contributions made
by the employer if his services should
be terminated prior to retirement, his
beneficial interest in such contributions
is forfeitable. The mere fact that an
employee may not live to the retirement
date, or may live only a short period
after the retirement date, and may not
be able to enjoy the receipt of annuity
or pension payments, does not make his
beneficial interest in the contributions
made by the employer on his behalf
forfeitable. If the employer's contribu-
tions have been irrevocably applied to
purchase an annuity contract for the
employee, or if the trustee is obligated
to use the employer's contributions to
provide an annuity for the employee
provided only that the employee is alive
on the dates the annuity payments are
due, the employee's, rights in the em-
ployer's contributions are nonforfeitable.

(b) Effect of section 165 (d) (1) If
the requirements of section 165 d) are
met, a contribution made by an employer
on behalf of an employee to a trust which
is not exempt under section 165 (a) shall
not be included in the income of the
employee in the year in which the contri-
bution is made. Such contribution will
be taxable to the employee, when re-
ceived in later years, as an annuity.
(See § 39.22 (b) (2)-5.) The intent and
purpose of section 165 d) is to give those
employees, covered under certain non-
exempt trusts to which such section ap-
plies, essentially the same tax treatment
as those covered by trusts qualifying
under section 165 (a)

(2) Every person claiming the benefit
of section 165 Cd) must be able to dem-
onstrate to the satisfaction of the Com-
missioner that all of the provisions of
such section are met. The taxpayer
must produce sufficient evidence to
prove:

(i) That, prior to October 21, 1942, he
was employed by the particular employer
making the contribution in question and
was at such time definitely covered by a
written agreement, entered into before
October 21, 1942, between himself and
the employer, or between the employer
and the trustee of a trust established by
the employer prior to October 21, 1942,
and that the contribution by the em-
ployer was made pursuant to such agree-
ment. The fact that an employee may
have been potentially covered is not suffi-
cient. Evidence that the employment
was entered into, or the agreement exe-

cuted, "as of" a date before October 21,
1942, or that the agreement or trust
instrument which did not theretofore
meet the requirements of section 165 (d)
was modified or amended after October
20, 1942, so as to come within the provi-
sions of such section, will not satisfy the
requirements of section 165 (d)

(ii) That such contribution, pursuant
to the terms of such agreement, was to be
applied for the nurchase of an annuity
contract for the taxpayer. In the case
of a contribution by the employer of an
annuity contract purchased by such em-
ployer and transferred by him to the
trustee of the trust, evidence should be
presented to prove that such contract
was purchased for the taxpayer by the
employer pursuant to the terms of a
written agreement between the employer
and the employee or between the om-
ployer and the trustee, entered into
before October 21, 1942.

(Cii) That under the written terms of
the trust agreement the taxpayer Is not
entitled during his lifetime, except with
the consent of the trustee, to any pay-
ments other than annuity payments
under the annuity contract or contracts
purchased by the trustee or by the
employer and transferred to the trustee,
and that the trustee may grant or with-
hold such consent free from control by
the taxpayer, the employer or any other
person (for definition of annuity pay-
ments, see § 39.22 b) (2)-2) However,
such control will not be presumed from
the fact that the trustee is himself an
officer or employee of the employer, As
used In section 165 (d) the phrase
"if * * * under the terms of the trust
agreement the employee is not entitled"
means that the trust instrument must
make it Impossible for the prohibited
distribution to occur, whether by opera-
tion or natural termination of the trust,
whether by power of revocation or
amendment, other than with the consent
of the trustee, whether by the happening
of a contingency by collateral arrange-
ment, or any other means. It is not
essential that the employer relinquish
all power to modify or terminate the
trust but it must be impossible, except
with the consent of the trustee, for any
payments under annuity contracts pur-
chased by the trustee, or by the employer
and transferred to the trustee, to be
received by the taxpayer, directly or in-
directly, other than as annuity pay-
ments.

(iv) The nature and amount of such
contribution and the extent to which
income taxes have been paid thereon
before January 1, 1949, and not credited
or refunded.

(v) If it is claimed that section 105
Cd) applies to amounts contributed to
a trust after June 1, 1949, the taxpayer
must prove to the satisfaction of the
Commissioner that 'the trust did not,
on June 1, 1949, qualify for exemption
under section 165 (a) Where an em-
ployer buys an annuity contract which
is transferred to the trustee, the date
of the purchase of the annuity contract
and not the date of the transfer to the
trustee is the controlling date in deter-
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-ining whether -or not the contribution
was made to the trust after June 1, 1949.

§ 39.166 Statutory provzszons; estates
and trusts; revocable trusts.

SEc. 166. Revocable tiuts. Where at any
time the power to revest in the grantor title
to any part of the corpus of the trust is
'vested--

(1).In the grantor, either alone or in con-
Junction with any person not having a sub-
stantial adverse interest in the disposition
-of such part of the corpus or the income
therefrom, or

(2) In any person mot having a substantial
adverse interest in the disposition -of such
part- of the corpus or the income therefrom,

then -the income of such part of the trust
shall be included n computing- the net in-
come of the grantor.

§ 39.166-1 Trusts with. power to re-
vest corpus in the grantor-(a) Scope.
(1) Where the power to revest in the
grantor title to any part of the corpus
of a trust is vested in the grantor or in
any person not having a substantial ad-
verse interest in the disposition of such
part of the corpus or the income there-
Irom, or both, the income of that part
of the corpus subject to the power to re-
vest is not taxable in accordance with
the provisions of sections 161, 162, and
163 but remains attributable and tax-
able to the grantor, except as provided
in sections 22 (k) and 171. This section
deals -with the taxation of Such-ineome.
As used in this section, the term "cor-
pus" means any part or the whole of
tha property, real or personal, consti-
tuting the subject matter of the trust.

-(2) For rules applicable to trusts the
income of which is taxable to the grant-
or under section 22 (a) because the
grantor has retained a control of the
trust so complete that he is still in prac-
tical effect the owner of its income, see
A 39.22 (a)-21.

(3) For rules applicable to trusts the
income of which is taxable under sec-
tion 22 (a) to a person other than the
grantor because of a power, exercisable
solely by such other person, to vest the
property or the income therefrom in
-hiself, see § 39.22 (a)-22.

(b) Test of taxability to grantor. (1)
Section 166 provides for taxability of
income to the grantor by reason of the
fact that he has retained power to re-
vest the corpus in himself. For the pur-
poses of this section, the grantor is
deemed to have retamed such power if he
or any person not having a substantial
interest in the corpus or the income
therefrom adverse to the grantor, or
both, may cause the title to the corpus to
revest in the grantor. A bare legal m-
terest, such as that of a trustee, is never
substantial and never adverse. If the
title to the corpus will revest in the
grantor -upon the exercise of such power,
the income of the trust is attributed and
taxable to the grantor (except as pro-
vided in section 22 (k) or 171) regardless
Df-

(I) Whether such power or ability to
retake the trust corpus to the grantor's
-own -use is effected by means of a power
to revoke, to terminate, to alter or amend,
or to appoint;
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411) Whether the exercise of such
power Is conditioned on the precedent
.giving of notice or on the elapsing of a
_period of years, or on the happening of
a specific event;

(iII) The time at which the title to
the corpus will revest in the grantor in
possession and enjoyment, whether such
time is within the taxable year or not,
or whether such time be fixed, determin-
able, or certain to come;

(iv) Whether the power to revest in
the grantor title to the corpus is in the
grantor, or in any person not having a
substantial interest in the corpus or in-
come therefrom adverse to the grantor,
or m both;

v) When the trust was created.
(2) A person may have an interest

that is both substantial and adverse to
the grantor in the disposition of only
part of the corpus or the income there-
from. If the power to revest title in the
grantor is vested in him in conjunction
with such person, or Is vested solely in
such person, there is to be excluded in
computing the net income of the grantor
only the income of such part.
(c) Income and deductions. If in-

come from the corpus of a trust Is in-
cluded in the gross income of the grantor
under this section because of a power to
revest such corpus in the grantor, he
shall be allowed those deductions with
respect to such corpus as he would have
been entitled to had the trust not been
created.

§ 39.167 Statutory provisions; estates
and trusts; income for benefit of grantor.

Src. 167. Income for benefit of grantor.
(a) Where any part of the Income of a
trust-

(1) Is, or in the discretion of the grantor
or of any person not having a substantial ad-
verse Interest In the dlposlton of such part
of the income may be, held or accumulated
for future distribution to the grantor, or

(2) May, in the discretion of the grantor
or of any person not having a rubs-tantial
adverse Interest In the disposition of such
part of the Income, be distributed to the
grantor; or

(3) Is, or In the diccretion of the grantor
or of any person not having a substantial
adverse Interest In the disposition of such
part of the Income may be, applied to the
payment of premiums upon policle of In-
surance on the life of the grantor (except
pollcies of insurance irrevocably payable for
the purposes and in the manner speified in
section 23 (0), relating to the co-called
"charitable contribution" deduction);

then such part of the income of the trust
shall be included In computing the not in-
come of the grantor.

(b) As used In this section the term "in
the discretion of the grantor" means "in the
discretion of the grantor, either alone or in
conjunction with any person not having a
substantial adverse interest n the diTpos-
tion of the part of the income in question."

(c) Income of a trust shal not be con-
sidered taxable to the grantor under subsec-
tion (a) or any other provision of this
chapter merely because such Income, In the
discretion of another person, the trustee., or
the grantor acting as trustee or cotrustce,
may be applied or distributed for the sup-
port or maintenance of a beneficiary whom
the grantor is legally obligated to support or
maintain, except to the extent that such In-
come is so applied or distributed. In cases
where the amounts so applied or distributed
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are paid out of corpus or out of other than
Income for the taxable year, such a mount
shall be consldered paid out of income to
the extent of the Income of the truat for such
taxable year which is not paid, credited, or to
be dL-tributed under ccction 162 and which is
not otherwise taxable to the grantor.

[Sec. 167 as amended by ec. 134, Rev. Act

§ 39.167-1 Trusts in the income of
which the grantor retains an interest-
(a) Scope. Section 167 prescribes that
the income, or any part of the mome,
of certain trusts shall be taxed to the
grantor, not because the grantor has re-
tained a certain interest in the corpus
of the trust (as in section 166) but be-
cause of his retention of a certain inter-
est In the income of the trust. This sec-
tion deals with the taxation of such in-
come. The term "income," as used in
this section, means anypart or the whole
of the income of the trust.

(b) Tezt of taxability to the grantor.
(1) The test prescribed by the Internal
Revenue Code as to the sufficiency of the
grantor's retained interest in the trust
income, resulting in the taxation of such
income to the grantor, Is whether he has
failed to divest himsf, permanently
and definitively, of every right which
might, by any possibility, enable him to
have such income, at some time, dis-
tributed to him, either actually or con-
structively. Such a distribution to the
grantor occurs within the meaning of
section 167 If the income is paid to hun
or to another (except a wife to whom
such income Is taxable under section 22
(k) or 171) in obedience to his direction
or if the income Is applied in payment
of premiums upon policies of insurance
on the grantor's life.

(2) For the purposes of this section,
the sufficiency of the grantor's retained
interest in the income is not affected by
the fact that the grantor has providei
that the right so to effect or direct the
distribution of income Is, or may at some
future time be, vested in any person
(either alone or in conjunction with the
grantor) not having a substantial in-
terest in the income adverse to the
grantor. A bare legal interest, such as
that of a trustee, is never substantial
and never adverse.

(3) If the grantor has retained any
such interest in the income, such income
is taxable to the grantor (except as pro-
vided-in section 22 (h), 167 (c) or 171)
regardless of-

(I) Whether It may be distributed cur-
xently or accumulated for future dis-
tribution;

(11) Whether such distribution, either
current or subject to accumulation, is
fixed by the trust Instrument or is de-
pendent on an exercise of discretion;

(Ill) Whether, if such distribution is
in any way affected by or dependent
on an exercise of discretion, the person
exercising the discretion Is the grantor
or a person not having a substantial
interest in the income adverse to the
grantor, or both;

(iv) The time or times of such distri-
bution, whether within or without the
taxable period, whether c6nditioned on
the precedent giving of notice, or on the

§ 39.167-1
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elapsing of an interval of time, or on
the happening of a specified event, or
otherwise;

(v) When the trust was created.
(4) Thus, the inclusion of any trust

within the scope of section 167 is based
on the fact that the grantor has retained
an interest m the income therefrom by
which he is, or may be enabled at some
time, to receive its benefits. But the
provisions of section 167 are not to be re-
garded as excluding from taxation to
the grantor the income of other trusts,
not specified therein, in which the
grantor is, for the pprposes of the In-
ternal Revenue Code, similarly regarded
as remaining in substance the owner of
the trust income. See § 39.22 (a)-21.

(5) If the grantor strips himself
permanently and definitively of every
such interest retained by him, the income
of the trust realized after such divesting
takes effect is not taxable to the grantor
but is taxable as provided in sections
161 and 162.

(6) A person may have an interest
that is both substantial and adverse to
the grantor in the disposition of only
part of the income. There is to be ex-
cluded in computing the net income of
the grantor only that part of the trust
Income in the disposition of which such
person has a substantial interest adverse
to the grantor.

(c) Income and deductions. If, as to
any of the income, the test of taxability
to the grantor is satisfied, suchincome
shall be included in the gross income of
the grantor, and he shall be allowed
those deductions with respect to such
income as he would have- been entitled
to had such income been distributable
currently to him.

§ 39.167-2 Discretionary trusts i&"
maintenance or support of certain ben-
eftclaries. (a) Section 167 (c) provides
that, income shall not be taxable to the
grantor under section 167 (a), or any
other provision of chapter 1 of the In-
ternal Revenue Code merl& bVecause
such income, in thd discretion of another
person, the trustee, or the, grantor act-
ing as trustee or cotrustee, may be ap-
plied or distributed for the support or
maintenance of a beneficiary, such as
'the wife or child of the grantor,, whom
he is legally obligated to support, except
to the extent that such income is actu-
ally so applied or distributed. Where
income has actually been:'so.-applied,
such income is taxable to the grantor,
whether or not the trust income may
also be applied or distributed- for pur-
poses other than the maintenance or
support of a beneficiary whom the
grantor is legally obligated to support.

(b) The grantor of a trust continues
to be taxable under section 167 with
respect to such income as may, in the
discretion of persons lacking a substan-
tial adverse interest, be applied in dis-
charge of his obligations other than his
obligation of support or maintenance
falling within section 167 (c) Thus,
If the grantor creates a trust, the income
of which may, in the discretion of a
person lacking a substantial adverse in-
terest, be applied in the payment of the

2 39.167-2

grantor's debts, Including the payment
of his rent or other household expenses,
such income is taxable to the grantor
regardless of whether it is actually so
applied.

(c) Section 167 (c) Is not applicable
if discretion to apply or distribute the
trust income rests solely in the grantor
or in the grantor in conjunction with
other persons unless the grantor has
such discretion as trustee.

(d) Section 167 (c) does not affect
the present scope of sections 22 (k) and
171 (relating to alimony and separate
maintenance payments taxable to a wife
or former wife) Nor does section 167
(c) alter the provisions governing the
taxability of trust income to the grantor
under some other provision of law, as
for example, section 22 (a) See § 39.22
(a)-21.

(e) Section 167 (c) has no application
where, under the terms of the trust, in-
come is required to be applied to the
support or maintenance of a beneficiary
whom the grantor is legally obligated to
support.

(f) Section 167 (c) provides that in
those cases where amounts applied or
distributed for support or maintenance
of beneficiaries whom the grantor is
legally obligated to support are paid out
of corpus or out of other than income for
the taxable year such amounts are to be
considered paid out of income to the
extent of the income of the trust for such
taxable year which is not paid, credited,
or to be distributed under section 162 and
which is not otherwise taxable to the
grantor. For example, a trust indenture
provides for the annual payment of in-
come, not exceeding $7,000, to the grant-
or's adult son whom he is not legally
obligated -to support; for the payment of
premiums on policies of insurance on the
life of the grantor in an amount' not to
exceed $3,000 per annum; and for the
application, in the truitee's discretion, of
any pa-rt of the remaining income or of
corpus for the support of the grantor's
minor daughter. The entire income for
the taxable year is'$12,000. The trustee
pays $7,000 of such income to the son
and $3,000 thereof for insurance pre-
miums, and $6,000 is applied for the sup-
port of the minor daughter. The
grantor is taxable under section 167 '(c)
with respect-to $2,000 of the sum appliel
to the support of the daughter, whether
paid out of income or out of principal
($12,000 less $7,000 paid, credited or dis-
tributed under- section 162, and less
$3,000 taxable to the grantor under sec-
tion 167 (a) (3))

§ 39.168-169 Statutory provisions; es-
tates and trusts; taxes o1 foreign coun-
tries and possessions of United States,
common trust funds.

SEC. 168. Taxes of foreign countries,, and
possessions of United States. The amount or
income, war-profits, and excess-profits taxes
Imposed by foreign countries or possessions
of the United States shall be allowed as credit
against the tax of the beneficiary of an estate
or trust to the extent provided in section 131.

Sm. 169. Common trust funids-(a) Deft-
nitions. The term "common trust fund"
means a fund maintained by a bank (as de-
fined in section 104)-"

(1) Exclusively for the collective Invest-
ment and reinvestment of moneys contrib-
uted thereto by the bank in its capacity a a
trustee, executor, administrator, or guardiall;
and

(2) In conformity with the rules and reg-
ulations, prevailing from time to time, of
the Board of Governors of the Federal Ro-
serve System pertaining 'to the collective
investment of trust funds by national banks,

(b) Taxation of common trust funds. A
common trust fund shall not be subject to
taxation under this chapter, subchqpter A or
B of chapter 2, or section 105 or 106 of the
Revenue Act of 1035, 49 Stat. 1011, 1019, or
chapter 6 and for the purposes Of such chap-
ters and subchapters shall not be considered
a corporation.

(c) Income of participants In fund-(1)
Inclusions in net income. Each participant
In the common trust fund in computing its
net income shall Include, whether or not dis-
tributed and whether or not distributable-

(A) As part of its gains and losses from
sales or exchanges of capital assets hold for
not more than 6 months, Its proportionate
share of the gains and losses of the com-
mon trust fund from sales or exchanges of
capital assets held for not more than a
months.

(B) As part of its gains and losses from
sales or exchanges of capital assets held for
more than 6 months, Its proportionate share
of the gains and losses of the common trust
fund from sales or exchanges of capital assets
held for more than 6 months.

(C) Its proportionate share of the ordi-
nary net income or the ordinary not loss of
the common trust fund, computed as pro-
vided In subsection (d).

(2) Credit for partially exempt Interest,
The proportionate share of each participant
in the amount of interest specified In section
25 (a) received by the common trust fund
shall for the purposes of this Supplement be
considered as having been received by such
participant as such lnterest. If the common
trust fund elects under section 126 to treat
the premium on bonds, the interest on which
is allowable as a credit under section 25 (a)
,(1) or (2), as amortizable, for the purposes
of the preceding sentence the proportionate
share of the participant of such interest re-
ceived by the common trust fund shall be his
proportionate share of such interest (doter-
mined without regard to this sentence) re-
duced by so much of the deduction under
section 23 (v) as Is attributable to such
share.

(d) Computation of common trust fund
income. The net income of the common
trust fund shall be computed in the same
manner and on the same basis as In the
ease of an individual, except that-

(1).There shall be segregated the gains
and losses from sales or exchanges of capital
assets;

(2) After excluding all items of gain and
loss from sales or exchanges of capital assets,
there shall be computed-

(A) An ordinary not income which shall
consist of the excess of the gross income
over deductions; or

(B) An ordinary net loss which shall con-
sist of the excess of the deductions over the
gross Income;

(3) The so-called "charitable contribu-
tion" deduction allowed by section 23 (0)
shall not be allowed.

(4) The standard deduction provided in
section 23 (aa) shall not be allowed.

(e) Admission and withdrawal, No gain
or loss shall be realized by the common trust
fund by the admission or withdrawal of a
participant. The withdrawal of any par-
ticipating Interest by a participant shall
be treated as a sale or exchange of such
Interest by the participant.
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(f) Returns by bank. Every bank (as
defined in section 104) maintaining a com-
mon trust fund shall make a return under
oath for each taxable year, stating specifi-
cally, with respect 'to such fund, the items
of gross income and the deductions allowed
by this chapter, and shall Include in the
return the names and addresses of the par-
ticipants who would be entitled to share
in the net income if distributed and the
amount of the proportionate share of each
participant. The return shaU be sworn to
as in- the case of a return filed by the bank
under section 52.

(g) Different taxable years of common
trust fund and particzpant. If the taxable
year of the common trust fund Is different
from that of a participant, the inclusions
with respect to the net income of the com-
mon trust fund, in computing the net in-
come of the participant for its taxable year
shall be based upon the net income of the
common trust fund for any taxable year
of the common trust fund (whether begin-
ning on, before, or after January 1, 1939)
ending within or with the taxable year of
the participant.

[Sec. 169 as amended by sees. 126 (e). 150
(f), Rev. Act 1942; see. 9 (b) (2), Individual
Income Tax Act 1944j

§ 39.169-1 Common trust fund de-
fined. (a) Under section 169 two con-
ditions must be satisfied by a fund main-
tamed by a bank (as defined in section
104) before such fund may be designated
as- a "common trust fund." These con-
ditions are that such fund must be main-
tamed by such a bank-

(1) Exclusively for the collective in-
vestment and reinvestment of moneys
contributed thereto by the bank, whether
acting alone or in conjunction with one
or more co-fiduciaries, but solely in its
capacity* (i) As a trustee of a trust
created by will, deed, agreement, decla-
ration of trust, or order of court, (ii)
as an executor of the will of, or as an
administrator of the estate of, a deceased
person, or (iii) as a guardian (by what-
ever name known under local law) of
the estate of an infant, of an incompe-
tent individual or of an absent indi-
vidual; and

(2) In conformity with the rules and
regulations, prevailing from time to
time, of the Board of Governors of the
Federal Reserve System pertaining to
the collective investment of trust funds
by national banks, whether or not the
bank maintaining such fund is a na-
tional bank or a member of the Federal
Reserve System.

(b) Except as otherwise provided in
this section and §§ 39.169-2 to 39.169-5,
inclusive, the term "participant" refers
to any -trust or estate, the moneys of,
which have been contributed to the com-
mon trust fund.

§ 39.169-2 Income of partictPants tn
common trust fund. (a) Each partici-
pant in a common trust-fund is required
to include in computing its net income
for its taxable year within which or with
which the taxable year of the fund ends,
whether or not distributed and whether
or not distributable:

(1) Its proportionate share of the
gains and losses from sales or exchanges
of capital assets held for not more than
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six months, computed as provlded in
§ 39.169-3, as part of its gains and losses
from sales or exchanges of capital assets
held for not more than six months.

(2) Its proportionate share of the
gains and losses from sales or exchanges
of capital assets held for more than six
months, computed as provided in
§ 39.169-3, as part of Its gains and losses
from sales or exchanges of capital assets
held for more than six months.

(3) Its proportionate share of the or-
dinary net income or the ordinary net
loss of the common trust fund. computed
as provided in § 39.169-3.

(b) Each participant's proportionato
share in the amount of interest specified
in section 25 (a) received by the com-
mon trust fund shall be deemed to have
been received by such participant as such
interest. (For reduction of credit for
such interest on account of amortizable
bond premium, see § 39.125 (c)-2.) For
the purposes of the Internal Revenue
Code, any tax withheld at the source
from income of the fund shall be deemed
to have been withheld proportionately
from the participants to whom such in-
come is allocated.

(c) (1) The proportionate share of
each participant in the gains and losses
from sales or exchanges of capital assets
held for not more than six months, gains
and losses from sales or exchanges of
capital assets held for more than six
months, the ordinary net income or ordi-
nary net loss, the partially exempt in-
terest, and the tax withheld at the source
shall be determined in accordance with
the method of accounting adopted by
the bank in accordance with the written
plan under which the common trust fund
is established and administered, pro-
vided such method clearly reflects the
income of each participant.

(2) The items of income and deduc-
tions are, therefore, to be allocated to
the periods between valuation dates
within the taxable year established by
such plan in which they were realized or
sustained, and the ordinary net income
or ordinary net loss, gains and losses
from sales or exchanges of capital assets
held for not more than six months, and
gains and losses from sales or exchanges
of capital assets held for more than six
months computed for each such period.
The proportionate shares of the partici-
pants in such items are then to be deter-
mined.

(3) The provisions of subparagraph
(2) of this paragraph may be illustrated
by the following example:

Example. (i) The plan of a common trust
fund provides for quarterly valuation dates
and for the computation and the distribu-
tion of the Income upon a quarterly basis,
except that there shall be no distribution
of capital gains. The participanta are as
follows: Trusts A. B, 0, and D for the first
quarter; Trusts A. B. C. and E for the vecond
quarter; and Trusts A, B, F. and G for the
third and fourth quarters, the partlcipants
having equal participating interests. As
computed upon the quarterly basis, the ordi-
nary net income, the short-term capital
gain, and the long-term capital lo for the
taxable year were as follows:
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(4) If In the above example the com-
mon trust fund also had short-term cap-
ital losses and long-terma capital glain ,
the treatment of such gains or losses
would be similar to that accorded to the
short-term capital gains and long-term
capital losses in the above example.

(d) The provisions of sections 161,.162,
166, and 167 are applicable in determin-
ing the extent to which each partici-
pant's proportionate share of the income
of the common trust fund is taxable to
the participant, or to the beneficiaries or
the granitor of the participant.

§ 39.169-3 Computation of common
trust fund income. The net income of
the common trust fund shall be com-
puted In the same manner and on the
same basis as in the case of an individual,
except that:

(a) No deduction shall be allowed
under section 23 (o) for charitable con-
trIbutions.

§ 39.169-3
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(b) The gains and losses from sales
or exchanges of capital assets of the
common trust fund are required to be
segregated. A common trust fund is
not allowed the benefit of the capital
loss carry-over prpvided by section 117
(e)

(c) The ordinary net income, that is,
the excess of the gross income over the
deductions, or the ordinary net loss,
that is, the excess of the deductions over
the gross income, shall be computed after
excluding gains and losses from sales or
exchanges of capital-assets.

(d) The standard deduction provided
in section 23 (aa) shall not be allowed.

§ 39.169-4 Admission and withdrawal
of participants from the common trust
fund-(a) Gain or loss. The common
trust fund realizes no gain or loss by the
admission or withdrawal of a partici-
pant, and the basis of the assets and the
period for which they are deemed to
have been held by the common trust
fund for the purposes of section 117 (b)
are unaffected by such an admission or
withdrawal. If a participant withdraws
the whole or any part of its participating
interest from the common trust fund,
such withdrawal shall be treated as a
sale or exchange by the participant of
the participating interest or portion
thereof which is so withdrawn. A par-
ticipant is not deemed to have withdrawn
any part of its participating interest in
the common trust fund so as to have
completed a closed transaction by reason
of the segregation and administration of
an investment of the fund, pursuant to
the provisions of subdivision (c) (7 of
section 17 of Regulation F of the Board
of Governors of the Federal Reserve Sys-
tem, as amended, for the benefit of all
the then participants in the common
trust fund. Such segregated investment
shall be considered as held by, or on
behalf of, the common trust fund for the
benefit ratably of all participants in the
common trust fund at the time of segre-
gation, and any income or loss arising,
from its administration and liquidation
shall constitute income or loss to the
common trust fund apportionable among
the participants for whose benefit the
investment was segregated.

(b) Basis for gain or loss upon with-
drawal. The .participant's gain or loss
upon withdrawal of its participating in-
terest or portion thereof shall be mea-
sured by the difference between .the
amount received upon such withdrawal
and the basis of the participating in-
terest or portion thereof withdrawn
(with proper adjustments as provided in
section 113 (b) to,,the date of with-
drawal) plus the additions prescribed in
paragraph (c) of this section and minus
the reductions prescribed in paragraph
(d) of this section. The amount re-
ceived by the participant shall be the
sum of any money plus the fair market
value of property (other than money)
received upon such withdrawal. The
basis of the participating interest or por-
tion thereof withdrawn shall be the
money contributed by the participant to
the common trust fund to acquire the
participating interest or portion thereof
withdrawn. Such basis shall not be re-

duced on account of the segregation of
any investment in the common trust
fund pursuant to the provisions of sub-
division (c) (7) of section 17 of Regula-
tionF of the Board of Governors of the
Federal Reserve System, as amended.
For the purpose of making the adjust-
ments, additions, and reductions with
respect to basis as prescribed in this par-
agraph, the ward, rather than the
guardian, shall be deemed to be the par-
ticipant; and the grantor, rather than
the trust to the extent that the income
of the trust is taxable to the grantor
pursuant to the provisions of section 166
or 167, shall be deemed to be the partici-
pant.
(c) Additions to basis. As prescribed

In paragraph (b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or por-
tion thereof, there shall be added to the
basis of the participating interest or por-
tion thereof withdrawn an amount equal
to the aggregate of the following items,
to the extent that they were properly
allocated to the participant for a taxable
year of the common trust fund, and were
not distributed to the participant prior
to withdrawal:
(1) Wholly exempt income of the

common trust fund for any taxable year,
(2) Net income of the common trust

fund for the taxable years beginning
after December 31, 1935, and prior to
January 1, 1938,

(3) Net short-term capital gain of the
common trust fund for each taxable year
beginning after December 31, 1937,

(4) The excess of the gains over the
losses recognized to the common trust
fund for each taxable year beginning
after December 31, 1937, upon sales or
exchanges of capital assets held for more
than 18 months (more than 6 months for
taxable years beginning after December
31, 1941) and

(5) Ordinary net income of the com-
mon trust fund for each taxable year
beginning after December 31, 1937.

(d) Reductions in basis. As pre-
scribed in paragraph (b) of this section,
in computing the gain or loss upon the
withdrawal of a participating interest
or portion thereof, the basis of the par-
ticipating interest or portion thereof
withdrawn shall be reduced by such
portions of the following items as were
allocable-to the participant with respect
to the participating interest or portion
thereof withdrawn:

(1) The amount of the excess of the
allowable deductions of the common
trust fund over its gross income for the
taxable years beginning after Decem-
ber 31, 1935, and before January 1, 1938,
and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
and ordinary net loss of the common
trust fund for each taxable year begin-
nig after December 31, 1937.

§ 39.169-5 Returns of common trust
funds. A bank maintaining a common
trust fund shall make a return of income
of the common trust fund, regardless of
the amount of its net income. If a bank
maintains more than one common trust
fund, a separate return shall be made for

each. The return shall be made for the
taxable year of the common trust fund
on the form prescribed by the Commis-
sioner, in accordance with these regula-
tions and the Instructions on the form or
issued therewith. The return of a com-
mon trust fund shall state specifically
with respect to the fund the items of
gross income and the deductions allowed
under chapter 1, and shall Include each
participant's name and address, the ordi-
nary net income or loss, and its propor-
tionate share of gains and losses from
sales or exchanges of capital assets.
See § 39.169-2. A copy of the plan of the
common trust fund must be filed with the
return. If, however, a copy of such plan
has once been filed with a return, it need
not again be filed if the return contains
a statement showing when and where It
was filed. If the plan is amended In any
way after such copy has been filed, a
copy of the amendment must be filed
with the return for the taxable year in
which the amendment was made. E ach
such return shall be verified In the same
manner as the return filed by the bank
under section 52.

§ 39.170 Statutory provisions; estates
and trusts; net operating losses.

SEc. 170. Net operating losses. The benefit
of the deduction for net operating losses
allowed by section 23 (s) shall be allowed
to estates and trusts under regulations pro-
scribed by the Commissioner with the ap-
proval of the Secretary. The benefit of stch
deduction shall not be allowed to a common
trust fund, but shall be allowed to the par-
ticipants in the common trust fund under
regulations prescribed by the Commissioner
with the approval of the Secretary.
[Sec. 170 as added by sec. 211 (o), Rev. Aob
19391

§ 39.170-1 Net operating loss deduc-
tion in the case of estates, trusts, and
common trust funds-(a) ,states and
trusts. The net operating loss deduction
allowed by section 23 (s), computed as
provided by section 122, shall be avail-
able to estates and trusts generally, with
the following exceptions and limitations:

(1) A net operating loss for a year for
which a trust was exempt from tax under
section 165 may not be used in the com-
putation of the net operating loss carry-
over. --

(2) In computing gross income and
deductions for the purposes of section
122, a trust shall exclude that portion of
the income and deductions attributablo
to the grantor under section 160 and
§ 39.166-1 (c)

(3) An estate or trust shall not, for the
purposes of section 122, avail itself of
the deductions allowed by section 102.

(b) Common trust funds, The not op-
erating loss deduction is not allowcd to a
common trust fund. Each participant
in a common trust fund, however, will be
allowed the benefits of such deduction.
In the computation of such deduction a
participant In a common trust fund shall
take into account its pro rata share of
the income and losses of the common
trust fund as prescribed by § 39,18D-1 in
the case of partners.

§ 39.171 Statutory provisions; estates
and trusts; income in divorce, etc., cases.

§ 39.169-4
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S-c. 171. Income of an estate or trust in
case of divorce, etc.- (a) Inclusion in gross
income. There shall be included in the
gross Income of a wife who is divorced or
legally separated under a decree of divorce
or of separate main nance the amount of
the income of any trust which such wife Is
entitled to receive and which, except for the
provisions of this section, would be includ-
ible in the gross income of her husband, and
such amount shall not, despite section 166,
section 167, or any other provision of this
chapter, be includible in the gross income
of such husband. This subsection shall not
apply to that part of any such income or the
trust which the terms of the decree or trust
instrument fix, in terms of an amount of
money or a portion of such income, as a sum
which Is payable for the support of minor
children of such husband. In case such in-
come is less than the amount specified in
the decree or instrument, foithe purpose of
applying the preceding sentence, such In-
come, to the extent of such sum payable
for such support, shall be considered a pay-
ment for such support.

(b) Wife considered a beneficiary. For
the purposes of computing the net income
of the estate or trust and the net income
of the wife described in section 22 (k) or
subsection (a) of this section, such wife
shall be considered as the beneficiary speci-
fRed in this supplement. A periodic payment
under section 22 (k) to any part of which
the provisions of this supplement are appli-
cable shall be included in the gross income
of the beneficiary in the taxable year in
which under this supplement such part is
required to be included.

[Sec. 171 as added by sec. 120 (c), Rev. Act
1942]

* 39.171-1 Income of trust in case of
divorce, etc.-(a) In general. (1) Sec-
tion 171 (a) provides rules in certain cases
for taxability of income of trusts as be-
tween spouses who are divorced or legally
separated under a court order or decree.
In such cases, the spouse actually entitled
to receive payments from the trust is
considered the beneficiary rather than
the spouse m discharge of whose obliga-
tion such payments are made. For con-
vemence, the beneficiary spouse will
hereafter in this section and in § 39.171-2
be referred to as the "wife" and the ob-
ligor spouse from whom she is divorced
or legally separated as the "husband"
(See section 3797 (a) (17).) Thus, un-
der section 171 (a) income of a trust-

(i) Which is paid, credited or to be
distributed to the wife in a taxable year
of the wife, and

(ii) Which, except for the provisions
of section 171, would be includible in the
gross income of her husband,

shall be includible in her gross income
and shall not be includible in his gross
income.

(2) Section 171 (a) does not apply In
any case to which section 22 (W) applies.
Although section 171 (a) and section 22
(k) seemingly cover some of the same
situations, there are important differ-
ences between them. Thus, section 171
(a) applies, for example, to a trust
created before the divorce or separation
and not in contemplation of it, while
section 22 (W) applies only if the crea-
tion of the trust or payments by a pre-
viously created trust are m discharge of
a legal obligation imposed upon or as-
sumed by the husband (or made specific)

FEDERAL REGISTER

under the court decree or an instrument
incident to the divorce or legal separa-
tion. On the other hand, section 22 (k)
requires inclusion in the wife's Income
of the full amount of periodic payments
received attributable to property in trust
(whether or not out of trust income),
while section 171 (a) requires amounts
paid, credited or to be distributed to her
to be included only to the extent such
amounts are out of income of the trust
for its taxable year (determined as pro-
vided in section 162).

(3) Section 171 (a) is designed to pro-
duce uniformity as between cases de-
scribed in section 171 (a) and cases not
described in section 171 (a) where, in
the former cases, without section 171 (a),
the income of a so-called alimony trust
would be taxable to the husband because
of his continuing obligation to support
his former wife, and where, n the latter
cases, the income of a so-called alimony
trust is taxable to the former wife be-
cause of the termination of the husband's
obligation. Furthermore, section 171
(a) taxes trust income to the wife in all
cases where under prior law the husband
would be taxed not only because of the
discharge of his alimony obligation but
also because of his retention of control
over the income or trust corpus. Section
171 (a) applies whether or not the wife
is the beneficiary under the terms of the
trust instrument or is an assignee of a
beneficiary.

(4) The application of section 171 (a)
may be illustrated by the following ex-
amples, in which it Is assumed that both
the husband and wife make their income
tax returns on a calendar year basis:

Example (1). Upon the marriage of H and
W, H Irrevocably transfers property In trust
to pay the income therefrom to V7 for her
life for support, maintenance, and all other
expenses. Some years later, W obtains a
legal separation from H under an order of
court. W, relying upon the income from the
trust payable to her, dow not ash for any
provision for her support and none Is ordered
by the court; the court, however, has Juris-
diction under the law of the State to order
at any time prior to an absolute divorce that
provision be made by H for W's support.
Under the provisions of section 171 (a), the
Income of the trust which becomes payable
to W after the order of separation is includi-
ble in her income and Is deductible by the
trust. No part thereof s includible in H's
income or deductible by him.

Example (2). H transfers property in
trust for the benefit of W. retaining the
power to revoke the trust at any time. H.
however, promises that If he revolke the
trust he will transfer to W property In the
value of $100,000. The transfer In trust and
the agreement were not incident to divorce,
but some years later W divoree H. The
court decree is silent as to alimony and the
trust. After the divorce, income of the truat
which becomes payable to W Is taxable to
her, and Is not taxable to H or deductible
by him, If H later terminates the trust
and transfers $100.000 of property toW, such
$100,000 Is not income to W nor deductible
by H.

(b) Alimony trust income designated
for support of minor children. Section
171 (a) does not require the Inclusion
in the wife's income of trust income
which the terms of the decree or trust
instrument fix in terms of an amount of
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money or a portion of such income as a
sum which Is payable for the support
of minor children of the husband. The
statute prescribes the treatment in ca-es
where under the terms of the decree or
trust instrument a specific amount of
trust income Is to be paid but a lesser
amount becomes payable. In such cases,
to the extent of the sum which would
be payable for such support out of the
originally specified amount of trust in-
come, such trust income is considered
payable for support of such minor chil-
dren. This rule Is similar to that pro-
vided in the case of periodic payments
under section 22 (h). See § 39.22 (k)-1
(d).

§ 39.171-2 Application of trust rules
to alimony payments. (a) For the pur-
pose of the application of sections 162,
163, and 164, the wife described in sec-
tion 171 or section 22 (W) who is entitled
to receive payments attributable to
property In trust is -considered a benefi-
ciary of the trust, whether or not the
payments are made for the benefit of
the husband n discharge of Ins
obligations.

(b) A periodic payment includible in
the wife's gross income under section 22
(k) attributable to property in trust
shall be included in full in her gross
income in her taxable year in which
any part Is required to be included un-
der sections 162 and 164. Ass-ume, for
example, in a case in which both the
wife and the trust ie income tax re-
turns on the calendar year basis, that
an annuity of $5.000 is to be paid to the
wife by the trustee every December 31,
(out of trust income if possible and,
If not, out of corpus) pursuant to the
terms of a divorce decree. Of the $5,000
distributable on December 31, 1952,
$4,000 is payable out of income and
$1.000 out of corpus. The actual dis-
tribution Is made in 1953. Although the
periodic payment is received by the
wife in 1953, since under sections 162
and 164 the $4,000 income distributable
on December 31, 1952. is to be included
in the wife's income for 1952, the $1,003
payment out of corpus is to be included
in her income for 1952.

§ 39.172 Statutory promnsons; estates
and trusts; allowance of amorticzatirm
deduction.

Szc. 172. Allowance of amortization de-
duction. The benefit of the deduction for
amortization of emergency facilitile allowzl
by section 23 (t) shall be allowed to ettss
and trust in the came m nner and to the
came extent as in the ca-e of an individual.
The allowable deduction shall be apportioned
between the income beneficiaries end the
fiduciary under rulatlon prescrreed by
the Commilsoner with the approwal of the
Secretary.

(S c. 12 as added by csc. 155 (g), Rev.
Act 19421

§ 39.172-1 Amortzation of emergency
facility of estate or trusts. In the case
of an emergency facility, as defined in
section 124A (d) acquired or complet-d
by an estate or trust after December 31,
1949, such estate or trust Is entitled to
take amortization deductions with re-
spect thereto in the -ame manner and to

§ 39.172-1
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the same extent as in the case of an
Individual. See section 23 (t) and sec-
tion 124A and the regulations there-
under. The -principles governing the
apportionment of depreciation in the
case of property held in trust are appli-
cable with respect to the amortization of
an emergency facility of an estate or
trust. See § 39.23 (1)-1.

SUPPLEMENT F-PARTNERSHIPS
§ 39.181 Statutory provisions; part-

nerships; liability for tax.
SEC. 181. Partnership not taxable. Indi-

viduals carrying on business in partnerships
shall be liable for income tax only in their
individual capacity.

§ 39.181-1 Partnerships. Partner-
ships as such are not subject to the in-
come tax imposed by chapter 1, but are
required to make returns of income.
See sections 187 and 188. For definition
of what the term "partnership" includes,
see section 3797 (a) (2) For rules as
to allocation of partnership income in
the case of family partnerships, see sec-
tion 191 and the regulations thereunder.

§ 39.182 Statutory provisons; part-
nerships; tax of partners.

SEC. 182. Tax of partners. In computing
the net income of each partner, he shall in-
clude, whether or not distribution is made
to him-

(a) As part of his gains and losses from
sales or exchanges of capital assets held for
not more than 6 months, his distributive
share of the gains and losses of the partner-
ship from sales or exchanges of capital as-
sets held for not more than 6 months.

(b) As part of his gains and losses from
sales or exchanges of capital assets held for
more than 6 months, his distributive share
of the gains and losses of the partnership
from sales or exchanges of capital assets
held for more than 6 months.

(c) His distributive share of the ordinary
net income or the ordinary net loss of the
partnership, computed as provided in
section 183 (b).

[See. 182 as amended by see. 150 (g) (1).
Rev. Act 1942]

§ 39.182-1 Distributive shares of part-
ners. (a) Each partner is required to
include in his return for his taxable year
within which or with which the taxable
year of the partnership ends, whether or
not distributed:

(1) As part of his gains and losses
from sales or exchanges of capital assets
held for not more than six months, his
distributive share of the gains and losses
of the partnership from sales or ex-
changes of capital assets held for not
more than six months.

(2) As part of his gains and losses
from sales or exchanges of capital assets
held for more than six months, his dis-
tributive share of the gains and losses of
the partnership from sales or exchanges
of capital assets held for more than six
months.

(3) His distributive share of the ordi-
nary net income or the ordinary net loss
of the partnership, computed as pro-
vided in section 183 (b)

(b) If separate returns are made by
a husband and wife domiciled in a com-
munity property State, and the husband
only is a member of a partnership, the
part of his distributive share of gains

§ 39.181
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and losses of the partnership from sales
or exchanges of capital assets or the part
of his distributive share of ordinary net
income or ordinary net loss, which is, or
is derived from, community property
should be reported by the husband and
by the wife in equal proportions. In the
case of a partnership closely related to
other trades or businesses, see section 45.

§ 39.183 Statutory provisions; part-
nerships; computation of income.

SEc. 183. Computation of partnership in-
come-(a) General rule. The net income of
the partnership shall be computed in the
same manner and on the same basis as in
the case of an individual, except as pro-
vided in subsections (b), (c), and (d).

(b) Segregation of items-(1) Capital
gains and losses. There shall be segregated
gains and losses from sales or exchanges of
capital assets.

(2) Ordinary net income or loss. After
excluding all items of gain and loss from
sales or exchanges of capital assets, there
shall be computed-

(A) An ordinary net income which shall
consist of the excess of the gross income
over the deductions; or

(B) An ordinary net loss which shall con-
sist of the excess of the deductions over the
gross income.

(c) Charitable contributions. In comput-
ing the net income of the partnership the
so-called "charitable contribution" deduc-
tion allowed by section 2a (o) shall not be
allowed; but each partner shall be con-
sidered as having made payment, within his
taxable year, of his distributive portion of
any contribution or gift, payment of which
was made by the partnership within Its
taxable year, of the character which would
be allowed to the partnership as a deduction
under such section if this subsection l4ad
not been enacted.

(d) Standard deduction. In computing
the net income of the partnership, the stand-
ard deduction provided in section 23 (aa)
shall not be allowed.

[Sec. 183 as amended by sec. 150 (g) (2),
Rev. Act 1942; sec. 9 (c), Individual Income
Tax Act 1944]

§ 39.183-1 Computation of partner-
ship income. The net income of the
partnership shall be computed in the
same manner and on the same basis as
the net income of an individual, except
that:

(a) The partnership is required to
segregate its gains and losses from sales
or exchanges of capital assets. A part-
nership is not allowed the benefit of
section 117 (e)

(b) The partnership is further re-
quired, after excluding all items de-
scribed in paragraph (a) of this section,
to compute (1) an ordinary net income
which consists of the excess of gross
income over the deductions, or (2) an
ordinary net loss which consists of the
excess of the deductions over the gross
income. In the computation of its
ordinary net income or ordinary net
loss, the partnership is denied the so-
called charitable contribution deduction
allowed by section 23 (W) but each part-
ner is considered as having made pay-
ment, within his taxable year, of his
distributive portion of any contribution
or gift, payment of which was made by
the partnership within its taxable year,
of a character which would be allowed to
the partnership as a deduction if section

183 (c) had not been enacted. Payments
made to a partner for services rendered
and for interest on capital contributions
are not deductible In computing the net
income of the partnership, such pay-
ments being held to represent a division
of partnership profits,

(c) The partnership Is not allowed the
standard deduction provided in section
23 (aa)

§ 39.184 Statutory provisions; part-
nerships; credits against net income.

Szc. 184. Credits against net income, The
partner shall, for the purpose of the normal
tax, be allowed as a credit against his net
income, in addition to the credits allowed
to him under section 25, his proportionate
share of such amounts (not in excess of the
net income of the partnership) of Interest
.specified in section 25 (a) as are received
by the partnership. If the partnership elects
under section 125 to treat the premium on
bonds, the interest on which is allowable
as a credit under section 25 (a) (1) or (2),
as amortizable, for the purposes of the pro-
ceding sentence the partner's proportionate
share of the interest received by the part-
nership shall be his proportionate share of
such Interest (determined without regard
to this sentence) reduced by so much of
the deduction under section 23 (v) as Is
attributable to such share.
[Sec. 184 as amended by sec. 120 (f), Rev,
Act 1942]

§ 39.184-1 Credits allowed partners,
The credits against net income provided
in section 25 are not applicable to
partnerships as such. An individual
partner, however, is entitled for the pur-
pose of the normal tax to a credit against
his net Income, In addition to the credits
allowed to him under section 25, of his
proportionate share of such amounts
(not in excess of the net Income of the
partnership) of interest specified In sec-
tion 25 (a) as are received by the part-
nership. There shall be Included In the
return of the partnership a statement of
the amounts of such interest and the
proportionate share thereof of each
partner. For reduction of credit for such
interest on account of amortizable bond
premium, see § 39.125 (c)-2.

§ 39.185-187 Statutory provisions;
partnerships; earned income; taxes of
foreign countries and possessions of the
United States; returns.

SEC. 185. Earned income.
[Repealed by sec. 107 (a), Rev. Act 1043]
SEc. 186. Taxes of foreign countries and

possessions of United States. The amount of
income, war-profits, and excess-profits taxes
imposed by foreign countries or possessions
of the United States shall be allowed ts a
credit against the tax of the member of a
partnership to the extent provided In section
131.

SEC. 187. Partnership returns, Every part-
nership shall make a return for each taxable
year, stating specifically the items of Its
gross income and the deductions allowed by
this chapter and such other information for
the purpose of carrying out the provisions
of this chapter as the Commissioner with the
approval of the Secretary may by regulations
prescribe, and shall Include in the return the
names and addresses of the Individuals who
would be entitled to share In the net income
if distributed and the amount of the dis-
tributive share of each individtial. The re-
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turn shall be sworn to by any one of the
partners.

§ 39.187-1 Partnership returns. Every
partnership shall make a return of in-
come, regardless of the amount of its net
income (see section 3797 (a) (2) defin-
ing the term "partnership"). The re-
turn shall be on Form 1065; shall state
specifically the information required to
be stated by the return form; shall be
filled in according to the instructions
contained thereon or issued with respect
thereto; and shall contain or be verified
by a written declaration, signed by one
of the partners, that it is made under
the penalties of perjury. Such return
shall be-made for the taxable year of the
partnership, that is, for its annual ac-
counting period (fiscal year or calendar
year, as the case may be) irrespective
of the taxable years of the partners.
See sections 182 and 183. If the partner-
ship makes any change in its accounting
period, it shall make its return in accord-
ance with the provisions of section 47,
except that the return shall not be
placed on an annual basis under section
47 (W)

§ 39.188-189 Statutory proviszons,
partnership; different taxable years of
partner and partnershzp; net operating
losses.
SEc. 188. Different taxable years of-part-

ner and partnerslap. If the taxable year of
a partner is different from that of the part-
nership, the inclusions with respect to the
net income of the partftership, in computing
the net income of 'he partner for his tax-
able year, shall be based upon the net In-
come of the partnership for any taxable year
of the partnership (whether beginning on,
before, or after January 1. 1939) ending
within or with the taxable year of the
partner.

£Sxc. 189. Net operating losses. The bene-
fit of the deduction for net operating losses
allowed by section 23 (s) shall not be allowed
to a partnership but shall be allowed to the
members of the partnership under regula-
tions prescribed by the Comuissioner with
the approval of the Secretary.

[Sec. 189 as added by sec. 211 (d), 1ev. Act
-1939]

§ 39.189-1 Net operating loss deduc-
tion in the case of partners-(a) In gen-
eral. The benefit of the deduction for
net operating losses provided by section
23 (s) shall not be allowed to a partner-
ship. In computing his own net operat-
ing loss or his own net income (where
required to be computed in accordance
with the exceptions and limitations pro-
vided in section 122 (d) (1) to (4) in-
clusive) for any taxable year for the
purposes of the computations required
by section 122, however, each partner
shall take into account the income and
losses of the partnership in accordance
with sections 182 to 188, inclusive, with
the exceptions and limitations set forth
in paragraphs (b) and (c) of this section.
(b) Exceptions and limitations appli-

cable in computation of partner's net
operating loss-(1) Long-term capital
gains and losses. The partnership's
gains and-losses from sales or exchanges
of capita] assets held for more than mx
months shall be taken into account in
full. The business gains and losses from
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sales or exchanges of capital arsets held
for more than six months and the non-
business gains and losses from such sales
or exchanges shall be segregated and
his distributive share of the partner-
ship's business gains and losses from
such sales or exchanges and the partner-
ship's nonbusiness gains and losses from
such sales or exchanges shall be included
by each partner as business and non-
business gains and losses from the sales
or exchanges of capital assets held for
more than six months, respectively.

(2) short-term capital gains and
losses. The partnership's business gains
and losses from sales or exchanges of
capital assets held for not more than
six months and the partnership's non-
business gains and losses from such sales
or exchanges shall be segregated, and
hns distributive share of such business
gains and losses and such nonbusiness
gains and losses shall be Included by
each partner as business and nonbusi-
ness gains or losses from sales or ex-
changes of capital assets held for not
more than six months, respectively.

(3) Ordinary net income or loss. (I)
After excluding all items required to be
segregated by subparagraphs (1) and
(2) of this paragraph, there shall be
computed-

(a) A business ordinary net income of
the partnership, which shall consist of
the excess of the business gross Income
over the business deductions; or

(b) A business ordinary net loss of
the partnership, which shall consist of
the excess of the business deductions over
the business gross income; and

(c) A nonbusiness ordinary net Income
of the partnership, which shall consist
of the excess of the nonbusiness gross In-
come over the nonbusiness deductions; or

Cd A nonbusiness ordinary net loss of
the partnership, which shall consist of
the excess of the nonbuslness deductions
over the nonbusiness gross Income.

In making the above computations the
limitations and exceptions provided by
section 122 (d) (1) and (2) shall be
applied.

(ii) His distributive share of a busl-
ness ordinary net Income of the partner-
ship shall be included by each partner
as ordinary business gross income, and of
a business ordinary net loss of the part-
nership as an ordinary business deduc-
tion. His distributive share of a
nonbusiness ordinary net income of the
partnership shall be Included by each
partner as ordinary nonbusiness gross
income, and of a nonbusines ordinary
net loss of the partnership as an ordinary
nonbusiness deduction.

(c) Exceptions and limitations apPli-
cable in computation of partner's net
income. (l) The ordinary net income
or ordinary net loss of the partnership
shall be computed with the exceptions
and limitations provided In section 122
(d) (1) and (2)

(2) The partnership's gains and losses
from sales or exchanges of capital assets
held for more than sb months shall be
taken in account in full.

§ 39.190 Statutory prmsions; part-
vers ips; allowance of amortization de-
ductfon.

S=. 100. Allowance of amortization deduc-
tion. In the cae of emerg"cy fecilitli .i
a partne rhip, the benefit of the deduction
for amortization allowed by section 23 (t)
shaU not be allowed to the members of a
partnership but shall be allowed to the part-
nerchip In the came manner and to the -me
extent a5 In the ca-e of an individual.

ISle. 190 as added by cec. 155 (h), Ra. Act
19421

§ 39.190-1 Amortization of en rr-
gency facility of partnership. In the
case of an emergency faciity, as defined
in section 124A Cd) (1) acquired or com-
pleted by a partnership after Dncember
31, 1949, the partnership is entitled1 to
take amortization deductions .with re-
spect thereto in the same manner and
to the same extent as in the case of an
Individual. See section 23 (t) and sec-
tion 124A and the relations thereun-
der. Amortization deductions with re-
spect to an emergency facility of a part-
nership are not allowed to the members
of the partnership.

§ 39.191 Statutory provsons; part-
nerships; family partnerships.

Sm. 191. Famfly partnerships. In the e=
of any partnermhlp interest created by gift,
the distributive share of the donee under the
partnership a reement ahall be Includible in
his gro Income, except to the extent that
such share Is determined without allowance
of reaconable compensatlon for cervices ren-
dercd to the partnership by the donor, and
except to the extent that the portion of cuch
share attributable to donated capital Is pro-
portionately greater than the share of the
donor attributable to the donoart capital.
The distributive share of a partner in the
e-ainfigo of the partnership shal not be df-

inlshed bcause of ab-ence due to military
cervice. For the purpose of this section, an
Interr-t purchaed by one member of a
family from another shall be considered to
be created by gift from the seller, and the
fair market value of the purchased interest
shall be considered to be donated capital.
The "family" of any individual shall include
only his apaue, ancestor. and lineal de-
rcendanta. and any trust for the primary
bene ft of such perona.
ISec. 191 as added by sec. 340 (b), Rev. Act
1951]

§ 39.191-1 Family partnershzp--(a)
In general-l) Introduction. The pro-
duction of Income by a partnership is
attributable to the capital or szrvices,
or both, contributed by the partners.
The provisions of Supplement .F, which
govern the taxation of the income of
individuals carrying on business in
partnership, are to be read in the lghit
of their relationship to section 22 (a)
which requires that income be taed to
the person who earns it throu'h his own
labor and s1M and the utilization of his
own capital.

(2) Recognition of donee as partner
With respect to partnerships in which
capital Is a material income-producin-
factor, section 3797 (a) (2) (dealing with
definition of partnershlp and partner)
provides that a person shall be recog-
nized as a partner for income tax pur-
poses if he owns a capital interest in
such a partnership whether or not such

§ 39.191-1
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interest is derived by purchase or gift
from any other person. In the case of
any partnership in which capital is a
material income-producing factor, if any
capital interest in such partnership is
created by gift, section 191 provides for
allocation of the partnership income
where the distributive share of a donee
partner under the partnership agree-
ment is determined without allowance
of reasonable compensation for services
rendered to the partnership by the
donor or is proportionately greater than
the share of the donor attributable to
the donor's capital. For rules of alloca-
tion, see § 39.191-2.

(3) Requirement of complete transfer
to donee. A donee or purchaser of a
capital interest in a partnership is not
recognized as a partner under the prm-
ciples of section 3797 (a) (2) unless the
capital. interest is acquired in a bona
fide transaction, not a mere sham for
tax avoidance purposes or otherwise, and
the donee or purchaser is the real owner
of such interest. To be recognized, a
transfer must vest dominon and control
of the partnership interest in the trans-
feree. The existence of such dominon
and control in the donee is to be deter-
mined from all the pertinent facts and
circumstances. A transfer is not recog-
nized if the transferor retains such in-
cidents of ownership that the transferee
has not acquired full and complete own-
ership of the partnership interest.
Transactions between members of a fam-
ily will be closely scrutinized, and in the
case of such transactions the circum-
stances at the time of a purported trans-
fer and during the periods preceding and
following it will be taken into considera-
tion in determining the bona fides or
lack of bona fides of the purported gift
or sale. A partnership may be recog-
nized for income tax purposes as to some
alleged partners but not as to others.

(4) Capital as a material zncome-pro-
ducing factor The determination as to
whether capital is a material income-
producing factor, for purposes of section
3797 (a) (2) must be made by reference
to all the relevant facts of the individual
case. Capital is a material income-pro-
ducing factor if a substantial portion of
the gross income of the business is at-
tributable to the employment of capital
in the business conducted by the part-
nership. In general, capital is not a
material income-producing factor where
the income of the business consists prin-
cipally of fees, commissions, or other
compensation for personal services per-
formed by members or employees of the
partnership. On the other hand, capi-
tal Is ordinarily a material income-pro-
ducing factor if the operation of the
business requires substantial inventories
or a substantial investment in plant,
machinery, or equipment.

(5) Capital interest in a partnership.
For purposes of sections 191 and 3797
(a) (2) a capital interest in a partner-
ship means an interest in the capital of
the partnership, including accretions
thereto, which interest is distributable to

.the owner of the capital interest upon his
withdrawal from the partnership or upon
dissolution or liquidation of the partner-

§ 39.191-1

ship. The mere right to participate
in the earnings and profits of a partner-
ship is not a capital interest in the
partnership.

(b) Bastc tests as to ownership--(1)
In general. Whether an alleged partner
in a gift capital case is the real owner
of the capital interest attributed to him
and whether the donee has dominion
and control over his or her interest, must
be ascertained from all the facts and cir-
cumstances of the particular case. Iso-
lated facts should not be considered
determinative; the reality of the donee's
ownership is to be determined in the
light of the transaction as a whole. The
execution of legally sufficient and irrev-
ocable deeds or other instruments of
gift under State law is a .factor to be
taken into account but is not deter-
minative of ownership in the donei. The
reality of the transfer and of the donee's
ownership of the property attributed to
him are to be ascertained from the con-
duct of the parties with respect to the
alleged gift and not by any mechanical
or formulistic test. Some of the more
important factors to be considered in
determining whether the donee has
acquired ownership of the capital inter-
est in a partnership are indicated in
subparagraphs (2) to (10) inclusive, of
this paragraph.

(2) Retained controls. The donor
may have retained such controls of the
interest which he has purported to trans-
fer to the donee that the donor should
be treated as remaining the substantial
owner of the interest. Controls of par-
ticular significance include, for example,
the following:

(i) Retention of control of the dis-
tribution of income or restrictions on the
distribution of i n c o m e other than
amounts retained in the partnership an-
nually with the consent of the partners
(including the donee partner) for the
reasonable needs of the business. If
there is a partnership agreement pro-
viding for a managing partner, or part-
ners, then, amounts of income may be
retained in the partnership without the
acquiesence of all the partners if such
amounts are retained for the reasonable
needs of the business.

(ii) Limitation of the right of the
donee to withdraw or sell his interest in
the partnership at his discretion without
financial detriment.

(iII) Retention of control of assets es-
sential to the business (for example,
through retention of assets leased to the
alleged partnership)

(iv) Retention of management powers
inconsistent with normal relationships
among partners. Retention by the
donor of control of business manage-
ment or of voting control, such as is
common in ordinary business relation-
ships, is not by itself to be considered as
inconsistent with normal relationships
among partners provided the donee is
free to withdraw his interest without
financial detriment at his discretion.
The donee shall not be considered free
to withdraw his interest unless, consider-
ing all the facts, it is evident that the
donee is independent of the donor and

has such maturity and understanding of
his rights as to be capable of deciding to
exercise, and of exercising, his right to
withdraw his capital Interest from the
partnership.
The existence of some of the indicated
controls, though amounting to less th:kn
substantial ownership retained by the
donor, may be considered along with
other facts and circumstances as tend-
ing to show the lack of reality of the
partnership interest of the donee.

(3) Indirect controls. Controls in-
consistent with ownership by the donee
may be exercised indirectly as well as
directly for example, through a separate
business organization, estate, trust, in-
dividual, or other partnership. Where
such indirect controls exist, the reality of
the donee's interest will be determined
as if such controls were exercisable di-
rectly.

(4) Participation in management,
Substantial participation by the donee In
the control and management of the busi-
ness (including participation in the
major policy decisions affecting the busi-
ness) Is strong evidence of a donee part-
ner's exercise of the dominion and
control over his interest. Such partici-
pation presupposes sufficient maturity
and experience on the part of the donee
to deal with the business problems of
the partnership.

(5) Income distributions. The actual
distribution to a donee partner of all or
the major portion of his distributive
share of the business income for the
sole benefit and use of the donee is sub-
stantial evidence of the reality of the
donee's interest provided the donor has
not retained controls Inconsistent with
real ownership in the donee. Amounts
distributed are not considered to be used
for the donee's sole benefit if, for
example, they are deposited, loaned, or
invested in such ways that the donor
controls or can control the use or enjoy-
ment of such funds.

(6) Conduct of partnershlip business.
In determining the reality of the donee's
ownership of a capital interest in a part-
nership, consideration shall be given to
whether the donee is actually treated as
a partner in the operation of the business,
It is of principal Importance for this
purpose whether the donee has been held
out publicly as a partner in the conduct
of the business, in relations with cus-
tomers, or with creditors or other
sources of financing. Other factors of
significance in this connection include:

(i) Compliance with local partner-
ship, fictitious name, and business regis-
tration statutes.

(ii) Control of business bank accounts,
(il) Recognition of the donee's in-

terest in appropriate capital and drawing
accounts.

(iv) Recognition of the donee's in-
terest in insurance policies, leases, and
other business contracts and in litigation
affecting business.

(v) The existence of written agree-
ments, records or memoranda, contem-
poraneous with the taxable year or years
concerned, establishing the nature of
the partnership agreement and the
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Tights and liabilities of the respective
partners.

(vi) Filing of partnership tax re-
turns as required by law.

However, despite formal compliance with
the rbove factors, other circumstances
may indicate that the donor has re-
tamed substantial ownership of the
interest purportedly transferred to the
donee.

(7) Trustees as partners. A trustee
may be recognized as a partner for in-
come tax purposes under the principles
relative to family partnerships generally
as applied to the particular facts of the
trust-partnership arrangement. A trus-
tee who is unrelated to and independent
of the grantor, and who participates
as a partner and receives distribution of
the income distributable to the trust, will
ordinarily be recognized as the owner of
the partnership interest which he holds
for the trust unless the grantor has re-
tamed controls inconsistent with such

-ownership. However, if the grantor is
the trustee, or if the trustee is amenable
to the will of the grantor, the provisions
of the trust instrument (particularly
with relation to whether the trustee is
subject to the responsibilities of a fiduci-
ary) the provisions of the partnership
agreement, and the conduct of the parties
must all be taken into account in deter-
mining whether the trustee in a fiduciary
capacity has become the real owner of
the partnership interest. In a case
where the grantor (or person amenable
to his will) is the trustee, the trust may
be recognized as a partner only if the
grantor (or such other person) in his
participation in the affairs of the part-
nership actively represents and protects
the interests of the beneficiaries in ac-
cordance with the obligations of a fiduci-
ary, and does not subordinate such
interests to the interests of the grantor.
Furthermore, if the grantor (or person
amenable to his will) is the trustee, par-
ticular consideration should be given to
the following factors:

(i) Whether the trust is recognized
as a partner in business dealings with
customers and creditors, and

(ii) Whether, if the partnership in-
come is not properly retained for the
reasonable needs of the business, the
trust's share of the income is distributed
to the trust annually and paid to the
beneficiaries or reinvested solely in the
interests of the beneficiaries.

(8) Interests of minor children (not
held in trust) Except where a minor
child is shown to be competent to man-
age his own property and participate in
the partnership activities in accordance
with his nterest in the property, a minor
child-generally will not be recognized as
a member of a partnership unless control
of the property and its enjoyment is
exercised by another person as fiduciary
for the sole benefit of the child and un-
less there is such judicial supervision of
the conduct of the fiduciary, guardian
or otherwise, as is required by law. The
use of the child's property or income for
support for which a parent is legally
responsible will be considered a use for
the parent's benefit. "Judicial supervi-
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sion of the conduct of a fiduciary" in-
cludes filing of such accountings and
reports as are required by law of the fi-
duciary who participates in the affairs
of the partnership on behalf of the
minor. A minor child will be considered
as competent to manage his own prop-
erty if he actually has sufficient maturity
and experience to be treated by disin-
terested persons as competent to enter
business dealings and otherwise to con-
duct his affairs on a basis of equality
with adult persons, notwithstanding
legal disabilities of the minor under
State law.

(9) Donees as limited partners. The
recognition of a donee's interest in a
limited partnership will depend, as in
the case of other donated interests, on
whether the transfer of property is real
and the donee has acquired dominion
and control over the interests purport-
edly transferred to him. To be recog-
nized for Federal income tax purposes,
a limited partnership must be organized
and conducted In accordance with the
requirements of the applicable State
limited partnership law. The absence
of services and participation in manage-
ment by a donee in a limited partnership
is immaterial if the limited partnership
meets all the other requirements pre-
scribed in this section. If the limited
partner's right to withdraw his interest
is subject to substantial restrictions (for
-example, where the interest of the lim-
ited partner is not assignable in a real
sense or where it may be required to be
left In the business for a long term of
years), or if the general partner retains
any other control which substantially
limits any of the rights which would
ordinarily be exercisable by unrelated
limited partners in normal business re-
lationships, such restrictions on the
right to withdraw or retention of other
control will be considered strong evi-
dence of lack of reality of ownership by
the donee.

(10) Motive. If the reality of the
transfer of interest s satisfactorily

-established, the motives for the trans-
action are immaterial. However, the
presence or absence of a tax avoidance
motive is one of many factors to be
considered in determining the reality of
a gift capital transaction.

(c) Purchased interest-(1) In gen-
eral. If a purported purchase of a cap-
ital interest in a partnership does not
meet the requirements of subparagraph
(2) of this paragraph, the ownership by
the transferee of such capital interest
will be recognized only if it qualifies un-
der the requirements applicable to a
transfer of a partnership interest by gift.
In a case not qualifying under subpara-
graph (2), if payment of any part of the
purchase price is made out of the
partnership earnings, the transaction
may be regarded in the same light as a
purported gift subject to deferred en-
joyment of the income. Such a transac-
tion may be lacking in reality either as
a gift or as a bona fide purchase.

(2) Tests as to reality of purchased
interests. A purchase of a capital inter-
est n a partnership either directly or
by means of a loan or credit extended

6073
by a member of the family will be recog-
nized if It is shown to be bona fide under
either of the following tests:

(1) That the purchase has the usual
characteristics of an arm's length trans-
action, considering all relevant factors
including the terms of the purchase
agreement (as to price, due date of pay-
ment, rate of Interest, and security, if
any) and the terms of any loan or credit
arrangement collateral to the purchase
agreement; the credit standing of the
purchaser, apart from relationslhp to
the seller; and the capacity of the pur-
chaser to incur a legally binding obli-
gation; or

(11) Assuming the lack of one or more
of the usual characteristics of arm's
length dealing, that the transaction was
genuinely intended to promote the suc-
cess of the business through securng
participation n the business of the pur-
chaser or the addition of his or her
credit to that of other participants.
However, if the alleged purchase price
or loan has not been paid or the obli-
gation otherwise discharged the factors
indicated in subdivisions (i) and (ii)
of this subparagraph, shall be taken into
account only as an aid in determining
whether a bona fide purchase or loan
obligation existed.

§ 39.191-2 Allocation of family part-
nership income-(a) In general (1)
In the case of any partnership in which
capital Is a material income-producing
factor, If any capital interest in such a
partnership is created by gift, the dis-
tributive share of the donee under the
partnership agreement shall be includi-
ble in his gross income, except to the ex-
tent that such share is determined
without allowance of reasonable com-
pensation for services rendered to the
partnership by the donor, and except to
the extent that the portion of such share
attributable to donated capital is propor-
tiouately greater than the share attribu-
table to the donor's capital. For the
purpose of this section, a capital interest
in a partnership purchased by one mem-
ber of a family from another shall be
considered to be created by gift from the
seller, anld the fair market value of the
purchased interest shall be considered
to be donated capitaL For the purpose
of the preceding sentence, the "family"
of any Individual shall include only his
spouse, ancestors, and lineal descend-
ants, and any trust for the primary ben-
e~ft of such persons.

(2) To the extent that the partner-
ship agreement does not so allocate the
partnership Income, the partnership in-
come of the donor and donee shall be
reallocated by making a reasonable al-
lowance for the services of the donor and
by attributing the balance of such in-
come (other than a reasonable allowance
for the services, if any: rendered by the
donee) to the partnership capital of the
donor and donee. The portion of in-
come, if any, thus attributable to part-
nership capital for the taxable year shall
be allocated between donor and donee i
accordance with their respective inter-
ests in the partnership capital

T 39.191-2
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(3) In determinng a reasonable al-
lowance for services rendered by the
partners, consideration shall be given to
all the circumstances of the business, in-
cluding the fact that some of the part-
ners may have greater managerial
responsibility than others. Among other
factors, there shall be considered the
amount that would ordinarily be paid
in order to obtain comparable services
from a person not having a capital in-
terest in the partnership.

(4) In the case of a partner who
rendered services to a partnership be-
fore entering service in the armed forces
of the United States, his distributive
share in the earnings of the partnership,
determined under subparagraph (2) of
this paragraph, shall not be dimmished
because of absence due to military
service. Such distributive share shall
be adjusted to reflect increases or de:
creases in the capital interest of the
absent partner. However, the partners
may by agreement -allocate a smaller
share to the absent partner due to his
absence.

(b) Special rules. (1) The provi-
sions of paragraph (a) of this section,
relating to allocation, are applicable
where the gift interest m the partner-
ship is created indirectly as well as di-
rectly. Where the partnership interest
is created indirectly, the term "donor"
may include persons other than the
nominal transferor.

Example (1). A father gives property to
his son who shortly -thereafter conveys the
property to a partnership consisting of the
father and the son. The partnership In-
terest of the son may be considered created
by gift and the father may be considered
the donor of the son's partnership interest.

Example (2). A father, the owner of a
business conducted as a sole proprietorship,
transfers the business to a partnership con-
sisting of his wife and himself. The wife
subsequently conveys such Interest to their
son. In such case, the father, as well as the
mother, may be considered the donor of the
son's partnership interest.

Example (3). A father makes a gift to
his son of stock In the family corporation.
The corporation is subsequently liquidated.
The son later contributes the property re-
ceived in the liquidation of the corporation
to a partnership consisting of his father and
himself. In such case, the son's partner-
ship interest may be considered created by
gift and the father may be considered the
donor of his son's partnership interest.

(2) The allocation rules set forth in
section 191 and paragraph (a) of this
section apply m any case in which the
transfer or creation of the partnership
interest has any of the substantial char-
acteristics of a gift. Thus: allocation
may be required where transfer of a
partnership interest is made between
members of a family (including collat-
erals) under a purported purchase agree-
ment, if the characteristics of a gift are
ascertained from the terms of the pur-
chase agreement, the terms of any loan
or credit arrangements made to finance
the purchase, or from other relevant
data.

(3) In the case of limited partner-
ship, for the purpose of the allocation
provisions of paragraph (a) of this sec-
tion, proper weight shall be given to the

§ 39.201

fact that a general partner, unlike the
limited partner, risks his credit in the
partnership business.

SUPPLEMENT --- INSURANCE COMPANIES

§ 39.201 Statutory provmons; tax on
life znsurance companzes.

SEc. 201. Life insurance companies-(a)
Imposition of tax-(1) In general. There
shall be levied, collected, and paid for each
taxable year upon the adjusted normal-tax
net income (as defined in section 202) and
upon the adjusted corporation surtax net
income (as defined in section 203) of every
life insurance company taxes computed as,
provided in section 13 (b) and in section
15 (b). In lieu of the taxes imposed by the
preceding sentence, there shall be levied,
collected, and paid for taxable years begin-
ning in 1951 and 1952 upon the 1951 and
1952 adjusted normal-tax net income (as
defined in section 203A) of every life insur-
ance company a tax equal to the sum of
the following:

3- per centum of the amount thereof not
in excess of $200,000, plus

6 % per centum of the amount thereof in
excess of $200,000.

(2) Foreign life insurance companies. A
foreign life insurance company carrying on
a life insurance business within the United
States if with respect to its United States
business it would qualify as a life insurance
company under subsection (b) shall be tax-
able in the same manner as a domestic life
insurance company except that the deter-
minations necessary for the purposes of this
chapter shall be made on the basis of the
income, disbursements, assets, and liabilities
reported in the annual statement for the
taxable year of the United States business
of such company on the form approved for
life insurance companies by the National
Association of Insurance Commissioners.

(3) No United States insurance business.
Foreign life insurance companies not carry-
ing on an insurance business within the
United States shall not be taxable under this
section but shall be taxable as other foreign
corporations.

(b) Definition of life insurance company.
When used in this chapter, the term "life
insurance company" means an insurance
company which is engaged in the business
of issuing life insurance and annuity con-
tracts (either separately or combined with
health and accident insurance), or noncan-
cellalole contracts of health and accident in-
surance, and the life insurance reserves (as
defined in subsection (c) (2) )plus unearned
premiums and unpaid losses on noncancell-
able life,-health, or accident policies not in-
cluded in life insurance reserves, of which
comprise more than 50 per centum of its
total reserves. For the purpose of this sub-
section, total reserves means life insurance
reserves, unearned premiums and unpaid
losses not included in life insurance reserves,
and all other insurance reserves required by
law. For taxable years beginning after De-
cember 31, 1943, a burial or funeral benefit
Insurance company engaged directly in the
manufacture of funeral supplies or the per-
formance of funeral services shall not be
taxable under this section but shall be tax-
able under section 204 or section 207.

(c) Other definitions. In the case of a
life insurance company-

(1) Gross income. The term "gross in-
come" means the gross amount of income
received during the taxable year from in-
terest, dividends, and rents.

(2) Life insurance reserves. The term
"life Insurance reserves" means amounts
which are computed or estimated on the
basis of recognized mortality or morbidity
tables and assumed rates of interest, and
which are set aside to mature or liquidate,
either by payment or reinsurance, future

unaccrued claims arising from life insur-
ance, annuity, and noncancollablo health
and accident insurance contracts (including
life insurance or annuity contracts combined
with noncancelablo health and accident
insurance) involving, at the time with re-
spect to which the reservo is computed, life,
health, or accident contingencies. Such life
insurance reserves, except in the case of
policies covering life, health, and accident
insurance combined In one policy issued on
the weekly premium payment pJan, con-
tinuing for life and not subject to cancella-
tion and except as hereinafter provided in
the case of assessment life insurance, must
also be required by law. In the elso of an
aesssment life insurance company or asso-
ciation the term "ife insurance reserves"
includes sums actually deposited by such
company or association with State or Terri-
torial oficers pursuant to law as guaranty
or reserve funds, and any funds maintained
under the charter or articles of incorporation
or association, or bylaws approved by State
Insurance Commissioner of such company
or association exclusively for the payment
of claims arising under certificates of mem-
bership or policies Issued upon the assess-
ment plan and not subject to any other use,

(3) Adjusted reserves. The term "ad-
justed reserves" mean life insurance re-
serves plus 7 per centum of that portion of
such reserves as are computed on a prelim-
inary term basis.

(4) Reserve earnings rate. The term "re-
serve earnings rate" means a rate computed
by adding 2.1125 per centum (05 per centumn
of 3

1
/ per centum) to 35 per contum of

the average rate of Interest assumed In com-
puting life Insurance reserves. Such average
rate shall be calculated by multiplying each
assumed rate of interest by the means of
the amounts of the adjusted reserves com-
puted at that rate at the beginning and end
of the taxable year and dividing the sum
of the products by the mean of the total
adjusted reserves at the beginning and end
of the taxable year.

(5) Reserve 1o deferred dividends. The
term "reserve for deferred dividends" manns
sums held at the end of the taxable year
as a reserve for dividends (other than divi-
dends payable during the year following the
taxable year) the payment of which Is de-
ferred for a period of not less than five
years from the date of the policy contract.

(6) Interest paid. The term "Interest
paid" means--

(A) All interest paid within the taxable
year on indebtedness, except on indebtedness
Incurred or continued to purchase or carry
obligations (other than obligations of th,
United States issued after September 24,
1917, and originally subscribed for by tho
taxpayer) the interest upon whlOh I wholly
exempt from taxation under this chapter,
and

(B) All amounts in the nature of Interest,
whether or not guaranteed, paid within the
taxable year on insurance or annuity con-
tracts (or contracts arising out of insurance
or annuity contracts) which do not involve,
at the time of payment, life, health, or ac-
cident contingencies.

(7) Net income. The term "not Income"
means the gross income less--

(A) Tax-free interest. The amount of
interest received during the taxable year
which under section 22 (b) (4) Is excluded
from gross income;

(B) Investment expenses. Investment ex-
penses paid during the taxable year. It any
general expenses are in part assined to o'
included in the Investment expenses, the
total deduction under this subparagraph
shall not exceed one-fourth of I per contum
of the niean of the book value of the in-
vested assets held at the beginning and end
of the taxable year plus one-fourth of the
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amount by which net income computed
without any deduction for investment ex-
penses allowed by this subparagraph, or for
tax-free interest allowed by subparagraph
(A), exceeds 3% per centum of the boolc
value of the mean of the invested assets held
at the begimnin and end of the taxable
year;
- (C)- Real estate expenses. Taxes and
other expenses paid during the taxable year
exclusively upon or with respect to the real
estate owned by the company, not including
taxes assessed against local benefits of a
kind tending to increase the value of the
property assessed, and not including any
amount paid out for new buildings, or for
permanerft Improvements or betterments
made to increase the value of any property.
The deduction allowed by this paragrapa
shall be allowed in the case of taxes im-
posed upon a shareholder of a company upon
his interest as shareholder, which are paid
by the company without reimbursement
from the shareholder, but in such cases no
deduction shall be allowed the shareholder
for the amount of such taxes;

(D) Depreciation. A reasonable allow-
ance, as provided in section 23 (1).
for the exhaustion, wear and tear of prop-
erty, including a reasonable allowance for
obsolescence.

(d) Rental value of real estate. The de-
duction under subsectlon (c) (7) (C) or (c)
(7) (D) of this section on account of any
real estate owned and occupied in whole or
in part by a -life insurance company, shal
be limited to an amount which bears the
same ratio to such deduction (computed
without regard to this subsection) as the
rental value of the space not so occupied
bears to the rental value of the entire prop-
erty.

(e) Amortization of premium and accrual
of discount. The gross income, the deduc-
tion provided in section 201 (c) (7) (A) and
the credit allowed against net income in sec-
tion 26 (a) shall each be decreased by the
appropriate amortization of premium and
increased by the appropriate accrual of dis-
count attributable to the taxable year on
bonds, notes, debentures or other evidences
of indebtedness held by a life insurance com-
pany. Such amortization and accrual shall
be determined (1) in accordance with the
method regularly employed by such com-
pany, if such method Is reasonable, and (2)
m all other cases, in accordance with regu-
lations prescribed by the Commissioner with
the approval of the Secretary.

(f) Double deductions. Nothing in this
section or in section 202, 203, or 203A shall
be construed to permit the same items to be
twice deducted.

(g) Credits under section 26. For the
purposes of this section, in computing nor-
mal tax net income and corporation surtax
net income, the credits provided in section
26 shall be allowed in the manner and to the
extent provided in sections 13 (a) and 15 (a).

[Sec. 201 -as amended by sec. 203, Rev. Act
1939; sec. 163 (a), Rev. Act 1942; sec. 121 (g)
(3), Rev. Act 1950; sec. 336 (a) and (c), Rev.
Act 1951; Pub. Law 468 (82d Cong.)]

§ 39.201-1 Tax on life insurance CoM-
panzes. (a) Except as otherwise pro-
vided in § 39.203A-1 with respect to
taxable years beginning in 1952, all life
insurance companies (including a for-
eign life insurance company carrying on
a life insurance business within the
United States if with respect to its
United States business it would qualify as
a life insurance company under section
201, (b)) are subject to both normal tax
and surtax. The normal tax is imposed
on the adjusted normal-tax net income
(as defined in section 202) and the sur-
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tax is mposed on the adjusted corpora-
tion surtax net income (as defined in
section 203) at the rates provided in
section 13 (b) and in section 15 (b)

(b) The net income of life insurance
companies differs from the net income
of other corporations. See section 201
(c) Life insurance companies are en-
titled, in computing normal-tax net In-
come and corporation surtax net income,
to the credits provided in section 26 in
the manner and to the extent provided
in sections 13 (a) and 15 (a) respec-
tively. The gross income, the deduction
under section 201 (c) (7) (A) for wholly
tax-exempt interest, and the credit
under section 26 (a) for partially tax-
exempt interest, are decreased by the
appropriate amortization of premium
and increased by the appropriate ac-
crual of discount attributable to the tax-
able year on bonds, notes, debentures, or
other evidences of indebtedness held by
a life insurance company. See section
201 (e) and § 39.201-9. Such companies
are not subject to the provisions of sec-
tion 117 (capital gains and losses) nor
to the provisions of section 125 (amortiz-
able bond premium) For computation
of the adjusted normal-tax net income
from normal-tax net income and the
adjusted corporation surtax net income
from corporation surtax net income, see
§§ 39.202-1, 39.202-2, and 39.203-1. For
computation of the 1952 adjusted nor-
mal-tax net income from the normal
tax net income for such year, see
H8 39.203A-1 and 39.203A-2.

(c) All provisions of the Internal
Revenue Code and of these regulations
not inconsistent with the specific pro-
visions of sections 201 to 203A, inclusive,
are applicable to the assessment and col-
lection of the tax imposed by section 201
(a) and life insurance companies are
subject to the same penalties as are pro-
vided in the case of returns and payment
of income tax by other corporations.
The return shall be on Form 1120L.

(d) Forelgn'life insurance companies
not carrying on an insurance business
within the United States are not taxable
under section 201 (a) but are taxable as
other foreign corporations. See section
231.

§ 39.201-2 Foreign life insurance com-
panies. A foreign life insurance com-
pany carrying on a life insurance
business within the United States, if
with respect to its United States business
it would qualify as a life insurance com-
pany under section 201 (b), Is taxable
on its income received during the taxable
year from interest, dividends, and rents,
from sources within and without the
United States, pertaining to Its United
States business. Such a company is tax-
able in the same manner as a dometic
life insurance company except that the
determinations necessary for the pur-
poses of chapter 1, such as gross income,
the adjustment for certain reserves, de-
ductions and limitations on deductions,
amortization of premiums and accrual
of discount and the credits provided in
section 26, shall be made on the basis
of the income, disbursements, assets, and
liabilities reported in the annual state-
ment for the taxable year of the United
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States busine3 of such company on the
form approved for life insurance com-
panies by the National Association of
Life Insurance Commissioners. This
statement is presumed clearly to reflect
the income, disbursements, assets, and
liabilities of the United States business
of the company and In so far as it is
not inconsistent with the provisions of
the Internal Revenue Code will be recog-
nized and used as a basis for that
purpose.

§ 39.201-3 Life znsurance companzes;
deflnition. The term "life insurance
company" as used in chapter 1 is defined
in section 201 (b) In determining
whether an insurance company is a life
insurance company, the life insurance
reserves (as defined in section 201 (c)
(2)) plus any unearned premiums and
unpaid losses on noncancelable life,
health, or accident policies, not included
In "life insurance reserves7' must com-
prise more than 50 percent of its total
reserves (as defined in section 201 (W))
An insurance company writing only non-
cancelable life, health, or accident poli-
cies and having no "life insurance re-
serves" may qualify as a life insurance
company if Its unearned premiums and
unpaid-losses on such policies comprise
more than 50 percent of Its total re-
serves. A noncancelable insurance pol-
Icy means a contract which the insur-
ance company is under an obligation to
renewv or continue at a specified premium
and with respect to which a reserve in
addition to the unearned premium must
be carried to cover that obligation. A
burial or funeral benefit insurance com-
pany qualifying as a life insurance com-
pany engaged directly in the manufac-
ture of funeral supplies or the perform-
ance of funeral services will be taxable
under section 204 or section 207 as an
insurance company other than life. For
the definition of an insurance company
see § 39.3797-7.

§ 39201-4 Life insurance reserves.
(a) The term "life insurance reserves7" is
defined in section 201 (c) (2) Gener-
ally, such reserves, as in the case of level
premium life insurance, are held to sup-
plement the future premium receipts
when the latter, alone, are Insufficent,
to cover the increased risk in the later
years. In the case of cancelable health
and accident policies and similar cancel-
able contracts, the unearned premiums
held to cover the risk for the unexpired
period covered by the premiums are not
included in life insurance reserves. Un-
paid loss reserves for noncancelable
health and accident policies are included
in life insurance reserves if they are com-
puted or estimated on the basis of recog-
nized mortality or morbidity tables and
assumed rates of Interest.

(b) In the case of an assessment life
insurance company or association, life
insurance reserves include sums actually
deposited by such company or association
with State or Territorial officers pur-
suant to law as guaranty or reserve
funds, and any funds maintained under
the charter or articles of incorporation
or association of such company or associ-
ation, or by-laws (approved by the State

§ 39.201-4
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insurance commissioner) of such com-
pany or association, exclusively for the
payment of claims arising under certifi-
cates of membership or policies issued
upon the assessment plan and not sub-
3ect to any other use.

(c) Life insurance reserves, except as
otherwise provided in section 201 (c)
(2) must be required by law either by
express statutory provisions or by rules
and regulations of the insurance de-
partment of a State, Territory, or the
District of Columbia when promulgated
in the exercise of a power conferred by
statute, but such requirement, without
more, is not conclusive; for example, life
insurance reserves do not include re-
serves required to be maintained to pro-
vide for the ordinary running expenses
of a business definite in amount, and
which must be currently paid by every
company from its income if its business
is to continue, such as taxes, salaries,
and unpaid brokerage; nor do they in-
elude the net value of risks reinsured in
other solvent companies; liability for
premiums paid in advance; liability for
annual and deferred dividends declared
or apportioned; liability for dividends
left on deposit at interest; liability for
accrued but unsettled policy claims
whether known or unreported; liability
for supplementary contracts not in-
volving, at the time with respect to which
the liability is computed, life, health or
accident contingencies.

(d) In any case where reserves are
claimed, sufficient information must be
filed with the return to enable the Com-
missioner to determine the validity of
the claim. Only-reserves which are re-
quired by law or insurance department
ruling, which are peculiar to insurance
companies, and which are dependent
upon Interest earnings for their main-
tenance will, except as otherwise specifi-
cally provided in section 201 (c) (2) be
considered as life insurance reserves. A
company is permitted to make use of the
highest aggregate reserve required by
any State or Territory or the District of
Columbia in which it transacts business,
but the reserve mgst have been actually
held.

(e) In the case of life insurance com-
panies issuing policies covering life,
health, and accident insurance combined
in one policy issued on the weekly pre-
mium payment plan, continuing for life
and not subject to cancellation, it is re-
quired that reserve funds thereon be
based upon recognized mortality or mor-
bidity tables covering disability benefits
of the kind contained in policies issued
by this particular class of companies but
they need not be required by law.

§ 39.201-5 Interest pard. Interest
paid Is one of the elements to be used,
together with adjusted reserves, reserve
earnings rate, and reserve for deferred
dividends, in arriving at the figure to
be determined and proclaimed by the
Secretary under the formula set forth
in section 202 (b) See § 39.202-1. In-
terest paid is also one of the elements
to be used in computing the amount of
"required interest" for purposes of de-
termining the reserve interest credit
provided in section 203A in the case

§ 39.201-5

of taxable years beginning in 1952. See
§ 39.203A-2. Interest paid consists of
(a) interest paid on indebtedness (ex-
cept indebtedness incurred or continued
to purchase or carry tax-exempt securi-
ties as set forth in section 201 (c) (6)
(A)) and (b) amounts in the nature of
interest paid on certain contracts, as pro-
vided in section 201 (c) (6) (B) Inter-
est on indebtedness includes interest on
dividends held on deposit and surren-
dered during the taxable year but does
not Include interest paid on deferred divi-
dends the reserve for which is used in
determining the policy and other liabil-
ity credit provided in section 202 (b)
Life insurance reserves as defined in
§ 39.201-4 are not indebtedness. Divi-
dends left with the company to accu-
mulate at interest are a debt and not
a reserve liability. Amounts in the
nature of interest include so-called
excess-interest dividends as well as guar-
anteed interest paid within the taxable
year on insurance or annuity contracts
(or contracts arising out of insurance
or annuity contracts) which do not in-
volve at the time of payment, life, health,
or accident contingencies. It is imma-
tenal whether the optional mode of set-
tlement specified in the insurance or
annuity contract arises' from an option
exercised by the insured during his or
her lifetime or from an option exercised
by a beneficiary after the policy has
matured, frequently ieferred to as a
supplementary contract not involving
life contingencies; for example, a con-
tract to pay the insurance benefit in
10 annual installments. No distinction
is made based'on the person choosing
the method of payment and the full
amount of the interest paid and n6t
merely the guaranteed interest is con-
sidered as interest paid.

§ 39.201-6 Adjusted reserves. For the
purpose of determining the figure to-be
proclaimed by the Secretary under the
formula set forth in section 202 (b) and
also for the purpose of determining "re-
quired interest" for taxable years begin-
ning in 1952, certain reserves computed
on a preliminary term method are to be
adjusted by increasing such reserves by
7 percent (see § 39.202-1) The reserves
to be thus adjusted are reserves com-
puted on preliminary term methods, such
as the Illinois. Standard, or the Select
and Ultimate methods. Only reserves
on policies in the modification period
are to be so adjusted. Where reserves
under a preliminary term method are
the same as on the level premium
method, and in the case of reserves for
extended or pa~d-up insurance, no ad-
justment is to b& made. The reserves
as thus adjusted, and the rate of interest
on which they are computed should be
reported in Schedule A, Form 1120L.

§ 39.201-7 Net racome and deduc-
tions-(a) In general. The net income
of a life insurance company is its gross
amount of income received during the
taxable year from interest, dividends,
and rents, less the deductions provided in
section 201 (c) (7) for wholly tax-exempt
interest, investment expenses, real estate
expenses, and depreciation. In addi-

tion to the limitations on deductions
relating to real estate owned and oc-
cupied by a life insurance company
provided In section 201 (d), the limita-
tions on the adjustment for amortiza-
tion of premium and accrual of discount
provided in section 201 (e), and the lim-
itation on the deduction for Investment
expenses where general expenses are
allocated to Investment Income provided
in section 201 (c) (7) (B), life insurance
companies are subject to the limitation
on deductions relating to wholly tax-
exempt income provided in section 24
(a) (5) Life insurance companies are
not entitled to the net operating loss
deduction provided In section 23 (s)

(b) Wholly tax-exempt interest. In-
terest which in the case of other tax-
payers Is excluded from gross Income by
section 22 (b) (4) but included In the
gross Income of a life.insurance com-
pany by section 201 (o) (1) Is allowed
as a deduction from gross income by
section 201 (c) (7) (A?

(c) Investment expenses, (1) As used
in the Internal Revenue Code, the term
"general expenses" means any expense
incurred for the benefit of more than one
department of the company rather than
for the benefit of a particular depart-
ment thereof. Any assignment of such
expense to the Investment department of
the company for which a dedubtlon Is
claimed under section 201 (c) (7) (B)
subjects the entire deduction for Invest-
ment expenses to the limitation provided
in that section. The accounting proce-
dure employed Is not conclusive as to
whether any assignnent has in fact been
made. Investment expenses do not In-
clude Federal income and excess profits
taxes.

(2) If no general expenses are as-
signed to or Included In Investment ex-
penses the deduction may consist of In-
vestment expenses actually paid during
the taxable year In which case an item-
ized schedule of such expenses must be
appended to the return.

(3) Invested assets for the purpose of
section 201 (c) (7) (B) and this section
are those which are owned and used, and
to the extent used, for the purpose of
producing the income specified In sec-
tion 201 (c) (1) They do not Include
real estate owned and occupied, and to
the extent owned and occupied, by the
company. If general expenses are as-
signed to or included in investment ex-
penses, the maximum allowance will not
be granted unless it Is shown to the sat-
isfaction of the Commissioner that such
allowance is justified by a reasonable as-
signment of actual expenses.

(d) Taxes and expenses with respect
to real estate. The deduction for taes
and expenses under section 201 (o) (7)
(C) Includes taxes and expenses paid
during the taxable year exclusively upon
or with respect to real estate owned by
the company and any sum representing
taxes imposed upon a shareholder of the
company upon his interest as share-
holder which is paid by the company
without reimbursement from the share-
holder. No deduction shall be allowed,
however, for taxes, expenses, and depre-
ciation upon or with respect to any real
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estate owned by the company except to
the extent used for the purpose of pro-
ducing investment income. See para-
graph (c) of this section. As to real
estate owned and occupied by the com-
pany, see § 39.201-8.

(e) Depreciation. The deduction al-
lowed for depreciation is, except as pro-
vided in section 201 (d) identical with
that allowed other corporations by sec-
tion 23 (1) The amount allowed by
section 23 (1) in the case of life insur-
ance companies is limited to deprecia-
tion sustained on the property used, and
to the extent used, for the purpose. of
producing the income specified in section
201 (c) (1)

§ 39.201-8 Real estate owned and oc-
cupzed. The amount allowable as a
deduction for taxes, expenses, and de-
preciation upon or with respect to any
real estate owned and occupied in whole
or in part by a life insurance company is
limited to an amount which bears the
same ratio to such deduction (computed
without regard to tins limitation) as the
rental value of the space not so occupied
bears to the rental value of the entire
property. For example, if the rental
value of the space mot occupied by the
company is equal to one-half of the
rental value of the entire property, the
-deduction for taxes, expenses, and de-
preciation is one-half of the taxes, ex-
penses, and denreciation on account of
the entire property. Where a deduction
is claimed as provided in this section, the
parts of the property occupied and the
parts not occupied by the company, to-
gether with the respective rental values
thereof, must be shown in a statement
accompanying the return.

§ 39.201-9 Amortization of premium
and accrual of discount. (a) Section
201 (e) provides for certain adjustments
on account of amortization of prennum
and accrual of discount on bonds, notes,
debentures, or other evidences of indebt-
edness held by a life insurance company.
Such adjustments are limited to the
amount of appropriate amortization or
accrual attributable to the taxable year
with respect to such securities winch are
not in default as to principal or interest
and winch are amply secured. The ques-
tion of ample security will be resolved
according to the rules laid down from
time to time by the National Association
of Insurance Commissioners. The ad-
justment for amortization of premium
decreases, and for accrual of discount
increases, (1) the gross income, (2) the
deduction for wholly tax-exempt in-
terest, and (3) the credit for partially
tax-exempt interest.

(b) The premium for any such se-
curity is the excess of its acquisition
value over its maturity value and the
discount is the excess of its maturity
value over its acquisition value. The
acquisition value of any such security is
its cost (including buying commissions
or brokerage but excluding any amounts
paid for accrued interest) if purchased
for cash, or if not purchased for cash,
then its fair market value. The ma-
turity value of any such security is the
amount payable thereunder either at the
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maturity date or an earlier call date.
The earlier call date of any such secu-
rity may be the earliest call date specified
therein as a day certain, the earliest in-
terest payment date if it is callable or
payable at such date, the earliest date
at which it is callable at par, or such
other call or payment date, prior to
maturity, specified In the security as may
be selected by the life insurance com-
pany. A life insurance company which
adjusts amortization of premium or ac-
crual of discount with reference to a
particular call or payment date must
make the adjustments with reference
to the value on such date and may not,
after selecting such date, use a different
call or payment date, or value, in the
calculation of such amortization or dis-
count with respect to such security un-
less the security was not in fact called
or paid on such selected date.
(c) The adjustments for amortization

of premium and accrual of discount will
be determined:

(1) According to the method regu-
larly employed by the company, if such
method is reasonable, or

(2) According to the method pre-
scribed by this section.

A method of amortization of premium
or accrual of discount will be deemed
"regularly employed" by a life insurance
company if the method was consistently
followed in prior taxable years, or if, in
the case of a company which has never
before made such adjustments, the com-
pany initiates in the first txable year
for which the adjustments are made a
reatonable method of amortization of
premium or accrual of discount and con-
sistently follows such method thereafter.
Ordinarily, a company regularly em-
ploys a method in accordance with the
statute of some State, Territory, or the
District of Columbia, in which it oper-
ates.

(d) The method of amortization and
accrual prescribed by this section is as
follows:

(1) The premium (or discount) shall
be determined in accordance with this
section; and

(2) The appropriate amortization of
premium (or accrual of discount) at-
tributable to the taxable year shall be
an amount which bears the same ratio
to the premium (or discount) as the
number of months in the taxable year
during which the security was owned
by the life insurance company bears to
the number of months between the date
of acquisition of the security and Its
maturity or earlier call date, determined
in accordance with this section. For
the purpose of this section, a fractional
part of a month shall be disregarded
unless it amounts to more than half a
month, in which case it shall be con-
sidered as a month.

§ 39.202 Statutory provisions; lIe in-
surance companies; adjusted normal-
tax net income.

SEc. 202. Adjusted normal-tax net in-
come--(a) Definition. For the purposes of
section 201, the term "adjusted normal-tax
net Income" means the normal-tax net in-
come minus the reserve and other policy
liability credit provided in subsection (b)
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and plus the amount of the adjustment for
certain recerves provided in subsection (c).

(b) Rescrrc and other policy liability
credit. As used In thl section the term "re-
servo and other policy liability credIt" me ns
an amount computed by multiplying the
normal-tax not Income by a figure, to be de-
termined aid proclaimed by the Secretary for
each taxable year. This figure shall be based
on such data with respect to life Insurance
companies for the preceding taxable year _,
the Scretary considers representative and
shall be computed as follows:

(1) In gcneral. Except as provided in
paragraph (2). the flsure shall be computed
in accordance with the following formula:
The ratio which a numerator comprised of
the aggregate of the sums of (A) 2 per cen-
turn or the recerves for deferred dividends.
(B) interest paid. and (C) the product of
(1) the mean of the adjusted reserves at the
beginning and end of the taxable year and
(11) the rezerve earnings rate bears to a
denominator comprised of the aggregate of
the excess of net Incomes computed without
any deduction for tan-free Interest, over the
adjustment for certain reserve- provided in
sub!cction (c).

(2) Spectal rule for 1949 and 1950.
(c) Adjustment for certain re erres. In

the c a of a life insurance company vriting
contracts other than life Insurance or an-
nuity contracts (either reparately or com-
bined with noncancellable health and
accident Insurance), the term "adjustment
for certain rec rves" means- an amount equza
to 3% per centure of the unearned preml-
uml and unpaid lc=sse on such other con-
tracts Which are not Included in life
insurance reservez. For the purposes of this
subsectlon such unearned premiums shall
not be considered to be les than 25 per

aontum of the net prenums written during

the taxable year on such other contracts.

[Sec. 202 as amended by sec. 163 (a), Rev.

Act 1942; &ec. 401 (a), Rev. Act 19591

§ 39,202-1 Reserve and other polic?
liability credit for adjusted normal-tax
net income. (a) Life insurance compa-
nies in computing adjusted normal-tax
net income are allowed a "reserve and
other policy liability credit" in lieu of a
deduction for the interest allowed on
their reserves, for interest paid and for
deferred dividends. This credit is a flat
percentage of normal-tax net income.
The figure is the same for all companies
and is determined on the basis of the
aggregate of the interest allowed on
reserves, Interest paid, and 2 percent
of the reserves held for deferred divi-
dends. as provided in section 202 (b)
for all companies. The figure for each
taxable year is to be determined and
proclaimed by the Secretary, based on
such data with respect to life insurance
companies for the preceding taxable year
as the Secretary considers representative
for such year.

(b) The application of the reserve and
other policy liability credit for the pur-
pose of this section and section 203 may
be Illustrated by the following examples:

Example (1). The X Life Insurance Com-
pany for the calendar year 1942 had groZs
income, consisting of interest and rents, of
04.OCO,0Co, of which 60o0.0O conslts of
rwholly tax-exempt interest. It had invest-
ment expensez of $010,000, real estate ex-
penses of C9SO,0o. and depreciation of 820000
Its net Income and Its normal-tax net income
v=s accordingly 03,100,000 ($4.000.000 less
inveAtment expenzs, real estate expenses.
and depreciation, totaling $200,900, and
wholly tax-exempt Interest of $700,000).

§ 39.202-I
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Since the Secretary determined and pro-
claimed that for the taxable year 1942 the
figure based on data for the taxable year
1941 is 0.93, the X Life Insurance Company
was entitled to a credit of $2,883,000
($3,100,000X0.93) and its adjusted normal-
tax net income as well as its adjusted cor-
poration surtax net income was $217,000
($3,100,000-$2,883,000).

Example (2). If in example (1) $100,000
of the $4,000,000 gross income of the X Life
Insurance Company for the calendar year
1942 consisted of partially tax-exempt in-
terest, in addition to the $700,000 of wholly
tax-exempt interest, its corporation surtax
net income and adjusted corporation surtax
net Income would be the same as in the
above example. Its normal-tax net income,
however, would be $3,000,000 ($4,000,000 less
$200,000 less $700,000 less $100,000), its credit
would be $2,790,000 ($3,000,OOOXO.93) and
its adjusted normal-tax net income would be
$210,000 ($3,000,000-$2.790,000).

§ 39.202-2 Adjustment for certain
reserves. (a) A life insurance company
writing contracts other than life insur-
ance or annuity contracts (either sepa-
rately or combined with noncanceliable
health and accident insurance con-
tracts) must add to its normal-tax net
income and to its corporation surtax net
income, as an offset to its reserve and
other policy liability credit, an amount
equal to 3Y percent of the mean of'the
unearned premiums and unpaid- losses
at the beginning and end of the taxable
year on such other contracts as are not
included in life insurance reserves. If
such unearned premiums, however, are
less than 25 percent of the net premi-
ums written during the taxable year on
such other contracts, then the amount
to be added to normal-tax net income
and to corporation surtax net income is
3 4 percent of 25 percent-of the net pre-
miums written during the taxable year
on such other contracts plus 3Y percent
of the mean of the unpaid losses at the
beginning and end of the taxable year on
such other contracts. As used in this
section, the term "unearned premiums"
has the same meaning as in section 204
(b) (5) and § 39.204-2.

(b) For taxable years beginning in
1952, an amount equal to 8 times the
amount of the applicable adjustment
provided in paragraph .(a) of this sec-
tion, must be added to normal-tax net
income for such year as a factor in de-
termining 1952 adjusted normal-tax net
income.

§ 39.203 Statutory provisions; life n-
surance companies; adjusted corpora-
tion surtax net income.

SEc. 203. Adjusted corporation surtax net
income-(a) Definition. For the purposes
of section 201, the term "adjusted corpora-
tion surtax net income', means the corpora-
tion surtax net income minus the reserve
and other policy liability credit and plus
the adjustment for certain reserves provided
in section 202 (c).

(b) Reserve and other policy liability
credit. As used in this section, the term "re-
serve and other policy liability credit" means
an amount computed by multiplying the cor-
poration surtax net income by the applicable
figure determined and proclaimed under sec-
tion 202 (b).

[Sec. 203 as amended by sec. 211 (e) (1), Rev.
Act 1939; sec. 163 (a), Rev. Act 1942; sec. 401
(b), Rev. Act 1950]

§ 39.202-2

§ 39.203-1 Reserve' and other policy
liability credit for adjusted corporation
surtax net income. Life insurance com-
panies in computing adjusted corpora-
tion surtax net income are allowed a re-
serve and' other policy liability credit,
This credit is similar to that provided in
section 202 except that it is based on
corporation surtax net income, which in-
cludes partially tax-exempt interest,
See § 39.202-1 for the application and
effect of this provision.

§ 39.203A Statutory provisions; life
insurance companies; 1951 and 1952
adjusted normal-tax net income.

SEc. 203A. 1951 and 1952 adjusted normal-
tax net income-(a) 1951 and 1952 adjusted
normal-tax net income. For the purposes
of section 201, the-term "1951 and 1952 ad-
justed normal-tax net income" means the
normal-tax net income plus eight times the
amount of the adjustment for certain re-
serves provided in section 202 (c) and minus
the reserve interest credit, if any, provided
in subsection (b) of this section.

(b) Reserve interest credit. For the pur-
poses of subsection (a), the reserve interesi
credit shall be an amount determined as
follows:

(1) Divide the amount of the adjusted
net income (as defined in subsection (c))
by the amount of the required interest (as
defined in subsection (d)).

(2) If the quotient obtained in para-
graph (1) is 1.05 or more, the reserve in-
terest credit shall be zero.

(3) If the quotient obtained In para-
graph (1) is 1.00 or less, the reserve interest
credit shall be an amount equal to 50 per
centum of the normal-tax net income.

(4) If the quotient obtained In para-
graph (1) Is more than 1.00 but less -than
1.05, the reserve interest credit shall be the
amount obtained by multiplying the nor-
mal-tax net Income by 10 times the difference
between the figures 1.05 and such quotient.

(c) Adjusted net income. For the pur-
poses of subsection (b) (1), the term "ad-
justed net income" means the net income
computed without any deduction for tax-
free interest minus 50 per centum of the
amount of the adjustment for certain re-
serves provided in section 202 (c).

(d) Required interest. For the purposes
of subsection (b)' (1), the terra "required in-
terest" means the total of-

(1) The sum of the amounts obtained by
multiplying (A) each rate of interest as-
sumed in computing the taxpayer's life In-
stuance reserves by (B) the means of the
amounts of the taxpayer's adjusted reserves
computed at that rate at the beginning and
end of the taxable year,

(2) 2 per centum of. the reserve for de-
ferred dividends, and

1(3) 'Interest paid.

[Sec. 203A as added by sec. 336 (b), Rev. Act
1951, amended by sec. 1 (b); Pub. Law 468,
(82d Cong.) ]

§ 39.203A-1 Tax on life insurance
companies in the case of a taxable year
beginning in 1952. (a) In the case of a
taxable year beginning in 1952, the tax
imposed on a life insurance company for
such year shall consist of a tax upon
the 1952 adjusted normal-tax net in-
come of the company equal to 33/ per-
cent of the amount of such income not in
excess of $200,000, plus 61/2 percent of
the amount of such income in excess of
$200,000. The term "1952 adjusted nor-
mal-tax net income" means the normal-
tax net income (consisting of net income
computed as provided in § 39.201-7 less

the credit for partially tax-exempt In-
terest allowed under section 26 (a) and
less the credit for dividends received al-
lowed under section 26 (b) for the tax-
able year beginning In 1952 plus eight
times the amount of the adjustment for
certain reserves computed as provided
in section 202 (c) (see § 39.202-2), and
minus the reserve interest credit, if any,
provided in section 203A (b) (see
§ 39.203A-2) The reserve and other
policy liability credit Is not allowed for
purposes of the computation of 1952 ad-
justed normal-tax net income.

(b) The tax Imposed upon 1952 ad-
Justed normal-tax net Income by sec-
tion 201 (a) is in lieu of the tax other-
wise imposed on adjusted normal-tax
net Income and adjusted corporation
surtax net Income by section 201 (a)

§ 39.203A-2 Reserve interest credit,
(a) In computing 1952 adjusted normal-
tax net income, a reserve interest credit
is allowed where the "adjusted net In-
come" of the company Is less than 105
percent of its required interest. For tho
purpose of computing the reserve i -
terest credit, the term "adjusted net in-
come" means the net income of the com-
pany without any deduction for tax-free
interest otherwise allowed by section 201
(c) (7) (A) less 50 percent of the ad-
justment for certain reserves on con-
-tracts other than life insurance or an-
nuity contracts provided In section 202
(c)

(b) The required interest for which a
credit may be allowed consists of the
total of:

(1) The sum of amounts obtained by
multiplying each rate of interest as-
sumed In computing life Insurance re-
serves (see section 201 (c) (2) and
§ 39.201-4) by the means of the amounts
of the adjusted reserves, as defined in
section 201 (c) (3), computed at that
rate at the beginning and the end of
the taxable year;

(2) Two percent of the reserve for
deferred dividends; and

(3) Intqrest paid.
c) To determine the amount of the

reserve interest credit, It is necessary to
divide the amount of the adjusted net
income by the amount of the required
interest. If the adjusted net income is
100 percent-or less of the required in-
terest, the reserve. Interest credit is an
amount equal to 50 percent of the nor-
mal-tax net Income. If the adjusted not
income is 105 percent or more of the
required Interest, the reserve Interest
credit Is zero. If the adjusted net income
is more than 100 percent and less than
105 percent of the required Interest, the
reserve interest credit is computed by
multiplying the normal-tax net income
by ten times the difference between 105
percent and the percentage established,
Thus, if the adjusted net Income of a life
insurance company for the calendar year
1952 Is $103,000 and the required interest
for such year Is $100,000, the adjusted not
Income Is 103 percent of the required
interest and the reserve Interest, accord-
ingly, is the normal-tax net income mul-
tiplied by 20 percent (10 times 2 percent,
the difference between 105 percent and
103 percent)
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(d) In determining the percentage of
the adjusted net income to required in-
terest for purposes of determninng the
reserve interest credit, the figures shall
be computed to at least the nearest one-
tenth of a percentage point.

§ 39.204 Statutory provisions; tax on
insurance ccompanies other than life or
mutual.

Szc. 204. Insurance companies other than
life or mutual-(a) Imposition of tax-(1)
In general. There shall be levied, collected,
and paid for each taxable year upon the
normal-tax net income and upon the cor-
poration surtax net income of every insur-
ance company (other than a life or mutual
insurance company) and every mutual
marine insurance company and every mutual
fire insurance company exclusively Issuing
either peruetual policies, or policies for
which the sole premium charged is a singlp
deposit which (except for such deduction
of underwriting costs as may be provided) is
refundable upon cancellation or expiration
of the policy taxes computed as provided In
section 13 (b) and in section 15 (b).

(2) Normal-tax and corporation surtax
net income of foreign insurance companies
other than life or mutual and foreign -mutual
marine. In the case of a foreign insurance
company (other than a life or mutual in-
surance company) and a foreign mutual
marine insurance company and a foreign
mutual fire insurance company described in
paragraph (1) of this subsection, the nor-
mal-tax net income shall be the net income
from sources within the United States minus
the credit provided in section 26 (a) and the
credit provided in section 26 (b). and the
corporation surtax net income shall be the
net income from sources within the United
States minus the credit provided in section
26 (b).

(3) No United States insurance business.
Foreign insurance companies (other than a
life or mutual insurance company) and
foreign mutual marine insurance companies
and -foreign mutual fire insurance com-
panies described in paragraph (i) of this
subsection not carrying on an insurance'
business within the United States shall not
be taxable under this section but shall be
taxable as other foreign corporations.

, (b) Definition of zncome,.etc. In the case
of an insurance company subject to the tax
imposed by this section-

(1) Gross income. "Gross income" means
the sum of (A) the combined gross amount
earned during the taxable year. from invest-
ment Indome and from underwriting income
as provided in this subsection, computed on
the basis of the underwriting and invest-
nent- exhibit of the annual statement ap-

-proved. by the National Convention of
Insurance Commissioners. and (B) gain
during the, taxable year from the sale or
other disposition of property, and (C) all
other items constituting gross income under
section 22; except that in the case of a
mutual fire insurance company described in
paragraph (1) of subsection (a) of this sec-
tion, the amount of single deposit premiums
paid to such company shall not be included
in gross income;

(2) Net income. "ITet income" means the
gross income as defined in paragraph (1)
of this subsection less the deductions al-
lowed by subsection (c) of this section;

(3) Investment income. "Investment in-
come' means the gross amount of income
earned during the taxable year from interest.
dividends, and rents, computed as follows:

To all interest, dividends and rents re-
ceived during the taxable year. add interest,
dividends and rents due and accrued at the
end of the taxable year, and deduct all in-
terest, dividends and rents due and accrued
at the end of the preceding taxable year;
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(4) Underwriting income. "Underwriting
income" means the premiums earned on
Insurance contracts during the taxable year
less losses incurred and expenses incurred:

(5) Premiums earne;d. "Premiums earned
on insurance contracts during the taxable
year" means an amount computed as follows:

From the amount of gross premiums
written on Insurance contracts during the
taxable year. deduct return premiums- and
premiums paid for reinsurance. To the re-
suit so obtained add unearned premiums on
outstanding business at the end of the pre-
ceding taxable year and deduct unearned
premiums on outstanding b uness at tha
end of the taxable year. For the purpses
of this subsection, unearned premium shall
include life insurance reservez, as defined In
section 201 (c) (2), pertaining to the life,
bural, or funeral Insurance, or annuity busi-
ness of an insurance company subject to the
tax Imposed by this section and not qualify-
Ing as a life Insurance company under sec-
tIon 201 (b);

(6) Losses incurred. "Losses incurred"
means losses incurred during the taxable
year on insurance contracts, computed as
follows:

To losses paid during the taxable year, add
salvage and reinsurance recoverable out-
standing at the end of the preceding taxable
year. and deduct salvage and reinsurance re-
coverable outstanding at the end of the
taxable year. To the result so obtained add
all unpaid losses outstanding at the end of
the taxable year and deduct unpaid loses
outstanding at the end of the preceding
taxable year;

(7) Expenses incurrcd. "Expenes In-
curred" means all expenses shown on tha
annual statement approved by the National
Convention of Insurance CommLssoner, and
shall be computed as follows:

To all expenses paid during the taxable
year add expenses unpaid at the end of the
taxable year and deduct expenses unpaid at
the end of the preceding taxable year. For
the purpose of computing the net income
subject to the tax Imposed by this section
there shall be deducted from expenses In-
curred as defined In this paragraph all
expenses incurred which are not allowed as
deductions by subsection (c) of this section.

(c) Deductions allowed. In computing
the net income of an Insurance company
subject to the tax imposed by this section
there shall be allowed as deductlons:

(1) All ordinary and necessary expenses
incurred, as provided in section 23 (a);

(2) All interest as provided In tection 23

(3) Taxes as provided in section 23 (c);
(4) Losses incurred as defined In sulec-

'tion (b) (6) of this section;
(5) Capital losses. Capital losses to the

extent provided in sectlon 117 plus lo=
from capital assets sold or exchanged in order
toobtain funds to meet abnormal lnsuranco
losses and to provide for the payment of
dividends and slmllar distributions to policy-
holders. Capital assets shall be considered
as-sold or exchanged in order to obtain funds
to meet abnormal insurance loses and to
provide for thepayment of dividends and
similar distributions to polcyholders to the
extent that the gross receipts from their sale
or exchange are not greater than the excess.
if any, for the taxable year of the mir of
dividends and similar distributions paid to
policyholders in their capacity as such, losses
paid, and expenses paid over the sum of
interest, dividends, rents, and net premiums
received. In the application of section 117
(e) for the purposes of this section. the net
capital loss for the taxable year shall be the
amount by which losses for such year from
sales or exchanges of capital assets exceeds
the sum of the gains from such sales or ex-
changes and whichever of the following
amounts is the lesser:
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(A) The corparatlon surta= net income
(computed without regard to gains or Iozzea
from cale or exchanges of capital asets);
or
(B) Losses from the sale or exchange of

capital assets sold or exchanged to obtain
funds to meet abnormal insurance loszes and
to provide for the payment of dividend-
and smilar distributions to policyholders;

(6) Debts in the nature of agency balances
and bills receivable which become worthLes
within the taxable year;

('71) The amount of interezt earned during
the taxable year which under section 22 (b)
(4) is excluded from gross income;

(8) A reasonable allowance for the ex-
haustlon, wear and tear of property, as pro-
vided in section 23 (1);

(9) Charitable, and so forth, contribu-
tions, as provided in sectIon 23 (q);

(10) Deductions (other than those speci-
Iledin this subsection) as provided in section
23;

(11) Dividends and similar distributions
paid or declared to policyholders in their
capacity as such, except in the c- of a
mutual fire Insurance company described in
paragraph (1) of subsectlon (a) of this sec-
tion. The term "paid or declared" shall be
construed according to the method of ac-
counting regularly employed in keeping the
boolm or the Insurance company.

(d) Deductions of foreign corporations.
In the cas of a foreign corporation the de-
ductions allowed In this section shall be
allowed to the extent provided in Supple-
ment I In the case of a foreign corporation
engaged in trade or business within the
United States.

(e Double deductions. Nothing in this
section shall be construed to permit the
same item to be twice deducted.

(f) Credits under cection 26. For the
purpoces of this recton, In computing nor-
mal-tax net income and corporation surtax
net Income, the credits provided in section
26 shall be allowed In the manner and to the
extent provided in sectlons 13 (a) and (15)
(a).
[Sec. 204 as amended by sees. 2 4 and 226
(a), Rev. Act 1939; secs. 124 (b). 10 (d). and
1M4, Rev. Act 1942; sec., 135. Rev. Act 1943;
sec. 122 (g) (7), Rev. Act 1945; sec. 121 (g)
(4), Rev. Act 19501

§ 39.204-I Tax on insurance com-
panies other than life or mutual, mutual
marine insurance coinpantes, and mutual
-fire insurance companies issumg per-
petual policies. (a) All Insurance com-
panics, other than life or mutual or
foreign insurance companies not carry-
Ing on an insurance business within the
.United States, and all mutual manne
insurance companies and mutual fire
•Insurance companies exclusively issung

-either perpetual policies, or policies for
which the sole premium charged is a
single deposit which, except for such de-
duction of underwriting costs as may be
provided, Is refundable upon cancella-
tion or expiration of the policy, are suo-
Ject to the tax Imposed by section 204.
As used In this section and §§ 39-204-2
and 39.204-3. the term "Insurance com-
panis" means only those companies
subject to the tax imposed by section 204.
For what constitutes an insurance com-
pany, see § 39.3797-7. The net income
of insurance companies Is defined in sec-
tion 204 and differs from the net income
of other corporntions. All provisions of
the Internal Revenue Code and of these
regulations not inconsistent with the
specffic provisions of section 204 are ap-
plicable to the assessment and collection

§ 39.204-1
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of the tax inposed by section 204 (a)
and insurance compaies are subject to
the same penalties as are provided in
the case of returns and payment of in-
come tax by other corporations. Since
section 204 provides that the underwrit-
..ag and investment exhibit of the annual
statement approved by the National
Convention of Insurance Commissioners
shall be the basis for computing, grozs
income and since the annual statement
Is rendered on the calendar year basis,
the returns under section 204 shall be
made on the basis of the calendar year
and shall be on Form 1120. Insurance
compames are entitled, in computing
-normal-tax net income and corporation
surtax net income, to the credits pro-
vided in section 26 in the manner and
to the extent provided in sections 13
(a) and 15 (a)

(b) Foreign insurance companies not
carrying on an insurance business within
the United States are not taxable under
section 204 but are taxable as-other for-
eign corporations. See section 231.

(c) Insurance companies are subject
to both normal tax -and surtax. The
normal tax shall be computed as pro-
vided in section 13 (b) For what con-
stitutes normal-tax net income, see
§ 39.13-1. The surtax shall be computed
as provided in seclon 15 (b) For what
constitutes corporation surtax net in-
come, see § 39.15-1. For the circum-
stances under which the $25,000 exemp-
tion from surtax for certain taxable
years may be disallowed in whole or in
part, see § 39.15-2. For alternative tax
where the net long-term capital gain for
any taxable year exceeds the net short-
term capital loss, see section 117 (c) and
the regulations thereunder.

§ 39.204-2 Gross income. (a) Gross
Income as defined in section 204 (b)
means the gross amount of income
earned during the taxable year from In-
terest, dividends, rents, and premium in-
come, computed on the basis of the
underwriting and investment exhibit of
the annual statement approved by the
National Convention of Insurance Com-
missioners, as well as the gain derived
from the sale or other disposition of
property, and all other items constitut-
ing gross income under section 22, except
that in the case of a mutual fire insur-
ance company described in § 39.204-1 the
amount of single deposit premiums re-
ceived, but not assessments, shall be ex-
cluded from gross income. See section
22 (a) (b) and (c) and sections 28 and
234. It does not include increase in lia-
bilities during the year on account of
reinsurance treaties, remittances from
the home office of a foreign insurance
company to the United States branch,
borrowed money, or gross increase due to
adjustments in book value of capital
assets. The underwriting and invest-
ment exhibit Is presumed clearly to re-
flect the true net income of the company
and insofar as it is not inconsistent with
the provisions of the Internal Revenue
Code will be recognized and used as a
basis for that purpose. All items of the
exhibit, however, do not reflect an insur-
ance company's income as defined in the
Code. By reason of the definition of

§ 39.204-2

investment Income, miscellaneous items
which are intended to reflect surplus but
do not properly enter into the computa-
tion of income, such as dividends de-
clared to shareholders in their capacity
as such, home office remittances and re-
ceipts, and special deposits,-are Ignored.
Gain or loss from agency balances and
bills receivable not admitted as assets on
the underwriting and investment exhibit
-will be ignored, excepting only such
agency balances and bills receivable as
have been allowed as deductions for
worthless debts or, having been previ-
ously so allowed, are recovered during
the taxable year. In computing "pre-
miums earned on insurance contracts
during the taxable year" the amount of
the unearned premiums shall include (1)
life insurance reserves as defined in sec-
tion 201 (c) (2) and § 39.201-4 pertain-
ing to the life, burial, or funeral Insur-
ance, or annuity business of an insur-
ance company subject to the tax Imposed
by section 204 and not qualifying as a
life insurance company under section
201 (b) and (2) liability for return pre-
miums -under a rate credit or retrospec-
tive rating plan based on experience,
such as the "War Department Insurance
Rating Plan," and which xeturn premi-
ums are therefore not earned premiums.
In computing "losses incurred" the de-
termination of unpaid losses at the close
of each year must represent actual un-
paid losses as nearly as it is possible to
ascertamthem.

(b) Every insurance company to which
this section applies must be prepared to
establish to the satisfaction of the Com-
missioner of Internal Revenue that the
part of the deduction for "losses in-
curred" which represents unpaid losses
at the close of the taxable year com-
prises only actual unpaid losses stated
in amounts which, based upon the facts
in each case and the company's experi-
ence with similar cases, can be said to
represent a fair and reasonable estimate
of the amount the company will be re-
quired to pay. Amounts included in, or
added to, the estimates of such losses
which, in the opinion of the Comm-
sioner, are in excess of the actual liabil-
ity determined as provided in the pre-
ceding sentence will be disallowed as a
deduction. The Commissioner may re-
quire any such insurance company to
submit such detailed information with
respect to its actual experience as is
deemed necessary to establish the rea-
sonableness of the deduction for "losses
incurred."
(c) That part of the deduction for

"losses incurred" which xepresents an
-adjustment to "losses paid" for "salvage
and reinsurance recoverable" shall, ex-
.cept as hereinafter provided, include all
salvage in course of liquidation, and all
reinsurance in process of collection not
otherwise taken into account as a reduc-
tion of 'losses paid," outstanding at the
,end of the taxable year. Salvage in
,course of liquidation includes all prop-
erty (other than cash), real or personal,
tangible or intangible, except that which
may not be included by reason of ex-
press statutory provisions (or rules and
regulations of an Insurance department)

of any State or Territory or the District
of Columbia in which the company
transacts business. Such salvage In
course of liquidation shall be taken Into
account to the extent of the value thereof
at the end of the taxable year as dete-
mined from a fair' and reasonable estlZ
mate based upon either the fActs in each
case or the company's experience with
similar cases. Cash received during the
taxable year with respect to items of
salvage or reinsurance shall be taken
Into account in computing losses paid
during such taxable year.

§ 39.204-3. Deductions. (a) The de-
ductions allowable are specified In sec-
tion 204 (c) and by reason of the pro-
visions of section 204 (c) (10) Include
deductions (other than those specified
In section 204 Cc) ) as provided in section
23. The deductions, however, are subject
to the limitation provided In section 24
(a) (5) The net operating loss deduc-
tion allowed by section 23 (s) Is com-
puted under section 122 and the regu-
lations thereunder. In computing not
operating loss or net Income of Insurance
companies for the purposes of section
122, "gross income" shall mean gross
income as defined In section 204 (b) (1)
and the allowable deductions shall bo
those allowed by section 204 (c) with the
exceptions and limitations set forth in
section 122 (d) In addition to the de-
duction for capital losses provided in
section 117, Insurance companies are al-
lowed a deduction for losses from capital
assets sold or exchanged in order to ob-
tain funds to meet abnormal Insurance
losses and to provide for the payment of
dividends and similar distributions to
policyholders. A special rule Is provided
for the application of the 5-year capital
loss carry-over provisions of section 117
(e) The deduction Is the same as that
allowed mutual insurance companies
subject to the tax Imposed by section 207,
see section 207 (b) (4) (F) and the regu-
lations thereunder. Insurance compa.

iles, other than mutual fire insurance
companies described in § 39.204-1, are
also allowed a deduction for dividends
and similar distributions paid or declared
to policyholders In their capacity as such.
The deduction Is otherwise the same as
that allowed mutual Insurance compa-
nies subject to the tax imposed by section
207, see section 207 (b) (3) and the regu-
lations thereunder.

(b) Among the items which may not
be deducted are income and profits taxes
imposed by the United States, Income
and profits taxes imposed by any foreign
country or possession of the United
States (in cases where the company
chooses to claim to any extent a credit
for such taxes) taxes assessed against
local benefits, decrease during the year
due to adjustments in the book value of
capital assets, decrease in liabilities dur-
ing the year on account of reinsurance
treaties, dividends paid to shareholders
In their capacity as such, remittances to
the home office of a foreign insurance
company by the United States branch,
and borrowed money repaid.

Cc) In computing net income of Insur-
ance companies, losses sustained during
the taxable year from the sale or other
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lisposition of property are deductible
subject to the limitation contained in
5ection 117 (d) (1) Insurance comPa-
ries are entitled to the alternative taxes
provided in section 117 (c)

§ 39.205-207 Statutory provsons; in-
urance companies; taxes of forezgn
ountries and possessions of United
9tates; computation of gross income; tax
:n mutual insurance companses other
than life or marine.

SEC. 205. Taxes of foreign countries and
,)ossesstons of United States. The amount
f income, war-profits, and excess-profits
xes imposed by foreign countries or posses-

rons of the United States shall be allowed
is a credit against the tax of a domestic
.nsurance company subject to the tax im-
posed by section 201, 204, or 207, to the
extent provided in the case of a domestic
corporation in section 131. and in the case
of the tax imposed by section 201 or 204
"net income" as used in section 131 means
the net income as defined in this Sup-
plement.
SEc. 206. Computation of gross income.

The gross income of insurance companies
5ubject to the tax imposed by section 201
Dr 204 shall not be determined in the manner
provided in section 119.

Smc. 207. Mutual insurance companies
other than life or marine-(a) Imposition of
tax. There shall be levied, collected, and
paid for each taxable year upon the income
of every mutual insurance company (other
than a life or a marine insurance company
or a fire insurance company subject to the
tax imposed by section 204 and other than
an intermsurer or reciprocal underwriter) a
tax computed under paragraph (1) or para-
graph (2) whichever is the greater and upon
the income of every mutual insurance com-
pany (other than a life or marine insurance
company or a fire insurance company sub-
ject to the tax imposed by section 204) which
is an intermnsurer or reciprocal underwriter,
a tax computed under paragraph (3)

(1) If the corporation surtax net income
is over $3,000 a tax computed as follows:

(A) Taxable years beginning after Decem-
ber 31, 1950, and before April 1,1951. * * *

(B) Taxable years beginning after March
31, 1951, and before April 1, 1954. In the
case of taxable years beginning after March
31, 1951, and before April 1, 1954--

(i) Normal tax. A normal tax of 30 per
centum of the normal-tax net income, or 60
per centum of the amount by which the
normal-tax net income exceeds $3,000,
whichever is the lesser; plus

(iiy Surtax. A surtax of 22 per centum
of the corporation surtax net income In ex-
cess of $25,000.

(C) Taxable years beginning after March
31,1954. In the case of a taxable year begin-
ning after March 31, 1954--

(i) Normal tax. A normal tax of 25 per
centum of the normal-tax net income, or 50
per centum of the amount by which the nor-
mal-tax net income exceeds $3,000, whichever
Is the lesser; plus

(i) Surtax. A surtax of 22 per centum of
the corporation surtax net income In excess
of $25,000.

(2) If for the taxable year the gross
amount of income from interest, dividends.
rents, and net premiums, minus dividends to
policyholders, minus the interest which
under section 22 (b) (4) is excluded from
gross income, exceeds $75,000, a tax equal to
the excess of-

(A) 1 per centum of the amounts so com-
puted, or 2 per centum of the excess of the
amount so computed over $75,000, whichever
is the lesser, over

(B) The amount of the tax imposed under
Subchapter E of Chapter 2.
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(3) In the case of an interinsurer or recip-
rocal underwriter, If the corporation surtax
net income is over $50,000 a tax computed as
follows:

(A) Taxable years beginning after Decem-
ber 31, 1950, and before April 1, 1951. 0 1 0

(B) Taxable years beginning after March
31, 1951, and before April 1, 1954. In the
case of taxable years beginning after March
31, 1951, and before April 1. 1054-

(1) Normal tax. A normal tax of 30 per
centum of the normal-tax net Income, or CD
per centum of the amount by which the
normal-tax net income exceeds $50,000,
whichever ir the lesser; plus

(11) Surtax. A surtax of 22 per centum of
the corporation surtax net income n excess
of $25.000, or 33 per centum of the amount
by which the corporation surtax net Income
exceeds $50.000, whichever Is the lesser.

(C) Taxable years beginning tifter March
31, 1954. In the case of a taxable year be-
ginning after March 31, 1954-

(1) Normal tax. A normal tax of 25 per
centum of the normal-tax net income, or
50 per centum of the amount by which the
normal-tax net income exceeds 050,000,
whichever is the leser; plus

(11) Surtax. A surtax of 22 per centum of
the corporation surtax net income In excess
of $25,000, or 33 per centum of the amount
by which the corporation surtax net Income
exceeds $50,000, whichever is the lesser.

(4) Gross amount received over $75,000 but
less than $125,000. If the gross amount re-
ceived during the taxable year from interest,
dividends, rents, and premiums (including
deposits and assessments) is over $75,000 but
less than $125,000 the amount ascertained
under paragraph (1), 'paragraph (2) (A),
and paragraph (3) shall be an amount which
bears the same proportion to the amount
ascertained under such paragraph, computed
without reference to this paragraph, as the
excess over $75,000 of such gross amount re-
ceived bears to $50,000.

(5) Foreign mutual insurance companic,
other than life or marine. In the case of a
foreign mutual Insurance company (other
than a life or marine insurance company or
a fire Insurance company subject to the tax
imposed by section 204), the net income shall
be the net Income from sources within the
United States and the gross amount of in-
come from Interest, dividends, rentz, and net
premiums shall be the amount of such in-
come from sources within the United States.

(6) No United States insurance business.
Foreign mutual insurance companies (other
than a life or marine insurance company or
a fire insurance company subject to the tax
Imposed by section 204) not carrying on an
insurance business within the United States
shall not be taxable undern this section but
shall be taxable as other foreign corporations.

(b) Definition of income, etc. In the case
of an Insurance company subject to the tax
Imposed by this section-

(1) Gross investment income. "Gress in-
vestment income" means the gros amount
of income during the taxable year from In-
terest dividends, rents, and gains from sales
or exchanges of capital assets to the extent
provided in section 117;

(2) Net premiums. "Not premiumrs"
means gross premiums (including depcslts
and assessments) written or received on In-
surance contracts during the taxable year
less return premiums and premiums paid or
Incurred for reinsurance. Amounts returned
where the amount Is not fixed in the insur-
ance contract but depends upon the ex-
perience of the company or the discretion
of the management shall not be included In
return premiums but shal be treated as
dividends to policyholders under paragraph
(3);

(3) Dividends to policyholders. 'Divl-
dends to policyholders" means dividends and
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similar distributions paid or declared to
polcyholders. The term "paid or declared"
shall be construed according to the method
regularly employed in keeping the baolz of
the Insurance company;

(4) Nct income. The term "net Income"
meanrs the gross Investment Income less-

(A) Tax-free interest. The amount of
interest which under section 22 (b) (4) I-
excluded for the taxable year from gross
income;

(B) Inrestment ex-penes. Investment ex-
pensea paid or accrued during the taxable
year. If any general expenses are in part
a=igned to or included In the Investment
expenses, the total deduction under this
subparagraph shall not exceed one-fourth of
I per centum of the mean of the b:ol value
of the nvested assets held at the beginning
and end of the taxable year plus one-fourth
of the amount by which net Income com-
puted without any deduction for investment
expenses allowed by this subparagraph, or
for tax-free intercst allowed by subsection
(b) (4) (A). exceeds 31 per centum of the
beol value of the mean of the invested as-
cots held at the beginning and end of the
taxable year.

(C) Rcal estate expenses. Taxes and other
expenses paid or accrued during the taxable
year exclusively upon or with reispeCt to the
real estate owned by the company not In-
eluding taxes ac-sesd agains local beneflz
of a hind tending to increase the value of the
property assessed, and not including any
amount paid out for new building.,-or for
permanent Improvements or betterments
made to increaze the value of any property
The deduction allowed by this paragraph
shall be allowed In the case of taxes Imposed
upon a shareholder of a company upon his
intere-t as hareholder, which are paid or
accrued by the company without relmburze-
ment from the shareholder. but in such cases
no deduction ,hall be allowed the share-
holder for the amount of such taxes;

(D) Depreciation. A reasonable allro-
ance. as provided in section 23 (1), for the
exhaustion. wear and tear of property, In-
cluding a reasonable allowance for
obsolecence:

(E) Interest paid or accrued. All Interest
paid or accrued within the taxable year on
indebtedness. -except on indebtedness in-
curred or continued to purchase or carry ob-
lugatlons (other than obligations of the
United States Lued after September 24, 1917.
and originally subscribed for by the tax-
payer) the interest upon which Is wholly
exempt from taxation under this chanter.

(F) Capital lossei. Capital lasses to the
extent provided In section 117 plus lozes
from capital assets cold or exchanged in
order to obtain funds to met abnormal In-
surance lc=e and to provide for the payment
of dividends and aimslar distributions to
policyholders. Capital assets shall be con-
sldered as cold or exchanged In order to ob-
tan funds to meet abnormal insurance lozsss
and to provide for the payment of dividends
and imllar distributions to policyholders to
the extent that the grC33 receipts. from their
rsle or exchange are not greater than the
exce3s. if any, for the taxable year of the
sum of dividends and similar distributions
paid to policyholders, loses paid, and ex-
penses paid over the sum of interest, divi-
dends, rents, and net premiums received.
In the application of section 117 (e) for the
purpou of this section, the net capital loss
for the taxable year shall be the amount by
which losse for such year from sales or ex-
changes of capital assets exceed. the sum of
the gains from such sales or exchanges and
whichever of the following amounts is the
leser:

(i) The corporation surtax net income
(computed without regard to gains or losses
from sales or exc1=ges of capital a-ets);
or
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(U) Losses from the sale or exchange of
capital assets sold or exchanged to obtain
funds to meet abnormal insurance losses and
to provide for the payment of dividends and
similar distributions to policyholders.

(c) Rental value of real estate. The de-
duction under subsection (b) (4) (C) or
(b) (4) (D) of this section on account of
any real estate owned and occupied inwhole
or in part by a mutual insurance company
subject to the tax imposed by this section,
shall be limited to an amount which bears
the same ratio to such deduction (computed
without regard to this subsection) as the
rental value of the space not so occupied
bears to the rental value of the entire
property.

(d) Amortization of premium and accrual
of discount. The gross amount of income
during the taxable year from interest, the
deduction provided in subsection (b) (4)
(A), and the credit allowed against net
income in section 26 (a) shall each be de-
creased by the appropriate amortization of
premium and increased by the appropriate
accrual of discount attributable to the tax-
able year on bonds, notes, debentures or other
evidences of indebtedness held by a mutual
insurance company subject to the tax im-
posed by this section. Such amortization and
accrual shall be determined (1) in accordance
with the method regularly employed by such
company, if such method is reasonable, and
(2) in all other cases, in accordance with
regulations prescribed by the Commissioner
with the approval of the Secretary.

(e) Deductions of foreign corporations.
In the case of a foreign corporation, the
deductions allowed in this section shall be
allowed to the extent provided in Supple-
ment I in the case of a foreign corporation
engaged in trade or business within the
United States.

(f) Double deductions. Nothing in this
section shall be construed, to permit the
same item to be twice deducted.

(g) Credits under section 26. For the
purposes of this section, in computing
normal tax fiet income and corporation sur-
tax net income, the credits provided in sec-
tion 26 shall be allowed in the manner and
to the extent provided in sections 13 (a)
and 15 (a).

[Sec. 207 as amended by sec. 205, Rev. Act
1939; sec. 165 (b), Rev. Act 1942; sec. 135,
Rev. Act 1943; sec. 121 (b), Rev. Act 1945;
see. 121 (d), Rev. Act 1950; see. 201 Jb),
Excess Profits Tax Act 1950; sec. 121 (c),
Rev. Act 1951]

§ 30.207-1 Tax on mutual insurance
companies other than life or marine or
fire insurance companies subject to the
tax imposed by section 204-(a) In gen-
eral. (1) All mutual insurance compa-
rues, including foreign insurance compa-
nies carrying on an insurance business
within the United States, not taxable
under section 201 or 204 and not spe-
cifically exempt under the provisions of
section 101 (11) are subject to the tax
Imposed by section 207 (a) on their in-
vestment income or on their gross in-
come, whichever tax is the greater, ex-
cept interinsurerp and reciprocal under-
writers which are taxed only on their
Investment income. For the alternative
tax, in lieu of the tax imposed by section
207 (a) (1) or (3) where the net long-
term capital gain for any taxable year
exceeds the net short-term capital loss,
see section 117 (c) (1) and the regula-
tions thereunder.

(2) The taxable income of mutual in-
surance companies subject to the tax
imposed by section 207 differs from the

RULES AND REGULATIONS

taxable income of other corporations.
See section 207 (a) (2) and section 207
(b) Such companies are entitled, in
computing normal-tax net income and
corporation surtax net income, to the
credits provided in section 26 in the man-
ner and to the extent provided in sec-
tions 13 (a) and 15 (a) The gross
amount of income during the taxable
year from interest, the deductions under
section 207 (b) (4) (A) for wholly tax-
exempt interest, and the credit under
section 26 (a) for partially tax-exempt
interest, are decreased by the appropri-
ate amortization of premiums and in-
creased by the appropriate accrual of
discount attributable to the taxable year
on bonds,-notes, debentures or other evi-
dences of indebtedness held by a mutual
insurance company subject to the tax
imposed by section 207. See section 207
(d) and § 39.207-6.

(3) All provisions of the Internal Rev-
enue Code and of the regulations in this
part not mconsistent with the specific
provisions of section 207 are applicable
to the assessment and collection of the
tax imposed by section- 207 (a) and
mutual insurance companies subject to
the tax imposed by section 207 are subject
to the same penalties as are provided in
the case of returns and payment of
income tax by other corporations. The
return shall be on Form 1120M.

(4) Foreign mufual insurance compa-
nies not carrying on an insurance busi-
ness within the United States -are not
taxable under section 207 (a) but are
taxable as other foreign corporations.
See section 231.

(5) Mutual insurance companies sub-
ject to the tax imposed by section 207,
except interinsurers or reciprocal under-
writers, with corporation surtax net
incomes of over $3,000 or with gross
amoipnts of income from interest, divi-
dends, rents, and net premiums (minus
dividends to policyholders and wholly
tax-exempt interest) in excess of $75,000,
are subject to a tax computed under sec-
tion 207 (a) (1) or section 207 (a) (2)
whichever is the greater. Interinsurers
and reciprocal underwriters with corpo-
ration surtax net incomes of over $50,000
are subject to a tax computed under
section 207 (a) (3)

(b) Rates of tax. (1) The normal tax
under section 207 (a) (1) and 207 (a)
(3) except as hereinafter indicated, Is
computed upon normal-tax net income
at the following rates:

Percent
(i) For taxable years beginning before

A13r. 1, 1954 .......----------------- 30
(ii) For taxable years beginning after

Mar. 31, 1954 ------------------ 25

(2) The surtax under section 207 (a)
(1) and 207 (a) (3) except as herein-
after indicated, is computed on that
portion of 'the corporation surtax net
income in excess of $25,000 at the rate
of 22 percent. The tax under section
207 (a) (2) except as hereinafter indi-
cated, is 1 percent of the gross amount
of income from interest, dividends, rents,
and net premiums, minus dividends to
policyholders and minus wholly tax-
exempt interest.

(3) Under section 207 (a) (1) com-
panies with normal-tax net incomes of
over $3,000 and not over $6,000 pay v,
normal tax, at a specified rate, on that
portion of the normal-tax net Income in
excess of $3,000. The rates applicable in
computing the normal tax of such com-
panies are as follows:

re
For taxable years beginning before

Apr. 1, 1954 ----------------------
For taxable years beginning nfter Mar.

31, 1954 ------------------------

:rccu;

Go

'50

Under section 207 (a) (2) companies
with gross amounts of income from in-
terest, dividends, rents, and not premi-
ums, minus dividends to policyholders
and minus wholly tax-exempt Interest,
of over $75,000 and not over $150,000 pay
a tax equal to 2 percent of that portion
in excess of $75,000. Under section 207
(a) (3) interinsurers and reciprocal
underwriters with normal-tax net In-
comes of over $50,000 and not over $100,-
000 pay a normal tax computed on that
portion of the normal-tax net Income in
excess of $50,000 at the following rates:

Pcrecist
For taxable years beginning before

Apr. 1, 1954 -------------------- - 00
For taxable years beginning after Mar.

31, 1954 ----------------......... s0

Under section 207 (a) (3) Interlnsurors
-and reciprocal underwriters with cor-
poration surtax net Incomes of over $50,-
000 and not over $100,000 pay a surtax,
at the rate of 33 percent, on that portion
of the corporation surtax not Income In
excess of $50,000.

(4) Section 207 (a) (4) provides for
an adjustment of the amount computed
under section 207 (a) (1) section 207 (a)
(2) (A) and section 207 (a) (3) where
the gross amount received during the
taxable year from interest, dividends,
rents, and premiums (including deposits
and assessments) Is over $75,000 and less
than $125,000. The adjustment reduces
the tax otherwise computed under those
sections to an amount which bears the
same proportion to such tax as the excess
over $75,000 bears to $50,000.

(W) Applicatton, The application of
section 207 (a) (1) (2), (3),and (4) may
'be illustrated by the following examples:

Example (1). The W Company, a muttal
casualty insurance company, for the calendar
year 1952 has corporation surtax net income
of $5,500 and, due to partially tax-exompt
interest of $800, normal-tax not income of
$4,700. The gross amount of income of the
W Company from interest, dividends, rents,
and net premiums, minus dividends to
policyholders and wholly tax-exempt interest,
Is $150,000. Its normal tax under section 207
(a) (1) for the calendar year 1952 Is c0 per-
cent of $1,700 ($4,700-3,000), or $1,020, since
its normal-tax not Income is not over CO,000,
It is not liable for surtax for the calendar
year 1952 as its surtax net income does not
exceed $25,000. It has no surtax and, there-
fore, its total tax under section 207 (a) (1)
is the normal tax of $1,020. The tax under
section 207 (a) (2) Is 2 percent of $75,000
($150,000-075,000), or $1,500. Since the tax
under section 207 (a) (2) exceeds the tax
under section 207 (a) (1), the tax under sec-
tion 207 (a) is $1,500, namely, that imposed
by section 207 (a) (2).

Example (2). If in the above example the
normal-tax net Income were not over $3,000,
the corporation surtax net income wore not

§ 39,207-1
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over $25,000, the gross amount received from
interest, dividends, rents, and premiums (in-
cluding deposits and assessments) were
$90,000, and the, gross amount of income
from interest, dividends, rents, and net
premiums, minus dividends to policyholders
and wholly tax-exempt interest, were $70,000,
the W Company would be required to file an
income tax return but due to section 207 (a)
no income tax would be imposed.

Example (3). The X Company, a mutual
casualty insurance company, for the calendar
year 1952 has corporation surtax net income
of $28,000 and, due to partially tax-exempt in-
terest of $5,000, normal-tax net income of
$23,000. The gross amount of income of the
X Company from interest, dividends, rents,
and net premiums, minus dividends to
policyholders and wholly tax-exempt interest,
as $1,200,000. Under section 207 (a) (1) its
normal tax for the calendar year 1952 is 30
percent of $23,000, or $6,900, and the surtax
is 22 percent of $3,000 ($28,000-$25,000), or
$660. The combined tax under section 207
(a) (1) is $7,560 ($6,900 plus $660). The
tax under section 207 (a) (2) is 1 percent
of $1,200,000, or $12,000. Since the tax under
section 207 (a) (2) exceeds the tax under
section 207 (a) (1), the tax under section
207 (a) is $12,000, namely, that Imposed by
section 207 (a) (2).

Example (4). The Y Company, a mutual
fire insurance company subject to the tax
Imposed by section 207, for the calendar
year 1952 has corporation surtax net income
of $35,000 and. due to partially tax-exempt
interest of $5,000, normal-tax net income
of $30,000. The gross amount received from
interest, dividends, rents, and premiums
(including deposits and assessments) is
$120,000, and the gross amount of income
from interest, dividends, rents, and net pre-
miums, minus dividends to policyholders
and wholly tax-exempt interest, Is $100,000.
Under section 207 (a) (1), without applica-
tion of section 207 (a) (4). the normal tax
would be-30 percent of $30,000, or $9,000,
since this Is less than $16,200, 60 percent of
$27,000 (excess of normal-tax net income of
$30,000 over $3,000); and the surtax would
be 22 percent of $10,000 (excess of corpora-
tion surtax net income of $35,000 over
$25,000), or $2,200. The combined tax of
$11,200 ($9,000 plus $2,200) would then be
reduced by applying section 207 (a) (4),
since the gross receipts are between $75,000
and $125,000. The tax under section 207
(a) (1), as thus adjusted, would be 90 per-
cent of $11,200, or $10,080, since $45,000
(excess of $120,000 over $75,000) is 90 per-
cent of $50,000. Under section 207 (a) (2)
(A), without reference to section 207 (a)
(4), the tax ss 2 percent of $25,000 (excess
of $100,000 over $75,000), or $500, since this
is less than $1,000, 1 percent of $100,000.
Applying section 207 (a) (4) reduces this
to $450, or 90 percent of $500. Since $10,080,
the tax under section 207 (a) (1), as ad-
justed, exceeds $450, the tax under section
207 (a) (2), as adjusted, the tax under
section 207 (a) (1), as adjusted, is applicable.
The Y Company would accordingly pay a
combined normal tax and surtax of $10,080.

Example (5). The Z Exchange, an inter-
insurer, for the calendar year 1952 has corpo-
ration surtax net income of $60,000 and, due
to partially tax-exempt interest of $12,000,
normal-tax net income of $48,000. The gross
amount received from interest, dividends,
rents, and premiums (including deposits
and assessments) is $2,700,000. The Z Ex-
change is not liable for normal tax under
section 207 (a) (3) for the calendar year 1952
as its normal-tax net income does not exceed
$50,000. Its surtax is 33 percent of $10,000
($60,000 minus $50,000), or $3,300, since
that amount is less than $7,700. 22 percent
of $35,000 (excess of corporation surtax net
income of $60,000 over $25,000). Since the
Z Exchange has no normal tax, s not sub-
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Ject to the tax imposed by rection 2D7 (a)
(2), and is not entitled to the adjustment
provided in section 207 (a) (4). Its total
tax under section 207 (a) Is 03,300.

§ 39.207-2 Net premiums. Net pre-
miums are one of the items used, together
with interest, dividends, and rents, less
dividends to policyholders and wholly
tax-exempt interest, in determining tax
liability under section 207 (a) (2) They
are also used in section 207 (b) (4) (M)
m determining the limitation on certain
capital losses and in the application of
section 117 (e) The term "net pre-
miums" is defined in section 207 (b) (2):
and includes deposits and assessments,
but excludes amounts returned to policy-
holders which are treated as dividends
under section 207 (b) (3)

§ 39.207-3 Dividends to policyholders.
(a) "Dividends to policyholders" is one
of the deductions used, together with
wholly tax-exempt interest, In determin-
ing tax liability under section 207 (a)
(2) They are also used in section 207
(b) (4) (F) in determining the limita-
tion on certain capital losses and in the
application of section 117 e). The term
"dividends to policyholders" is defined in
section 207 (b) (3) as dividends and sim-
lar distributions paid or declared to
policyholders. It includes amounts re-
turned to policyholders where the
amount is not fixed in the insurance
contract but depends upon the experl-
ence of the company or the discretion
of the management. Such amounts are
not to be treated as return premiums
under section 207 (b) (2). Similar dis-
tributions include such payments as
the so-called unabsorbed premium de-
posits returned to policyholders by fac-
tory mutual fire insurance companies.
The term "paid or declared" is to be con-
strued according to the method of ac-
counting regularly employed in keeping
the books of the insurance company, and
such method shall be consistently fol-
lowed with respect to all deductions (In-
cluding dividends and similar distribu-
tions to policyh'olders) and all items of
income.

(b) If the method of accounting so
employed is the cash receipts and dis-
bursements method, the deduction Is
limited to the dividends and similar dis-
tributions actually paid to policyholders
m the taxable year. If, on the other
hand, the method of accounting so em-
ployed is the accrual method, the deduc-
tion, or a reasonably accurate estimate
thereof, for dividends and similar dis-
tributions declared to policyholders for
any taxable year will, in general, be
computed as follows:

To dividends and similar distributions paid
during the taxable year add the amount of
dividends and similar distributions declared
but unpaid at the end of the taxable year
and deduct dividends and rImilar distribu-
tions declared but unpaid at the beginning
of the taxable year.

If an insurance company on the accrual
basis does not use the above method In
determining the deduction for dividends
and similar distributions declared to
policyholders, it must submit with Its
return a full and complete explanation
of the method actually used. For the
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rule as to when dividends are considered
paid, see § 39.27 b)-2 (a)

§ 39.207-4 Net ncome and deduc-
tions-(a) In general. The net income
of a mutual insurance company subject
to the tax Imposed by section 207 is its
gross investment income, namely, the
gross amount of income durin- the tax-
able year from interest, dividends, rents,
and gains from sales or exchanges of
capital assets, less the deductions pro-
vided in section 207 (b) (4) for wholly
tax-exempt interest, investment ex-
penses, real estate expenses, depreciation,
interest paid or accrued, and capital
losses to the extent provided in section
117. In addition to the limitations on
deductions relating to real estate owned
and occupied by a mutual insurance
company subject to the tax imposed by
section 207 provided in section 207 (c)
the adjustment for amortization of pre-
mium and accrual of discount provided
in section 207 d) and the limitation on
the deduction for investment expenses
where general expenses are allocated to
investment income provided in section
207 (b) (4) (3) mutual insurance com-
panies subject to the tax Imposed by sec-
tion 207 are subject to the limitation on
deductions relating to wholly tax-exempt
income provided in section 24 (a) (5).
Such companies are not entitled to the
net operating los deduction provided in
section 23 (s).

b) Wholly tax-exempt rnterest. In-
terest which in the case of other tax-
payers is excluded from gross income by
section 22 (b) (4) but included m the
gross investment income by section 207
(b) (1) is allowed as a deduction from
gross investment income by section 207
(b) (4) (A).

c) Investment expenses. The deduc-
tion allowed by section 207 (b) (4) (B)
for investment expenses is the same as
that allowed life insurance companies by
section 201 (c) (7) (B) except that pro-
vision is made for both the cash and ac-
crual method of accounting. See § 39.-
201-7 (c).
(d) Taxes and expenses with respect

to real estate. The deduction allowed
by section 207 (b) (4) (C) for taxes and
expenses with respect to real estate
owned by the company is the same as
that allowed life insurance companies
by section 201 (c) (7) (C) except that
provision is made for both the cash and
accrual method of accounting. See § 39.-
201-7 (d)
(e) Depreciation. The deduction al-

lowed by section 207 (b) (4) (D) for
depreciation is the same as that allowed
life insurance companies by section 201
(c) (7) (D). See § 39.201-7 Ce)

(f) Interest paid or accrued. The de-
duction allowed by section 207 (b) (4)
(W) for interest on indebtedness is the
same as that allowed other corporations
by section 23 (b). See § 39.23 (b)-1.

(g) Capital losses. (1) The deduction
for capital losses under section 207 (b)
(4) (P) includes not only capital losses
to the extent provided m section 117 but
in addition thereto losses from capital
assets sold or exchanged to provide funds
to meet abnormal insurance lcsses and
to provide for the payment of dividends

§ 39.207-4
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and similar distributions to policyholders.
Losses in the latter case may be deducted
from ordinary income while the deduc-
tion for losses under section 117 is
limited to the gains. See section 117
(d) (1)

(2) Capital assets are considered as
sold or exchanged to provide for the
funds or payments specified in section
207 (b) (4) (F) to the extent that the
gross receipts from the sale or exchange
of such assets are not greater than the
excess, if any, for the taxable year of the
sum of dividends and similar distribu-
tions paid to policyholders, and losses
and expenses paid over the sum of in-
terest, dividends, rents, and net pre-
nuums received. If, by reason of a par-
ticular sale or exchange of a capital
asset, gross receipts are greater than
Aubh excess, the gross receipts and the
resulting loss should be apportioned and
-the excess included in capital losses sub-
ject to ,the provisions of section 117.
Capital losses actually used to reduce net
income m any taxable year may/,not
again be used in a succeeding taxable
year as an offset against capital gains in
that year and for that purpose a special
.rule is set forth for the application of
section 117 (e)

(3)The application of section 207 (b)
(4) (F) may 'be illustrated by the fol-
lowing examples:

Example (1). The X Company, a mutual
fire insurance company subject to the tax
imposed by section 207, in the taxable year
1952 sells capital assets in order to obtain
funds to neet abnormal insurance losses
and to provide for the payment of dividends
and similar distributions to policyholders.
The gross receipts from the sale are $60,000;
Tesulting In losses of $20,000. It pays
dividends to policyholders of $150,000. It
sustains losses of $25,000, and pays expenses
of $25,000. It receives interest of $50,000,
dividends of $5,000, rents of $4,000, and net
.premiums of $66,000. The excess of the sum
of dividends, losses and expenses paid
($200,000) over the sum of interest, divi-
dends, rents, and net premiums received
($125,000) Is $75,000. As the gross receipts
from the sale of capital assets ($60,000) do
not exceed such excess ($75,000), the losses
of $20,000 are allowable as a deduction from
gross investment income.

Example (2). If in the above example,
the gross receipts were $76,000 and the last
capital asset sold, for the purpose therein
specified, resulted in gross xecelpts of $2,000
and a loss of $500, the losses allowable as a
-eduction from gross investment income
would be $19,750. The last sale made the
gross receipts of $76,000 exceed by $1,000 the
excess ($75,000) of the sum of dividends,
losses, and.expenses paid ($200,000) over the
sum of interest, dividends, rents, and net
premiums received ($125,000). The gross
receipts and the resulting loss from the
last sale are-apportioned on the basis of the
ratio of the -excess of $1,000 to the gross re-
ceipts of $2,000, or 50 percent. Fifty percent
of the loss of $500 is deductedfrom the total
loss of $20,000. The remaining gross re-
ceipts of $1.000 and the proportionate loss
of $250 should be reported as capital losses
under section 117.

Example (3). If in example (1) the X
Company had a corporation surtax net in-
come of $9,750 and, under the provisions of
section 117, hiad capital losses of $18,000 and
capital gains of $10,000, the net capital loss
for the taxable year 1952, in applying sec-
tion 117 (e) for the purposes of section
207 (b) (4) (F), would be $8,000. This is

determined by subtracting from total losses
of $38,000 ($18,000 capital losses under sec-
tion 117 plus $20,000 other capital losses
under section 207 (b) (4) (F)) the sum of
capital gains of $10,000 and losses from the
sale or exchange of capital assests sold or
exchanged to obtain funds to meet abnormal
insurance losses and to provide for the pay-
ment of dividends and similar distributions
to policyholders of $20,000. Such losses of
$20,000 are added to capital gains of $10,000,
since they are less than corporation surtax
net income, computed without regard to gains
or losses from sales or exchanges of capital
assets, of $29,750 ($9,750 corporation surtax
net income plus $20,000 other capital losses
under section 207 (b) (4) (F) plus the por-
tion of capital losses allowable under section
.117 of $10,000 minus capital gains under seo-
tion-117 of $10,000).

§ 39.207-5 Real estate owned- and
occupied. The limitation in section 207
(W) on the amount allowable as a deduc-
tion for taxes, expenses, and depreci-
ation upon or with respect to any real
estate owned and occupied in whole or
in part by a mutual insurance company
subject to the tax imposed by section
207 is the same as that provided in the
case of life. insurance companies by sec-
tion 201 (d) See § 39.201-8.

§ 39.207-6 Amortization of premium
and accrual of discount. Section 207
(d) makes provision for the appropriate
amortization of premium and the appro-
priate accrual of discount, attributable
to the taxable year, on bonds, notes,
debentures or other evidences of - in-
debtedness held by a mutual insurance
company subject to the tax imposed by
section 207. Such amortization and ac-
crual is the same as that provided for
life insurance companies by section 201
(e) and shall be determined in accord-
ance with § 39.201-9, except that in de-
termining the premium and discount of
a mutual insurance company subject to
the tax imposed by section 207 the basis
provided in section 113 shall be used in
lieu of the acquisition value.

§ 39.208 Statutory provmons; insur-
ance companies; net operating losses.

S'c. 208. Net operating losses.
[Repealed by sec. 163 (b) (2), Rev. Act

1942]

SUPPLEMENT 11-NONRESIDENT ALIEN
/ INDIVIDUALS

§ 39.211 Statutory provzszons; tax on
nonresident alien individuals.

SEC. 211. Tax on nonresident alien indi-
viuals-(a) No United States business or
office-(1) General rule-(A) Imposition o
tax. There shall be levied, collected, and
paid for each taxable year, in lieu of the tax
imposed by sections 11 and 12, upon the
amount received, by every nonresident alien
Individual not engaged in trade or business
within the United States, from sources within
the United' States as interest (except inter-
est on deposits with persons carrying on the
banking business), dividends, rents, salaries,
wages, premiums, annuities, compensations,
remunerations, emoluments, or other fixed or
determinable annual or periodical gains,
profits, and income, a tax of 30 per centun of
such amount, except that such rate shall be
reduced, in the case of a resident of any coun-
try in North, Central, or South America, or in
the West Indies, or of Newfoundland, to such
rate (not less than 5 per centum) as may be
provided by treaty with such country.

(B) Capital gains of aliens temporarily
present in the United States. In the case of
a nonresident alien individual not engaged
in trade or business in the United States,
there shall be levied, collected, and paid for
each taxable year, in addition to the tax im-
posed by subparagraph (A)-

(I) If he is present in the United States
for a period or periods aggregating less than
ninety days during such taxable year-a tax
of 30 per centum of the amount by which
his gains, derived from sources within the
United States, from, sales or exchanges of
capital assets effected during his presence In
the United States exceed his losses, allocable
to sources within the United States, from
such sales or exchanges effected during such
presence; or

(i) If he is present, in the United States
for a period or periods aggregating ninety
days or more during such taxable year-a
tax of 30 per centum of the amount by
which his gains, derived from sources within
the United States, from sales or exchanges of
capital assets effected at any time during
such year exceed his losses, allocable to
sources within the United States, from such
sales or exchanges effected at any time during
such year.

For the purposes of this subparagraph, gains
and losses shall be taken into account only
if, and to the extent that, they would be
recognized and taken Into account if such
Individual were engaged in trade or business
in the United States, except that such gains
and losses shall be computed without regard
to the provisions of section 117 (b) and such
losses shall be determined without the bene-
fits of the capital loss carry-over provided In
section 117 (e).

(C) Cross reference. For Inclusion tit
computation of tax of amount specified in
shareholder's consent, see section 20.

(2) Aggregate more than $18,400, The
taxes imposed by paragraph (1) shall not
apply to any individual if during the taxable
year the sum of-

(A) The aggregate amount received from
the sources specified in paragraph (1) (A).
plus

(B) The amount, determined in accord-
ance with the provisions of paragraph (1)
(B), by which gains from sales or exchanges
of capital assets exceed losses from such
sales or exchanges,

is more than $16,400.
(3) Residents of certain countries, The

provisions of paragraph (2) shall not apply
to a resident of any country in North, Cen-
tral, or South America, or In the West Indies,
or of Newfoundland, so long as the~o is In
effect with such country a treaty which
provides otherwise.

(b) United States business or o1cC, A
nonresident alien individual engaged in
trade or business in the United States shall
be taxable without regard to the provisions
of subsection (a). As used In this section,
section 119, section 143, section 144, and
section 231, the phrase "engaged In trade or
business ilthin the United States" includes
the performance of personal services within
the United States at any time within the
taxable year, but does not Include the per-
formance of personal services for a nonresi-
dent alien individual, foreign partnership,
or foreign corporation, not engaged In trade
or business within the United States, by a
nonresident alien individual temporarily
present in the United States for a period
or periods not exceeding a total of ninety
days during the taxable year and whose com-
pensation for such services does not exceed
in the aggregate $3,000. Such phrase does
not Include the effectind, through a resident
broker, commission agent, or custodian, of
transactions In the United States in com-
modities (if of a kind customarily dealt in
on an organized commodity exchange, If the

§ 39.207-5
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transaction is of the kind customarily con-
summated at such place, and if the alien,
partnership, or corporation has no office or
place of business in the United States at any
time during the taxable year through which
or by the direction of which such transac-
tions in commodities are effected), or in
stocks or securities.

(c) No United States business or office and
gross income of irore than $15,400. A non-
resident alien individual not engaged in
trade or business within the United States
shall be taxable without regard to the pro-
visions of subsection (a) (1) if during the
taxable year the sum of the aggregate
amount received from the sources specified
in subsection (a) (1) (A), plus the amount
(determined in accordance with the provi-
sions of subsection (a) (1) (B)) by which
gains from sales or exchanges of capital
assets exceed losses from such sales or ex-
changes, is more than $15,400, except that-

(1) The gross income shall include only
income from the sources specified in sub-
section (a) (1) (A) plus any gain (to the
extent provided in section 117) from a sale
.or exchange of a capital asset if such gain
would be taken into account were the tax
being determined under subsection (a)
(1) (B);

(2) The deductions (other than the so-
called "charitable deduction" provided in
section 213 (c)) shall be allowed only if and
to the extent that they are properly allocable
-to the gross income from the sources specl-
-fiedin subsection (a) (1) (A), except that
any loss from the sale or exchange of a
-capital asset shall be allowed (to the extent
provided in section 117 without the bene-
fit of the capital loss carry-over provided in
section 117 (e)) if such loss would be taken
into account were the tax being determined
under subsection (a) J1) (B);

(3) .The tax imposed by this chapter
.(under sections 11 and 12, or under section
117 (c)) shall, in no case, be less than 30
per centum of the sum of-

(A) The aggregate amount received from
the sources specified in subsection' (a) (1)
(A). plus

(B) The -amount, determined in accord-
ance 'with the provisions of subsection (a)
(1) (B), by which gains from sales or ex-
changes of capital assets exceed losses from
such sales or exchanges; and

(4) This subsection shall not apply to a
resident of any country in North, Central.
or South America, or in the West Indies, or

- of Newfoundland, so long as there is in effect
with such country a treaty which provides
otherwise.
[Sec. 211 as amended by sec. 4, Rev. Act 1940;
secs. 105 and 109, Rev. Act 1941; sees. 106,
160 (d) and (e), and 167, Rev. Act 1942; see.
213 (a) and (b), Rev. Act 1950]

§ 39.211-1 Taxation of aliens in gen-
eral. For the purposes of chapter 1,
alien individuals are divided generally
into two classes, namely, resident aliens
and nonresident aliens. Resident aliens
are, in general, taxable the same as citi-
zens of the United States, that is, a resi-
dent alien is taxable on income derived
from all sources including sources with-
out the United States. Nonresident
aliens are taxable only on income from
sources within the United States. For
classification of nonresident aliens, see
§ 39.211-7.

§ 39.211-2 Deftnition. (a) A "nonres-
ident alien mdividuar' means an indi-
vidual-

(1) Whose residence Is not within the
United States; and
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(2) Who is not a citizen of the United
States.
The term includes a nonresident alien
fiduciary.

(b) An alien actually present in the
United States who is not a mere transient
or sojourner is a resident of the United
States for purposes of the income tax.
Whether he is a transient is determined
by his intentions with regard to the
length and nature of his stay. A mere
floating intention, indefinite as to time,
to return to another country is not suM-
cient to constitute him a transient. If
he lives in the United States and has no
definite intention as to his stay, he is a
resident. One who comes to the United
States for a definite purpose which in its
nature may be promptly accomplished Is
a transient; but if his purpose is of such
a nature that an extended stay may be
necessary for its accomplishment, and to
that end the allen makes his home tem-
porarily in the United States, he becomes
a resident, though it may be his intention
at all times to return to his domicile
abroad when the purpose for which he
came has been consummated or aban-
doned. An alien whose stay in the
United States is limited to a definite pe-
rinod by the immigration laws is not a res-
ident of the United States within the
meaning of this section, in the absence
of exceptional circumstances.

§ 39.211-3 Alien seamen as residents.
In order to determine whether an allen
seaman is a resident within the meaning
of chapter 1, it is necessary to decide
whether the presumption of nonresi-
dence is overcome by facts showing that
he has established a residence in the
United States. Residence may be estab-
lished on a vessel regularly engaged in
coastwise trade, but the mere fact that
a sailor makes his home on a vessel fly-
ing the United States flag and engaged
in foreign trade is not sufficient to estab-
lish residence in the United States, even
though the vessel, while carrying on for-
eign trade, touches at American ports.
An alien seaman may acquire an actual
residence in the United States within
the rules laid down "in § 39.211-4, al-
though the nature of his calling requires
hin to be absent for a long period from
the place where his residence is estab-
lished. An allen seaman may acquire
such a residence at a sailors' boarding
house or hotel, but such a claim should
be carefully scrutinized in order to make
sure that such residence Is bona fide.
The filing of Form 1078 or taking out first
citizenship papers is proof of residence
in the United States from the time the
form is filed or the papers taken out,
unless rebutted by other evidence show-
ing an intention to be a transient. The
fact that a head tax has been paid on
behalf of an alien seaman entering the
United States is no evidence that he has
acquired residence, because the head tax
is payable ,unless the alien who is enter-
ing the country is merely in transit
through the country.

§ 39.211-4 Proof of residence of alien.
(a) The following rules of evidence shall
govern in determining whether or not an
alien within the United States has ac-

quired residence therein within the
meaning of chapter 1. An alien, by
reason of his allenage, Is presumed to be
a nonresident alien. Such presumption
may be overcome-

(1) In the case of an allen who pre-
sents himself for determination of tax
liability before departure for his native
country by (1) proof that the alien, at
least six months before the date he so
presents himself, has filed a declaration
of his Intention to become a citizen of
the United States under the naturaliza-
tion laws, (11) proof that the alien, at
least six months before the date he so
presents himself, has filed Form 1073 or
its equivalent, or (Ill) proof of acts and
statements of the alien showing a defi-
nite intention to acquire residece in the
United States or showing that his stay in
the United States has been of such an
extended nature as to constitute him a
resident;

(2) In pther cases by (I) proof that
the allen has filed a declaration of his
intention to become a citizen of the
United States under the naturalization
laws, (H1) proof that the alien has filed
Form 1078 or Its equivalent, or (i)
proof of acts and statements of an alien
showing a definite intention to acquire
residence in the United States or show-
Ing that his stay in the United States has
been of such an extended nature as to
constitute him a resident.

(b) In any case in which an alien
seeks to overcome the presumption of
nonresidence under paragraph (a) (1)
(Ill) or (2) (i) of this section, if the
internal-revenue officer who examines
the allen is in doubt as to the facts, such
oMcer may. to assist him in determing
the facts, require an affidavit or affida-
vits setting forth the facts relied upon,
executed by some credible person or
persons, other than the alien and mem-
bers of his family, who have known the
alien at least six months before the date
of execution of the affidavit or affidavits.

§ 39.211-5 Loss of residence by alien.
An alien who has acquired residence in
the United States retains his status as a
resident until he abandons the same and
actually departs from the United States.
An intention to change his residence
does not change his status as a resident
alien to that of a nonresident alien.
Thus, an alien who has acquired a
residence in the United States is taxable
as a resident for the remainder of his
stay in the United States.

§ 39.211-6 Duty of empaier to deter-
mine status of alien employee. If wages
are paid to aliens without withholding
the tax, except as permitted in § 39.143-3.
in the case of a resident of Canada or
Mexco, the employer should be pre-
pared to prove the status of the alien as
provided in §§ 39.211-1 to 39.211-5, in-
clusive. An employer may rely upon the
evidence of residence afforded by the fact
that an allen has filed Form 1078, or an
equivalent certificate of the alien estab-
lshing residence. An employer need not
secure Form 1078 from the alien If he is
satisfied that the alien is a resident alien.
An employer who seeks to account for
failure to withhold in the past, if he had
not at the time secured Form 1078 or its

§ 39.211-6
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equivalent, is permitted to prove the
former status of the alien by any com-
petent evidence. The written statement
of the alien employee may ordinarily be
relied upon by the employer as proof that
the alien is a resident of the United
States.

§ 39.211-7 Taxation of nonresident
alien zndivzduals-(a) In general. For
the purposes of this section and §§ 39.212-
1, 39.213-1, 39.214-1,39.215-1, and 39.217-
2, nonresident alien individuals are di-
vided into three classes: (1) Nonresident
alien individuals not engaged in trade or
business within the United States at any
time during the taxable year and deriving
in such taxable year an amount of not
more than $15,400 in the aggregate which
Is the gross amount of fixed or deternn-
nable annual or periodical income from
sources within the United States plus the
excess of capital gains over capital losses,
determined in accordance with para-
graph (b) (2) of this section, from
sources within the United States; (2)
nonresident alien individuals not en-
gaged in trade or business within the
United States at any time during the
taxable year and deriving in such tax-
able year an amount of more than $15,400
in the aggregate which is the gross
amount of fixed or determinable annual
or periodical income from sources within
the United States plus the excess of cap-
ital gains over capital losses, determined
in accordance with paragraph (b) (2) of
this section, from sources within the
United States; and (3) nonresident alien
individuals who at any time during the
taxable year are engaged in trade or-
business in the United States. But see
§ 39.220-1 with respect to allen mdivid-
uals who are bona fide residents of
Puerto Rico during the entire taxable
year.

(b) No United States business; gen-
eral rule--() Fixed or determinable
annual or periodical income. (i) A non-
resident alien individual within class
(1) referred to in paragraph (a) of this
section, is liable to the tax upon the ag-
gregate amount received from sources
within the United States, determined
under the provisions of section 119,
which consists of fixed or determinable
annual or periodical gains, profits, and
income and the excess "oL capital gains
over capital losses, determined in ac-
cordance with subparagraph (2) of, this
paragraph. For the purposes of section
211 (a) the term "amount received"
means "gross income." Specific items
of fixed or determinable annual or pe-
riodical income are enumerated in the
Internal Revenue Code as interest (ex-
cept interest on deposits with persons
carrying on the banking business) divi-
dends, rents, salaries, wages, premiums,
annuities, compensation, remunerations,
and emoluments, but other fixed or de-
terminable annual or periodical gains,
profits, and income are also subject to
the tax, as, for instance, royalties. As.
to the determination of fixed or deter-
namable annual or periodical income, see
§ 09.143-2.

(ii) The fixed or determinable annual
or periodical income from sources
within the United States of a nonresi-

dent alien individual not engaged *in
trade or business withm the United
States at any time during the taxable
year and derivmg in the taxable year
not more than $15,400 gross amount of
fixed or determinable annual or period-
ical income from sources within the
United States is taxable at the rate of
30 percent as to such income received,
except that such rate shall be reduced
as may be provided by treaty with any
country. The excess of capital gains
over capital losses, determined in ac-
cordance with subparagraph (2) of this
paragraph, is also subject to tax and Is
to be aggregated with such fixed or de-
terminable annual or periodical income
in determining such $15,400.

(2) Capital gains and losses. (I) A
nonresident alien individual within class
(1) referred to in paragraph (a) of this
section, is liable to a tax of 30 percent
upon the excess of capital gains derived
from sources within the United States
over capital losses allocable to such
sources, determined under the provisions
of section 119 and in accordance with

-the provisions of this subparagraph.
This tax is in addition to the tax im-
posed, as indicated in subparagraph (1)
of this paragraph, upon the gross
amount of fixed or determinable annual
or periodical income derived from
sources within the United States by such
nonresident alien individual. However,
section 211 (a) (1) (B) and this sub-
paragraph do not apply to any capital
gain which is exempt from tax under a
treaty or convention to which the United
States is a party.

(ii) If he has been present In the
United States for a period or periods
aggregating less than 90 days during the
taxable year, a nonresident alien indi-
vidual not engaged in trade or business
within the United States at any time
during such taxable year is liable to a
tax of 30 percent upon the amount by
which his gains, derived from sources
within the United States, from sales or
exchanges of capital assets effected dur-
ing his presence in the United States ex-
ceed his losses, allocable to sources
within the United States, from such sales
or exchanges effected during such pres-
ence. Gains or losses from sales or ex-
changes of capital assets effected during
such taxable year- at times other than
during such presence in the United
States are not to be taken into account.

(Iii) If lie has been present in the
United States for a period or periods
aggregating 90 days or more during the
taxable year, a nonresident alien indi-
vidual not engaged in trade or business
within the United States at any time
during-such taxable year is liable to a
tax of 30 percent upon the amount by
which his gains, derived from sources
within the .United States, from sales or
exchanges of capital assets effected at
any time during such year exceed his
losses, allocable to sources within the
United States, from such sales or ex-
changes effected at any time during
such year. Gains or losses from sales or
exchanges effected at any time during
such taxable year are to be taken into
account even though such alien lndivid-

ual is not present in the United States
at the time such sales or exchanges aro
effected.

(iv) In computing the total period of
presence in the United States for a taxa-
ble year, all separate periods of presence
in the United States during the taxable
year are to bb aggregated.

(v) For the purpose of the computa-
tion of the excess of capital Vains over
capital losses subject to tax, gains and
losses shall be taken into account only If,
and to the extent that, they would be
recognized and taken into account If the
nonresident alien Individual were en-
gaged in trade or business within the
United States, except that such gains or
losses shall be computed without regard
to the provisions of section 117 (b)
and that such losses shall be determined
without the benefit of the provision
under section 117 (e) for the capital loss
carry-over. The excess, if any, of capital
losses over capital gains in such compu-
tation is of no tax significance, since
such losses shall be allowed only to the
extent of such gains.

(vi) Where sales or exchanges of cap-
Ital assets (effected either during the
period or periods of presence In the
United States when such period or pe-
nods aggregate less than 00 days during
the taxable year, or at any time during
the taxable year when such period or
periods aggregate 90 days or more during
such taxable year) result only in capital
losses allocable to United States sources,
there being no gains derived from United
States sources from such sales or ex-
changes, such losses shall not to any ex-
tent be allowed as a deduction from the
fixed or determinable annual or periodi-
cal income derived by such nonresident
alien individual from United States
sources during such taxable year.
(c) No United States business; aggre-

gate more than $15,400. A nonresident
alien individual within class (2), referred
to in paragraph (a) of this section, Is,
in accordance with the provisions of sec.
tion 211 (c), subject to tax under sections
11 and 12, or in the alternative under
section 117 (c) upon the amount which
li the sum of the aggregate of his fixed
or determinable annual or periodical n-
come specified in section 211 (a) (1) (A),
determined under the provisions of sec-
tion 119, plus any gain from a sale or
exchange of a capital asset if such gain
would be taken into account were the
tax being determined under section 211
(a) (1) (B) and under paragraph (b)
(2) of this section, minus (1) the dcdua-
tions properly allocable to such fL'ed or
determinable annual or periodical In-
come, (2) the so-called "charitable con-
tributions" deduction provided in section
213 (c), and (3) any loss (without the
benefit of the capital loss carry-over pro-
vided in section 117 (e)) from the sale
or exchange of a capital asset if such loss
would be taken into account were the tax
being determined under section 211 (a)
(1) (BY and under paragraph,(b) (2) of
this section. Such nonresident alien is
entitled to the credits against net Income
allowable to an individual by section 25,
subject to the limitations provided in sec-
tion 214, However, the tax thus corn-
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puted under sections 11 and 12. or in the
alternative under section 117 (c), shall in
no case be less than 30 percent of the
amount wnch is the sum of the aggre-
gate of the gross amounts of fixed or de-
terminable annual or periodical income
Erom sources within the United States
plus the amount, determined in accord-
ance with the provisions of section 211
(a) (1) (B) and of paragraph (b) (2)
of this section, by which gains from sales
or exchanges of capital assets exceed
losses from such sales or exchanges.

(d) United States business. A non-
resident alien individual within class (3),
referred to in paragraph (a) of this sec-
tion, is not taxable at the rate of 30
percent upon the items of gross income
enumerated in section 211 (a) The net
income from sources within the United
States of such a nonresident alien mdi-
vidual (gross income from sources within,
the United States minus the statutory
deductions provided in sections 23 and
213) less the credits against net income
allowable to an individual by section 25,
is subject to the normal tax and surtax
under sections 11 and 12.

(e) What constitutes engaging in
trade or business. As used in sections
119, 143, 144, 211, and 231, the phrase
"engaged in trade or business within the
United States" includes the performance
of personal services within the United
States at any time within the taxable
year but does not include the perform-
ance of personal services for a nonresi-
den& alien individual, foreign partner-
ship, or foreign corporation not engaged
in trade or business within the United
States by a nonresident allen individual
temporarily present in the United States
for a, period or periods not exceeding a
total of 90 days during the taxable year-
and whose compensation for such serv-
ices does not exceed in the aggregate
$3,000. Such- phrase does not include
the effecting of transactions in the
United States in stocks, securities, or
commodities (including hedging trans-
actions) through a resident broker, corn-,
mission agent, or custodian. See also
§ 39.212-1.- As used in section 211 (b)
the term "commodities" means only
goods of a kind customarily dealt in on
an organized commodity exchange, such
as a gram- futures or a cotton futures
market, and does not include merchan-.
dise in the ordinary channels of com-
amerce. Neither the beneficiary nor the
grantor of a trust, whether revocable or
irrevocable, is deemed to be engaged in
trade or business in the United States.
merely because the trustee is engaged in
trade or business in the United States.

§ 39.212 Statutory provisions; non-
resident alien individuals; gross income.

SEc. 212. Gross income-(a) General rule.
In the case of a nonresident allen individual
gross income includes only the gross income
from sources within the United States.

(b) Exclusions. The following items shall
not be :included in gross income of a non-
resident alien individual and shall be ex-
empt from taxation under this chapter:

(1) Ships -under foreign flag. Earnings
derived from the operation of a ship or ships
documented under the laws of -a foreign
country which grants an equilavent exemp-
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tion to citizens of the United States and to
corporations organized In the United State3;

(2) Aircraft of foreign reglstrY. EsrninGa
derived from the operation of aircraft regis-
tered under the laws of a foreign country
which grants an equivalent exemption to
citizens of the United States and to corpora-
tions organized In the United States.
[See. 212 as amended by sec. 1 (a), Pub. Law

514 (80th Cong.) I
§ 39.212-1 Gross income of nonresi-

dent alien :ndimduals-(a) In general.
(1) In general, in the case of nonresident
alien individuals "gross income" means
only the gross income from sources
within the United States. See section
119 and the regulations thereunder.
The items of gross income from sources
without the United States and therefore
not taxable to nonresident aliens are de-
scribed in section 119 (c) As to who
are nonresident alien individuals, see
§§ 39.211-2 to 39.211-6, inclusive.

(2) Income received by a resident
alien from sources without the United
States is taxable although such person
may become a nonresident alien subse-
quent to its receipt and before the close
of the taxable year. Conversely, income
received by a nonresident allen from
sources without the United States is not
taxable though such person may become
a resiaent alien subsequent to its receipt
and before the close of the taxable year.

(b) No U-nited States business. The
gross income of a nonresident alien indi-
vidual not engaged in trade or business
within the United States at any time
during the taxable year, whether such
alien comes within section 211 (a) or
section 211 (c) is gross income from
sources within the United States con-
sisting of fixed or determinable annual
or periodical income and any gain from
the sale or exchange of a capital asset to
the extent required to be included in
gross income under the provisions of
section211 (a) (1) (B) orsection2ll (c).

(c) United States business. The gross
income of a nonresident alien Individual
who at any time -within the taxable year
was engaged in trade or business within
the United States is not limited to the
items of gross income specified in section
211 (a) but includes any Item of gross
income which is treated as income from
sources- within the United States. except
those items which are exempt from taxa-
tion by statute or treaty or which are
not taxable by the Federal Government
under the Constitution. See sections 22
(b) 112, 116, 119, and 212 (b).

(d) What constitutes engaging in.
trade or business within United States.
(1) In general, any nonresident allen
individual who performs personal serv-
ices within the United States is consid-
ered as being engaged in trade or
business within the United States and,
therefore, his net income from sources
within the United States, including his
compensation, is subject to the normal
tax and the surtax. However, the
phrase "engaged in trade or business
within the United States" does not apply
to the personal services performed within
the United States for a nonresident alien
individual, foreign partnership, or for-
eign corporation, not engaged in trade
or business within the United States, by
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a nonresident alien individual tem-
porarily present in the United States for
a period or periods not exceeding a total
of 90 days during the taxable year and
whose compensation for such services
does not exceed in the aggregate $3,000.
Such compensation Is not income from
sources within the United States. See
section 119 (a) (3). As to the excuiu-om
from gross income of the official com-
pensation received by employees of for-
elgn governments or of internationat
organizations, see section 116 (h)

(2) The effecting of transactions in
the United States in stocks, securities, or
commodities (including hedging trans-
actions) through a resident broker, com-
mIson agent, or custodian does not
bring a nonresident alien individual
within the class of nonresident alien in-
dividuals engaged in trade or business
within the United States, but if a non-
resident allen individual by reason of
rendering personal services in the United
States, or for other reasons, is classed as
a nonresident alien individual engaged
in trade or business within the United
States, he is taxable upon all income
from sources within the United States,
including profits derived from the effect-
ing of such transactions. Such a non-
resident alien individual Is required to
include in gross income capital gains,
gains from hedging transactions, and
profits derived from the sale within the
United States of personal property, or
of real property located therein. As used
in section 211 (b), the term "commodi-
ties" means only goods of a kind cus-
tomarily dealt in on an organized
commodity exchange, such as a gram
futures or a cotton futures market and
does not include merchandise in the
ordinary channels of commerce.

§ 39.212-2 Exclusfon of earnings of
foreign ships or aircraft from gross
income-a) Ships under foreign flag.
So much of the income from sources
within the United States of a, nonresi-
dent alien individual who at any time
within the taxable year was engaged in
trade or business within the United
States as consists of earnings derived
from the operation of a ship or ships
documented under the laws of a foreign
country which grants an equivalent ex-
emption to citizens of the United States
nonresident in such foreign country and
to corporations organized in the United
States, shall not be included in gross in-
come. Foreign countries which either
Impose no income tax. or, in imposing
such tax, exempt from taxation so much
of the income of a citizen of the United
States nonresident in such foreign
country and of a corporation organized
in the United States as consists of
earnings derived from the operation of
a ship or ships documented under the
laws of the United States are considered
as granting an equivalent exemption
within the meaning of this paragraph.
A nonresident alien individual not en-
gaged in trade or busines within the
United States at any time within the
taxable year is not required to include
in gross income such income from
sources within the United States as is
derived from the operation of a ship or
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ships, whether or not the foreign coun-
try under the laws of which such ships
are documented meets the equivalent ex-
emption rv$urement of the Internal
Revenue Code.

(b) Aircraft of foreign registry. So
much of the Income from sources within
the United States of a nonresident alien
individual who at any time within the
taxable year was engaged in trade or
business within the United States as
consists of earnings derived from the
operation of aircraft registered under
the laws of a foreign country which
grants an equivalent exemption to citi-
zens of the United States nonresident in
such foreign country and to corpora-
tions organized in the United States,
shall not be included in gross income.
Foreign countries which either impose
no income tax, or, in imposing such
ax, exempt from taxation so much of
he income of a citizen of the United

States nonresident in such foreign coun-
try and of a corporation organized in
the United States as consists of earnings
derived from the operation of aircraft
registered under the, laws of the United
States are considered as granting an
equivalent exemption within the mean-
ing of this paragraph. A nonresident
alien individual not engaged in trade or
business within the United States at any
time within the taxable year Is not re-
quired to include in gross income such
income from sources within the United
States as is derived from the operation
of aircraft, whether or not the foreign
country under the laws of which such
aircraft are registered meets the equiva-
lent exemption requirement of the In-
ternal Revenue Code.

§ 39.213 Statutory proviszons; non-
resident alien individuals; deductions.

SEC. 213. Deductions-(a) General rule.
In the case of a nonresident alien individual
the deductions shall be allowed only if and
to the extent that they are connected with
income' from sources within the United
States; and the proper apportionment and
allocation of the deductions with respect to
sources of income within and without the
United States shall be determined as pro-
vided in section 119, under rules and regula-
tions prescribed by the Connissioner with
the approval of the Secretary.

(b) Losses. (1) The deduction, for losses
not connected With the trade or business If
incurred in transactions entered into for
profit, allowed by section 23 (e) (2) shall
be allowed whether or not connected with
income from sources within the United
States, but only if the profit, If such trans-
action had resulted in a profit, would be tax-
able under this chapter.

(2) The deduction for losses of property
not connected with the trade or business if.
arising from certain casualties or theft, al-
lowed by section 23 (e) (3), shall be allowed
whether or not connected with income from
sources within the United States, but only If
the loss is of property within the United
States.

(c) Charitable, etc., contributions. The
so-called "charitable contribution" deduc-
tion allowed by sqction 23 -(o) shall 1 e al-
lowed whether or not connected with in-
come from sources within the United States,
but only as to contributions or gifts made
to domestic corporations, or to community
chests, funds, or foundations, created in the
United States, or to the vocational rehabili-
tation fund.

RULES AND REGULATIONS

(d) Standard, deduction. The standard
deduction provided in. section 23 (aa) shall
not be allowed.
ISec. 213 as amended by sec. 9 (d), Individual
Income-Tax Act 1944]

§ 39.213-1 Deductions allowed -non-
resident alien zndivduals-(a) No United
States buszness-(1) General rule. In
general, a nonresident alien individual
not engaged in trade or -business within
the United States at any time during
the taxable year is not allowed any de-
ductions, the tax being imposed upon the
amount of gross income received, except
that losses allocable to sources within
the United States from sales or exchanges
of capital assets shall be allowed in ac-
cordance with the provisions of para-
graph (b) (2) of § 39.211-7 to the extent
of gains, derived from sources therein,
from such sales or exchanges.

(2) Aggregate more than $15,400. A
nonresident alien individual not engaged
in trade or business within the United
States at any time during the taxable
year and deriving -for such year more
than $15,400 in the aggregate which Is
the gross amount of fixed or determinable
annual or periodical income from

"sources within the United States plus the
excess of capital gains over capital losses
(determined in accordance with the pro-
visions of paragraph (b) (2) of § 39.-
211-7) from sources within the United
States is allowed for such year (il such
deductions as are properly allocable to
such fixed or determinable annual or
periodical income .and (ii) losses from
sales or exchanges of capital assets, al-
locable to sources within the United
States, to the extent and in the manner
provided in paragraph (c) of § 39.211-7.
He is also allowed the oontributions or
gifts made within the taxable year
whether or not connected with income
from sources within the United -States
but only if made to domestic corporations
or to community chests, funds, or foun-
dations created in the United States of
the type specified in section 23 (o) sub-
ject to the limitations provided in sec-
tion 23 (o)

(b) United States business. (1) In
the case of a nonresident alien individual
who at any time within the taxable year
was engaged in trade or business within
the United States, the deductions al-
lowed by section 23 (other than the op-
tional standard deduction for individuals
allowed by section 23 (aa)) are allowed
only if and to the extent that they are
connected with income from sources
within the United States. See also sec-
tion 215. In the case of such taxpayers,
however, (i) losses Sustained during the
taxable year and not compensated for
by insurance or otherwise, if incurred
in any transaction entered into for profit,
although not connected with the trade
or business, are (if otherwise allowable)
deductible only if and to the extent that
the profit, if such transaction had re-
sulted in a profit, would have been tax-
able as income from sources within the
United States; (if) losses sustained dur-
ing the taxable year of property not
connected with the trade or business if
arising from fires, storms, shipwreck,
or other casualty, or from theft, and if

not compensated for by Insurance or
otherwise, are deductible only if the
property was located within the United
States; anol (Ili) contributions or gifts
made within the taxable year are de-
ductible, only if made to domestic cor-
porations or to community chests, funds,
or foundations created in the United
States of the type specified In section 23
(o) subject to the limitation provided in
section 23 (o)

(2) Losses embraced under subdivi-
sion (tt) of subparagraph (1) of this
paragraph are deductible in full from
items of gross income specified as being
derived in full from sources within the
United States, and, If greater than the
sum of such Items, the unabsorbed loss
may be deducted from the income ap-
portioned to sources within the United
States under the provisions of § 30.119
(e)-1. Losses embraced under subdivl-
sion (I) of subparagraph (1) of this
paragraph are deductible in full (as pro-
vided In § 39.119 (a)-7 or § 39,119 (b)-1)
when the profit from the transaction, if
it had resulted in a profit, would have
been taxable In full as inconto from
sources within the United States, but
should be deducted under the provisions
of § 39.119 (e)-1 when the profit ron
the transaction, if it had resulted in
profit, would have been taxable only in
part.

§ 39.214 Statutory provisions; non-
resident alien individuals; credits against
net income.

SEC. 214. Credits against net inconic, in
the case of a nonresident alien Individual
who Is not a resident of a contiguous couis-
try, only one exemption Under section 25 (b)
shall be allowed.
[Sec. 214 as amended by set. 0 (b), llov, Aob
1940; sec. 111 (b), Rev. Act 1041, see. 131
(a) (2), Rev. Act 1942; sec. 10 (f), Individual
Income Tax Act 1944: see, 102 (b) (7), ev.
Act 1045]

§ 39.214-1 Credits to nonresident alien
individuals-(a) No United Statea bust-
ness-(1) General rule, In general, a
nonresident alien individual not engaged
in trade or business In the United States
at any time during the taxable year is
not allowed any credits under section 25,
the tax being imposed upon the amount
of gross income received.

(2) Aggregate more titan $15,400, In
the case of a nonresident alien individual
not engaged in trade or business within
the United States at any time during the
taxable year and deriving in such year
gross income described in section 211 (a)
(1) from sources within the United
States of more than $15,400, the credits
allowed are those applicable in the case
of nonresident alien individuals engaged
in trade or business within the United
States.

(b) United States business. In the
case of a nonresident alien individual
(except a resident of Canada or Mexico)
who at any time during the taxable year
was engaged in trade or business within
the United States, only one exemption
under section 25 (b) for both normal-tax
and surtax purposes shall be allowed, In
the case of a residehit of Canada or Mex-
ico, the same exemptions under section
25 (b) for both normal tax and surtax,

§ 39.213
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as in the case of a citizen of the United
States, shall apply.

§ 39.215 Statutory provisons; non-
resident alien indivzduals; allowance O1
deductions and credits.

Szc. 215. AUowance of deductions and cred-
its-(a) Return to contain %nformation. A
nonresident alien individual shall receive the
benefit of the deductions and credits allowed
to him in this chapter only by Miing or caus-
ing to be filed with the collector a true and
accurate return of -his total income received
from all sources in the United States, in the
manner prescribed in this chapter; including
therein all the Information which the Com-
missioner may deem necessary for the calcu-
lation of such deductions and credits.

(b) Tax withheld at source. The benefit
of the exemptions under section 25 (b) may.
in the discretion of the Commissioner and
under regulations prescribed by him with the
;pproval of the Secretary, be received by a
,nonresident alien individual entitled thereto,
by filing a claim therefor with the withhold-
Itng agent.

JSec. 215 as amended by see. 10 (g), Indi-
Vidual Income Tax Act 1944; see. 102 (b)
. 8),Rev. Act 19451

1 § 39.215-1 Allowance of deductions
gind credits to nonresident alien in-
dividuals-(a) No United States 'busi-

t/hess-(1) General rule. In general, a
aonresident alien individual not engaged

an trade or business within the United
States at any time during the taxable
year is not entitled to any allowance of
deductions (except as provided in para-
graph (b) (2) of § 39.211-7) or credits
even though he may file a return of
income.

(2) Aggregate more than $15,400.
Unless a nonresident alien individual
not engaged in trade or business within
the United States at any time during
the taxable year and having, for such
year from sources within the United
States, income described in section 211
(a) (1) in a gross amount of more than
$15,400 shall file or cause to be filed with
the district director of internal revenue a
true and accurate return of his total
inceme described in section 211 (a) (1)
from sources within the United States
as required by paragraph (a) (2) of
§ 39.217-2, the tax shall be collected on
the basis of gross amount of such in-
come described in section 211 (a) (1)
Where such nonresident alien has var-
ious sources of income described n sec-
tion 211 (a) (1) from within the United

'States, as, for instance, from an estate
or trust, from stocks or bonds held di-

,rectly by him, or from securities held
for him by a custodian resident in the
"pnited States, so that his income de-
lcribed in section 211 (a) (1) from
1nited States sources is an excessQf $15,400 and a return of incme
s not filed by him or on is behalf, the

'.ommissoner will cause a return of in-
crome to be made and nclnde therein the
income described in section 211 (a) (1)
from all sources within the United States

Iconcerning- which he has information
-without allowance for deductions and
,credits, and will assess the tax and collect
,5t from one or more of the sources of an-
-ome within the United States. Such
ifionresident alien shall make or have

"de a full and accurate return on Form
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I040NB-a of all income described In sec-
tion 211 (a) (1) from sources within the
United States. Such return shall con-
tam or be verified by a written declara-
tion that it is made under the penalties
of perjury. As to the duty of the repre-
sentative or agent of such alien to file
the return and pay the tax, see para-
graph (b) (2) of § 39.217-2, which Is
hereby made equally applicable in the
case of a nonresident allen individual
coming within the provisions of this
subparagraph.

(b) United States business. Unless a
nonresident alien Individual who at any
time within the taxable year was en-
gaged in trade or business within the
United States shall file, or cause to be
filed, with the district director of Internal
revenue, a true and accurate return of his
total income from sources within the
United States, as required by paragraph
(b) (1) of § 39.217-2, the tax shall be
collected on the basis of the gross In-
come (not the net income) from sources
within the United States. Where such
a nonresident alien has various sources
of income within the United States, so
that his total income calls for the assess-
ment of a surtax, and a return of income
was not filed by him or on his behalf, the
Commssioner will cause a return of in-
come to be made and include therein the
income of such nonresident allen from
all sources concerning which he has in-
formation, without allowance for deduc-
tions or credits, and will assess the tax
and collect it from one or more of the
sources of income of such nonresident
alien within the United States.

§ 39.216-217 Statutory provisions;
nonresident alien individuals; credits
against tax; returns.

Src. 216. Credits against tax. A nonresl-
dent alien Individual shall not be allowed
the credits against the tax for taxes of for-
eign countries and poszesslons of the United
States allowed by section 131. A nonre.-
dent alien Individual shall be allowed as a
credit against his tax the amount required
by section 396 to be paid by the perconal
service corporation of which he Is a share-
holder with respect to his tax liablity under
Supplement S.
[See. 216 as amended by rec. 504, Second
Rev. Act 1940]

Snc. 217. Rcturn--(a) Requirement. In
-the case of a nonresident allen Individual
'with respect to whoze wages, as defined in
section 1621 (a), withholding under Sub-
chapter D of Chapter 9 Is not made applica-
ble, the return, In lieu of the time presarlbed
in section 53 (a) (1). shall be made on or
before the fifteenth day of the sixth month
following the close of the 1cal year, or, If
•the return Is made on the basis of the cal-
endar year, then on or before the fifteenth
day of June.

(b) Exemption from requirement. Sub-
Ject to such conditions, limitations, and
exceptions and under such regulations as
may be prescribed by the Commi sloner,
with the approval of the Secretary, nonres-
ident alien ndividuals subject to the tax
imposed by section 211 (a) (1) (A) may be
.exempted from the requirement of filing re-
turns of such tax.
-[See. 217 as amended by rec. 5 (0) (1), Cur-
-rent Tax Tayment Act 1943; Ecc. 213 (c),
Rev. Act 1950]

60S9

§ 39.217-1 Time and place for filing
returns of nonresfdent alien zndividuals.
(a) In the case of a nonresident alien
individual who for the taxable year does
not have wages subject to withholding
at the source under section 1622, the
return must be made on or before the
fifteenth day of the sixth full calendar
month following the close of the taxable
year. In the case of any return for a
fractional part of a year, the Commis-
sioner may, upon a showing by the tax-
payer of unusual circumstances, pre-
scribe a later time for the filing of the
return, but such time shall not be later
than the fifteenth day of the eighteenthi
full calendar month ending after the
beginning of the fractional part of the
year. For certain cases in which the
time for filing the return is postponed,
see section 3804. The return must be
filed with the district director of internal
revenue for the internal revenue distract
in which the nonresident alien individual
has his principal place of businei n the
United States, or if he has no principal
place of business In the United States,
then with the District Director of Inter-
nal Revenue at Baltimore, Mfaryland.
For failure to make and file return within
the time prescribed, see section 291. For
cases in which no return is required, sze
para-raph (a) of § 39.217-2.

(b) In the case of nonresident alien
individuals who have wagEs subject to
withholding under section 1622, the gen-
eral rule provided in paragraph (a) of
this section with respect to the filing of
the return has no application. Such
aliens are required to file their returns
and to pay the tax at the time prescribed
generally for United States citizens and
residents. As to the time of filing the
return in the case of United States citi-
zens and residents, see section 53 and
§ 39.53-1.

§ 39.217-2 Return of icoea-(a) N 'o
United States business--(1) General rule.
If the tax liability of a nonresident alien
individual not engaged in trade or busi-
ness within tha United States at any time
during the taxable year is fully satisfied
at the source, a return of income is not
required. A nonresident allen individual
not engaged In trade or business within
the United States at any time durin the
taxable year shall make or have made a
return on Form l40NB with respect to
that portion of his income received from
sources within the United States consist-
ing of interest on so-called tax-free cove-
nant bonds on which a tax of only 2 per-
cent was withheld atthe source, and with
respect to any other income described in
section 211 (a) (1) upon which the tax
was not fully satisfied at the source, in-
cluding dividends received from a foreign
corporation which are treated as income
from sources within the United States
under section 119 (a) (2) (B) and shall
pay the balance of the tax shown to be
due.

(2) Aggregate more than $15,400. A
nonresident allen individual not engaged
in trade or business within the United
States at any time during the taxable
year, and deriving in such year more than
Z15,4o0 gross amount of income decri 2zd
in section 211 (a) (1) from sources h-
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in the United States, shall make or have
made a full and accurate return on Form
104ONB-a of all his income described in
section 211 (a) (1) from sources within
the United States. Except as to gains
from transactions described in section
211 (a) (1) (B) such return need not
disclose profits derived from the effecting
of transactions in the United States in
stocks, securities, or commodities (includ--
ing hedging transactions) through a res-
ident broker, commission agent, or cus-
todian, or profits derived from the sale
within the United States of personal
property or real property located therein.
As to the duty of the representative or
agent of such alien to file the return and
pay the tax, see paragraph (b) (2) of this
section, which is hereby made equally ap-
plicable in the case of a nonresident alien
coming within the provisions of this sub-
paragraph.

,(b) United States business. (1) If a
nonresident alien individual at any time
within the taxable year is engaged in
trade or business within the United
States, he shall make or have made a
full and accurate return on Form 1040B
of his income received from all sources
within the United States. A return will
not be required, however, in the case of
such a nonresident alien individual, a
resident of Canada or Mexico, whose sole
income from sources within the United
States consists of compensation for per-
sonal services and does not exceed $600
during the taxable year.

(2) The responsible representative or
agent within the United States of a non-
resident alien individual who at any time
within the taxable year was engaged in
trade or business within the United
States shall make in behalf of his non-
resident alien principal, a return of, and
shall pay the tax on, all income from
sources within the United States coming
within his control as representative or
agent. The agency appointment will
determine how completely the agent is
substituted for the principal for tax pur-
poses. See § 39.51-2. Any person who
collects interest or dividends on deposited
securities of such a nonresident alien,
executes ownership certificates in con-
nection therewith and sells such securi-
ties under special instructions shall not
be deemed merely by reason of such acts
to be the responsible representative or
agent of the nonresident alien.

(c) Refund based on return. Where
upon filing a return of income it appears
that such a nonresident alien is not liable
for tax, but nevertheless a tax shall have
been withheld at the source, there
should, in order to obtain a refund on
the basis of the showing made by the
return, be attached to it a statement
showing accurately the amounts of tax
withheld, with the names and post-office
addresses of all withholding agents. See
§ 39.143-4.

(d) Verification of returns. A return
on Form 1040B, Form 1O4ONB, or Form
1040NB-a shall contain or be verified by
a written declaration that it is made
under the penalties of perjury.

(e)- Supplement U tax. For returns
with respect to the tax imposed by sec.

§ 39.218

RULES AND REGULATIONS

tion 421 (a) upon Supplement U net
income, see § 39.421-3.

§ 39.218 Statutory provisions; non-
resident alien zndividuals; payment of
tax.

Sac. 218. Payment of tax-(a) Time of pay-
ment. In the case of a nonresident allen
Individual with respect to whose wages, as
defined in section 1621 (a), withholding
under Subchapter D of Chapter 9 is not
made applicable, the total amouft of tax
imposed by this chapter shall be paid, in lieu
of the time prescribed in section 56 (a), on
the fifteenth day. of June following the close
of the calendar year, or, If the return should
be made on the basis of a fiscal year, then
on the fifteenth day of the sixth month fol-
lowing the close of the fiscal -year.

(b) Withholding at source. For with-
holding at source of tax on income of non-
resident aliens, see section 143.
[Sec. 218 as amended by sec. 5 (e) (2), Cur-
rent Tax Payment Act 1943]

§ 39.218-1 Date on which tax shall be
paid by nonresident alien individual.
(a) In the case of a nonresident alien
individual who, for the taxable year, does
not have wages subject to withholding
under section 1622, the tax shall be paid
on or before the date prescribed by sec-
tion 217-and § 39.217-1 for filing of the
return, without regard to any extension
of time granted for the filing of the re-
turn under authority of section 53. As
to payment of the tax in installments,
see § 39.56-1. For provisions relating to
certain cases in which the time for pay-
ment of income tax is postponed by rea-
son of an individual serving in or in
support of the military or naval forces of
the United States in combat zone, see
sectionr 3804.

(b) In the case of a nonresident alien
individual who for the taxable year has
wages subject to withholding at the
source under the provisions of. section
1622, the tax shall be paid at the time
provided in the case of United States
citizens and residents. See § 39.56-1.

§ 39.219 Statutory provisions; non-
resident alien individuals; partnerships.

SEc. 219. Partnerships. For the purpose
of this chapter, a nonresident alien Indi-
vidual shall.be considered as being engaged
in a trade or .business within the United
States if the partnership of which he Is a
member is so engaged.
[Sec. 219 as amended by sec. 160 (f), Rev.
Act 19421

§ 39.219-1 Partnerships. Whether a
nonresident alien individual who is a
member of a partnership is taxable under
the provisions of section 211 (a) or (c) or
under the provisions of section 211 (b)
may depend on the status of the partner-
ship. A nonresident alien individual
who is a member of a partnership which
is not engaged in trade or business within
the United States is subject to the pro-
visions of section 211 (a) or (c) as the
case may be, depending on whether,
in the taxable year, he derives income
described in section 211 (a) (1) from
sources within the United States of more
than $15,400, if he is not otherwise en-
gaged in trade or business within the
United States. A nonresident alien in-
dividual who is a member of a partner-
ship which at an time within the

taxable year Is engaged In trade or busi-
ness within the United States Is con-
sidered as being engaged In trado or
business within the United States and
is therefore taxable under section 211
(b) For definition of what the term
"partnership" Includes, see section 3197
(a) (2) The test of whether a partner-
ship is engaged In trade or business
within the United States Is the same as
in the case of a nonresident alien Indi-
vidual. See § 39.211-7.

§ 39.220 Statutory provisions; noures-
zdent alien individuals; alien residents of
Puerto Rico.

Sac. 220. Alien residents of Puertollico-
(a) No application to certain alien residenta
of Puerto Rico. The provisions of this sup-
plement shall have no application to an alien
individual who is a bona fide resident of
Puerto Rico during the entire taxable year,
and such alien shall be subject to the taxes
Imposed by sections 11 and 12.

(b) Cross reference. For exclusion from
gross income of income derived from cources
within Puerto Rico, see section 110 (1) (1).
ISec. 220 as added by sec. 221 (d), Rev, A0t
1950]

§ 39.220-1 Alien residents o1 Puerto
Rico. The provisions of Supplement -,
relating to the taxation of nonresldent
alien Individuals, do not apply to a non..
resident alien Individual who is a bond.
fide resident of Puerto Rico during thy
entire taxable year, irrespective og.
whether he has engaged In trade or busi-
ness within the United States during the
taxable year. The income of such alien
individual from sources both within and
without the United States is subJect to
the normal tax and the surtax imposed
by sections 11 and 12, respectively, except.
that under the provisions of section 11U
(1) Income derived from sources within
Puerto Rico (other than amounts re-
ceived for services performed as an em-
ployee of the United States or any agency
thereof) is excluded from gross income.
For rules respecting filing of returns and
payment of tax, see sections 51, 53, 50,
58, and 59 and the regulations there-
under.

§ 39.221 Statutory provisions; non-
resident alien individuals; certain for-
eign exempt organizations.

SEc. 221. Foreign educational, charitablo
and certain other exempt organizations,
For special provisions relating to foreign
educational, charitable and other exempb
trusts, see section 421 (d).
[Sec. 221 as added by sec. 301 (o) (5), Rev,
Act 19501

SUPPLEMENT I-rOREION CORPORATIONS

§ 39.231 Statutory provisions; tax ou
foreign corporations.

SEc. 231. Tax on foreign corporations-(a
Nonresident carporations-(1) Imposition o1
tax. There shall be levied, collected, nno1
paid for each taxable year, In lieu of the t~aut
imposed by sections 13 and 14, upon tbe
amount received by every foreign corpora.
tion not engaged in trade or busine within
the United States, from sources within tho
United States as interest (except Interest on
deposits with persons carrying on the banlV.'
ng business), dividends, rents, onlarles,

wages, premiums, annuities, compensations,
remunerations, emoluments, or other f1e
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or determinable annual or periodical gains,
profits, and income, a tax of 30 per centum,
of such amount, except that in the case of
corporations organized under the laws of
any country in North, Central, or South
America, or in the West Indies, or of New-
foundland such rate with respect to divi-
dends shall be reduced to such rate (not less
than 5 per centum) as may be provided by
treaty pith such country.

(2) Cross reference. For nclusion in
computation of tax of amount specified in
shareholder!s consent, see section 28.

(b) Resident corporations. A foreign
corporation engaged in trade or business
within the United States shall be-taxable as
provided in section 13 and section 15.

(c) Gross zncome. In the case of a for-
eign corporation gross income includes only
the gross income from sources within the
United States.

(d) Exclustons. The following items
shall not be included in gross income of a
foreign corporation and shall be exempt from
taxation under this chapter:

(1) Ships under foreign flag. Earnings
derived from the operation of a ship or ships
documented under the laws of a foreign
country which grants an equivalent exemn-
tion to citizens of the United States and to
corporations organized in the United States;

(2) Aircraft of foregn regutry. Earn-
ings derived from the operation of aircraft
registered under the laws of a foreign coun-
try which grants an equivalent exemption
to citizens of 1the United States and to cor-
porations organized in the United States.

[Sec. 231 as amended by sec. 206, Rev. Act
j939; sec. 3 (c), Rev. Act 1940; secs. 101 (d),
106, and 109 (a), Rev. Act 1911; sees. 107 and
160 (d) and (e), Rev. Act 1942; see. 1 (b),

vub. Law 51_ (8Oth Cong.); sec. 121 (g) (5),
SAct 1950]

§ 39.231-1 Taxation of foreign cor-
porations-(a) General. For the pur-
poses of this section and §§ 39.231-2,
39.232-1, 39.235-1, 39.235-2, and 39.236-1,
foreign corporations are divided into
two classes: (1) Foreign corporations
not engaged m trade or business within
the United States at any time within
the taxable year, referred to in the regu-
lations as nonresident foreign corpora-
tions (see § 39.3797-S) and (2) foreign
corporations which at any time within
the taxable year are engaged in trade
or business within the United States,
reierred to in the regulations as resident
foreign corporations (see § 39.3797-8)

(b) Nonresident foreign corporations.
(1) A nonresident foreign corporation
is liable to the tax upon the amount re-
ceived from sources within the United
States, determined under the provisions
of section 119, which is fixed or deter-
nunable annual or periodical gains,
profits, and income. For the purposes
of section 231 (a) the term "amount re-
ceived" means "gross income." Specific
fitems of fixed or determinable annual
bir periodical income are enumerated in
the Internal Revenue Code as interest

' (except interest on deposits with persons
cearrymg on the banking business) divi-
dents, rents, salaries, wages, premiums,
annuities, compensations, renumera-
tions, emoluments, but other fixed or
determinable annual or periodical gains,
profits, and income are also subject to
the tax, as, for instance, royalties. As
to the definition of fixed or determinable
annual or periodical income, see
§ 39.143-2.
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(2) he fixed or determinable annual
or periodical Income from sources within
the United States, including royalties,
of a nonresident foreign corporation is
taxable at the rate of 30 percent. In
the case of dividends received by a non-
resident foreign corporation, the rate
shall be reduced to such rate as may be
provided by treaty with any country.

(c) Resident foreign corporations. (1)
A resident foreign corporation is not
taxable upon the Items of fixed or de-
terminable annual or periodical ncome
enumerated in section 231 (a) at the rate
specified in that section. A resident
foreign corporation is, under section 13,
liable to a tax of 30 percent (25 percent
for taxable years beginning after March
31, 1954) of Its normal-tax net income.
The normal-tax net income of a resident
foreign corporation Is its net income from
sources within the United States (gross
income from sources within the United
States minus the statutory deductions
provided'in sections 23 and 232) less the
credits provided in Section 26 (a) and
(b)

(2) A resident foreign corporation Is,
under section 15, also liable to a tax of
22 percent of the amount of its corpora-
tion surtax net income In excess of
$25,000. See, however, § 39.15-2, as to
the circumstances under which the
$25,000 exemption from surtax for cer-
tain taxable years may be disallowed In
whole or m part The corporation sur-
tax net income of a resident foreign cor-
poration is its net income from sources
within the United States (gros income
from sources within the United States
minus the statutory deductions provided
in sections 23 and 232) less the credit
provided in section 26 (b) which credit
is limited in amount to 85 percent of its
adjusted net income from sources within
the United States computed without re-
gard to the deduction for net operating
loss provided in section 23 (s)

(3) For taxable years beginning be-
fore April 1, 1954, and ending after
March 31, 1954, see § 39.108-2.

(d) Meaning of terms used. As used
in sections 119, 143, 144,211, and 231, the
phrase "engaged in trade or busincss
within the United Stats" includes the
performance of personal services within
the United States at any time within
the taxable year. Such phrase does not
include the effecting of transactions in
the United States in stocks, securities,
or commodities (including hedging
transactions) through a resident broker,
commsion agent, or custodian. The
term "commodities" as used in section
211 (b) means only goods of a kind cus-
tomarily dealt in on an organized com-
modity exchange, such as a grain futures
or a cotton futures market, and does
not include merchandise in the ordinary
channels of commerce.

§ 39.231-2 Gross income of foreign
corporations-(a) 17 general In the
case of a foreign corporation, including
a life insurance company not carrying
on an insurance business within the
United States and lolding no reserve
funds upon business transacted within
the United States (see section 201 (a)
(3)), an insurance company other than

life or mutual not carrying on an m-
surce business within the United
States (see section 204 (a) (3)> and a
mutual insurance company other than
life not carrying on an insurance busi-
ness within the United States (see sc-
tion 207 (a)), the term "gross income"
means gross income from sources
within the United States as defined and
described in qection 119. See H5 39.119
(a)-1 to 39.119(e)-4, inclusive. The
items of gross income from sources with-
out the United States and therefore not
taxable to foreign corporations are de-
scribed in section 119 (c) As to the
definition of a foreign corporation, see
section 3797 (a) (3) and (5). As to
foreign life insurance companies, see
§ 39.201-2. As to foreign corporations
formed or availed of to avoid surtax, sea
§ 39.102-4. As to personal holding
companies organized under the laws of
foreign countries, see § 39.595-L As to
foreign personal holding companies, see
sections 331 to 340, inclusive, and
§§ 39.331-1 to 39.339-3, inclusive.

(b) Nonresident foreign corporations.
A nonresident foreign corporation is
taxable under section 231 (a) only on
fixed or determinable annual or period-
Iceal gross income received from suurcas
within the United States. Its taxable
income does not include profits derived
from the effectlng of transactions in the
United Statcs in stocks, securities, or
commodities (including hedging tran-
actions) through a resident broker,
commision agent, or custodian, or prof-
its derived from the sale within the
United States of personal property or
real property located therein.

(c) Resident foreign corporations. (1)
The gross income from sources within
the United States of a resident fore.gn
corporation Is not limited to the items
of fixed or determinable annual or pe-
ricdical income referred to in section 231
(a) but includes every item of gro s
income which is treated as income from
sources within the United States, except,
thoze Items which are specifically exempt
from taxation by statute or treaty or
which are not taxable by the Federal
Government under the Constitution.
Sce sections 22 (b) 119, and 231 (d).

(2) A rezIdent foreign corporation is
also required to include in its grozs in-
come capital gains, gains from hedging
transactions, and profits derived from
the sale within the United States of per-
sonal property, or of real property lo-
cated therein.

(3) A foreign corporation winch ef-
fects transactions in the United States
In stocks, securities, or commodities (in-
cluding hedging tranzactions) through
a resident broker, commission agent, or
custodian is notmezely by reason of such
transactions considered as being en-
gaged in trade or business within the
United States which would cause it to
be classed as a resident foreign corpora-
tion. However, a foreign corporation
which at any time within the tamable
year s otherwise engaged in trade or
business in the United States, being a
resident foreign corporation, is tamable
upon all income derived from sources

§ 39.231-2
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within the United States, including the
profits realized from such transactions.

§ 39.231-3 Exclusion of earnings of
foreign ships or aircraft from gross in-
come-a) Nonresident forezgn corpora-
tions. A nonresident foreign corporation
is not required to include in gross income
such income from sources within the
United States as is derived from the op-
eration of a ship or ships or aircraft,
whether or not the foreign country under
the laws of which such ships are docu-
mented or aircraft registered meets the
equivalent exemption requirements of
the statute.

(b) Resident foreign corporations. A
resident foreign corporation may exclude
from gross income under section 231 (d)
so much of its income from sources
within the United States as consists of
earnings derived from the operation of
a ship or ships documented or aircraft
registered under the laws of a foreign
country to the same extent as provided
in § 39.212-2 with respect to nonresident
alien individuals.

§ 39.232 Statutory provisions; foreign
corporations; deductions.

SEC. 232. Deductons-(a) In general. In
the case of a foreign corporation the deduc-
tions shall be allowed only if and to the ex-
tent that they are connected with income
from sources within the United States; and
the proper apportionment and allocation of
the deductions with respect to sources within
and without the United States shall be deter-
mined as provided in section 119. under the
rules and regulations prescribed by the Com-
missioner with the approval of the Secretary.

(b) Charitable, and so forth, contribu-
tions. The so-called "charitable contribu-
tion" deduction allowed by section 23 (q)
shall be allowed whether or not connected
with income from sources within the United
States.

§ 39.232-1 Deductions allowed foreign
corporations-(a) Nonresident foreign
corporations. A nonresident foreign cor-
poration is not allowed any deductions
from gross income from sources within
the United States, the tax being imposed
upon the amount of gross income re-
ceived. See § 39.231-1.

(b) Resident foreign corporations. A
resident foreign corporation is allowed
the same deductions from its gross in-
come arising from sources within the
United States as are allowed a domestic
corporation under section 23 to the ex-
tent that such deductions are connected
with such gross income, except that the
so-called charitable contribution deduc-
tion allowed by section 23 (q) is allowed
whether or not connected with income
from sources within the United States.
The proper apportionment and alloca-
tion of the deductions with respect to
sources within and without the United
States shall be determined as provided in
section 119. As to foreign life insurance
companies, see § 39.201-2. As to foreign
corporations formed or availed of to
avoid surtax, see § 39.102-4. As to per-
sonal holding companies organized un-
der the laws of foreign countries, see
§ 39.505-1. As to foreign personal hold-
Ing companies, see sections 331 to 340,
inclusive, and §§ 39.331-1 to 39.339-3,
inclusive.

§ 39.233 Statutory provisions; foreign
corporations; allowance of deductions
and credits.

SEC. 233. Allowance of deductions and cred-
its. A foreign corporation shall receive the
benefit of the deductions and credits allowed
to it in this chapter only by filing or caus-
ing to be filed with the collector a true and
accurate return of its total income received
from all sources in the United States, in.the
manner prescribed In this chapter; including
therein all the information which the Com-
missioner may deem necessary for the cal-
culation of such deductions and credits.

§ 39.233-1 Allowance of deductions
and credits-(a) Resident foreign corpo-
rations. The benefit of the deductions
and credits allowed a resident foreign
corporation can be had only by filing or
causing to be filed with the district di-
rector of internal revenue a true and
accurate return of its total income re-
ceived from sources within the United
States. Only items of interest and divi-
dends included in gross income may be
credited under section 26 (a)' and (b)

(b) Nonresident foreign corporations.
Inasmuch as a nonresident foreign cor-
poration is taxable under section 231 (a)
only upon fixed or determinable annual
or periodical gross income received'from
sources within the United States, such
foreign corporation may not receive the
benefit of the deductions and credits by
filing a return of income.

§ 39.234-235 Statutory provisions;
foreign corporations; credits against
tax; returns.

SEc. 234. Credits against tax. Foreign
corporations shall not be allowed the credits
against-the tax for taxes of foreign countries
and possessions of the United States allowed
by section 131. A foreign corporation shall
be allowed as a credit against its tax the
amount required by section 396 to be paid
by the personal service corpdration of.which
it Is a shareholder with respect to its tax
liability under Supplement S.
-[Sec. 234 as amended by sec. 505, Second
Rev. Act. 1940]

SEC. 235. Returns-(a) Time of filing. In.
the case of a foreign corporation not having
any office or place of business in. the United
dtites the return, in lieu of the time pre-
scribed In section 53 (a) (1), shall be made
on or before the fifteenth day of the sixth
month following the close of the fiscal year,
or, If the return is made on the basis of the
calendar year then on or before the fifteenth
day of June. If any foreign corporation
has no office or place of business in-the
United States but has an agent In the United
States, the return shall be made by the agent.

(b) Exemption from requirement. Sub-
ject to such conditions, limitations, and ex-
ceptions and under such regulations as may
be prescribed by the Commissioner, with
the approval of the Secretary, corporations
subject to the tax imposed by section 231
(a) may be exempted from the requirement
of filing returns of such tax.

§ 39.235-1. Time and place for filing
returns of foreign corporations-(a)
Nonresident foreign corporations. The
return in the case of a nonresident for-
eign corporation shall be - made on or
before the fifteenth day of the sixth full
calendar month following the close of
the taxable year. in the case of any
return for a fractional part of a year
the Commissioner may, upon a showing

by the taxpayer of unusual circum-
stances, prescribe a later time for the
fMling of the return, but such time shall
not be later than the fifteenth day
of the eighteenth full calendar month
ending after the beginning of the
fractional part of the year. If a non-
resident foreign corporation has an
agent In the United States, the return
shall be made by the agent. The return
must be filed with the District Director
of Internal Revenue, Baltimore, Mary-
land. See section 53 (b) (2) For failure
to make and file a return within the time
prescribed, see section 291. For cases in
which no return Is required, see para-
graph (a) of § 39.235-2.

(b) Resident foreign corporations,
The return In the case of a resident for-
eign corporation, in lieu of the time pro-
scribed in section 235, shall be made on
or before the fifteenth day of the third
month following the close of the fiscal
year, or on or before the fifteenth day of
March if on the basis of the calendar
year. See section 53 (a) (1) If the
return is for a fractional part of a year,
it shall be filed at the time prescribed in
§ 39.53-1. The return must be filed
with the district director, of Internal
revenue for the internal revenue district
in which the resident foreign corpora-
tion has its principal place of business
or principal office or agency in the United
States. See section 53 (b) (2) For
failure to make and file a return within,
the time prescribed, see section 291,

§ 39.235-2 Return cf income-(a)
Nonresident foreign corporations, If the
tax liability of a nonresident foreign cor-
poration is fully satisfied at the source, a
return of income is not required. A non-
resident foreign corporation shall make
or have made a return on Form 1120NB
with respect to that portion of Its in-
come received.from sources within the
United States consisting of interest on
so-called tax-free covenant bonds on
which a tax of only 2 percent was with-
held at the source, and with respect to
any other fixed or determinable annual
or periodical income upon which the tax
was not fully satisfied at the source, in-
cluding dividends received from a foreign
corporation which are treated as income
from sources within the United States
under section 119 (a) (2) (B), and shall
pay the balance of the tax shown to be
due.

(b) Resident foreign corporatlons, If
a foreign corporation at any time within
the taxable year is a resident corpora-
tion, it shall make a full and accurate
return on Form 1120 of Its income re-
ceived from sources within the United
States.

(c) Supplement U tax. For returns
with respect to the tax imposed by sec-
tion 421 (a) upon Supplement U net in-
come, see § 39.421-3.

§ 39.236 Statutory proviszons; foreign
corporations; payment of tax,

SEC. 236. Paymdnt of tax--(a) Time of
payment. In the case of a foreign corpora-
tion not having any office or place of business
in the United States the total amount of
tax imposed by this chapter shall be paid,
in lieu of the time prescribed in section 60
(a), on the fifteenth day of Juno following

§ 39.231-3
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the close of the calendar year. or. if the
return should be made on the basis of a fiscal
year, then on the fifteenth day of the sixth
month following the close of the fiscal year.

(b) Withholding at source. For withhold-
Ing at source of tax on income of foreign
corporations, see section 144.

§ 39.236-1 Dates on which tax shall
be paid by foreign corporation-(a)
Nonresident foreign corporations. In
the case of a nonresident foreign cor-
poration, the total amount of tax im-
posed by chapter 1 shall be paid on or
before the date prescribed by section 235
and § 39.235-1 for filing of the return,
without regard to any extension of time
granted for the filing of the return under
authority of section 53. As to payment
of the tax in installments, see § 39.56-1.

(b) Resdent foreign corporations.
In the case of a resident foreign cor-
poration, the total amount of tax imposed
by chapter I shall be paid,'in lieu of the
time prescribed in section 236 (a) on
the fifteenth day of March following the
close of the calendar year, or if the
return is made on the basis of a fiscal
year, then on the fifteenth day of the
third month following the close of the
fiscal year. If the return is made for
a fractional part of a year, the tax shall
be paid at the time prescribed in
§ 39.56-1. As to payment of the tax m
installments, see § 39.5W-1.

§ 39.237-238 Statutory provwszons;
foreign corporations; insurance com-
panzes; certain exempt organizations.

SEc. 237. Foreign insurance companies.
For special provisions relating to foreign in-
surance companies, see Supplement G.

Szc. 238. Foreign educational, charitable
and certain other exempt organizations. For
special provisions, relating to foreign educa-
tional, charitable and certain other exempt
organizations, see section 421 1d).

[Sec. 238 as added by sec. 301 (c) (6). Rev.
Act 1950]

SUPPLE = -POSSESSIONS OF THE UIITED
STATES

§ 39.251 (a) Statutory provisions; in-
come from sources within possessions
of the United States; general rule.

Szc. 251. Income from sources within pos-
sessions of United States-(a) General Rule.
In the case of citizens of the United States
or domestic corporations, satisfying the fol-
lowing conditions, gross income means only
gross income from sources within the United
States-

(1) If 80 per centum or more of the gross
Income of such citizen or domestic corpo-
ration (computed without the benefit of this
section), for the three-year period im-
mediately preceding the close of the taxable
year (or for such part of such -period Im-
mediately preceding the close of such tax-
able year as may be applicable) was derived
from sources within a possession of the
United States; and

(2) If, in the case of such corporation, 50
per centum or more of its gross income (com-
puted without the benefit of this section)
for such period or such part thereof was
derived from the active conduct of a trade
orbusiness within a possession of the United
States; or

(3) If, in case of such citizen, 50 per
centum or more of his gross income (com-
puted without the benefit of this section)
for such period or such part thereof was
derived from the active conduct of a trade
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or business within a pooeelon of tho United
States either on his own account or a3 an
employee or agent of another.

§ 39.251 (a)-1 Cltzaen.s of the United
States and domestic corporations deriv-
ing income from sources within a pos-
session of the United States. (a) In the
case of a citizen of the United States or
a domestic corporation satisfying the fol-
lowing conditions, gross income means
only gross income from sources within
the United States--

(1) If 80 percent or more of the gross
income of such citizen or domestic cor-
poration (computed without the benefit
of section 251) for the 3-year period im-
mediately preceding the close of the tax-
able year (or for such part of such period
immediately preceding the close of such
taxable year as may be applicable) was
derived from sources within a possesslon
of the United States, and

(2) If 50 percent or more of the gross
income of such citizen or domestic cor-
poration (computed without the benefit
of section 251) for such period or such
part thereof was derived from the active
conduct of a trade or business within a
possession of the United States. In the
case of a citizen, the trade or business
may be conducted on his own account or
as an employee or agent of another. The
salary or other compensation paid by the
United States to the members of Its civil,
military, or naval personnel for services
rendered within a possession of the
United States represents income derived
from the active conduct of a trade or
business within a possession of the United
States. The salary or other compensa-
tion paid for services preformed by a citi-
zen of the United States as an employee
of the United States or any agency there-
of shall, for the purposes of section 251
and this section, be deemed to be derived
from sources within the United States.
Dividends received by a citizen from a
corporation whose income was derived
from the active conduct of a business
within a possession of the United States.
although such citizen was actively en-
gaged in the management of such corpo-
ration, does not represent income derived
from the active conduct of a trade or
business within the possession of the
United States, either on the taxpayer's
own account or as an employee or agent
of another.

(b) A citizen of the United States who
on account of the nature and amount of
his income cannot meet the 80 percent
and the 50 percent requirements of the
Internal Revenue Code, but who receives
earned income from sources within a pos-
session of the United States, is not de-
prived df the benefits of the provisions
of section 116 (a) provided that (1) he
is a bona fide resident of a foreign coun-
try or countries during the entire taxable
year, and (2) he does not receive his
earned income from the United States or
any agency thereof. In such a casL none
of the provisions of section 251 is appli-
cable in determining the citizen's tax
liability. For what constitutes earned
income, see section 116 (a) (3).

c) In the case of a husband and wife
making a joint return, the term "gross
income," as used in this section, means
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the combined gross Income of the
spouses.
(d) For a determination of income

from sources within the United States,
see sections 119 and 251 (j) A citizen
entitled to the benefits of section 251 is
required to file with his individual return
Form 1040 the schedule on Form 10110E.
If a citizen entitled to the benefits of
section 251 has no income from sources
within the United States or does not re-
ceive within the United States any in-
come whether derived from sources
within or without the United States, he
is not required to file a return or the
schedule on Form 1040E.

(e) This section may be illustrated by
the following example: On July 1, 1952,
A, who is a citizen of the United States,
went to a possession of the United States
and established a business there which
he actively conducted during the re-
mainder of that year. His gross income
from the business durng such period was
$20,000. In addition, he made a profit of
$12,000 from the sale during the latter
part of 1952 of some real estate located in
such possession and not connected with
his trade or business. In the first six
months of 1952 he also derived $3,000
Gross income from rental property lo-
cated in the United States. He derived
a like amount of gross income from such
property during the last six months of
1952. Inasmuch as for the applicable
part (July 1, 1952, to December 31, 1952)
of the 3-year period immediately pre-
ceding the close of the taxable year (the
calendar year 1952) 80 percent of A's
gross income ($32,000, or 80 percent of
$40,000) was derived from sources within
a possession of the United States and as
50 percent or more of his gross income
($20,000, or 50 percent of $40,C03) for
such part of the 3-year period was de-
rived from the active conduct of a trade
or business within a possesson of the
United States, he is required to report
in gross income in his return for 1952
only the gross income derived by him
from sources within the United States
($16,000 from the rental property located
in the United States).

§ 39.251 (b) Statutory provisions;
income from sources within poscesszs
of the United States; amounts recezved
in the United States.

Src. 251. Income from sourcew within Voc-
season of United States. 0 0 0

(b) Amounts recefred in United States.
Notwithstanding the provision of subsec-
tion (a) there chall be included In grce
income all amounts received by such citizens
or corporations within the United States,
whether derived from cowrces vlthin or
without the United States.

§ 39.251 (b)-I Income received within
the United, States. Notmithstanding
the provisions of section 251 (a), there
shall be included in the gross income of
citizens and domestic corporations
therein specified all amounts, whether
derived from sources within or without
the United States, which are received by
such citizens or corporations within the
United States. From the amounts so
Included in gross income there shall be
deducted only the expenses properly an-
portioned or allocated thereto. For in-

§ 39.251 (b-1
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stance, if in the example set forth in
paragraph (e) of § 39.251 (a)-1, the tax-
payer during the latter part of 1952 re-
turned to the Unitec' States for a few
weeks and while there received the pro-
ceeds resulting from the sale of the real
estate located in the possession, the
profits derived from such transaction
should be reported in gross income.
Such receipt in the United States, how-
ever, would not deprive the taxpayer of
the benefits of section 251 with respect
to other items of gross income excluded
by that section.

§ 39.251 (c) Statutory provisions;
income from sources within possessions
of the United States; tax of corpora-
tions.

SEc. 251. Income from sources within pos-
sessions of United States. * * *

(c) Tax in case of corporations-(1) Cor-
poration tax. A domestic corporation en-
titled to the benefits of this section shall be
subject to tax under section 13 or section 14
(b), and under section 15.

(2) Cross reference. 'For inclusion in
computation of tax of amount specified in
shareholder's consent, see section 28.

[Sec. 251 (c) as amended by sec. 207, Rev.
Act 1939; sec. 104 (e), Rev. Act 1940]

§ 39.251 (c)-1 Tax in case of corpora-
tions. A domestic corporation entitled
to the benefits of section 251 is, under
section 251 (c) (1) subject to the normal
tax on corporations imposed by section
13 and the surtax on corporations im-
posed by section 15.

§ 39.251 (d) Statutory provisions; in-
come from sources within possessions of
the United States; definition.

SEC. 251. Income from sources within pos-
sessions of United States. * * *

(d) Definition. As used in this section the
term "possession of the United States" does
not include the Virgin Islands of the United
States, and such term when used with re-
spect to citizens of the United States does
not include Puerto Rico.

[Sec. 251 (d) as amended by sec. 221 (a),
Rev. Act 1950]

§ 39.251 d)-1 Definitions. (a) As
used in section 251 and the regulatiohs
thereunder, the term "United States" in-
cludes only the States, the Territories of
Alaska and Hawaii, and the District of
Columbia.

(b) As used in sections 251 and 252
and §§ 39.251 (a)-1 and 39.252-1, the
term "possession of the United States"
includes the Panama Canal Zone, Guam,
American Samoa, Wake, and the Midway
Islands. The term does not include the
Virgin Islands, nor does it include Puerto
Rico when used with respect to citizens
of the United States.

§ 39.251 (e) Statutory 7proviszons; in-
come from sources within possessions of
the United States; deductions.

SEC. 251. Income from sources within pos-
sessions of United States. * * *

(e) Deductions. (1) Citizens of the
United States entitled to the benefits of this
section shall have the same deductions as
are allowed by Supplement H in the case of
a nonresident alien individual engaged in
trade or business within the United States.

(2) Domestic corporations entitled to the
benefits of this section shall have the same
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deductions as are allowed by Supplement I
in the case of a foreign corporation engaged
in trade or business within the United States.

[Sec. 251 (e) as amended by sec. 160 (d),
Rev. Act 1942]

§ 39.251 (e)-1 Deductions allowed
citizens and domestic corporations en-
'titled to the benefits of section 251. In
the case of a citizen entitled to the bene-
fits of section 251, the deductions allowed
by section 23 (other than the optional
standard deduction for individuals al-
lowed by section 23 (aa)) are allowed
only if and to the extent that they are
connected with income from sources
within the United States. The provi-
sions of § 39.213-1 relating to the allow-
ance to nonresident alien individuals who
'at any time within the taxable year were
engaged in trade or business within the
United States, of the deductions pro-
vided in section 23 (e) (2) and (3) for
losses not connected with the trade or
business are applicable in the case of
citizens entitled to the benefits of sec-
tion 251. The provisions of § 39.213-1
pertaining to the allowance to such non-
resident alien individuals of deductions
for contributions provided in section 23
(o) are also applicable in the case of
such citizens. Corporations entitled to
the benefits of section 251 are allowed
the same deductions from their gross
income arising from sources within the
United States as are allowed to domestic
corporations to the-extent that such de-
ductions are connected with such gross
income, except that the so-called chari-
table contribution deduction allowed by
section 23 (q) is allowed whether or not
connected with income -from sources
within the United States. The proper
apportionment and-allocation of the de-
ductions with respect to sources within
and without the United States shall be
determined as provided in section 119.

§ 39.251 (f)-(g) Statutory prom-
sions; income from sources within pos-
sessions of the United States; credits
against net income; allowance of deduc-
tions and credits.

SEc. 251. Income from sources within pos-
sessions of United States. * * *

(f) Credits against net income. A citizen
of the United States entitled to the benefits
of this section shall be allowed only one
exemption under section 25 (b).

[Sec; 251 (f) as amended by sec. 6 (c), Rev.
Act 1940; sec. Ill (c), Rev. Act 1941; sec. 131
(a) (3), Rev. Act 1942; sec. 10 (h), Individual
Income Tax Act 1944; sec. 102 (b) (9), Rev.
Act 1945]

(g) Allowance of deductions and credits.
Citizens of the United States and domestic
corporations entitled to the benefits of this
section shall receive the benefit of the deduc-
tions and credits allowed to them in this
chapter only by fling or causing to be filed
with the collector a true and accurate return
of their total income received from all sources
in the United States, in-the manner pre-
scribed in this chapter; including therein all
the information which the Commissioner
may deem,-necessary for the calculation of
such deductions and credits.

§ 39.251 (g)-1 Allowance of deduc-
tions and credits to citizens and domestic
corporations entitled to the beniefits of
section 251. Unless a citizen of the
United States or a domestic corporation

entitled to the benefits of section 251
shall file or cause to be filed with the
district director of internal revenue a
true and accurate return of total Income
from sources within the United States,
the tax shall be collected on the basis of
the gross Income (not the net income)
from sources within the United States.
Where such a citizen or corporation has
various sources of income within the
United States so that the total Income
calls for the assessment of a tax, and a
return of income was not filed by or on
behalf of the citizen or corporation, the
Commissioner will cause a return of In-
come to be made and include therein the
income of such citizen or corporation
from all sources concerning which he has
information, and will assess the tax and
collect it from one or more of the sources
of income of such citizen or corporation
within the United States without allow-
ance for deductions or credits.

§ 39.251(h)-(j) Statutory provisions;
income from sources within possessions
of the United States; credits against tax;
prisoners of war and thternees en-
ployees o1 the United States.

SEc. 251. Income from sources within pos.
sessions of United States. * * *

(h) Credits against tax. Persons entitled
to the benefits of this section shall not be al-
lowed the credits against the tax for taxes
of foreign counties and possessions of the
United States allowed by section 131.

(I) Prisoners of war and internees. In the
case of a citizen of the United States taren
as a prisoner of war v/hile serving within a
possession of the United States as a member
of the military or naval forces of the United
States, and in the case of a citizen Interned
by the enemy while serving as an employee
within a possession of the United States--

(1) If such citizen was confined in any
place not within a possession of the United
States, such place of confinement shall, for
the purposeb of this section, be considered
as within a possession of the United States,
and

(2) Any compensation received Within the
United States by such citizen attributable to
the period of time during which such citizen
was a prisoner of war or interned by the
enemy shall, for the purposes of subsection
(b), be considered as compensation received
outside the United States.
[Sec. 251 (1) as added by Pub. LaW 310 (80th
Cong.) ]

(j) Employees of United States. For the
purposes of this section, amounts paid for
services performed by a citizen of the United
States as an employee of the United States
or any agency thereof shall be deemed to be
derived from sources within the United
States.
[Sec. 251 (J) as added by see. 220, Rev, Act
1950]

§ 39.252 Statutory provisions; taxa-
tion of citizens o1 possessions of tue0
United States.

SEc. 252. Citizens of possessions of United
States. (a) Any individual who Is a citizen
of any possession of the United States (but
not otherwise a citizen of the United States)
and who is not a resident of the United
States, shall be subject to taxation under this
chapter only as to income derived from
sources within the United States, and in such
case the tax shall be computed ahd paid in
the same manner and subject to the same
conditions as In the case of other persons who
are taxable only as to income derived from
such sources. This subsection shall have no

§ 39.25.1 (c)
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application in the case of a citizen of Puerto
Rico.

(b) Nothing in this section shall be con-
strued to alter or amend the provisions of
the Act entitled "An Act making appropri-
ations for the naval service for the fiscal year
ending June 30.1922, andfor other purposes"
approved July 12, 1921, c. 44, 42 Stat. 123
(U. S. a., Title 48, § 1397), relating to the Im-
position of income taxes in the Virgin Islands
of the United States.

[Sec. 252 as amended by sec. 221 (b), Rev.
Act 1950]

§ 39.252-1 Status of citizens of United
States possession. (a) (1) A citizen of
a possession of the United States (except
the Virgin Islands or Puerto Rico) who
is not otherwise a citizen -or resident of
the United States, including only the
States, the Territories of Alaska and
Hawaii, and the District of Columbia, is
treated for the purpose of the tax as if
he were a nonresident alien individual.
See sections 211 to 219, inclusive. For
Federal income tax purposes, a citizen
of a possession of the United States who
is not otherwise a citizen of the United

-States is a citizen of a possession of the
United States who has not become a
citizen of the United States by naturali-
zation. The fixed or determinable an-
nual or periodical income from sources
within the United States of a citizen of
a possession of the United States who is
treated as if he weie a nonresident alien
individual' is subject to withholding.
See section 143.

(2) For the purpose of this section
citizens of the possessions of the United
States who are not otherwise citizens of
the United States are divided into two
classes: (i) Citizens of possessions of the
United States who at any time within the
taxable year are not engaged in trade or
business within the United States and
(ii) citizens of possessions of the United
States who at any time within the tax-
able year are engaged in trade or busi-
ness within the United States. The
provisions of §§ 39.211-7 to 39.219-1, in-
clusive, applicable to nonresident alien
individuals not engaged in trade or busi-
ness within the United States, are
applicable to the citizens of possessions
falling within the first class, while the
provisions of such sections applicable to
nonresident alien individuals who at any
time within the taxable year are engaged
in trade or business within the United
States are applicable to citizens of pos-
sessions falling within the second class.

(b) The provisions of section 252 (a)
and this section shall have no application
in the case of a citizen of Puerto Rico.

(c) The act of July 12,1921 (48 U. S. C.
1397) referred to in section 252 (b),

provides that income tax laws then or
thereafter in force in the United States
shall apply to the Virgin Islands, but

that the taxes shall be paid into the

treasury of the Virgin Islands. Accord-
ingly, persons are taxed there under the

income tax provisions of the Internal
Revenue Code.

SUPPLEIENT K--CHINA TRADE ACT
CORPORATIONS

§ 39.261 Statutory provisions; tax of
China Trade Act corporations.
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Sin. 261. Taxation in gcncra!-(a) Cor-
poration tax. A corporation organlzd under
the China Trade Act, 1922 (01 Stat. 819;
U. S. C.. 1934 ed., title 15, cl. 4). shall be
subject to tax under section 13 or section
14 (b), and under section 15.

(b) Cross ref erence. For Inclurlon In com-
putation of tax of amount specified In shar-
holder's consent, we section 28.

[Sec. 261 as amendad by sec. 203, Rev. Act
1939; sec. 104 (f) (1). Rev. Act 10411

§ 39.261-1 Tax on China Trade Act
corporations. A China Trade Act cor-
poration Is, under sectIon 261 (a), sub-
ject to the normal tax on corporations
imposed by section 13 and the surtax
on corporations mposed by section 15.

§ 39.262 Statutory provions; China
Trade Act corporations; credit against
net income.

SEC. 262. Credit against net ircome--(a)
Allowance of credit. For the purpozo only
of the taxes imposed by cections 13, 14, 15.
and 600 of this title and section 100 of the
Revenue Act of 1935 there shall be allowed,
In the case of a corporation organized under
the China Trade Act, 1922, In cddition to
the credits against net Income otherwise
allowed such corporation, a credit against
the net income of an amount equal to the
proportion of the net Income derived from
sources within China (determined In a
similar manner to that provided In cection
119) which the par value of the shares of
stock of the corporation owned on the last
day of the taxable year by (1) persons real-
dent In China, the United States, or pesses-
sions of the United States, and (2) individual
citizens of the United States or China wher-
ever resident, beam to the par value of the
whole number of shares of stock of the
corporation outstanding on such date: Pro-
vided, That In no case shall the diminution,
by reason of such credit, of the tax Imposed
by such section 13, 14, or 15 (computed with-
out regard to this section) exceed the amount
of the special dividend certified under sub-
section (b) of this section; and n no case
shall the diminution, by reaon of such
credit, of the tax Impo.ed by such section
106 or 600 (computed without regard to this
section) exceed the amount by which such
special dividend exceeds the diminution per-
mitted by this section in the tax lmposed
by such section 13, 14, or 15.

(b) Special dividend. Such credit ahall
not be allowed unless the Secretary of Com-
mprce has certified to the Commisloner-

(1) The amount which, during the year
ending on the date fixed by law for filing
the return, the corporation has distributed
as a special dividend to or for the benefit
of such persons as on the Inst day of the
taxable year were resident In China, the
United States, or poseions of the United
States, or were Individual citizens of the
United States or China, and owned share3 Of
stock of the corporation;

(2)That such special dividend was In addi-
tion to all other amounts, payable or to ba
payable to such persons or fcr their benefit,
by reason of their Interest In the corporation,
and

(3) That such distribution has been m3de
to or for the benefit of such persons In pro-
portion to the par value of the sharea of stool
of the corporation owned by each; except
that If the corporation ha more than one
class of stock, the certificates shal contain
a statement that the articles of incorpora-
tion provide a method for the apportionment
of such special dividend among sdch per-
sons, and that the amount certified has been
distributed in accordance with the methods
so provided.

(c) Ownership of stoc.. For the purposes
of this section shares of stack of a corpora-

tlon shall b considered to be owned by the
per-on in whom the equitable rlpht to the
Incom3 from such shares is in gc-d faitl
vested.

(d) Deflnition of China. As 11:2d in this
section the term "China" shall hava the ome
meaning as when med in the China Trade
Act, 1922.
SSec. 2G2 as amended by sec. 210 (c), Reav.
Act 1939; cec. 104 (f) (2), Rev. Act 1911

§ 39262-1 Income and deductions of
China Trade Act corporations. The
Items of grozs income to be included in
the return of a China Trade Act corpora-
tion and the deductions allowable are
the same as in the case of other domestic
corporations.

§ 39.262-2 Credits aflowed Chia
TradeAct corporations. (a) In addition
to the credits allowed under section 23
(a) and (b), a China Trade Act cor-
poration Is, under certain conditions,
allow ed an additional credit for the pur-
pose of computing the taxes nposed by
rections 13 and 15. This credit is an
amount equal to the proportion of the
net income derived from sources vithim
China (determined In a similar manner
to that provided in section 119) which
the par value of the shares of stock of
the corporation, owned on the last day of
the taxable year by (1) persons resident
in China, the United States, or possez-
sions of the United States, and (2) in-
dIvidual citizens of the United States or
China wherever resident, bears to the
par value of the whole number of shares
of stock of the corporation outstanding
on that date. The decrease in the tax
imposed by sections 13 and 15 by reason
of such credit must not, however, exceed
the amount of the special dividend re-
ferred to in section 262 (b), and is not
allowable unless the special dividend has
been certified to the Commissioner by
the Secretary of Commerce. A China
Trade Act corporation Is not entitled to
the credit for taxes paid to forez-n
countries and possezsions of the United
States allowed to domestic corporations
under the provisions of section 13L

(b) The application of this s-etion
may be illustrated by the following
example:

Example. (1) The A Company, a China
Trade Act corporation, has a net Income for
the calendar year 1952 of 0200,000 and re-
calves no dividend, from domestic corpora-
tions. All of its stock on December 31, 1 52,
Is owned on that date by persons recident
In China, the United Statec, or psoseos eas
of the United States, or Individual citfizns
of the United States or China. It dL-tributes
a special dividend amounting to $10.033 on
February 15, 1033, which Is certified by the
Secretary of Commerce as provided in sc-
tion 262 (b). For the purpoze of the tax
Imposed by sections 13 and 15, it I- neccc-ary
In thi example to make two computations.
first, without allowing the special mcit
against net income on account of Income
derived from cources within Chins. and,
recond, allowing such credit. The comanu-
tatlons are as follovw:

(2) First computation; uithout aho-ng
the special credit again t -net income.

Iet income subject to t . - $20, COO
Normal-tax net Incom 200. COO
Normal tax (Cection 13)... £0, CO
Surtax net income_.......... 200, 00
Surtax (section 1)_ -- --------- 33,
Total income tax ....-- __ _ 98,500

-539.262-2
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(3) Second computation; allownng special this income is similar to that described
credit against net income. in section 119.
Net income ------------------- $200,000 § 39.262.-4 Withholding by a China
Since the total net income is de-

rived from sources within China Trade Act corporation. Dividends dis-
and since the par value of the tributed by a China Trade Act corpora-
shares of stock of the corpora- tion which are treated as income from
tion owned on the last day of sources within the United States under
the taxable year by (1) persons the provisions of section 119 are sub-
resident in China, the United ject to withholding at the rate of 30 per-
States, or possessions of the cent when paid to persons (other than
United States, and (2) individual centen pai t o r (throha
citizens of the United States or residents of China) who are (a) non-
China wherever resident, is 1o resident aliens, (b) nonresident partner-
percent of the par value of the ships composed in whole or in part of
total number of shares of stock nonresident aliens, or (c) nonresident
of the corporation outstanding foreign corporations. The 30 percent
on that day, 100 percent of the rate of withholding specified in this sec-net income from sources within tion with respect to dividends shall be
China is deductible as a special reduced to such rate as may be provded
credit against net income.

Special credit against net income-- 200, 000 by treaty with any country.

§ 39.263-265 Statutory provisions;Amount of income subject to China Trade Act corporations; creditstax under sections 13
and 1--- - - - None against tax; afiliation; income of share-holders.

(4) Since the special dividend ($100,000)
exceeds the diminution of the tax ($98,500) Sc. 263. Credits against the tax. A cor-
on account of the allowance of the special poration organized under the China Trade
credit against net income, the entire amount Act, 1922, shall not be allowed the credits
of the special credit is allowable and the against the tax for taxes of foreign countries
corporation has no income tax liability for and possessions of the United States allowed

*1952. by section 131.
SEC. 264. Affiliation. * [Repealed by

§39.262-3 Meaning of terms used in sec. 159 (e), Rev. Act 1942.]connection with China Trade Act cor-
porations. (a) A China Trade Act cor- SEC. 265. Income of shareholders. For ex-clusion of dividends from gross income, see
poration is one organized under the pro- section 116.
visions of the China Traae Act, 1922
(15 U. S. C., c. 4) SUPPLEMENT L---ASSESSENT AND COLLEC-

(b) The term "China" means (1) TION OF DEFICIENCIES
China, including Manchuria, Tibet, § 39.271 Statutory provisions; assess-
Mongolia, and any territory 'leased by ment and collection of deficzenczes;
China to any foreign government, (2) definition of deficzency.
the Crown Colony of Hong Kong, and(3) the Province of Macao. -szc. 271. Definition of dejiclency-(a) In

() the erm" divdend" means general. As used in this chapter in respect
(W The term "special dof a tax imposed by this chapter, "deficiency"the amount which, during the year end- means the amount by which the tax imposed

ing on the date fixed by law for the filing by this chapter exceeds the excess of-
of the corporation's return, is distributed (1) The' sum of (A) the amount shown
as a dividend to or for the benefit of such as the tax by the taxpayer upon his return,
persons as on the last day of the taxable if a return was made by the taxpayer and
year were resident in China, the United an amount was shown as the tax by the tax-

payer thereon, plus (B) the amounts pre-States, or possessions of the United vously assessed (or collected without
States, or were individual citizens of the assessment) as a deficiency, over-
United States or China, and owned shares (2) The amount of rebates, as defined
of stock of the corporation. The time In subsection (b) (2), made.
fixed by law for filing the return includes (b) Rules for application of subsection
the period of any extension of time (a). For the purposes of this section-
granted under rules and' regulations pre- (1) The tax imposed by this chapter and
scribed by 'the Comnissioner with the the tax shown on the return shall both be
apprbval of the Secretary. Such special determined without regard to payments on

include any other account of estimated tax, without regarddividend does not ito the credit under section 35, and withoutamounts payable or to be payable to regard to so much of the credit under section
such persons or for their benefit by 32 as exceeds 2 per centum of the interest
reason of their interest in the corpora- on obligations described in section 143 (a);
tion and must be made in proportion to (2) The term "rebate" means so much of
the par value of the shares of stock of an abatement, credit, refund, or other repay-
the corporation owned by each. ment, as was made on the ground that the

(d) For the purposes of section 262, tax imposed by this chapter was less thanthe excess of the amount specified in subsec-
the shares of stock of a China Trade Act tion (a) (1) over the amount of rebates
corporation are considered to be owned previously made; and
by the person iA whom the equitable (3) The computation by the collector, pur-
right to the income from such shares is suant to section 51 (f), of the tax imposed
In good faith vested, by this chapter shall be considered as havingbeen made by the taxpayer and the tax so(e) "Net income derived from sources computed considered as shown by the tax-
within China" is the sum of the net in- payer upon his return. -
come from sources wholly within China [See. 271 as amended by sec. 14 (a),
and that portion of the net income from Individual Income Tax Act 1944]
sources partly within and partly without § 39.271-1 Deficzency defined. (a)
China which may be allocated to sources The term "deficiency" means the excess
within China. The method of computing of the tax inposed by chapter 1 over

§ 39.262-3

the sum of the amount shown as the tax
by the taxpayer upon his return and the
amounts previously assessed (or col-
lected without assessment) as a defi-
ciency" but such sum shall firt be re-
duced by the amount of rebates made.
If no return Is made, or If the return
(except a return on Form 1040A pur-
suant to section 51 (f)) does not show
any tax, for the purposes of the defini-
tion-"the amount shown as the tax by
the taxpayer upon his return" shall be
considered as zero. Accordingly In any
such case, if no deficiencies have been
assessed, or collected without assess-
ment, and no rebates have been made,
the deficiency Is the amount of the tax
imposed by chapter 1. Additional tax
shown on an "amended return," so-
called, filed after the due date of the
return for the taxable year, Is a defi-
ciency within the meaning of the In.
ternal Revenue Code.

(b) For the purposes of the definition,
the tax imposed by chapter 1 and the
tax shown on the return shall both be
determined without regard to the credit
provided In section 35 for tax withheld
at the source, and without regard to so
much of the credit provided In section
32 for taxes withheld at the source as
exceeds 2 percent of the Interest on bonds
containing a tax-free covenant. Pay-
ments on account of estimated tax, like
other payments of tax by the taxpayer,
shall likewise be disregarded In the de-
termination of a deficiency.

(c) The computation by the district
director of Internal revenue, pursuant to
section 51 (f) of the tax imposed by
chapter 1 shall be considered as having
been made by the taxpayer and the tax
so computed shall be considered as the
tax shown by the taxpayer upon his
return.

(d) If so much of the credits claimed
on the return for taxes withheld at the
source as exceeds 2 percent of the Inter-
est on tax-free covenant bonds is greater
than the amount of such credits tllow-
able, the unpaid portion of the tax attrib-
utable to such difference will be collected
not as a deficiency but as an underpay-
ment of the tax shown on the return.

(e) This section may be Illustrated by
the following examples:

Example (1). The amount of tax shownby the taxpayer upon his return for the
calendar year 1952 was $1,500. The taxpayer
had no amounts previously assessed (or col-
lected without assessment) as a deficiency,
He claimed a credit in the amount of $2,000
for tax withheld at source on wages under
section 1622, and a refund of 0500 (not a
rebate under section 271) was made to him
as an overpayment of tax for the taxable
year. It is later determined that the correct
tax for the taxable year Is $1,750. A defi-
ciency of $250 is determined as follows.
Tax imposed by chapter 1 --------- $1, 60
Tax shown on Teturn ------- $1, 600
Tax previously assessed (or

collected without assess-
ment) as a deficiency --- None

Total -------------- 1,500
Amount of rebates made .... None

Balance ------------------------- 1, 600

Deficiency ------------------------- 20

6096 RULES AND REGULATIONS

HeinOnline -- 18 Fed. Reg. 6096 1953



Saturday, September 26, 1953

Example (2). The taxnayer made a return
for the calendar year 1952 showing a tax of
$1,250 before any credits for tax withheld
at the source. He claimed a credit In the
amount-of $800 for tax withheld at source
on wages under section 1622 and $60 for tax
paid at source under section 143 upon In-
terest on bonds containing a tax-free cove-
nant. The taxpayer had-no amounts previ-
ously assessed (or collected wit h out
assessment) as a deficiency. The Commis-
sioner determines that the 2 percent tax paid
at the source on tax-free covenant bonds Is
$40 instead of $60 as claimed by the taxpayer
and that the tax imposed by chapter 1 Is
$1,360 (total tax $1,400 less $40 tax paid at
source on tax-free covenant bonds). A de-
ficiency in the amount of $170 Is determined
as follows:

Tax imposed by chapter 1
($1,400 minus $40) -------------- $1,360

WXax shoWn on return ($1,250
minus $60) -------------- $1,190

rax previously assessed (or
collected -without assess-
ment) as a deficiency.... None

Total_ ---------------- 1,190

Amount of rebates made..... None

Ealance -------.-.-- ........-------- 1,190

Deficiency -------- 170
Example (3). For the calendar year 1952,

the taxpayer, a nonresident alien individual
not engaged in trade or business within the
United States, received gross income from
sources within the United States consisting
of dividends, and interest on bonds contain-
ing a tax-free covenant under which the tax
liability assumed by the obligor does not
exceed 2 percent of the Interest. The tax-
payer made a return showing a tax of $7,860
before any credits for tax withheld at the
source. He claimed a credit of $6,000 under
section 32 for tax withheld at the source
under section 143 of which amount $5,600
was represented as tax withheld, and $400
was represented as the tax at 2 percent paid
by the obligor on interest on tax-free cove-
nant bonds described in section 143 (a). The
Commissioner determines that the 2 percent
tax paid by the obligor on interest on tax-free
covenant bonds amounts to $200 Instead of.
$400 as claimed by the taxpayer, and that the
tax imposed by chapter 1 is $11,320 (total tax
$11,520 less $200 tax paid by obligor on inter-
est on tax-free covenant bonds). The Com-
missioner also determines that the tax with-
held at the source amounts to $7,750 In
addition to the $200 paid by the obligor of the
bonds. A deficiency in the amount of $3,860
is determined as follows:

Tax Imposed by chapter 1 ($11,520
minus $200) ------------------- $11, 320

Tax shown on return ($7,860
minus $400) ----------- $7,460

.Tax previously assessed (or
collected without assess-
ment) as a deficiency .... None

Total ----------- 7,460

Amount of rebates made... None

3alance ------------------------- 7,460

Deficiency --------------------- 3860

() As used m section 271, the term
"rebate" means so much of an abate-
ment, credit, refund, or other repayment
as is made on the ground that the tax
imposed bg chapter 1 is less than the ex-
cess of (1) the amount shown as the
tax by the taxpayer upon his return
increased by the amount previously as-
sessed (or collected without assessment)
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as a deficiency over (2) the amount of
rebates previously made. For example,
assume that the amount of the tax shown
by the taxpayer upon his return for the
taxable year is $600 and the amount
claimed as a credit under section 35 for
tax withheld at the source is $900. If
the Commissioner determines that the
tax imposed by chapter 1 is $600 and
makes a refund of $300, no part of such
refund constitutes a "rebate" since the
refund is not made on the ground that
the tax imposed by chapter 1 is less than
the tax shown on the return. If, how-
ever, the Commissioner determines that
the tax imposed by chapter 1 is $500 and
refunds $400, the amount of $100 of such
refund would constitute a rebate since
it is made on the ground that the tax
unposed by chapter 1 ($500) Is less than
the tax shown on the return ($600).
The amount of such rebate ($100) would
be taken mto account in arriving at the
amount of any deficiency subsequently
determined.

§ 39.272 Statutory provstons; assess-
ment and collecton of deflciencIes;
procedure.

Sec. 272. Procedure in gcncra--(a) (1)
Petition to Board of Tax Appeals. If In the
case of any taxpayer, the CommissIoner de-
termines that there Is a deficiency in respect
of the tax imposed by this chapter, the
Commissioner Is authorized to rend notice of
such deficiency to the taxpayer by registered
mall. Within ninety days after such notice
is mailed (not counting Saturday, Sunday,
or a legal holiday in the District of Columbia
as the ninetieth day), the taxpayer may M11e
a petition with the Board of Tax Appeals for
a redetermination of the deficiency. No
assessment of a deficiency In rcspect of the
tax Imposed by this chapter and no distraint
or proceeding In court for Its collection shall
be made, begun, or prozecuted until such
notice has been mailed to the taxpayer, nor
until the expiration of such ninety-day
period, nor, if a petition has been Ilied with
the Board, until the decision of the Board
has become final Notwithstanding the pro-
visions of section 3653 (a) the mak-ing of
such assessment or the beginning of ouch
proceeding or distraint during the time ouch
prohibition is In force may b enjoined by
a proceeding In the proper court. In the
case of a joint return flied by husband and
wife such notice of deficiency may be a single
joint notice, except that It the Commlsioner
has been notified by either spouze that
separate residences have been established,
then, In lieu of the single joint notice, dupli-
cate originals of the joint notice must bo
sent by registered mall to each spoure at' -h
last known address. If the notice Is ad-
dressed to a person outside the States of the
Union and the District of Columbia, the
period specified In this paragraph shall be
one hundred and fifty days in Ueu of ninety
days.

(2) Cross references. For exceptions to the
restrictions Imposed by this subsection, see--

Subsection (d) of this section, relating to
waivers by the taxpayer;

Subsection (f) of this rection, relating to
notifications of mathematical errors appear-
Ing upon the face of the return;

Section 273, relating to jeopardy asess-
ments;

Section 274, relating to bankruptcy and
receiverships; and

Section 1145, relating to assesment or
collection of the amount of the deficiency
determined by the Board pending court
review.
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(b) Collection of deflciency found by
Beard. If the taxpayer files a petition with
the Board, the entire amount redetermined
as the deficiency by the decison of the Board
which ha" become final shall be asse=ed and
shall be paid upon notice and demand from
the collector. No part of the amount deter-
mined as a deficiency by the CommlsJoner
but disallowed as such by the dec!izzon f the
Board which ban bh-c-ome final shall be as-
rcsd or be collected by distraint or by pro-
cecdlng in court with or without a-ssement.

(c) Failure to file Vatition. If the tax-
payer does not file a petition with the Board
within the time preccribed in subszelon (a)
of thL rection, the deficiency, notice of which
has been malied to the taxpayer, shall be
asessed, and shall be paid upon notice and
demand from the collector.

(d) Wafrer of restrictions. The taxpayer
shall at any time have the right, by a signed
notice In writing filed with the Commis-
sioner, to waive the restrictions provided In
subsection (a) of this section on the ae-
ment and collection of the whole or any part
of the deficiency.

(e) Increasc of deflc ency, after notice
nailed. The Board shall have jursdiction to

redetermine the correct amount of the de-
Ilelency oven if the amount so redetermined
Is greater than the amount of the deficlency.
notice of which has been mailed to the tax-
payer, and to determine whether any penalty,
additional amount or addition to the tax
should be e cd-If claim therefor is as-
serted by the Commisioner at or before the
bearing or a rehearing.

(f) Further deficiency letters tretricted.
If the CommLsoner has mailed to the tax-
payer notice of a deficiency as provided In
subsection (a) of this cection, and the tax-
payer fles a petition with the Board wirtin
the time prescrlbed In such subsection, the
Cormissoner shall have no right to deter-
mine any additional deficiency In respect of
the cme taxable year, except In the case of
fraud, and except as provided In subscation
(a) of this section, relating to asertlon of
greater defclencie3 before the Board, or In
section 273 (c), relating to the mqaing of
jeopardy a.sezments. If the taxpayer Is
notified that, on account of a mathematical
error appearing upon the face of the return,
an amount of tax in excess of that shown
upon the return Is due, and that an ass-s-
mact of the tax has been or wil be made on
the bas s of what would have been the correct
amount of tax but for the mathematical
error, ouch notice shall not be considered (for
the purpocs of this ubsectlon. or of sub-
section (a) of this section, prohibiting azes-
ment and collection until notice of deficiency
ha been mailed, or of section 322 (c), pro-
hibiting credits or refunds after petition to
the Board of Tax Appeals) as a notice of a
deficiency, and the taxpayer shall have no
right to 111e a petition with the Board based
on such notice, nor shall such a =sment or
collection be prohibited by the provizions; of
subecztion (a) of this ccction.

(g) Jurisdiction over other taxable year.
The Board In redetermining a deficiency In
rezpect of any taxable year shall consider
such facts with relation tothe taxes for other
taxable years as may ba nece=ary correctly
to redetermine the amount of such deficiency,
but in co doing shall have no jurisdictlonto
determine whether. or not the tax for any
other taxable year has ben overpaid or
underpaid.

(h) Final decisions of Board. For the
purpcs3 of this chapter the date on which a
decision of the Board becomes final shall be
determined according to the provisions of
setion 1140.

(1) Prorating of def4ifency to itsta Z-
mnnts. If the taxpayer he-- elected to pay
the tax In i ntallments and a defaiency has
been a=xeced, the deficiency shall be pro-
rated to the four Installments. Except as
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provided in section 273 (relating to jeopardy
assessments), that part of the deficiency so
prorated to any installment the date for
payment of which has not arrived, shall be
collected at the same time as and as part of
such Installment. That part of the deficiency
so prorated- to any installment the date for
payment of which 'has arrived, shall be paid
upon notice and demand from the collector.

(J) Extension of time for payment of de-
ficiencies. Where it Is shown to the satis-
faction of the Commissioner that the pay-
ment of a deficiency upon the date prescribed
for the payment thereof will result in undue
hardship to the taxpayer the Commissioner,
under regulations prescribed by the Com-
missioner, with the approval of the Secretary,
may grant an extension for the payment of
such deficiency for a period not in excess of
eighteen months, and, In exceptional cases,
for a further period not in excess of twelve
months. If an extension is granted, the
Commissioner may require the taxpayer to
furnish a bond in such amount, not exceed-
Ing double the amount of the deficiency, and
with such sureties, as the Commissioner
deems necessary, conditioned upon the pay-
ment of the deficiency in accordance with
the terms of the extension. No extension
-shall be granted If the deficiency is due to
negligence, to intentional disregard of rules
and regulations, or to fraud with intent to
evade tax.

(k) Address for notice of deficzency. In the
absence of notice to the Commissioner under
section 312 (a) of the existence of a fidu-
ciary relationship, notice of a deficiency in
respect of a tax imposed by this chapter, if
mailed to the taxpayer at his last knowi
address, shall be sufficient for the purposes
of this chalter even if such taxpayer is de-
ceased, or is under a legal disability, or, in
the case of a corporation, has terminated its
existence.

[See. 272 as amended by see. 168 (a), Rev.
Act*1942; see. 203, Pub. Law 291 (79th Cong.) ]

§ 39.272-1 Assessment of a deficzency.
(a) If the Commissioner determines that
there is a deficiency in respect of the in-
come tax imposed by chapter 1 (see sec-
tions 57 and 271) the Commissioner is
authorized to notify the taxpayer of the
deficiency by registered mail. If a joint
return has been filed by husband and
wife the Commissioner may unless he
has been notified by either spouse that a
separate residence has been established,
send either a oint or separate notice of
deficiency. If, however, the Commis-
sioner has been so notified, a separate
notice of deficiency, that is, a duplicate
original of the joint notice, must be sent
by registered mail to each spouse at his
or her last known address. The notice to
the Commissioner provided for in sec-
tion 272 (a) relating to separate resi-
dences, should be addressed to the Com-
missioner of Internal Revenue,
Washington 25, D. C., attention Audit
Services Branch, Audit Division. Within
90 days after notice of the deficiency is
mailed (or within 150 days after mailing
in the case of such a notice addressed to
a person outside the States of the Union
and the District of Columbia)~ as pro-
vided in section 272 (a) a petition may
be filed with the Tax Court of the United
States for a redetermination of the defi-
ciency. In determining such 90-day or
150-day period, Saturday, Sunday, or a
legal holiday in the District of Columbia
is not to be counted as the 90th or 150th
day. Except as stated in paragraphs

§ 39.272-1

(b) (c) (d) (e) and (f) of this section,
no assessment of a deficiency in respect
of a tax imposed by chapter 1 shall be
made until such notice has been mailed
to the taxpayer, nor until the expiration
of such 90-day or 150-day period, nor, if
a petition has been filed with the Tax
Court, until the decision of the Tax Court
has become final. As to the date on
which a decision of the Tax Court
becomes final, see section 1140.

(b) If a taxpayer is notified of an ad-
ditional amount of tax due on account
of a mathematical error appearing upon
the face of the return, such notice
is not to be considered as a notice of
deficiency, and the taxpayer has no right
to file apetition with the Tax Court upon
the basis of such notice, nor is the assess-
ment of such additional tax prohibited
by thd provisions of section 272 (a)

(c) If the Commissioner believes that
the assessment or collection of a defi-
ciency will be jeopardized by delay,
such deficiency shall be assessed imme-
diately, as provided in section 273. See
§ 39.273-1.

(d) Upon the adjudication of bank-
ruptcy of any taxpayer or the appoint-
ment of a receiver for any taxpayer in
any receivership proceeding before any
court of the United States or of any
State or Territory or of the District of
Columbia, any deficiency determined by
the Commissioner in respect of the tax
shall be assessed immediately, irrespec-
tive of the provisions of section 272 (a)
if such deficiency has not been assessed
in accordance with law prior to the ad-
judication of bankruptcy or the appoint-
ment of a receiver. See sections 274
and 298 and §§,39.274-1 and 39.274-2.

(e) (1) If the Tax Court renders a
decision and determines that there is a
deficiency and, if the taxpayer duly files
a petition for review of the decision by a
United States Court of Appeals, the filing
of the petition will not operate as a stay
of the assessment of any portion of the
deficiency determined by the Tax Court
unless he has filed a bond with the Tax
Court as provided in section 1145. If in
such a case the necessary bond has not
been filed by the taxpayer on or before
the time his petition for review is filed,
the amount determined by the Tax Court
as the deficiency will be assessed immedi-
ately after the filing of such petition.

(2) If the Commissioner files a peti-
tion for review and (i) if the taxpayer
has not filed a petition for review within
three months after the decision of the
Tax Court is rendered, or ii) if such
petition has been filed by the taxpayer,
but the necessary bond referred to in sec-
tion 1145 has not been filed with the Tax
Court on or before the time his petition
for review is filed, the amount determined
by the Tax Court as the deficiency will
be assessed in the case of (i), immediately
after the expiration of the 3-month
period, and in the case of (ii) imiedi-
ately after the filing of the petition for
review by the taxpayer.

(f) The taxpayer may at any time by
a signed notice in writing filed with the
Commissioner waive the restrictions on
the assessment of the whole or any part
of the deficiency. The notice must in

all cases be filed with the Commissioner.
The filing of such notice with the Tax
Court does not constitute filing with
the Commissioner within the meaning of
the Internal Revenue Code. After such
waiver has been acted upon by the Com-
missioner and the assessment has been
made In accordance with its terms, the
waiver cannot be withdrawn.

(g) If a petition Is filed with the Tax
Court, the taxpayer should notify the
Commissioner that the petition has been
filed, in order to prevent an assessment
by the Commissioner of the amount de-
termined to be the deficiency. If no
petition Is filed with the Tax Court within
the period prescribed, the Commissioner
shall assess the amount determined by
him as the deficiency and of which he
has notified the taxpayer by registered
mail. In such case the Commissioner
will not be precluded from determiningi
a further deficiency and notifying the
taxpayer thereof by registered mail.
Where a petition Is filed with the Tax
Court, the entire amount redetermined
as the deficiency by the decision of the'
Tax Court which has become finalshall
be. assessed by the Commissioner. If tho
Commissioner mails to the taxpayer
notice of a deficiency, and the taxpayer
files a petition with the Tax Court within
the prescribed period, the Commissioner
is barred from determining any addl-
tional deficiency for the same taxable
year except in the case of fraud and
except as provided in section 272 (),
relating to the assertion of greater de-
ficiencies before the Tax Court, or in
section 273, relating to jeopardy assess-
ments.

§ 39.272-2 Collection of ai defleency.
Where a' deficiency as redetermined by
a decision of the Tax Court which has
become final is assessed, or where the
taxpayer has not filed a petition and the
deficiency as determined by the Com-
missioner has been assessed, the unpaid
portion of the amount so assessed shall
be paid upon notice and demand from
the district director of internal revenue,
As to cases coming within the provisions
of paragraphs (c), (d), and (e) of
§ 39.272-1, see sections 273 (1), 298, and
1145. As to Interest on deficiencies, see
section 292.

§ 39.272-3 Extension of ime for vay.-
ment of a deficzency. (a) If it Is shown
to the satisfaction of the district director
(Commlsioner if before September 1,
1953) that the payment of a deficiency
upon the date or dates prescribed for the.
payment thereof will result in unduo
hardship to the taxpayer, the dlstrlo,
director or Commissioner may grant ah
extension of time for the payment of th a
deficiency or any part thereof for a perlo d
not in excess of 18 months, and in oxcep-
tional cases for a further period not It
excess of 12 months. The extension Will
not be granted upon a general statement
of hardship. The term "undue hard-
ship" means more than an inconvenience
to the taxpayer. It must appear tht
substantial financial loss, for example,
due to the sale of property at a sacrifice
price, will result to the taxpayer from
making payment of the deficiency at the
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due date. If a market exists, the sale of
property at the current market price is
not ordinarily considered as resulting in
an undue hardship. Section 272 (j)
provides that no extension will be
granted where the deficiency is due to
negligence or intentional disregard of
rules and regulations or to fraud with
intent to evade tax.

(b) An auplication for an extension of
time for the payment of a deficiency
should be made on Form 1127 and must
be accompanied or supported by evidence
showing the undue hardshiu that would
result to the taxpayer if the extension
were refused. The application must be
verified by a written declaration that it
is made under the penalties of perjury.
A statement of assets and liabilities of
the taxpayer and an itemized statement
showing all receipts and disbursements
for each of the three months innmei-
ately preceding the month in which falls
the date prescribed for the paymnnt of
the deficiency are required and should
accompany the application. The appli-
cation, with the evidence, must be filed
with the district director of internal rev-
-enue. An application for an extension
of time for the payment of a deficiency
will not be considered unless request
therefor is made to the district director
of internal revenue on or before the date
prescribed for payment thereof, as shown
by the notice and demand from the
district director of internal revenue or on
or before the date or dates prescribed for
payment in any prior extension granted.

(c) As a condition to the granting of
such an extension, the Commissioner
(after August 31, 1953, the district direc-
tor) will usually require the taxpayer to
furnish a bond on Form 1127B in an
amount not exceeding double the amount
of the deficiency or to furnish other se-
curity satisfactory to the Commissioner
for the payment of the liability on or be-
fore the date or dates prescribed for pay-
ment in the extension, so that the risk of
loss to the Government will not be
greater at the end of the extension period
than it was at the beginning of the
period. If a bond is required, it shall be
conditioned upon the payment of the de-
ficiency, interest, and additional amounts
assessed in connection therewith in ac-
cordance with the terms of the extension
granted, and shall be executed by a
surety company holding a certificate of
authority from the Secretary of the
Treasury as an acceptable surety on Fed-
eral bonds, and shall be subject to the
approval of the Commissioner. In lieu

?of such a bond, the taxpayer may file a
bond secured by deposit of bonds or notes

(of the United States as provided in 6
U. S. C. 15. The amount of the de-

Ificiency and additions thereto shall be
paid on or before the expiration of the
,period of the extension without the
necessity of notice and demand from the

trict director of internal revenue.
Payment of the deficiency and additions
thereto before the expiration of the ex-
tension will not relieve the taxpayer
from paying the entire amount of in-
trrest provided for in the extension. See
section 296.

FEDERAL REGISTER

§ 39.273 Statutory Vrovsfon; assess-
ment and colection of ceflclcnels; jeop-
ardy assessments.

Sry. 273. Jeopardy asscssmcnt-(a) Au-
thority for making. If the Commtsloner
believes that the assessment or collection of
a deficiency will b jeoparded by delay, he
shall immediately ases such deficiency (to-
gether with all interest, additional amounts,
or additions to the tax provided for by law)
and notice and demand shall be made by the
collector for the payment thereof.

(b) Deflcicncy letters. If the Jeopardy
assessment is made before any notice in
respect of the tax to which the jeopardy
assessment relates has been mailed under
section 272 (a), then the Commisloner shall
mail a notice under such subsectlon within
sLxty days after the makYng of the ass's-
ment.

(c) Amount assessable before decision of
Board. The jeopardy a=esment may be
made in respect of a deficiency greater or less
than that notice of which ha been mailed
to the taxpayer, despite the provisions of
section 272- (f) prohibiting the determina-
tion of additional deficiencies, and whether
or not the taxpayer has theretofore filed a
petition with the Board of Tax Appeals. The
Commissioner may, at any time before the
decision of the Board is rendered, abate such
assaLement, or any unpaid portion thereof.
to the extent that he believes the aesment
to be exces'ive in amount. The Commis-
sioner shall notify the Board of the amount
of such a-ssement, or abatement, If the.
petition Is filed with the Board before the
making of the assesment or Is ubsequently
filed, and the Board shall have Juricdiction
to redetermine the entire amount of the
deficiency and of all amounts ess-essd at the
same time in connection therewith.

(d) Amount assessable after decision of
Board. If the Jeopardy asscesment is made
after the decision of the Board Is rendered
such assessment may be made only in rcpect
of the deficiency determined by the Board in
its decision.

(e) Expiration of right to assess. A jeop-
ardy aszezsment may not be made after the
decision of the Board has become final or
after the taxpayer has filed a petition for
review of the decision of the Board.

(f) Bond to stay colcction. When a jeop-
ardy assessment has been made the tax-
payer, within 10 days after notice and de-
mand from the collector for the payment of
the amount of the azsesment, may obtain
a stay of collection of the whole or any part
of the amount of the assesment by filing
with the collector a bond in such amount, not
exceeding double the amount as to which the
stay s desired, and with such surcties, as the
collector deems necesary, conditioned upon
the payment of so much of the amount, the
collection of which Is stayed by the bond, as
Is not abated by a decision of the Board
which has become final, together with Inter-
est thereon as provided in cection 2T07. If any
portion of the jeopardy asessment is abated
by the Commissioner before the declslon of
the Board Is rendered, the bond shall, at the
request of the taxpayer, be proportionately
reduced.

(g) Same; further conditions. Ifthebond
s given before the taxpayer has filed hbs peti-

tion with the Board under section 272 (a),
the bond shall contain a further condition
that if a petition Is not filed within the period
provided in such subsection, then the
amount the collection of which is stayed by
the bond will be paid on notice and demand
at any time after the expiration of such
period, together with interest thereon at the
rate of 6 per centum per annum from the
date of the jeopardy notice and demand to
the date of notice and demand under thi
subsection.

(M) Walrcr of stay. Upon the filing of the
bond the collection of so much of the amount
a=c=cea as 13 covered by the bond shall be
stayed. The taxnayer shall have the riht to
waive such stay at any time In re-pect of the
whole or any part of the amount covered by
the bond, and if az a result of such wavar
any part of the amount covered by the bond
Is paid. then the bond shall, at tha rcqu-st
of the taxpayer, be proportionately reduc.d.
If the Board detmmines that the amount as-
rced Is greater then the amount which
should have been asesed, then rhen the
decision of the Board I- rendered the bond
shall, at the request of the taxpayer, Te pro-
portlonat2ly reduced.

(1) Collection of unVafd amountg. When
the petition has been filed with the Eo=d
and when the amount which should h:e
been assessed ha been determined by a de-
csl on of the Board which has become fin.
then any unpaid portion, the collection of
which "n' be-n stayed by the bond, sball ba
collected as part of the tax upon notice and
demand from the collector, and any remain-
Ing portion of the asessment shall be
abated. If the amount already collected ex-
cntds the amount determined as the amount
which should have been asTzeacd. such excezs
shallb credited or refunded to the taxpayer
as provided in sectlon 322, without the filin3
of claim therefor. If the amount determined
as the amount which should have been z-
reasd Ls greater than the amount actually
assessed, then the difference shall he assd
and shall be collected as part of the tax: upon
notice and demand from the collector.

(J) Claim.? in abatement- No clam in
abatement shall b filed in respcct of any as-
&e-sment In respect of any tax Imposed by
this chapter.

§ 39.273-1 Jeopardj assesments.
(a) If the Commissioner believes that
the asscsment or collection of a defi-
cency will be jeopardized by delay, he
Is required to ascess such deficiency im-
mediately, together with the interest and
other additional amounts provided by
law. If a deficiency is assessed on ac-
count of jeopardy after the decision of
The Tax Court of the United States is
rendered, the jeopardy asse-ssment may
be made only with respect to the defi-
ciency determined by The Tax Court.
The Commissioner is prohibited from
making a jeopardy assessment after a
decision of The Tax Court has become
final (see section 1140) or after the tax-
payer has filed a petition for review of
the decision of The Tax Court.

(b) If notice of a deficiency was mailed
to the taxpayer (see section 272 (a)) be-
fore It was discovered that delay would
jeopardize the assessment or collection
of the tax, a Jeopardy asez ment may
be made in an amount greater or less
than that included in the deficiency
notice. On the other hand If the ass----
ment on account of Jeopardy was made
without mailing the notice required by
section 272 (a) the Commissioner must
within 60 days after the making of the
assensment send the taxpayer notice of
the deficiency by registered mail. The
taxpayer may file a petition with The
Tax Court for a redetermination of the
amount of the deficiency within 90 days
after such notice Is mailed (or Tithin
150 days after mailing in the case of
such a notice addressed to a person out-
side the States of the Union and the
District of Columbia) not counting

§ 39.273-1
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Saturday Sunday, or a legal holiday in
the District of Columbia as the 90th
or 150th day. The Commissioner may,
at any time before the decision of
The Tax Court is rendered, abate such
assessment, or any unpaid portion
thereof, to the extent that he believes
the assessment to be excessive in
amount. If the petition of the tax-
payer is filed with The Tax Court, either
before or after the making of the jeop-
ardy assessment, the Commissioner is
required to notify The Tax Court of such
assessment or abatement, and The Tax
Court has jurisdiction to redetermine the
amount of the deficiency together with
all other amounts assessed at the same
time in connection therewith. (See sec-
tion 273 c).)

(c) After a jeopardy assessment has
been made, the list showing such assess-
ment will be immediately transmitted
to the district director of internal rev-
enue. Upon receipt of the list contain-
ing the assessment, the district director
of internal revenue is required to send
notice and demand to the taxpayer for
the amount of the jeopardy assessment.
Regardless of whether the taxpayer has
filed a petition with The Tax Court, he
is required to make payment of the
amount of such assessment (to the ex-
tent that it has not been abated) within
10 days after the sending of notice and
.emand by the district director of in-
ternal revenue, unless before the expira-
tion of such 10-day period he files with
the district director of internal revenue
a bond on Form 1129 of the character
hereinafter prescribed. The bond must
be in such amount, not exceeding double
the amount for which the stay is de-
sired, as the district director of internal
revenue deems necessary and must be
executed by sureties satisfactory to the
district director of internal revenue.
It must be conditioned upon the pay-
ment of so much of the amount included
therein as is not abated by a decision
of The Tax Court which has become
final, together with the interest on
such amount provided for in section
297. If the bond is'given before the
taxpayer has filed his petition with
The Tax Court, it must contain a further
condition that if a petition is not filed
before the expiration'of the 90-day or
150-day period provided for the filing of
such petition, the amount stayed by the
bond will be paid upon notice and de-
mand at any time after the expiration
of such period, together with interest
thereon at the rate of 6 percent per an-
num from the date of the jeopardy notice
and demand to the date of the notice and
demand made after the expiration of the
90-day or 150-day period. If a petition
is not filed with The Tax Court within
the 90-day or 150-day period, the district
director of internal revenue will be so ad-
vised, and, if collection of the deficiency
has been stayed by the filing of a bond
within 10 days after the date of jeopardy
notice and demand, he should then give
notice and make demand for payment of
the amount assessed plus interest. Any
bond filed after the expiration of 10 days
from the date of the jeopardy notice
and demand is not such a bond as is con-

templated by section 273 (f) and, while
the district director of internal revenue
may in his discretion accept the bond and
stay collection of the deficiency, the tax-
payer will not be relieved from payment
of interest on the amount of the de-
ficiency at the rate of 6 percent per
annum from the date of the jeopardy
notice and demand to the date of pay-
ment.

(d) Upon the filing of a bond of the
character described within 10 days after
the date of notice and demand for pay-
ment of the amount assessed, the collec-
tion of so much thereof as is covered by
the bond will be stayed. The taxpayer
may at any time waive the stay of col-
lection of the whole or any part of the
amount covered by the bond. If as a
result of such waiver any part of the
amount covered by the bond is paid, or
if any portion of the jeopardy assessment
is abated by the Commissioner before the
decision of The Tax Court is rendered,
then the bond shall at the request of the
taxpayer be proportionately reduced. If
The Tax Court determines that the
amount assessed is greater than the cor-
rect amount of the tax, the bond will also
be proportionately reduced at the request
of the taxpayer after The Tax Court
renders its decision.

(e) After The Tax Court has rendered
its decision and such decision has become
final, the district director of internal rev-
enue will be notified of the action taken.
The district director of internal revenue
will then send notice and demand for
the unpaid portion of the amount deter-

med by The Tax Court, the collection
of which has been stayed by the bond.
The district director of internal revenue
is required to include in the notice and
demand for the unpaid portion, interest
at the rate of 6 percent per annum from
the date of the jeopardy notice and de-
mand to the date, of the notice and de-
mand referred to in this paragraph. If
the amount of the jeopardy assessment
is less than the amount determined by
The Tax Court, the difference, together
with interest as provided in section
292, will be assessed, and collected as
part of the, tax upon notice and de-
mand from the district director of
internal revenue. If the amount in-
cluded in the notice and demand made
after the decision of The Tax Court is
not paid within 10 days after such notice
and demand, there shall be collected as
part of the" tax, interest as provided in
section 294 (b) If the amount of the
jeopardy assessment is in excess of the
amount determined by The Tax Court,
the unpaid portion of such excess will be
abated. If any part of the excess amount
has been paid, it will be credited or
refunded to the taxpayer as provided in
section 322.

Cf) As to bankruptcy proceedings for
the relief of debtors and receivership
proceedings, see sections 274 and 298 and
§§ 39.274-1 and 39.274-2.

§ 39.274 ,Statutory promszons; assess-
ment and collection of deficzenczes;
bankruptcy and recezverships.

Sw. 274. Bankruptcy and recezverships-
(a) Immediate assessment. Upon the ad-
judication of bankruptcy of any taxpayer

in any bankruptcy proceeding or the np-
pointment of a receiver for any taxpayer
in any receivership proceeding before any
court of the United States or of any State
or Territory or of the District of Columbia,
any deficiency (together with all interest, ad-
ditional amounts, or additions to the tax pro-
vided for by law) determined by the Com-
missioner in respect of a tax imposed by
this chapter upon such taxpayer shall, despite
the restrictions imposed by section 272 (a)
upon assessments be Immediately assessed
if such deficiency has not theretofore boon
assessed in accordance with law. In such
cases the trustee In bankruptcy or receiver
shall give notice in writing to the Commis-
sioner of the adjudication of bankruptcy or
the appointment of the receiver, and the
running of the statute of limitations on the I
making of assessments shall be suspended
for the period from the date of adjudication
in bankruptcy or the appointment of the
receiver to a date 30 days after the date
upon which the notice from the trustee
or'receiver is received by the Commissionerl
but the suspension under this sentence shall
in no case be for a period in excess of two
years. Claims for the deficiency and such
interest, additional amounts and additions
to the tax may be presented, for adjudication
in accordance with law, to the court before
which the bankruptcy or receivership pro-
ceeding is pending, despite the pendoney of
proceedings for the redetermination of the
deficiency in pursuance of a petition to the
Board; but no petition for any such rede-
termination shall be filed with the Board
after the %djudlcation of bankruptcy or the
appointment of the receiver.

(b) Unpafd claims. Any portion of the
claim allowed In such bankruptcy or recelver-
ship proceeding which is unpaid shall be
paid by the taxpayer upon notice and de-
mand from the collector after the tormina-
tion of such proceeding, and may be collected
by distraint or proceeding in court within
6 years after termination of such proceeding,
Extensions of time for such payment may
be had in the same manner and subject to
the same provisions and limitations as are
provided in section 272 (j) and section 290
in the case of a deficiency in a tax imposed
by this chapter.

§ 39.274-1 Bankruptcy and recever.
ship proceedings. (a) During a bank-
ruptey proceeding, or an equity receiver-
ship proceeding in either a Federal or a
State court, the assets of the taxpayer
are in general under the control of the
court In which such proceeding is pond-
ing, and the collection of taxes cannot
be made by distraining upon such assets,
However, any assets which under ap-
plicable provisions of law are not under
the control of the court may be subject
to distraint.

(b) As used In this section and
§ 39.274-2, the term "bankruptcy pro-
ceeding" includes proceedings under
Chapters I to VII of the Bankruptcy Act
(11 U. S. C. cc. I-V1I) or under sections
75 or 77, or Chapters X-XIII of such act;
and the term "adjudication of bank-'
ruptcy" includes, In addition to an ad-
judication In a proceeding under Chap-
ters I to VII, the approval of a petition
as properly filed under section 77 or
Chapter X by a court of competent juris-
diction or the filing of a petition under
section 75 or Chapters = to XIII with al
court of competent jurisdiction.

c) A trustee In bankruptcy (inolud
Ing a trustee, receiver, debtor In posses]
sion, or other person designated as in
control of the assets of a debtor In any,

§ 39.274

HeinOnline -- 18 Fed. Reg. 6100 1953



Saturday, September 26, 1953

bankruptcy proceeding by order of the
.court n which such proceeding is pend-
ing) or a receiver m any receivership
proceeding is required to give notice in
writing to the Commissioner of Internal
Revenue, Washnon 25, D. C., of the
adjudication of bankruptcy or the ap-
pointment of a receiver.

(d) District directors of internal rev-
enue should, promptly after notice of
outstanding liability against a taxpayer
m any bankruptcy or receivership pro-
ceeding, and in any event within the
time limited by the appropriate pro-
visions of the Bankruptcy Act, and
'the orders of the court in winch such
proceeding is pending, file claim covering
such liability in the court in which such
proceeding is pending. Such c I a 1 in
should be filed whether the unpaid taxes
involved have been assessed or not, ex-
cept in cases where the departmental
instructions direct otherwise; for ex-
ample, where the payment of the taxes 1z
secured by a sufficient bond. At the

-same time claim is med with the bank-
ruptcy or receivership court, the district
director of internal revenue will send
notice and demand for payment to the
taxpayer together with a copy of such
claim.

(e) Under section 3466 of the Revised
Statutes and section 3467 of the Revised
Statutes, as amended, and section 64 of
the Bankruptcy Act, taxes are en-
titled to the priority over other claims
therein stated and the trustee, receiver,
debtor in possession, or other person
designated as in control of the assets of
the debtor by the court in which the
bankruptcy or receivership proceeding is
pending, may be held personally liable
for failure on his part to protect the
priority of the Government respecting
taxes of which he has notice. Sections
75 (1 77 (e), 199, 337 (2) 455, and 659
(6) of the Bankruptcy Act (11 U. S. C.
203 (1), 205 (e) 599, 737 (2) 855, and
1059 (6)) also contain provisions with
respect to the rights of the United States
relative to priority of payment. Bank-
ruptcy courts have jurisdiction under
the Bankruptcy Act to determine all
disputes regarding the amount and
validity of taxes of a bankrupt or
of a debtor in a proceeding under
the Bankruptcy Act. A bankruptcy or
receivership proceeding does not dis-
charge any portion of a claim of the
United States for taxes except in the case
of a proceeding under Chapter X of the
Bankruptcy Act, and except to the extent
which may be provided in a plan or ar-
rangement duly effectuated in a, bank-
ruptcy proceeding. Any portion of a
claim of the United States for taxes
which has been allowed by the court
in which the lankruptcy or receivership
proceeding is pending and which remains
unsatisfied after the termination of the
bankruptcy or receivership proceeding
shall be collected with interest as pro-
vided in section 298.

§ 39.274-2 Immediate assessments i
bankruptcy and reeezvershp cases.
(a) If the Commissioner has determined
that a deficiency is due in respect of in-
come tax and the taxpayer has filed a
petition with The Tax Court of the
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United States prior to the adjudication
of bankruptcy or the appointment of a
receiver, the trustee, receiver, debtor in
possession, or other person designated
as in control of the assets of the debtor
by the court in which the bankruptcy or
receivership proceeding is pending, may
prosecute the taxpayer's appeal before
the The Tax Court as to that particular
determination. No petition shall be filed
with The Tax Court for a redetermina-
tion of the deficiency after the adjudi-
cation of bankruptcy or the appoint-
ment of a receiver.

(b) Claim for the amount of a defi-
ciency, even though pending before
The Tax Court for consideration, may
be filed with the court in which the
bankruptcy or receivership proceeding Is
pending without awaiting final decision
of The Tax Court. In case of final de-
cision of The Tax Court before the ter-
ruination of the bankruptcy or receiver-
ship proceeding, a copy of The Tax
Court's decision may be filed by the
Commissioner with the court In which
such proceeding Is pending.

(c) While the Commissioner Is re-
quired by section 274 to make Immediate
assessment of any deficiency, such assess-
ment is not made as a jeopardy asess-
ment within the meaning of section 273.
and consequently the provisions of that
section do not apply to any assessment
made under section 274. Therefore, the
notice of the deficiency provided for In
section 273 (b) will not be mailed.
Although such notice will not be Issued,
nevertheless a letter will be sent to the
taxpayer, or to the trustee, receiver,
debtor in possession, or other person
designated by the court In which the
bankruptcy or receivership proceeding Is
pending as in control of the aszets of
the debtor, notifying him in detail how
the deficiency was computed, that he
may furnish evidence showing wherein
the deficiency is incorrect, and that upon
request he will be granted a hearing
with respect to such deficiency. If after
such evidence is submitted and hearing
held any adjustment appears necessary
in the deficiency, appropriate action will
be taken. A copy of the notification
letter will be attached to the assessment
list.

(d) If any portion of the claim
allowed by the court in a bankruptcy or
receivership proceeding remains unpaid
after the termination of such proceed-
ing, the district director of internal rev-
enue will send notice and demand for
payment thereof to the taxpayer. Such
unpaid portion with interest as provided
in section 298 may be collected.from the
taxpayer by distraint or proceeding in
court within six years after the termina-
tion of the bankruptcy or receivership
proceeding. Extensions of time for the
payment of such unpaid amount may be
granted in the same manner and subject
to the same provisions and limitations
as provided in sections 272 (j) and 297.
See § 39.272-3.

(e) This section deals only with im-
mediate assessments provided for In sec-
tion 274 and the procedure in connection
with such assessments.
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§ 39.275-277 Statutory provm-ons;
assessment and collection of deficzenczes;
Period of limitation; exceptions; suspm-
sion of running of Period of limitation.

Sr. 275. Period of limitation upon cc rzr-
ment and collection. Except as providld in
cection 276--

(a) General rule. The amount of Income
taxes lmporcd by this chapter chc!i be
a=r .d vwithin three years after thz return
wasfiled, and no proceeding in court with-out
arreament for the collection of such t=s
shall be begun after the explration of mah
period.

(b) Request for prompt a c.micnt. In
the ca-e of income received during the life-
time of a decedent, or by his e-tate during
the period of adminis-tratlon, or by a cor-
poration, the tax shall be ea zzed. and any
proceeding In court without rreo-smeat for
the collection of such tax s all be h.:un,
withln Cihteen months after ritten rcqust
therefor (flcd after the return Is madoj by
the executor, administrator, or other fiduci-
ary representing the e-tate of such decedent.
or by the corporation, but not after tha ex-
piration of three years after the return w.as
filed. This aubzection shall not apply in the
ca-a of a corporation unle--

(I) Such written requestnotifes the Cam-
missloner that the corporation contemplates
dlolution at or before the expiration of
such 18 months' palod; and

(2) The dissolution in In Co d faith begun
before the expiration of such IS months'
period: and

(3) The dizolution i- completed.
(c) Omcfion from gro= Income. If the

taxpayer omlts from groza income an amount
properly includible therein which I- in e.cezs
of 25 pr centum of the amount of grzos in-
come stated In the return. the tax may be
acced, or a proceeding in court for the
collection of such tax may be b gun without
asse:sment, at any time within 5 years after
the return was flied.

(d) Com-tructirc dirtd'enfd. If the tax-
payer omlts from gross Income an amount
properly includible therein-

(1) Foreign perzonal-holding comranrm.
Under tection 337 (b) (relating to the inclu-
rion in the grcs.s income of United States
shareholdem of their distributive shares of
the undistributed Supplement P net income
or a foreign perconal-holdin.- company); or

(2) Pemanal serrfce corporatiro. Under
section 392 (b) (relating to the inclusion In
the gross income of shareholders of their
distributive shares of undistributed Supple-
ment S net income of a personal service
corporation);
the tax may be a=ccesed, or a proceeding in
court for the collection of such t= may e
be-un without assessment, at any time
within caven years after the return =s filed.

(a) Distributions in lfqufdtio to Chare-
holders. If the taxpayer omits from grcZs
income an amount properly includible
therein under section 115 (c) a- an mou-t
dlstributzd In liquIdation of a corpation,
other than a foreign p=sonal holdLng com-
pany, the tax may he -aescd. or a pro-
cceding in court for the collection of such
tax may bo begun without -- csment, at
any time within four years after the return
was filed.

(f) For tha purposes of subsection- (a),
(b). (c), (d), and (e), a return fied tefore
the last day prescribed by law for the filing
thereof sil be consldered as flied on such
last day.

(g) Corporation and shareholfer. If a
corporation xole no return of the t im-
po=ed by this chanter, but each of the share-
holders includes in his return his dLtribu-
tire share of the net income of the corpor-
tlon, then the tax of the corpoation shall
ha se ed vwithin four years after the Izt,

§ 39.275-277
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date on which any such shareholder's return
was filed.

[See. 275 as amended by sec. 503, Second
Rev. Act 1940]

Sc. 276. Same; exceptions-(a) False re-
turn or no return. In the case of a false or
fraudulent return with intent to evade tax
or of a failure to file a return the tax may be
assessed, or a proceeding in court for the
collection of such tax may be begun without
assessment, at any time.

(b) Waiver Where before the expiration
of the time prescribed in section 275 for the
assessment of the tax, both the Commissioner
and the taxpayer have consented in writing
to its assessment after such time, the tax
may be assessed at any time prior to the
expiration of the period agreed upon. The
period so agreed upon may be extended by
subsequent agreements in writing made be-
fore the expiration of the period previously
agreed upon.

(c) Collection after assessment. Where
the assessment of any income tax imposed
by this chapter has been made within the
period of limitation properly applicable
thereto, such tax may be collected by dis-
traint or by a proceeding in court, but only
if begun (1) within six years after the assess-
ment of the tax, or (2) prior to the expiration
of any period for collection agreed upon in
writing by the Commissioner and the tax-
payer before the expiration of such six-year
period. The period so agreed upon may be
extended by subsequent agreements in writ-
ing made before the expiration of the period
previously agreed upon.

(d) Net operating loss carry-backs and
unused excess profits credit carry-backs. In
the case of a deficiency attributable to the
application to the taxpayer of a net oper-
ating loss carry-back or an unused excess
profits credit carry-back, including de-
ficiencies which may be assessed pursuant
to the provisions of section 3780 (b) or (c),
such deficiency may be assessed-

(1) * * * [Not applicable.]
(2) In case a return was not required

under subchapter E of chapter 2 for the
taxable year, of the -net operating loss or un-
used excess profits credit resulting in the
carry-back, at any time before the expira-
tion of the period within which (under
section 275 or 'subsection (a) or (b) of this
section) a deficiency (with respect to tax
imposed either by chapter 1 or by subchapter
A or B of chapter 2) for such taxable year
(whichever is the longer period) may be
assessed.

(e) Gain upon sale or exchange of res-
dence. In the case of a deficiency described
in section 112 (n) (7), such deficiency may
be assessed at any time prior to the expira-
tion of the time therein provided.

(f) Involuntary conversion. In the case
of a deficiency described in section 112 (f)
(3) (C) or (D), such deficiency may be
assessed at any time prior to the expiration
Df the time therein provided.

[Sec. 276 as amended by sec. 5 (e), Tax
Adjustment Act 1945; sec. 122 (f), Rev. Act
1945; sec. 318 (b) (5), Rev. Act 1951; sec. 1
(b), Pub. Law 251 (82d Cong.)]

Szec. 277. Suspension of runnzng of statute.
rhe running of the statute of limitations
provided in section 275 or 276 on the making
2f assessments and the beginning of distraint
)r a proceeding in court for collection, in re-
spect of any deficiency, shall (after the mail-
Ing of a notice under section 272 (a)) be
3uspended for the period during which the
,ommissioner is prohibited from making the
=essment or beginning distraint or a pro-

.eeding in court (and in any event, if a
?roceeding in respect of the deficiency is
slaced on the docket of the Board, until the
lecislon of the Board becomes final), and
.or sixty days thereafter.

39.275-1

§ 39.275-1 Perzod of limitation upon
assessment of tax. The amount of
income tax imposed by the Internal
Revenue Code must be assessed within
three years after the return was filed.
For the purposes of subsections (a) (b)
(c) d) and (e) of section 275, a return
filed before the last day prescribed by
law for the filing thereof shall be con-
sidered as filed on such last day. Excep-
tions to the period of limitation stated in
this section (other than those provided
for elsewhere in the Code) are as
follows:

(a) In the case of income received
during the lifetime of a' decedent or by
his estate during the period of adminis-
tration, or by a corporation contemplat-
ing dissolution, the tax shall be assessed
within 18 months after written request
therefor by the fiduciary or legal repre-
sentative of the estate of the decedent
or by the corporation, but not after the
expiration of three years after the return
was filed. The effect of this provision
is to limit the period in which the Com-
missioner may assess the tax in such
cases to a period of 18 months from the
date the request is filed, even though
more than 18 months still remain of the
regular 3-year period in which the as-
sessment may under .ordinary circum-
stances be made. The request, in order
to be effective, must be made after the
return is filed and must be in such lan-
guage as to make it clear to the Commis-
sioner that it is desired to take advantage
of the provisions of section 275 (b) In
the case of a corporation the 18-month
period of limitation shall not apply
unless-

(l) The written request notifies the
Commissioner that the corporation con-
templates dissolution at or before the
expiration of such period,

(2) The dissolution is in good faith
begun before the expiration of such
period, and

(3) The dissolution so begun is com-
pleted either before or after the expira-
tion of such 18-month period.
Such a request does not have the effect
of extending the regular period of limi-
tation even though the request is made
less than 18 months before the expira-
tion of the regular period of limitation.

(b) If a corporation makes no income
tax return under the Internal Revenue
Code, but each of the shareholders in-
cludes in his personal return his dis-
tributive share of the net income of the
corporation, the tax of the corporation
shall be assessed within four years after
the last date on which any such share-
holder's return was filed.

(c) In the case of a false or fraudulent
return with intent to evade tax, the tax
may be assessed at any time after such
false or fraudulent return is filed.

(d) If there is omitted from the gross
income stated in the return an amount
properly includible therein which is in
excess of 25 percent of the gross income
so stated, the tax may be assessed at any
time within five years after the return
was filed.

(e) In the event the taxpayer fails to
file a return, the amount of tax due may
be assessed at any time after the date

prescribed for filing the return. But
see paragraph (b) of this section.

(f) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his
distributive share of the undistributed
Supplement P net Income of a foreign
personal holding company (see sections
331 to 340, Inclusive), or an amount
properly includible therein under sec-
tion 394 (b) as his distributive share of
the Supplement S net Income of a per-
sonal service corporation (see sections
391 to 396, Inclusive) the tax may be
assessed at any time within seven years
after the return was filed.

(g) If the taxpayer omits from gross
income an amount properly includible
therein under section 115 (c) as an
amount distributed In liquidation of a
corporation, other than a foreign per-
sonal holding company, the tax may be
assessed at any time within four years
after the return was filed.

(h) If before the expiration of the
time prescribed In section 275 for the
assessment of the tax the Commissioner
and the taxpayer have consented In
writing to the assessment of the tax after
such time, the tax may ce assessed at
any time prior to the expiration of the
period agreed upon. The period agreed
upon may be extended by subsequent
agreements in writing made before the
expiration of the period previously
agreed upon.

(i) If a notice of a deficiency has been
mailed to the taxpayer under the pro-
visions of section 272 (a) then the run-
ming of the statute of limitations on
assessment of any deficiency shall be
suspended for the period during which
the Commissioner is prohibited from
making the assessment (and in any
event, if a proceeding in respect of the
deficiency-is placed on the docket of The
Tax Court of the United States, until
the decision of The Tax Court becomes
final) and for 60 days thereafter. If
the Commissioner mails to a taxpayer
a notice of deficiency within the statu-
tory period of limitation and the tax-
payer does not appeal therefrom to The
Tax Court, the notice of deficiency so
given does not suspend the running of
the period of limitation on assessment
for the purpose. of any additional de-
ficiency shown to be due in a subsequent
deficiency notice.

(j) In a bankruptcy or receivership
proceeding the running of the statute of
limitations on the making of assessments
is suspended from the date of adjudica-
tion in bankruptcy or the date of the
appointment of a receiver, as the case
may be, to a date 30 days after the date
upon which the notice provided for In
section 274 (a) is received by the Com-
missioner in Washington, D. C., but in
no case shall the suspension be for a
period in excess of two years. See sec-
tion 274 (a) and §§ 39.274-1 and
39.274-2.

(k) A special period of limitation is
provided in section 276 (d) within which
a deficiency in any tax (including a de-
ficiency which may be assessed pursuant
to the provisions of section 3780 (b) or
(c) relating to tentative carry-back ad-
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iustments) which Is attributable to the
application to the taxpayer of a net
operating loss carry-back or an unused
excess profits credit carry-back, may be
assessed: The period within which such
a deficiency may be assessed depends,
in general, on the period within which
a deficiency may be assessed with respect
to the taxable year of the net operating
loss or the unused excess profits credit
which resulted in the carry-back A
deficiency in any tax attributable to the
application to the taxpayer of a net op-
erating loss carry-back or an unused
excess profits credit carry-back may be
assessed at any time prior to the expira-
tion of the period within which (under
the provisions of section 275 or 276 (a)
or (b) or section 503 which makes such
sections 275 and 276 (a) and (b) ap-
plicable to subchapter A of chapter 2)
a deficiency may be assessed with respect
to the same or any other tax imposed
by chapter I or subchapter A of chapter
2 for the taxable year of the net operat-
ing loss or the unused excess profits
credit which resulted in such carry-back.
A deficiency attributable to the applica-
tion to the taxpayer of the carry-back
thus may be-assessed at any time prior
to the expiration of whichever of the
following two periods, each period being
determined under the applicable provi-
sions of sections 275, 276 (a) and (b).
and 508, expires the latest:

(1) The period within which a de-
ficiency may be assessed with respect to
the tax imposed by chapter 1 for the
taxable year of the loss or unused credit
which resulted in the carry-back; or

(2) The period within which a de-
ficiency may be assessed with. respect to
the surtax on personal holding coan-
pames, imposed by subchapter A of
chapter 2, for the taxable year of the loss
or unused credit which resulted in the
carry-back.
if a corporation is not a personal hold-
ing company, as defined m section 501,
for the taxable year of the loss or unused
credit which resulted in the carry-back,
the period within which a deficiency may
be assessed with respect to the surtax on
personal holding companies for the tax-
able year of the loss or unused credit
shall be disregarded in determining the
period within which a deficiency at-
tributable to the application to the tax-
payer of a carry-back resulting from
such loss or unused credit, may be
assessed. It is immaterial whether the
deficiency is attributable to the applica-
tion to the taxpayer of a net operating
loss carry-back or an unused excess
profits credit carry-back or whether the
deficiency is in respect of the same tax
as that of the carry-back or in respect
of some other tax. It is likewise im-
material whether the tax, in respect of
which the deficiency resulting from the
application to the taxpayer of the carry-
back is to be assessed, is the same kind
of tax with respect to which a deficiency
might be assessed for the taxable year
of the loss or unused credit which re-
sulted in the carry-back. Thus, if a
deficiency for the calendar year 1952
with respect to the tax imposed by
chapter i is attributable to the appica-
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tion to the taxpayer of a net operating
loss carry-back from 1953, and if the
periods within which deficiencies with
respect to the taxes Imposed by chapter
1 and subchapter A of chapter 2 for 1953
expire respectively on March 15, 1957,
and September 15, 1957, the period
within which such deficiency, attribut-
able to the application to the taxpayer
of the net operating loss carry-back
from 1953, may be assessed with respect
to the tax imposed'by chapter I for 1952
will expire on September 15. 1957. A
deficiency attributable to the applica-
tion to the taxpayer of a carry-back
may result from an adjustment to a net
operating loss or an unused excess profits
credit, to the resulting carry-back, or
to the net operating loss deduction or
the unused excess profits credit adjust-
ment. A deficiency may be attributable
to the application to the taxpayer of a
carry-back even though the net operat-
ing loss or the unused excess profits
credit or the resulting carry-back, as
claimed by the taxpayer, is Identical in
amount with the actual loss or unused
credit or the resulting carry-back. For
example, if in computing a pet operating
loss deduction, the taxpayer fails to make
the adjustment required by section 122
(c) the resulting deficiency will be con-
sidered to be attributable to the appli-
cation to the taxpayer of any operating
loss carry-back which entered into the
computation of such net operating loss
deduction. If the period within which
a deficiency may be assessed under any
other applicable provisions of law is
longer than the period provided In sec-
tion 276 (d) a deficiency attributable
to the application to the taxpayer of such
carry-back may be assessed at any time
prior to the expiration of such longer
period.

(1) In the cae of a Joint return made
under section 51 (g). the period of limi-
tations shall not be less than one year
immediately after the date of the actual

ling of such return, computed without
regard to the provisions of section 51 (g)
(7)

(m) For the period of limitations for
assessing a deficiency attributable to an
award made pursuant to the order Issued
by the Interstate Commerce Commis-
sion onDecember 4,1950. under the Rail-
way Mail Pay Act of 1916. see § 29.275-1
of Regulations 111 (26 C. .-R., 1949 ed.,
Supps.).

(n) In the case of a deficiency de-
scribed in section 112 (n) (7), such
deficiency may be assessed at any time
before the expiration of the time therein
provided. See § 39.112 (n)-l.

(o) In the case of a deficiency de-
scribed in section 112 (f) (3) (C) or (D),
such deficiency may be assessed at any
time before the expiration of the time
therein provided. See § 39.112 (M)-i.

(p) With respect to the period of limi-
tation for assessing the amount of the
liability of a transferee of property, or
for assessing the amount of the liability
of a fiduciary under section 3467 of the
Revised Statutes, as amended (31 U. S. C.
192), see section 311.

(q) For the period of limitation for
assessing amounts determined under
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-ection 127 (c) (3) (relating to war loss
recoveries) or any deficiency attributable
to the basis of recovered property bani
determined under section 127 (d) (2)
zee section 121 (c) (5) and the reu--
tions thereunder.

§ 39.275-2 Period of lImtitatin trcn
collection of tax. (a) In the case of the
income taxes imposed by the Internal
Revenue Code, a proceeding in caurt
without asesment for the collecUon ef
such tax must be begun within three
years after the return was filed.

(b) The exceptions to the perid cf
limitation upon collection of the t=-
without aessment stated in paragraph
(a) of this section are as follows:

(1) In the case of income re evad
during the lifetime of a decedent or by
his estate during the period of adinis-
tration, or by a corporation, a proceed-
ing in court for the collection of the tax
w;ithout assssment must be begun rithin
18 months after a written request there-
for by the executor, administrator, or
other fiduciary representing the estate
of the decedent, or by the corparation,
but not after the expiration of three
years after the return was filed. Such
a request does not have the effect of ex-
tending the regular period of limitation
within which a proceeding in court with-
out assessment may be begun, even
though the request is made less than 18
months before the expiration of the reg-
ular period of limitation, nor is it of any
effect if made before the return is filed.
In the case of a corporation the condi-
tions stated n (1), (2) and (3) of pr-
graph (a) of § 39.275-1 also must be met

(2) A proee ing in court for the col-
lection of the tax without assessment
may be begun at any time-

(I) In case the taxpayer files a false
or fraudulent return with intent to
evade tax; or

(It) In case the taxpayer fails to file
a return.

(3) If there is omitted from the gross
income stated in the return an amount
properly includible therein which is in
excess of 25 percent of the gross income
so stated, a proceeding in court for the
collection of the tax may be begun
without assessment at any time within
five years after the return was filed.

(4) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his dis-
tributive share of the undistributed
Supplement P net income of a forei.n
personal holding company (sea sections
331 to 340, inclusive), oran amount prop-
erly includible therein under section 304
(b) as his distributive share of the Sup-
plement S net income of a personal
service corporation (see sections 331 to
396, inclusive), a prcceeding in court for
the collection of the tax may be begun
without assessment at any time within
seven years after the return was filed.

(5) If the taxpayer omits from gross
income an amount properly micludible
therein under section 115 Wc) as an
amount distributed in liquidation of a
corporation, other than a foreiga per-
conal holding company, a prcceeding in
court for the collection of the tax may
be begun without assessment at any

§ 39.275-2
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time within four years after the return
was filed.

(6) In the case of a joint return made
under section 51 (g) the period of lii-
tations shall not be less than one year
immediately after the date of the actual
filing of such return, computed without
regard to the provisions of section 51
(g) (7)

(c) In any case in which the tax has
been assessed within the statutory period
of limitation properly applicable thereto,
a proceeding in court or distraint for the
collection of such tax may be begun
within six years after the assessment
thereof, or prior to the expiration of any
period for collection agreed upon in writ-
ing by the Commissioner and the tax-
payer before the expiration of such
6-year period. The period so agreed
upon may be extended by subsequent
agreements in writing made before the
expiration of the period previously
agreed upon. In determining the run-
ning of the statute of limitations in
respect of distraint, the distraint shall
be held to have been begun, in the case
of personal property, on the date on
which the levy upon such property is
made, or, in the case of real property,
on the date on which notice of the time
and place of sale is given to the person
whose estate it is proposed to sell.

(d) If a notice of a deficiency has been
mailed to the taxpayer under the provi-
sions of section 272 (a) (see § 39.272-1)
then the running of the statute of limi-
tations on the beginning of distraint
after assessment, or on the beginning of
i proceeding in court after assessmeit
or without assessment, in respect of any
deficiency, shall be suspended for the
period during which the Commissioner
is prohibited from beginning such dis-
;ramt or proceeding in court (and in any
Bvent, if a proceeding in respect of the
leficiency is placed on the docket of The
rax Court of the United States, until
bhe decision of the Tax Court becomes
Inal) and for 60 days thereafter.

(e) With respect to the period of limi-
tation upon the collection of the tax on
.npaid claims in bankruptcy or receiver-
,hip proceedings, see section 274 (b) and

39.274-2.
"UPPLEMENT IT-INTEREST AND ADDITIONS

TO THE TAX

§ 39.291 Statutory prowszons; interest
znd additions to the tax; failure to file"eturx.

SEC. 291. Failure to file return. (a) In
se of any failure to make and file return

'equired by this chapter, within the time
rescrlbed by law or prescribed by the Com-

nissioner in pursuance of law, unless it is
liown that such failure is due to reasonable
ause and not due to willful neglect, there
hall be added to the tax: 5 per centum if
he failure is for not more than thirty days
vith an additional 5 per centum for each
Ldditional thirty days or fraction thereofLuring which such failure continues, not
'xceeding 25 per centum in the aggregate.
he amount so added to any tax shall be
ollected at the same time and in the same
aanner and as a part of the tax unless the
ax has been paid before the discovery of
he neglect, in which case the amount so
dded shall be collected in the same manner
s the tax. The amount added to the tax

39.291

under this section shall be In lieu of the 25
per centum addition to the tax provided
in section 3612 (d) (1).

[See. 291 as amended by see. 1,72 (f) (4),
Rev. Act 1942; sec. 6 (b) (7), Individual
Income Tax Act 1944]

§ 39.291-1 Addition to the tax in case
of failure to file return. (a) In case of
failure to make and file a return required
by chapter 1 within the prescribed time,
a certain percent of the amount of the
tax is added to the tax unless failure
to file the return within the prescribed
time is shown to the satisfaction of the
Commissioner to be due to reasonable
cause and not to willful neglect. The
amount to be added to the tax is 5 per-
cent if the failure is for not more than
30 days, with an additional 5 percent
for each additional 30 days or fraction
thereof during which failure continues,
not to exceed 25 percent in the aggregate.

(b) A taxpayer who wishes to avoid
the addition to the tax for delinquency
must make an affirmative showing of all
facts alleged as a reasonable cause for
failure to file the return on time in the
form of a written statement containing
a declaration that it is made under
penalties of perjury, which should be
filed with the district director of internal
revenue, who, unless otherwise directed
by the Commissioner, will forward the
statement to the Commissioner, and, if
the Commissioner determines that the
delinquency was due to a. reasonable
cause, and not to willful neglect, the
addition to the tax will not be assessed.
If the taxpayer exercised ordinary busi-
ness care and prudence and was never-
theless unable to file the return within
the prescribed time, then the delay is
due to a reasonable cause.

(c) If the addition to the tax for de-
linquency in filing the return has been
added, the amount so added shall be col-
lected in the same manner as the tax.

(d) For addition to the tax in case of
a deficiency due to fraud with intent to
evade tax, see section 293. As to the
making of returns for taxpayers by dis-
trict directors of internal revenue or the
Commissioner in the case of delinquency
in filing a return, or in the case of a false
or fraudulent return, see section 3612.

§ 39.292-294 Statutory promsions; zn-
ierest and additions to the tax; znter-
est on deliczenczes; additions to tax m
case of deflcency; additions to tax zn
case of nonpayment.

SEc. 292. Interest on deficienczes--(a)
GeneralT rule. Interest upon the-amount.de-
termined as a deficiency shall be assessed
at the same time as the deficiency, shall be
paid upon notice and demand from the col-
lector, and shall be collected as a part of
the tax, at the rate of 6 per centumn per
annum from the date prescribed for the
payment of the tax (or, if the tax is paid in
installments, from the date prescribed for
the payment of the first installment) to the
date the deficiency is assessed, or, in the case
of a waiver under section 272 (d), to the
thirtieth day after the filing of such waiver
or to the date the deficiency is assessed
whichever is the earlier. If any portion of
the deficiency assessed is not to be collected
by reason of a prior satisfaction, in whole or
In part, of the tax, proper adjustment shall
be made with respect to the interest on such
portion.

(b) Deficiency resulting frotm relief under
section 722. * * [Not applicable]

(c) Deficiency resulting front carry-balel
and related matters. If any part of a de-
ficlency is determined by the Commissioner
to be attributable (A) to a carry-back to
which an overpayment described in section
3771 (e), or a decrease determined under
section 3780 (b), in any other tax is at-
tributable, or (B) to an error In the amount
or effect of a carry-back which resulted in a
credit or refund of an overpayment with
interest computed pursuant to section 3771
(e), or in a decrease determined under sea-
tion 3780 (b), no interest shall be assessed
or paid under subsection (a) with respect
to such part of the deficiency for any period
during which Interest was not allowed with
respect to such overpayment or for a period
prior to the application of such decrease,

(d) With respect to any corporation en-
titled to receive payment for the transpor-
tation of United States mail, if an award
is retroactively received for the transporta-
tion of United States mail, and If such award
is required to be treated as income in the
year or years in which the mail was carried,
then, notwithstanding the provisions of sub-
section (a) of this section, no interest shall
be due, with respect to any period prior
to thirty days after such award is granted,
for tax deficiencies resulting from the in-
clusion of such additional mail payments
retroactively.

[Sec. 292 as amended by Pub. Law 201 (78th
Cong.); sec. 14 (c), Individual Income Tax
Act 1944; sec. 6 (a), Tax Adjustment Act
1945; sec. 611 (b), Rev. Act 19511

SEC. 293. Additions to the tax in case of
deficiency-(a) Negligence. If any part Of
any deficiency is due to negligence, or In-
tentional disregard 9f rules and regulations
but without Intent to defraud, 5 per centum
of the total amount of the deficiency (in
addition to such deficiency) shall be as-
sessed, collected, and paid in the same man-
ner as If it were a deficiency, except that the
provisions of section 272 (1), relating to the
prorating of a deficiency, and of section
292, relating to interest on deficiencies, shall
not be applicable.

(b) Fraud. If any part of any deficiency
Is due to fraud with intent to evade tax,
then 50 per centum of the total amount of
the deficiency (in addition to such defici-
ency) shall be so assessed, collected, and paid,
in lieu of the 50 per centum addition to the
tax provided in section 3612 (d) (2).

tEc. 294. Additions to the tax in case of
nonpayment-(a) Tax shown on return--(1)
General rule. Where the amount determined
by the taxpayer as the tax imposed by this
chapter, or any installment thereof, or any
part of such amount or installment, is not
paid on or before the date prescribed for Its
payment, there shall be collected as a part
of the tax, interest upon such unpaid
amount at the rate of 6 per centum per
annum from the date prescribed for its pay-
ment until it is paid.

(2) If extens:on granuted. Where an ex-
tension of time for payment of the amount
so determined as the tax by the taxpayer, oi
any installment thereof, has been granted,
and the amount the time for payment of
which has been extended, and the Interest
thereon determined under section 295, is not
paid in full prior to the expiration of the
period of the extension, then, in lieu of the
interest provided for in paragraph (1) of
this subsectidn, interest at the rate of 6 per
centuin per annum shall be collected on such
unpaid amount from the date of the expira.
tion of the period of the extension until It is
paid.

(b) Deflcincny. Where a deficiency, or
any interest or additional amounts assessed
in connection therewith under section 202,
or under section 293, or any addition to the
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tax in case of delinquency provided for in
section 291, is not paid in full within ten
days from the date of notice and demand
from the collector, there shall be collected

I as part of the tax, interest upon the unpaid
amount at the rate of 6 per centum per an-
num from the date of such notice and de-
mand until it is paid. If any part of a defl-
ciency prorated to any unpaid installment
under section 272 (1) is not paid in full on
or before the date prescribed for the pay-
ment of such mstallment, there shall be col-
lected as part of the tax interest upon the
unpaid amount at the rate of 6 per centum
'per annum from such date until it is paid.

(c) Filing of 7eopardy bond. If a bond is
fied, as provided in section 273, the provi-
sions of subsection (b) of this section shall
not apply to the amount covered by the
bond.

(d) Estimated tax-(1) Failure to file dec-
laration or pay znstallment of estimated
tar-(A) Failure to file declaration. In the
case of a failure to make and file a declara-
tion of estimated tax 'within the time pre-
scribed, unless such failure is shown to the
satisfaction of the Commissioner to be due
to reasonable cause and not to willful neglect,
there shall be added to the tax 5 per centum
of each installment due but unpaid, and in
addition, -with respect to each such Install-
mi nent due but unpaid, I per centum of the
unpaid amount thereof for each month (ex-
cept the first) or fraction thereof during
which'such amount remains unpaid. In no
%event shall the aggregate addition to the tax
under this subparagraph with respect to any
installment due but unpaid, exceed 10 per
centum of the unpaid portion of such install-
nent. For the purposes of this subpara-
graph the amount and due date of each
installment shall be the same as if a declara-
tion had beenfiled within the time prescribed
showing an estimated tax equal to the correct
tax reduced by the credits under sections 32
and 35.

(B) Failure to pay znstallments of esti-
nated tax declared. Where a declaration of
estimated*tax has been made and filed within
the time prescribed, or where a declaration of
estimated tax has been made and filed after
the time prescribed and the Commissioner
has found that failure to make and file such
declaration within the time prescribed was
due to reasonable cause and not to willful
neglect, in the case of a failure to pay an
installment of the estimated tax within the
time prescribed, unless such failure is shown
to the satisfaction of the Commissloner to be
due to reasonable cause and not to willful
neglect, there shall be added to the tax 5 per
centune of the unpaid amount of such install-
mnent, and in addition 1 per centum of such
unpaid amount for each month (except the
first) or fraction thereof during which such
amount remains unuaid. In no event shall
the aggregate addition to the tax under this
subparagraph with respect to any Install-
meat due but unpaid, exceed 10 per centum
-of the unpaid portion of such Installment.

(2) Substantial underestimate of esti-
mated ta. If 80 per centua of the tax
.(determined without regard to the credits
tinder sections 32 and 35), in the case of
ildividuals other than farmers exercising an
ekection under section 60 (a), or 66% per
centum of such tax so determined in the case

such farmers, exceeds the estimated tax
oincreased by such credits), there shall be
gdded to the tax an amount equal to such
e~cces, or equal to 6 per centum of the
afmount by which such tax so determined
e ceeds the estimated tax so increased,

lhichever is the lesser. This paragraph shall
t apply to the taxable year in which falls

the death of the taxpayer, nor, under regula-
ticns prescribed by the Commissioner with
the' approval of the Secretary, shall it apply
to Jthe taxable year in which the taxpayer
indIes a timely payment of estimated tax

No. 189-Pt. 3I--Sec. 2- 15
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within or before each quarter 0 0 * [deleted
material no longer applicable] of such year
(or in the case of farmers eerciing an
election under section C0 (a), within the last
quarter) in an amount at least as great a3
though computed (under such regulatlons)
on the basis of the taxpayer's status with re-
spect to the personal exemption and credit
for dependents on the date of the filing of the
declaration for such taxable year (or In the

-case of any such farmer, or in cace the fif-
teenth day of the third month of the tax-
able year occurs after July 1. on July 1 of the
taxable year) but otherwise on the bais of
the facts shown on his return for the
preceding taxable year. 0 * * [deleted ma-
terial no longer applicablel

(3) Tax on self-employment income. This
subsection shall b applied without regard
tc the tax imposed by subchapter E, relating
to tax on self-employment income.

(e) Substantial orcrstatcment of czpctccd
carry-backs. If the time for payment of
any tax or taxes for any taxable year Is ex-
tended under section 3779, there shall be
added to such tax or taxes an amount equal
to 5 per centum of the penalty portion, if
any, of the amount to which such extension
relates, unless the taxpayer establishes to
the satisfaction of the Commirsloner that.
as of the end of the taxable year In which
such extension was made, there was reason-
able cause to expect there would be no Luch
penalty portion. The penalty portion shall
be the excess of the amount to which such
extension relates which Is not paid by the
end of the taxable year in which such ex-
tension is made over 125 per centum of the
amount to which such extension relatcs
which is satisfied by applying thereto a
decrease in tox, in respect of an application
under section 3780 (a) less any amount- as-
sessed in respect of such application which
are not so satisfied.

[See. 294 as amended by sec. 5 (b), Current
Tax Payment Act 1913; rec. 116 (a), R v.
Act 1943; sees. 6 (b) (8). 13 (b), Individual
Income Tax Act 1944; cec. 4 (b), Tax Ad-
justment Act 1945; ccc. 208 (d) (8). Social
Security Act Amendments 1950; rcc. 2. Pub.
Law 907 (81st Cong.); sec. 103 (b), Rev. Act
19511

§ 39.294-1 Additions to the tax-(a)
In general. Section 294 d) provides
for certain additions to the tax In the
case of-

(1) Failure to file timely a declara-
tion of estimated tax;

(2) Failure to pay within the time
prescribed any installment of declared
estimated tax; and

(3) Substantial underestimate of the
estimated tax.
These additions to the tax are. In addi-
tion to any applicable criminal penal-
ties.

(b) Additions for specific failures on
the part of the taxpayer witlh respect to
the estimated tax-l) Failure to Mile
declaration. (i) Section 294 d) (1)

(A) provides for an addition to the tax
in the case of a failure to make and file
a declaration of es timated tax within
the time prescribed unless such failure
Is shown to the satisfaction of the Com-
mlssloner to be due to reasonable cause
and not due to willful neglect. Such
addition to the tax shall be in an amount
equal to 5 percent of the unpaid amount
of each installment and in addition I
percent of the unpaid amount of the
installment for each month (except the
first) or fraction thereof during wcich
such amount remains unpaid. Such
addition to the tax with respect to any
Installment due but unpaid shall not ex-
ceed 10 percent of the unpaid portion of
such installment. For the purposes of
section 294 (d) (1) (A) the amount and
due date of each Installment shall be
the same as if a declaration had been
filed within the time prescribed showing
an estimated tax equal to the correct tax
reduced by the credits for tax withheld
at source.

(1) The application of section 294 (d)
(1) (A) In the case of taxpayers not en-
titled to elect under section 60 (a) re-
lating to farmers, may be illustrated by
the following example:

Exmple. An indilvidual filed a declara-
lon on May 15, 1952, for the calendar year
1052. disclosing an estimated tax of $1,400,
and paid insalJments of 0350 each on May
25. Juno 15. and September 15, 1952, and
J=uary 15, 1953. In computing h1s esti-
mated tax be correctly estimated the amount
of tvx to bo withheld at source on i wage
for 102 to be $16000. On March 15, 1953, he
filed a return on Form 1040 showing a cor-
rect tax of 04,000 and paid the balance of
the tax due, 01,00 (r4.009 le:s the sum of
$1,400 and $1,000). Mcamination of his re-
turn dicclosed that his entire Income
consisted of a regular salary, dividend-, and
interest. The failure to file a timely declara-
tion wa not due to reazonablo cauz. Hence
the Individual is subject to the penalty im-
posLd by cectlon 234 (d) (1) (A). Under the
facts a--umed. Installments of tax In the
amount of 0750 each were due and payable
on March 15, June 15, and September 15,
1952. and January 15. 1953, that is, one-
fourth of 03,00, the balance of correct tax
remaining after tating into account the
amount withheld at source on his wagez.
The entire amount of the .arch Installment
of 0750 remained unpaid for two months;
0400 of the came Installment remained un-
paid for an additional ten months; $403 of
the June installment remained unpaid for
nine months; $400 of the September Install-
ment remained unpaid for cls months; $4O0
of the January Installment remained unpaid
for two months. The addition to-the tax
under section 294 (d) (1) (A), subject to the
limitation of 10 percent of the unpaid
amount of each installment, 1- $179,
computed as followz:

Unpaid amount P l ty 1, perernt Addflt !,limlt7! n limitatirs to tax

March: L

,z105 ------- --- at$1.5-4$100 .............. ...... - --- -1 times I r,=~t . . ...- .. : 49

85 $75 V475

rune: ..... Z percnt P-8cn2 49 40
Septembcr: $10 ....-....... - - urt pla 5 Icnt...4..0 49 4)
January- $ ............. 5 ircat plus pIWccna..t 21 49 21

Total addition to ta-
under see. 291 (d) (l)

39.294 1
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(2) Failure to pay znstallment of de-
clared estimated tax. (i) Section 294
(d) (1) (B) provides for an addition to
the tax in the case of the failure to pay
an installment of the declared estimated
tax within the time prescribed unless
such failure is shown to the satisfaction
of the Commissioner to be due to reason-
able cause and not due to willful neglect.
Such addition to the tax is applicable to
delinquency in payment only (a) where
a timely declaration of estimated tax has
been made and filed or (b) where the
Commissioner has found that the failure
to make and file a timely declaration was
due to reasonable cause and not to will-
ful neglect. Such addition to the tax
shall be in an amount equal to 5 percent
of the unpaid amount of each install-
ment of declared estimated tax and in
addition 1 percent of such unpaid
amount for each month (except the first)
or fraction thereof during which such
amount remains unpaid. The addition
to the tax is limited with respect to any
installment due but unpaid to 10 per-
cent of the unpaid portion of such in-
stallment. Such addition to the tax is
not applicable in cases to which the addi-
tion to the tax under section 294 d) (1)
(A) applies.

(ii) The application of section 294 (d)
(1) (B) in the case of taxpayers not en-
titled to elect under section 60 (a) relat-
ing to farmers, may be illustrated by the
following examples:

Example (I). For the calendar year 1952
E and F , husband and wife, file timely dee-
laratlons. E's separate declaration discloses
a balance of estimated tax in the amount of
$400. Instead of making timely payment of
oneinstallment of $100, he pays such amount
10 days after the due date. The delay in
payment was not due to reasonable cause.
F is similarly delinquent with respect to one
installment of $50 of her balance of esti-
mated tax of $200. On the loint return of E
and F for 1952 the addition to the tax with
respect to the delinquent installments of
estimated tax will be $7.50, which is the sum
of 5 percent of $100 and 5 percent of $50.

Example (2). The timely joint declara-
tion of G and H for the calendar year 1952
discloses a balance of estimated tax in the
amount of $500. G and Hr are delinquent
without reasonable cause for a period of less
than one month in the payment of one in-
stallment of $125. They file separate income
tax returns for 1952. They are jointly and
severally liable for the payment of the addi-
tion to the tax for delay in paying an install-
ment of estimated tax. Such addition
amounts to, $5.25, that Is, 5 percent of $125.

(3) Substantial understatement of
estimated tax. (i) Section 294 Cd) (2)
provides for an addition to the -tax in the
case of a taxpayer who makes a sub-
stantial underestimate of tax on his
declaration. Such addition to the tax
shall not apply to the taxable year in
which falls the death of the taxpayer.
Except as hereinafter provided-

(a) In.the case of individuals,, other
than those exercising the election under
section 60 (a) relating to farmers, an
addition to the tax under section 294 (d)
(2) is applicable in the event that the
amount of the estimated tax (increased
by the amount of the credit for taxes
withheld at source on wages (under sec-
tion 35 and the credit under section 32) is
less than 80 percent of the tax imposed

by chapter I for the taxable year
(determined without regard to such
credits) In the event of a failure to,
file the required declaration, the amount
of the estimated tax for the purposes of
this provision is zero.

(b) In the case of individuals exercis-
ing the election under section 60 (a)
relating to farmers, the addition to. the
tax is applicable if the amount of the
estimated tax increased by the amount
of the credit for taxes withheld at source
on wages under section 35 and the credit
under section 32 is less than 66% percent
of the amount of the tax (determined
without regard to such credits)

(c) The addition to the tax in any
case m whlqh therehas been such under-
estimate as comes within the scope of
section 294 (d) (2) is an amount equal
to-

(T) The excess of 80 percent of the
tax (or 662A percent an the case of
farmers exercising an option under sec-
tion 60 (a)) determined without regard
to the credit for taxes withheld at source
on wages under section 35 and the credit
under section 32 over the amount of the
estimated tax increased by such credits;
or

(2) 6 percent of the excess of the tax
determined without regard to the credit
for taxes withheld at source on wages
under section 35 and the credit under
section 32 ever the amount of the esti-
mated tax increased by such credits,
whichever is the lesser.

(ii) The addition to the tax for sub-
stantial underestimate of the estimated
tax shall not apply to the taxable year
In which the taxpayer makes a timely
payment of estimated tax within or be-
fore each quarter of such year In an
amount at least as great as though such
estimated tax were computed, under the
law applicable to the taxable year on the
basis of the taxpayer's status with re-
spect to the personal exemption and
credit for dependents on the date of
filing the declaration, and on the basis
of the tax withheld, and reasonably ex-
pected on the date of the filing of the
declaration to be withheld, on wages re-
ceived during the calendar year ending
with or within the taxable year, but
othervise as though such estimated tax
were computed on the basis of the net
income and the surtax net income shown
on the taxpayer's return for the preced-
ing taxable year, adjusted to conform to
the law applicable to'the taxable year.
The net income and the surtax net in-
come shown on the taxpayer's return
for the preceding taxable year shall be
considered to be zero for the purposes of
this section if for such year the taxpayer
did not file a return and was not re-
quired to file a return. In the case of
farmers exercising an election under sec-
tion 60 (a) such addition to the tax
shall not apply to the taxable year an
which the taxpayer makes a timely pay-
ment of estimated tax within the last
quarter of such year in. an amount at
least as great as though computed under
the law applicable to the taxable year on
the basis of the taxpayer's status with
respect to. the personal exemption and
credit for dependents on the date of

filing the declaration, but otherwise as
though computed on the basis of the not
income and the surtax net Income shown
on the taxpayer's return for the pre-
ceding taxable year, adjusted to conform
to the law applicable to the taxable year.

(ii) As used In subdivision (i) of this
subparagraph, the expression "personal
exemption and credit for dependents"
shall be taken to refer to the exemptions
for both normal tax and surtax under
section 25 (h) (1) the expression "each
quarter" shall be taken to Include the,
period (ending with the fifternth day of
the first month of the succeeding taxable
year) within which the last Installment
of the estimated tax is required to be
paid: and the expression "last quarter"
shall mean the period (similarly ending
with the fifteenth day of the first month
of the succeeding taxable year) within
which farmers exercising an election
under section 60 (a) are required to pay
the estimated tax.

(iv) The application of section 204 d)
(2) in the case of taxpayers not entitled
to elect under section 60 (a) relating to
farmers, may be illustrated by the fol-
lovnng examples:

Example (1). A, a professional man made a
return on January 10. 1053. for the calendar
year 1952. A was entitled to two exemptions
for 1952. However. for 1053 he wa entitled
to only one exemption and ho was not the
head of a household. On March 16, 1063, A
filed a declaration of estimated tax on which
estimated tax for 1953 was shown In tho
amount of $11,000. He made payment of the
estimated tax in four Installments of $2.150
each on March 15, June 15. and September
15, 1953, and January 15, 1954. As a result
of a transaction occurring in December 1083,
A, received taxable income in an amount
which made him aubject to a tax for the
calendar year 1053 in the amount of $15,000.
A's tax at 1053 rates on 1052 income amounts
to -$10,940 computed as follows:
Gross income shown on return for
1952 --------------------------- $30, 000

Less: Deductions ----------------- 6,000

Net income ---------------------- 25,000
Less: Hxemption ------------------- 600

Income subject to tax ------------ 24,400

Normal tax --------------------- 32
Surtax ------------------------- 10,200

Total tax on basis of 1052 income... 10,040
Since the installments of $2,750 each were

timely paid for each quarter and each was
at least as great; as one-fourth of $10,940, A
is not subject to the penalty for underesti-
mating the tax for 1953.

Example (2). C, a single individual (hnd
not the head of a household) with no de-
pendents, received a salary of $5,200 for the
calendar year 1951. Ho had other income of
$1,000 for such calendar year. C's deduc-
tions for such calendar year amounted to

700. His salary was increased to $5,800 pai'
annum on January 1, 1952. On March 1,,
1952. at which time C's status for exemp-.
tion purposes had not changed, he filed a,
declaration of estimated tax for the calondarf
year 1952. In computing his estimated tax,
he used a gross income of $6,200 (his incomi
for 1952) and defluctions of $0700. He alea
used one exemption and the rates for 10521.
Since his salary had been increased to $5,800
per annum on January 1, 1952, he computaid
his estimated tax withheld and to be witibL-
held during the entire year (on the excess ,of
$5,800 over the exemption for withholding tpf

§ 39.294-1
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$667) as $1,026.60, at the rate of 20 percent.
C's declaration showed a balance of esti-
mated tax of *170.40 after taking credit for
the estimated amount of tax withheld
($1,026.60) against a tax of $1,197, which
balance he paid in quarterly installments.
He received more income in 1952 than antici-
pated at the time he filed his declaration for
1952 and his correct tax liability after de-
ducting the amount withheld from his wages
and the amount paid pursuant to his declara-
tion was $1,500. C computed his estimated
tax for 1952 (1) under the law applicable to
the taxable year 1952 on the basis of his
status with respect to the personal exemp-
tion and credit for dependents on the date of
filing his declaration for 1952, (2) on the
basis of the tax withheld, and reasonably
expected on the date of the declaration to be
withheld, on wages received during 1952, and
(3) otherwise on the basis of the net income
and the surtax net income shown on his re-
turn for the taxable year 1951, adjusted to
conform to the law applicable to the year
1952 and, hence, C is not subject to the ad-
dition to the tax for substantial underesti-
mate of the estimated tax, even though the
estimate was less than 80 percent of his tax
liability for 1952.

(c) Tax on self-employment income.
The provisions of section 294 (d) and of
this section shall be applied without re-
gard to the tax on self-employment
income imposed by section 480.

§ 39.294-2 Substantial overestimate
of expected carry-backs. (a) Section
294 (e) provides for an addition to the
tax in. case the amount of tax the time
for payment of which has been extended
under section 3779 as substantially in ex-
cess of the amount the time for payment
of which might properly have been ex-
tended. Such addition to the tax is in
addition to the interest payable under
section 3779 i) to any other applicable
additions to the tax, and to any ap-
plicable criminal penalties.

(b) Section 294 (e) provides that if
the time for payment of any amount of
tax or taxes has been extended under
section 3779, there shall be added to such
tax or taxes an amount equal to 5 per-
cent of the penalty portion, if any, of the
amount to which such extension relates
unless the taxpayer establishes to the
satisfaction of the Commissioner that,
as of the end of the taxable year in which
the extension was made, there was rea-
sonable cause to expect that there would
be no such penalty portion. If the ex-
tensionof time under section 3779 relates
to more than one tax any addition to the
tax under section 294 (e) will, m the dis-
cretion of the Commissioner, be added
to any one tax or prorated among two
pr more of such taxes an any proportion
Ile deems advisable.

(c) The "penalty portion" is the ex-
c6ss of-

(l) The amount to which an extension
3 lates which is not paid by the end of
ihe taxable year in which the extension
*as made, over

(2) 125 percent of CD the amount to
which such extension relates which is
stisfied by applying or crediting thereto
a decrease in tax determined in respect
% an application for a tentative carry-
b.ck adjustment under section 3780, less
(i) any amounts assessed in respect of
such application which are not so satis-
fieLd.
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The penalty portion In effect, therefore,
is the excess of the amount of tax the
time for payment of which was extended
over 125 percent of the amount the time
for payment of which might, properly
have been extended. The amount the
time for overpayment of which might
properly have been extended in the net
amount to which the extension relates
which is satisfied by applying or credit-
ing thereto a decrease in tax determined
in respect of an application for a tenta-
tive carry-back adjustment under sec-
tion 3780.

(d) Any amount to which an exten-
sion under section 3779 relates which Is
paid before the end of the taxable year
in which the extension was made shall
not to be deemed to be an amount the
time for payment of which was extended
in determining under section 294 (e)
whether the amount the time for pay-
ment of which was extended was sub-
stantially an excess of the amount the
time for payment of which might prop-
erly have been extended. Interest on
any amount so paid before the end of
the taxable year in which the extension
was made will be payable at the rate of
6 percent per annum.

(e) The computation of the penalty
portion and the resulting addition to the
tax may be illustrated by the following
example:

Example. Corporation X, which came into
existence on January 1, 1952, and which
keeps its books and makes its tax returns on
the calendar year basis, filed a statement un-
der section 3779 on March 15, 1953, extend-
Ing the time for payment of -855 of it- In-
come tax for 1952. The extension was baced
on an expected net operating loss carry-back
from 1953, and no part of the amount to
which the.extension related was paid before
the end of 1953. The corporation In fact
had a net operating los for 1953, and on
March 31. 1954, It filed an application under
section 3780 (a) for a tentative carry-back
adjustment with respect to the resulting
carry-back from 1953. The application
showed that the corporation's income tax for
1952 was decreased by $455 as a result of such
carry-back from 1953. The Cormmiosoner
allowed the application In full on Juno 29,
1954. The $455 decrease in the corporaton'a
income tax for 1952 was applied against the
$855 of its income tax for 1952. the time for
payment of which had been extended pursu-
ant to the statement filed under section 3779
on March 15,1953. Since the decrease in the
corporation's income tax for 1952 wa only
$455, the corporation paid the remainder of
$400 for 1952 In cash. The penalty portion
Is $286.25. and the addition to the tax Is
$1431. These amounts are computed as
follows:
Amount to which extension under

section 3779 related which w as not
paid before the end of 1953 - $- 855. 00

125 percent of $55 (amount of tax
time for payment of which might
properly be extended) -5.76

The penalty portion -------------- 28.25

Addition to the tax (5 percent of
$206.25) 14.31

Since the reduction, attributable to the
net operating loss carry-back from 1953, In
the aggregate of all of Corporation X!& taxes
previously determined for taxable years be-
fore 1953 was only $455, the corporation
properly should not have extended under
section 3779 the time for payment of On
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amount greater than $455. The penalty
portion accordingly Is the excezz of the
amount the time for payment of which ws
extended over 125 percent of the amount the
time for payment of which might properly
have been extended. The above addition to
the tax, in the amount of $14-31. il be added
to the income tax for 1952 and collected as
part of such tax unleos Corporation X es-
tab11shes to the catsaction of the Commis-
aoner that as of December 31, 1953. there
was reaconabla cause to expect that there
Would be no penalty portion.

§ 39.295-299 Statutory promszons; zn-
terest and additions to tax; time ex-
tended for payment of tax show on
return; time extended for payment of
deficiency; interest in case of 2eopardy
assessments; banL-ruptcy and receiver-
ships; removal of property or departure
from United States.

S-=. 295. Time extended for payment of
tax shown on return. If the time for pay-
ment or the amount determined as the tax
by the taxpayer, or any installment thereof,
is extended under the authority of section
58 (c), there shall be collected as a part of
such amount, interest thereon at the rate
of 6 per centum per annum from the date
when such payment should have been made
If no extension had been granted, until the
expiration of the period of the extenzion.

Swc. 290. Time extended for payment of
deflcfency. If the time for the payment of
any part of a deficiency I- extended, there
shall be collected, as a part of the tax, inter-
eat on the part of the deficiency the time
for payment of which Is co extended, at the
rate of 6 per centum per annum. for the
period of the extension, and no other Inter-
est shall be collected on such part of the
deficiency for such period. If the part of
the deficiency the time for payment of
which is so extended Is not paid In accord-
ance with the terms of the extension, there
shall be collected, as a part of the tax, inter-
est on such unpaid amount at the rate of
6 per centum per annum for the peried from
the time fixed by the terms of the extension
for Its payment until It Is paid, and no other
Interest shall be collected on such unpaid
amount for such period.

S=. 297. Interest in case of jsopardy
asccssmcnts. In the c"ae of the amount col-
lected under cection 273 (1) there shall be
collected at the came time as such amount,
and as a part of the tax, interest at ths rate
of 0 per centum per annum upon such
amount from the date of the jeopardy notice
and demand to the date of notice and -de-
mand under section 273 (1), or, In the case
of the amount collected In excess of the
amount of the jeopardy assessment, Interest
as provided In cectlon 292. If the amount
included in the notice and demand from the
collector under section 273 (i) Is not paid in
full within ten days after such notice and
demand, then there shall be collected, as
part of the tax intcrest upon the unpaid
amount at the rate of 6 per centum per
annum from the date of such notice and
demand until It Is paid.

Sm. 298. BanLruptcy and receirersships.
If the unpaid portion of the claim allowed
In a bankruptcy or receivership proceeding.
as provided In section 274, Is not paid In full
within ten days from the date of notice and
demand from the collector, then there shall
be collected as a part of such amount inter-
est upon the unpaid portion thereof at the
rate of 6 per centum per annum from the
date of such notice and demand until
payment.

Sc 239. Remoral of property or departure
from. United States. For additions to tax in
case of leaving the United States or conceal-
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lng property in such manner as to hinder
collection of the tax, see section 146.

SUPPLEMENT N-CLAIMS AGAINST
TRANSFEREES AND FIMUCIARIES

§ 39.311 Statutory provisions; cazms
against transferees and fiduciaries;
transferred assets.

Sec. 311. Transferred assets-(a) Method
of collection. The amounts of the following
liabilities shall, except as hereinafter in this
section provided, be assessed, collected, and
paid in the same manner and subject to the
same provisions and limitations as in the
case of a deficiency in a tax imposed by
this chapter (including the provisions in
case of deliquency in payment after notice
and demand, the provisions authorizing dis-
traint and proceedings in court for collection,
and the provisions prohibiting claims and
suits for refunds)

(1) Transferees. The liability, at law or
in equity, of a transferee of property of a
taxpayer, in respect of the tax (including
interest, additional amounts, and additions
to the tax provided by law) imposed upon
the taxpayer by this chapter.

(2) Fiduciaries. The liability of a fidu-
ciary under section 3467 of the Revised
Statutes, as amended (U. S. C. Title 31, see.
192), in respect of the payment of any such
tax from the estate of the taxpayer.

Any such liability may be either as to the
amount of tax shown on the return or as
to any deficiency in. tax.

(b) Perwd of limitation. The period of
limitation for assessment of any such lia-
bility of a transferee or fiduciary shall be
as follows:

(1) In the case of the liability of an initial
transferee of the property of the taxpayerr-
within one year after the expiration of the
period of limitation for assessment against
the taxpayer;

(2) In the case of the liability of a trans-
feree of a transferee of the property of the
taxpayer,-within one year after the expira-
tion of the period of limitation for assess-
ment against the preceding transferee, but
only if within three years after the expira-
tion of the period of limitation for assess-
ment against the taxpayer;-

except that If before the expiration of the
period of limitation for the assessment of the
liability of the transferee, a court proceeding
fcS the collection of the tax or liability in
respect thereof has been begun against the
taxpayer or last preceding transferee, respec-
tively,-then the period of limitation for
assessment of the liability of the transferee
shall expire one year after the return of
execution in the court proceeding.

(3) In the case of the liability of a fidu-
ciary,-not later than one year after the
liability arises or not later than the expira-
tion of the period for collection of the tax in
respect of which such liability arises, which-
ever is the later;

(4) Where before the expiration of the
time prescribed In paragraph (1), (2), or (3)
for the assessment of the liability, both the
Commissioner and the transferee or fiduciary
have consented in writing to its assessment
after such time, the liability may be assessed
at any time prior to the expiration of the
period agreed upon. The period so agreed
upon may be extended by subsequent agree-
ments in writing made before the expiration
of the period previously agreed upon.

(c) Period for assessment against taxpayer.
For the purposes of this section, if the tax-
payer is deceased; or in ,the case of a corpo-
ration, has terminated its existence,. the
period of limitation for assessment against
the taxpayer shall be the period that would
be In effect had death or termination of
existence not occurred.

(d) Suspension of running of statute of
limitations. The running of the statute of
limitations upon the assessment of the lia-
bility of a transferee or fiduciary shall, after
the mailing to the transferee or fiduciary of
the notice provided for in section 272 (a), be
suspended for the period during which the
Commissioner is prohibited from making the
assessment in respect of the liability of the
transferee or fiduciary (and in any event, if a
proceeding in respect of the liability Is placed
on the docket of the Board, until the decision
of the Board becomes final), and for sixty
days thereafter.

(e) Address for notice of liability. In the
absence of notice to the Commissioner under
section 312 .(b) of the existence of a fiduciary
relationship, notice of liability enforceable
under this section in respect of a tax Im-
posed by this chapter, if mailed to the person
subject to the liability at his last known ad-
dress, shall be suilcient for the purposes of
this chapter even if such person Is deceased,
or is under a legal disability, or, in the case
of a corporation, has terminated its exist-
ence.

(f) Definition of "transferee." As used in
this section, the term "transferee" includes
heir, legatee, devises, and distributee.

§ 39.311-I Claims in cases of trans-
ferred assets. (a) The amount for
which a transferee of the property of
a taxpayer is liable, at law or in equity,
and the amount of the personal liability
of a fiduciary under section 3467 of the
Revised Statutes, as amended (31 U. S. C,
192) in respect of any income tax in-
posed by chapter 1, whether shown on
the return of the taxpayer or determined
as a deficiency in the tax, shall be as-
sessed against such transferee or such
fiduciary, as the case may be, and col-
Iected and paid in the same manner and
subject to the same provisions and lin-
tations as in the case of a deficiency in a
tax imposed by chapter 1, except as here-
inafter provided. The provisions re-
lating to delinquency in payment after
notice and demand and the amount of
interest attaching because of such delin-
quency, the authorization of distraint
and proceedings in court for collection,
the prohibition of claims for abatement
and claims and suits for refund, the filing
of a petition with The Tax Court of the
United States, and the filing of a peti-
tion for review of the Tax Court's de-
cision, are included in the sections of
the Internal Revenue Code (and regu-
lations pertaining thereto) relating to
deficiencies in tax imposed by chapter 1.

(b) As used in this section, the term
"transferee" includes an heir, legatee,
devisee, distributee of an estate of a
deceased person, the shareholder of a
dissolved corporation, the assignee or
donee of an Insolvent person, the succes-
sor of a corporation, a party to a reorg-
anization as defined in section 112, and
all other classes of distributees.

(c) The period of limitation for assess-
ment of the liability of a transferee or of
a fiduciary, referred to in paragraph (a)
of this section, is as follows:

(1) In the case of the liability of an
initial transferee of the property of the
taxpayer, one year after the expiration
of the period of limitation for assessment
against the taxpayer (see sections 275 to
277, inclusive)

(2) In the case of the liability of a
transferee of the property of the tax-

payer, one year after the expiration of
the period of limitation for assessment
against the preceding transferee, or
three years after the expiration of the
period of limitation for assessment
against the taxpayer, whichever of the
two periods (the 1-year period or the
3-year period) first expires.

(3) If a court proceeding against the
taxpayer or last preceding transferee for
the collection of the tax or liability In
respect thereof, respectively, has been
begun within the period of limitation for
the bringing of such proceeding, then
within one year after the return of exe-
cution in such proceeding.

(4) In the case of the liability of a
fiduciary, not later than one year after
the liability arises or not later than the-
expiration of the period for collection
of the tax in'respect of which such li-
ability arises, whichever Is the later,

(5) If before the expiration of the time
prescribed in section 311 (b) (1), (2),
or (3) for the assessment of the liability
of a transferee, or fiduciary, both the
Commissioner and the transferee or
fiduciary have consented In writing to
the assessment of the liability after such
time, the liability may be assessed at any
time prior to the expiration of the pe-
riod agreed upon. The period so agreed
upon may be extended by subsequent
agreements n writing made before the
expiration of the period previously
agreed upon.

(d) For the purpose of determining
the period of limitation for assessment
against a transferee or a fiduciary, If
the taxpayer Is deceased, or, In the case
of a corporation, has terminated Its
existence, the period of limitation for
assessment against the taxpayer Shall be
the period that would be in effect had
the death or termination of eXIsenco not
occurred.

(e) If a notice of the liability of a
transferee or the liability of a fiduciary
has been mailed to such transferee or to
such fiduciary under the provisions of
section 272 (a) then the running of the
statute of limitations shall be suspended
for the period during which the Com-
missioner is prohibited from making the
assessment in respect of the liability of
the transferee or fiduciary (and in any
event, If a proceeding in respect of the
liability is placed on the docket of The
Tax Court, until the decision of The Tax
Court becomes final), and for 60 days
thereafter.

§ 39.312 Statutory provisions; clahns
against transferees and fiduciaries; no-
tice of fiduciary relationship.

SEC. 312. Notice of flauciary rclationship-
(a) Fiduciary of taxpayer. Upon noticeo to
the Commissioner that any person Is acting
in a fiduciary capacity such fiduciary shdll
assume the powers, rights, duties, and privt-
leges of the taxpayer In respect of a ttli
Imposed by this chapter (except as othervlho
specifically provided and except that the tax
shall be collected from the estate of the taX-
payer), until notice Is given that the fiduciary
capacity has terminated.

(b) Fiduciary of transferee. Upon notkce
to the Commissioner that any person is ait-
lug in a fiduciary capacity for a person wab-
ject to the liability specified in seotion i11,
the fiduciary shall assume, on behalf of suoh
person, the powers, rights, duties, and prhvl-
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t leges of such person under such section
(except that the liability shall be collected
from the estate of such person), until notice
is given that the fiduciary capacity has
terminated.

(c) Manner of notice. Notice under sub-
section (a) or (b) shall be given in accord-
ance with regulations prescribed by the
Commissioner with the approval of the
Secretary.

§ 39.312-1 Fiducurrzes. (a) As soon
as the Commissioner receives notice
that a person is acting in a fiduciary ca-
pacity, such fiduciary must, except as
otherwise specifically provided, assume
the powers, rights, duties, and privileges
of the taxpayer with respect to income
tax imposed by chapter 1. If the per-
son is acting as a fiduciary for a trans-
feree or other person subject to the lia-
bility specified in section 311, such fidu-

ciary is required to assume the powers,
rights, duties, and privileges of the
transferee or other person under that
section. The amount of the tax or lia-
bility is ordinarily not collectible from
the personal estate of the fiduciary but
is collectible from the estate of the tax-
payer or from the estate of the trans-
feree or other person subject to the lia-
bility specified in section 311. The
"notice to the Commissioner" provided
for in section 312 shall be a written no-
tice signed by the fiduciary and fied
with the Commissioner. The notice
must state the name and address of the
person for whom the fiduciary :s acting,
and the nature of the liability of such
person; that is, whether it is a liability
for tax, and, if so, the year or years in-
volved, or a liability at law or in equity
of a transferee of property of a tax-
payer, or a liability of a fiduciary under
section 3467 of the Revised Statutes, as
amended (31 U. S. C. 192) in respect of
the payment of any tax from the estate
of the taxpayer. Any such written no-
tice which has been filed with the Com-
nisioner since the enactment of the
Revenue Act of 1926 (February 26, 1926)
shall be considered as sufficient notice
to the Commissioner within the mean-
ing of section 312. Unless there is al-
ready on file with the Commissioner sat-
isfactory evidence of the authority of
the fiduciary to act for such person an a
fiduciary capacity, such evidence must
be fied with and made a part of the
notice. If the fiduciary capacity exists
by order of court, a certified copy of the
order may be regarded as such satisfac-
tory evidence. When the fiduciary ca-
pacity has terminated, the fiduciary in
order to be relieved of any further duty
or liability as such, must file with the
Commissioner written notice that the
fiduciary capacity has terngnated as to
him, accompamed by satisfactory evi-
dence of the termination of the fiduciary
capacity. The notice of termination
should state the name and address-of the
person, if any, who has been substituted
as fiduciary.

(b) If the notice of the fiduciary ca-
pacity described in paragraph (a) of this
section as not filed with the Commis-
sioner before the sending of notice of a

deficiency by registered mail to the last

known address of the taxpayer (see sec-
tion 272 (a)) o- the last known address
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of the transferee or other person subject
to liability (see section 311), no notice
of the deficiency will be sent to the
fiduciary. In such a case the sending of
the notice to the last known address of
the taxpayer, transferee, or other per-
son, as the case may be, will be a SUff-
cient compliance with the requirements
of the Internal Revenue Code, even
though such taxpayer, transferee, or
other person is deceased, or Is under a
legal disability, or, In the case of a cor-
poration, has terminated Its existence.
Under such circumstances if no petition
is filed with The Tax Court of the United
States within 90 days after the mailing
of the notice (or within 150 days after
mailing in the case of such a notice
addressed to a person outside the States
of the Union and the District of Colum-
bia) to the taxpayer, transferee, or other
person, the tax, or liability under sec-
tion 311, will be assessed Immediately
upon the expiration of such 90-day or
150-day period, and demand for payment
will be made by the district director of
internal revenue.

(c) The term "fiduciary" Is defined in
section 3797 (a) (6) to mean a guardian,
trustee, executor, administrator, receiver,
conservator, or any person acting in any
fiduciary capacity for any person.

(d) This section, relating to the pro-
visions of section 312, shall not be taken
to abridge in any way the powers and
duties of fiduciaries provided for In other
sections of the Internal Revenue Code.

§ 39.313 Statutory provisions; claims
agaims transferees and fiduciaries; cross
reference.

S=n. 313. Cross refercnce. For prohibition
of suits to restrain enforcement of liability
of transferee or fiduciary, see cection 3653
(b).

SUPPLEMENT O--OVLRAYXi-ryS

39.321-322 Statutory Provisions;
overpayment of installment of tax; re-
funds and credits.

S c. 321. Ovcrpayment of installment. If
the taxpayer has paid as an Installment of
the tax more than the amount determined
to be the correct amount of such Installment,
the overpayment shall be credited against the
unpaid Installments, if any. If the amount
already paid, whether or not on the basis
of installments, exceeds the amount deter-
mined to be the correct amount of the tax,
the overpayment shall be credited or re-
funded as provided in section 3=2.

SEc. 322. .Icfunds and credits-(a) Au-
thorlzaton-(1) Orcrpayment. Where there
has been an overpayment of any tax lmposdcd
by this chapter, the amount of such over-
payment shall be credited agalnst any In-
come, war-profits, or excens-profit.; tax or
installment thereof then due from the tax-
payer, and any balance ahal be refunded
Immediately to the taxpayer.

(2) Excessire withholding. Where the
amount of the tax withheld at the courco
under Subchapter D of Chapter 0 exCeds
the taxes Imposed by this chapter gaint
which the tax so withheld may be credited
under section 35. the amount of such excea
shall be considered an overpayment

(3) Credits against estimated tox. The
Commissioner Is authorlzd to prescribe,
with the approval of the Secretary, regul-
tions providing for the crediting against the
estimated tax for any taxable Sear of the
amount determined by the taxpayer or the

6109

CommE-sIoner to be an overpayment of the
tax for a preceding taxable year.

(4) Credit for ".-cfol 7efuiuis" of em-
ployIee sOcial -ecurity ta=. The Commfz-
aoner is authorized to prescribe, with the
approval of the Saecretary. re3ulations pro-
viding for the crediting against the tax im-
pozed by this chapter for any taxable year
of the amount determined by the taxpayer
or the Commissioner to be allowable undar
section 1401 (d) as a special refund of tax
impo:cd on wages received during the calen-
dar year In which such taxable year beins.
If more than one taxable year begins in such
calendar year, such amount shall not be
allowed under thL, sectlon as a credit against
the tax for any taxable year other than the
lnst taxable year co beginning. The amount
allowed as a credit under such regulations
shal, for the purpozes of this chapter, be
considered an amount deducted and with-
hold at the courca as tax under Subchapter
D of Chapter 9.

(b) Limitation on alozrance-(1) Perfad
of limitation. Unless a claim for credit or
refund is flled by the taxpayer within three
years from the time the return vas fled
by the taxpayer or within two years from
the time the tax vna paid. no credit or re-
fund shall be allowed or made after the ex-
Tpiration of whichever of such pariods expires
the later. If no return Is filed by the tax-
payer. then no credit or refund shall be al-
lowed or made after two years from the time
the tax was paid. unless before the expiraton
of such period a claim therefor is flied by the
taxpayer.

(2) Limit on amount of credit or refund.
The amount of the credit or refund rl",',
not exceed the portion of the tax paid-

(A) If a return was filed by the taxpayer,
and the claim vm filed within three years
from the time the return was flied, durfn
the three years immediately preceding the
fling of the claim.

(B) If a claim was filed, and (1) no return
was filed, or (U) if the claim was not filed
within three years from the time the return
was filed by the taxpayer, during the two
years immediately preceding the ling of the
claim.

(C) If no claim was filed and the ana7-
ance of credit or refund is made within three
years from the time the return wa fled by
the taxpayer, during the three years immedi-
ately preceding the allowance of the credit
or refund.

(D) If no claim wa filed, and (1) no re-
tur was fled or (U1) the allowance of the
credit or refund is not made within three
years from the time the return wras flied by
the taxpayer, during the two years Immedi-
ately preceding the allowance of the credit
ororefund.

(3) Exccption in the ca"s of =airer. If
both the Conmisioner and the taxpayer
have. within the period precribed in para-
graph (1) for the filing of a cllim for credit
or refund, agreed in viting under the pro-
vislons of sectlon 276 (b) to extend beyond
the period prescribed in cection 275 the time
within which the Commiloner may -1'e
an a ses ment, the period within uhich a
claim for credit or refund may be Wed, or
credit or refund allowed or made if no claim
is filed, shall be the period within which
the Commisloner may make an aseszment
pursuat to such agreement or any extension
thereof, and cLx months thereafter, except
that the provisions of pagraph (1) shall
apply to any claim filed, or credit or refund
allowed or made, before the execution of
such agreement. The amount of the credit
or refund rhall not exceed the total of the
portions of tax paid (A) during the two
years immediately preceding the execution
of such agreement, or, if such agreement was
executed within three years from the time the
return was fed, during the three years im-
medlately preceding the execution of such
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agreement, (B) after the execution of the
agreement and before the expiration of the
period within which the Commissioner might
make an assessment pursuant to such agree-
ment or any extension thereof, and (C) dur-
Ing six months after the expiration of such
period, except that the provfsions of para-
graph (2) shall apply to any claim filed, or
credit or refund allowed, befor the execu-
tion of the agreement. Notwithstanding the
foregoing provisions of this paragraph, the
period within which a claim for credit or
refund may be filed, o'r credit or refund al-
lowed or made if no claim is filed, shall not
expire prior to two years after the time the
tax was paid, but if a claim is filed, or credit
or refund allowed or made if no claim Is filed,
more than six months after the expiration of
the period within which the Commissiondr
may make an assessment pursuant to such
agreement or any extension thereof, the
amount of the credit or refund shall not ex-
ceed the portion of the tax paid during the
two years immediately preceding the filing of
the claim, or, if no claim is filed, immedi-
ately preceding the allowance of the credit
or refund.

(4) Return considered filed on due date.
For the purposes of this subsection, a return
filed before the last day prescribed by law
for the filing thereof shall be considered as
filed on such last day. For the purposes of
paragraphs (2) and (3) of this subsection,
and for the purposes of subsection (d) of
this section, an advance payment of any por-
tion of the tax made at the time such return
was filed shall be considered as made on the
last day prescribed by law for the payment of
the tax or, if the taxpayer elected to pay the
tax in installments, on the last day prescribed
for the payment of the first Installment. For
the purposes of this paragraph, the last day
prescribed by law for filing the return or pay-
ing the tax shall be determined without re-
gard to any extension of time granted the
taxpayer.

(5) Special period of limitation with re-
spect to bad debts and worthless securities.
If the claim for credit or refund relates to an
overpayment on account of-

(A) The deductibility by the taxpayer,
under section 23 (k) (1), section 23 (k) (4),
or section 204 (c), of a debt as a debt which
became worthless, or, under, section 23 (g)
(2) or (k) (2), of A-loss from worthlessness
of a security, or

(B) The effect that the deductibillty of a
debt or loss described in subparagraph (A)
has on the application to the taxpayer of a
carry-over,

in lieu of the three-year period of limitation
precribed in paragraph (1), the period shall
be 7 years from the date prescribed by law
for filing the return for the year with respect
to which the claim Is made. If the claim for
credit or refund relates to an overpayment
on account of the effect that the deductibil-
ity of such a debt) or loss has on the applica-
tion to the taxpayer of a carry-back, the
period shall be either seven years from -the
date prescribed by law for filing the return
for the year of the net operating loss or the
unused excess profits credit which results in
such carry-back or the period prescribed in
paragraph (6), whichever expires the-later.
In the case of a claim described in this para-
graph, the amount of the credit or refund
may exceed the portion of the tax paid within
the period prescribed In paragraph (2) or
(3), whichever Is applicable, to the extent of
the amount of the overpayment attributable
to the deductibility of items described in this
paragraph.

(6) Special period of limitation with re-
spect to net operating loss carry-backs and
unused excess profits credit carry-backs. If
the claim for credit or refund relates to an
overpayment attributable to a net operating
los carry-back or to an unused excess profits
credit carry-back, in lieu of the three-year

§ 39.322-1
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period of limitation prescribed in paragraph
(1), the period shall be that period which
ends with the expiration of the fifteenth day
of the thirty-ninth month following the end
of the taxable year of the net operating loss
or the unused excess profits credit which
results in such carry-back, or the period pre-
scribed in paragraph (3) in resnect of such
taxable year, whichever expires later. In the
case of such a claim, the amount of the credit
or refund may exceed the portion of the tax
paid within the period provided in paragraph
(2) or (3). whichever Is applicable, to the
extent -of the amount of the overpayment
attributable to such carry-back.

(c) Effect of petition to Board. If the
Commissioner has mailed to the taxpayer a
notice of deficiency under section 272 (a)
and if the taxpayer files a petition-with the
Board of Tax Appeals within the time pre-
scribed in such subsection, no credit or re-
fund in respect of the tax for the taxable
year in respect of which the Commissioner
has determined the deficiency shall be
allowed or made and no suit by the taxpayer
for the recovery of any part of such tax shall
be instituted in any court except-

(1) As to overpayments db-termined by a
decision of the Board which has become
final; and

(2) As to any amount collected in excess
of an amount computed in accordance with
the decision of the Board which has become
final; and

(3) As to any amount collected after the
period of limitation upon the beginning of
distraint or a proceeding in court for col-
lection has expired; but in any such claim
for credit or refund or in any such suit for
refund the decision of the Board which has
become final, as to whether such period has

-expired before the notice of deficiency was
mailed, shall be conclusive.

(d) Overpayment found by'Board. If the
Board finds that there Is no deficiency and
further finds that the taxpayer has made
an overpayment of tax In respect of the
taxable year in respect of which the Com-
missioner determined the deficiency, or finds
that there is a deficiency but that the tax-
payer has made *an overpaynicnt of tax in
respect of such taxable year, the Board shall
have jurisdiction to determine the amount
of such overpayment, and such amount shall,
when the decision of the Board has become
final, be credited or refunded to the taxpayer.
No such credit or refund shall be made of any
portion of the tax unless the Board deter-
mines as part of its decision (1) that such
portion was paid (A) within two years before
the filing of the claim, the mailing of the
notice of deficiency, or the execution of an
agreement by both the Commissioner and
the taxpayer pursuant to section 276 (b) to
extend beyond the time prescribed In section
275 the time within which the Commissioner
might assess the tax, whichever is earliest, or
(B) within three years before the filing of
the claim, the mailing of the notice of de-
ficiency, or the execution of the agreement,
whichever is earliest, if the claim was filed,
the notice of deficiency rpalled, or the agree-
ment executed within three years from the
time the .return was filed by the taxpayer,
or (C) after the execution of such an agree-
ment and before the explration" of the period
within which the Commissioner might make
an assessment pursuant to such agreement
or any extension thereof, or (D) after the
mailing of the notice of deficiency; or (2),
if such portion was not paid within the pe-
riod described In clause (1), but the notice
of deficiency was mailed within seven years
from the time prescribed for the filing of
the return, or a claim described in subsection
(b) (5) was filed, that such portion does not
exceed the amount of the overpayment at-
tributable to the deductibility of items de-
scribed In subsection (b) (5); or (3), If such
portion was not paid within the period de-

scribed in claule (1) but the notice of
deficiency was mailed within the period pro-
scribed In subsection (b) (0) for the Iling
of a claim for credit or refund of an over-
payment attributable to a carry-bacl, or
such a claim was filed, that such portion does
not exceed the amount of the overpayment
attributable to a carry-back.

(e) Presumption as to date of paymcnt,
For the purposes of this section, any tax
actually deducted and withheld at the source
during any calendar year under Subohaptor
D of Chapter 9 shall, in respect of the re-
cipient of the Income, be deemed to have
been paid by him not earlier than the fif-
teenth day of the third month following the
close of his taxable year with respect to which
such tax is allowable as a credit under sec-
tlon 35. For the purposes of this section,
any amount paid as estimated tax for any
taxable year shall be deemed to have been
paid not earlier than the fifteenth day of
the third month following the close of such
taxable year.

(f) Tax woithhld at source. For refund or
credit In case of withholding agent, see sec-
tion 143 (f). For refund or credit In case
of employer required to deduct and with-
hold tax on wages, see section 1622 (f).

(g) Overpayments attributable to ndt
operating loss carry-backs and unused cx-
cess profits credit carr/-backs. If the allow-
ance of a credit or refund of an overpayment
of tax attributable to a net operating loss
carry-back or to an unused excesa profits
credit carry-back Is otherwise prevented by
the operation of any law or rule of law other
than section 3761, relating to compromises,
such credit or refund may be allowed or
made, if claim therefor Is filed within the
period provided In subsection (b) (6), If
the allowance of an application, credit or
refund of a decrease in tax determined under
section 3780 (b) is othervise prevented by
the operation of any law or rule of law other
than section 3761, such application, credit
or refund may be allowed or made if appli-
cation for a tentative carry-back adjustment
is made within the period provided in section
3780 (a). In the cas'of any such claim for
credit or refund or any such application for
a tentative carry-back adjustment, the de-
termination by any court, Including the Tax
Court of the United States, In any proceed-
ing in which the decision of the court has
become final, shall be conclusive except with
respect to the net operating loss deduction
and the unused excess profits credit adjust-
ment, and the effect of such deduction or
adjustment, to the extent that such deduc-
tion or adjustment Is affected by a carry-back
which was not in Issue in such proceeding.

[Sec. 322 as amended by sees. 100 and 173
(e), Rev. Act 1942; sees, 2 (b) (2) and 4 (a)
and (b), Current Tax Payment Act 1043;
sees. 6 (b) (9) and (10) and 14 (d), Indi-
vidual Income Tax Act 1044; sec. 6 (a), (b),
(c), and (d), Tax Adjustment Act 1948: sea.
122 (e) (1), Rev. Act 10451 oec. 1, Pub. Law
716 (81st Cong.): see. 206 (b) (1), Solal
Security Act Amendments 10M0]

§ 39.322-1 Authority for abatement,
credit, and refund of tax. Authority for
the credit and refund of any overpay-
ment of any income tax imposed by
chapter 1 is contained In section 322,
Section 273 (j) prohibits the filing of
claims for abatement by taxpayers with
respect to assessments of income tax
unposed by chapter 1.

§ 39.322-2 Credit and refund adj ust-
ments. ,Credits or refunds of overpay-
ments may not be allowed or made after
the expiration of the statutory period
of limitation properly applicable unless,
before the expiration of such period, 4
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claim therefor has been filed by the tax-
payer. The claim, together with appro-
priate supporting evidence, must be filed
m the office of the district director of
internal revenue for the internal revenue
district in which the tax was paid.
Where an amount of tax in excess of that
properly due has been paid by a with-
holding agent, the credit or refund of
such excess amount shall be made to the
withholding agent unless the amount of
such tax was actually withheld by the
withholding agent. See section 143 f)
As to interest in case of credits or refunds,
see section 3771 and 28 U. S. C. 2411.

§ 39.322-3 Clams for refund by tax-
payers. (a) Claims by the taxpayer for
the refunding of taxes, interest, penal-
ties, and additions to tax erroneously or
illegally collected shall be made on Form
843, or on Form 1040 or 1040A, or an
amended return, and should be filed with
the district director of internal revenue.
A separate claim shall be made for each
taxable year or period.

(b) No refund or credit will be allowed
after the expiration of the statutory
period of limitation applicable to the
fing of a claim therefor except upon one
or more of the grounds set forth in a claim
filed before the expiration of such period.
The claim must set forth in detail each
ground upon which a refund is claimed,
and facts sufficient to apprise the Com-
nissioner of the exact basis thereof. The
statements of the grounds and facts must
be verified by a written declaration that
they are made under the penalties of
perjury. A properly executed return on
Form 1040 shall, at the election of the
taxpayer, constitute a claim for refund
or credit within the meaning of section
322 for the amount of the overpayment
disclosed by such return. For the pur-
poses of section 322, such claim shall be
considered as filed on the date on which
such return is considered as filed. An
election to treat the return as a claim for
refund or credit shall be evidenced by a
statement on the return setting forth the
amount determined as an overpayment
and advising whether such amount shall
be refunaed to the taxpayer or shall be
applied as a credit against the tax-
payer's estimated tax for the taxable
year immediately succeeding the taxable
year for which such return is filed. If
the taxpayer elects to have all or part of
the overpayment shown by his return
applied to his estimated tax for his suc-
ceeding taxable year, no interest shall
be allowed on such portion of the over-
payment credited and such amount shall
be applied as a payment on account of
the estimated tax for such year or the
installments thereof. The filing of a
properly executed return on Form 1040A
shall constitute an election by the tax-
payer to have the return treated as a
claim for refund and such return shall
constitute a claim for refund within the
meaning of section 322 for the amount
of the overpayment shown by the district
director's computation of the tax on the
basis of the return. For the purposes of
section 322, such claim shall be consid-
ered as filed on the date on which such
return is considered as filed. In any
case in which a taxpayer elects to have an
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overpayment refunded to him he may not
thereafter change his election to have the
overpayment applied as a payment on
account of his estimated ta. A claim
which does not comply with this para-
graph will not be considered for any pur-
pose as a claim for refund. With respect
to limitations upon the refunding or
crediting of taxes, see §§39.322-7 to
39.322-11, inclusive.

(c) If a return is filed by an individual
and, after his death, a refund claim is
filed by his legal representative, certified
copies of the letters testamentary, letters
of administration, or other similar evi-
dence must be annexed to the claim, to
show the authority of the legal repre-
sentative to file the claim. If an execu-
tor, administrator, guardian, trustee,
receiver, or other fiduciary files a return
and thereafter a refund claim is filed
by the same fiduciary, documentary evi-
dence to establish the legal authority of
the fiduciary need not accompany the
claim, provided a statement is made in
the claim showing that the return was
filed by the fiduciary and that the latter
is still acting, In such cases, if a refund
is to be paid, letters testamentary, letters
of administration, or other evidence may
be required, but should be submitted only
upon the receipt of a speefilc request
therefor. If a claim is filed by a fidu-
ciary other than the one by whom the
return was filed, the necessary documen-
tary evidence should accompany the
claim.

(d) A claim may be executed by an
agent of the person assessed, but In such
case a power of attorney must accom-
pany the claim.

(e) Checks in payment of claims al-
lowed will be drawn In the names of the
persons entitled to the money and may
be sent to such persons In care of an
attorney or agent who has filed a power
of attorney specifically authorizing him
to receive such checks. The Comnmis-
sioner may, however, send any such check
direct to the claimant. In this connec-
tion, see section 3477 of the Revised Stat-
utes (31 U. S. C. 203)

(f) The Commissioner has no author-
ity to refund on equitable grounds penal-
ties or other amounts legally collected.
As to claims for refund of sums recov-
ered by suit, see §§ 39.322-4 to 39.322-6,
inclusive.

§ 39.322-4 Claim for payment of fudg-
ment obtained against district director.
(a) A claim for the amount of a Judg-
ment against a district director of inter-
nal revenue for the recovery of taxes,
penalties, or other sums should be made
on a properly executed Form 843, and
filed directly with the Commissioner of
Internal Revenue, Washington 25, D. C.
The claim must be verified by a written
declaration that It is made under the
penalties of perjury. Two certified
copies of the final judgment and a cer-
tificate of probable cause should be at-
tached to the claim. If the payment of
court costs is claimed, an Itemized bill
of the court costs paid, receipted by the
clerk of the court, should also accompany
the claim. With respect to the certifi-
cate of probable cause, 28 U. S. C. 2006
provides:

6111

SMx 2000. Execution cgainot revenue of-
ficer. Executlon ctal not hse - ate a
collector or other revenue officer on a final
jud ment in any proceeding against him for
any of hbL acts. or for the recovery of any
money exacted by or paid to him and sub-
cequently paid into the Treasury, in per-
forming hils official dutlez, Ir the court ccrtl-
Jl3 that:

(1) Probable cauca exicted; or
(2) The officer nctad under the dlrectionz

of the Secretary of the Treasury or other
proper Government officer.

When such certifcate ba3 bein Lued, the
amount of the judgment chafl ba pald out
of the propcr appropriatlon by the Tre-sury.

If the case was appealed, two certified
copies of the mandate of the appellate
court should also be attached to the
claim. A Judgment will not be paid until
the period for appeal has exuired unless
a stipulation, signed by both parties to
the suit, waiving the right to appeal, has
been flied with the clerk of the court
and two cartified copies of such waiver
are furnished to the Commissioner.

(b) If the judgment debtor shall have
already paid the amount recovered
against him, the claim should be made
In his name, accompanied by two certi-
fled copies of the final judgment, and an
Itemized bill of the court costs paid. A
certificate of the clerk of the court in
which the judgment was recovered (or
other satisfactory evidence) sho,-
that the judgment has been satisfied and
specifying the exact sum paid in its sat-
isfaction, should accompany the claim
See further § 39.322-3.

§ 30.322-5 Cla~m for parment of
Judgment obtained in United States dis-
trict court against the United States.
A claim for the payment of a judgment
rendered by a United States district
court against the United States repre-
senting taxes, penalties, or other sums
should be made on a properly executed
Form 843 and filed directly with the Com-
missioner of Internal Revenue, Wash-
ington 25, D. C. The claim must b3
verified by a written declaration that
It is made under the penalties of par-
jury. Two certified copies of the final
Judgment should be attached to the
claim. If the judgment specifcally pro-
vide3 for the recovery of costs, an item-
ized bill of such court coats paid,
receipted by the clerk of the court,
should also accompany the claim. If
the case was appealed, two certified
copies of the mandate of the appellate
court should also be attached to the
claim. A Judgment will not be paid un-
tU the period for appeal has expired
unless a stipulation, signed by both
parties to the suit, waiving the right to
appeal, has been filed with the clerk
of the court, and two certified copies of
such waiver are furnished to the
Commissioner.

§ 39.322-6 Claim for payment of
judgment obtained in the Court of
Claims against the United States. A
claim for the payment of a judgment
rendered by the United States Court of
Claims against the United States, repre-
senting taxes, penalties, or other sums
should be made on a properly executed
Form 843 and filed directly with the Con-

939.322-6

HeinOnline -- 18 Fed. Reg. 6111 1953



RULES AND REGULATIONS

missioner of Internal Revenue, Wash-
ington 25, D. C. The claim must be veri-
fied by a written declaration that it is
made under the Penalties of perjury.
The claim shall be accompanied by a cer-
tificate of judgment issued by the clerk
of the court and two copies of the printed
opinion of the court, if an opinion was
rendered. A judgment will not be paid
until the period for appeal has expired
unless a stipulation, signed by both par-
ties to the suit, waiving the right to
appeal, has been filed with the clerk of
the court, and two certified copies of
such waiver are furmshed to the Com-
missioner.

§ 39.322-7 Limitations upon crediting
and refunding of taxes paid, general rule.
(a) Unless a claim for credit or refund
of an overpayment is filed within three
years from the time the return was filed
by the taxpayer or within two years from
the time the tax was paid, the Commis-
sioner is prohibited from allowing or
making a credit or refund of income tax
imposed by chapter 1 for such year after
both periods have expired. If no return
is filed by the taxpayer, the Comms-
sioner is prohibited from allowing or
making a credit or refund of such tax
after two years from the time the tax
was paid unless, before the expiration of
such 2-year period, a claim therefor is
filed. The amount of the credit or re-
fund in any case shall not exceed the
portion of the tax paid-

(1) If a return was filed by the tax-
payer, and the claim was filed within
three years, from the time the return
was filed, during the three years im-
mediately preceding the filing of the
claim.

(2) If a claim was filed, and (i) no
return was filed, or (ii) if the claim was
not filed within three years from the
time the return was filed by the tax-
payer, during the two years immediately
preceding the filing-of the claim.

(3) If no claim was filed and the al-
lowance of credit or refund is made with-
in three years from the time the return
was filed by the taxpayer, during the
three years immediately preceding the
allowance of the credit or refund.

(4) If no claim was filed, and (i) no
return was filed or (ii) the allowance
of the credit or refund is not made within
three years from the time the return
was filed by the taxpayer, during the two
years immediately preceding the allow-
ance of the credit or refund.

(b) For the purposes of this section
and H9 39.322-8 to 39.322-11, inclusive,
a return filed before the last day pre-
scribed by law for the filing thereof, or
an advance payment of any portion of
the tax made before such date, shall be
considered as filed or made on the last
day prescribed by law for the filing of
such return or the payment of such tax.
If the taxpayer elected to pay the tax
in installments, such an advance pay-
ment shall be considered as made on the
last day prescribed for the payment of
the first installment, but in all cases the
last day prescribed by law for filing the
return or paying the tax shall be deter-
mined without regard to any extension
of time granted the taxpayer for filing

§ 39.322-7

the return or paying the tax. The pro-
visions of this section are subject to the
exceptions provided in §§ 39.322-8 to
39.322-11, inclusive.
(c) In the case of a filing of a joint

return under section 51 (g) the joint
return shall be deemed to have been filed
on the last date prescribed by law for
filing the return for such taxable year,
determined without regard to any ex-
tension of time granted to either spouse
for filing the return or paying the tax.
See § 39.51-I (b) (3) (iii)

(d) For special provisions in the case
of an overpayment resulting from the
application of section 127 (c) (3) (re-
lating to war loss recoveries) see section
127 (c) (5) and the regulations there-
under.

§ 39.322-8 Limitations upon crediting
and refunding of taxes paid, in case
waiver executed. (a) If the Commis-
sioner and the taxpayer, within three
years from the time the return was filed
by the taxpayer or within two years from
the time the tax was paid, whichever
period expires the later, have agreed in
writing under the provisions of sections
276 (b) to extend beyond the period pre-
scribed in section 275 the time within
which the Commissioner may make an
assessment, then the period within which
a claim for credit or refund may be filed,
or a credit or refund may be allowed or
made if no claim is filed, is the period
within which the Commissioner may
make an assessment pursuant to such
agreement or any extension thereof, and
for six months thereafter. The amount
of the credit or refund in such case shall
not, however, exceed the sum of-

(1) The portion of the tax paid dur-
ing the two years immediately preced-
ing the execution of the agreement be-
tween the Commissioner and the tax-
payer, or, if such agreement was executed
within three years from the time the
return was filed, during the three years
immediately preceding the execution of
such agreement;

(2) The portion of the tax paid after
the execution of the agreement between
the Commissioner and the taxpayer and
before the expiration of the period with-
in which the Commissioner might make
an assessment pursuant to such agree-
ment or any extension thereof; and

(3) The portion of tax paid during the
six months immediately following the
expiration of the period within which
the Commissioner might make an assess-
ment pursuant to the agreement between
the Commissioner and the taxpayer or
any extension of such agreement.

(b) If any portion of the tax is paid
within six months after the expiration
of the period within which the Commis-
sioner might make an assessment pur-
suant to an agreement between the Com-
missioner and the taxpayer or any ex-
tension thereof, and if credit or refund
is allowed or made after such payment
and before the end of such 6-month pe-
rinod, or if clain for credit or refund is
filed after such payment and before the
end of such 6-month period, then the
provisions of paragraph (a) of this sec-
tion shall apply to such credit or refund.

(c) The period within which a claim
for credit or refund may be filed, or
credit or refund allowed or made if no
claim is filed, shall not expire before two'
years after the time the tax was paid, but
if a claim is filed, or credit or refund
allowed or made If no claim is filed, more
than six months after the expiration of
the period within which the Commis-
sioner may make an assessment pur-
suant to such agreement or any exten-
sion thereof, the amount of the credit or
refund shall not exceed the portion of
the tax paid during the two years im-
mediately proceeding the filing of the
claim, or, if no claim is filed, immediately
preceding the allowance of the credit or
refund.

(d) If a claim for credit or refund is
filed or if credit or refund is allowed or
made before the execution of any agree-
ment between the Commissioner and the
taxpayer to extend the period within
which the Commissioner might make an
assessment, the limitations on such
credit or refund shall be those specified
in § 39.322-7.

(e) The agreement referred to in this
section will not be considered to have
been executed until the date it is signed
by or for the Commissioner.

§ 39.322-9 Limitations upon crediting
and refunding of taxes paid, overpay-
ment on account of bad debts, worthless
securities, etc. (a) (1) If the claim for
credit or refund relates to an ovOrpaY-
ment on account of-

(i) The deductibility by the taxpayer,
under section 23 (W) (1) section 23 (W)
(4) or section 204 (c), of a debt as a debt
which became worthless, or, under sec-
tion 23 (g) (2) or (W) (2), of a loss from
the worthlessness of a security, or

(ii) The effect that the deductibility of
a debt or loss described in subparagraph
(1) of this paragraph has on the appli-
cation to the taxpayer of a capital loss
carry-over provided in section 117 (W), a
net operating loss carry-over provided In
section 122 (b), or an unused excess
profits credit carry-over provided in
section 432 (c)
then Jn lieu of the 3-year period from the
date the return was filed in which claim
may be filed or credit or refund allowed
or made, as prescribed in § 39,322-7, the
period shall be seven years from the date
prescribed by law for filing the return
(determined without regard to any ex-
tension of time for filing such return)
for the taxable year for which the claim
is made or the credit or refund allowed
or made.

(2) If the claim for credit or re-
fund relates to an overpayment on ac-
count of the effect that the deductibility
of a debt or loss described in subpara-
graph (1) of this paragraph, has on the
application to the taxpayer of a net op-
erating loss carry-back provided In
section 122 (b) or an unused excess
profits credit carry-back provided in
section 432 () such period shall be
whichever of the following two periods
expires later"

(i) Seven years from the date pro-
scribed by law for filing the return (de-
termined without regard to any extoun-
sion of time for filing such return) for
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I he taxable year of the net operating
I Dss or the unused excess profits credit;
c(r

(ii) The period prescribed in § 39.322-
'11.

(3) In the case of any claim described
in this section, the amount of the credit
Or refund may exceed the portion of the
tax paid within the period provided in
. 39.322-7 or § 39.322-8, whichever is

z.pplicable, to the extent of the amount
of the overpayment attributable to the
deductibility of items described in this
section. Such a credit or refund cannot
exceed the sum of the following:

(i) The portion, if any, of the tax paid
within the period provided in § 39.322-7
or §'39.322-8, whichever is applicable,
ind

(ii) The amount of overpayment due
;o the deductibility of items described in
2is section.

(4) The portion of an overpayment
bue to items described in this section
;hal ,be determined by treating the
proper deduction of such items as the
irst adjustment to be made in comput-
ng such overpayment.

(b) If clam for credit or refund is not
Sled within the applicable period de-
scribed in paragraph (a) of this section,
then credit or refund may be allowed or
made only if claim therefor is filed or if
such credit or refund is allowed or made,
within any period prescribed in § 39.322-7
or § 39.322-8, whichever is applicable,
subject to the provisions thereof limiting
the amount of credit or refund in the
case of a claim filed, or, if no claim was
filed, in the case of credit or refund al-
lowed or made within such applicable
period as prescribed in § 39.322-7 or
§ 39.322-8.

(c) The provisions of section 322 (b)
(5) do not apply to an overpayment
due to the deductibility of a debt that
became partially worthless during the
taxable year,-but only to an overpayment
due to the deductibility of a debt which
became entirely worthless during such
year.

(d) The provisions of paragraph (a) of
this section with regard to an overpay-
ment caused by the deductibility of a bad
debt under section 23 (k) (1) section 23
(k) (4) or section 204 (c) or of a loss
from the worthlessness of a security
under section 23 (g) (2) or (k) (2) are
likewise applicable to an overpayment
caused by the effect that the deductibility
of such a bad debt or loss has on the
application to the taxpayer of a carry-
over or of a carry-back.

(e) For the limitation on the allowance
of interest for an overpayment where
credit or refund is subject to the pro-
visions of section 322 (b) (5) see section
3771 (d)

§ 39.322-10 Limitations upon credit-
rng and refunding of taxes paid, over-
payment determzned by the Tax Court.
(a) In any case where a person having
a right to file a petition with The Tax

h Court of the United States with respect
to a deficiency in income tax imposed
'by chapter 1 filed such petition within
the prescribed time, no credit or refund
of the tax for the year to which the de-
ficiency relates shall be allowed or made,
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and no suit for the recovery of any part
of such tax shall be instituted by the tax-
payer, subject to the following excep-
tions:

(1) If the Tax Court finds that the
person has overpaid his tax for the year
to which the notice of deficiency relates,
and the decision of the Tax Court as to
the amount overpaid has become final
(see section 1140, Internal Revenue
Code) the overpayment shall be credited
or refunded, but no such credit or refund
shall be made of any portion of the tax
unless the Tax Court determines as part
of its decision-

(i) That such portion was paid-
(a) Within two years Immediately

preceding the filing of a claim for credit
or refund thereof, the mailing of the
notice of deficiency, or the execution of
an agreement by both the Commissioner
and the taxpayer pursuant to section 276
(b) to extend beyond the time prescribed
in section 275 the time within which the
Commisioner might assess the tax,
whichever event occurs first in point of
time, or

(b) Within three years immediately
preceding the filing of the claim, the
mailing of the notice of deficiency, or the
execution of the agreement, whichever
event occurs first in point of time. if the
clain was filed, the notice of deficiency
mailed, or the agreement executed with-
n three years from the time the return

was filed by the taxpayer, or
(c) After the execution of such an

agreement and before the expiration of
the period within which the Commis-
sioner might make an assessment pur-
suant to such agreement or any exten-
sion thereof, or

(d) After the mailing of the notice of
deficiency- or

(ii) If such portion of the tax was not
paid within the period described in sub-
division (1) of this subparagraph, but
the notice of deficiency was mailed
within seven years from the time pre-
scribed for filing the return (determined
without regard to any extension of time
for filing such return), or a claim of
the type described in § 39.322-9 was
filed, that such portion of the tax does
not exceed the amount of the overpay-
ment attributable to the deductibility of
items described In § 39.322-9, or

(iii) If such portion of the tax was
not paid within the period described in
subdivision (I) of this subparagraph,
but the notice of deficiency was mailed
within the period prescribed in § 39.322-
11 for the filing of a claim for credit or
refund of an overpayment attributable
to a net operating loss carry-back or an
unused excess profits credit carry-bacl
or such a claim was Med, that such por-
tion of the tax does not exceed the
amount of the overpayment attributable
to the carry-back.

The amount of the overpayment attrl-
butable to the deductibility of Items de-
scribed in § 39.322-9 or to a carry-back
shall be determined under the provisions
of §§ 39.322-9 and 39.322-11, respec-
tively. For the limitation on the allow-
ance of interest for any portion of an
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overpayment described in subdivision
Wi) or (Wii) of this subparagraph, see

section 3771 (d) or (e) whichever is
applicable.

(2) In the case of a Jeopardy assess-
ment made under section 273, if the
amount which should have been assessed
as determined by a decision of the Tax
Court which has become final is less than
the amount already collected, the excess
payment shall be credited or refunded
subject to a determination being made
by the Tax Court with respect to the
time of payment as stated in paragraph
(a) of this section.

(3) If the amount of the deficiency
determined by the Tax Court (in a case
where collection has not been stayed by
the filing of a bond) Is disallowed n
whole or in part by the reviewm court.
then the overpayment resulting from
such disallowance shall be credited or
refunded without the making of claim
therefor subject to a determination be-
ing made by the Tax Court with re-
spect to the time of payment as stated n
paragraph (a) of this section. See sec-
tion 1146, Internal Revenue Code.

(4) Where the amount collected is in
excess of the amount computed in ac-
cordance with the decision of The Tax
Court which has become final, the excess
payment shall be credited or refunded
within the period of limitation provided
in section 322 (b).

(5) Where an amount is collected
after the statutory period of limitation
upon the beining of distraint or a pro-
ceeding in court for collection has ex-
pired (tee § 39.275-2), the taxpayer may
file a claim for refund of the amount so
collected within the period of limitation
provided in section 322 (b) In any such
case. the decision of the Tax Court as
to whether the statutory period upon
collection of the tax expired before
notice of the deficiency was mailed shall,
when the decision becomes final, be
conclusive.

(b) For special provisions in the case
of an overpayment resulting from the
application of section 127 (c) (3) (re-
lating to war loss recoveries) see section
127 (c) (5) and the regulations there-
under.

§ 39.322-11 Limitations upon credit-
ing and refunding of taxes paid--over-
payment on account of net operating
loss carry-bacts and unused excess
profits credit carry-back:s--(a) Special
period of limitation. (1) f the claim
for credit or refund relates to an over-
payment attributable to a net operating
loss carry-back, provided in section 122
(b), or to an unused excess profits credit
carry-back, provided in section 432 (c)
then in lieu of the 3-year period from the
date the return was filed in which the
claim may be filed or credit or refund
allowed or made, as prescribed in
§ 39.322-7, the period shall be whichever
of the following two periods expires
later:
(1) The period which ends with the

expiration of the fifteenth day of the
thirty-ninth month following the end
of the taxable year of the net operating
loss which resulted in the carry-back; or

§ 39.322-11
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(ii) The period which ends with the
expiration of the period prescribed in
§ 39.322-8 within which a claim for
credit or refund may be filed with re-
spect to the taxable year of the net
operating loss which resulted in- the
carry-back.

(2) In the case of'a claim described
In subdivision (i) of this paragraph, the
amount of the credit or refund may ex-
ceed the portion of the tax paid within
the period prescribed in § 39.322-7 or
§ 39.322-8, whichever is applicable, to the
extent of the amount of the overpayment
attributable to the carry-back. Such
a credit or refund cannot exceed the
sum of the following:

(i) The portion, if any, of the tax paid
within the period provided in § 39.322-7
or § 39.322-8, whichever is applicable,
and

(ii) The amount of the overpayment
attributable to the carry-back.

(3) The portion of an overpayment
attributable to a carry-back shall be de-
termined by treating the net operating
loss deduction and the unused excess
profits credit adjustment, to the extent
that they are increased by the net oper-
ating loss carry-back or the unused ex-
cess profits credit carry-back, as the
first adjustments to be made in com-
puting such overpayment. If claim for
credit or refund is not filed, and if
credit or refund is not allowed or made,
within the period described in this
paragraph, then credit or refund may
be allowed or made only if claim there-
for is filed, or if such credit or refund is
allowed or made, within any period pre-
scribed in § 39.322-7 or § 39.322-8, which-
ever is applicable, subject to the provi-
sions thereof limiting the amount of
credit or refund in the case of a claim
filed, or if no claim was filed, in case of
credit or refund allowed or made within
such applicable period. For the limita-
tion on the allowance of interest for an
overpayment where credit or refund is
subject to the provisions of section 322
(b) (6) see section 3771 (e)

(b) Barred overpayments. If the al-
lowance of a credit or refund of an over-
payment of- tax attributable to a net
operating loss carry-back or to an unused
excess profits credit carry-back is other-
wise prevented by the operation of any
law or rule of law (other than section
3761, relating to compromises) such
credit or refund may be allowed or made
under the provisions of section 322 (g)
if a claim therefor is filed, within the
period provided by section 322 (b) (6)
and paragraph (a) of this section for
filing a claim for credit or refund of an
overpayment attributable to a carry-
back. Similarly, if the allowance of an
application, credit, or refund of a de-
crease in tax determined under section
3780 (b) is otherwise prevented by the
operation of any law or rule of law
(other than section 3761) such ap-
plication, credit, or refund may be al-
lowed or made if an application for
a tentative carry-back adjustment is
filed within the period provided in sec-
tion 3780 (a) Thus, for example, even
though the tax liability for a given tax-
able year has previously been litigated

before The Tax Court of the United
States, credit or refund of an overpay-
ment may be allowed or made despite
the provisions of section 322 (c) if claim
for such credit or refund is filed within.
the period provided in section 322 (b)
(6) and paragraph (a) of this section.
In the case of a claim for credit or refund
of an overpayment attributable to a
carry-back, or in the case of an appli-
cation for a, tentative carry-back ad-
justment, the determination of' any
court, including The Tax Court of the
United States in any proceeding in which
the decision of the court has become
final, shall be conclusive except with re-
spect to the net operating loss deduction
and the unused excess profits credit ad-
justment, and the effect of such deduc-
tion or adjustment, to the extent that
such deduction or adjustment is affected
by a carry-back which was not in issue
in such proceeding.

§ 39.322-12 Crediting of accounts of
district directors in cases of assessments
against several persons covering same
liability. If assessments have been
made against several persons covering
the same tax liability, and payment of
such liability by one or more of such
persons has been duly certified to the
Commissioner, the Commissioner, for
the purpose of temporarily relieving
the district director of internal revenue
from liability uider section 3950, may
authorize him to take credit temporarily
with respect to the assessments not spe-
cifically paid. Such action, however,
shall not constitute an abatement and
shall not discharge the liability of the
persons concerned.

SUPPLEMENT P-FOREIGN PERSONAL
HOLDING COMPAN IEs

§ 39.331 Statutory proviszons; defini-
tion of foreign personaL holding com-
pany.

SEC. 331. Definition of foreign personal
holding company-(a) Generat rule. For
the purposes of this chapter the term "for-
eign personal holding company" means any
foreign corporation If-

(1) Gross income requzrement. At least
60 per centum of its gross income (as defined
In section 334 (a)) for the taxable year is
foreign personal holding company income as
defined in section 32; but if the corpora-
tion is a fqrelgn personal holding company
with respect to any taxable year ending after
August 26, 1937, then, for each subsequent
taxable year, the minimum percentage shall
be 50 per centuni in lieu of 60 per centum,
until a taxable year during the whole of
which the stock ownership required by para-
graph (2) does not exist, or until the expira-
ion -of three consecutive taxable years in

each of which less than So per centum of the
gross income is foreign personal holding com-
pany income. For the purposes of this para-
graph there shall be Included in the gross
income the amount includible therein as a
dividend by reason of the application of
section 334 (c) (2)* and

(2) Stock ownership requirement. At any
ime during the taxable year more than 50
per centumn in value of its outstanding stock
is owned, directly or indirectly, by or for not
more than five Individuals- who are citizens
or residents of the United States, herein-
after called "United States group."

(b) Exceptions. The term "foreign per-
sonal holding company" does not include a

corporation exempt from taxation under
section 101.

§ 39.331-1 Definition of foreign per-
sonal holding company. (a) A foreign
personal holding company Is any for-
emgn corporation (other than a corpora->'
tion exempt from taxation under sectloti
101) which for the taxable year mcoto
(1) the gross Income fequlfement spec-
ified In § 39.331-2, and (2) the stoc
ownership requirement specified in
§ 39.331-3. Both requirements must be
satisfied and both must be met with re-
spect to each taxable year.

(b) A foreign corporation which
comes within the classification of a for-
eign personal holding company is not
subject to taxation either under section
102 or section 500. The fact that a for-
eign corporation is a foreign personal
holding company does not relieve the
corporation from liability for the taxes
Imposed generally under section 231
upon foreign corporations, since such
taxes apply regardless of the qlassifi-
cation of the foreign corporation as i
foreign personal holding company.

§ 39.331-2 Gross income requirement,
(a) To meet the gross Income require-
ment, It is necessary that either of the
following percentages of gross income of
the corporation for the taxable year (in-
cluding the additions to gross income
provided in section 334 b) as required
by section 334 (a) (2)) be foreign per-
sonal holding company Income as defined
in section 332:

(1) Sixty percent or more: or
(2) Fifty percent or more If the foreign

corporation has been classified as a for-
eign personal holding company for any
taxable year ending after August 20,,
1937, unless-

(i) A taxable year has intervened since
the last taxable year for which it was so
classified, during no part of which the
stock ownership requirement specified in
section 331 (a) (2) exists; or

(ii) Three consecutive years have
Intervened since the last taxable year for
which it was so classified, during each of
which its foreign personal holding coim-
pany income was less than 50 percent of
its gross Income.

(b) In determining whether the for-
eign personal holding company income is
equal to the required percentage of the
total gross Income, the determination
must not be made upon the basis of gross
receipts, since gross Income is nob
synonymous with gross receipts. For at
further discussion of what conttitutes
"gross income," see section 22 (a) and
55 39.22 (a)-1 to 39.22 (a)-23, inclusive,

§ 39.331-3 Stock ownership require.
ment. (a) To meet the stock ownership
requirement, It Is necessary that at some
time in the taxable year more than 50

tpercent in value of the outstanding
stock of the foreign corporation be
owned, directly or Indirectly, by or for
not more than five Individuals who are
citizens or residents of the United States,
hereinafter referred to as "United
States group." For such purpose, the
ownership of the stock must be dbtor-
mined as provided in section 303 and

§ 39.322-12
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§ 39.333 (a)-l to 39.333 (a)-7, mclu-
ive, and § 39.333 (b)-1.

(b) In the event of any change in the
tock outstanding during the taxable
ear, whether in the number of shares
r classes of stock, or whether in the
iwnership thereof, the conditions exist-
ng immediately prior and subsequent to
ach change must be taken. into con-
ideration, since a corporation comes
vithmi the classification if the statutory
onditions with respect to stock owner-
hip are present at any time during the
axable year.

(c) In determining whether the statu-
;ory conditions with respect to stock
iwnership are present at any time
luring the taxable year, the phrase "in
ralue" shall, in the light of all the cir-
,umstances, be deemed thevalue of the
mrporate stock outstanding at such
ime (not including treasury stock)
rhis value may be determined upon
;he basis of the company's net worth,
,arning and dividend paying capacity,
ippreciation of assets, together with

ich other factors as have a bearing
Lpon the value of the stock. If the
7alue of the stock which is used is
greatly at variance with that reflected
oy the corporate books, the evidence of
such value should be filed with the re-

!rn. In any case where there are two
or more classes of stock outstanding, the
total value of all the stock should be
allocated among the different classes
according to the relative value of each
class therein.

§39.332 Statutory provisions; foreign
personal holding company income.

Sxc. 332. Foreign personal holding com-
pany ncome. For the purposes of this chap-
ter the term "foreign personal holding
company income" means the portion of the
gross income determined for the purposes of
section 331 (a) (1), which consists of:

(a) Dividends, interest, royalties, annu-
ities.

(b) Stock and securities transactions.
Except In the case of regular dealers in stock
or securities, gains from the sale or exchange
of stock or securities.

(c) Commodities transactions. G a I n s
from futures transactions In any commodity
on or subject to the rules of a board of
trade or commodity exchange. This subsec-
tion shall not apply to gains by a producer.
processor, merchant, or handier of the com-
modity which arise out of bona fide hedging
transactions reasonably necessary to the

,conduct of. its business in the manner in
which such business is customarily and
usually conducted by others.

(d) Estates and trusts. Amounts includ-
ible in computing the net income of the
corporation under Supplement E; and gains
from the sale or other disposition of any
interest in an estate or trust.

(e) Personal service contracts. (1)
Amounts received under a contract under
which the corporation is to furnish personal
services; if some person other than the cor-
poration has the right to designate (by name
or by description) the individual who is to

,perform the services, or if the individual who
is to perform the services is designated (by
name or by description) in the contract;
and (2) amounts received from the sale or
other disposition of such a contract. This
subsection shall apply with respect to
amounts received fpr services under a par-
titular contract only if at some time during
the taxable year 25 per centum or more In
value of the outstanding stock of the cor-
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poration Is owned, directly or Indirectly, by
or for the Individual who has performed. is
to perform, or may be designited (by name
or by description) as the one to perform.
such services.

(f) Use o corporation property by share-
holder., Amounts received as compensation
(however designated and from whomsoever
received) for the use of, or right to uce, prop-
erty of the corporation in any case where, at
any time during the taxable year, 25 per
centum or more in value of the outstanding
stock of the corporation is owned, directly
or indirectly, by or for an individual entitled
to the use of the property; whether &uch
right is obtained directly from the corpora-
tion or by means of a sublease or other ar-
rangement.

(g) Rents. Rents, unless constituting 50
per centum or more of the grors income. For
the purposes of this subsection the term
"rents" means compensation, however de:ig-
nated, for the use of, or right to use, prop-
erty; but does not include amounts consti-
tuting foreign personal holding company In-
come under subsection (1).

§ 39.332-1. Foreign personal holding
company income. For the purposes of
Supplement P (sections 331 to 340, inclu-
sive) and of §§ 39.331-1 to 39.339-3, in-
clusive, the term "foreign personal hold-
ing company income" means the portion
of the gross income determined for the
purposes of section 331 (a) (1) and § 39.-
331-2 which consists of the following:

(a) Dividends. The term "dividends"
includes dividends as defined in section
115 (a) and amounts required to be In-
cluded in gross income under section 334
(b) See § 39.115 (a)-1.

(b) Interest. The term "Interest"
means any amounts, includible in gro s
income, received for the use of money
loaned.

(c) Royalties. The term "royalties"
includes amounts received for the privi-
lege of using patents, copyrights, secret
processes and formulas, good will, trade
marks, trade brands, franchises, and
other like property. It does not include
rents, or overriding royalties received by
an operating company. As used in this
paragraph the term "overriding royal-
ties" means amounts received from the
sublessee by the operating company
which originally leased and developed
the natural resource property in respect
of which such overriding royalties are
paid.

(d) Annuities. The term "annuities"
includes annuities only to the extent In-
cludible in the computation of grom in-
come. See section 22 (b) (2)

(e) Gains from the sale or exchange
of stock or securities. As used in section
332 (b) the term "gains from the sale
or exchange of stock or securities" ap-
plies to all gains (including gains from
liquidating dividends and other dis-
tributions from capital) from the sale
or exchange of stock or securities in-
cludible in gross income. As used in
section 332 (b) the term "stock or se-
curities" includes shares or certificates
of stock, or interest in any corporation
(including any joint-stock company, in-
surance company, association, or other
organization classified as a corporation
by the Internal Revenue Code) certifi-
cates of interest or participation In
any profit-sharing agreement, or n any
oil, gas, or other mineral royalty, or

lease, collateral trust certificates, voting
trust certificates, stock rights or war-
rants, bonds, debentures, certificates of
indebtedness, notes, equipment trust
certificates, bills of exchange, and obli-
gations issued by or on behalf of a Gov-
ernment, State, Territory, or political
subdivision thereof. In the case of
"regular dealers in stock or securities,"
the term does not include gains derived
from the sale or exchange of stock or
securities made in the normal course of
business. As used in section 332 (b)
the term "regular dealers in stock or
securities" means corporations with an
established place of business regularly
engaged in the purchase of stock or
securities and their resale to customers,
but such corporations are not dealers
with respect to stock or securities held
for speculation or investment.

(f) Gains from futures transactions
in commodities. Gains from futures
transactions in commodities include
gains from futures transactions in any
commodity on or subject to the rules of a
board of trade or commodity exchange,
but do not include gains from cash
transactions or gains by a producer,
processor, merchant, or handler of the
commodity, which arise out of bona fide
hedging transactions reasonably necas-
sary to the conduct of its business in the
manner in which such business Is cus-
tomarily and usually conducted by
others. In general, foreign personal
holding company income includes gains
on futures contracts which are spacula-
tive. Futures contracts representing
true hedges against price fluctuations m
spot goods are not speculative transac-
tions, though not concurrent with spot
transactions. Futures contracts which
are not hedges against not transactions
are speculative unless they are hedges
against concurrent futures or forward
sales or purchases.

(g) Income from estates and trusts.
The income from estates and trusts
which is to be included in foreign per-
sonal holding company income consists
of the income from estates and trusts
which Is required to be included in the
gross Income of the corporation under
sections 161 to 169, inclusive, together
with the gains derived by the corpora-
tion from the sale or other disposition
of any nterest in an estate or trust.

(W) Amounts received under perconcl
service contracts. (1) Amounts nclud-
Ible In foreign personal holding company
income as amounts received under
personal service contracts consist of
amounts received pursuant to a contract
under which the corporation is to fur-
nish personal services, and amounts
received from a sale or other disposition
of such a contract, if-

(i) Some person other than the cor-
poration has the right to designate (by
name or by description) the individual
who is to perform the services, or if the
individual who is to perform the services
is designated (by name or by description
in the contract) and

(1i) At some time durng the taxable
year 25 percent or more in value of the
outstanding stock of the corporation is
owned, directly or mdirectly, by or for

C 39.332-1
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the individual who has performed, is to
perform, or may be designated (by name
or by description) as the one to perform
such services. For this purpose the
stock ownership must be determined
as provided in section 333 and
§§ 39.333 (a)-1 to 39.333 (a)-7, inclusive,
and § 39.333 (b)-1.

(2) The application of section 332 (e)
and this paragraph may be illustrated by
the following examples:

Example (1). A, whose profession is tlhat
of an actor, owns all of the outstanding
capital stock of the M Corporation, a foreign
corporation. The IM Corporation entered
into a contract with A under which A was
to perform pqrsonal services for the person
or persons which the Md Corporation might
designate, in consideration of which A was
to receive $10,000 a year from the M Corpora-
tion. The M Corporation entered into a
contract with the 0 Corporation in which A
was designated to perform personal services
for the 0 Corporation, in consideration of
which the 0 Corporation was to pay the i&
Corporation $500,000 a year. The $500,000
received by the M Corporation from the 0
Corporation constitutes foreign personal
holding company income.

Example (2). The N Corporation, a for-
eign corporation, the entire outstanding
capital stock of which is owned by four indi-
viduals, is engaged in engineering. The N
Corporation entered into a contract with the
O Corporation to perform engineering serv-
ices for the 0 Corporation, in consideration
of which the 0 Corporation was to pay the
N Corporation $50,000. The individual who
was to perform the services was not desig-
nated (by name or by description) in the
contract and no one but the N Corporation
had the right to designate (by. name or by
description) such individual. The $50,000
received by the N Corporation from the 0
Corporation does not constitute foreign per-
sonal holding company income.

(t) Compensation for use of property.
The compensation for the use of, or the
right to use, property of the corporation
which is to be included in foreign per-
sonal holding company income consists
of amounts received as compensation
(however designated and from whomso-
ever received) for the use of, or the right
to use, property of the corporation in any
case In which, at any time during the
taxable year, 25 percent or more in value
of the outstanding stock of the corpora-
tion is ovned, directly or indirectly, by
or for an Individual entitled to the use
of the property, whether such right is
obtained directly from the corporation
or by means of a sublease or other ar-
rangement. The property may consist
of a yacht, a city residence, a country
house, or any other kind of property.
See sections 331 (a) (2) and 333 and
§§ 39.333 (a)-1 to 39,333 (a)-7, inclusive,
and § 39.333 (b)-1.

(j) Rents. The rents which are to
be included in foreign personal holding
company income consist of compensa-
tion, however designated, including
charter ,fees, etc., for the use of, or the
right to use, real property or any other
kind of property, but do not include
amounts constituting foreign personal

§ 39.333 (a)

holding company income under section
332 (f) and paragraph (i) of this sec-
tion. However, rents do not constitute
foreign personal holding company in-
come if constituting 50 percent or more
of the gross income of the corporation.

§ 39.333 (a) Statutory Provisons; for-
ezgn personal holding companzes; con-
structive stock-ownershtp rules.

SEc: t33. Stock ownership. (a) Construc-
tive ownership. For the purpose of deter-
mining whether a foreign corporation is a
foreign personal holding company, in so far
as such determination Is based on stock
ownership under section 331 (a) (2), section
332 (e), or section 332 (f)-

(1) Stock not owned by andividuaL Stock
owned, directly or Indirectly, by or for a cor-
poration, partnership, estate, or trust shall
be considered as being owned proportionately
by Its shareholders, partners, or beneficiaries.

(2) Family and partnership ownership.
An individual shall be considered as owning
the stock owned, directly or indirectly, by or
for his family or by or for his partner. For
the purposes of this paragraph the family of
an individual includes only his brothers and
sisters (whether by the whole or half blood),
spouse, ancestors, and lineal descendants.

(3) Options. If any person has an option
to acquire stock such stock shall be con-
sidered as owned by such person. For the
purposes of this paragraph an option to ac-
quire such an option, and each one of a
series of such. options, shall be considered as
an option to acquire such stock.

(4) Application of family-partnership and
option rules. Paragraphs (2) and (3) shall
be applied-

(A) For the purposes of the stock owner-
ship requirement provided in section 331 (a)
(2), if, but only if, the effect is to make the
corporation a foreign personal holding com-
pany;

(B) For the purposes of section 332 (e5
(relating to personal service contracts), or of
section 332 (f) (relating to the use of prop-
erty by shareholders), if, but only if, the
effect is to make the amounts therein referred
to includible under such subsection as for-
eign personal holding company income.

(5) Constructive ownershtp as actual
ownership. Stock constructively owned by
a person by reason of the application of para-
graph (1) or (3) shall, for the purpose of
applying paragraph (1) or (2), be treated as
actually owned by such person; but stock
constructively owned by an individual by rea-
son of the application of paragraph (2) shall
not be treated as owned by him for the pur-
pose of again applying such paragraph in
order to make another the constructive
owner of such stock..

(6) Option rule %n lieu of family and part-
nership rule. If stock may be considered as
owned by an individual under either para-
graph (2) or (3) it shall be considered as
owned by him under paragraph (3).

§ 39.333 (a)-1 Stock ownership
(a) For the purpose of determining
whether-

(1) A foreign corporation is a foreign
personal holding company, insofar as
such determination is based-on the stock
ownership requirements specified in sec-
tion 331 (a) (2) and § 39.331-3, or

(2) Amounts received under a per-
sonal service contract or from the sale
of such a contract constitute foreign

personal holding company Income Inso-
far as such determination Is based on
the stock ownership requirement specl-
fled In section 332 (e) and paragrapli
(h) of § 39.332-1, or

(3) Compensation for the use of prop-
erty constitutes foreign personal holdingt
company Income Insofar as such deter-
mination A based on the stock owner-
ship requirement specified In section 332
(f) and paragraph (1) of § 39.332-1,
stock owned by an individual Includes
stock constructively owned by him as
provided in section 333.

(b) For the purposes of paragraph (a'
of this section, constructive ownership
of stock shall be determined and applied
in accordance with the rules provided in
section 333 and §§ 39.333 (a)-2 to 39.333
(a)-7, inclusive, and § 39.333 (b)-. All
forms and classes of stock, however de-
nominated, which represent the Interests
of shareholders, members, or benefici-
aries in the corporation shall be taken
Into consideration.

§ 39.333 (a)-2 Stock not ot ned by
%ndividual. In determining the owner-
ship of stock for any of the purposes sot
forth in § 39.333 (a)-l, stock owned, di-
rectly or indirectly, by or for a corpora-
tion, partnership, estate, or trust shall
be considered as being owned propor-
tionately by its shareholders, partners,
or beneficiaries. For example, if A and
B, two Individuals, are the exclusive and
equal beneficiaries of a trust or estate,
and if such trust or estate owns the
entire capital stock of the M Corpora-
tion, and If the M Corporation In turn
owns the entire capital stock of the N
Corporation, then the stock of both the
M Corporation and the N Corporation
*hall be considered as being owned
equally by A and B as the individuals
owning the beneficial Interest therein,
See also § 39.333 (a)-6.

§ 39.333 (a)-3 Family and partner-
ship ownership. (a) In determining the
ownership of stock for any of the pur-
poses set forth in § 39.333 (a)-I, an In-
dividual shall be considered as owning
the stock owned, directly or indirectly,
by or for his family or by or for his part.
ner. For the purposes of such deter-
mination the family of an Individual
includes only his brothers and sisters
(whether by the whole or half blood),
spouse, ancestors, and lineal descend-
ants.

(b) The application of the family and
partnership rule In determining the
ownership of stock for the purpose set
forth in paragraph (a) (1) of § 30,333
(a)-I Is Illustrated by the following
example:

Example. (1) The Al Corporation at some
time during the taxable year had 1,800 shares
of outstanding stock, 450 of which were hold
by various Individuals having no relation-
ship to one another and none of whom
were partners, and the remaining 1,350 were
held by 51 shareholders as follows.,
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Relationships Shares Shares Shares Sharcs Shares

An individual ---------------------------- A 100 B :0 ^0 D ^03 E :0
His father ---------------e------.......... AF 10 BF 10 CF 10 DF 10 EF I0His wife --------------------------------- AW 10 DIV 40 CW 40 DWV 40 EW 49His brother ------------------------------ AB 10 BD 10 CD 10 Du 10 ED 10Hisson_ .................... AS lO B S 4 Cs 40 DS 40 ES 40
His daughter by former marriage (son's

haif-sister) ASHS 10 BSHS 40 CSHS 40 DSUS 40 ESIS 40
Hisbrother'sw . . ABW 10 B3V 10 CHIV 10 DBW 1(0 ElW 10
His wife's father ........................ AWF 10 BWF 10 CWF 10 DNVF 10 EWF 10
His wife's brother ------------------------ AWB 10 BIVB 10 CWB 10 DIII 10 EB1 ]0
His wife's brother's wife ------------------ AWBW 1O BWBW 10 CWBW 10 DWDW 10 EuVD;" 110
Individual's partner ........------------- AP 10 .. ...

(2) By applying the statutory rule pro-
vided in section 333 (a) (2) five individuals
own more than 50 percent of the outstand-
ing stock as follows:

A (including AF', AW, AB, AS, ASKS,
AP) ................................ 160

B (including B. BW, BB, BS, BSHS) __ 160
OW (including C, CS, COWL, CWB) --- 220
DB (including D. DF, DBW) -------- 200
EWB (including EW, LTWF, EWBW) ---- 170

Total, or more than 50 percent-. 910

(3) Individual A represents the obvious
case where the head of the family owns the
bulk of the family stock and naturally is the
head of the group. A's partner owns 10
shares of the stock. Individual B represents
the case where he is still head of the group
because of the ownership of stock by his im-
mediate family. Individuals C and D
represent cases where the -individuals fall
in groups headed in C's case by his wife
and in D's case by his brother because of the
preponderance of holdings on the part of
relatives by marriage. Individual Z repre-
sents the case where the preponderant hold-
ings of others elimlnate that individual
from the group.

(c) The method of applying the fam-
ily and partnership rule as illustrated in
the foregoing example also applies in
determining the ownership of stock for
the purposes stated in paragraphs (a)
(2) and (3) of § 39.333 (a)-l.

§ 39.333 (a)-4 Options. In deter-
mining the ownership of stock for any
of the purposes set forth in § 39.333
(a)-l, if any person has an option to
acquire stock, such stock may be con-
sidered as owned by such person. As
used in this section, the term "option"
includes an option to acquire such an
option and each one of a series of such
options, so that the person who has an
option on an option to acquire stock may
be considered as the owner of the stock.

§ 39.333 (a)-5 Application of family
and partnershzp rule and option rule.
(a) The family and partnership rule
provided in section 333 (a) (2) and
§ 39.333 (a) -3 and the option rule pro-
vided in section 333 (a) (3) and § 39.333
(a)-4 shall be applied-

(1) For the purpose stated in para-
graph (a) (1) of § 39.333 (a)-l, if, but
only if, the effect of such application
is to make the foreign corporation a
foreign personal holding company, or

(2) For the purpose stated in para-
graph (a) (2) of § 39.333 (a)-i, if, but
only if, the effect of such application is
to make the amounts received under a
personal service contract or from the
sale of such a contract foreign personal
holding company income, or

(3) For the purpose stated in para-
graph (a) (3) of § 39.333 (a)-l, if, but
only if, the effect of such application is

to make the compensation for the use
of property foreign personal holding
company income.

(b) The family and partnership rule
and the option rule must be applied In-
dependently for each of the purposes
stated in § 39.333 (a)-l.

§ 39.333 (a)-6 Constructive ozner-
ship as actual ownership. (a) In de-
termining the ownership of stock for any
of the purposes set forth in § 39.333
(a)-l--

(1) Stock constructively owned by a
person by reason of the application of
the rule provided In section 333 (a) (1)
relating to stock not owned by an Indi-
vidual (see § 39.333-(a)-2) shall be con-
sidered as actually owned by such person
for the purpose of again applying such
rule or of applying the fami y and part-
nerslp rule provided In section 333 (a)
(2) (see § 39.333 (a)-3) in order to make
another person the constructive owner
of such stock, and

(2) Stock constructively owned by a
person by reason of the application of
the option rule provided in section 333
(a) (3) (see § 39.333 (a)-4) shall be
considered as actually owned by such
person for the purpose of applying either
the rule provided in section 333 (a) (1)
relating to stock not owned by an indi-
vidual, or the family and partnership
rule provided in section 333 (a) (2) in
order to make another person the con-
structive owner of such stock, but

(3) Stock constructively owned by an
individual by reason of the application
of the family and partnership rule pro-
vided in section 333 (a) (2) shall not be
considered as actually owned by such
individual for the purpose of again ap-
plying such rule in order to make another
individual the constructive owner of such
stock.

(b) The application of paragraph (a)
of this section may be illustrated by the
following examples:

Example (1). A Is a United States citizen,
whose wife, AW. owns all of the stock of the
Mi Corporation, which In turn owns all the
stock of the 0 Corporation. The 0 Corpora-
tion in turn owns all the stock In the P
Corporation. Under the rule provided in
section 333 (a) (1), relating to stock not
owned by an individual, the stock in the P
Corporation owned by the 0 Corporation is
considered to be owned constructively by the
M Corporation, the sole shareholder of the
O Corporation. Such constructive owner-
ship of the stock by the M Corporation Is
considered as actual ownership for the pur-
pose of again applying such rule In order
to make AW, the sole shareholder of the
I Corporation. the constructive owner of the
stock or the P Corporation. Similarly, the
constructive ownership of the stock by AW
is considered as actual ownership for the
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purpo=e of applying the family nd partner-
chip rule provided in csctIon 333 (a) (2) in
order to make A the construCtive owner of
the stock of the P Corporation. if such
application is nece-ary for any of the pur-
posce et forth In 139333 (n)-1. Bu- the
stock thus constructively owned by A may
not be considered ns actual ownershlp forthe purpose of again applying the family
nud partner-hip, rule in order to make
another member of A's family, for ezmpleA's father, the constructive ower of the
VtCae of the P Corporation.

Example (2). B Is a United States citizen
who owns all the stock of the R Corporation
which has an option to acquire all the sock
or the S Corporation, a foreign Corporation,
owned by C, an Individual. Who is not re-
lated to B. Under the option rule provided
in tection 333 (a) (3) the 1. Corpration
may be considered as oring constructively
the stock of the S Corporation ovned by C.
Such constructive ownershin of the stock by
the R Corporation is considered as actual
o.wnerohip for the purpose of applying the
rule provided in section 333 (a) (1), relat-
Ing to stock not owned by an individual, in
order to make B. the cole shareholder of the
R Corporation. the constructive ownr of the
stock of the S Corporation. The stock thus
constructively owned by B by reason of the
application of the rule provided in section
333 (a) (1) likewke Is considered as actual
ownershlp for the purpos, if nece-sry. of
applying the family and partnership rule
provided In cectIon 333 (a) (2). in order to
make another member of B's family, for ex-
ample, B's wife. BW. the constructive omer
of the stack of the S Corporation. However
the family and partnernhip rule could not
agaln be applied co as to make still another
individual the constructive owner of ths
stock of the S Corporation, that is. the stock
constructively owned by BW could not ba
consldered as actually owned by her in order
to make BW's father the constructve oner
of such stock by a cecond application of the
family and partnership rule.

§ 39.333 (a)-7 Option rule zn ieu of
family and partnershp rule. (a) If, in
determining the owvnershi of stock for
any of the purposes set forth in § 39.333
(.)-, stock may be considered as con-
structively owned by an individual by an
application of both the family-partner-
ship rule provided n section 333 (a) (2)
(see § 39.333 (a)-3) and the option rule
provided in section 333 (a) (3) (see
§ 39.333 (a)-4) such stock shall be con-
sidered as owned constructively by the
individual by reason of the application
of the option rule.

(b) The application of paragraph (a)
of this section may be illustrated by the
following example:

Example. (1) Two brotherz. A and B, each
own 10 percant of the stck of the M Corpor-
tion. a foreign corporation. and A wife, At'l.
also ormn- 10 percent of the stock of such
corporation. AW's husband. A. has an option
to acquire the stock owned by her at any
time. It becomes nece:ary, for one o the
purpoze stated in 3 39.333 (a)-, to dater-
mine the stock owner-ship of B in the I
Corporation.

(2) If the family and partnership rule were
the only rule that applied n the case. B
would be considered, under that rule, os
oring 20 percent of the stock of the M
Corporation. namely, his own stock plus the
stock ownved by his brother. In that event,
B could not be considered as owning the
stock held by AW since (i) AW is not a mem-
ber of B's family and (U1) the constructive
ornerhip of such stock by A throuzh the
application of the family and partnerzhip

§ 39.333 (a-7
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rule in his case is not considered as actual
ownership so as to make B the constructive
owner by a second application of the same
rule with respect to the ownership of the
stock. (See § 39.333 (a)-6.)

(3) However, there is more than the fam-
ily and partnership rule involved in this
example. As the holder of an option upon
the stock, A may be considered the construc-
tive owner of his wife's stock by the appli-
cation of the option rule and without refer-
ence to the family relationship between -A
and AW. If A is considered as owning the
stock of his wife by application of the option
rule, then under § 39.333 (a) -6, such con-
structive ownership by A is regarded as
actual ownership for the purpose of apply-
ing the family and partnership rule so as to
make another member of A's family, for
example, B, the constructive owner of the
stock. Hence, since A may be considered as
owning his wife's stock by applying both the
fdiimly-partnership rule and the option rule,
the provisions of section 333 (a) (6) apply
and accordingly A must be considered the
constructive owner of his wife's stock under
the option rule rather than the family-part-
nership rule. B thus becomes the con-
structive owner -of 30 percent of the stock
of the M Corporation, namely, his own 10
percent, A's 10 percent, and AW's 10 percent
constructively owned by A as the holder of
an option on the stock.

§ 39.333 (b) Statutory provisions;
foreign personal holding companies; con-
structive stock-ownership rules; con-
vertible securities.

Src. 333. Stock ownership. * * *
(b) Convertible securities. Outstanding

securities convertible into stock (whether or
not convertible during the taxable year)
shall be considered as outstanding stock-

(1) For the purpose of the stock owner-
ship requirement provided in section 331
(a) (2), but only if the effect of the inclusion
of all such securities is to make the corpora-
tion a foreign-personal holding company;

(2) For the purpose of section 332 (e)
(relating to personal service contracts), but
only if the effect of the inclusion of all such
securities is to make the amounts therein
referred to includible under such subsection
as foreign personal holding company in-
come; and

(3) For the purpose of section 332 (f)
(relating to the use of property by share-
holders), but only if the effect of the inclu-
sion of all such securities is to make the
amounts therein referred to includible under
such subsection as foreign, personal holding
company income.

The requirement in paragraphs (1), (2), and
(3) that all convertible securities must be
included if any are to be included shall be
subject to the exception that, where some
of the outstanding securities are convertible
only after a later date than in the case of
others, the class having the earlier conversion
date may be included although the others
are not included, but no convertible securi-
ties shall be included unless all outstanding
securities having a prior conversion date
are also included.

§ 39.333 (b)-1 Convertible securities.

Under section 333 (b) outstanding se-
curities of a foreign corporation, such as
bonds, debentures, or other corporate
obligations, convertible into stock of the
corporation (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock
ownership requirement provided in sec-
tion 331 (a) (2) but only if the effect of
such consideration is to make the cor-
poration a foreign personal holding corn-

3
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pany. Such convertible securities shall
-be considered as outstanding stock for
the purpose of section 332 (e), relating
to amounts received under personal
service contracts, or of section 332 (f)
relating to compensation for the use of
property, but only if the effect of such
-consideration is to make the amounts
therein referred to includible under such
sections as foreign personal holding com-
pany income. The consideration of con-
vertible securities as outstanding stock
is subject to the exception that, if some
of the outstanding securities are con-
vertible only after a later date than in
the case of others, the class having the
earlier conversion date may be consid-
ered as outstanding stock although the
other's are not so considered, but no con-
vertible securities shall be considered as
outstanding stock unless all outstanding
securities having a prior conversion date
are also so considered. For example, if
outstanding securities are convertible in
1952, 1953, and 1954, those convertible in
1952 can be properly considered as out-
standing stock without so considering
those convertible in 1953 or 1954, and
those convertible in 1952 and 1953 can
be properly considered as outstanding
itock without so considering those con-
vertible in 1954. However, the securi-
ties convertible in 1953 could not be
properly considered as outstanding stock
without so considering those convertible
in 1952 and the securities convertible in
1954 could not be properly considered
as outstanding stock without so con-
sidering those convertible in 1952 and
1953.

§ 39.334 Statutory provisions; gross
income of foreign personal holding com-
panies.

SEc. 334. Gross income of foreign personal
holding companies--(a) General rule. As
used in this .Supplement with respect to a
foreign corporation the term "gross income"
means gross income computed (without re-
gard to the provisions of Supplement I) as
if the foreign corporation were a domestic
corporation.

(b) Additions to gross income. In the
case of a foreign personal holding company
(whether or not a United States group, as
defined in section 331 (a) (2), existed with
respect to such company on the last day of
its taxable year) which was a shareholder in
another foreign personal holding company
on the day in the taxable year (whether be-
ginning before, on, or after January 1, 1939)
Pf the second company which was the last
day on which a United States group existed
with respect to the second company, there
shall be included, as a dividend, In the gross
income of the first company, for the taxable
year in which or with which the taxable year
of the second company ends, the amount
the first company would have received as a
dividend If on such last day there had been
distributed by the second company, and re-
ceived by the shareholders, an amount which
bears the same ratio to the undistributed
Supplement P net income of the second com-
pany for its taxable year as the portion of
such taxable year up to and including such
last day bears to the entire taxable year.

(c) Application of subsection (b).-The
rule provided in subsection (b)-

(1) Shall be applied in the case .of a for-
eign personal holding company for the pur-
pose of determining Its undistributed
Supplement P net income which, or a part
of which, is to be included in the gross In-

0

come of its shareholders, whether United
States shareholders or other foreign personal
holding companies,

(2) Shall be applied in the case of every
foreign corporation with respect to which
a United States group exists on somo day
of its taxable year, for the purpose of de-
termining whether such corporation meetu
the gross income requirements of section

331 (a) (1).
§ 39.334-1 Gross income in genera

for purposes of Supplement P For all
purposes of Supplement P (sections 331
to 340, inclusive) and of §§ 39.331-1 to
39.339-3, Inclusive, the gross income of
a foreign corporation shall be computed
as if the corporation were a domestic
corporation and without regard to the
provisions of Supplement I (sections 231
to 238, inclusive) and §§ 39.231-1 to
39.236-1, inclusive, relating to the taxa-
tion of foreign corporations generally,
Hence, for such purposes, the gross in-
come Includes income from all sources,
whether within or without the United
States, which Is not excluded from gross
income by section 22 (b) and regulations
thereunder. The gross income thus in-
cludes the interest on bonds of the
United States, even-though owned bene-
ficially by a foreign corporation not
engaged in trade or business In the
United States, and even though such in-
terest otherwise would come within the
exemotion provided for In section 3 of
the Fourth Liberty Bond Act of July 9,
1918, as amended by section 4 of the
Victory Liberty Loan Act of March 3,
1919 (31 U. S. C. 750)

§ 39.334-2 Additions to gross income
for purposes o1 Supplement P (a) Xf,
for any taxable year-

(1) A foreign corporation meets the
stock ownership requirement specified
in § 39.331-3, regardless of whatever
day in its taxable year is the last day
on which the required United States
group exists, and

(2) Such foreign corporation is a
shareholder in a foreign personal hold-
ing company on any day of a taxable
year of the second company which ends
with or within the taxable year of the
first company and such day Is the last
day in the taxable' year of the second
company on which the United States
group exists with respect to the second
company,
then for the purpose of-

(3) Determining whether the first
company meets the gross income re-
quirement specified in § 39.331-2, so as
to come within the classification of a
foreign personal hololng company, and

(4) Determining the undistributed
Supplement P net Income of the first
company which (In the event the first
company is a foreign personal holding
company) is to be included, in whole or
in part, in the gross income of its share-
holders, whether United States share-
holders or other foreign personal hold-
ing companies,
there shall be included as a dividend in
the gross income of the first company
for the taxable year In which or with
which the taxable year of the second,
company ends, the -amount the first
company would have received as a divi-
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dend, if on the last da3f referred to in
subparagraph (2) of this paragraph
there had been distributed by the second
company, and received by the share-
holders, an amount which bears the
same ratio to the undistributed Supple-
ment P net income of the second com-
pany for its taxable year as the portion
of such taxable year up to and including
such last day bears to the entire tax-
able year. The foregoing rules apply to
any chain of foreign corporations re-
gardless of the number of corporations
included in the chain.

-(b) The application of paragraph (a)
of this section may be illustrated by the
following examples:

Example -(1). The X Corporation-is a
foreign corporation whose stock is owned by
A, a United States citizen. The X Corpora-
tion owns the entire stock of the Y Corpora-
tion, another foreign corporation. The
taxable year of the X Corporation is the
calendar year and the taxable year of the Y
Corporatioi is the fiscal year ending June 30.
For the fiscal year ending June 30, 1953, more
than the required percentage of the Y Cor-
poration's gross income consists of foreign
personal holding company income and no
part of the earnings for such year is distrib-
uted as dividends. On the basis of these
facts the Y Corporation is a foreign personal
holding company for the fiscal year ending
June 30, 1953. The X Corporation meets
the stock ownerslp requirement and con-
stitutes a foreign personal holding company
for 1953, if it also meets the gross income
requirement. For the purpose of deter-
uning whether the X Corporation meets the

gross income. requirement, the entire undis-
tributed Supplement P net income of the
Y Corporation for the fiscal year ending
June 30, 1953, must be included as a dividend
in the gross income of the X Corporation
for 1953, since-

(1) The X Corporation was a shareholder
in the Y Corporation on a day (June 30,1953)
in the taxable year of the Y Corporation
ending with or within the taxable year of
the X Corporation, which day was the last
day in the taxable year of the Y Corporation
on which the United States group required
with respect to the Y Corporation existed,

(2) Such last day was also the end of the
Y Corporation's taxable year so that the
portion of the taxable year of the Y Cor-
poration up to and including such last day
is equal to 100 percent of the taxable year
of the Y Corporation, and, therefore, the
portion of the undistributed Supplement P
net income of the Y Corporation includible
in the gross income of its shareholders is
likewise equal to 100 percent, and

(3) The X Corporation being the sole
shareholder of the Y Corporation must in-
clude such portion in its gross income for
1953, the taxable year In which or with
wich the taxable year of the Y Corporation
ends.
If, after the inclusion of the presumptive
dividend in its gross income, the X Cor-
poration is a foreign personal holding com-
pany for 1953, then the undistributed
Supplement P net income of the Y Corpora-
tion must also be included as a dividend in
the gross income of the X Cprporation in
determining its undistributed Supplement P
net income which is to be included in the
gross income of A, the sole shareholder In the
X Corporation. On the other hand, if, after
including such presumptive dividend, the X
Corporation does not constitute a foreign
personal holding company, the undistributed
'Supplement P net income of the Y Corpora-
'tion is not includible in the gross income
f the X Corporation.
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Example (2). The % Corporation referred
to in Example (1) Zold the Otccls in the Y
Corporation to other interests on September
30, 1953, so that after that date no United
States group existed with respect to the Y
Corporation. For the fiscal year ending
June 30, 1954. more than the required per-
centage of the gross income of the Y Cor-
poration consists of foreign peronal holding
company income. The net income of the
Y Corporation for such fircal year amounts
to $1,000,000, of which 0900,000 is distributed
in dividends after September 30. 1953. The
undistributed Supplement P net income of
the Y Corporation for such fiLcal year
amounts to $100,000. Upon the baish of these
facts the Y Corporation is a foreign personal
holding company for the fiLcal year ending
June 30, 1954, since at one time in such
fiscal year, or from July 1 to and including
September 30, 1953, it meet the stock own-
ership requirement, and the grs income
requirement Is also satisfied. In determin-
ing whether the X Corporatfon constitutes
a foreign personal holding company for 1934,
a portion of the undistributed Supplement
P net income of the 7 Corporation for the
fiscal year ending June 30, 1914 (rj2 of
$100,000, or 025,000), must be included as
a dividend In the gross income of the Xr
Corporation, since-

(1) The X Corporation was a shareholder
in the Y Corporation on September 30. 19Z3,
or on a day in the taxable year of the Y"
Corporation ending with or within the tax-
able year of the X Corporation which day
was the last day In the Y Corporation's
taxable year on which the United States
group required with respect to the Y Cor-
poration existed,

(2) The portion of the taxable year of the
Y Corporation up to and Including such
day is thrce-twelfths of the entire taxable
year of the Y Corporation and, therefore, the
portion of the undistributed Supplement P
net income of the Y Corporation Includible
in the gross income of its shareholders also
is equal to three-twelfths, and

(3) The X Corporation, being the role
shareholder of the T Corporation at the
time the United States group with respect
to the Y Corporation last existed, must
include all of such portion In Its gro:3
income for 1954, the taxable year of the X
Corporation In which or with which the
taxable year of the Y Corporation ends.

It is to be observed that three-twelfths of
the undistributed Supplement P net income
of the YF Corporation for the entire taxablo
year and not the earnings realized by the Y
Corporation up to and including September
30, 1953, the last day on which the United
States group with respect to the Y Corpora-
tion existed, must be Included In the gross
income of the X Corporation.

Example (3). The X Corporation referred
to in Example (1) sold the ctcck In the Y
Corporadion to other interests on Soptember
30, 1953, so that after that date a different
United Stiates group existed with respect to
theY Corporation Assuming that the Y Cor-
poration is a foreign personal holding com-
pany for the fiscal year ending June 30, 1951.
no part of the undistributed Supplement P
net income of the "Y Corporation for such
fiscal year would, In this Instance, be includ-
ible in the gross income of the X Corporation
for the year 1954, in determining whether
the X Corporation Is a foreign personil hold-
ing company for that year. In such caso, the
undistributed Supplement P not income of
the Y Corporation Is includible In the gross
income of the other foreign personal holding
companies, If any, and of the United States
shareholders who are shareholders In the Y
Corporation the day after September 30,1953,
which was the last day in the taxable year
of the Y Corporation on which the United
States group with respect to the Y Corpora-
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tion existed. If, however, the X Corporation
coll 60 percent of Ito stoch in the " Corpora-
tion and thus is a minority shareholder in
the Y Corporation on the last day of the
taxable year or the Y Corporation on which
the United States group with respect to the
Y Corporation exlot3, the portion of tha un-
distributed Supplement P net Income allo-
cable to the minority Interest of the Z Cor-
poration would be includible In the gross
income of the X Corporation. even though
on such last clay the United States group Ls
not the came with respect to both corpora-

Example (4). If the Y Corporation in E-
ample (1) owns all of the stock of the Z
Corporation, another forela corporation.
there would be a chain of three foreign
corporations. In such case, assumlng that
the Z Corporation i- a foreign personal hold-
Ing company for a taxable year ending with
or within the taxable year of the Y Corpora-
tion, the undistrIbuted Supplement P net
income of the Z Corporation would be in-
cluded In the gross income of the T Co:-
poraton for the purpoze of determining
whether the Y" Corporation comes wthin
the cla=ifcatlon of a foreign personal hold-
ing compainy. If, after the Inclusion of euch
presumptive dividend, the Y Coxposstion
is a foreign personal holding comnany, the
undistributed Supplement P net Income of
the Z Corporation would be Included in the
gross Income of the Y Corporation in deter-
mining the undistributed Supplement P net
income of the Y Corporation which Is in-
cludible in the gross income of its share-
holder, the X Corporation. The came proce=
would be repeated with rcsp-t to determin-
inG whether the X Corporation is a foreign
personal holding company and in d3trmin-
ing Its undistributed Supplement P net in-
come. If all three corporations are foreign
personal holding compante, the untistrib-
uted Supplement P net income of each
would. In this manner, be refle ted "- a
dividend In the groms income of A. the ulti-
mate beneficial sharcholder of the chain.
In the event that after the inclusion of th?
undistributc-i Supplement P not income of
the Z Corporation in the ros3 income of
the Y Corporation. the ' Corporation I- not
a forelgn per-onal holding comoany, then
no part of the income of either the Z Cor-
poration or the Y Corporation would be In-
cludible in the gross income of the =
Corporation. In that event, whether the =
Corporation is a foreign personal holding
company, and Its undlstributed Supplement
P net income, would be determined Inda-
pendently of the income of the Y Corpora-
tion and the Z Corporation.

§ 39.335-336 Statutory oromsons;
foreigns personal lsokling compant?3;
undistributed Supplement Pnet income;
Supp7lement P net rncome.

Sm. 335. Undfstributcd Supplement P ret
income. For the purposes of this chapter
the term "undiotributed Supplement P net
income" means the Supplement P net In-
come (as defined in section 336) minus the
amount of the basic surtax credit provided
In rectlon 27 (b) (computed without its
reduction, under cection 27 (b) (1). by the
amount of the credit provided in section 25
(a), relating to inter t on certain obligatfons
of the United States and Government
corporations).

Sc. 336. Supplement P net f7icomre. For
the purposes of this chapter the term "Sup-
plement F net Income" mens the net income
with the following adjustments:

(a) Additional deductfons. There shall
be allowed as deductions

(1) Federal income, war-proflts, and excess-
profits taxes paid or accrued during the
taxable year to the extent not allowed as a

-'deduction under cation 23; but not includ-

§ 39.335-336
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Ing the tax imposed by section 102, section
500, or a section of a prior income-tax law
corresponding to either of such sections.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts pay-
ment of which is made within the taxable
year to or for the use of donees described
in section 23 (q) for the purposes therein
specified, to an amount which does not
exceed 15 per centum of the company's net
income, computed without the benefit of
this paragraph and section 23 (q), and with-
out the deduction of the amount disallowed
under subsection (b) of this section, and
without the inclusion in gross income of the
amounts includible therein as dividends by
reason of the application of the provisions
of section 334 (b) (relating to the inclusion
in the gross income of a foreign personal
holding company of its distributive share
of the undistributed 'Supplement P net in-
come of another foreign personal holding
company in which it is a shareholder). For
the purposes of the preceding sentence, pay-
ment of any contribution or gift shall be
Vonsidered as made within the taxable year
if and only if it is considered for the pur-
poses of section 23 (q) as made within such
year.

(b) Deductions not allowed-(1) Taxes
and pension trusts. The deductions pro-
vided in section 23 (d), relating to taxes of
a shareholder paid by the corporation, and
in section 23 (p), relating to pension trusts,
shall not be allowed.

(2) Expenses and depreciation. The ag-
gregate of the deductions allowed under
section 23 (a), relating to expenses, and sec-
tion 23 (1), relating to depreciation, which
are allocable to the operation and mainte-
nance of property owned or operated by the
company, shall be allowed only in an amount
equal to the rent or other compensation
received for the use or right to use the prop-
erty, unless it is established (under regula-
tions prescribed by the Commissioner with
the approval of the Secretary) to the satis-
faction of the Commissioner:

(A) That the rent or other compensation
received was the highest obtainable, or, if
none was received, that none was obtamable;

(B) That the property was held in the
course of a business carried on bona fide for
profit; and

(C) Either that there was reasonable ex-
pectation that the operation of the property
would result-in a profit, or that the property
was necessary to the conduct of the business.

(3) Net loss carry-over disallowed. The
deduction for net operating losses provided
in section 23 (s) shall not be allowed.

(c) [Not applicable to taxable years be-
ginning after December 31, 1951.1

(d) Income not placed on annual basis.
The net income shall be computed 'without
regard to section 47 (c).

[Sec. 336 as amended by sees. 211 (g) and
212 (c), Rev. Act 1939; sees. 135 (b) (2) and
150 (h), Rev. Act 1942; sec. 3 (b), Pub. Law
378 (81st Cong.) I

§ 39.336-1 Supplement P net rncome.
(a) The term "Supplement P net income"
means the gross income as defined in
section 334 less the deductions provided
In section 23 (computed without regard
to the provisions of Supplement I (sec-
tions 231 to 238, inclusive)) subject to
the qualifications, limitations, and ex-
ceptions provided in section 336. In the
case of a taxable year of less than 12
months on account of a change in the
accounting period of the corporation, the
net income as so computed is not placed-
on an annual basis under section 47 (c)
In addition to the qualifications, limita-
tions, and exceptions provided in sections
3S6 (a) and 336 (b) (1) a foreign per-

§ 39.336-1

RULES AND REGULATIONS

sonal holding company is subject to the
provisions of sections 336 (b) (2) and
-336 (b) (3) in the computation of its
Supplement P net income. Section 336
(b) (3) provides that the net operating.
loss deduction provided by section 23 (s)
shall not be allowed. Under section 336
(b) (2) the aggregate of the deductions
allowed under section 23 (a) relating to
expenses, and section 23 (1) relating to
depreciation, which are allocable to the
operation and maintenance of property
owned or operated by the company shall
be allowed only in an amount equal to
the rent or other compensation received
for the use of, or the right to use, the
property, unless it is established to the
satisfaction of the Commissioner-

(1) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was
obtainable;

(2) /That the property was held in the
course of a business carried on bona fide
for profit; and

(3) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or that
the property was necessary to'the con-
duct of the business.

(b) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If a United States shareholder,-
in computing his distributive share of
the undistributed Supplement P nzet in-
come of a foreign personal holding com-
pany to be included in gross income in
'his individual return (see section 337 and
§ 39.337-1) clams deductions for ex-
penses and depreciation allocable to the
operation and maintenance of property
owned or operated by the company, in an
aggregate" amount in excess of the rent
or other compensation received for the
use of, or the right to use, the property
he shall attach to his income tax return
a statement setting forth his claim for
allowance of the additional deductions
together with a complete statement of
the facts and circumstances pertinent to
his claun and the arguments on which he
relies. Such statement shall set forth-

(1) A description of the property,
(2) The cost or other basis to the

corporation and the nature and value
of the consideration paid for the prop-
erty'

(3) The name and address of the per-
son from whom acquired and the date
thereof;

(4) The name and address of the per-
son to whom leased or rented, or the
person permitted to use the property,
and the number of shares of stock, if
any held by such person and the mem-
bers of his family-

(5) The nature and gross amount of
the rent or other compensation received
for the use of, or the right to use, the
property during the taxable year and
for each of the five preceding years and
the amount of the expenses incurred
with respect to, and the depreciation
sustained on, the property for such years;
(6) Evidence that the rent or other-

compensation was the highest obtainable
or, if none was received, a statement of
the reasons therefor;

(7) A copy of the contract, lease, or
rental agreement;

(8) The purpose for which the prop-
erty was used;

(9) The business carried on by the
corporation with respect to which the
property was held and the gross income,
expenses, and net income derived from
the conduct of such business for the
taxable year and for each of the five
preceding years;

(10) A statement of any reasons which
existed for expectation that the operation
of the property would be profitable, or
a statement of the necessity for the use
of the property In the business of the
corporation, and the reasons why the
property was acquired; and

(11) Any other information pertinent
to the taxpayer's claim.

§ 39.336-2 illustration o computa-
tion of Supplement P net income and
undistributed Supplement P net income.
The method of computation of the
Supplement P net Income and undis-
tributed Supplement P net Income may
be illustrated by the following example:

Example. (a) The following facts exist
with respect to the M Corporation, a foreign
personal holding company, for the calendar
year 1952:

(1) The gross income of the corporation a
defined in section 334 amounts to 0300,000,
of which $85,000 represents Its distributive
share of the undistributed Supplement P
net income of another foreign personal
holding company In which it Is a share-
holder, $200,000 consists of dividendd.
$10,000 consists of interest, and the remain-
der ($5,000) consists of rent received from
the principal shareholder of the corporation
for the use of property owned by the corpo-
ration.

(2) The expenses of the corporation
amount to $85,000, of which $75,000 is al-
locable to the maintenance and operation of
the property used by the prlncipal share-
holder and $10,000 consists of ordinary and
necessary office expenses allowable as a de-
duction. The claim for deduction for the
expenses of, and depreciation on, the rented
property in excess of the rent received for
its use Is not established as provided in sec-
tion 336 (b) (2). The yearly depreciation
on the rented property amounts to $30,000,

(3) Federal income tax withheld at the
source on the income of the corporation
from sources within the United States
amounts to $59,125.

(4) No gain from the sale or exchange of
stock or securities is realized during the tax-
able year, but losses in the amount of $10,000
are sustained from the sale of stocL or seou-
ritles which constitute capital assets, SUch
losses are not allowed as a deduction In any
amount under the provisions of section 11I,

(5) Contributions payment of which .is
made to or for the use- of dohees described
in section 23 (q), for the purposes therein
specified, amount to $15,000, of which $5,000
Is deductible in computing not income tinder
section 21,

(6) Dividends paid by the corporation to
its shareholders during the taxable year
amount to $50,000.

(b) The net Income for the purposes of
computing the 'Supplement P net income of
the corporation (including the distributive
share of the undistributed Supplement P
net income of the other foreign personal
holding company) is $180,000, computed as
follows (assuming for the purposes of this !
example only that the expenses of, and
depreciation on, the rented property are,
deductible under section 23)
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INCOasE (S-enOir 22) States shareholders") In the manner and
Dividends. - ------- $200, 000 to the extent set forth in this Supplement.

1 (b) Amount included in gross income.
Interest ----------- _ 10,0 Each United States shareholder, who Vas aet.5000 shareholder on the day In the taxable year

Gross income as defined in of the company which was the last day on
secGon 22 215,000 which a United States group (as defaned In

ssection 331 (a) (2)) existed with respect to
Add: the company, shall Include -in his gra in-

Distributive share of undistrib- come, as a dividend, for the taxable year
uted Supplement P net income in which or with which the taxable year of
of the other foreign personal the company ends, the amount he would
holding company (considered have received as a dividend If on such last
as a dividend) 85,00 day there had been distributed by the com-

pany, and received by the sbareholders, anGross income as defined in amount which bears the snme ratio to the
section 334 ------------- 300,000 undistributed Supplement P net income of

DEUCTIONS (SECTION 23) the company for the taxable year as the
portion of such taxable year up to and in-

Expenses alocable to op cluding such last day bears to the entireeration of the rented taxable year.
property -------------- $75, 000 (c) Credit for obligations of United States

Depreciation of the rented and ts instrumcntalites. Each Uplted
property 30,000 States shareholder shall be allowed a credit

Ordinary and necessary ex- aginst net income, for the purpse of the
expenses (office) ------- 10, 000 tax Imposed by section 11, 13, 14. 201, 204,

pontrcbutions (within the 207, or 362. of his proportionate share of the
5 percent l3taton interest specified n section 25 (a) (1) or (2)
specified se. 23 (q) 5, 120,000 which Is included in the g'-- income of the

120, 000 company otherwise than by the application

Net Income for purposes of of the provisions of section 334 (b) (relating

comp oting Supplement P to the inclusion in the gross income of a
foreign perzonal holding company of Its dis-net income------- - 180, O tributive share of the undiatributed Supple-

(c) The Supplement P net income and ment P net income of another foreign
the undistributed Supplement P net Income personal holding company in which It Is a
of the corporation are $210,875 and $160.875, shareholder). If the foreign perconal hold-
respectively, computed as follows: Ing company elects under cectlon 125 to treat

the premium on bonds, the Interest on which
Net; income forpurposes of comput- is allowable as a credit under cectlon 25 (a)

ing Supplement P net income $180, 000 (1) or (2), as amortizable, for the purposes
Add (see sec. 336 (b)) of the preceding sentence each United States

:Contributions deductible shareholder's proportionate share of such
in computing net in- interest received by the foreign perzonal
come under sec. 21__ $5, 000 holding company shall be lla proportionate

Excess property expenses share of such interest (determined without
and depreciation over regard to this sentence) reduced by co much
amount of rent re- of the deduction under section 23 (v) s is
ceived for use of attributable to such share.
property ($105,000- (d) Information in return. Every United
$5,000) ---- ------. 100,000 States shareholder who Is required under

subsection (b) to include in his gross in-
105,000 come any amount with respect to the undiJ-

tributed Supplement P net Income of a for-
Deduct (see section 336 eign personal holding company and who,

(a)) on the last day on which a United Statc3
Federal income taxes_ $59,125 group existed with respect to the company,
Contributions (within owned 5 per centum or more in value of the

the 15 percent lia- outstanding stock of such company, shall
itation specified in set forth in his return in complete detail
sec. 336 (a) (2)) --- 15,000 the gross income. deductions and credits, net

income, Supplement P net income, and un-
74,125 distributed Supplement P net Income of

such company.
-Net additions under section 336--- 30,875 (e) Effect on capital account of foreign

personal holding company. An amount
Supplement P net income -------- 210,875 which bears the Lame ratio to the undis-
Less: tributed Supplement P net Income of. the

Basic surtax credit for dividends foreign personal holding company for Its
paid (see sec. 335)------ 50, 000 taxable year as the portion of such taxable

year up to and including the last day on
Undistributed- Supplement P which a United States group existed with

net income --------------- 160,875 respect th the company bears to the entire
§ 39.337 Statutory provisions; foreign taxable year, thai, for the purpose of deter-

mining the effect of distributions in sub:e-
personal holding companies; income quent taxable years by the corporation, be
taxed to United States shareholders, considered as paid-in surplus or as a con-

SEc. 337. Corporation income taxz to tributlon to capital and the accumulated
United States shareholders-(a) General earnings and profits as of the close of the
rule. The undistributed Supplement P net taxable year shall be correspondingly re-
income of a foreign personal holding com- duced, If such amount or any portion thereof
pany shall be included in the gross income is required to be included as a dividend, di-
of the citizens or residents of the United rectly or indirectly, in the grcss Income of
States, domestic corporations, domestic part- United States shareholders.

\ nerships, and estates or trusts (other than (f) Basis of stoc l in hands of sharchoiders.
estates or trusts the gross income of which The amount required to be included in the

Nunder this chapter includes -only Income gross income of a United Staten sharebolder
from sources within the United States), who under subsection (b) shall, for the purpose
a;re shareholders in such foreign personal of adjusting the basis of his ztoctl with re-
holding company (hereinafter called "United spect to which the distribution would have

No. =9O-Pt. IE--Sec. 2--17

been made (If It had been made), to be
treated as having been relnvezted by the
shareholder aa a contribution to the capital
of the corporation; but only to the extent
to which such amount is Included n his
gro-s Income In hls return, Incrazsed or d2-
creased by any adju.tment of such amount
in the last determination of the share-
holder's tax liability, made bcfans the ex-
piratlon of coven years after the date pre-
ecribed by law for filing the return.

(g) Bas", of stoci: 'In cace of dectiz. ror
basis of stock or cecurities in a foreign pr-
conal holding company acquired froma a de-
cedent, cee cection 113 (a) (5).

(h) Liquidation. For amount of gain
taken into account on liquidation of foreign
per-onal holding company, see section
115 (c).

(1) Period of limitation on azzessment ard
collection. For period of limitation on as-
ce omnent and collection without asszn=ant,
In ca-e of failure to Include in gross income
the amount properly Includible therein under
subsectlon (b), ce rection 275 (d).

[Sec. 337 as amended by cec. 126 (g), Rev.
Act 1042]

§ 39.337-1 Income of forewn per-
sonal holding companies taxed to Unitel
States shareholders--(a) General rule.
Supplement P Isections 331 to 340, m-
clusive) does not Impose a tax on foreign
personal holding companies. The un-
distributed Supplement P net income of
such companies, however, must be m-
eluded In the manner and to the extent
set forth in this section, in the gross
Income of their "United States share-
holders," that is, the shareholders who
are individual citizens or residents of the
United States, domestic corporations,
domestic partnerzhips (see section
3797 (a)) and estates or trusts other
than estates or trusts the gross Income
of which under chapter 1 includes only
income from sources within the United
States.

(b) Amount includible in gross in-
come. (1) Bach United States share-
holder, who was a shareholder on the day
in the taxable year of the foreign per-
sonal holding company which was the
last day on which a United States group
(see section 331 (a) (2) and § 39.331-3)
existed with respect to the company.
shall Include in his grass income, as a
dividend, for the taxable year in which
or with which the taxable year of the
company ends, the amount he would
have received as a dividend if on such
last day there had been distributed by
the company and received by the share-
holders an amount which bears the same
ratio to the undistributed Supplement P
net income of the company for the tx-
able year as the portion of such tal e
year up to and including such last day
bears to the entire taxable year.

(2) The undistributed Supplement P
net Income of the foreign personal hold-
ing company Is includible only m the
gross income of the United States share-
holders who were shareholders m -the
company on the last day of its taxable
year on which the United States group
existed with respect to the company.
Such United States shareholders, ac-
cordingly, are determined by the stock
holdings as of such specified time. This
rule applies to every United States share-
holder who was a shareholder in the
company at the specified time regariless

§ 37.337-1

6121'FEDERAL REGISTER

HeinOnline -- 18 Fed. Reg. 6121 1953



RULES AND REGULATIONS

of whether the United States shareholder
is included withn the United States
group. For example, a domestic cor-
poration which is a United States share-
holder at the specified time must return
its distributive share m the undistrib-
uted Supplement P net income even
though the domestic corporation cannot
be included within the United States
group since, under section 333 (a) (1)
and § 39.333 (a)-2, the stock it owns m
the foreign corporation is considered as
being owned proportionately by its
shareholders for the purpose of deter-
mining whether the foreign corporation
is a foreign personal holding company.

(3) The United States shareholders
must include in their gross income their
distributive shares of that proportion of
the undistributed Supplement P net in-
come for the taxable year of the com-
pany which is equal in ratio to that which
the portion of the taxable year up to
and including the last day on wich the
United States group with respect to the
company existed'bears to the entire tax-
able year. Thus, if the last day in the
taxable year on which the required
United States group existed was also the
end of the taxable year, the portion of
the taxable year up to and including
such last day would be equal to 100 per-
cent and in such case, the United States
shareholders would be required to return
their distributive shares m the entire un-
distributed Supplement P net income.
But if the last day on which the reqmred
United States group existed was Sep-
tember 30, and the taxable-year was a
calendar year, the portion of the tax-
able year up to and including such last
day would be equal to xnne-twelfths and
in that case, the United States share-
holders would be required to return their
distributive shares in only rune-twelfths
of the undistributed Supplement P net
income.

(4) The amount which each United
States shareholder must return is that
amount which he would have received
as a dividend if the above specified por-
tion of the undistributed Supplement P
net income had in fact been distributed
by the foreign personal holding com-
pany as a dividend on the last day of its
taxable year on which the required
United States group existed, Such
amount is determined, therefore, by the
interest of the United States shareholder
in the foreign personal holding company,
that is, by the number of shares of stock
owned by the United States shareholder
and the relative rights of his class of
stock, if there are several classes of stock
outstanding. Thus, if a foreign personal
holding company has both common and
preferred stock outstanding and the pre-
ferred shareholders are entitled to a
specified dividend before any distribu-
tion may be made to the common share-
holders, then the assumed distribution of
the stated portion of the undistributed
Supplement P net income must first be
treated as a payment of the specified
dividend on the preferred stock before
any part may be alocated as a dividend
on the common stock.

(5) The assumed distribution of the
required portion of the undistributed

Supplement P net income must be re-
turned as dividend income by the United
States shareholders for their respective
taxable years m which or with which
the taxable year of the foreign personal
holding company ends. For example, if
the M Corporation whose taxable year
is the calendar year is a foreign personal
holding company for 1952, and if A, one
of its United States shareholders, makes
returns on a calendar year basis, while
B, another United States shareholder,
makes returns on the basis of a fiscal
year ending November 30, A must return
his assumed dividend as income for the
taxable year 1952, and B must return
his distributive share as income for the
fiscal year ending November 30, 1953. In
applying this rule, the date as of which
the United States group last existed with
respect to the company is immaterial.
Thus, in the foregoing example, if Sep-
tember 30, 1952, was the last day on
which the United States group with re-
spect to the M Corporation existed, B
would still be required to return his as-
sumed dividend as income for the fiscal
year ending November 30, 1953, even
-though September 30, 1952, the date as
of which the distribution- is assumed to
have been made, does not fall within
such fiscal year.

§ 39.337-2 Credit for obligations of
the United States. (a) Each United
States shareholder required to return his
distributive share m the undistributed
Supplement P net income of a foreign
personal holding company for any tax-
able year is allowed, for purposes of the
tax imposed by section- 11, 13, 201, 204,
207, or 362, a credit against his net in-
come for his proportionate share of
whatever interest on obligations of the
United States or its instrumentalities (as
specified in section 25 (a) (1)'and (2))
may be included in the gross income of
the company for such taxable year, with
the exception of any such interest as
may be so included by reason of the
application of the provisions of section
334 (b) and § 39.334-2. For reduction
of credit for such interest on account of
amortizable bond premium, see § T9.125
(c)-2.

(b) The rule set forth in paragraph
(a) of this section may be illustrated by
the following example:

Example. The M Corporation is a foreign
personal holding company which owns all
the stock of the N Corporation, another for-
eign personal holding company. Both com-
panies receive interest oii obligations of the
United States or its instrumentalities as
specified in section 25 (a) (1) and (2). In
applying the credit allowable under section
337 (c), the United States shareholders of
the M Corporation would be entitled to a
credit only for their proportionate shares
of the interest received by that company
and not for any part of 'the interest received
by the N Corporation, regardless of whether
the interest received by the N Corporation
is included in the gross income of the M
Corporation, as an actual dividend or as a
constructive dividend under section 334 (b).

§ 39.337-3 Information in return.
The information required by section 337
(d) in the returns of certain United
States shareholders relates only to the
taxable year of a foreign personal hold-

Ing company for which is computed suoh
corporation's undistributed Supplement
P net income, all or part of which must
be Included In gross income by the
United States shareholder of whom the
information is required. The Informa-
tion shall be submitted as a part of the
income tax returns required by the In-
ternal Revenue Code of such persons, in
the form of a statement attached to the
return.

§ 39.337-4 Efect on capital account
of foreign personal holding company and
basis of stock in hands of shareholders.
Sections 337 (e) and 337 (f) are designed
to prevent double taxation with respect
to the undistributed Supplement P not
income of foreign personal holding com-
panies. The application of such sections
may be Illustrated by the follown
examples:

Example(1). The M Corporation In a for-
eign personal holding company. Seventy-
five percent in value of its capital stock is
owned by A, a citizen of the United Stated,
and the remainder, or 25 percent, of its stock
is owned by B, a nonresident alien Individual,
For the calendar year 1952 the M Corpora-
tion has an undistributed Supplement P net
income of $100,000. A is required to include
$75,000 of such income in gross income in
his return for the calendar year 1052, The
$100,000 is treated as paid-in surplus or as
a contribution to the capital of the M Cor-
poration and its accumulated earnings and
profits as of the close of the calendar year
1952 are correspondingly reduced. If after
treating such $100,000 as paid-in surplus or
as a contribution to capital, the M Corpora.
tion has no accumulated earnings and profits
at the close of 1952, and If for the calendar
year 1053, the M Corporation had no earn-
ings and profits, but distributed $100,000,
the amount so distributed would be tax-free
in thd hands of both A and B, If, however,
after treating the $100,000 as paid-in surplus
or as a contribution to capital, the hl Cor-
poration had accumulated earnings and
profits of $100,000 at the close of 1052, the
facts otherwise being the same, the distribu-
tions in 1953 would be taxable to A, and
the taxability of such distributions to B
would depend upon the application of section
119 (a) (2) (B), relating to the treatment
of dividends from a foreign corporation as
income from sources within or without the
United States.

Example (2). In Fxample (1) assume the
basis of A's stock to be $300,000, If A in-
cludes in gross income in his return for the
calendar year 1952, $75,000 as a constructive
dividend from the M Corporation, the basis
of his stock would be $375,000, After the
$75,000 s distributed by the M Corporation
tax-free the basis of A's stock, assuming no
other changes, would again be $300,000. If
A failed to Include the $75,000 in gross In-
come in his return as required by the Inter-
nal Revenue Code and his failure was not
discovered until after the 7-year period of
limitations had expired, the application of
the rule would not increase the basis of A's
stock. The subsequent tax-free distribution
of $75,000 would reduce his basis to $226,000,
thus tending to compensate for his failure
to include the amount of $75,000 in his gross
income. If the undistributed Supplement P
net income of the M Corporation is read-
justed within the statutory period oX limi-
tations, thus increasing or decreasing the
amount A would have to Include in his gross,
income, proper adjustment is required to bd
made to the basis of A's stock on account cf
such readjustment.

§ 39.337-2
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§ 39.338 Statutory provsions; foreign
,personal holding companies; ilnormation
returns by officers and directors.

SEc. 338. Information returns by officers
and directors--(a) Monthly returns. On
the fifteenth day of each month each Indl-
vidual who on such day is an officer or a
director of a foreign corporation which, with
respect to its taxable year preceding the tax-
able year (whether beginning on, before, or
after January 1, 1939) In which such month
occurs, was a foreign personal holding com-
pany, shal file with the Commissloner a re-
turn setting forth with respect to the pre-
ceding calendar month the name and ad-
dress of each shareholder the class and num-
ber of shares held by each, together with any
changes m stockholdings during such period,
the name and address of any holder of securi-
ties convertible into stock of such corpora-
tion,, and such other information with re-
spect to the stock and securities of the corpo-
ration as the Commissioner with the approval
of the Secretary shall by regulations pre-
scribe as necessary for carrying out the pro-
visions ofthLs title. 77he Commlssloner, with
the approval of the Secretary, may by regula-
tions prescribe, as the period with respect to
'which returns shall be filed, a longer period
than a month. In such case the return shall
be due on the fifteenth day of the succeeding
period, and shall be filed by the individuals
who on such day are officers and directors of
the corporation.

(b) Annual returns. On the sixtieth day
after the close of the taxable year of a foreign
personal holding company each Individual
who on such sixtieth day is an officer or
director of- the corporation shall file with
the Commissioner a return setting forth-

(1) In complete detail the gross income,
deductions and credits, net income. Supple-
ment P net income, and undistributed Sup-
plement P net income of such foreign per-
sonal holding company for such taxable year;
and

(2) The same information with respect to
such taxable year as is required In subsec-
tion (a); except that if all the required re-
turns with respect to such year have been
filed under subsection (a) no Information
under this paragraph need be set forth in the
return filed under this subsection.

§ 39.338-1 Information returns by of-
ftcers and directors of certain foreign
corporations--a) Requzrement or filing
returns-() General. Under section 338
(a) on the fifteenth day of each month
each individual who on such day is an
officer or a director of a foreign corpora-
tion which, with respect to its taxable
year preceding the taxable year in which
such month occurs, was a foreign per-
sonal holding company, -is required to
file a monthly information return as
provided in section 338 (a) and this
section.

(2) Returns for a perid exceeding
one month. In the case of a foreign
personal holding company -which before
the close of its taxable year distributed
toits shareholders 90 percent or more of
its Supplement P net income as defined
in section 336, or which has no such net
income for such taxable year, the fol-
lowing periods are prescribed with re-
spect to which information returns on
Form 957-shall be filed during the fol-
lowing year:
(i) The return for the last month of

the preceding taxable year shall be filed
on the fifteenth day of the first month
following the close of such taxable year.
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(ii) Subsequent returns shall be filed
for each 6-month period following the
close of such taxable year and shall be
filed on the fifteenth day of the first
month following such period.

(iii) If any change in the stock hold-
ings or in the holdings of securities con-
vertible into stock of the corporation
occurs during such periods or If a reso-
lution or plan (including any amend-
ments thereof or supplements thereto)
for the dissolution of the corporation or
for the liquidation of the whole or any
part of its capital stock Is adopted during
such periods, a monthly Information re-
turn must also be filed on the fifteenth
day of the month following each month
in which the change occurs or the rezo-
lution or plan is adopted.

(iv) In any case under this subpara-
graph, where the date for filing a
'monthly return coincides with the date
for filing the return for a 6-month pe-
riod, only the return for the 6-month
period need be filed.

(3) Returns 2ointly made. If two or
more officers or directors of a. foreign
corporation are required to file infornia-
tion returns for any period under sec-
tion 333 (a) and this section, any two or
more of such officers or directors may, in
lieu of filing separate returns for such
period, jointly execute and file one re-
turn.

(b) Form of return. The return un-
der section 338 (a) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
district director of internal revenue.
Each officer or director of the corpora-
tion should carefully prepare his return
so as to set forth fully and clearly the
information called for therein and by
the applicable regulations. Returns
which have not been so prepared will not
be considered as meeting the require-
ments of the Internal Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
preceding period the following informa-
tion:

(1) Name and address of corporation;
(2) Kind of business in which the cor-

poration is engaged;
(3) Date of incorporation;
(4) The country under the laws of

which the corporation Is incorporated;
(5) Number of shares and par value

of common stock of the corporation out-
standing as of the beginning and end of
the period;

(6) Number of shares and par value of
preferred stock of the corporation out-
standing as of the beginning and end
of the period, the rate of dividend on
such stock and whether such dividend is
cumulative or noncumulative;

(7) A description of the convertible
securities issued by the corporation, in-
cluding a statement of the face value of,
and rate of interest on, such securities;

(8) The name and address of each
shareholder, the class and number of
shares held by each, together with any
changes in stock holdings during such
period;

(0) The name and address of each
holder of securities convertible into stock.
of the corporation, the class, number,
and face value of the securities held by
each, together with any changes in the
holdings of such securities during the
period;

(10) A certified copy of any resolution
or plan, and any amendments thereof or
supplements thereto, for or in respect of
the dissolution of the corporation or the
liquidation of the whole or any part of
its capital stock; and

(11) Such other information as may
be required by the return form.

(d) Separate return for each corpora-
.tion. If a person is required to file a
return under section 338 (a) and tis
section with *respect to more than one
foreign corporation, a separate return
must be filed with respect to each forign
corporation.

(e) Verification of returns. Every re-
turn required by section 333 (a) and this
section shall be verified by a written
declaration that It is made under the
penalties of perjury.

(f) Penalties. For criminal p-nalties
for failure to file the returns required by
section 338 (a) and this section, see sec-
tlon 340.

§ 39.338-2 Annual information re-
turns by officers and directors of certain
foreign corporations-(a) Requzrement
for filing returns---() General Under
section 338 (b), on the sixtieth day after
the close of the taxable year of a fore,=
personal holding company each indi-
vidual who on such sixtieth day is an
officer or director of the corporation shall
file an annual information return as
provided in section 338 (b) and this
section.

(2) Returns. oantly made. If two or
more officers or directors of a foreign
corporation are required to file annual
Information returns under section 333
(b) and this section for any taxable ye-ar
of the corporation, any two or more of
such officers or directors may in lieu of
filing separate annual returns for such
taxable year, jointly execute and file one
annual return,

(b) Form of return. The return un-
der section 338 (b) and this s-ction
shall be made on Form 953, copies of
which, upon request. may be procured
from any district director of mtenal
revenue. Each officer or director of the
corporation should carefully prepare his
return so as to set forth fully and clearly
the information called for therein and
by the applicable regulations. Returns
which have not been so prepared will not
be considered as meeting the raouire-
ments of the Internal Revenue Code.

(c) Contents of return. The retuirn
shall, In accordance with the provisions
of this section and the Instructions on
the form, set forth with respect to the
taxable year of the foreign personal
holding company the following informa-
tion:

(1) The gross income, deductions and
credts, net income, Supplement P net
income, and undistributed Supplement
P net income of the foreign perscnal
holding company for such taxable year,
in complete detail;

§ 39.338-2
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(2) The same information with re-
spect to such taxable year winch is re-
quired by section 338 (a) and paragraph
(c) of § 39.338-1, except that if all the
required returns with respect to such
year have been filed under section 338
(a) and § 39.338-1, no information under
section 338 (b) (2) and this paragraph
need be set forth in such annual return;
and

(3) Such other information as may be
required by the return form.

(d) Verification of returns. Every
return required by section 338 (b) and
this section shall be verified by a written
declaration that it is made under the
penalties of perjury.

(e) Penalties. For criminal penalties
for failure to file the returns required by
section 338 (b) and tins section, see
section 340.

§ 39.338-3 Time and place of filing
returns. Returns required by section
338 and §§ 39.338-1 and 39.338-2 shall be
'filed with the Commissioner of Internal
Revenue, Washington 25, D. C., attention
Audit Service Branch, Audit Division,
and will be considered filed within the
time or times required by law if, within
such time or times, such returns are
made and placed in the mails in due
course, properly addressed and postage
paid, provided they are actually received
in the office of the Commissioner of In-
ternal Revenue, Washington, D. C., even
though received after such time or
times.

§ 39.339 Statutory Provisions; foreign
personal holding companies; informatiorn
returns by shareholders.

SEc. 339. Information returns by share-
holders-(a) Monthly returns. On the
fifteenth day of each month each United
States shareholder, by or for whom 50 per
centum or more in value of the outstanding
stock of a foreign corporation is owned di-
rectly or indirectly (including in the case
of an individual, stock owned by the mem-
bers of his family as defined in section 333
(a) (2)), if such foreign corporation with
respect to its taxable year preceding the
taxable year (whether beginning on, before.
or after January 1, 1939) in which such
month occurs was a foreign personal holding
company, shall file with the Commissioner a
return setting forth with respect to the pre-
ceding calendar month the name and ad-
dress of each shareholder, the class and
number of shares held by each, together
with any changes in stockholdings during
such period, the name and address of any
holder of securities convertible into stock of
such corporation, and such other informa-
tion with respect to the stock and securities
of the corporation as the Commissioner with
the approval of the Secretary shall by regu-
lations prescribe as necessary for carrying
out the provisions of this title. The Com-
missioner, with the approval of the Secre-
tary, may by regulations prescribe, as the
period with respect to which returns shall
be filed, a longer period than a month. In
such case the return shall be due on the
fifteenth day of the succeeding period, and
shall be filed by the persons who on such
day are United States shareholders.

(b) Annual returns. On the sixtieth day
after the close of the taxable year of a foreign
personal holding company each United States
shareholder by or for whom on such sixtieth
day 50 per centure or more in value of the
outstanding stock of such company is owned
directly or indirectly (including in the case

§ 39.338-3
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of an Individual, stock owned by members
of his family as defined In section 333 (a)
(2)), shall file with the Commissioner a
return setting forth the same information
with respect to such taxable year as Is re-
quired in subsection (a), except- that if all
thle required returns with respect to such
year have been filed under subsection (a) no
return shall be required under this sub-
section.

§ 39.339-1 Information returns by
shareholders of certain foreign corpora-
tions-(a) Requirement for filing re-
turns-M1) General. On the fifteenth
day of each month each United States
shareholder, by or for whom 50 percent
or more in value of the outstanding stock
of a foreign corporation is owned, di-
rectly or indirectly (including, in the case
of an individual, stock owned by members
of ins family, as defined in section 333
(a) (2)) if such foreign corporation
With respect to its taxable year preceding
the, taxable year in which such month
occurs was a foreign personal holding
company, shal file an information return
as provided in section 339 (a) and this
section.

(2) Returns for a period exceeding one
month. In the case of a foreign per-
sonal holding company which before the
close of its taxable year distributed to
its shareholders 90 percent or more of
its Supplement P net income, or which
has no such net income for such taxable
year, the periods with respect to winch
information returns under section 339
(a) shall be filed shall be the same as
the periods prescribed in paragraph (a)
(2) of § 39.338-1.

(3) Duplicate returns. If a share-
holder in a foreign corporation files, as
an officer or director in such corporation,
the returns required by section 338 (a)
and §-39.338-1, such-returns shall be con-
sidered as returns filed under section
339 (a)

(b) Form o1 return. The return un-
der section 339 (a) and this section shall
be made on Form 957, copies of winch,
upon request, may be procured from any
district director of internal revenue.
Each shareholder should carefully pre-
pare his return so as to set forth fully
and clearly the information called for
therein and by the applicable regula-
tions. Returns which have not been so
prepared will not be considered as meet-
ing the requirements of the Internal
Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions
,of this section and the instructions on
the form, set forth with respect to the
preceding period the same information
as required to be shown on that form by
section 338 (a) and paragraph (c) of
§ 39.338-1.

(d) Separate return for each corpo-
ration. If a person is required to file a
return under section 339 (a) and this
section with respect to more than one
foreign corporation, a separate return
must be filed with respect to each for-
eign corporation.

(e) 'Verification of returns. Every re-
turn required by section 339 (a) and this
section shall be verified by a written dee-
laration that it is made under the pen-
alties of perjury.

(f) Penalties. For criminal penalties
for failure to file the returns required
by section 339 (a) and this section, see
section 340.

§ 39.339-2 Annual information re-
turns by shareholders of certain foreltn
corporations-(a) Requirement for fil-
ing returns-(1) General. Under sec-
tion 339 (b) on the sixtieth day after
the close of the taxable year of a foreign
personal holding company, each United
States shareholder, by or for whom on
such sixtieth day 50 percent or more In
value of the outstanding stock of the
company is bwned, directly or indirectly
(including in the case of an indivldual,
stock owned by members of his family as
defined In section 333 (a) (2)), shall fil
an information return as provided in
section 339 (b) and this section,

-(2) Duplicate returns, If a share-
holder in a foreign corporation fileS, as
an officer or director In such corporation,
the returns required by section 338 (b)
and § 39.338-2, such returns shall be con-
sidered as returns filed under section
339 (b)

(b) Form of return. The return under
section 339 (b) and this section shall be
made on Form 957, copies of which, upon
request, may be procured from any dis-
trict director of internal revenue. Each
shareholder should carefully prepare his
return so as to set forth fully and clearly
the Information called for therein and
by the applicable regulations. Returna
which have not been so prepared will not
be considered as meeting the require-
ments of the Internal Revenue Code,

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
taxable year of the foreign personal
holding company the same Information
which is required under section 339 (a),
paragraph Cc) of § 39.338-1, and para-
graph Cc) of § 39,339-1, except that If all
the required returns with respect to such
year have been filed under section 339
(a) and § 39.339-1, no return under sec-
tion 339 (b) and this section Is required,

(d) Separate return for each corpora-
tion. If a person is required to file an
annual return under section 330 (b) and
this section with respect to more than
one foreign personal holding company,
a separate return must be filed with re-
spect to each foreign personal holding
company.

(e) Verification of returns. Every re-
turn required by section 339 (b) and this
section shall be verified by a written
declaration that it is made under the
penalties of perjury.

() Penalties. For criminal penalties
for failure to fle the returns required by
section 339 (b) and this section, see
section 340.

§ 39.339-3 Time and place of filing re-
trns. Returns required by section 339
and §§ 39.339-1 and 39.339-2 shall be
filed with the Commissioner of Internal
Revenue, Washington 25, D. C., attention
Audit Service Branch, Audit Division
and will be considered filed within the
time or times required by law if, wilthir'
such time or times, such returns are made
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and placed in the mails in due course,
properly addressed and postage paid,
provided they are actually received in the
ofce of the Commissioner of Internal
Revenue, Washington, D. C., even though
received after such time or times.

§ 39.340 Statutory provisions; foreign
personal holding companies; penalties.
SEc. 340. Penalties. Any person required

under section 338 or 339 to file a return, or
to supply any Information, who willfully
fails to file such return, or supply such infor-
mation, at the time or times required by law
or regulations, shall. In lieu of the penalties
provided n section 145 (a) for such offense,
be guilty of a msdemeanor and, upon con-
viction thereof, be fined not more than $2,000,
or imprisoned for not more than one year,
or both.

SUPPLMON Q-REGULATED INVFSn=
COMPANIES

§ 39.361 Statutory provisions; defini-
tion of regulated investment company.
SEc. 361. Definition-(a) In general. For

-the purposes of this chapter, the term "regu-
lated investment company" means any do-
mestic corporation (whether charted or
created as an Investment trust, or otherwise),
other than a personal holding company as
defined in section 501, which at all times
during the taxable year is registered under
the Investment Company Act of 1940 (54
Stat. 789, 15 U. S. C., 1940 ed., sees. 80 a-1 to
80 b-2), or that act, as amended, either as
a management company or as a unit invest-
ment trust, or which is a common trust fund
or similar fund excluded by section 3 (c) (3)
of such act from the definition of "Invest-
ment company" and is not included in the
definition of "common trust fund" by section
169.

(b) Limitations. Despite the provisions
of sufsection (a), a corporation shall not be
considered a regulated investment company
for any taxable year unless-

(1) At least 90 per centum of its gross
income is derived from dividends, interest
and gains from the sale or other disposltlon
of stock or securities; and

(2) Less than 30 per centum of its gross
income is derived from the sale or other dis-
position of stock or securities held for less
than three months; and

(3) At the close of each quarter of the
taxable year (A) at least 50 per centum of
the value of its total assets is represented
by cash and cash items (including receiv-
ables), Government securities, securities of
other regulated investment companies, and
other securities forthe purposes of this cal-
culation limited in respect of any one issuer
to an amount not greater in value than 5 per
centum of the value of the total assets of the
taxpayer and, except and to the extent pro-
vided m subsection (a), to not more than 10
per centum of the outstanding voting se-
curities of such issuer, and (B) not more
than 25 per centum of the value of its
total assets is invested In the securities
(other than Government securities or the se-
curities of other regulated Investment com-
panies) of any one Issuer, or of two or more
Issuers which the taxpayer controls and
which are determined, under regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary, to be engaged In the
smame or similar trades or businesses or re-
lated trades or businesses. For the purposes
oi clause (B), in ascertaining the value of the
taxpayer's investment In the securities of an
issuer, there shall be included its proper pro-
portion of the investment of any other cor-
poration, a member of a controlled group, In
the securities of such issuer, as determined
under regulations prescribed by the Commis-
sioner and approved by the Secretary. The
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term "controls," as ued in this paragraph.
means the ownership in a corporation of 20
per centum or more of the total combined
voting power of all classes of stock entitled
to vote. 7be term "controlled group," as
used in this paragraph, means one or more
chains of corporations connected through
stock ownership with the taxpayer If (i) 20
per centum or more of the total combined
voting power of all cla-es of stock entitled
to vote of each of the corpomtions (except
the taxpayer) is owned directly by one or
more of the other corporations, and (U) the
taxpayer owns directly 20 per centun or
more of the total combined voting power of
all classes of stock entitled to vote, or at
least one of the other corporations. The
term "value" as used In this paragraph
means, with respect to cccuritles (other
than those of majority-owned subsidalries)
for which market quotations are readily
available, the market value of cuch occurl-
ties; and with respect to other securltles
and assets, fair value as determined In good
faith by the board of directors, except that
in the case of securities of majority-owned
subsidiaries which are investment companles
such fair value shall not exceed marlet value
or asset value, whichever is higher. All
other terms used In the preceding provislons
of this paragraph shall have the -ame mean-
Ing as when used In the Investment Com-
pany Act of 1940, or that Act as amended.
A corporation which meets the foreZoing
requirements of this paragraph at the close
of any quarter shall not lose its status as a
regulated investment company because of
a discrepancy during a subsequent quarter
between the value of its various investments
and such requirements unless such discrep-
ancy exists Immediately after the acquist-
tion of any security or other property and
Is wholly or partly the result of such acquiti-
tion. A corporation which does not meet
such requirements at the close of any quarter
by reason of a dicrepancy existing Immedi-
ately after the acquisition of any recurity or
other property which is wholly or partly the
result of such acquisition during such quar-
ter shall not lose Its status for such quarter
as a regulated investment company If such
discrepancy Is eliminated within thirty days
after the close of such quarter and in cuch
cases it shall be considered to have met such
requirements at the close of such quarter
for the purposes of applying the preceding
sentence. A corporation which mcets such
requirements at the close of Its first full quar-
ter after the date of the enactment of the
Revenue Act of 1942, or eliminates any dis-
crepancy betv.'een the value of It, invest-
ments and such requirements existing at the
close of such quarter within thirty days
thereafter, shall be deemed to have met such
requirements at all previous times; and

(4) It files with Its return for the taxable
year an election to be a regulated Invest-
meht company or has made such election for
a previous taxable year which ba-an after
December 31, 19-1.

(c) Certain inrestment companies. If the
Securities and Exchange Commirslon deter-
mines In accordance with regulations Issued
by it. and certifies to the Secretary not more
than 60 days prior to the close of the taxable
year of a registered management Investment
company, that such Investment company Is
principally engaged in the furnIshing of
capital to other corporations which are
principally engaged in the development or
exploitation of Inventions, technological im-
provements, new processes, or products not
previously generally available, such Invest-
ment company may, in the computation of
50 per centum of the value of its assets under
subparagraph (A) of ub-ection (b) (3) for
any quarter of such taxable year, Include
the value or any securltes of an "suer, not-
withstanding the fact that such Investment
company holds more than 10 per centun of
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the outstandlng voting securities of such
I-auer, but only if the Investment company
has not continuously held any security of
such Issuer (or of any predecesor company
of such issuer as determined under regula-
tons prescribed by the Sccretary) for 10 or
more years precedinZ such quarter of such
taxable year. The provislona of tbis sub-
section shal1 not apply at the close of any
quarter of a taxable year to an investment
company If at the clce of such quarter more
than 2S per centum of the value of its total
asets is represented by cecurities of L-u=s
with respect to each of which the inveztment
company holds more than 10 par cent n of
the outstanding voting cecuritfes of such
Lssuer and in res;pct of each of vhich or
any predece-scor thereof the investment com-
pany has continuously held any caurity for
10 or more years preceding such quarter un-
less the value of Its total a=ets so repre-
canted ls reduced to 25 par centum or lesz
within 30 days after the close of such qua-
ter. The terms used in ths subsection shall
have the camo meaning as in subsection (b)
(3) of this rection. For the purposes of this
subsectlon, unless the S-ecurities and Ex-
change CommLson determines otherwize, a
corporation shall be considercd to be prin-
cipally engaged In the development or ex-
ploitatlon of Inventions-, technologica im-
provements, new processes, or products nst
previously generally available, for at least 10
years after the date of the first acquisition
of any sccurity in cuch corporation or any
predece-or thereof by such investment com-
pany if at the date of such acquisition tha
corporation or Its predceszr ,as principally
so engaged, and an investment company zhai
be considered at any date to be furnishing
capital to any company whose sezuritfes it
holds If within 10 years prior to such date
It hba acquired any of such securIties, or
any recurItles surrendered in exchange
therefor, from such other company or pred-
ecer thereof. For the purposes of the
certllcation hereunder, the Securitiesu and
Exchange Commision shall have authority
to Lsue such rules, reGulation and orders,
and to conduct such investigation- and
hearlns., elther public or private, az it may
deem appropriate.

[Sec. 361 as amended by sac. 170 (a), Rev.
Act 1942; cec. 337, Rav. Act 19511

§ 39.361-1 Definition of a regulated
investment companvy-(a) Limitatio s
upon, source of income. Section 361 (b)
(1) and (2) provides that at le-ast 90
percent of the corporation's gross income
for the taxable year must be derived
from dividends, Interest, and gains from
the sale or other disposition of stocks or
securities, and less than 30 percent of the
corporation's gross income must have
been derived from the sale or other dis-
po0ition of stock or securities held for
less than three months. As to the defi-
tion of the term "corporation:' see sec-
tion 3797 (a) (3). In determlmng the
percentage of the corporation's gross in-
come which has been derived from such
.ources, a loss from the sale or other
disposition of stock or securities does not
enter Into the computation. A determi-
nation of the period for which stock or
securities have been held shall be gov-
erned by the provisions of section 117 (h)
in so far as applicable.

(b) Limitations requrring diversifIca-
tion of investment -() In general. (i)
Section 361 (b) (3), with respect to di-
versification of investments, requires, mn
clause (A), that at the close of each
quarter of the taxable year at least 50
percent of the value of the total assets
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of the corporation be represented by cash
and cash items (including receivables)
Government securities, securities of
other regulated investment companies,
and other securities. For the purpose of
this calculation, investments in securi-
ties other than Government securities or
securities of other regulated investment
companies shall be limited in respect of
any one issuer to an amount not greater
than 5 percent of the value of the total
assets of the corporation and, except
and to the extent provided in section 361
(c) in the case of certain venture capital
registered management investment corn-
pames qualifying thereunder, to not
more than 10 percent of the outstanding
voting securities of such issuer. Assum-
ing that at least 50 percent of the value
of the total assets of the corporation
satisfies these requirements, and that the
limiting provisions of clause (B) are not
violated, the corporation will satisfy the
requrements of section 361 (b) (3) not-
withstanding that the remaining assets
do not satisfy the diversification require-
ments of clause (A) For example, a
corporation may own all the stock of
another corporation, provided it other-
wise meets the requirements of clauses
(A) and (B)

(ii) Clause (B) prohibits the invest-
ment at the close of each quarter of the
taxable year of more than 25 percent
of the value of the total assets of the
corporation (including the 50 percent or
more mentioned in clause (A)) in the
securities (other than Government se-
curities or the securities of other regu-
lated investment companies) of any one
issuer, or of two or more issuers, which
the corporation controls and which are
engaged In the same or smilar trades or
businesses or related trades or businesses,
including su6h issuers that are merely a
part of a unit contributing to the com-
pletion and sale of a product or the
rendering of a particular service. Two
or more issuers are not considered as
being in the same orsimilar trades or
businesses merely because they are en-
gaged in the broad field of manufactur-
ing or of any other general classification
of industry but issuers shall be construed
to be engaged in the same or smVilar
trades or businesses if they are engaged
in a distinct branch of business, trade, or
manufacture in which they render the
same kind of service or produce or deal
in the same kind of product, and such
service or products fulfill the same eco-
nomic need. If two or more issuers pro-
duce more than one product or render
more than one type of service, then the
chief product or service of each shall be
the basis for determining whether they
are in the same trade or business. For
the purposes of this paragraph, the terms
"controls," "controlled group," and
"value" are defined In section 361 (b)
(3) All other terms used in this section
have the same meaning as when used in
the Investment Company Act of 1940 (15
U. S. C., c. 2D) or that act as amended'
In determining the value of the invest-
ment company's investment in the se-
curities of any one issuer, there shall be
included its proper proportion of the in-
vestment of any other corporation, a

§ 39.361-1

member of a controlled group, in the
securities of such issuer. With respect
to the effect which certain discrepancies
between the value of its various Invest-
ments and the requirements of section
361 (b) (3) or the elimination of such
discrepancies will have on the status of
a company as a regulated investment
company for the purposes of these sec-
tions, see section 361 (b) (3) A com-
pany claiming to be a regulated
investment company shall keep sufficient
records as to investments so as to be able
to show that it has complied with the
provisions of section 361 (b) (3) during
the taxable year. Such records shall be
kept at all times available for inspection
by any authorized officer or employee of
the Internal Revenue Service and shall
be retained as long as the contents
thereof may become material in the
admirstration of* any internal revenue
law.

(iii) The provisions of this paragraph
may be illustrated by the following
examples:

Example (1). Investment Company W at
the close of its first quarter of the taxable
year has Its assets invested as follows: 5
percent in cash, 10 percent in Government
securities, 20 percent in the securities of
regulated investment companies as defined
in section 361, 10 percent in the securities
of Corporation A, 15 percent in Corporation
B, 20 percent in Corporation G, and the
balance, 20 percent, in the securities of
various corporations, not exceeding 5 per-
cent of its assets in any one company. In-
vestment Company W owns 15 percent of
the voting stock of Corporation C and less
than 10 percent of the voting stock of the
other corporations, except that it owns all
of the voting stock of Corporations A and B.
None of the corporations is a member of a
controlled group. Investment Company W
meets the requirements at the end of its
first quarter under section 361 (b) (3).
It complies with clause (A) since it has 55
percent of its assets invested as provided
in clause (A). It complies with clause (B)
since it does not have more than 25 percent
of its assets invested in the securities of
any one issuer, or of two or more Issuers
which It controls.

Example (2). Investment Company V at
the close of a particular quarter of the tax-
able year has its assets invested as follows:
10 percent in cash, 35 percent in Government
securities, 7 percent in the securities-of Cor-
poration A, 12 percent in Corporation B, 15
percent in Corporation C, and 21 percent in
Corporation D. Investment Company V falls
to meet the requirements of clause (A) of
section 361 (b) (3) since its assets invested
in Corporations A, B, C, and D exceed in
each case 5 percent of the value of the total
assets of the company at the close of the
particular quarter.

Example (3). -Investment Company X at
the close of the particular quarter of the
taxable year has its assets invested as fol-
lows: 20 percent in cash and Government
securities, 5 percent in Corporation A. 10
percent in Corporation B, 25 percent in Cor-
poration C, and the other 40 percent in the
securities of miscellaneous corporations, not
exceeding 5 percent in any one issuer. In-
vestment Company X owns less than 10
percent of the voting power of all of the cor-
porations, except it owns more than 20 per-
cent of the voting power of Corporations
B and C. Corporation B manufactures
radios and Corporation- C acts as Its distrib-
utor and also distributes radios for other
companies. Investment Company X fails to
meet the requirements of section 361 (b) (3)

since it has 35 percent of its assets Invested
in the securities of two issuers which it con-
trols and which are engaged in related trades
or businesses.

Example (4). Investment Company Y at
the close of the particular quarter has 15
percent of Its assets invested in cash nd
Government securities, 30 percent, in Cor-
poration K, a regulated Investment company,
10 percent in Corporation A, 20 percent in
Corporation B, and the remaining 25 pOrcent
in various corporations in none of which Is
more than 5 percent of its assets Invested,
Corporation K has 20 percent of its usots
invested in Corporation I, and Corporation
. has 40 percent of Its assets invested in

Corporation B. Corporation A also has 30
percent of its assets invested in Corporation
B, and owns more than 20 percent of tho
voting power in Corporation B. Investment
Company Y owns more than 20 percent of
the voting power of Corporations A and K
Corporation K owns more than 20 percent
of the voting power of Corporation ,L, and
Corporation L owns more than 20 percent
of the voting power of Corporation 11, In-
vestment Company Y is disqualified under
clause (B) since more than 25 percent of its
assets is considered invested in Corporation
B as shown by the following calculation:

Percent
Percentage of assets invested directly

in Corporation B ----------------- 20.0
Percentage invested through the con-

trolled group, Y-K-L-B (40 percent
of 20 percent of 30 percent) ------- 2.4

Percentage invested In the controlled
group, Y-A-B (30 percent of 10 per-
cent) --------------------------- 3.. .0

Total percentage of assets of Invest-
ment Company Y invested in Cor-
poration B ---------------------..-. 25,4

Example (5). Investment Company Z,
which keeps its books and makes Its returns
on the basis of the calendar year, at the close
of the first quarter of 1052 meets the require-
ments of section 361 (b) (3) and has 20
percent of its assets invested in Corporation
A. Later during the taxable year it lnIes
distributions to its shareholders and because
of such distributions It finds at the close of
the taxable year that It has more than 25
percent of its remaining assets invested in
Corporation A. Investment Company Z does
not lose its status as a regulated investment
company for the taxable year 1062 because
of such distributions.

(2) Venture capital registered man-
agement investment companies. (1)
Section 361 (c) provides that under cer-
tain conditions set forth below a regis-
tered management investment company
which has been certified by the Securi-
ties and Exchange Commission for the
taxable year may, In the computation of
50 percent of the value of Its assets under
clause (A) of section 361 (b) (3) for any
quarter of such taxable year, Include,
with respect to securities other than
Government securities or securities of
other regulated investment companies,
the value of any securities of an issuer,
notwithstanding the fact that such reg-
istered management investment com-
pany holds more than 10 percent of the
outstanding voting securities of such
issuer, but only If the Investment com-
pany has not continuously held any
security of such issuer or of any prede-
cessor company of such Issuer for 10 or
more years preceding such quarter of
such taxable year. All other provisions
and requirements of section 361 and the
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regulations thereunder are applicable In
determining whether such registered
management investment company quali-
fies as a regulated investment company
within the meaning of such section.

(ii) The provisions of section 361 (c)
are applicable only to a registered man-
agement investment company which the
Securities and Exchange Commission
has determined, in accordance with reg-
ulations issued by it, and has certified to
the Secretary, not more than 60 days
before the close of the taxable year of
such investment company, to be prm-
cipally engaged in the furnishing of cap-
ital to other corporations winch are prm-
cipally engaged M the development or
exploitation of inventions, technological
improvements, new processes, or prod-
ucts not previously generally available.
For the purpose of the aforementioned
determination and certification, unless
the Securities and Exchange Commission
determines otherwise, a corporation shall
be considered to be principally engaged
in the development or exploitation of in-
ventions, technological improvements,
new processes, or products not previously
generally available, for at least 10 years
after the date of the first acquisition of
any security in such corporation or any
predecessor thereof by such investment
company if at the date of such acquisi-
tion the corporation or its predecessor
was principally so engaged, and an in-
vestment company shall be considered at
any date to be furnishing capital to any
company whose securities it holds if
within 10 years before such date it has
acquired any of such securities, or any
securities surrendered in exchange there-
for, from such other company or its
predecessor.

(Gii) Section 361 (c) does not apply
in the quarterly computation of 50
percent of the value of the assets of an
investment company under clause (A)
of section 361 (b) (3) for any taxable
year if at the close of any quarter of such
taxable year more than 25 percent of the
value of its total assets (including the
50 percent or more mentioned in such
clause (A)) is represented by securities
(other than Government securities or
the securities of other regulated'invest-
ment compames) of issuers as to each
of winch (a) such investment com-
pany holds more than 10 percent of
the outstanding voting securities of such
issuer and (b) such investment company
has continuously held any security of
such issuer (or any security of a pred-
ecessor of such issuer) for 10 or more
years preceding such quarter, unless the
value of its total assets so represented
is reduced to 25 percent or less within
30 days after the close of such quarter.

(iv) As used in section 361 (c) and
this subparagraph, the term "predeces-
sor ccmpany" means any corporation the
basis of whose securities in the hands
of the investment company was, under
the provisions of section 113, the same in
whole or in part as the basis of any of
the securities of the issuer and any cor-
poration with respect to whose securities
any of the securities of the issuer were
received directly or indirectly by the in-
vestment company in a transaction or
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series of transactions Involving nonrec-
ognition of gain or loss in whole or In
part. The other terms used In this sub-
paragraph have the same meaning as
when used in section 361 (b) (3). See
subparagraph (1) of this paragraph.

(c) Requrrements asto electi6n. Even
If an investment company satisfies the
other requirements of section 361 for the
taxable year, it will not be considered
a regulated investment company for
such year within the meaning of Supple-
ment Q unless it elects to be a regulated
investment company for such taxable
year, or has made such an election for a
previous taxable year. The election
shall be made by the taxpayer by com-
puting income as a regulated investment
company in its return for the frst tax-
able year to which it desires the election
to be applicable. No other method of
making such election is permitted. An
election once made is irrevocable for the
current taxable year and all succeeding
taxable years.

§ 39.362 Statutory prov imis; tax on
regulated nvestment companies.

Sac. 302. Tax on regulated inrssatment
companics-(a) Earnings and profits. The
earnings and profits of a regulated Invest-
ment company for any taxable year beginning
after December 31, 1941 (but not Its accumu-
lated earnings and profits) rhall not to
reduced by any amount which Is not allow-
able as a deduction in computing its not
income for such taxable year.

(b) Methiod of taxatfon of companies and
shareholders. In the case of a regulated in-
vestment company which distributes during
the taxable year to Its shareholders as tax-
able dividends other than capital gain dvi-
dends an amount not 1= than sO per cntum.
of its net income for the taxablo year com-
puted without regard to net long-term and
net short-term capital gains, and compliC3
for such year with all rules and regulations
prescribed by the Comm'sioner, with the
approval of the Secretary, for the purpoe
of ascertaining the actual ownerchip of its
outstanding stock:

(1) Its Supplement Q net income ahall be
Its adjusted net income (computed by ex-
cluding the excess. if any, of the net long-
term capital gain over the net short-term
capital loss, and without the net operating
loss deduction provided in section 23 (a))
minus the basic surtax credit (excluding
capital gain dividends) computed under sec-
tIon 27 (b) without the application of para-
graphs (2) and (3). For the purpose of
th paragraph, the net Income shall te
computed without regard to section 47 (c).

(2) Its Supplement Q surtax net income
shall be its net income (computed by ex-
cluding the exces, if any, of the net long-
term capital gain over the net short-term
capital loss, and without the not operating
loss deduction provided In section 23 (a))
minus the dividends (other than capital gain
dividends) paid during the taxable year In-
creased by the consent dividends credit pro-
vided by section 28. For the purpos of
this paragraph and paragraph (5) the
amount of dividends paid shall be computed
In the same manner as provided in sub-
sections (d), (e), (f), (g), (U). and (1) of
section 27 for the purpose of the basic surtax
credit provided In section 27. For the pur-
poses of this paragraph the net income Oa
be computed without regard to rction 47
(c).

(3) In the case of taxable years beginning
after December 31, 1950, and beforo April 2,
1951, and ending after March 31, 1051, ther
shall be levied, collected, and paid for each
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taxable year upon Its Supplement Q net
income a tax equal to 233, per centum of
the amount thereof. In the c-'a of taxable
years beginnin.- alter IMarch 31. 1951, and
befeo Aprll 1. 1954, there shall be levied,
collected, and paid for each taxable yer
upon its Supplement Q net income a t=r
equal to So par centur of the amount
thereof. In the c= of table years begin-
ning after March 31, 1934, there s be
levied, collected. and paid for each t-'1able
year upon Its Supplement Q net incoim a
tax equal to 25 per cantun of the anmont.
thereof.

(4) In the case of taxable year bazinning
after December 31, 1950. there shall ba lsvizf,
collected, and paid for each taxable ylas
upon Its Supplement Q surtax net ncame a
tax equal to 22 per contum of the amount
thereof In exces of 325.M.

(5) There shall he levied, colected, and
paid for each taxable year a tax of 23 r:r
cenatum of the exres, if any, of the nat long-
term capital gain over the sum of the net
short-term capital los= and the amount of
capital Gain dividends paid during the year.

(0) A capital gain dividend shall be
treated by the shareholders as gal from the
sale or exchange of capital aczets held for
more than 6 month.

(7) A capital galn dividend means any
dividend or part thereof which is d-s---iited
by the company as a capital gain dividend
In a written notice mailed to its sharehold.
at any time prior to the expiration of thirty
days after close of Its taxable year. If the
aggregate amount co designated v.ith re-,et
to a taxable year of the company I- greater
than the exce of the net long-term capital
gain over the net ahort-term capital lo-ss of
the taxable year, the portion of each dis-
tributlon which shall be a capital gain divi-
deand hall b-3 only that propartion of the
amount so de:3gnated which such excez of
the not long-term capital gain over the nst
short-term capital lco b-ars to the azgregate
amount so deslgnated.

(8) For the purpose of this subzectlon,
any dividend or portion thereof declared b7
a company after the close of the taxable year
and prior to the time prEscribed by law for
the iing of its return for the taxable year
(including the period of any extension of
time granted for filing such return) shall, to
the extent the company so elects In such
return, be treated as having been pld dur-
Ing such taxable year, but; only If dL-tributlon
of such dividend Is actually made to share-
holders In the 12-month period following the
cloze of such taxable year and not later than
the date of the firzt regular dividend pay-
ment made after such declaration.

|6c-. 363 as amended by sees. 209 and 211
(h), Rev. Act 1939; sec. 3 (d), Rev. Act 1140;
scm. 101 c), Second Rev. Act 1940; sees. 103
(e) and 104 (b), Rev. Act 1941: se;. 170 (a),
Rev. Act 1942; sec. 121 (c), Rev. Act 1045;
recs. 121 (e) and 222, Rev. Act 1950; sec. 221
(c), Esce: Proflts Tax Act 1950; sec. 121 (dt,
Rev. Act 1951]

§ 39.362-1 Earnings and profits of a
regulated fivestment company. In the
determination of the earnings and profits
of a regulated investment company, such
earnings and profits shall notbe reduced
by any amount which Is not allowable
as a deduction in computing its net in-
come for such taxable year. See szction
362 (a). Thus, if a corporation would
have had earnings and profits of $500,033
for the taxable year except for the fact
that it had a net capital losS of $100,039
which amount was not deductible in de-
termining its net Income, Its earnings
and profits for that year if it Is a regu-
lated investment company would be

§ 39.362-1
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$500,000. However, in determinng its
accumulated earnings and profits as of
the beginning of the following taxable
year, the earnings and profits for the
previous year to be considered in such
computation would amount to $400,000
assuming that there had been no dis-
tribution from such earnings and profits.
For the purpose of the earnings-and-
profits concept, it is immaterial whether
during the taxable year a regulated in-
vestment company is taxable under
Supplement Q.

§ 39.362-2 Method of taxation of reg-
ulated investment companies. (a) If a
regulated investment company distrib-
utes during the taxable year to its share-
holders as taxable dividends, other than
capital gain dividends, an amount not
less than 90 percent of its net income
for the taxable year computed without
regard to net long-term and net short-
term capital gains and complies for such
year with the provisions of § 39.362-3
(relating to records required to be kept
for the purpose of ascertaining the ac-
tual ownership of its outstanding stock)
it is taxable-

(1) Upon its Supplement Q net income
(as defined in section 362 (b) (1))-

(i) For taxable years beginning before
April 1, 1954, at the rate of 30 percent
of the amount thereof;

(i) For taxable years beginning after
March 31, 1954, at the rate of 25 percent
of the amount thereof.

(2) Upon its Supplement Q surtax net
income (as defined in section 362 (b)
(2)) at the rate of 22 percent of the
amount thereof in excess of $25,000.

(3) Upon the excess of any net long-
term capital gain over the sum of the
net short-term capital loss and the
amount of capital gain dividends (as de-
fined in section 362 (b) (7)) paid during
the year, at the rate of 25 percent of such
excess.

(b) If a regulated investment company
does not In. a particular year distribute
to its shareholders as taxable dividends,
other than capital gin dividends, at
least 90 percent of its net income com-
puted without regard to net long-term
and net short-term capital gains, it will,
in spite of being classified as a regulated
investment company, be taxed in that
year as an ordinary corporation (that
is, it will be entitled to the dividends re-
ceived credit, but will not be entitled to
the basic surtax credit)

(c) The term "taxable dividends"
means dividends (as defined in section
115 after the application of section 362
(a)) which are taxable in the hands of
such shareholders as are subject to
taxation under cha)ter 1.

(d) A taxable dividend is not distrib-
uted to its shareholders during the tax-
able year within the meaning of section
362 (b) unless the dividend is received
by the shareholders during the taxable
year of the company. See § 39.27 (b)-2,
relating to when dividends are considered
paid. For certain distributions made
after the close of the taxable year which
the regulated investment company may
elect to treat as paid during the taxable
year for purposes of section 362 (b) see
§ 39.362-6.

(e) Due to the provision In section 362
(a) with respect to the concept of earn-
Ings and profits of a regulated invest-
ment company, even though such a com-
pany. has no accumulated earnings and
profits if it makes distributions during
the taxable. year of an amount equal to
its net income for that year, regardless of
the amount of losses which are not de-
ductible against such net income, it will
be allowed a basic surtax credit equal to
its net income, and thus not be liable for
any income tax for the taxable year pro-
vided it otherwise satisfies the require-
ments of Supplement Q.

(f) The terms "Supplement Q net in-
come," "Supplement Q surtax net in-
come," and "capital gain dividend" are
defined in section 362 (b) (1), (2) and
(7) respectively.

§ 39.362-3 Records to be kept for pur-
pose o1 determining whether a corpora-
tion claiming to be a regulated invest-
ment company is a personal holding
company. Every regulated investment
company shall maintain in the internal
revenue district in which it is required to
file its income-tax return permanent
records showing the information rela-
tive to the actual owners of its stock
contained in. the written statements re-
quired by this section to be demanded
from the shareholders. The actual
owner of stock includes the person who
is required to include in gross income in
his return the dividends received on the
stock. Such records shall be kept at all
times available for inspection, by any
authorized officer or employee of the
Internal Revenue Service, and shall be
retained as long as the contents thereof
may become material in the adminstra-
tion of any internal revenue law. For
the purpose of determining whether a
domestic corporation claimig to be a
regulated investment company is a per-
sonal holding company as defined in sec-
tion 501, the permanent records of the
company shall show the maximum
number- of shares of the corporation (in-
cluding the number and face value of
securities convertible into stock of the
corporation) to be considered as actually
or constructively owned by each of the
actual owners of any of its stock at any
time during the last half of the corpora-
tion's" taxable year, as provided in sec-
tion 503. Statements giving such in-
formation shall be demanded not later
than 30 days after the close of the cor-
poration's taxable year as follows:

(a) In the case of a corporation hav-
ing 2,000 or more record owners of its
stock on any dividend record date, from
each record holder of 5 percent or more
of its stock; or

(b) In the case of a corporation hav-
ing less than 2,000 and more than 200
record owners of its stock, on any divi-
dend record date, from each record
holder of 1 percent or more of its stock;
or I

(c) In the case of a corporation having
200 or less record owners of its stock, on
any dividend record iate, from each rec-
ord holder of one-half of 1 percent or
more of its stock.

§ 39.362-4 Additional injormation ro-
quired in returns of shareholders. (a)
Any person who falls or refuses to com-
ply with the demand of a regulated
investment company for the written
statements which § 39.362-3 requires the
company to demand from its share-
holders shall submit as a part of his
income tax return a statement showing,
to the best of his knowledge and belief-

(1) The number of shares actually
owned by him at any and all times during
the period for which the return is flied
in any company claiming to be a regu-
lated investment company;

(2) The dates of acquisition of any
such stock during such period and the
names and addresses of persons from
whom it was acquired;

(3) The dates of disposition of any
such stock during such period and the
names and addresses of the transferces
thereof;

(4) The names and addresses of the
members of his family (as defined In
section 503 (a) (2)) the names and
addresses. of his partners, if any, in any
partnership; and the maximum number
of shares, if any, actually owned by
each in any corporation claiming to be
a regulated investment company, at any
time during the last half of the taxable
year of such company;

(5) The names and addresses of any
corporation, partnership, association, or
trust in which he had a beneficial inter-
est to the extent of at least 10 percent
at any time during the period for which
such return Is made, and the number of
shares of any corporation claiming to be
a regulated Investment company actually
owned by each;

(6) The maximum number of shares
(including the number and face value
of securities convertible into stock of the
corporation) in any domestic corpora-
tion claiming to be a regulated invest-
ment company to be considered as con-
structively owned by such individual at
any time during the last half of the cor-
poration's taxable year, as provided in
section 503 and §§ 39.503 (a)-i to 39,503
(a)-7, inclusive, and § 39.503 (b)-1I and

(7) The amount and date of receipt
of each dividend received during such
period from every corporation claiming
to be a regulated investment company.

(b) When making demand for the
written statements required of each
shareholder by § 39.362-:# the company
shall inform each of the shareholders
of his duty to submit as a part of his in-
come tax return the statements which
arerequired by this section If he fails or
refuses to comply with such demand,
A list of the persons failing or refusing
to comply In whole or in part with a
company's demand shall be maintained
as a part of its record required by
§ 39.362-3. A company which fails to
keep such records to show the actual
ownership of Its outstanding stock as
are required by § 39.362-3, or which
may be required from time to time by
any rule or regulation prescribed by the
Commissioner, with the approval of the
Secretary for such purpose, shall not
be taxable as a regulated Investment
company.

§ 39.362-2
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(c) Nothing in this section or
§ 39.362-3 shall be construed to relieve
regulated investment companies or their.
shareholders from the duty of filing in-
formation returns required by regula-
tions prescribed under sections 147 and
148.

§ 39.362-5 Method of taxation of
shareholders of regulated znvestment
companzes. Shareholders who receive
capital gain dividends from a regulated
investment company distributed dur-
ing a taxable year of the regulated
investment company for which it is tax-
able under section 362 (b) shall treat
such dividends as gains from the sale
or exchange of capital assets held
for more than six months. A capital
gain dividend is defined in section 362
(b) (7) as any dividend or part thereof
which is designated by a regulated in-
vestment company as a capital gain divi-
dend in a written- notice mailed to its
shareholders at any time prior to the
expiration of 30 days after the close of
its taxable year. If the aggregate
amount so designated with respect to the
taxable year is greater than the excess of
the net long-term capital gain over the
net short-term capital loss of the taxable
year, the portion of each distribution
which shall be a capital gain dividend
shall be only that proportion of the
amount so designated which such excess
of the net long-term'capital gain over the
net short-term capital loss bears to the
aggregate amount so designated. Thus,
if a regulated investment company mak-
ing its return on the calendar year basis
advised its shareholders by written notice
mailed December 30, 1952, that of a dis-
tribution of $500,000 made December 15,
1952, $200,000 constituted a capital gain
dividend, amounting to $2 per share, and
it was later discovered that an error had
been made in determining the excess of
the net long-term capital gain over the
net short-term capital loss of the taxable
year and that instead of such excess
being $200,000 it was $100,000, then in-
stead of each shareholder having re-
ceived a capital gain dividend of $2 per
share he would have received a capital
gain dividend of $1 per share. For addi-
tional rules applicable to certain distri-
butions made after the close of the tax-
able year which may be designated as
capital gain dividends, see § 39.362-6.

§ 39.362-6 Distribution of divzdends
after close of taxable year (a) Section
362 (b) (8) provides that:

(1) In determining under section 362
(b) whether a regulated investment
company distributes during the taxable
year to its sharetholders as taxable divi-
dends (other than capital gain divi-
dends) an amount not less than 90
percent of its net income for the taxable
year computed without regard to net
long-term and net short-term capital
gains,

(2) In computing the Supplement Q
net income and the Supplement Q surtax
net income, and

(3) -In determining the amount of
capital gain dividends paid during the
taxable year,
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any dividend (or portion thereof) de-
clared by the company after the close
of such taxable year and before the
time prescribed by law for the filing
of its return for such taxable year (in-
cluding the period of any extension of
time granted for filing such return) shall,
to the extent the company so elects In
such return, be treated as having been
paid during such taxable year. This
rule is applicable only if distribution
of the entire amount of such dividend is
actually made to shareholders In the
12-month period following the close of
such taxable year and not later than the
date of the first regular dividend pay-
ment made after such declaration.

(b) The election must be made in the
return filed by the company for the
taxable year. The election shall be
made by the taxpayer by treating the
dividend (or portion thereof) to which
such election applies as a dividend paid
during the taxable year in computing
its Supplement Q net income and Its
Supplement Q surtax net Income, or if
the dividend (or portion thereof) to
which such election applies Is to be
designated by the company as a capital
gain dividend, in computing the amount
of capital gain dividends paid during
such taxable year. The election pro-
vided n section 362 (b) (8) may be
made only to the extent that the earn-
ings and profits of the taxable year
(computed with the application of sec-
tion 362 (a)) exceed the total amount
of distributions out of such earnings and
profits actually made during the taxable
year (not including distributions with
respect to which a prior election has been
made under section 362 (b) (8)) The
dividend or portion thereof, with respect
to which the regulated Investment com-
pany has made a valid election under
section 362 (b) (8), shall be considered
as paid out of earnings and profits of the
taxable year for which such election Is
made, and not out of earnings and profits
of the taxable year in which the dis-
tribution is actually made. However,
the dividend or portion thereof subject
to the election will be includible in the
gross income of shareholders of the regu-
lated investment company for the tax-
able year in which the dividend Is
received by them.

We) The application of paragraphs (a)
and (b) of this section may be illustrated
by the following examples:

Example (1). X Company, a regulated
investment company, had a net income (and
earnings or profits) for the calendar year
1952 of $1OOO00. During that year the com-
pany distributed to shareholders taxable
dividends aggregating U 88,000. On March 10.
1953, the company declared a dividend of
$37,000 payable to shareholders on March
20, 1953. Such dividend consists of the first
regular quarterly dividend for 1953 of ON.=co
plus an additional 612.000 reprcsenting that
part of the net Income for 1952 which was
not distributed In 1952. On March 15, 1053,
X Company flies Its Federal Income tax re-
turn and elects therein to treat 012,000 of
the total dividend of $37,000 to be paid to
shareholders on March 20, 1053. as having
been paid during the taxable year 1932. As-
suming that X Company actually distributes
the entire amount of the dividend of 037,000
on March 20,1953, an amount equal to 012,000
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thereof will be treated for the purpczes of
section 362 (b) as having been paid during
the taxable year 1952. Such amount
($12,000) will be conaidered a dL-tributioan
out of the earnings and profits of the cam-
pany for the taxable year 1952, and will be
treated as a taxable dividend to the share-
holders for the taxable year In which such
distribution is received by them.

Example (2). Y Company, a regulated
Investment company, had a net income (and
earnings or profits) for the calendar year
1952 of 0100,000, and for 1953 a net income
(and earninp or profits) of $125,000. On
January 1. 1952, the company had a dfi:cIt
In its earnings and profits accumulated since
February 28. 1013, of 0115.905. During the
year 1052 the company dis-tributed to share-
holders taxable dividends aggregating $35,c3.
On March 5, 1953. the company declared a
dividend of 065,000 payable to sharetolders
on March 31, 1953. On March 15, 1953, Y
Company files its Federal income tax return
In whlch It Includes 810,000 of the total
dividend of 03,400 to be paid to shareholders
on March 31. 1953, as a dividend paid by it
during the taxable year 1952. On March 31,
1053, Y Company distributes the entire
amount of the dividend of $65.000 declared
on March 5, 1953. The election under sec-
tion 362 (b) (8) Is valid only to the extent
of $15,000, the amount of undlstributcd
earnings and proflts for 1952. The remainder
(C50,003) of the dividend paid on March 31,
1953, may not be the subject of an elecL'ion,
but such amountwill be regarded ar a di-
tribution by Y Company for the taxable year
1953. Ai-uming that the only other dis-
trlbution by the 7 Company during 1953 Is
a distribution of $75,00 paid as a dividend
on October 31, 1953, the total amount of the
distribution of $05.00 paid to sbhaeholdrs
on March 31, 1953, is to be treated _- taxble
dividend,- to the shareholders. Of this
amount, $1.010 is to be treated as distributed
out of the earnings or profits of the company
for the taxable year 1952, and the remaining
650.003 as a distribution out of the ernings
or proflts for the year 1953. The distribution
Of 675,000 on October 31, 193, s, of cource,
a taxable dividend out of the earnings and
profits for the year 1953.

d) A dividend (or portion thereof)
with respect to which an election has
been made under section 362 (b) (6) and
which the company desires to desinate
as a capital gain dividend need not be
so designated within 30 days after the
close of the taxable year, but rill be
properly designated as a capital gain
dividend if It Is designated as such in a
written notice malled to the shareholders
at the time of the payment of the divi-
dend. Such designated capital gain divi-
dends are to be aggregated with the
designated capital gain dividends aeu-
ally paid during such ta:xable year (not
including such dividends with rezpect to
which a prior election has been made
under section 362 (b) (8)) for the pur-
pose of determining whether the aggre-
gate of the desinated capital gain divi-
dends with respect to such taxable year
of the company Is greater than the excess
of the net long-term capital gain ovr
the net short-term capital loss of the
company.

(e) After the expiration of the time for
filing the return for the taxable year for
which an election Is made under section
362 (b) (8), suc1 election shall be irrevo-
cable with respect to the dividend or por-
tion thereof to which it applies.

§ 39.362-6
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SUPPLEMENT R-EXCHANGES AND DISTRIBU-
TIONS IN OBEDIENCE TO ORDERS OF SECU-
RITIES AND EXCHANGE COMMISSION

§ 39.371 Statutory promszons; ex-
changes and distributions in obedience
to orders of the Securities and Exchange
Commission, nonrecognition of gain or
loss.

SEc. 371. Nonrecognition of gain or loss-
(a) Exchanges of stock or securities only.
No gain or loss shall be recognized to the
transferor if stock or securities in a corpora-
tion which is a registered holding company or
a majority-owned subsidiary company are
transferred to such corporation or to an as-
sociate company thereof which is a registered
holding company or a majority-owned sub-
sidiary company solely in exchange for stock
or securities (other than stock or securities
which are nonexempt property), and the ex-
change is made by the transferee corporation
in obedience to an order of the Securities
and Exchange Commission.

(b) Exchanges and sales of property by
corporations. No gain shall be recognized to
a transferor corporation which is a registered
holding company or an associate company
of a registered holding company, if such cor-
poration, in obedience to an order of the
Securities and Exchange Commission trans-
fers property in exchange for property, and
such order recites that such exchange by the
transferor corporation is necessary or appro-
priate to the integration or simplification of
the holding company system of which the
transferor corporation is a member. If any
such property so received is nonexempt prop-
erty, gain shall be recognized unless such
nonexempt property or an amount equal to
the fair market value of such property at the
time of the transfer Is, within 24 months of
the transfer, under regulations prescribed by
the Commissioner with the approval of the
Secretary, and in accordance with an order of
the Securities and Exchange Commission,
expended for property other than nonexempt
property or is invested as a contribution to
the capital, or as paid-in surplus, of another
corporation, and such order recites that such
expenditure or Investment by the transferor
corporation is necessary or appropriate to the
integration or simplification of the holding
company system of which the transferor cor-
poration is a member. If the fair market
value of such nonexempt property at the time
of the transfer exceeds the amount expended
and the amount invested, as required in the
second sentence of this paragraph, the gain,
if any, to the extent of such excess, shall be
recognized. Any gain, to the extent that it
cannot be applied in reduction of basis under
section 372 (a) (2) shall be recognized. For
the purposes of this subsection, a distribu-
tion in cancellation or redemption (except a
distribution having the effect of a dividend)
of the whole or a part of the transferor's own
stock (not acquired on the transfer) and a
payment in complete or partial retirement or
cancellation of securities representing in-
debtedness of the transferor or a complete or
partial retirement or cancellation of such
securities which is a part of the consideration
for the transfer, shall be considered an ex-
penditure for property other than nonexempt
property, and if, on the transfer, a liability
of the transferor is assumed, or property of
the transferor is transferred subject to a
liability, the amount of such liability shall
be considered to be an expenditure by the
transferor for property other than nonex-
empt property. This subsection shall not
apply unless the transferor corporation con-
sents, at such time and in such manner as
the Commissioner, with the approval of the
Secretary, may by regulations prescribe, to
the regulations prescribed under section 372
(a) (2) in effect at the time of filing its re-

§ 39.371
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turn for "he taxable year inwhich the trans-
fer occurs. ,

(c) Distribution o stock or securities
only. If there is distributed, in obedience
to an order of the Securities and Exchange
Commission, to a shareholder in a corpora-
tion which is a registered holding company
or a majority-owned subsidiary company,
stock or securities (other than stock or
securities which are nonexempt property),
without the surrender by such shareholder
of stock -or securities in such corporation, no
gain to the distributee from the receipt of
the stock or securities so distributed shall
be recognized.

(d) Transfers withmn system groups. (1)
No gain or loss shall be recognized to a
corporation which is a member of a system
group (A) if such corporation transfers
property to another corporation which is
a member of the same system group in
exchange for other property, and the ex-
change by each corporation is made in
obedience to an order of the Securities and
Exchange Commission, or (B) if there is dis-
tributed to such corporation as a -share-
holder in a corporation which is a member
of the same system group, property, without
the surrender by such shareholder of stock
or securities in the corporation making the
distribution, and the distribution is made
and received in obedience to an order of thg

-Securities and Exchange Commission. If an
exchange by or a distribution to a corpora-
tion with respect to which no gain or loss is
recognized under, any of the provisions of
this paragraph may also be considered to
be within the provisions of subsection (a),
(b), or (c), then the provisions of this para-
graph only shall apply.

(2) If the property received upon an ex-
change which Is within any of the provisions
of paragraph (1). of this subsection consists
in whole or in part of stock or securities Is-
sued by the corporation from which such
property was received, and if in obedience to
an order of the Securities and Exchange
Commission such stock or securities (other
than stock which is not preferred as to both
dividends and assets) are sold and the pro-
ceeds derived therefrom are applied in whole
or in part in the retirement or cancellation
of stock or of securities of the recipient
corporation outstanding at the time of such
exchange, no gain or loss shall be recognized
to the recipient corporation upon the sale
of the stock or securities with respect to
which such order was made; except that If
any part of the proceeds derived from the
sale of such stock or securities is not so
applied, or if the amount of such proceeds
is in excess of the fair market value of such
stock or securities at the time of such ex-
change, the gain, if any, shall be recognized,
but in an amount not in excess of the pro-
ceeds which are not so applied, or in an
amount not more than the amount by which
the proceeds derived from such sale exceed
such fair market value, whichever is the
greater.

(e) Exchanges not solely in kind. (1) If
an exchange (not within any of the provi-
sions of subsection (d) [)] would be-within
the provisions of subsection (a) f it were not
for the fact that property received in ex-
change consists not only of property per-
mitted by such subsection to be received
without the recognition of gain or loss, but
also of other property or money, then the
gain, f any, to the recipient shall be rec-
ognized, but in an amount not in excess of
the sum of such money and the fair market
value of such other property, and the loss,
if any, to the recipient shall not be recog-
nized.

(2) If an exchange is within the provisions
of paragraph (1) of this subsection and if
it includes a distribution, which has the ef-
fect of the distribution of a taxable dividend,
then there shall be taxed as a dividend to

each distributes such an amount of the gain
recognized under such paragraph (1) as Is
not In excess of his ratable share of the tin-
distributed earnings and profits of the cor-
poration accumulated after rebruary 20,
1013. The remainder, If any, of the gain
recognized under such paragraph (1) shall
be taxed as a gain from the exchange of
property,

(f) Application oJ section. The provislons
of this section shall not apply to an exchange,
expenditure, investment, distribution, or
sale unless (1) the order of the Securities and
Exchange Commission in obedience to which
such exchange, expenditure, Investment, dis-
tribution, or sale was made recites that such
exchange, expenditure, investment, distribu-
tion, or sale is necessary or appropriate to
effectuate the provisions of section 11 (b) of
the Public Utility Holding Company Act of
1935, 49 Stat. 820 (U. S. C., title 15, ceo. 1
(b)), (2) such order spcified and Itemizes
the stock and securities and other property
which are ordered to be acquired, transferred,
received, or sold upon such exchange, acquisi-
tion, expenditure, distribution, or sale, and,
in the case of an investment, the investment
to be made, and (3) such exchange, acqitisi-
tion, expenditure, investment, distribution or
sale was made in obedience to suoh order,
and was completed within the time prescribed
therefor.

(g) Non-application of other provisions,
If an exchange or distribution made In obe-
dience to an order of the Securities and Ex-
change Commission Is within any of the
provisions of this section and may also be
considered to be within any of the provisions
of section 112 (other than the provisions of
paragraph (8) of subsection (b)), then the
provisions of this section only shall apply.

[Sec. 371 as amended by see, 171 (a) (b) (g),
Rev. Act 1942]

§ 39.371-1 Terms used. The follow-
ing terms, when used in this section and
§§ 39.371-2 to 39.373-1, inclusive, shall
have the meanings assigned to them Jn
section 373: "Order of the Securities and
Exchange Commission"; "registered
holding company"; "holding-company
system"; "associate company"; "ma-
jority-owned subsidiary company"; "sys-
tern group"- "nonexempt property"; and
"stock or securities." Any other term
used in this section and §§ 39.371-2 to
39.373-1, inclusive, which is defined in
the Internal Revenue Code, shall be
given the respective definition contained
in the Code.

§ 39.371-2 Purpose and scope of cx-
ception. (a) The general rule is that
the entire amount of gain or loss from
the sale or exchange of property is to be
recognized (see section 112 (a)) and that
the entire amount received as a dividend
is to be included in gross income (see
sections 22 (a) and 115) Exceptions to
the general rule are provided in section
112, one of which is that made by section
112 (b) (8) with respect to exchanges,
sales, and distributions specifically de-
scribed in section 371. Section 371 pro-
vides the extent to which gain or loss is
not to be recognized on an exchange or
sale, or the receipt of a distribution,
made in obedience to an order of the Se-
curities and Exchange Commission,
which is issued to effectuate the provi.
'sions of section 11 (b) of the Public
Utility Holding Company Act of 1935 (15
U. S. C. 79k (b)) Section 115 (o)
provides that a distribution in liqui-
dation of a corporation shall be treated
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as an exchange, and such a distribu-
tion is to be so treated under the
provisions of Supplement R (sections
371 to 373, inclusive) The order of the
Securities and Exchange Commission
-must be one requiring or approving ac-
tion which the Commission finds to be
necessary or appropriate to effect a sim-
plification or geographical integration of
a particular public utility holding-
company system. -For specific require-
ments with respect to an order of the
Securities and Exchange Commission,
see section 371 (f

(b) The requirements for nonrecog-
nition of gain or loss as provided in sec-
tion 371 are precisely stated with respect
to the followng four general types of
transactions:

(1) The exchange that is provided
for in section 371 (a) in which stock or
securities in a registered holding com-
pany or a majority-owned subsidiary
company are exchanged for stock or se-
curities.

(2) The exchange that is provided for
in section 371 (b) in which a registered
holding company or an associate com-
pany of a registered-holding company
exchanges property for property.

(3) The distribution that is provided
for in section 371 (c) in -which stock
or securities are distributed to a share-
holder in. a corporation which is a reg-
istered holding company or a majority-
owned subsidiary company.

(4) The transfer that is provided for
in section 371 (d) in which a corpora-
tion which is a member of a system
group transfers property to another
member of the same system group.
Certain rules with respect to the receipt
of nonexempt property on an exchange
described in section 371 (a) are pre-
scribed in section 371 (e)

(c) These exceptions to the general
rule are to be strictly construed as in the
case of the other exceptions in section
112. Unless both the purpose and the
specific requirements of Supplement R
(sections 371 to 373, inclusive) are clearly
met, the recognition of gain or loss upon
the exchange, sale, or distribution will

,not be postponed under Supplement P.
Moreover, even though a taxable trans-
action occurs in connection or simul-
taneously with a realization of gam or
loss to which nonrecognition is accorded,
nevertheless, as under the various pro-
visions of section 112, nonrecognition
will not be accorded to such taxable
transaction. In other words, the provi-
mons of section 371 do not extend in any
case to gain or loss other than that
realized from and directly attributable to
a disposition of property as such, or the
receipt of a corporate distribution as
such, in an exchange, sale, or distribu-
tion specifically described In secton.371.

(d) The application of the provisions
of Supplement R, (sections 371 to 373,
inclusive)- is intended to result only in
postponing the recognition of gain or
loss until a disposition of property is
made which is not covered by such pro-
visions, and, in the case of an exchange
or sale subject to the provisions of sec-
tion 371 (b) in the reduction of basis
of certain property. The provisions of
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section 372 with respect to the continu-
ation of basis and the reduction in basis
are designed to effect these results. Al-
though the time of recognition may be
shifted, there must be a true reflection
of income in all cases, and it Is intended
that the provisions of Supplement R
shall not be construed or applied n such
a way as to defeat this purpose.

§ 39.371-3 Exchanges of stock or se-
curities solely for stock or securities.
The exchange, without the recognition
of gain or loss, that is provided for in
section 371 (a) must be one in which
stock or securities n a corporation which
is a registered holding company or 9.
majority-owned subsidiary company are
exchanged solely for stock or securities
other than stock or securities which con-
stitute nonexempt property. An ex-
change is not within the provisions of
section 371 (a), unless the stock or
securities transferred and those received
are stock or securities as defined by sec-
tion 373 f) The stock or securities
which may be received without the rec-
ognition of gain or loss are not limited
to stock or securities In the corporation
from which they are received. An ex-
change within the provisions of section
371 (a) may be a transaction, between
the holder of stock or securities and the
corporation which Issued the stock or
securities. Also the exchange may be
made by a holder of stock or securities
with an associate company (I. e., a cor-
poration in the same holding-company
system with the Issuing corporation)
which is a registered holding company
or a majority-owned subsidiary com-
pany. In either case, the nonreco.ni-
tion provisions of section 371 Ca) apply
only to the holder of the stock or se-
curities. However, the transferee cor-
poration must be acting in obedience to
an order of the Securities and Exchange
Commission directed to such corpora-
tion, if no gain or loss is to be recog-nized
to the holder of the stock or securities
who makes the exchange with such cor-
poration. See also section 371. (b), in
case the holder of the stock or securities
is a registered holding company or an
associate company of a registered hold-
ing company. An exchange is not with-
in the provisions of section 371 (a) It It
is within the provisions of secton 371
(d), relating to transfers within a system
group. For further limitations, sea
section 371 (f).

§ 39.371-4 Exchanges of Property for
Property by corporations-a) Applica-
tion of section 371 (b). Section 371 (b)
applies only to the transfers specifled
therem with respect to which section
371 (d) is inapplicable, and deals only
with such transfers if gain is realized
upon the sale or other disposition ef-
fected by such transfers. If loss is
realized the subsection is inapplicable
and the application of other provisions
of the Internal Revenue Code must be
determined. See section 371 (g). It
section 371 (b) is applicable, the provi-
sions of section 112 (other than the pro-
visions of subsection Wl) (8) thereof) are
inapplicable, and the conditions under,
and the extent to which, the realized
gain is not recognized are set forth In

paragraphs (b), Cc), (d) (e) and (f) of
this section.

(b) Nonrecognition of gain; -o -non-
exempt proceeds. No gain is recog-
nized to a transferor corporation upon
the sale or other disposition of property
transferred by such transferor corpora-
tion in exchange solely for property
other than nonexempt property, as de-
fined In section 373 (e), but only if all
of the following requirements are sats-
fled:

(I) The transferor corporation is, un-
der the definition In section 373 (b) a
rezistered holding company or an aszo-
clate company of a registered halding
company-

(2) Such transfer is M obedience to
an order of the Securities and Zschange
Commission (as defined in section S73
(a)) and such order satisfies the require-
ments of section 371 Cf)

(3) The transferor corporation has
filed the required consent to the re--la-
tions under section 372 (a) (2) (see par-
graph (g) of this section) and

(4) The entire amount of the gain,
as determined under section 111, can be
applied in reduction of basis under sec-
tion 372 (a) (2)

(c) Nonrecognition, of gain; von.?x-
empt proceeds. If the transaction would
be within the provisions of p3ragraph
(b) of this section if It were not for the
fact that the property received in ex-
change consists In whole or in part of
nonexempt property (as defined in s-c-
tion 373 (e)) then no gain is recognizel
if such nonexempt property, or an
amount equal to the fair market value
of such nonexempt property at the time
of the transfer,

(1) Is expanded within the required
24-month period for property other than
none.xempt property* or

(2) Is invested within the required
24-month period as a contribution to the
capital, or as paid-in surplus, of another
corporation;
but only if the expenditure or mves tment
s made

(3) In accordance with an order of
the Securities and Exchange Commisson
(as defined in section 373 a)) which
satisfies the requirements of section 371
(f) and which recites that such exp-ndi-
ture or Investment by the transferor
corporation is necezzary or appropriate
to the integration or simplification of the
holding-company system of which the
transferor corporation is a member; and

(4) The required consent, waiver, and
bond have been executed and filed. S~e
paragraphs (g) and (h) of this s2ation.

Cd) Recognition of gain in part; zn-
sufflllent expenditure or investment in
case of nonexempt Proceeds. If the
transaction would be within the provi-
sJons of paragraph Wc) of this section if
It were not for the fact that the amount
expended or invested is less than the fair
market value of the nonexempt property
received in exchange, then the gain, if
any, is recognized, but in an amount not
In excess of the amount by which the fair
market value of such nonexempt property
at the time of the transfer exceeds the
amount so expended and invested.

§ 39.371-4
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(e) Items treated as expenditures for
the purpose of paragraphs (W) and (d)
of this section. For the purposes of para-
graphs (c) and (d) of tins section, the
following are treated as expenditures-for
property other than nonexempt prop-
erty"

(1) A distribution in cancellation or
redemption (except a distribution having
the effect of a dividend) of the whole or
a part of the transferor's own stock (not
acquired on the transfer)

(2) A payment in complete or partial
retirement or cancellation of securities
representing indebtedness of the trans-
feror or a complete or partial retirement
or cancellation of such securities which
is a part of the consideration for the
transfer; and

(3) If, on the transfer, a liability of the
transferor is assumed, or property of the
transferor is transferred subject to a
liability, the amount of such liability.

(f) Recognition of gain in part; zna- -
bility to reduce basis. If the transaction
would be within the provisions of para-
graph (b) or (c) of this section if it
were not for the fact that an amount of
gain cannot be applied in reduction of
basis under section 372 (a) (2) then
the gain, if any, is recognized, but in
an amount not in excess of the amount
which cannot be so applied in reduction
of basis. If the transaction would be
within the provisions of paragraph d)
of this section, if it were not for the fact
that an amount of gain cannot be ap-
plied in reduction of basis under sec-
tion 372 (a) (2) then the gain, if any,
is recognized but in an amount not in
excess of the aggregate of-

(1) The amount of gain which would
be recognized under paragraph (d) of
this section if there were no inability
to reduce basis under section 372 (a)
(2) and

(2) The amount of gain which can-
not be applied in reduction of basis
under section 372 (a) (2)

(g) Consent to regulations under see-
tion 372 (a) (2) To be entitled to the
benefits of the provisions of section 371
(b) a corporation must file with its re-
turn for the taxable year in which the
transfer occurred a consent to have the
basis of its property adjusted under sec-
tion 372 (a) (2) (see § 39.372-3) in ac-
cordance with the provisions of the reg-
ulations In effect at the time of filing of
the return for the taxable year in winch
the transfer occurs. Such consent shall
be made in duplicate on Form 982A in
accordance with these regulations and
instructions on the form or issued there-
with.

(h) Requzrements-with respect to ex-
penditure or investment. If the full
amount of the expenditure or invest-
ment required for the application of
paragraph (c) of this section has not
been made by the close of the taxable
year In which such transfer occurred, the
taxpayer shall file with the return for
such year an application for the benefit
of the 24-month period for expenditure
and investment, reciting the nature and
time of the proposed expenditure or in-
vestment. When requested by tle Com-
missioner, the-taxpayer shall execute and
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file (at such time and in such form) such
waiver of the statute of limitations with
respect to the assessment of deficiencies
(for the taxable year of the transfer and
for all-succeeding taxable years in any of
which falls any part of the period begin-
ning with the date of the transfer and
ending 24 months thereafter) as the
Commissioner may specify, and such
bond with such surety as the Commis-
sioner may require in an amount not in
excess of double the estimated maximum
income and excets profits taxes which
would be payable if the corporation does
not make the required expenditure or
investment within the required 24-
month period.

§ 39.371-5 Distribution'solely of stock
or securities. If, without any surrender
of his stock or securities as defined in
section 373 f) a shareholder in a cor-
poration which is a registered holding
company or a.maj ority-owned subsidiary
company receives stock or securities in
such corporation or owned by-such cor-
poration, no gain to the shareholder will
be recognized with respect to the stock
or securities received by such shareholder
winch do not constitute nonexempt
property if the distribution to such
shareholder is made by the distributing
corporation in obedience to an order of
the-Securities and Exchange Commssion
directed to such corporation. A distri-
bution is not within the provisions of
section 371 (c) if it is within the pro-
visions of section 371 (d) relating to
transfers within a system group. A dis-
tribution is also not within the provi-
sions of section 371 (c) if it involves- a
surrender by the shareholder of stock
or securities or a transfer by the share-
holder of property -m exchange for the
stock or securities received by the share-
holder. For further limitations, see sec-
tion 371 (f)

§ 39.371-6 Transfers within system
group. (a) The nonrecognition of gain
or loss provided for in section 371 (d)
(1) is applicable to an exchange of prop-
erty for other property (including money
and other nonexempt property) In
order for any exchange to come within
such section, all the parties to the ex-
change must be corporations which are
members of the same system group. The
term "system group" is defined in sec-
tion 373 d)

(b)" Section 371 (d) (1) also provides
for nonrecognition of gaih to a corpora-
tion which is a member of a system
group if property (including money or
other nonexempt property) is distributed
to such corporation as a shareholder in
a corporation which is a member of the
same system group,. without the sur-
render by such shareholder of stock or
securities in the distributing corporation.

c) As stated in § 39.371-2, nonrecog-
nition of gain or loss will not be accorded
to a transaction not clearly provided for
in Supplement R (sections 371 to 373,
inclusive) even though such transaction
occurs simultaneously or in connection
with an exchange, sale, or distribu-
tion to which nonrecognition is spe-
cifically accorded. Therefore, nonrecog-
nition will not be accorded to any gain

or loss realized from the discharge, or
the removal of the burden, of the Pe-
cuniary obligations of a member of a
system group, even though such obliga-
tions are acquired upon a transfer or
distribution specifically described in sec-
tion 371 Cd) (1), but the fact that the
acquisition of such obligations was upon
a transfer or distribution specifically de-
scribed in section 371 (d) (1) will, be-
cause of the basis provisions of section
372 d) affect the cost to the member
of such discharge or Its equivalent,
Thus, section 371 d) (1) does not pro-
vide for the nonrecognition of any gain
or loss realized from the discharge of
the indebtedness of a member of a sys-
tem group as the result of the acquisition
in exchange, sale, or distribution of its
own bonds; notes, or other evidences of
indebtedness which were acquired by
another member of the same system
group for a consideration less or more
than the issuing price thereof (with
proper adjustments for amortization of
premiums or discounts)

d) The provisions of paragraph Co)
of this section may be Illustrated by
the following example:

E ample. Suppose that the A Corpora-
tion and the B Corporation are both monm-
bers of the same system group. that the
A Corporation holds at a cost of $900 a bond
Issued by the B Corporation at par, $1,00,
and that the A Corporation and the B Cor-
poration enter into an exchange subject
to the provisions of section 371 (d) (1) In
which the $1,000 bond of the B Corporation
is transferred from the A Corporation to the
B Corporation. The $900 basis reflecting
the cost to the A Corporation which would
have.been the basis available to the B Cor-
poration if the property transferred to It
had been something other than Its own
securities (see § 39.372-6) will, In this typo
of transaction, reflect the cost to the B Cor-
poration of effecting a retirement of Its own
$1,000 bond. The $100 gain of the B Cor-
poration reflected in the retirement will
therefore be recognized.

(e) No exchange or distribution may
be made without the recognition of gain
or loss as provided for in section 371

d) (1) unless all the corporations which
are parties to such exchange or distribu-
tion are acting in obedience to an order
of the Securities and Exchange Commis-
sion. If an exchange or distribution is
within the provisions of section 371 (d)
(1) and also may be considered to be
within some other provisions of section
371, It shall be considered that only the
provisions of section 371 d) (1) apply
and that the nonrecognition of gain or
loss upon such exchange or distribution
is by virtue of that section.

§ 39.371-7 Sale of stock or securities
received upon exchange by members of
system group. (a) Section 371 (d) (2)
provides that to the extent that property
received upon an exchange by corpora-
tions which are members of the same
system group consists of stock or securi-
ties issued by the corporation from
which such property was received, such
stock or securities may, under certain
specifically described circumstances, be
sold to a party not a member of the sys-
tem group, without the recognition of
gain or loss to the selling corporation.

§ 39.371-5
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The nonrecognition of gain or loss is
limited, in the case of stock, to a sale of
stock which is preferred as to both divi-
dends and assets. The stock or secun-
ties must have been received upon an
exchange with respect to which section
371 (d) (1) operated to prevent recogin-
tion of gain or loss to any party to the
exchange. Nonrecognition of gain or
loss upon the sale of such stock or securi-
ties is permitted only if the proceeds
derived from the sale are applied in
retirement or cancellation of stock or
securities of the selling corporation
winch were outstanding at the time the
exchange was made. It is also essential
to nonrecognition of gain or less upon
the sale that both the sale of the stock
or securities and the application of the
proceeds derived therefrom be made in
obedience to an order of the Securities
and Exchange Commission. If any
part of the proceeds derived from the
sale is not applied in making the re-
quired retirement or cancellation of
stock or securities and if the sale m
otherwise within the provisions of sec-
tion 371 (d) (2) the gain resulting from
the sale shall. be recognized, but m an
amount not in excess of the proceeds
-which are not so applied. In any event,
if the proceeds derived from the sale of
the stock or securities exceed the fair
market value of such stock or securities
at the time of the exchange through.
winch they were acquired by the selling
corporation, the gain resulting from the
sale is to be recognized to the extent of
such excess. Section 371 (d) (2) does
not provide for the nonrecognition.of
any gain resulting from the retirement
of bonds, notes, or other evidences of in-
debtedness for a consideration less than
the issuing price thereof. Also, that
section does not provide for the non-
recognition of gain or loss upon the sale
of any stock or securities received upon a
distribution or otherwise than upon an
exchange.

(b) The application of paragraph (a)
of tins section may be illustrated by the
following example:

Example. The X Corporation and the Y
Corporation, both of which make their in-
come tax returns on a calendar year basis,
are members of the same system group. As
part of an exchange in which section
371 (d) (1) is applicable the Y Corporation
on June 1, 1952, issues to the X Corporation
1,000 shares of class A stock, preferred as to
both dividends and assets. The fair market
value of such stock'at the time of issuance
is $90,000 and its basis to the X C3orporation
is $75,000. On December 1, 1952, in obedi-
ence'to an appropriate order of the Securi-
ties and Exchange Commission, the X Corpo-
ration sells all of such stock to the public
for $100,000 and applied $95,000 of this
amount to the retirement of its own bonds,
which were outstanding on June 1, 1952.
The remaimng $5,000 is not used to retire
any of the X Corporation's stock or securi-
ties. of the total gain of $25,000 realized
on the disposition of the Y Corporation stocka
only $10,000 is recognized, being the difrer-
ence between the fair market value of the
stock when acquired and the amount for
which It was sold, since such amount is
greateir than the portion ($5,000) of the
proceeds not applied to the retirement of the
X Corporation's stock or securities. If in
this example the stock acquired by the X
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Corporation bad not been stock: of the W
Corporation Issued to the X Corporation or If
it had been stock not preferred as to both
dividends and assets., the full amount of the
gain ($25.000) realized upon Its alLpootion
would have been recognized, regardlem of
what was done with the proceeds.

§ 39.371-8 Exchanges in whfch moncy
or other nonexempt property is received.
(a) Under section 371 (e) (1), If in any
exchange (not within any of the provi-
sions of section 371 d)) in which stock
or securities in a corporation which Is a
registered holding company or a ma-
jority-owned subsidiary are exchanged
for stock or securities as provided for
in section 371 (a) there is received by
the taxpayer money or other nonexempt
property (in addition to property per-
mitted to be received without recogni-
tion of gain) then-

(1) The gain, if any, to the taxpayer
is to be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other nonexempt
property, but

(2) The loss, f any, to the taxpayer
from such an exchange Is-not to be rec-
ognized to any extent.

(b) If money or other nonexempt
property is received from a corporation
in an exchange described in paragraph
(a) of this section and if the distribu-
tion of such money or other nonexempt
property by or on behalf of such corpo-
ration has the effect of the distrlbution
of a taxable dividend, then, as provided
in section 371 (e) (2), there shall be
taxed to each distributee (1) as a divi-
dend, such an amount of the gain reco-
nized on the exchange as is not in excess
of the distrIbutee's ratable share of the
undistributed earnings and profits of the
corporation accumulated after February
28, 1913, and (2) the remainder of the
gain so recognized shall be taxed as a
gain from the exchange of proparty.

§ 39.371-9 Requirenents zoit respect
to order of Securities and Exchange
Comnn, ston. The term "order of the
Securities and Exchangce Ccnmlslon" is
defined in section 373 (a) In addition
to the requirements specificd in that
definition, section 371 (f provides that
the provisions of section 371 shall not
apply to an exchange, expenditure, In-
vestment, distribution, or sale unless
each of the following requirements is
met:

(a) The order of the Securities and
Exchange Commission must recite that
the exchange, expenditure, investment,
distribution, or sale Is necmary or ap-
propriate to effectuate the provisions of
section 11 (b) of the Public Utility Hold-
ing Company Act of 1935 (15 U. S. C.
79k (b))

(b) The order shall specify and
itemize the stocks and securities and
other property (including money) which
are ordered to be acquired, transferred,
received, or sold upon such exchange,
acquisition, expenditure, distribution, or
sale, and, in the case of an Investment,
'the investment to be made, so as clearly
to identify such property.

(c) The exchange, acquisition, expen-
diture, investment, distribution, or sale
shall be made In obedience to such order

and shall be completed within the time
prescribed in such order.
These requirements were not designed
merely to simplify the administration
of the provisions of section 371, and they
are not to be considered as pertaining
only to administrative matters. Each
one of the three requirements is of the
essence, and must be met if gain or lom
is not to be recognized upon the
transaction.

§ 39.371-10 Nonapplication of other
Prov!sfons of the Internal Revenue Cole.
The effect of section 371 (g) is that an
exchange, sale, or distribution which is
within section 371 shall, with respect to
the nonrecosnition of gain or'loss and
the determination of basis, be governad
only by Supplement R (sections 371 to
373, inclusive) the purpose bemg to pre-
vent overlapping of the provions of
such supplement and other provisions
of the Internal Revenue Code. In other
words, if by virtue of section 371 any
portion of a perzon's gain or loss on any
particular exchange, sale, or distribution
Is not to be recognized, then the gain or
lozs of such person shall be nonrecog-
nized only to the extent provided in
section 371, regardless of what the result
might have been under section 112 if
Supplement R had not been enactzd;
and similarly, the basis in the hands of
such person of the property received by
him In such transaction shall be the
basis provided by section 372, regardle-s
of what the basis of such property might
have been under section 113 if Suprle-
ment R had not been enacted. On the
other hand, if section 371 does not pro-
vide for the nonrecognition of any pjr-
tion of a person's gain or lcs (whether
or not such person Is another party to
the same transaction referred to above)
then the gain or loss of such person shall
be recoanized or nonrecognized to the
extent provided for by other provisions
of the Code as if Supplement R had not
been enacted; and similarly, the basis
in his hands of the property received by
him in such transaction shall be the
basis provided by other provisions of
the Code as if Supplement R had not
been enacted.

§ 39.371-11 Records to be :ept ard
information to be filed with returns.
(a) Every holder of stock or securities
who receives stock or securities and
other property (including money) upon
an exchange shall. If the exchange is
made with a corporation acting in obedi-
ence to an order of the Securities and
Exchange Commission, M!e as a part of
his Income tax return for the taxable
year in which the exchange takes place
a complete statement of all facts perti-
nent to the nonrecognition of gain or
loss upon such exchange, including-

(1) A clear description of the stock
or securities transferred in the ex-
change, together with a statement of
the cost or other basis of such stock or
securities.

(2) The name and address of the cor-
poration from which the stock or secun-
ties were received in the exchange.

(3) A statement of the amount of
stock or securities and other property

§ 39.371-11
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(including money) received from the
exchange. The amount of each kind of
stock or securities and other property
received shall be set forth upon the
basis of the fair market value thereof
at the date of the exchange.

(b) Each corporation which is a party
to an exchange made in obedience to an
order of the Securities and Exchange
Commission directed to such corpora-
tion shall file as a part of its income tax
return for its taxable year in which the
exchange takes place a complete state-
ment of all facts pertinent to the non-
recognition" of gain or loss upon such ex-
change, including-

(1) A.copy of the order of the Securi-
ties and Exchange Commission directed
to such corporation, in obedience to
which the exchange was made.

(2) A certified copy of the corporate
resolution authorizing the exchange.

(3) A clear description of all property,
including all stock or securities, trans-
ferred in the exchange, together with a
complete statement of the cost or other
basis of each class of property.

(4) The date of acquisition of any
stock or securities transferred in the ex-
change, and, if any of such stock or se-
curities were acquired by the corporation
in obedience to an order of the Seciirities
and Exchange Commission, a copy of
such order.

(5) The name and address of all per-
sons to whom any property was trans-
ferred in the exchange.

(6) If any property transferred in the
exchange was transferred to another
corporation, a copy of any order of the
Securities and Exchange Comussion
directed to the other corporation, in
obedience to which the exchange was
made by such other corporation.

(7) If the corporation transfers any
nonexempt property', the amount of the
undistributed earnings and profits of the
corporation accumulated after February
28, 1913, to the time of the exchange.

(8) A statement of the amount of
stock or securities and other property
(including money) received upon the ex-
change, including a statement of all
distributions or other dispositions made
thereof. The amount of each kind of
stock or securities and other property
received shall be stated on the basis of
the fair market value thereof at the date
of the exchange.

(9) A statement showing as to each
class of its stock the number of shares
and percentage owned by any other cor-
poration, the voting rights and voting
power, and the preference (if any) as to
both dividends and assets.

(10) The term "exchange" shall,
wherever occurring in thns paragraph, be
read as "exchange, expenditure, or
investment."

(c) Each shareholder who receives
stock or securities or other property (in-
cluding money) upon a distribution
made by a corporation in obedience to
an order of the Securities ahd Exchange
Commission shall file as a part of his
income tax return for the taxable year
In which such distribution is received a
complete statement of all facts pertinent
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to the nonrecognition of gain upon such
distribution, including-

(1) The name and address of the cor-
poration from which the distribution is
received.

(2) A statement of the amount of
stock or securities or other property re-
ceived upon the distribution, including
(in case the shareholder is a corpora-
tion) a statement of all distributions or
other disposition made of such stock or
securities or other property by the share-
holder. The amount of each class of
stock or securities and each kind of
property shall be stated on the basis of
the fair market value thereof at the date
of the distribution.

(3) If the shareholder is a corpora-
tion, a statement showing as to each
class of its stock the number of shares
and percentage owned by a registered
holding company or a ma3ority-owned
subsidiary company of a registered hold-
ing company, the voting rights and vot-
ing power, and the preference (if any)
as to both dividends and assets.

(d) Every corporation making a dis-
tribution in obedience to an order of the
Securities and 'Exchange Commission
shall file as a part of its income-tax re-
turn for its taxable year in which the
distribution is made a complete state-
ment of all facts pertinent to the non-
recognition of gain to the distributee
upon such distribution including-

(1) A copy of the order of the Securi-
ties and Exchange Commission, in
obedience to which the distribution was
made. 0

(2) A certified copy of the corporate
resblution authorizing the distribution.

(3) A statement of the amount of
stock or securities or other property (in-
cluding money) distributed to each
shareholder. The amount of each kind
of stock or securities or other property
shall be stated on the basis of the fair
market value thereof at the date of the
distribution.

(4) The date of acquisition of the
stock or securities distributed, and, if any
of such stock or securities were acquired
by the distributing corporation in
obedience to an order of the Securities
and Exchange Commission, a copy of
such order.

(05) The amount of the undistributed
earnings and profits of the corporation
accumulated after February 28, 1913, to
the time of the distribution.

(6) A statement showing as to each
class of its stock the number of shares
and percentage owned by any other cor-
poration, the voting rights and voting
power, and the preference (if any) as to
both dividends and assets.

(e) Each corporation which is a mem-
ber of a system group and which in obe-
dience to an order of the Securities and
Exchange Commission sells stock or se-
curities received upon an exchange
(made in obedience to an order of the
Securities and Exchange Commission)
and applies the proceeds derived there-
from in retirement or cancellation of its
own stock or securities shall file as a part
of its income tax return for the taxable
year in which the sale is made a complete
statement of all facts pertaining to the

nonrecognition of gain or loss upon such
sale, including-

(1) A copy of the order of the Securi-
ties and Exchange Commission in obedi-
ence to which the sale was made.

(2) A copy of the order of the Seeu'i-
ties and Exchange Commission in obedi-
ence to which the proceeds derived from
the sale were applied In whole or in part
in the retirement or cancellation of Its
stock or securities.

(3) A certified copy of the corporate
resolutions authorizing the sale of the
stock or securities and the application
of the proceeds derived therefrom.

(4) A clear description of the stock or
securities sold, Including the name and
address of the corporation by which they
were issued.

(5) The date of acquisition of the
stock or securities sold, together with a.
statement of the fair market value of
such stock or securities at the date of
acquisition, and a copy of all orders of
the Securities and Exchange Commission
in obedience to which such stock or secu-
rities were acquired.

(6) The amount of the proceeds do-
rived from such sale.

(7) The portion of the proceeds of
such sale which was applied In retire-
ment or cancellation of Its stock or secu-
rities, together with a, statement showing
how long such stock or securities were
outstanding prior to retirement or
cancellation.

(8) The issuing price of its stock or
securities which were retired or canceled.

(f) Permanent records in substantial
form shall be kept by every taxpayer who
participates in an exchange or distribu-
tion made in obedience to an order of
the Securities and Exchange Commis-
sion, showing the cost or otler basis of
the property transferred and the amount
of stock or securities and other property
(including money) received, in order to
facilitate the determination of gain or
loss from a subsequent disposition of
such stock or securities and other prop-
erty received on the exchange or distri-
bution.

§ 39.372 Statutory provisions; basis of
property acquired in exchanges and dis-
tributions made zn obedience to orders of
the Securities and Exchange Cominis-
szon.

Sze. 372. Basis or determining gain or
Zoss-(a) Exchanges generally-(1) Ex-
changes sublect to the--provislons of section
371 (a). If the property was acquired upon
an exchange subject to the provisions of
section 371 (a) or (e), the basis shall be
the same as in the cose of the property
exchanged, decreased in the amount of
any money received by the taxpayer and in-
creased in the amount of gain or decreased
in the amount of loss to the taxpayer that
was recognized upon such exchange under
the law applicable to the year in which the
exchange was made. If the property so

,acquired consisted in part of the type of
property permitted by section 371 (a) to be
received without the recognition of gain or
loss, and in part of nonexempt property, tile
basis provided in this subsection shall be
allocated between the properties (other than
money) received, and for the purpose of the
allocation there shall be assigned to such
nonexempt property (other than money) an
amount equivalent to its fair market value at
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the date of the exchange. This subsection
shall not apply to property acquired by a
corporation by the issuance of Its stock or
securities as the consideration In whole or in
part for the transfer of the property to it.

(2) Exchanges sublect to the provisions o1
section 371 (b). The gain not recognized
-upon a transfer by reason of section 371 (b)
shall be applied to reduce the basis for de-
terming gain or loss on sale or exchange
of the following categories of property in the
hands of the transferor immediately after
the transfer, and property acquired within
21 months after such transfer by an expendi-
ture or investment to which section 371 (b)
relates on account of the acquisition of which
gain Is not recognized under such subsection,
in the following order:

(1) Property of a character subject to the
allowance for depreciation under section
23-(1);

(2) Property (not described in paragraph
(1)) with respect to which a deduction for
amortization is allowable under section 23
(t);

(3) Property with respect to which a de-
duction for depletion is allowable under
section 23 (in) but not allowable under
section 114 (b) (2), (3), or (4);

(4) Stock and securities of corporations
not members of the system group of which
the transferor is a member (other than stock
or securities of a corporation of which the
transferor is a subsidiary);

(5) Securities (other than stock) of cor-
porations which are members of the system
group of which the transferor Is a member
(other than securities of the transferor or of
a corporation of which the transferor Is a
subsidiary);

(6) Stock of corporations which are mem-
bers of the system group of which the trans-
feror is a member (other than stock of the
transferor or of a corporation of which the
transferor Is a subsidiary);

(7) All other remaining property of the
transferor (other than stock or securities of
the transferor or of a corporation of which
the transferor is a subsidiary).

The manner and amount of the reduction to
be applied to particular property within any
of the categories described In paragraphs (1)
to (7), inclusive, shall be determined under
regulations prescribed by the Commissioner
with the approval of the Secretary.

(b) Transfers to corporations. If, in con-
*nection with a transfer subject to the pro-
visions of section 371 (a), (b), or (e), the
property was acquired by a corporation,
either as paid-in-surplus or as a contribution
to capital, or In consideration for stock
or securities issued by the corporation re-
ceiving the property (including cases where
part of the conmderation for the transfer
of such property to the corporation con-
sisted of property or money in addition to
such stock or securities), then the basis shall
be the same as it would be in the hands of
the transferor, increased in the amount of
gain or decreased in the amount of loss
recognmzed to the transferor upon such trans-
fer under the law applicable to the year in
-which the transfer was made.

(a) Distributions of stock or securities.
If the stock or securities were received in a
distribution subject to the provisions of
section 371 (c), then the basis in the case of
the stock in respect of which the distribution
was made shall be apportioned, under rules
and regulations prescribed by the Commis-
sioner with the approval of the Secretary,
between such stock and the stock or securi-
ties distributed.

(d) Transfers within system group. If
the property was acquired by a corporation
which Is a member of a system group upon
a transfer or distribution described in sec-
tion 371 (d) (1), then the basis shall be
the same as it would be in the hands of
the transferor; except that If such property
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is stock or securltie3 lezued by the cor-
poration from which such stock or ccurlties
were received and they were issucd (1) as
the sole consideration for the property trans-
ferred to such corporation, then the basis
of such stock or securities shall be either
(A) the same as In the case of the property
transferred therefor, or (B) the fair marlk:t
value of such stock or securlties at the time
of their receipt, whichever s the lower; or
(2) as part consideration for the propcrty
transferred to such corporation, then the
basis of such stock or securities chall be
either -(A) en amount which beam the same
ratio to the basis of the property transferred
as the fair market value of such steel: or
securities at the time of their receipt bear
to the total fair market value of the entire
consideration received, or (B) the fair mar-
ket value of such stock or securities at the
time of their receipt, whichever is the lower.

[Sec. 372 as amended by sec. 171 (c), Rev.
Act 19421

§ 39.372-1 Basis for determining gain
or loss. (a) Section 113 (a) (17) pro-
vides that if property is acquired in a
taxable year beginning before January
1, 1942, in any manner described in sec-
tion 372 prior to its amendment by the
Revenue Act of 1942, the basis shall be
that provided in such section, prior to its
amendment by such act, with respect to
such property. Section 171 (c) of the
Revenue Act of 1942 amended section
372 (a) Prior to such amendment, sec-
tion 372 (a) read as follows:

(a) Exchanges generally. If the property
was acquired upon an exchange subject to
the provisions of section 371 (a), (b), or (e),
the basis shall be the same as in the case of
the property exchanged, decreased in the
amount of any money received by the tax-
payer and increased In the amount of gain
or decreased In the amount of le= to the
taxpayer that was reco-ized upon such
exchange under the law applicable to the
year in which the exchange was made. It
the property so acquired consisted In part of
the type of property permitted by scction
371 (a) or (b) to bo received without the
recognition of gain or lo, and In part of
nonexempt property, the basis provided In
this subsection shall be allocated between
the properties (other than money) received,
and for the purpose of the allocation there
shall be assigned to such nonexempt prop-
erty (other than money) an amount equiva-
lent to Its fair market value at the date of
the exchange. This subs-ection shall not
apply to property acquired by a corporation
by the Issuance of Its stock or securities as
the consideration In whole or in part for the
transfer of the property to it.

(b) If the property was acquired in a
taxable year beginning after December
31, 1941, in any manner described in sec-
tion 372 (other than subsection (a) (2))
after its amendments, the basis shall be
that prescribed in such section with re-
spect to such property.

(c) Section 372 therefore expands sec-
tion 113 (a) in order to make adequate
provisions with respect to the basis of
property acquired in a transfer made in
obedience to an order of the Securities
and Exchange Commission in connec-
tion with which the recognition of gain
or loss Is prohibited by the provisions of
section 112 (b) (8) and section 371 with
respect to the whole or any part of the
property received. In general and ex-
cept as provided in § 39.372-3, it is in-
tended that the basis for determining
gain or loss pertaining to the property
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prior to its tranzfer, as well as the basis
for determining the amount of depre-
ciation or depletion deductible and the
amount of earnings or profits available
for distribution, shall continue notwith-
standing the nontaxable conversion of
the asset in form or its change in owner-
ship. The continuance of the basis may
be reflected In a shift thereof from one
asset to another in the hands of the
same owner, or in Its transfer with thir
property from one owner into the han,-,
of another. See also § 39.371-2.

§ 39.372-2 Basis of property acqvurc2
upon exchanges under section 371 ()
371 (b) (prior to amendment by 're-
nue Act of 1942) or 371 (e). (a) In tha
case of an exchange of stock- or securities
for stock or securities as descrics:l
in section 371 (a) or an exchange of
property for property as dezcribed in
section 371 (b) prior to its amendmsnt
by the Revenue Act of 1942 and m a
taxable year beginning before January
1, 1942, if no part of the gain or loss
upon such exchange was reco-nized un-
der section 371, the basis of the property
acquired Is the same as the basis of the
property transferred by the taxuayer
with proper adjustments to the date of
the exchange. Section 371 (b) prior
to its amendment by section 171 (a) of
the Revenue Act of 1942, read as follows:

F-changes of property for propsrtj by
corporations. N¢o gain or loss shall be recog-
nized to a transferor corporation -hich is
a reZistered holding company or an associate
company of a rezlstered holding company.
If such corporatton, in obedience to an order
of the Securitie3 and Excbc ge Commission
transfers property solely in exchange for
property (other than, nonexempt property),
and such order recites that such exchange
by the transferor corporation is necesary
or appropriate to the integratlon or simpli-
fication of the holding-company syatem of
which the transferor corporation is a
member.

(b) If, in an exchange of stock or s2-
curitles as described in section 371 (a)
or in an exchange of property for prop-
erty as described in section 371 (b) prior
to Its amendment by the Revenue Act
of 1942 and in a taxable year begiming
before January 1, 1942, gain to the tax-
payer was recognized under section 371
(e) on account of the receipt of money,
the basis of the property acquired is the
basis of the property transferred (ad-
justed to the date of the exchange)
decreased by the amount of money re-
ceived and increased by the amount of
gain recognized upon the exchange. If,
upon such exchange, there were received
by the taxpayer money and other non-
exempt property (not permitted to be
received without the recognition of
gain), and gain from the transaction
ras recognized under section 371 (e) the
basis (adjusted to the date of the ex-
change) of the property transferred by
the taxpayer, decreased by the amount
of money received and increased by the
amount of gain recognized, must be ap-
portioned to and is the basis of the prop-
erties (other than money) received on
the exchange. For the purpose of the
allocation of such basis to the properties
received, there must be assigned to the
nonexempt property (other than money)

§ 39.372-2
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an amount equivalent to its fair market
value at the date of the exchange.

(c) Section 371 (e) provides that no
loss may be recognized on an exchange
of stock or securities for stock or securi-
ties as described in section 371 (a) or
on an exchange of property for prop-
erty as described in section 371 (b) prior
to its amendment by the Revenue Act
of 1942 and in a taxable year beginning
before January 1, 1942, although the
taxpayer receives money or other non-
exempt property from the transaction.
However, the basis of the property (other
than money) received by the taxpayer is
the basis (adjusted to the date of the
exchange) of the property transferred,
decreased by the amount of money re-
ceived. This basis must be apportioned
to the properties received, and for this
purpose there must be allocated to the
nonexempt property (other than money)
an amount of such basis equivalent to
the fair market value of such nonexempt
property at the date of the exchange.

d) Section 372 (a) does not apply in
ascertaining the basis of property ac-
quired by a corporation by the issuance
of its stock or securities as the consid-
eration in whole or in part for the trans-
fer of the property to it. For the rule
in such cases, see section 372, (b)

§ 39.372-3 Reduction of basis of prop-
erty by reason of gain not recognized
under section 371 (b) -(a) Introductory.
In addition to the adjustments provided
ln.section 113 (b) and the regulations
relating thereto, which are required to
be made with respect to the cost or other
basis of property section 372 (a) (2)
provides that a further adjustment shall
be made in any case in which there
shall have been a nonrecognition of gain
under section 371 (b) realized in a tax-
able year beginning after December 31,
1941. Such further adjustment shall be
made with respect to the basis of the
property in the hands of the transferor
immediately after the transfer and of
the property acquired within 24 months
after such transfer by an expenditure or
investment to which section 371 (b) re.-
lates, and on account of which expen-
diture or investment-gain is not recog-
nized. If the property is in the hands of
the transferor immediately after the
transfer, the time of reduction is the day
of the transfer- in all other cases the
time of reduction is the date of acquisi-
tion. The effect of applying an amount
in reduction of basis of property under
section 371 (b) is to redtlice by such
amount the basis for determining gain
upon sale or other disposition, the basis
for determining loss upon sale or other
disposition, the basis for depreciation
and for depletion, and any other amount
which the Internal Revenue Code pre-
scribes shall be the same as any of such
bases. For the purposes of the applica-
tion of an amount in reduction of basis
under section 371 (b) property is not
considered as having a basis capable of
reduction if

(1) It is money, or
(2) If its adjusted basis for deternmn-

Ing gain at the time the reduction is to
be made is zero, or becomes zero at any
time in the application of section 371 (b)

RULES AND REGULATIONS

(b) General rule. (1) Section 372
(a) (2) sets forth seven categories of
property the basis of which for deter-
mining gain or loss shall be reduced in
the order stated.

(2) The first category consists of all
property of a character subject to the
allowance for depreciation under section
23 (1) which is either in the hands of
the transferor immediately after the
transfer, or is acquired within 24 months
after such transfer by an expenditure
or investment resulting in the nonrecog-
nition in whole or in paYt of gain, under
section 371 (b) If any of the property
in such category has a basis capable
of reduction, the reduction must first be
made before applying an amount in re-
duction of the basis of any property in
the second or in a succeeding category,
to each of which in turn a similar rule
is applied.

(3) In the application of the rule to
each category the amount of the gain
not recognized shall be applied to reduce
the cost or other basis of all the prop-
erty in the category as follows: The
cost or other basis (at the time immedi-
ately after the transfer or, if the prop-
erty is not then held but is thereafter
acquired, at the time of such acquisi-
tion) of each .uinit of property in the
first category shall be decreased (but
the amount of the decrease shall not be
more than the amount of the adjusted
basis at such time for determining gain,
determined without regard to tis sec-
tion) in an amount equal to such pro-
portion of the unrecognized gain as the
adjusted basis (for determining gain,
determined without regard to this sec-
tion) at such time of each unit of prop-
erty of the taxpayer in that category
bears to the aggregate of the adjusted
basis (for determining gain, computed
without regard to this section) at such
time of all the property of the taxpayer
in that category. When such adjusted
basis of the property in the first category
has been thus reduced to zero, a similar
rule shall be applied, with respect to the
portion of such gain which is un-
absorbed in such reduction of the basis
of the property in such category in re-
ducing the basis of the property in the
second category. A similar rule with
respect to the remaining unabsorbed
gain shall be applied in reducing the
basis of the property in the next succeed-
ing category.

(c) Special cases. (1) With the con-
sent of the Commissioner, the taxpayer
may, however, have the basis of the
various units of property within a par-
ticular category specified in section 372
(a) (2) adjusted in a manner different
from the general rule set forth in para-
graph (b) of this section. Variations
from such general rule may, for example,
involve adjusting the basis of only cer-
tain units of the taxpayer's property
within a given category. A request for
variations from the general rule should
be filed by the taxpayer with its return
for the taxable year in which the transfer
of property has occurred.

(2) Agreement between the taxpayer
and the Commissioner as to any varia-
tions from such general rule shall be

effective only If Incorporated In a closing
agreement entered Into under the pro-
visions of section 3760. If no such agree-
ment Is entered into by the taxpayer
and the Commissioner, then the consent
filed on Form 982A shall (except as
otherwise provided in this subpara-
graph) be deemed to be a consent to the
application of such general rule, and
such general- rule shall apply In the de-
termination of the basis of the taxpayer's
property. If, however, the taxpayer
specifically states on such form that It
does not consent to the application of

-the general rule, then, In the absence
of a closing agreement, the document
filed shall not be deemed a consent
within the meaning of the last sentence
of section 371 (b)

§ 39.372-4 Basis of property acquired
by corporation under section 371 (a), 371
(b) or 371 (e) as contribution of capital
or surplus, or in consideration for its own
stock or securities. If, in connection
with an exchange of stock or securities
for stock or securities as described in
section 371 (a) or an exchange of prop-
erty for property as described in section
371 (b) or an exchange as described in
section 371 (e) property is acquired by
a corporation by the issuance of its
stock or securities, the basis of such
property shall be determined under sec-
tion 372 (b) If the corporation issued
its stock or securities as part or sole con-
sideration for the property, acquired, the
basis of the property in the hands of
the acquiring corporation is the basis
(adjusted to the date of the exchange)
which the property would have had in
the hands of the transferor if the trans-
fer had not been made, increased in the
amount of gain or decreased in the
amount of loss recognized under section
371 to the transferor upon the ,transfer,
If any property Is acquired by a corpora-
tion from a shareholder as paid-in
surplus, or from any person as a contri-
bution to capital, the basis of the prop-
erty to the corporation is the basis
(adjusted to the date of acquisition) of
the property In the hands of the trans-
feror.

§ 39.372-5 Basis of stock or securities
acquired by shareholder upon tax-frco
distribution under section 371 (c) (a)
Under section 372 Cc) if there was dis-
tributed to a shareholder In a corpora-
tion which Is a registered holding com-
pany or a majority-owned subsidiary
company stock or securities (other than
stock or securities which are nonexempt
property) and If by virtue of section 371
(c) no gain was recognized to the share-
holder upon such distribution, then the
basis of the stock in respect of which the
distribution was made must be appor-
tioned between such stock and the stock
or securities so distributed to the share-
holder.

(b) The basis of the old shares and the
stock or securities received upon the
distribution shall be determined In ac-
cordance with the following rules:

(1) If the stock or securities received
upon the distribution consist solely of
stock in the distributing corporation and
the stock received is all of substantially

§ 39.372-3
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the same character and preference as the
stock in respect of which the distribution
is made, the basis of each share will be
the quotient of the cost or other basis of
the old shares of stock divided by the
total number of the old and the new
shares.

(2) If the stock or securities received
upon the distribution are in whole or in
part stock in a corporation other than
the distributing corporation, or are in
whole or in part stock of a-character or
preference materially different from the
stock inrespect of which the distribution
as made, or if the distribution consists
in whole or in part of securities other
than stock, the cost or other basis of the
stock in respect of which the distribution
is made shall be apportioned between
such stock and the stock or securities
distributed in proportion, as nearly as
may be, to the respective values of each
class of stock or security, old and new,
at the time of such distribution, and the
basis of each share of stock or unit of
security will be the quotient of the cost
or other basis of the class of stock or
security to which such share or unit be-
longs, divided by the number of shares or
units in the class. Within the meaning
of thLs subparagraph stocks or securi-
ties in one corporation are different in
class from stocks or securities in another
corporation, and, in general, any ma-
terial difference in character or prefer-
ence or terms sufficient to distinguish
one stock or security from another stock
or security so that different values may
properly be assigned thereto, will con-
stitute a difference in class.

(c) As to the basis of stock or securi-
ties distributed by one member of a sys-
tem group to another member of the
same system group, see section 372 (d)

§ 39.372-6 Baszs of property acquired
under section 371 (d) zn transactions
between corporations of the same system
group. (a) if property was acquired by
a corporation which is a member of a
system group, from a corporation which
is a member of the same system group,
upon a transfer or distribution described
in section 371 (d) (1) then as a general
rule the basis of such property in the
hands of the acquiring corporation is
the basis which such property would
have had in the hands of the transferor
if the transfer or distribution had not
been made. Except as otherwise indi-
cated in this-seqtion, this rule will apply
equally to cases in which the consider-
ation for the property acquired consists
of stock or securities, money, and other
property, or any of them, but it is con-
templated that an ultimate true reflec-
tion of income will be obtained in all
cases, notwithstanding any peculiarities
in form which the various transactions
may assume. See the example in
§ 39.371-6.

_(b) An exception to the general rule
set forth in paragraph (a) of this sec-
tion is provided for in case the property
acquired consists of stock or securities
issued by the corporation from which
such stock or securities were received.
If such stock or securities were the sole
consideration for the property trans-
ferred to the corporation issumg such
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stock or securities, then the basis of the
stock or securities shall be (1) the same
as the basis (adjusted to the time of the
transfer) of the property transferred
for such stock or securities, or (2) the
fair market value of such stock or secur-
ities at the time of their receipt, which-
ever is the lower. If such stock or secur-
ities constituted only part consideration
for the property transferred to the cor-
poration issuing such stock or securities,
then the basis shall be an amount which
bears the same ratio to the basis of the
property transferred as the fair market
value of such stock or securities on their
receipt bears to the total fair market
value of the entire consideration re-
ceived, except that the fair market
value of such stock or securities at the
time of their receipt shall be the basis
therefor, if such value is lower than
such amount.

(c) The application of this section
may be illustrated by the following
examples:
Example (1). Suppose the A Corpora-

tion has property with an adjusted basis
of $600,000 and in an exchange In which
section 371 (d) (1) is applicable, trans-
fers such property to the B Corporation
in exchange for a total consideration of
$1,000.000, consisting of (1) cash In the
amount of $100,000. (2) tangible property
having a fair market valua of $0,0D and
an adjusted basis in the hands of the B Cor-
poration of $300,000, and (3) stock or securi-
ties issued by the B Corporation with a par
value and a fair market value as of the date
of their receipt in the amount of $50.000.
The basis to the B Corporation of the prop-
erty received by it is $C00.C00, which Is the
adjusted basis of such property In the hands
of the A Corporation. The basis to the A
Corporation of the assets (other than cash)
received by it is as follows: Tangible prop-
erty, $300,000. the adjusted basJs of such
property to the B Corporation, the former
owner; stock or securities Issued by the B
Corporation, $300,000. an amount equal to
500,00/1,000.O00ths of 0600.020.

Example (2). Suppose that in example
(1) the property of the A Corporation trans-
ferred to the B Corporatlon had an adjusted
basis of $1,100,000 instead of 6CO.000, and
that all other factors in the example remain
the same. In such case the basis to the
A Corporation of the ctock or recuritle3 In
the B Corporation is $:0,000, which was
the fair market value of such st=%k or se-
curitles at the time of their receipt by the
A Corporation. and not the amount estab-
lished as 500,000/1,CO0,000tli of 61.100,33.
or $550,000.

§ 39.373 Statutory provisfons; ex-
changes and distributions in obedience
to orders of Securities and Exchange
Comrnssion, definitions.

Src. 373. Deflnitionz. As used In this sup-
plement-

(a) The term "order of the Securities and
Exchange Commilon" means an order Is-
sued after May 28,1938, by the Securities and
Exchange Commission which requires, au-
thorizes, permits, or approves transactions
described in such order to effectuate the
provisions of section 11 (b) of the Public
Utility Holding Company Act of 1935,49 $tat.
820 (U. S. C., Title 15. sec. 79k (b)). which
has become or becomes final in accordance
with law.

(b) The terms "registered holding com-
pany." "holding-company system." and "as-
sociate company" shall have the meanings
assigned to them by section 2 of the Public

Utility Holding Company Act of 1935, 49
Stat. 804 (U. S. C., Supp. I, Title 15, sac.
79(b).()).
(c) The term "majority-owned subsidiary

company" of a registered holding company
means a corporation, stoch of which, repre-
enting in the aggregate more than 59 par

centum of the total combined voting power
of all cla=zez of stock of such corporation
entitled to vote (not including stock: wich
is entitled to vote only upon default or non-
payment of dividends or other special cir-
cumtancea) i, owned wholly by such regis-
tered holding comp=y, or partly by such
re Istered holding company and partly by
one or more majorlty-owned subsidiary
companies thereof, or by one or mare ma-
jorlty-owned subldlary companies of such
registered holding company.

(d) The term "system group" means one
or more chains of corporations connected
through stock ownership with a common
parent corporation if-

(1) At least 90 per centum of each cl-as
of the stock (other than (A) stock which
Is preferred as to both dividends and assets.
and (B) stock which is limited and preferred
as to dlvldends but which is not preferred
as to acets but only if the total value of such
stock Is less than 1 per cntum of the aggre-
gate value of all clazes of stock which are not
preferred as to bath dividends and assets) of
each of the corporations (except the com-
mon parent corporation) i o.vned directly
by one or more of the other corporations;
and

(2) The common parent corporation owns
directly at least 90 pr cantum of each c

1
"z

of thbe stock (other than stcl-- which is pre-
ferred as to both dividends and =sets) of at
least one of the other corporations; and

(3) Each of the corporations is either a
registered holding company or a majority-
owned sublidary company.

(c) Th a term "nonexempt property"
meanz-

(1) Any consideration in the form of evi-
dences of indebtedness owed by the trans-
feror or a cancellation or a umptlon of
debts or other liablities of the transferor
(including a continu2nce of encumbrances
cubject to which the property vwa trans-
ferred):

(2) Short-tcrm obligations (Including
notcs, drafts. bills of exchang., and bankers'
acceptances) having a maturlty at the time
of Icsuance of not excceding twenty-four
months., exclusive of days of grace;

(3) SczurIti; issued or guaranteed ez to
princloal or interest by a government or
subdivision thereof (including those issed.
by a corporation which is an Instrumentality
of a government or subdivision thereof);

(4) Stock or securitile which were cc-
quired from a registered holding company
or an assoclate company of a registered hold-
ing company which acquired such stock or
recuri -es after February 23, 1938, unlsz
ouch stock or securitics (other than oblig a-
tions de=crlbed as nonexempt property in
paragraph (1). (2), or (3)) were acquired in
ob2dlence to an order of the Securities and
Exchange Commission or were acquired with
the authorization or approval of the Securi-
ties and Exchange Commission under any
sectlon of the Public Utility Holding Com-
pany Act of 1935, 49 Stat. 820 (U. S. C., Title
15, rec. 79k: (b));

(5) Money. and the right to receive money
not evidenced by a cecurity other than an
obligation describcd az nonexempt property
in paragraph (2) or (3).

(f) The term "Gtoc' or securities" means
shares of stock in any corporation, certifl-
cate of stock or Interest in any corporation.
notes. bonds, debenturez, and evidences of
indebtednez (including any evidence of an
interest in or right to subscribe to or pur-
chase any of the foregoing).

§ 39.373
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ISec. 373 as amended by sec. 221 (a), Rev.
Act 1939; sec. 117 (a), Rev. Act 1941; see.
171 (d), (e), and (f), Rev. Act. 1942; sec. 338,
Rev. Act 1951]

§ 39.373-1 Dejinitions-(a) Order of
the Securities and Exchange Commts-
szen. (1) An order of the Securities and
Exchange Commission as defined in sec-
tion 373 (a) must be issued after May
28, 1938 (the date of the enactment of
the Revenue Act of 1938) and must be
issued under the authority of section
11 (b) or 11 (e) of the Public Utility
Holding Company Act of 1935 (15 U. S. C.
79k (b) (e)) to effectuate the provi-
sions of section 11 (b) of such Act. In
all cases the order must becqme or have
become final in accordance with law-
1. e., It must be valid, outstanding,
and not subject to further appeal. See
further sections 373 (a) and 371 (f)

(2) Section 11 (b) of the Public Utility
Holding Company Act of 1935 provides:

(b) It shall be the duty of the Commis-
sion, as soon as practicable after January 1,
1938:

(1) To -require by order, after notice and
opportunity for hearing, that each registered
holding company, and each subsidiary com-
pany thereof, shall take such action as the
Commission shall find necessary to limit the
operations of the holding-company system of
which such company is.a part to a single
Integrated public-utility system, and to such
other businesses as are reasonably incidental,
or economically necessary or appropriate to
the operations of such- integrated public-
utility system: Provided, however, That the
Commission shall permit a registered holding
company to continue to control one or more
additional integrated public-utility systems,
if, after notice and opportunity for hearing,
It finds that-

(A) Each of such additional systems can-
not be operated as an independent system
without the loss of substantial economies
which can be secured by the retention of
control by such holding company of such
system;

(B) All of such additional systems are lo-
cated in one State, or in adjoining States, or
In a contiguous foreign country; and

(C) The continued combination of such
systems under the control of such holding
company Is not- so large (considering the
state of the art and the area or region af-
fected) as to impair the. advantages of local-
Ized management, efficient operation, or the
effectiveness of regulation.

The Commission may permit as reasonably
Incidental, or economically necessary or ap-
propriate to the operations of one or more
integrated public-utillty systems the reten-
tion of an interest in any business (other
than the business of a public-utility com-
pany as such) which the Commission shall
find necessary or appropriate in the public
interest or for the protection of investors
or consumers and not detrimental to the
proper functioning of such system or
systems.

(2) To require by order, after notice and
opportunity for hearing, that each registered
holding company, and each subsidiary com-
pany thereof, shall take such steps as the
Commission shall find necessary to ensure
that the corporate structure or continued
existence of any company in the holding-
company system does not unduly or unneces-
sarily complicate the structure, or unfairly or
inequitably distribute voting power among
security holders, of such 'olding-company
system. In carrying out the provisions of
this paragraph the Commission shall require
each registered holding company (and any
company in the same holding-company

§ 39.373-1

system with such holding company) to take
such action as the Commission shall find
necessary in order that such holding com-
pany shall cease to be a holding company
with respect to each of its subsidiary com-
panies which itself has a subsidiary company
which Is a holding company. Except for the
purpose of fairly and equitably distributing
voting power among the security holders of
such company, nothing in this paragraph
shall authorize the Commission to require
any change in the corporate structure or
existence of any company which is not a
holding company, or of any company whose
principal business is that of a public-utility
company.

The Commission may by order revoke or
modify any order previously made under this
subsection, if, after notice and opportunity
for hearing, it finds that the conditions upon
which the order was predicated do not exist.
Any order made under this subsection shall
be subject to judicial review as provided in
section 24.

(3) Section 11 (e) of the Public Utility
Holding Company Act of 1935 provides:

(e) In accordance with such rules and reg-
ulations or order as the Commission may
deem necessary or appropriate In the public
interest or for the protection of investors
o -consumers, any registered holding com-
pany or any subsidiary company of a regis-
tered holding company may, at any time
after January 1, 1936, submit a plan to the
Commission for the divestment of control,
securities, or other assets, or for other action
by such company or any subsidiary company
thereof for the purpose of enabling such
company or any subsidiary company thereof
to comply with the provisions of subsection
(b). If, after notice and opportunity for
hearing, the Commission shall find such
plan, as submitted or as modified, necessary
to effectuate the provisions of subsection (b)
and fair and equitable to the persons affected
by such plan, the Commission shall make an
order approving such plan; and the Commis-
sion, at the request of the company, may
apply to a court, in accordance with the
provisions of subsection (f) of section 18, to
enforce and carry out the terms and provi-
sions of such plan. If, upon any such appli-
cation, the court, after notice and oppor-
tunity for hearing, shall approve such plan
'as fair and equitable and as appropriate to
effectuate the provisions of section 11, the
court as a court of equity may, to such extent
as it deems necessary for the purpose of
carrying out the terms and provisions of
such plan, take exclusive jurisdiction and
possession of the company or companies and
the assets thereof, wherever located; and the
court shall have jurisdiction to appoint a
trustee, and the court may constitute and
appoint the Commission as sole trustee, to
hold or administer, under the direction of
the court and n accordance with the plan
theretofore approved by the court and the
Commission, the assets so possessed.

(b) Regstered h a 1 d z n g company,
holding-company system, and assoczate
company. (1) Under section 5 of the
Public Utility Holding Company Act of
1935 (15 U. S. C. 79e) any holding
company may register by filing witti the
Securities and Exchange Commission a
notification of registration, in such form
as the Commission may by rules and
regulations prescribe as necessary or
appropriate in the public interest or for
the protection of investors or consumers.
A holding company shall be deemed to
be registered upon receipt by the Securi-
ties and Exchange Commission of such
notification of registration. As used in

this part, the term "registered holding
company" means a holding company
whose notification of registration has
been so received and whose registra-
tion is still in effect under section 5 of
the Public Utility Holding Company Act
of 1935. Under section 2 (a) (7) of the
Public Utility Holding Company Act of
1935 (15 U. S. C. 79b (a) (7)), a cor-
poration Is a holding company (unless
it is declared not to be such by the
Securities and Exchange Commission),
if such corporation directly or In-
directly owns, controls, or holds with
power to vote 10 percent or more of the
outstanding voting securities of a public-
utility company 0I. e., an electric utility
company or a gas utility company as
defined by such act) or of any other
holding company. A corporation is also
a holding company if the Securities and
Exchange Commission determines, after
notice and opportunity for hearing, that
such corporation directly or Indirectly
exercises (either alone or pursuant to an
arrangement or understanding with one
or more other persons) such a control-
ling influence over the management or
policies of any public-utility company
(I. e., an electric utility company or a gas
utility company as defined by such act)
or holding company as to make it neces-
sary or appropriate in the public Interest
or for the protection of Investors or con.
sumers that such corporation be subject
to the obligations, duties, and liabilities
Imposed upon holding companies by the
Public Utility Holding Company Act of
1935 (15 U. S. C. a. 2 C) An electric
utility company Is defined by section 2
(a) (3) of the Public Utility Holding
Company Act of 1935 (15 U. S. C. 70b
(a) (3)) to mean a company which owns
or operates facilities used for the gen-
eration, transmission, or distribution of
electrical energy for sale, other than
sale to tenants or employees of the com-
pany operating such facilities for their
own use and not for resale: and a gas
utility company Is defined 'by section 2
(a) (4) of such act (15 U. S, C. 70b (a)
(4)) to mean a company which owns or
operates facilities used for the distribu-
tion at retail (other than distribution
only in enclosed portable containers, or
distribution to tenants or employees of
the company operating such facilities for
their own use and not for resale) of nat-
ural or manufactured gas for heat, light,
or power. However, under certain condi-
tions the Securities and Exchange Com-
mission may declare a company not to
be an electric utility company or a gas
utility company, as the case may be, In
which event the company shall not be
considered an electric utility company
or a gas utility company,

(2) The term "holding-company sys-
tem" has the meaning assigned to it by
section 2 (a) (9) of the Public Utility
Holding Company Act of 1935 (15 U. S. C.
79b ,(a) (9)) and hence means any
holding company, together with all its
subsidiary companies (I. e,, subsidiary
companies within the meaning of sec-
tion 2 (a) (8) of such act (15 U. S. C.
79b (a) (8)) which In general Include
all companies 10 percent of whose out-
standing voting securities is owned di-
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rectly or indirectly by such holding com-
pany and all mutual service companies
of winch such holding company or any
subsidiary company thereof is a member
company. The term "mutual service
company" means a company approved as
a mutual service company under section
13 of the Public Utility Holding Company
Act of 1935 (15 U. S. C. 79m) The term
"member company" is defined by section
2 (a) (14) of such act (15 U. S. C. 79b
(a) (14)) to mean a company winch
is a member of an association or group
of companies mutually served by a mu-
tual service company.

(3) The term "associate company"
has the meaning assigned to it by section
2 (a) (10) of the Public Utility Holding
Company Act of 1935 (15 U. S. C. 79b (a)
(10)) and hence an associate company
of a company is any company in the
same holding-company system with such
company.

(c) "Maority-owned subsidiary com-
van ." The term "majority-owned sub-
sidiary company" is defined in section
373 (c) Direct ownersnp by a regis-
tered holding company of more than 50
percent of the specified stock of another
corporation is not necessary to consti-
tute such corporation a majority-owned
subsidiary company. To illustrate, if the
H Corporation, a registered holding com-
pany, owns 51 percent of the common
stock of the A Corporation and 31 per-
cent of the common stock of the B Cor-
ppration, and the A Corporation owns 20
percent of the common stock of the B
Corporation (the common stock in each

-case being the only stock entitled to
vote) both the A Corporation and the B
Corporation are majority-owned sub-
sidiary companies.

(d) System group. The term "system
group" is defined m section 373 (d) to
mean one or more chains of corpora-
tions connected through stock owner-
ship with a common parent corporation,
if at least 90 percent of each class of
stock (other than (1) stock winch is
preferred as to both dividends and
assets, and (2) stock wliich is limited
and preferred as to dividends but winch
is not preferred as to assets but only if
the total value of such stock is less than
1 percent of the aggregate value of all
classes of stock wich are not preferred
asto both dividends and assets) of each
of the corporations (except the common
parent corporation) is owned directly
by one or more of the other corporations,
and if the common parent corporation
owns directly at least 90 percent of each
class of stock (other than stock pre-
ferred as to both dividends and assets)
of at least one of the other corporations;
but no corporation is a member of a
system group unless it is either a regis-
tered holding company or a majority-
owned subsidiary company. While the
type of stock winch must, for the pur-
pose of this definition, be at least 90
percent owned may be different from
the voting stock which must be more
than 50 percent owned for the purpose
of the definition of a majority-owned
subsidiary company under section 373
(c) as a general rule both types of
ownersnp tests must be met under sec-
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tion 373 d) since a corporation, In
order to be a member of a system group,
must also be a registered holding com-
pany or a majority-owned subsidiary
company.

(e) Nonexempt property. The term
"nonexempt property" Is defined by sec-
tion 373 Ce) to include-

(1) The amount of any consideration
in the form of a cancellation or assump-
tion of debts or other liabilities (includ-
ing a continuance of encumbrances sub-
ject to which the property was trans-
ferred and including the amount of any
consideration in the form of evidences
of indebtedness owned by the trans-
feror) To illustrate, if in obedience to
an order of the Securities and Exchange
Commission the X Corporation, a regis-
tered holding company, transfers prop-
erty to the Y Corporation in exchange
for property (not nonexempt property)
with a fair market value of $500,000, the
X Corporation receives $100,000 of non-
exempt property, if for example,

(i) The Y Corporation cancels $100,000
of indebtedness owed to It by the X
Corporation;

(ii) The Y Corporation assumes an In-
debtedness of $100,000 owed by the X
Corporation to another company, the A
Corporation; or

(iii) The Y Corporation takes over the
property conveyed to it by the X Cor-
poration subject to a mortgage of
$100,000.

(2) Short-term obligations (including
notes, drafts, bills of exchange, and
bankers' acceptances) having a maturity
at the time of issuance of not exceeding
24 months, exclusive of days of grace.

(3) Securities issued or guaranteed as
to principal or interest by a government
or subdivision thereof (including those
issued by a corporation which Is an in-
strumentality of a government or sub-
division thereof)

(4) Stock or securities which were ac-
quired from a registered holding com-
pany which acquired such stock or
securities after February 28, 1938, or an
associate company of a registered hold-
ing company which acquired such stock
or securities after February 28, 1938,
unless such stock or securities were ac-
quired in obedience to an order of the
Securities and Exchange Commission (as
defined in section 373 (a)) or were ac-
quired with the authorization or ap-
proval of the Securities and Exchange
Commision under any section of the
Public Utility Holding Company Act of
1935. and are not non-exempt property
within the meaning of section 373 (e)
(1) (2) or (3)

(5) Money, and the right to receive
money not evidenced by a security other
than an obligation described as non-
exempt property in section 373 (e) (2)
or (3) The term "the right to receive
money" includes, among other Items,
accounts receivable, claims for damages,
and rights to refunds of.taxes.
(f) Stock or securities. The term

"stock or securities" Is defined in section
373 f) for the purposes of sections 371
to 373. Inclusive. As therein defined,
the term includes voting trust certificates
and stock rights or warrants.

SUPPLEMENT S-TAX OF SIAP2OLDF.5 Or
PxISOAL SEaVIc CoxPOZrTIONS

§ 39.391 Statutory promszons; per-
sonal service corporations; applicab ity
of Supplement S.

Sec. 391. App!cabifit of s-uppemT nt. If a
perconal rerIce corporation (as defined in
section 449) t exempt under such section
for any taxable year from the excez3 profits
tax imposed by cuch subchapter, the pro-
vilsons, of this Supplements sall be applicable
with respect to each areholder of such coz-
posrtlon who was a bhareholder in such
corporation on the last day of such tamoIe
year of the corporation.
[SJc. 391 as added by cc. 502. Second Rev.
Act 1040; amended by sec. 304 (f), Exc'-
Profits Tax Act 1950]

§ 39.391-1 Applicability of Supple-
mcnt S. If a personal service corpora-
tion elects not to be subject to the excess
profits tax for any taxable year, then
Supplement S shall be applicable with
respect to each person who was a share-
holder of such corporation at the close
of the taxable year of the corporation.
For definition of a personal service cor-
poration and for method of election, see
section 449 and the regulations there-
under.

§ 39.392 Statutory proisons; per-
sonal service corporations; undistrfibted
Supplement S net income.

Sc. 392. Undistributedc Supplement S net
fncome. For the purposes of this chapter.
the term "undistributed Supplement S net
Income" means the Supplement S net income
(as defined in section 393) minus the -mount
of the dividends paid during the table
year. For the purposea of thL section the
amount of dvidend-s paid shall be computed
In the same manner as provided In subsec-
ttons (d). (e), (f). (g), (h), and (1) of
cectlon 27 for the purpose of the basic surtax
credit provided in ction 27.

[Sec. 392 as added by sc. 502, Second Rav.
Act 1940]

§ 39.392-1 Undistributed Supplement
S net income. The term "undistributed
Supplement S net income" means Sup-
plement S net income (as defined in
section 393) minus the amount of
dividends pid by the corporation dur-
ing the taxable year. For the method
of computing dividends paid, see sub-
sections d) (e) f) (g) (h) and (i)
of section 27 and the regulations there-
under.

§ 39.393 Statutory prozsons,; per-
sonal service corporations; supplement
S net income.

Sec. 393. Supplement S net income. Fa
the purpose of this chapter "Supplement S
net Income" means the net; Income, except
that there chall be allowed as additional
deduction,-

(a) The Federal income tax payable under
this chapter for the taxable year; and

(b) In lieu of the deduction allowed by
cection 23 (q). contributions or gifts, pay-
ment of which is made within the table
yLar, to or for the use of donees described
in section 23 (q) for the purposes therein
-peclied, to an amount which does not
exceed 15 per centum of the corporation's
not income, computed without the benefit
of this subsection and section 23 (q). For
the purpoces of this section. the net Income
ahall be computed without regard to section
47 (c).

§ 39.393
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[Sec. 393 as,added by sec. 502, Second Rev.
Act 1940; amended by sec. 135 (b) (3), Rev.
Act 19421

§ 39.393-1 Supplement S net income.
(a) The term "Supplement S net income"
means the net income as defined in sec-
tion 21, but computed without the de-
duction allowed under section 23 (q)
mnnus the sum of the following:

(1) The Federal income tax payable
under chapter 1 for the taxable year;
and

(2) The amount of contributions or
gifts made to or for the use of donees
described in section 23 (q) for the pur-
poses therein specified, to an amount
which does not exceed 15 percent of the
net income of the corporation computed
without the benefit of sections 23 (q)
and 393 (b)
In the case of a taxable year of less

-than 12 months on account of a change
in the accounting period of the corpor-
ation, the corporate net income, as de-
fined in section 21, is computed on the
basis of the period included in the tax-
able year, and is not placed on an annual
basis under the provisions of section
47 (c)

(b) The deductions allowed -under
section 393 for contributions or gifts
made, to or for the use of donees de-
scribed in section 23 (q) are in lieu of
deductions otherwise allowable under
section 23 (q) and are allowable only
for the taxable year in which such con-
tributions or gifts are actually paid, re-
gardless of when pledged and regardless
of the method of accounting employed
by the corporation in keeping its books
and records.

(c) The provisions of paragraphs (g)
and (h) of § 39.23 (W)-1 relating to (1)
the statement in returns of the name
and address of each organization to
which a contribution or gift was made
and the amount and the approximate
date of the actual payment of the con-
tribution or gift, (2) the substantiation
of the claims for deductions when re-
quired by the Commissioner, and (3)
the basis for calculation of the amount
of a contribution or gift which is other
than money are equally applicable to
claims for deductions of amounts of
contributions or gifts by corporations
under section 393.

(d) The method of computing Sup-
plement S net income may be illustrated
by the following example:

Example. The X Corporation, a personal
service corporation, has for the calendar
year 1952 a net income, as computed under
chapter 1, of $190,000. The Federal income
tax payable under chapter 1 for that year
amounts to $93,300. Contributions ,or gifts
payment of which is made during the tax-
able year to or for the use of, donees de-
scribed in section 23 (q) for the purposes
therein specified amount to $35,000. The
Supplement S net income of the corporation
is $76,700, computed as follows:

Net income under chapter 1 ---- $190, 000
Add: Contributions deductible in

computing net income under
section 21 -------------------- 1 10, 000

Net income computed with-
out the benefit of any de-
duction for contributions-. 200, 000

Less: Federal income tax
on $190,000 ---------- $93, 300

Contributions deduct-
ible under section
393 (b) (15 percent
of $200,000) ------- 30,000

123,300

Supplement S net Income__ 76,700

§39.394 Statutory provzstons; per-
sonal service corporations; income taxed
to shareholders.

SEC. 394. Corporation income taxed to
shareholders-(a) General rule. The undis-
tributed Supplement S net income of a per-
sonal service corporation shall be included
in the gross income of the shareholders in
the manner and to the extent set forth in
this Supplement.

(b) Amount included in gross income.
Each shareholder who, on the last day of the
taxable year of the corporation, was a share-
holder in such corporation shall include in
his gross income, as a dividend, for the
taxable year in which or with which the
taxable year of the corporation ends, the
amount he would have received as a dividend
if on such last day there had been distributed
by the corporation, and received by the
shareholders, an amount equal to the un-
distributed Supplement S net income of the
corporation for its taxable year.

(c) Credit for obligations of the United
States and its instrumentalities. Each such
shareholder shall be allowed a credit against
net income, for the purposes of the tax im-
posed by section 11, 13, 14, 201, 204, 207, or
362, of his proportionate share of the in-
terest specified in section 25 (a) (1) or (2)
which is included in the gross income of the
corporation. For any taxable year of the
corporation beginning after December 31,
1941, each such shareholder's proportionate
share of such interest received by the cor-
poration shall be his proportionate share of
such interest (determined without regard
to this sentence) reduced by so much of the
deduction under section 23 (v) as Is at-
tributable to such share.

(d) Effect on capital account of personal
service corporation. An amount equal to the
unilistributed Supplement S net income of
the personal service corporeitlon for its tax-
able year shall be considered as paid in as of
the close of such taxable year as paid-in
surplus or as a contribution to capital, and
the accumulated earnings and profits as of
the close of such taxable year shall be cor-
respondingly reduced, if such amount or any
portion thereof is required to be included as
a dividend in the gross income of the share-
holders.

(e) Basis of stock in hands of shereholders.
The amount required to be included In the
gross Income of the shareholder under sup-
section (b) shall, for the purpose of adjust-
ing the basis of his stock with respect to
which the distribution would have been
made (if it had been made), be treated as
having been reinvested by the shareholder ils
a contribution to the capital of the corpora-
tion; but only to the extent to which such
amount is included in his gross income in his
return, increased or decreased by any adjust-,
ment of such amount in the last determina-
tion of the shareholder's tax liability, made
before the expiration of seven years after the
date prescribed by law for filing the return.

(f) Period of limitation on assessment and
collection. For period of limitation on assess-
ment and collection vithout assessment, in
the case of failure to include in gross income
the amount properly includible therein under
subsection (b), see section 275 (d).
.[See. 394 as added -by see. 502, Second Rev.
Act 1940; amended by sec. 126 (h) Rev. Act
1942]

§ 39.394-1 Taxability of shareholders.
If a personal service corporation is
exempt from the excess profits tax im-
posed under subchapter D of chapter 1
for any taxable year by reason of an
election under section 449, the undis-
tributed Supplement S net income of the
corporation shall be treated as a dividend
received by those who, at the close of the
taxable year of the corporation, were the
shareholders of the corporation and as
such would have been entitled tq receive
such income as a dividend had it been
distributed at that time. Each such
shareholder for his taxable year in which
or with which the taxable year of the
corporation ends, shall include in his
gross income his proportionate share of
such undistributed Supplement S net
income as though such proportionate
share had been received as a dividend on
the last day of the taxable year of the
corporation. Such amount Is to be de-
termined by reference to the interest of
the shareholder in the corporation, that
Is, by reference-to the number of shares
of stock owned and the relative rights of
each class of stock if there are several
classes of stock outstanding. Thus, if a
personal service corporation has both
common and preferred stock outstanding
and the preferred shareholders are en-
titled to a specifled-dividend before any
distribution may be made to the holders
of the common stock, then the assumed
distribution of the undistributed Supple-
ment S net income must first be treated
as a payment of the specified dividend on
the preferred stock before any part may
be allocated as a dividend on the com-
mon stock.

§ 39.394-2 Credit for interest on ob-
ligations of the United States and its
instrumentalities. Each shareholder of
a personal service corporation who as of
the last day of the taxable year of the
corporation is required to include in his'
gross income his proportionate share of
the undistributed Supplement S net
Income of the corporation shall, for the
purposes of the tax imposqd by section
11 (normal tax on individuals), section
13 (normal-tax on corporations), section
201 (tax on life insurance companies),
section 204 (tax on Insurance companies
other than life or mutual), section 207
(tax on mutual insurance companies
other than life or marine) or section
362 (tax on regulated investment com-
panies) be allowed a credit against net
income of his proportionate share of the
Interest specified In section 25 (a) (1),
interest on United States obligations, or
section 25 (a) (2), Interest on obligations
of instrumentalities of the United States,
which is included in the gross income of
-the corporation. For reduction of credit
for such interest on account of amor-
tizable bond premium, see § 39.125 (0)-2,

§ 39.394-3 Effect on capital account
of personal service corporation. If the
undistributed Supplement S net Income
of a personal service corporation, or any
portion thereof, for any taxable year Is
required to be included in the gross in.
come of the shareholders, such undis-

§ 39.393-1

HeinOnline -- 18 Fed. Reg. 6140 1953



Saturday, September 26, 1953

tributed Supplement S net income shall,
for income and excess profits tax pur-
poses, be treated as paid-rn surplus or
as a contribution to capital, paid in as
of the close of such taxable year and
the accumulated earnings and profits of
the corporation shall be correspondingly
reduced.

§ 39.394-4 Basis of stock in hands of
shareholders. If a shareholder of a
personal service corporation is required
to include in his gross income his pro-
portionate part of the undistributed
Supplement S net income of the corpora-
tion, the amount so included shall, for
the purpose of adjusting the basis of his
stock with respect to such proportionate
part, be treated as a distribution actually
made by the corporation and as a rem-
vestment in the corporation by the share-
holder. It shall, however, be so treated
only to the extent to which such amount
is included in the return of the share-
holder, increased or decreased by any
adjustment of such amount in the last
determination of the tax liability of the
shareholdqr made before the expiration
of seven years after the date prescribed
by law for the fling of his return.

§ 39.395-396 Statutory provtzsins,
personal service corporations; ?zonresz-
dent alien individuals and foreign corpo-
rations; payment of shareholder's tax.

Sir. 395. NIonresident alien individuals and
forezgn corporations. In the case of a share-
holder taxable under section 211 (a) or 231
(a), his distributive share of the undistrib-
uted Supplement S net income of the cor-
poration required to be included in the gross
income shall be considered as a dividend
received by him from sources within the
United States.

[See. 395 as added by sec. 502, Second Rev.
Act 1940]

SEc. 396. Shareholder's tax paid by cor-
poration. If a personal service corporation
is exempt for any taxable year under section
449 from excess profits tax, it shal, at the
time of fling its returni, pay to the collector
an amount equal to the amount that would
be required by section 143 (b) or section 144
to be deducted and withheld by the corpora-
tion if any amount required by this Supple-
ment to ce included in the gross income of
the shareholder had been, on the last day of
the taxable year of the corporation, paid to
the shareholder in cash as a dividend. Such
amount shall be collected and paid in the
same manner as the amount of tax due in
excess of that shown by the taxpayer upon
a return m the case of a mathematical error
appearing in the face of the return.

[Sec. 396, as added by sec. 502, Second Rev.
Act 1940; amended by sec. 304 (f), Excess
Profits Tax Act 1950]

§ 39.396-1 Tax of certain share-
holders paid by the corporation. Since
a shareholder'sproportionate share of
the undistributed Supplement S net in-
come of a corporation electing not to be
subject to the excess profits tax imposed
under subchapter D of chapter 1 is tax-
able to such shareholder, the corporation
Is requred, at the time of filing its in-
come tax return under chapter 1, to pay
to the district director an amount equal
to the amount that would be required by
section 143 (b) or section 144 to be
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deducted and withheld by the corporation
had Its undistributed Supplement S net
income been actually paid in cash to its
shareholders as a dividend on the last
day of its taxable year.
SUPPLMESIT T-IMVIDUALS V72 AD-

JTUSTED GROSS INCOL.I Or LEzS 2nU(
$5,000

§ 39.400 Statutory provisions; tax
under Supplement T" imposition of tax.

6141

Sxe. 400. Impofon of tax. In lieu of the
taxe3 impozed by cection. 11 and 12. there
hnl be levied. collected, and paid for each

taxablo year upon the net income of each
ndividual whoco adjusted gros; income for

such year ia IL= than $5.000, and who ha
elected to pay the tax impozed by this sup-
plement for such year, a tax as follows:
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TABLE III-TAXABLE YEARs BEGI.Nno AFTER DEC. 31,1053
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[See. 400 as added by sec. 102 (a), Rev. Act
1941; amended by sec. 104 (a), Rev.
Act 1942; sec. 102 (a), Rev. Act 1943; sec.
5 (a), Individual Income Tax Act 1944; see.
103 (a), Rev. Act 1945; sec. 2, Pub. Law 390
(78th Cong.); sec. 401, Rev. Act 1948; sec.
102, Rev. Act 1950; sec. 102, Rev. Act 1951]

§ 39.400-1 Scope ana application of
Supplement T (a) (1) In lieu of the
taxes imposed by sections 11 and 12, an
individual may elect to pay the tax im-
posed by section 400 if his adjusted gross
income is less than $5,000, regardless of

§ 39.400-1

the sources from which such income is
derived and regardless of whether such
income is computed on the cash basis
or on the accrual basis.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. A Is employed at a salary of
$4.600 for the calendar year 1952. In the
course of such employment, he incurred
travel expenses of $750 for which he was
reimbursed during the year. Such items
constitute his sole income for 1952. In such

case the gross income Is $5,360 but tho
amount of $750 Is deducted from gross In-
come in the determination of adjusted gross
income and thus A's adjusted gross income
for 1952 is $4,600. Hence, the adjusted gross
income being less than $5,000, he may elect
to pay his tax for 1952 under Supplement T.
Similarly, in the case of an lndividual on-
gaged in trade or busines (excluding from
the term "engaged in trade or business" tho
performance of personal services as an em-
ployee), there may be deducted from gross
income in ascertaining adjusted gross income
those expenses directly relating to the carry-
ing on of such trade or business'

(b) (1) For the purposes of deter-
mining whether a taxpayer may elect
to pay the tax under Supplement T, the
amount of the adjusted gross income is
controlling, without reference to the
number of exemptions to which the tax-
payer may be entitled.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. If X has, as his only Income
for 1952, a salary of $5.00 and his spouse
has no gross Income and derives her entire
support from X, then X's adjusted gross
income Is $5,800 (not $6,800 minus $1,200
or $4,600) and he Is not, for such year, on-
titled to pay his tax under Supplement T.
If, however, X has for 1952 a salary of $0,000
and incident to his employment he Incuri
expenses in the amount of $1,200 for,travoll
meals, and lodging while away from home,
the adjusted gross Income is r0,000 minus
$1,200, or $4,800. 'In such case his adjusted
gross income being Is than $5,000, X may
elect to pay the tax under Supplement T.
If, however, X's wife has adjusted gross
Income of $200, thus bringing the aggregate
adjusted gross income to $6,000'and his wife
joins n a joint return, the taxpayer cannob
elect to pay the tax under Supplement T.

(c) In the case of husband and wife,
if their aggregate adjusted gross income
is less than $5,000 and each Is required
to file a return both must, or neither
can, elect to pay the tax under Supple-
ment T. If, however, one of such spouses
has adjusted gross income of $5,000 or
more and the other spouse has adjusted
gross income of less than $5,000, tle
latter spouse may elect to pay the tax
under Supplement T provided that tle
other spouse elects to take the standard
deduction provided In section 23 (as)
The restrictions upon the right of a mar-
ned person to elect to pay the tax under
Supplement T are applicable unless such
person is legally separated from his
spouse under a decree of divorce or sepa-
rate maintenance on the last day of his
taxable year or, in the event of the
death of his spouse during the taxable
year, upon the date of such death, For
rules relative to the application of these
restrictions, see paragraph (o) of § 30,23
(aa)-1. 10

d) (1) To determine the amount of
the tax, the Individual ascertains the
amount of his adjusted gross income,
refers to the table set forth in section
400 which is applicable to the taxable
year, ascertains the income bracket into
which such income falls, and, using the
number of exemptions applicable to his
case, finds the tax in the vertical column
having 'at the top thereof a number
corresponding to the number of exemp-
tions to which the taxpayer Is entitled,
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(2) The tax tables in section 400
contain, in certain instances, double
columns, in one of which is shown the
tax if the taxpayer is single (and not
the head of a household) or married and
files a separate return, and in the other
of which is shown the tax if the taxpayer
is the head of a household. In other
instances, such tables contain triple
columns, in the first of which is shown
the tax if the taxpayer is single (and not
the head of a household) or married and
files a separate return, in the second of
which is shown the tax if the taxpayer
is the head of a household, and in the
third of wich is shown the tax if a joint
return is filed. In the case of double or
triple columns, the tax shall be deter-
nnned by reference to the applicablQ
column.

(3) Since the computations of tax
shown in the tables in the case of a joint
return reflect the income-splitting
method provided in section 12 (d) the
tax shown in the joint return column
may be lower than that shown in the
separate return column even though the
amounts of adjusted gross income and
the exemptions are the same. Thus, if
H, a married man, has adjusted gross
Luceome of $4,925 for the calendar year
1952 and his wife has no gross income for
such year and his only exemptions un-
der section 25 (b) are the exemptions
for himseif and spouse under section
25 (b) (1) (A) the tax on a joint return
under Supplement T, as shown in the
second column applicable to a person,
with two exemptions, is $718. If H
should file a separate return, is tax, as
-shown in the first column applicable to
an individual with two exemptions,
would be $747.

(e) If a joint return of a husband and
wife is fled under the provisions of sec-
tion 51 (b) (3) if the husband and wife
have different taxable years solely be-
cause of the death of either spouse, and
if the taxable year of the surviving
spouse covered by such joint return be-
gins in 1953 and ends in 1954, the tax-
able year of the deceased spouse cov-
ered by the joint return shall, for the
purpose of determining the tax under
section 400 and this section in respect of
such joint return, be deemed to have
ended on the date of the closing of the
surviving spouse's taxable year.

(f) The fact that the taxable year is a
period of less than 12 months resulting
by reason of the death of the taxpayer
does not prevent the application of Sup-
plement T in the determination of the
tax for such period.

(g) For treatment of taxable years be-
ginning in 1953 and ending in 1954, see
§ 39.108-1.

§ 39.401 Statutory provwsons; tax un-
der Supplement T exemptions.

SEc. 401. Definition of "exemption" As
Used in the table in section 400. the term
"number of exemptions" means the number
of the exemptions allowed under section 25
(b) as credits against net income for the
purpose of the normal tax and the surtax
imposed by sections 11 and 12.

[See. 401 as added by see. 102 (a), Rev. Act
1941; amended by sec. 104. (b), Rev. Act
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1942; sec. 5 (a), Individual Income Tax Act
1944; sec. 102 (b) (10), Rev. Act 19-25]

§ 39.401-1 Rules for application of
tables zn section 400. (a) The term
"number of exemptions" meansthe num-
ber of exemptions allowed under section
25 (b) as credits against net income for
the purpose of the normal tax and surtax
imposed by sections 11 and 12. One
exemption is allowed for the taxpayer;
one exemption for his spouse if a Joint
return is made, or If a separate return Is
made by the taxpayer and his spouse has
no gross income for the calendar year
in which the taxable year of the taxpayer
begins and is not the dependent of an-
other taxpayer for such calendar year;
and one exemption for each dependent
whose gross income for the calendar year
in which the taxable year of the tax-
payer begins Is less than $600. Addi-
tional exemptions are allowed under sec-
tion 25 (b) (1) (3) and (C) for a tax-
payer or spouse who has attained the
age of 65 years and for a blind taxpayer
or blind spouse. See § 39.25-2. After
the number of exemptions Is ascertained,
the tax under Supplement T for the tax-
able year is determined by reference to
the table contained in section 400 appli-
cable to such taxable year and by refer-
ence to the column of such table
appropriate to such number of exemp-
tions and, in certain cases, appropriate
to either the status of the taxpayer
(whether single, head of household,
or married) or kind of return (whether
separate or joint) or both. The tax
is the amount in such column shown on
the line appropriate to the taxpayer's
adjusted gross income.

(b) The application of this zection
may be illustrated by the following
examples:

Example (1). A. a married man whmo
duties as an employee require traveling
away from his home, has as his role grozs
income a salary of ,5.C00 for the calendar
year 1952. His traveling expenes , including
cost of meals and lodging, amount in cuch
year to $750, and, hence, his adjusted gross
income is $4,850. His wife, B, has a3 her
sole income dividends of C85, and thus the
aggregate adjusted grozs Income of A and B
Is $4,935. A has two dependent children
neither of whom. hab any income. A and B
file a joint return for 1952 on Form 1040,
electing not to use the optional return Form
1040A. In such case four exemptions are
allowable. The adjusted gro= income falls
within the tax bracket $4,900-4,950. By
referring to such tax bracket in Table I
and to the column headed "" therein, the
tax Is found to be $451.

Example (2). C, a marriei man. has as
his sole income in 1952 wages of e4,800, and
has two dependent children neither of whom
has any income. His wife, D. has adjusted
gross income of $400. C flies a separato re-
turn for 1952 and is entitled to claim three
exemptions. C's income falls within the
tax bracket $4,600-$4,650, and hence. with
three exemptions his tax Is C533. No exemp-
tion Is allowed with respect to D since D
has gross income and a joint return was not
filed.

Example (3). D, a married man with no
dependents, attains the age of 65 years on
September 1, 1952. The aggregate adjusted
gross income of D and his wife for 1952 Is

6143

C4.840. D and his wife file a Joint return
for 1952 and are entitled to three exemptions.
one for each taxpayer and one additional
exemption for D b-caume of his age. Since
the adju;ted gro - income of D and his wife
falls within the tax bracket C4,00-Q 4XS0, the
tax on a joint return IU C5C4.

§ 39.402 Statutory promszons; tax un-
der Supplemen t T; manner and effect of
election.

S=. 402. Manner and effect of election.
The elecUon referred to in cectlon 400 shall
be exercised In the manner provided in reg-
lations pre-cribed by the Commissloner with
the approval of the Secretary. For cass in
which election to take the standard deduc-
tion also constitutes an election to pay the
tax Impaced by this supplement. see section
23 (aa) (3) (D). For cases in which election
to fle a return without chov.ing tax thereon
constitutesn an clectlon to pay the tax im-
pozed by this -upplement see section 51 (f).
In the cae of a head of a hou ehold electing
to have his tax computed by the collertor
purcuant to the provisions of section 51 (f),
the tax lmposed by section 400 shall ba com-
puted without regard to the status of the
taxpayer as a head of a household.

[Sec. 402 n added by cec. 102 (a). Rev. Act
1941; amended by sce. 5 (a), Indivdual
Income Tax Act 1944; sec. 301 (b) (2), Rev.
Act 19511

§ 39.402-1 Zlanner of election to com-
pute tax under Supplement T-(a) In
general. The taxpayer elects to pay his
income tax under Supplement T either
by (1) filing a return of his gross income
on Form 1040A, prescribed in § 39.51-2,
or (2) by illn.n a return on Form 1040
and electing in such return, in the man-
ner prescribed in paragraph (b) of
§ 39.23 (aa)-l, to take the standard de-
duction provided in section 23 (an)

(b) Husband and wife. In the case
of husband and wife, if the aggregate
gross income of the spouses is less than
$5,000, the election may be made by the
filing of a return on Form 1040A. or by
the filing of a return on Form 1040 and
electing thereon to take the standard de-
duction. If one spouse has less than
$5,000 gross income and the other spouse
has gross income of $5,000 or more and
the latter spouse, in filing his or her re-
turn, claims the standard deduction pro-
vided In section 23 (aa), then the former
spouse may file on Form 1040A and such
filing shall constitute an election by such
spoouse to p3y the tax Imposed under
Supplement T. If, however, the spouse
with gross income of $5,000 or more, in
fine his or her return, does not elect to
take such standard deduction, then the
other spouse may not elect to pay the tax
imposed by Supplement T.

(c) Head of household. In the case
of a head of a household electing to make
his return on Form 1040A, the tax im-
posed by section 400 shall be computed
without regard to the status of the tax-
payer as the head of a household. See
§ 39.51-2.

(d) Revocability of election. An elec-
tion under Supplement T, or the making
of a return without regard to Supple-
ment T, for any taxable year may be
changed under the same circumstances
that an election to take, or not to take.
the standard deduction may be changed.
See § 39.23 (aa)-I (d).

§ 39.402-1
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§ 39.403-404 Statutory provisions;
tax under Supplement T1 credits; not
allowed, taxpayers ineligible.

SEC. 403. Credits not allowed. For credits
against tax and against net income not
allowed, in the case of a taxpayer who elects
to pay the tax imposed by this supplement,
because of the fact that such election con-
stitutes an election- to take the standard
deduction, see section 23 (aa).
[Sec. 403 as added by sec. 102 (a), Rev. Act
1941; amended by sec. 5 (a), Individual
Income Tax Act 1944]

SEC. 404. Certain taxpayers ineligible. This
supplement shall not apply to a nonresident
alien individual, to a citizen of the United
States entitled to the benefits of section 251,
to an estate or trust, or to an indivIdual
making a return for a period of less than
twelve months on account of a change in the
accounting period. For provisions making
both husband and wife ineligible to elect
to pay the tax imposed by this supplement
if either does not elect to take the standard
deduction, see section 23 (aa) (4).
[See. 404 as added by sec. 102 (a), Rev. Act
1941; amended by sec. 104 (c), Rev. Act
1942; sec. 102 (b), Rev. Act 1943; sec. 5 (a),
Individual Income Tax Act 1944]

§ 39.404-1 Taxpayers to whom Sup-
plement T is inapplicable-(a) In gen-
eral. The following taxpayers are ineli-
gible to file a return and pay the tax
under Supplement T:

(1) A nonresident alien individual;
(2) A citizen of the United States en-

titled to the benefits of section 251,
(3) An estate or trust;
(4) An individual who makes a return

for a period of less than 12 months on
account of a change in the accounting.
period;

(5) An Individual for whom a return
is reqmred for a fractional part of a
year under section 146 (a)

(b) Husband and wife. For provi-
slons making both husband and wife in-
eligible to elect to pay the tax under
Supplement T if either spouse does not
elect to take the standard deduction,
see section 23 (aa) (4)

SUPPLE.IENT U-TAXATION OF BUSINESS IN-
COME OF CERTAIN SECTION 101 ORGANIZA-
TIONS

§ 39.421 Statutory provisions; zm-
position of tax on business income of
certain section 101 organizations.

SEC. 421. Imposition of tax-(a) In general.
There shall be levied, collected, and paid for
each taxable year beginning after December
31, 1950-

(1) Upon the supplement U net income
(as defined In subsection (c)) of every or-
ganization described in subsection (b) (1),
a normal tax of 25 per centum of the supple-
ment U net Income, and a surtax of 22 per
centum of the amount of the supplement U
net income in excess of $25,000; except that
(A) in the case of taxable years beginning
before April 1, 1951, and ending after March
31, 1951, the normal tax shall be 28% per
centum of the supplement U net income,
and (B) in the case of taxable years be-
ginning after March 31, 1951, and before
April 1, 1954, the normal tax shall be 30
per centum of the supplement U net Income,

(2) Upon the supplement U net income of
every trust described in subsection (b) (2),
a normal tax computed at the rate and in
the manner provided in section 11 and a
surtax computed at the rates and in the

manner provided in section 12 (b). In mak-
ing such computations for the purposes of
this section, the term "the amount of the
net income in excess of the credits against
net Income provided In section 25" as used
in section 11 shall be read as "the amount
of the supplement U net income" and the
term "surtax net income" as used in section
12 (b) shall be read as "supplement U net
income"

(b) Organizations subject to tax-(l) Or-
ganizations taxable as corporations-(A)
Organizations exempt under section 101 (1),
(6), (7) and (14). The taxes imposed by
subsection (a) (1) shall apply in the case of
any organization (other than a church, a
convention or association of churches, or a
trust described in paragraph (2)) which is
exempt, except as provided in -this supple-
ment, from taxation under this chapter by
reason of paragraph (1), (6), or (7) of sec-
tion 101. Such taxes shall also apply in the
case of a corporation described in section 101
(14) if the income is payable to an organ-
ization which itself is subject to the tax im-
posed by subsection (a) or to a church or to
a convention or association of churches.

(B) State colleges and universities. The
taxes Imposed by subsection (a) (1) shall
apply in the case of any college or university
which is an agency or instrumentality of any
government or any political subdivision
thereof, or which is owned or operated by a
government or any political subdivision
thereof or by any agency or instrumental-
ity of any one or more governments or polit-
ical subdivisions. Such taxes shall also ap-
ply In the case of any corporation wholly
owned by- one or more such colleges or uni-
versities.

(2) Trusts taxable at individual rates.
The taxes imposed by subsection (a) (2)
shall apply in the case of any trust which is
exempt, except as provided in this supple-
ment, from taxation under this chapter by
reason of paragraph (6) of section 101 and
which, if it were not for such exemption,
would be subject to the provisions of sup-
plement F.

(c) Definition of Supplement U -net in-
come. The term "Supplement U net income"
of an organization means the amount by
which its unrelated business net Income (as
defined in section 422) exceeds $1,000.

(d) Foremgn organizations. The Supple-
ment U net .income of an organization de-
scribed in subseftion Jb) (1) or (2) which
is a foreign organization shall be its Supple-
ment U net income derived from sources
within the United States determined in
accordance with the rules of section 119 and
sections 212, 213 (a), 231 (c) and (d), and
232 (a).

[Sec. 421 as added by sec. 8, Current Tax
Payment Act 1943; amended by sec. 1, Pub.
Law 367 (80th Cong.); sec. 9, Pub. Law 384
(80th Cong.); sec. 301 (a), Rev. Act 1950;
sec. 201 (d), Excess Profits Tax Act 1950; sees.
121 (e), 339 (a), Rev. Act 1951]

§ 39.421-1 Imposition of tax-(a)
Rates of tax. Section 421 (a) imposes
a tax upon the Supplement Vrnet income
of certain organizations otherwise ex-
empt from Federal income tax by reason
of section 101 (1) (6) (7) or (14) The
taxes imposed by section 421 (a) also
apply in- the case of any college or uni-
versity which is an agency or instrumen-
tality of any government or any political
subdivision thereof, or which is owned
or operated by a government or any
political subdivision thereof or by any
agency or instrumentality of any one or
more governments or political subdivi-
sions, and to any corporation wholly
owned by one or more such colleges or

universities. Under section 421 (a) (1),
organizations described in section 421
(b) (1) (A) and in § 39.421-2 (a) (1) and
organizations described in section 421
(b) (1) (B) and in § 39.421-2 (a) (2)
are subject to-

(1) A normal tax of 25 percent on their
Supplement U net income except that in
the case of taxable years beginning be-
fore April 1, 1954, the normal tax shall
be 30 percent of the Supplement U net
income, and

(2) A surtax of 22 percent on the
amount of such Income in excess of
$25,000.
Under section 421 (a) (2), trusts de-
scribed in section 421 (b) (2) and para-
graph (b) of § 39.421-2 are subject to tax
at the individual rates prescribed in sec-
tions 11 and 12 (b) For the purpose of
computing the tax imposed by section 11
and section 12 (b) the term "the amount
of the net income in excess of the credits
against net income provided In section
25" as used in section 11, and the term
"surtax net income" as used in section
12 (b) shall each be read as "Supple-
ment U net income" The credit of $100
against net income provided in section
163 (a) (1) In the case of a trdst taxable
under Supplement E is not allowed as a
credit against Supplement U net income.

(b) Deftnition of Supplement U net
income. The term "Supplement U net
income" means the amount by which the
unrelated business net income (as defined
in section 422) of an organization exceeds
$1,000.

§ 39.421-2 Organizations subject to
tax. (a) (1) The taxes imposed by sec-
tion 421 (a), (1) apply in the case of any
organization (other than a church, a
convention or association of churches,
or a trust described in section 421 (b)
(2) and in paragraph (b) of this section)
which is exempt, except as provided in
Supplement U, from taxation under
chapter 1 by reason of paragraph (1),
(6) or (7) of section 101. A corporation
exempt from taxation under section 101
(14), holding property for an organiza-
tion which itself is subject to the tax or
for a church or a convention or associa-
tion 'of churches, is also subject to the
Supplement U tax under section 421 (a)
(1)

(2) The taxes Imposed by section 421
(a) (1) apply in the case of any college
or university which is an agency or in-
strumentality of any government or any
political subdivision thereof, or which is
owned or operated by a government or
any political subdivision thereof or by
any agency or Instrumentality of any
one or more governments or political
subdivisions. Such taxes also apply in
the case of any corporation wholly owned
by one or more such colleges or universi-
ties. As here used, the word "govern-
ment" includes any foreign government
(to the extent not contrary to any treaty
obligation of the United States) and all
domestic governments (the United States
and any of its Territories or possessions,
any State, and the District of Columbia)
Elementary and secondary schools oper-
ated by such governments are not sub-
ject to the Supplement U tax,

§ 39.403-404
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(3) Churches and associations or con-
ventions of churches are exempt from
the Supplement U tax. The exemption
is applicable only to an organization
which itself is a church or an association
or convention of churches. Religious
organizations, including religious orders,
if not themselves churches or associations
or conventions of churches, and all other
o-ganizations which are organized or
operated under church auspices, are sub-
ject to the Supplement U tax, whether or
not they carry out a religious, educa-
tional, or charitable function approved
by a church. For- example, an incor-
porated university exempt from tax un-
der section 101 (6) is subject to the Sup-
plement U tax whether or not it was
organized by or is operated under the
auspices of a church.

(b) The taxes imposed by section 421
(a) (2) shall apply in the case of any
trust which is exempt, except as provided
in Supplement U, from taxation under
chapter 1 by reason of section 101 (6)
and which, if it were not for such ex-
emption under section 101 (6) would
be subject to the provisions of Supple-
ment E of such chapter.

§ 39.421-3 Provmsons generally ap-
plicabZe to Supplement U tax-(a) As-
sessment anu collections. Since the
taxes imposed by section 421 are taxes
imposed by chapter 1 of the Internal
Revenue Code, all provisions of law and
of the regulations in this part applicable
to the taxes inposed by chapter 1 are
applicable to the assessment and collec-
tion of the taxes imposed by section 421.
For the requirement as to the filing of
returns, see paragraph (b) of this section.
Organizations subject to the tax imposed
by section 421 (a) (1 are subject to the
same provisions, including penalties, as
are provided in the case of the income
tax of other corporations. In the case
of a trust subject to the tax imposed by
section 421 (a) (2) the fiduciaries for
sucb, trust are subject to the same pro-
visions, including penalties, as are ap-
plicable to fiduciaries in the case of the
income tax of other trusts. See sections
52, 53, 56, and 142, and the regulations
prescribed thereunder, with respect to
provisions applicable to returns and pay-
ment of tax.

(b) Returns. The return of Supple-
ment U tax shall be on Form 990-T.
The return shall be filed for each taxable
year by every organization, otherwise
exempt from tax under section 101 (1)
(6) (7) or (14) and subject to the Sup-
plement U tax, which has gross income,
included in computing unrelated busi-
ness net income for such taxable year,
of $1,000 or more. A return shall also
be filed for each taxable year by every
governmental college or university and
by every corporation wholly owned by
such a college or university, which is
subject to the Supplement U tax and
which has gross income, included m com-
puting unrelated business net income for
such taxable year, of $1,000 or more.
The filing of Form 990-T does not relieve
the organization of the duty of filing
other returns required under chapter 1
of the Internal Revenue Code.
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(c) Taxable yiears, method of account-
rg, etc. The taxable year (flscal year
or calendar year. as the case may be) of
an organization shall be determined
without regard to the fact that such
organization may have been exempt
from tax during any prior period. See
sections 41 and 48, and the regulations
thereunder. Similarly, in computing
unrelated business net income, the de-
termination of the taxable year for
which an item of income or expense is
taken into account shall be made under
the provisions of sections 41, 42, and 43,
and the regulations thereunder, whether
or not the item arose during a taxable
year beginning before, on, or after the
effective date of the provisions imposing
a tax upon Supplement U net Income.
If a method for treating bad debts was
selected in a return of Income (other
than an information return) for a pre-
vious taxable year, the taxpayer must
follow such method n its returns under
Supplement U, unless such method Is
changed in accordance with the pro-
visions of § 39.23 (k)-1. A taxpayer
which has not previously selected a
method for treating bad debts may, in
its first return under Supplement U,
exercise the option granted in § 39.23
(k)-1.

(d) Foreign tax credit. See section
424 for provisions applicable to the credit
for foreign taxes provided in section 131.

§ 39.422 Statutory provisions; unre-
lated business net income of certain sec-
tion, 101 organizations.

Smc. 422. Unrelated business net income-
(a) Definition. The term "unrelated busl-
ness net income" means the gross income
derived by any organization from any unre-
lated trade or business (as defined in sub-
section (b)) regularly carried on by It. less
the deductions allowed by section 23 which
are directly connected with the carrying on
of such trade or busine-, subject to the
following exceptions, additions, nd lilmta-
tions:

(1) There shall be excluded all dlvldends,
Interest, and annuities, and all deductions
directly connected with such income.

(2) There shall be excluded all royalties
(including overriding royaltie) whether
measured by production or by gross or not
income from the property, and all deductions
directly connected with such income.

(3) There shall be excluded all rents from
real property (including personnl property
leased with the real property),a nd aUl deduc-
tions directly connected with such renta.

(4) Notwithstanding paragraph (3), In the
case of a Supplement U lease (as defined in
section 423 (a)) there shall be Included. as
an Item of gross income derived from an
unrelated trade or buslnes, the amount
ascertained under section 423 (d) (1) and
there shall be allowed, as a deduction, the
amount ascertained under section 43 (d)
(2).

(5) There shall be excluded all Gain or
losses from the sale, exchange, or other dLs-
position of property other than (A) stock
In trade or other property of a hind which
would properly be includible in Inventory
if on hand at the close of the taxable year,
or (B) property hold primarily for rale to
customers In the ordinary courso of the
trade or busines . This paragraph ahnll not
apply with respect to the cutting of timber
which Is considered, upon the application of
section 117 (k) (1), as a sale or exchange of
such timber.
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(0) The not opcrating lc deduction pro-
videcd In cection 23 (a) shal be allowed.
except that-

(A) The not operating lossa for any taxable
year. the amount of thae net operating loss
carry-bacl or cary-over to any taxable yer.
and the net operating loss dedution for any
taxable year shall be determinad under sza-
tion 122 without taksing into account any
amount of Income or deduction which is ex-
eluded under this supplement in computing
the unrelated business not income, and

(B) Tho terms "preceding taxable year"
and "preceding taxable years" as used in
ection 122 nhall not include any taxable

year for which the organization v= not
subject to the provisions of this supplement.

(7) There shall be excluded all income
derived from research for (A) the United
States. or any of its agencies or instrumen-
taltle3, or (B) any State or political sub-
division thereof; and there shall be excluded
all deductions directly connected with such
Income.

(8) (A) In the caza of a college, university.
or hospital, there sall be excluded all in-
come derived from research performed for
any per-on, and all deductions directly con-
nected with cuch income.

(B) In the cace of an organization oper-
ated primarily for the purposes of carrying
on fundamental res-arch the results o which
are freely available to the general public.
there 3hll be excluded all income derived
from research performed for any person, and
all deductions directly connected with such
Income.

(9) (A) In the cae of any organization
dezcrlbed in cection 421 (b) (1), the sa-
called "charitable contribution" deduction
allowed by sectIon 23 (q) nhall be allowed
(whether or not directly connected with
the carrying on of the trade or business),
but shall not exceed 5 per centum of the
unrelated business net income computed
without the benefit of this subpargraph.

(B) In the caro of any trust described in
secton 421 (b) (2). the so-called "charitable
contribution" deduction allowed by section
23 (o) shall be allowed (whather or not di-
rectly connected with the carrying on of
the trade or business), and for auch purpoze
a distribution made by the trust to a bene-
ilciary described In cection 23 (o) shal be
considered ns a gift or contribution. The
deduction allowed by this subparagraph s"
not exceed 15 per centum of the unrelated
business net income computed without the
benefit of this subparagraph.

If a trade or busines-3 regularly carried on by
a partnership of which an organization is
a member Is an unrelated trade or busine3
with respect to such organization, such
organization In computing its unrelated
busines net income shall. subject to the
exceptions, additions and limitations con-
tained In paragraphs (1) through (9) above,
include Its nharo(whether or not distrib-
uted) of the gross income of the partnership
from such unrelated trade or business and
Its share of the partnership deductIons di-
rectly connected with such gross income.
If the taxable year of the organization is
different from that of the partnership, the
amounts to be co included or deducted in
computing the unrelated business net income
shall be bared upon the income and deduc-
tiona of the partnership for any taxa-ble
year of the partnership (whether beginning
on. before, or after January 1. 1951) ending
within or with the taxable year of the organi-

Aion. In the care of an organization de-
ribed In section 3813 (a) (2) which is a

member of a partnership all of whose mem-
bers are organizations described n section
3813 (a) (2), if a trade or business regularly
carried on by such partnership is an un-
related trade or business with respect to
such organization, such organimtIon shall,
for taxable years beginning before January 1,

§ 39.422
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1954, be allowed a deduction in an amount
equal to the portion of the gross income of
such partnership from such unrelated trade
or business which such organization is re-
quired (by a provision of a written contract
executed by such organization prior to Janu-
ary 1, 1950, which provision expressly deals
with the disposition of the gross income of
the partnership) to pay within the taxable
year In discharge of indebtedness incurred
by such organization in acquiring Its share
of such trade or business, or to irrevocably
set aside within the taxable year for the
discharge of such indebtedness (to the extent
that such amount has .been so paid or set
aside) if (i) such partnership was formed
prior to January 1, 1950, for the purpose of
carrying on such trade or business, and (11)
substantially all the assets used in carrying
on such trade or business were acquired by it
or by its members prior to such date. As used
In the preceding sentence, the word "In-
debtedness" does not include indebtedness
incurred after January 1, 1950.

(b) Unrelated trade or bustness. The
term "unrelated trade or business" means, in
the case of any organization subject to the
tax imposed by section 421 (a), any trade or
business the conduct of which is not sub-
stantially related (aside from the need of
such organization for income or funds or the
use it makes of the profits derived) to the
exercise or performance by such organization
of Its charitable, educational, or other pur-
pose or function constituting the basis for
its exemption under-sectlon 101 (or, in the
case of an organization described in section
421 (b) (1) (B), to the exercise or perform-
ance of any purpose or function described in
section 101 (6)), except that such term shall
not include any trade or business-

(1) In which substantially all the work
in carrying on such trade or business is
performed for the organization without com-
pensation: or

(2) Which is carried on. in the case of an
organization described in. section 101 (6)
or In the case of a college or university de-
scribed in section 421 (b) (1) (B), by the
organization primarily for the convenience
of its members, students, patients, officers,
or employees; or

(3) Which is the selling of merchandise,
substantially all of which has been received
by the organization as gifts or contributions.
The term "unrelated trade or business"
means, In the case of a trust computing its
unrelated business net income under this sec-
tion for the purpose of section 162 (g) (1),
any trade or business regularly carried on by
such trust or by a partnership of which It
is a member. If a publishing business car-
ried on by an organization during a taxable
year beginning before January 1, 1953, is,
without regard to this sentence, an unrelated
trade or business, but before the beginning
of the third succeeding taxable year the busi-
ness Is carried on by it (oeby a successor who
acquired such business in a liquidation
which would constitute a tax-free exchange
under section 112 (b) (6)) in such manner
that the conduct thereof Is substantially re-
lated to the exercise or performance by such
organization (or such successor) of its edu-
cational or other purpose or function de-
scribed in section 101 (6), such publishing
business shall not be considered, for the tax-
able year, as an unrelated trade or business.
[Sec. 422 as added by sec. 301 (a), Rev. Act
1950; amended by secs. 339 (b), 347, 348, Rev.
Act 1951]

§ 39.422-1 Deftnition of unrelated
business net ncome-(a) General rule.
The unrelated business net income which
is subject to the Supplement U tax is
the gross income, derived by any organ-
ization to which Supplement U applies,
from any unrelated trade or business reg-

ularly carried on by it, less the deduc-
tions allowed by section 23 of'the Code
which are directly connected with the
carrying on ot such trade or business,
subject to certain exceptions, additions,
and limitations referred to below. In
the case of an organization which regu-
larly carries on two or more unrelated
businesses, its unrelated business net in-
come is the aggregate of its gross income
from all such unrelated businesses, .less
the aggregate of the deduction allowed
with respect to all such unrelated busi-
nesses. For provisions generally appli-
cable to the Supplement U tax, see
§ 39.421-3, and for rules applicable to
the determination of the adjusted
basis of property, see paragraph (a) of

I § 39.423-3.
(b) Exceptions, additions, and Zimita-

tions. Whether a particular item of in-
come falls within any of the exceptions,
additions, and limitations provided in
section 422 shall be determined by all the
facts and circumstances of each case.
For example, if a payment termed "rent"
by the parties is in fact a return of profits
by a person operating the property for
the benefit of the tax-exempt organiza-
tion or is a share of the profits retained
by such organization as a partner or a
loint verlturer, such payment is not with-
in the exception for rent. The excep-
tions, additions, and limitations pro-
vided in section 422 are as follows:

(1) Dividends, interest and annuities.
All dividends, interest, and annuities, and
the deductions directly connected there-
with, shall be excluded in computing un-
related business net income.

(2) Royalties. Royalties, including
overriding royalties, and all deductions
directly connected with such income
shall be excluded in computing unrelated
business net income. Mineral royalties
shall be excluded whether measured by
production or by gross or net Income
from the mineral property. However,
where an organization owns a working
interest in a mineral property, and is not
relieved of its share of the development
costs by the terms.of any agreement with
an operator, income received from such

- an interest shall not be excluded. In-oll
payments shall be treated in the same
manner as royalty payments for the pur-
pose of computing unrelated business
net income.

(3) Rents. (I) Rents from real prop-
erty (including personal property leased
with the real property) and the deduc-
tions directly connected therewith shall
also be excluded m computing unrelated
business net income, except that certain
rents from, and certain deductions In
connection with, a Supplement U lease
(as defined in section 423 (a)) shall be
included in computing unrelated busi-
ness net income. See §§ 39.423-3 and
39.423-4.

(if) Payments for the use or occu-
pancy of rooms or other space where
services are also rendered to the occu-
pant, such as for the use or occupancy of
rooms or other quarters in hotels, board-
ing houses, or apartment houses fur-
nishing hotel services, or in tourist
camps or tourist homes, or for the use or
occupancy of space in parking lots,

warehouses, or storage garages, do not
constitute rentals from real estate, Gen-
erally, services are considered rendered
to the occupant if they are primarily for
his convenience and are other than those
usually or customarily rendered in con-
nection with the rental of rooms or other
space for occupancy only. The supply-
ing of maid service, for example, consti-
tutes such service; whereas the furnish-
ing of heat and light, the cleaning of
public entrances, exits, stairways and
lobbies, the collection of trash, etc., are
not considered as services rendered to the
occupant. Payments for the use oV occu-
pancy of entire private residences or
living quarters in duplex or multiple
housing units, of offices in an ofleo
building, etc., are generally rentals fronm
real estate.

(4) Gains and losses from the sale,
etc., of property. There shall also be
excluded from the computation of unre-
lated business net income gains or
losses from the sale, exchange, or other
disposition of property other than (1)
stock in trade or other property of a
kind which would properly be included
in the inventory of the organization if
on hand at the close of the taxable year,
or (ii) property held primarily for sale
to customers in the ordinary course of
the trade or business. This exclusion
does not apply with respect to the cut-
ting of timber which is considered, upon
the application of section 117 (k) (1),
as a sale or exchange of such timber,
The exclusion under section 422 (a) (5)
applies with respect to gains and losses
from involuntary conversions, casualties,
etc.

(5) Net operating losses. The net
operating loss deduction provided in sec-
tion 23 (s) shall be allowed in computing
unrelated business net income. How-
ever, the net operating loss carry-back
or carry-over (from a taxable year for
which the taxpayer is subject to the pro-
visions of Supplement U) shall be deter-
mined under section 122 without taking
into account any amount of income or
deduction which is not included under
Supplement U in computing unrelated
business net income. For example, a loss
attributable to an unrelated trade or
business shall not be diminished by rea-
son of the receipt of dividend income.
For the purpose of computing the net
operating loss deduction, the terms
"preceding taxable year" and "preceding
taxable years" as used In section 122 shall
not include any taxable year for which
the organization was not subject to the
provisions of Supplement U, Thus, if the
organization was not subject to the pro-
visions of Supplement U for the imme-
diately preceding taxable year, the not
operating loss is not a carry-back to any
preceding taxable year, and the net op-
erating loss carry-over to succeeding
taxable years is not reduced by the net
income for any preceding taxable year,
A net operating loss carry-back or cariy-
over shall be allowed only from a taxable
year for which the taxpayer is subject
to the provisions of Supplement U.

(6) Research. (i) Income derived
from research for the United States or
any of Its agencies or instrumentalities

§ 39 422-1
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or a State or political subdivision thereof,
and all deductions directly connected
with such income, shall be excluded in
computing unrelated business net in-
come.

(ii) In the case of a college, university,
or hospital, all income derived from re-
search performed for any person and
all deductions directly connected with
such income shall be excluded in com-
puting unrelated business net income.

(ii) In the case of an organization
operated primarily for the purpose of
carrying on fundamental research (as
distinguished from applied research) the
results of which are freely available to
the general public, all income derived
from research performed for any person
and all deductions directly connected
vith such ,mcome shall be excluded in
computing unrelated business net in-
come.

(iv) For the purpose of this section,
the term "research" does not mclude
activities of a type ordinarily carried on
as an incident to commercial or indus-
trial operations, for example, the ordi-
nary testing or inspection of materials
or products or the, designing or construc-
tion of equipment, buildings; etc. The
term "fundamental research" does not
include research carried on for the
primary purpose of commercial or mdus-
trial application.

(7) Charitable, etc., contributions.
(i) In computing the unrelated business
net income of a trust described in section
421 (b) (2) or of an organization de-
scribed in section 421 (b) (1) there shall
be deducted from gross income the
amount allowed by section 23 (o) or 23
(q) whichever is applicable, whether or
not the contribution is directly con-
nected with the carrying on of the trade
or business. This deduction shall be
limited to-15 percent, if computed under
section 23 (o) or 5 percent, if computed
under section 23 (q) of the unrelated
business net income computed without
benefit of such deduction. In the case
of a trust described in section 421 (b)
(2) distributions made pursuant to the
trust instrument to a beneficiary de-
scribed in section 23 (o) shall be treated
in the same manner as gifts or
contributions.

(ii) The contribution, whether made
by a trust or other exempt organization,
must be paid to another organization to
be allowable. For example, a university
exempt from tax under section 101 (6)
operating an unrelated business, shall be
allowed a deduction, not in excess of 5
percent of its unrelated business net in-
come, for gifts or contributions to an-
other university for educational work
but shall not be allowed any deduction
for amounts expended in administering
its own educational program.

§ 39.422-2 Organizations that are
members of partnershtps-(a) In gen-
eral. In the event an organization to
which Supplement U applies is a mem-
ber of a partnership regularly engaged
in a trade or business which is an unre-
lated trade or business with respect to
such organization, the organization shall
include in computing its unrelated busi-
ness net income so much of its share
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(whether or not distributed) of the
partnership gross income as is derived
from that unrelated business and its
share of the deductions attributable
thereto. For this purpose, both the gross
income and the deductions shall be com-
puted with the necessary adjustments
for the exceptions, additions, and limi-
tations referred to in section 422 (a) and
in § 39.422-1. For example, if an exempt
educational institution is a partner in a
partnership which operates a factory
and if such partnership also holds stock
in a corporation, the exempt organiza-
tion shall include in computing Its unre-
lated business net income its share of the
gross income from the operation of the
factory, but not its share of any divi-
dends received by the partnership from

'the corporation. If the taxable year of
the organization differs from that of the
partnership, the amounts included or
deducted in computing unrelated busi-
ness net income shall be based upon the
income and deductions of the partner-
ship for each taxable year of the partner-
sip ending within or with the taxable
year of the organization.

(b) Special rule. For a special rule.
applicable only with respect to taxable
years beginning before January 1, 1954,
with respect to unrelated trades or busi-
nesses carried on in partnership by cer-
tam educational organizations described
in section 3813 (a) (2) see the last two
sentences of section 422 (a).

§ 39.422-3 Definition of unrelated
trade or bustness-a) In general (I)
As used in section 422 (a) the term "un-
related business net income" Includes
only income from an unrelated trade or
business regularly carried on, and the
term "trade or business" has the same
meaning as it has in section 23 (a) (1)

(2) The Income of an exempt organi-
zation is subject to the Supplement U
tax only If two conditions are prezent
with respect to such income. ,The first
condition is that the income must be
from a trade or business which is regu-
larly carried on by the organization.
The second condition is that the trade or
business must not be substantially re-
lated (aside from the need of the or-
ganization for income or funds or the
use it makes of the profits derived) to
the exercise or performance by such or-
ganization of its charitable, educational,
or other purpose or function constituting
the basis for its exemption under section
101, or, in the case of an organization
described in section 421 (b) (1) (B)
(governmental colleges, etc.) to the ex-
ercise or performance of any purpose
or function described in section 101 (6)
Whether or not an organization Is sub-
ject to the Supplement U tax shall be
determined by the application of thesq
tests to the particular circumstances in-
volved in each individual case. For cer-
tam exceptions from the term "unrelated
trade or business", see paragraph (b) of
this section.

(3) A trade or business is regularly
carried on when the activity Is conducted
with sufficient consistency- to indicate a
continuing purpose of the organization
to derive some of its income from such
activity. An activity may be regularly
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carried on even though its performance
Is infrequent or seasonal.

(4) Ordinarily. a trade or business is
substantially related to the activities for
which an organization is granted ex-
emption if the principal purpose of such
trade or business is to further (other
than through the production of income)
the purpose for which the organization
Is granted exemption. In the usual case
the nature and size of the trade or busi-
ness must be compared with the nature
and extent of the activities for winch the
organization is granted exemption in
order to determine whether the princi-
pal purpose of such trade or business
is to further (other than through the
production of income) the purpose for
which the organization is granted ex-
emption. For example, the operation of
a wheat farm is substantially related to
the exempt activity of an agncultural
college If the wheat farm is operated as
a part of the educational program of the
college, and s not operated on a scale
disproportionately large when com-
pared with the educational program of
the college. Similarly, a university ra-
dio station or press is considered a re-
lated trade or business if operated pn-
marly as an integral part of the edu-
cational preoram of the university, but
is considered an unrelated trade or busi-
ness If operated in substantially the
same manner as a commercial radio sta-
tion or publishing house. A trade or
business not otherwise related does not
become substantially related to an or-
ganization's exempt purpose merely be-
cause incidental use Is made of the trade
or business in order to further the ex-
empt purpose. For example, the manu-
facture and sale of a product by, an
exempt college would not become sub-
stantially related merely because stu-
dents as part of their educational pro-
gram perform clerical or boohkeepma
functions in the business. In some
case-s, the business may be substantially
related because It Is a necessary part of
the exempt activity. For example, in
the case of an organization exempt un-
der section 101 (6) and engaged in the
rehabilitation of handicapped persons,
the business of selling articles made by
such persons as a part of their rehabili-
tation training would not be considered
an unrelated business since such busi-
ness is a necessary part of the rehabili-
tation program.

(b) Exceptions. Section 422 (b) spe-
cifically states that the term "unrelated
trade or business" does not include-

(1) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion; or

(2) Any trade or business earned on
by an organization exempt under section
101 (6) or by a governmental college or
university described in section 421 (b)
a) (B) primarily for the convenience
of its members, students, patients, ofd-
cers, or employees; or

(3) Any trade or business which con-
sists of selling merchandise, substantially
all of which has been received by the
organization as gifts or contributions.

§ 39 422-3
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An example of the operation of the first
of the exceptions mentioned- above
would be an exempt orphanage operat-
ing a retail store and selling to the gen-
eral public, where substantially all the
work in carrying on such business is
performed for the organization by volun-
teers without compensation. An ex-
ample of the second limitation would be
a laundry operated by a college for the
purpose of laundering dormitory linens
and the clothing of students. The, third
exception applies to so-called "thrift
shops" operated by a tax-exempt orgam-
zation where those desiring to benefit
such organization contribute old clothes,
books, furniture, etc., to be sold to the
general public with the proceeds going
to the exempt organization.

(c) Special rule respecting publishing
businesses. For a special rule, appli-
cable only with respect to taxable years
beginning before January 1, 1953, with
respect to publishing businesses carried
on by an organization, see section 422
(b)

§ 39.423 Statutory provisions; treat-
ment of Supplement U lease in deter-
mination of unrelated business net
income.

SEc. 423. Supplement U lease-(a) Defini-
tion of supplement U lease. The term "sup-
plement U lease" means a lease for a term of
more than five years of real property by an
organization (or by a partnership of which
it Is a member), if at the close of the lessor's
taxable year there is a supplement U lease
indebtedness (as defined in subsection (b))
with respect to such property. In comput-
ing the term of a lease which contains an
option for renewal or extension, the term of
such lease shall be consfdered as including
any period for which such option may be
exercised; and-the term of any lease made
pursuant to an exercise of such option shall
include the period during which the prior
lease was in effect. If real property is ac-
quired subject to a lease, the term of such
lease shall be considered to begin on the
date of such acquisition. No lease shall be
considered a supplement U lease if (A) such
lease is entered into primarily for purposes
which are substantially related (aside from
the need of such organization for income or
funds or the use it makes of the rents de-
rived) to the exercise or performance by such
organization of its charitable, educational,
or other purpose or function constituting the
basis for its exemption under section 101, or
(B) the lease is of premises In a building pri-
marily designed for occupancy, and occu-
pied, by the organization. If a lease for more
than five years to a tenant is for only a por-
tion of the real property, and space in the
real property is rented during the taxable
year under a lease for not rhore than five
years to any other tenant of the organiza-
tion, leases of the real property for more
than five years shall be considered'as supple-
ment U leases during the taxable year only
If-

(1) The rents derived from the real prop-
erty during the taxable year under such
leases represent 50 per centum or more of
the total rents derived during the taxable
year from the real property; or the area of
the premises occupied under such leases
represents, at any time during the taxable
year, 50 per centum or more of the total
area of the real property rented at such
time; or

(2) The rent derived from the real prop-
erty during the taxable year from any tenant
under such a lease, or from a group of ten-
ants (under such leases) who are (A) mem-
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bers of an affiliated group (as defined in
section 141) or (B) partners, represents
more than 10 per centum of the total rents
derived during the taxable year from such
property; or the area of the premises occu-
pied by any one such tenant, or by any such
group of tenants, represents at any time
during the taxable year more than 10 per
centum of the total area of the real property
rented at such time.

(b) Supplement U lease indebtedness.
The term "supplement U lease indebtedness"
means, with respect to any real property
leased for a term of more than five years,
the unpaid amount'of-

(1) The indebtedness incurred by the
lessor in acquiring or improving such prop-
erty;

(2) The indebtedness Incurred prior to
the acquisition or improvementof such
property if such indebtedness would not have
been incurred but for such acquisition or
improvement; and

(3) The indebtedness incurred subsequent
to the acquisition or improvement of such
property if- such indebtedness would not
'have been incurred but for such acquisition
or improvement and the incurrence of such
indebtedness was reasonably foreseeable at
the time of such acquisition or improvement.

Where real property is acquired subject to
a mortgage or other similar lien, the amount
of the Indebtedness secured by such mort-
gage or lien shall be considered (whether the
acquisition was by gift, devise, or purchase)
as an Indebtedness of the lessor incurred in
acquiring such property even though the
lessor did not assume or agree to pay such
indebtedness, except that where real prop-
erty was acquired by gift, bequest, or devise
prior to July 1, 1950, subject to a mortgage
or other similar lien, the amount, of such
mortgage or other similar lien shall not be
considered as an indebtedness of the lessor
incurreil in acquiring such property.
Where real property was acquired by gift,
bequest, or devise prior to July 1, 1950, sub-
ject to a lease requiring improvements in
such property upon the happening of stated
contingencies, Indebtedness incurred In im-
proving -such property in accordance with
the terms of such lease shall not be consid-
ered as an indebtedness for purposes of this
subsection. In the case of a corporation de-
scribed in section 101 (14), all of the stock
of which was acquired prior to July 1, 1950,
by an organization described In paragraph
(1), (6), or (7) of section 101 (and more
than one-third of such stock was acquired
by such organization by gift or bequest),
any indebtedness incurred by such corpora-
tion prior to July 1, 1950, and any indebt-
edness incurred by such corporation on or
after such date in improving real property in
accordance with the terms of a lease entered
into prior to such date, shall not be consid-
ered as an indebtedness with respect to such
corporation or such organization for pur-
poses of this subsection. In determining
the amount of the supplement U lease in-
debtedness where only a portion of the real
property is subject to a supplement U lease,
prover allocation to the premises covered by
such lease shall be made of the indebted-
ness Incurred by the lessor with respect to
the real property.

(c) Personal property leased with real
property. For the purposes of this section,
the term "real property" and the term "prem-
ises" include personal property of the lessor
leased by it to a lessee of its real estate if the
lease of such personal property is made under,
or in connection with, the lease of such real
estate.

(d) Treatment of Supplemen't U lease
rents and deductions. In computing under
section 422 (a) the unrelated business net
income for any taxable year-

(1) Percentage of rents taken into account.
There shall be included with respect to each
Supplement U lease, as an item of gross
income derived from an unrelated trade or
business, an amount which Is the same per-
centage (but not in excess of 100 per centum)
of the.total rents derived during the taxable
year under such lease as (A) the Supplement
U lease indebtedness, at the close of the
taxable year, with respect to the promises
covered by such lease is of (B) the adjusted
basis, at the close of the taxable -year, of such
premises.

(2) Percentage of deductions taken into
account. There shall be allowed with respect
to each Supplement U lease, as a deduction
to be taken into account in computing un-
related business net income, an amount
which is the same percentage (but not In
excess of 100 per centum) of the sum deter-
mined under paragraph (3) as the amount
determined under clause (A) of paragraph
(1) is of the amount determined under clause
(B) of such paragraph.

(3) Deductions allowable. The sum re-
ferred to in paragraph (2) to the sum of the
following, deductions allowable under seo-
tion 23:

(A) 'Taxes and other expenses paid or ao-
crued during the taxable year upon or with
respect to the real property subject to the
Supplement U lease.

(B) Interest paid or accrued during thO
taxable yeAr on the Supplement U lease
indebtedness.

(C) A reasonable allowance for er~haustion,
wear and tear (including a reasonbale allow-
ance for obsolescence) of the real property
subject to such lease.

Where only a portion of the real property la
subject to the Supplement U lease, there
shall be taken Into account under subpara-
graph (A), (B), or (C) only those amounts
which are properly allocable to the promizea
covered by such lease.

[Sec. 423 as added by sec, 301 (a), Rov, Act
1950]

§ 39.423-1 Definition of Supplement
U lease-(a) In general. The term
"Supplement U lease" means any lease,
with certain exceptions discussed In
paragraph (c) of this section, for a term
of more than five years of real property
by an organization subject to Supple-
ment U (or by a partnership of which It
is a member) if at the close of the organ-
ization's taxable year there Is a Supple-
ment U lease indebtedness as defined In
section 423 (b) and § 39.423-2, with re-
spect to such property. For the purpose
of section 423, the term '-'real property"
and the term "premises" Include personal
property of the lessor tax-exempt organ-
ization leased by It to a lessee of its real
estate if the lease of such personal prop-
erty is made under, or in connection with,
the lease of such real estate, For
amounts of Supplement U rents and de-
ductions to be included 'in computing
unrelated business net Income, see
§ 39.423-3.

(b) Special rules. (1) In computing
the term of the lease, the period for
which a lease may be renewed or ex-
tended by reason of an option contained
therein shall be considered as part of
the term. For example, a 3-year lease
with an option for renewal for another
such period Is considered a lease for a
term of six years, Another example Is
the case of a 1-year lease with option
of renewal for another such term, where
the parties at the end of each year re-
new the arrangement. In this case, dur-
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ing the fifth year (but not during the
first four years) the lease falls within
the 5-year rule, since the lease then in-
volves five years and there is an option
for the sixth year. In determining the
term of the lease, an option for renewal
of the lease is taken into account whether
or not the exercise of the option depends
upon conditions or contingencies.

(2) If the propertyis acquired subject
to a lease, the term of such lease shall
be considered to begin on the date of
such acquisition. For example, if an
exempt organization purchases, in whole
or in part with borrowed funds, real
property subject to a 10-year lease which
has three years left to run, and such
lease contains no right of renewal or
extension, the lease shall be considered
a 3-year lease and hence does not meet
the definition of a Supplement U lease
in section 423 (a) and paragraph (a)
of this section. However, if this
lease contains an option to renew for a
period of three years or more, it is a
Supplement U lease.

(c) Exceptions. (1) A lease shall not
be considered a Supplement U lease if
such lease is entered into prinarily for
a purpose which is substantially related
(aside from the need of such organiza-
tion for income or funds, or the use it
makes of the rents derived) to the exer-
cise or performance by such organization
of its charitable, educational, or other
purpose or function constituting the
basis for its exemption. For example,
where a tax-exempt hospital leases real
property owned by it to an association of
doctors for use as a climc, the rents de-
rived under such lease would not be in-
cluded in computing unrelated business
net income if the climc is substantially
related to the carrying on of hospital
functions. See § 39.422-3 for principles
applicable in determining whether there
is a substantial relationship to the
exempt pufposes of an organization.

(2) A lease is not a Supplement U
lease if the lease is of premises in a build-
ing primarily designed for occupancy and
occupied by the tax-exempt organization.

(3) If a lease for more than five years
to a tenant s for only a portion of the
real property, and space in the real
property is rented during the taxable
year under a lease for not more than 5
years to any other tenant of the tax-
exempt organization, leases of the real
property for more than five years shall
be considered as Supplement U leases
during the taxable year only if-

Ci) The rents derived from the real
property during the taxable year under
such leases represent 50 percent or more
of the total rents derived during the tax-
able year from the real property- or the
area of the premises occupied under such
leases represents, at any time during the
taxable year, 50 percent or more of the
total area of the real property rented
at such time; or

(ii) The rent derived from the real
property during the taxable year from
any tenant under such a lease, or from
a group of tenants (under such leases)
who are either members of an afated
group (as defined in section 141) or are
partners, represents more than 10 per-
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cent of the total rents derived during the
taxable year from such property- or the
area of the premises occupied by any one
such tenant, or by any such group of
tenants, represents at any time during
the taxable year more than 10 percent
of the total area of the real property
rented at such time.

(4) The application of subparagraph
(3) of this paragraph may be illus-
trated by the following example:

Example. In 1952 an educational organ-
ization, which Is on the calendar year basis,
begins the erection of an 11-story apartment
building using funds borrowed for that pur-
pose, and Immediately leases for a 10-year
term the first floor to a real estate devel-
opment company to sublet for stores and
shops. As fast as the new apartments are
completed, they are rented on an annual
basis. At the end of 1957 all except the
tenth and eleventh floors are rented. Theo
two floors are completed during 1958 and
rented. Assume that for 1952 and each
subsequent taxable year through 1957. and
for the taxable year 1901, the gros rental for
the first floor represents more than 10 per-
cent of the total gross rents derived during
the taxable year from the building. Under
this set of facts the 10-year lease of the first
floor would be considered to be a Supple-
ment U lease for all except the taxable years
1959, 1960, and 1962.

§ 39.423-2 Supplent&it U lease in-
debtedness-(a) Definition. The term
"Supplement U lease indebtedness '
means, with respect to any real property
leased by a tax-exempt organization for
a term of more than five years, the in-
paid a~nount of-

(1) The indebtedness Incurred by the
lessor tax-exempt organization In ac-
quiring or improving such property,

(2) The indebtedness incurred by the
lessor tax-exempt organization prior to
the acquisition or improvement of such
property if such indebtedness would not
have been incurred but for such acquisi-
tion or improvement; and

(3) The Indebtedness incurred by the
lessor tax-exempt organization subse-
quent to the acquisition or improvement
of such property if such indebtedness
would not have been incurred but for
such acquisition or improvement and the
incurrence of the indebtedness was
reasonably forseeable at the time of such
acquisition or improvement.

See paragraph (f) of this section with
respect to subsidiary corporations.

(b) Examples. The rules of paragraph
(a) of this section respecting Supple-
ment U leases also cover certain cases
where the leased property itself is not
subject to an indebtedness. For ex-
ample, they apply to cases such as the
following:

Example (1). A university pledge come
of its investment securitle with a bank for
a loan and uses the proceeds of such loan
to purchase (either directly or through a
subsidiary corporation) a building, which
building is subject to a lease that then has
more than five years to run. TIs would
be an example of a Supplement U lease in-
debtedness incurred prior to the acquisition
of the property which would not have been
incurred but for such acquisition.

Example (2). If the building itelf In
example (1) In this paragraph Is later mort-
gaged to raise funds to release the pledged
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cecurlt , the lease would continue to be a
Supplement U leae.

Example (3). It a scientific organization
mortgages its laboratory building to replace
working capital used in remodeling another
one of Its buildings or a building held by its
subsdIary corporation, which other building
is free of indebtedness and Is subject to a
lea-s that then has mom than five yeas to
run. the lease would ha a Supplement U
lease inamuch as the indebtedness though
Incurred subcequent to the Improvement of
such property w ould not have been Incurred
but for such Improvement, and the incur-
rence of the Indebtedness wra reasonably for-
cccable when, to maze such Improvement,
the organization reduced its worling capital
below the amount necessary to continue cur-
rent operations.

(c) Lease of part of property. Where
only a portion of thereal property is sub-
ject to a Supplement U lease, proper al-
location of the indebtedness apulicable to
the whole property must be made to the
premises covered by the lease.

(d) Property acauired subject to lien.
Where real property is acquired subject
to a mortgage or similar lien, whether the
acquisition be by gift, bequest, devise, or
purchase, the amount of the indebted-
ness secured' by such mortgage or lien
Is a Supplement U lease indebtedness
(unless paragraph (e) (C) of this section
applies) even though the lessor does not
assume or agree to pay the mdebedness.
For example, a university pays $100,000
for real estate valued at $300,000 and
subject to a $200,000 mortgage. For the
purpose of the Supplement U tax, the
result Is the same as if $200,000 of bor-
rowed funds had been used to buy the
property.

(e) Exceptions. (1) Where realprop-
erty was acquired by gift, bequest, or
devise, before July 1, 1950, subject to a
mortaage or other similar lien, the
amount of such mortgage or other sum-
lar lien shall not be considered as an
indebtedness of the lessor tax-exempt
organization incurred in acquiring such
property. An indebtedness not other-
wise covered by this exception is not
brought within the exception by reason
of a transfer of the property between a
parent and Its subsidiary corporation.

(2) Where real property was acquired
by gift, bequest, or devise, before July
1. 1950, subject to a lease requiring im-
provements in such property upon the
happening of stated contingencies, in-
debtedness incurred in improving such
property In accordance with the terns
of such lease shall not be considered as
indebtedness described n section 423 (b)
and in this section. An indebtedness
not otherwise covered by this exception
is not brought within the exception by
reason of a transfer of the property be-
tween a parent and its subsidiary cor-
poration.

(3) In the case of a corporation de-
serlbed in section 101 (14) all of the
stock of which was acquired before July
1, 1950, by an organization described in
paragraph (1), (6) or (7) of section
101 (and more than one-third of such
stock was acquired by such organization
by gift or bequest), any indebtedness
incurred by such corporation before July
1, 1950, and any indebtedness incurred
by such corporation on or after such

§ 39 423-2
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date In improving real property in ac-
cordance With the terms of a lease en-
tered into before such date, with
respect to either such section 101 (14)
corporation or such section 101 (1) (6),
or (7) organization, shall not be con-
sidered an indebtedness described m
section 423 (b) and in this section.

(f) Subsidiary corporations. T h e
provisions of section 423 are applicable
whether or not a subsidiary corporation
of the type exempt under section 101
(14) is availed of in making the Supple-
ment U lease. For example, assume a
parent organization borrows funds to
purchase realty and sets up a separate
section 101 (14) corporation as a sub-
sidiary to hold the property. Such sub-
sidiary corporation leases the. property
for a period of more than five years, col-
lects the rents and pays over all of the
income, less expenses, to the parent or-
ganization, the parent organization be-
ing liable for the indebtedness. Under
these assumed facts, the lease by the
section 101 (14) subsidiary corporation
would be a Supplement U lease with re-
spect to such subsidiary. corporation,
and the rental income would be subject
to the tax, whether or not the subsidiary
itself assumes the indebtedness and
whether or not the property is subject to
the indebtedness.

§ 39.423-3 Treatment of rent from
Supplement U lease-(a) General rule.
There shall be included with respect to
each Supplement U lease, as an item of
gross income derived from an unrelated
trade or business, an amount which is
the same percentage (but not in excess
of 100 percent) of the total rents derived
during the taxable year under such lease
as-

(1) The amount of the Supplement U
lease indebtedness at the close of the
taxable year of the lessor tax-exempt
organization, with respect to the prem-
ises covered by such lease, is of

(2) The adjusted basis of such prem-
ises at the close of such taxable year.
The basis (unadjusted) of property is
determined under section 113 (a) and
the adjusted basis of property is deter-
mined under section 113 (b) The de-
terrmnation of the adjusted basis of
property is not affected by the fact that
the organization was exempt from tax
for prior taxable years. Proper adjust-
ment must be made under section 113 (b)
for the entire period since the acquisi-
tion of the property. Thus, adjustment
must be made for depreciation for all
prior taxable years whether or not the
organization was exempt from tax for
any of such years. Similarly for tax-
able years during which the organization
is subject to Suplement U, the fact that
only a portion of the deduction for de-
preciation is taken into account under
section 423 (d) does not affect the
amount of the adjustment for deprecia-
tion.

(b) Examples. The application of
this section may be illustrated by the
following examples, in each of which
it is assumed that the taxpayer makes
its returns under Supplement U on the
basis of the calendar year, and that the

lease is not substantially related to the
purpose for which the organization is
granted exemption from tax.

Example (1). Assume that a tax-exempt
educational organization purchased prop-
erty in 1942 for $600,000, using borrowed
funds, and leased the building for a period
-of 20 years. Assume further that the ad-
justed basis of such building at the close
of 1952 is $500,000. If, at the close of 1952,
$200,000 of the indebtedness incurred to
acquire the property remains outstanding,
since this Is two-fifths of the adjusted basis
of the building at the close of 1952, two-fifths
of the gross rental received from the build-
ing during 1952 shall be included as an item
of gross income in computing unrelated
business net income. If, at the close of a
subsequent taxable year, the outstanding
indebtedness is $100,000 and the adjusted
basis of the building is $400,000, one-fourth
of the gross rental for such taxable year
shall be included as an item of gross income
in computing unrelated business net income
for such taxable year.

Example (2). Assume that a tax-exempt
organization owns a 4-story building, that in
1952 it borrows $100,000 which it uses to
improve the whole building, and that it
thereafter in 1952 rents the first floor of the
building under a 6-year lease at a rental of
$4,000 a year. The second, third, and fourth
floors of the building are leased on a yearly
basis during 1952. Assume, also, that the ad-
justed basis of the real property at the end of
1952 (after reflecting the expenditures for
improving the building) is $200,000, allocable
equally to each the 4 stories. Under these
facts, only one-fourth of the real property is
subject to a Supplement U lease. The per-
centage of the-rent under such lease which is
taken into account is determined by the
ratio which the allocable part of the Supple-
ment U lease Indebtedness bears to the al-
locable part of the adjusted basis of the real
property, that is, the ratio which one-fourth
of the $100,000 of Supplement U lease in-
debtedness outstanding at the close of 1952,
or $25,000, bears to one-fourth of the adjusted
basis of the Supplement U lease premises at
the close of 1952, or $50,000. The percentage
of rent which is Supplement U lease Income
for 1952 is, therefore, one-half (the ratio of
$25,000 to $50,000) of $4,000, or $2,000, and
this amount of $2,000 Is considered an item.
of gross income derived from an unrelated
trade or business.

§ 39.423-4 Percentage of deductions
taken into account. (a) The same per-
centage is used in determining both the
portion of the rent and the portion of
the deductions taken into account with
respect o the Supplement U lease in
computing unrelated business net in-
come. See § 39.423-3 for the deter-
miation of such percentage. Such
percentage is applicable only to the sum
of the following deductions allowable
under section 23:

(1) Taxes and other expenses paid or
accrued during the taxable year upon or
with respect to the real property subject
to the Supplement U lease;

(2) Interest paid or accrued during
the taxable year on the Supplement U
lease indebtedness;

(3) -A reasonable allowance for ex-
haustion, wear and tear (including a
reasonable allowance for obsolescence)
of the real property subject to such lease.
Where only a portion of the real prop-
erty Is subject to the Supplement U
lease, there shall be taken into account
only those amounts of the above-listed

deductions which are properly allocable
to the premises covered by such lqase.

(b) The deductions allowable under
section 423 d) and under paragraph (a)
of this section with respect to a Supple-
ment U lease are not limited by the
amount Included in gross Income with
respect to the rent from such lease, but
any excess of such deductions over such
gross income shall be applied against
other items of gross Income In comput-
ing unrelated business net income tax-
able under section 421 (a)

() The application of this section
may be illustrated by the following
example:

Example. Assume the samo facts as those
in example (1) In paragraph (b) of § 39.423-3.
Assume also that for 1952 the organization
pays taxes of $4,000 on the property, Interest
of $6,000 on its Supplemnt U lease indebted-
ness, and that the depreciation allowable
for 1952 under section 23 (1) Is $10,000. Un-
der the facts sot forth in such example (1)
and in this example, the deductions to be
taken into account for 1952 In computing
unrelated business net income would be
two-fifths of the total of the deductions of
$20,000, that Is, $8,000.

.§ 39.424 Statutory provisions; credit
for taxes of foreign countries and posses-
sions of the United States.

Szc. 424. Taxes of foreign countries aml
possessions of the Unitcd States. The
amount of income, war-profits, and excess-
profits taxes Imposed by foreign countries or
possessions of the United States shall be
allowed as a credit against the tax of ax
organization subject to the tax imposed by
section 421 (a) to the extent provided in
section 131; and In the case of the tax
imposed by section 421 (a), the term "nor-
mal-tax net Income" and the term "no
income" as used in section 131 shall be read
as "Supplement U not Income"

[See. 424 as added by see, 301 (a), Rov. Act
10501

SUBPART D--TAX ON SELF-B.MPLOYMENT
INCOME (SUBCHAPTER E, CHAPTER 1,
INTERNAL REvENUE CODE)

§ 39.480 Statutory provisions; rate
of tax on self-employment income.

Sec. 480. Rate of tax. In addition to
other taxes, there shall be levied, collected,
and paid for each taxable year beginning
after December 31, 1950, upon the self-em-
ployment income of every individual, a tax
as follows:

(1) In the case of any taxable year be-
ginning after December 31, 1060, and before
January 1, 1954, the tax shall be equal to
2% per centum of the amount of the self-
employment income for such taxable year.

(2) In the case of any taxable year be-
ginning after December 31, 1053, and before
January 1, 1960, the tax shall be equal to
S per centum of the -amount of the self-
employment income for such taxable year.

(3) In the case of any taxable year be-
ginning after December 31, 1959, and before
January 1, 1065, the tax shall be equal to
3% per centum of the amount of the self-
employment Income for such taxable year.

(4) In the case of any taxable year be-
ginning after December 31, 1964, and before
January 1, 1970, the tax shall be equal to
42 per centum of the amount of the self-
employment Income for such taxable year.

(5) In the case of any taxable year be.
ginning after December 31, 1969, the tax shall
be equal to 4% per centum of the amount
of the self-employment Income for such
taxable year.

§ 39 423-3
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[Sec. 480 as added by sec. 208 (a), Social
Security Act Amendments 1950]

§ 39.480-1 Tax on self-employment
income. (a) There is imposed, in addi-
tion to other taxes, a tax upon the self-
employment income of every individual
at the rates prescribed in section 480.
This tax shall be levied, assessed, and col-
lected as part of the income tax imposed
by chapter 1 of the Internal Revenue
Code and, except as otherwise expressly
provided, will be included with the taxes
imposed by sections 11 and 12 in com-
puting any deficiency or overpayment
and in computing the interest and ad-
ditions to any deficiency, overpayment,
or tax. Since the tax on self-employ-
ment income is part of the income tax, it
is subject to the jurisdiction of The Tax
Court of the United States to the same
extent and in the same manner as the
other taxes under chapter 1 of the Code.
However, this tax is not required to be
taken into account in computing any
estimate of the taxes required to be de-
clared under section 58.

(b) In general, self-employment in-
come consists of the net earnings derived
by an individual (other than a nonresi-
dent alien) from a trade or business
carried on by him as sole proprietor or
by a partnership of which he is a mem-
ber, subject to certain exclusions, ex-
ceptions, and limitations.

§ 39.481 Statutory provisions; net
earnings from self-employment, self-
employment income, and trade or bust-
ness; definitions.

SEC. 481. Definitions. For the purposes of
this subchapter-

(a) Net earirngs from self-employment.
The term "net earnings from self-employ-
ment" means the gross income derived by
an. individual from any trade or business
carried on by such individual, less the de-
ductions allowed by this chapter which are
attributable to such trade or business, plus
his distributive share (whether or not dis-
tributed) of the ordinary net income or loss,
as computed under section 183, from any
trade or business carried on by a partnership
of which he is a member; except that in
computing such gross income and deduc-
tions and such distributive share of partner-
ship ordinary net income or loss-

(1) There shall be excluded rentals from
real estate (including personal property
leased with the real estate) and deductions
attributable thereto, unless such rentals are
received in the course of a trade or business
as a real estate dealer;

(2) There shafl be excluded income de-
rived from any trade or business in which. if
the trade or business were carried on exclu-
sively by employees, the major portion of the
services would constitute agricultural labor
as define-4 m section 1426 (h); and there
shall be excluded all deductions attributable
to such income;

(3) There shall be excluded dividends on
any share of stock, and interest on any bond,
debenture, note, or certificate or other evi-
dence of indebtedness, Issued with interest
coupons or in registered form by any corpo-
ration (including one issued by a govern-
ment or political subdivision thereof), unless
such dividends and interest (other than
interest described in section 25 (a)) are
received in the course of a trade or business
as a dealer in stocks or securities;

(4) There shall be excluded any gain or
loss (A) -which is considered as gain or loss
from the sale or exchange of a capital asset,
(B) from the cutting of timber, or the dis-
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posal of timber or coal, if section 117 (J) Is
applicable to such gain or lo=s, or (C) from
the sale, exchange, Involuntary conversion,
or other disposition of property If such prop-
erty is neither (I) stock in trade or other
property of a kind which would properly be
includible in inventory if on hand at the
close of the taxable year, nor (ii) property
held primarily for sale to customers In the
ordinary course of the trade or busines:

(5) The deduction for net operating loses
provided in section 23 (a) shall not be
allowed;

(6) (A) If any of the income derived from
a trade or business (other than a trade or
busils carried on by a partnership) is com-
munity income under community property
laws applicable to such income, all of the
gross income and deductions attributable to
such trade or business shall be treated as the
gross income and deductions of the husband
unless the wife exercises substantially all of
the management and control of such trade
or business, in which case all of such gros
Income and deductions shall be treated as
the gross income and deductions of the wife:

(B) If any portion of a partner's distribu-
tive share of the ordinary net income or los
from a trade or business carried on by a
partnership Is community income or loss
under the community property laws appli-
cable to such share, all of such distributive
share shall be included in computing the
net earnings from self-employment of such
partner, and no part of such share shall be
taken into account In computing the net
earnings from self-employment of the spouso
of such partner;

(7) (A) In the care of any taxable year
beginning before the effective date specificd
in section 3810, the term "pos=elon of the
United States" when used In cection 251 with
respect to citizens of the United States shall
include Puerto Rico;

(B) In the case of any taxable year be-
ginning on or after the effective date specl-
fled in section 3810, a resident of Puerto Rico
shall compute his net earnings from rell-
employment In the same manner as a citizen
of the United States but without regard to
the provisions of section 110 (1).

If the taxable year of a partner Is different
from that of the partnership, the distribu-
tive share which he Is required to include
in computing his net earnings from self-
employment shall be based upon the ordi-
nary net income or los of the partnership
for any taxable year of the partnership (even
though beginning prior to January 1, 1951)
ending within or with his taxable year.

(b) Self-cmployment income. The term
"self-employment income" means the net
earnings from self-employment derived by an
individual (other than a nonresident allen
individual) during any taxable year begin-
ning after December 31, 1950; except that
such term shall not include-

(1) That part of the net earlng from
self-employment which is in exces of: (A)
$3.600. minus (B) the amount of the waes
paid to such individual during the tamable
year; or

(2) The net earnings from self-employ-
ment, if such net earnings for the taxable
year are less than $400.

For the purposes of clause (1) the term
"wages" includes such remuneration paid to
an employee for services included under an
agreement entered into pursuant to the pro-
visions of section 218 of the Social Security
Act (relating to coverage of State employees)
as would be wages under section 14206 (a) If
such services constituted employment under
section 1426 (b). In the case of any taxable
year beginning prior to the effective date
specified In section 3810, an individual who
Is a citizen of Puerto Rico (but not otherwiso
a citizen of the United States) and who is
not a resident of the United States or of the

Virgin Island. during such taxable year shall
be considerr , for the purpzses of this sub-
chapter, as a nonresident alien individual.
An Individual who is not a citizen of the
United States but who s a resident oi the
Virgin Islands or (after the effective date
specified in sectian 3810) a resident of Puerto
Rico shall not, for the purposes of this sub-
chapter, be considered to be a nonresident
allen Individual.

(C) Tradc or busfnesw. The term "trade
or business." when used with reference to
elf-employment income or net earnings

from self-employment, shall have the -nne
ineaning as when used in section 23, except
that such term sall not Include-

(1) The performance of the functions: of
a public office:

(2) The performance of service by an In-
divIdual as an employee (other than service
described In section 1426 (b) (16) (B) per-
formed by an Individual who has attained
the age of e ;hteen):

(3) The performance of service by an in-
dividual as an employee or employee repze-
sentative as defIned In section 1532;

(4) The performance of service by a duly
ordained, commissioned, or licensed minister
of a church in the exercise of hLs ministry
or by a member of a reliious order in the
exercLe of duties required by such order; or

(5) The performance of service by an in-
dividual in the exercise of his profession as
a physician. lawy, dentist, osteopath, vet-
erinarian, chiropractor, naturopath, or op-
tometrist. ChrLstian Science practitloner,
architect, certified public accountant, ac-
countant reZistered or licensed -- an ac-
countant, under State or municipal law,
full-time practicing public accountant,
funeral director or professional engineer; or
the performanca of such service by a par-
nerahip.

(4) Employ'e and wages. The term "em-
ployee" and the term "wages" shall have the
came meanina as when uzcd in suhbhapter A
of chapter 9.

[Sec. 481 as added by see. 203 (a), Scall
Securlty Act Amendments 1950; amended
by sec. 221 (j) (1), Rev. Act 1959; sEc. 325
(d). Rev. Act 19511

§ 39A81-1 Net earnings from self-
emloyment-(a) Definition. Subject
to the special rules discussed in para-
graph c) of this section and to the ex-
clusions discussed in § 39.481-3, the
term "net earnings from self-employ-
ment" means-

(1) The gross income derived by an
individual from any trade or business
carried on by such individual, less the
deductions allowed by chapter 1 of the
Internal Revenue Code which are at-
tributable to such trade or business, plus

(2) His distributive share (whether or
not distributed) of the ordinary net in-
come (or minus the ordinary net Ioss)
from any trade or business, as computed
under section 183. carried on by any
partnership of which he is a member.

(b) Included in net earnings. (1)
The gross income and deductions of an
individual attributable to a trade
or business, for the purpose of ascer-
taining his net earnings from self-em-
ployment, are to be determined by ref-
erence to the provisions of law and regsu-
lations applicable with respect to the
taxes Imposed by sections 11 and 12.
Thus, if an individual uses the accrual
method of accounting in computing net
income from a trade or business for the
purpose of the taxes Imposed by sections
11 and 12, he must use the same method
in determining net earnings from self-

§39.481-1
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employment. Likewise, if a taxpayer
engaged m a trade or business of selling
property on the installment plan elects,
under the provisions of section 44, to use
the installment basis in computing in--
come for the purpose of the taxes under
sections 11 and 12, he must use the same
basis in determining net earnings from
self-employment.

(2) The trade or business must be car-
rined on by the mdividual, either person-
ally or through agents or employees.
Accordingly, income derived from a trade
or business carried on by an estate or
trust is not included in determining the
net earnings from self-employment of
the individual beneficiaries of 'such
estate or trust.

(3) Where an individual is engaged in
more than one trade or business within
the meaning of section 481 (c) and
§ 39.481-3, his net earnings from self-
employment consist of the-aggregate of
the net income and losses (computed
subject to the special rules provided in
this section) of all such trades or busi-
nesses carried on by him. Thus, a loss
sustained in one trade or business car-
ried onby an individual will operate to
offset the income derived by him from
another trade or business,

(4) The net earnings from self-em-
ployment of an individual include, in ad-
dition to the earnings from a trade or
business carried on by him, his distribu-
tive share of the ordinary net income or
ordinary net loss from any trade or busi-
ness carried on by each partnership of
which he is a member. An individual's
distributive share of the ordinary net
income or ordinary net loss of a partner-
ship shall be computed under section
183, subject to the special rules set forth
in section 481 (a) and in this section
and to the exclusions provided in section
481 (c) and in, § 39.481-3,

(5) If the taxable year of a partner
differs from that of the partnership, the
partner shall include, in computing net
earnings from self-employment, his dis-
tributive share of the ordinary net in-
come or ordinary net loss of the partner-
ship for its taxable year ending with or
within the taxable year of the partner.

(6) For the purpose of determining
net earnings from self-employment, a
partnership is one which is recognized
as such for income tax purposes. For
income tax purposes, the term "partner-
ship" includes not only a partnership as
known at common law, but, also, a syndi-
cate, group, pool, joint venture, or other
unincorporated organization which car-
ries on any trade or business, financial
operation, or venture, which is not,
within the meaning of the Internal
Revenue Code, a trust, estate, or a cbr-
poration.

(7) The net earnings from self-em-
ployment of a partner include his dis-
tributive share of the ordinary net
income or ordinary net loss of the part-
nership of which he is a member, ir-
respective of the nature of his member-
ship. Thus, in determining his net
earnings from self-employment, a lim-
ited or inactive partner includes his
distributive share of the ordinary net

§ 39.481-1

income or ordinary net loss of the
partnership.

(c) Excluded from net earnings. For
the purpose of computing net earnings
from self-employment, the gross income
derived by an individual from a trade or
business carried on by him, the allowable
deductions attributable to such trade or
business, and the individual's distributive
share of the ordinary net income or orli-
nary net loss from any trade or business
carried on by a partnership of which he is
a member shall be computed in accord-
ance with the following special rules:

(1)l Rentals from real estate. (i)-
Rentals from real estate (including per-
sonal property leased with the real es-
tate) and the deductions attributable
thereto, unless such rentals are received
by an individual in the course of a trade
or business as a real-estate dealer, are
excluded. Whether or not an individual
is engaged in the trade or business of
a real-estate dealer is determined by the
application of the principles followed in
respect of the taxes imposed by sections
11 and 12. In general, an individual who
is engaged in the business of selling real
estate to customers with a view to the
gains and profits that may be derived
from such sales is a real-estate dealer.
On the other hand, an individual who
merely holds real estate for investment
or speculation and receives rentals there-
from is not considered a real-estate
dealer. Where a real-estate dealer holds
real estate for investment or speculation
in addition to real estate held for sale
to customers in the ordinary course of his
trade or business as a real-estate dealer,
only the rentals from the real estate held
for sale to customers in the ordinary
course of his trade or business as a real-
estate dealer, and the deductions at-
tributable thereto, are included in deter-
Mining' net earnings from self-employ-
ment; the rentals from the real estate
held for investment or speculation, and
the deductions attributable thereto, are
excluded.

(ii) Payments for the use or occu-
pancy of entire private residences or liv-
ing quarters in duplex or multiple-hous-
ing units are generally rentals from real
estate. Except in the case of real-estate
dealers, such payments are excluded in
determining net -earnings from self-
employment eveA though such payments
are in part attributable to persondl prop-
erty furnished under the lease.

(iii) Payments for the use or occu-
pancy of rooms or other space where
services are also rendered to the occu-
pant, such as for the use or occupancy
of rooms or other quarters in hotels,
boarding houses, or apartment houses
furnishing -hotel services, or in tourist
camps or tourist homes, or for the use or'
occupancy of space in parking lots, ware-
houses, or storage garages, do not consti-
tute rentals from real estate; conse-
quently such payments are included in.
determining net earnings from self-em-
ployment. Generally, services are con-
sidered rendered to the occupant if they
.are primarily for his convenience and
are other than those usually or custom-
arily rendered in connection with the
rental of rooms or other space f6r occu-

pancy only. The supplying of maid
service, for example, constitutes such
service; whereas, the furnishing of heat
and light, the cleaning of public en-
trances, exits, stairways and lobbies, the
collection of trash, and so forth, are not
considered as services rendered to the
occupant.

(iv) Except in the case of a real-estate
dealer, where an individual or a partner-
ship is engaged in a trade or business
the income of which is classifiable in
part as rentals from real estate, only
that portion of such income which is not
classifiable as rentals from real estate,
and the expenses attributable to such
portion, will be included in determining
net earnings from self-employment,

(v) The application of this subpara-
graph may be Illustrated by the follow-
ing example:

Example. A, an individual, owns a build-
ing containing four apartments. During
the taxable year, he receives $1,400 from
apartments numbered 1 and 2, which are
rented without services rendered to the
occupants, and $3,600 from apartments num-
bered 3 and 4, which are rented with services
rendered to the occupants. His fixed ex-
penses for the four apartments aggregate
$1,200 during the taxable year. In addition,
he has $500 of expenses attributable to the
services rendered to the occupants of apart-
ments 3 and 4. In determining his liot
earnings from self-employment, A includes
the $3,600 received from apartments 3 and
4, and the expenses of $1,100 attributable
thereto. The rentals and expenses attrib-
utable to apartments 1 and 2 are excluded,
Therefore, A has $2,600 of net earnings from
self-employment for the taxable year.

(2) Income from agricultural activity,
(i) Income derived from any trade or
business in which, if the trade or busi-
ness were carried on exclusively by em-
ployees, the major portion of the services
would constitute agricultural labor as
defined in section, 1426 (h), and all de-
ductions attributable to such income, are
excluded. In case the services are in
part agricultural and in part nonagricul-
tural, the time devoted to the perform-
ance of each type of service is the test
to be used to determine whether the
major portion of the services would con-
stitute agricultural labor. If more than
half of the time spent in performing all
the services is spent in performing serv-
ices which would constitute agricultural
labor under section 1426 (h), all income,
and the deductions attributable to the
income, shall be excluded. If only half,
or less, of the time spent in performing
all the services is spent in performing
services which would constitute agricul-
tural labor under section 1426 (h), all
income, and the deductions attributable
to the income, shall be included. In
every case the time spent in performing
the services will be computed by adding
the time spent in the trade or business
during the taxable year by every indi-
vidual (including the individual carrying
on such trade or business and the mem-
bers of his family) in performing such
services, The operation of this special
rule is not affected by section 1426 (a),
relating to the included-excluded rule for
determining employment.

(ii) This rule has no application
where the nonagricultural gervices are
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performed In connection with an enter-
prise which constitutes a trade or busi-
ness separate and distinct from the trade
or business conducted as an agricultural
enterprise. Thus, the operation of a
roadside automobile service station on
farm premises constitutes a trade or
business separate and distinct from the
agricultural enterprise, and the gross in-
come derived from such service station,
together with the deductions attribu-
table thereto, are Included in determin-
ing net earnings from self-employment.

(3) Dividends and interest. (1) All
dividends on shares of stock are excluded
unless they are received by an Individual
In the course of his trade or business as a
dealer in stocks or securities.

(ii) Interest on any bond, debenture.
note. or certificate, or other evidence of
indebtedness. issued with interest cou-
pons or In registered form by any corpo-
ration (including one issued by a govern-
ment or political subdivision thereof). is
excluded unless such interest is received
in the course of a trade or business as a
dealer in stocks or securities. However.
Interest which is exempt under section
25 (a) from the normal tax imposed by
section 11. that is, interest on certain
obligations of the United States and its
instrumentalities, is not included in net
earnings from self-employment even
though received in the course of a trade
or business as a dealer in stocks or secur-
ities. Only Interest, on bonds, deben-
tures. notes, or certificates, or other
evidence of indebtedness, issued with in-
terest coupons or in registered form by
a corporation, is excluded in the case of
all persons other than dealers in stocks
or securities. other Interest received In
the course of any trade or business (such
as interest received by a pawnbroker on
his loans or Interest received by a mer-
chant on his accounts or notes receiv-
able) is not excluded.

(iII) Dividends and interest of the
character excludible under the preceding
subdivisions of this subparagraph re-
ceived by an individual on stocks or
securities held for speculation or Invest-
ment are excluded whether or not the
individual is a dealer in stocks or securi-
ties.

(iv) A dealer In stocks or securities Is
a merchant of stocks or securities with
an established place of business, regu-
larly engaged in the business of purchas-
ing stocks or securities and reselling them
to customers: that is. he is one who as a
merchant buys stocks or securities and
sells them to customers with a view to
the gains and profits that may be derived
therefrom. Persons who buy and sell or
hold stocks or securities for investment
or speculation. irrespective of whether
such buying or selling constitutes the car-
rying on of a trade or business, are not
dealert in stocks or sepurities.

(4) Gain or loss from disposition of
property. (i) There is excluded any
gain or loss: (a) Which is considered as
gain or loss from the sale or exchange
of a capital asset; (b) from the cutting
of timber or the disposal of timber or the
disposal of coal, even though held pri-
marily for sale to customers, if section
117 j.) is applicable to such gain or loss:
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and (c) from the sale. exchange. Invol-
untary conversion, or other disposition
of property If such property is neither
(1) stock in trade or other property of
a kind which would properly be includ-
Ible In Inventory If on hand at the close
of the taxable year. nor (2) property
held primarily for sale to customers In
the ordinary course of a trade or busi-
ness. For the purpose of the special
rule In (c) of this subdivision, it is km-
material whether a gain or loss is treated
as a capital gain or loss or as an ordinary
gain or loss for purposes other than de-
termining net earnings from self-
employment For Instance. where the
character of a loss Is governed by the
provisions of section 117 (j). such loss is
excluded In determining net earnings
from self-employment even though such
loss is treated under section 117 (J) as
an ordinary loss. For the purposes of
this special rule. the term "Involuntary
conversion" means a compulsory or in-
voluntary conversion of property Into
other property or money as a result of
Its destruction In whole or In part. theft
or seizure, or an exercise of the power of
requisition or condemnation or the
threat or imminence thereof: and. the
term "other disposition" Includes the
destruction or loss, in whole or in part.
of property by fire. storm, shipwreck, or
other casualty, or by theft, even though
there is no conversion of such property
into other property or money.

(i) The application of this subpara-
graph may be illustrated by the follow-
ing example:

Ezample. During the taxablo year 1952.
A. who owns a grocery store. realized a net
profit of 81,500 from the sale of groceries
and a gain of $350 from the nole of a
refrigerator cae. During the same year. he
sustained a Ioss of 82.000 as a result of
damage by fire to the store building. In
computing net income, all of these item
are taken Into account In determining net
earnings from celf-employment. however.
only the 81.500 of profit derived from the
sale of groceries is Included. The 8350 gain
and the 82.000 lo= are excluded.

(5) Net operating loss deduction.
The deduction provided by section 23
(s). relating to net operating losses sus-
tained In years other than the taxable
year. is excluded.

(6) Community income-(l) In case
of an individual. If any of the income
derived by an individual from a trade
or business (other than a trade or busi-
ness carried on by a partnership) is
community income under community
property laws applicable to such income,
all of the gross Income, and the deduc-
tions attributable to such income, shall
be treated as the gross income and de-
ductions of the husband unless the
wife exercises substantially all of the
management and control of such trade
or business, In which case all of such
gross income and deductions shall be
treated as the gross income and de-
ductions of the wife. For the purpose of
this special rule, the term "'management
and control" means management and
control in fact, not the management and
control Imputed to the husband under
the community property laws For ex-
ample. a wife who operates a beauty par-
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lor without any appreciable collabora-
tion on the part of her husband will be
considered as having substantially all
of the management and control of such
business despite the provision of any
community property law vesting In the
husband the right of management and
control of community property: and
the Income and deductions attributable
to the operation of such beauty parlor
will be considered the income and de-
ductions of the wife. I

dii) In case of a partnership. Even
though a portion of a partner's distribu-
tive share of the ordinary net income or
ordinary net loss from a trade or busi-
ness carried on by a partnership is com-
munity income or loss under the com-
munity property laws applicable to such
share, all of such distributive share shall
be Included In computing the net earn-
ings from self-employment of such part-
ner: no part of such share shall be taken
Into account In computing the net earn-
ings from self-employment of the spouse
of such partner. In any case in which
both spouses are members of the same
partnership, the distributive share of the
ordinary net Income or ordinary net loss
of each spouse is included in computing
the net earnings from self-employment
of that spouse.

(7) Puerto Rfco-(I) Residents. A
resident of Puerto Rico. whether or not,
a bona fide resident thereof during the
entire taxable year. and whether or not
an alien, a citizen of the United States,
or a citizen of Puerto Rico. shall compute
his net earnings from self-employment
In the same manner as would a citizen
of the United States residing in the
United States. For the purpose of the
tax on self-employment Income, the
gpross income of such a resident of Puerto
Rico also includes Income from Puerto
Ricar sources. Thus, under this special
rule. Income from Puerto Rican sources
will be Included in determining net earl-
ings from self-employment of a resident
of Puerto Rico engaged In the active
conduct of a trade or business in Puerto
Rico despite the fact that. under section
116 C1), such Income may not be taken
Into account for the purpose of the tmces
under sections 11 and 12.

(it) Nonresidents. A citizen of Puerto
Rico who Is also a citizen of the United
States and who is not a resident of
Puerto Rico will compute his net earn-
Ings from self-employment in the same
manner and subject to the same provi-
sions of law and regulations as other
citizens of the United States.

§ 39.481-2 Self-employment income-
Ca) In general. Except for the exclu-
sions in paragraphs (b) and (c) and the
exception In paragraph (d) of this sec-
tion. the term "self -employment in-
come" means the net earnings from self-
employment derived by an individuaL

(b) Maximum self-employment in-
come. The maximum self-employment
income of an individual for any taxable
year (whether a period of 12 months or
less) Is $3.600. If an individual is paid
wages as defined in section 1426 (a), the
maximum is the excess of S3.600 over the
amount of such wages. For example. if
during the taxable year no such wages
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are paid and the individual has $5,000
of net earnings from self-employment,
he has $3,600 of self-employment income
for such taxable year. If, in addition to
having $5,000 of net earnings from self-
employment, such individual is paid
$1,000 of such wages, he has only $2,600
of self-employment income for the tax-
able year. For the purpose of this limi-
tation, the term "wages" includes re-
muneration paid to an employee for
services covered • by an agreement
entered into pursuant to section 218 of
the Social Security Act (42 U. S. C.
418) which section provides for exten-
sion of the Federal old-age and survivors
insurance system to State'and local gov-
ernment employees under voluntary
agreement& between the States and the
Secretary of Health, Education, and
Welfare (Federal Security Administrator
before April 11, 1953)

(c) Minimum net earnings from sell-
employment. Self-employment income
does not include the net earnings from
self-employment of an individual when-
the amount of such earnings for the tax-
able year is less than $400. Thus, an in-
dividual having only $300 of net earnings
from self-employment for the taxable
year would not have any self-employ-
ment income. However, an individual
having net earnings from self-employ-
ment of $400 or more for the taxable
year may have less ,than' $400 of self-
employment income. This would occur
in a case in which the amount of the
individual's net earnings from self-em-
ployment is $400 or more for a taxable
year and the individual also receives
more than $3,200 but less than $3,600 of
wages during that taxable year. For
example, if an individual has net earn-
ings from self-employment of $1,000 for
a taxable year and- also receives wages
of $3,400 during that taxable year, his
self-employment income for that taxable
year is $200.

(d) Nonresident aliens. A nonresi-
dent alien individual never has self-em-
ployment income. For the purpose of
the tax on self-employment income, an
individual who is not a citizen of' the
United States but who is a resident of
the Virgin Islands or of Puerto Rico is
not considered to be a nonresident alien
individual. While a nonresident alien
individual who derives income from a
trade or business carried on within the
United States, Puerto Rico, or the Virgin
Islands (whether by agents or employees,
or by a partnership of which he is a
member) may be subject to the appli-
cable income tax provisions on such in-
come, such nonresident alien individual
will not be surect to the tax on self-em-
ployment Income, since any net earnings
which he may have from self-employ-
ment do not constitute self-employment
income.

§ 39.481-3 Trade or buszness-(a) In
general. It is necessary for an individ-
ual to carry on a trade or business,,either
as an individual or as a member. of a
partnership, in order for him to have net
earnings from self-employment. Except
for the exclusions discussed in para-
graphs (b) (c) (d) (e) and (f) of this
section, the term "trade or business" for
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the purpose of the tax on self-employ-
ment income, shall have the same mean-
ing as when used in section 23. An indi-
vidual engaged in one of the excluded
activities specified in this section may
also beengaged in carrying on a non-
excluded trade or business. Whether or
not he is also engaged in an included
trade or business will be dependent upon
all of the facts and circumstances in the
particular case.

(b) Public oice. The performance
of the functions of a public office does

-not constitute a trade or business. The
term "public office" includes any elective
or appointive office of the United States
or any possession thereof, or of a State
or its political subdivision, or of a wholly
owned instrumentality of any one or
more of the foregoing. For example, the
President, the Vice President, a governor,
a mayor, the Secretary of State, a mem-
ber of Congress, a State representative,
a county commissioner, a judge, a county
or city attorney a marshal, a sheriff, a
register of deeds; or a notary public per-
forms the functions of a public office.

(c) Employees., The performance of
service by an individual as an employee,
as defined in the Federal Insurance Con-
tributions Act (sections 1400 to 1432 In-
clusive, of the Itternal Revenue Code),
with erie exception, does not constitute a
trade or business. The exception is as
follows: Service performed by an indi-
vidual, who has attained the age of 18,
in, and at the time of, the sale of news-
papers or magazines to ultimate consum-
ers, under an arrangement under which
the newspapers or magazines are to be
sold by him at a fixed price, his compen-
sation being based on the retention of the
excess of such price over the amount at
which the newspapers or magazines are
charged to him, whether or not he is
guaranteed a minimum amount of com-
pensation for such.service, or is entitled
to be credited with the unsold news-
papers or magazines turned back, does
constitute a trade or business. As to
when an individual is an employee, see
Regulations 128 (Part 408 of this
chapter) relating to the Federal Insur-
ance Contributions Act.

(d) Indivduals under Railroad Retire-
ment System. The performance of serv-

.ice by an individual as an employee or
employee representative as defined in
section 1532, that is, an individual cov-
ered under the railroad retirement sys-
tem, does not constitute a trade or busi-
ness. As to when an individual is an
employee or employee representative un-
der section 1532, see Regulations 114
(Part 411 of this chapter) relating to the
Railroad Retirement Tax Act.

(e) Ministers or members of religious
orders. The-performance of service by a
duly ordained, commissioned, or licensed
minister of a church in the exercise of
his ministry or by a member of a re-
ligious order in the exercise of duties
required by such order does not con-
stitute a trade or business. The duties
of ministers include the ministration of
sacerdotal functions and the conduct
of religious worship, and the control,
conduct, and maintenance of religious
organizations (including the religious

boards, societies, and other integral
agencies of such organizations), under
the authority of a religious body consti-
tuting a church or church denomination,

(f) Members of certain professions.
(1) The performance of service by an
individual in the exercise of his pro-
fession as a physician, lawyer, dentist,
osteopath, veterinarian, chiropractor,
naturopath, optometrist, Christian
Science practitioner, architect, certified
public accountant, accountant registered
or licensed as an accountant under State
or municipal law, full-time practicing
public accountant, funeral director, or
professional engineer does not constitute
a trade or business. This exclusion ap-
plies only If the Individual meets the
legal requirements, If any, for practicing
his profession in the place where he per-
forms the service. Thus, an accountant
who Is neither certified, registered, nor
licensed but who is publicly engaged In
the practice of accountancy on a full-
time basis in a jurisdiction which re-
quires that an individual engaged in such
practice be certified, registered, or li-
censed is not within the exclusion.

(2) The designations in subparagraph
(1) of this paragraph are to be given
their commonly accepted meaning.
Thus, the term "physician" means an
individual who Is legally qualified to
practice medicine; the term "lawyer"
means an Individual who 18 legally quali-
fied to practice law" and the term "pro-
fessional engineer" means an engineer
legally qualified to practice before the
public in a consulting capacity.

(3) In the case of a partnership en-
gaged in the practice of any of the des-
ignated professions, the partnership
shall not be considered as carrying on
a trade or business for the purpose of the
tax on self-employment income, and
none of the distributive shares of the
ordinary net Income or the ordinary net
loss of such partnership shall be in-
cluded In computing net earnings from
self-employment of any member of the
partnership. On the other hand, where
a partnership is engaged in a trade or
business not within any of the designated
professions, each partner must include
his distributive share of the ordinary
net income or the ordinary net loss of
such partnership In computing his net
earnings from self-employment, ir'o-
spective of whether such partner Is also
engaged in the practice of one or more
of such professions and contributes his
professional services to the partnership,

§ 39.481-4 Employee and wages. For
the purpose of the tax on self-employ-
ment income, the term "employee" and
the term "wages" shall have the same
meaning as when used In the Federal
Insurance Contributions Act, For an
explanation of these terms, see Regl-
lations 128 (Part 408 of this chapter)

§ 39.482 Statutory provtisions; re-
turns for tax on self-employmcni in-
come; cross references.

Szc. 482, Miscellancous, provistons-(a)
Returns. Every individual (other than v
nonresident alien Individual) having nt
earnings from self-employment of $4Q) e I
more for the taxable year shall make a
*turn containing such information for i

§ 39.481-3
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purpose of carrying out the provisions of this
subchapter as the Qpmmissioner, with the
approval of the Secretary, may by regula-
tions prescribe. Such return shrall be con-
sidered a return required under section 51
Ka). In the case of a husband and wife
filing a joint return under section 51 (b),
the tax umposed by this subchapter shall not
be computed on the aggregate Income but
shall be the sum of the taxes computed 'un-
der this subchapter on the 'separate self-em-
ployment ncome of each spouse.

(b) Title of subchapter- This subchapter
may be dited as the "Self-Employment Con-
tributions Act."

(c) Effective date -n case of-Puerto Flo.
Tbr effective date In case lof Puerto lico, see
section 3810.

(d) Collection of taxes -n Virgin Islands
and Puerto Ewe. For provisions relating to
collection of taxes in Virgin Islands and
Puerto Rico, see section 3811.

[Sec. 432 as added by sec. 208 (a), Social
Security Act Amendments 1950]

§ 39.482-1 Returns-(a) In general.
Every individual, other than a nonresi-
dent alien, having net earnings from
self-employment of 8400 or more for the
taxable year shall make a Teturn on
Form 1040 in accordance with the in-
structions thereon, or issued therewith,
and the provisions of the regulations ap-
plicable thereto. Such return shall be
considered a return -equired under sec-
tion 51 (a), and the provisions applicable
to returns under section 51 (a) shall be
applicable to this return. This return
will be required if there is self-employ-
nent income even though the individual

-may not be required to make a return
for the purpose of the taxes imposed by
sections 11 and -12.

(b) Jomt returns. (1) In the case of
a husband and wife filing a joint return
under section 51 (b) the tax on self-
employment income is computed on the
separate self-employment income of

'each spouse, and ndt on the aggregate
of the two amounts. The requirement
of section 51 fb) that in the case of a
joint return the tax is computed on the
aggregate income of the spouses is not
applicable with respect to the tax on
self-employment income. Where the
husband and wife each has net earnings
from self-employment of $400 or more,
it will be necessary for each to complete
separately a schedule C of :Form 1040
withrespect to such net earnings, despite
the fact that a joint return is filed. If
the net earnings from -elf-employment
of either the husband or the wife are less
than $400, such net earnings are not
subject to the tax on self-employment
income, even though they must be shown
on the joint return for the -purpose of
the taxes imposed by sections 11 and 12.
--- (2) Except as otherwise expressly pro-
vided, section 51 (b) asapplicable to the
return of the tax on self-employment
income; therefore, the liability with re-
spect to such tax in the case of a joint
return is joint and several.

(c) Soczal security account numb erzs.
Every individual making a return of net
earnings from self-employment is re-
quired to show thereon his social secu-
rity account number, or, if he has no
such account number, to make applica-
tion therefor on Form SS-5 before the
filing of such return. However, the
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failure to apply for a social security ac-
count number will not excuse the Indi-
vidual from the xequirement that he
file such return on or before the due
date thereof. Form SS-5 may be ob-
tained from any field office of the Social
SecurityAdministration orfrom any dis-
trict director of internal revenue. The
application on Form SS-5 sball be filled
with the field office of the Social Security
Administration nearest the legal resl-
dence or principal place of businezs of
such individual, or if he has no legal
residence or principal place of busine
within the United States; Puerto Rico,
or the Virgin Islands, with the office of
the Social Security Administration at
Baltimore, Maryland. An individual
who has previously secured a social re-
curity account number as an employee
shall use that account number on -his
return of net earnings from self-employ-
ment.

SUBPART E,-PERSN7AL HOLDMG COMM=as
(Smuixxs A, CnAPTEn 2, IiXEuIL
R VENUE CODE)
§ 39.500 Statutoryj provisions; surtax

-ion personal holding companies.
Sc 00. Surtax on pzrsonal holding com-

,panics. There shall be levied. collected, and
pad, for each taxable year beginning after
December 31, 1938, upon the 'undistributed
subchapter A net income of every personal
holding company (in addition to the taxes
Imposed by chapter 1) a surtax equal to the
sum of the following:

(1) 75 .per centum of the amount thereof
not In excess of $2.000; plus

(2) S5 per centum of the amount thereof
In excess of $2,000.
[Sec. 500 as amended by sec. 203, Rev. Act
1940; see. 110 (a), Rtev. Act 1941; cme 181,
Rev. Act 19421

§39.500-1 Surtax on personal h olding
compantes. (a) Section 500 impoes (In
addition to the taxes imposed by chapter
1) a graduated income tax or surtax
upon corporations classified as personal
holding companies and, under the cir-
cumstances specified in section 501 (c),
upon an affiliated group of railroad cor-
porations. Corporations so classified
are exempt from the surtax on corpora-
tions improperly accumulating surplus
imposed by section 102, but are not
exempt from the other taxes Imposed by
chapter 1. Unlike the surtax imposed
by section 102, the surtax imposed by
section 500 applies to all personal hold-
img companies defined as such n section
501 and § 39.501-1, regardless of whether
or not they were formed or availed of to
accumulate earnings or profits for the
purpose of avoiding surtax upon share-
holders. The surtax Imposed by section
500 is 75 percent of the amount of the
undistributed subchapter A net income
not in excess of $2,000, and 85 percent of
the amount of the undistributed sub-
chapter A net income in excess of $2,000.
F or the alternative tax where the net
long-term gain for any taxable year ex-
ceeds the net short-term capital lozs, see
section 117 (c) and the regulations
thereunder.

(b) A foreign corporation, whether
resident or nonresident, which is classi-
fled as a personal holding company
under section 501 (not including a for-
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elgn personal holding company as de-
fined In section 331) is subject to the tax
Imposed by section 500 with respect to
its income from sources within the
United Statea even though such income
is not fixed or determinable annual or
periodical income specified in section 231
(a). See section 119. The term "per-
sonal holding company," as used in sub-
chapter A of chapter 2, does not include
a foreign corporation if (1) its gross in-
come from sources within the United
States for the period specified in ssction
119 (a) (2) (B) is less than 50 percent
of its total groms income from all sources
and (2) all of Its stock outstanding dur-
Ing the last half of the taxable year Is
owned by nonresident alien individuals,
whether directly or indirectly through
other foreign corporations.

0 39.501 Statutory proviszons; definz-
tton of personal holding company.

Sec. 501. Def nition of psrronoa haftding
company--(a) Gencral rule. For the pur-
pse of this subchapter and chapter 1, the
term "perzoa m holding company" means any
corporation If-

(1) Gros income requirement. At le-at
ZO per centum of its gross income for the
taxable year Is pr=onal holding comuy
Jncome as deflned In sectlon 502; but if the
corporation Is a persconal holding company
with respect to any taxable year bezinning
after December 31. 1936, then, for each sub-
sequent taxable year, the minimum per-
centae shall be '70 per cantum In lieu of 63
per centum. until a taxable year during the
whole of the 1at bar of which the stccl:
ownermip required by paragraph (2) doea
not ex sat, or until the expiration of three
con-ecutive taxable years In each of which
less than 70 per centum of the Paoss Income
Is paeconal holding company ncome; and

(2) Stoc: ozsnerslhp requirement. At any
time.during the la t half of the taxbIe year
more than S0 par cantum in value of its out-
standing zcas Iz owned, directly or In-
directly, by or for not more than five
Individuals.

(b) Exceptionz. The term "personal hzid-
Ing company" d= not Include--

(1) A corporation exempt from tatiozn
under section 101.

(2) A bank as defined In section 104.
(3) A life Insurance company.
(4) A surety company.
(5) A foreign personal holding company

as defined In rection 33L
(6) (A) A llcenzed perzonal finance com-

pany under State supervision, 60 per czntum
or more of the gross income of which I-
lawful interest received from loanz made
to individuals In accard=ce with the pro-
visiUns of applicable State law if at least CC)
per centum of such gro: income is l--ful
intere t (1) received from ndividul- each
of whose ndebtcdne to such company did
not at any time during the taxable year
exceed In principal amount the limit pre-
ctribed for emnal loans by such law (or, if
there Is no ouch limit, 800), and (ii) nat
payable in advauce or compounded and com-
puted only on unpaid balances, andIf the
loan to a pa=en. who I, a shareholder in
ruch company during the taxable year by
or for whom 10 per centum or more In value
of it- Dutstanding sto-eb is owned directly
or Indirectly (including In the case of zan
Individual. rtocl owned by the members
of his family as defined In section 503 (a)
(2)), outstanding at any time during such
year do not exceed 5,000 In princig
amount; and

(B) A lending company. not otherwize
excepted by sectlon 591 (b), authoreizd to
engage in the small loan busines under oze

§ 39.501
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or more State statutes providing fcr the
direct regulation of such business, 80 per
centum or more of the gross income of which
Is lawful interest, discount or other author-
ized charges (1) received from loans matur-
ing in not more than thirty-six months made
to individuals in accordance with the pro-
visions of applicable State law, and (ii)
which do not, in the case of any individual
loan, exceed in the aggregate an amount
equal to simple interest at the rate of 3 per
centum per month not payable in advance
and computed only on unpaid, balances, if
at least 50 per centum of the gross income is
lawful interest, discount" or other authorized
charges received from individuals each of
whose indebtedness to such company did not
at any time during the taxable year exceed
in principal amount the limit prescribed
for small loans by such law (or, if there is
no such limit, $500), and if the deductions
allowed to such company under. section 23
(a) (relating to expenses), other than for
compensation for personal services rendered
by shareholders (including members of the
shareholder's family as described in section
503 (a) (2)) constitute 15 per centum or
more of its gross income, and the loans to
a person, who is a shareholder in-such com-
pany during the taxable year by or for whom
10 per centum or more in value of its out-
standing stock is owned directly or indirectly
(including in the case of an individual,
stock owned by the members, of his family
as defined in section 503 (a) (2)), outstand-
ing at any time during such year do not
exceed $5,000 in principal amount.

(7) A -loan or investment corpordtion, a
substantial part of the business, of which
consists of. receiving funds not subject to
check and evidenced by installment or fully
paid certificates of indebtedness or invest-
ment, and making loans and discounts, and
the loans to a person who'is a shareholder
in such corporation during such. taxable
year by or for whom 10 per centum or more
in value of its outstanding- stock is owned
directly or indirectly (including in the case
of an individual, stock owned by the mem-
bers of his family as defined in. section. 503
(a) (2)) outstanding at any time during
such year do not exceed $5,000 in principal
amount.

(8) A finance company, actively and reg-
ularly engaged in the business of purchasing.
or discounting accounts or notes receivable
or installment obligations, or making'loans
secured by any of the foregoing or by
tangible personal property, at least 80 per
centum of' the gross income of which is de-
rived from such business in accordance with
the provisions of applicable State law or does
not constitute personal holding company
income as defined in section 502, if 60 per
centum of the gross income is derived from
one or more of the following classes of
transactions:

(A) Purchasing or discounting accounts
or notes receivable, or installment obliga-
tions evidenced or secured by contracts of
conditional stle, chattel mortgages, or
chattel lease agreements, arising out of the
sale of goods or services in the course of the
transferor's trade or business;

(B) Making loans, maturing in not more
than thirty-six months, to, and for the busi-
ness purposes of, persons engaged In trade
or business, secured by-

(i) Accounts or notes receivable, or install-
ment obligations, described In subparagraph
(a) above;

(i) Warehouse receipts, bills of lading,
trust receipts, chattel mortgages, ballments,
or factor's liens, covering or evidencing the
borrower's inventories;

(ii) A chattel mortgage on property used
in the borrower's trade or business;

except loans to any single borrower which
for more than ninety days in the taxable
year of the company exceed 15 per centumn

§ 39.501-1

of the average. funds employed by the com-
pany during such taxable year;

(C) Making loans, in accordance with the
provisions of applicable State law, secured by
chattel mortgages on tangible personal prop-
erty, the original amount of each of which is
not less than the limit referred to in, or
prescribed by, subsection (b) (6) (A) (i),
and the aggregate principal. amount of which
owing by any one borrower to the company
at any time during the taxable year of the
company does not exceed $5,000; and

(D) If 30 per centum or more of the gross
income of the company is derived from one or
more of the classes of traeisactions described
in subparagraphs (A), (B) and (C) of this
paragraph, purchasing, discounting, or.lend-
ng upon the security of, installment obli-
gations of individuals where the transferor
or borrower acquired such obligations either
,in transactions of .the classes described in
subparagraphs (A)- and- (C) of this para-
graph or as a result of loans-made by such
transferor or borrower. in accordance with
the provisions of clauses.(i) and (Hi) of para-
graph 6 (A) or of clauses (i) and (i) of
paragraph 6 (B) of this subsection, -if the
funds so supplied at all times bear an. agreed
ratio to the unpaid balance of the assigned
installment obligations; and documents evi-
dencing such.' obligations are held by the
company;

provided that the deductions allawable-under
subsection 23 (a) (relating to expenses),
other than compensation for 'personal, serv-
.ices rendered by shareholders (including
members of the- shareholder's family as de-
scribedhi section 503 (a) (2)), constitute. 1i
per centumor more of the gross income, and
that loans to a person who is a shareholder
in such- company during such taxable year
-by or for- whoma 10 .per centum or more In.
value of its outstanding-stock s owned di-
rectly or indirectly (including in the case of
an individual, stock owned by memberm of
his family as defined in section, 503 (a) (2))
outstanding at any time during such year
-do not exceed $5,000 in principal amount,

(c) Corporations maktg consolidated ir-
turns. If the common parent corporation
of an affiliated group of corporations mak-
Ing a consolidated return under the pro-
visions of section 141 satisfies- the stock
ownership requirement provided in section
501 (a) (2), and the income of such.af[hated
-group, determined as provided in section
141, satisfies, the gross, Income. requirement
provided in section 501 (a) (1), such al!li-
ated group shall be subject to the surtax
imposed by this subchapter. The preceding
sentence shall apply only if the common
parent corporation is a common parent of
an affiliated group of railroad corporationS,

'which would be eligible to file consolidated
returns-under section 141 prior to its amend-
ment by the Revenue Act of 1942.

[Sec. 501 as amended by secs. 182 (a), 183,
Rev. Act 1942, Public Law 680 (81st Cong.) ]

§ 39.501-1 Definition of personal
holding company. (a) A personal hold-
ing company is any corporation (other
than a corporation specified in section
501 (b)) which for the taxable year
meets (1) the gross income require-
ment specified in § 39.501-2, and (2) the
stock ownership requirement specified in
§ 39.501-3. Both requirements must be
satisfied and both must be met with re-
spect to each taxable year.

(b) Section 501 (b) provides that the
term "personal holding company" does
not include: (I) Corporations exempt
from taxation under section 101, (2) a
bank as defined in section 104, (3) a life
insurance company, (4) a surety com-

pany, (5) a foreign personal holding

company as defined in section 331, (6) a
loan or investment corporation as de-
fined in section 501 (b) (7), (7) a li-
censed personal finance company as
defined in section 501 (b) (6) (A), (8
a lending company as defined in section
501 (b) (6) (3) or (9) a finance com-
pany (whether or not previously classi-
fled as a personal holding company) as
defined in section 501 (b) (8)

§ 39.501-2 Gross income requirement.
(a) To meet the gross income requiro-
ment, it is necessary that either of the
following percentages of gross income of
the corporation for the taxable year be
personal holding company income as
defined in section 502:

(1) 80 percent or more; or
(2) 70 percent or more if the corpora-

tion has been classified as a personal
holding company for any taxable year
beginning after December 31, 1936,
unless-

(i) A taxable year has intervened
since the last taxable. year for which it
was so classified, during no part of the
last half of which the stock ownership
Tequirement specified in section 501 (a)
(2) exists; or

(i1) Three consecutive years have in-
tervened since the last taxable year for
which it was so classified, during each
of which its personal holding company
income was less than 70 percent of its
gross Income.

(b) In determining whether the per-
-sonal holding company income is equal
to the required percentage of the total
gross Income, the determination must
not be made upon the basis of gross re-
ceipts, since gross Income is not synon-
ymous with gross receipts, For a fur-
ther discussion of what constitutes
"gross Income," see section 22 (a) and
the regulations thereunder.

§ 39.501-3 Stock ownership require-
ment. (a) To meet the stock ownership
requirement, it is necessary that at some
time cquring the last half of the taxable
year more than 50 percentin value of the
outstanding stock of the corporation be
owned, directly or indirectly, by or for
not more than five Individuals. For
such purpose, the ownership of the stock
must be determined as provided in sec-
tion 503 and the regulations thereunder.

(b) In the event of any change in the
stock outstanding during the last half of
the taxable year, whether in the number
of shares or classes of stock, or whether
in the ownership thereof, the conditions
existing immediately prior and subse-
quent to each change must be taken into
consideration.

(c) Indetermining whether the statu-
tory conditions with respect to stock
ownership are present at any time during
the last half of the taxable year, the
phrase "in value" shall, in the light of all
the circumstances, be deemed the value
of the corporate stock outstanding at
such time (not Including treasury stock)
This value may be determined upon the
basis of the company's net worth, earn-
ing and dividend paying capacity, ap-
preciation of assets, together with such
other factors as have a bearing upon the
value of the stock. If the value of the
stock is greatly at variance with that re-
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flected by the corporate books, the evi-
dence of such value should be filed with
the return. In any case where there are
two or more classes of stock outstanding,
the total value of all the stock should be
allocated among the different classes
according to the relative value of each
class therem.
(d) The rules stated in paragraphs

(b) and (c) of this section are equally
applicable in determining the stock
ownership requirement specified in sec-
tion 502 (e) relating to personal service
-contracts, and in section 502 (f), relating
to the use of corporation property by a
shareholder. The stock ownership re-
quirement specified in these sections re-
lates, however, to the stock outstanding
at any time during the entire taxable
year and not merely during the last half
thereof.

§ 39.502 Statutory provisions; per-
sonal holding company income; defini-
tion.

Sin. 502. Personal holding company in-
come. For the purposes of this subchapter
the term "personal holding company Income"
means the portion of the gross income which
consists of:

(a) Dividends, Interest (other than Inter-
est constituting rent as defined In subsection
(g)). royalties (other than mineral, oil, or
gas royalties), annuities.

(b) Stock and securities transactions.
Except In the case of regular dealers in stock
or securities, gains from the sale or exchange
of stock or securities.
(c) Commodities transactions. Gains

from futures transactions in any commodity
on or subject to the rules of a board of trade
or commodity exchange. This subsection
shall not apply to gains by a producer, proc-
essor, merchant, or handler of the commodity
which arise out of bona fide hedging trans-
actions reasonably necessary to the conduct
of Its business In-the manner In which such
business Is customarily and usually con-
ducted by others.
(d) Estates and trusts. Amounts in-

cludible In computing the net income of the
corporation -under Supplement E of chapter
1; and gains from the sale or other disposi-
tion of any interest m an estate or trust.

(e) Personal service contracts. (1)
Amounts received under a contract under
which the corporation is to furnish personal
services; if some person other than the cor-
poration has the right to designate (by
name or by description) the individual who
is to perform the services, or if the indi-
vidual who is to perform the services is
designated (by name or by description) In
the contract. and (2) amounts received
from the sale or other disposition of such
a contract. This subsection shall apply with
respect to amounts received for services
under a particular contract only If at some
time during the taxable year 25 per centum
or more in value of the outstanding stock of
the corporation Is owned, directly or indi-
rectly. by or for the individual who has per-
formed, is to perform, or may be designated
(by name or by description) as the one to
perform, such services.

(f) Use of corporation property by share-
wUlers. Amounts received as compensation
(however designated and from whomsoever
received) for the use of, or right to use,
property of the corporation in any case where,
at any time during the taxable year, 25 per
centum or more In value of the outstanding
stock of the corporation Is owned, directly
or indirectly, by or for an individual en-
titled to the use of the property; whether
such right is obtained directly from the cor-
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poration or by means of a &ublease or other
arrangement.

(g) R=ts. Rents, unles constItuting 0
per centum or more of the groza Income. For
the purposes of this vubecton the term
"rents" means compensation, however de-I-g-
nated, for the use of, or right to uce, property,
and the Interest on debts owed to the cor-
poration, to the extent such debts reprezent
the price for which real property held pri-
marily for sale to customers In the ordinary
course of tp trade or bualne= was rold or
exchanged by the corporation; but dce not
Include amounts constituting perconal hold-
ing company Income under subsectlon (f).

(h) Mineral, oil, or gas rwjaltics. l ineral,
oil, or gas royalties. unless (1) constituting
50 per centum or more of the eros income,
and (2) the deductions allowable under c=c-
tion 23 (a) (relating to expenses) other than
compensation for permonal rervicea rendered
by shareholders, constitute 15 per centum or
more of the gross income.

§ 39,502-1 Personal holding company
income. The term "personal holding
company income" means the portion of
the -gross income which consists of the
following:
(a) Dimdends. The term "dividends"

includes dividends as defined In section
115 (a) and amounts required to be in-
eluded in gross income under section
337 b). See § 39.115 Ca)-1.
(b) Interest (other than interest con-

stituting rent). The term "nterest"
means any amounts, includible In gross
income, received for the use of money
loaned except that it does not include
interest constituting rent (see paragraph
() of this section).
(c) Royalties (other than mineral, oil,

or gas royalties). The term "royalties"
includes amounts received for the privi-
lege of using patents, copyrights, secret
processes and formulas, good will, trade
marks, trade brands, franchises, and
other like property. It does not Include
rents, or overriding royalties received by
an operating company. As used in this
paragraph the term "overrlding royal-
ties" means amounts received from the
sublessee by the operatinig company
which originally leased and developed
the natural resource property in respect
of which such overriding royalties are
paid.

(d) Annuities. The term "annuities"
includes annuities only to the extent
includible in the computation of gross
income. (See section 22 (b) (2),)
(e) Gains from the sale or exchange

of stock or securities. The term "gains
from the sale or exchange of stock or
securities" as used in section 502 (b)
applies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or ex-
change of stock or securities includible
in gross income. The term "stock or
securities" as used In section 502 (b)
includes shares or certiflcates of stoel:,
or interest In any corporation (including
any joint-stock company, insurance
company, association, or other organiza-
tion classified as a corporation by the
Internal Revenue Code) certificates of
interest or participation in any profit-
sharing agreement, or in any oil, gas, or
other mineral royalty, or leace, collateral
trust certificates, voting trust certifi-
cates,, stock rights or warrants, bonds,

debenture%, certiflcat-s of indebtednass,
notes, car trust certificates, bills of ex-
chanze, obligations Issued by or on behalf
of a Government, State, Territory, or
political subdivision thereof. In the caze
of "regular dealers n stool: or securities"
the term does not include gains derived
from the sale or exchane of steel: or
securities made n the normal cour-e of
business. The term "regular dealer in
stock or securities" means corporations
with an established place of buziness
re,-ularly engaged In the purchase of
stock or securities and their resale to
customers, but such corporations are not
dealers with respect to stock or securities
held for speculation or investment.

(f) Gafns from futures transactions
commodities. Gains from futures trans-
actions In commodities include gans
from futures transactions in any com-
modity on or subject to the rues of a
board of trade or commodity exchange,
but do not include gains from cash trans-
actions or gains by a producer, precessor,
merchant, or handier of the commodity,
which arise out of bona fide hedging
transactions reasonably necessary to the
conduct of Its busines In the manner in
which such business Is customarily and
usually conducted by others. In generJ,
personal holding company income in-
clude3 gains on futures contracts which
are speculative. Futures contracts rep-
resenting true hedges against price fluc-
tuations in spot goods are not speculative
transactions, though not concurrent with
spot transactions. Futures contracts
which are not hedges against spot trans-
actions are speculative unless they are
hedges against concurrent futures or for-
wa sales or purchases.

(g) Income from estates and trusts.
The income from estates and trusts
which Is to be Included in personal hold-
Ing company income conslsts of the in-
come from estates and trusts which is re-
quired to be included In the gross icoma
of the corporation under sections IGI to
169, inclusive, together with the gains
derived by the corporation from the sale
or other disposition of any Interet in an
estate or trust.

(h) Amounts received under persoral
service contracts. (1) Amounts nclud-
Ible in personal holding company Income
as amounts received under personal ewv-
ice contracts consist of amounts received
pursuant to a contract under -which the
corporation Is to furnish personal serv-
lees, and amounts received from a sale or
other disposition of such a contract, If-
() Some person other than the cor-

poration has the right to designate (by
name or by description) the Individual
who is to perform the services, or if the
individual who is to perform the services
Is designated (by name or by descrip-
tion) In the contract; and

(II) At some time during the taxable
year 25 percent or more In value of the
outstanding stoc of the corporation is
owned, directly or Indirectiy, by or for
the individual who has performed, is to
perform, or may be designated (by name
or by description) as the one to perform,
such services. For this purpose the stock
ownership must be determined as pro-

§ 39_502-7
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vided in section 503 and the regulations
thereunder and § 39.501-3 (d)

(2) The application of section 502 (e)"
may be illustrated by the following
examples:

Example (1). A, whose profession is that
of an actor, owns all of the outstanding
capital stock of the M Corporation. The U
Corporation entered into a contract with A
under which A was to perform personal serv-
ices for the person or persons whom the Id
Corporation might designate, in considera-
tion of which A was to receive $10,000 a year
from the IM Corporation. The M Corporation
entered into a contract with the 0 Corpora-
tion in which A was designated to perform
personal services for the 0 Corporation in
consideration of which the 0 Corporation
was to pay the Ud Corporation $500,000 a
year. The $500,000 received by the MI Cor-
poration from the 0 Corporation constitutes
personal holding company income.

Example (2). The N Corporation, the en-
tire outstanding capital stock of which is
owned by four individuals, is engaged in
engineering. The N Corporation entered
Into a contract with the 0 Corporation to
perform engineering services for the 0 Cor-
poration, in consideration of which the 0
Corporation was to pay the N Corporation
$50,000. The individual who was to perform
the services was not designated (by name or'
by description) in the contract and no one
but the N Corporation had the right to desig-
nate (by name or by description) such indi-
vidual. The $50,000 received by the N Cor-
poration from the 0 Corporation does not
constitute personal holding company income.

(I) Compensation for use of property.
The compensation for the use of, or the
right to use, property of, the corporation
which is to be included in personal hold-
ing company income consists of amounts
received as compensation (however des-
ignated and from whomsoever received)
for the use of, or the right to use, prop-
erty of the corporation in any case in
which, at any time during the taxable
year, 25 percent or more in value of. the
outstanding stock of the corporation is
owned, directly or indirectly by or for
an individual entitled to the use of the
property whether such right is obtained
directly from the corporation or by
means of a sublease or other arrange-
ment. The property may consist of-a
yacht, a city residence, a country house,
or any other kind of property. See sec-
tion 503 and the regulations thereunder
and § 09.501-3 (d)

(j) Rents (including interest consti-
tuting rent) The rents which are to be
included in personal holding company
income consist of compensation, however
designated, including charter fees, etc.,
for the use of, or the right to use, real
property, or any other kind of property
and the interest on debts owed to the
corporation, to the extent such debts
represent the price for which real prop-
erty held primarily for sale to customers
in the ordinary course of its trade or
business was sold or exchanged by the
corporation, but do not include amounts
constituting personal holding company
income under section 502 (f) and para-
graph (I) of this section. However,
rents do not constitute personal holding
company income if constituting 50 per-
cent or more of the gross income of the
corporation.

(k) Mineral, oil, or gas'royalties. (1)
The income from mineral, oil, or gas

§ 39.503 (a)

royalties is to be included as personal
holding company income, unless the ag-
gregate amount of such royalties consti-
tutes 50 percent or more of the gross
income of the corporation for the taxable
year and the aggregate amount of deduc-
tions allowable for expenses under sec-
tion 23 (a) (other than compensation
for personal services rendered by the
shareholders of the corporation) equals
15 percent or more of the gross income
of the corporation for the taxable year.

(2) The term "mineral, oil, or gas roy-
alties" means all royalties, except over-
riding royalties, received from any
interest in mineral, oil, or gas properties.
The term "mineral" includes the mm-
eralsspecified in § 39.23 (m)-1 (d) As
used in this subparagraph the term
"overriding royalties" means amounts re-
ceived from the sublessee by the operat-
ing company which origmally leased and
developed the natural resource property
in respect of which such overriding roy-
alties are paid.

§ 39.503 (a) Statutory provmsons;
constructive stock ownership.

SEC. 503. Stock ownership-(a) Construc-
tive ownership. For the purpose of deter-
mining whether a corporation Is a personal
holding company, insofar as such determina-
tion is based on stock ownership under sec-
tion 501 (a) (2), section 502 (e), or section
502 (f)-

(1) Stock not owned by individual. Stock
owned, directly or indirectly, by or for a cor-
poration, partnership, estate, or trust shall
be considered as being owned proportionately
by Its shareholders, partners, or beneficiaries.

(2) Family and partnership ownership.
An individual shall be considered as owning
the stock owned, directly or indirectly, by
or for his family -or by or for his partner.
For the purposes of this paragraph the
family of an individual includes only his
brothers and sisters (whether by the whole
or half blood), spouse, ancestors, and lineal
descendants.

(3) Options. If any person has an option
to acquire stock such stock shall be consid-
ered as owned by such person. For the
purposes of this paragraph an option to ac-
quire such an option, and each one of a series
of such options, shall be considered as an
option to acquire such stock.

(4) Application of family-partnership and
option rules. Paragraphs (2) and (3) shall
be applied:

(A) Forthe purposes of the stock owner-
ship requirement provided In section 501
'(a) (2), if, but only if, the effect is to make
the corporation a personal holding company;

(B) For the purposes of section 502 (e)
(relating to personal service contracts), or
of section 502 (f) (relating to the use of
property by shareholders), if, but only if,
the effect is to make the amounts therein
referred to Includible under such subsection
as personal holding company income.

(5) Constructive ownership as actual on-
ershp. Stock constructively owned by a
person by reason of the application of para-
graph (1) or (3) shall, for the purpose of
applying paragraph (1) or (2), be treated as
actually owned by such person; but stock
constructively owned by an individual by
reason of the application of paragraph (2)
shall not be treated as owned by him for
the purpose of again applying such para-
graph in order to make another the con-
structive owner of such stock.

(6) Option rule in lieu of family and part-
nership rule. If stock may be considered as
owned by an individual under either para-
graph (2) or (3) it shall be considered as
owned by him under paragraph (3).

§ 39.503 (a)-1 Stock ownership. For
the purpose of determining whether-

(a) A corporation Is a personal hold-
Ing company, in so far as such detorml-
nation is based on the stock ownership
requirement specified In section 501 (a).,
(2) and § 39.501-3, or

(b) Amounts received under a per-
sonal service contract or from the sale
of such a contract constitute personal
holding company income In so far as
such determination is based on the stock
ownership requirement specified in sec-
tion 502 (e) and paragraph (h) of
§ 39.502-1, or

(c) Compensation for the use of
property constitutes personal holding
company income in so far as such de-
termination is based on the stock owner-
ship requirement specified In section
502 (f) and paragraph (i) of § 39,502-1,
stock owned by an individual Includes
stock constructively owned by him as
provided in section 503. For such pur-
pose constructive ownership of stock
shall be determined and applied In ac-
cordance with the rules provided In sec-
tion 503 and the regulations thereunder.
All forms and classes of stock, however
denominated, which represents the Inter-
ests of shareholders, members, or bene-
ficiaries in the corporation shall be taken
into consideration.

§ 39.503 (a)-2 Stock not owned by
individual. In determining the owner-
ship of stock for any of the purposes set
forth in § 39.503 (a)-I, stock owned, di-
rectly or indirectly, by or for a corpora-
tion, partnership, estate, or trust shall
be considered as being owned propor-
tionately by Its shareholders, partners,
or beneficiaries, For example, if A and
B, two Individuals, are the exclusive and
equal beneficiaries of a trust or estate,
and If such trust or estate owns the en-
tire capital stock of the M Corporation,
and if the M Corporation In turn owns
the entire capital stock of the N Corpora-
tion, then the stock of both the M Cor-
poration and the N Corporation shall be
considered as being owned equally by
A and B as the Individuals owning the
beneficial interest therein. See also
§ 39.503 (a)-6,

§ 39.503 (a)-3 Family and partner-
ship ownership. (a) In determining the
ownership of stock for any of the pur-
poses set forth in § 39.503 (a)-1, an indi-
vidual shall be considered as owning the
stock owned, directly or indirectly, by or
for his family or by or for his partner.
For the purposes of such determination
the family of an individual Includes only
his brothers and sisters (whether by the
whole or half blood) spouse, ancestors,
and lineal descendants.

(b) The application of the family and
partnership rule in determining the
ownership of stock for the purpose sob
forth in § 39.503 (a)-1 (a) Is illustrated
by the following example:

Example. The M Corporation at romo
time during the last half of the taxabl0 year,
had 1,800 shares of outstanding stock, 450
of which were held by various Individuals
having no relationship to one another and
none of whom were partners, and the to-
maining 1,350 wero held by 51 sharcholors
as follows:
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elationsbips Shares Shares Shares Ghana Shares

Ansdivid a A 10 B 20 0 23 D 2D E 0
H h .AF 10 BF 10 OP I0 DF I0 Er 20

-His w- - . W 10 BW 40 OW 40 DVI 40 EW 4
Eisbrother --- --. B :O BB 10 CB 10 DB I0EB 10Hisso.--------.. ------- -AS 10 BS 40 CS 40 DS 40 ES 40
HiS daughter by former marriage (son'sI blf-siter)~ .......... ....... ASES 10 BSHS 40 CSHS 40 DSIIB 40 E-SHS 40.

IHis brother'sife-----------.. ABW 10 BBW 10 CBW 10 D1I3 1IW EBW 10
His wife's father ----------------- AWF 10 BWF 10 CWF 110 DWT 10 E.VI 10
His wire's brother ------------.---- AWB 10 BWB 10 CVWB 10 DWB 10 E171 10
His wife's brother's wife ----- AWBW 10 BWBW 10 OVIJW 10 DWIW 10 ENBW 110
Individual's partner - 10------ -_--_ _ 10

By applying the statutory rule provided in
section 503 (a) (2) five individuals own more
than 50 percent of the outstanding stock as
follows:

A (Including A.F, AW, AB, AS, ASHS,
AP) ---------------------- 160

B (including BF, BW, BB, BS, BSHS) -_ 160
CNW (including C. CS, CW', OWB)__- 220
DB (including D, D', DBW) - -- 200
EWB (including EW, EWF, EWBW) .... 170

Total, or more than 50 percent. 910

Individual A represents the obvious case
where the head of the family owns the bulk
of the family stock and naturally is the head
of the group. A's partner owns 10 shares of
the stock. Individual B represents tfle case
where he Is still head of the group because of
the ownership of stock by his Immediate
family. Individuals C and D represent cases
where the individuals fall In groups headed
In C's case by his wife and in D's case by his
brother because of the preponderance of
holdings on the part of relatives by mar-
riage. Individual E represents the case
where the preponderant holdings of others
eliminate that individual from the group.

(c) The method of applying the fam-
ily and partnership rule as illustrated in
the foregoing example also applies in
determining the ownership of stock for
the purposes stated in § 39.503 (a)-l
(b)

§ 39.503 (a)-4 Options. In determin-
Ing the ownership of stock for any of
the purposes set forth in § 39.503 (a)-i,
if any person has an option to acquire
stock, such stock may be considered as
owned by such person. The term
"option" as used in this section includes
an option to acquire such an option and
each one of a series of such options, so
that the person who has an option on an
option to acquire stock may be con-
sidered as the owner of the stock.

§ 39.603 (a)-5 Applicat ion of family-
partnershrp and option rules. The faro-
Ry and partnership rule provided in sec-
tion'503 (a) (2) and § 39.503 (a)-3 and
the option rule provided in section 503
(a) (3) and § 39.503 (a)-4 shall be ap-
plied-

(a) For the purpose stated in § 39.503
(a)-1 (a) if, but only if, the effect of
such application is to make the corpora-
tion a personal holding company, or

(b) For the purpose stated in § 39.503
(a)-1 (b) if, but only if, the effect of
such application is to make the amounts
received under a personal service con-
tract or from the sale of such a contract
personal holding company income, or

(c) For the purpose stated in § 39.503
(a)-I (c) if, but only if, the effect of
such application is to make the com-
pensation for the use of the property
Personal holding company income.

The family and partnership rule and the
option rule must be applied independ-
ently for each of the purpozes stated
in § 39.503 (a)-l.

§ 39.503 (a)-6 Constructive owner-
ship as actual ownership. (a) In deter-
mining the ownership of stock for any of
the purposes set forth In § 39.503 (a)-l-

(1) Stock constructively owned by a
person by reason of the application of
the rule provided in section 503 (a) (1),
relating to stock not owned by an Indi-
vidual (see § 39.503 (a)-2) shall be con-
sidered as actually owned by such person
for the purpose of again applying such
rule or of applying the family and part-
nership rule provided in section 503 (a)
(2) (see § 39.503 (a)-3) in order to
make another person the constructive
owner of such stock, and

(2) Stock constructively owned by a
person by reason of the application of
the option rule provided in section 503
(a) (3) (see § 39.503 (a)-4) shall be con-
sidered as actually owned by such person
for the purpose of applying either the
rule provided in section 503 (a) (1) re-
lating to stock not owned by an indi-
vidual, or the family and partnership
rule provided in section 503 (a) (2) In
order to make another person the con-
structive owner of such stock, but

(3) Stock constructively owned by an
individual by reason of the application of
the family and partnership rule provided
in section 503 (a) (2) shall not be consid-
ered as actually owned by such individual
for the purpose of again applying such
rule in order to make another Individual
the constructive owner of such stock.

(b) The application of this section
may be illustrated by the following
examples:

Eample (1). A's wife, AW, owns all the
stock of the L Corporation, which in turn
owns an the stock of the 0 Corporation.
The 0 Corporation In turn owns all the
stock of the P Corporation. Under the rule
provided In section 503 (a) (1), relating to
stock not owned by an Individual, the stolcs
in the P Corporation owned by the 0 Cor-

-poratlon Is considered to be owned construc-
tively by the M Corporation, the role share-
holder of the 0 Corporation. Such con-
structive ownership of the stock of the LT
Corporation is considered as actual owner-
ship for the purpose of again applying such
rule in order to make AW, the sole share-
holder of the M Corporation, the construc-
tive owner of the stock of the P Corporation.
Similarly, the constructive ownership of the
stock by AW Is considered as actual owner-
ship for the purpose of applying the family
and partnership rule provided In cection
503 (a) (2) in order to make A the construc-
tive owner of the stock of the P Corpora-
tion, if such application is necesary for any
of the purposes set forth In 139.503 (a)-I.
But the stock thus constructively owned by
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A may not be consldered as actual owner-
ship for the purpoac of again applying the
family and partnership rule In order to
make another member of A'Xs family, for
example, A's father, the constructive owner
of the stocl of the P Corporation.

Ex nple (2). B, an individual, owns all
the stoch of the I Corporation which ha"
an option to acquire all the stock of the S
Corporation, owned by C. an individual, whb
is not related to B. Under the option rule
provided In section &03 (a) (3) the R Cor-
poration may be considered as owning con-
structively the stc of the S Corporation
owned by C. Such constructive ownerzhlp
of the stock by the It Corporation is con-
aldered as actual ownership for the purpoze
of applying the rule provided in setion 553
(a) (1). relating to stock not owned by an
individual, In order to make B, the sole
shareholder of the R Corporation, the con-
structive owner of the stck of the S Cor-
poration. The stoe thu constructively
owned by B by rea-on of the application
of the rule provided n section 503 (a) (1)
2jkewise is considered as actual ownership
for the purpose, If necessary, of applying
the family and partnership rule provided In
section 603 (a) (2). in order to make another
member of B' family, for example, B's wife,
BW, the constructive owner of the stock of
the S Corporation. However, the family and
partnerahip rule could not again be applied
so as to make still another individual the
constructive owner of the stock of the S
Corporation, that Is, the stock constructively
owned by BW could not be considered as
actually owned by her In order to make BW's
father the constructive owner of such stock
by a second application of the family and
partnersbp rule.

§ 39.503 (a)-7 Option rule m lieu of
family and partnership rule. (a) If. in
determining the ownership of stock for
any of the purposes set forth in § 39.503
(a)-l, stock may be considered as con-
structively owned by an individual by
an application of both the family-part-
nership rule provided in section 503 (a)
(2) (see § 39.503 (a)-3) and the option
rule provided in section 503 (a) (3) (see
§ 39.503 (a)-4) such stock shall be con-
sidered as owned constructively by the
individual by reason of the application
of the option rule.

(b) The application of this section
may be illustrated by the followin
example:

Example. Ttro brothers, A and B. each
own 10 percent of the stock of the 21 Cor-
poration, and A's wife, AW, also owns 10
percent of the stock of such corporation.
Mr's husband. A. haa an option to acquire
the stock owned by her at any time. It be-
corme nece-sary, for one of the purposes
stated In section 39.503 (a)-l. to determine
the stock ownership of B In the M Corpora-
tion. If the faml y and partnership rule
were the only rule that applied in the case,
B would he considered, under that rule, as
owning 20 percent of the stock of the 11 Cor-
poration, namely, hls own stock plus the
stock owned by his brother. In that event,
B could not be considered ao owning the
stock held by AW since (1) AW is not a
member of B's family and (2) the construc-
tive ownership of such stock by A through
the application of the family and partnership
rule in his caa Is not considered as actual
ownership so as to make B the constructive
owner by a second application of the same
rule with respect to the ownership of the
stck. (See § 39. 03 (a)-6.) However, there
Is more than the famly and partnership rule
involved In this example. As the holder
of an option upon the stock, A may be con-
sidered the constructive owner of his wife's

§ 39.503 al-7
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stock by the application of the option rule
and without reference to the family relation-
ship between A and AW. If A is considered
as owning the stock of his wife by applica-
tion of the option rule, then under § 39.503
(a)-6, such constructive ownership by A is
regarded as actual ownership for the purpose
of applying the family and partnership rule
so as to make another member of A's family,
for example, B, the constructive owner of
the stock. Hence, since A may be consid-
ered as owning his wife's stock by applying
both the family-partnership rule and the
option rule, the provisions of section 503
(a) (6) apply and accordingly A must be
considered the constructive owner of his
wife's stock under the- option rule rather
than the family-partnership rule. B thus
becomes the constructive owner of 30 percent
of the stock of the M Corporation, namely,
his own 10 percent, A's 10 percent, and AW's
10 percent constructively owned by A as the
holder of an option on the stock.

§ 39.503 (b) Statutory provision, own-
ing of convertible securities treated as
stock ownership.

Szc. 503. Stock ownershzp. * * *
(b) Convertible securities. Outstanding

securities' convertible into stock (whether or
not convertible during the taxable year)
shall be considered as outstanding stock-

(1) For the purpose of the stock owner-
ship requirement provided in section 501 (a)
(2), but only if the effect of the inclusion of
all such securities is to make the corpora-
tion a personal holding company;

(2) For the purpose of section 502 (e) (re-
lating to personal service contracts), but
only if the effect of the inclusion of all such
securities is to make the amounts therein
referred to includible under such subsection
as personal holding company Income; and

(3) For the purpose of section 502 (f) (re-
lating to the use of property by sharehold-
ers), but only if the effect of the inclusion of,
all such securities is to make the amounts
therein referred to includible under such
subsection as personal holding company
income.

The requirement in paragraphs (1), (2),
and (3) that all convertible securities must
be included if any are to be included shall
be subject to the exception that, where some
of the outstanding securities are convertible
only after a later date than in the case of
others, the class having the earlier conver-
sion date may be included although the
others are not included, but no convertible
securities shall be included unless all out-
standing securities having a prior conver-
sion date are also included.

§ 39.503 (b)-1 Convertible securities.
Under section 503 (b) outstanding secur-
ities of a corporation, such as bonds,
debentures, or other corporate obliga-
tions, convertible into stock of the cor-
poration (whether or not convertible
during the taxable year) shall be consid-
ered as outstanding stock of the corpora-
tion for the purpose of the stock owner-
ship requirement provided in section 501
(a) (2) but only if the effect of such
consideration is to make the corporation
a personal holding company. Such con-
vertible securities shall be considered-as
outstanding stock for the purpose of
section 502 (e) relating to amounts re-
ceived under personal service contracts,
or of section 502 (f) relating to compen-
sation for the use of property but only
if the effect of such consideration is to
make the amounts therein referred to
includible under such sections as per-
sonal holding company, income, The
consideration of convertible securities as

outstanding stock is subject to the excep-
tion that, if some of the outstanding
securities are convertible only after a
later date than in the case of others, the
class having the earlier conversion date
may be considered as outstanding stock
although the others are not so consid-
ered, but no convertible securities shall
be considered as outstanding stock unless
all outstanding securities having a prior
conversion date are also so considered.
For example, if outstanding securities
.are convertible-in 1952, 1953, and-1954,
those convertible in 1952 can be properly
considered as outstanding stock without
so considering those convertible in 1953
or 1954, and those convertible in 1952 and
1953 can be properly considered as out-
standing stock without so considering
those convertible in 1954. However, the
securities convertible in 195.3 could not be
properly considered as outstanding stock
without so considering those convertible
in 1952,and the securities convertible in
1954 could not be properly considered as
outstanding stock without so considering
those convertible in 1952 and 1953.

§ 39.504 Statutory provisions; undis-
tributed subchapter A net-income; deft-
nition.

SEC. 506. Undistributea subchapter A net
income. For the purposes of this subchapter
the term "undistributtd subchapter A net
income" means the bubchapter A net Income
(as defined in section 505) minus-

(a) The amount of the dividends paid
credit provided in section 27 (a) without the
benefit of paragraphs, (3) and (4) thereof
(computed without its reduction, under sec-
tion 27 (b) (1), by the amount of the credit
provided in section 26 (a), relating to in-
terest on certain obligations of the United
States and Government corporations) but,
in the computation of the dividends paid
credit for the purposes of this subehapter,
the amount allowed under subsection (c) of
this section or of section 405 of the Revenue
Act of 1938 in the computation of the tax
under this subehapter or under Title IA of
the Revenue, Act of 1938 for any preceding
taxable year beginning after December 31,
1937, shall be considered as a dividend paid
in such preceding taxable year-and not in
the -year of distribution;

(b) Amounts used or irrevocably set aside
to pay or to retire indebtedness of any kind
incurred prior to January 1, 1934, If such
amounts are reasonable with reference to the
size and terms of such indebtedness;

(c) Dividends paid after the close of the
taxable year and before the 15th day of the
third month following the close of the tax-
able year, if claimed under this subsection
in the return, but only to the extent to
which such dividends would have been in-
cludible in the computation of the basic
surtax credit for the taxable year if distribu-
ted during such taxable year; but the
amount allowed under this subsection shall
not exceed either:

(1) The undistributed Subchapter A net
income for the taxable year computed with-
out regard to this subsection; or

(2) 10 per centum of the sum of-
(A) The dividends paid during the taxable

year (reduced by the amount allowed under
this subsectjon in the computation of the
tax under this subchapter for the taxable
year preceding the taxable year or, in the
case of a taxable year beginning in 1939,

* *); and
(B) The consent dividends credit for the

taxable year.
(d) * * * [not applicable].

(e) The amount by which the undistrib-
uted subchapter A net Income determined
without reference to this subsection exceeds
the amount which could be distributed on
the last day Of the taxable year as a dividend
(1) without violating any action, regulation,
rule, order, or proclamation taken, promiul-
gated, made, or Issued by, or pursuant to
the direction of, the President or any agenoy
that he may designate, under the Trading
With the Enemy Act of October 10, 191, as
amended, or the First War Powers Act of
1941, and (2) not subject to a lien lh favor
of the United States.

[Sec. 504 as amended by sec. 228 (a), Rov,
Act 1930, Pub. Law 18 (77th Cong,)' eccs.
132 (d), 184 (a), 180 (c), Rev, Act 1042, see,
349, Rev. Act 1951]

§ 39.504-1 Undistributed subchapter
A net income. The term "undistributed
subchapter A net Income" means the
subchapter A net income (as defined In
section 505 and § 39.505-1) minus (a)
the amount of the dividends paid credit
provided in section 27 (a) (computed
without its reduction, under section 21
(b) (1), by the amount of the credit
provided in section 26 (a), relating to
interest on certain obligations of the
United States and Government corpora-
tions) (b) amounts used or irrevocably
set aside to pay or to retire indebtedness
of any kind incurred prior to January 1,
1934, if such amounts are reasonable
with reference to the size and the terms
of such indebtedness (see § 39.504-2),
and () dividends paid after the close of
the taxable year and before the 15th day
of the third month thereafter, if claimed
under section 504 (c) in tho return, but
only .to the extent and subject to the
limitations contained In that section.
In computing the dividends paid dredit
for the purposes of subchapter A of
chapter. 2, the amount allowed under
section 504 (c) in the computation of
the tax under subehapter A for any pro-
ceding taxable year is considered a divi-
dend paid in such preceding taxable
year and not In the Year of 'distribution,

§ 39.504-2 Amounts used or :rrevoca.
bly set aside to pay or to retire indebted.
ness of any kind incurred prior to Janu.
ary 1, 1934-(a) Indebtedness. (1) The
term "indebtedness" means an obliga.
tion, absolute and not contingent, to pay,
on demand or within a given time, in
cash or other medium, a fixed amount,
The term "Indebtedness" does not In-
clude the obligation of a corporation on
its capital stock.

(2) The Indebtedness must have been
Incurred (or, If incurred by assumption,
assumed) by the taxpayer before Janu-
ary 1, 1934. An indebtedness evidenced
by bonds, notes, or other obligations is.
sued by a corporation is ordinarily in-
curred as of the date such obligations
are Issued and the amount of such in.
debtedness is the amount represented by
the face value of the obligations. In the
case of refunding, renewal, or other
change In the form of an Indebtedness,
the giving of a new promise to pay by the
taxpayer will not have the effect of
changing the date the Indebtedness was
incurred.

(b)' Amounts used or irrevocably set
aside. The deduction Is allowable, In
any taxable year, only for amounts used

§ 39.503 b)
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or irrevocably set aside in that year.
The use or irrevocable setting aside must
be to effect the extinguishment or dis-
charge of indebtedness. In the case of
refunding, renewal, or other change in
the form. of an indebtedness, the mere
giving of a new promise to pay by the
taxpayer will not result in an allowable
deduction. -If amounts are set aside in
one year, no deduction is allowable for
such amounts for a later year in which
actually paid. As long as all other con-
ditions are satisfied, the aggregate
amount allowable as a deduction for any
taxable year includes all amounts (from
whatever source) used and, as well, all
amounts (from whatever source) irrev-
ocably set aside, irrespective of whether
in cash or other medium. Double de-
ductions are not permitted.
(c) Reasonableness of the amounts

with reference to the size and terms of
the indebtedness. (1) The reasonable-
ness of the amounts used or irrevocably
set aside must be determined by refer-
ence to the size and terms of the particu-
lar indebtedness. Hence, all the facts
and circumstances with respect to the
nature, scope, conditions, amount, ma-
turity, and other terms of the particular
indebtedness must be shown in each
case.

(2) Ordinarily an amount used to pay
or retire an indebtedness, in whole or
in part, at or prior to the maturity and
m accordance with the terms thereof
will be considered reasonable, and may
be allowable as a deduction for the year
in which- so used, if no adjustment is
requixed by reason of an amount set
aside in a prior year for payment or
retirement.of the same indebtedness.

(3) All amounts irrevocably set aside
for the payment or retirement of an
indebtedness in accordance with and
pursuant to the terms of the obligation,
for example, the annual contribution to
-trustees required by the provisions of
a mandatory snking fund agreement,
will be considered as complying with the
statutory requirement of reasonableness.
To be considered reasonable it is not nec-
essary that the plan of retirement pro-
vide for a retroactive setting aside of
amounts for years prior to that in which
the plan is adopted. However, if a vol-
untary plan was adopted before 1934, no
adjustment is allowable in respect of
the amounts set aside in the years prior
to 1934.

(d) General. The burden of proof
will rest upon the taxpayer to sustain
the deduction claimed. Therefore, the
taxpayer must furnish the information
required by the return, and such other
information as the Commisioner may
-reqire in substantiation of the deduc-
tion clauned.

§ 39.505 Statutory promszons; sub-
chapter A net zncome; definition for the
purpose of thzs subehapter.

Sc. 505. Subchapter A net income. For
the purposes of this subchapter the term
"Subchapter A Net Income" means the net
income with the following adjustments:

(a) Additional deductions. There shall
be allowed as deductions-

(1) Federal income, war-profits, and ex-
cess-profits taxes paid or accrued during the
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taxable year to the extent not allowed as a
deduction under section 23; but not includ-
ing the tax Imposed by section 102, section
500, or a section of a prior Income-tax law
corresponding to either of cuch s-ctlons.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts, pay-
ment of which Is made wit1in the taxable
year to or for the use of dones described In
section 23 (q) for the purposes therein spec-
mfled, to an amount which does not exceed
15 per centum of the taxpayer' net Income,
computed without the benefit of this para-
graph and section 23 (q), and without the
deduction of the amount disallowed under
subsection (b) of this section. For the pur-
poses of the preceding sentence, payment of
any contribution or gift shall be considered
as made within the taxable year if and only
If it Is considered for the purpose of section
23 (q) as made within such year. For dis-
allowance of certain charitable, etc., deduc-
tions otherwise allowable under this para-
graph, see sections 3813 and 102 (g) (2).

(3) In the case of a corporation organized
prior to January 1, 1936, to take over the
assets and liabilities of the estate of a de-
cedent, amounts paid in liquidation of any
liability of the corporation baned on the
liability of the decedent to make contribu-
tions or gifts to or for the uso of donee
described in section 23 (o) for the purposes
therein specified, to the extent such liability
of the decedent existed prior to January 1,
1934. No deduction shall be allowed under
paragraph (2) of this subsection for a taxable
year for which a deduction is allowed under
this paragraph.

(b) Deductions not allowed. The aggre-
gate of the deductions allowed under section
23 (a), relating to expences and secton 23
(1), relating to depreciation, which are al-
locable to the operation and maintenance
of property owned or operated by the cor-
poration, shall be allowed only in an amount
equal to the rent or other compensation re-
ceived for the use of, or the right to use, the
property, unless It Is established (under regu-
lations prescribed by the Commicsioner rith
the approval of the Secretary) to the satis-
faction of the Commisnloner:

(1) That the rent or other compensation
received was the highest obtainable, or, If
none was received, that none was obtain-
able;

(2) That the property was held In the
course of a business carried on bona fide for
profit; and

(3) Either that there was reasonable ex-
pectation that the operation of the property
would result in a profit, or that the prop-
erty was necessary to the conduct o the
business.

(c) Net loss earry-orcr disallotwed. The
deduction for net operating loses provided
in section 23 (s) shall not be allowed.

(d) 1941 capital loss carry.orcr denied.

(e) Income not placcd on annual basis.
The net income shall be computed without
regard to section 47 (c).

[Sec. 505 as amended by sees. 211 (1), 212 (d),
Rev. Act 1939; sees. 135 (b) (4), 150 (1), Rev.
Act I9M; sec. 3 (b), Pub. Law 378 (81st
Cong.); sec. 332 (d), Rev. Act 19;01

Szc. 11. Denial of tax deductions and ex-
emptions [Internal Security Act of 1950).
(a) Notwithstanding any other provision of
law, no deduction for Federal income-tax
purposes shall be allowed In the case of a
contribution to or for the use of any organi-
zation If at the time of the making of such
contribution (1) such organization Is reg!s-
tered under sectIon 7, or (2) there I- in effect
a final order of the Board [the Subversive
Activities Control Board] requiring such
organization to register under cectIon 7.

0 0 0 0 a
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§ 39.505-1 Subchapter A net income.
(a) The term "subchapter A net mcome"
means, in the case of a domestic corpo-
ration, the gross income as defined in
section 22 less the deductions provided
in section 23 subject to the qualifica-
tions, limitations, and exceptions pro-
vided In section 505. In the case of a
foreign corporation, whether resident or
nonresident, which files or causes a re-
turn to be flied, the "subchapter A net
income" means the net income from
sources within the United States (gross
income from sources within the United
States as defined In section 119 and the
regulations thereunder less statutory
deductions) subject to the qualifications,
limitations, and exceptions provided in
section 505. In the case of a foreign
corporation, whether resident or non-
resident, which files no return the "su,-
chapter A net income" means the gross
income from sources within the United
States as defined in section 119 and the
regulations thereunder less the deduc-
tions enumerated in section 505 (a) but
without the benefit of any deductions
under chapter 1 (see section 233). In
the case of a taxable year of less than 12
months on account of a change m the
accounting period of the corporation,
the subchapter A net income is com-
puted on the basis of the period included
in the taxable year, and is not placed on
an annual basis under section 47 (c)

(b) The "subchapter A net income"
includes Interest upon obligations of the
United States and obligations of a cor-
poration organized under Act of Con-
gress, if such corporation is an mstru-
mentality of the United States, except as
provided n section 22 (b) (4). The
"subchapter A net Income" does not in-
clude interest on obligations of States or
Territories of the United States or any
political subdivision thereof or of the
District of Columbia or of the posses-
slons of the United States.

(c) The foreign tax credit permitted
by section 131 with respect to the taxes
imposed by chapter 1 is not allowed with
respect to the surtax imposed by section
500. However, the deduction of foreign
taxes under section 23 (c) is permitted
for the purposs of the surtax even if for
the purposes of the corporate tax im-
posed by chapter I a credit for such taxes
Is taken.

(d) In addition to the qualifications,
limitations, and exceptions provided in
section 505 (a), a.personal holding com-
pany is subject to the provisions of sec-
tion 505 (b) and c) in the computation
of Its subclapter A net income. Section
505 Cc) provides that the net operating
loss deduction provided by section 23 (s)
shall not be allowed. Under section 505
(b) the aggregate of the deductions al-
lowed under section 23 (,) relating to
expenses, and section 23 (1) relating to
depreciation, which are allocable to the
operation and maintenance of property
owned or operated by the company shall
be allowed only in an amount equal to
the rent or other compensation received
for the use of, or the right to use, the
property, unless It is established to the
satisfaction of the Commissioner:

§ 39.505-1
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(1) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was
obtainable;

(2) That the property was held in the
course of a business carried on bona fide
for profit; and

(3) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or that
the property was necessary to the con-
auct of the business.

(e) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If, in computing its subchap-
ter A net income, a personal holding
company claims deductions for expenses
and depreciation allocable to the opera-
tion and maintenance of property owned
or operated by the company, in an ag-
gregate amount in excess of the rent or
other compensation received for the use
of, or the right to use, the property, it
shall attach to its income tax return a
statement setting forth its claim for al-
lowance of the additional deductions
together with a complete statement of
the facts and circumstances pertinent
to its claim and the arguments on which
it relies. Such statement shall set forth:

(1) A description of the property*
(2) The cost or other basis to the.

corporation and the nature and value of
the consideration paid for the property;

(3) The name and address of the per-
son from whom acquired and the date
thereof;

(4) The name and address of the per-
son to whom leased or rented, or the
person permitted to use the property,
and the number.of shares of stock, if
any,-held by such person and the mem-
bers of his family-

(5) The nature and gross amount of
the rent or other compensation received
for the use of, or the right to use, the
property during the taxable year and
for each of the five preceding years and
the amount of the expenses incurred
with respect to, and the depreciation
sustained on, the property for such
years;

(6) Evidence that the rent, or other
compensation was the highest obtainable
and, if none was received, a statement
of the reasons therefor; -

(7) A copy of the contract, lease or
rental agreement;

(8) The purpose for which the prop-
erty was used;

(9) The busmess.carried on by the
corporation with respect to which the
property was held and the gross income,
expenses, and net income derived from
the conduct of such business for the
taxable year and for each of the five
preceding years;

(10) A statement of any reasons wuch
existed for expectation that the opera-
tion of the property would be profitable,
or a statement of the necessity for the
use of the property in the business of
the corporation, and the reasons why
the property was acquired, and

(11) Any other information pertinent
to the taxpayer's claim.

§ 39.505-2 Illustration of computa-
tion of subchapter A net ncome, undis.
tributed subchapter A net income, and

§ 39.505-2
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surtax. The method of computation of Dividends paid March 1, 1053 (sub-
the subchapter A net income, the undis- Ject to limitation In see, 504

tributed subchapter A net income, and (C) (2) ).-------------------- $81 000

the surtax under subchapter A of chap- Undistributed subchapter A nob
ter 2 may be illustrated as follows: income ---------------------- 1, 200

(a) The following facts exist with respect Amount taxable at 75 percent (not
to the 0 Corporation, a personal holding in excess of $2,000) ------------- 2, 000
company which 'is on the cash receipts and Amount taxable at 85 percent
disbursements basis, for the calendar year ($7,200 minus $2,000) ---------- 5,200
1952:

(1) The net income, as computed under Surtax on $2,000 at 76 percent ----- 1,600
chapter 1, amounts to $200,000. Surtax on $5,200 at 85 percent .... 4,420

(2) Federglincome tax imposed by sections
13 and 15 (after certain credits under section Total surtax --------------- 5. D20
26) amounted to $73,300 and was paid in § 39.506 Statutory provisions; credits
Installments--25655 on March 15, 1952;
$25,655 on June 15, 1952; $10,995 on Septem-
ber 15, 1952; $10,995 on December 15, 1952. SEC. 506. Deficiency diUvilends-.-orceits and

(3 Contributions or gifts payment of rejunds-(a) Credit against unpaid deft-
which is made to or for the use of donees ciency. If the amount of a deficiency with
described in section 23 (q) for the purposes respect to the tax Imposed by this sub-
therein specified amount to $36,000, of which chapter for any taxable year has boon
$10,000 Is deducted in arriving at the net established-
Income under chapter 1.

(4) Rent in the amount of $10,000 was (1) By a decision of the Board of Tax Ap-
received from the -principal shareholder of peals which has become final; or
the corporation for the use of a country (2) By a closing agreement made under
estate which had been previously acquired section 3760; or
from such shareholder in exchange for its (3) By a final judgment in a suit to which
capital stock. The expenses of the corpora- the United States is a party,
tion allocable to the maintenance and-openk- 'hen a deficiency dividend credit shall be
tion of the country estate amount to $30,000. allowed against the amount of the deficiency
The yearly depreciation on the depreciable so established and all Interest, additional
property of the estate amounts to $5,000. amounts, and additions to the tax provided

-The corporation has not establlshedIts right by law not paid on or before the date when
to claim the entire-amount of the expenses. claim for a deficiency dividend credit is
and depreciation.applicable-to the estate as filed under subsection (d). The amount
provided in'section,505 (b) and § 39.505-1. of such credit shall be 65 per centum of
_ (5) Dividends paid by the corporation to the amount of deficiency dividends# as do

its shareholders during the taxable year fined In subsection (a), not in excess, of
which are allowable as a credit under sec- $2,000, plus 75 per contum of the amount
tion 27 (a). amount to $80,000. of such dividends In excess of $2,000 but

(6) The amount used during the -year to such credit shall not exceed the portion
pay indebtedness incurred by the, corpora- of the deficiency so established which is not
tion before January 1, 1934, is $31,250. paid on or 'before the date of the closing

(7) On March 1, 1953, the corporation paid agreement, or, the date the decision Of the
its shareholders a taxable dividend of $15.000 Board or the judgment becomes final, as
and in its return; on Form 1120H. claimed a the case may be, Such credit shall be al.
deduction under section. 504 (c) of $8,000, lowed as of the date the claim for deficiency
that being 10 percent- of the dividends paid dividend credit is filed.
during the taxable year 1952. (b) Credit or refund of defltency patd,

(b) The, subchapter A net income, the When the Commissioner has determined that
undistributed subchapter A net Income, and -there Is a deficiency with respect to the tax
the surtax are computed as follows' Imposed by this subchapter and the corpora-tion has paid dny portion of such asserted
Net income under ch. 1 ----------- $00,000 deficiency and it has been established-
Add: (1) By a decision of the Board of Tox

Contributions deductible in Appeals which has become final, or
computing net income un-
der sea. 21_.---- 000 (2) By a closing agrement made under

Aggregate of-expenses and.de- section 3760, or
preciation relating to the (3) By a final judgment in a suit against
country, estate in excess of the United States for rofund-
the income derived there- (A) If such suit is brought within six
from --------------------- 25, 000 months after the corporation became en-

titled to bring suit, and
Net income computed without the (B) If claim for refund was filed within

benefit of a deduction for contri- six months after the payment of such
butlons and without the benefit amount;
of the amount disallowed under
sec. 505 (b) ------------------ 235,000 that any portion of the amount so paid was

Less: the whole or a part of a deficiency at the time
Federal income tax__-- $73, 300 when. paid, then there shall be credited or
Contrl1utions deduct- refunded to the corporation an amount equal

ible under sec. 505 to 65 per centum of the amount of deficiency
(a) (2) (15 percent dividends not In excess of $2,000, plus 75
of $235,000) ------- 35, 250 per centum of the amount of such dividends

- 108,550 in excess of $2,000, but such credit or refund
_ _ shall not exceed the portion so paid by the

Subchapter A net income -------- 126,450 corporation. Such credit or refund shall be
Less: made as provided in section 322 but without

Dividends paid credit $80, 000 regard to subsection (b) or subsection (o)
Amount used to, pay thereof. No interest shall be *allowed on

indebtedness ------- 31, 250 such credit or refund. No credit or refund
111,250 shall be made under this subsection with

_respect to any amount of tax paid after the

Undistributed subhapter A net date of the closing agreement, or the date
income (before applying sec. the decision of the Board or the judgment
501 (c)) -------------------- 15,200 becomes final, as the case may be.
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(e) Defcency dividends-(1) Definition.
For the purposes of this subchapter, the term
"deficiency dividends" means the amount of
the dividends paid, on or after the date of
the closing agreement or on or after .the date
the decisioi. of the Board or the judgment
becomes final, as the case may be, and prior
to filing clamn under subsection (d), which
would have been includible in the computa-
tion of the basic surtax credit for the taxable
year with respect to which the deficiency
was asserted if distributed during such taxa-
ble year. No dividends shall be considered
as deficiency dividends for the purposes of
allowance of credit under subsection (a) un-
less (under regulations prescribed by the
Commissioner with the approval of the Sec-
retary) the corporation files, within thirty
days after the date of the closing agreement,
or the date upon which the decision of the
Board or judgment becomes final, as the case
may be, notification (which specifies the
amount of the credit intended to be claimed)
of its intention to have the dividends so con-
sidered.

(2) Effect on. dividends paid credit-(A)
For taxable year in whwh paid. Deficiency
dividends paid in any taxableyear (to the ex-
tent of the portion thereof with respect to
which the credit under subsection (a). or
the credit or refund under subsection (b),
or both, of this section or section 407 of the
Revenue Act of 1938. are allowed) shall be
subtracted from the basic surtax credit for
such year, but only for the purpose of com-
puting the tax under this subchapter for
such year and succeeding years.

(B) For prior taxable year. Deficiency
dividends paid in any taxable year (to the
extent of the portion thereof with respect to
which the credit under subsection (a), or
the credit or refund under subsection (b),
or both, of this section or section 407 of the
Revenue Act of 1938, are allowed) shall not
be allowed under section 504 (c) in the com-
putation of the tax under this subehapter
for any taxable year preceding the taxable
year in which paid.

(d) Claiz required. No deficiency divi-
dends credit shall be allowed under subsec-
tion (a) and no credit or refund shall be
made under subsection (b) unless (under
regulations prescribed by the Commissioner
with the approval of the Secretary) claim
therefor is Jf-led within sixty days after the
date of-the closing agreement, or the date
upon which the decision of the Board or
judgment becomes final, as the case may be.

(e) Suspension of statute of limitations
ana stay of colection-(1) Suspension of
running of statute. If the corporation files
a notification, as provided In subsection (c),
to have -dividends considered as deficiency
dividends, the running of the statute of lim-
itations provided in section 275 or 276 on the
making of assessments and the bringing of
distraint or a proceeding in court for collec-
tion, in respect of the deficiency and all in-
terest, additional amounts, and additions to
the tax provided by law, shall be suspended
for a period of two years after the date of the
filing of such notification.

(2) Stay of collection. In the case of any
deficiency with respect to the tax impo-ed
by this subchapter established as provided In
subsection (a) -

(A) The collection of the deficiency and
all interest, additional amounts, and addl-
tions to the tax provided for by law shall,
except in cases of Jeopardy, be stayed until
the expiration of thirty days after the date
of the closing agreement, or the date upon
which the decision of the Board or judgment
becomes final, as the case may be.

(B) If notification has been filed, as pro-
vided in subsection (c), the collection of
such part of the deficiency as is not in excess
of either the credit allowable under subsec-
tion (a) or the amount which, in the noti-
fication, is specified as intended to, be
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claimed as credit, nall, except In c-,,= of
jeopardy, be stayed until the expiration of
sixty days after the date of the closing- ae-
mont. or the date upon which the decision of
the Board or judgment becomes final, u3
the case may be.

(C) If claim for deficiency dividend credit
is filed under subrection (d), the collection
of such' part of the deficiency as is not In
excess of either the credit allowablo under
subsection (a) or the amount claimed, s all
be stayed until the date tho claim for credit
Is disallowed (in whole or In part), and If
disallowed in part collection shall be made
only of the part disallowed.

No distraint or proceeding In court shnll bo
begun for the collection of on amount the
collection of which is stayed under subpara-
graph (A). (B), or (C) during the pariod for
wich the collection of such amount is
stayed.

(f) Credit or refund denied if fraud, etc.
No deficiency dividend credit shall bo allowed
under subsection (a) and no credit or refund
shall be made under sub.ectton (b) If the
closing agreement, decision of the Board, or
judgment contains a finding that any part
of the deficiency Is due to fraud with Intent
to evade tax, or to failure to file the return
under this subchapter within the time pre-
scribed by law or precibed by the Commis-
sioner In pursuance of law. unle it is shoz
that such failure to file is due to reoronablo
cause and not due to willful neglect.

(g) Rate for taxable years 1039 ,1940, and
1941. 0 W *

(h) Rate for tarable year after I941. If
the deficiency is established or determined
for a taxable year which begins after De-

,cember 31, 1941, the rates under subsections
(a) and (b) used In determining the amount
of the credit or refund shall be 75 per con-
turn In lieu of 65 per centum and 85 per
centum in lieu of 75 per contum.

(J) Additional credit or refund for prior
taxable year. a * 0 JNot applicable].

[Sec. 506 as amended by rcc. 1. Pub. Law 18
(77th Cong); sees. 1U, 180 (d) (1), (1),
Rev. Act 19421.

§ 39.506-1 Purpose and scope of de-
fleiency dividend credit. (a) Section 506
provide a method under which, by virtue
of dividend distributions, a corporation
may, under certain conditions (see
§ 39.506-3) be relieved from the payment
of a deficiency In the surtax Imposed by
subehapter A of chapter 2, or, if any
portion of such deficiency has been paid,
may be entitled, under certain conditions
(see § 39.506-4), to a credit or refund of
such portion. The deficiency must be
established in the manner specified In
section 506 (a) (1), (2), or (3) or section
506 (b) (1) (2), or (3) and the dividends
must be paid on the date so established
or within 60 days thereafter. For what
constitutes payment of a dividend, see
§ 39.27 (b)-2.

(b) The benefit of section 506 is not
extended to the satisfaction of any inter-
e t, additional amounts, or additions to
the tax provided by law with respect to
the deficiency and such amounts remain
payable as if that section had not been
enacted. The benefit Is denied if the
closing agreement, decision of The Tax
Court of the United States, or judgment
contains a finding that any part of the
deficiency is due to fraud with Intent to
evade the tax, or to a failure to file a
timely return without reasonable cause
for such failure. See section 506 (W.

I

§ 30.506-2. Date whenn decision by
Tax Court or court becomes final and
date of closing agreement. (a) The date
upon which a decision by The Tax Ccurt
of the United States becomes final is
prescribed In section 1140.

(b) The date upon which a judgnent
of a court becomes final must be deter-
mined upon the basis of the facts in the
particular case. Ordinarily, a judgment
of a United States district court bac=mes
final upon the expiration of the time
allowed for taking an appeal, if no such
appeal Is duly taken withn such time;
and a judgment of the United Sta&es
Court of Claims becomes final upon the
expiration of the time allowed for fiing
a petition for certiorari if no such pe-
tion is duly filed within such time.

(c) The date of the closmg agreement,
made under section 3760, is the date such
agreement Is approved by the Secretary,
the Under Secretary, or an Asaztant
Secretary, except that a closing agree-
ment with respect to a final determia-
tion of tax liability for past years
becomes final on the date of its approval
by the Commissioner.

9 39.50-3 Credit agaanst unpaid de-
flcency--(a) In general. If the amount
of a deficiency with respect to the tax
imposed by subchapter A of chapter 2
has been established as provided m sec-
tion 506 (a) (1), (2) or (3), the carpo-
ration, under certain circumztances, is
entitled to a deficiency dividends credit
which, though It may not exceed the
amount of the deficiency, Is to be ap-
plied against the amount of such de-
ficiency and all interest, additional
amounts, and additions to the tax pro-
vided by law not paid on or before the
date when the claim for a deficiency
dividends credit Is filed under section
506 d). The amount of the defimency
dividends credit Is computed at the rates
prescribed in section 506 for the t'"a-
ble year for which the deficiency was
established. and the allowance of the
credit is subject to the following con-
ditions, quallfictlons, and limitations:

(1) The corporation Is required under
section 506 (c) within 30 days after the
date of the closing asreement or the
date upon which the decision of The
Tax Court of the United States or the
judg-ment becomes final, to file a notice
of Its Intention to claim a deficiency
dividends credit, which notice shaIl
specify the amount of the credit in-
tended to be claimed;

(2) The corporation Is required under
section 506 d) within 60 days after the
date of the closing a-eement or the date
upon which the decision of The Tax
Court or Jud-ment becomes final, to file
a claim with respect to the credit for
deficiency dividends;

(3) The deficiency dividends are re-
quired under section 506 (c) to be paid
prior to the filing of the claim for a. de-
ficiency dividends credit and such dii-
dends must be of such a nature as to
constitute taxable dividends in the hands
of such of the shareholders as are sub-
ject to taxation under chapter I for the
year in which paid (see section 27 (i))
and must he nonpreferental (see section
27 (h)), and

§ 39.50o--3
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(4) Under section 506 (a) the defi-
ciency dividends credit shall not exceed
the portion of the deficiency (not count-
ing the interest, additional amounts, and
additions to the tax, provided by law)
which is not paid on or before the date
of the closing agreement, or the date
the decision of The Tax Court or the
judgment becomes final, as the case may
be.

(b) Form of notiftcation. The notice
of intention to have dividends considered
as deficiency dividends for the purposes
of the allowance of credit under section
506 (a) shall be made with the requisite
declaration on Form 975, copies of
which, upon request, may be procured
from any district director of internal
revenue.

(c) Contents of notification. The
notification shall, in accordance with
the provisions of this section and the
instructions on the form, set forth the
following information:

(1) The name and address of the cor-
poration;

(2) The place and date of incorpora-
tion;

(3) The amount of the unpaid defi-
ciency with respect to the tax imposed
by subchapter A of chapter 2; how it
was established (closing agreement, Tax
Court decision or court judgment) the
date thereof and the taxable year or
years involved;

(4) The amount of the credit in-
tended to be claimed as a deficiency
dividends credit; and

(5) Such other information as may
be required by the notification form.

(d) Time and place of filing notifica-
tion. The notification required by sec-
tion 506 (c) (1) and this section shall be
filed with the Commissioner of Internal
Revenue, Washington 25, D. C., atten-
tion Audit Service Branch, Audit Divi-
sion, within 30 days after the date of the
closing agreement, or the date upon
which the decision of The Tax Court or
judgment becomes final, as the case may
be.

(e) Claim for deftczency dividends
credit. For claims for deficiency divi-
dends credits, see § 39.506-5.

§ 39.506-4 Credit or refund of deft-
czency paid. If the Commissioner, has
determined that there is a deficiency
with respect to the tax imposed by sub-
chapter A of chapter 2 and the corpora-
tion has paid any portion of such
asserted deficiency the corporation,
under certain circumstances, is entitled
to a credit or refund of such deficiency.
The amount of the credit or refund is
computed at the rates prescribed in sec-
tion 506 for the taxable year for which
the deficiency was established, and the
allowance of the credit or refund is sub-
ject to the following conditions, qualifi-
cations, and limitations:

(a) It must be established that the
amount for which credit or refund is
sought was the whole or a part of a defi-
ciency at the time when paid, and such
fact must be established as provided in
section 506 (b) (1) (2) or (3)

(b) The corporation is required under
section 506 (d) within 60 days after the
date of the closing agreement or the date

I39.506-4

upon which the decision of The Tax
Court of the United States or the judg-
ment becomes final, to file a claim for
credit or refund,

(c) The "deficiency dividends" are re-
quired under section 506 (c) to be paid
prior to the filing of the claim for credit
or refund and such dividends must be of
such a nature as to constitute taxable
dividends in the hands of such of the
shareholders as are subject to taxation
under chapter 1 for the year in which
paid (see section 27 (i)) and must be
nonpreferential (see section 27 (h))

'(d) The credit or refund shall not ex-
ceed the portion of the deficiency (not
counting the interest, additional
amounts, and additions to the tax, pro-
vided by law),-which was paid by the
corporation;

(e) The credit or refund shall be made
as provided in section 322, but without
regard to section 322 (b) (relating to
the limitations on the allowance of re-
funds or credits) or section 322 (c)
(relating to the effect of petitions to The
Tax Court on refunds or credits)

(f) No credit or refund shall be made
under section 506'(b) with respect to any
amount of tax paid after the date of the
closing agreement, or the date the deci-
sion of The Tax Court -or the judgment
becomes final, as the case may be; and

(g) No interest shall be allowed on
the credit or refund.

§ 39.506-5 Claim for deflezency dim-.
dends credit or credit or refund. (a) In
general. A claim for a deficiency divi-
dends credit under section 506 (a), relat-
ing to credit against unpaid deficiency,
and under section 506 (b) relating to
credit or refund of deficiency paid, must
be filed within 60 days after the date of
the closing agreement, or the date upon
which the decision of The Tax Court of
the United States or judgment becomes
final, as the case may be.

(b) Form of claim. The claim for a
deficiency dividends credit, or credit or
refund, shall be made in duplicate with
the requisite declaration on Form 976,
copies of which, upon request, may be
procured from any district director of
internal revenue.

(c) Contents of claim. There shall be
attached to and made a part of the claim
a certified copy of the resolution of the
board of directors, or other authority
authorizing the payment of the dividefid
with respect to which the claim is filed.
In addition the claim shall, in accordance
with the provisions of this section and
the instructions on the form, set forth
the following information:

(1) The name and address of the cor-
poration;

(2) The place and date of incorpora-
tion;

(3) The amount of the deficiency de-
termined with respect to the tax imposed
by subehapter A of chapter 2 and the
taxable year or years involved; the
amount of the unpaid deficiency or, if the
deficiency has been paid in whole or in
part, the date of payment and the
amount thereof, a statement as to how
the deficiency was established, if un-
paid, or if paid in whole or in part, how
it was established that any portion of the

amount paid was a deficiency at the time
when paid and In either case whether It
was by closing agreement, Tax Court de-
cision or court judgment and the date
thereof; if established by a final judg-
ment in a suit against the United States
for refund, the date of payment of the
deficiency the date claim for refund was
filed, and the date the suit was brought
if established by a Tax Court decision or
court judgment a copy thereof shall be
attached, together with an explanation of
how the decision or judgment became
final;

(4) The amount and date of payment
of the dividend with respect to which
the claim for deficiency dividends credit,
or credit or refund, is filed;

(5) A statement setting forth the vari-
ous classes of stock outstanding, the
name and address of each shareholder,
the class and number of shares held by
each on the date of payment of the
dividend with respect to which the claim
is filed, and the amount of such dividend
paid to each shareholder;

(6) The amount claimed as a defi-
ciency dividends credit; and

(7) Such other information as may be
required by the claim form.

(d) Time and place of filing claim,
The claim required by section 506 (d)
and this section shall be filed with the
Commissioner of Internal Revenue,
Washington 25, D. C., attention Audit
Service Branch, Audit Division, within
60 days after the date of the closing
agreement, or the date upon which the
decision of The Tax Court or Judgment
becomes final, as the case may be.

§ 39.506-6 Effect of deficiency divi-
dends on dividends paid credit. No dupli-
cation of credit allowances with respect
to any "deficiency dividends" is per-
mitted. If a corporation claims and re-
ceives the benefit of the provisions of
section 506 of the Internal Revenue Code
or section 407 of the Revenue Act of 1938
based upon a distribution of "deficiency
dividends," that distribution does not
become a part of the basic surtax credit
for the purposes of subchapter A of chap-
ter 2; nor is it made the basis of the
2Y2-month carry-back credit provided
for in section 504 (a)

§ 39.506-7 Suspension of statute of
limitations and stay of collection-(a)
Suspension of running of statute. If a
corporation files a notification of Its In-
tent to have certain dividends considered
as "deficiency dividends" as provided in
section 506 (c) then the running of the
statute of limitations upon the assess-
ment and collection of the established
deficiency and all interest, additional
amounts, and additions to the tax pro-
vided by law, is suspended for a period
of two years after the date of the filing
of such notification.

(b) Stay of collection. The Internal
Revenue Code provides that, except In
case of jeopardy, the collection of the
established deficiency and all interest,
additional amounts, and additions to the
tax provided by law, Is stayed for a period
of 30 days subsequent to the final deter-
mination of the amount thereof, If
within such 30-day period the corpora-
tion files with the Commissioner the
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prescribed notification of intention to
seek the benefit of section 506, the col-
lection of the established deficiency, to
the extent of the amount of the credit
specified by the corporation in such no-
tification if not in excess of the amount
allowable under section 506 (a) is, ex-
cept in cases of jeopardy, stayed for a
period of 60 days subsequent to the final
determination of the amount thereof.
The filing of a claim for a deficiency
dividends credit under section 506 (d)
effects a further stay of collection of that
portion of the established deficiency
covered by the claim if not an excess of
the amount allowable under section 506
(a) until the date the clain is disallowed
(in whole or in part) by the Comm, -
sioner. The Code further provides that
where collection has been stayed as
above indicated no distraint or proceed-
Ing in court shall be begun for the collec-
tion of the amount stayed during the
period for wnch it is stayed. The Com-
missioner, notwithstanding the provi-
sions of section 272 (b) may refrain
from assessing the subchapter A de-
ficiency (plus interest, additional
amounts, and additions to the tax) until
the claim for the deficiency dividends
credit is disposed of. After such claim
s allowed or rejected, either in whole
or in part, the entire amount of the
deficiency (plus interest, additional
amounts, and additions to the tax) will
be assessed, if not already assessed. The
amount of the claim for the deficiency
dividends credit to the extent allowed
will be credited against the amount so
assessed, and the remainder of the
amount assessed will be collected in the
usual manner.

§ 39.507 Statutory promsons; mean-
zng of terms used.

SEc. 507. Meaning of terms used-(a) Gen-
eral rule. The terms used in this subchapter
shall have the same meaning as when used
in chapter 1.

(b) Insurance companis other than life
or mutual. Notwithstanding subsection (a),
the term "gross income" as used in this sub-
chapter, means, in the case of an insurance
company other than life or mutual, the gross
income, as defined an section 204 (b) (1),
increased by the amount of losses incurred,
as defined in section 204 (b) (6), and the
amount of expenses incurred, as defined in
section 204 (b) (7), and decreased by the
amount deductible under section 204 (c) (7)
(relating to tax-free interest).

[Sec. 507 as amended by sec. 227 (a), Rev. Act
1939]

§ 39.508 Statutory provmsons; admin-
tstrative promssons.

SEc. 508. Admintstrative provisions. All
provisions of law (including penalties) ap-
plicable m respect of the taxes imposed by
chapter 1, shall insofar as not inconsistent
vith this subchapter, be applicable in respect
of the tax imposed by this subchapter, exgept
that the provisions of section 131 shall not
be applicable.

§ 39.508-1 Return and payment of tax.
A separate return is required for the
surtax imposed by section 500. Such
returns shall be made on Form 1120H.
In the case of a personal holding com-
pany winch is a domestic corporation,
the return is required to be made within
the time provided by section 53 and in
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the case of a foreign corporation within
the time provided in section 235. The
tax shown by the corporation on its re-
turn must be paid in the case of a do-
mestic corporation within the time
provided in section 56 and in the case
of a foreign corporation within the time
provided in section 236. The same pro-
visions of law relating to the period of
limitations for assessment and collection
which govern the taxes imposed by chap-
ter 1 also apply to the surtax imposed
under subchapter A of chapter 2. How-
ever, since the surtax imposed under
subchapter A of chapter 2 Is a distinct
and separate tax from those imposed
under chapter 1, the making of a return
under chapter 1 will not start the period
of limitations for assessment of the sur-
tax imposed under subchapter A of chap-
ter 2. If the corporation subject to
section 500 fails to file a return the tax
may be assessed at any time. If the Com-
missioner finds a deficiency in respect of
the tax Imposed by section 500, he is
required to follow the same procedure
which applies to deficiencies in Income
tax under chapter 1. The penalties ap-
plicable to the income taxes imposed
under chapter 1, as well as the provisions
of chapter 1 relating to interest and ad-
ditions to the tax, also apply to the
surtax imposed by section 500. The
admimtrative provisions applicable to
the surtax Imposed by section 500 are
not confined to those contained in chap-
ter 1 but embrace all administrative
provisions of law which have any ap-
plication to income taxes.

§ 39.508-2 Determination of tax, as-
sessment, collection. The determina-
tion, assessment, and collection of the
tax imposed by section 500. and the ex-
amination of returns and claims in con-
nection therewith, will be made under
such procedure as may be prescribed
from time to time by the Commissioner.

§ 39.509-511 Statutory provisions;
%mproper accumulation of surplus; for-
ezgn personal lwlding companies; pub-
licity of returns; cross references.

Sxc. 5M9. Improper accumulation of sur-
plus. For surtax on corporations which
accumulate surplus to avoid surtax on ohare-
holders, see section 102.

Szc. 510. Forcign personal holding compa-
nies. For provisions relating to foreign
personal holding companies and their shnr-
holders, see Supplement P of chapter 1.

SEc. 511. Publicity of returns. For provi-
sions with respect to publicity of returns
under this subchapter, ree ub:ectlon (a) (2)
of section 55.

SUBPART F-ADnnsTRATrvE PROVISION;S

DISCOVERY OF TAX LIADILITY

§ 39.3604 Statutory proviions; re-
turns as to formation, etc,, of foreign
corporation.

SEc. 3604. Returns as to formation, etc., of
foreign corporations-(a) Requirement.
Under regulations preccrIbed by the Commis-
stoner, with the approval of the Secretary,
any attorney, accountant, fiduciary, bank,
trust company, financial institution, or other
person, who aids, assists, counsels, or advises
in, or with respect to, the formation, organ-
ization, or reorganization of any foreign cor-

6165

poratlon. ahall, vlthin 30 days thereafter, file
with the CommLssoner a return.

(b) Form and contents of return. Such
retun riall be in .uch form, and shall cat
forth, under oath, in respect of each suc=
corporation, to the full extent of the informa-
ton within the po-=-c on or knroledge or
under the control of the person required to
file the return, ouch information ,z the Con-
missioner witho the approval of the Secretary
precrlbes by regulations as necessary for
carrying out the provisions of the income tax
laws. Nothing in this section shall be can-
strued to require the filing by an attorney-
at-lar, of a return vith respect to any advice
given or information obtained through the
relationship of attorney and client.

(c) Penalty. Any person required under
subsection (a) to file a return, or to supply
any Information, who vllfully iais to file
such return, or supply such information, at
the time or times required by law or regula-
tions. all, In leu of other penalties provided
by law for such offence, ba guilty of a miz-
demeanor and. upon conviction thereof, be
fined not more than 02,C00, or Imprtoned for
not more than one year, or bzth.

fScc. 3C04 as amended by sec. 404, Rev. Act
19391

§ 39.3604--1 Information returns--
(a) General. (1) Any attorney (except
as provided in paragraph (b) (4) of tis
section), accountant, fiduciary, bank,
trust company, financial institution, or
other person, who aids, assists, counsels,
or advises in, or with respect to, the
formation, organization, or reorganza-
tion of any foreign corporation shall file
with the district director of internal
revenue for the internal revenue distract
in which the return of such person must
be filed under section 53 within 30 days
after giving such aid, assistance, counsel,
or advice, an information return as pro-
vided in this section and section 3604 (a).
The return must be filed in every such
case (I) regardless of the nature of the
counsel or advice given, whether for or
against the formation, orgamztion, or
reorganization of the foreign corpora-
tion, or the nature of the aid or assistance
rendered and (I) regardless of the ac-
tion taken upon the advice or counsel,
that is, whether the foreign corpora-
tion is actually formed, organzed, or
reorganized.

(2) If, in a particular case, the aid,
assistance, counsel, or advice given by
any person extends over a period of
more than one day and not for more
than 30 days, such person, to avoid the
multiple filing of returns, may file a
single return for the entire period. In
such case, the return shall be filed withi.
30 days from the first day of such pe-
riod. If. in a particular case, the aid,
assistance, counsel, or advice given by
any person extends over a pniod of
more than 30 days, such person may file
a return at the end of each 30 days in-
cluded within such period and at the
end of the fractional part of a 30-day
period, if any, extending beyond the last
full 30 days. In each such case, the re-
turn must disclose all the required in-
formation which was not reported on a
prior return.

(b) Special prao os--(l Employ-
ers. In the case of aid, assistance, coun-
sel, or advice in or with respect to, the
formation, organization, or reorganiza-
tion of a foreign corporation given oy a

§ 39.3604-1
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person in whole or in part through the
medium of subordinates or employees
(including, in the case of a corporation,
the officers thereof) the return of the
employer must set forth to the full ex-
tent all information prescribed by this
section and §§ 39.3604-2 and 39.3604-3,
including that which, as an incident to
such employment, is within the posses-
sion or knowledge or under the control
of such subordinates or employees.

(2) Employees. The obligation of a
subordinate or employee (including, in
the case of a corporation, the officers
thereof) to file a return with respect to
any aid, assistance, counsel, or advice in
or with respect to the formation, "organ-
ization, or reorganization of a foreign
corporation, given as an incident to hi
employment, will be satisfied if a com-
plete and accurate return as prescribed
by this section and §§-39.3604-2 and
39.3604-3 is duly filed by the employer
setting forth all of the information
within the possession or knowledge or
under the control of such subordinate or
employee. Clerks, stenographers, and
other subordinates or employees, render-
ing aid or assistance solely of a clerical
or mechanical character in or with re-
spect to the formation, organization, or
reorganization of a foreign corporation
are not required to file returns by reason
of such services.

(3) Partners. In the case of aid, as-
sistance, counsel, or advice in or with
respect to the formation, organzation,
or reorganization of a foreign corpora-
tion given by one or' more members of
a partnership in the course of its busi-
ness, the obligation of each such mdivi-
dual member to file a return will be sat-
isfied if a complete and accurate return,
as prescribed by this section and
§§ 39.3604-2 and 39.3604-3, is duly filed
by the partnership, executed by all the
members of the firm Awho gave any such
aid, assistance, counsel,, or advice. If,
however, the partnership has been dis-
solved at the time the return is due, in-
dividual returns must, be fied by each
member of the former partnership who
gave any such aid, assistance, counsel, or
advice.

(4) Attorneys at law. An attorney at
law is not required to file a return with
respect to any advice given or informa-
tion obtained through the relationship
of attorney and client.

(5) Returns iotntly made. If two or
more persons aid, assist counsel, or ad-
vise in or with respect to the forma-
tion, organization, or reorganization of
a particular foreign corporation, any
two or more of such persons may, in lieu
of filing several returns, jointly execute
and file one return.

(c) Penalties. For criminal penalties
for failure to file the returns required
by this section, §§ 39.3604-2 and 39.3604-
3, and by section 3604 (a) see section
3604 (c)

§ 39.3604-2 Form of return. The re-
turns under § 39.3604-1 shall be made on
Form 959. Such forms may, upon re-
quest, be procured from any district di-
rector of internal revenue. Each person
should carefully prepare his return so as
to set forth fully and clearly the infor-

mation called for therein. Returns
which have not been so prepared will not
be accepted as meeting the requirements
of the Code.

§ 39.3604-3 Contents of returns and
verification. (a) The return shall, in
accordance with the provisions of
§§ 39.3604-1, 39.360-2, and this section
and the instructions on the form, set
forth the following information to the
full extent such information is within
the knowledge or possession or under the
control of the person required to file the
return:

(1) The name and address of the per-
son (or persons) to whom and the per-
son (or persons) for whom or on whose
behalf the aid, assistance, counsel, or
advice was given;

(2) A complete statement of the aid,
assistance, counsel, or advice given;

(3) The name and address of the for-
eign corporation and the country under
the laws of- which it was formed, organ-
ized, or reorganized;

(4) The month and year when the
foreign corporation was formed, organ-
ized, or xeorganszed;

(5) A statement of the manner m
which the formation, organization, or
reorganization of the foreign corporation
was effected;

(6) A complete statement of the rea-
sons for, and the purposes sought to be
accomplished by, the formation, orgam-
zation, or reorganization of the foreign
corporation:

(7) A statement showing the classes
and kinds of assets transferred to the
foreign corporation in connection with
its formation, orgamzation, or reorgan-
ization, including a detailed list of any
stock or securities included in slich as-
sets, and a statement showing the names
and addresses of the persons who were
the owners of such assets immediately
prior to the transfer;

(8) The names and addresses of the
shareholders of the foreign corporation
at the time of the completion of its for-
mation, organfzation,sor reorganization,
showing the classes of stock and number
of shares held by each;

(9) The name and address of the per-
son (or persons) hving custody of the
books of account and records of the for-
eign corporation; and

(10) Such other information as may
be required by the return form.

(b) If a person aids, assists, counsels,
or advises in or with respect to the for-
mation, organization, or reorganization
of more than one foreign corporation, a
separate return must be filed with re-
spect to each foreign corporation.

(c) Every return shall contain or be
verified by a written declaration that it
is made under the penalties of perjury.

DETER aNATION OF TAX LIABILITY

§39.3612 Statutory provisions; re-
turns executed by Commissioner or
district dlirector

Szc. 3612. Returns executed by Commins-
stoner or collector-(a) Authority of col-
lector If any person falls to make and file
a return or list at the time prescribed by
law or by regulation made under authority
of law, or makes, willfully or otherwise, a

false or fraudulent return or list, the col-
lector or deputy collector shall make the
return or list from his own knowledge and
from. such information as he can obtail
through testimony or otherwise.

(b) Authority of Commissioner. In any
such case the Commissioner may, from his
own knowledge and from such Information
as he can obtain through testimony or
otherwise-

(1) To make return. Make a return, or
(2) To amend collector's return. Amend

any return made by a collector or deputy
collector.

(c) Legal status of returns, Any return
or list so made and subscribed by the Com-
missioner, or by a collector or deputy col-
lector and approved by the Commissioner,
shall be prima facie good and suiflelent for
all legal purposes.

(d) Additions to tax. * a a
(3) Gross reference. For additions to tax

in the case of Income tax, see sections 201
and 293 *

(o) *
(f) Determination and assessment. The

Commissioner shall determine and asses
all taxes, other than stamp taxes, as to which
returns or lists are so made under the pro-
visions of this section.

§ 39.3614-3617 Statutory provisions;
examination of books and witnesses;
summons from district director to pro-
duce books and give testimony; penalties;
penalties and awards to informers with
respect to illegally produced petroleum.

SEe. 3614. Examination of books and wit-
nesses.-(a) To determine liability of the
taxpayer. The Commissioner, for the pur-
pose of ascertaining the correctness of any
return or for the purpose of making a rd-
turn where none has been made, Is au hor-
Ized, by any officer or employee of the nureau
of Internal Revenue, including the field
service, designated by him for that purpose,
to examine any books, papers, records, or
memoranda bearing upon the matters re-
quired to be Included In the return, and may
require the attendance of the person render-
ing the return or of any officer or employee
of such person, or' the ,attendanco of any
other person having knowledge In the prem-
Ises, and may take his testimony with ref-
erence to the matter required by law to be
Included in such return, with power to ad-
minister oaths to such person or persons.

(b) To determine liability of a transfere,
The Commissioner, for the purpose of deter-
mining the liability at law or In equity of a
transferee of the property of any person with
respect to any Federal taxes Imposed upon
such person, Is hereby authorized, by any
officer or employee of the Bureau of Internal
Revenue, including the field service, desig-
nated by him for that purpose, to examine
any books, papers, xecords, or memotanda
bearing upon such liability, and mfty rdqulro
the attendance of the transferor or trans-
feree, or of any officer or employee of such
person, or the attendance of any other per-
son having knowledge In the premises, and
may take his testimony with reference to
the matter, with power to administer oaths
to such person or persons.

Sze. 3615. Summons from collector to pro-
duce books and give testimony-(a) General
authority. It shall be lawful for the collec-
tor, subject to the provisions of this section
to summon any person to appear before him
and produce books at a time and place named
in the summons, and to give te3timony or
answer Interrogatories, under oath, respect-
ing any objects or intome liable to tax or
the returns thereof, The collector may
summon any person residing or found within
the State or Territory In which his district
lies; and when the person Intended to be
summoned does not reside and can not be

§ 39.3604-2
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found within such State or Territory, he
may enter any collection district where such
person may be found and there make the
examination herein authorized. And to this
end he may there exercise all the authority
which he might lawfully exercise in the
district for which he was commissioned.

(b) Acts creating liability. Such sum-
mons may be issued-

(1) Refusal or neglect to comply with
notice requiring return. If any person, on
being notified or required as provided In
section 3611 shall refuse or neglect to render
such list or return within the time required,
or

(2) Failure to render return on time.
Whenever any person who is required. to
deliver a monthly or other return of objects
subject to tax falls to do so at the time
required, or

(3) Erroneous, false, or fraudulent return.
Whenever any person who is required -to de-
liver a monthly or other return of objects
subject to tax delivers any return which, in
the opinion of the collector, is erroneous,
false, or fraudulent, or contains any under-
valuation or understatement, or

(4) Refusal to permit examination of'
books. Whenever any person who Is required
to deliver a monthly or other return of
objects subject to tax refuses to allow any
regularly authorized Government officer to
examine his. books.

(c) Persons liable. Such summons may
be issued to-
x (1) Perons'-mentioned in subsection (b).
Any person mentioned in subsection (b), or

(2) Persons having books. Any other per-
son having- possession, custody, or care of
books -of account containing entries relating
to the business of any person mentioned in
subsection (b), or

(3) Other persons. Any other person the
collector may deem proper.

(d) Service. Such summons shall in all
cases be served by a deputy collector of the
district where the person to whom it Is di-
rected may be found, by an attested copy
delivered to such person in hand, or left at
his last and- usual place of abode, allowing
such person one day for each twenty-five
miles he may be required to travel, com-
puted from the place of service to the place
of examination; and the certificate of serv-
ice signed by such deputy shall be evidence
of the facts it states on the hearing of an
-application for an attachment. When the
-summons requires the production of books,
it shall be sufficient If such books are de-
scribed with reasonable certainty.

(e) Enforcement. Whenever any person
summoned under this section neglects or
refuses-to obey such summons, or to give
testimony, or to answer interrogatories as
required, the collector may apply to the
judge of the district court or to a United
States commissioner for the district within
which the person so summoned resides for
an attachment against him as for a con-
tempt. It shall be the duty of the judge
or commissioner to hear the application.
and, If satisfactory proof is made, to Issue
an attachment, directed to some proper
officer, for the arrest of such person, and
upon his being brought before him to pro-
ceed to a hearing of the case; and upon such
hearing the judge or the United States com-
missioner shall have power to make such
order as he shall deem proper not incon-
sistent with the law for the punishment of
contempts, to enforce obedience to the re-
quirements of the summons and to punish
such person for his default or disobedience.

Sc 3616. Penalties. Whenever any per-
son-

(a) False returns. Delivers or discloses
to the collector or deputy any false or fraud-
ulent list, return, account, or statement,
with intent to defeat or evade the valuation,
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enumeration, or nrrezm"'nt Intended to be
made; or,

(b) Neglect to obcysrummons. Bengduly
summoned to appear to testify, or to appear
and produce books as required under cection
3615, neglects to appear or to produce said
books-

he shall be fined not exceeding 81,0130, or
be imprisoned not exceeding one year, or
both, at the discretion of the court, with
costs of prosecution.

(c) Cross reference.

'Sac. 3617. Penalties and atrards to inform-
ers with respect to illegally produced petro-
leum-(a) Failure to file return. Any per-
son liable for tax on any Income from Ile-
gally produced petroleum, who willfully falls
to make return showing such income within
the time prescribed by law shall, in addition
to all other penalties prescribed by law, be
liable to a civil penalty of $500 plus 050 for
each day during which such failure con-
tinues.

(b) Retcard for information. Any person
not an officer or employee of the United
States who furnishes to the Commilioner
or any collector urlginal Information leading
to the recovery from any other person of
any penalty under this rectlon may be
awarded and paid by the Commissioner a
compensation of one-half the penalty co re-
covered. as determined by the Comm'ssloner.

(c) Income defined. As used In this cec-
tion, the term "income from Illegally pro-
duced petroleum" means any income (not
shown on a return made within the time
prescribed by law) arising out of any rale or
purchase of crude petroleum withdrarn
from the ground subsequent to January 1,
1932, In violation of any State or Federal law
(not Including 'llegal withdrawal the pen-
alties for which have been mitigated or cat-
isfied in pursuance of law prior to May 10,
1934), or arising out - any fee derived from
acting as agent for r.ny celler or purchaser
in connection with a cale or purchase of
such petroleum or product-s thereof, or any
amount illegally received by any person
charged with the enforcement of law with
respect to such petroleum or producta
thereof.

IsCELANous PnovX=ols

§ 39.3631-3633 Statutory provisions;
restriction on, examination of tax ayers;
authority to administer oaths, taht tes-
timony, and certify; Jurisdiction of dis-
trict courts to enforce summons, etc.

SM. 3631. Restrictions on examination of
taxpayers. No taxpayer shall be subjected to
umnecessary examinations or Investigations.,
and only one inspection of a taxpayer's boolm
of account rhall be made for each taxable
year unless-the taxpayer requests other e
or unless the Commissloner. after Inves ilga-
.tion, notifies the taxpayer in writing that an
additional Inspection is nece=ary.

Sac. 3632. Authority to administer oaths,
take testimony, and ccrtify--(a) Internal
revenue pcrsonncl-(1) Persons in charge of
administration of internal revenue laws gen-
erally. Every collector, deputy collector. In-
ternal revenue agent, and internal revenue
officer assigned to duty under an Internal
revenue agent, is authorized to administer
oaths and to take evidence touching any
part of the administration of the internal
revenue laws with which he Is charged, or
where such oaths and evidence are author-
Ized by law or regulation authorized by law
to be taken.

(2) Persons in charge of exports and draw-
backs. Every collector of Internal revenue

and every superintOndent of exports and
drawbacks Is authorized to administer such
oaths and to Certify to such papers as may
be nce=ary under any regulation prescribed
under the authority of the Internal revenue
laws.

(b) Others. Any oath or affirmation re-
quIred or authorized by any internal revenue
law or by any regulations made under author-
ity thereof may be administered by any per-
con authorized to administer oaths for
general purposes by the law of the United
States., or of any State, Territory, or pcsses-
alon of the United States, or of the District of
Columbia, wherein such oath or affirmation is
administered, or by any consular officer of the
United States. This subzection shall not be
construed as an exclusive enumeration of the
persons who may administer such oaths or
affirations.

SMc3633. Jurisdiction of district court.-
(a) To enforce summons. It any perzon is
sumoned under the Internal revenue laws
to appear, to testify, or to produce bcoks
papers, or other data, the district court of the
United States for the district in which such
percon resides shall have jurisdiction by ap-
propriate proce= to compel such attendance,
testimony, or production of books, papers, or
other data.

(b) To issue orders, precoswe. and fzzdg-
menCt. For authority of district courts to
i-sUe orders, proceces, and jud ments for
enforcement of Internal revenue laws, cee
cectlon 3199 [3S001.

OeInAL COLLECTION P3OVMONIS

§ 39.3653 Statutory promsians; proht-
bitiOn of suuits to restrain assessment or
collection of tax.

S=. 233. Prohibition of suit- to reztrasn
assessment or collectim-(a) Tar. Except
as provided In sectlons 272 (a), 871 (a). and
1012 (a), no cuit for the purpose of restrain-
ing the asss=sment or collectln of any tax
Shall be maintained In any court.

(b) Liability of transferee or ffducery.
No cult shall be maintained in any court for

*the purpose of restraining the =-essmnt or
collection of (1) the amount of the limbility,
at law or In equity, of a tranz-feree of prop-
erty of a taxpayer In respect of any income.
war-profits, exce=-profits, or estate tax, (2)
the amount of the llabllty, at law or in
equity, of a transferee of property of a donor
In respect of any gift tax. or (3) the amount
of the liability of a fiduciary under section
3 7 of the Revised Statutes (U. S. C_ Title
31, ec. 192) in respect of any such t.

§ 39.3656 Statutory promszons; pay-
ment by chieck and money orders.

Sac. 3656. Payment by chec;k and morej
ordero-(a) Certified. eashien?', and treas-
urVrS' checks and money order-(l) Author-
ity to receive. It shall be lawful for col-
lectora to receive for internal revenue taxes
or in payment of sta-sp to be used in pay-
ment of Internal revenue taxes certifed,
cablern', and treasurers' checks drawn on
INatlonal and State bank and trust com-
panics, and United States postal, bmal, ex-
press, and telegraph money orders, during
such time and under such regulatlions "- the
CommLssoner, with the approval of the
Secretary, may prescribe.

(2) DIceharge of liability-(A) Checlk duy
paid. No person who may be indebted to
the United States on account of internal
revenue taxes or stamps used or to be used
In payment of Internal revenue taxes who
shall have tendered a certified, cashier's, or
treasurer's check or money order _ provi-
slonal payment therefor, In accordance with
the terms of this subsection, shall be re-
leased from the obligation to make ultimate
payment thereof until such certified.

§ 39.3656
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cashier's, or treasurer's check or money order
so received has been duly paid.

(13) Check tnpaid. If any such check or
money order so received is not duly paid.the
United States shall, In addition to its right
to exact payment from the party originally
indebted therefor, have a lien for the
amount of such check upon all the assets of
the bank on which drawn or for the amount
of such money order upon all the assets of
the Issuer thereof. and such amount shall
be paid out of Its assets In preference to
any or all other claims whatsoever against
said bank or issuer except the necessary costs
and expenses of administration and the reim-
bursement of the 'United States for the
amount expended in the redemption of ttbe
circulating notes of such bank.

(b) Other checks-(I) Authority to re-
ceive. Collectors may receive checks in ad-
dition to those specified in subsection (a)
in payment of taxes other than those pay-
able by stamp during such time and 'under
such rules and regulations as the Commis-
sioner, with the approval of the Secretary,
shall prescribe.

(2) Ultimate liability. ILa check so re-
ceived Is not paid by the bank on which It
is drawn the person by whom such check
has been tendered shall remain liable for
the payment of the tax and for all legal
penalties and additions to the same extent
as If such check had not been tendered.

[Sec. 3656 as amenaded by Pub. Law 541 (78th
Cong.) I

§ 39.3656-1 Tax paid by check. Dis-
trict directors of internal revenue may
accept uncertified checks in payment of
income, war-profits, and excess-profits
taxes, provided such checks are collect-
ible at par, that is, for their full
amount, without any deduction for ex-
change or other chgrges. The district
director will stamp on the face of each
check before deposit the words "This
check is in payment of an obligation to
the United States and must be paid at
par. No protest," with his name and
title. The day on which the district di-
rector receives the check will be con-
sidered the date of payment, so far as
the taxpayer is concerned, unless the
check Is returned dishonored. If one
check is remitted to cbver two or more
persons' taxes, the remittance must be
accompanied by a letter of transmittal
stating-

(a) The name of the drawer of the
check;

(b) The amount of the check;
(c) The amount of any cash, money

order, or other instrument included m
the same remittance;

(d) The name of each person whose
tax is to be paid by the remittance;

(e) The amount of the payment on
account of each person; and

(f) The kind of tax paid.
§ 39.3657 Statutory provisions; pay-

eient of tax by United States notes and
certificates of indebtedness.

SEc. 3657. Payment by Unitea States notes
and certificates of indebtedness. Collectors
may receive, at par with an adjustment for
accrued Interest, notes or certificates of in-
debtedness Issued by the United States in.
payment of income, war profits, and excess
profits taxes, and any other taxes payable
other than by stamp, during such time and
under such rules and regulations as the Com-
missioner, with the approval of the Secretary,
shall prescribe.

§ 39.3657-1 Treasury certificates of in-
debtedness, Treasury notes, and Treasury
bills in payment of income and profits
taxes. (a) Treasury certificates of in-
debtedness, Treasury notes, or Treasury
bills of any series (not including interim
receipts issued by Federal reserve banks
In lieu of definitive certificates, notes, or
bills) may be tendered at or before ma-
turity in payment of income or profits
taxes payable under the provisions of
the Internal Revenue Code, due on the
date on which the certificates, notes, or
bills mature or a specified prior date, but
only if such certificates, notes, or bills,
according to the express terms of their
issue, are made acceptable- in payment
of such income or profits taxes. If the
taxes for which the certificates, notes, or
bills are tendered in payment become due
on the same date as that on which such
certificates, notes, or bills mature, they
will be accepted at par plus accrued in-
terest, if any, payable with the principal
(not represented by coupons attached)
in payment of such taxes. If the taxes
for which the certificates, notes, or bills
are tendered in payment become due on
a date prior to that on winch the cer-
tificates, notes, or bills mature, they will
be accepted at the value specified in the
terms under which such certificates,
notes, or bills were issued. All interest
coupons attached to Treasury certificates
of indebtedness or Treasury notes shall
be detached by the taxpayer before such
certificates or notes are tendered in pay-
ment of taxes.

(b) Receipts given by a district direc-
tor of internal revenue for Treasury cer-
tificates of indebtedness, Treasury notes,
or Treasury bills received in payment of
income or profits taxes as provided in
this section shall contain an adequate
description of such certificates, notes, or

,bills, and a statement of the value, In-
cluding accrued interest, if any, payable
with the principal (not represented by
coupons attached) at which accepted,
and shall show that the certificates,
notes, or bills are tendered by the tax-
payer and received by the district direc-
tor, subject to no condition, qualifica-
tion, or reservation whatsoever, in pay-
ment of an amount of taxes no greater
than such value. Any certificate, note,
or bill offered in payment of income or
profits taxes under the provisions of the
Internal Revenue Code subject to any
condition, qualification, or -reservation,
or for any greater amount than the
value at whicp acceptable in payment
of taxes, as specified in the terms under
winch such certificate, note, or bill was
issued, shall not be deemed to be duly
tendered and shall be returned to the
taxpayer.

(c) For the purpose of saving taxpay-
ers the expense of transmitting such
Treasury 'certificates of Indebtedness,
Treasury notes, or Treasury bills to the
office of the district director of internal
revenue in whose district the taxes are
payable, taxpayers desiring to pay in-
come or profits taxes with such certifi-
cates, notes, or.-bils acceptable in pay-
ment of trxes may deposit such certifi-
cates, notes, or bills with a Federal re-
serve bank or branch, subject to the con-

dition that the Federal reserve bank or
branch shall issue a receipt in the name
of the district director of internal reve-
nue, describing the certificates, notes, or
bills by par or dollar face amount and
stating on the face of the receipt that
the certificates, notes, or bills repre-
sented thereby are held by the bank or
branch for redemption at the value speol-
fied in the terms under which the cer-
tificates, notes, or bills were issued, and
application of the proceeds in payment
of income or profits taxes due on a speol.
fled date by the taxpayer named therein,

§ 39.3657-2 Acceptance of Treasury
Savings Notes, Series A, Series B, ati
Series D, in veyment of income (tnchtd-
zng excess profits) taxes. (a) (1) Notes
of the United States designated as Treas-
ury Savings Notes, Series A, Series B, and
Series D, may be accepted in payment of
income taxes (current and back personal
and corporation taxes, and excess profits
taxes) at par and accrued interest (but
no accrual beyond the maturity date)
In the case of Treasury Savings Notes,
Serls D, interest will be accrued to the
month, inclusive, in which presented,
In the case of Treasury Savings Notes,
Series A and Series B, intereft will be
accrued to the day when the taxes are
due, if such day falls on the fifteenth day
of a calendar month, whether the notes
are received on or before that day. if the
taxes are due on any other day of the
month than the fifteenth, accrued in-
terest will be credited to the accrual date
next preceding the day when the taxes
are due. District directors of internal
revenue are authorized and directed to
accept Treasury Savings Notes, Series A
and Series D, at any time and to accept
Treasury Savings Notes, Series B, at
any time after two months from the issue
date. For example, a Treasury Savings
Note, Series B, dated July 15, 1953, may
be presented for credit against taxes duo
September 15, 1953, but a note dated
August 15, 1953, may not be accepted for
credit against taxes due before October
15, 1953.

(2) Such notes may be accepted only
in payment of income (including excess
profits) taxes (current and back) duo
from the original, purchaser thereof or
his estate. Such notes shall be in the
name of the taxpayer (individual, cor-
poration, or other entity) and may be
presented for tax payment by only the
taxpayer, his agent, or his estate. There.
Is no limit upon the amount of such notes
which may be accepted in payment of
income (including excess profits) taxes,

(3) Such notes, inscribed in the name
of a taxpayer, may be accepted in pay-
ment of Income tax withheld at the
source by such taxpayer and such notes
inscribed in the name of a taxpayer may
be accepted In payment of transferee
liability assessed against such taxpayer
for Income (including excess profits)
taxes.

(b) District directors of Internal reve-
nue shall not In any case allow credit to
a taxpayer on account of such notes, or
accept such notes, for an amount greater
than their principal amount plus accrued
interest, nor shall such notes be accepted
in an amount (including accrued in-

§ 39.3656-1
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terest) greater than the unpaid liability
of the taxpayer. Such notes shall be
forwarded to the district director of in-
ternal revenue with whom the tax return
is filed, at the risk and expense of the
taxpayer, and, for the taxpayer's protec-
tion, should be forwarded by registered
mail, if not presented mn person.

§ 39.3658 Statutory Provisions; frac-
tional parts of a cent.

SEC. 3658. Fractional parts of a cent. In
the payment of any tax under this title not
payable by- stamp a fractional part of a cent
shall be disregarded unless it amounts to
one-half cent or more, in which case it shall
be increased to 1 cent.

§ 39.3661 Statutory provisions; en-
forcement of liability for taxes collected
or withheld.

SEC. 3661. Enforcement of liability for taxes
collected. Whenever any person is required
to collect or withhold any Internal-revenue
tax from any other person and to pay such
tax over to the United States, the amount of
tax so collected or withheld shall be held to
be-a special fund in trust for the United
States. The amount of such fund shall be
assessed, collected, and paid in the same
manner and subject to the same provisions
and limitations (including penalties) as are
applicable with respect to the taxes from
which such fund arose.

LIM FOR TAXES

§ 39.3670-3673 Statutory provision;
property subject to lien; period of lien,.
validity against mortgagees, pledgees,
purchasers, and judgment creditors;
release of lien.

SEC. 3670. Property subject to lien. If any
person liable to pay any tax neglects or re-
fuses to pay the same after demand, the
amount (including any interest, penalty, ad-
ditional amount, or addition to such tax,
together with any costs that may accrue in
addition thereto) shall be a lien in favor of
the United States upon all property and
rights to property, whether real or personal,
belonging to such person.

SEC. 3671. Period of lien. Unless another
date ss specifically fixed by law, the lien shall
arise at the time the assessment list was
received by the collector and shall continue
until the liability for such amount is sat-
sftied or becomes unenforceable by reason of

lapse of time.

Sac. 3672. Validity against mortgagees,
pledgees, purchasers, and judgment credi-
tor,--(a) Invalidity of lien without notice.
Such lien shall not be valid as against any
mortgagee, pledgee, purchaser, or judgment
creditor until notice thereof has been filed
by the collector-

(1) Under State or Territoril laws. In
the office in which the filing of such notice
is authorized by the law of the State or
Territory in which the property subject to
the lien is situated, whenever the State or
Territory has by law authorized the filing of
such notice In an office within the State or
Territory; or

(2) With clerk of district court. In the
office of the clerk of the United States district
court for the judicial district in which the
property subject to the lien is situated, when-
ever the State or Territory has not by law
authorized the filing of such notice In an
office within the"State or Territory; or

(3) With clerk of District Court of the
United States for the District of Columbia.
In the office of the clerk of the District Court
of the United States for the District of Co-
lumbia, If the property subject to the lien Is
situated In the District of Columbia.
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(b) (1) Exception in case of securities.
Even though notice of a lien provided In
section 3670 has been filed in the m=nner
prescribed in subsection (a) of this action,
or notice of a lien provided In rection 3183
of the Revised Statutes, as amended, has been
filed in the manner prescribed in such cec-
tion or subsection (a) of this cection, the
lien shall not be valid with respect to a
security, as defined in paragraph (2) of this
subsection, as againt any mortgagee,
pledgee, or purchaser, of such cecurlty, for
an adequate and full consideration In money
or money's worth, if at the time of such
mortgage, pledge, or purchase ouch mort-
gagee, pledgee, or purchaser Is without notice
or knowledge of the existence of ouch len.

(2) Definition of security. As used in this
subsection the term "Eccurty" meins any
bond, debenture, note, or cortiflcate, or other
evidence of Indebtednes, isued b y any cor-
poration (including one Lsued by a govern-
ment or political subdivision thereof), with
interest coupons or In registered form, chare
of stock, voting trust certificate, or any cer-
tificate of Interest or participation in. cer-
tifcate of deposit or receipt for, temporary
or interim certificate for, or warrant or right
to Subscribe to or purchase, any of the fore-
going; negotiable Instrument; or money.

(3) Applicability of subsection. Except
where the lien has been enforced by a pro-
ceeding, suit, or civil action which has be-
come final before the date of enactment of
the Revenue Act of 1939, this subsectlon
shall apply regardles of the time when the
mortgage, pledge, or purchase was made or
the lien arose.

[Sec. 3672 as amended by rec. 401, Rev. Act
1939; see. 505, Rev. Act 1942]

Sac 3673. Release of lien. Subject to ouch
regulations as the Commissloner, with the
approval of the Secretary, may pr-cribe, the
collector charged with an asesment in re-
spect of any tax, may Issue a certificate of
release of the lien If-

(a) LiablUty satisfi e or unenforceable.
Tho collector finds that the liability for the
amount assseed, together with all nterst
in respect thereof, has been satisfied or has
become unenforceable by reacon of lap:o of
time; or

(b) Bond accepted. There Is furnihed to
the collector and accepted by him a bond
that is conditioned upon the payment of
the amount a=ezed, together with all in-
terest in respect thereof, within the time
prescribed by law (including any extension
of such time), and that is In accordance w ith
such requirements relating to term% con-
ditions, and form of the bond and ouretles
thereon, as may be specified In the regula-
tions.

§39.3673-1 Release of liens-ca)
Liability satisfied or unenforceable. The
district director of internal revenue to
whom Is charged an assessment In re-
spect of any internal revenue tax shall
issue a certificate of release of the tax
lien whenever he finds that the liability
for the amount assessed (together with
all interest in respect thereof) has been
satisfied or has become unenforceable.
The word "unenforceable" as here used
means nenforceable as a matter of law,
and not merely uncollectible or unen-
forceable as a matter of fact, Tax lia-
bilities frequently are unenforceable In
fact for the time being, due to the tem-
porary nonpossession by the taxpayer
of discoverable property or property
rights. In all cases the liability for the
payment of the tax continues until
satisfaction of the tax in full or until
the expiration of the statutory period
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for colection, including such period as
the taxpayer by consent in writing may
agree with the Commissioner shall con-
stitute the time within which the tax
a.sessed may lawfully be collected. Dis-
trict directors should continue to investi-
gate carefully all cases of delinquent
taxpayers where notice of Hen has been
filed with a view of obtaining, before
the expiration of the collection period,
such written consent for the extension of
the collection period, whenever it is
reasonably possible that the taxpayer
may, in the future, acquire property or
property rights from which the tax
liability may be satisfied.

(b) Bond accepted. The district di-
rector may In his dis retion issue a cer-
tificate of release of the tax lien if he is
furnished and accepts a bond that is
conditioned upon the payment of the
amount assessed (together with all in-
terest in respect thereof) within the time
agreed upon in the bond, but not later
than 6 months before the expiration of
the statutory period for collection, in-
cluding any period for collection agreed
upon in writing by the Comrissoner
and the taxpayer. The form of any bond
so furnished shall be the standard form
(Form 1131) entitled "Bonds for Release
of Federal Tax Lien." Such bond shall
be executed by a surety company holdin.g
a certificate of authority from the Sec-
retary of the Treasury as an acceptable
surety on Federal bonds, except that,
when specifically authorized by the Com-
missioner, such bond may be executed
by a surety or sureties, individual or cor-
porate, other than a surety company.

§ 39.3674 Statutory promsionc; par-
Vial discharge of property.

Sac. 3674. Partial discharge of property-
(a) Property double the amount of the Ui2-
bility. Subject to ouch re-ulations as the
Commicioner, with the approval of the Sec-
rotary, may prescribe, the collector charged
with an as::;sent in respect of any tax
may Lsuo a certificate of partial dlscharge
of any part of the property subject to the
lien if the collector finds that the fair mar-
%et value of that part of such property re-
maning subject to the lien is at least double
the amount of the liability remaining un-
satisf.cd in respect of such tax and the
amount of all prior liens upon such property.

(b) Part pwjment. Subject to such regu-
latlons as the Commlsoner, with the ap-
proval of the Secretary, may prescribe, the
collector charged with an Isesmnt in re-
-pect of any tax may Issue a certi eate of
discharge of any part of the property subject
to the lien if there is paid over to the collec-
tor In part satisfaction of the liability in
respect of such tax an amount determined
by the Commissioner, which shall not b les
than the value, as determined by him, of
the interest of the United States in the part
to ho co discharged. In determining such
value the Commisloner shall give conzidera-
tion to the fair market value of the part to
be co dLscharged and to such liens thereon
as have priority to the lien of the United
States.

§ 39.3674-1 Partial discharge of Prop-
erty-(a) Remaining property double
the amount of liability. The district di-
rector may in his discretion issue a cer-
tificate of discharge of any part of the
property subject to the tax lien if he
finds that the fair market value of the
part of the property not released from

§ 39.3674-1
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such lien is at least double the amount over the lien of the United States. In-
of the existing liability in respect of such formation as to the nature and amount
tax plus double the amount of all liens of such encumbrances sufficient to
prior to that of the'tax lien. In general, enable a determination to be made
fair market value is that amount which whether, as a matter of law, they actu-
one ready and willing but not compelled ally have priority over the Government's
to buy would pay to another ready and lien, should be included in the report.
willing but not compelled to sell the (4) The report of the district director
property. District directors must be should also show the year or years and
conservative in determining property the dates of all assessments involved,
values and should make careful inquiry the lists on which such assessments ap-
with respect thereto. pear and the amounts thereof, the office

(b) Part payment of liability. (1) In or offices in which, and the dates when,
no case shall a certificate discharging notices of the Federal tax lien or liens
property from a Federal tax lien be is- were filed, and any payments made in
sued under the provisions of section partial satisfaction of the tax liability.
3674 (b) unless there is first made a In his discretion, the district director
payment in such amount as the Com- may submit with his report whatever
missioner has dktermined, to be applied documentary evidence he deems to be
towards satisfaction of the tax liability relevant. Upon receipt of the district
which gave rise to the Federal lien. In director's report and recommendation,
determining the amount to be paid, the the question whether a certificate of dis-
Commissioner will take into considera- charge may be issued and the amount to
tion all the facts and circumstances of be paid as a prerequisite to its issuance,
the case, including the expenses to which will be considered.
the Government has been put in the (5) When so authorized by the Com-
matter. In no case shall the amount to missioner, the district director may
be paid be less than the value of the issue a certificate discharging from the
interest of the United States in the prop- Federal tax lien such property as the
erty with respect to which the certificate Commissioner has authorized to be dis-
of discharge is issued, as such value has charged, provided the amount deter-
been determined by the Commissioner mined by the Commissioner as a
In the light of the fair market value of prerequisite to the issuance of the cer-
the property and the amount of all liens tificate is first paid to the district direc-
and encumbrances thereon having pn- tor to be applied by him towards
ority over the Federal tax lien. satisfaction of the tax.

(2) Any person desiring that a certifi- § 39.3675-3676 Statutory provisions;
cate discharging property from a Fed- effect of certificates of release or partial
eral tax lien be issued under the pro- discharge; single bond covering release
visions of section 3674 (b) should pre- di e ngle odicoe ae
sent to the district director of internal of lien and payment of income tax deft-
revenue charged with the assessment in czency.
respect of the tax, a Written application Smc. 3675. Effect of certificates of release or
requesting that the certificate be issued. partial discharge. A certificate of release
Such application should give the reasons or of partial discharge issued under this sub-chapter [subchapter B of chapter 361 shall
for the request, and should clearly de- be held conclusive that the lien upon the
scribe the property with respect to which property covered by the certificate is extin-
the discharge is desired. In support of guished.
the request, the applicant must furnish Sm. 3676. Single bond covering release of
the district director with proof sufficient lien and payment of income tax deficiency.
to establish satisfactorily the fair market The Commissioner, with the approval of
value of the property, the amounts, the Secretary, may by regulation provide
character, and dates (both of execution for the acceptance of a single bond comply-
and of record) of all encumbrances of ing both with the requirements of section
record prior to the Federal lien, as well 272 (j) (relating to the extension of time

for the payment of a deficiency) and theas the amount and character of any u- requieiefts of subsection () of section
recorded encumbrances believed to be 3673.
prior to the Federal lien (including in-
formation as to how and when all such § 39.3676-1 Single bond covering re-
encumbrances arose) Appropriate-Zease of lien and payment of deficiency.
references must be made to the pages In cases where the district director
and volumes of the recording books m issues a certificate of release of tax lien
which any such encumbrances have been and at the same time an extension of
recorded, time is granted for the payment of the

(3) The district director should review deficiency in tax pursuant to the provi-
the proof, check the accuracy of all ma- sions of section 272 (j) a single bond
terial statements made and forward to may be accepted by the district director
the Commissioner a report of the case conditioned upon the payment of the-
together with his recommendation. The amount assessed (together with all in-
district director's report should include terest in respect thereof) in accordance
a statement of the expenses of his office with the terms of the extension and not
Incident to the placing and discharging later than 6 months prior to the expira-
of the lien as well as his conclusions with tion of the statutory period for collection
respect to the fair market value of the including any period for collection agreed
property involved and the value of the upon in writing by the Commissioner and
Government's interest therein, viewed in the taxpayer. Form 1131 shall be used
the light of such fair market value and in these cases and shall be modified to
the amount of liens and encumbrances meet the circumstances. Where a cer-
on the property believed to have-priority tificate of release of the tax lien has been

Issued by the district director and the
bond furnished to and accepted by the
district director fully protects the inter-
ests of the United States with respect to
the tax assessed, no additional bond will
be required by the Commissioner as a
condition to the granting of an exten-
sion of time for the payment of the
deficiency in tax under the provisions of
section 272 (j)

§ 39.3677-3680 S t a t u t o r v provi-
szons; extended application of provisions
relating to release or partial discharge;
civil action to enforce lien on property;
civil action to clear title to realty; cross
references.

Szc. 3677. Extended application of provi-
sions relating to release or partial disciarge.
Sections 3673, 3674, 3675, and 3Q76 shall apply
to a lien in respect of any Internal revenue
tax, whether or not the lion is Imposed by
this subchapter [subohapter B of chapter
361.

Szc. 3678. Civil action to enforce lica on
property-(a) Filing. In any case where
there has been a refusal or neglect to pay
any tax, and it has become necessary to
seize and sell property ahd rights to property,
whether real or personal, to satisfy the same,
whether distraint proceedings have boon
commenced or not, the Attorney General at
the request of the Commissioner may direct
a civil action to be filed, in a district court
of the United States, to enforce the lien of
the United States for tax upon any property
and rights to property, whether real or
personal, or to subject any such property and
rights to property owned by the delinquent,
or in which he has any right, title, or inter-
est, to the payment of such tax.

(b) Parties to proceedings, All porsons
having liens upon or claiming any Interest
in the property or rights to property sought
to -be subjected as aforesaid shall be made
parties to such proceedings and be brought
into court.

(c) Adjudication and decree, The said
court shall, at the term next after the par-
ties have been duly notified of the proceed-
ings, unless otherwise ordered by the court,
proceed to adjudicate all matters involved
therein and finally determine the merits of
all claims to and liens upon the property and
rights to property In question, and, In all
cases where a claim or interest of the United
States therein is established, may decree a
sale of such property and rights to property,
by the proper officer of the court, and a dis.
tribution of the proceeds of such sale ac-
cording to the findings of the court in re-
spect to theinterests of the parties and of
the United States.

(d) Receivership. In any such proceed-
Ing, at the Instance of the United States, the
court may appoint a receiver to enforce the
len, or, upon certification by the Commis-
sioner during the pendency of such proceed-
ings that it is in the public Interest, may
appoint a receiver with all the powers of a
receiver in equity.

Sc. 3679. Civil action to clear title to re-
alty-(a) Obtaining leave to flic-(l) Re-
quest for institution of proceedings by
United States. Any person having .a lion
upon or any interest in the real estate re-
ferred to in section 3678, notice of wlhich/
has been duly filed of record In the jurisdic-
tion in which the real estate is located, pior
to the filing of notice of the lien of the
United States as provided in section 3072, or
any person purchasing the real estate at a
sale to satisfy such prior lien or Interest, may
make written request to the Commissioner to
authorize the filing of a civil action
provided in section 3678.

§ 39.3675-3676
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(2) Petition to court. If the Commis-
sioner fails to authorize the filing-of such
civil action within six months after receipt
of such written request, such person or pur-
chaser may, after giving notice to the Com-
missioner, file a petition in the district court
of the United States for the district in which
the real estate is located, praying leave to file
a civil action for a final determination of all
claims to or liens upon the real estate in
question.

(3) Court order. After a full hearing in
open court, the district court may in its dis-
cretion enter an order granting leave to file
such civil action, in which the United States
and all persons having liens upon or claiming
any interest in the real estate shall be made
parties.

(b) Sernce on United States. Service on
the United States shall be had in the manner
provided by sections 5 and 6 of the Act of
March 3,1887, entitled "An Act to provide for
the bringing of suits against the Government
of the United States," c. 359, 21 Stat. 506
(U. S. C, Title 28, sees. 762, 763), as amended.

(c) Adjudication. Upon the filing of such
civil action the district court shall proceed
to adjudicate the matters involved therein,
In the same manner as in the case of civil
actions filed under section 3678. For the
purpose of such adjudication, the assessment
of the tax upon which the lien of the United
States is based shall be conclusively presumed
to be valid.

(d) Cost&. All costs bf the proceedings on
the petition and the civil action shall be
borne by the person filing the civil action.

Sc. 3680. Cross references. * * * For
provisions permitting the United States to
be made party defendant in a proceeding in
a State court for the foreclosure of a lien
upon real estate where the United States may
have a claim upon the premises involved, see
Act of March 4, 1931, c. 515, 46 Stat. 1528
(U. S. C., Title 28, sees. 901-906).

DISTRAINT

§ 39.3690-3695 Statutory Proviszons;
authority to distram, property exempt
from distraint; levy; proceedings on
distraint; prority of specific tax lia-
bility on distrained property; Purchase
and sale of Property for account of the
United States.

Smc. 3690. Autlority to distrain. If any
person liable to pay any taxes neglects or
refuses to pay the same within ten days after
notice and demand, it shall be lawful for
the collector or his deputy to collect the
said taxes, with such Interest and other
additional amounts as are required by law,
by distraint and sale, in the manner pro-
vided in this subchapter [subchapter C of
chapter 36], of the goods, chattels, or effects,
including stocks, securities, bank accounts,
and evidences of debt, of the person delin-
quent as aforesaid.

Sac. 3691. Property exempt from distraint-
(a) Enumeration. There shall be exempt
from distraint and sale, if belonging to the
head of a family-

(1) School books and wearing apparel.
The school books and wearing apparel neces-
sary for such family; also

(2) Arms. Arms for personal use;
(3) Livestock. One cow. 2 hogs, 5 sheep

and the wool thereof, provided the aggre-
gate market value of said sheep shall not
exceed $50;

(4) Fodder. The necessary food for such
cow, hogs, and sheep, for a period not ex-
ceeding thirty days;

(5) Fuel. Puel to an amount not greater
in value than $25;

(6) Provsnosw. Provisions to an amount
not greater than $50;
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(7) Houschold furniturc. Household fur-
niture kept for use to an amount not greater
than $300; and

(8) Books and tools of trade or profession.
The books, tools, or Implement-, of a trade
or profession, to an amount not greater
than $100.

(b) Appraisal. The officer making the
distraint shall summon three distinterested
householders of the vicinity, who shall ap-
praise and set apart to the owner the amount
of property herein declared to be exempt.

Sac. 3692. Levy. In case of neZIect or re-
fusal under section 3690. the coUector may
levy, or by warrant may authorize a deputy
collector to levy. upon all property and
rights to property, except such as are exempt
by the preceding section. belonging to such
person, or on which the lien provided In cec-
tlon 3670 exists. for the payment of the sum
due, with Interest and penalty for nonpay-
ment, and also of such further un as shall
be sufficient for the fees, costs, and expenses
of such levy.

§zc. 3693. Proceedings on distraint.
When distraint is made. as provided In mec-
tion 3690-

(a) Account and noticc to owner. The
officer charged with the collection shall make
or cause to be made an account'of the goods
or effects distrained, a copy of which, signed
by the officer making such distraint, shall be
left with the owner or po-exsor of such
goods or effects, or at his dwelling or usual
place of business, with come percon of suit-
able age and discretion, It any such can be
found, with a note of the sum demanded
and the time and place of sale: and

(b) Public notice. Forthwith cauce a no-
tification to be published in come newspa-
per within the county wherein said distraint
is made, If a newspaper is published in said
county, or to be publicly posted at the p0st
office, If there be one within live miles near-
est to the residence of the percon whose
property shall be distraned, and In not lc
than two other public places. Such notice
shall specify the articles distrained, and the
time and place for the sale thereof.

(c) Time and place of sale. The time of
sale shall not be leas than ten nor more than
twenty days from the date of such notifica-
tion to the owner or poseor of the prop-
erty and the publication or posting of such
notice as provided In subzection (b) and the
place proposed for the sale shall not be more
than five miles distant from the place of
making such distraint.

(d) Adjournment of sale. Said cale may
be adjourned from time to time by sald of-
ficer, if he deems it advisable, but not for a
tine to exceed in all thirty days.

Src. 3694. Priority of speccifi ta liability
on distrained property. 'When property sub-
ject to tax. but upon which the tax has not
been paid, is seLzed upon distraint and cold.
the amount of such tax shall, after deducting
the expenses of such sale. be first appropri-
ated out of the proceeds thereof to tho pay-
ment of the tax. And If no asssment of
such tax has been made upon such property.
the collector shall make a return thereof in
the form required by law. and the Commis-
sioner shall assess the tax thereon.

Smc. 3695. Property for account of the
Unlted Statcs-(a) Purchase. When any
personal property is adverticed for sale under
distraint as aforesaid, the ofilcer mnkng the
seizure shall proceed to cell such property
at a public auction, offering the came at a
minimum price, including the expenses of
making the levy and of advertising the ale.
and If the amount bid for such property at
the sale is not equal to the minimum price
so fixed, the officer conducting the cale may
declare the same to be purchased by him
for the United States.
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(b) Sale. The property co purchased may
be cold by the collector within who dL-trict
the cale was made under such regulations
as may be prescrl^bd by the Commissloner.
with the approval of the Secretary.

(c) Accounting. The collector shall
render to the CommissIoner a distinct ac-
count of all charges incurred In such sales.
and, in caso of recale, shall pay into the
Treasury the proceeds ns provided in szatioa
3971.

§ 39.3695-1 Disposition of distrazrned
property-(a) Sale of Personal property
seized under distraint. (1) when per-
sonal property is seized by an mternal
revenue oflcer under a warrant of dis-
traint, and Is to be offered for sale at
public auction, such officer shall fix a
minimum price for the property, mclud-
Ing the expenses of levy and the cost of
advertising, and shall not accept a bid at
such sale less than such minimum price.
If the amount bid for the property at the
sale Is not equal to such minimum price
the officer conducting the sale may, in
his d1scretion, declare the property to be
purchased for the United States at such
minimum price, or may adjourn the sale
In accordance with section 3693. If at
such sale, or adjourned sale, the property
be neither sold to a bidder, nor pur-
chased for the United States, it may
again be offered for sale m accordance
with the procedure outlined in section
3693, in which event the ofcer holding
the sale may fix a new mnmum price
for the property.

(2) In fxing the minimum price, the
officer charged with this duty must e=-
ercise the greatest care -n order that a
loss may be avoided if the property
should be purchased for the United
States and resold. The omcer malnn

the sale should likewise use extreme cau-
tion In declaring the property purchased
for the United States. Only such pron-
erty as appears to have a recale value
at or above the minimum price fixed
should be bid n for the United States.

(b) Resale after purchase for the
United States. (1) When such personal
property has bcen declared purchased.
for the United States, the district dire:-
tor for the internal revenue district in
which the property was seizzd shoull.
make every effort to sell It at public sala.
Tentative and informal bids from pros-
pective purchasers may be procured.
When the property is offered for resale,
the hizhest of such bids should be u-
as an opening blc at the sale. If no
such tentative bid can be procured, it
Is unlikely that the property would find
a purchaser at a public sale. Whethar
under such circumstances the sale shou!l
be made rests In the discretion of Eie
district director. If the property pur-
chased for the United States consists of
bonds or other securities of the Federal
Government, these securities should not
be sold but must be transmitted to the
Commissloner of Internal Revenue for
proper disposition immediately after
they have been purchased for the United
States.

(2) Ordinarily the resale of personal
property so purchased for the United
States should be advertised merely by
public posting, that Is, by display of na-
tice at the district director's office, at t:e

§ 39.3695-1
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postoffice nearest the place where the
resale is to take place, and at the place
of resale. If the property is purchased
for the United States at a price con-
siderably less than its real market value,
the district director may in his discre-
tion insert an advertisement of resale
in a newspaper. The selection of the
place for such resale rests with the dis-
trict director. If the place selected by
the district director for resale is outside
of the internal revenue district where the
property was seized the approval of the
Commissioner of Internal Revenue must
first be obtained. In making the request
for the Commissioner's approval in such
case the district director should state,
with full details, the reasons for his re-
quest, and the procedure he expects to
follow if the approval of the Commis-
sioner be obtained. If it appears for
the best interests of the United States,
the Commissioner may approve the se-
lection of the place for resale, but may
alter or modify the proposed procedure.

§ 39.3696-3697 Statutory provszons;
redemption of property; certificates of
sale.

Scc. 3696. Redemption of property. In any
care of distraint for the payment of taxes,
the goods, chattels, or effects so distrained
shall be restored to the owner or possessor,
if, prior to the sale, payment of the amount
due Is made to the proper officer charged
with the collection, together with the fees
and other charges; but in case of nonpay-
ment, the said officer-shall proceed to sell
the said goods, chattels, or effects at public
auction.

SEC. 3697. Certificates of sale. In all cases
of sale, as aforesaid, the certificate of such
sale-

(a) As evidence. Shall. be prima facie
evidence of the right of the officer to make
such, sale, and conclusive evidence of the
regularity of his proceedings in making the
sale; and

(b) As conveyances. Shall transfer to the
purchaser all right, title, and interest of such
delinquent in and to the property sold; and

(c) As authority for transfer of corporate
stock. Where such property consists of
stocks, shall be notice, when received, to any
corporation, company, or association of said
transfer, and shall be authority to such cor-
poration, company, or association to record
the transfer on their books and xecords in
the same manner as If the stocks were trans-
ferred or assigned by the party holding the
same, in lieu of any original or prior certifi-
cates, which shall be void, whether canceled
or not; and

(d) As receipts. Where the subject of sale
is securities or other evidences of debt, shall
be a good and valid receipt to the person
holding the same, as against any person hold-
ing, or claiming to hold, possession of such
securities or other evidences of debt.

§ 39.3700-3706 Statutory provszons;
authority to distrai real estate; pro-
ceedings on distratnt; redemption of
real estate; certificates of purchase;
deeds of sale; transmisston of certificates
and deeds to Commissioner" records of
sale.

SEC. 3700. Authority to distrain. When
goods, chattels, or effects sufficient to satisfy
the taxes imposed upon any person are not
found by the collector or deputy collector,
he is authorized to collect the same by
seizure and sale of real estate.

SEC. 3701. Proceedings on distraint-(a)
Notice to owner. The officer making the

§ 39.3696-3697

seizure mentioned in the preceding-section
shall give notice to the person whose estate
it is proposed to sell by giving him in hand,
or leaving at his last or usual place of abode,
if he has any such within the collection dis-
triet where said estate is situated, a notice,
in writing, stating what particular estate is
to be sold, describing the same. with reason-
able certainty, and the time when-and place
where said officer proposes to sell the same.

(b) Public notice. The said officer shall
also cause a notification to the same effect
to be published in some newspaper within
the county where such seizure is made, if
any such there be, and shall also cause a like
notice to be posted at the post office nearest
to the estate selzed, and in two other pibllc
places within the county.

(c) Time and place of sale. The time of
sale shall not be less than twehty nor more
than forty days from the time of giving said
notice. The place of said sale shall not be
more than five miles distant from the estate
seized,, except by special order of the Com-
missioner.

(d) Manner of sale. At the time and
place appointed, the officer making such
seizure shall proceed to sell the said estate
at public auction, offering the same at a
minimum price, including the expense of
making such levy, and all charges for adver-
tising. When the real estate so seized con-
sists of several distinct tracts or parcels, the
officer making sale thereof shall offer each
tract or parcel for sale separately, and shall,
if he deemit advisable, apportion the ex-
penses and charges aforesaid to such several
tracts or parcels, or to any of them, in esti-
mating the minimum price.

(e) Purchasers. If no person offers for said
estate the amount of said minimum price,
the officer shall declare the same to be pur-

-chased by him for the United States; other-
wise the same shall-be declared to be sold
to the highest bidder.

(f) Adjournment of sale. The said sale
may be adjourned from time to, time by said
officer for not exceeding thirty days in all,
if he shall think it advisable so to do. If
the amount bid shall not be then and there
paid, the officer shall forthwith proceed to
again sell said estate in the same manner.

SEC. 3702. Redemption of real estate-
(a) Before sale. Any person whose estate
may be proceeded against as aforesaid shall
have the right to pay the amount due, to-
gether with the costs and charges thereon,
to the collector or deputy pollector at any
time prior to the sale thereof, and all further
proceedings shall cease from the time of such
payment.

(b) After sale-(1) Period. The owners
of any real estate sold as aforesaid, their
heirs, executors, or -administrators, or any
person having any interest therein, or a lien
thereon, or any person in their 13ehalf, shall
be permitted to redeem the land sold, or any
particular tract thereof, at any time within
one year after the sale thereof.

(2) Price. The land or* tract aforesaid
shall be permitted to be redeemed upon pay-
ment to the purchaser, or in case he can
not be found in the county in which the land
to be redeemed Is situated, then to the col-
lector of the district in which the land is
situated, for the use of the purchaser, his
heirs, or assigns, the amount paid by the
said purchaser and Interest thereon at the
rate of 20 per centum per annum.

(c) Record. When any lands sold are re-
deemed as provided in this section, the col-
lector shall make entry of the fact upon the
record mentioned in section 3706, and the
said entry shall be evidence of such -re-
demption.

SEc. 3703. Certificates of purclase-(a)
Real estate purchased by the United States.
In case the real estate sold under section
3701 shall be declared to be purchased for

the United States, the officer shall inmedi-
ately transmit a certificate of the purchase
to the Commissioner.

(b) Real estate purchased by others. Upon
any sale of real estate, as provided in section
3701, and the payment of the purchase
money, the officer making the seizure and
sale shall give to the purchaser a certificate
of purchase, which shall sot forth the rel
estate purchased, for whoso taxes the same
was sold, the name of the purchaser, and the
price paid therefor.

SEC. 3704. Deeds of sale-(a) Real estats
purchased by the United States. In case real
estate.shall be. declared under section 3701
(e) to be purchased for the United States,
the officer shall-

(1) Execution. At the proper time, a
provided In subsection (b), execute a deed
therefor after Its preparation and the en-
dorsement of approval as to Its form by the
United States district attorney for the dis-
trIct in which the property Is situate, and

(2) Record and transmission. Without
delay cause the same to be duly recorded in
the proper registry of deeds, and immediately
thereafter transmit such deed to the Com-
missioner.

(b) Real estate purchased by others. If
the said real estate be not redeemed in the
manner and within the time provided In
section 3702, the said collector or deputy col-
lector shall execute to the said purchaser,
upon his surrender of said certificate, a deed
of the real estate purchased by him as afore-
said, reciting the facts set forth In said cer-
tiflcate, and In accordance with the laws of
the State in which such real estate is situate
upon the subject of sales of real estate under
execution.

(c) Legal effect-(I) As evidence, The
deed of sale given In pursuance of this sec-
tion shall bc prma facie evidence of the facts
therein stated; and

(2) As conveyance of title. If the, pro-
ceedings of the officer as set forth have bbon
substantially in accordance with the provl-
sions of law, such deed shall be considered
and operate as a conveyance of all the right,
title, and interest the party delinquent had
In and to theoeal estate thus sold at the
time the lien of the United States attached
thereto.

SEc. 3705. Transmission of certificates and
deeds to Commissioner. All certificates of
purchase, and deeds of property purchased
by the United States under the Internal rev-
enue laws, on sales for taxes, or under execu-
tions issued from United States courts,
which may be found In the office of any col-
lector, shall be immediately transmitted by
such officer to the Commissloner.

Szc. 3706. Records of salc-(a) Require-
ment. It shall be the duty of every collector
to keep a record of all sales of land made
in his collection district, whether by himself
or his deputies, or by another collector. And
it shall be the duty of every deputy making
sale, as aforesaid, to return a statement of
all his proceedings to the collector, and to
certify the record thereof.

(b) Contents. The record shall set forth
the tax for which any such sale was made,
the dates of seizure and sale, the name of
the party assessed and all proceedings in
making said sale, the amount of fees And
expenses, the name of the purchaser, and
the date of the deed.

(c) Certification. The said record shall
be certifled'by the officer making the sale,

(d) Copy to Commissioner On or before
the 5th day of each succeeding month, the
collector shall transmit a copy of such record
of the preceding month to the Commissioner,

(e) Delivery by collector to successor, In
case of the death or removal of the collector,
or the expiration of his term of oficeo from
any other cause, said record shall be deliv-
ered to his successor in office.
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(f) Copy as evidence, A copy of every
such record, certified by the collector, shall
be evidence in any court of the truth of the
facts therein stated.

§ 39.3710-3716 Statutory provsions,;
surrender of property subject to dis-
trarnt; production of books; sale of in-
divisible property; distraint by district
director outside his district; period of
limitation upon distraint; successive
seizures; fees and charges in distraint
and seizure cases.

SEC. 3710. Surrender of property subject
to distrant-(a) Requirement. Any person
in possession of property, or rights to prop-
erty, subject to distraint, upon which a levy
has been made, shall, upon demand by the
collector or deputy collector making such
levy, surrender such property or rights to
such collector or deputy, unless such prop-
erty or right is, at the time of such demand,
subject to an attachment or execution under
any judicial process.

(b) Penalty for Violation. Any person
who fails or refuses to. so surrender any of
such property or rights shall be liable in
his own person and estate to the United
States in a sum equal to the value of the
property or rights not so surrendered -but
not exceeding the amount of the taxes (in-
eluding penalties and interest) for the col-
lection of which such levy has been made,
.together -with costs and interest from the
-date of such levy.

(c) Person defined. The term "person!- as
used in this section includes an offcer or
employee of a corporation or a member or
employee of a partnership, who as such off-
cer, employee, or member is under a duty
to perform the act in respect of which the
violation occurs.

SEc.-371L Production of books.- All per-
.sons, and officers of companies or corpora-
.tions, are-required, on demand of a collector
or deputy collector about to distrain or hav-
Ing, distrained on any property, or rights of
property, to exhibit all books containing evi-
.dence or statements relating to the subject
,of distraint, or the property or rights of prop-
erty liable to distraint for the tax due.

-SEC. 3712. Sale of Indivisible property.
'When any property- liable to distraint for
taxes Is mot divisible, so as to enable the
-collector by sale of a -part thereof to raise
the wnole amount of the tax, with all costs
and-charges, the whole of such property shall
be- sold, and the surplus of the proceeds of
the sale, after making allowance for the
amount of the tax, interest, penalties, and
additions thereto; and for the costs and
charges of the distraint and sale, shall be
deposited with the Treasurer of the United
-States as provided in section 3971.

SEC. 3713. Distraint by collector outside his
district. Any collector or deputy collector
may, for the collection of taxes Imposed upon
any person, and committed to him for col-
lection, seize and sell any of the property
real or personal (except property exempt
from distraint and sale under section 3691),
or any right or interest therein, of such
person situated in any other collection dis-
trict within the State in which such officer
resides, notwithstanding the provisions of
subsection (b) of section 3651; and his pro-
ceedings in relation thereto shall have the
same effect as if the same were had in his
proper collection district.

1 SEC. 3714. Period of limitation upon dis-
tratnt-(a) Length of period. For period
within which distraint may be begun in
case of-

Income tax, see sections 276 (c) and 277,
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(b) Date of beginning dfstraint. In de-
termining the running of any period of lmi-
tation in respect of distraint, the distraint
shall be held to have been begun-

(1) Personal property. In the cawe of
personal property, on the date on which the
levy upon such property is made: or

(2) Real property. In the cace of real
property, on the date on which notice of the
time and place of sale Is given to the person
whose estate It is proposed to sell.
[Sec. 3714 as amended by sec. 207 (b) (4),
Social Security Act Amendment 10501

SEC. 3715. Successive sciLurcs. Whenever
any property, personal or real, which Is
seized and sold by virtue of the foregoing
provisions, is not suificlent to satisfy the
claim of the United States for which dLstraint
or seizure is made, the collector ray, there-
after, and as often as the same may be neces-
sary, proceed to selze and cell in like manner,
any other property liable to selzure of the
person against whom such claim exists, until
the amount due from him, together with all
expenses. Is fully paid.

SEc. 3716. Fees and charges in distraint
an seizure cases. The Commissioner shall
by regulation determine the fees and charges
to be allowed In all cases of distraint and
other seizures: and shall have power to de-
termine whether any expense incurred In
making any distraint or seizure was neces-
sary.

§ 39.3725 Statutory provisions; stamp-
zng, marking, and branding scized goods.

SEc. 3725. Stamping, marking. and brand-
ing seized goods. Where any whisky or to-

"bacco, or other article of manufacture or
"produce. requiring brands, stamps, or marks
of whatever kind to be placed thereon chall
be sold upon distraint, forfeiture (except as
provided In section 2,05 with respect to din-
.tllied spirits), or other proce-s provided by
law, the same not having been branded,
stamped, or marked, as required by law. the
officer selling the same shall, upon sale there-
of. fix or cause to be afxed the brands,
stamps, or marks, so required.

SUITS BY VUiT D STATES

§ 39.3740 Statutory provisions; au-
thorzzation. to commence suit.

SC. 3740. Author zation to commence
suit. No suit for the recovery of taxes, or
of any fine. penalty, or forfeiture, shall be
.commenced unless the Commissioner au-
thorizes or sanctions the proceedings and
the Attorney General directs that the sult
be commenced.

§ 39.3743 Statutory provisions; au-
thorzation for regulations.

SEC. 3743. Regulations. It shall be the
duty of the Commisioner. with the ap-
proval of the Secretary, to establish such
regulations, not inconsistent with law, for
the observance of revenue officers, respecting
suits arising under the internal revenue laws
In which the United States is a party, as
may be deemed necessary for the just re-
sponsIbIlIty of those officera and the prompt
collection of all revenues and debts due and
accruing to the United States under such
laws.

§ 39.3745-3748 Statutory provisions;
district director's report to district at-
torney of willful violation of law; suits
for recovery of erroneous refunds; dispo-
sition of judgments and moneys recov-
ered, Periods of limitation.

SEc. 3745. Suits for fines, penalties, and
forfeitures-(a) Collector's reports to dis-
trict attorney. It shall be the duty of every
collector of internal revenue having Imowi-
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edge of any willful violation of any law of
the United States relating to the revenue,
within thirty das after coming Into poz-
ces-ion of such lnowledge, to file with the
district attorney of the district in which
any ine, penalty, or forfeiture may be in-
curred. a statement of all the facts and cir-
cumztance3 of the case within his knrwl-
edge, toZether with the names of the wit-
nesces. setting forth the provisions of law
believed to be co violated on which reliance
may be had for condemnation or convic-
tion.

[Sec. 3745 as amended by sec. 142. Pub. avw
72 (8St Cong.) I

S. 3746. SuitS fo- recorery o errOM ou
refund--(a) Refundz after limitation pe-
riod. Any portion of an Internal revenue
tax (or any Interest, penalty, additional
amount. or addition to such tax) refund of
which Is erroneously made, within the mean-
ing of sectlon 374. may be recovered by suit
brought In the name of the United States.,
but only If such suit Is begun withiL two
years after the making of such refund.

(b) Refunds otherice erroneous. Any
portion of an Internal revenue tax (or any
Interest, penalty, additional amount, or ad-
dition to such tax) which has been erra-
neously refunded (if such refund would not
be considered as erroneous under section
3774) may be recovered by suit brought in
the name of the United States. but only if
such suit is begua bfore the expiration of
two years after the making of such refund.

(c) Beund, based on fraud or s- reprz-
sentation. Despite the provisions of subsec-
tions (a) and (b) such suit may be brought
at any time within ive years from. the mak-
ing or the refund if ita ppear that ny part
of the refund vas Induced by fraud or the
mlrepreentatlon of a material fact-.

(d) Interezt. -Eroneous refunds recow-
erable by suit under thla section shall bear
interest at the rate of 6 per centau per an-
num from the data of the payment of the
refund.

&= 3747. Dsposition of Judgments and
moncys recorered. All Judgments and
moneys recovered or received for taxes. costs,
forfeitures, and penalties. shall be paid to
collectors s internal revenue taxes are re-
quired to be paid.

Sac. 3748. Pericda of lfmftatfon-(a) Cn--
nal procecution. No person shall be prose-

cuted. tried, or punished, for any of the
various offen- arising under the internal
revenue laws of the United States unless the
Indictment is found or the Information n-
stituted within threa years next after the
commission of the offense, except that the
period of limitation shall be six year--

(1) For offences involving the defrauding
or attempting to defraud the United States
or any agency thereof, whether by conspiracy
or not. and in any manner,

(2) For the offense of vllfully attempt-
ing in any manner to evade or defeat any
tax or the payment thereof, aud

(3) For the offenze of willfully aiding or
a.sisting in. or procuring, counellng , or
advising. the preparation or presentation
under, or In connection with any matter
arlsing under, the Internal revenue lawsz, of
a faLe or fraudulent return. aflidavit, claim,
or document (whether or not such falsity
or fraud is with the knowledge or consent
of the person authorized or required to
pre:nt such return. aMdavit, claim, or
document).

For offenses arising under section 37 of the
Criminal Code, lfarch 4. 1903. 35 Stat. 1036
(U. S. C. Title 18, rec. 83 [now seec. 371]) where
the object of the conspiracy Is to attempt
in any manner to evade or defeat any tax or
the payment thereof, the period of limitation
shall also be six years. The time during

§ 39.3745-3748
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which the person committing any of the
offenses above mentioned is absent from the
district wherein the same is committed shall
not be taken as any part of the time limited
by law for the commencement of such pro-
ceedings. Where a complaint is Instituted
before a commissioner of the United States
within the period above limited, the time
shall be extended until the discharge of the
grand jury at its next session within the
district.

(b) Scope of limitations. Subsection (a)
of this section shall apply to offenses when-
ever committed; except that It shall mot ap-
ply to offenses the prosecution of which was
barred before June 6, 1932.

(c) Civil suits. For period of limitation
in respect of-

Suits for fines, penalties, and forfeitures,
see section 1047 of the Revised Statutes
(U. S. C., Title 28, see. 791 Inow sec. 24621).

Suits for erroneous refunds, see gection
3746.

CLOSING AGREEMENTS AND COIRPOMISES

§ 39.3760 Statutory proviszons; clos-
zng agreements.

Src. 3760. Closing agreement s-(a) Au-
thorization. The Commissioner (or any of-
ficer or employee of the Bureau of Internal
Revenue, including the field service, author-
ized in writing by the Commissioner) is
authorized to enter into an agreement in
writing with any person relating to the 1l-
ability of such person (or of the person or
estate for whom he acts) in respect of any
internal revenue tax for any taxable period.

(b) Finality. If such agreement is ap-
proved by the Secretary, the Under Secretary,
or an Assistant Secretary, within such time
as may be stated in such agreement, or later
agreed to, such agreement shall be final and
conclusive, and, except upon a showing of
fraud or malfeasance, or misrepresentation
of a material fact-

(1) The case shall not be reopened as to
the matters agreed upon or the agreement
modified, by any officer, employee, or agent
of the United States, and

(2) In any suit, action, or proceeding,
such agreement, or any determination, as-
sessment, collection, payment, abatement,
refund, or credit made in accordance there-
with, shall not be annulled, modified, set
aside, or disregarded.

§ 39.3760-1 Closing agreements relat-
ing to tax liability tn respect of internal
revenue taxes. (a) Closing agreements
provided for in section 3760 of the In-
ternal Revenue Code may relate to any
taxable period ending prior or subse-
quent to the date of the agreement.
With respect to taxable periods ending
prior to the date of the agreement, the
matter agreed upon may relate to the
total tax liability of the taxpayer or it
may relate to one or more separate Items
affecting the tax liability of the taxpayer,
as for example, the amount of gross in-
come, deductions for losses, depreciation
or depletion, or the year for which an
item of income is to be included in gross
Income or the year for which an item
of loss is to be deducted, or the value of
property on a specified date. A, closing
agreement may also be entered into in
order to provide a "determination -under
the income tax laws" as defined in sec-

tion 3801 (a) (1) (A) of the Internal
Revenue Code. With respect to taxable
periods ending subsequent to the date of
the agreement, the matter agreed upon

may relate only to one or more separate
items affecting the tax liability of the

§ 39.3760

RULES AND REGULATIONS

taxpayer. The following, among others,
are examples of the latter type of closing
agreement: (1) A taxpayer may sell a
portion of his holdings in a particular
stock. A closing agreement may be en-
tered into fixmg the cost or other legal
factor determining the basis for com-
puting gain or l9ss on such sale, and, at
the same time fixing the cost or other
legal factor determining the basis (unless
or until the statute is changed to require
the use of some other factor to determine
basis) of the remaining portion of the
stock still held by the taxpayer upon
which gain or loss will be computed when
the taxpayer sells such stock in a later
year; (2) if the taxpayer is undecided
whether to sell property or hold it, or as
to the price at -which to sell it, a closing
agreement may be entered into deter-
mining the market value of the property
as of March 1, 1913, for future taxable
periods, prior to the consummation of
the sale by- the taxpayer. A closing
agreement with respect to any taxable
period ending subsequent to the date of
the agreement is subject to any change
in or modification of the law enacted
subsequent to the date of the agreement
and applicable to such taxable period,
and each closing agreement shall so re-
cite. Closing agreements may be exe-
cuted even though under the agreement

'the taxpayer is not liable for any tax for
the period to which the agreement re-
lates. There may be a series of agree-
ments xelating to the tax liability for a
single period. Any tax or deficiency in
tax determined pursuant to a closing
agreement shall be assessed and col-
lected, and any overpayment determined
pursuant thereto shall be credited or re-
funded in accordance with the applicable
provisions of law.

(b) The procedure in the Internal
Revenue Service vith respect to appli-
cations for entering nto closing agree-
ments in accordance with the regula-
tions under section 3760 will be under
such rules -as may be prescribed from
time to time by the Commissioner.

§ 39.3761-3762 Statutory provisions;
compromises; penalties for goncealment
of property or withholding, etc., of
records.

Szc. '3761. Compromses-(a) Authoriza-
tion. The Commissioner, with the approval
of the Secretary, or of the Under -Secretary
of the Treasury, or of an Assistant Secretary
of the Treasury, may compromise any civil
or criminal case arising under the Internal
revenue laws prior to reference to the De-
partment of JustiCe for prosecution or
defense; and the Attorney General may com-
promise any such case after reference to the
Department of Justice for prosecution or
defense.

(b) Jecord. Whenever a compromise is
made by the Commissioner in any case there
shall be placed on file In the office of the
"Commissioner the opinion of the General
-Counsel for the Department of the Treasury,
or of the officer acting as such, -with his
reasons therefor, with a statement of-

(1) The amount of tax assessed,
(2) The amount of additional tax or pen-

alty imposed by law in consequence of the
neglect or delinquency of the person against
whom the tax is assessed, and

(3) The amount actually paid in accord-
ance with the terms of the compromise.

te) Cross reference. For comprohlsos
after judgment, sec R. S. sec. 340 (U, S. 0.,
Title 31, sec, 194).

SEc. 3762. Penalties, Any person who, In
connection with any compromise under sto-
tion 3761, or offer of such compromise, or
In connection with any closing agreement
under section 3760, or offer to enter into
any such agreement, willfully-

(a) Concealment of property. Conceals
from any officer or employee of the lnited
States any property belonging to the estate
of a taxpayer or other person liable In respoo
of the tax, or

<b) Withholding, falsifying, and desctroy.
ing records. Receives, destroys, mutilates,
or falsifies any book, document, or record,
or makes under oath any false statement,
relating to the estate or financial condition
of the taxpayer or other person liable in
respect of the tax-

Shall, -upon conviction thereof, be fined
not more than $10,000 or imprisoned for
not more than one year, or both.

ABATEMENTS, CREDITS, AND REFUNDS

§ 39.3770-3775 Statutory provisiols;
authority to make abatements, credits,
and refunds; interest on overpayments;
suits for refund, interest on Judgmeuts;
refunds after periods of limitation,
credits alter periods of limitation.

SEc. 3770. Authority to make abatements,,
credits, and refunds-(a) To taxpayers-
(1) Assessments and collections generally,
Except as otherwise provided by law In
the case of Income war-profits, excea-profllt,
estae, and gift taxes, the Comnuissionr, sub-
ject to regulations prescribed by the Secre-
tary, is authorized to remit, refund, and pay
back all taxes erroneously or Illegally assessed
or collected, all penalties collected without
authority, and all taxes that appear to be
unjustly assessed or excessive In amount, or
in any manner wrongfully collected.

(2) Assessments and collections after
limitation period. Any tax (or any Interest,
penalty, additional amount, or addition
to such tax) assessed or paid after the ex-
piration of the period of limitation properly
applicable thereto shall be considered an
overpayment and shall be credited or re-
funded to the taxpayer If claim therefor
is filed within the period of llmitation for
filing such claim.

(3) Date of allowance. Where the Com-
missioner has signed a schedule of over-
assessments In respect of any internal reve-
nue tax Imposed by this title, the Revenue
Act of 1932, or any prior revenue Act, the
date on which be first signed such schedule
(if after May 28, 1928) shall be considered
as the date of allowance of refund or credit
in respect of such tax.

(4) Credit of overpayment of one class
of tax against another class of tax due, Not-
-withstanding any provision of law to the
contrary, the Commissioner may, In his dis-
cretion, In lieu of refunding an overpayment
of tax imposed by any provision of this title,
credit such overpayment against any tax
due from the taxpayer under any other pro-
vision of this title.

(5) Delegation of authority to collectors
-to make refunds. The Commissioner, with
the approval of the Secretary, is authorized
to delegate to collectors any authority, duty,
or function which the Commissioner Is
authorized or required to exercise or per-
form under paragraph (1), (2), (3), or (4)
of this subsection, or under section 922 or
1027, where the amount involved (exclusive
,of interest, penalties, additions to the tax,
and additional amounts) does not exceed
$10,000.

(6) Cross references. For limitations on
refunds and credits in case of-
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Income tax, see section 322.

(b) To collectors and officers. The Com-
missioner, subject to regulations prescribed
by the Secretary, is authorized to repay-

(1) Collections recovered. To any col-
lector or deputy collector the full amount of
such sums of money as may be recovered
against him in any court, for any internal
revenue taxes collected by him, with the
cost and expense of suit; also

(2) Damages and costs. All damages and
costs recovered against any collector, deputy
collector, agent, or inspector, in any suit
brought against him by reason of anything
done in the due performance of his officlal
duty.

(a) Rule where no tax liability. An
amount paid as tax shall not be considered
not to constitute an overpayment solely by
reason of the fact that there was no tax
liability in respect of which such amount
was paid.

[See. 3770 as amended by see. 508 (b), Sec-
ond Rev. Act 1940; sec. 4 (c) and (d) Current
Tax Payment Act 194-3; sec. 9 (a), Pub. Law
.271 (81st Cong.); sec. 207 (b) (5), Social
Security Act Amendments 19501

SEc. 3771. Interest on overpayments-(a)
Rate. Interest shall be allowed and paid
upon any overpayment in respect of any In-
ternal- revenue tax at the rate of 6 per
centum per annum.

(b) Period. Such interest shall be al-
lowed and paid as follows:

(1) Credits. In the case of a credit, from
the date of the overpayment to the due date
of the amount against which the credit is
taken, but if the amount against which the
credit is taken is an additional assessment
of a tax imposed by the Revenue Act of 1921,
42 Stat. 227, or any subsequent Revenue Act,
then to the date of the assessment of that
amount.

(2) Refunds. In the case of a refund,
from the date of the overpayment to a date
preceding the date of the refund check by.
not more than thirty days, such date to be
determined by the Commissioner, whether or
nor such refund check Is accepted by the
taxpayer after tender of such check to the
taxpayer. The acceptance of such check
shall .be without prejudice to any right of
the taxpayer to claim any additional over-
payment and interest thereon.

(c) Additional assessment defined. As
used in this section the term "additional as-
sessment" means a further assessment for
a tax, of the same character previously paid
In part, and includes the assessment of a
deficiency of any Income or estate tax Im-
posed by the Revenue Act, of 1924, 43 Stat.
253, or by any subsequent Revenue Act.

(d) Claims based on deduction for bad
debts or worthless securities. If credit or
refund of any part of an overpayment would
be barred under section 322 (b), except for
paragraph (5) thereof, or under section 322
(d), except for clause (2) thereof, no interest
shall be allowed or paid with respect to such
part of the overpayment for any period be-
ginning after the expiration of the period
of limitation provided in section 322 (b) (1)
for filing claim for credit refund of such
part of the overpayment and ending at the
expiration of six months after the date on
which the claim was filed or, in case no
claim was filed and the overpayment was
found by the Board, ending at the time the
petition was filed with the Board.

(e) Clazms based on carry-back of loss or
credit. If the Commissioner determines that
any part of an overpayment is attributable
to the inclusion in computing the net oper-
ating loss deduction for the taxable year of
any part of the net operating loss for a
succeeding taxable year or to the inclusion
in computing the unused excess profits credit'
adjustment for the taxable year of any part
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of the unused excess profits credit for a suc-
ceeding taxable year, no interest ahall be
allowed or paid with respect to such part
of the overpayment for any period before
the filing of a claim for credit or refund
of such part of the overpayment or the filing
of a petition with the Board, whichever Is
earlier; nor for any period beZinning with
the date of filing of an application under cec-
tlon 3780 (a) relating to such part or the
overpayment and ending with the Last date
the Commissioner's determination Is re-
quired to be made under Eection 3780 (b);
nor, In case an application is made under
section 3780 (a), for any period before the
first day of the month Immediately follow-
Ing the month in which falls the Inst date
prescribed by law (including any extension
of time granted the taxpayer) for filing the
return for the taxable year of the net operat-
ing loss or unused excess profit- credit, or
before the date on which the return Is filed,
whichever is later.

(f) Estimated tax and tax tithhlgd at
source. For date of payment in respect of
estimated tax and of tax withhold at cource
on wages, see section 322 (o).

(g) Claims based upon relief under sec-
tion 722. * * 0 [No longer applicable.]

[See. 3771 as amended by rce=. 121 (c), 153
(d), 172 (f) (5), Rev. Act 1942: ee. 4 (a),
Current Tax Payment Act 1943; rec. 2 (b).
Pub. Law 201 (78th Cong.); sec. G (b), Tax
Adjustment Act 10451

'Sen. 3772. Suits for rcfund-(a) Limita-
fions-(1) Claim. No suit or proceeding
shall be maintained in any court for the
recovery of any internal revenue tax alleed
to have been erroneously or Illegally asse=ed
or collected, or of any penalty claimed to
have been collected without authority, or
of any sum alleged to have been exccsive
or in any manner wrongfully collected until
a claim for refund or credit has been duly
filed with the Commlsoner, according to
the provisions of law In that regard, and
the regulations of the Secretary established
in pursuance thereof.

(2) Time. No such suit or proceeding
shall be begun before the expiration of six
months from the date of filing such claim
unless the Commisloner renders a decii, on
thereon within that time, nor after the ex-
piration of two years from the date of mail-
Ing by registered mail by the Commilioner
to the taxpayer of a notice of the disallow-
ance of the part of the claim to which such
suit or proceeding relates.

(3) Reconsideration after mailing of
notice. Any consideration, reconsideration,
or action by the Commissioner with respect
to such claim following the mailing of a
notice by registered mail of disallowance
shall not operate to extend the period within
which suit may be begun. This paragraph
shall not operate (A) to bar a suit or pro-
ceeding in respect of a clafn reopened prior
to June 22, 1936, If such suit or proceeding
was not barred under the law In effect prior
to that date, or (B) to prevent the suspen-
sion of the statute of limitations for filing
suit under section 3774 (b) (2).

(b) Protests or duress. Such suit or pro-
ceeding may be maintained. whether or not
such tax, penalty, or sum has been paid
under protest or duress.

(c) Cross references. For provisions re-
lating to claims for refund or credit filed
with the Commissioner in respect of-

Income tax, see section 322. * * 0
(d) Suits against collector a bar. A sult

against a collector (or former collector) or
his personal representative for the recovery
of any ihternal revenue tax alleged to have
been erroneously or illegally assessed or col-
lected, or of any penalty claimed to have
been collected without authority, or of any
sum alleged to have been excesslvo or in any
manner wrongfully collected shall bo treated
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as If the United States had b2en a party to
wlch cult In applying the doctrine of res
judicata in all cults Instituted after June
15, 1942, In respect of any internal revenue
tax. and In all praceedinoa in the Board andI
on review of decisions of the Board where
the petition to the Board was filed after
such date.

(a) Credit treated as payment. Tha credit
of an overpayment of any tax in satlsfaction
of any tax liability shaol. for the purpose of
any ult for refund of such tax liability
to caticiled, be deemed to be a payment in
respct of such tax liability to the collecto
in ofca at the time such credit IS allowed.

[See. 3772 as amended by sec. 503, Rev. Act
1942: tee. 9 (b), Pub. Law 271 (81st Cong.);
ccc. 207 (b) (6), Social Security Act Amend-
mento 1950]

Sc. 3773. Interet on Judgmentz. For in-
terest on judgmentz. se cection 177 of the
Judicial Code as amended by act of May 23.
1923. c. 852. section 615,45 Stat. 877 (U. S. C.
Title 28, cectIon 234 [now rec. 2516 (a)]).

Src. 3774. Rcfunds after periods of imita-
tion. A refund of any portion of an internal
revenue tax (or any interest, penalty. addi-
tional amount, or addition to such tax) shall
be considered erroneous

(a) Expiration of period for filirg claim.
If made after the expiration of the period of
limitation for filing claim therefor, unless
within such period claim was filed; or

(b) Disellozance of claim and expfration
of period for filing suit. In the case of a
claim filed within the propor time and di-
allowed by the Commissloner if the refund
wa s made after the expiration of the period
of limitation for filing suits, unlszs--

(1) Within such period suit was begun by
the taxpayer, or

(2) Within such period, the taxnayer and
the CommLssioner agrced in vrlting to sus-
pend the running of the statute of limita-
tiona for iling suit from the date of the
agreement to the date of final decision in one
or more named cases then pending before the
Board of Tax Appeals or the co s. If such
agreement has bceen entered into, the runnin
of such statute of limitations shall be sus-
ponded in accordance with the terms of the
agreement.

(c) Cro oreference. For procedure by the
United Staten to recover erroneous refunds.
tee cection 37460.

S-". 3775. Credits after porid-dte of lZmfta-
tion-(a) Period against United States. Any
credit against a liability in respect of any
taxable year shall be void if any payment in
respect of such liability would be conzidered
an overpayment under section 3770 (a-) (2).

(b) Period against taxpayer. A credit of
an overpayment in respect of any tax shall
be void if a refund of such overpayment
would be considered erroneous under section
3774.

§ 39.3777 Statutory vroznsons; re-
Vorts of refunds and credits rn excess of
$200,000.

Sc 3777. Reports of refunds and credits
in excess of $200,OOO-(a) By Commissioner
to Joint Committee. No refund or credit of
any Income. war-proflt, excezs-profits.
estate, or gift tax in exces of $200,00) shall
be made until after the expiration of thirty
days from the date upon which a report
giving the name of the person to whom. the
refund or credit i- to be made, the amount of
such refund or credit, and a. summary of the
facto and the decision of the Comm-is-sioner
Is submitted to the Joint Committee on In-
ternal Revenue Taxation.

(b) By Joint Committee to Congress. A
report to Congre. shall be made annually by
such committee of such refunds and credits,
ncludina the names of all persons and c=r-

§ 39.3777
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porations to whom amounts are credited qr
payments are made, together with the
amounts credited or paid to each.

(c) Tentative adfustments. An7 credit or
refund allowed or made under section 3780
(b) or under section 124 (k) shall be made
without regard to the provisions of subsec-
tion (a). In any such case, If the credit or
refund, reduced by any deficiency In such tax
thereafter assessed and by deficiencies In any
other tax resulting from adjustments re-
flected in the determination of the credit or
refund, Is In excess of $200,000, there shall
be submitted to such committee a report
containing the matter specified in subsection
(a) at such time after the making of the.
credit or refund as the Commissioner shall
determine the correct amount of the tax.

[See. 3777 as amended by see, 4 (c), Tax
Adjustment Act 1945; sec. 151. Rev. Act 1945;
sec. 10 (b), Pub. Law 271 (81st Cong.) ]

§ 39.3779 Statutory :provzszons; ex-
tenszons of time for payment of taxes
by corporations expecting carry-backs.

SEc. 3779. Extensions of time for payment
of taxes by corporations expecting carry-
backs-(a) In general. .If a corporatibn,
in any taxable year ending on or after
September 30, 1945, files with the collector
a statement, as provided In subsection (b),
with respect to an expected net operating
loss carry-back or unused excess profits
credit carry-back from such taxable year, the
time for payment of all or part of any tax
imposed by chapter 1 or 2 for the taxable year
immediately preceding such taxable year
shall be extended, to the extent and subject
to the conditions and limitations herein-
after provided in this section.

(b) Contents of statement. The state-
ment with respect to an expected carry-back
referred to in subsection (a) of this section
shall be sworn to in the manner prescribed
by section 52 in the case of a return and
shall be filed at such time and in such-man-
no-' and form as the Commissioner, with the
approval of the Secretary, may by regula-
tions prescribe. Such statement shall set
forth that the corporation expects to have
a net operating loss carry-back, as provided
in section 122 (b), or an unused excess profits
credit carry-back, as provided in section 432
(0), from the taxable year in which such
statement is made, and shall set forth, in
such detail and with such supporting data
and explanation as such regulations shall
require-

(1) 'The estimated ameunt of the expected
net operating loss or unused excess profits
credit;

(2) The reasons, facts, and circumstances
which cause the corporation to expect such
net operating loss or unused excess profits
credit;

(3) The amount of the reduction, attrib-
utable to the expected carry-back, in the
aggregate of the taxes previously determined
for all taxable years affected by the carry-
back prior to the taxable year of the expected
loss or unused credit; such taxes previously
determined being ascertained in accordance
with the method prescribed in section 3801
(d) and such reduction being determined by
applying the expected carry-back -in the
manner provided by law to the items on the
basis of which such taxes were determined
but such reduction being decreased by the
amount of any credits under section 780
properly allocable to such reduction;

(4) The tax or taxes and the amount
thereof the time for payment of which is to
be extended; and

(5) Such other information for the pur-
pose of carrying out the provisions of this
section as may be required by such
regulations.

RULES AND REGULATIONS

The collector shall, upon request, furnish a
receipt for any statement filed, which shall
set forth the date of such filing.

(c) Amount to which extension relates
and installment payments. The amount the
time for payment of which may be extended
under subsection (a) with respect to any
tax shall not exceed the amount of such tax
shown on the return, increased by any
amount assessed as a deficiency (or as in-
terest or additions to the tax) prior to the
date of filing the statement and decreased
by any amount paid or required to be'pald
prior to the date of such filing, and the total
amount of the taxes the time for payment
of which may.be extended shall not exceed
the amount stated under clause (3) of sub-
section (b). For the purposes of this sub-
section, an amount shall not be considered
as required to be paid unless shown on the
return or assessed as a deficiency (or as in-
terest or additions to the tax), and an
amount assessed as a deficiency (or as in-
terest or addition to the tax) shall be 'con-
sidered to be required to be paid prior to the
date of filing of the statement if the tenth.
day after notice and demand for its payment
occurs prior to such date. If an extension of
time under this section relates to only a part
of a tax, the time for 'payment of the re-
mainder shall be considered to be the dates
on which payments would have been re-
quired if such remainder had been the tax
and the taxpayer had elected to pay the tax
in Installments as provided in section 56 (b).

(d) Period ,of extenston. The extension
of time for payment provided in this section
shall expire-

(1) On the last day of the month in which
falls the last date prescribed by law (in-
cluding any extension of time granted the
taxpayer) for the filing of the return for the
taxable year of the expected net operating
loss or unused excess profits credit, or

(2) If an application' for tentative carry-
back adjustment provided in section 3780
with respect to such loss or -unused credit is
filed before the expiration of the period pre-
scribed in clause (1), on the date on which
notice Is mailed by registered mail by the
Commissioner to the taxpayer that such ap-
plication is allowed or disallowed in whole
or in part.

(e) Revised statements. Each statement
filed under subsection (a) with respect to
any taxable year shall be in lieu of the last
statement previously filed with respect to
such year. If the amount the time for pay-
ment of which is extended under a state-
ment filed is less than the amount under
the last statement previously filed the ex-
tension of time shall be terminated as to the
difference between the two amounts.

(f) Termination by Commissioner. The
Commissioner is not required to make any
examination of the statement but he may
make such examination thereof as he deems
necessary and practicable. The Commis-
sioner shall terminate the extension as to
any part of the amount to which it relates
which he deems should be terminated be-
cause, upon such examination, he believes
that, as of 'the time such examination is
made, all or any part of the statement clearly
is in a material respect erroneous or un-
reasonable.

g) Payments on termination. If an ex-
tension of time .is terminated under sub-
section (e) or (f) with respect to any
amount, then-

(1) No further extension of time shall be
made under this section with respect to such
amount, and

(2) The time for payment of such amount
shall be considered to be the dates on which
payments would have been required if there
had been no extension with respect to such
amount and the taxpayer had elected to pay
the tax in Installments as provided in section
56 (b).

(h) Jeopardy. If the Commissioner be-
lieves that collection of the amount to which
an extension under this section relates Is In
Jeopardy, he shall immediately terminato
such extension and notice and demand shall
be made by the collector for payment of such
amoynt.

(i) Interest. In the case of an amount the
time for payment of which has been ex-
tended, there shall be collected as part of
such amount interest from the dates on
which payments would have boon required
if there had been no extension and the tam
payer had elected to pay the tax In install-
ments as provided in section 50 (b)-

(1) 'Upon so much of such amount as Ia
satisfied under section 3780 (b) by applying
or crediting thereto, within the period of
extension, a- decrease In tax determined In
connection with an application under section
3780 (a), interest at the rate of 3 per centum
per annum to the date of such satisfaction,
except that on so much of such, satisfied
amount as Is not In excess of the amount of
the deficiencies assessed under section ='zu0
(b) and which is not so satisfied, the ratq
shall be 6 per centum per annum and 0

(2) Upon the remainder of the amount the
time for payment of which has been ex-
tended, Interest at the rate of 0 per centum
per annum to the date such amount is paid,
If the Commissioner determines that during
th6 period of extension credit or refund of
an overpayment has been allowed or made,
or a deficiency assessed, affecting the amount
to which the extension relates and that the
taxpayer could not have taken such overpay-
ment or deficiency into account In the state-
ment or a revised statement, appropriate ad-
justment shall be made In the Interest.
[Sec. 3779 as added-by sec, 4 (a), Tax Adjust-
ment Act 1945; amended by see. 304 (a),
Mxcess Profits Tax Act 1950]

§ 39.3779-1 Extenszons of time for
payment of taxes by corporations ex.
pecting carry-backs. (a) If a corpora-
tion files a statement, with respect to an
expected net operating loss carry-back
or unused excess profits credit carry-
back fronr any taxable year, such cor.
poration may extend the time for the
payment of all or any part of certain
taxes to the extent and subject to tha
limitations provided In section 3779, A
corporation may extend the time for
payment with respect to only such taxes
as meet the following four requirements:

(1) The tax must be one imposed by
,chapter 1 or chapter 2;

(2) The tax must be for the taxable
year immediately preceding the taxable
year of the expected net operating loss
or unused excess profits credit;

(3) The tax must be shown on tho
xeturn or must be assessed within the
taxable year of the expected net oper.
ating loss or unused excess profits credit;
and

(4) The tax must not have been paid
or required to have been paid prior to
the fMling of the statement.

(b) The time for payment. of the tax
is automatically extended under section
3779 upon the filing of a statement by
the corporation with the district director
of internal revenue where the tax Is pay-
able with respect to the expected nob
operating loss carry-back or unused ex-
cess profits credit carry-back, The pe-
rinod of extension Is that provided in
section 3779 (d) unless sooner termi.
nated by action of either the Commis.
sioner or the corporation.

§ 39.3779
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§ 39.3779-2 Contents of statement.
(a) The statement with respect to an
expected carry-back which must be filed
by a corporation in order to extend the
time for payment of tax under section
3779 is to be filed on Form 1138. The
statement must be filled out in accord-
ance withtthe instructions accompanying
the form, and all information required
by the form and the instructions must be
furnished by the taxpayer. The state-
ment shall contain or be verified by a
'written declaration that it is made under
the penalties of perjury. The district
director of internal revenue, upon re-
quest, will furnish a receipt for any
statement filed. Such receipt will show
the date the statement was filed.

(b) The reduction, attributable to the
expected carry-back, in the aggregate of
the taxes previously determined for all
taxable years, affected by the carry-back,
prior to the taxable year of the expected
net operating loss or unused excess prof-
its credit will be the excess of the de-
creases over the increases, attributable to
the expected carry-back or any related
adjustments, in such taxes as previously
determined. The tax previously deter-
mined is to be ascertained in accordance
with the method prescribed in. section
3801 (d) In general, therefore, the tax
previously determined will be the tax
shown by the taxpayer on its return, in-
creased by any amounts assessed (or col-
lected without assessment) as deficien-
cies prior to the date of the filing of the
statement, and decreased by any
amounts abated, credited, refunded, or
otherwise repaid prior to such date. Any
items as to which the Commissioner and
the taxpayer are in disagreement at the
time of the filing of the statement shall
be taken into account in ascertaining the
tax previously determined only if, and to
the extent thatthey were reported in the
return, or were reflected in any amounts
assessed (or collected without assess-
ment) as deficiencies, or in any amounts
abated, credited, refunded, or otherwise
repaid, prior to the date of the filing of
the statement. The tax previously de-
termined will reflect the foreign tax
credit and the credit for tax withheld at
source provided in section 32.

(c) The increase or decrease, attrib-
utable to the expected carry-back or
any related adjustments, in any tax pre-
viously determined is.to be ascertained,
except for such carry-back and related
adjustments, on the basis of the items
which entered into the computation of
such tax as previously determined. Ac-
cordingly, as in ascertaminn the tax pre-
viously determined, items must be taken
into account only to the extent that such
items were included in the return, or
were reflected in amounts assessed (or
collected without assessment) as defi-
ciencies, or in amounts abated, credited,
refunded, or otherwise repaid, prior to
the date of the filing of the statement.
Thus, for example, if the taxpayer
claimed a deduction for depreciation of
$10,000 in its return and the Commis-
sioner asserts that only $4,000 is properly
deductible, no change is to be made in
the $10,000 depreciation deduction as
shown by the taxpayer on his return

No. 189-Pt. II--Sec. 2- 24

FEDERAL REGISTER

unless a deficiency has been aszessed, or
an amount collected without assezsnent,
prior to the date of the filing of the
statement as a result of a change in the
depreciation deduction, or unless such
change in the depreciation deduction
was reflected in an amount abated.
credited, refunded, or otherwise repaid
prior to such date. In determining the
increase or decrease In any tax pre-
viously determined, any items which are
affected by the carry-back must be ad-
3usted to reflect such carry-back. Thus,
any deduction limited, for example, by
net income, such as the deduction for
charitable contributions, is to be re-
computed on the basis of the net Income
as affected by the carry-back. Simi-
larly, in any case where one tax Is allow-
able as a deduction in computing a
second tax, or where the income subject
to one tax Is a credit In computing the
income subject to the second tax, such
deduction or credit must be adjusted to
reflect such carry-back. n determining
the net operating loss deduction, the ad-
justments required by sections 122 (c)
and 433 (a) (1) (J) are likewise to be
made.

(d) The reduction In the aggregate of
the taxes previously determined Is a net
reduction. That Is, in determining such
reduction, a decrease, attributable to a
carry-back, In any one tax, e. g., the In-
come tax, will be offset by an increase
in any other tax, e. g., the surtax on
personal holding companies, resulting
from such decrease.

§ 39.3779-3 Amount of tax the time
for payment of which may be extendcd-
(a) Total amount to which, extension
may relate. The total amount of one or
more taxes the time for payment of
which may be extended under section
3779 may not exceed the amount shown
in item 4 (c) of Form 1138.

(b) Amount of any one tax to which,
extension may relate. (1) The taxpayer
is to specify in item 5 (j) of Form 1138
the tax or taxes and the amount thereof
the time for payment of which Is to be
extended. In case of any one tax the
amount to which an extension may re-
late may not exceed the amount of such
tax shown on the return as filed, In-
creased by any amount assessed as a de-
ficiency (or as interest or additions to
the tax) prior to the date of filing the
statement and decreased by any amount
paid or required to be paid prior to such
date. In determining the amount of tax
required to be paid prior to the date of
filing the- statement, only the following
amounts shall be taken Into consider-
ation:

(I) The amount of the tax shown on
the return as filed; and

(ii) Any amount assessed as a de-
ficiency (or as interest or additions to
the tax) if the tenth day after notice
and demand for its payment occurs prior
to the date of the filing of the statement.

(2) Delinquent Installments are to be
considered amounts required to be paid
prior th the date of filing the statement.
In the case of any authorized extensiontof time under section 56 (c). the amount
of tax the time for payment of which is
so extended Is not to be considered re-
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quIred to be paid prior to the end of such
extension. Similarly, any amount as-
sessed as a deficiency (or as interest or
additions to the tax) Is not to be con-
sidered required to be paid prior to the
date of the filing of the statement unless
the tenth day after notice and demand
for its payment falls prior to the date of
the filing'of the statement.

(3) The taxpayer may choose to ex-
tend the time for payment of all of one
or more taxes, or It may choose to extend
the time for payment of portions of sev-
eral taxes. The taxes chosen by the tax-
payer need not be those taxes which are
affected by the carry-back, The amount
to which an extension may relate in the
case of any one tax may not exceed the
amount specified in section 3779 c) and
shown in Item 5 (1) of Form 1138, and
the total amount of all taxes the time
for payment of which may be extended
may not exceed the amount specified in
section 3779 (c) and shown in item 4 (c)
of Form 1138. Such amounts represent
the maximum amounts the time for pay-
ment of which may be extended; the
amount the time for payment of which
Is extended In the case of any one tax,
or the total of such amounts, may be less
than the maximum amounts specified in
section 3779 (c) and shown in items 5 (i)
and 4 (c) respectively, of Form 1138.

§ 39.3779-4 Payment of remainder of
tax where extension relates to only part
of the tax. (a) If an extension of time
relates to only part of the tax, the time
for payment of the remainder of the tax
shall be considered to be the dates on
which payments would have been re-
quired If such remainder had been the
tax and the taxpayer had elected to pay
the tax in installments as provided in
section 56 (b).

(b) The provisions of this section may
be illustrated by the folloving eample:

Example. Corporation A. which keeps It
boolm and mahes Its tax returns an the
calendar year basIs, filed Its income tax re-
turn for 1952 on 'March 25, 1953. The cor-
poration chowed a tax of 61.000 en Its rturn
and pald 40 percent of such ta.= or 409, On
Z.arch 15. 1053. On June 1, 1953, Corpar-
tIon A, purcuant to the prov,.ions of saction
3779, extended the time for payment of $503
of such t=x The remainder of the tax the
time for payment of which was no z e-
tended, 1. e., 0500, i- to h considered the tx
for purpc-z- of determining vhen it 17 to be
paid. Such remainder Is to be paid In In-
stallments on each of the normal installment
datc-s. Since the taxable year I- the culendar
year 1952, 40 prcent of C500 I- due on eash
of the firat two Installment dates and 10
percent of 0500 is due on each of the I-+
two Installment dates. Since the corpora-
tion has already paid W00 on March 15,
2053, It will have nothing to pay on June 15.
1953, and It wiln pay $50 on September 15,
1953, and $50 on Dccember 15, 19Z3.

§ 39.3779-5 Period of extension-. If
the time for the payment of any tax has
been extended pursuant to section 3773.
such extension shall expire:

(a) On the last day of the month in
which falls the last date prescribed by
law (including any extension of time
granted the taxpayer) for the filing of
the return for the taxable year of the
expected net operating loss or unu-zd
excess profits credit; or

§ 39.3779-5
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(b) If an application for a tentative
carry-back adjustment provided in sec-
tion 3780 with respect to such loss or
unused credit is filed before the expira-
tion of the period specified in paragraph
(a) of this section, on the date on which
notice is mailed by registered mail to
the taxpayer that such application is
allowed or disallowed in whole or in
part.

§ 39.3779-6 Revised statements. (a)
A corporation may file more than one
statement under section 3779 with re-
spect to any one taxable year. Each
statement is to be considered a new
statement and not an amendment of
any prior statement. Each such new
statement is to be in lieu of the last
statement previously filed with respect
to the taxable year and may extend the
time for payment of a greater, or lesser
amount of tax than was extended under
the prior statement. The extension,
may not relate to any amount of tax
which was paid or required to be paid
prior to the date of filing the new state-
ment. Any amount of tax the time
for payment of which was extended
under a prior statement, however, may
continue to be extended under the
new statement. If the amount the time
for payment of which is extended under
the new statement is less than the
amount so extended under the last state-
ment previously filed, the extension of
time shall be terminated on the date
the new statement is filed as to the
difference between the two amounts.
See section 3779 (g) for the dates on
which such difference must be paid.
If a corporation pays any amount of
tax, the time for payment of which
was extended, prior to the date the ex-
tension would otherwise terminate, the
extension with respect to such amount
shall be deemed terminated, without re-
gard to whether a new statement is
filed, on the date such amount is paid.
The corporation shall indicate on each
new statement filed that it has already
filed one or more prior statements with
respect to the taxable year. The cor-
poration shall likewise indicate the
dates each prior statement was filed and
the amount of each tax the time for
payment of which was extended under
each prior 'statement.

(b) The provisions of this section may
be illustrated by the following example:

Example. Corporation B, which keeps its
books and makes its tax returns on the
calendar year basis, filed its income tax re-
turn for 1952 on March 15, 1953, showing a
tax of $100,000. At the same time it filed
a statement under section 3779 in which it
stated that it expected to have a net operat-
ing loss of $75,000 in 1953 and that the re-
duction in the tax previously determined
for 1952, attributable to the expected net
operating.loss carry-back resulting from such
expected loss, would be $39,000. The cor-
poration accordingly extended the time for
payment of $39,000 of its income tax for
1952, and paid $24,400 of such tax on March
15, 1953 (see section 3779 (c) and § 39.3779-
4). As a result of its operations during the
next; several months, the corporation filed
a second statement on June 1, 1953, in which
it stated that its expected net operating loss
for 1953 would amount to $150,000 and that
the corresponding reduction in the tax for

1952 would amount to $78,000. Corporation
B under the new statement may extend the
time for 'payment of $39,000 of the install-
ments due on June 15, 1953, September 15,
1953, and December 15, 1953, and the time
for payment of the $39,000 extended under
the first statement filed on March 15, 1953,
may continue to be extended under the
second statement. The $24,400 which was
paid on March 15, 1953, will not be affected
by the second statement filed on June 1,
1953. If the corporation had failed to
pay the $24,400 on March 15, 1953, and
had not; secured an extension of time under
section 56 (c) until at least June 1, 1953,
with respect to such amount, the time for
payment of such $24,400 could not be ex-
tended inder the second statement filed on
June 1, 1953.

(c) The corporation in paragraph
(b) might file a second statement to
show that it had overestimated the
amount of its expected net operating
loss and, accordingly, to terminate the
extension with respect to part or all of
the tax. The corporation might file a
second statement even though its esti-
mate of its expected net operating loss
had not changed since it filed its first
statement. For example, the corpora-
tion might have computed incorrectly
the reduction, attributable to the ex-
pected net operating loss carry-back
from 1953, in the tax previously deter-
mined for 1952. In such case, the cor-
poration might file a second statement
showing the correct computation of such
reduction and increasing or decreasing
the amount of tax the time for payment
of which was extended to correspond to
the correct computation. The corpora-
tion might file a second statement in
order to change the kind of tax the time
for payment of which is to be extended
even though the total amount of tax the
time for payment of which was extended
is not to be- changed.

§ 39.3779-7 Termination by Commts-
szoner--(a) After an examination of the
statement ftled. by the corporation is
made. The Commissioner is authorized
to make such examination of the state-
ments filed as he deems necessary and
practicable. If upon such examination
as he may make, the Commissioner be-
lieves that, as of the time he makes the
examination, all or any part of the state-
ment is in a material respect erroneous
or unreasonable, he will terminate the
extension as to any part of the amount
to which such extension relates which he
deems should be terminated.

(b) Jeopardy. If the Commissioner
believes that the collection of any amount
to which an extension under section 3779
relates is in 3eopardy, he will immedi-
ately terminate the extension. In the
case of such a termination, notice and
demand is to be made by the district
director for payment, of such amount,
and there may be no further extension
of time under section 3779 with respect
to such amount.

§ 39.3779-8 Payments on termination.
(a) If an extension of time under section
3779 is terminated with respect to any
amount either (1) by the filing of a new
statement by the taxpayer under section'
3779 (e) extending the time for payment
of a lesser amount than was extended In

a prior statement or (2) by action of the
Commissioner under section 3779 (f)
after making an examination of the
statement filed by the corporation, no
further extension of time may be made
under section 3779 with respect to such
amount. The time for payment of such
amount shall be the dates on which pay-
ments would have been required if there
had been no extension with respect to
such amount and the taxpayer had
elected under section 56 (b) to pay the
tax in installments.

(b) The provisions of this section may
be illustrated by the following examples:

Example (1). Corporation 0, which keeps
its books and makes its tax returns on a
calendar year basis, filed its 1952 income
tax return, showing a tax of $1,000, on March
15, 1953. At the same time the corporation
flied a statement under section 3779 extend-
ing the time for payment of the entire $1,000
on the basis of an expected not operating loss
carry-back from 1953. On July 1, 1053, tile
corporation filed a new statement indicating
that the reduction, attributable to the ex-
pected net operating loss carry-back from
1953, in Its income tax for 1052 would be
only $600, and thus terminated the above
extension to the extent of $400. The time
for payment of such $400 may not be ex-
tended again, and such $400 Is payable as
if it were the tax for 1952 and Corporation
C had elected to pay such tax in install-
ments. That is, $160 is payable on March
16, 1953, $160 on Juno 15, 1953, $10 on Sop-
tember 15, 1953, and $40 on Dicembel 15,
1053. Interest is payable under section 83119
(i) (2) on such amounts at the rate of
6 percent per annum and is to be computed
from the respective dates on which such
amounts were payable. Inasmuch as the
March 15 and June 15 dates had already
passed when Corporation C terminated the
extension with respect to the $400. $320 is
payable Immediately upon such termination,
and $40 is payable on September 15, 1053,
and $40 on December 15, 1053. The fact
that the corporation did not pay the $160
on March 15, 1053, and the $160 on June 16,
1953, is not to be considered such a failure
to pay an installment on or before the date
fixed for its payment as would make the
entire tax become duo under the provisions
of section 56 (b). Interest, however, will be
computed upon the first $160 from March
15, 1953, and upon the second $10o from
June 15, 1953. See section 3770 (1) and
§ 39.3779-9.

Example (2). If Corporation 0 in example
(1) had shown a tax of $1,200 on its return,
the other facts being the otame, and, accord-
ingly, had paid $80 on March 16, 1053, and
$80 on June 15, 1953, then upon the termina-
tion as to the $400 $320 would be payable
Immediately (i. e., $160 which in the light
of the termination should have boon paid
on March 15, 1953, and $160 which should
have been paid on Juno 15, 193), and two
Installments of $60 each would be payable
on September 15, 1953, and on December 16,
1953. Interest would be computed from the
same dates as in example (1).

(c) The examples in paragraph (b) of
this section also would apply if the exten-
sion of time for the payment of the $400
were terminated by the Commissioner
under section 3779 (f) because he be-
lieved that the statement filed by Cor-
poration C under section 3779 extending
the time for payment of tax was clearly
erroneous or unreasonable in a mate-
rial respect. If, however, the Commis-
sioner on July 1, 1953, terminated the
extension with respect to such $400 un.

§ 39.3779-6
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der section 3779 (h) because he be-
lieved the collection of such amount
was in jeopardy, the entire $400 would be
payable immediately upon notice and de-
mand by the district director of internal
revenue- In such case interest would be
computed on $160 from Mxarch 15, 1953.
on $160 from June 15, 1953, and on the
remaining $80 from July 1, 1953. See
section^3779 (i) and § 39.3779-9.

§ 39.3779-9. Interest. (a) Interest is
payable on any amount the time for pay-
ment of which is extended under section
3779. The interest, which is to be col-
lected as part of such amount, is to be
computed at the rates indicated in sub-
paragraphs (1) and (2) of this para-
graph from the dates on which payments
would have been required if there had
been no extension, and the taxpayer had
elected under section 56 (b) to pay the
tax in mstallments:

(1) At the rate of 3 percent per an-
num on so much of such amount as is
satisfied by applying or crediting there-
to, within the period of extension (see
section 3779 (d)) a decrease in tax de-
termined in respect of an application for
a tentative carry-back adjustment, as
provided in section 3780 (a) to the date
of such satisfaction, except that the rate
is to be 6 percent per annum upon so
much of the satisfied amount as does not
exceed the amount of the deficiencies
assessed under section 3780 (b) in re-
spect of such application which is not so
satisfied; and

(2) At the rate of 6 percent per an-
num upon the remainder of the amount
the time for payment of which was ex-
tended to the date such amount is paid.

(b) Interest thus will be payable at
the rate of 3 percent per annum upon
any amount the time for payment of
which has been extended under seftion
3779 to the extent that such amount is
satisfied by applying or crediting thereto,
within the period of extension, a de-
crease in tax determined in respect of an
application for a tentative carry-back
adjustment under section 3780 (a). The
application for the tentative carry-back
adjustment must be with respect to the
same taxable year asthat of the expected
net operating loss or unused excess prof-
its credit. In determining whether an
amount has been so satisfied, however,
the net effect of the carry-back, includ-
ing any resulting deficiencies, must be
-taken into account. Interest upon any
amount notso satisfied Will be payable at
the rate of 6 percentper annum.

(c) The provisions of tis section may
be illustrated by the following example:

Erample. Corporation D, which came into
existence on January 1. 1952, and which
keeps its books and makes its tax returns on
the calendar year basis, extended the time
for payment of $855 of Ats income tax for
1952 on the basis of an expected net operat-
ing ioss carry-back from 1953. The corpora-
tion in fact had a net operating loss for 1953,
and on March 31, 1954, It filed an application
under section 3780 (a) for a tentative carry-
back adjustment with respect to the net
-operating loss carry-back from 195T. The
application showed that the corporation's
income tax for 1952 was decreased by $455 as
a result of the carry-back from 1953. The
Commissioner allowed the appilcation In full
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on June 29, 1954. The M55 dccrcso In the
corporation's income tax for 1952 was ap-
plied against the $855 of Its income tax for
1952, the time for payment of which had
been extended pursuant to the statement
previously filed under section 3779. Since the
decrease in the corporation's Income tax for
1952 vas only $455, the corporation paid the
remainder of $400 for 1952 in cash within ten
days after notice and demand. The reduc-
tion in the corporatlon's income tax as pre-
viously determined for 1952. attributable to
the net operating loss carry-back from 1953,
was only $455, and the corporation therefore
should not have extended the time for pay-
ment of more than $455 of its 1952 Income
tax. Inasmuch as only $455 of the amount
the time for payment of which had been
extended was satisfied by reason of the carry-
back, interest Is to be collected at the rate
of 3 percent per annum on the Cr455 and at
the rate of 6 percent per annum on the re-
maining $400. The interest will be computed
on the $455 and on the $000 at the rate3 of
3 percent and 6 percent per annum, re-
spectively, as If 40 percent of each such
amount were payable on March 15, 1953,
40 percent on June 15, 1953, 10 percent on
September 15, 1953, and 10 percent on D}-
comber 15, 1953. Interest on the 455 wll
run until the date the reduction in income
tax for 1952, determined in respect of the
above application for a tentative carry-bacl:
adjustment, Is applied against the income
tax for 1952, the time for payment of which
was extended, and interest on the $400 ill
run until the date such 6400 Is paid. The
corporation, however, will be liable for a
penalty of 5 percent of 280.25, or O14.31, for
extending the time for payment of an amount
substantially in excess or an amount the
time for payment of which might properly
have been extended. See cectIon 2-4 (e) and
§ 39.294-2.

(d) If an extension of time under cec-
tion 3779 is terminated either by action
of the taxpoyer (by paying an amount
the time for payment of which had been
extended or by filing a new statement
extending the time for payment of a
lesser amount than was extended in a
prior statement) or by the Commirsoner
(because he believes the statement filed
was erroneous or unreasonable In a ma-
terial respect or because he believes that
the collection of an amount to which the
extension relates Is in jeopardy) inter-
est is payable on the amount to which
such termination relates at the rate of 6
percent per annum to the date of pay-
ment. Likewise, if the taxpayer fails to
file an application for a tentative carry-
back adjustment prior to the last day
of the month in which falls the last date
prescribed by law (including any exten-
sion of time granted the taxpayer) for
filing the return for the taxable year of
the expected net operating loss or un-
used excess profits credit, interest is pay-
able on the amount to which the ex-
tension relates at the rate of 6 percent
per annum to the date of payment, In
such case interest Will be payable at the
rate of 6 percent per annum without re-
gardto whether the taxpayer could have
filed an application for a tentative
carry-back adjustment, which would
have been allowed by the CommLssoner,
prior to such last date and without re-
gard to whether the taxpayer In fact
does fle such an application at some
time after such last datj. If part of
an amount the time for payment of
which has been extended Is satisned by

applying or crediting thereto, within the
period of extension, a decrease in tax de-
termined In respect of an application for
a tentative carry-bact adjustment and
part Is not so satisfied, interest will be
payable on the first part at the rate of
3 percent per annum -and on the second
part at the rate of 6 percent per annum.

(e) The action of the Commissioner in
aIowing or disallowing an appli ation
for a tentative carry-back adjustment
determines the interest payable on
amounts the time for payment of which
has been extended under section 3779;
such interest is not to be affected by a
later determination by the Commis-
sioner or any court, including The Tax
Court of the United States. If, how-
ever, the Commissioner determines,
either at the time of the termination of
the extenslon or at some time thereafter,
that during the period of extension a
credit or refund of an overpayment has
been allowed or made, or a deficiency
assessed, affecting the amount to which
the extension under section 3779 re-
lates and that the-corporation could not
have taken such overpayment or deft-
ciency into account in the statement or
in a revised statement, an appropriate
adjustment will be made in determining
what part of such amount shall bear in-
teres-t at the rate of 3 percent and what
part at the rate of 6 percent per annum.

§ 39.3789 Statutory prowszons; ten-
tative carry-bac7: adfustments.

sLc 3780. Tentative carry-bacT: adfut-
mients-(a) Applicatfon for adftufrnt:e. A
taxpayer may file an application for a tenta-
tive carry-back adjustment of the taxes for
prior taxable years affected by a net operating
1o carry-back, provided in section 122 (b),
or an unused exce-s profLts credit carry-back,
provided In cectIon 432 (c), from any taxable
Sear ending on or after September 20, 1945.
The application dhalI be verified in the man-
ner prescribed by section 51 or section 52
in the case of a return of such taxpayer, and
ail be filed, on or after the date of filing

of the return for the taxable 'year of the
net opoerating Is= or unwed excess profits
credit from which the carry-back results and
within a perlod of twelve months- from the
end of such taxable year, n the manner and
form required by regulations prescribed by
the Commissioner dth the approval of the
Secretary. The application thal set forth,
in ouch detail and with such =pporting
data and explanation as such regulations

ldl require-
(1) The amount o the n-t operating les

or unuced excess profita credit;
(2) The amount or the tax prerviuzly ae-

termined for each prior taxable year afftcted
by such carry-back; the tax previouzly de-
termined being ascertained in accordance
with the method prescribed in section 3sa1
(d):

(3) The amount of increase or decreaze
in each such tax. attributable to such carry-
bach, such increase or decrease being de-
termined by applying the carry-back In the
manner provided by la: to the Items on ths
basis of which such taxes were determined.
If an application under section 12- (j) for
tentative adjuatment of tax: with resa-ct
to amortization ha b-en previusly fuied
but such adjutmaent has not been previously
determined, then for the purpoza of this
vectIon the cacezament7, applIcatIons, credits
and refunds provided for in section 12- (k)
shal be conaldered a having previously ben
made upon the baat- of such application
under section 124 (j);

§ 39.3780
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(4) The amount by which the aggregate.
of such decreases exceeds the aggregate of
such increases;

(5) The unpaid amount of each such tax,
not including any amount required to be
shown under paragraph (6);

(6) The amount, with respect to each tax
for the taxable year. immediately preceding
the taxable year of such loss or unused credit.
as to which an extension of time for pay-
ment under section 3779 is in effect; and

(7) Such other information for the pur-
poses of carrying out the provisions of this
section as may be required by such regula-
tions.

An application under this subsection shall
not constitute a claim for credit or refund.

(b) Allowance of adjustments. Within a
period of ninety days from the date on which
an application for a tentative carry-back ad-
Justment is filed under subsection. (a), or
from the last day of the month in which falls,
the last date prescribed by law (including
any extension of time granted the taxpayer)
for filing the return for the taxable year of
the net operating loss or unused excess profits
credit from which such carry-back results,
whichever is the later, the Commissioner
shall make, to the extent-he deems practi-
cable in such period, a limited examination
of the application, to discover omissions and-
errors of computation therein, and shall de-
termine the amount of the increase or de-
crease in each tax attributable to such carry-
back upon the basis of the application. and-
the examination, except that the Comnmis-
sionerfmay disallow, without further action,
any application which he finds contains
errors of computation which he deems can-
not be corrected by him within such ninety-
day period Dr material omissions. Each such.
increase shall be deemed determined as, a
deficiency and shall be assessed, without re-
gard to the restrictions on assessmlent in
section 272. Each such decrease shall be
applied against any unpaid amount of the
tax decreased (including any amount of
such tax as to which an extension of time
under section 3779 is in effect) and any
remainder shall be credited-

(1) Against the deficiencies (and addi-
tions to the tax) assessed under this sub-
section,

(2) Against any unsatisfied amount of any
tax for the taxable year immediately pre-
ceding the taxable year of the net operating
loss or unused excess profits credit the time
for payment of which tax is extended under
section 3779, and

any remainder shall, within such ninety-
day period, be either credited against; any
income, war profits, or excess profits tax
or instalment thereof then due from the
taxpayer, or refunded to the taxpayer. The
application, credit or refund of a decrease
determined under this subsection shall be
deemed a credit or refund of an overpayment
within the meaning of sections 781 (b) and
3807 (b) (1).

(c) Assessment of erroneous allowances.
If the Commissioner determines that the
amount applied, credited or refunded under
subsection (b) is in excess of the overassess-
meat attributable to the carry-back with
respect to which such amount was applied,
credited or refunded, he may assess the
amount of the excess as a deficiency as if it
were due to a mathematical error appearing
on the face of the return, as provided In
section 272 (f). Upon making such assess-
ment, the Commissioner shall schedule as
an overassessment the decrease in any other
tax resulting from the adjustments reflected
in the computation of the deficiency.

[Sec. 3780 as added by sec. 4 (a), Tax Adjust-
ment Act; amended by sec. 304 (b), Excess
Profits Tax Act 19501

§ 39.3780-1

§ 39.3780-1 Tentative carry-back ad-
2ustments-(a) In general. Any tax-
payer who claims a net operating loss
or unused excess profits credit may file
an application under section 3780 for-a
tentative carry-back adjustment of the
taxes for all taxable years prior to the
taxable-year of the loss or unused credit
which are affected-by the net operating
loss carry-back or the unused excess
profits credit carry-back resulting from
such loss or unused credit. The right
to file an application for a tentative
carry-back adjustment is not limited to
corporations, but is available to any tax-
payer who has a carry-back. A corpora-
tion may file an application for a tenta-
tive carry-back adjustment even though
it has not extended the time for pay-
ment of tax under section 3779. If a
corporation has both a net operating
loss and an unused excess profits credit,
it may file an application for a tentative
carry-back adjustment in respect of
both the net operating loss carry-back
and the unused excess profits credit
-carry-back resulting from such loss and
unused credit.

(b) Contents of application. (1) The
application for a tentative carry-back
adjustment in the case of a corporation
is to be filed on Form 1139; and in the
case of taxpayers other than corpora-
tions on Form 1045. The applications
are to be filled out in accordance with
the instructions - accompanying, such
forms,- and all information required by
the forms and the instructions must be
furnished by the taxpayer. The applica-
tion shall contain or be verified by a
written declaration that it is made un-
der penalties of perjury.

(2) An application for a tentative
carry-back adjustment does not consti-
tute a claim for credit or refund. If such
application is disallowed by the Commis-
sioner in whole or in part, no suit may be
maintained in any court for the recovery
of any tax based on such application.
The taxpayer, however, may file a regu-
lar claim for credit or refund under sec-
tion 322 at any time prior to the expira-
tion of the applicable period of limita-
tion-, and may maintain a suit based on
such claim if it is disallowed or if the
Commissioner does not act on the claim
within six months from the date it is
filed. Such regular claim may be filed
before, simultaneously with, or after the
filing of the application for a tentative
carry-back adjustment. The filing of an
application for a tentative carry-back
adjustment will not constitute the filing
of a claim for credit or refund within
the meaning of section 322 (b) for pur-
poses of determining whether a claim for
credit or refund was filed prior to the
expiration of the applicable period of
limitation. A regular claim for credit or
refund under section 322 filed after the
filing of an application for a tentative
carry-back adjustment is not to be con-
sidered an amendment of such applica-
tion but is to be considered a new claim.
Such- regular claim, however, in proper
cases may constitute an amendment to
a prior regular claim filed under sec-
tion 322.

(c) Time and Place of filing applica-
tion. The application for a tentativo
carry-back adjustment Is to be filed on
or after the date of the filing of the re-
turn for the taxable year of the net op-
erating loss or the unused excess profits
credit, and must be filed within a period
of 12 months from the end of such tax-
able year. Any application filed prior
to the date the return for the taxable
year of the loss or unused credit Is filed
shall be considered to have been filed on
the date such return Is filed. The ap-
plication Is to be filed with the district
director of internal revenue where the
tax was paid or the assessment was
made.

§ 39.3780-2 Computation of increase
or decrease zn prior years' taxes affected
by the carry-back. (a) The taxpayer is
to determine the amount of Increase or
decrease, attributable to the carry-back,
in each tax previously determined, which
is affected by such carry-back, for each
,taxable year before the taxable year of
the net operating loss or unused excess
profits credit. The tax previously de-
termined is to be ascertained In accord-
ance with the method prescribed In sec-
tion 3801 (d) In general, therefore, the
tax previously determined will be the
tax shown on the return 'as filed, in-
creased by any amounts assessed (or
collected without assessment) as defl-
,ciencies before the date of the filing of
the application for a tentative carry-
back adjustment, and decreased by any
amounts abated, credited, refunded, or
otherwise repaid prior to such date,
Any items as to which the COmmissioner
and the taxpayer are in disagreement
at the time of the filing of the applica.
tion shall be taken into account in as-
certaining the tax previously determined
only if, and to the extent that, they
were reported In the return, or were
reflected In any amounts assessed (or
collected without assessment) as defl.
ciencies, or in any amounts abated,
credited, refunded, or otherwise repaid,
before the date of filing the application.
The tax previously determined, there-
fore, will reflect the foreign tax credit
and the credit for tax withheld at source
provided in section 32.

(b) The Increase or decrease In each
tax previously determined which is af-
fected by the carry-back or any related
adjustments, Is to be determined, except
for such carry-back and related adjust-
ments, on the basis of the items which
entered Into the computation of such tax
as previously determined; the tax pre-
viously determined being ascertained In
the manner described In this section. In
determining any such increase or de-
crease accordingly, Items shall be taken
into account only to the extent that they
were reported In the return, or were re-
flected in amounts assessed (or collected
without assessment) as deficiencies, or
in amounts abated, credited, refunded,
or otherwise repaid, before the date of
filing the application for a tentattve
carry-back adjustment. If the Commis-
sioner and the taxpayer are in disagree-
ment as to the proper treatment of any
item, it shall be assumed for purposes of
determining the Increase or decrease In
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the tax previously determined that such
item was correctly reported by the tax-
payer unless, and to the extent that, the
disagreement has resulted in the assess-
ment of a deficiency (or the collection of
an amount without an assessment) or
the allowing or making of an abatemeft,
credit, refund, or other repayment, be-
fore the date of filing the application.
Thus, if the taxpayer claimed a deduc-
tion on its return of $50,000 for salaries
paid its officers but the Commissioner
asserts that such deduction should not
exceed $20,000, and the Commissioner
and the taxpayer have not agreed on the
amount properly deductible before the
date the application for a tentative
carry-back adjustment is Med. $50,000
shall be considered as the amount prop-
erly deductible for purposes of determin-
ing the increase or decrease in each tax
previously determined in respect of the
application for a tentative carry-back
adpaent. In determining-the increase
ordecrease in any tax previously deter-
mined, any items which are affected by
the carry-back must be adjusted to re-
flect such carry-back. Thus, any deduc-
tion limited, for example, by net income
or adjusted gross income, such as the
deduction for charitable contributions,
is to be recomputed on the basis of the
net income or adjusted gross income as
affected by the carry-back. Similarly,
in any case where one tax is allowable
as a deduction in computing a second tax,
or where the income subject to one tax is
a credit in computing the income subject
to the second tax, such deduction or
credit must be adjusted to reflect such
carry-back. In computing the net op-
erating loss deduction for purposes of
determining any such increase or de-
crease, proper adjustments as required
by section 122 (W) and 433 (a) (1) (J)
areto bemade.

§ 39.3780-3 ARowance of adjust-
mnets. (a) The Commissioner is to act
upon any application for a tentative
carry-back adjustment med under sec-
tion 3780 (a) within a period of 90 days
from whichever of the follovng two
dates is the later:

(1) The date the application is filed;
or

(2) The last day of the month in
which falls the last date prescribed by
law (including any extension of time
granted the taxpayer) for filing the re-
turn for the taxable year of the net
operating loss or unused excess profits
credit from which the carry-back results.

(b) Withm the 90-day period de-
scribed in paragraph. (a) of this section,
the Commissioner will make, to the ex-
tent he deems practicable in such period,
an examination of the application to dis-
cover omissions and errors of computa-
tion. He is to determine within such pe-
nod the increase or decrease in any tax
previously determined, affected by the
carry-back or any related adjustments,
upon the basis of the application and
such examination. Such increases and
decreases are-to be determined in the
same manner as that provided in section
37S0 (a) for the determination by the
taxpayer, of the increases and decreases

FEDERAL REGISTER

in taxes previously determined which
must be set forth in the application for a
tentative carry-back adjustment. The
Commissioner, however, may correct any
errors of computation or omiss1ons he
may discover upon examination of the
application. In determining the in-
crease or decrease in each tax previously
determined which is affected by the
carry-back or any related adjustments,
he accordingly may correct any mathe-
matical error appearing on the applica-
tion and he may likewise correct any
adjustment required by the law and in-
correctly made by the taxpayer In com-
puting its net operating loss, Its unused
excess profits credit, the resulting carry-
backs, or its net operating loss deduction
or unused excess profits credit adjust-
ment. If the required adjustment has
not been made by the taxpayer and the
Commssoner has available the neces-
sary information to make such adjust-
ment within the 90-day period, he may,
In his discretion, make such adjustment.
Thus, if the taxpayer's application falls
to take into account certain tax-free
interest which he received in the year
of the net operating loss. or in a prior
year the taxes for which are affected
by the resulting net operating loss carry-
back, the Commisoner, if he knows the
amount of such tax-free interest re-
ceived by the taxpayer In such year,
may take such tax-free Interest Into
account In,determining the increases
and decreases in the taxes previously
determined which are affected by the
carry-back. In determining such In-
creases and decreases, however, the
Commissioner will not, for example,
change the amount claimed on the re-
turn as a deduction for depreciation be-
cause he believes that the taxpayer has
claimed an excessive amount; likevise,
he will not include In gross income any
amount not so Included by the taxpayer
even though the Commslsioner believes
that such amount is subject to tax and
properly should be Included in gros
income.

(c) If the Commissioner finds that an
application for a tentative carry-back
adjustment contains material omissions
or errors of computation, he may dis-
allow such application in whole or in part
without further action. If; however, he
deems that any error of computation can
be corrected by him within the 90-day
period, he may do so and allow the
application in whole or in part. The
Commioner's determination as to
whether he can correct any error of com-
putation within the 90-day period shall
be conclusive. Silarly, his action In
disallowing, in whole or in part, any
application for a tentative carry-back
adjustment shall be final and may
not be challenged in any proceeding.
The taxpayer in such case, however, may
file a regular claim for credit or refund
under section 322, and may maintain a
suit based on such claim if it is disal-
lowed or if the Commissioner does not
act upon the claim within six months
from the date it Is Med.

(d) In the case of any application for
a tentative carry-back adjustment which
the Commissioner allows in whole or !n
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part, any increase determined by the
Commiszioner In any tax previously de-
termined which is affected by the carry-
back or any related adjustments shall be
deemed to have been determined as a de-
ficiency and shall be assessed without
re-ard to the restrictions on asssnnent
provided in section 272. Such increase
may be assessed, for example, without
regard to whether a notice of deficiency
n respect of such Increa-se Is sent to the
taxpayer and without regard to whether
a prior notice of deficiency has been
mailed to the taxpayer. The taxpayer
will not have the right to contest the as-
sessment before The Tax ourt of the
United States whether or not the Com-
missioner sends him a notice in respect
of such Increase.

(e) (1) Each decrease determined by
the Commicsioner in any tax previously
determined which is affected by the
carry-back or any related adjustments
shall first be applied against any unvaid
amount of the tax 'ith respect to which
such decrease was determined. Such
unpaid amount of tax may include one
or more of the following:

(D An amount with respect to winch
the taxpayer Is delinquent;

WiI) An amount the time for payment
of which has been extended under sec-
tion 3779 which is due and payable on
or after the date =n which -the decrease
I- allowed; and

(ill) An amount (Including an amount
the time for payment of wich has been
extended under section 56 Cc), but not
including an amount the time for pay-
ment of which has been extended under
section 3779) which is due and payable
on or after the date on which the de-
crease is allowed.

(2) In case the unpaid amount of tax
Includes more than one of such amounts,
the Commissioner, in his discretion, shall
determine against which amount or
amounts, and in what proportion, the
decrease is to be applied. In general,
however, the decrease will be applied
against any amounts described in sub-
divisions (I), (ID, and (iii) of sub-
paragraph (1) In the order named. If
there are several amounts of the type de-
scribed In subdivision (Wi) any amount
of the decrease which i- to be a. lied
agains- such amounts will be applied by
assuming that the tax previously deter-
mined minus the amount of the de-
creace to be so applied Is "the tzx" and
the taxpayer had elected to pay such
tax in in-stallments. The unpaid amvmt
of tax against which a decrease may be
applied may not include any anmsut of
tax for any taxable year other than the
year of the decrease. After mnal-r; sucn
application, the Commis3ioner wl credit
any remainder of the decrease as fol-
lows:

(I) AZainst any increase (including
additions to the tax) determined m any
tax which is attributable to the carry-
back or any related adjustments and
which has be'a aszeszed under section
37C0 (b) and then

(i) Against any unatlsfied amount of
any tax for the taxable year immediately
preceding the taxable year of the net
operating loss or the unused excess prof-

§ 39.3780-3
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its credit the time for payment of which
has been extended under section 3779.

(3) Any remainder of the decrease
after such application-and credits may,
within the 90-day period, in the
discretion of the Conmissioner, be
credited against any income, war profits,
or excess profits tax or installment there-
of then due from the taxpayer, and, if
not so credited, is to be refunded to the
taxpayer within such 90-day period.

§ 39.3780-4 Assessment of- erroneous
allowances. (a) If the Commissioner
determines that any amount applied,
credited, or refunded under section 3780
(b) with respect to an application for a
tentative carry-back adjustment is in
excess of the overasspssment properly
attributable to the carry-back upon
which such application was based, he
may assess the amount of the excess as a
deficiency as if such deficiency were due
to a mathematical error appearing on
the face of the return. That is, the
Commissioner may assess an amount
equal to the excess, and such amount
may be collected, without regard to the
restrictions on assessment and collection
imposed by section 272. Thus, the Com-
missioner, for example, may assess such
amount without regard to whether he
has mailed the taxpayer a prior notice
of deficiency. Either before or after as-
sessing such an amount; the Commis-
sioner will notify the taxpayer that he
has made, or will make,.such assessment.
Such notice will not constitute a notice
of deficiency, and the taxpayer may not
file a petition with The Tax Court of the
United States based on such notice. The
taxpayer, however, within the applicable
period of limitation may file a regular
claim for credit or refund under section
322 based on the carry-back, if he has not
already filed such a claim, and may
maintain a suit based on such claim
if it is disallowed or if it is not acted
upon by the Commissioner within six
months from the date the claim was
filed.

(b) Upon assessing any deficiency
under section 3780 (c) the Commissioner
will schedule as an overassessment the
decrease in any other tax resulting from
the adjustments reflected in the com-
putation of the deficiency so assessed.
In any such case the taxpayer will be
required to pay only the difference be-
tween the overassessment and the defici-
ency in satisfaction of the deficiency.

(c) The method provided in section
3780 (c) to recover any amount applied,
credited, or refunded in respect of an
application for a tentative carry-back
adjustment which the Commissioner
later determines should not have been
so applied, credited, or refunded is not
an exclusive method. Two other meth-
ods are available to recover such amount:
(1) by way of a deficiency notice under
section 272 (a) or (2) by a suit to re-
cover an erroneous refund under section
3746. The Commissioner, in his discre-
tion, may proceed by way' of any one or
more of the three available methods to
recover any amount which he determines
was improperly applied, credited, or re-
funded in respect of an application for
a tentative carry-back adjustment.

,§ 39.3780-4

§ 39.3781 Statutory provisions; exten-
szon of time and tentative carry-back and
amortization adjustments in the case of
consolidated returns.

SEC. 3781. Extension of time and tentative
carry-back and amortization adjustments in
the case of consolidated returns. If the cor-
poration seeking an extension of time under
section 3779, a tentative carry-back adjust-
ment under section 3780, or a tentative ad-
justment with respect to an amortization
deduction under section 124 (j) and (k),
made or was required to make a consolidated
return, either for the taxable year within
which the net operating loss or the unused
excess profits credit arises or within which
the election is made to terminate the amor-
tization period, or for a preceding taxable
year affected by such loss, credit, or election,
the provisions of such sections shall apply
only to such extent and subject to such con-
ditions, limitations, and exceptions as the
Commissioner, with the approval of the Sec-
retary, may by regulations prescribe.
[Sec. 3781 as added by sec. 4 (a), Tax Adjust-
ment Act 19451

ADITIONAL 'MISCELLANEOUS PROVISIONS

§ 39.3790-3795 Statutory provzszons;
Prohibition of administrative review of
Commissioner's decisions; rules and
regulations; expenses of detection and
punishment of frauds; penalties and for-
feitures; interest on delinquent taxes;
administration of real estate acquired by
the United States.

SEc. 3790. Prohibition of administrative
review of Commissioner's decisions. In the
absence of fraud or mistake in mathemati-
cal calculation, the findings of facts in and
the decision of the Commissioner upon (or
In case the Secretary is authorized to ap-
prove the same, then after such approval)
the merits of any claim presented under or
authorized by the internal revenue laws shall
not, except as provided in chapter 5, be sub-
ject to review by any other administrative
or accounting officer, employee, or agent of
the United States. In the absence of fraud
or mistake in mathematical calculation, the
-allowance or nonallowance by the Commis-
sioner, of Interest on any credit or refund
under the internal revenue laws shall not,
except as provided in chapter 5, be subject
to review by any other administrative or
accounting officer, employee, or agent of the
United States.
[Sec. 3790 as amended by sec. 4 (f), Current
Tax Payment Act 1943]

SEC. 3791. Rules and regulations-(a)
Authorization--(1) In general. * * * the
Commissioner, with the approval of the
Secretary, shall prescribe and publish all
needful rules and regulations for the en-
forcement of this title.

(2) In case of change in law. The Com-
missioner may make all such regulations,
not otherwise provided for, as may have be-
come necessary by reason of any alteration
of law in relation to internal revenue.

(b) Retroactivity of regulations or rulings.
The Secretary, or the Commissioner with
the approval of the Secretary, may-prescribe
the extent, If any, to which any ruling, regu-
lation, or Treasury Decision, relating to the
internal revenue iaws, shall be applied with-
out retroactive effect.

SEC. 3792. Expenses of detection and pun-
is nent of frauds. The Commissioner,
under regulations prescribed by him with
the approval of the Secretary, is authorized
to pay-such sums, not exceeding in the ag-
gregate the sum appropriated therefor, as he
may deem necessary for detecting and bring-
Ing to trial and punishment persons guilty

of violating the internal revenue laws, or
conniving at the same, in cases where such
expenses are not otherwise provided for by
law.

[See. 3702 as amended by see, 12, PUb, Law
271 (81st Cong.) ]

SEO. 3793. Penalties and for/citures-(a)
Fraudulent bonds, permits, and entris-(i)
Penalty. ]very person who--

(A) Simulation or execution. Simulates
or falsely or fraudulently executes or signs
any bond, permit, entry, or other document
required by the provisions of the intornal
revenue laws, or by any regulation made in
pursuance thrcol, or

(B Procuring execution. Procures the
same to be falsely or fraudulently executed,
or

(C) Aiding in execution. Advises, aids in,
or connives at such execution thereof-

shall be imprisoned for a term not less thin
one year nor more than five years, and

(2) Forfeiture. The property to which
such false or fraudulent instrument relates
shall be forfeited.

(b) Fraudulent returns, affidavits, atiUC
claims-(1) Assistance in preparation or
presentation. Any person who willfully aids
or assists in, or procures, counsels, or advises
the preparation or presentation under, or
in connection with any matter arising un-
der, the internal revenue laws, of a false or
fraudulent return, affidavit, claim, or doou-
ment, shall (whether or not such falsity or
fraud is with the knowledge or consent of
the person authorized or required to present
such return, affidavit, claim, or document)
be guilty of a felony, and, upon conviction
thereof, be fined not more than $10,000, or
imprisoned for not more than five years, or
both, together with the costs of prosecution.

(2) Person defined. The term "person"
as used in this subsection includes an of-
ficer or employee of a corporation or a mom-
ber or employee of a partnership, who as
such officer, employee, or member is under
a duty to perform the act in respect of which
the violation occurs.

(c) Cross references.

SEC. 3794. Interest on dclinquent taxes.
Notwithstanding any provision of law to the
contrary, interest accruing during any period
of time after August 30, 1935, upon any In-
ternal-revenue tax (including amounts as-
sessed or collected as a part thereof) not
paid when due, shall be at the rate of 0 per
centum per annum.

SEC. 3795. Administration of rdal esta~o ao.
quired by the United States-(a) Person.
charged with. The Commissioner shall have
charge of all real esthte which Is or shall
become the property of the United States by
judgment or forfeiture under the internal
revenue laws, or which has been or shall be
assigned, set off, or conveyed by purchase or
otherwise -to the United States In payment
of debts or penalties arising under the lawa
relating to Internal revenue, or which has
been or shall be vested in the United States
by mortgage or other security for the pay-
ment of such debts, and of all trusts created
for the use of the United States in payment
of such debts due them,

(b) Sale. The Commissioner, with the ap-
proval of the Secretary, may, at public von-
due, and upon not less than twenty days'
notice, sell and dispose of all real estate
owned or held by the United States as
aforesaid.

(c) Lease. Until such sale the Commis-
sioner, with the approval of the Secretary,
may lease such real estate owned as afore-
said on such terms and for such period a
they shall deem expedient.

(d) Release to debtor. In cases where real
estate has or may become the property of
the United States by conveyance or other-
wise, in payment of or as security for a debt
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dsing -under the laws relating to internal
evenue, and such debt shall have been paid,
ogether with the interest thereon, at the
ute of 1 per centum per month, to the
inited States, within two years from the
late of the acquisition of such real estate,
t shall be lawful for the Commissioner, with
:he approval of the Secretary, to release by
jeed, or otherwise convey such real estate
o the debtor from whom it was taken, or to
his heirs or other legal representatives.

§ 39.3797 Statutory vroviszons; deft-
nitions.

SEc. 3797. Definitions. (a) When used In
this title, where not otherwise distinctly ex-
pressed or manifestly incompatible with the
intent thereof-

(1) Person. The term "person" -shall be
construed to mean and Include an individual,
a trust, estate, partnership, company, or
corporation.

(2) Partnership and partner. The term
"partnership" includes a syndicate, group,
pool, joint venture, or other unincorporated
organization, through or by means of which
any business, financial operation, or venture
is carried-on, and which is not, within the
meaning of this title, a trust or estate or a
corporation; and the term "partner" Includes
a member In such a syndicate, group, pool,
joint venture, or organization. A person
shall be recognized as a partner for income
tax purposes if he owns a capital Interest in a
partnership in which capital is a material
income-producing factor, whether or not
such interest was derived by purchase or gift
from any other person.
- (3) Corporation. The term "corporation"
Includes associations, joint-stock companies,
and insurance companies.

(4) Domestic. The term "domestic" when
applied to a corporation or a partnership
means created or organized in the United
States or under the law of the United States
or of any State or Territory.

(5) Foreign. The term 'foreign" when
applied to a corporation or partnership
means a corporation or partnership which is
not domestic.

(6) Fiduciary. The term '11duciary"
means a guardian, trustee, executor, admin-
Istrator, receiver, conservator, or any person
acting in any fiduciary capacity for any
person.

(7) Stock. The term "stock" includes the
share in an association, joint-stock company.
or insurance company.

(8) Shareholder. The term "shareholder"
Includes a member in an association, joint-
stock comnany, or insurance company.

(9) United States. The term "United
States" when used in a geographical sense
Includes only the States, the Territories of
Alaska and Hawaii, and the District of
Columbia.

(10) State. The word "State" shall be
construed to include the Territories and the
District of Columbia, where such construc-
tion is necessary to carry out provisions of
this title.

(11) Secretary. The term "Secretary"
means the Secretary of the Treasury.

(12) Commissioner. The term "Commis-
sioner" means the Commissioner of Internal
Revenue.

(13) Collector. The term "collector"
means collector of Internal revenue.

(14) 'axpayer. The term "taxpayer"
means any person subject to a tax imposed
by this title.

(15) Military or naval forces of the United
States. The term "military or naval forces
of the United States" includes the Marine,
Corps, the Coast Guard, the Army Nurse
Corps, Female, the Women's Army Auxiliary
Corps,' the Navy Nurse Corps, Female, and
the W men's Reserve branch of the Naval
Reserve.
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'(16) Withholding agent. The term "With-
holding agent" means any person requirld
to deduct and withhold any tax 'under the
provisions of section 143 or 14-.

(17) Husband and wife. As used n rec-
tions 22 (k). 23 (u), 171. and the last cen-
tence or section 25 (b) (3), If the husband
and wife therein referred to are 4ivorccd,
wherever appropriate to the meaning of such
sections, the term "wife" shall be read "for-
mer wife" and the term "husband" shall be
read "former husband"' and, If the pay-
ments described in such tections are mado
by or on behalf of the wife or former wife
to the husband or former husband Instead
of vice versa, wherever appropriate to the
meaning of such sections, the term "hur-
band" shall be read "wifo" and the term
"wife" shall be read "husband"

(18) International organization. The term
"international organilzatlon" means a public
international organization entitled to enjoy
privileges, exemptions, and Immunities as an
internatJonal organization under the nter-
national Organizations Immunities Act.

(19) Domestic building and loan associa-
tion. The term "domestic building and
loan association" means a domestic building
and loan association, a domestic ravings and
loan association, and a Federal savings and
loan association, substantially all the bust-
ness of which is confined to making loans to
members.

(20) Employee. For the purpose of apply-
Ing the provisions of chapter 1 with respect
to contributions to or under a stock bonus,
pension, profit-sharing, or annuity plan, and
with respect to distributions under such a
plan or by a trust forming part of such a
plan, the term "employee" shall Include a
full-time life insurance salesman who Is
considered an employee for the purpose of
subchapter A of chapter 9, or, in the case
of services performed before January 1, 1051,
who would be considered an employee If his
services were performed during 1051.

(b) Includes and including. The terms
"includes" and "including" when u,ed In
a definition contained In this title ahall not
be deemed to exclude other things otherwlza
within the meaning of the term deflncd.

(c) Cross referenpes. For other defini-
tions, see the following:

, Singular as including plural, R. S. 1 (U. S.
C., Title 1, sec. 1).

Plural as Including singular, R. S. I (U, S.
C., Title 1, sec. 1).

Masculine as including feminine, R. 8. 1
(U. S. 0., Title 1, see. 1).

Officer, R. S. 1 (U. S. C., Title I, cEm. 1).
Oath as Including affirmation, R. S. 1

(U. S. C., Title 1, tec. 1).
Company or asociation as including uc-

cessors and assigns, R. S. 5 (U. S. C., Title 2,
sec. 5).

County as including parish, n. S. 2
(U. S. C., Title 1. sec. 2).

Vessel as including all means of water
transportation, R. S. 3 (U. S. C., Title 1,
see. 3).

Vehicle as Including all means of land
transportation, R S. 4 (U. S. C.. Title 1,
sec. 4).

[Sec. 3797 as amended by ocs. 120 (f) and
511, Rev. Act 1942: Eec. 10 (1), Rev. Act 1044;
sec. 4 (1). Pub. Law 291 (9th Cong.); ecs.
313 (i), 340 (a), and 343 (a), Rev. Act 1951.]

§ 39.3797-1 Classification of taxabes.
For the purpose of taxation the Internal
Revenue Code makes its own classifica-
tion and prescribes its own standards of
classification. Local law Is of no Im-
portance In this connection. Thus, a
trust may be classed as a trust or as an
association (and, therefore, as a corpora-
tion), depending upon its nature or Its
activities. See § 39.3797-3. The term
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"partnerslilp" is not limited to the com-
mon law meaning of partnership, but is
broader in its scope and Includes groups
not commonly called partnerships. See
§ 39.3797-4. The term "corporation" is
not limited to the artificial entity usually
known as a corporation, but includes
also an association, a trust classed as an
association because of its nature or its
activities, a joint-stock company, an in-
surance company, and certain kinds of
partnerships. See §§ 39.3797-2 and
39.3797-4. See section 191 and the
regulations thereunder, for recoznition
as a partner of any person who owns a
capital interest In a partnership In winch
capital is a material income-producing
factor, whether or not such interest was
derived by purchase or gift from any
other person. The definitions, terms,
and classifications, as set forth m sec-
tion 3797, shall have the same respective
meanlng and scope In the reziulations
In this part.

§ 39.3797-2 Assocfati3n. The term
"association" is not used in the Intenal
Revenue Code in any narrow or technical
sense. It includes any organization,
created for the transaction of designated
affairs, or the attainment of some object,
which, like a corporation, continues not-
withstanding that its members or par-
ticipants change, and the affairs of
which, like corporate affair, are con-
ducted by a single Individual, a commit-
tee. a board, or some other group, acting
in a representative capacity. It is im-
material whether such organization is
created by an agreement, a declaration
of trust, a statute, or otherwise. It In-
cludes a voluntary association, a joint-
stock association or company, a "busi-
ness" trust, a. "Massachusetts" trust, a
"common law" trust, an internsurance
exchange operating through an attorney
In fact, a partnership association, and
any other typa of organization (by vhat-
ever name known) which is not, within
the meaning of the Code, a trust or an
estate, or a Partnership. An "invest-
ment" trust of the type commonly known
asa management trust is an association,
and a trust of the type commonly kiown
as a fixed investment trust is an associa-
tion If there is power under the trust
agreement to vary the investment of the
certificate holders. See Commfsoner
V. North American Bond Trust, 122 F.
(2d) 545, cert. denied 314 U. S. 701. If
the conduct of the affairs of a corpora-
tion continues after the expiration of its
charter, or the termination of its exist-
ence, it becomes an associ ation.

§ 39.3797-3 Association distingmshed
from trust. (a) The term "trust," as
used In the Internal Revenue Code, re-
fers to an ordinary trust, namely, one
created by will or by declaration of the
trustees or the grantor, the trustees of
which take title to the property for the
purpose of protecting or conserving it as
customarily required under the ordinary
rules applied in chancery and probate
courts. The beneficiaries of such a trust
generally do no more than accept the
benefits thereof and are not the volun-
tary planners or creators of the trust
arrangement Even though the bene-

§ 39.3797-3
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ficiaries do create such a trust, it is
ordinarily done to conserve the trust
property without undertaking any ac-
tivity not strictly necessary to the at-
tainment of that object.

(b) As distinguished from the or-
dinary trust described in the preceding
paragraph there is an arrangement
whereby the legal title to the property
is conveyed to trustees (or a trustee)
who, under a declaration or agreement
of trust, hold and manage the property
with a view to income or profit for the
benefit of beneficiaries. Such an ar-
rangement, is designed (whether ex-
pressly or otherwise) to afford a medium
whereby an income or profit-seeking
activity may be carried on through a
substitute for an organization such as a
voluntary association or a joint-stock
company or a corporation, thus obtain-
Ing the advantages of those forms of or-
ganization without their disadvantages.
The nature and purpose of a cooperative
undertaking will differentiate it from an
ordinary trust. The purpose will not be
considered narrower than that which is
formally set forth in the instrument
under which the activities of the trust
are conducted.

(c) If a trust is an undertaking or
arrangement conducted for income or
profit, the capital or property of the
trust being supplied by the beneficiaries,
and if the trustees or other designated
persons are, in effect, the managers
of the undertaking or arrangement,
whether the beneficiaries do or do not
appoint or control them, the benefici-
aries are to be treated as \voluntarily
joining or cooperating with each other
in the trust, just'as do members of an
association, and the undertaking or ar-
rangement is deemed to be an associa-
tion classified by the Internal Revenue
Code as a corporation. However, the
fact that the capital or property of the
trust is not supplied by the beneficiaries
is not sufficient reason in itself for
classifying the arrangement as an or-
dinary trust rather than as an asso-
ciation.

(d) By means of such a trust the dis-
advantages of an ordinary partnership
are avoided, and the trust form affords
the advantages of unity of management
and continuity of existence which are
characteristic of both associations and
corporations. This trust form also af-
fords the advantages of capacity, as a
unit, to acquire, hold, and dispose of
property and the ability to sue and be
sued by strangers or members, which are
characteristic of a corporation; and also
frequently affords the limitation of li-
ability and other, advantages character-
istic of a corporation. These advantages
which th trust form provides are fre-
quently referred to as resemblance to
the general form, mode of procedure, or
effectiveness in action, of an association
or a corporation, or as "quasi-corporate
form." The effectiveness in action in
the case of a trust or of a corporation
does not depend upon technical arrange-
ments or devices such as the appoint-
ment or election of a president, secretary,
treasurer, or other "officer," the use of
a "seal," the issuance of certificates to

§ 39.3797-4

the beneficiaries, the holding of meet-
ings by managers or beneficiaries, the
use of a "charter" or "by-laws," the ex-
istence of "control" by the beneficiaries
over the affairs of the organization, or
upon other minor elements. They serve
to emphasize the fact that an organiza-
tion possessing them should be treated
as a corporation, but they are not es-
sential to such classification, for the
fundamental benefits enjoyed by a cor-
poration, as outlined above, are attained,
in the case of a trust, by the use of the
trust form itself. The Internal Reve-
nue Code. disregards the technical dis-
tinction between a trust agreement (or
declaration)Y and ordinary articles of
association or a corporate charter, and
all other differences of detail. It treats
such a trust according to its essential
nature, namely, as an association. This
is true whether the beneficiaries form
the trust or, by purchase or otherwise,
acqire an interest in an existing trust.

(e) The mere size or amount of capital
invested in the trust is of no importance.
Sometimes the activity of the trust is a
small venture or enterprise, such as the
division and sale of a parcel of land, the
erection of a building, or the care and
rental of an office building or apart-
ment house; sometimes the activity is
a trade or business on a much larger
scale. The distinction is that between
the activity or purpose for which an or-
dinary strict trust of the traditional type
would be created, and the activity or
purpose for which a corporation for
profit might have been formed.

§ 39.3797-4 Partne shzps. (a) The
Internal Revenue Code provides its own
concept of a partnership. Under the
term "partnership" it includes not only a
partnership as known at common law,
but, as well,, a syndicate, group, pool,
joint venture, or other unincorporated
organization which carries on any busi-
ness, financial operation, or venture, and
which is not, within the meaning of the
Code, a trust, estate, or a corporation.
On the other hand the Code classifies
under the term- "corporation" an asso-
ciation or joint-stock company, the
members of which may be subject to
the personal liability of partners. If
an organization is not interrupted by
the death of a member or by a change
in ownership of a participating interest
during the agreed period of its existence,
and its management is centralized in one
or more persons in their representative
capacities, such an organization 'is an
association, taxable as a corporation.
As to the characteristics of an associa-
tion, see also §§ 39.3797-2 and 39.3797-3.
See section 191 and the regulations
thereunder, for treatment as a partner
of any person who owns a capital inter-
est in a partnership in-which capital is
a material income-producing factor,
whether or not such 'interest was de-
nved by purchase or gift from any other
person.

(b) The following examples will illus-
trate some phases of 'the distinctions
described in paragraph (a) of this sec-
tion:
- (1) If A and B buy some acreage for

the purpose of subdivision, they are

Joint adventurers, and the Joint venture
is classified by the Code as a partnership,

(2) A, B, and C contribute $10,000
each for the purpose of buying and sell-
ing real estate. If A, B, C, or D, an out-
side party (or any combination of them
as long as the approval of each partic-
ipant is not required for syndicate
action) takes control of the money,
property, and business of the enterprise,
and the syndicate is not terminated on
the death of any of the participants, the

.syndicate Is classified as an association,

§ 39.3797-5 Li mi t e p vartnerships.
(a) A limited partnership is olassifled
for the purpose of the Internal Revenue
Code as an ordinary partnership, or, on
the other hand, as an association tax-
able as a corporation, depending upon
its character in certain material re-
spects. If the organization is not inter-
rupted by the death of a general partner
or by a change in the ownership of his
participating interest, and if the man-
agement of its affairs is centralized In
one or more persons acting in a repre-
sentative capacity, it is taxable as a
corporation. For want of these essen-
tial characteristics, a limited partner-
ship is to be considered as an ordinary
partnership notwithstanding o t h o r
characteristics conferred upon It by local
law.

(b) The Uniform Limited Partner-
ship Act has been adopted in several
States. A limited partnership organ-
ized under the provisions of that Act may
be either an association or a partnership
depending upon whether or not in the
particular case the essential character-
istics of an association exist.

§ 39.3797-6 Partnership associatiotn.
A partnership association of the type au-
thorized by the statutes of several
btates, such, for instance, as those of the
State of Pennsylvania (Purdon's Penna.
Stat. Ann., (Perm. Ed.), Title 59, ch. 3),
having by virtue of the statutory provi-
sions under which it was organized, the
characteristics essential to an associa-
tion within the meaning of the Internal
Revenue Code, is taxable as a corpora-
tion.

§ 39.3797-7 Insurance company, (a)
Insurance companies include both stock
and mutual companies, as well as mutual
benefit insurance companies. A volun-
tary unincorporated association of em-
ployees formed for the purpose of re-
lieving sick and aged members and the
dependents of deceased members Is an
insurance company, whether the fund
for such purpose is created wholly by
membership dues or partly by contribu-
tions from the employer. A corporation
which merely sets aside a fund for the
insurance of its employees is not required
to file a separate return for such ,fund,
but the income therefrom shall be in-
cluded in the return of the corporation,

(b) Though its name, charter powers,
and subjection to State insurance laws
are significant in determining the busi-
ness which a corporation Is authorized
and intends to carry on, the character
of the business actually done in the taX-
able year determines whether it is tax-
able as an insurance company under the
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Internal Revenue Code. For example,
during the year 1952 the I Corporation,
incorporated under the insurance laws
of the State of R, carried on the business
of lending money in addition to guar-
anteeing the payment of principal and
interest of mortgage loans. Of its total
income for the year, one-third was de-
rived from its insurance business of
guaranteeing the payment of principal
and interest of mortgage loans and two-
thirds was derived from its noninsurance
business of. lending money. The M
Corporation is not an insurance company
for the year 1952 within the meaning of
the Code and the regulations inthis part.

§ 39.3797-8 Domestic, foreign, rest-
dent, and nonresident persons. C(a) A
domestic corporation is one organized or
created in the United States, including
only the States, the Territories of Alaska
and Hawaii, and the District of Colum-
bia, or under the law of the United
States or of any State or Territory, and
a foreign corporation is one which is
not domestic. A domestic corporation is
a resident corporation even though it
does no business and owns no property
in the United States. A foreign corpo-
ration engaged in trade or business with-
in the United States is referred to in
these regulations as a resident foreign
corporation, and a foreign corporation
not engaged in trade or business within
the United States, as a nonresident for-
eign corporation. A partnership en-
gaged in trade or business within the
United States is referred to in these reg-
ulations as a resident partnership, and
a partnership not engaged in trade or
business within the United States, as a
nonresident partnership. Whether a
partnership is to be regarded as resident
or nonresident is not determined by the
nationality or residence of its members
or by the place in which it was created
or organized. The term "nonresident
alien," as used in the regulations in this
part, includes a nonresident alien mdi-
vidual and a nonresident alien fiduciary.

§ 39.3797-9 Fiduciary. "Fiduciary"
is a term which applies to persons who
occupy positions of peculiar -confidence
toward others, such as trustees, execu-
tors, and administrators. A fiduciary
for income tax purposes is a person who
holds in trust an estate to which an-
other has the beneficial title or in which
another has a beneficial interest, or re-
ceives and controls income of another,
as in the case of receivers. A committee
or guardian cf the property of an in-
competent person is a fiduciary.

§ 39.3797-10 Fiduciary distinguished
from agent. There may be a fiduciary
relationship between an agent and a
principal, but the word "agent" does not
denote a-fiduciary. An agent having en-
tire charge of property,. with authority
to effect and execute leases with tenants
entirely on his own responsibility and
without consulting his principal, merely
turning over the net profits from .the
property periodically to his principal by
virtue of authority conferred upon him
by a power of attorney, is not a fiduciary
within the meaning of the Internal Rev-
enue Code. In cases where no legal trust
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has been created In the estate controlled
by the agent and attorney, the liability
to make a return rests with the principal.

§ 39.3797-11 Military or naval forces
and armed forces of the United States.
The term "military or naval forces of the
United States" and the term "armed
forces of the United States" each Includes
all regular and reserve components of
the uniformed services which are subject
to the jurisdiction of the Secretary of
Defense, the Secretary of the Army, the
Secretary of the Navy, or the Secretary
of the Air Force. The terms also include
the Coast Guard. The members of such
forces include commfssioned officers and
the personnel below the grade of com-
missioned officer n such forces.

§ 39.3797-12 Collectors and directors.
In the regulations In this part, refer-
ences to collectors of Internal revenue
shall be construed to-be references to
directors of internal revenue or district
directors of internal revenue, where ap-
propriate, and references to district di-
rectors of internal revenue shall be
construed to be references to collectors
of internal revenue or directors of Inter-
nal revenue, where appropriate. Simi-
larly, references to deputy collectors
shall be construed to be references to
internal revenue agents, where appro-
priate, and references to internal reve-
nue agents shall be construed to be
references to deputy collectors, where
appropriate.

§ 39.3798 Statutory provisions; ex-
emptwon of insolvent banks from tax.

sc. 3798. Exemption of insolrcnt bn1:s
from tax. .(a) 'Whenever and after any bank
or trust company, a substantial portion of
the business of which consists of receiving
deposits and making loans and dicounts.
has ceased to do business by reason of In-
solvency or bankruptcy, no tax shall be as-
sessed or collected, or paid Into the Treasury
of the United States on account of such
bank, or trust company, which shaU dminish
the assets thereof necessary for the full pay-
iment of, all Its depositors; and such tax shall
be abated from such national banks as are
found by the Comptroller of the Currency
to be insolvent; and the Commissioner of In-
ternal Revenue, when the facts shall appear
to him, is authorized to remit ro much of the
said tax against any such Insolvent banks
and trust companies organized under State
law as shall be found to affect the claims
of their depositors.

(b) 'Whenever any bank or trust company,
a substantial portion of the busines of which
consists of receiving deposits and raking
loans and discounts, has been releaed or
discharged from Its liability to Its depositors
for any part of their claims against It, and
such deposltors have accepted. In lieu thereof,
a lien upon subsequent earnings of such
bank or trust company, or claims against
assets segregated by such bank or trust com-
pany or against assets transferred from It
to an Individual or corporate trustee or agent,
no tax shall be amesad or collected, or paid
into the Treasury of the United States on
account of such bank, or trust company, such
Individual or corporate trustee or such agent,
which shall diminish the assets thereof which
are available for the payment of such de-
positor claims and which arc necesary for
the full payment thereof.

(c) (1) Any such tax collected, whether
collected before, on, or after the date of
enactment of the Revenue Act of 1938, shall
be deemed to be erroneously collected, and
shall be refunded subject to all provisons

and limitlatons of law, co far as applicable,
relating to the refunding of taxes.

(2) Any ta=, the assessnent, collection, or
payment of which is barred under subzection
(a) of this sectlon, or any such tax which
has been abated or remitted alter 21ay 23,
1938, shall be as-ed or reazzeed when-
ever It shall appear that payment of the tax
will not dirnish the assets as aforesaid.

(3) Any tax, the a=ssment, collection, or
payment of which is barred under subzec-
tIon (b) of thL mection or any such ta
which ba3 been refunded after My 23, 1933,
shal be ass:esed or reass-sed after full pay-
ment of such clalms of depositors to the
extent of the reining assets se7eated
or transferred as deccribcd in subzection (b).

(4) The running of the statute of limita-
tlons on the making of assessment and col-
lectlon shall be suspended, during, and for
ninety days beyond, the period for which,
pursuant to this section, a=eszment or col-
lectlon may not be made, and a tax may be
rea=zed as provided in paragraphs (2)
and (3) of thls subsection, and collected.
during the time within which, had there
been no abatement, collection might have
been made.

(a) This cection shall not apply to any
tax impoed by subchapter A or zubchapter
C of chapter 9.
Ic. 3798 as amended by cec. 406 (a), Rev.
Act 10391

Src. 4C6 (b). Insolrent banI:x [nevenue Act
of 19391.

(b) The term "agent" as used n 373 (b)
of the Internal Revenue Code shall be
deemed to Include a corporation acting as a
liquidating agent.

§39.3798-1 Banks and trust com-
panics covered. (a) Section 3793 applies
to any national bank, or bank or trust
company organized under State law, a
substantial portion of the business of
which consists of receivin- deposits and
making loans and discounts, and which
has--

(1) Ceased to do business by reason
of insolvency or bankruptcy, or

(2) Been released or discharged from
its liability to its depositors for any part
of their deposit claims, and the deposi-
tors have accepted In lieu thereof a lien
upon Its subsequent earnings or claims
against Its assets either (I) segregated
and held by it for benefit of the deposi-
tors or (11) transferred to an individual
or corporate trustee or agent who liqui-
dates, holds or operates the assets for
the benefit of the depositors.

(b) As used in the re-ulations under
section 3798:

(1) The term "bank" unless other-
wise indicated by the context, means
any national bank, or bank or trust com-
pany organized under State law, within
the scope of such section.

(2) The terms "statute oflimitations"
and "llmitations' means all appliecale
provisions of law (including section 37=3)
which Impose, change, or affect the lim-
itations, conditions, or requirements rel-
ative to the allowance of refunds and
abatements or the assessment or collec-
tion of tax, as the case may be.

(3) The term "segregated asset" in-
cludes transferred or trusteed assets, or
assets set aside or earmarked, to all or a
portion of which, or the proceeds of
which, the depositors are absolutely or
conditionally entitled.

§ 39.3798-2 Scope of section gen-
erally-(a) Purpose. Section 3793 is

§ 39.3798-2
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intended to. assist depositors of a bank
which had ceased to do business by
reason of insolvency to recover their de-
posits, by prohibiting collection of taxes
of the bank which would diminish the
assets necessary for payment of its de-
positors and also assist depositors of
banks which are in financial difficulties
but which, in certain conditions, con-
tinue in business.

(b) Requisites of application. In order
that section 3798 shall operate in a case
where the bank continues business it is
necessary that the depositors shall agree
to accept, in lieu of all or a part of their
deposit claims as such, clams against
segregated assets, or a lien upon subse-
quent earnings of the bank, or both.
When such an agreement exists, no tax
diminishing such assets or earnings, or
both, otherwise available and necessary
for payment of depositors, may be col-
lected therefrom. If, under such an
agreement, the depositors have the right
also to look to the unsegregated. assets,
of the bank for, recovery, in whole or
part, the unsegregated assets are like-
wise, until they exceed the amount of the
depositors' clais chargeable thereto,
unavailable for tax collection. Any tax
of such a bank, or part of anytax, which
is once uncollectible under section 3798,
cannot thereafter be collected except
from any residue of segregated assets re-
maining after claims of depositors
against such assets have been paid.

(c) Interest. For the purposes of sec-
tion 3798, depositors' claims include
bona fide interest, either on the deposits
as such, or on the claims accepted in lieu
of deposits as such.

(d) Limitations on immunity. Section
3798 is not primarily intended for the re-
lief of banks as such. It does not pre-
vent tax collection, from assets not
necessary, or not available, for payment
of depositors, from a bank within section
3798 (a) at any time within the statute
of limitations. In other words the rn-
reunity of such a bank is not complete,
but ceases whenever, within the statu-
tory period for collection, it becomes
possible to make collection without di-
minishing.assets necessary for payment
of depositors. In the case of a bank
within section 3798 (b) any immunity to
which the bank is entitled is absolute
except as to segregated assets. Any tax
coming within such immunity may never
be collected. With respect to segregated
assets, such a bank is subject to the same
ru.e as a bank within section 3798 (a)
that is to say after claims of depositors
against segregated assets have been paid,
any surplus is subject, within the statute
of limitations, to collection of any tax,
due at any time, the collection .of which
was suspended by the section. The sec-
tion is not for the relief of creditors other
than depositors, although it may inci-
dentally operate for their benefit. See
§§ 39.3798-4 and 39.3798-9 (b)

§ 39.3798-3 Segregated or transferred
assets-(a) In general. In a case in-
volving segregated or transferred assets,
it is not necessary for application of
section 3798, that the assets shall techn-
cally constitute a trust fund. It is suf-
ficlent that segregated assets be definitely

separated from other assets of the bank
and that transferred assets be definitely
separated both from other assets of the
bank and from other assets held or owned
by the trustee or agent to whom assets
of the.bank have been transferred; that
the bank be wholly or partially, released
flom liability for repayment of deposits
as such; and that the depositors have
claims against the separated assets.
Any excess of separated assets over the
amount necessary for payment 'of such
depositors will be available for tax col-
lection after full payment of depositors'
clairm under the agreement against such
assets. But see § 39.3798-9 (a)

(b) Corporate transferees. W h e r e
the segregated assets are transferred to
a separate-corporate trustee or corporate
agent, the assets and earnings therefrom
are within the protection of the section,
until full payment of depositors' claims
against- such assets -and earnings, no
matter by whom the stock of such cor-
poration is held, and no matter whether
the assets be liquidated- or operated or
held for benefit of the depositors.

§ 39.3798-4 Unsegregated assets-(a)
Depositors' claims against assets. (1)
Claims of depositors, to the extent that
they are to be satisfied out of segregated
assets, will not be considered im deter-
mining the, availability of unsegregated
assets for- tax- collection- It depositors
have agreed to accept payment out of
segregated assets only, collection of tax
from unsegregated assets. will not dimin-
ishthe assets available and necessary for
payment of the depositors' claims. Thus,
it may be possible to collect taxes from
the unsegregated assets of a bank
although- the segregated assets are im-
mune under the section.

(2) If the unsegregated assets of the
bank are subject to any portion of the
depositors' claims, such unsegregated
assets will be within the immunity of the
section only to the extent necessary to
satisfy the claims to which such assets
are subject. Taxes will still be collectible
from. the unsegregated assets to the
extent of the amount by which the total
value of such assets exceeds the liability
to depositors to be satisfied therefrom.
Therefore, if, for example, in the case of
a bank having a tax liability not previ-
ously immune under the section, of
$50,000, the deposit claims against fhe
bank are in the amount of $75,000, and
the assets available for satisfaction of
deposit claims amount to $100,000, the
$50,000 tax is collectible to the extent of
the $25,000 excess of assets over deposit
claims. Collection is not to be postponed
until the full amount of the tax is col-
lectible.

(b) Depositors' clazms against earn-
zngs. Even though under a bona fide
agreement a bank has been released from
depositors' claims as to unsegregated
assets, if all or a portion of its earnings
are subject to depositors' claims, all as-,
sets the earmngs from which, in whole
or part, are charged with the payment of
depositors' clains, will be immune from
tax collection. But see § 39.3798-5 (a)

§ 39.3798-5 Earnzngs-(a) Availabil-
ity for tax collection. Earnings of a bank

within section 3798 (b), whether from
segregated or unsegregated assets, which
are necessary for, applicable to, and ac-
tually used for, payment of depositors'
claims under an agreement, are within
the immunity of the section. If only a
portion or percentage of income from
segregated or unsegregated assets is
available and necessary for payment of
depositors' claims, the remaining income
is available for tax collection. Earnings
of the bank's first fiscal year ending after
the making of the agreement not alipli-
cable to payment of depositors will be
assumed to be applicable for collection
of any tax due prior or subsequent to
executionof the agreement. Earnings of
subsequent fiscal periods from unsegre-
gated assets not applicable to depositors'
claims will be assumed to be applicable
to payment of taxes as to which im-
munity under the section has not pre-
viously attached. Earnings from segre-
gated assets are available for collection
of tax, whether previously uncolectible
under the section or not, after depositors'
claims against such assets have been paid
in full. See §§ 39.3798-3 (a) and
39.3798-9 (a)

(b) Tax computation. The fact that
earnings of a given year may be wholly
or partly unavailable under section 3798
for collection of taxes does not exempt
the income for that year, or any part
thereof, from tax liability. The 'section
affects collectibility only, and Is not con-
cerned with taxability. Accordingly, the
taxpayer's income tax return shall cor-
rectly compute the tax liability, even
though in the opinion of the taxpayer it
is immune from tax collection under the
section. The tax shall be determined
with respect to the entire taxable in-
come and not merely with respect to the
portion of the earnings out of which
tax may be collected. As to establish-
ment of immunity from tax collection see
§ 39.3798-7.

Example. (1) An agreement, executed in
the year 1952 between a bank and its deposi-
tors, provides (1) that certain assets are to be
segregated for the benefit of the depositors
who have waived (as claims against unsegre-
gated assets of the bank) a percentage of
their deposits; (2) that 40 percent of the
bank's net earnings, for fiscal years beginning
with the fiscal year ending December 31, 1952,
from unsegregated assets, shall be paid to, the
depositors until the portion of their claims
waived with respect to unsegregated assets of
the bank has been paid' and (3) that the Un-
segregated assets shall not be subject to de-
positors' claims. The net Income of tile
bank for the calendar year 1952 is $10,000,
$4,000 produced by the segregated, and $0,000
produced by the unsegregated assets. Such
amount shall be considered the not earnings
for the purpose of section 3798 in computing
the portion of the earnings to be paid to
depositors. The bank has an outstanding
tax liability for prior years of $7,000. The in-
come tax liability of the bank for 1952 is 30
percent of $10,000, or $3,000, making a total
outstanding tax liability of $10,000. The
portion of the earnings of the bank for 1052
remaining after provision for depositors Is
$3,600 ($6,000 less 40 percent thereof, or
$2,400). It will be assumed that of the total
outstanding tax liability of $10,000, $3,000
may be assessed and collected, leaving $0,400
to be collected from any excess of the segre-
gated assets after claims of depositors against
such segregated assets have boon paid in

§ 39.3798-3
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full. No part of the $6,400 Immune from
collection from 1952 earnings may be col-
lected thereafter from unsegregated assets
of the bank or earnings therefrom3, so that
except for any possible surplus of the segre-
gated azets the $6,400 is uncollectlble.

(2) In the year 1953, the earnings are
again $10,00, $4,000 from segregated and
$6,000 from unsegregated assets, as in 1952.
However, the return filed shows income of
$5,000 and a tax liability of $1,500. An In-
vestigation shows the true Income to be
$10,000, on which the tax Is $3,000. The full
$3,000 -vill be assumed to be collectible. The
$600 difference between $3,60 (the excess of
earnings from unsegregated assets over the
amount going to the depositors), and the
3,000 tax for 1953, Is not available for col-

lection of the tax for prior years, which be-
came Immune as described above, but may be
available for collection of tax for subsequent
years.

(c) No significance attaches to the
selection of the years 1952 and 1953 in
the example set forth in paragraph (b)
of this section. The rules indicated by
the example are equally applicable to
subsequent or prior years not excluded
by limitations.

§ 39.3793-6 Abatement and refund.
(a) An asessment or collection, no mat-
ter when made, if contrary to section
'3798, is subject to abatement or refund
within the applicable statutory period of
limitations.

(b) Collection from a bank within sec-
tion 3798 (b) -whnch diminished assets
necessary for payment of depositors, if
made prior to agreement with deposi-
tors, is not contrary to the section, and
affords no ground for refund.

(c) Jkny abatement or refund Is sub-
ject to existing statutory periods of lim-
itation, which periods are not suspended
or extended by section 3798. In order to
secure refund of any taxes paid for any
taxable year durng the period of in-
munity the bank must file claim there-
for.

§-39.3798-7 Establishment of zmmun-
ity. (a) The mere allegation of Insol-
vency, or that depositors have claims
against segregated or other assets or
earnings, will not of itself secure in-
munity from tax collection, It must be
affirmatively established to the satis-
faction of the Commissioner that collec-
tion of tax will be contrary to section
3798. See also § 39.3798-8.

(b) Any claim, by a bank, of immunity
under section 3798 (b) shall be sup-
ported by a statement, under oath or
affirmation, which shall show- (1) The
total of depositors' claims outstanding,
and (2) separately and in detail, the
amount of each of the following, and
the amount of depositors' claims prop-
erly chargeable against each: (i) Segre-
gated or transferred assets; (ii) un-
segregated assets; (iii) estimated future
average annual earnings and profits;
(iv) amount collectible from sharehold-
ers; ahid v) any other resources avail-
able for payment of depositors' claims.
The detail shall show the full amount
of depositors' claims chargeable against
each of the items in subdivisions, (i) to
(v), inclusive, of this paragraph even
though part or all of the amount charge-
able against a particular item is also
chargeable against some other item or
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items. There shall also be fed a copy
of any agreement between the bank and
Its depositors, and any other agreement
or document bearing on the claim of
immunity. The statement shall show
the basis, as "book," "market," etc., of
valuation of the assets.

§ 39.3798-8 Procedure during immu-
nity-(a) Statements to be filed. As
long as complete or partial immunity is
claimed, a bank within section 3793 (b)
shall file with each Income tax return a
statement as required by § 39.3793-7, In
duplicate, and shall also file such addi-
tional statements as the Commissioner
may requlre. Whether or not additional
statements shall be required, and the fre-
quency thereof, will depend on the cir-
cumstances, Including the financial sta-
tus and apparent prospects of the bank,
and the time which is available for as-
sessment and collection. If a copy of an
agreement or document has once been
filed, a copy of the same agreement or
document need not again be filed with a
subsequent statement, if It is sbhorm by
the subsequent statement, when and
where and with what return the copy
'was filed. In case of amendment a copy
of the amendment must be flied with the
return for the taxable year In which the
amendment is made.

(b) Failure to file. Failure of a bank
to file any required statement will be
treated as indicating that the bank is
not entitled to Immunity.

§ 39.3798-9 Termination of immu-
nity-(a) In general (1) In the case of
a bank within section 3798 (a). Immunity
will end whenever, and to the extent
that, taxes may be assessed and col-
lected, within the applicable limitation
periods as extended by section 3793, with-
out diminishing the assets available and
necessary for payment of depositors.
Immunity of a bank within section 3798
(b) is terminated, as to segregated as-
sets. whenever claims of depositors
against such assets have been paid in
lull. See § 39.3798-3. As to segregated
assets, the termination of immunity is
complete, and any balance remaining
after payment of depositors Is available,
within statutory limitations. for-collec-
tion of tax due at any time. However,
taxes of the bank will be collectible from
segregated assets only to the extent that
the bank has a legal or equitable interest
therein. Assets as to which there has
been a complete conveyance for benefit
of depositors, and the bank has bona fide
been divested of all legal and equitable
interest, are not available for collec-
tion of the bank's tax liability.

(2) As to unsegregated assets of a
bank within section 3798 (b), Immunity
terminates only.as to taxes thereafter
becoming due. When taxes are once
immune from collection, the immunity
as to unsegregated assets Is absolute.
But see § 39.3798-4 (a).

(b) General creditors. While the Im-
munity from tax collection Is for protec-
tion of depositors, and not for benefit of
general creditors, In some cases the im-
munity will not end until the assets are
sufficient to cover Indebtedness of credi-
tors generally. This situation will exist
where under applicable law the claims
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of general creditors are on a parity with
those of depositors, so that to pay de-
pozltors in full It Is necessary to pay all
creditors in full

(C) Shareholder liability. In deter-
mining the sufficiency of the assets to
satisfy the depositorf claims, share-
holders' liability to the extent colle-stible
shall be treated as available assets. Sae

39.3793-7.
(d) Deposit mnurance flepasit in-

surance payable to depzstors shall not
be treated as an asset of the bank and
shall be disregarded In dztzrmmnn the
suffclency of the assets to mact the
claims of depozitors.

(e) Notice by bank:. A bank vlithn
s!ctlon 3793 (b) upon ternn aton of
immunity with respect to (1) earnings,
(2) sezregated or transferred azzsss, or
(3) unsegregated assets, shall irannedi-
ately notify the district director of inter-
nal revenue for the Internal revenue dis-
trict In which the taxpayer's returns
rere filed of such termination of immu-
nity. See § 39.3793-3 (b).

(f) Payment by bank. As immunity
terminates with respect to any assets, it
will be the duty of the bank, ithiaut
notice from the district director of inter-
nal revenue, to make payment of tazes
collectible from such assets.

§ 39.3798-10 Collecticn of tax after
termination of immunity. If. in the
case of a bank within section 3703 (b)
segregated assets (including earnings
therefrom) in excess of those nece-sary
for payment of outstanding deposits be-
come available, such excess of segregated
arssets shall be applied toward satisfac-
tion of accumulated outstanding taxes
previously immune under the seztion,
and not barred by the statute of limita-
tions. But see § 39.3793-3. Where
suMlcent segre-ated or unsegregated
assetas are available, statutory interest
shall be collected with the tax. When
unsegregated assets or earnings there-
from previously immune become avail-
able for tax collection, they will be
available only for collection of taxes (in-
cluding Interest and other additions)
becoming due after immunity ceases.
See the example in § 39.3793-5 (c).

.§ 39.3798-11 Soczal ecurity taxes.
The regulations under section 3793 do
not relate to sodlal security taxes, since
the immunity granted by the section
does not apply to taxes imposed by the
Social Security Act.

§ 39.3799-3800 Statutory promszons;
income from obligations and mortgages
issued by Joint-stoc land banl:s; yurzs-
diction of District Courts to zssue orders,
processes, and 2udgments.

S. 3792. Income ro, obligatians crd
mortgagas fssued by ieinzt-stocl; land banl;.
lotwltbatandlng the provislons. of section 25

of tho Federal Fam. Loan Act. 39 Stat. 32D
(U. S. ., Title 12, eectlon 931-3), 1-
amended, In the cece of mortgages made or
obligations is-ued by any Joint-stock land
banks atcr ?My 23, 1938, all Incomev ewePt
Intereot derived therefrom shall be in-
cluded In gro= Income and shal not be
exempt from Federal income taxation-

Sza, 3EO0. Jursdiction of ditrfct courts to
dssu orders, proceszes. and fudgT--ts. The
district courta of thea United States- at the

§ 39.3799-CZ;3
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instance of the United States shall have such
jurisdiction to make and issue, both in ac-
tions at law and suits in equity, writs and
orders of injunction, and of ne exeat repub-
lica, orders appointing receivers, and such
other orders and process, and to render such
judgments and decrees, granting in proper
cases both legal and equitable relief to-
gether. as may be necessary or appropriate
for the enforcement of the internal revenue
laws. The remedies hereby provided are in
addition to and not exclusive of any and all
other remedies of the United States in such
courts or otherwise to enforce such laws.

§ 39.3801 (a) (1) Statutory prom-
szons; mitigation of effect of limitation
and other proviszons in income tax eases;
definition of determination.

Src. 3801. Mitigation of effect of limitation
ana other provisions zu income tax cases-
(a) Definitionis. For the purpose of this
section-

(1) Determination. The term "determi-
nation under the income tax laws" means-

(A) A closing agreement made under sec-
tion 3760:

(B) A decision by the Board of Tax Appeals
or a judgment, decree, or other order by
any court of competent jurisdiction, which
has become final; or

(C) A final disposition by the Commis-
saoner of a claim for refund. For the pur-
poses of this section a claim for Tefund shall
be deemed finally disposed of by the Com-
missioner-

(i) As to items with respect to which the
claim was allowed, upon the date of allow-
ance of refund or credit or upon the date of
mailing notice of disallowance (by reason
of offsetting items) ot the claim for refund,
and

(ii) As to items with respect to which the
claim was disallowed, in whole or in part,
or as to items applied by the Commissioner
in reduction of the refund or credit, upon
expiration of. the time for instituting suit -
with respect thereto (unless suit is instituted
prior to the expiration of such time).

Such term shall not include any such agree-
ment made, or decision, judgment, decree,
or order which became final, or claim for
refund finally disposed of, prior to August
27, 1938.

§ 39.3801 (a) (1)-1 Purpose and scope
of section 3801. Section 3801 provides
for correction of the effect of certain
types of errors specified in section 3801
(b) and §§39.3801 (b)-i to 39.3801
(b)-5, inclusive, when one or more pro-
visions of the internal revenue laws, such
as the statute of limitations, would other-
wise prevent such correction. Correc-
tions are authorized under section 3801
only when the Commissioner, if the cor-
recLion would result in an allowance of
a refund or credit for the year with re-
spect to which the error was made, or
the taxpayer, if the correction would re-
sult in an additional assessment for such
year, has maintained a position mcon-
sistent with the error. No correction is
permissible unless the inconsistent posi-
tion is adopted by a determination made
on or after August 27, 1938. The pro-
visions of section 3801 and of the regula-
tions promulgated under such section
shall not apply to any tax =mposed by
chapter 9, relating to employment taxes.

§ 39.3801 (a) (1)-2 Closing agree-
ment as a determination. For the pur-
poses of section 3801, a determination
may take the form of a closing agree-
ment authorized by section 3760. Such

an agreement may relate to the total
tax liability of the taxpayer for a par-
ticular taxable year or years or to one or
more separate items affecting such lia-
bility. If it becomes necessary or de-
sirable to effect a determination in order
to obtain Qr accelerate an adjustment
authorized by section 3801, a closing
agreement may be used for such purpose
whenever a taxpayer and the Govern-
ment have concurred in the disposition
of an item or items. A closing agree-
ment becomes final within the meaning
of section 3801 on the date of its approval
by the Secretary, the Under Secretary,
or an Assistant Secretary, except that a
closing agreement with respect to a final
determination of tax liability for past
years becomes final on the date of its
approval by the Commissioner.

§ 39.3801 (a) (1)-3 Decision by Tax
Court or court as a determination. (a)
A determination may take the form of a
decision by The Tax Court of the United
States or a judgment, decree, or other
order by any court of competent juris-
diction, which has become final.

(b) The date upon which a decision by
the Tax Court becomes final is pre-
scribed in section 1140.

(c) The date upon which a judgment
of a court becomes final must be deter-
mined upon the basis of the facts in the
particular case. Ordinarily a judgment
of a United States district court becomes
final upon the expiration of the time al-
lowed for taking an appeal, if no such
appeal is duly taken within such time;
and a judgment of the United States
Court of Claims becomes final upon the
expiration of the time allowed for filing
a petition for certiorari if no such peti-
tion is duly fled within such time.

§ 39.3801 (a) (1)-4 Final disposition
of claim for refund as a determination.
(a) A determination may take the form
of a final disposition of a clain for re-
fund. Such disposition may result in a
determination with respect to two classes
of items, 1. e., items included by the tax-
payer in a claim for refund and items ap-
plied by the Commissioner to offset the
alleged overpayment. The time at which
a dispositon in respect of a particular
item becomes final may depend not only
upon what action is taken with respect
to that item but also upon whether the
clai for refund is allowed or disallowed.

(b) Items with respect to which the
taxpayer's claim is allowed. (1) The dis-
position with respect to an item as to
which the taxpayer's contention in the
claim for refund is' sustained becomes
final on the date of allowance of the
refund or credit if-
(i) The taxpayer's claim for refund

is unqualifiedly allowed; or
(ii) The taxpayer's contention with

respect-to an item is sustained and with
respect to other items is denied, so that
the net result is an allowance of refund
or credit; or

(iii) The taxpayer's contention with
respect to an item is sustained, but the
Commissioner applies other items to off-
set the amount of the alleged overpay-
ment and the items so applied do not
completely offset such amount but

merely reduce it so that the net result is
an allowance of refund or credit.

(2) If the taxpayer's contention In the
claim for refund with respect to an Item
is sustained but the Commissioner ap-
plies other Items to offset the amount of
the alleged overpayment so that the not
result Is a disallowafce of the claim for
refund, the date of mailing, by registered
mail, of the notice of disallowance (see
section 3772) is the date of the final dis-
position as to the Item with respect to
which the taxpayer's contention Is sus-
tained.

c) Items with respect to wThioh the
taxpayer's claim is disallowed. The dis-
position with respect to an item as to
which the taxpayer's contention in the
claim for refund Is denied becomes final
upon the expiration of the time allowed
by section 3772 for instituting suit on the
claim for refund, unless suit Is instituted
prior to the expiration of such period,
If-

(1) The taxpayer's claim for refund Is
unqualifiedly disallowed, or

(2) The taxpayer's contention with
respect to an item Is denied and with
respect to other Items is sustained so that
the net result is an allowance of refund
or credit; or

(3) The taxpayer's contentioA with
respect to an Item is sustained in part
and denied In part, For example, if the
taxpayer claims a deductible loss of
$10,000 and a consequent overpayment
of $2,500 and the Commissioner concedes
that a deductible loss was sustained but
in the amount of $5,000 only, or that a
deductible loss of $10,000 was sustained,
but under the Commissioner's computa-
tion the consequent ovepayment is only
$2,000, the disposition of the claim for
refund with respect to both the allow-
ance of the $5,000 and the disallowance
of the remaining $5,000, or the allowance
of the$2,000 overpayment and the denial
of the $500, becomes final upon the ex-
piration of the time for instituting suit
on the claim for refund unless suit is
instituted prior to the expiration of such
period.

d) Items applied by the Commissioner
in reduction of the refund or credit, If
the Commissioner applies an Item in re-
duction of the overpayment alleged in
the claim for refund, and the net result
is an allowance of refund or credit, the
disposition with respect to the item so
applied by the Commissioner becomes
final upon the expiration of the time
allowed by section 3772 for instituting
suit on the claim for refund, unless suit
is instituted prior to the expiration of
such period. If such application of the
item results in the assertion of a defi-
ciency, such action does not constitute a
final disposition by the Commissioner of
a claim for refund within the meaning of
section 3801 (a) (1) (C) (Hi), but subse-
quent action taken with respect to such
deflbiency may result in a determination
under section 3801 (a) (1) (A) or (B)

(e) The necessity of waiting for the
expiration of the 2-year period of limi-
tations provided In section 3772 may be
avoided in such cases as are described
under paragraph (c) or (d) of this see-

§ 39.3801 (a) (1)
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tion by the use of a closing agreement to
effect a determination.

§ 39.3801 (a) (2)-(3) Statutory pro-
vizons; mitigation of effect of limita-
tion and other promzons in income tax
cases; deftnitions of taxpayer and related
taxpayer

SEc. 3801. fitigation of effect of limitation
and other provisions %n income tax cases-
(a) Definitions. For the purpose of this
section * * *

(2) Taxpayer. Notwithstanding the pro-
visions of section 3797 the term "taxpayer"
means any person'subject to a tax under the
applicable Revenue Act.

(3) Belated taxpayer. The term "related
taxpayer" means a taxpayer who, with the
taxpayer with respect to whom a determina-
tion specified in subsection (b) (1). (2), (3),
or (4) is made? stood, in the taxable year
with respect to which the erroneous inclu-
sion, exclusion, omission, allowance, or dis-
allowance therein referred to was made, in
one of the following relationships: (A)
Husband and wife; (B) grantor and fiduciary;
(C) grantor and beneficiary; (D) fiduciary
and beneficiary, legatee, or heir; (E) de-
cedent and decedent's estate; or (F) partner.

§ 39.3801 (a) (3)-1 Related taxpayer
An adjustment in the case of the tax-
payer with respect to whom the error
was made may be authorized under sec-
tion 3801 although the determination is
made with respect to a different tax-
payer, provided that such taxpayers
stand in one of the relationships specified
in section 3801 (a) (3) The concept of
"related taxpayer" has application only
to section 3801 (b) (1) (2) (3) or (4)
and does not apply to section 3801 (b)
(5) If such relationship exists, it is
not essential that the error be with re-
spect to a transaction possible only by
reason of the existence of the relation-
ship. For example, if the error with
respect to which an adjustment is sought
under section 3801 grew out of an
assignment of rents between taxpayer
A and taxpayer B, who are partners,
and the determination is with respect to
taxpayer A, an adjustment with respect
to taxpayer B may be permissible despite
the fact that the assignment had
nothing to do with the business of the
partnership. The relationship need not
exist throughout the entire taxable
year with respect to which the error was
made, but only at some time during that
taxable year. For example, if a tax-
payer on February 15 assigns to his
fiancee the net rents of a building which
the taxpayer owns, and the two are mar-
ried before the end of the taxable year,
an adjustment may be permissible if the
determination relates to such rents de-
spite the fact that they were not husband
and wife at the time of the assignment.
See § 39.3801 (b)-8 for the requirement
in certain cases that the relationship
exist at the time an inconsistent posi-
tion is first maintained.

§ 39.3801 (b) Statutory- provisions;
mitigation of effect of limitation and
other provisions in income tax cases;
circumstances of adjustment.

SEC. 3801. Mitigation of effect of limita-
tion and other provisions in income ta-
cases. * 8 *

(b) Circumstances of adjustment. When
a determination under the income tax laws--
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(1) Requires the Inclusion in gross In-
come of an item which was erroneously in-
eluded in the gro s income of the taxpayer
for another taxable year or in the gross In-
come of a related taxpayer. or

(2) Allows a deduction or credit which
was erroneously allowed to the taxpayer for
another taxable year or to a related tax-
payer; or

(3) Requires the exclusion from gro:s In-
come of an item with respect to which tax
was paid and which was erroneously ex-
cluded or omitted from the gros income of
the taxpayer for another taxable year or
from the gross Income of a related taxpayer;
or

(4) Allows or disallows any of the addi-
tional deductions allowable in computing the
net income of estate-s or trust-, or requires
or denies any of the inclusions in the com-
putation of net Income of beneficiarles.
heirs, or legatees, specified In zection 1G2 (b)
and (c) of chapter 1, and corree-ponding
sections of prior revenue Acts, and the cor-
relative inclusion or deduction, as the caso
may be, has been erroneously excluded,
omitted, or Included, or disallowed, omitted,
or allowed, as the case may be, In respect
of the related taxpayer; or

(5) Determines the basis of property for
depletion, exhaustion, wear and tear, or
obsolescence, or for gain or los on a salo
or exchange, and In respect of any trancac-
tion upon which such basis depends there
was an erroneous Inclusion In or omlion
from the gross income of, or an erroneous
recognition or nonrecognition of gain or
loss to. the taxpayer or any person who
acquired title to such property in such
transaction and from whom mediately or
Immediately the taxpayer derived title sub-
sequent to such transaction-

and, on the date the determination becomm
final, correction of the effect of the error
Is prevented by the operation (whether be-
fore, on or after May 28, 1938) of any pro-
vision of the internal-revenue laws other
than this section and other than cectIon
3761 (relating to compromises), then the
effect of the error shall be corrected by an
adjustment made under this cection. Such
adjustment shal be made only If there Is
adopted in the determination a position
maintained by the Commissioner (in c"'-o
the amount of the adjustment would be re-
funded or credited in the same manner as
an overpayment under subsection (c)) or
by the taxpayer with respect to whom the
determination Is made (in cate the amount
of the -adjustment would be azessecd and
collected in the same manner as a deficiency
under subsection (c)). which position Is
inconsistent with the erroneous Inclusion,
exclusion, omission, allowance, disallow-
ance. recognition, or nonrecognition, as the
case may be. In case the amount of the
adjustment would be asesed and collected
in the same manner as a deficiency, the ad-
justment shall not-be made with respect
to a related taxpayer unless he stands in
such relationship to the taxpayer at the time
the latter first maintains the Inconsistent
position in a return, claim for refund, or pe-
tition (or amended petition) to the Board
of Tax Appeals for the taxable year with
respect to which the determination is made.
or if such position is not so maintained.
then at the time of the determination.

§ 39.3801 (b)-0 Circumstances of ad-
2ustment. (a) Section 3801 may be ap-
plied to correct the effect of an error if,
on the date of the determination, cor-
rection of the effect of the error 4q pre-
vented by the operation of any provision
of the internal revenue laws other than
section 3801 and other than section 3761
of the Internal Revenue Code and the
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corresponding provisions of prior reve-
nue acts (relating to compromises)
Examples of such provisions are: Sec-
tions 275. 311 (b) and Cc) 322 (b) and
(d) 1117 (e), 3746, and 3772 of the In-
ternal Revenue Code and the corre-
sponding provisions of prior revenue acts
(relating to periods of limitation) sec-
tlIons 272 C) and 322 c) of the Internal
Revenue Code and the corresponding
provisions of prior revenue acts (relat-
ing to effect of petition to The Tax Court
of the United States on further defi-
clency letters and on credits or refunds)
section 3760 of the Internal Revenue
Code and the corresponding provisions
of prior revenue acts (relating to closing
agreements) and sections 3770 (a) (2)
3774, and 3775 of the Internal Revenue
Code and the corresponding provisions
of prior revenue acts (relating to pay-
ments, refunds, or credits after the pe-
riod of limitation has expired)

(b) If the tax liability for the year
with respect to which the error was made
has been compromised under section
3761 of the Internal Revenue Code or the
corresponding provisions of prior
revenue acts, no adjustment may be
made under section 3801 with respect to
that year.

(c) Section 3801 Is not applicable if,
on the date of the determination, cor-
rection of the effect of the error is per-
missible without recourse to such section.

(d) The determination may be with
respect to the tax Imposed by chapter 1
and subchapters A, B, D, and E of chap-
ter 2 of the Internal Revenue Code, by
the corresponding provisions of any
prior revenue acts, or by more than one
of such provisions. Section 3801 may be
applied to correct the effect of the error
only as to the tax or taxes for the year
with respect to which the error was made
which correspond to the tax or taxes to
which the determination relates. Thus,
if the determination relates to the tax
imposed by chapter I of the Internal
Revenue Code, the adjustment may be
only with respect to the tax imposed by
such chapter or by the corresponding
provisions of the revenue act applicable
to the 'ear with respect to which the
error was made; if the determination re-
lates to subchapter B of chapter 2 of the
Internal Revenue Code, the adjustment
may be only with respect to the tax un-
posed by such subchapter or by the cor-
responding provisions of the revenue act
applicable to the year with respect to
which the error was made.

§ 39.3801 (b)-1 Double incluszon of
item of gross income. (a) Section 3801
(b) (1) applies if the determination re-
quires the inclusion, in a tax=payer's
gross income, of an item which was er-
roneously included in the gross income
of the same taxpayer for another taxable
year or of a related taxpayer for the
same or another taxable year.

(b) The application of section 3901 (b)
(1) may be illustrated by the follorin
examples:

Example (1). A taxpayer who keeps his
boolm on the cash b s s erroneously in-
cluded In his return for 1944 an item of ac-
crued rent. In 1949, after the period of
limltations on refunds for 1944 has expired,
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the Commissioner discovers that the tax-
payer received this rent in 1945 and asserts
a deficiency for the year 1945, which is sus-
tained by The Tax Court of the United
States In 1952. An adjustment is authorized
with respect to the year 1944. If the tax-
payer had returned the rent for both 1944
and 1945 and by a determination was denied
a refund claimed for 1945 on account of the
rent item, a similar adjustment is authorized.

Example (2). A husband assigned to his
wife salary to be earned by him in the year
1950. The wife included such salary in her
separate return for that year and the hus-
band omitted it. The Commissioner as-
serted a deficiency against the wife for 1950
with respect to a different item and zhe
contested that deficiency before the Tax
Court. The wife would therefore be barred
by section 322 (c) from filing a claim for
refund for 1950. Thereafter, the Commis-
sioner asserts a deficiency against the hus-
band on account of the omission of such
salary from his return for 1950. The hus-
band unsuccessfully contests the deficiency
before the Tax Court in 1952. An adjust-
ment is authorized with respect to the wife's
tax for 1950.

§ 39.3801 (b)-2 Doizble alloWance of
a deduction or credit. (a) Section 3801
(b) (2) applies if the determination al-
lows the taxpayer a deduction or credit
which was erroneously allowed the same
taxpayer for another taxable year or a
related taxpayer for the same or another
taxable year.

(b) The application of section 3801
(b) (2) may be illustrated by the follow-
ing examples:

Example (1). A taxpayer In his return
for 1947 claimed and was allowed a dedire-
tion for destruction of timber by a forest
fire. Subsequently it was discovered that
the forest fire occurred in 1948 rather than
In 1947. After the expiration of the period
of limitations for the assessment of a defi-
ciency for 1947, the taxpayer files a claim for
refund for 1948 based upon a deduction for
the fire loss in that year. The Commisloner
in 1952 allows the claim for refund. An ad-
justment is authorized with respect to the
year 19-7.

Example (2). The beneficiary of a testa-
mentary trust in his return for 1946 claimed,
and was allowed, a deduction for deprecia-
tion of the trust property. The Commis-
sioner asserted a deficiency against the
beneficiary for 1946 with respect to a different
item and final decision of The Tax Court of
the United States was rendered in 1948, so
that the Commissioner was thereafter barred
by section 272 (f) of the Internal Revenue
Code from asserting a further deficiency
against the beneficiary for 1946. The trustee
thereafter filed a timely refund claim con-
tending that, under the terms of the will, the
trUst, and-not the beneficiary, was entitled
to the allowance for depreciation. The court
in 1952 sustains the refund claim. An ad-
justment is authorized with respect to the
beneficiary's tax for 1946.

§ 39.3801 (b)-3 Erroneous exclusion
of item of gross income with respect to
which tax was paid. (a) Section 3801
(b) (3) applies if the determination re-
quires the exclusion, from a tatxpayer's
gross income, of an Item with respect to
which tax was paid and which was
erroneously excluded or omitted -from
the gross income of the same taxpayer
for another taxable year or of a related
taxpayer for the same or another taxable
year.

(b) The application of section 3801
(b) (3) may be illustrated by the fol-
lowing examples:

Example (1). A taxpayer received pay-
ments In 1949 under a contract for the-per-
formance of services and included the
payments In his return for that year. A
closing agreement was thereafter made with
respect to the tax liability of the taxpayer
for 1948. The taxpayer subsequently filed a
claim for refund for the year 1949, asserting
that he kept his books on the accrual basis
and that, as the payments had accrued in
1948, they were properly taxable In that year.
The claim for refund is allowed in 1952. An
adjustment is authorized with respect to the
year 1948. If the taxpayer had not .included
the payments in anyreturn and the Commis-
sioner had asserted a deficiency for 1949
'with respect to the payments, and the defi-
ciency was not sustained by The Tax Court
of the United States in its final decision in
,1953, no adjustment is authorized with re-
spect to the year 1948. Although the deter-
mination requires the exclusion of the item
from gross income, no tax had been paid
with respect thereto. If the taxoayer, how-
ever, had paid the deficiency and .thereafter
successfully sued for refund in court, an
adjustment is authorized.

Exataple (2). A Sather and son conducted
a partnership business, each being entitled
to one-half of the net profits. The father
included the entire net Income of the part-
nership In his return for 1945, and the son
included no portion of this Income in his
return for that year. Shortly before the
expiration of the period of limitations with
respect to deficiency assessments and refund
claims for both father and son for 1945, the
father filed a claim for refund of that por-
tion of his 1945 tax attributable to the half
of the partnership income which should have
been Included In the son's return. The court
sustains the claim for, refund In 1952. An
adjustment is authorized with respect to
the son's tax for 1945.

§ 39 3801 (b)-4 Correlative deduc-
tions and inclusions specified in section
162 (b) and (c) and corresponding pro-
visions of prior revenue acts. (a) Sec-
tion 3801 (b) (4) applies if the
determination relates to the additional
deduction specified in section 162 (b)
and (c) of the Internal Revenue Code,
or the corresponding provisions of a
prior revenue act, for amounts distribut-
able to the beneficiaries, heirs: or lega-
tees of an estate or trust, and such
determination requires:

(1) The allowance to the estate or
trust of such additional deduction when
such amounts have been &rroneously
omitted or excluded from the income
of the beneficiaries, heirs, or legatees;

(2) The inclusion of such amounts in
the income of the beneficiaries, heirs, or
legatees when such additional deduction
has been erroneously disallowed to or
omitted by the estate or trust;

(3) The disallowance to an estate or
trust of such additional deduction when
such amounts have been erroneously in-
cluded in the income of the beneficiaries,
heirs, or legatees; or

(4) The exclusion of such amounts
from the income of the beneficiaries,
heirs, or legatees when such additional
deduction has been erroneously allowed
to the estate or trust.

(b) The application of paragraph (a)
(1) of this section may be illustrated by
the following example:

Example. For the taxable year 1940, a
trustee, directed by the trust instrument to
accumulate the trust income, made no dis-
tribution to the beneficiary and returned the
entire net income as taxable to the trust.
Accordingly, the beneficiary did nob include
the trust incomo in his return for the year
1946, In 1948, a State court held invalid the
clause directing accumulation. In 1950, the
trustee, relying upon the court decision, files
a claim for refund of the tax paid on behalf
of the trust for the year 1940. The claim Is
sustained by the court In 1952 after the expi-
ration of the period of limitations upon de-
ficiency assessments against the beneficiary
for the year 1948. An adjustment is author-
ized with respect to the beneficiary's tax for
the year 1946.

(c) The application of paragraph (a)
(2) of this section may be illustrated by
the following example:'

Example. Assume the same facts as In the
example in paragraph (b) of this section, ox-
cept that, instead of the trusteo's filing a re-
fund claim, the Commissioner, relying upon
the decision of the State court, asserts a de-
ficiency against the beneficiary for 1910.
The deficiency Is sustained by final decision
of The Tax Court of the United tates in
1952, after the expiration of the period for
filing claim for refund on behalf of the trust
for 1946. An adjustment is authorized with
respect to the trust for the year 1940.

(d) The application of paragraph (a)
(3) of this section may be illustrated by
the following example:

Example. A trustee claimed in the otttrn
for 1946 a deduction for income distributed
to, the beneficiary. The income was in-s
eluded by the beneficiary in his return for
1940. In 1950, the Commissioner asserts a
deficiency against the trust on the ground
that the amount distributed to the bone-
ficiary represented a charge against the
corpus of the trust and did not constitute
a distribution of income, The deficiency
is sustained by final decision of the Tax
Court in 1952, after the expiration of the
period for flung claims for refund by the
beneficiary for 1948. An afJutment is au-
thorized with resuect to the boneficlary'a
tax for the year 1946.

(e) The application of paragraph (a)
(4) of this section may be illustrated by
the following example:

Example. Assume the san facts as in the
example In paragraph (d) of this section,
except that, Instead of the Commissioner's
asserting a deficiency, the beneficiary files a
refund claim for 1946 on the same ground,
The claim is sustained by the court in 1052
after the expiration of the period of limita-
tions upon deficiency assessments against
the trust for 1946. An adjustment Is au-
thorized with respect to the trust for the
year 1946.

§ 39.3801 (b)-5 Determination o1
basis of property rn case of erroneous
treatment of transaction rclating to ac-
quisition thereof. (a) Section 3001 (b)
(5) applies if the determinalion estab-
lishes the basis of property for income
tax purposes and In respect of the trans-
action upon which such basis depends
there was an erroneous inclusion in or
omission from gross income or an er-
roneous recognition or nonrecognition
of gain or loss with respect to (1) the
taxpayer with respect to whom the de-
termination is made, or (2) any person
who acquired title to such property in
such transaction and-the taxpayer with
respect to whom the determination Is
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made mediately or immediately de-
rived title from such person subsequent
to such transaction. Section 3801 (b)
(5) applies with respect to the person
who acquired the property and any sub-
sequent transferees or donees who have
a substituted basis ascertained by refer-
ence to the basis in the hands -of such
person. No adjustment is authorized
with respect to the transferor of the
property in the transaction upon which
the basis of the property depends, when
the determination is with respect to the
original transferee or a subsequent
transferee of such original transferee.

(b) The application of section 3801 (b)
(5) may be illustrated by the following
examples:

Example (1). In 1946 taxpayer A trans-
ferred.property which had cost him $5,000
to the X Corporation In exchange for an
original Issue of shares of its stock having
a fair market value of $10,000. In his re-
turn for 1946 taxpayer A treated the ex-
change as- one in which gain or loss was not
recognizable:

(i) In 1952 the X Corporation claims that
gain should have been recognized on the
exchange in 1946 and therefore the property
it received had a $10,000 basis for deprecla-
tion. Its contention is confirmed by a clos-
ing agreement. N4o adjustment is author-
ized with respect to the tax .of the X
Corporation for 1946; as there was no
"erroneous inclusion in or omission from the
grossincome of. or an erroneous recognition
or nonrecognition of gain or loss to" the X
Corporation with respect to the exchange in
1946. 3oreover no adjustment is author-
Ized with respect to taxpayer A, as he is not
the taxpayer with respect to whom the de-
termination is made, nor does the determina-
tion relate to the property which taxpayer A
acquired in the exchange in 1946, but, rather.
to the property which he transferred in such
exchange.
(it) In 1952 the X Corporation transfers

the property to the Y Corporation in a tax-
free -exchange. In 1953 the 'Y Corporation
sells the property and comnutes its profit
on the basis of $1.0,000, which basis is sus-
stained by The Tax Court of the United
States. No adjustment is authorized with
respect to the Y Corporation or with respect
to taxpayer A. for the reason stated in (1).

(iII) In 1954 taxpayer A sells the stock
which. he had received in 1946 and claims
that, as gain should have been recognized
on the exchange in 1946 the basis for com-
puting the profit on the sale is $10.000. His
contention is confirmed in a closing agree-
ment. An adjustment is authorized with
respect to his tax for the year 1946, as the
basis for computing gain on the sale de-
pends upon the transaction In 1946 and In
respect of that transaction there was an
erroneous nonrecognition of gain to tax-
payer A, "the taxpayer" with respect to whom
the determination is made.

(iv) I axuayer A does not sell the stock,
but makes a gift of it to taxpayer B. who
later sells the stock and claims the $10,000
basis, which contention is confirmed In a
closing agreement. An adjustment is au-
thorized with respect to the tax of taxpayer A
for 1946, as the basis for computing gain on
the sale by taxpayer B depends upon the
transaction- in 1946 and in respect of that
transaction there was erroneous nonrecogni-
tion of gain to taxpayer A, the "person who
acquired title to such property in such trans-
action and from whom * * * immediately"
taxpayer B. with respect to whom the deter-
mination is made, "derived title subsequent
to such transaction."

Example (2). In 1947, taxpayer A sold
property acquired at a cost of $5,000 to tax-
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payer B for $10.000. In his return for 1947
taxpayer A failed to include the profit on.
such sale. In 1952 taxpayer B sells the prop-
erty for $12.000 and in his return for 1952 re-
ports a gain of $2,000 upon the sale, which is
confirmed in a closing agreement. No ad-
justment is authorized with respect to the
tax of taxpayer A for 1947, as taxpayer A Is
not the taxpayer with respect to whom the
determination is made; nor does the deter-
ruination relate to property which taxpayer A
acquired in the transaction In 1947 but
rather to property which he transferred In
such transaction.

Example (3). In 1946 a taxpayer received
as additional compensation shares of rtcck
in a corporation but did not include any
amount in his return for that year on ac-
count of the receipt of such stocek. In 1952,
after the expiration of the period of Imita-
tions on deficiency assesments for 1940. he
sells the stock for $15,000 and reports 5,000
In his return for 1952 as profit on the sale.
A deficiency is asserted by the Commss-oner
on the theory that the basis Is zero and the
recognized gain is 015.000. The Tax Court
sustains the taxpayer's contention that the
transaction was erroneously treated In 1940
in that the property then had a fair market
value of $10.000. An adjustment is author-
ized with respect to the year 1946.

Example (4). In 1943 a taxpayer received
100 shares of stock of the X Corporation
having a fair market value of $5,000. in ex-
change for shares of stock In the Y Corpora-
tion which he had acquired at a cost of 012,-
000. In his return for 1943 the taxpayer
treated the exchange as one in which Gain or
loss was not recognizable. The taxpayer
sold 50 shares of the X Corporation stcel in
1944 and in his return for that year treated
such shares as having a Z0,000 basis. In
1949 the taxpayer cells the remaining 10
shares of stock of the X Corporation for
$7,500 and reports $1.500 gain In his return
for 1949. After the expiration of the period
of limitations on deficiency assessments and
on refund claims for 1943 and 1944, the
Commriloner asserts a deficiency for 1943 on
the ground that the Ioss realized on the ex-
change In 1913 was erroneously treated as
norecognizable, and that the basis for com-
puting gain upon the rale in 1949 Is C2,50.
resulting in a gain of 65,000. The deficiency
is sustained by the Tax Court In 1953. An
adjustment Is authorized with respect to
the year 1943 as to the entire 67.000 lc=s
realized on the exchange. No adjustment is
authorized with respect to the year 1844 as
the basis for computing gain upon the sale
of the 50 shares in 1949 does not depend
upon the transaction in 1944.

§ 39.3801 (b)-6 Law applicable in dc-
termination of error. The question
whether there was an erroneous Inclu-
sion, exclusion, omission, allowance, dis-
allowance, recognition, or nonrecognition
is determined under the provIsions of
the internal revenue laws applicable with
respect to the year as to which the In-
clusion, exclusion, omission, allowance,
disallowance, recognition, or nonrecogni-
tion, as the case may be, was made. The
fact that the inclusion, exclusion, omis-
sion, allowance, disallowance, recogni-
tion, or nonrecognition, as the case may
be, was in pursuance of an Interpretation,
either judicial or administrative, ac-
corded such provisions of the internal
revenue laws at the time of such action
is not necessarily determinative of this
question. For example, if a later judicial
decision authoritatively alters such in-
terpretation so that such action was
contrary to such provisions of the in-
ternal revenue laws as later Interpreted,
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the inclusion, exclusion, omission, allow-
ance, disallowance, recognition, or non-
recoZnltion, as the case may be, is
erroneous within the meaning of section
3801.

§ 39.3801 (b)-7 Operation dependent
upon maintenance of inconsistent p=as-
lion-a) Adjustments resulting in addi-
tional assessments. (1) An adjustment
which would result In an additional as-
sessment Is authorized only if (I) the
taxpayer, with respect to whom the de-
termination is made, has, in connection
therewith, maintained a position which
is inconsistent with the erroneous inclu-
sion, exclusion, omission, allowance,
disallowance, recogition, or nonrecog-
nitlon, as the case may be, and (i) such
Inconsistent position is adopted in the
determination.

Example. A taxpayer In his return for
1947 claimed and was allowed a deduction
for a los arLing from a casualty. After the
taxpayer had filed his return for 1943 and
after the period of limltatlons upon the
a=ssesmnt of a deficiency for 1947 had ex-
pired, It was discovered that the loss actually
occurred in 1948. The taxpayer, therefore.
filed a claim for refund for the year I948
based upon the allowanco of a deduction
for the loss in that year, and the clair was
allowed by the CommLmoner in 1952. The
taxpayer thus has maintained a position
nconsistent with the allowance of the de-
duction for 1947 by filing a claim for refund
for 1948 baed 'upon the same deduction.
As the determination-the allowance by the
Comminiloner of the claim for refund-
adopts such inconsistent psilton, an adjuat-
ment is authorized for the year 1947.

(2) An adjustment which would result
in an additional assessment is not au-
thorized if the Commissioner, and not
the taxpayer, has maintained such n-
consistent position.

Example. In the examule in subparagraph
(1) of this paragraph. asuine that the tax-
payer did not file a claim for rcfund for
1943 but the Commilsioner isued a notice
of deficiency for 1948 baced upon other items.
The taxpayer illed a petition with e Tax
Court of the United States and the Com-
mLisoner In his answer voluntarily proposed
the allowance of a deduction for the lss
prevlously allowed for 1947. The Tam Court
tool: the deduction into account in its rede-
termlnton in 1952 of the tax for the year
1928. In such caz no adjustment would
be authorized for the year 19-7 as the Com-
missioner, and not the tanayer, has main-
tained a pooltion inconsistent with the al-
lowance of a deduction for the loss in that
year.

(b) Adiustments resulting in refund
or credit. (1) An adjustment which
would result in the allowance of a refund
or credit is authorized only if (i) the
Commissioner, in connection with a de-
termination, has maintained a position
which Is inconsistent with the erroneous
Inclusion, exclusion, ormission, allowance,
disallowance, recognition, or nonrecog-
nition, as the case may be, and (ii) such
inconsistent position is adopted In the
determination.

Example. A taxpayer who keeps his boozs
on the cash basis erroneously included in
his return for 1946 an item of accrued in-
ter-t After the period of limitations on
refunds for 1946 had expired, the Commis-
aboner asseoted a deficiency for the year 1047
on the ground that the item of Interest was
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received in 1947, and, therefore, was prop-
erly includible in gross income for that year.
The taxpayer appealed to the Tax Court
which in 1952 sustained the -deficiency. By
asserting a deficiency for 1947 based upon
the inclusion of the interest item in that
year, the Commissioner has maintained a
position inconsistent with the inclusion
of the interest item in 1946. As the determi-
nation-the decision of the Tax Court sus-
taining the deficiency-adopted such incon-
sistent position, an adjustment is authorized
for the year 1946.

(2) An adjustment which would result
in the allowance of a refund or credit is
not authorized if the taxpayer with. re-
spect to whom the determination is
made, and not the Commissioner, has
maintained such inconsistent position.,

Esample. In the example in subpara-
graph (1) of this paragraph, assume that the
Commissioner asserted a deficiency for 1947
based upon other items for that year, but
in computing the net income upon which
such deficiency was based did not Include
the item of interest. The taxpayer appealed
to the Tax Court and in his petition as-
serted that the interest item should be
included in gross income for 1947. The Tax
Court in 1952 included the item of interest
in its redetermination of the tax for the
year 1947. In such case no adjustment
would be authorized for 1946 as the tax-
payer, and not the Commissioner, has main-
tained a position inconsistent with the
erroneous inclusion of the item of interest
in the gross income of the taxpayer for that
year.

§ 39.3801 (b)-8 Existence of status of
related taxpayer at time of the first
maintenance of an inconsistent position.
(a) No adjustment by way of a de-
ficiency assessment shall be made with
respect to a related taxpayer unless the
relationship existed both in the taxable
year with respect to which the error was
made and at the time the taxpayer with
respect to whom the determination is
made first maintained, m the manner
described in this section, the inconsistent
position with respect to the taxable year
to which the determination relates.

(b) If the inconsistent position is
maintained in a return, claim for refund,
or petition (or amended petition) to The
Tax Court of the United States for the
taxable year in respect of which the de-
termination'is made, the requisite rela-
tionship must exist on the date of filing
such document. If the inconsistent posi-
tion is maintained in more than one of
such documents, the requisite date is the
date of filing of the document in which
it was first maintained. If the inconsist-
ent position was not thus maintained
then the relationship must exist on the
date of the determination, as, for ex-
ample, where at the instance of the tax-
payer a deduction is allowed, the right
to which was not asserted in a return,
claim for refund, or petitionto The Tax
Court, and a determination is effected by
means of a closing agreement.

§ 39.3801 (c) Statutory provisions;
mitigation of effect of limitation and
other provisions in income tax cases;
method of adjustment.

SEC. 3801. Mitigation of- effect of limita-
tion and other provistons %n income ta=
cases. * * 4
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(c) Method of adjustment. The adjust-
ment authorized in subsection (b) shall be
made by assessing and collecting, or refund-
ing or crediting, the amount thereof, to be
ascertained as provided in subsection (d), in
the same manner as if it were .a deficiency
determined by the Commissioner with respect
to the taxpayer as to whom the error was
made or an overpayment claimed by such
taxpayer, as the case may be, for the taxable
year with respect to which the error was
made, and as if on the date of the determina-
tion specified in subsection (b) one year re-
mained before the expiration of the periods
of limitation upon assessment or filing claim
for refund for such taxable year.

§ 39.3801 (C)-1 Method of adjust-
ment. (a) If the amount of the adjust-
ment ascertained pursuant to section
3801 (d) represents an increase in tax, it
is tobe treated as if it were a deficiency
determined by the Commissioner with
respect to the taxpayer as to whom the
error was made and for the taxable year
with respect to which the error was
made. The amount of the adjustment
is thus to be assessed and collected un-
der the law and regulations applicable to
the assessment and collection of defi-
ciencies, subject, however, to the limita-
tions imposed by section 3801 (e) No-
tice of deficiency, unless waived, must
be issued with respect to such amount
and the taxpayer may contest the defi-
ciency before The Tax Court of the
United States or, if he chooses, may pay
the deficiency and later file claim for re-
fund. If the amount of the adjustment
ascertained pursuant to section 3801 (d)
represents a decrease m tax, it is to be
treated as if it were an overpayment
claimed by the taxpayer with respect to
whom the error was made for the tax-
able year with respect to which the error
was made. Such amount may be re-
covered under the law and regulations
applicable to overpayments of tax, sub-
ject, however, to the limitations imposed
by section 3801 (e) The taxpayer must
file a claim for refund thereof, unless
the overpayment is refunded without
such claim, and if the claim is denied or
not acted upon by the Commissioner
within the prescribed time, the taxpayer
may, then file suit for refund. The
amount of the adjustment treated as if
it were a deficiency or an overpayment,
as the case may be, will bear interest and
be subject to additions to the tax to the
extent provided by the internal revenue
laws applicable to deficiencies and over-
payments for the taxable year with re-
spect to which the error was made.

(b) For the purpose of the adjustment
authorized by section 3801, the period of
limitation upon the making of an assess-
ment or upon refund or credit for the
taxable year with respect to which the
error'was made, as the case may be, shall
be considered as if, on the date of the
determination, one year remained before
the expiration of such period, regardless
of whether or not such period had ex-
pired prior to the date of the determina-
tion. The Commissioner thus has one
year from the date of the determination
within which to mail a notice of defi-
ciency in respect. of the amount of the
adjustment where such amount is
treated as if it were a deficiency. The
issuance of such notice-of deficiency, in

accordance with the law and regulations
applicable to the assessment of defloen-
cies, will suspend the running of the
1-year period of limitations provided by
-section 3801 (c) In accordance with
the applicable law and regulations gov-
erning the collection of deficiencies (see
section 276 (c) of the Internal Revenue
Code and 'the corresponding provisions
of prior revenue acts) the period of lim-
itation for collection of the amount of
the adjustment will commence to run
from the date of assessment of such
amount. Similarly the taxpayer has a
period of one year from the date of the
determination within which to file a
clai for refund in respect of the amount
of the adjustment where such adjust-
ment is treated as if It were an overpaY-
ment. Where the amount of the adjust-
ment Is treated as if It were a deficiency
and the taxpayer chooses to pay such
deficiency and contest it by way of claim
for refund, the period of limitation upon
filing claim for refund will commence to
run from the date of such payment (see
section 322 (b) of the Internal Revenue
Code and the corresponding provisions of
prior revenue acts)

§ 39.3801 (d) Statutory provisions;
mitigation of effect of limitation and
other provisions in income tax cases;
ascertainment of /mount o1 adjustment.

SEc. 3801. Mitigation of effect of limi-
tation and other provisions in Income tax
cases.* *

(d) Ascertainment of amount pf adjust-
ment. In computing the amount of an
adjustment under this section there shall
first be ascertained the tax previously deter-
mined for the taxable year with respect to
which the error was made. The amount of

-the tax previously determined shall be the
excess of-

(1) The sum of (A) the amount shown as
the tax by the taxpayer upon his return
(determined as provided In section 271 (b)
(1) and (3)), if a return was made by the
taxpayer and an amount was shown as the
tax by the taxpayer thereon, plus (B) the
amounts previously assessed (or collected
without assessment) as a deficiency, over-

(2) The amount of rebates, as defined In
section 271 (b) (2), made.
There shall then be ascertained the Incronso
or decrease in the ta previously determined
which results solely from the correct exolu-
slon, inclusion, allowance, disallowance, rec-
ognition, or nonrecognltlon, of the Item,
inclusion, deduction, credit, gain or loss,
which was the subject of the error. The
amount so ascertained (together with any
amounts wrongfully collected, as additions
to the tax or Interest, as a result of such er-
ror) shall be the amount of the adjustment
under this section.
[See. 3801 (d) as amended by see. 14 (b),
Individual Income Tax Act 1944]

§ 39.3801 d)-1 Ascertainment of
amount of adjustment. (a) In comput-
ing the amount 6f the adjustment under
section 3801 there must first be ascer-
tained the amount of the tax previously
determined for the taxpayer as to whom
the error was made for the taxable year
with respect to which the error was
made. The tax previously determined
for any taxable year may be the amount
of tax shown on the taxpayer's return,
but if any changes in that amount have
been made they must be taken into

§ 39.3801 (b-8
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account. In such cases, the tax previ-
ously determined will be ascertained as
follows:

(1) For taxable years beginning before
January 1, 1943, the tax previously de-
termined will be the tax shown on the
return, increased by any amounts pre-
viously assessed (or collected without
assessment) as deficiencies, and de-
creased by any amounts previously
abated, credited, refunded, or otherwise
repaid in respect of such tax. If no
amount was shown as the tax upon the
return, or if no return was made, the tax
preysously determined will be the sum
of the amounts previously assessed, or
collected without assessment, as defi-
ciencies, decreased by any amounts pre-
viously ;abated, credited, refunded, or
otherwise repaid in respect of such tax.

(2) For taxable years beginning after
December 31, 1942, the tax previously
determined will be the sum of the
amount shown as the tax by the taxpayer
upon his return and the amounts pre-
viously assessed (or collected without
assessment) as deficiencies, reduced by
the amount of any rebates made. The
amount shown as the tax by the taxpayer
upon his return and the amount of any
rebates shall be determined in accord-
ance with the provisions of section 271
and the regulations thereunder.

(b) (1) The tax previously determined
may consist of tax for any taxable year
beginning after December 31, 1931, im-
posed by chapter 1 and subchapters A,
B, D, and E of chapter 2 of the Internal
Revenue Code, by the corresponding
provisions of prior Revenue Acts, or by
any one or more of such provisions.

(2) After the tax previously deter-
mined has been ascertained, a recom-
putation must then be made to ascertain
,the increase or decrease in tax, if any,
resulting from the correction of the
error. The difference between the tax
previously determined and the tax as
recomputed after correction of the error
will be the amount of the adjustment.

(c) With the exception of the items
upon which the tax previously deter-
ined was based and the item or items

with respect to which the error was
made, no other item shall be considered
-in computing the amount of the adjust-
ment. If the treatment of any item
upon wich the tax previously deter-
mined was based, or if the application

of any provisions of the internal revenue
laws with respect to such tax, depends
upon the amount of income (e. g., chari-
table contributions, foreign tax credit,
earned income credit) readjustment in
these particulars will be necessary as
part of the recomputation in conformity
with the change in the amount of the
income which results from the correct
treatment of the item or items in respect
of which the error was made.

(d) Any interest or additions to the
tax collected as a result of the error shall
be taken into account in determining the
-amount of the adjustment.

(e) The application of section 3801
Cd) may be illustrated by the following
example:

Example. (I) For the taxable year 1946 a
.married man with no dependents, who kept
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his books on the cash receipts and disburce-
ments basis, filed a return (claiming two
exemption) disclosing adjusted gro-a in-
come of $42.000, deductions amounting to
$12,000, and a net income of e30.000. In-
cluded among other Items In the gross In-
come were salary In the amount of $15.000
and rents accrued but not yet paid In the
amount of $5,000. During the taxable year
he donated 810.000 to the American Red
Cross and In his return claimed a deduction
of $6.300 on account thereof, representing
the madmum deduction allowable under the
15 percent limitation Imposed by cection
23 (o) of the Internal Revenue Code for the
year 1946. In computing his net income he
omitted interest income amounting to 80.000
and neglected to take a deduction for Inter-
est paid In the amount of e4,500. The return
disclosed a tax liability of $11,970, which
was assessed and paid. After the e.piration
of the period of limitations upon the assesa-
meat of a deficiency or the allowance of a
refund for 1946 the Comissioner included
the item of rental Income amounting to
$5.000 in the taxpayer's gross income for the
year 1947 and asserted a deficiency for that
year. As a result of a final decision of The
Tax Court of the United States In 2952 cus-
taining the deficiency for 1947. an adjust-
ment is authorized for the year 19-0.

(2) The amount of the adjustment is com-
puted as follows:

Tax previously determined for
1946 ----------------------- 811.970.00

Net income for 1946 upon which
tax previously determined was
based--..--------------------- 20,000.00

Less: Rents erroneously in-
cluded ..------------------- 5,000.00

Balance ------- ----- 23,000.00
Adjustment for contributions

(add 15 percent of 05,000)_--- 710.00

Net income as adjusted.. 25,720.00

Tax as recomputed. .......... 9,502.38
Tax previously determined- .... 11,970. 00

Difference --------------- , 467. 6
Amount of adjustment to be re-

funded or credited. . .467.62

(3) In accordance with the provisions of
section 3801 (d), the rccomputation to deter-
mine the amount of the adjustment does
not take into consideration the Item of C0,-
000 representing interest received, which was
omitted from gross income, or the Item of
$4,500 representing nterest paid. for which
no deduction was allowed.

§ 39.3801 e) Statutory provisions;
mitigation of effect of limitation and
other provisions in income tax cases; ad-
7ustment unaffected by other items.

Smc. 3801. fitigation of effect of limita-
tion and other provisions in income tax
cases. 00

(e) Adjustment unaffected by other items,
etc. The amount to be assessed and col-
lected In the same manner as a deficiency,
or to be refunded or credited In the same
manner as an overpayment, under this cec-
tion, shall not be diminished by any credit
or set-off based upon any Item, inclusion,
deduction, credit, exemption, gain, or los
other than the one which was the subject
of the error. Such amount, If paid, shall not
be recovered by a claim or sult for refund
or suit for erroneous refund based upon any
item, inclusion, deduction, credit, exemption.
gain, or loss other than the one which was
the subject of the error.

§ 39.3801 e)-1 Effect of other items
on amount of adjustment. (a) The
amount of the adjustment ascertained

under cection 3801 (d) shall not be di-
minished by any credit or set-off based
upon any item, inclusion, deduction,
credit, exemption, or gain or los with
respect to the year as to which the error
was made.

(b) The application of section 3801 (e)
may be illustrated by the follown ex-
amples:

Example (1). In the example set forth
In 392.3801 (d)-l. if. after the amount of
the adjustment has been ascertained. the
taxpayer filed a refund claim for the amount
thereof, the Commislsoncr could not dimin-
ish the amount of that claim by cfr-eattin
against it the amount of tax which should
have been paid with respect to the $6,00
interest Item omitted from gross income for
the year 1946; nor could the court, If suit
were brought on such claim for refund, offzet
against the amount of the adjustment the
amount of tax which should have been pald
with respect to such Interest.

Example (2). Assume that a taxpayer in-
cluded In his gross income for the year 195.
an Item whlch should have been, included
In gross; income for the year 1952. Aftr
expiration of the period of llmitation upon
the assessment of a deficiency or the allow-
ance of a ref.ind for 1952 the taxpayer filed
a claim for refund for the year 1953 on the
ground that such Item was not properly
ncludible In gress Income for that yea-r.
The claim for refund was allowed by the
CommIssooner and as a rezult of such de-
termination an adjustment was authorized
under section 3801 with respect to the tax
for 1952. If. In such case. the Commissioner
isued a notice of deficiency for the amount
of the adjustment, and the taxpayer con-
tested the deficiency before The Tax Court
of the United States, the taxpayer could not
in such proceeding claim an offset bazed
upon his failure to take an allowable da-
duct4on for the year 1952; nor could the Tx
Court in Its decision offset against the
amount of the adjustment any overpayment
for the year 1952 resulting from the failure
to take such deduction.

(C) If the Commissioner has refunded
the amount of an adjustment under sec-
tion 3801, the amount so refunded may
not subsequently be recovered by the
Commissioner in a suit for erroneous re-
fund based upon any item, inclusion,
deduction, credit, exemption, gain, or
loss (other than the one which was the
subject of the error) with respect to the
year as to which the error was made.

Example. In the example set forth in
139=01 (d)-l, if the Commissioner had
refunded the amount of the adjustment, no
part of the amount co refunded could subse-
quently be recovered by the Commissioner
by a suit for erroncous refund baed on the
ground that there was no overpayment for
1920, as the taxpayer had failed to include
in gros income the C6,000 item of intere t
received in that year.

d) If the Commissioner has assessed
and collected the amount of an adjust-
ment, no part thereof may be recovered
by the taxpayer In t ny suit for refund
based upon any item, inclusion, deduc-
tion, credit, exemption, gain. or lozs
(other than the one which was the sub-
ject of the error) with respect to the
year as to which the error was made.

Example. In example (2) of parngraph
(b) of this section, if the taxpayer had paid
the amount of the adjustment, he could not
subsequently recover any part of such pay-
ment in a suit for refund based upon iss

§ 39.3801 (el-I
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failure to take an allowable deduction for
the year 1052.

(e) If the amount of the adjustment is
considered as an overpayment, it may
be credited, under the applicable law
and regulations thereunder, against any
income or excess-profits tax, or install-
ment thereof, due from the taxpayer.
Likewise, if the amount of the adjust-
ment is considered as a deficiency, any
overpayment by the taxpayer of income
or excess-profits tax may be credited
against the amount of such adjustment
in accordance with the applicable law
and regulations thereunder. See sec-
tion 322 of the Internal Revenue Code
and the corresponding provisions of
prior revenue acts. Accordingly, it
may be possible in one transaction be-
tween the Commissioner and the tax-
payer to settle the taxpayer's tax liabil-
ity for the year with respect to which
the determination is made and to make
the adjustment under section 3801 for
the year with respect to which the error
was made.

§ 39.3801 (f)-(g) Statutory Prom-
sions; mitigation of effect of limitation
and other provisions in income tax cases;
no adjustment for years prior to 1932;
not applicable to taxes imposed by
chapter 9.

SEc. 3801. Mitigation of effect of lim-
itation and other provisions in income tax
cases. * * *

(f) No adfustment for years prior to 1932.
No adjustment shall be made -under this
section in respect of any taxable year be-
ginning prior to January 1, 1932.

(g) Taxes imposed by chapter 9. The pro-
visions of this section shall not be construed
to apply to any tax imposed by chapter 9:

[Sec. 3801 (g) as added by sec. 208 (c), Social
Security Act Amendments 1950]

§ 39.3804 Statutory provisions; time
for performing certain acts postponed
by reason of war

SEc. 3804. Time for performing certain
acts postponed by reason of war-(a) Indi-
viduals. The period of time after December
6, 1941, during which an individual is con-
tinuously outside the Americas (if such
period is longer than ninety days), and the
next ninety days thereafter, shall be disre-
garded in determining, under the internal
revenue laws, .n respect of any "tax liability
(including any Interest, penalty, additional
amount, or addition to the tax) of such in-
dividual-

(1) Whether any of the following acts
was performed within the time prescribed
therefor:

(A) Filing any return of income, estate,
or gift tax (except income tax withheld at
source an income tax imposed by Chapter
9 or any law superseded thereby) ;

(B) Payment of any income, estate, or
gift tax (except income tax withheld at
source and income tax imposed by Chapter
9 or any law superseded thereby) or any
Installment thereof or of any other liability
to the United States in respect thereof;

(C) Filing a petition with the Board of
Tax Appeals for redetermination of a defi-
ciency, or for review of a decision rendered
by the Board;

(D) Allowance of a credit or refund of
any tax;

(E) Filing a claim for credit or refund
of any tax;

(F) Bringing a suit upon any such claim
for credit or refund;

(G) Assessment of any tax;
(H) Giving or making any notice or de-

mand, for the payment of any tax, or with
respect to any liability to the United States
in respect of any tax;

(I) Collection, by the Commissioner or
the collector, by distraint or otherwise, of
the amount of any liability In respect of any
tax;

(J) Bringing suit by the United States,
or any officer on its behalf, In respect of any
liability in respect of any tax; and

(K) Any other act required or permitted
under the internal revenue laws specified in
regulations prescribed under this section by
the Commisslbner with the approval of the
Secretary;

(2) The amount of any credit or refund
(including interest).

(b) Other taxpayers and other circum-
stances. In any case to which subsection
(a) does not apply in which It Is determhied
by the Commissioner, under regulations pre-
scribed by him with the approval of the
Secretary, that-

(1) By reason of an Individual being out-
side the Americas, or

(2) By reason of any locality (within or
without the Americas) being an area of
enemy action or 'being an area under the
control of the enemy, as determined by the
Commissioner, or

(3) By reason of an individual in the mili-
tary or naval forces of the United States being
outside the States of the Union and the Dis-
trict of Columbia, it Is impossible or im-
practicable to perform any one or more of the
acts specified in subsection, (a), then in de-
termining, under the internal-revenue laws
whether such act was performed within the
time prescribed therefor, in respect of any
tax liability (including any Interest, penalty,
additional amount, or. addition to tax)
affected by. the failure to perform such act
within such time, and in determining the
amount of any credit or refund (including
interest) affected by such failure, there shall
be disregarded such period after December
6, 1941, as may be prescribed by such
regulations.

(c) Limitation on time to be disregarded.
The period o time disregarded under this
section shall not extend beyond the date
specified in clause (1) or clause (2) of this
subsection, whichever is the earlier:

(1) December 31, 1947, or such date later
than December 31, 1947, as the Commissioner
may fix in any case in which he makes a
determination under subsection (b) If such
determination Is made after the date this
subsection as amended takes effect and Is
based on the existence prior to January 1,
1948, of one or more of the circumstances
specified in paragraph (1), (2), or (3) of sub-
sectionl(b); or

(2) In the case of an Individual with re-
spect to whom a period of time is disregarded
under this section, the fifteenth day of the
third month following the month in which
an. executor, administrator, or a conservator
of the estate of such individual qualifies.

(d) Exceptions-(1) Tax in 7eopardy; bank-
ruptcy and receiverships; and transferred
assets. Notwithstanding the provisions of
subsection (a) or (b), any action or pro-
ceeding authorized by section 146 (regard-
less of the taxable year for which the tax
arose), 273, 274, 311, 872, 900, 1013, 1015,
1025, or 3660, as well as any other action or
proceeding authorized by law In connection
therewith, may be taken, begun, or prose-
cuted. In any other case In which the Cam-
missioner'determines that collection of the
amount of any assessment would be jeopard-
ized by delay, the provisions of subsections
(a) and (b) shall not operate to stay collec-
tion of such amount by distraint or other-
wise as authorized by law. There shall be
excluded from any amount assessed or col-
lected pursuant to this paragraph the

amount of interest, penalty, additional
amount, and addition to the tax, if any, in
respect of the period disregarded under sub-
section (a) or (b). In any case to which
this paragraph relates, if the Commissioner
or collector Is required to give any notice to
or make any demand upon any person, such
requirement shall be deemed to be satisfied
if the notice or demand is prepared and
signed, in any case in which the address of
such person last known to the Commission6r
or collector is In an area for which United
States post offices under instructions of the
Postmaster General are not, by reason of
the war, accepting mail for delivery at the
time the notice or demand is signed, Xn
such case the notice or demand shall be
deemed to have been given or made upon
the date It Is signed.

(2) Action taken before ascertattment of
right to benefits. The assessment or collec-
tion of any internal revenue tax or of any
liability to the United States In respect of
any internal revenue tax, or any action or
proceeding by or on behalf of the United
States In connection therewith, may be
made, taken, begun, or prosecuted In ac-
cordance with law, without regard to the
provisions of subsection (a) or (b), unless
prior to such assessment, collection, action,
or proceeding It is ascertained that the per-
son concerned Is entitled to the benefits of
subsection (a) or (b).

(3) Expiration of period o limitations
prior to enactment of this section, This
section shall not operate to extend the time
for performing any act specified in subsec.
tion (a) (1) (G), (H), (I), or (J) If such
time under the law in force prior to the
date of enactment of this section expired
prior to such date.

(e) Definitions. For purposes of this
section-

(1) Americas. The term "Americas"
means North, Central, and South America
(including the West Indies but not Green-
land), and the Hawaiian Islands.

(2) When individual ceases to be outido
Americas or within an area of enemy action,
For the purpose of determining whether any
act specified In subsection (a) (1) (0), (11),
(I), or (J) was performed within the time
prescribed therefor, if any period of time
Is disregarded under this section by reason
of any individual being outside the Americas
or within an area of enemy action or control,
such individual shall not, If he returns to
the Americas or leaves such area after the
dateof'enactment of this section, be deemed
to have returned to the Americas or ceased
to be within su6h area before the date upon
which the Commissioner receives from such
individual a notice thereof in such form as
the Commissioner, with the approval of the
Secretary, shall by regulations prescribe. A
similar rule shall be applied in the ease of a
member of the military or naval forces of
the United States with respect to whom a
period of time is disregarded under this
section by reason of being outside the States
of the Union and the District of Columbia.

(3) When executor, administrator, or con-
servator qualifies. For the purpose of de-
termining whether any act specified In sub-
section (a) (1) (G), (H), (I), or (J) was
performed within the time prescribed there-
for, the month In which an executor, admin-
Istrator, or conservator qualifies, If he qual-
fles after jthe date of enactment, of this
section, shall be deemed to be the month in
which the Commissioner receives from him
a notice thereof in such form as the Commis-
sioner, with the approval of the Secretary,
shall by regulations prescribe,

(f) Additional time to be disregarded,
In the case of an Individual serving in the
Armed Forces of the United States, or
serving in support of such Armed Forces, in
an area designated by the President of the
United States by ExecutiVe order as a "com-

§ 39.3804 (f)-(g)
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bat zone" for the purposes of section 22 (b)
(13), at any time during the period desIg-
nated by the President by Executive order
as the period of combatant activities in such
zone for the purposes of such section. .or
hospitalized outside the States of the Union
and the District of Columbia as a result of
injury received while serving in such an area
during such time, the period of time disre-
garded -under this section, notwithstanding
the limitations of subsections (a) and (c).
shall include the period of service in such
area, plus the period of continuous hos-
pitalization outside the States of the Union
and the District of Columbia attributable to
such injury, and the next one hundred and

0 eighty days thereafter.
[Sec. 3804 as added by sec. 507 (a), Rev. Act
1942; amended by sec. 13, Pub. Law 384 (8Oth
Cong.); Pub. Law 908 (81st Cong.)]

§ 39.3805 Statutory prowsons; in-
come tax due dates postponed m case of
China Trade Act corporations.

Sc. 3805. Income tax due dates postponed
%n case of China Trade Act corporations. In
the case of any taxable year beginning after
December 31, 1948, and ending before Octo-
ber 1, 1953, no Federal incomi' tax return
of, or payment of any Federal income tax
by, any corporation organized under the
China Trade Act of 1922 (42 Stat. 849,
U. S. C., Title 15, chapter 4), as amended.
shall become due until December 31, 1953,
but only with respect to any such corpora-
tion and any such taxable year which the
Secretary may determine reasonable under
the circumstances in China pursuant to such
regulations as he may prescribe. Such due
date shall be subject to the power of the
Secretary to extend the time for filing such
return or paying such tax, as in other cases.

[Sec. 3805 as added by sec. 507 (a), Rev. Act
1942; sec. 14, Pub. Law 384: (80th Cong.);
see. 614, Rev. Act 1951]

§ 39.3805-1 China Trade Act corpora-
tions. (a) with respect to a taxable year
ending before October 1, 1953, the Fed-
eral income tax return of, or the pay-
ment of Federal income tax by, a corpo-
ration orgamzed under the China Trade
Act of 1922 (15 U. S. C., c. 4) shall not
become due until December 31, 1953,'if,
in the case of any such taxable year of
any such corporation, the application of
such posponed due date is determined
by the Secretary under regulations to be
reasonable in view of the circumstances
in China.

(b) The due date thus prescribed is
expressly subject to the power of the
Commissioner to extend, as in other
cases, the time for filing the income tax
return or paying the income tax. See
sections 53 (a) (2) and 56 (W) (1) and
the regulations thereunder. See also sec-
tion 3804 and the regulations thereunder.

(c) The postponement of the due date
to December 31, 1953, permitted by sec-
tion 3805 shall apply with respect to-

(1) A taxable year ending before Oc-
tober 1. 1953, of any corporation organ-
ized under the China Trade Act of 1922
if during such taxable year conditions in
China have been generally so unsettled
as to militate against the normal com-
mercial operations and corporate activi-
ties of such corporation, except-

(i) In the case of any such taxable
year -of any such corporation in respect
to which the situation is such that, de-
spite such unsettled conditions, the books
of account and business records are

FEDERAL REGISTER

available so as to permit the filing of a
proper return and the corporation has
otherwise been in a position to carry
on its commercial operations and cor-
porate activities and to make a proper
distribution of its earnings or profits, if
any, so as to permit the certification
required by section 262 (b), or

(ii) In the case of any such taxable
year of any such corporation during
which all the commercial operations and
corporate activities of such corporation
have been carried on in Hong Kong,
Macao, or Taiwan; and

(2) Any such taxable year of any such
corporation excepted under subpara-
graph (1) of this paragraph in respect
of which the corporation satisfies the
Commissioner that special circumstances
exist, related to the unsettled conditions
in China, which warrant such postpone-
ment.

§ 39.3806 Statutory provisions; miti-
gation of effect of renegotiatio of mar
contracts or disallowance of reimburse-
inent.

S. 3806. Mitigation of effect of rcnego-
tfation of war contracts or disallowance of
reimbursement-(a) Reduction for prior
taxable year-(1) Excessire profits eliminated
for prior taxable year. In the case of a con-
tract with the United States or any agency
thereof, or any subcontract thereunder,
which is made by the ta.'payer. if a renego-
tiation Is made in respect of such contract
or subcontract and an amount of exce^sve
profits received or accrued under such con-
tract or subcontract for a taxable year (here-

iafter referred to as "prior taxable year")
Is eliminated and, in a taxable year ending
after December 31. 1941, the taxpayer is re-
quired to pay or repay to the United States
or any agency thereof the amount of excs-
sive profits eliminated or the amount of ex-
cessive profits eliminated Is applied as an
offset against other amounts due the tax-
payer, the part of the contract or subcon-
tract price which was received or was ac-
crued for the prior taxable year hall be re-
duced by the amount of exceive profits
eliminated. For the purposes of thls sec-
tion-

(A) The term "renegotlation" Includes
any transaction which is a renegotlation
within the meaning of the Federal re-
negotiation act applicable to such tranzac-
tion, any modification of one or more con-
tracts with the United State. or any agency
thereof, and any agreement with the United
States or any agency thereof In respect of
one or more such contracts or subcontracts
thereunder.

(B) The term "exceaslve profits" includes
any amount which constitutes excessivo
profits within the meaning =ssigned to such
term by the applicable Federal renegotla-
tion act, any part of the-contract price of a
contract with the United states or any agency
thereof, any part of the subcontract price of
a subcontract under such a contract, and
any profits derived from one or more such
contracts or subcontracts.

(C) The term "subcontract" includes any
purchase order or agreement .hich Is a sub-
contract within the meaning azzigned to
such term by the applicable Federal rene-
gotiatlOn act.

(D) The term "Federal renegotiation act"
includes section 403 of the Sixth Supple-
mental National Defence Appropriation Act
(Public 528, 77th Cong., 2d Sc=.), as
amended or supplemented, the Renegotia-
tion Act of 1948, as amended or supple-
mented, and the Renegotiation Act of 1951,
as amended or supplemented.

(2) Rcductfon of reimbursement for prior
taxable year. In the casea of a cost-pluzs-a-
fixed-fee contract botween the United States
or any agency thereof and the taxpayer, if an
Item for which the taxpayer has been relm-
bur-ed Is disallowed as an Item of cost charge-
able to such contract and. in a taxable year
be inning after DIcember 31, 1941. the tax-
payer Is required to repay the United States
or any agency thereof the amount disallaed
or the amount disallowed is applied as a
offset aga inst other amounts due the tax-
payer, the amount of the reimbursement of
the taxpayer under the contract for the tax-
able year In which the reimbursement for
such Item vma received or vs accrued (here-
Inafter referred to as "prior taxable year )
shall be reduced by the amount disallowed.

(3) Deduction disallowed. The amount of
the payment, repayment, or offset described
in paragraph (1) or paragraph (2) shall not
constitute a deduction for the year in which
paid or incurred.

(4) Eception. The foregoing provisions
of this sub-ectlon shall not apply in respect
of any contract if the taxpayer shows to the
satisfaction of the Comm-i-sioner that a dif-
ferent method of accounting for the amount
of the payment, repayment, or disallowance
clearly reflects income, and in such case the
payment, repayment, or dlsallowance shall be
accounted for with respect to the taxable
year provided for under such method, which
for the purpo= of subsections (b) and (c)
chall be considered a prior taxable year.

(b) Credit against repayment on account
of renegotiation or allowance-(1) Gneral
rule. There shall b credited against the
amount of excessive profits eliminated the
amount by which the tax for the prior tax-
able year under Chapter 1, Chapter 2A.
Chapter 2B, Chapter 2D, and Chapter 2r, Is
decreased by reason of the application of
paragraph (1) of subsection (a); and there
shall be credited against the amount dissl-
lored the amount by which the tax for the
prior taxable year under Chapter 1. Chapter
2A. Chapter 2B, Chapter 2D, and Chapter
2., Ls decreased by reason of the application
of paragraph (2) of subsection (a).

(2) Special rules as to hzdlduals for 1942
and 1943. ' 0 * [Not applicable]

(3) Credit for barred year. If at the time
of the payment, repayment, or offset de-
ecrlbed In paragraph (1) or paragraph (2)
of subzectlon (a), refund or credit of tax
under Chapter 1, Chapter 2A, Ch pter 2B,
Chapter 2D, or Chapter 2E, for the prior tax-
able year, is prevented (except for the Troet-
sons of sectlon 3891) by any provision of the
nternal-revenue laws other than se.ction

3761. or by rule of law, the amount by which
the tax for such year under such chapters
Is decreased by the application of paragraph
(1) or paragraph (2) of subecaion (a) shall
bg computed under this paragraph. The
shall first ba ascertained the tax previously
determined for the prior taxable y,ar. The
amount of the tax previously determined
shall be the excess of-

(1) The sun of (A) the amount shown a--
the tax by the taxpayer upon his return
(determined as provided in section 271 (b)
(1) and (3)), if a return was made by the
taxpayer and an amount vas shown as the
tax by the taxpayer thereon, plus (B) the
amounts previously =esed (or collected
without a=sment) as a deficiency, over-

(2) The amount of rebates, as defined in
rection 271 (b) (2), made.

There rhall then b ascertained the decreasa
n tax previously determined which results

solely from the application of paragraph (I)
or paragraph (2) of subsection (a) of the
prior taxable year. The amount so ascer-
taned, toZether with any amounts collected
as additions to the tax or interest, as a re-
sult of paragraph (1) or paragraph (2) of
subsectlon (a) not having been applied to

§ 39.3805
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the prior taxable year shall be the amount-
by Which such tax is decreased.

(4) Interest. In determining the amount
of credit under this subsection no interest
shall be allowed with respect to the amount
ascertained under paragraph (1) or para-
graph (2); except that if interest Is charged
by the United States or the agency thereof
on account of the disallowance for any.pe-
riod before the date of the payment, repay-
ment, or offset, the credit shall be increased
by an amount equal to interest on the
amount ascertained under either such para-
graph at the same rate and for the period
(prior to the date of the payment, repay-
ment, or offset) as interest is so charged.

(c) Credit in lieu of other credit or re7Und.
If a credit is allowed under subsection (b)
with respect to a prior taxable year no other
credit or refund under the internal-revenue
laws founded on the application of subsec-
tion (a) shall be made on account of the
amount allowed with respect to such tax-
able year. If the amount allowable as a
credit under subsection (b) exceeds the
amount allowed under such subsection, the
excess shall, for the purposes of the internal-
revenue laws relating to credit or refund of
-tax, be treated as an- overpayment for the
prior taxable year which was made at the
time the payment, repayment, or offset was
made.

[Sec. 3806 as added by sec. 508, Rev. Act 1942;
amended by sec. 701 (c) (1), (2), and (3),
Rev. Act 1943; see. 14 (b), Individual In-
come Tax Act 1944; sec. 203 Pub. Law, 9
(82d Cong.) ]

§ 39.3809 Statutory provisions; yrt-
fication of returns; penalties of per~ury.

sEC. 3809. Verification of returns; penal-
ties of perjury-(a) Penalties. Any person
who willfully makes and subscribes any re-
turn, statement, or other document, which
contains or is verified by a written declara-
tion that .it Is made under the penalties of
perjury, and which he does not believe to be
true and correct as to every material matter,
shall be guilty of a felony, and, upon con-
viction thereof, shall be fined not more than
$2,000 or Imprisoned not more than five
years, or both.

(b) Signature presumed correct. The fact
that an individual's name is signed to a
return, statement, or other document filed
shall be prima facie evidence for all pur-
poses that the return, statement, or other
document was actually signed by ,him.

(c) Verfication In lieu of oath. The Com-
missioner, under regulations prescribed by
him with the approval of the Secretary, may
require that any return, statement, or other
document required to be filed under any
provision of the internal revenue laws shall
contain or be verified by a written declaration
that it is made under the penalties of per-
jury, and such declaration shall be in lieu
of any oath otherwise required.

[Sec. 3809 as added by sec. 4 (a). Pub. Law
271 (81st Cong.) ]

§ 39.3809-1 Verification by 'declara-
tion in lieu of oath. If thelyn officially
prescribed for any internfilrevenue re-
turn, statement, or other document con-
tains therein provisions for verification
by a written declaration that such re-
turn, statement, or other document is
made under penalties of perjury, such
return, statement, or other document.
shall be verified by the execdtion of such
declaration, and such declaration so exe-
cuted shall be in lieu of any oath- other-
wise required for verification by law or by
regulations (including Treasury deci-
sions) prescribed by the Comm sloner
with the approval of the Secretary.

§ 39.3809

§ 39.3810 Statutory provisions; effec-
tive date of self-employment tax in
Puerto Rico.

SEC. 3810. Effective date In case of Puerto
Rico. If the Governor of Puerto Rico cer-
tifles to the President of the United States
that the legislature of Puerto Rico has, by
concurrent resolution, resolved that it de-
sires the extension to Puerto Rico of the
provisions of Title II of the Social Security
Act, the effective date referred to in sections
1426 (e), 481 (a) (7), and 481 (b) shall be
January 1 of the first calendar year which
begins more than ninety days after the date
on which the President receives such cer-
tification.

[Sec. 3810 as added by sec. 208 (b), Social
Security Act Amendments 1950]

§ 39.3810-1 Effective date of self-
employment tax in Puerto Rico. Since
the Governor of Puerto Rico has cer-
tified to the President of the United
States that the Legislature of Puerto
Rico has, by concurrent resolution, re-
solved that it desires the extension to
Puerto Rico of the provisions of Title II
of the Social Security-Act, the certificate
having been received by the President
on September 28, 1950, the effective date
specified in section 3810 is January 1,
1951. See § 39.481-1 (c) (7)

§ 39.3811-3812 Statuto"iJ provisions;
collection of taxes in Puerto Rico and
Virgin Islands;. mitigation of effect of
statute of limitations and other prom-
sions in case of related taxes under
different chapters.

SEc. 3811. Collection of taxes in Puerto
,Rico and Virgin Islands-(a) Puerto Rico.
Notwithstanding any other provision of law
respecting taxation in Puerto Rico, all taxes
imposed by chapter 1, and by subchapters A
and D of chapter 9, shall be collected under
the direction of the Secretary and shall be
paid into the Treasury of the United States
as internal revenue collections. All pro-
visions of the laws of the United States ap-
plcable to the administration, collection, and
enforcement of any tax imposed upon the
Incomes of Individuals, estates, and trusts
by chapter 1 (including the provisions relat-
Ing to The Tax Court of the United States),
and of any tax imposed by ubchapter A or
by subchapter D of chapter 9, shall, In re-
sp'ect to such tax, extend to and be applicable
in Puerto Rico in the same manner and to
the same extent as If Puerto Rico were a
State, and as if the term "United States"
when used in a geographical sense Included
Puerto Rico.

(b) Virgin Islands. Notwithstanding any
other provision of law respecting taxation In
the Virgin Islands, all taxes imposed by sub-
chapter E of chapter 1, and by subchapter
A of chapter 9, shall be collected under the
direction of the Secretary and shall be paid
Into the Treasury of the United States as
internal revenue collections. All provisions
of the laws of the United States applicable
to the administration, collection, and en-
forcement of the tax imposed by subchapter
E of chapter 1 (including the provisions re-
lating to The Tax Court of the United
States), and of any tax imposed by sub-
chapter A of chapter 9, shall, in respect to
such tax, extend to and be applicable in the
Virgin Islands in the same manner and to
the same extent as If the Virgin Islands were
a State, and as if the term "United States"
when used in a geographical sense included
the Virgin Islands.
(c) Definition. As used in ,this section,

the term "tax" Includes any penalty with
respect to the tax, any addition to the tax,

and any additional amount with respect J
the tax, provided for by any laW of tlt
United States.
ISec. 3811 as added by see. 200 (b), SooL
Security Act Amendments 1950: a4
amended by sec. 221 (1), Rev. Act 180] ;3

'itSEC. 3812. Mitigation of effect of sta4o rof limitations and other provisions in re.
of related taxes under different chaptho
(a) Self-employment tax and tax on w,
In the case of the tax imposed by subcab
E of chapter 1 (relating to tax on
employment income) and the tax Imp,
by section 1400 of subchapter A of chapter 0
(relating to tax on employees under the
Federal Insurance Contributions Act)-

(1) (i) If an amount is erronous?
treated as self-employment income, or

(II) If an amount is erroneously treated as
Wages, and

(a) If the correction of the error would
require an assessment of one such tax and
the refund or credit, of the other tax, and

(3) If at any time the correction of the
error is authorized as to one such tax btt
is prevented as to the other tax by any law
or rule of law (other than spetion 3761, re-
lating to compromtesL,
then, if the correction authorized Is made,
the amount of the assessment, or the amount
of the credit or refund, as the case may be,
authorized as to the one tax shall be re-
duced by the amount of the credit or ro-
fund, or the amount of the assessment, as
the case may be, which would be required
with respect to such other tax for the cor-
rection of the error if such credit or refund,
or such assessment, of such other tax weo
not prevented by any law or rule of law
(other than section 3761, relating to compro-
mises).

(b) Deflniti ns. P or the purposes of sub-
section (a) of this section, the terms "self-
employment income" and "wages" shall havo
the same meaning as when used In section
481 (b).
[Sec. 3812 as added by see, 208 (b), Social
Security Act Amendments 10601

§ 39.3812-1 Application of jeCtlon.
(a) Section 3812 may be applied In the
correction of a certain type of error In-
volving both the tax on self-employment
income and the employee tax under sec-
tion 1400 if the correction of the error
as to one tax Is, on the date the correc-
tion Is authorized, prevented In whole
or in part by the operation of any law
or rule of law other than section 3701,
relating to compromises. Examples of
such law are sections 275, 311 (b) and
(c) 332 (b) and (d), 1111 (e), 1635,
1636, 3746, and 3772; sections 272 (f)
and 322 (c), section 3760; and sections
3770 (a) (2) 3774, and 3775.

(b) If the liability for either tax with
respect to which the error was made has
been compromised under section 3701,
the provisions of section 3812 limiting the
correction with respect to the other tax
do not apply.

(e) Section 3812 is not applicable If,
on the datezif. the authorization, cor-
rection of the effect of the error is per-
missible as to both taxes without recourse
to such section.

(d) If, because an amount of wages
(as defined in section 1426 (a)) is orro-
neously treated as self-employment In-
come (as defined iA section 481 (b)), or
an amount of self-employment Income is
erroneously treated as wages, it Is neces.
sary in correcting-the error to assess the
correct tax and give a credit or refund
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for the amount of the tax erroneously
paid, and either, but not both, of such
adjustments is prevented by any law or
rule of law (other than section 3761)
the amount of the assessment or of the
credit or refund authorized shall reflect
the adjustment which would be made in
respect of the other tax (either the tax
on self-employment income under sec-
tion 480 or the employee tax under sec-
tion 1400) but for the operation of such
law or rule of law. For example, assume
that during 1952 A paid $10 as tax on an
amount erroneously treated as "wages"
when such amount was actually self-
employment income, and that credit or
refund of the $10 is not barred. Ashould
have paid a self-employment tax of $15
on the amount. If the assessment of the
correct tax, that is, $15, is barred by the
statute of limitations, no credit or refund
of the $10 shall be made without offset-
ting against such $10 the $15, assessment
of which is barred. Thus, no credit or
refund in respect of the $10 can be made.

(e) As another example, assume that
during 1952 a taxpayer reports wages of
$3,600 and net earnings from self-em-
ployment of $900. By reason of the lim-
itations of section 481 (b) he shows no
self-employment income. Assume fur-
ther that by reason of a final decision
by The. Tax Court of -the United States,
further adjustments to his income tax
liability- are barred. The question of
the amount of his wages, as -defined in
section 1426, was not in issue in the Tax
Court litigation, but it is subsequently
determined (within the period of linita-
-tions -applicable under the Federal In-
surance Contributions Act) that $700 of
the $3,600 reported as wages were not
for employment as defined m section
1426 (b) and he is entitled to the allow-
ance of a refund of the $10.50 tax paid
on such remuneration under section
1400. The reduction of his wages from
$3,600-to $2,900 would result in the de-
termination of $700 self-employment
income, the tax on which is $15.75 for
the year. The overpayment of $10.50
would be offset under section 3812 by the
barred deficiency of $15.75, thus elinm-
nating the refund otherwise allowable.
If the facts were changed so that the
taxpayer erroneously paid tax on self-
employment income of $700, having been
taxed on only $2,900 as wages, and with-
in the period of limitations applicable
under the Federal Insurance Contribu-
tions Act, it is determined that his wages
were $3,600, the tax of $10.50 under sec-
tion 1400, otherwise collectible, would be
elinimated by offsetting under section
3812 the barred overpayment of $15.75.
The balance of the barred overpayment,
$5.25, cannot be credited or refunded.

(b) Another illustration of the opera-
tion of this section is the case of a tax-
Payer who, for 1952, is erroneously taxed
on $2,500 as wages, the tax on which is
$37.50, and who'reports no self-employ-
ment income. After the statute of limi-
tations has run on the refund of the tax
under the Federal Insurance Contribu-
tions Act, it is determined that the
amount treated as wages should have
been reported as net earmngs from
self-employment. The taxpayer's self-
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employment income would thenbe $2,500
and the tax thereon would be $56.25. As-
sume that the period of limitations under
chapter 1 has not expired, and that a
notice of deficiency may properly be Is-
sued. Under section 3812, the amount of
the deficiency of $56.25 must be reduced
by the barred overpayment of $37.50.

§ 39.3812-2 Law applicabZe in deter-
mrnation of error The question of
whether there was an erroneous treat-
ment of self-employment income or of
wages is determined under the provisions
of law and regulations applicable with
respect to the year or other taxable
period as to which the error was made.
The fact that the error was in pursuance
of an interpretation, either judicial or
administrative, accorded such provisions
of law and regulations at the time of
such action is not necessarily determina-
tive of this question. For example, if a
later 3udicial decision authoritatively al-
ters such interpretation so that such
action was contrary to such provisions
of the law and regulations as later inter-
preted, the error is within the meaning
of section 3812.

§ 39.3813 Statutory provisions; re-
quirements for exemption of certain or-
gantzations under scction 101 (6) and
for deductibility of contributions made to
such organizations.

Sc 3813. .Requirements for exemption of
certain organizationt under section 101 (6)
and for deductibility of contributions made
to such organizations-(a) Organizations to
which section applies. This section shall ap-
ply to any organization descrlbed In scction
101 (6) except-

(1) A religious organization (other than a
trust);

(2) An educational organization which
normally maintains a regular faculty and
curriculum and normally has a regularly en-
rolled body of pupils or students in attend-
ance at the place where its educational activ-
Ities are regularly carried on;

(3) An organization which normally re-
ceives a substantial part of Its support (ex-
clusive of income received in the exercise or
performance by such organization of its
charitable, educational, or other purpose or
function constituting the basis for It-, exemp-
tion under section 101 (0)) from the United
States or any State or political cubdIvision
thereof qr from direct or indirect contribu-
tions from the general public;

(4) An organization which Is operated.
supervised, controlled, or principally sup-
ported by a religious organization (other
than a trust) which Is Itself not subject to
the provisions of this section; and

(5) An organization the principal purposes
or functions of which are the providing of
medical or hospital care or medical educa-
tion or medical research.

(b) Prohibited transactions. For the pur-
poses of this section. the term "prohibited
transaction" means any transaction In which
an organization subject to the provisions of
this section-

(1) Lends any part of Its income or corpus,
without the receipt of adequate cecurlty and
a reasonable rate of interest, to;

(2) Pays any compensation, in excess of a
reasonable allowanceo for salaries or other
compensation for personal servlce actually
rendered, to;

(3) Makes any part of Its cervices available
on a preferential basis to;

(4) Makes any substantial purchase of
securities or any other property, for more

than adequate consideration in money or
money's worth, from;

(G) S"aI any subotantial part of its seuri-
ties or other prop2rty, for less than an a-de-
quate consideration In money or money's
worth, to; or

(6) Engages In any other transaction
which results in a substantial diversion of
its income or corpus to;
the creator of such orgniz.ation (If a trust);
a pe=on who has made a substantial con-
tributlon to such organization; a member
of the family (as defined in section 24 (b)
(2) (D)) of an individual who Is the creator
of such truzt or who bon made a substantial
contribution to such organization: or a ea-
poration controlled by such creator or per-
con through the ownership, directly or in-
directly, of 50 per centum or more of the
total combined voting power of all clamses
or stock entitled to vote or So per centum or
more of the total value of shores of cl
classe or stock of the corporation.

(c) Denfal of exemption to organiazatons
engaged in prohibited trancaction-(1)
Generalrule. Xo organizationsubject to the
provislons of this section which "a engaged
in a prohibited transaction after July 1, 1950,
shall be exempt from taxation under section
101 (0).

(2) Taxable years affected. An organiza-
tion shall be denied exemption from taxa-
tion under scetion 101 (6) by reason of pars-
graph (1) only for taxable years subsequent
to the taxable year during which It I- notified
by the Secretary that it ha engaged In a pro-
hibilted transaction. unles such organiaton
entered into such prohibited trans-actiaon
with the purposa of diverting corpus or in-
come or the organization from its exempt
purpoe, and such tras-action involved a
substantial part of the corpus or income of
such organization.

(d) Future status of organization, denied
exemption. Any organization denied exemp-
tion under section 101 (6) by reason of the
provisions of subsection (c). with respect to
any taxable year following the taxable year
In which notice of denial of exemption was
received, may. under regulation prescribed
by the Secretary, file claim for exemption, and
if the Secretary, pursuant to such regula-
tlons, is satisfled that such organization will
not knowingly again engage in a prohibited
transaction, such organization shbzll be
exempt with respect to taxabie years subze-
quent to the year in which suclh claim Is flIled.

(a) Dfsallomrance of certain charitable, etc.,
deductions. No gift or bequezt for religious.
charitable, clentiffc, literary, or educational
purp=en (including the encauragement of
art and the prevention of cruelty to children
or animals), otherw se allowable a a deduc-
tion under section 23 (o) (2). 23 (q) (2),
162 (a), 505 (a) (2). * sball be
allowed as a deduction if made to an organ-
ization which. In the taxable Year of the
organization in which the gift or bequest is
made, Is not exempt under section 101 (6)
by reason of the provisions of this section.
With re pect to any taxable year of the organ-
ization for which the organization is not
exempt pursuant to the provisions of subsec-
tion (c) by reason of having engaged in a
prohibited transaction with the purpose of
diverting the corpus or income of such organ-
ization from ito exempt purposes and such
transaction involved a substantial part of
such corpus or Income, and which taxable
year In the came, or prior to the, taxable year
of the organization in which such trans-
action occurred, such deduction shall be dis-
allowed the donor only if such donor or (if
such donor Is an Individual) any member of
his family (as defined In section 24 (b) (2)
(D)) was a party to such prohibited trans-
action.

(f) Definition. For the purposes of this
rection, the term "gift or bequest" means any

§ 39.3813
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gift, contribution, bequest, devise, legacy, or
transfer.

[Sec. 3813 as added by sec. 331; Rev. Act 1950]

§ 39.3813-1 Dental of exemption to
organzations engaged rn prohibited
transactions. (a) The prohibited trans-
actions enumerated in section 3813 (b)
are in addition to and not in limitation
of the restrictions contained in section
101 (6) Even though an organization
has not engaged in any of the prohibited
transactions referred to in section 3813
(b) it still may not qualify for tax ex-
emption in view of the general provisions
of section 101 (6) Thus, if a trustee or
other fiduciary of the organization
(whether or not he is also a creator of
such organization) enters into a trans-
action with the organization, such trans-
action will be closely scrutinized in the
light of the fiduciary principle requiring
undivided loyalty, to ascertain whether
the organization -is -ii fact being oper-
ated for the stated exempt purposes.

(b) An organization described in sec-
tion 101 (6) other than an organization
excepted by section 3813 (a);. which has
engaged in any prohibited transaction
(as described in section 3813 (b)) ifter
July 1, 1950, shall not be exempt from
taxation under section 101 (6) for any
taxable year subsequent to the taxable
year in which there is mailed to if a
notice in writing by the Commssioner
that it has engaged in such prohibited
transaction. Such notification by the
Commissioner shall be by registered mail
to the last known address of the organi-
zation. However, notwithstanding the
requirement of notification by the Com-
missioner, exemption shall be denied
with respect to any taxable year if such
organization during or prior to kuch tax-
able year commenced the prohibited
transaction with the purpose 6f divert-
ing income or corpus from its' exempt
purposes and such transactioninvolved
a substantial part of the income or
corpus of such organization. iFor the
purpose of this section, the term-"taxable
year" means the established annual ac-
counting period of the organization; or,
if the organization has no such estab-
lished annual accounting period, the
"taxable year" of the organization means
the calendar year. I-

(c) The application of section 3813 (b)
may be illustrated by the following ex-
amples: ,

Example (1). A creates a foundation in
1949 ostensibly for educational purposes. B,
as trustee, accumulates the foundation's in-
come from 1952 until 1955 and then uses a
substantial part of this accumulated income
to send A's children to college. The founda-
tion would lose its exemption for the taxable
years 1952 through 1955 and for subsequent
taxable years until it regains its exempt
status.

Example (2). If under the factsin ex-
ample (1) such private benefit was the pur-
pose of the foundation from Its Inception,
such foundation is not exempt by reason of
the general provisions of section 101 (6),
without regard to the provisions of sec-
tion 3813, for all years since its inception,
that Is, for the taxable years 1949 through
1955 and subsequent taxable years, since un-
der section 101 (6) the organization must be
organized and operated exclusively for ex-
exempt purposes. See § 39.101 (6)-1. See
also § 39.3811-1 for loss of exemption in the

§ 39.3813-1

case of certain organizations accumulating
income.

§ 39.3813-2 Future status of organi-
zatfon denied exemption. (a) Any or-
ganization denied exemption under sec-
tion 101 (6) by reason of the provisions
of section 3813 (c) may file, in any tax-
able year following the taxable year in
which notice of denial of exemption
was issued, a clau for exemption with
the district director of internal revenue
for the internal revenue district in which
is located the principal place of business
or principal office of the organization.
Form 1023, the exemption application, a
copy of which may be obtained from any
district director of internal revenue, shall
be used for this purpose. The claim
must contain or have attached to it, in
addition to the information generally re-
quired of an organization claiming ex-
emption under section 101 (6) an affi-
davit, by a principal officer of such or-
ganiz~tion authorized to make such affi-
davit, that the organization will not
knowingly again engage in a prohibited
transaction. See § 39.101-1 for proof
of exemption requirements in general.

(b) If the Commnssioner is satisfied
that such organization will -n t know-
ingly again engage in a. prohibited trans-
action and that the organization also
satisfies all other requirements under sec-
tion 101 (6) he shall so notify the or-
ganization in writing. In such case the
organization will be exempt (subject to
the provisions of sections Al01 (6) 3813,
and 3814) with respect to the taxable
years subsequent to the taxable year in
which such claim is filed. Section 3813
contemplates that an organization de-
nied exemption because of the terms of

such section will be subject to taxation,
for at least one full taxable year. For
the purpose of this section, the term
"taxable year" means the established
annual accounting period of the organi-
zation; or, if the organization has no
such established annual accounting
period, the "taxable year" of the orgam-
zation means the calendar year.

§ 39.3813-3 Disallowance of certain
charitable, etc., deductions. (a) No gift
or contribution which would otherwise
be allowable as a charitable or other de-
duction under section 23 (o) (2) 23 (q)
(2) 162 (a) or 505 (a) (2) shall be al-
lowed as a deduction if made to an or-
ganization which at the time the gift or
contribution is made is not exempt under
section 101 (6) by reason of thie provi-
sions of section 3813.

(b) If an organization, which receives
a, gift or contribution, 1s not exempt
under section 101 (6) because it engaged
in a prohibited transaction involving a
substantial part of its income or corpus
with the purpose of diverting its income
or corpus from its exempt purposes, and
if the taxable year of the organization
during which such gift or contribution
is made is the same as, or is prior to,
the taxable year of the organization in
which such transaction occurred, then a
deduction by te donor with respect to
the gift or contribution shall not be
disallowed under paragraph (a) of this
section unless the donor (or any member
of his family if the donor is an individ-

ual) is a party to such prohibited trans-
action. For the purpose of the preceding
sentence, the members of an Individual
donor's family Include only his brothers
and sisters, whether by whole or half
blood, spouse, ancestors, and lineal
descendants.

(c) The application of section 3813 (o)'
may be illustrated by the following ex-
ample:

Example. In 1952, corporation A, which
files its Income tax returns on the calendar
year basis, creates a foundation purportedly
for charitable purposes and deducts from Its
gross Income for that year the amount of the
gift to the foundation. Corporation A makes
additional gifts to this foundation In 1953,
1954, and 1955, and takes charitable deduc-
tions for such years. B, an Individual, also
contributes to the foundation in 1953, 1054,
and 1955, and takes charitable deductions for
such years. In 1953, the foutidation com-
mences purposely to divert Its corpus to the
benefit of corporation A, and a substantial
amount of such corpus is so diverted by the
close of the taxable year 1954. For 1953
and subsequent taxable years, the exemption
allowed the foundation under section 101 (0)
is denied by reason of the provisions of sec-
tion 3813 (c). Both corporation A and In-
dividual B would be disallowed any deduc-
tion for the contributions made during 1956
to the foundation. Moreover, the charitable
deductions taken by corporation A for con-
tributions to the foundation In the years
1953 and 1954 would also be disallowed since
corporation A was a party to the prohibited
transaction. If the facts and surrounding
circumstances Indicate that the contribution
in 1952 by corporation A was for the purpose
of the~prohibited transaction, then the char-
itable deduction for the year 1962 shall
also be disallowed with respect to corpora-
ton A, since the prohibited transaction
would then have commenced with the ink-
ng of such contribution and the exemption
allowed the foundation under section 101
(6) would then be denied for 1952 by renson
of provisions of section 3813 (e).

§ 39.3814 Statutory provisions, denfa
of exemption under section 101 (6) in
the case of certain organizations ac-
cumulating income.

Szc. 3814. Denial of exemption under see-
tion 101 (6) in the case of certain org/aniza-
tions accumu attng income. In the case of
any organization described in section 101
(6) to which section 3813 is applicable, if
the amounts accumulated out of income
during the taxable year or any prior taxable
year and not actually paid out by the end
of the taxable year-

(1) Are unreasonable in amount or dura-
tion in orderto carry out the charitable, cdti-
cational, or other purpose or function con-
stituting the basis for such organization's
exemption under section 101 (0), or

(2) Are used to a substantial degree for
purposes or functions other than those con-
stituting the basis for such organization's
exemption under section 101 (6)' or

(3) Are invested In such a manner as to
jeopardizethe carrying out of the charitable,
educational, or other purpose or function
constituting the basis for such organiza-
tion's exemption under section 10. (6),
exemption under section 101 (6) shall bd
denied for the taxable year.
[Sec. 3814 as added by sec. 331, nev, Act
1950]

§ 39.3814-1 Denial of exemption under
section 101 (6) in the case of certain
organizations accumulating income.
(a) The restrictions enumerated In sec-
tion 3814 are In addition to and not In
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limitation of the restrictions contained
in section 101 (6) Even though an or-
ganzation has not violated any of the
terms of section 3814, it still may not
qualify for tax exemption in view of the
general provisions of section 101 (6)

'Thus, if a trustee or other fiduciary of
the organization (whether or not he is
also a creator of such organization) en-
ters into a transaction with the organ-
ization, such transaction will be closely
scrutinized in the light of the fiduciary
principle requiring undivided loyalty to
ascertain whether the orgamzation is in
fact being operated for the stated ex-
enmpt purposes.

(b) Any organization described in sec-
tion 101 (6) other than an organization
described in section 3813 (a) (1)
through (5) inclusive, shall not be ex-
empt under section 101 (6) if the
amounts accumulated out of income
during the taxable year, or any prior
taxable year, and not actually paid out
for exempt purposes by the end of the
taxable year, are unreasonable.
Amounts accumulated out of income be-
come unreasonable when more income
is accumulated than is needed, or when
the duration of the accumulation is
longer than is needed, in order to carry
out the purpose constituting the basis
for the -organization's exemption. Fur-
thermore, an organization shall not be
exempt under section 101 (6) if amounts
accumulated out of income are used to
a-substantial degree for purposes or func-
tions other than those constituting the
basis for the organization's exemption,
or if such amounts are invested in such
a manner as to jeopardize the carrying
out of the purpose or function constitut-
ing the basis for the organization's ex-
emption.

(c) For the purpose of section 3814.
the term "income" means gains, profits,
and income determined under the prin-
ciples applicable in determining the
earnings or profits of a corporation. The
amount accumulated out of income dur-
ing the taxable year or any prior taxable
year-shall be determined under the prin-
ciples applicable in determining the ac-
cumulated earnings or profits of a
corporation. In determining the reason-
ableness of an accumulation out of in-
come, there will be disregarded the
following: (1) The accumulation of gain
upon the sale or exchange of a donated
asset to the extent that such gain repre-
sents the excess of the fair market value
of such assets when acquired by the or-
ganization over its substituted basis in
the hands of the organization; (2) the
accumulation of gain upon the sale or
exchange of property held for the pro-
duction of investment income, such as
dividends, interest, and rents, where the
proceeds of such sale or exchange are
within a reasonable time reinvested in
property acquired and held in good faith
for the production of investment income.

(d) Whether the conditions specified
In paragraphs (1) (2) and (3) of sec-
tion 3814 are present in any case must be
determined from all the facts. The con-
ditions specified in section 3814 (1) (2)
and (3) may result from the use of only
one organization or of a chain of two or
more organizations.
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(e) An organization that has lost Its
exempt status by reason of the provisions
of section 3814 may, In order to reestab-
lish its exemption, file a claim for exemp-
tion with the district director of internal
revenue for the internal revenue district
in which is located the principal place of
business or principal office of the organi-
zation. Form 1023, the exemption appli-
cation, a copy of which may be obtained
from any district director of internal
revenue, shall be used for this purpose.
The claim for exemption must contain
or be accompanied by information or
evidence showing that the circumstances
that caused the loss of exemption under
section 3814 no longer exist, and an
affidavit, by a principal officer of such
organization authorized to make such
affidavit, that the organization will not
knowingly again violate the terms of
section 3814. See § 39.101-1 for proof
of exemption requirements in general.
The provisions of section 3814 contem-
plate that an organization denied ex-
emption thereunder wil be subject to
taxation for at least one full taxable year.
For the purpose of this section, the term
"taxable year" means the established
annual accounting period of the organi-
zation; or, if, the organization has no
such established annual accounting pe-
rIod, the "taxable year" of the organi-
zation means the calendar year.

(f) In the case of an organization
demed exemption under section 101 (6)
solely by reason of the provisions of sec-
tion 3814, deductions otherwise allow-
able under section 23 (o) (2) 23 (q) (2),
162 (a), or 505 (a) (2) for gifts or con-
tributions to such organization shall not
be disallowed.

§ 39.4041 Statutory provisions; issue
of tnstructions, regulations, and forms.

SEC. 4041. Issue of instructions, reguia-
tions, and forms-(a) In general. The Sec-
retary shall prescribe forms of entries, oaths,
bonds, and other papers, and rules and regu-
lations, not inconsistent with law, to ba ured
under and in the execution and enforcement
of the various provisions of the internal reve-
nue laws; and he shall give such directions
to collectors and prescribe such rules and
forms to be observed by them as may be
necessary for the proper execution of the law.

§ 39.4047 (a) Statutory provisions;
Penalties for disclosure of information by
officers and employees of tie United
States.

SEc. 4047. Penaltics-(a) Dsclosurc olin-
formation by offlccrs and employees of the
United Statcs-(1) Operations of manufac-
turer or producer. It shall be unlau'ful for
any collector, deputy collector, agent, clerk,
or other officer or employee of the United
States to divulge or to make known in any
manner whatever not provided by law to any
person the operations, style ot work. or ap-
paratus of any manufacturer or producer
Visited by him in the discharge of his offmcial
duties; and any offense agast the foregoing
provision shall be a micdemeanor and be
punished by a fine not exceeding $1,103 or

.by imprisonment not exceeding one year. or
both, at the discretion of the court; and the
offender shall be d1smniteed from office or dis-
charged from employment. The provision3
of this paragraph shall apply to internal
revenue agents as fully as to internal revenue
oMcers.

(2) Income tax data. For penalty for dis-
closing income tax data, so rection CS
() (1).
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§ 39.6000-1 Extension of time for
Mak"ng certain elections. (a) If in the
regulations in this part a time is fixed on
or before which an election or an appli-
cation for relief may be made by the tax-
payer and such time Is not expressly pro-
vided In the law, the Commissoner in his
discretion may, for good cause shown, ex-
cept as provided in the next paragraph,
grant a reasonable extension of time for
the malting of such election or applica-
tion if request for such extension is filed
with the Commissioner before the time
fixed for making such election or appli-
cation or within such time thereafter as
the Commissioner may consider reason-
able under the circumstances and it is
shown to the satisfaction of the Commis-
sioner that the granting of the extension
will not jeopardize the interestz of the
Government.

(b) The tin". f. ,=I in the re-ulations
in thiz part will not L-3 ex=_nT: by the
Commissioner in such cases as the fol-
lowing: (1) An election required to be
made in or with the taxpayer's onrnal
income tax return; (2) an election re-
quired to be exercised by the filing of a
claim for credit or refund unless such
election Is required to be exercised at a
time fixed by the regulations in this
part. which time Is before the date of
the expiration of the period of limita-
tions provided in section 322, or an elec-
tion required to be filed a petition to the
Tax Court; (3) an application for per-
mLson to change a previous election;
or (4) an application for permission to
change an accounting method as de-
scribed in §§ 39A1-2 and 39.123-1, an
application for permission to change
an accounting period as described in
§ 39.4C-1, or an application for permis-
sion to change the method of treating
bad debts as described in § 39.23 (k)-l.

In pursuance of the Internal Revenue
Code, the regulations in this part (Regu-
lations 118) are hereby prescribed, appli-
cable to taxable years be.inning after
December 31, 1951. Such regulations in-
clude those provisions contained in Part
29, 26 CPR, 1949 ed., supps. (Regulations
111) which have application to taxable
years beginning after D-cember 31, 1951.
Because the provisions of the regulations
in this part are provisions which have
heretofore been prescribed pursuant to
the Administrative Procedure Act, ap-
proved June 11, 1946, it is found unnec-
essary to issue such regulations with no-
tice and public procedure thereon under
section 4 (a) of the Administrative Pro-
cedure Act or subject to the effective date
limiltation of section 4 (c) of that Act.
The regulations in Part 29 (Regulations
111) insofar as they relate to income
taxes for taxable years beginning after
Dacember 31, 1951, are hereby super-
seded.

[SEAL] T. CoL=Lm AnmDws,
Commissioner of Internal Revenue.

Approved: September 23, 1953.
G. M Humrwnxr,

Secretary of the Treasury.
[P. T. Dcc. 53-82aG; Filed, Sept. 25, 1253;

8:52 a. =.]

§ 39.6000-1
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