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CHAPTER I-BUREAU OF INTERNAL REVENUE

DEPARTMENT OF THE TREASURY

(This book contains Parts 1-79)

CROSS REFERENCES: Bureau of Customs, Department of the Treasury: See 19 CFR
Chapter I.

Bureau of Old Age and Survivors Insurance, Social Security Administration, Federal Security
Agency: See 20 CFR Chapter III.

Food and Drug Administration, Federal Security Agency: See 21 CFR Chapter I.
Immigration and Naturalization Service, Department of Justice: See 8 CFR Chapter I.
Intoxicating Liquors, Bureau of Internal Revenue, Department of the Treasury: See 27 CFR

Chapter I.

NOTE: Other regulations issued by the Department of the Treasury appear in Title 12,
Chaptr I; Title 19, Chapter I; Title 21, Chapter II; Title 27, Chapter I; Title 31; Title 33,
Chapter I; Title 41, Chapter I; Title 46, Chapter I.

SUBCHAPTER A-INCOME AND EXCESS-PROFITS TAXES

Part
7 Taxation pursuant to treaties.
16 Excess profits on Army contracts for aircraft.
17 Excess profits on Navy contracts.
23 Consolidated income tax returns.
29 Income tax; taxable years beginning after December 31, 1941.
32 Establishment of construction reserve funds.
37 Carry-overs of railroads.

SUBCHAPTER B-ESTATE AND GIFT TAXES

81 Regulations relating to estate tax.
82 Taxation pursuant to treaties.
86 Gift tax under Chapter 4 of Internal Revenue Code, as amended.

SUBCHAPTER C-MISCELLANEOUS EXCISE TAXES

101 Taxes on admissions, dues, and initiation fees.
110 Tax on contracts of sale of cotton for future delivery.
112 Tax on transfers of interests in silver bullion.
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Title 26-Internal Revenue

Part

113 Documentary stamp taxes.
120 Tax on transfers to avoid income tax.
130 Taxes on safe deposit boxes and on certain transportation and communica-

tions services.
140 Taxes on tobacco, snuff, cigars, cigarettes, cigarette papers and tubes, and

purchase and sale of leaf tobacco.
141 Shipment or delivery of manufactured tobacco, snuff, cigars, cigarettes, and

cigarette papers or tubes, for use as sea stores without payment of internal
revenue tax.

142 Tax-free withdrawals of cigars from customs bonded warehouses, Class 6.
143 Tax with respect to the transportation of property.
144 Removal of manufactured tobacco, snuff, cigars, and cigarettes, without

payment of tax, for shipment to a Territory of the United States for the
use of members of the military and naval forces of the United States.

150 Manufacture of opium for smoking purposes.
151 Regulations under the Harrison Narcotic Law, as amended.
152 Regulations under the Marihuana Tax Act of 1937, as amended.
153 Seizures involving contraband articles covered by section 1 (b) (1) of the

act of August 9, 1939.
160 Taxes on circulation of banks and bankers and on notes paid out.
171 Miscellaneous regulations relating to liquor.
173 Disposition of substances used in the manufacture of distilled spirits.
174 Disposition of denatured alcohol, denatured rum, and substances or prepara-

tions containing denatured alcohol or denatured rum.
175 Traffic in containers of distilled spirits.
176 Drawback on distilled spirits and wines.
178 Production, fortification, tax payment, etc., of wine.
180 Liquors and articles from Puerto Rico and the Virgin Islands.
181 Stills and distilling apparatus.
182 Industrial alcohol.
183 Production of distilled spirits.
184 Production of brandy.
185 Warehousing of distilled spirits.
186 Gauging manual.
187 Denaturation of rum.
188 Bottling of distilled spirits (other than alcohol) in bond.
189 Bottling of tax-paid distilled spirits.
190 Rectification of spirits and wines.
191 Importation of distilled spirits, wines, and fermented malt liquors.
192 Fermented malt liquors.
194 Wholesale and retail dealers in liquors.
195 Production of vinegar by the vaporizing process.
197 Drawback of tax on distilled spirits used in the manufacture of non-

beverage products.
300 Tax on white phosphorus matches.
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Part
301 Tax on filled cheese.

302 Excise tax on sale of pistols and revolvers.
305 Tax on playing cards.

306 Processing tax on certain oils.
310 Taxes on oleomargarine, adulterated butter, and process or renovated butter.

312 Tax on the manufacture of manufactured sugar.
314 Taxes on gasoline, lubricating oil, and matches.
315 Licensing under the Federal Firearms Act of manufacturers of, and dealers

in, firearms or ammunition.

316 Excise taxes on sales by the manufacturer.
317 Tax imposed by the act approved March 1, 1893, as amended, with respect

to certain hydraulic mining.
319 Taxes relating to machine guns and certain other firearms.

320 Retailers' excise taxes.
323 Special taxes with respect to coin-operated amusement and gaming devices,

bowling alleys, billiard tables and pool tables.

SU-BCHAPTER D-EMPLOYMENT TAXES

402 Employees' tax and the employers' tax under the Federal Insurance Con-
tributions Act.

403 Excise tax on employers under the Federal Unemployment Tax Act.

405 Collection of income tax at source on or after January 1, 1945.

410 Employers' tax, employees' tax, and employee representatives' tax under the
Carriers Taxing Act of 1937 and Subchapter B of Chapter 9 of the
Internal Revenue Code.

SUBCHAPTER E-ADMINISTRATIVE PROVISIONS COMMON TO VARIOUS
TAXES

450 Withdrawal of oleomargarine, filled cheese, playing cards, tobacco, snuff,
cigars, and cigarettes, from factories, free of tax, for the use of the
United States.

451 Exportation without payment of tax of tobacco manufactures, oleomar-
garine, adulterated butter, mixed flour, and playing cards; shipments to
possessions of the United States, and drawback on tobacco manufactures
and stills exported, or shipped to Puerto Rico or Philippine Islands.

452 Taxes under the Trading With the Enemy Act.
453 Release of Federal tax liens.

454 Resale of personal property obtained by Government under distraint
proceedings.

455 Rewards for information leading to the detection and punishment of persons
violating internal revenue laws.

457 Restamping cases.

458 Inspection of returns.

459 Claims for payment of judgments against the United States.
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Part

462 Closing agreements.
464 Assessment and collection of taxes of insolvent banks and trust companies.
466 Seizure, forfeiture, and disposition of vessels, vehicles, and aircraft under the

act of August 9, 1939.

468 Seizures of vessels, vehicles, and aircraft in connection with contraband
firearms covered by section 1 (b) (2), act of August 9, 1939.

471 Acceptance of Treasury notes in payment of income, estate, and gift taxes.

472 Regulations under section 3804 of the Internal Revenue Code.
473 Period of limitations in case of related taxes under Chapter 1 and Chapter 2

of the Internal Revenue Code.

474 Extensions of time for payment of taxes by corporations expecting carry-
backs, and tentative carry-back adjustments.

SUBCHAPTER F-RECORDS AND PROCEDURE

600 Records.
601 Procedure.

SUPPLEMENTAL PUBLICATIONS: Internal Revenue Bulletins: Vols. I to 5; I-I to XV-2;
1937-1; 1937-2; 1938-1; 1938-2; 1939-1-Part 1, Part 2; 1939-2; 1940-1; 1940-2;
1941-I; 1941-2; 1942-1; 1942-2; 1943; 1944; 1945; 1946-1; 1946-2; 1947-1; 1947-2;
1948-1. Biweekly issues.

Regulations:
Regulations No. 1. Basic permits: issuance and proceedings to rescind or suspend.
Regulations No. 2. Non-industrial use of distilled spirits and wine.
Regulations 3. Industrial alcohol.
Regulations No. 3. Bulk sales and bottling of distilled spirits.
Appendix to Regulations No. 3. Formulae for completely and specially denatured alcohol.
Regulations 4. Production of distilled spirits.
Regulations No. 4. Labeling and advertising of wine.
Regulations 5. Production of brandy.
Regulations No. 5. Labeling and advertising of distilled spirits.
Regulations 6. Bottling of distilled spirits in bond.
Regulations No. 6. Inducements furnished to retailers.
Regulations 7. Wine.
Regulations No. 7 Labeling and advertising of malt beverages.
Regulations 8. Taxes on tobacco, snuff, cigars, and cigarettes.
Regulations No. 8. Credit period to be extended to retailers of alcoholic beverages.
Regulations 9. Taxes on oleomargarine, adulterated butter, and process or renovated

butter.
Regulations 10. Warehousing of distilled spirits.
Regulations 11. Bottling of tax-paid distilled spirits.
Regulations 13. Traffic in containers of distilled spirits.
Regulations 15. Rectification of spirits and wines.
Regulations 16. Denaturation of rum.
Regulations 17. Disposition of substance used in the manufacture of distilled spirits.
Regulations 18. Fermented malt liquor.
Regulations 19. Production of vinegar by the vaporizing process.
Regulations 20. Wholesale and retail dealers in liquors.
Regulations 21. Importation of distilled spirits and wines.
Regulations 22. Tax on filled cheese.
Regulations 23. Stills and distilling apparatus.
Regulations 24. Articles from Puerto Rico and Virgin Islands.
Regulations 28. Drawback of internal-revenue tax on distilled spirits and wines.
Regulations 29. Drawback of tax on distilled spirits used in the manufacture of non-

beverage products.
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Chapter I-Bureau of Internal Revenue

Regulations-Continued
Regulations No. 32. White phosphorus matches.
Regulations 34. Withdrawal of oleomargarine, playing cards, tobacco, snuff, cigars, and

cigarettes, from factories, free of tax, for use of the United States.
Regulations 36. United States Cotton Futures Act.
Regulations 42. Taxes on safe deposit boxes, transportation of oil by pipe line, telephone,

telegraph, radio and cable messages and services, and transportation of persons.
Regulations 43. Taxes on admissions, dues and initiation fees.
Regulations 44. Taxes on gasoline, lubricating oil, and matches.
Regulations 46. Excise taxes on sales by the manufacturer.
Regulations 47. Excise taxes on sales by the manufacturer of pistols and revolvers.
Regulations 48. Processing tax on certain oils.
Regulations 51. Retailers' excise taxes.
Regulations 59. Special taxes with respect to coin-operated amusement and gaming

devices, bowling alleys, billiard tables and pool tables.
Regulations 66. Playing cards.
Regulations 71. Stamp taxes.
Regulations 73. Exportation without payment of tax of tobacco manufactures, oleomar-

garine, adulterated butter, mixed flour, and playing cards, shipments to possessions
of the United States and drawback on tobacco manufactures and stills exported or
shipped to Puerto Rico.

Regulations 76. Shipment or delivery of manufactured tobacco, snuff, cigars, or cigarettes
for use as sea stores without payment of internal-revenue tax under section 317 Tariff
Act of 1930.

Regulations 85. Tax on transfers of interests in silver bullion.
Regulations 88. Taxes on certain firearms and machine guns.
Regulations 92. Disposition of denatured alcohol, denatured rum, and substances or

preparations containing denatured alcohol or denatured rum.
Regulations 99. Tax on the manufacture of manufactured sugar.
Regulations 100. Employers' tax, employees' tax, and employee representatives' tax.
Regulations 104. Consolidated returns of affiliated railroad corporations and Pan-

American trade corporations.
Regulations 105. Estate tax.
Regulations 106. Employees' tax and the employers' tax.
Regulations 107. Excise tax on employers.
Regulations 108. Gift tax.
Regulations 111. Income tax.
Regulations 113. Tax with respect to the transportation of property.
Regulations 116. Collection of income tax at source on wages.
Narcotics Regulations No. 1. Importation, manufacture, production, compounding, sale,

dealing in, dispensing, prescribing, administering, and giving away of marihuana
(joint marihuana regulations made by the Commissioner of Narcotics and the Com-
missioner of Internal Revenue with the approval of the Secretary of the Treasury).

Narcotics Regulations No. 3. Tax on opium manufactured in the United States for
smoking purposes (joint smoking opium regulations made by the Commissioner of
Narcotics and the Commissioner of Internal Revenue with the approval of the
Secretary of the Treasury).

Narcotics Regulations No. 5. Importation, manufacture, production, compounding, sale,
dealing in, dispensing and giving away of opium or coca leaves or any compound,
manufacture, salt, derivative, or preparation thereof (joint narcotic regulations made
by the Commissioner of Narcotics and the Commissioner of Internal Revenue with
the approval of the Secretary of the Treasury).

Gauging Manual. Treasury Department Circular No. 808, Treasury Claims Instructions
under Federal Tort Claims Act, etc. The Work and Jurisdiction of the Bureau of Internal
Revenue (1948).

ABBREVIATIONS: The following abbreviations are used in this chapter:

I. R. C.=Internal Revenue Code. N. F.=National Formulary. T. D.=Treasury
Decision. USP= United States Pharmacopoeia.
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Title 26-Internal Revenue

SUBCHAPTER A-INCOME AND EXCESS-PROFITS TAXES

Part 7-Taxation Pursuant to
Treaties

Subpart-Canada

RELEASE OF EXCESS TAX WITHHELD, AND REDUC-

TION IN RATE OF WITHHOLDING, UNDER SEC-

TIONS 143 AND 144 OF THE INTERNAL REVENUE

CODE IN THE CASE OF RESIDENTS OF CANADA

AND OF CORPORATIONS ORGANIZE) UNDER THE

LAWS OF CANADA, AS AFFECTED BY THE RE-

CIPROCAL TAX CONVENTION BETWEEN THE

UNITED STATES AND CANADA, EFFECTIVE JAN-

VARY 1, 1941

Sec.
7.10 Introductory.

1.11 Release of excess tax withheld at
source.

7.12 Refund of excess tax for 1941.
7.13 Rate of withholding.
7.14 Resident of Canada or corporation or-

ganized under the laws of Canada.
7.15 Addressee not actual owner.
7.16 Return of tax withheld from persons

whose addresses are in Canada.
7.17 Returns filed by Canadian withhold-

ing agents.

TAXATION OF NONRESIDENT ALIEN INDIVIDUALS

AND FOREIGN CORPORATIONS NOT ENGAGED IN

TRADE OR BUSINESS WITHIN THE UNITED

STATES AND NOT HAVING AN OFFICE OR PLACE

OF BUSINESS THEREIN AS AFFECTED BY THE

RECIPROCAL TAX CONVENTIONS BETWEEN THE

UNITED STATES AND CANADA

7.20 Introductory.
7.21 Scope of §§ 7.20 to 7.39.
7.22 Definitions.
7.23 Scope of convention with respect to

determination of "industrial and
commercial profits" of a nonresident
alien individual, resident of Canada,
or of a Canadian corporation or
other entity carrying on a Canadian
enterprise in the United States.

7.24 Allocation of compensation for labor
or personal services.

7.25 Control of a domestic enterprise by a
Canadian enterprise.

7.26 Income from operation of ships or air-
craft.

7.27 Wages, salaries and similar compensa-
tion, pensions, and life annuities.

7.28 Compensation for labor or personal
services.

7.29 Capital gains and remittances.
7.30 Exempt organizations.
7.31 Reduction in rate of tax withheld at

source.
7.32 Dividends and interest paid by Cana-

dian corporations.
7.33 Canadian corporations; exemptions

from Federal taxation with respect
to accumulated surplus or undis-
tributed income.

Sec.
7.34 Adjustment of tax liability of Cana-

dians for 1940 and prior years.
7.35 Credit against United States tax lia-

bility for income tax paid to Can-
ada.

7.36 Reciprocal regulations.
7.37 Reciprocal administrative assistance.
7.38 Information to be furnished in due

course.
7.39 Information in specific cases.

Subpart-Sweden

7.200 Introductory.
7.201 Scope of this subpart.
7.202 Definitions.
7,203 Scope of convention with respect to

determination of "industrial and
commercial profits" of a nonresi-
dent alien individual resident of
Sweden or of a Swedish corporation
or other entity carrying on a Swe-
dish enterprise in the United States.

7.204 Control of a domestic enterprise by a
Swedish enterprise.

7.205 Income from operation of ships or air-
craft.

7.206 Income from real property.
7.207 Mineral royalties.
7.208 Patent and copyright royalties.
7.209 Dividends and interest.
7.210 Capital gains.
7.211 Wages, salaries and similar compen-

sation, pensions and life annuities.
7.212 Compensation for labor or personal

services.
7.213 Remittances.
7.214 Scope of Article XIV.
7.215 Reciprocal administrative assistance.
7.216 Information to be furnished In the

ordinary course.
7,217 Information in specific cases.
7.218 Mutual assistance in the collection of

taxes.

Subpart-France

REGULATIONS EFFECTIVE JAN. 1, 1945

7.410 Introductory.
7.411 Applicable provisions of the Internal

Revenue Code.
7.412 Scope of the convention.
7.413 Definitions.
7.414 Scope of convention with respect to

determination of "industrial and
commercial profits" of a nonresi-
dent alien individual resident of
France, or of a French corporation
or other entity carrying on a French
enterprise in the United States.

7.415 Control of a domestic enterprise by a
French enterprise.

7.416 Income from operation of ships or
aircraft.

7.417 Income from real property, including
mineral royalties.

7.418 Patent and copyright royalties.
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Chapter I-Bureau of Internal Revenue

Sec.
7.419 Government wages, salaries, and simi-

lar compensation, pensions, and life.
annuities.

7.420 Compensation for labor or personal
services.

7.421 Stocks, securities, and commodities.
7.422 Remittances to students.
7.423 Credit against United States tax lia-

bility for income tax paid to France.
7.424 Adjustment of tax liability of resi-

dents of France and French cor-
porations.

7.425 Reciprocal administrative assistance.
7.426 Reciprocal regulations.

Subpart-United Kingdom
TAXABLE YEARS BEGINNING AFTER DECEMBER 31,

1944

7.500 Introductory.
7.501 Dividends.
7.502 Interest.
7.503 Patent and copyright royalties and

film rentals.
7.504 Real property rentals and natural re-

source royalties.
7.505 Pensions and life annuities.
7.506 Release of excess tax withheld at

source.
7.507 Addressee not actual owner.
7.508 Return of tax withheld and informa-

tion return with respect to persons
whose addresses are in the United
Kingdom.

7.509 Beneficiaries of a domestic estate or
trust.

7.510 Refund of excess tax withheld.
7.511 Canadian withholding agents.

REGULATIONS EFFECTIVE JULY 30, 1946

7.512 Introductory.
7.513 Applicable provisions of the Internal

Revenue Code.
7.514 Scope of the convention.
7.515 Definitions.
7.516 Scope of convention with respect to

determination of "industrial or com-
mercial profits."

7.517 Control of a domestic enterprise by a
United Kingdom enterprise.

7.518 Income from operation of ships and
aircraft.

7.519 Exemption from, or reduction in rate
of, United States tax in the case of
dividends, interest, royalties, nat-
ural resource, royalties, and real
property rentals.

7.520 Government wages, salaries, pensions,
and similar remunerations.

7.521 Compensation for labor or personal
services.

7.522 Pensions and life annuities.
7.523 Capital gains.
7.524 Dividends and interest paid by a

United Kingdom corporation.
7.525 United Kingdom corporations; exemp-

tion from Federal taxation with re-
spect to accumulated profits or un-
distributed income.

Sec.
7.526 Visiting professors or teachers.
7.527 Remittances.
7.528 Credit against United States tax liabil-

ity for income tax paid or deemed
to have been paid to the United
Kingdom.

7.529 Adjustment of tax liability of non-
resident aliens who are residents of
the United Kingdom and of United
Kingdom corporations.

7.530 Reciprocal administrative assistance.
7.531 Information to be furnished in due

course.
7.532 Information in specific cases.

SUBPART-CANADA

RELEASE OF EXCESS TAX WITHHELD, AND
REDUCTION IN RATE OF WITHHOLDING,
UNDER SECTIONS 143 AND 144 OF THE
INTERNAL REVENUE CODE IN THE CASE OF
RESIDENTS OF CANADA AND OF CORPORA-
TIONS ORGANIZED UNDER THE LAWS OF
CANADA, AS AFFECTED BY THE RECIPROCAL
TAX CONVENTION BETWEEN THE UNITED
STATES AND CANADA, EFFECTIVE JANUARY 1,
1941

AUTHORITY: §§ 7.10 to 7.17 issued under 53
Stat. 32, 467; 26 U. S. C. 62, 3791. Interpret
or apply 53 Stat. 60, 62, 75, 78, as amended;
26 U. S. C. 143, 144, 211, 231.

SOURCE: §§ 7.10 to 7.17 contained in Treas-
ury Decision 5157, 7 F. R. 4825.

§ 7.10 Introductory. (a) The tax
convention between the United States
and Canada, signed March 4, 1942 and
effective January 1, 1941 (referred to in
this subpart as the convention), pro-
vides in part as follows:

ARTICLE VI
* * S * S

Pensions and life annuities derived from
within one of the contracting States and paid
to individuals residing in the other con-
tracting State shall be exempt from taxation
in the former State.

* S * * *

ARTICLE XI

1. The rate of income tax imposed by one
of the contracting States in respect of income
derived from sources therein, upon individu-
als residing in, or corporations organized
under the laws of, the other contracting
State, and not engaged in trade or business
in the former State and having no office or
place of business therein, shall not exceed
fifteen per cent for each taxable year.

2. Notwithstanding the provisions of para-
graph 1 of this Article, income tax in excess
of five per cent shall not be imposed by one
of the contracting States in respect of divi-
dends paid by a subsidiary corporation organ-
ized under the laws of such State, or of a
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Title 26-Internal Revenue

political subdivision thereof, to a parent cor-
poration organized under the laws of the
other contracting State, or of a political sub-
division thereof: Provided however, That this
paragraph shall not apply if the competent
authority in the former State is satisfied
that the corporate relationship between the
two corporations has been arranged or is
maintained primarily with the intention of
taking advantage of this paragraph.

3. Notwithstanding the provisions of Ar-
ticle XXII of this Convention, paragraph 1
or paragraph 2, or both, of this Article, may
be terminated without notice on or after
the termination of the three-year period be-
ginning with the effective date of this Con-
vention by either of the contracting States
imposing a rate of income tax in excess of
the rate of 15 percent prescribed in para-
graph 1 or in excess of the rate of 5 percent
prescribed in paragraph 2.

4. The provisions of this Article shall not
be construed so as to contravene the Tax
Convention between the United States of
America and Canada, effective January 1,
1936, to April 29, 1941.

ARTICLE XXII

This Convention and the accompanying
Protocol which shall be considered to be an
integral part of the Convention shall be rati-
fied and the instruments of ratification shall
be exchanged at Washington as soon as
possible.

"This Convention and Protocol shall be-
come effective on the first day of January
1941. They shall continue effective for a
period of three years from that date and
Indefinitely after that period, but may be
terminated by either of the contracting
States at the end of the three-year period or
at any time thereafter: Provided, That, except
as otherwise specified in the case of Article
XI, at least six months prior notice of termi-
nation has been given, the termination to
become effective on the first day of January
following the expiration of the six-month
period."

PROTOCOL

6. The term "subsidiary corporation" re-
ferred to in Article XI of this Convention
means a corporation all of whose shares (less
directors' qualifying shares) having full vot-
ing rights are beneficially owned by another
corporation: Provided, That ordinarily not
more than one-quarter of the gross income
of such subsidiary corporation Is derived
from interest and dividends other than in-
terest and dividends received from its sub-
sidiary corporati6ns.

(b) Under the terms of the conven-
tion, the provisions of which are retro-
active to January 1, 1941, the rate of tax
of 27/2 percent imposed by section 211

Page 10

(a) of the Internal Revenue Code (re-
lating to nonresident alien individuals
not engaged in trade or business within
the United States and not having an
office or place of business therein) and
by section 231 (a) of the Internal Rev-
enue Code (relating to foreign corpora-
tions not engaged in trade or business in
the United States and not having an of-
fice or place of business therein) is re-
duced to 15 percent in the case of such
individuals.who are residents of Canada
and in the case of such corporations or-
ganized under the laws of Canada, with
respect to amounts received from sources
within the United States as interest (ex-
cept interest exempt from tax), divi-
dends, rents, salaries, wages, premiums,
compensations, remunerations, emolu-
ments or other fixed or determinable an-
nual or periodical gains, profits and in-
come, other than annuities and pensions
which are exempt from the tax under the
convention. Such tax convention, how-
ever, does not affect the rates of tax pre-
scribed under the prior tax convention
with Canada, effective January 1, 1936
and terminated effective April 30, 1941.
Under such prior convention, the reduced
rate of tax with respect to such income,
including annuities and pensions, in the
case of nonresident aliens, residents of
Canada, was 5 percent and in the case of
Canadian corporations, 5 percent with
respect to dividends only.

§ 7.11 Release of excess tax withheld
at source. (a) In order to bring the
convention into force and effect at the
earliest practicable date, the reduced
rate of tax of 15 percent to be withheld
at the source in the case of nonresident
aliens, residents of Canada (including
individuals, fiduciaries and partnerships)
and of corporations organized under the
laws of Canada, with respect to the in-
come enumerated above is hereby made
effective beginning January 1, 1942. Ac-
cordingly, in the case of such taxpayers,
where tax at the rate of 271 2 percent has
been withheld on or after January 1, 1942,
an amount equal to 121/2 percent of the
income with respect to which such tax
has been withheld shall be released by
the withholding agent and paid over to
the person from whom it was withheld.

(b) Article VI of the convention pro-
vides, in part, that pensions and life an-
nuties derived from sources within the
United States by nonresident aliens, resi-
dents of Canada, shall be exempt from
Federal income tax. Accordingly, in any

§ 7.11
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such case in which the tax has been
withheld at the source on such pensions
or life annuities on or after January 1,
1942, such tax shall be released by the
withholding agent and paid over to the
person from whom it was withheld, and
such items paid on or after June 27, 1942,
to such taxpayers are exempt from with-
holding.

(c) With respect to a dividend paid on
or after January 1, 1942, by a domestic
corporation to a corporation organized
under the laws of Canada, the tax shall
be withheld at the rate of 15 percent un-
less prior to the date of payment of such
dividend the Commissioner has notified
the paying corporation that such divi-
dend falls within the provisions of para-
graph 2 of Article XI of the convention.
Any domestic corporation which claims
or contemplates claiming that dividends
paid by it come within the provisions of
such paragraph shall file, as soon as
practicable, with the Commissioner the
following information: (1) The date and
place of its organization; (2) the number
of its outstanding shares of stock having
full voting rights; (3) the person or per-
sons beneficially owning such stock and
their relation to such corporation; (4)
the amount of gross income, by years, of
the paying corporation for the three-
year period immediately preceding the
taxable year in which such dividend is
paid; (5) the amount of interest and
dividends, by years, included in such
gross income and the amount of interest
and dividends, by years, received from
the subsidiary corporations, if any, of
such domestic corporation; and (6) the
corporate relationship between such do-
mestic corporation and the Canadian
corporation to which it pays the divi-
dend. As soon as practicable after such
information is filed, the Commissioner
shall examine it and determine whether
the dividends concerned fall within the
provisions of such paragraph and may
authorize the release of excess tax with-
held with respect to dividends which are
shown to the satisfaction of the Com-
missioner to come within the provisions
of paragraph 2 of Article XI of the con-
vention.

(d) In accordance with section 143 of
the Internal Revenue Code (relating to
withholding of tax at the source) and
section 144 of the Internal Revenue Code
(relating to payment of corporation in-
come tax at source), as amended by sec-
tion 5 and section 202, Revenue Act of

1940, and section 107 of the Revenue Act
of 1941, tax at the rate of 161/2 percent
was required to be withheld at the source
with respect to income enumerated
above and paid during the period May 15
to September 29., 1941, both dates inclu-
sive, and at the rate of 271/2 percent on
and after September 30, 1941. Treasury
Decision 5046 promulgated May 8, 1941
(6 F. R. 2377), relating to the termina-
tion of the reciprocal tax convention be-
tween the United States and Canada, ef-
fective January 1, 1936, provides that in
the case of income paid subsequent to
April 29, 1941, and prior to May 15, 1941,
the withholding of the tax in the case of
nonresident alien individuals, residents
of Canada, or corporations organized un-
der the laws of Canada, at the rates ap-
plicable under Regulations 103 (26 CFR,
1938 ed., Supps., Part 19) prior to their
amendment by Treasury Decision 5046
shall be considered sufficient compliance
with the provisions of law any regula-
tions relating to withholding of the .tax
at the source.

§ 7.12 Refund of excess tax for 1941.
If the tax paid (whether paid directly or
withheld at the source and paid to the
Government by the withholding agent) is
in excess of the tax due from the tax-
payer under the convention, it will be
necessary for the taxpayer, in order to
compute the tax properly, to file an in-
come tax return, Form 1040NB (Cana-
dians), for individuals and Form 1120NB"
for corporations, whether or not an in-
come tax return for the year 1941 was
filed. In cases where a return has been
filed for 1941, the return to be filed un-
der the regulations in this subpart should
be marked "Amended." The taxpayer's
total fixed or determinable annual or
periodical income from sources within
the United States for the year 1941
should be reported. In the case of in-
come reported on Form 1040NB (Cana-
dians), the tax on the income should be
computed at the rate of 5 percent on
income derived during the period Janu-
ary 1 to April 29 and 15 percent on in-
come derived during the period April 30
to December 31, inclusive. In the case
of income reported on Form 112ONB, a
tax at the rate of 5 percent should be
computed on the dividends derived only
during the period January 1 to April 29,
unless the dividends fall within the scope
of paragraph 2 of Article XI of the con-
vention, a tax at the rate of 15 percent
being computed on the balance of in-
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come reported on the return. There
should be filed with such return, in the
case of a corporation claiming that the
dividends paid by it fall within the pro-
visions of paragraph 2 of Article XI of
the convention, the information for 1941
corresponding to that required under the
provisions of § 7.11 with respect to the
year 1942. Where there has been an
overpayment of income tax, claim there-
for on Form 843 should accompany the
return in order to protect the taxpay-
ers against the running of the statute
of limitations provided by section 322 of
the Internal Revenue Code. Any tax
paid for the year 1941 in 'excess of that
due from the owner of the income will
be refunded by the United States Gov-
ernment as required by law.

§ 7.13 Rate of withholding. On and
after June 27, 1942, withholding in the
case of nonresident aliens (including a
nonresident alien individual, fiduciary
and partnership) residents of Canada
and corporations organized under the
laws of Canada, not engaged in trade or
business in the United States and hav-
ing no office or place of business therein,
shall, except as to dividends falling with-
in the provisions of paragraph 2 of
Article XI of the convention, be at the
rate of 15 percent.

§ 7.14 Resident of Canada or corpora-
tion organized under the laws of Canada.
(a) For the purpose of withholding, every
individual (including a nonresident alien
individual, fiduciary, or partnership)
whose address is in Canada shall be con-
sidered by United States withholding
agents as a resident of Canada, and every
corporation whose address is in Canada
shall be considered by such withholding
agents as a corporation organized under
the laws of Canada. These provisions
relative to Canadian residents and
Canadian corporations are based upon
the assumption that the payee is the
actual owner of the property from which
the income is derived and consequently
is the person liable to the tax upon such
income.

(b) A person receiving income which is
distributable to an organization exempt
from Federal income tax under section
101 of the Internal Revenue Code shall
be considered merely a conduit through
which the income flows and not a tax-
able entity. In preparing ownership
certificate, Form 1001, the person receiv-
ing the income should make a notation

thereon substantially as follows: "As this
organization has been held to be exempt
from the payment of income tax by the
Commissioner of Internal Revenue
under date of -, the interest on this
certificate is not subject to withholding",
giving the date of the official letter in
which the organization was held to be
exempt. A similar statement made with
respect to other items of fixed or de-
terminable annual or periodical income
which are subject to withholding will
relieve the withholding agent from lia-
bility to withhold the tax.

§ 7.15 Addressee not actual owner. (a)
If the recipient in Canada is a nominee
or agent through whom the income flows
to a person who is not entitled to the
reduced rate of 15 percent, I. e., a non-
resident alien individual who is not a
resident of Canada, or a nonresident
foreign corporation not organized under
the laws of Canada, the recipient in
Canada from whom a tax of only 15 per-
cent was withheld becomes in turn a
withholding agent, and is required to
withhold and remit to the United States
Treasury an additional tax equal to 121/2
percent of the Income prior to diminu-
tion by the 15 percent deducted in the
United States.

(b) Fiduciaries and partnerships with
an address in Canada are liable to have
15 percent income tax deducted at the
source. If the fiduciary or partnership
is acting as a nominee or agent receiv-
Ing the income for and on behalf of a
person other than a resident of Canada
or a corporation organized under the
laws of Canada, an additional tax equal
to 12/2 percent of the income prior to
diminution by the 15 percent deducted
in the United States must be deducted
by such Canadian fiduciary or partner-
ship and remitted to the United States
Treasury. If the fiduciary or partner-
ship receives the income in its own right
and distributes its income under a trust
deed or partnership agreement, then no
further tax in Canada need be deducted.

(c) No additional withholding is re-
quired with respect to interest on so-
called tax-free covenant bonds issued
prior to January 1, 1934, where the lia-
bility assumed by the obligor exceeds 2
percent but under section 143 (a) of the
Internal Revenue Code only 2 percent
income tax is required to be withheld at
the source. An additional tax of 12/2
percent of the income prior to diminution
by the 15 percent deducted in the United
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States is required to be withheld, how-
ever, by Canadian withholding agents as
above provided, (1) where the bonds were
issued prior to January 1, 1934, and the
liability assumed by the obligor does not
exceed 2 percent; (2) where the bonds
were issued on or after January 1, 1934,
irrespective of the liability assumed by
the obligor; (3) where the bonds do not
contain a tax-free covenant, regardless
of the date of issue; and (4) in the case
of bonds issued by the United States or
any agency or instrumentality thereof
on or after March 1, 1941.

§ 7.16 Return of tax withheld from
persons whose addresses are in Canada.
Every United States withholding agent
shall make and file with the collector, in
duplicate, an information return on
Form 1042B, for the calendar year 1942
and each subsequent calendar year, in
addition to withholding return, Form
1042, with respect to the items of income
from which a tax of 15 percent was with-
held from persons whose addresses are in
Canada (5 percent in the case of divi-
dends falling within the scope of para-
graph 2 of Article XI of the convention).
There shall be reported on Form 1042B
not only such items of income listed on
Form 1042, but also such items of interest
listed on monthly' returns, Form 1012,
including items of interest where the lia-
bility for withholding is only 2 percent.

§ 7.17 Returns filed by Canadian
withholding agents. Form 1042 should
be prepared annually for the calendar
year 1942 and each subsequent calendar
year by persons in Canada who receive
for the account of any person (other
than a resident of Canada or a corpora-
tion organized under the laws of Canada)
fixed or determinable annual or periodi-
cal income from sources within the
United States which is subject to tax at
the rate of 27 /2 percent but from which
only 15 percent has been withheld as a
result of the convention. Such form
should contain the names and addresses
of all persons whose addresses are out-
side of Canada ar~i who derive through
a nominee, or agent, or custodian in
Canada income from sources within the
United States. Annual withholding re-
turn, Form 1042, should be forwarded
to the Collector of Internal Revenue,
Baltimore, Maryland, accompanied by
the tax shown to be due in United States
dollars. An extension of time to June 15
is hereby granted to Canadian withhold-

Ing agents in which to file such returns
for 1942 and subsequent years.

TAXATION OF NONRESIDENT ALIEN INDIVID-
UALS AND FOREIGN CORPORATIONS NOT
ENGAGED IN TRADE OR BUSINESS WITHIN
THE UNITED STATES AND NOT HAVING AN
OFFICE OR PLACE OF BUSINESS THEREIN AS
AFFECTED BY THE RECIPROCAL TAX CON-
VENTIONS BETWEEN THE UNITED STATES
AND CANADA

AUTHORITY: §§ 7.20 to 7.39 issued under 53
Stat. 32, 467; 26 U. S. C. 62, 3791. Inter-
pret or apply 53 Stat. 10, as amended; 26
U. S. C. 22.

Sourcs: §§ 7.20 to 7.39 contained in Treas-
ury Decision 5206, 8 F. R. 66.

§ 7.20 Introductory. The tax con-
vention and protocol between the United
States and Canada (referred to in this
subpart as the convention), proclaimed
by the President of the United States on
June 17, 1942 and effective January 1,
1941, provides as follows:

ARTICLE I

An enterprise of one of the contracting
States is not subject to taxation by the other
contracting State in respect of its industrial
and commercial profits except in respect of
su6h profits allocable in accordance with the
Articles of this Convention to its permanent
establishment in the latter State.

No account shall be taken in determining
the tax in one of the contracting States, of
the mere purchase of merchandise effected
therein by an enterprise of the other State.

ARTICLE II

For the purposes of this Convention, the
term "industrial and commercial profits"
shall not include income in the form of rent-
als and royalties, interest, dividends, man-
agement charges, or gain derived from the
sale or exchange of capital assets.

Subject to the provisions of this Conven-
tion such items of income shall be taxed
separately or together with Industrial and
commercial profits in accordance with the
laws of the contracting States.

ARTICLE III

1. If an enterprise of one of the contracting
States has a permanent establishment in the
other State, there shall be attributed to such
permanent establishment the net industrial
and commercial profit which it might be ex-
pected to derive if it were an independent
enterprise engaged in the same or similar ac-
tivities under the same or similar conditions.
Such net profit will, in principle, be deter-
mined on the basis of the separate accounts
pertaining to such establishment.

2. The competent authority of the taxing
State may, when necessary, in execution of
paragraph 1 of this Article, rectify the ac-
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counts produced, notably to correct errors
and omissions or to reestablish the prices or
remunerations entered in the books at the
value which would prevail between independ-
ent persons dealing at arm's length.

3. If (a) an establishment does not produce
an accounting showing Its own operations,
or (b) the accounting produced does not
correspond to the normal usages of the trade
in the country where the establishment is
situated, or (c) the rectifications provided
for in paragraph 2 of this Article cannot be
effected the competent authority of the tax-
ing State may determine the net industrial
and commercial profit by applying such
methods or formulae to the operations of
the establishment as may be fair and reason-
able.

4. To facilitate the determination of in-
dustrial and commercial profits allocable to
the permanent establishment, the competent
authorities of the contracting States may
consult together with a view to the adoption
of uniform rules of allocation of such profits.

ARTICLE IV

1. (a) When a United States enterprise, by
reason of its participation in the management
or capital of a Canadian enterprise, makes or
imposes on the latter, in their commercial
or financial relations, conditions different
from those which would be made with an
independent enterprise, any profits which
should normally have appeared in the bal-
ance sheet of the Canadian enterprise but
which have been, in this manner, diverted to
the United States enterprise, may be incor-
porated in the taxable profits of the Canadian
enterprise, subject to applicable measures of
appeal.

(b) In order to effect the inclusion of such
profits in the taxable profits of the Canadian
enterprise, the competent authority of Can-
ada may, when necessary, rectify the accounts
of the Canadian enterprise, notably to cor-
rect errors and omissions or to reestablish
the prices or remuneration entered in the
books at the values which would prevail be-
tween independent persons dealing at arm's
length. To facilitate such rectification the
competent authorities of the contracting
States may consult together with a view to
such determination of profits of the Cana-
dian enterprise as may appear fair and
reasonable.

2. The same principle applies, mutatis
mutandis, in the event that profits are di-
verted from a United States enterprise to a
Canadian enterprise.

ARTICLE V

Income which an enterprise of one of the
contracting States derives from the operation
of ships or aircraft registered in that State
shall be exempt from taxation in the other
contracting State.

The present Convention will not be deemed
to affect the exchange of notes between the
United States of America and Canada, dated
August 2 and September 17, 1928, providing

ernal Revenue

for relief from double income taxation on
shipping profits.

ARTICLE VI

Wages, salaries and similar compensation
paid by the Government, or any agency or
Instrumentality thereof, of one of the con-
tracting States or by the political subdivi-
sions or territories or possessions thereof to
citizens of such State residing in the other
State shall be exempt from taxation in the
latter State.

Pensions and life annuities derived from
within one of the contracting States and
paid to individuals residing in the other con-
tracting State shall be exempt from taxation
in the former State.

ARTICLE VII

1. A resident of Canada shall be exempt
from United States income tax upon com-
pensation for labor or personal services per-
formed within the United States of America
If he conforms to either of the following
conditions:

(a) He is temporarily present within the
United States of America for a period or
periods not exceeding a total of one hundred
and eighty-three days during the taxable
year and such compensation (A) is received
for labor or personal services performed as an
employee of, or under contract with, a resi-
dent or corporation or other entity of Can-
ada and (B) does not exceed $5,000 in the
aggregate during such taxable year; or (b)
he is temporarily present in the United States
of America for a period or periods not ex-
ceeding a total of ninety days during the tax-
able year and the compensation received for
such services does not exceed $1,500 in the
aggregate during such taxable year.

2. The provisions of paragraph 1 (a) of
this Article shall have no application to the
professional earnings of such individuals as
actors, artists, musicians, and professional
athletes.

3. The provisions of paragraphs 1 and 2 of
this Article shall apply, mutatis mutandis, to
a resident of the United States of America
deriving compensation for personal services
performed within Canada.

ARTICLE VIII

Gains derived in one of the contracting
States from the sale or exchange of capital
assets by a resident or a corporation or other
entity of the other contracting State shall
be exempt from taxation in the former State,
provided such resident or corporation or other
entity has no permanentastablishment in the
former State.

ARTICLE IX

Students or business apprentices from one
of the contracting States residing in the
other contracting State for purposes of study
or for acquiring business experience shall
not be taxable by the latter State in respect
of remittances received by them from within
the former State for the purposes of their
maintenance or studies.
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ARTICLE X

Income derived from sources within one of
the contracting States by a religious, scien-
tific, literary, educational, or charitable or-
ganization of the other contracting State
shall be exempt from taxation In the State
from which the income is derived If, within
the meaning of the laws of both contracting
States, such organization would have been
exempt from income tax.

ARTICLE XI

1. A resident of Canada shall be exempt of
the contracting States, in respect of income
derived from sources therein, upon indi-
viduals residing in, or corporations organized
under the laws of, the other contracting
State, and not engaged in trade or business
in the former State and having no office or
place of business therein, shall not exceed 15
percent for each taxable year.

2. Notwithstanding the provisions of para-
graph 1 of this Article, income tax in excess
of 5 percent shall not be imposed by one of
the contracting States in respect of dividends
paid by a subsidiary corporation organized
under the laws of such State, or of a political
subdivision thereof, to a parent corporation
organized under the laws of the other con-
tracting State, or of a political subdivision
thereof: Provided, however, That this para-
graph shall not apply if the competent au-
thority in the former State is satisfied that
the corporate relationship between the two
corporations has been arranged or is main-
tained primarily with the intention of taking
advantage of this paragraph.

3. Notwithstanding the provisions of Arti-
cle XXII of this Convention, paragraph 1 or
paragraph 2, or both, of this Article, may be
terminated without notice on or after the
termination of the three-year period begin-
ning with the effective date of this Conven-
tion by either of the contracting States im-
posing a rate of income tax in excess of the
rate of 15 percent prescribed in paragraph 1
or in excess of the rate of 5 percent pre-
scribed in paragraph 2.

4. The provisions of this Article shall not
be construed so as to contravene the Tax
Convention between the United States of
America and Canada, effective January 1,
1936, to April 29, 1941.

ARTICLE XII

Dividends and interest paid on or after
the effective date of this Convention by a
corporation organized under the laws of
Canada to individual residents of Canada,
other than citizens of the United States of
America, or to corporations organized under
the laws of Canada shall be exempt from all
income taxes imposed by the United States
of America.

ARTICLE XIII

Corporations organized under the laws of
Canada, more than 50 percent of the out-
standing voting stock of which is owned
directly or indirectly throughout the last

half of the taxable year by individual resi-
dents of Canada, other than citizens of the
United States of America, shall be exempt
from any taxes imposed by the United States
of America with respect to accumulated or
undistributed earnings, profits, income or
surplus of such corporations. With respect
to corporations organized under the laws of
Canada not exempt from such taxes under
the provisions of this Article the competent
authorities of the two contracting States
will consult together.

ARTICLE XIV

1. (a) The United States income tax lia-
bility for any taxable year beginning prior
to January 1, 1936, of any individual resi-
dent of Canada, other than a citizen of the
United States of America, or of any corpora-
tion organized under the laws of Canada,
remaining unpaid as of the date of signature
of this Convention may be adjusted on a
basis satisfactory to the Commissioner: Pro-
vided, That the amount to be paid in settle-
ment of such liability shall not exceed the
amount of the liability which would have
been determined if-

(A) the Revenue Act of 1936 as modified
by the Tax Convention between the United
States of America and Canada, effective Jan-
uary 1, 1936, to April 29, 1941 (except in the
case of a corporation organized under the
laws of Canada more than 50 percent of the
outstanding voting stock of which was owned
directly or indirectly throughout the last
half of the taxable year by citizens or resi-
dents of the United States of America) and

(B) Articles XII and XIII of this Conven-
tion had been in effect for such year.
If the taxpayer was not, within the meaning
of the Revenue Act of 1936, engaged in trade
or business within the United States of
America and had no office or place of busi-
ness therein during the taxable year, the
amount of Interest and penalties shall not
exceed 50 percent of the amount of the tax
with respect to which such interest and
penalties have been computed.

(b) The United States Income tax liability
remaining unpaid as of the date of signature
of this Convention for any taxable year be-
ginning after December 31, 1935 and prior to
January 1, 1941, in the case of any individual
resident of Canada, other than a citizen of
the United States of America, or in the case
of any corporation organized under the laws
of Canada shall be determined as if the
provisions of Articles XII and XIII of this
Convention had been In effect for such year.

2. The provisions of paragraph 1 of this
Article shall not apply-

(a) Unless the taxpayer files with the
Commissioner within two years from the
date of signature of this Convention a re-
quest that such tax liability be so adjusted
together with such information as the Com-
missioner may require;

(b) In any case in which the Commis-
sioner is satisfied that any deficiency In tax
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Is due to fraud with Intent to evade the
tax.

ARICL XV

In accordance with the provisions of Sec-
tion 8 of the Income War Tax Act as in effect
on the day of the entry Into force of this
Convention, Canada agrees to allow as a
deduction from the Dominion income and
excess profits taxes on any Income which
was derived from sources within the United
States of America and was there taxed, the
appropriate amount of such taxes paid to
the United States of America.

In accordance with the provisions of Sec-
tion 131 of the United States Internal Rev-
enue Code as in effect on the day of the
entry into force of this Convention, the
United States of America agrees to allow as
a deduction from the income and excess
profits taxes imposed by the United States
of America the appropriate amount of such
taxes paid to Canada.

ARTICLE XVI

Where a taxpayer shows proof that the
action of the revenue authorities of the con-
tracting States has resulted in double tax-
ation in his case in respect of any of the
taxes to which the present Convention re-
lates, he shall be entitled to lodge a claim
with the State of which he is a citizen or
resident or, if the taxpayer Is a corporation
or other entity, with the State in which it
was created or organized. If the claim should
be deemed worthy of consideration, the
competent authority of such State may con-
sult with the competent authority of the
other State to determine whether the double
taxation in question may be avoided in ac-
cordance with the terms of this Convention.

ARTICLE XVII

Notwithstanding any other provision of
this Convention, the United States of Amer-
ica in determining the income and excess
profits taxes, including all surtaxes, of its
citizens or residents or corporations, may in-
clude in the basis upon which such taxes
are imposed all items of income taxable under
the revenue laws of the United States of
America as though this Convention had not
come into effect.

ARTICLE XVIII

The competent authorities of the two con-
tracting States may prescribe regulations to
carry into effect the present Convention
within the respective States and rules with
respect to the exchange of information.

The competent authorities of the two con-
tracting States may communicate with each
other directly for the purpose of giving effect
to the provisions of the present Convention.

ARTICLE XIX

With a view to the prevention of fiscal eva-
sion, each of the contracting States under-
takes to furnish to the other contracting
State, as provided in the succeeding Articles
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of this Convention, the Information which
its competent authorities have at their dis-
posal or are in a position to obtain under
its revenue laws in so far as such information
may be of use to the authorities of the other
contracting State in the assessment of the
taxes to which this Convention relates.

The information to be furnished under the
first paragraph of this Article, whether in the
ordinary course or on request, may be ex-
changed directly between the competent au-
thorities of the two contracting States.

ARTICLE XX

1. The competent authorities of the United
States of America shall forward to the com-
petent authorities of Canada as soon as prac-
ticable after the close of each calendar year
the following information relating to such
calendar year:

The names and addresses of all persons
whose addresses are within Canada and who
derive from sources within the United States
of America dividends, interest, rents, royalties,
salaries, wages, pensions, annuities, or other
fixed or determinable annual or periodical
profits and income, showing the amount of
such profits and income in the case of each
addressee.

2. The competent authorities of Canada
shall forward to the competent authorities
of the United States of America as soon as
practicable after the close of each calendar
year the following information relating to
such calendar year:

(a) The names and addresses of all per-
sons whose addresses are within the United
States of America and who derive from
sources within Canada, dividends, interest,
rents, royalties, salaries, wages, pensions, or
other fixed or determinable annual or period-
ical profits and income, showing the amount
of such profits and income in the case of
each addressee.

(b) The names and addresses of all per-
sons whose addresses are outside of Canada
and who derive through a nominee, or agent,
or custodian in Canada income from sources
within the United States of America, and who
are not entitled to the reduced rate of 15
percent with respect to such income pro-
vided in Article XI of this Convention, show-
ing the amount of such income in the case
of each addressee.

(c) The names and addresses, where avail-
able, of persons whose addresses are outside
of Canada and who derive dividends during
the calendar year from corporations organ-
ized under the laws of Canada, more than 50
percent of the gross income of which is
derived from sources within the United States
of America, showing the amount of such
dividends in each case.

(d) The names and addresses of all per-
sons whose addresses are within the United
States of America and who beneficially or of
record own stocks or bonds, debentures or
other securities, or evidences of funded in-
debtedness, of any company taxed In Canada
as a Non-Resident-Owned Investment Cor-

§ 7.20

HeinOnline --  CFR, 1949 16 1949



Chapter I-Bureau of

poration. The term "Non-Resident-Owned
Investment Corporation" shall have the same
meaning as when used in the Income War
Tax Act of Canada.

ARncLE XXI

1. If the Minister in the determination of
the income tax liability of any person under
any of the revenue laws of Canada deems
it necessary to secure the cooperation of the
Commissioner, the Commissioner may, upon
request, furnish the Minister such informa-
tion bearing upon the matter as the Com-
missioner is entitled to obtain under the
revenue laws of the United States of
America.

2. If the Commissioner in the determina-
tion of the income tax liability of any per-
son under any of the revenue laws of the
United States of America deems it necessary
to secure the cooperation of the Minister,
the Minister, may, upon request, furnish the
Commissioner such information bearing
upon the matter as the Minister is entitled
to obtain under the revenue laws of Canada.

ARTIcLE XXII

This Convention and the accompanying
Protocol which shall be considered to be an
integral part of the Convention shall be rati-
fied and the instruments of ratification shall
be exchanged at Washington as soon as
possible.

This Convention and Protocol shall be-
come effective on the first day of January,
1941. They shall continue effective for a
period of three years from that date and
indefinitely after that period, but may be
terminated by either of the contracting
States at the end of the three-year period
or at any time thereafter provided that,
except as otherwise specified In the case of
Article XI, at least six months prior notice
of termination has been given, the termina-
tion to become effective on the first day of
January following the expiration of the six-
month period.

Done in duplicate, at Washington, this
fourth day of March, 1942.

fSEAL] SUMn WELLES
[SEAL] LEIGHTON MCCARTHY.

PROTOCOL

At the moment of signing the Convention
for the avoidance of double taxation, and the
establishment of rules of reciprocal admin-
Istrative assistance in the case of income
taxes, this day concluded between the
United States of America and Canada, the
undersigned plenipotentiaries have agreed
upon the following provisions and
definitions:

1. The taxes referred to In this Conven-
tion are:

(a) For the United States of America: the
Federal income taxes, including surtaxes,
and excess-profits taxes.

(b) For Canada: the Dominion income
taxes, including surtaxes, and excess-profits
taxes.

f Internal Revenue § 7.20

2. In the event of appreciable changes in
the fiscal laws of either of the contracting
States, the Government of the two contract-
ing States will consult together.

3. As used In this Convention:
(a) The terms "person," "individual" and

"corporation", shall have the same mean-
ings, respectively, as they have under the
revenue laws of the taxing State or the State
furnishing the information, as the case may
be;

(b) The term "enterprise" includes every
form of undertaking, whether carried on by
an individual, partnership, corporation or
any other entity;

(c) The term "enterprise of one of the
contracting States" means, as the case may
be, "United States enterprise" or "Canadian
enterprise";

(d) The term "United States enterprise"
means an enterprise carried on in the United
States of America by an individual resident
In the United States of America, or by a cor-
poration, partnership or other entity created
or organized in or under the laws of the
United States of America, or of any of the
States or Territories of the United States of
America;

(e) The term "Canadian enterprise" is de-
fined in the same manner mutatis mutandis
as the term "United States enterprise";

(f) The term "permanent establishment"
includes branches, mines and oil wells, farms,
timber lands, plantations, factories, work-
shops, warehouses, offices, agencies and other
fixed places of business of an enterprise, but
does not include a subsidiary corporation.

When an enterprise of one of the contract-
ing States carries on business in the other
contracting State through an employee or
agent established there, who has general au-
thority to contract for his employer or prin-
cipal or has a stock of merchandise from
which he regularly fills orders which he re-
ceives, such enterprise shall be deemed to
have a permanent establishment In the latter
State.

The fact that an enterprise of one of the
contracting States has business dealings in
the other contracting State through a com-
mission agent, broker or other independent
agent or maintains therein an office used
solely for the purchase of merchandise shall
not be held to mean that such enterprise
has a permanent establishment in the latter
State.

4. The term "Minister", as used in this
Convention, means the Minister of National
Revenue of Canada or his duly authorized
representative. The term "Commissioner",
as used in this Convention, means the Com-
missioner of Internal Revenue of the United
States of America, or his duly authorized
representative. The term "competent au-
thority", as used in this Convention, means
the Commissioner and the Minister and their
duly authorized representatives.

5. The term "United States of America",
when used in a geographical sense, includes
only the States, the Territories of Alaska and

Page 17

HeinOnline --  CFR, 1949 17 1949



§ 7.21 Title 26-lnt

Hawaii, and the District of Columbia. The
term "Canada" when used in a geographical
sense means the Provinces, the Territories
and Sable Island.

6. The term "subsidiary corporation" re-
ferred to in Article XI of this Convention
means a corporation all of whose shares (less
directors' qualifying shares) having full vot-
ing rights are beneficially owned by another
corporation, provided that ordinarily not
more than one-quarter of the gross Income
of such subsidiary corporation is derived
from interest and dividends other than in-
terest and dividends received from its sub-
sidiary corporations.

7. (a) The term "rentals and royalties"
referred to in Article II of this Convention
shall include rentals or royalties arising
from leasing real or immovable, or personal
or movable property or from any interest in
such property, including rentals or royalties
for the use of, or for the privilege of using
patents, copyrights, secret process and form-
ulae, good will, trade marks, trade brands,
franchises and other like property;

(b) The term "interest", as used in this
Convention, shall include income arising
from interest-bearing securities, public ob-
ligations, mortgages, hypothees, corporate
bonds, loans, deposits and current accounts;

(c) The term "dividends", as used in this
Convention, shall include all distributions of
the earnings or profits of corporations.

8. The term "pensions" referred to in Arti-
cle VI of this Convention means periodic pay-
ments made in consideration for services
rendered or by way of compensation for in-
juries received.

9. The term "life annuities" referred to in
Article VI of this Convention means a stated
sum payable periodically at stated times dur-
ing life, or during a specified number of years,
under an obligation to make the payments in
consideration of a gross sum or sums paid by
the recipient or under a contributory retire-
ment plan.

10. The term "'engaged in trade or busi-
ness" and "office or place ,of business" as Used
in Article XI of this Convention shall not
be deemed to include an office used solely for
the purchase of merchandise.

11. The provisions of the present Conven-
tion shall not be construed to restrict in any
manner any exemption, deduction, credit or
other allowance accorded by the laws of one
of the contracting States in the determina-
tion of the tax imposed by such State.

12. The citizens of one of the contracting
States residing within the other contracting
State shall not be subjected to the payment
of more burdensome taxes than the citizens
of such other State.

Done in duplicate, at Washington, this
fourth day of March, 1942.

[SEAL]
[sEAL ]

SUMNER WELLES
LEIGHTON MCCART-Y

AND WHEREAS the said convention and the
said protocol have been duly ratified on both
parts and the ratifications of the two Govern-

ernal Revenue

ments were exchanged at Washington on the
fifteenth day of June, one thousand nine
hundred and forty-two.

AND WHEREAS it is provided in Article XXII
of the said convention that the convention
and protocol shall become effective on the
first day of January, one thousand nine hun-
dred and forty-one;

Now, THEREFORE, be it known that I, Frank-
lin D. Roosevelt, President of the United
States of America, have caused the said con-
vention and the said protocol to be made
public to the end that the same and every
article, clause and part thereof may be ob-
served and fulfilled with good faith by the
United States of America and the citizens
thereof.

IN TESTIMONY WHEREOF, I have hereunder
set my hand and caused the Seal of the
United States of America to be affixed.

DONE at the city of Washington this seven-
teenth day of June, in the year of our Lord
one thousand nine hundred and forty-two,
and of the Independence of the United States
of America the one-hundred and sixty-sixth,

[SEAL] FRANKLIN D ROOSEVELT

By the President:
CORDELL HULL,

Secretary of State.

The Internal Revenue Code provides in
part as follows:

SEC. 22. GROSS INCOME.

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

(7) Income exempt under treaty. Income
of any kind, to the extent required by any
treaty obligation of the United States;

SEC. 62. RuLES AND REGULTxONS.
The Commissioner, with the approval of the

Secretary, shall prescribe and publish all
rules and regulations for the enforcement of
this chapter.

§ 7.21 Scope of §§ 7.20 to 7.39. (a)
The primary purposes of the convention,
to be accomplished on a mutually recipro-
cal basis are the application of a limited
rate of taxation to certain classes of in-
come derived from within one of the
contracting States by residents or corpo-
rations of the other contracting State,
the avoidance of double taxation, the
modification of certain taxation provi-
sions with a view to harmonizing as
nearly as may be the taxation principles
of the two countries, and exchange of
fiscal information complementary to
other provisions of the convention, in-
cluding those relating to the avoidance
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of double taxation. The convention also
lays the basis for facilitating the settle-
ment of pending cases relating to the
Federal taxation of residents of Canada,
other than citizens of the United States,
and of corporations organized under the
laws of Canada (referred to in this sub-
part as Canadian corporations). Sec-
tions 7.20 to 7.39 are concerned with the
accomplishment of those purposes and
with the taxation of nonresident alien
residents of Canada and of Canadian
corporations.

(b) The specific classes of income
from sources within the United States
which are exempt by reason of the con-
vention from United States income taxes
are:

(1) Industrial and commercial profits
of a Canadian enterprise having no per-
manent establishment in the United
States (Article I) ;

(2) Income derived by a Canadian en-
terprise from the operation of ships or
aircraft registered in Canada (Article
V);

(3) Wages, salaries and similar com-
pensations paid by Canada or any agency
or instrumentality thereof, or any po-
litical subdivision or territory or pos-
session thereof, to citizens of Canada
residing in the United States (Article
VI) ;

(4) Pensions and life annuities paid
to nonresident alien individuals resident
in Canada (Article VI);

(5) Compensaton for labor or per-
sonal services performed within the
United States by a nonresident alien in-
dividual, resident in Canada, such ex-
emption, however, being subject to the
limitations set forth in Article VII of the
convention and in § 7.28;

(6) Gains derived from the sale or ex-
change of capital assets by a nonresident
alien individual resident in Canada or by
a Canadian corporation or other entity
having no permanent establishment in
the United States (Article VIII) ;

(7) Remittances from sources within
Canada (if and to the extent they con-
stitute gross income) received in the
United States by a nonresident alien in-
dividual, resident of Canada, who is tem-
porarily resident in the United States for
the purposes of study or for acquiring
business experience, such remittances
being for the purposes of his mainte-
nance or studies (Article IX) ;

819592-49--3

(8) Income of a Canadian religious,
scientific, literary, educational or chari-
table organization (Article X);

(9) Dividends and interest paid on or
after January 1, 1941 by a Canadian cor-
poration to individual residents of Can-
ada, other than citizens of the United
States, or to Canadian corporations (if
and to the extent that such dividends
and interest are taxable in the hands of
such persons without regard to this con-
vention) (Article XII).

(c) The convention does not, except as
provided in the first paragraph of Article
VI, affect the liability to United States
income tax of Canadian citizens resident
in the United States nor does it affect
such liability of a citizen of the United
States residing in Canada. It has no
application to individuals nonresident
as to Canada even though such non-
resident is a citizen of Canada.

(d) The income tax liability of a non-
resident alien individual, resident of
Canada, and of a Canadian corporation
or other entity, except as to (1) the re-
duced rate of taxation applicable in the
case of such taxpayers and (2) items of
income expressly exempted from tax by
the convention, is determined in accord-
ance with the provisions of the internal
revenue laws of the United States and
the regulations thereunder applicable
generally to the taxation of nonresident
alien individuals and foreign corpora-
tions.

§ 7.22 Definitions. As used in §§ 7.20
to 7.39:

(a) The term "permanent establish-
ment" includes branches, mines and oil
wells, farms, timberlands, plantations,
factories, workshops, warehouses, offices,
agencies and other fixed places of busi-
ness of an enterprise. A Canadian par-
ent corporation having a domestic sub-
sidiary corporation in the United States
shall not be deemed by reason of such
fact to have a permanent establishment
in the United States. The mere fact
that a foreign subsidiary corporation of
a Canadian parent corporation has a
permanent establishment in the United
States does not mean that such Cana-
dian parent corporation has a perma-
nent establishment in the United States.
The fact that a Canadian enterprise has
business dealings in the United States
through a commission agent, broker or
other independent agent or maintains
therein an office used solely for the pur-
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chase of merchandise shall not be held
to mean that such enterprise has a per-
manent establishment in the latter State.
If, however, the Canadian enterprise
carries on business in the United States
through an employee or agent estab-
lished there who has general authority
to contract for such Canadian enter-
prise or has a stock of merchandise lo-
cated in the United States from which it
regularly fills orders, such Canadian en-
terprise shall be deemed to have a per-
manent establishment in the United
States. The mere fact that salesmen,
employees of a Canadian enterprise, pro-
mote the sale of its products in the
United States or that such enterprise
transacts business therein by means of
mail order activities does not mean such
enterprise has a permanent establish-
ment therein.

(b) The term "enterprise" means
any commercial or industrial undertak-
ing whether conducted by an individual,
partnership, corporation or other entity.
It includes such activities as manufactur-
ing, merchandising, mining and banking.
It does not include the rendition of per-
sonal services. Hence, a nonresident
alien individual, a resident of Canada,
rendering personal services within the
United States is not, merely by reason
of such services, engaged in an enter-
prise within the meaning of the Conven-
tion and his liability to income tax is
unaffected by Article I of the convention.

(c) The term "Canadian enterprise"
means an enterprise carried on in
Canada by a nonresident alien individual
resident in Canada or by a Canadian cor-
poration or other Canadian entity. The
term "Canadian corporation or other
entity" means a partnership, corporation
or other entity created or organized in
Canada or under the laws of Canada.
For example, an enterprise carried on
wholly outside Canada by a Canadian
corporation is not a Canadian enterprise
within the meaning of the convention.

(d) The term "industrial and com-
mercial profits" means the profits arising
from the industrial, mercantile, manu-
facturing, or like activities of a Canadian
enterprise as defined In this section.
Such term does not include rentals and
royalties, interest, dividends, fees or
charges for managerial activities or gains
derived from the sale or exchange of cap-
ital assets, nor compensation for labor
or personal services. Such enumerated
items of income are not governed by the

provisions of Article I but, to the extent
covered by the convention, are subject
to the rules elsewhere set forth therein
and in §§ 7.20 to 7.39.

§ 7.23 Scope of convention with re-
spect to determination of "industrial and
commercial profits" of a nonresident
alien individual, resident of Canada, or of
a Canadian corporation or other entity
carrying on a Canadian enterprise in the
United States-(a) General. Article I
of the convention adopts the principle
that an enterprise of one of the contract-
ing States shall not be taxable in the
other contracting State in respect of its
industrial and commercial profits unless
it has a permanent establishment in the
latter State. Hence, a Canadian enter-
prise is subject to United States tax upon
its industrial and commercial profits to
the extent of such profits from sources
within the United States only if it has a
permanent establishment within the
United States. From the standpoint of
Federal income taxation, the article has
application only to a Canadian enter-
prise and to the industrial and commer-
cial income thereof from sources within
the United States. It has no application,
for example, to compensation for labor or
personal services performed in the United
States nor to income derived from real
property located in the United States nor
to any interest in such property, includ-
ing rentals and royalties therefrom, nor
to gains from the sale or disposition
thereof, nor to dividends and interest.
Such enumerated items of income, to the
extent covered by the convention, are
treated separately elsewhere in these
regulations and are subject to the rules
laid down in the sections having specific
reference to the respective items of in-
come. As to what is a "Canadian enter-
prise", a "permanent establishment" and
"industrial and commercial profits", see
§ 7.22.

(b) No United States permanent es-
tablishment. A nonresident alien Indi-
vidual, a resident of Canada, or a Ca-
nadian corporation or other entity carry-
ing on a Canadian enterprise but having
no permanent establishment in the
United States is not subject to United
States income tax upon industrial and
commercial profits from sources within
the United States. For example, if such
Canadian corporation sells stock in trade,
such as ore, or wood pulp, or paper,
through a bona fide commission agent or
broker in the United States, the resulting
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profit is, under the terms of Article I of
the convention, exempt from United
States income tax. Such Canadian cor-
poration, however, remains subject to
tax upon all other items of income from
sources within the United States which
are not expressly exempted from such tax
under the convention. Such Canadian
corporation is, however, engaged in trade
or business within the United States and
hence is not entitled to the reduced rate
of 15 percent upon fixed or determinable
annual or periodical income as provided
in Article XI of the convention. See
§ 7.31. Such corporation is, however, by
reason of its not having a permanent
establishment in the United States not
subject to tax upon capital gains. See
also § 7.29.

(c) United States permanent estab-
lishment. A nonresident alien individ-
ual, resident in Canada, or a Canadian
corporation or other entity, carrying on
a Canadian enterprise having a perma-
nent establishment in the United States
is subject to tax upon industrial and
commercial profits from sources within
the United States. In the determina-
tion of the income of such resident of
Canada or Canadian corporation or other
entity from sources within the United
States, all industrial and commercial
profits from such sources shall be deemed
to be allocable to the permanent estab-
lishment w i t h i n the United States.
Hence, for example, if a Canadian enter-
prise having a permanent establishment
in the United States, sells in the United
States through a commission agent
therein, goods produced in Canada, the
resulting profits derived from United
States sources from the latter transac-
tions are allocable to such permanent
establishment. In determining such in-
come no account shall be taken of the
mere purchase of merchandise effected
in the United States by such Canadian
enterprise.

§ 7.24 Allocation of compensation for
labor or personal services. Except as
provided in section 119 (a) (3) of the
Internal Revenue Code, gross income
from sources within the United States
includes compensation for labor or per-
sonal services performed within the
United States regardless of the residence
of the payor, 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 per-
f o r m e d in the United States, such

amount (if income from sources within
the United States) shall be included in
the gross income. If no accurate allo-
cation or segregation of compensation
for labor or personal services performed
in the United States can be 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 included in the gross
income an amount which bears the same
relation to the total compensation as the
number of days of performance of the
labor or services within the United States
bears to the total number of days of per-
formance of labor or services for which
the payment is made.

§ 7.25 Control of a domestic enter-
prise by a Canadian enterprise. Article
IV of the convention provides that if a
Canadian enterprise by reason of its
control of a domestic business imposes
conditions different from those which
would result from normal business rela-
tions between independent enterprises,
the accounts between the enterprises
will be adjusted so as to ascertain the
true net income of the domestic enter-
prise. The purpose is to place the con-
trolled domestic enterprise on a tax
parity with an uncontrolled domestic en-
terprise by determining, according to the
standard of an uncontrolled enterprise,
the true net income from the property
and business of the controlled enter-
prise. The convention contemplates
that if the accounting records do not
truly reflect the net income from the
property and business of such domestic
enterprise the Commissioner shall in-
tervene and, by making such distribu-
tions, apportionments or allocations as
he may deem necessary of gross income
or deductions of any item or element
affecting net income as between such
domestic enterprise and the Canadian
enterprise by which It is controlled or
directed, determine the true net income
of the domestic enterprise. The provi-
sions of 26 CFR, 1938 ed., Supps., 19.45-1
(Regulations 103) shall, insofar as ap-
plicable, be followed in the determina-
tion of the net income of the domestic
business.

§ 7.26 Income from operation of ships
or aircraft. The income derived by a
Canadian enterprise from the operation
of ships or aircraft registered In Canada
is, under Article V of the convention, ex-
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empt from United States income tax.
However, the profits derived by such en-
terprise from the operation of ships or
aircraft, if any, not so registered are
treated as are industrial and commercial
profits generally. See Article I of the
convention and § 7.23.

§ 7.27 Wages, salaries and similar
compensations, pensions, and life annui-
ties. (a) Under Article VI of the con-
vention, wages, salaries and similar com-
pensation paid by the Government of
Canada or any agency or instrumental-
ity thereof or any political subdivision, or
territory thereof, to citizens of Canada
residing in the United States are exempt
from Federal income tax. The provi-
sions of Article XVII have no application
to such income of such individuals. As
to the taxation generally of the compen-
sation of employees of foreign govern-
ments, see section 116 (h) of the Internal
Revenue Code and 26 CFR, 1938 ed.,
Supps., 19.116-1 (Regulations 103).

(b) Under the provisions of the same
article of the convention, pensions and
life annuities derived from sources within
the United States by nonresident alien
individuals residing in Canada are ex-
empt from Federal income tax. Such
items of income are, therefore, not sub-
ject to the withholding provisions of the
Internal Revenue Code. See paragraph
9 of the protocol to the convention as to
what constitutes life annuities. However,
for the purposes of the convention and
§§ 7.20 to 7.29:

(1) The exemption with respect to
annuities (other than those paid under
a contributory retirement plan) applies
only to the individual who has actually
paid the consideration upon which the
annuity is based; and

(2) The exemption with respect to
payments under a contributory retire-
ment plan applies alike to the original
beneficiary and to the successor bene-
ficiary even though the latter has not
himself actually made payments into
the fund from which such payments are
made.

(c) See paragraph 8 of the protocol
as to what constitutes "pensions" within
the meaning of the convention. See
section 22 (b) (5), Internal Revenue
Code.

§ 7.28 Compensation for labor or per-
sonal services. (a) Article VII of the
convention provides, upon a reciprocal

basis, that a nonresident alien, a resi-
dent of Canada, is exempt from Federal
income tax upon compensation for labor
or personal services performed within
the United States if he conforms to
either of the following conditions: He
is temporarily present within the United
States for a period or periods:

(1) Not exceeding 183 days during the
taxable year and his compensation for
labor or personal services performed in
the United States during such period
(i) is received for labor or personal
services performed as an employee of, or
under contract with, a resident or cor-
poration or other entity of Canada and
(ii) does not exceed $5,000 in the aggre-
gate during such taxable year; or

(2) Not exceeding 90 days during the
taxable year and the compensation re-
ceived for such services does not exceed
$1,500 in the aggregate during such tax-
able year even though such compensation
Is paid by a United States resident or
domestic corporation or other domestic
entity.

(b) If, therefore, such nonresident
alien individual is temporarily present
in the United States for a period or pe-
riods in excess of 90 days during the tax-
able year or receives more than $1,500
in the aggregate during such taxable year
for labor or personal services performed
in the United States, he is not exempt
under paragraph (a) (2) of this section
and his right to exemption under the
convention will depend on his meeting
the following tests:

(1) His stay in the United States is
not in excess of 183 days during the tax-
able year; and

(2) His compensation from United
States sources is paid by a Canadian
employer; and

(3) Such compensation does not ex-
ceed $5,000 in the aggregate during the
taxable year.

(c) As to source of compensation for
labor or personal services, see § 7.24.

(d) The provisions of paragraph (a)
(1) of this section do not extend to the
professional earnings of actors, artists,
musicians, professional athletes and
other individuals engaging in similar
pursuits. If, therefore, such latter per-
sons do not come within the provisions of
paragraph (a) (2) of this section they are
subject to the provisions of the Internal
Revenue Code applicable generally to the
taxation of nonresident alien individuals.
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See section 211, Internal Revenue Code,
and regulations thereunder.

§ 7.29 Capital gains and remit-
tances-(a) Capital gains.. Under Ar-
ticle VIII of the convention gain derived
from the sale or exchange within the
United States of capital assets by a non-
resident alien Individual resident in
Canada by a Canadian corporation or
other Canadian entity is exempt from
Federal income tax unless such individ-
ual, corporation or other entity has a per-
manent establishment in the United
States. As to what constitutes capital
assets, see section 117; Internal Revenue
Code, and 26 CFR, 1938 ed., Supps.,
19.117-1 (Regulations 103). As to what
constitutes a permanent establishment,
see § 7.22 (a).

(b) Remittances. Under Article IX of
the convention, nonresident alien indi-
viduals, residents of Canada, who are
temporarily residing in the United States
for the purposes of study or for acquiring
business experience are exempt from
Federal income tax upon amounts rep-
resenting remittances from Canada for
the purposes of their maintenance and
studies if and to the extent such amounts
constitute gross income.

§ 7.30 Exempt organizations. Article
X of the convention provides that re-
ligious, scientific, literary, educational or
charitable organizations of Canada shall
be exempt from Federal taxation with
respect to income derived from sources
within the United States. Paragraph 11
of the protocol to the convention pro-
vides that the provisions of the conven-
tion shall not be construed to restrict in
any manner any exemption, deduction,
credit or other allowance accorded by
the laws of one of the contracting States
in the determination of the tax imposed
by such State. In view of the provisions
of paragraph 11, the provisions of section
101 (relating to exemptions from tax on
corporations) apply to all Canadian or-
ganizations coming within the scope of
that section, regardless of whether
Canada recognizes such organization as
exempt from income and excess profits
taxes imposed by that country. The
article contemplates that similar exemp-
tions to those granted under the reve-
nue laws of the United States to such
organization of Canada will be granted
by Canada to a like organization of the
United States if any such organization
is also a religious, scientific, literary, edu-
cational or charitable organization under

the laws of Canada, even though such
latter organization is nonresident as to
Canada. For example, the A Corporation
organized under the laws of Canada and
conducting no activities in the United
States is operated exclusively for re-
ligious and charitable purposes and no
part 9f the net earnings of the corpora-
tion inures to the benefit of any private
shareholders and the corporation meets
the other tests of section 101 (6), Inter-
nal Revenue Code. The A Corporation
is exempt from United States income
tax with respect to its income from
United States sources. Conversely Arti-
cle X contemplates that a United States
religious or charitable organization simi-
larly circumstanced with respect to
Canada shall be exempt from income and
excess profits tax otherwise imposed by
Canada with respect to income derived
by such United States organization from
sources in Canada.

§ 7.31 Reduction in rate of the tax
withheld at source-(a) General. (1)
Under the terms of the convention, the
provisions of which are retroactive to
January 1, 1941, the rate of tax of 2712
percent, or 30 percent, as the case may
be, imposed by section 211 (a) of the
Internal Revenue Code (relating to non-
resident alien individuals not engaged
in trade or business within the United
States and not having an office or place
of business therein) and by section 231
(a) of the Internal Revenue Code (re-
lating to foreign corporations not en-
gaged in trade or business in the United
States and not having an office or place
of business therein) is reduced to 15 per-
cent in the case of such individuals who
are residents of Canada and in the case
of such corporations organized under
the laws of Canada, with respect to
amounts received from sources within
the United States as interest (except in-
terest exempt from tax), dividends,
rents, salaries, wages, premiums, com-
pensations, remunerations, emoluments
or other fixed or determinable annual or
periodical gains, profits and income,
other than annuities and pensions which
are exempt from the tax under the con-
vention. Such tax convention, however,
does not affect the rates of tax prescribed
under the prior tax convention with
Canada, effective January 1, 1936, and
terminated effective April 30, 1941. Un-
der such prior convention, the reduced
rate of tax with respect to such income,
including annuities and pensions, in the
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case of nonresident aliens, residents of
Canada, was 5 percent and in the case of
Canadian corporations, 5 percent with
respect to dividends only.

(2) Under the provisions of Article XI,
dividends paid to a Canadian corporation
not engaged in trade or business within
the United States and not having an of-
fice or place of business therein by a do-
mestic subsidiary corporation are subject
to tax at the rate of only 5 percent, such
dividends constituting an exception to
the general rule laid down in paragraph
1 of Article XI. For the purposes of that
article, a "subsidiary corporation" is de-
fined in paragraph 6 of the protocol as
a corporation (in this case a domestic
corporation) all of whose shares (less di-
rectors' qualifying shares) having full
voting rights are beneficially owned by
another corporation (in this case a Ca-
nadian corporation: Provided, That ordi-
narily not more than one-quarter of the
gross income of such subsidiary corpora-
tion is derived from interest and divi-
dends other than interest and dividends
received from its subsidiary corporations.
Thus, for example, the A Corporation is
a domestic corporation all of whose
shares are owned by B Company, Ltd., a
Canadian corporation not engaged in
trade or business within the United
States and not having any office or place
of business therein. The A Corporation
pays a dividend to B Company, Ltd., on
June 30, 1943. The A Corporation is on
a calendar year basis and throughout
1940, 1941 and 1942 derived not more
than 15 percent of its gross income from
interest and dividends from corporations
not controlled by the A Corporation.
The Commissioner ascertains and has so
notified the A Corporation that the cor-
porate relationship between the A Corpo-
ration and the B Company, Ltd., has not
been arranged and is not maintained pri-
marily for the purpose of securing the
lower rate of tax prescribed in para-
graph 2 of Article XI of the convention.
The dividend paid by the A Corporation
is subject to withholding of the tax at
the lower rate of 5 percent.

(3) Any domestic corporation which
claims or contemplates claiming, that
dividends paid by It, or to be paid by it,
are subject only to the 5 percent rate,
shall file, as soon as practicable, with the
Commissioner the following information:
(I) The date and place of its organiza-
tion; (ii) the number of its outstanding

shares of stock having full voting rights;
(iii) the person or persons beneficially
owning such stock and their relationship
to such corporation; (iv) the amount of
gross income by years of the paying cor-
poration for the three-year period
immediately preceding the taxable year
in which such dividend is paid; (v) the
amount of interest and dividends, by
years, included in such gross income and
the amount of interest and dividends, by
years, received from the subsidiary cor-
porations, if any, of such domestic cor-
poration; and (vi) the corporate rela-
tionship between such domestic corpora-
tion and the Canadian corporation to
which it pays the dividend. As soon as
practicable after such information is
filed, the Commissioner shall examine it
and determine whether the dividends
concerned fall within the provisions of
such paragraph and may authorize the
release of excess tax withheld with re-
spect to dividends which are shown to
the satisfaction of the Commissioner to
come within the provisions of paragraph
2 of Article XI of the convention. In any
case in which the Commissioner has no-
tified such domestic corporation that it
comes within the provisions of paragraph
2 of Article XI of the convention, the
reduced rate of 5 percent applies 'to any
dividends subsequently paid by such cor-
poration unless its stock ownership or
the character of its income materially
changes. In the event of such changes
occurring, such corporation shall
promptly notify the Commissioner of the
then existing facts with respect to such
stock ownership and income.

(b) Specific terms. (1) Under para-
graph 7 (b) of the protocol, the term "in-
terest" as used in the convention includes
income arising from interest-bearing
securities, public obligations mortgages,
hypothecs, corporate bonds, loans, de-
posits and current accounts. The term
"dividends" as used in the convention in-
cludes all distributions of the earnings
or profits of corporations. The term
"rentals and royalties" as used in Article
II of the convention includes rentals or
royalties arising from leasing real or im-
movable, or personal or movable prop-
erty, or from any interest in such prop-
erty, including rentals or royalties for
the use of, or for the privilege of using,
patents, copyrights, secret processes,
and formulae, goodwill, trade marks,
trade brands, franchises and other like
property.
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(2) By reason of the provisions of
paragraph 11 of the protocol, nonresident
aliens, residents of Canada, and Cana-
dian corporations and other Canadian
entities are entitled to any exemption,
deduction, credit, or other allowance or
reliefs accorded by the revenue laws of
the United States to nonresident alien
individuals and foreign corporations
generally. If, therefore, the terms "in-
terest", "dividends" and "rentals and
royalties" as used in the convention in-
clude items not subject to Federal tax,
such latter items remain nontaxable
under the convention.

(3) As to refund of tax withheld for
1941 in excess of the rates provided in the
convention, application of the reduced
rate of withholding under the conven-
tion, and instructions with respect to
United States and Canada withholding
agents as to withholding of the tax and
the filing of returns by such withholding
agents, see §§ 7.10 to 7.17.

§ 7.32 Dividends and interest paid by
Canadian corporations. (a) A dividend
paid by a foreign corporation constitutes
income from sources within the United
States, and hence is subject to tax in the
hands of nonresident alien or foreign
corporations, if 50 percent or more of the
gross income of the foreign corporation
paying such dividend is derived from
sources within the United States during
the period prescribed by the statute.
Section 119 (a) (2) (B), Internal Rev-
enue Code and 26 CFR, 1938 ed., Supps.,
19.119-3 (b) (Regulations 103). Interest
paid by a resident foreign corporation
constitutes Income from sources within
the United States, and hence is subject
to tax in the hands of a nonresident alien
individual or foreign corporation, if 20
percent or more of the gross income of
the foreign corporation paying such in-
terest is derived from sources within the
United States during the period pre-
scribed by the statute. Section 119 (a)
(1) (B), Internal Revenue Code and 26
CFR, 1938 ed., Supps., 19.119-2 (b)
(Regulations 103).

(b) Under the provisions of Article
XII of the convention, dividends and in-
terest paid by a Canadian corporation to
a nonresident alien resident in Canada,
or to another Canadian corporation are
not subject to Federal income tax re-
gardless of whether the corporation
paying such dividend or interest is a
resident foreign (as to the United States)
corporation and regardless of the per-

centage of its gross income derived from
sources within the United States, and
regardless further of whether such resi-
dent of Canada is a Canadian citizen.
However, such dividends and interest
still remain income from sources within
the United States if the conditions pre-
scribed in the cited sections of the In-
ternal Revenue Code are met. Such div-
idends and interest, t6 the extent they
constitute income from sources within
the United States, are, therefore, taken
into consideration in ascertaining
whether the dividends and interest paid
by the recipient Canadian corporation in
turn constitute income from sources
within the United States for the purpose
of taxation of nonresident alien individ-
uals, nonresident as to Canada, and of
foreign corporations, other than Cana-
dian corporations. If, for example, the
A Company, Ltd., a Canadian corpora-
tion, derives 75 percent of its gross in-
come in the form of dividends from the
B Company, Ltd., another Canadian cor-
poration which derives all of its gross
income from sources within the United
States, such dividends from the B Com-
pany, Ltd., to the A Company, Ltd., are
exempt from Federal income tax in the
hands of the A Company, Ltd. However,
any dividend paid by the A Company,
Ltd., to a nonresident alien individual,
nonresident as to Canada, or to a for-
eign corporation, other than a Canadian
corporation, is subject to Federal in-
come tax as constituting income from
sources within the United States to the
extent provided in section 119 (a) (2)
(B), Internal Revenue Code and regula-
tions thereunder.

§ 7.33 Canadian corporations; ex-
emptions from Federal taxation with
respect to accumulated surplus or undis-
tributed income. (a) Section 102 of the
Internal Revenue Code imposes (in ad-
dition to other taxes imposed by chapter
1 of such Code) a graduated income tax
or surtax upon any domestic or foreign
corporation formed or availed of to avoid
the imposition of the individual surtax
upon its shareholders or the share-
holders of any other corporation through
the medium of permitting earnings or
profits to accumulate instead of dividing
or distributing them. Such tax, how-
ever, does not apply in the case of per-
sonal holding companies as defined in
section 501 of the Internal Revenue Code
nor to foreign personal holding com-
panies as defined in Supplement B (sec-
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tion 331) of such Code. Section 500 of
the Internal Revenue Code imposes (in
addition to the taxes imposed by chapter
1 of such Code) a graduated income tax
or surtax upon corporations classified as
personal holding companies, regardless
of whether or not they are formed or
availed of to accumulate earnings or
profits for the purpose of avoiding
surtax upon shareholders. A foreign
corporation, whether resident or non-
resident, classified as a personal holding
company under section 501 (not includ-
ing a foreign personal holding company
as defined in section 331) is subject to
the tax imposed by section 500 with re-
spect to its income from sources within
the United States even though such in-
come is not fixed or determinable annual
or periodical income specified in section
231 (a).

(b) Under the provisions of Article
XIII of the convention, Canadian cor-
porations are subject to neither the tax
imposed by section 102, supra, nor the
tax imposed by section 500, supra, if
more than 50 percent of the outstanding
voting stock of such corporation is owned
directly or indirectly throughout the last
half of the taxable year by nonresident
alien individuals, residents of Canada.
To come within the scope of the exemp-
tion, the prescribed proportion of the
stock of the Canadian corporation con-
cerned must be so owned at all times
throughout the last half of the taxable
year in which the taxable status of the
corporation is involved. In determining
the ownership of the voting stock of the
Canadian corporation, the provisions of
Regulations 103 (26 CFR, 1938 ed. Supps.,
19.503 (a) (1)-(7), (b) (1)), shall, in-
sofar as not inconsistent with the
convention, be applicable in the admin-
istration of the provisions of the
convention.

§ 7.34 Adjustment o1 tax liability of
Canadians for 1940 and prior years. (a)
Article XIV (1) confers upon the Com-
missioner authority to adjust the tax
liability for 1935 and prior taxable years
of nonresident aliens, residents of Can-
ada, and Canadian corporations in any
case in which such tax.liability remained
unpaid as at the date of the signing of
the convention, March 4, 1942. Such.
provision, however, will not apply in any
case unless:

(1) The Commissioner is satisfied that
the additional income tax involved did
not arise by reason of fraud with intent
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to evade the tax on the part of the tax-
payer concerned and

(2) The taxpayer files with the Com-
missioner a notarized statement show-
ing for each year involved and for such
other years as the Commissioner may
require, (i) by items and classes of in-
come the amounts of interest, dividends,
rents, salaries, wages, premiums, annu-
ities, compensations, remunerations,
emoluments, or other fixed or deter-
minable annual or periodical income,
gains, profits and income derived from
sources within the United States; (ii)
the business transactions, if any, carried
on in the United States by or in behalf
of the taxpayer during each of such
years and (iii) such further information
as the Commissioner may require in the
particular case.

(b) In any case in which the Commis-
sioner deems it appropriate to exercise
the authority thus conferred, the result-
ing tax liability for any such year or
years may not exceed the amount of the
liability which would have been deter-
mined had the following been taken
into effect for such year or years:

(1) The Revenue Act of 1936 as mod-
ified by the tax convention between the
United States and Canada, effective
January 1, 1936, to April 29, 1941 but
this does not apply in the case of a cor-
poration organized under the laws of
Canada, more than 50 percent of the
outstanding voting stock of which was
owned directly or indirectly throughout
the last half of the taxable year by citi-
zens or residents of the United States;

(2) Article XII of the convention ex-
empting from United States tax divi-
dends and interest paid by a Canadian
corporation to individual residents of
Canada or to corporations organized un-
der the laws of Canada; (see § 7.32) and

(3) Article XIII of the convention ex-
empting Canadian corporations from the
tax imposed by the United States with
respect to accumulated or undistributed
earnings and profits, income or surplus
(see § 7.33).

(c) In any case in which the Commis-
sioner has exercised his authority to ap-
ply the provisions of Article XIV (1) (a)
of the convention, the aggregate amount
of interest and penalties cannot exceed 50
percent of the amount of the tax with
respect to which such interest and penal-
ties have been computed, if in such case
the taxpayer was not engaged in trade
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or business within the United States and
had no office or place of business therein
during the taxble year involved.

(d) Article XIV (b) of the convention
provides that the Federal income tax lia-
bility remaining unpaid as at March 4,
1942, the date of- signature of the Con-
vention, for taxable years beginning after
December 31, 1935, and prior to January
1, 1941, in the case of any nonresident
alien individual, a resident of Canada, or
a Canadian corporation shall be deter-
mined under the United States internal
revenue laws properly applicable thereto,
except that Article XII and Article XIII
of the convention shall be treated as be-
ing in effect for such year. (See §§ 7.32
and 7.33.) Since for such years the in-
come tax laws properly applicable thereto
are modified by the tax convention be-
tween the United States and Canada
effective January 1, 1936, there exists no
necessity to make application to the
Commissioner for the adjustment of the
tax liability for such years on such basis.

§ 7.35 Credit against United States tax
liability for income tax paid to Canada.
For the purpose of avoidance of double
taxation Article XV provides that, on the
part of the United States, there shall be
allowed against the United States income
and excess profits tax liability a credit for
any such taxes paid to Canada by United
States citizens or domestic corporations.
Such principle also applies in the case of
a citizen of Canada residing in the United
States. Such credit, however, is subject
to the limitations provided in section 131,
Internal Revenue Code (relating to the
credit for foreign taxes). See 26 CFR,
1938 ed., Supps., 19.131-1 to 19.131-8
(Regulations 103). The article is com-
plementary to the provisions of Article
XVII, which provides that the United
States In ascertaining the income and
excess profits tax of its citizens and resi-
dents and corporations may take into the
basis upon which such taxes are imposed
all items of income as though the con-
vention had not come into effect.

§ 7.36 Reciprocal regulations. Article
XVIII contemplates that both the United
States and Canada may prescribe regu-
lations for the purpose of carrying the
convention into effect within the respec-
tive countries and reciprocal rules relat-
ing to the exchange of information and
that in the formulation of such regu-
lations and rules the Commissioner and
the Minister may communicate with each
other directly and outside diplomatic

819592-49-4

channels. See paragraph 4 of the Pro-
tocol of the Convention. As used in
§§ 7.20 to 7.39 the term "Commissioner"
means Commissioner of Internal Reve-
nue or his duly authorized representa-
tive, and the term "Minister" means the
Minister of National Revenue of Canada
or his duly authorized representative.
See § 7.24 relating to allocation of income.

§ 7.37 Reciprocal administrative as-
sistance. (a) By Article XIX of the con-
vention, the United States and Canada
adopt the principle of exchange of inf or-
mation for use in the determination and
assessment of the taxes with which the
convention is concerned. See § 7.36.
Pursuant to such principle, every United
States withholding agent shall make and
file with the collector, in duplicate, an
information return on Form 1042B, for
the calendar year 1942 and each subse-
quent calendar year, in addition to with-
holding return, Form 1042, with respect
to the items of income from which a tax
of 15 percent was withheld from persons
whose addresses are in Canada (5 per-
cent in the case of dividends falling
within the scope of paragraph 2 of Arti-
cle XI of the convention). There shall
be reported on Form 1042B not only such
items of income listed on Form 1042, but
also such items of interest listed on
monthly returns, Form 1012, including
items of interest where the liability for
withholding is only 2 percent.

(b) The information and correspond-
ence relative to exchange of information
may be transmitted directly by the Com-
missioner to the Minister.

§ 7.38 Information to be furnished in
due course. In accordance with the pro-
visions of Article XX (1) of the conven-
tion, the Commissioner shall forward to
the Minister as soon as practicable after
the close of the calendar year 1942 and
of each calendar year thereafter during
which the convention is in effect the
names and addresses of all persons whose
addresses are within Canada and who de-
rive from sources within the United
States, dividends, interest, rents, royal-
ties, salaries, wages, pensions, and an-
nuities or other fixed or determinable an-
nual or periodical profits and income,
showing the amounts of such profits and
income in the case of each addressee.
For these purposes, the transmission to
the Minister of Information Return,
Form 1042B, as provided in § 7.37 for
the calendar year 1942 and subsequent
calendar years shall constitute a compli-

Page 27

§ 7.38

HeinOnline --  CFR, 1949 27 1949



Title 26-Internal Revenue

ance with the provisions of Article XX
(1) of the convention and of §§ 7.20 to
7.39.

§ 7.39 Information in specific cases.
Under the provisions of Article XXI of
the convention and upon request of the
Minister, the Commissioner may furnish
to the Minister any information avail-
able to, or obtainable by, the Commis-
sioner under the revenue laws relative
to the tax liability of any person
(whether or not a citizen or resident of
Canada) under the revenue laws of
Canada.

SUBPART-SWEDEN
AUTHORITY: §§ 7.200 to 7.218 issued under

63 Stat. 32, 467; 26 U. S. C. 62, 3791.
SOURCE: H§ 7.200 to 7.218 contained in

Treasury Decision 4975, 5 F. R. 2400.

§ 7.200 Introductory. (a) The tax
convention and protocol between the
United States and Sweden, referred to
In this subpart as the convention, pro-
claimed by the President of the United
States on December 12, 1939, and effec-
tive January 1, 1940, provides as follows:

ARTICLE I
The taxes referred to in this Convention

are:
(a) In the case of the United States of

America:
(1) The Federal income taxes, including

surtaxes and excess-profits taxes.
(2) The Federal capital stock tax.
(b) In the case of Sweden:
(1) The National income and property tax,

including surtax.
(2) The National special property tax.
(3) The communal income tax.
It is mutually agreed that the present Con-

vention shall also apply to any other or ad-
ditional taxes imposed by either contracting
State, subsequent to the date of signature of
this Convention, upon substantially the same
bases as the taxes enumerated herein.

The benefits of this Convention shall ac-
crue only to citizens and residents of the
United States of America, to citizens and
residents of Sweden and to, United States
or Swedish corporations and other entities.

ARTICLE II

An enterprise of one of the contracting
States is not subject to taxation by the
other contracting State in respect of its in-
dustrial and commercial profits except in re-
spect of such profits allocable to its perma-
nent establishment in the latter State. The
income thus taxed in the latter State shall
be exempt from taxation in the former State.

No account shall be taken, in determining
the tax in one of the contracting States, of
the mere purchase of merchandise effected
therein by an enterprise of the other State.

The competent authorities of the two con-
tracting States may lay down rules by agree-
ment for the apportionment of industrial
and commercial profits.

ARTICLE III

When an enterprise of one of the con-
tracting States, by reason of its participation
in the management or capital of an enter-
prise of the other contracting State, makes or
imposes on the latter in their commercial or
financial relations conditions different from
those which would be made with an inde-
pendent enterprise, any profits which should
normally have appeared in the balance sheet
of the latter enterprise but which have been
in this manner diverted to the former enter-
prise may, subject to applicable measures of
appeal, be incorporated in the taxable profits
of the latter enterprise. In such case conse-
quent rectifications may be made in the ac-
counts of the former enterprise.

ARTICLE IV

Income which an enterprise of one of the
contracting States derives from the opera-
tion of ships or aircraft registered in that
State is taxable only in the State in which
registered. Income derived by such an en-
terprise from the operation of ships or air-
craft not so registered shall be subject to
the provisions of Article II.

ARTICLE V

Income of whatever nature derived from
real property, including gains derived from
the sale of such property, but not including
interest from mortgages or bonds secured by
real property, shall be taxable only in the
contracting State in which the real property
is situated.

ARTICLE VI

Royalties from real property or in respect
of the operation of mines, quarries, or other
natural resources shall be taxable only in
the contracting State in which such prop-
erty, mines, quarries, or other natural re-
sources are situated.

Other royalties and amounts derived from
within one of the contracting States by a
resident or by a corporation or other entity
of the other contracting State as considera-
tion for the right to use copyrights, pat-
ents, secret processes and formulas, trade-
marks and other analogous rights, shall be
exempt from taxation in the former State.

ARTICLE VII

1. Dividends shall be taxable only in the
contracting State in which the shareholder
is resident or, if the shareholder is a corpora-
tion or other entity, in the contracting State
in which such corporation or other entity is
created or organized; provided, however, that
each contracting State reserves the right to
collect and retain (subject to applicable pro-
visions of its revenue laws) the taxes which,
under its revenue laws, are deductible at the
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source, but not in excess of 10 per centum
of the amount of such dividends. For the
purposes of this Article the National income
and property tax imposed by Sweden shall
be deemed to be a tax deducted at the
source.

2. Notwithstanding the provisions of Ar-
ticle XXII of this Convention, the provisions
of this Article may be terminated by either
of the contracting States at the end of two
years from the date upon which this Con-
vention enters into force or at any time
thereafter, provided at least six months'
prior notice of termination is given, such
termination to become effective on the first
day of January following the expiration of
such six-month period. In the event the
provisions of this Article are terminated, the
provisions of-

(1) Article XIII (2), in so far as they re-
late to the special property tax imposed by
Sweden upon shares in a corporation;

(2) Article XIV (b) (2), relating to the
allowance of an additional deduction from
taxes on dividends; and

(3) Article XVI, in so far as they relate
to exchange of information with respect to
dividends,

will likewise terminate.

ARTICLE VIII

Interest on bonds, notes, or loans shall
be taxable only in the contracting State in
which the recipient of such Interest is a
resident or, in the case of a corporation or
other entity, in the State in which the
corporation or other entity is created or or-
ganized; Provided, however, That each con-
tracting State reserves the right to collect
and retain (subject to applicable provisions
of its revenue laws) the taxes which, under
its revenue laws, are deductible at the source.

ARTICLE IX

Gains derived in one of the contracting
States from the sale or exchange of capital
assets by a resident or a corporation or other
entity of the other contracting State shall
be exempt from taxation in the former
State, provided such resident or corporation
or other entity has no permanent establish-
ment in the former State.

ARTICLE X

Wages, salaries and similar compensation
and pensions paid by one of the contracting
States or by the political subdivisions or
territories or possessions thereof to indi-
viduals residing in the other State shall be
exempt from taxation in the latter State.

Private pensions and life annuities derived
from within one of the contracting States
and paid to individuals residing in the other
contracting State shall be exempt from taxa-
tion in the former State.

ARTICLE XI

(a) Compensation for labor or personal
services, including the practice of the lib-

f Internal Revenue § 7.200

eral professions, shall be taxable only in the
contracting State in which such services
are rendered.

(b) The provisions of paragraph (a) are,
however, subject to the following excep-
tions:

A resident of Sweden shall be exempt from
United States tax upon compensation for
labor or personal services performed within
the United States of America if he fails
within either of the following classifica-
tions:

1. He is temporarily present within the
United States of America for a period or
periods not exceeding a total of one hun-
dred eighty days during the taxable year
and his compensation is received for labor
or personal services performed as an em-
ployee of, or under contract with, a resident
or corporation or other entity of Sweden; or

2. He is temporarily present in the United
States of America for a period or periods
not exceeding a total of ninety days during
the taxable year and the compensation
received for such services does not exceed
$3,000.00 in the aggregate.
In such cases Sweden reserves the right to
the taxation of such income.

(c) The provisions of paragraph (b) of
this Article shall apply, mutatis mutandis,
to a resident of the United States of Amer-
ica deriving compensation for personal serv-
Ices performed within Sweden.

(d) The provisions of paragraphs (b) and
(c) of this Article shall have no application
to the professional earnings of such individ-
uals as actors, artists, musicians and profes-
sional athletes.

(e) The provisions of this Article shall
have no application to the income to which
Article X relates.

ARTICLE XII

Students or business apprentices from one
contracting State residing in the other con-
tracting State exclusively for purposes of
study or for acquiring business experience
shall not be taxable by the latter State in
respect of remittances received by them from
within the former State for the purposes of
their maintenance or studies.

ARTICLE XIII

(1) If the property consists of:
(a) Immovable property and accessories

appertaining thereto;
In the case of taxes on property or incre-

ment of property the following provisions
shall be applicable:

(b) Commercial or industrial enterprises,
including maritime shipping and air trans-
port undertakings;
the tax may be levied only in that contract-
Ing State which is entitled under the pre-
ceding Articles to tax the income from such
property.

(2) In the case of all other forms of prop-
erty, the tax may be levied only in that con-
tracting State where the taxpayer has his
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residence or, in the case of a corporation or
other entity, in the contracting State where
the corporation or other entity has been
created or organized.

The same principles shall apply to the
United States capital stock tax with respect
to corporations of Sweden having capital or
other property in the United States of
America.

ARTICLE XIV

It is agreed that double taxation shall be
avoided in the following manner:

(a) Notwithstanding any other provision
of this Convention, the United States of
America in determining the income and
excess-profits taxes, including all surtaxes,
of its citizens or residents or corporations
may include in the basis upon which such
taxes are imposed all items of income tax-
able under the revenue laws of the United
States of America as though this Convention
had not come into effect. The United States
of America shall, however, deduct the amount
of the taxes specified in Article I (b) (1)
and (3) of this Convention or other like
taxes from the income tax thus computed
but not in excess of that portion of the
income tax liability which the taxpayer's
net income taxable in Sweden bears to his
entire net income.

(b) (1) Notwithstanding any other provi-
sion of this Convention, Sweden, in deter-
mining the graduated tax on income and
property of its residents or corporations or
other entities, may include in the basis upon
which such tax is imposed all items of
income and property subject to such tax
under the taxation laws of Sweden. Sweden
shall, however, deduct from the tax so cal-
culated that portion of such tax liability
which the taxpayer's income and property
exempt from taxation in Sweden under the
provisions of this Convention bears to his
entire income and property.

(2) There shall also be allowed by Sweden
from its National income and property tax
a deduction offsetting the tax deducted at
the source in the United States of America,
amounting to not less than 5 per centum
of the dividends from within the United
States of America and subject to such tax
In Sweden. It is agreed that the United
States of America shall allow a similar credit
against the United States income tax lia-
bility of citizens of Sweden residing in the
United States of America.

ARTICLE XV

With a view to the more effective imposi-
tion of the taxes to which the present Con-
vention relates, each of the contracting
States undertakes, subject to reciprocity, to
furnish such Information in the matter of
taxation, which the authorities of the State
concerned have at their disposal or are in a
position to obtain under their own law, as
may be of use to the authorities of the
other State in the assessment of the taxes
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in question and to lend assistance in the
service of documents in connection there-
with. Such information and correspondence
relating to the subject matter of this Arti-
cle shall be exchanged between the compe-
tent authorities of the contracting States in
the ordinary course or on demand.

ARTICLE XVI

1. In accordance with the preceding arti-
cle, the competent authorities of the United
States of America shall forward to the com-
petent authorities of Sweden as soon as prac-
ticable after the close of each calendar year
the following information relating to such
calendar year:

(a) The names and addresses of all ad-
dressees within Sweden deriving from sources
within the United States of America divi-
dends, interest, royalties, pensions, annuities,
or other fixed or determinable annual or pe-
riodical income, showing the amount of such
income with respect to each addressee;

(b) Any particulars which the competent
United States authorities may obtain from
banks, savings banks or other similar insti-
tutions concerning assets belonging to in-
dividuals resident in Sweden or to Swedish
corporations or other entities;

(c) Any particulars which the competent
United States authorities may obtain from
inventories in the case of property passing
on death concerning debts contracted with
individuals resident in Sweden or Swedish
corporations or other entities.

2. The competent authorities of Sweden
shall forward to the competent authorities
of the United States of America as soon as
practicable after the close of each calendar
year the following information relating to
such calendar year:

(a) The particulars contained in the forms
delivered to the Swedish authorities in con-
nection with the payment to individuals or
corporations or other entities whose ad-
dresses are within the United States of
America of dividends on shares In a cor-
poration or participation certificates in co-
operative societies, and interest on bonds or
other similar securities;

(b) The particulars contained in permits
accorded to individuals resident in the United
States of America or to United States cor-
porations or other entities to enable them to
acquire for business purposes immovable
property situated in Sweden;

(c) Any particulars which the central
Swedish authorities may obtain from banks,
savings banks or other similar institutions
concerning assets belonging to individuals
resident in the United States of America or
to United States corporations or other
entities;

(d) Any particulars which the central
Swedish authorities may obtain from inven-
tories in the case of property passing on
death, concerning debts contracted with in-
dividuals resident of the United States of
America, or United States corporations or
other entities;
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(e) A list of the names and addresses of
all United States citizens resident in the
United States of America who have made
declarations to the Central Committee in
Stockholm in charge of the taxation of tax-
payers not resident in Sweden for purposes of
the Swedish tax on income and property;

(f) Particulars concerning annuities and
pensions, public or private, paid to individ-
uals resident in the United States of America.

ARTICLE XVII

Each contracting State undertakes, in the
case of citizens or corporations or other en-
tities of the other contracting State, to lend
assistance and support in the collection of the
taxes to which the present Convention re-
lates, together with interest, costs, and ad-
ditions to the taxes and fines not being of a
penal character. The contracting State mak-
ing such collection shall be responsible to the
other contracting State for the sums thus
collected.

In the case of applications for enforcement
of taxes, revenue claims of each of the con-
tracting States which have been finally de-
termined shall be accepted for enforcement
by the other contracting State and collected
in that State in accordance with the laws ap-
plicable to the enforcement and collection of
Its own taxes. The State to which applica-
tion is made shall not be required to enforce
executory measures for which there is no
provision in the law of the State making the
application.

The applications shall be accompanied by
such documents as are required by the laws
of the State making the application to estab-
lish that the taxes have been finally
determined.

If the revenue claim has not been finally
determined the State to which application is
made may, at the request of the other con-
tracting State, take such measures of con-
servancy as are authorized by the revenue
laws of the former State.

ARTICLE XVIII

The competent authority of each of the
contracting States shall be entitled to ob-
tain, through diplomatic channels, from the
competent authority of the other contracting
State, particulars in concrete cases relative
to the application to citizens or to corpora-
tions or other entities of the former State,
of the taxes to which the present Convention
relates. With respect to particulars in other
cases, the competent authority of each of
the contracting States will give consideration
to requests from the competent authority
of the other contracting State.

ARTICLE XIX

In no case shall the provisions of Article
XVII, relating to mutual assistance in the
collection of taxes, or of Article XVIII, relat-
ing to particulars in concrete cases, be con-
strued so as to impose upon either of the
contracting States the obligation

f Internal Revenue § 7.200

(1) to carry out administrative measures
at variance with the regulations and prac-
tice of either contracting State, or

(2) to supply particulars which are not
procurable under its own legislation or that
of the State making application.

The State to which application is made
for information or assistance shall comply
as soon as possible with the request ad-
dressed to it. Nevertheless, such State may
refuse to comply with the request for reasons
of public policy or if compliance would
involve violation of a business, industrial
or trade secret or practice. In such case
it shall inform, as soon as possible, the
State making the application.

ARTICLE XX

Where a taxpayer shows proof that the ac-
tion of the revenue authorities of the con-
tracting States has resulted in double taxa-
tion in his case in respect of any of the taxes
to which the present Convention relates, he
shall be entitled to lodge a claim with the
State of which he is a citizen or, if he is not
a citizen of either of the contracting States,
with the State of which he is a resident, or,
if the taxpayer is a corporation or other
entity, with the State in which it is created
or organized. Should the claim be upheld,
the competent authority of such State may
come to an agreement with the competent
authority of the other State with a view to
equitable avoidance of the double taxation
in question.

ARTICLE XXI

The competent authorities of the two con-
tracting States may prescribe regulations nec-
essary to interpret and carry out the provi-
sions of this Convention. With respect to the
provisions of this Convention relating to ex-
change of information, service of documents
and mutual assistance In the collection of
taxes, such authorities may, by common
agreement, prescribe rules concerning mat-
ters of procedure, forms of application and
replies thereto, conversion of currency, dis-
position of amounts collected, minimum
amounts subject to collection and related
matters.

ARTICLE XXII

The present Convention shall be ratified,
in the case of the United States of America,
by the President, by and with the advice and
consent of the Senate, and in the case of
Sweden, by His Majesty the King, with the
consent of the Riksdag. The ratifications
shall be exchanged at Stockholm.

This Convention shall become effective on
the first day of January following the ex-
change of the instruments of ratification and
shall apply to income realized and property
held on or after that date. The Convention
shall remain in force for a period of five years
and indefinitely thereafter but may be termi-
nated by either contracting State at the end
of the five-year period or at any time there-
after, provided at least six months' prior no-
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tice of termination has been given, the termi-
nation to become effective on the first day of
January following the expiration of the six-
month period.

In witness whereof the respective Pleni-
potentiaries have signed this Convention and
have affixed their seals hereto.

Done in duplicate, in the English and
Swedish languages, both authentic, at Wash-
ington, this twenty-third day of March,
nineteen hundred and thirty-nine.

For the President of the United States of
America:

SUMNER WELLES [SEAL]

For His Majesty the King of Sweden:
W. BosTR m [SEAL]

PROTOCOL

At the moment of signing the Convention
for the avoidance of double taxation, and the
establishment of rules of reciprocal adminis-
trative assistance in the case of income and
other taxes, this day concluded between the
United States of America and Sweden, the
undersigned Plenipotentiaries have agreed
that the following provisions shall form an
integral part of the Convention:

1. As used in this Convention:
(a) The term "permanent establishment"

includes branches, mines and oil wells, plan-
tations, factories, workshops, warehouses,
offices, agencies, installations, and other fixed
places of business of an enterprise but does
not include the casual or temporary use of
merely storage facilities. A parmanent es-
tablishment of a subsidiary corporation shall
-not be deemed to be a permanent establish-
ment of the parent corporation. When an
enterprise of one of the contracting States
carries on business in the other State through
an employee or agent, established there, who
has general authority to contract for his em-
ployer or principal, it shall be deemed to have
a permanent establishment in the latter
State. But the fact that an enterprise of
one of the contracting States has business
dealings in the other State through a bona
fide commission agent, broker or custodian
shall not be held to mean that such enter-
prise has a permanent establishment in the
latter State.

(b) The term "enterprise" includes every
form of undertaking whether carried on by
an individual, partnership, corporation, or
any other entity.

(c) The term "enterprise of one of the
contracting States" means, as the case may
be, "United States enterprise" or "Swedish
enterprise".

(d) The term "United States enterprise"
means an enterprise carried on in the United
States of America by a resident of the United
States of America or by a United States cor-
poration or other entity; the term "United
States corporation or other entity" means
a partnership, corporation or other entity
created or organized in the United States
of America or under the law of the United
States of America or of any State or Terri-
tory of the United States of America.

(e) The term "Swedish enterprise" is de-
fined in the same manner, mutatis mutandis,
as the term "United States enterprise".

2. The term "corporation" includes asso-
ciations, joint-stock companies, and insur-
ance companies.

3. A citizen of one of the contracting
States not residing in either shall be deemed,
for the purpose of this Convention, to be a
resident of the contracting State of which
he is a citizen.

When doubt arises with respect to resi-
dence or with respect to the taxable status
of corporations or other entities, the com-
petent authorities of the two contracting
States may settle the question by mutual
agreement.

4. The provisions of Swedish law concern-
ing the taxation of the undivided estates of
deceased persons shall not apply where the
beneficiaries are directly liable to taxation in
the United States of America.

5. The term "life annuities" referred to in
Article X of this Convention means a stated
sum payable periodically at stated times
during life, or during a specified number of
years, under an obligation to make the pay-
ments in consideration of a gross sum paid
for such obligation.

6. The Swedish so-called "fees tax" (be-
villingsavglft for vissa offentliga forestall-
ningar) based on gross income in so far as
it affects such individuals as actors, artists,
musicians and professional athletes shall be
deemed to be an income tax for the purposes
of Article XIV (a).

The credit for taxes provided in Article
XIV shall have no application to taxes de-
ducted at the source from dividends and
interest except to the extent provided in
paragraph (b) (2) of that Article.

In the application of the provisions of this
Convention the benefits of section 131 of the
United States Revenue Act of 1938, relating
to credits for foreign taxes shall be accorded
but the credit provided for in Article XIV (a)
shall not extend to United States evcess-
profits taxes nor to the surtax imposed on
personal holding companies.

7. Citizens of each of the contracting
States residing within the other contracting
State shall not be subjected in the latter State
to other or higher taxes than are imposed
upon the citizens of such latter State.

8. The provisions of this Convention shall
not be construed to deny or affect in any
manner the right of diplomatic and consular
officers to other or additional exemptions
now enjoyed or which may hereafter be
granted to such officers, nor to deny to either
of the contracting States the right to subject
to taxation its own diplomatic and consular
officers.

9. The provisions of the present Conven-
tion shall not be construed to restrict in any
manner any exemption, deduction, credit or
other allowance accorded by the laws of one
of the contracting States in the determina-
tion of the tax imposed by such State.
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10. In the administration of the provisions
of this Convention relating to exchange of
information, service of documents, and mu-
tual assistance in collection of taxes, fees
and costs incurred in the ordinary course
shall be borne by the State to which applica-
tion is made but extraordinary costs inci-
dent to special forms of procedure shall be
borne by the applying State.

11. Documents and other communications
or information contained therein, trans-
mitted under the provisions of this Conven-
tion by one of the contracting States to the
other contracting State shall not be pub-
lished, revealed or disclosed to any person
except to the extent permitted under the
laws of the latter State with respect to Simi-
lar documents, communications or informa-
tion.

12. As used with respect to revenue claims
in Article XVII of this Convention the term
"finally determined" shall be deemed to
mean:

(a) In the case of Sweden, claims which
have been finally established, even though
still open to revision by exceptional pro-
cedure;

(b) In the case of the United States of
America, claims which are no longer ap-
pealable, or which have been determined by
decision of a competent tribunal, which de-
cision has become final.

13. As used in this Convention the term
"competent authority" or "competent au-
thorities" means, in the case of the United
States of America, the Secretary of the Treas-
ury and in the case of Sweden, the Finance
Ministry.

14. The term "United States of America"
as used in this Convention in a geographical
sense includes only the States, the Territories
of Alaska and Hawaii, and the District of
Columbia.

15. Should any difficulty or doubt arise as
to the interpretation or application of the
present Convention, or its relationship to
Conventions between one of the contracting
States and any other State, the competent
authorities of the contracting States may
settle the question by mutual agreement.

16. The present Convention and Protocol
shall not be deemed to affect the exchange
of notes between the United States of Amer-
ica and Sweden providing relief from double
income taxation on shipping profits, signed
March 31, 1938.

Done at Washington, this twenty-third day
of March, nineteen hundred and thirty-nine.

SUMNER WELLES [SEAL]
W. BOSTRbM [SEAL I

And whereas the said convention and the
said protocol have been duly ratified on both
parts and the ratifications of the two Govern-
ments were exchanged at Stockholm on the
fourteenth day of November, one thousand
nine hundred and thirty-nine;

And whereas, as is provided in Article
XXII, the said convention shall become ef-
fective on the first day of January fol-

lowing the exchange of the instruments of
ratification;

Now, therefore, be it known that I, Frank-
lin D. Roosevelt, President of the United
States of America, have caused the said con-
vention and the said protocol to be made
public to the end that the same and every
article, clause and part thereof may be ob-
served and fulfilled with good faith by the
United States of America and the citizens
thereof on and from the first day of January,
one thousand nine hundred and forty.

In testimony whereof, I have hereunder set
my hand and caused the Seal of the United
States of America to be affixed.

Done at the city of Washington this twelfth
day of December, in the year of our Lord

one thousand nine hundred and
[SEAL] thirty-nine, and of the Independence

of the United States of America the
one hundred and sixty-fourth.

FRANKLIN D ROOSEVELT
By the President:

CORDELL HULL
Secretary of State.

(b) The Internal Revenue Code pro-
.vides in part as follows:

SEC. 22. GROSS INCOME.

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

* * * S S

(7) Income exempt under treaty. Income
of any kind, to the extent required by any
treaty obligation of the United States;

SEC. 62. RULES AND REGULATIONS.
The Commissioner, with the approval of

the Secretary, shall prescribe and publish
all needful rules and regulations for the
enforcement of this chapter.

§ 7.201 Scope of this subpart. (a) The
primary purposes of the convention, to
be accomplished on a mutually reciprocal
basis, are the avoidance of double taxa-
tion, exchange of fiscal information com-
plementary to those provisions of the
convention relating to avoidance of
double taxation, and mutual assistance in
the collection of the taxes to which the
convention relates. The regulations in
this subpart deal primarily with the ef-
fect of the convention upon the determi-
nation of taxable income from sources
within the United States of nonresident
alien individuals resident in Sweden and
of Swedish corporations and other
Swedish entities, and with the informa-
tion to be made available to the Finance
Minister of Sweden.

(b) The specific classes of income from
sources within the United States exempt
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by reason of the convention from United
States income tax are:

(1) Industrial and commercial profits
of a Swedish enterprise having no per-
manent establishment in the United
States (Article ID ;

(2) Income derived by a Swedish en-
terprise from the operation of ships or
aircraft registered in Sweden (Article
IV);

(3) Royalties and amounts derived by
a nonresident alien individual resident
in Sweden or by a Swedish corporation
or other entity as consideration for the
right to use copyrights, patents, secret
processes and formulas, trade-marks and
other analogous rights (Article VI);

(4) Gains derived from the sale or
exchange of capital assets by a nonresi-
dent alien individual resident in S*eden,
or by a Swedish corporation or other
entity, having no permanent establish-
ment in the United States (Article IX);

(5) Wages, salaries and similar com-
pensation and pension paid by Sweden
or by a political subdivision thereof to
individuals (other than citizens of the
United States) temporarily residing In
the United States (Article X) ;

(6) Private pensions and life annuities
paid to nonresident alien individuals re-
siding in Sweden (Article X);

(7) Compensation for labor or per-
sonal services performed within the
United States by a nonresident alien in-
dividual resident in Sweden, such ex-
emption being, however, subject to the
limitations set forth in Article XI of the
convention and in § 7.212,

(8) Remittances from sources within
Sweden (if and to the extent that they
constitute gross income without regard
to this convention) received in the
United States by a nonresident alien in-
dividual resident of Sweden who is tem-
porarily resident in the United States for
the purposes of study or for acquiring
business experience, such remittances
being for the purposes of their main-
tenance or studies (Article XII).

(c) The convention does not affect the
liability to United States income tax of
Swedish citizens resident in the United
States except to the extent such citi-
zens are entitled to the benefits of Ar-
ticle XIV of the convention. For the
purposes of the convention, an individ-
ual resident in neither Sweden nor the
United States and claiming the benefits
of the convention as a citizen of Sweden
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shall be deemed to be a resident of Swe-
den if it is shown to the satisfaction of
the Commissioner that he is such citi-
zen. With respect to dividends and in-
terest, see § 7.209.

(d) Except as to those items of income
expressly exempted by the convention,
the income tax liability of a nonresident
alien individual resident of Sweden and
of a Swedish corporation or other entity
is determined in accordance with the
provisions of the internal revenue laws
of the United States and the regulations
thereunder applicable generally to the
taxation of nonresident alien individuals
and foreign corporations.

(e) Except insofar as concerns divi-
dends, the convention makes no refer-
ence to rates of taxation imposed by the
United States.

§ 7.202 Definitions. (a) Any word
or term used in this subpart which is de-
fined in the convention shall be given the
definition assigned to such word or term
in such convention. Any word or term
used in this subpart which is not defined
in the convention but is defined in the
Internal Revenue Code shall be given the
definition contained therein.

(b) As used in this subpart:
(1) The term "permanent establish-

ment" Includes branches, mines and oil
wells, plantations, factories, workshops,
warehouses, offices, agencies, installa-
tions and other fixed places of business
of an enterprise but does not include the
casual or temporary use of merely stor-
age facilities. A Swedish parent corpo-
ration having a subsidiary corporation
which latter corporation has a perma-
nent establishment in the United States
will not be deemed, by reason of such
fact, to have itself a permanent estab-
lishment in the United States. A Swed-
ish enterprise as defined in the conven-
tion carrying on business in the United
States through an employee or agent, es-
tablished in the United States, who has
general authority to contract for his
employer or principal, shall be deemed
to have a permanent establishment in
the United States. However, business
dealings in the United States by a Swed-
ish enterprise through a bona fide com-
mission agent, broker or custodian do
not constitute a permanent establish-
ment in the United States.

(2) The term "enterprise" means any
commercial or industrial undertaking
whether conducted by an Individual,
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partnership, corporation or any other
entity. It Includes such activities as
manufacturing, merchandising, mining,
banking and insurance. It does not in-
clude the operation of, or the trading in,
real property located in the United
States. It does not include the rendition
of personal services. Hence, a nonresi-
dent alien individual, a resident of Swe-
den, rendering personal services within
the United States, is not merely by reason
of such services, engaged in an enter-
prise within the meaning of the conven-
tion and his liability to Federal Income
tax is unaffected by Article 31 of the
convention.

(3) The term "Swedish enterprise"
means an enterprise carried on in Sweden
by a nonresident alien individual resi-
dent in Sweden or by a Swedish corpora-
tion or other entity. The term "Swedish
corporation or other entity" means a
partnership, corporation or other entity
created or organized in Sweden or under
the laws of Sweden. For example, an
enterprise carried on wholly without
Sweden by a nonresident alien individual
resident In Sweden is not a Swedish en-
terprise within the meaning of the
convention.

(4) The term "industrial and com-
mercial profits" means the profits aris-
ing from the industrial, mercantile,
manufacturing or like undertakings of
a Swedish enterprise as defined in this
section. Such term does not include
dividends, interest, compensation for
labor or personal services, or Income de-
rived from real property or from any
interest in such property, including
rentals and royalties therefrom and gain
from the sale or disposition thereof.
Such latter items of income are not gov-
erned by the provisions of Article II but
are subject to the rules elsewhere set
forth in the convention and in this sub-
part with respect to such specific items
of income. As to gains from the sale or
exchange of capital assets, see § 7.210.

§ 7.203 Scope of convention with re-
spect to determination of "industrial and
commercial profits" of a nonresident
alien individual resident of Sweden or of
a Swedish corporation or other entity
carrying on a Swedish enterprise in the
United States-(a) General. Article II
of the convention adopts the principle
that an enterprise of one of the con-
tracting States shall not be taxable in
the other contracting State in respect of
its industrial and commercial profits

unless it has a permanent establishment
in the latter State. Hence, a Swedish
enterprise is subject to tax upon its In-
dustrial and commercial profits from
sources within the United States only if
it has a permanent establishment
within the United States. From the
standpoint of Federal income taxation,
the article has application only to a
Swedish enterprise and to the Industrial
and commercial income thereof from
sources within the United States. It has
no application, for example, to compen-
sation for labor or personal services
performed in the United States nor to
income derived from real property lo-
cated in the United States nor to any
interest in such property, including
rentals and royalties therefrom, nor to
gains from the sale or disposition thereof
nor to dividends and Interest. Such
latter items of income are treated sep-
arately elsewhere in the regulations in
this subpart and are subject to the rules
laid down in the sections having specific
reference to the respective items of in-
come: As to what is a "Swedish enter-
prise", a permanent establishment" and
"industrial and commercial profits," see
§ 7.202.

(b) No United States permanent es-
tablishment. A nonresident alien in-
dividual resident In Sweden or a Swedish
corporation or other entity, carrying on
a Swedish enterprise but having no per-
manent establishment in the United
States is not subject to United States
income tax upon industrial and com-
mercial profits from sources within the
United States. For example, If such
Swedish corporation sells stock In trade
such as iron ore or wood pulp through
a bona fide commission agent or broker
in the United States, the resulting profit
is, under the terms of Article II of the
convention, exempt from United States
income tax. Such Swedish corporation,
however, remains subject to tax upon all
other items of income from sources
within the United States and not ex-
pressly exempted from such tax under
the convention. However, see §§ 7.208,
7.210, 7.211 and 7.212.

(c) United States permanent estab-
lishment. A nonresident alien Individ-
ual resident in Sweden or a Swedish
corporation or other entity, carrying on
a Swedish enterprise having a perma-
nent establishment in the United States
is subject to tax upon his or its indus-
trial and commercial profits from
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sources within the United States. In the
determination of the income of such
resident of Sweden or Swedish corpora-
tion or other entity from sources within
the United States, all industrial and
commercial profits from sources within
the United States shall be deemed to be
allocable to the permanent establish-
ment within the United States. The net
income from sources within the United
States, including the industrial and
commercial profits, shall be determined
in accordance with the provisions of
section 119, Internal Revenue Code, and
regulations thereunder. In determining
such income, no account shall be taken
of the mere purchase of merchandise
effected in the United States by such
Swedish enterprise.

§ 7.204 Control o a domestic enter-
prise by a Swedish enterprise. Article
Il of the convention provides that if a

Swedish enterprise by reason of its con-
trol of a domestic business imposes con-
ditions different from those which would
result from normal bargaining between
independent enterprises, the accounts be-
tween the enterprises will be adjusted so
as to ascertain the true net income of the
domestic enterprises. The purpose is to
place the controlled domestic enterprise
on a tax parity with an uncontrolled do-
mestic enterprise by determining, accord-
ing to the standard of an uncontrolled
enterprise, the true net income from the
property and business of the controlled
enterprise. The convention contem-
plates that if the accounting records do
not truly reflect the net income from
the property and business of such do-
mestic enterprise the Commissioner shall
intervene and, by making such distribu-
tions, apportionments or allocations as
he may deem necessary of gross income
or deductions or of any item or element
affecting net income as between such do-
mestic enterprise and the Swedish en-
terprise by which it is controlled or di-
rected, determine the true net income of
the domestic enterprise. The provisions
of 26 CFR, 1938 ed., Supps., 19.45-1 (Reg-
ulations 103) shall, insofar as applicable,
be followed in the determination of the
net income of the domestic business.

§ 7,205 Income from operation of ships
or aircraft. The income derived by a
Swedish enterprise from the operation of
ships or aircraft registered in Sweden is
exempt from United States income tax.
However, the profits derived by such en-
terprise from the operation of ships or

aircraft not so registered are treated as
are Industrial and commercial profits
generally. See Article II of the conven-
tion and § 7.203.

§ 7.206 Income from real property.
Income of whatever nature derived by a
nonresident alien individual resident in
Sweden or by a Swedish corporation or
other entity from real property situated
in the United States, including gains de-
rived from the sale of such property, is
not exempt from taxation by the con-
vention. The treatment of such income
Xor taxation purposes is governed by
those provisions of the Internal Revenue
Code applicable generally to the taxation
of nonresident aliens and foreign corpo-
rations. Interest derived from mort-
gages or bonds secured by real property
does not constitute income from real
property within the meaning of the
convention but is subject to the provi-
,sions applicable to interest generally.
See Article VIII of the convention and
§ 7.209.

§ 7.207 Mineral royalties. Royalties
derived by a nonresident alien individ-
ual resident in Sweden or by a Swedish
corporation or other entity from real
property or in respect of the operation
of mines, quarries, timber or other natu-
ral resources situated in the United
States are not exempt from taxation
under the convention. Such items of
income are subject to taxation under the
provisions of the Internal Revenue Code
applicable generally to the taxation of
nonresident aliens and foreign corpora-
tions.

§ 7.208 Patent and copyright royal-
ties. (a) Royalties and amounts derived
from sources within the United States by
a nonresident alien individual resident in
Sweden or by a Swedish corporation or
other entity (if such corporation or en-
tity is not a resident of the United
States) as consideration for the right to
use copyrights, patents, secret processes
and formulas, trade-marks and other
analogous rights are exempt from Fed-
eral income taxation under the provi-
sions of Article VI of the convention.
Such items are therefore not subject to
the withholding provisions of the inter-
nal Revenue Code. Such exemption does
not, however, apply in the case of a Swed-
ish corporation engaged in trade or busi-
ness within the United States or having
an office or place of business therein.
Such corporation is a resident Swedish
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corporation and hence the provisions of
Article XIV (a) are applicable.

(b) To obviate withholding of the tax
at the source, the alien individual resi-
dent in Sweden. or Swedish corporation
or other entity should by letter, notify
the payor of the Income that such in-
come is exempt from Federal income is
exempt from Federal income taxation
under the provisions of the convention.
Such letter from such resident of Sweden
shall contain his address and a state-
ment that he is a resident of Sweden.
The letter from such corporation or
other entity shall contain the address of
its office or place of business and a state-
ment that it is a corporation or other
entity organized under- the laws of
Sweden and shall be signed by an officer
of the corporation or other entity giving
his official title. The letter of notifica-
tion of a copy thereof should be imme-
diately forwarded by the recipient to the
Commissioner of Internal Revenue,
Withholding Returns Section, Washing-
ton 25, D. C., United States of America.

§ 7.209 Dividends and interest. (a)
In general dividends derived from sources
within the United States by a nonresi-
dent alien individual resident in Sweden
or by a Swedish corporation or other
entity remain subject to taxation un-
der the provisions of the Internal Reve-
nu Code applicable generally to the tax-
ation of nonresident alien individuals
and foreign corporations. See Article
XIV (a) of the convention. However,
for a period of at least 2 years begin-
ning on January 1, 1940, the tax in the
case of such alien individual resident in
Sweden or such Swedish corporation or
other entity (nonresident as to the
United States) shall not exceed 10 per-
cent of the amount of such dividends.
See Article VII of the convention.
Hence, the higher rates applicable gen-
erally in the case of nonresident alien
individuals subject to the provisions of
section 211 (c), Internal Revenue Code,
are not applicable to dividends received
by nonresident alien individuals who are
residents of Sweden.

(b) The taxation of interest derived
from sources within the United States
by a nonresident alien individual resi-
dent in Sweden or by a Swedish corpo-
ration or other entity is not affected by
the convention except that in the case of
such individual such Interest is subject
only to the rate of tax imposed by sec-
tion 211 (a), Internal Revenue Code.

Hence, interest, like dividends, is ex-
cluded for the purposes of section 211
(c), from the gross amount of fixed or
determinable annual or periodical in-
come of nonresident alien individuals
who are residents of Sweden.

§ 7.210 Capital gains. Under Article
IX of the convention, gain derived from
the sale or exchange of capital assets
(other than real property) within the
United States by a nonresident alien in-
dividual resident in Sweden or by a
Swedish corporation or other entity is
exempt from Federal income tax unless
such individual, corporation or other en-
tity has a permanent establishment in
the United States. With respect to real
property, see § 7.206.

§ 7.211 Wages, salaries and similar
compensation, pensions and life annu-
ities. (a) Under Article X of the con-
vention wages, salaries and similar com-
pensation and pensions paid by Sweden
or by a political subdivision thereof to in-
dividuals temporarily residing in the
United States are exempt from Federal
income tax. By reason, however, of the
application of Article XIV (a) of the con-
vention, such exemption does not apply
to recipients of such income who are
either citizens of the United States or
aliens resident therein. As to who are
resident aliens, see 26 CFR, 1938 ed.,
Supps., 19.211-2 to 19.2111-4 (Regula-
tions 103). As to the taxation generally
of the compensation of employees of for-
eign governments, see section 116 (h) of
the Internal Revenue Code and 26 CFR,
1938 ed., Supps., 19.116-1 (Regulations
103).

(b) Under the provisions of the same
article of the convention, private pen-
sions and life annuities derived from
sources within the United States by non-
resident alien individuals residing in
Sweden are exempt from the Federal in-
come tax. Such items of income are,
therefore, not subject to the withholding
provisions of the Internal Revenue Code.
See paragraph 5 of the protocol to the
convention as to what constitutes life
annuities. See also § 7.208 with respect
to patent and copyright royalties as to
requirements necessary to avoid with-
holding of the tax at the source, which
requirements are here also applicable.

§ 7.212 Compensation for labor or
personal services. (a) Article XI of the
convention adopts the principle that
compensation for labor or personal serv-
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ices, including compensation realized in
the practice of the liberal professions, is
subject to tax only in the contracting
State in which such services are rendered.
Hence, in general such compensation de-
rived by nonresident alien individuals
residing in Sweden for services rendered
in the United States is subject to Fed-
eral income tax. Such general rule is,
however, subject to the following excep-
tions under the provisions of Article XI:

(1) Such nonresident alien individual
is not subject to Federal income tax upon
compensation for labor or personal serv-
ices performed within the United States
if the following conditions prescribed by
subparagraph (2) (i) and (ii) of this
paragraph are met:

(2) He is temporarily present in the
United States for a period or periods:

(I) Not exceeding 180 days during the
taxable year and his compensation is
received for labor or personal services
performed as an employee of, or under
contract with, a resident of Sweden or
a Swedish corporation or other entity;
or

(ii) Not exceeding 90 days during the
taxable year and the compensation re-
ceived for such services does not exceed
$3,000 in the aggregate for such taxable
Year even though such compensation
is paid by a United States resident or by
a domestic corporation or other domestic
entity.

(b) If, therefore, such nonresident
alien individual (1) is temporarily pres-
ent in the United States for a period or
periods in excess of 90 days during the
taxable year, or (2) receives more than
$3,000 in the aggregate during the tax-
able year for labor or personal services
performed within the United States he
is not exempt under paragraph (a) (2)
(ii) of this section, and his right to ex-
emption under the convention will de-
pend on his meeting both tests prescribed
under paragraph (a) (2) (1) of this
section.

(c) These exceptions, however, do not
extend to the professional earnings of
actors, artists, musicians, professional
athletes and those engaged In like activ-
ities. The professional earnings of such
individuals resident In Sweden for serv-
ices rendered within the United States
are subject to the provisions of the In-
ternal Revenue Code applicable generally
to the taxation of nonresident alien in-
dividuals.

§ 7.213 Remittances. Under Article
XII nonresident alien individuals resi-
dents of Sweden who are temporarily
residing in the United States exclusively
for the purposes of study or acquiring
business experience and receiving remit-
tances from Sweden for the purposes of
their maintenance and studies in the
United States are exempt from Federal
income tax upon such amounts if and
to the extent that such amounts consti-
tute gross income.

§ 7.214 Scope of Article XIV-(a)
General. Article XIV (a) has an impor-
tant bearing upon other articles of the
convention. While many preceding ar-
ticles provide in effect that items of in-
come derived by citizens or residents of
the United States or by domestic cor-
porations from sources in Sweden are
subject to tax only in Sweden, Article
XIV (a) nevertheless permits the im-
position of Federal income tax upon such
income in the hands of such taxpayers.
For example, Article V provides that in-
come from real property, including gains
derived from the sale or exchange of
such property, shall be taxable only in
the contracting State in which such prop-
erty is situated. Hence, looking at such
article without reference to Article XIV
a United States citizen realizing such in-
come from real property situated within
Sweden would not be subject to Fed-
eral income tax upon such income. Ar-
ticle XIV (a), however, prescribes that,
notwithstanding Article V or any other
article of the convention, the Federal
income tax may apply to all items of
income without regard to other provi-
sions of the convention and hence all
ltems of income from sources within
Sweden, regardless of their treatment in
the articles dealing respectively with
such items of income, must be included
in gross income of United States citi-
zens, residents and corporations for the
purposes of the Federal income tax.
(b) 'Credit for Swedish income taxes.

(1) Article XIV (a), for the purposes of
avoidance of double taxation, further
provides that a citizen or resident of the
United States or a domestic corporation
deriving income from sources within
Sweden shall be entitled to a credit
against the Federal income tax liability
for the amount of Swedish national in-
come and property tax, including surtax,
and for the Swedish communal income
tax. Such credit is, however, subject to
the limitations prescribed in section 131,
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Internal Revenue Code (relating to the
credit for foreign taxes) in that it can-
not exceed the same proportion of the
tax against which the credit is taken
which the taxpayer's net income from
sources within Sweden bears to the en-
tire net income, in the case of a tax-
payer other than a corporation, or to
the normal tax net income, in the case
of a corporation, for the same taxable
year.

(2) In the application of Article XIV
(a), the provisions of section 131, In-
ternal Revenue Code, are in general ap-
plicable. See paragraph 6 of the protocol
to the convention.

§ 7.215 Reciprocal administrative as-
sistance. (a) By Article XV of the con-
vention, United States and Sweden adopt
the principle of exchange of information
and assistance in the service of docu-
ments incident to the collection of taxes.
It is agreed that such fiscal cooperation
shall be carried out in accordance with
the laws of the respective countries and
hence only such information as is avail-
able to the Commissioner under the reve-
nue laws may be used as a source from
which to secure the information required
to be submitted to the Finance Minister
of Sweden.

(b) Pursuant to such principle, with-
holding agents shall, in the preparation
of withholding returns, Form 1042, report
on such returns, In addition to the items
of income upon which tax has been with-
held at the source, those items of income
paid to a nonresident alien individual
resident in Sweden or to a Swedish cor-
poration or other entity upon which tax
has not been withheld at the source.
(See § 7.208.) Such return shall show
the same information with respect to
such items of income upon which tax
has not been withheld at the source as is
shown with respect to items of income
upon which the tax has been withheld
as the source.

(c) All information and correspond-
ence relating to exchange of information
and to service of documents may be
transmitted by the Secretary directly to
the Finance Minister of Sweden.

§ 7.216 Information to be furnished in
the ordinary course. (a) In accordance
with the provisions of Article XVI (1)
(a) and (b) of the convention, the Secre-
tary shall forward to the Finance Minis-
ter of Sweden, Stockholm, Sweden, as
soon as practicable after the close of the

calendar year 1940 and of each calendar
year thereafter during which the conven-
tion is in effect the following information
relating to such preceding calendar year:

(1) The name and address of each
person whose address as disclosed on
Forms 1012 and 1042 is in Sweden de-
riving from sources within the United
States dividends, interest, royalties, pen-
sions, annuities, or other fixed or deter-
minable annual or periodical Income,
showing the amount of such income with
respect to such person.

(2) The name and address of each
person whose address as disclosed by
Forms 1000, 1087 and 1099 is in Sweden
showing the amount of income set forth
on such form with respect to each person.

(b) In accordance with the provisions
of Article XVI (1) (c) of the convention,
there shall likewise be forwarded any
particulars which the Commissioner may
obtain incident to the determination of
estate tax liability of any decedent from
inventories of assets of estates of dece-
dents concerning debts contracted with
individuals resident in Sweden or with
Swedish corporations or other entities.

§ 7.217 Information in specific cases.
Under the provisions of Article XVIII of
the convention and upon request of the
Finance Minister of Sweden, made
through diplomatic channels and subject
to the provisions of Article XIX of the
convention, the Secretary will furnish
to the Finance Minister of Sweden par-
ticulars in case of any specific taxpayer
who is a citizen of Sweden or a Swedish
corporation or other entity, relating to
the application of Swedish national in-
come and property tax and the Swedish
communal income tax. In the case of
other specific taxpayers, the Secretary
will give consideration to requests of the
Finance Minister of Sweden with a view
to furnishing similar information con-
cerning such taxpayer.

§ 7.218 Mutual assistance in the col-
lection of taxes. Under the provisions of
Article XXI of the convention, the Sec-
retary of the Treasury and the Finance
Minister of Sweden are authorized to
prescribe rules with respect to those pro-
visions of the convention relating to the
exchange of information, service of docu-
ments, and mutual assistance in the
collection of the taxes to which the con-
vention relates. Such rules concerning
matters of procedure, forms of applica-
tion and replies thereto, conversion of
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currency, disposition of amounts col-
lected and related matters will be made
the subject matter of a common agree-
ment between the competent authorities
of the two contracting States concerned
and when consummated will be pub-
lished.

SUBPART-FRANCE

REGULATION4S EFFECTIVE JAN. 1, 1945

AUTHORITY: §§ 7.410 to 7.426 issued under
53 Stat. 32, 467; 26 U. S. C. 62, 3791.

SOURCE: §§ 7.410 to 7.426 contained in
Treasury Decision 5499, 11 F. R. 2154.

§ 7.410 Introductory. The tax con-
vention and protocol between the United
States and France (referred to in this
subpart as the convention) proclaimed
by the President of the United States on
January 5, 1945, and effective January
1, 1945, provide in part as follows:

TITLE I-DoUBLE TAXATION

ARTICLE 1

The taxes referred to in this Convention
are:

(a) In the case of the United States of
America: The federal income taxes, including
surtaxes and excess-profits taxes;

(b) In the case of France:
(1) The real estate tax;
(2) The industrial and commercial profits

tax;
(3) The annual tax on undistributed prof-

its;
(4) The agricultural profits tax;
(5) The tax on salaries, allowances and

emoluments, wages, pensions and annuities;
(6) The professional profits tax;
(7) The tax on income from securities and

movable capital;
(8) The general income tax.

ARTICLE 2

Income from real property, including in-
come from agricultural undertakings, shall
be taxable only in the State in which such
real property is situated.

ARTICLE 3

An enterprise of one of the contracting
States is not subject to taxation by the other
contracting State in respect of its industrial
and commercial profits except in respect of
such profits allocable to its permanent es-
tablishment in the latter State.

No account shall be taken, in determin-
Ing the tax in one of the contracting States,
of the purchase of merchandise effected
therein by an enterprise of the other State
for the purpose of supplying establishments
maintained by such enterprise in the latter
State.

The competent authorities of the two con-
tracting States may lay down rules by

Page 40

agreement for the apportionment of indus-
trial and commercial profits.

The term "industrial and commercial
profits" shall not include the following:

(a) Income from real property;
(b) Income from mortgages, from pub-

lic funds, securities (including mortgage
bonds), loans, deposits and current ac-
counts;

(c) Dividends and other income from
shares in a corporation;

(d) Rentals or royalties arising from leas-
ing personal property or from any interest
in such property, including rentals or
royalties for the use of, or for the privilege
of using, patents, copyrights, secret proc-
esses and formulae, good-will, trade marks,
trade brands, franchises and other like prop-
erty;

(e) Profit or loss from the sale or ex-
change of capital assets.

Subject to the provisions of this Con-
vention the income referred to in para-
graphs (a). (b), (c), (d) and (e) shall be
taxed separately or together with industrial
and commercial profits in accordance with
the laws of the contracting States.

ARTICLE 4

American enterprises having permanent
establishments in France are required to
submit to the French fiscal administration
the same declarations and the same justifi-
cations, with respect to such establishments,
as French enterprises.

The French fiscal administration has the
right, within the provisions of its national
legislation and subject to the measures of
appeal provided in such legislation, to make
such corrections in the declaration of profits
realized in France as may be necessary to
show the exact amount of such profits.

The same principle applies mutatis mu-
tandis to French enterprises having perma-
nent establishments in the United States.

ARTICLE 5

When an American enterprise, by reason
of its participation in the management or
capital of a French enterprise, makes or im-
poses on the latter, in their commercial or
financial relations, conditions different from
those which would be made with a third
enterprise, any profits which should normally
have appeared in the balance sheet of the
French enterprise, hut which have been in
this manner, diverted to the American enter-
prise, are, subject to the measures of appeal
applicable in the case of the tax on indus-
trial and commercial profits, incorporated in
the taxable profits of the French enterprise.

The same principle applies mutatis mutan-
dis, in the event that profits are diverted
from an American enterprise to a French
enterprise.

ARTICLE e

Income derived by navigation enterprises
of one of the contracting States from the
operation of ships documented under the
laws of that State shall continue to benefit
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in the other State by the reciprocal tax ex-
emptions accorded by the exchange of notes
of June 11 and July 8, 1927 between the
United States of America and France.

Income which an enterprise of one of the
contracting States derives from the operation
of aircraft registered in that State shall be
exempt from taxation in the other State.

ARTICLE 7

Royalties from real property or in respect
of the operation of mines, quarries or other
natural resources shall be taxable only in
the contracting State in which such prop-
erty, mines, quarries or other natural re-
sources are situated.

Royalties derived from within one of the
contracting States by a resident or by a cor-
poration or other entity of the other con-
tracting State as consideration for the right
to use copyrights, patents, secret processes
and formulae, trademarks and other analo-
gous rights shall be exempt from taxation
in the former State, provided such resident,
corporation or other entity does not have a
permanent establishment there.

ARTICLE 8

Wages, salaries and similar compensation
and pensions paid by one of the contract-
ing States or by a political subdivision thereof
to individuals residing in the other State
shall be exempt from taxation in the latter
State.

Private pensions and life annuities derived
from within one of the contracting States
and paid to individuals residing in the other
contracting State shall be exempt from tax-
ation in the former State.

ARTICLE 9

Income from labor or personal services shall
be taxable only in the State in which the tax-
payer carries on his personal activity.

This provision does not apply to the income
referred to in Article 8.

ARTICLE 10

Income from the exercise of a liberal pro-
fession shall be taxable only in the State in
which the professional activity is exercised.

There is the exercise of a liberal profes-
sion in one of the two contracting States
only when the professional activity has a
fixed center in that country.

ARTICLE 11

Gains derived in one of the contracting
States from the sale or exchange of stocks,
securities or commodities by a resident or a
corporation or other entity of the other con-
tracting State shall be exempt from taxation
in the former State, provided such restdent
or corporation or other entity has no per-
manent establishment in the former State.

ARTICLE 12

Students from one of the contracting
States residing in the other contracting State
exclusively for the purpose of study shall
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not be taxable by the latter State in respect
of remittances received from within the
former State for the purpose of their main-
tenance or studies.

ARTICLE 13

In the calculation of taxes established in
one of the contracting States on the use of
property or increment of property of an en-
terprise of the other State, account shall
be taken only of that portion of the capital
situated or employed and allocable to a per-
manent establishment within the former
State.

The foregoing provision shall apply to the
French "patent" tax and the United States
capital stock tax even though these two taxes
have not been referred to in Article 1 of the
present Convention.

In the application of the present Article
navigation enterprises of one of the con-
tracting States, enjoying in the other State
the benefits of Article 6 of the present Con-
vention, shall not be considered as having a
permanent establishment in the latter State
insofar as shipping activities are concerned.

ARTICLE 14

It is agreed that double taxation shall be
avoided in the following manner:

A. As regards the United States of America.
Notwithstanding any other provision of this
Convention, the United States of America in
determining the income and excess-profits
taxes, including all surtaxes, of its citizens,
or residents, or corporations, may include in
the basis upon which such taxes are imposed,
all items of income taxable under the Rev-
enue Laws of the United States of America,
as though this Convention had not come into
effect. The United States of America shall,
however, deduct from the taxes thus com-
puted the amount of French income tax
paid. This deduction shall be made in ac-
cordance with the benefits and limitations
of Section 131 of the United States Internal
Revenue Code relating to credit for foreign
taxes.

B. As regards France-(a) Schedular taxes.
Income from securities, debts and trusts hav-
ing its source in the United States of America
shall be subject in France to the tax on
income from securities; but this tax shall
be reduced by the amount of the tax already
paid in the United States of America on the
same income. In consideration of the fiscal
regime to which the legislation of the United
States of America subjects the income of
nonresident aliens and foreign corporations
or other entities, the deduction of the tax
paid in the United States of America shall
be effected in a lump sum through a reduc-
tion of 12 in the rate of the tax established
by the French law.

The income other than that indicated in
the preceding paragraph shall not be subject
to any schedular tax in France when, accord-
ing to this Convention, it is taxable in the
United States of America.
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(b) General tax on revenue. Notwith-
standing any other provision of the present
Convention, the general income tax can be
determined according to all the elements of
taxable income as imposed by French fiscal
legislation.

However, the provisions of the first para-
graph of Article 114 of the French Code on
direct taxation relative to the taxation of
aliens domiciled or resident in France shall
continue to be applied.

ARTICLE 15

In derogation of Article 3 of the Decree of
December 6, 1872, American corporations
which maintain In France permanent estab-
lishments shall be liable to the tax on income
from securities on three-fourths of the prof-
its actually derived from such establishments,
the industrial and commercial profits being
determined in accordance with Articles 3
and 4 of this Convention.

The remaining one-fourth shall, in all
cases, be taken as the basis of the annual
tax on undistributed profits applicable to
the same corporations.

ARTICLE 16

An American corporation shall not be sub-
ject to the obligations prescribed by Article
3 of the Decree of December 6, 1872, by rea-
son of any participation in the management
or in the capital of, or any other relations
with, a French corporation. In such case,
the tax on income from securities continues
to be levied, in conformity with French legis-
lation, on the dividends, interest and all other
distributions made by the French enter-
prise; but it is moreover collectible, If the
occasion arises, and subject to the measures
of appeal applicable in the case of the tax
on income from securities, with respect to
the profits which the American corporation
derives from the French corporation under
the conditions prescribed in Article 5.

ARTICLE 17

The American corporations subject to the
provisions of Article 3 of the Decree of De-
cember 6, 1872 who were not placed under
the special regime established by Articles 5
and 6 of the Convention for the avoidance
of double income taxation between the United
States of America and France, signed April
27, 1932, may, during a new period of six
months from the date of the entry into force
of the present Convention, exercise with ref-
erence to past years, the option provided in
those two articles under the conditions which
they prescribe.

Moreover, the American corporations con-
templated in the third paragraph of Article
10 of the Convention of April 27, 1932, may
be admitted to benefit from the provisions
of that paragraph, when the tax has not yet
been paid, if the latter was not found to be
payable, prior to May 1, 1930, by a definitive
Judicial decision or if such decision has been
the subject of an appeal in cassation.
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ARTICLE 18

Any United States income tax liability re-
maining unpaid as at the effective date of
this Convention for years beginning prior to
January 1, 1936 of any individual resident of
France (other than a citizen of the United
States of America) or of a French corpora-
tion may be adjusted by the Commissioner
of Internal Revenue of the United States of
America, on the basis of the provisions of
the United States Revenue Act of 1936. How-
ever, no adjustment will be made more than
two years subsequent to the effective date
of this Convention unless the taxpayer files
a request with the Commissioner of Internal
Revenue prior to such date.

ARTICLE 19

Notwithstanding any other provision of this
Convention, in order to avoid double taxa-
tion on public servants, employees of one of
the contracting States being citizens of that
State and remunerated by it, who have been
received by the other State to perform serv-
ices in such State shall be exempt in their
principal place of residence from direct and
personal taxes whether national, state or
local.

Such employees who own real property in
the State in which they perform services
shall not benefit from the above exemptions
with respect to the taxes levied on such real
property. Employees who engage in any pri-
vate gainful occupation in such State shall
not be entitled to any exemption under this
Article.

TITLE II-FISCAL ASSISTANCE

ARTICLE 20

With a view to the more effective imposi-
tion of the taxes to which the present Con-
vention relates, the contracting States un-
dertake, on condition of reciprocity, to fur-
nish information of a fiscal nature which
the authorities of each State concerned have
at their disposal, or are in a position to ob-
tain under their own laws, that may be of
use to the authorities of the other State In
the assessment of the said taxes.

Such information shall be exchanged be-
tween the competent authorities of the con-
tracting States in the ordinary course or on
request.

ARTICLE 21

In accordance with the preceding Article,
the competent authorities of the United
States of America will transmit to the com-
petent authorities of France, as regards any
person, corporation or other entity (other
than a citizen, corporation or other entity
of the United States of America) having an
address in France and deriving from sources
within the United States of America rents,
dividends, interest, royalties, income from
trusts, wages, salaries, pensions, annuities,
or other fixed or determinable periodical in-
come, the name and address of such person,
corporation or other entity as well as the
amount of such income.
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The competent authorities of France will
transmit to the competent authorities of the
United States of America, as regards any per-
son, corporation or other entity (other than
a citizen, corporation or other entity of
France) having an address In the United
States of America and deriving from sources
within France rents, dividends, Interest,
royalties, income from trusts, wages, sal-
aries, pensions, annuities, or other fixed or
determinable periodical Income, the name
and address of such person, corporation or
other entity as well as the amount of such
income.

The information relating to each year will
be transmitted as soon as possible after
December 31. -

ARTICLE 22

The competent authorities of each of the
contracting States shall be entitled to obtain,
through diplomatic channels, from the com-
petent authorities of the other contracting
State, except with respect to citizens, cor-
porations or other entities of the State to
which application is made, particulars in
concrete cases necessary for the establish-
ment of the taxes to which the present Con-
vention relates.

However, the competent authorities of each
State shall not be prevented from transmit-
ting to the competent authorities of the
other State information relating to their own
nationals (citizens, corporations or other
entities) if they deem it opportune for the
prevention of fiscal evasion.

ARTICLE 23

Each contracting State undertakes to lend
assistance and support In the collection of
the taxes to which the present Convention
relates, together with interest, costs, and ad-
ditions to the taxes and fines not being of
a penal character according to the laws of
the State requested, in the cases where the
taxes are definitively due according to the
laws of the State making the application.

In the case of an application for enforce-
ment of taxes, revenue claims of each of the
contracting States which have been finally
determined shall be accepted for enforcement
by the State to which application is made
and collected in that State in accordance
with the laws applicable to the enforcement
and collection of its own taxes.

The application shall be accompanied by
such documents as are required by the laws
of the State making the application, to estab-
lish that the taxes have been finally deter-
mined.

If the revenue claim has not been finally
determined, the State to which application is
made may, at the request of the State mak-
ing the application, take such measures of
conservancy as are authorized by the laws of
the former State for the enforcement of its
own taxes.

The assistance provided for In this Article
shall not be accorded with respect to the
citizens, corporations or other entities of
the State to which application is made.
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ARTICLE 24

In no case shall the provisions of Article
22 relating to particulars in concrete cases,
or of Article 23 relating to mutual assist-
ance in the collection of taxes, be construed
so as to impose upon either of the contract-
ing States the obligation to carry out ad-
ministrative measures at variance with the
regulations and practice of either contract-
ing State, or to supply particulars which are
not procurable under the law of the State
to which application is made, or that of the
State making application.

The State to which application is made
for information or assistance shall comply
as soon as possible with the request ad-
dressed to it. Nevertheless, such State may
refuse to comply with the request for rea-
sons of public policy or if compliance would
involve violation of a business, industrial
or trade secret. In such case it shall in-
form, as soon as possible, the State making
the application.

ARTICLE 25

Any taxpayer who shows proof that the
action of the revenue authorities of the
contracting States has resulted in double
taxation in his case in respect of any of the
taxes to which the present Convention re-
lates, shall be entitled t. lodge a claim with
the State of which he is a citizen or, if the
taxpayer is a corporation or other entity,
with the State in which it is created or or-
ganized. Should the claim be upheld, the
competent authority of such State may
come to an agreement with the competent
authority of the other State with a view to
equitable avoidance of the double taxation
in question.

ARTICLE 26

The competent authorities of the two con-
tracting States may prescribe regulations
necessary to interpret and carry out the
provisions of this Convention. With re-
spect to the provisions of this Convention
relating to exchange of information and
mutual assistance in the collection of taxes,
such authorities may, by common agree-
ment, prescribe rules concerning matters of
procedure, forms of application and replies
thereto, rates of conversion of currencies,
transfer of sums collected, minimum
amounts subject to collection, payment of
costs of collection, and related matters.

TITLE III-GENRAL PROVISIONS

ARTICLE 27

The present Convention shall be ratified,
In the case of the United States of America
by the President, by and with the advice and
consent of the Senate, and in the case of
France, by the President of the French Re-
public with the consent of the Parliament.

This Convention shall become effective on
the first day of January following the ex-
change of the Instruments of ratification.

The Convention shall remain in force for
a period of five years and indefinitely there-
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after but may be terminated by either con-
tracting State at the end of the five-year pe-
riod or at any time thereafter, provided six
months' prior notice of termination has been
given, the termination to become effective
on the first day of January following the ex-
piration of the six-month period.

Upon the coming into effect of this Con-
vention, the Convention for the avoidance
of double income taxation between the United
States of America and France, signed April
27, 1932 shall terminate.

Done at Paris, in duplicate, in the English
and French languages, this 25th day of July,
1939.

[sEAL]
[sEAL]

WrLIAM C. BULLrT
GEORGES BONNE

PROTOCOL

At the moment of signing the present Con-
vention for the avoidance of double taxation
and the establishment of rules of reciprocal
administrative assistance in the case of in-
come and other taxes, the undersigned Pleni-
potentiaries have agreed that the following
provisions shall form an integral part of the
Convention:

I. The present Convention is concluded
with reference to American and French law
in force on the day of its signature.

Accordingly, if these laws are appreciably
modified the competent authorities of the
two States will consult together.

II. The income from real property referred
to in Article 2 of the present Convention
shall include profits from the sale or exchange
of the said property, but shall not include
interest on mortgages or obligations secured
by the said property.

III. As used in this Convention:
(a) The term "permanent establishment"

includes branches, mines and oil wells, plan-
tations, factories, workshops, stores, purchas-
ing and selling and other offices, .agencies,
warehouses, and other fixed places of business
but does not include a subsidiary corpora-
tion.

When an enterprise of one of the contract-
ing States carries on business in the other
State through an employee or agent, estab-
lished there, who has general authority to
negotiate and conclude contracts or has a
stock of merchandise from which he regu-
larly fills orders which he receives, this enter-
prise shall be deemed to have a permanent
establishment in the latter State. But the
fact that an enterprise of one of the contract-
ing States has business dealings in the other
State through a bona fide commission agent
or broker shall not be held to mean that such
enterprise has a permanent establishment in
the latter State.

Insurance enterprises shall be considered
as having a permanent establishment in one
of the States as soon as they receive pre-
miums from or insure risks in the territory
of that State.

(b) The term "enterprise" includes every
form of undertaking whether carried on by

an individual, partnership, corporation, or
any other entity.

(c) The term "enterprise of one of the con-
tracting States" means, as the case may be,
"United States enterprise" or "French enter-
prise".

(d) The term "United States enterprise"
means an enterprise carried on in the United
States of America by a resident of the United
States of America or by a United States cor-
poration or other entity.

The term "United States corporation or
other entity" means a partnership, corpora-
tion or other entity created or organized in
the United States of America or under the
law of the United States of America or of
any State or Territory of the United States
of America.

(e) The term "French enterprise" is de-
fined in the same manner, mutatis mutandis,
as the term "United States enterprise".

IV. The term "life annuities" referred to in
Article 8 of this Convention means a stated
sum payable periodically at stated times dur-
ing life, or during a specified number of years
to the person who has paid the premiums
or a gross sum for such an obligation.

V. Citizens and corporations or other enti-
ties of one of the contracting States within
the other contracting State shall not be sub-
jected as regards the taxes referred to in the
present Convention, to the payment of higher
taxes than are imposed upon the citizens or
corporations or other entities of such latter
State.
VI. The provisions of the present Conven-

tion shall not be construed to restrict in any
manner any exemption, deduction, credit, al-
lowance, or other advantage accorded by the
laws of one of the contracting States in
the determination of the tax imposed by
such State.

VII. Documents and information contained
therein, transmitted under the provisions of
this Convention by one of the contracting
States to the other contracting State shall
not be published, revealed or disclosed to any
person except to the extent permitted under
the laws of the latter State with respect to
similar documents or information.

VIII. As used in this Convention the terms
"competent authority" or "competent au-
thorities" means, in the case of the United
States of America, the Secretary of the Treas-
ury and in the case of France, the Minister
of Finance.

IX. The term "United States of America"
as used in this Convention in a geographic
sense includes only the States, the Territories
of Alaska and Hawaii, and the District of
Columbia.
X. The term "France", when used in a geo-

graphic sense, indicates continental France.
exclusive of Algeria and the Colonies.

XI. Should any difficulty or doubt arise as
to the interpretation or application of the
present Convention, or its relationship to
Conventions between one of the contracting
States and any other State, the competent
authorities of the contracting States may set-
tle the question by mutual agreement.
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Done in duplicate at Paris,
of July, 1939.
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their share of the partnership's indus-
trial and commercial profits from
sources within the United States where
the enterprise has no permanent estab-
lishment within the United States. The
convention shall not be construed to af-
fect the liability to United States income
taxation of citizens of the United States
or residents of the United States who are
not citizens of France.

(e) The convention has no reference to
rates of taxation imposed by the respec-
tive States but is concerned with the ex-
empting of income arising in one of the
contracting States when such income is
derived from sources within such con-
tracting State by a resident or corpora-
tion or other entity of the other contract-
ing State and meets the conditions upon
which such exemption depends as pre-
scribed in the convention. This subpart
is not concerned with the provisions of
Articles 14B, 15, 16, and 17 of the con-
vention silice such articles affect only
the allowance against the taxes imposed
by France of income and excess profits
taxes paid to the United States or the ap-
plication of French revenue laws and de-
crees.

§ 7.413 Definitions. (a) Any word or
term used in this subpart which is defined
in the convention shall be given the defi-
nition assigned to such word or term In
such convention. Any word or term used
In this subpart which is not defined in
the convention but is defined in the In-
ternal Revenue Code shall be given the
definition contained therein.

(b) As used in this subpart:

(1) The term "permanent establish-
ment" includes branches, mines and oil
wells, plantations, factories, workshops,
stores, purchasing and selling and other
offices, agencies, warehouses and other
fixed places of business. A French parent
corporation having a domestic or foreign
subsidiary corporation in the United
States shall not be deemed by reason of
such fact to have a permanent estab-
lishment in the United States. The mere
fact that a foreign subsidiary corpora-
tion of a French parent corporation has
a permanent establishment in the United
States does not mean that such French
parent corporation has a permanent
establishment in the United States. The
fact that a French enterprise carries oh
business dealings in the United States
through a bona fide commission agent
or broker shall not be held to mean that
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such enterprise has a permanent estab-
lishment in the United States. If, how-
ever, a French enterprise carries on
business in the United States through an
employee or agent established there who
has general authority to negotiate and
conclude contracts or has a stock of mer-
chandise from which he regularly fills
orders, such enterprise shall be deemed
to have a permanent establishment in the
United States. Thus, if a French enter-
prise has a full time employee or full
time agent who for such enterprise main-
tains in the United States a stock of mer-
chandise from which orders are filled,
such enterprise has a permanent estab-
lishment in the United States even
though such employee or agent has no
general authority to negotiate and con-
clude contracts on behalf of such enter-
prise. However, the mere fact that a
commission agent or broker through
whom a French enterprise carries on bus-
iness in the United States maintains a
small stock of goods in the United States
from which occasional orders are filled
shall not be construed as meaning that
such enterprise has a permanent estab-
lishment in the United States. The mere
fact that salesmen, employees of a
French enterprise, promote the sale of
its products in the United States does
not mean that such enterprise has a
permanent establishment therein. How-
ever, a French insurance enterprise which
insures risks within the United States
or receives premiums from sources within
the United States is deemed to have a
permanent establishment within the
United States.

(2) The term "enterprise" means any
commercial or industrial undertaking,
whether conducted by an individual,
partnership, corporation, or other en-
tity. It includes such activities as manu-
facturing, merchandising, mining, bank-
ing, and insurance. It does not include
the operation of, or the trading in, real
property located in the United States.
It does not include the rendition of per-
sonal services. Hence, a nonresident
alien individual who is a resident of
France, rendering personal services
within the United States is not, merely
by reason of such services, engaged in
an enterprise within the meaning of the
convention, and his liability to United
States income tax is unaffected by Ar-
ticle 3 of the Convention.

(3) The term "French enterprise"
means an enterprise carried on in France

§ 7.413

HeinOnline --  CFR, 1949 46 1949



Chapter I-Bureau of Internal Revenue

by a nonresident alien individual resi-
dent of France or by a French corporation
or other French entity. The term "cor-
poration or other entity" means a part-
nership, corporation, or other entity cre-
ated or organized in France or under the
laws of France. For example, an enter-
prise carried on wholly outside France
by a French corporation is not a French
enterprise within the meaning of the
convention. Whether a French entity is
a corporation, a partnership, or a trust
Is to be determined in accordance with
the principles of existing law relating to
the taxation of nonresident aliens and
foreign corporations.

(4) The term "industrial and com-
mercial profits" means the profits arising
from the industrial, mercantile, manu-
facturing, or like activities of a French
enterprise as defined in this section.
Such term does not include income from
real property, interest, dividends, rentals
and royalties, gains from the sale or ex-
change of capital assets, or compensation
for labor or personal services. Such enu-
merated items of income are not gov-
erned by the provisions of Article 3 but,
to the extent covered by the convention,
are subject to the rules elsewhere set
forth therein and in this subpart.

(5) The term "Secretary" means the
Secretary of the Treasury and the term
"Minister" means the Minister of Finance
of France.

§ 7.414 Scope of convention with re-
spect to determination of "industrial and
commercial profits" of a nonresident
alien individual resident of France, or of
a French corporation or other entity car-
rying on a French enterprise in the
United States-(a) General. Article 3
of the convention adopts the principle
that an enterprise of one of the contract-
ing States shall not be taxable in the
other contracting State in respect of its
industrial and commercial profits unless
it has a permanent establishment in the
latter State. Hence, a French enterprise
is subject to United States tax upon its
industrial and commercial profits from
sources within the United States only if
it has a permanent establishment within
the United States. From the standpoint
of Federal income taxation, the article
has application only to a French enter-
prise and to the industrial and commer-
cial income thereof from sources within
the United States. It has no applica-
tion, for example, to compensation for
labor or personal services performed in

the United States, to income derived
from real property located in the United
States or any interest therein, including
rentals and royalties, to gains from the
sale or other disposition of such real
property or interest, to dividends and
interest, to rentals and royalties arising
from leasing personal property or any
interest In such property, including rent-
als and royalities for the use of patents,
copyrights, secret processes and formu-
lae, good will, trade marks, trade brands,
franchises, and other like property, or to
profits from the sale or exchange of cap-
ital assets. Such enumerated Items of
income, to the extent covered by the con-
vention, are treated separately elsewhere
In this subpart and are subject to the
rules laid down in the sections having
specific reference to the respective items
of income.

(b) No United States permanent es-
tablishment. A nonresident alien indi-
vidual who is a resident of France, or a
French corporation or other French en-
tity carrying on a French enterprise, but
having no permanent establishment in
the United States, is not subject to United
States income tax upon industrial and
commercial profits from sources within
the United States. For example, if such
French corporation sells stock in trade,
such as wines or prefumery or cheese,
through a bona fide commission agent or
broker in the United States, the resulting
profit is, under the terms of Article 3 of
the convention, exempt from United
States income tax. Such French corpo-
ration, however, remains subject to tax
upon all other items of income from
sources within the United States which
are not expressly exempted from such
tax under the convention.

(c) United States permanent estab-
lishment. A nonresident alien individual
who is a resident of France, or a French
corporation or other entity, carrying on
a French enterprise having a permanent
establishment in the United States is
subject to tax upon his or its industrial
and commercial profits from sources
within the United States. In the deter-
mination of the income of such resident
of France or French corporation or other
entity from sources within the United
States, all industrial and commercial
profits from such sources shall be deemed
to be allocable to the permanent estab-
lishment within the United States.
Hence, for example, if a French enter-
prise, having a permanent establishment
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In the United States, sells directly in the
United States through a commission
agent or broker therein goods produced
in France, the resulting profits derived
from United States sources from the lat-
ter transactions are allocable to such
permanent establishment. The net in-
come from sources within the United
States, Including the industrial and com-
mercial profits, shall be determined in
accordance with the provisions of section
119 of the Internal Revenue Code and
the regulations thereunder. In deter-
mining industrial and commercial profits
no account shall be taken of the mere
purchase of merchandise effected in the
United States by such French enterprise.
A nonresident alien who is a resident of
France, a member of a French partner-
ship having a permanent establishment
within the United States, shall by reason
of such fact be deemed to have a per-
manent establishment within the United
States.

§ 7.415 Control o1 a domestic enter-
prise by a French enterprise. Article 5
of the convention provides that if a
French enterprise by reason of its con-
trol of a domestic business imposes con-
ditions different from those which would
result from normal business relations
between independent enterprises, the
accounts between the enterprises will be
adjusted so as to ascertain the true net
income of the domestic enterprise. The
purpose is to place the controlled do-
mestic enterprise on a tax parity with
an uncontrolled domestic enterprise by
determining, according to the standard
of an uncontrolled enterprise, the true
net income from the property and busi-
ness of the controlled enterprise. The
convention contemplates that if the ac-
counting records do not truly reflect the
net income from the property and busi-
ness of such domestic enterprise the
Commissioner of Internal Revenue shall
intervene and, by making such distri-
butions, apportionments, or allocations
as he may deem necessary of gross in-
come or deductions of any item or ele-
ment affecting net income as between
such domestic enterprise and the French
enterprise by which it is controlled or
directed, determine the true net income
of the domestic enterprise. The provi-
sions of § 29.45-1 of this chapter (Regu-
lation 111), shall, in so far as applicable,
be followed in the determination of the
net income of the domestic business.
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§ 7.416 Income from operation of
ships or aircraft. The income derived
by a French enterprise from the opera-
tion of ships aocumented under the laws
of France, or of aircraft registered in
France, is under Article 6 of the conven-
tion exempt from United States income
tax. However, the profits derived by
such enterprise from the operation of
ships or aircraft, if any, not so docu-
mented or registered are treated as are
industrial and commercial profits gen-
erally. See Article 3 of the convention
and § 7.414.

§ 7.417 Income from real property,
including mineral royalties. Income of
whatever nature derived by a nonresi-
dent alien individual who is a resident
of France, or by a French corporation
or other French entity from real prop-
erty situated in the United States, in-
cluding gains derived from the sale of
such property and royalties in respect
of the operation of mines, quarries, or
other natural resources situated in the
United States, is not exempted from tax-
ation by the convention. The treatment
of such income for taxation purposes is
governed by those provisions of the In-
ternal Revenue Code applicable gener-
ally to the taxation of nonresident aliens
and foreign corporations.

§ 7.418 Patent and copyright royal-
ties. (a) Royalties derived from sources
within the United States by a nonresi-
dent alien individual who is a resident of
France, or by a French corporation or
other French entity, as consideration for
the right to use copyrights, patents, se-
cret processes and formulae, trademarks
and other analogous rights, are exempt
from Federal income tax under Article 7
of the convention, provided that such
individual, corporation, or other entity
has no permanent establishment within
the United States at any time during
the taxable year in which such income is
so derived. Thus, a nonresident alien
who is a resident of France, rendering
personal services within the United
States, is not subject to tax with respect
to such royalties even though he is en-
gaged in trade or business in the United
States by reason of rendition of such
services so long as he has no permanent
establishment in the United States.

(b) To obviate withholding of tax at
the source, the nonresident alien indi-
vidual resident of France or the corpora-
tion or other entity organized under the
laws of France, as the case may be, shall

§ 7.415
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notify by letter the person paying such
income that the income is exempt from
taxation under the provisions of the ap-
plicable convention and portocol. The
letter of notification from an individual
resident of France shall contain his ad-
dress and a statement that he is a resi-
dent of France. The letter of notification
from a corporation or other entity organ-
ized under the laws of France shall con-
tain the address of its office or place of
business and a statement that it is a
corporation or other entity organized un-
der the laws of France, shall be signed by
an officer of such corporation or entity,
and shall set forth his official title. In
the case of royalties derived on or after
January 1, 1945, the letter of notification
shall also state that the individual resi-
dent of France, or corporation or other
entity organized under the laws of
France, as the case may be, does not
have a permanent establishment in the
United States and will not have such es-
tablishment in the United States at any
time during the calendar year in which
such royalties are paid. The recipient of
the letter of notification shall immedi-
ately forward such letter or a copy
thereof to the Commissioner of Internal
Revenue, Withholding Returns Section,
Washington 25, D. C.

§ 7.419 Government wages, salaries,
and similar compensation, pensions, and
life annuities. (a) Under Article 8 of the
convention, wages, salaries, and similar
compensation, and pensions paid by
France, or by a political subdivision
thereof, to individuals residing in the
United States are exempt from Federal
income tax. However, under the pro-
visions of Article 14 A of the convention,
such exemption shall not be construed
as applying to recipients of such income
who are citizens of the United States or
alien residents who are not citizens of
France.

(b) Under the provisions of the same
article of the convention private pensions
and life annuities derived from sources
within the United States by nonresident
alien individuals who are residents of
France are exempt from Federal income
tax. Such items of income are therefore
not subject to the withholding provisions
of the Internal Revenue Code. See par-
agraph IV of the protocol to the conven-
tion as to what constitutes life annuities.
See, also, § 7.418 with respect to patent
and copyright royalties as to the require-
ments necessary to avoid withholding of

the tax at the source, which requirements
are also applicable for the purposes of
this section.

§ 7.420 Compensation for labor or
personal services-(a) General. In
general and subject to the provisions of
Article 8 and Article 10 of the convention
and paragraph (b) of this section, com-
pensation for labor or personal services
derived from sources within the United
States by a nonresident alien who is a
resident of France, is subject to tax in
accordance with the provisions of the
Internal Revenue Code applicable gen-
erally to nonresident aliens. The pro-
visions of Article 9 do not disturb either
the provisions of section 119 (a) (3) of
the Internal Revenue Code, relating to
source of compensation for labor or per-
sonal services, or the provisions of the
Internal Revenue Code relating to the
taxation of such compensation in the
hands of a nonresident individual who
is a resident of France.

(b) Professional earnings. Article 10
of the convention provides a special rule
of taxation with respect to professional
fees constituting income derived from
sources within the United States by a
resident of France who is a nonresident
alien. Under such rule, such nonresi-
dent alien rendering professional serv-
ices, such as medical, legal, engineering,
and scientific services, is not subject to
United States tax with respect to such
compensation unless he has an office or
other fixed place situated in the United
States during the taxable year. Thus,
such alien present in the United States
during any part of the taxable year and
rendering professional advice as a medi-
cal doctor or as a laywer or as an engi-
neer, is not subject to Federal income tax
on fees derived by him in such taxable
year by reason of such services unless he
maintains at some time during such
taxable year an office or other fixed place
in the United States incident to the prac-
tice of his profession. The exemption
applies regardless of the length of time
spent within the United States during
the taxable year and regardless of the
amount of the fees' or professional
charges resulting to such alien from such
services. As to when an alien is re-
garded as a resident of the United States
and hence outside the scope of the ex-
emption, see § 29.211-2 of this chapter
(Regulations 111).

§ 7.421 Stocks, securities, and com-
modities. Under Article 11 of the con-
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vention, gains derived from the sale or
exchange within the United States of
stocks, securities, or commodities (if of a
kind customarily dealt in on an organ-
ized commodity exchange) by a non-
resident alien individual resident in
France, or by a French corporation or
other French entity, is exempt from Fed-
eral income tax unless such individual,
corporation, or other entity has a perma-
nent establishment in the United States.
If, however, a permanent establishment
is maintained in the United States, such
gains are not so exempt even 'hough the
sales or exchanges resulting in such
gains were carried on directly from the
home office of the taxpayer and not
through the permanent establishment in
the United States. As to what consti-
tutes a permanent establishment, see
§ 7.413 (b) (1).

§ 7.422 Remittances to students. Un-
der Article 12 of the convention, nonresi-
dent alien individuals who are residents
of France and who are temporarily re-
siding in the United States for the pur-
poses of studying or for acquiring busi-
ness experience, are exempt from Fed-
eral income tax upon amounts represent-
ing remittances from France for the
purposes of their maintenance and
studies.

§ 7.423 Credit against United States
tax liability for income tax paid to
France. For the purpose of avoidance
of double taxation, Article 14 A of the
convention provides that, on the part of
the United States, there shall be allowed
against the United States income and
excess profits tax liabilities a credit for
any income, war-profits or excess
profits taxes paid to France by United
States citizens or domestic corporations.
Such principle also applies in the case
of a citizen of France residing in the
United States. Such credit, however, is
subject to the limitations provided in
section 131 of the Internal Revenue
Code (relating to the credit for foreign
taxes) and section 729 of such Code
(relating to laws applicable). See
§§ 29.131-1 to 29.131-8, of this chapter
(Regulations 111) and 26 CFR, 1938 ed.,
Supps., 35.729-1 to 35,729-3 (Regula-
tions 112).

§ 7.424 Adjustment of tax liability
of residents of France and French cor-
porations. Article 18 of the convention
confers upon the Commissioner author-
ity to adjust under the Revenue Act of
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1936 the tax liability for taxable years
beginning prior to January 1, 1936, of
non-resident alien residents of France,
and French corporations, in any case
in which such tax liability remained un-
paid on January 1, 1945. Such provi-
sion, however, will not apply in any case
unless:

(a) The Commissioner is satisfied
that the additional income tax involved
did not arise by reason of fraud with
intent to evade the tax on the part of
the taxpayer concerned; and

(b) The taxpayer files, prior to Janu-
ary 1, 1947, with the Commissioner a
sworn statement showing for each year
involved and for such other years as the
Commissioner may require, (1) by items
and classes of income the amounts of
interest, dividends, rents, salaries, wages,
premiums, annuities, compensations,
remunerations, emoluments, or other
fixed or determinable annual or periodi-
cal income, gains, profits, and income
derived from sources within the United
States; (2) the business transactions, if
any, carried on in the United States by
or in behalf of the taxpayer during each
of such years; and (3) such further in-
formation as the Commissioner may re-
quire in the particular case.

§ 7.425 Reciprocal administrative as-
sistance-(a) General. (1) By Article 20
of the convention, the United States and
France adopt the principle of exchange
of information for use in the determina-
tion and assessment of the taxes with
which the convention is concerned.
Pursuant to such principle, every United
States withholding agent shall make and
file with the collector, in duplicate, an
information return on Form 1042C for
the calendar year 1945 and each subse-
quent calendar year, in addition to with-
holding return Form 1042, with respect
to dividends, interest, royalties, rents,
salaries, wages, pensions, and annuities,
or other fixed or determinable annual
or periodical income paid to persons
whose addresses are in France whether
or not tax has been withheld with respect
to such income. There shall be reported
on Form 1042C not only such items of in-
come listed on Form 1042, but also such
items of interest listed on monthly re-
turns, Form 1012, and there shall be
shown on such return items of income
paid to such addressees even though
such Items are exempt from tax under
the convention, as, for example, certain
royalties.
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(2) The information and correspond-
ence relating to exchange of information
may be transmitted direct by the Secre-
tary to the Minister.

(b) Information to be furnished in due
course. In accordance with the provi-
sions of Article 21 of the convention, the
Secretary shall forward to the Minister
as soon as practicable after the close of
the calendar year 1945 and of each cal-
endar year thereafter during which the
convention is in effect, the names and
addresses of all persons whose addresses
are within France and who derive from
sources within the United States, divi-
dends, interest, rents, royalties, salaries,
wages, pensions, and annuities, or other
fixed or determinable annual or peri-
odical profits and income showing the
amounts of such profits and income in
the case of each addressee. For these
purposes, the transmission to the Min-
ister of information return, Form 1042C,
as provided in paragraph (a) of this
section for the calendar year 1945 and
subsequent calendar years shall consti-
tute a compliance with the provisions
of Article 21 of the convention and of
this subpart.

(c) Information in specific cases. Un-
der the provisions of Article 22 of the
convention, the Secretary shall furnish
(if request therefor is made by the Min-
ister through diplomatic channels) to the
Minister such information, relative to
the tax liability to Prance of any person
(other than a citizen of the United States
or a United States domestic corporation
or other United States domestic entity),
as is available to, or may be obtained by,
the Secretary under the revenue laws of
the United States.

§ 7.426 Reciprocal regulations. Arti-
cle 26 of the convention provides that the
United States and France may prescribe
(a) regulations for the purpose of carry-
ing the convention into effect within the
respective countries and (b) reciprocal
rules relating to the exchange of infor-
mation.

SUBPART-UNITED KINGDOM
TAXABLE YEARS BEGINNING AFTER DECEMBER

31, 1944
AUTHoarry: HI 7.500 to 7.511 issued under

53 Stat. 32, 467; 26 U. S. C. 62, 3791.
SouRCE: §§ 7.500 to 7.511 contained in

Treasury Decision 5532, 11 F. R. 9334. Ex-
ception is noted following section affected.

819592-49----5

§ 7.500 Introductory. (a) The income
tax convention between the United States
and the United Kingdom of Great Britain
and Northern Ireland, signed April 16,
1945, and effective (for the purposes of
United States income and excess profits
taxes) for taxable years beginning on or
after January 1, 1945 (referred to in this
subpart as the convention), provides in
part as follows:

ARTIcLE I
(1) The taxes which are the subject of the

present Convention are:
(a) In the United States of America: The

Federal income taxes, including surtaxes and
excess profits taxes (hereinafter referred to
as United States tax).

(b) In the United Kingdom of Great Brit-
ain and Northern Ireland: The income tax
(including surtax), the excess profits tax and
the national defense contribution (herein-
after referred to as United Kingdom tax).

(2) The present Convention shall also ap-
ply to any other taxes of a substantially sim-
ilar character imposed by either Contract-
Ing Party subsequently to the date of signa-
ture of the present Convention or by the
government of any territory to which the
present Convention is extended under Article
XXII

AaTIcLE II
(1) In the present Convention, unless the

context otherwise requires:
(a) The term "United States" means the

United States of America, and when used in
a geographical sense means the States, the
Territories of Alaska and of Hawaii, and the
District of Columbia.

(b) The term "United Kingdom" means
Great Britain and Northern Ireland, exclud-
ing the Channel Islands and the Isle of Man.

(c) The terms "territory of one of the Con-
tracting Parties" and "territory of the other
Contracting Party" mean the United States
or the United Kingdom as the context re-
quires.

(d) The term "United States corporation"
means a corporation, association or other
like entity created or organized in or under
the laws of the United States.

(e) The term "United Kingdom corpora-
tion" means any kind of Juridical person
created under the laws of the United King-
dom.

(f) The terms "corporation of one Con-
tracting Party" and "corporation of the other
Contracting Party" means a United States
corporation or a United Kingdom corporation
as the context requires.

(g) The term "resident of the United
Kingdom" means any person (other than a
citizen of the United States or a United
States corporation) who is resident in the
United Kingdom for the purposes of United
Kingdom tax and not resident in the United
States for the purposes of United States tax.
A corporation is to be regarded as resident in
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the United Kingdom if its business is man-
aged and controlled in the United Kingdom.

(h) The term "resident of the United
States" means any individual who is resident
in the United States for the purposes of
United States tax and not resident in the
United Kingdom for the purposes of United
Kingdom tax, and any United States corpora-
tion and any partnership created or organized
in or under the laws of the United States, be-
Ing a corporation or partnership which is not
resident in the United Kingdom for the pur-
poses of United Kingdom tax.

(I) The term "United Kingdom enterprise"
means an industrial or commercial enterprise
or undertaking carried on by a resident of
the United Kingdom.

(j) The term "United States enterprise"
means an industrial or commercial enterprise
or undertaking carried on by a resident of the
United States.

(k) The terms "enterprise of the Contract-
ing Parties" mean a United States enterprise
or a United Kingdom enterprise, as the con-
text requires.

(1) The term "permanent establishment"
when used with respect to an enterprise of
one of the Contracting Parties means a
branch, management, factory or other fixed
place of business, but does not include an
agency unless the agent has, and habitually
exercises, a general authority to negotiate
and conclude contracts on behalf of such
enterprise or has a stock of merchandise from
which he regularly fills orders on its behalf.
An enterprise of one of the Contracting
Parties shall not be deemed to have a per-
manent establishment in the territory of the
other Contracting Party merely because it
carries on business dealings in the territory
of such other Contracting Party through a
bona fide commission agent, broker or cus-
todian acting in the ordinary course of his
business as such. The fact that an enter-
prise of one of the Contracting Parties main-
tains in the territory of the other Contract-
ing Party a fixed place of business exclusively
for the purchase of goods or merchandise
shall not of itself constitute such fixed place
of business a permanent establishment of
such enterprise. The fact that a corporation
of one Contracting Party has a subsidiary
corporation which is a corporation of the
other Contracting Party or which is engaged
in trade or business In the territory of such
other Contracting Party (whether through a
permanent establishment or otherwise)
shall not of itself constitute that subsidiary
corporation a permanent establishment of
its parent corporation.

(2) For the purposes of Articles VI. VII,
VIII, IX and XIV a resident of the United
Kingdom shall not be deemed to be engaged
in trade or business in the United States in
any taxable year unless such resident has a
permanent establishment situated therein
in such taxable year. The same principle
shall be applied, mutatis mutandis, by the
United Kingdom in the case of a resident of
the United States.

(3) In the application of the provisions of
the present Convention by one of the Con-
tracting Parties any term not otherwise de-
fined shall, unless the context otherwise re-
quires, have the meaning which it has under
the laws of that Contracting Party relating
to the taxes which are the subject of the
present Convention.

ARTICLE VI

(1) The rate of United States tax on divi-
dends derived from a United States corpora-
tion by a resident of the United Kingdom
who is subject to United Kingdom tax on
such dividends and not engaged in trade or
business in the United States shall not ex-
ceed 15 percent: Provided, That such rate of
tax shall not exceed five percent if such resi-
dent is a corporation controlling, directly or
indirectly, at least 95 percent of the entire
voting power in the corporation paying the
dividend, and not more than 25 percent of
the gross income of such paying corporation
is derived from interest and dividends, other
than interest and dividends received from
Its own subsidiary corporations. Such *re-
duction of the rate to five percent shall not
apply if the relationship of the two corpora-
tions has been arranged or is maintained
primarily with the intention of securing such
reduced rate.

(2) Dividends derived from sources within
the United Kingdom by an individual who
is (a) a resident of the United States, (b)
subject to United States tax with respect to
such dividends, and (c) not engaged in trade
or business in the United Kingdom, shall be
exempt from United Kingdom surtax.

(3) Either of the Contracting Parties may
terminate this Article by giving written no-
tice of termination to the other Contract-
ing Party, through diplomatic channels, on
or before the thirtieth day of June in any
year after the year 1945, and in such event
paragraph (1) hereof shall cease to be ef-
fective as to United States tax on and after
the first day of January. and paragraph (2)
hereof shall cease to be effective as to United
Kingdom tax on and after the 6th day of
April, in the year next following that in
which such notice is given.

ARTICLE VII

(1) Interest (on bonds, securities, notes,
debentures, or on any other form of indebt-
edness) derived from sources within the
United States by a resident of the United
Kingdom who is subject to United Kingdom
tax on such interest and not engaged in
trade or business in the United States, shall
be exempt from United States tax; but such
exemption shall not apply to such interest
paid by a United States corporation to a cor-
poration resident in the United Kingdom
controlling, directly or indirectly, more than
50 percent of the entire voting power in the
paying corporation.

(2) Interest (on bonds, securities, notes,
debentures, or on any other form of in-
debtedness) derived from sources within the
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United Kingdom by a resident of the United
States who is subject to United States tax on
such interest and not engaged in trade or
businbss in the United Kingdom, shall be
exempt from United Kingdom tax; but such
exemption shall not apply to such interest
paid by a corporation resident in the United
Kingdom to a United States corporation con-
trolling, directly or indirectly, more than 50
percent of the entire voting power in the
paying corporation.

ARTICLE VIII

(1) Royalties and other amounts paid as
consideration for the use of, or for the
privilege of using, copyrights, patents, de-
signs, secret processes and formulae, trade-
marks, and other like property, and derived
from sources within the United States by a
resident of the United Kingdom who is sub-
ject to United Kingdom tax on such royalties
or other amounts and not engaged in trade
or business in the United States, shall be
exempt from United States tax.

(2) Royalties and other amounts paid as
consideration for the use of, or for the
privilege of using, copyrights, patents, de-
signs, secret processes and formulae, trade-
marks, and other like property, and derived
from sources within the United Kingdom by
a resident of the United States who is sub-
ject to United States tax on such royalties
or other amounts and not engaged in trade
or business in the United Kingdom, shall be
exempt from United Kingdom tax.

(3) For the purposes of this Article the
term "royalties" shall be deemed to include
rentals In respect of motion picture films.

ARTICLE IX

(1) The rate of United States tax on roy-
alties in respect of the operation of mines or
quarries or of other extraction of natural re-
sources, and on rentals from real property or
from an interest in such property, derived
from sources within the United States by a
resident of the United Kingdom who is sub-
ject to United Kingdom tax with respect to
such royalties or rentals and not engaged in
trade or business in the United States, shall
not exceed 15 percent: Provided, That any
such resident may elect for any taxable year
to be subject to United States tax as if such
resident were engaged in trade or business in
the United States.

(2) Royalties in respect of the operation of
mines or quarries or of other extraction of
natural resources, and rentals from real prop-
erty or from an interest in such property.
derived from sources within the United King-
dom by an individual who is (a) a resident
of the United States, (b) subject to United
States tax with respect to such royalties and
rentals, and (c) not engaged in trade or busi-
ness in the United Kingdom, shall be exempt
from United Kingdom surtax.

ARTICLE X

(1) Any salary, wage, similar remunera-
tion, or pension, paid by the Government
of the United States to an individual (other

f Internal Revenue § 7.500

than a British subject who is not also a
citizen of the United States) in respect of
services rendered to the United States in the
discharge of governmental functions, shall be
exempt from United Kingdom tax.

(2) Any salary, wage, similar remunera-
tion, or pension, paid by the Government
of the United Kingdom to an individual
(other than a citizen of the United States
who Is not also a British subject) in respect
of services rendered to the United Kingdom
in the discharge of governmental functions,
shall be exempt from United States tax.

(3) The provisions of this Article shall not
apply to payments in respect of services
rendered in connection with any trade or
business carried on by either of the Contract-
ing Parties for purposes of profit.

ARTICLE XII
(1) Any pension (other than a pension to

which Article X applies), and any life an-
nuity, derived from sources within the
United States by an individual who is a
resident of the United Kingdom shall be
exempt from United States tax.

(2) Any pension (other than a pension
to which Article X applies), and any life
annuity, derived from sources within the
United Kingdom by an individual who is
a resident of the United States shall be
exempt from United Kingdom tax.

(3) The term "life annuity" means a
stated sum payable periodically at stated
times, during life or during a specified or
ascertainable period of time, under an ob-
ligation to make the payments in consider-
ation of money paid.

ARTICLE XXIII
(1) The present Convention shall be rati-

fied and the instruments of ratification shall
be exchanged at Washington as soon as pos-
sible.

(2) Upon exchange of ratifications, the
present Convention shall have effect

(a) as respects United States tax, for the
taxable years beginning on or after the first
day of January 1945;

(b) (i) as respects United Kingdom income
tax, for the year of assessment beginning on
the 6th day of April 1945 and subsequent
years; (ii) as respects United Kingdom sur-
tax, for the year of assessment beginning on
the 6th day of April 1944 and subsequent
years; and (iII) as respects United Kingdom
excess profits tax and national defence con-
tribution, for any chargeable accounting
period beginning on or after the first day of
April 1945 and for the unexpired portion of
any chargeable accounting period current at
that date.

ARTICLE XXIV

(1) The present Convention shall continue
in effect indefinitely but either of the Con-
tracting Parties may, on or before the 30th
day of June in any year after the year 1946,
give to the other Contracting Party, through
diplomatic channels, notice of terminatioh
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and, in such event, the present Convention
shall cease to be effective

(a) as respects United States tax, for the
taxable years beginning on or after the first
day of January in the year next following
that in which such notice is given;

(b) (i) as respects United Kingdom income
tax, for any year of assessment beginning on
or after the 6th day of April in the year next
following that in which such notice is given;
(ii) as respects United Kingdom surtax, for
any year of assessment beginning on or after
the 6th day of April in the year in which
such notice is given; and (iii) as respects
United Kingdom excess profits tax.and na-
tional defence contribution, for any charge-
able accounting period beginning on or after
the first day of April in the year next follow-
Ing that in which such notice is given and
for the unexpired portion of any chargeable
accounting period current at that date.

(2) The termination of the present Con-
vention or of any Article thereof shall not
have the effect of reviving any treaty or ar-
rangement abrogated by the present Conven-
tion or by treaties previously concluded
between the Contracting Parties.

(b) As used in this subpart, unless the
context otherwise requires, the terms de-
fined in the above articles of the conven-
tion shall have the meanings so assigned
to them.

§ 7.501 Dividends-(a) General. (1)
The rate of tax imposed by section 211
(a) of the Internal Revenue Code (re-
lating to nonresident alien individuals
not engaged in trade or business within
the United States) and by section 231
(a) of the Internal Revenue Code (relat-
ing to foreign corporations not engaged
in trade or business within the United
States) is 30 percent. Such rate in the
case of dividends received in any taxable
year beginning on or after January 1,
1945, from sources within the United
States by a nonresident alien (in-
cluding a nonresident alien individual,
fiduciary, and partnership) who is a
resident of the United Kingdom or a
foreign corporation (whether or not or-
ganized under the laws of the United
Kingdom) which is managed and con-
trolled in the United Kingdom, is re-
duced to 15 percent under the provi-
sions of Article VI of the convention if
such alien or corporation:

(i) Is subject to United Kingdom tax
on such dividends, and

(ii) At no time during the taxable
year in which such dividend was so re-
ceived was engaged in trade or business
within the United States.

(2) For the purposes of Articles VI, VII,
VIII and IX of the convention, a non-
resident alien or foreign corporation is
not engaged in trade or business within
the United States unless such alien or
foreign corporation has a permanent es-
tablishment situated therein at some
time in the taxable year. Thus, if a non-
resident alien who is a resident of the
United Kingdom, performs personal serv-
ices within the United States during
the calendar year 1945, has at no time
during such year a permanent establish-
ment within the United States, and is
subject to United Kingdom tax with re-
spect to a dividend derived by him from
United States sources, he is entitled to
the reduced rate of tax with respect to
such dividend, as provided in Article VI
of the convention even though by reason
of his having rendered personal services
within the United States he is engaged
in trade or business therein in that year
within the meaning of section 211 (b)
of the Internal Revenue Code. The fact
that the payee of the dividend is, owing
to the application of reliefs or exemp-
tions under United Kingdom revenue
laws, not required to pay United King-
dom tax on such dividend does not pre-
vent the application of the reduction of
the rate of United States tax with re-
spect to such dividend. If the dividend
would have been subject to United King-
dom tax had the payee thereof derived
sufficiently large an income to require
payment of tax, then liability to United
Kingdom tax exists for the purposes of
the reduction in the rate of United States
tax. As to what constitutes a permanent
establishment, see Article 1I (1) (1) of
the convention.

(3) In the case of dividends paid on or
after January 1, 1945, by a corporation
created under the laws of the United
Kingdom no withholding of United
States tax is required.

(b) Dividends paid by a United States
subsidiary corporation. (1) Under the
proviso of Article VI (1) of the conven-
tion, dividends paid by a domestic cor-
poration to a foreign corporation con-
trolling, directly or indirectly, at the time
the dividend Is paid 95 percent or more of
the voting power in such domestic cor-
poration, are subject to tax at the rate of
only 5 percent, if (i) not more than 25
percent of the gross income of the domes-
tic corporation paying the dividend for
the three-year period immediately pre-
ceding the taxable year in which the divi-

Page 54

§ 7.501

HeinOnline --  CFR, 1949 54 1949



Chapter I-Bureau of Internal Revenue

dend is paid consists of dividends and in-
terest (other than dividends and interest
paid to such domestic corporation by its
own subsidiary corporations, if any), and
(2) the relationship between such domes-
(ii) the relationship between such domes-
tion has not been arranged or maintained
primarily with the intention of securing
such reduced rate of 5 percent.

(2) Thus, for example, the X Corpora-
tion is a domestic corporation, 97 percent
of the entire voting stock of which is con-
trolled by the Y Company, Ltd., a foreign
corporation managed and controlled in
the United Kingdom, not having a per-
manent establishment in the United
States at any time during the calendar
year 1945, and subject to United King-
dom tax with respect to any dividends
received by it or credited to its account in
the United States. The X Corporation
makes its income tax returns on the cal-
endar year basis and throughout each of
the years 1942, 1943, and 1944 derived not
more than 25 percent of its gross income
from interest and dividends from corpo-
rations other than its own subsidiary cor-
porations. The relationship between the
X Corporation and the Y Company, Ltd.,
is a relationship arranged and main-
tained without reference to the reduced
rate of 5 percent on dividends provided
in the proviso in Article VI (1) of the
convention. A dividend was paid by the
X Corporation to the Y Company, Ltd.,
on July 1, 1945. The reduced rate of
tax of 5 percent is applicable to such
dividend.

(3) Any domestic corporation which
claims or contemplates claiming that
dividends paid or to be paid by it on or
after January 1, 1945, are subject only
to the 5 percent rate shall file, as soon
as practicable, with the Commissioner of
Internal Revenue, the following informa-
tion: (i) The date and place of its
organization; (ii) the location of the
management and control of the foreign
corporation to which the dividend is paid
or to be paid; (iii) the number of out-
standing shares of stock of the domestic
corporation having voting power and the
voting power thereof; (iv) the person or
persons benficially owning such stock of
the domestic corporation and their re-
lationship to such foreign corporation;
(v) the amount of gross income, by
years, of the paying corporation for the
three-year period immediately preced-
ing the taxable year in which the divi-
dend is paid; (vi) the amount of interest

and dividends, by years, included in the
gross income of the domestic corporation
and the amount of interest and divi-
dends, by years, received by such corpo-
ration from its subsidiary corporations,
if any; and (vii) the relationship between
the domestic corporation and the foreign
corporation to which it pays the divi-
dend.

(4) As soon as practicable after such
information Is filed, the Commissioner of
Internal Revenue will determine whether
the dividends concerned fall within the
scope of the proviso of Article VI (1) of
the convention and may authorize the
release of excess tax withheld with re-
spect to dividends which come within
such proviso. In any case in which the
Commissioner of Internal Revenue has
notified such domestic corporation that
it comes within such proviso, the reduced
rate of 5 percent applies to any dividends
subsequently paid by such corporation to
the foreign corporation unless the stock
ownership of the domestic corporation,
or the character of its income, or the
place of management and control of the
corporation to which the dividend is paid,
materially changes, and, if such change
or changes occur, such corporation shall
promptly notify the Commissioner of In-
ternal Revenue of the then existing facts
with respect to such stock ownership, in-
come, and control.

(c) Effect on withholding of address in
United Kingdom. For the purposes of
withholding of the tax in the case of
dividends, every nonresident alien (in-
cluding a nonresident alien individual,
fiduciary, or partnership) whose address
is in the United Kingdom shall be deemed
by United States withholding agents to
be a resident of the United Kingdom and
subject to United Kingdom tax and every
corporation whose address is in the
United Kingdom shall be deemed by such
withholding agents to be a foreign cor-
poration managed and controlled in the
United Kingdom and subject to United
Kingdom tax.

(d) Rate of withholding. (1) On and
after September 5, 1946 (ten days after
the date on which this subpart was
filed with the Division of the Federal
Register), withholding in the case of
dividends paid to nonresident aliens and
foreign corporations, whose addresses are
in the United Kingdom, shall (except (I)
in any case in which, prior to the date of
payment of such dividend, the Commis-
sioner of Internal Revenue has notified
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the paying corporation that such divi-
dend falls within the proviso of Article
VI (1) of the convehtion, and (ii) in any
case in which the Commissioner notifies
the withholding agent that the reduced
rate shall not apply) be at the rate of
15 percent.

(2) In the case of every dividend paid
to a person whose address is in the United
Kingdom, there shall be shown on the
check or draft representing such dividend
or on an accompanying statement, either
in writing or stamped thereon by means
of a rubber stamp or other suitable de-
vice, the rate of tax at which United
States tax has been withheld from such
dividend.

(3) In any case in which a custodian
account is maintained with a bank in the
United States by a nonresident alien or
foreign corporation whose address is in
the United Kingdom and such alien or
corporation notifies its custodian that the
reduced rate of tax of 15 percent should
not apply to dividends paid by such cus-
todian with respect to such account, the
custodian shall withhold the tax at the
rate of 30 percent with respect to such
dividends at the source without regard
to the reduced rate of withholding pro-
vided in this Treasury decision.

(4) The preceding provisions relative
to residents of the United Kingdom and
to foreign corporations managed and
controlled in the United Kingdom are
based upon the assumption that the
payee is the actual owner of the capital
stock from which the dividend is derived
and consequently is the person liable to
the tax upon such dividend., As to action
by the recipient who is not the owner of
the dividend, see § 7.507.

§ 7.502 Interest-(a) General. (1)
Interest (other than interest falling
within the scope of paragraph (b) of this
section), whether on bonds, securities,
notes, debentures, or any other form of
indebtedness (including interest on obli-
gations of the United States and on obli-
gations of instrumentalities of the United
States) received in any taxable year be-
ginning on or after January 1, 1945, from
sources within the United States by a
nonresident alien (including a nonresi-
dent alien individual, fiduciary, and
partnership) who is a resident of the
United Kingdom, or a foreign corpora-
tion (whether or not organized under the
laws of the United Kingdom) which is
managed and controlled in the United
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Kingdom, is exempt from United States
tax under the provisions of Article VII
of the convention if such alien, or cor-
poration:

(i) Is subject to United Kingdom tax
on such interest, and

(ii) At no time during the taxable
year in which such interest was so de-
rived, had a permanent establishment
situated within the United States.

(2) Such interest is, therefore, not
subject to the withholding provisions of
the Internal Revenue Code.

(3) To obviate withholding at the
source in the case of coupon bond inter-
est, the nonresident alien resident in the
United Kingdom or the foreign corpora-
tion managed and controlled in the
United Kingdom shall file, in duplicate,
with each presentation of interest cou-
pons for payment, Form 1001-UK. Such
form shall be signed by the owner of the
interest, trustee or agent, and shall show
the name and address of the obligor, and
the name and the address of the owner
of such interest and the amount of such
interest. Such form shall contain a
statement that the owner is a resident of
the United Kingdom or is a foreign cor-
poration managed and controlled in the
United Kingdom, and that the owner has
no permanent establishment in the
United States and is chargeable to the
United Kingdom tax with respect to the
income.

(4) The exemption from United States
tax contemplated by Article VII of the
convention, insofar as it concerns coupon
bond interest, is an exemption applicable
only to the owner of such interest. The
person presenting such coupon or on
whose behalf it is presented shall, for
the purpose of the exemption, be deemed
to be the owner of the interest only if he
is, at the time the coupon is presented
for payment, the owner of the bond from
which the coupon has been detached. If
the person presenting the coupon is not
the owner of the bond, Form 1001, and
not Form 1001-UK, shall be executed.

(5) The original and duplicate owner-
ship certificates, Form 1001-UK, must be
forwarded to the Commissioner with the
quarterly return, Form 1012, as provided
in existing regulations with respect to
Form 1001. See § 29.143-7 of this chap-
ter (Regulations 111). Form 1001-UK
need not be listed on Form 1012.

(6) In the case of interest coupons
presented in the United Kingdom by a
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nonresident alien or by a foreign cor-
poration, not chargeable to United King-
dom tax in respect of such interest,
ownership certificates, Form 1001, shall
be filed as provided in existing regula-
tions without reference to the provisions
of the convention. See § 29.143-4 of this
chapter (Regulations 111).

(7) To obviate withholding at the
source in the case of interest other than
interest payable by means of coupons,
the nonresident alien who is a resident
of the United Kingdom, or the foreign
corporation managed and controlled in
the United Kingdom, shall file, in dupli-
cate, with the withholding agent in the
United States, Form 1OOlA-UK. Such
form shall be signed by the owner of the
income, trustee or agent, and shall show
the name and address of the obligor
and the name and the address of the
owner of such interest. Such form shall
contain a statement that the owner is a
resident of the United Kingdom or is a
foreign corporation managed and con-
trolled in the United Kingdom, and that
the owner has no permanent establish-
ment in the United States and is charge-
able to United Kingdom tax with respect
to such interest. The degree of liability
to United Kingdom tax sufficient to en-
title the owner of the interest (including
coupon bond Interest) to exemption from
withholding is the same as that with
respect to dividends. See § 7.501 (a).

(8) Form 1001A-UK must be filed for
each three calendar year period and the
first such form filed by the taxpayer with
any withholding agent should be filed not
later than 20 days preceding the date of
the first payment of income in such pe-
riod. If the taxpayer files such form
with the withholding agent in the cal-
endar year 1946 or in any subsequent
calendar year no additional Form 1001A-
UK need be filed prior to the end of the
two calendar years immediately follow-
ing the calendar year in which such form
is so filed unless the Commissioner noti-
fies the withholding agent that an addi-
tional Form 1001A-UK must be filed by
the taxpayer at an earlier date.

(9) The duplicate of Form 10OlA-UK
should be immediately forwarded by the
withholding agent to the Commissioner
of Internal Revenue, Records Division,
Washington 25, D. C.

(10) In the case of interest paid on or
after January 1, 1945, by a corporation
created under the laws of the United

Kingdom no withholding of the United
States tax is required.

(b) Exemption not applicable to in-
terest paid by subsidiary corporation to
its parent corporation. Article VII (1)
of the convention provides in part that
the exemption from United States tax of
interest paid to residents of the United
Kingdom (as defined in Article II (1)
(g) of the convention) shall not apply to
interest paid by a domestic corporation
to a foreign corporation managed and
controlled in the United Kingdom if such
foreign corporation controls, directly or
indirectly, more than 50 percent of the
voting power of all classes of stock of
such domestic corporation. The exemp-
tion provisions of Article VII (1) of the
convention have, therefore, no applica-
tion to such interest. In any case in
which (1) a foreign corporation managed
and controlled in the United Kingdom
derives interest from a domestic corpo-
ration and (2) the relationship existing
between the foreign corporation and the
domestic corporation is such as to render
uncertain whether the exemption applies
to such interest, neither Form 1001-UK
nor Form 10OlA-UK should be executed
by the foreign corporation. In such case
a statement of the facts should be filed
with the Commissioner of Internal Rev-
enue, Washington 25, D. C. As soon as
practicable after such statement is filed
the Commissioner of Internal Revenue
will determine whether the interest in-
volved is entitled to exemption under the
provisions of Article VII (1) of the con-
vention, and will notify such foreign cor-
poration whether the exemption provided
in Article VII (1) of the convention ap-
plies in such case. If in such case the
Commissioner of Internal Revenue de-
termines that such exemption applies,
then Form 1O01A-UK should be filed to-
gether with a copy of the letter from the
Commissioner of Internal Revenue.

IT. D. 5532, 11 F. R. 9334, as amended by
T. D. 5580, 12 F. R. 78261

§ 7.503 Patent and copyright royalties
and film rentals. (a) Royalties and other
like amounts received in any taxable year
beginning on or after January 1, 1945,
from sources within the United States
by a nonresident alien (including a
nonresident alien individual, fiduciary,
and partnership) who is a resident of the
United Kingdom or a foreign corpo-
ration (whether or not organized under
the laws of the United Kingdom) which
is managed and controlled in the United
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Kingdom, as consideration for the use
of, or for the privilege of using, copy-
rights, patents, designs, secret processes
and formulae, trade-marks, and other
like property, are exempt from United
States tax under the provisions of Article
VIII of the convention if such alien or
corporation:

(1) Is subject to United Kingdom tax
on such royalties or other amounts, and

(2) At no time during the taxable year
in which such royalty or other amounts
were so received had a permanent estab-
lishment within the United States.

(b) Such items are, therefore, not sub-
ject to the withholding provisions of the
Internal Revenue Code. For the pur-
poses of Article VIII of the convention
and of this section the terms "royalties"
and "royalties and other like amounts"
include rentals for the use of, or for the
right to use, motion picture films. As to
what constitutes a permanent establish-
ment, see Article II (1) (1) of the con-
vention.

(c) To obviate withholding at the
source, the nonresident alien who is a
resident of the United Kingdom, or the
foreign corporation managed and con-
trolled in the United Kingdom, shall file,
in duplicate, with the withholding agent
in the United States Form 1001A-UK.
Such form shall be signed by the owner of
the income, trustee or agent, and shall
show the name and address of the payor
of the royalty or other like amount, and
the name and the address of the owner
of such income. Such form shall con-
tain a statement that the owner is a
resident of the United Kingdom or is a
foreign corporation managed and con-
trolled in the United Kingdom, and that
the owner has no permanent establish-
ment in the United States and is charge-
able to United Kingdom tax with respect
to such income. The degree of liability
to United Kingdom tax sufficient to
entitle the payee of the income to ex-
emption from withholding is the same as
that with respect to dividends. See
§ 7.501 (a).

(d) The duplicate copy of Form lOOA-
UK should be immediately forwarded by
the withholding agent to the Commis-
sioner of Internal Revenue, Records
Division, Washington 25, D. C.

§ 7.504 Real property rentals and
natural resource royalties. (a) The rate
of tax imposed by section 211 (a) of the
Internal Revenue Code (relating to
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nonresident alien individuals not en-
gaged in trade or business within the
United States) and by section 231 (a)
of the Internal Revenue Code (relating
to foreign corporations not engaged in
trade or business within the United
States) is 30 percent. Such rate in the
case of real property rentals and royal-
ties in respect of the operation of natural
resources received on or after January
1, 1945, from sources within the United
States by a nonresident alien (in-
cluding a nonresident alien individual,
fiduciary, and partnership) who is a
resident of the United Kingdom or
a foreign corporation (whether or not
organized under the laws of the United
Kingdom) which is managed and con-
trolled in the United Kingdom, is re-
duced to 15 percent under the provisions
of Article IX of the convention if such
alien or corporation:

(1) Is subject to United Kingdom tax
on such royalties or other amounts, and

(2) At no time during the taxable year
in which such rental or royalty or other
amount was so received, had a permanent
establishment situated within the United
States.

(b) As to what constitutes a per-
manent establishment, see Article II (1)
(1) of the convention.

(c) In order to secure the benefit of the
reduced rate of tax provided in Article IX
of the convention at the time the real
property rental or natural resource roy-
alty is paid, the nonresident alien who is
a resident of the United Kingdom, or the
foreign corporation managed and con-
trolled in the United Kingdom, shall file,
In duplicate, with the withholding agent
in the United States Form 1001A-UK.
Such form shall be signed by the owner
of the income, trustee or agent, and shall
show the name and address of the payor
of the rental or royalty, and the name
and the address of the owner of such
income. Such form shall contain a
statement that the owner is a resident
of the United Kingdom or is a foreign
corporation managed and controlled in
the United Kingdom, and that the owner
has no permanent establishment in the
United States, and Is chargeable to
United Kingdom tax with respect to such
Income. As to the degree of liability to
United Kingdom tax sufficient to entitle
the owner of the income to the reduced
rate of 15 percent, see § 7.501 (a).

(d) The duplicate copy of Form 1001A-
UK should be immediately forwarded by
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the withholding agent to the Commis-
sioner of Internal Revenue, Records
Division, Washington 25, D. C.

§ 7.505 Pensions and life annuities. (a)
Article XII of the convention provides in
part that pensions (other than pensions
paid by the United States) and life an-
nuities derived on or after January 1,
1945 from sources within the United
States by a nonresident alien individual
who is a resident of the United Kingdom
shall be exempt from United States tax.

(b) The person paying such income
should be notified by letter from the resi-
dent of the United Kingdom that the in-
come is exempt from taxation under the
provisions of the convention. Such letter
shall contain the address of the indi-
vidual. The letter of notification, or a
copy thereof, should be immediately
forwarded by the recipient to the Com-
missioner of Internal Revenue, Records
Division, Washington 25, D. C. Such
letter shall constitute authorization to
the payor of the income to pay such
income without deduction of the tax at
the source unless the Commissioner sub-
sequently notifies such payor that the
tax should be withheld with respect to
payments made after such notification.

§ 7.506 Release of excess tax with-
held at source-(a) General. (1) In or-
der to bring the convention into force
and effect at the earliest practicable
date, the reduced rate of tax of 15 percent
to be withheld at the source on dividends,
natural resource royalties, and real prop-
erty rentals, and exemption from tax
otherwise withheld at the source on in-
terest, patent royalties, copyright royal-
ties, film rentals and the like, are hereby
made effective beginning January 1, 1946,
in any case in which such dividends,
natural resource royalties, real property
rentals, interest, patent royalties, copy-
right royalties, film rentals, and the like
are derived from sources within the
United States by (i) a nonresident alien
(including a nonresident alien individual,
fiduciary, and partnership) who is a resi-
dent of the United Kingdom, or (ii) a
foreign corporation (whether or not or-
ganized under the laws of the United
Kingdom) which is managed and con-
trolled in the United Kingdom.

(2) Accordingly, in the case of every
nonresident alien (including a nonresi-
dent alien individual, fiduciary, and part-
nership) whose address is in the United
Kingdom, and every foreign corporation

819592-49-

whose address is in the United Kingdom,
where tax at the rate of 30 percent has
been withheld on or after January 1,
1946, from dividends, there shall be re-
leased by the withholding agent and paid
over to the person from whom it was
withheld an amount equal to 15 percent
of such dividend.

(3) In the case of every such taxpayer
who furnishes to the withholding agent
Form 1001A-UK as prescribed In §§ 7.502,
7.503, or 7.504 where tax at the rate of
30 percent has been withheld on or after
January 1, 1946, there shall be released
by the withholding agent and paid over
to the person from whom it was withheld
an amount equal to (i) the amount so
withheld in the case of interest (as to
coupon bond interest, see next para-
graph), patent royalties, copyright roy-
alties, film rentals and the like, and (ii)
any amount so withheld In excess of 15
percent of the amount of natural re-
source royalties and real property
rentals.

(4) In the case of every such taxpayer
described in the first paragraph of this
paragraph who furnishes to the with-
holding agent Form 1001-UK, in dupli-
cate, where tax at the rate of 28 or 30
percent, as the case may be, has been
withheld on or after January 1, 1946,
from coupon bond interest, there shall be
released by the withholding agent and
paid over to the person from whom it was
withheld an amount equal to the tax
withheld from such interest. Form
1001-UK used for this purpose should be
clearly marked "Substitute" in order to
replace Forms 1001 previously filed. One
Form 1001-UK, in duplicate, may be used
to replace two or more Forms 1001. The
form marked "Substitute" is to be used
solely for the release of excess tax with-
held in 1946. The use of Form 1001-UK
for the purpose of exemption upon pres-
entation of interest coupons is set forth
in § 7.502 (a).

(5) As to refund of excess tax withheld
during the calendar year 1945, see § 7.511.

(b) Pensions and life annuities. (1) In
order to bring the convention into force
and effect at the earliest practicable date
the exemption from tax otherwise with-
held at the source on pensions (other
than pensions paid by the United States)
and life annuities is made effective be-
ginning January 1, 1946, in any case in
which such pensions and life annuities
are derived from sources within the
United States by a nonresident alien in-
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dividual who is a resident of the United
Kingdom.

(2) The person paying such income
should be notified by letter from the resi-
dent of the United Kingdom that the in-
come is exempt from taxation under the
provisions of Article XII of the conven-
tion. See § 7.505. Such letter shall con-
stitute authorization to the payor of the
income to release the tax withheld on or
after January 1, 1946 from such pensions
and life annuities.

(c) Subsidiary's dividends. With re-
spect to a dividend paid on or after Jan-
uary 1, 1945, by a domestic corporation
to a foreign corporation whose address
is in the United Kingdom, tax shall be
withheld at the rate of 15 percent un-
less prior to the date of payment of such
dividend the Commissioner of Internal
Revenue has notified the paying corpora-
tion that such dividend falls within the
scope of the proviso of Article VI (1) of
the convention. As soon as practicable
after information required under § 7.501
(b) is filed, the Commissioner of Internal
Revenue will determine whether the divi-
dend involved falls within the scope of
such proviso and may authorize the re-
lease of the excess tax withheld with
respect to dividends which come within
the scope of such proviso.

§ 7.507 Addressee not actual owner.
(1) If the recipient in the United King-
dom of the dividend is a nominee or agent
through whom the dividend flows to a
person other than the person described
in § 7.501 (a) as being entitled to the
reduced rate of tax of 15 percent provid-
ed in Article VI of the convention, such
recipient in the United Kingdom will
withhold an additional tax equivalent to
15 percent of the gross dividend prior to
diminution by the 15 percent previously
deducted in the United States.

(2) The amounts so withheld by the
withholding agent in the United King-
dom will, on or before the 15th day after
the close of the calendar year quarter in
which such withholding takes place, be
deposited with the United Kingdom
Board of Inland Revenue, without con-
verting such amounts into dollars. Each
withholding agent making such deposit
will accompany such deposit with the
appropriate British form executed as
required by the Board of Inland Revenue.
The Board of Inland Revenue have ar-
ranged that they will, on or before the
end of the calendar month in which such
deposit is so made with the Board, remit

by draft in United States dollars the
amounts so deposited, to the Collector
of Internal Revenue, Baltimore, Mary-
land, U. S. A., together with the aggre-
gate of any other amounts of United
States tax withheld by the Board, for-
warding with such draft the appropriate
British form filed with the Board by the
United Kingdom withholding agents.

(3) Fiduciaries and partnerships with
an address in the United Kingdom are
accorded the benefit of the reduced rate
of withholding with respect to dividends.
If, however, the fiduciary or partnership
is acting as a nominee or agent receiving
the dividend for or on behalf of a person
other than a person described in § 7.501
(a) as being entitled to the reduced rate
of tax, an additional tax equal to 15 per-
cent of the gross dividend prior to its
diminution by the 15 percent deducted
in the United States will be deducted by
such fiduciary or partnership and treated
as provided in the immediately preceding
paragraph.

(4) In any case in which the fiduciary
or partnership receives a dividend from
a United States domestic corporation, if
a beneficiary of such fiduciary or a part-
ner in such partnership is a nonresident
alien not chargeable to United Kingdom
tax with respect to the portion of such
dividend included in such beneficiary's
share of the distributable income of such
fiduciary (if such fiduciary itself is not
chargeable to United Kingdom tax on
such dividend), or in the distributive
share of such partner in such partner-
ship's income, as the case may be, the
fiduciary or partnership will withhold an
additional tax equal to 15 percent of the
amount of such dividend so included.

§ 7.508 Return of tax withheld and
information return with respect to per-
sons whose addresses are in the United
Kingdom. Every United States with-
holding agent shall make and file with
the collector, in duplicate, an informa-
tion return on Form 1042D, in addition
to the withholding return, Form 1042, for
the calendar year 1946 and each subse-
quent calendar year, with respect to:
(a) dividends from which a tax of 15
percent was withheld from persons
whose addresses are In the United King-
dom (5 percent in the case of dividends
falling within the scope of the proviso
of Article VI (1) of the convention); (b)
real property rentals and natural re-
source royalties from which a tax of
15 percent was withheld from persons
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whose addresses are in the United King-
dom; (c) royalties and like amounts and
Interest (other than coupon bond inter-
est reported on Form 1001-UK) from
which no tax was withheld from persons
who have furnished to the withholding
agent Form 10OlA-UK; and (d) all other
fixed or determinable annual or peri-
odical income paid to such persons.

§ 7.509 Beneficiaries of a domestic
estate or trust. A nonresident alien who
is a resident of the United Kingdom and
who is a beneficiary of a domestic estate
or trust, shall be entitled to the exemp-
tion, or reduction in the rate of tax, as
the case may be, provided in Articles VI,
VII, VIII, and IX of the convention with
respect to dividends, interest, royalties,
natural resource royalties, and rentals
from real property to the extent such
item or items are included in his distrib-
utive share of income of such estate or
trust. In such case such beneficiary
must, in order to be entitled to the ex-
emption or reduction in the rate of tax,
execute Form 1001A-UK and file such
form with the fiduciary of such estate or
trust in the United States.

§ 7.510 Refund of excess tax withheld.
(a) If the tax withheld at the source upon
dividends, interest, royalties, natural re-
source royalties, real property rentals,
pensions or life annuities paid during the
calendar year 1945 is in excess of the tax
due from the taxpayer under the con-
vention, it will be necessary for the tax-
payer, In order to compute the tax prop-
erly, to file an income tax return, Form
1040NB (United Kingdom), for individ-
uals, and Form 1120NB United King-
dom), for corporations, for such taxable
year. The taxpayer's total fixed or de-
terminable annual or periodical income
from sources within the United States
should be reported on such return and
in the event securities are held in the
name of a person other than the actual
owner, the name of such person should be
furnished. There shall be included in
such return the following statements:

(1) That the taxpayer is a nonresi-
dent alien (including a nonresident alien
individual, fiduciary, or partnership)
resident in the United Kingdom or is a
foreign corporation managed and con-
trolled in the United Kingdom;

(2) That the taxpayer had a perma-
nent establishment in the United States
at no time during the taxable year in
which the income was received;

(3) That the taxpayer is subject to
United Kingdom income tax upon the
income with respect to which the bene-
fits of the convention are claimed.

However, the statements required by
subparagraphs (2) and (3) of this
paragraph are not applicable in the
case of a taxpayer whose income from
sources within the United States during
the calendar year 1945 consisted ex-
clusively of pensions or life annuities. As
to additional information required in the
case of a foreign corporation claiming
a rate of 5 percent on dividends paid
by its domestic subsidiary corporation,
see § 7.501 (b).

(b) For the purposes of refund of ex-
cess tax withheld resulting from the tax
convention, a properly executed return
on Form 1040NB (United Kingdom) or
Form 112ONB (United Kingdom) shall
constitute a claim for refund or credit
within the meaning of section 322 of the
Internal Revenue Code for the amount
of the overpayment disclosed by such
return. An amended return, so-called,
shall not be considered a claim for re-
fund or credit. Any tax paid in excess
of that due from the owner of the income
will be refunded by the United States
Government as required by law.

§ 7.511 Canadian withholding agents.
(a) In the case of any dividend paid dur-
ing 1946 or subsequent years to a recipi-
ent whose address is in Canada and who
is a nominee, agent, or custodian through
whom the dividend flows to a person
whose address is in the United Kingdom,
no withholding by such nominee or agent
is required Any tax so withheld with
respect to dividends on or after January
1, 1946, may be released to such person
by the withholding agent in Canada.
In any case in which interest, rents, or
royalties are paid during 1946 or sub-
sequent years to such nominee, agent,
or custodian through whom such income
flows to a resident of the United King-
dom, no withholding by such nominee,
agent, or custodian is required if Form
1001-UK or Form 1001A-UK, as the case
may be, is filed by such person with such
nominee, agent, or custodian, in the same
manner as provided in §§ 7.502, 7.503,
and 7.504. The duplicate of Form
1001A-UK should be transmitted (at-
tached to Form 1042) by the Canadian
nominee, agent, or custodian to the Col-
lector of Internal Revenue, Baltimore,
Maryland. Any tax so withheld with re-
spect to interest, rents or royalties on
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or after January 1, 1946, paid to a resi-
dent of the United Kingdom who files
Form 1001-UK or Form 1001A-UK, may
be released to such person by the with-
holding agent in Canada.

(b) The provisions of §§ 7.10 to 7.17
(Treasury Decision 5157), approved June
27, 1942, are hereby amended to the ex-
tent that they are inconsistent with this
section and as so amended are made ap-
plicable to payments of dividends, in-
terest, rents, or royalties made by Cana-
dian withholding agents on and after
January 1, 1946.

REGULATIONS EFFECTIVE JULY 30, 1946

AUTHORITY: H§ 7.512 to 7.532 issued under
53 Stat. 32, 467; 26 U. S. C. 62, 3791.

SouRcE: §§ 7.512 to 7.532 contained in
Treasury Decision 5569, 12 F. R. 4569.

§ 7.512 Introductory. The income tax
convention between the United States
and the United Kingdom of Great Britain
and Northern Ireland, signed April 16,
1945, and supplementary protocol, signed
at Washington on June 6, 1946, both of
which were proclaimed by the President
of the United States on July 30, 1946, and
effective (for the purposes of United
States income and excess profits taxes)
for taxable years beginning on or after
January 1, 1945 (referred to in this sub-
part as the convention), provide as
follows:

ARTICLE I

(1) The taxes which are the subject of
the present Convention are:

(a) In the United States of America: The
Federal income taxes, including surtaxes and
excess profits taxes (hereinafter referred to
as United States tax).

(b) In the United Kingdom of Great
Britain and Northern Ireland: The income
tax (including surtax), the excess profits
tax and the national defense contribution
(hereinafter referred to as United Kingdom
tax).

(2) The present Convention shall also ap-
ply to any other taxes of a substantially
similar character imposed by either Con-
tracting Party subsequently to the date of
signature of the present Convention or by
the government of any territory to which the
present Convention Is extended under Article
XXII.

ARTICLE 11

(1) In the present Convention, unless the
context otherwise requires:

(a) The term "United States" means the
United States of America, and when used in
a geographical sense means the States, the
Territories of Alaska and of Hawaii, and the
District of Columbia.

(b) The term "United Kingdom" means
Great Britain and Northern Ireland, exclud-
ing the Channel Islands and the Isle of Man.

(c) The terms "territory of one of the
Contracting Parties" and "territory of the
other Contracting Party" means the United
States or the United Kingdom as the context
requires.

(d) The term "United States corporation"
means a corporation, association or othei
like entity created or organized in or under
the laws of the United States.

(e) The term "United Kingdom corpora-
tion" means any kind of juridical person
created under the laws of the United King-
dom.

(f) The terms "corporation of one Con-
tracting Party" and "corporation of the other
Contracting Party" mean a United States
corporation or a United Kingdom corpora-
tion as the context requires.

(g) The term "resident of the United
Kingdom" means any person (other than a
citizen of the United States or a United
States corporation) who is resident in the
United Kingdom for the purposes of United
Kingdom tax and not resident in the United
States for the purposes of United States tax.
A corporation is to be regraded as resident in
the United Kingdom if its business is man-
aged and controlled in the United Kingdom.

(h) The term "resident of the United
States" means any individual who is resident
in the United States for the purposes of
United States tax and not resident in the
United Kingdom for the purposes of United
Kingdom tax, and any United States corpora-
tion and any partnership created or organ-
ized in or under the laws of the United
States, being a corporation or partnership
which is not resident in the United Kingdom
for the purposes of United Kingdom tax.

(i) The term "United Kingdom enter-
prise" means an industrial or commercial
enterprise or undertaking carried on by a
resident of the United Kingdom.

(j) The term "United States enterprise"
means an industrial or commercial enter-
prise or undertaking carried on by a resi-
dent of the United States.

(k) The terms "enterprise of one of the
Contracting Parties" and "enterprise of the
other Contracting Party" mean a United
States enterprise or a United Kingdom en-
terprise, as the context requires.

(1) The term "permanent establishment"
when used with respect to an enterprise of
one of the Contracting Parties means a
branch, management, factory or other fixed
place of business, but does not include an
agency unless the agent has, and habitually
exercises, a general authority to negotiate
and conclude contracts on behalf of such
enterprise or has a stock of merchandise
from which he regularly fills orders on its
behalf. An enterprise of one of the Con-
tracting Parties shall not be deemed to.have
a permanent establishment in the territory
of the other Contracting Party merely be-
cause it carries on business dealings in the
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territory of such other Contracting Party
through a bona fide commission agent,
broker or custodian acting in the ordinary
course of his business as such. The fact
that an enterprise of one of the Contracting
Parties maintains in the territory of the
other Contracting Party a fixed place of
business exclusively for the purchase of
goods or merchandise shall not of itself con-
stitute such fixed place of business a perma-
nent establishment of such enterprise. The
fact that a corporation of one Contracting
Party has a subsidiary corporation which Is
a corporation of the other Contracting Party
or which Is engaged in trade or business in
the territory of such other Contracting
Party (whether through a permanent estab-
lishment or otherwise) shall not of itself
constitute that subsidiary corporation a
permanent establishment of its parent cor-
poration.

(2) For the purposes of Articles VI, VII.
VIII, IX and XIV a resident of the United
Kingdom shall not be deemed to be engaged
in trade or business in the United States in
any taxable year unless such resident has a
permanent establishment situated therein
such taxable year. The same principle shall
be applied, mutatis mutandis, by the United
Kingdom in the case of a resident of the
United States.

(3) In the application of the provisions
of the present Convention by one of the Con-
tracting Parties any term not otherwise de-
fined shall, unless the context otherwise re-
quires, have the meaning which it has under
the laws of that Contracting Party relating
to the taxes which are the subject of the
present Convention.

ARTICLE III

(1) A United Kingdom enterprise shall not
be subject to United States tax in respect of
its industrial or commercial profits unless it
is engaged in trade or business In the United
States through a permanent establishment
situated therein. If it is so engaged, United
States tax may be imposed upon the entire
income of such enterprise from sources
within the United States.

(2) A United States enterprise shall not
be subject to United Kingdom tax in respect
of its industrial or commercial profits unless
it is engaged in trade or business In the
United Kingdom through a permanent es-
tablishment situated therein. If it is so
engaged, United Kingdom tax may be im-
posed upon the entire income of such enter-
prise from sources within the United King-
dom: Provided, That nothing in this para-
graph shall affect any provisions of the law
of the United Kingdom regarding the impo-
sition of United Kingdom excess profits tax
and national defence contribution in the
case of inter-connected companies.

(3) Where an enterprise of one of the
Contracting Parties is engaged in trade or
business in the territory of the other Con-
tracting Party through a permanent estab-

lishment situated therein, there shall be
attributed to such permanent establishment
the industrial or commercial profits which It
might be expected to derive if It were an
independent enterprise engaged In the same
or similar activities under the same or sim-
Ilar conditions and dealing at arm's length
with the enterprise of which it is a perma-
nent establishment, and the profits so attrib-
uted shall, subject to the law of such other
Contracting Party, be deemed to be income
from sources within the territory of such
other Contracting Party.

(4) In determining the industrial or com-
mercial profits from sources within the ter-
ritory of one of the Contracting Parties of
an enterprise of the other Contracting Party,
no profits shall be deemed to arise from the
mere purchase of goods or merchandise
within the territory of the former Contract-
ing Party by such enterprise.

ARTICLE IV

Where an enterprise of one of the Con-
tracting Parties, by reason of its participation
in the management, control or capital of an
enterprise of the other Contracting Party,
makes with or imposes on the latter, in their
commercial or financial relations, conditions
different from those which would be made
with an independent enterprise, any profits
which would but for those conditions have
accrued to one of the enterprises but by rea-
son of those conditions have not so accrued,
may be included in the profits of that enter-
prise and taxed accordingly.

ARTICLE V

(1) Notwithstanding the provisions of
Articles III and IV of the present Conven-
tion, profits which an individual (other than
a citizen of the United States) resident in
the United Kingdom or a United Kingdom
corporation derives from operating ships
documented or aircraft registered under the
laws of the United Kingdom, shall be exempt
from United States tax.

(2) Notwithstanding the provisions of
Articles III and IV of the present Convention,
profits which a citizen of the United States
not resident in the United Kingdom or a
United States corporation derives from oper-
ating ships documented or aircraft registered
under the laws of the United States, shall be
exempt from United Kingdom tax.

(3) This Article shall be deemed to have
superseded, on and after the first day of
January 1945, as to United States tax, and
on and after the 6th day of April, 1945, as
to United Kingdom tax, the arrangements
relating to reciprocal exemption of shipping
profits from income tax effected between
the Government of the United States and the
Government of the United Kingdom by ex-
change of Notes dated August 11, 1924, No-
vember 18, 1924, November 26, 1924, January
5, 1925, February 13, 1925, and March 16,

1925, which shall accordingly cease to have
effect.
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ARTICLE VI

(1) The rate of United States tax on divi-
dends derived from a United States corpora-
tion by a resident of the United Kingdom
who is subject to United Kingdom tax on
such dividends and not engaged in trade or
business in the United States shall not ex-
ceed 15 percent: Provided, That such rate of
tax shall not exceed five percent if such resi-
dent is a corporation controlling, directly or
indirectly, at least 95 percent of the entire
voting power in the corporation paying the
dividend, and not more than 25 percent of
the gross income of such paying corporation
is derived from interest and dividends, other
than interest and dividends received from its
own subsidiary corporations. Such reduction
of the rate to five percent shall not apply
if the relationship of the two corporations
has been arranged or is maintained primarily
with the intention of securing such reduced
rate.

(2) Dividends derived from sources with-
in the United Kingdom by an individual who
is (a) a resident of the United States, (b)
subject to United States tax with respect
to such dividends, and (c) not engaged in
trade or business in the United Kingdom,
shall be exempt from United Kingdom sur-
tax.

(3) Either of the Contracting Parties may
terminate this Article by giving written no-
tice of termination to the other Contracting
Party, through diplomatic channels, on or
before the thirtieth day of June in any year
after the year 1945, and In such event para-
graph (1) hereof shall cease to be effective
as to United States tax on and after the
first day of January, and paragraph (2)
hereof shall cease to be effective as to United
Kingdom tax on and after the 6th day of
April, in the year next following that in
which such notice is given.

ARTICLE VII

(1) Interest (on bonds, securities, notes,
debentures, or on any other form of indebt-
edness) derived from sources within the
United States by a resident of the United
Kingdom who is subject to United Kingdom
tax on such interest and not engaged in
trade or business in the United States, shall
be exempt from United States tax; but such
exemption shall not apply to such interest
paid by a United States corporation to a cor-
poration resident in the United Kingdom
controlling, directly or indirectly, more than
50 percent of the entire voting power in the
paying corporation.

(2) Interest (on bonds, securities, notes,
debentures, or on any other form of indebt-
edness) derived from sources within the
United Kingdom by a resident of the United
States who is subject to United States tax
on such interest and not engaged in trade
or business in the United Kingdom, shall
be exempt from United Kingdom tax; but
such exemption shall not apply to such inter-
est paid by a corporation resident in the
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United Kingdom to a United States corpora-
tion controlling, directly or indirectly, more
than 50 percent of the entire voting power
in the paying corporation.

ARTICLE VIII

(1) Royalties and other amounts paid as
consideration for the use of, or for the priv-
ilege of using, copyrights, patents, designs,
secret processes and formulae, trademarks,
and other like property, and derived from
sources within the United States by a resi-
dent of the United Kingdom who is subject
to United Kingdom tax on such royalties or
other amounts and not engaged in trade or
business in the United States, shall be ex-
empt from United States tax.

(2) Royalties and other amounts paid as
consideration for the use of, or for the privi-
lege of using, copyrights, patents, designs,
secret processes and formulae, trade-marks,
and other like property, and derived from
sources within the United Kingdom by a resi-
dent of the United States who is subject to
United States tax on such royalties or other
amounts and not engaged in trade or business
in the United Kingdom, shall be exempt from
United Kingdom tax.

(3) For the purposes of this Article the
term "royalties" shall be deemed to include
rentals in respect of motion picture films.

ARTICLE UX

(1) The rate of United States tax on roy-
alties in respect of the operation of mines
or quarries or of other extraction of natural
resources, and on rentals from real property
or from an interest in such property, derived
from sources within the United States by a
resident of the United Kingdom who is sub-
ject to United Kingdom tax with respect to
such royalties or rentals and not engaged
in trade or business in the United States,
shall not exceed 15 percent: Provided, That
any such resident may elect for any taxable
year to be subject to United States tax as
if such resident were engaged in trade or
business in the United States.

(2) Royalties in respect of the operation
of mines or quarries or of other extraction
of natural resources, and rentals from real
property, or from an interest in such prop-
erty, derived from sources within the United
Kingdom by an individual who is (a) a resi-
dent of the United States, (b) subject to
United States tax with respect to such royal-
ties and rentals, and (c) not engaged in trade
or business in the United Kingdom, shall be
exempt from United Kingdom surtax.

ARTICLE X

(1) Any salary, wage, similar remuneration,
or pension, paid by the Government of the
United States to an individual (other than a
British subject who is not also a citizen of
the United States) in respect of services ren-
dered to the United States in the discharge
of governmental functions, shall be exempt
from United Kingdom tax.
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(2) Any salary, wage, similar remuneration,
or pension, paid by the Government of the
United Kingdom to an individual (other than
a citizen of the United States who is not
also a British subject) in respect of services
rendered to the United Kingdom in the dis-
charge of governmental functions, shall be
exempt from United States tax.

(3) The provisions of this Article shall
not apply to payments in respect of services
rendered in connection with any trade or
business carried on by either of the Con-
tracting Parties for purposes of profit.

ARTICLE XI

(1) An individual who is a resident of
the United Kingdom shall be exempt from
United States tax upon compensation for
personal (including professional) services
performed during the taxable year within
the United States if (a) he is present within
the United States for a period or periods
not exceeding in the aggregate 183 days
during such taxable year, and (b) such
services are performed for or on behalf of
a person resident in the United Kingdom.

(2) An individual who is a resident of
the United States shall be exempt from
United Kingdom tax upon profits, emolu-
ments or other remuneration in respect of
personal (including professional) services
performed within the United Kingdom in
any year of assessment if (a) he is present
within the United Kingdom for a period or
periods not exceeding in the aggregate 183
days during that year, and (b) such serv-
ices are performed for or on behalf of a
person resident in the United States.

(3)1 The provisions of this Article shall
not apply to the compensation, profits, emol-
uments or other remuneration of public en-
tertainers such as stage, motion picture or
radio artists, musicians and athletes.

ARTICLE Xn

(1) Any pension (other than a pension
to which Article X applies), and any life
annuity, derived from sources within the
United States by an individual who is a
resident of the United Kingdom shall be
exempt from United States tax.

(2) Any pension (other than a pension to
which Article X applies), and any life an-
nuity, derived from sources within the
United Kingdom by an individual who is
a resident of the United States shall be
exempt from United Kingdom tax.

(3) The term "life annuity" means a
stated sum payable periodically at stated
times, during life or during a specified or
ascertainable period of time, under an obli-
gation to make the payments in considera-
tion of money paid.

ARTICLE xi

(1) Subject to section 131 of the United
States Internal Revenue Code as in effect

'Paragraph (3) of Article XI was deleted
by the Protocol approved June 6, 1946.

on the first day 'of January, 1945, United
Kingdom tax shall be allowed as a credit
against United States tax. For this purpose,
the recipient of a dividend paid by a cor-
poration which is a resident of the United
Kingdom shall be deemed to have paid the
United Kingdom income tax appropriate to
such dividend if such recipient elects to in-
clude in his gross income for the purposes of
United States tax the amount of such United
Kingdom income tax.

(2) Subject to such provisions (which
shall not affect the general principle hereof)
as may be enacted in the United Kingdom,
United States tax payable in respect of In-
come from sources within the United States
shall be allowed as a credit against any
United Kingdom tax payable in respect of
that income. Where such intome is an
ordinary dividend paid by a United States
corporation, such credit shall take into ac-
count (in addition to any United States
income tax deducted from or imposed on
such dividend) the United States income
tax imposed on such corporation in respect
of its profits, and where it is a dividend
paid on participating preference shares and
representing both a dividend at the fixed
rate to which the shares are entitled and
an additional participation in profits, such
tax on profits shall likewise be taken into
account in so far as the dividend exceeds
such fixed rate.

(3) For the purposes of this Article, com-
pensation, profits, emoluments and other
remuneration for personal (including pro-
fessional) services shall be deemed to be
income from sources within the territory of
the Contracting Party where such services
are performed.

ARTICLE XiV

A resident of the United Kingdom not en-
gaged in trade or business in the United
States shall be exempt from United States
tax on gains from the sale or exchange of
capital assets.

ARTICLE XV

Dividends and interest paid on or after the
first day of January 1945 by a United King-
dom corporation shall be exempt from United
States tax except where the recipient is a
citizen of or a resident of the United States
or a United States corporation.

ARTICLE XVI

A United Kingdom corporation shall be
exempt from United States tax on its accu-
mulated or undistributed earnings, profits,
income or surplus, if individuals who are resi-
dents of the United Kingdom control, di-
rectly or indirectly, throughout the last half
of the taxable year, more than 50 percent of
the entire voting power in such corporation.

ARTICLE xvn

(1) The United States income tax liability
for any taxable year beginning prior to Jan-
uary 1, 1936 of any individual (other than a
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citizen of the United States) resident in the
United Kingdom, or of any United Kingdom
corporation, remaining unpaid on the date of
signature of the present Convention, may be
adjusted on a basis satisfactory to the United
States Commissioner of Internal Revenue:
Provided, That the amount to be paid in set-
tlement of such liability shall not exceed the
amount of the liability which would have
been determined if:

(a) The United States Revenue Act of 1936
(except in the case of a United Kingdom cor-
poration in which more than 50 percent of
the entire voting power was controlled, di-
rectly or indirectly, throughout the latter
half of the taxable year, by citizens or resi-
dents of the United States), and

(b) Articles XV and XVI of the present
Convention;, had been In effect for such year.
If the taxpayer was not, within the meaning
of such Revenue Act, engaged in trade or
business in the United States and had no
office or place of business therein during the
taxable year, the amount of interest and
penalties shall not exceed 50 percent of the
amount of the tax with respect to which
such interest and penalties have been com-
puted.

(2) The United States income tax unpaid
on the date of signature of the present Con-
vention for any taxable year beginning after
the thirty-first day of December 1935 and
prior to the first day of January 1945 in the
case of an Individual (other than a citizen
of the United States) resident of the United
Kingdom, or in the case of any United King-
dom corporation shall be determined as if
the provisions of Articles XV and XVI of the
present Convention had been in effect for
such taxable year.

(3) The provisions of paragraph (1) of this
Article shall not apply:

(a) Unless the taxpayer files with the Com-
missioner of Internal Revenue on or before
the thirty-first day of December 1947 a re-
quest that such tax liability be so adjusted
and furnishes such information as the Com-
missioner may require; or

(b) In any case in which the Commissioner
is satisfied that any deficiency in tax is due
to fraud with intent to evade the tax.

ARTICLE XVIII

A professor or teacher from the territory
of one of the Contracting Parties who visits
the territory of the other Contracting Party
for the purpose of teaching, for a period not
exceeding two years, at a university, college,
school or other educational institution in the
territory of such other Contracting Party
shall be exempted by such other Contracting
Party from tax on his remuneration for
such teaching for such period.

ARTICLE XIX

A student or business apprentice from the
territory of one of the Contracting Parties
who is receiving full-time education or train-
ing In the territory of the other Contracting
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Party shall be exempted by such other Con-
tracting Party from tax on payments made
to him by persons within the territory of
the former Contracting Party for the pur-
poses of his maintenance, education or train-
ing.

ARTICLE XX

(1) The taxation authorities of the Con-
tracting Parties shall exchange such infor-
mation (being information available under
the respective taxation laws of the Con-
tracting Parties) as is necessary for carrying
out the provisions of the present Convention
or for the prevention of fraud or the admin-
istration of statutory provisions against
legal avoidance in relation to the taxes
which are the subject of the present Con-
vention. Any information so exchanged
shall be treated as secret and shall not be
disclosed to any person other than those
concerned with the assessment and collection
of the taxes which are the subject of the
present Convention. No information shall be
exchanged which would disclose any trade
secret or trade process.

(2) As used in this Article. the term "tax-
ation authorities" means, in the case of the
United States, the Commissioner of Internal
Revenue or his authorized representative;
in the case of the United Kingdom, the Com-
missioners of Inland Revenue or their au-
thorized representatives; and, in the case
of any territory to which the present Con-
vention is extended under Article XXII, the
competent authority for the administration
in such territory of the taxes to which the
present Convention applies.

ARTICLE XXI

(1) The nationals of one of the Contract-
Ing Parties shall not, while resident in the
territory of the other Contracting Party, be
subjected therein to other or more burden-
some taxes than are the nationals of such
other Contracting Party resident in its
territory.

(2) The term "nationals" as used in this
Article means:

(a) In relation to the United Kingdom, all
British subjects and British protected per-
sons, from the United Kingdom or any terri-
tory with respect to which the present Con-
vention is applicable by reason of extension
made by the United Kingdom under Article
XXII; and

(b) In relation to the United States,
United States citizens, and all persons under
the protection of the United States, from
the United States or any territory to which
the present Convention is applicable by rea-
son of extension made by the United States
under Article XXII;

and includes all legal persons, partnerships
and associations deriving their status as such
from, or created or organized under, the laws
in force in any territory of the Contracting
Parties to which the present Convention
applies.

(3) In this Article the word "taxes" means
taxes of every kind or description, whether
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national, Federal, state, provincial or munic-
ipal.

ARTICLE XXII

(1) Either of the Contracting Parties may,
at the time of exchange of instruments of
ratification or thereafter while the present
Convention continues in force, by a written
notification of extension given to the other
Contracting Party through diplomatic chan-
nels, declare its -desire that the operation of
the present Convention shall extend to all or
any of its colonies, overseas territories, pro-
tectorates, or territories in respect of which
it exercises a mandate, which impose taxes
substantially similar in character to those
which are the subject of the present Con-
vention. The present Convention shall apply
to the territory or territories named in such
notification on the date or dates specified in
the notification (not being less than sixy
days from the date of the notification) or, if
no date is specified in respect of any such
territory, on the sixtieth day after the date
of such notification, unless, prior to the date
on which the Convention would otherwise
become applicable to a particular territory,
the Contracting Party to whom notification
is given shall have informed the other Con-
tracting Party in writing through diplomatic
channels that it does not accept such noti-
fication as to that territory. In the absence
of such extension, the present Convention
shall not apply to any such territory.

(2) At any time after the expiration of
one year from the entry into force of an
extension under paragraph (1) of this Arti-
cle, either of the Contracting Parties may, by
written notice of termination given to the
other Contracting Party through diplomatic
channels, terminate the application of the
present Convention to any territory to which
it has been extended under paragraph (1),
and in such event the present Convention
shall cease to apply, six months after the
date of such notice, to the territory or terri-
tories named therein, but without affecting
its continued application to the United
States, the United Kingdom or to any other
territory to which it has been extended under
paragraph (1) hereof.

(3) In the application of the present Con-
vention in relation to any territory to which
it is extended by notification by the United
States or the United Kingdom references to
the "United States" or, as the case may be,
the "United Kingdom" shall be construed as
references to that territory.

(4) The termination in respect of the
United States or the United Kingdom of the
present Convention under Article XXIV or
of Article VI shall, unless otherwise ex-
pressly agreed by both Contracting Parties,
terminate the application of the present
Convention or, as the case may be, that Arti-
cle to any territory to which the Convention
has been extended by the United States or
the United Kingdom.

(5) The provisions of the preceding para-
graphs of this Article shall apply to the

Channel Islands and the Isle of Man as if
they were colonies of the United Kingdom.

ARTICLE XXIII
(1) The present Convention shall be rati-

fied and the instruments of ratification shall
be exchanged at Washington as soon as
possible.

(2) Upon exchange of ratifications, the
present Convention shall have effect

(a) As respects United States tax, for the
taxable years beginning on or after the first
day of January 1945;

(b) (I) As respects United Kingdom in-
come tax, for the year of assessment begin-
ning on the 6th day of April 1945 and sub-
sequent years; (ii) as respects United King-
dom surtax, for the year of assessment be-
ginning on the 6th day of April 1944 and sub-
sequent years; and (iiI) as respects United
Kingdom excess profits tax and national de-
fence contribution, for any chargeable ac-
counting period beginning on or after the
first day of April 1945 and for the unexpired
portion of any chargeable accounting period
current at that date.

ARTICI XXIV

(1) The present Convention shall continue
in effect indefinitely but either of the Con-
tracting Parties may, on or before the 30th
day of June in any year after the year 1946,
give to the other Contracting Party, through
diplomatic channels, notice of termination
and, in such event, the present Convention
shall cease to be effective

(a) As respects United States tax, for the
taxable years beginning on or after the first
day of January in the year next following
that in which such notice is given;

(b) (i) As respects United Kingdom in-
come tax, for any year of assessment begin-
ning on or after the 6th day of April In the
year next following that in which such no-
tice is given; (i) as respects United Kingdom
surtax, for any year of assessment begin-
ning on or after the 6th day of April in the
year in which such notice is given; and (iII)
as respects United Kingdom excess profits
tax and national defense contribution, for
any chargeable acdounting period beginning
on or after the first day of April in the year
next following that In which such notice Is
given and for the unexpired portion of any
chargeable accounting period current at that
date.

(2) The termination of the present Con-
vention or of any Article thereof shall not
have the effect of reviving any treaty or ar-
rangement abrogated by the present Con-
vention or by treaties previously concluded
between the Contracting Parties.

In witness whereof the above-mentioned
Plenipotentiaries have signed the present
Convention and have affixed thereto their
seals.

Done at Washington, in duplicate, on the
16th day of April, 1945.

For the Government of the United States
of America:

E. R. STETTIus, Jr.
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For the Government of the United King-
dom of Great Britain and Northern Ireland:

HALIFAX.
PROTOCOL

The Government of the United States of
America and the Government of the United
Kingdom of Great Britain and Northern
Ireland,

Desiring to conclude a supplementary
Protocol modifying in certain respects the
Convention for the avoidance of double tax-
ation and the prevention of fiscal evasion
with respect to taxes on income which was
signed at Washington on April 16, 1945,

Have agreed as follows:

ARTICLE I

Paragraph (3) of Article XI of the Conven-
tion of April 16, 1945, for the avoidance of
double taxation and the prevention of fiscal
evasion with respect to taxes on income shall
be deemed to be deleted and of no effect.

ARTICLE II

This Protocol, which shall be regarded as
an integral part of the said Convention, shall
be ratified and the instruments of ratifica-
cation thereof shall be exchanged at Wash-
ington.

In witness whereof the undersigned Pleni-
potentiaries, being authorized thereto by
their respective Governments, have signed
this Protocol and have affixed thereto their
seals.

Done at Washington, in duplicate, this
sixth day of June, 1946.

For the Government of the United States
of America:

JAMES F. BYRNES,
Secretary of State,

of the United States of America.

For the Government of the United King-
dom of Great Britain and Northern Ireland:

JOHN BALFOUR,
His Majesty's Envoy Extraordinary

and Minister Plenipotentiary in
Washington.

§ 7.513 Applicable provisions of the
Internal Revenue Code. (a) The Inter-
nal Revenue Code provides in part as
follows:

CHAPTER 1-INCOME TAX

SEC. 22. GROSS INCOME

(b) Exclusions from Gross Income. The
following items shall not be included in
gross income and shall be exempt from tax-
ation under this chapter:

(7) Income exempt under treaty. Income
of any kind, to the extent required by any
treaty obligation of the United States;

• * • •

SEC. 62. RULES AND REGULATIONS

The Commissioner, with the approval of
the Secretary, shall prescribe and publish all
needful rules and regulations for the enforce-
ment of this chapter.

(b) Pursuant to section 62 of the Inter-
nal Revenue Code, and other provisions
of the internal revenue laws, the follow-
ing regulations, which are designated as
§§ 7.514 to 7.532, are hereby prescribed
and all regulations inconsistent herewith
are modified accordingly.

§ 7.514 Scope of the convention. (a)
The primary purposes of the convention,
to be accomplished on a reciprocal basis,
are to avoid double taxation upon major
items of income derived from sources in
one country by persons resident in the
other country, and to exchange fiscal
information complementary to other pro-
visions of the convention, including those
relating to avoidance of double taxation.

(b) The specific classes of income from
sources within the United States exempt
under the convention from United States
tax for taxable years beginning on or
after January 1, 1945, are:

(1) Industrial and commercial profits
of a United Kingdom enterprise having
no permanent establishment in the
United States (Article III);

(2) Income derived by a nonresident
alien who is a resident of the United
Kingdom, or by a United Kingdom cor-
poration, from the operation of ships
documented or aircraft registered, under
the laws of the United Kingdom (Ar-
ticle V) ;

(3) Interest and royalties (including
film rentals) derived by a nonresident
alien who is a resident of the United
Kingdom or by a foreign corporation
managed and controlled in the United
Kingdom if such alien or corporation (i)
is subject to United Kingdom tax upon
such interest or royalties, and (ii) has
no permanent establishment in the
United States (but such exemption does
not apply to interest paid to such foreign
corporation controlling the corporation
paying such interest) (Articles VII and
VIII) ;

(4) Compensation and pensions paid
by the United Kingdom to individuals
(other than a citizen of the United States
who is not also a British subject) for
services rendered to the United King-
dom in the discharge of its governmental
functions (Article X);

Page 68

§ 7.513

HeinOnline --  CFR, 1949 68 1949



Chapter I-Bureau of Internal Revenue

(5) Compensation for personal serv-
ices derived by a nonresident alien who
is a resident of the United Kingdom if
(i) such alien is present in the United
States for a period or periods not ex-
ceeding 183 days during the taxable
year, and (ii) such services are per-
formed for, or on behalf of, a person
resident in the United Kingdom (Ar-
ticle XI):

(6) Pensions (other than pensions
paid by the Government of the United
States) and life annuities derived by
nonresident alien individuals residing
in the United Kingdom (Article XII) ;

(7) Gains from the sale or exchange of
capital assets by a nonresident alien who
Is a resident of the United Kingdom or by
a foreign corporation managed and con-
trolled in the United Kingdom, if such
alien or corporation has no permanent
establishment in the United States (Ar-
ticle XIV);

(8) Dividends and interest paid on or
after January 1, 1945, by a corporation
organized under the laws of the United
Kingdom to a nonresident alien or
foreign corporation (Article XV) ;

(9) Remuneration derived from teach-
ing in the United States for a period of
not more than two years by a professor
or teacher who is from the territory of the
United Kingdom, but who is temporarily
present in the United States (Article
XVIII) ;

(10) Remittances from sources within
the United Kingdom received in the
United States by a nonresident alien
individual who is from the territory of
the United Kingdom but who is tempo-
rarily present in the United States for
the purpose of education, or training,
such remittances being for the purpose of
his maintenance, education, or training
(Article XIX).

(c) The convention also reduces to 15
percent the rate of tax otherwise imposed
upon dividends, natural resource royal-
ties and rentals from real property, de-
rived by a nonresident alien who is resi-
dent In the United Kingdom or by a
foreign corporation managed and con-
trolled in the United Kingdom if such
alien or corporation meets the tests of
liability to United Kingdom tax and ab-
sence of permanent establishment in the
United States set out in paragraph (c)
of this section with respect to exemption
in the case of interest and royalties.

(d) As to exemption from withholding
of the tax at the source in the case of in-
terest, royalties, pensions and life annui-
ties and reduction in the rate of tax from
30 percent to 15 percent in the case of
dividends, natural resource royalties, and
rentals arising from real property, see
Treasury Decision 5532 (26 CFR, 1946
Supp., 7.500 to 7.511).

(e) The convention does not affect the
liability to United States income taxation
of subjects of the United Kingdom who
are residents of the United States except
that such individuals are entitled to
the benefits of Article X (relating to
United Kingdom Government salaries
and the like), of Article XIII (1) (re-
lating to credit for United Kingdom in-
come tax), and of Article XXI (relating
to equality of taxation). Except as pro-
vided in Article X with respect to a
citizen of the United States who Is also
a British subject and in Article XIII
relating to the credit for income tax,
the convention does not affect taxation
by the United States of a citizen of the
United States or of a domestic corpora-
tion, even though such citizen is resi-
dent in the United Kingdom and such
corporation is managed and controlled
in the United Kingdom. The conven-
tion has general application to foreign
corporations managed and controlled In
the United Kingdom even though such
corporations are not organized under
the laws of the United Kingdom, but, in
the case of corporations organized un-
der the laws of the United Kingdom but
managed and controlled outside the
United Kingdom, the provisions of Ar-
ticles V, XV and XVI are applicable.

§ 7.515 Definitions. (a) As used in
§§ 7.512 to 7.532, unless the context other-
wise requires, the terms defined in the
convention shall have the meanings so
assigned to them. Any term used in
§§ 7.512 to 7.532, which is not defined in
the convention, but which is defined in
the Internal Revenue Code shall be given
the definition contained therein unless
the context otherwise requires.

(b) As used in §§ 7.512 to 7.532:
(1) The term "permanent establish-

ment" means a branch, management,
factory, mine, oil well, farm, timberland,
plantation, workshop, warehouse, office,
or other fixed place of business. The
fact that a foreign corporation managed
and controlled in the United Kingdom
has a domestic subsidiary corporation, or
a foreign subsidiary corporation having
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a branch in the United States, does not
of itself constitute either subsidiary cor-
poration a permanent establishment of
the parent United Kingdom enterprise.
The fact that a United Kingdom enter-
prise has business dealings in the United
States through a bona fide commission
agent, broker, or custodian, acting in the
usual course of his business as such, or
maintains in the United States an office
or other fixed place of business used ex-
clusively for the purchase of goods or
merchandise, does not mean that such
United Kingdom enterprise has a perma-
nent establishment in the United States.
If, however, a United Kingdom enter-
prise carries on business in the United
States through an agent who has, and
habitually exercises, a general authority
to negotiate and conclude contracts on
behalf of such enterprise or if It has an
agent who maintains within the United
States a stock of merchandise from
which he regularly fills orders on behalf
of his principal, then such enterprise
shall be deemed to have a permanent
establishment in the United States.
However, an agent having power to con-
tract on behalf of his principal but only
at fixed prices and under conditions de-
termined by the principal does not con-
stitute a permanent establishment of
such principal. The mere fact that an
agent (assuming he has no general au-
thority to contract on behalf of his em-
ployer or principal) maintains samples
or occasionally fills orders from inciden-
tal stocks of goods maintained in the
United States will not constitute a per-
manent establishment within the United
States. The mere fact that salesmen,
employees of a United Kingdom enter-
prise, promote the sale of their employ-
er's products in the United States or
that such enterprise transacts business
in the United States by means of mail-
order activities, does not mean such en-
terprise has a permanent establishment
therein. The term "permanent estab-
lishment" as used in the convention im-
plies the active conduct therein of a
business enterprise. The mere owner-
ship, for example, of timberlands or a
warehouse in the United States by a
United Kingdom enterprise does not
mean that such enterprise has a per-
manent establishment therein. As to the
effect of the maintenance of a perma-
nent establishment within the United
States upon exemption from United
States tax in the case of interest and
royalties and reduction in the rate of
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United States tax in the case of divi-
dends, natural resource royalties, and
rentals arising from real property, see
§ 7.519.

(2) The term "enterprise" means any
commercial or Industrial undertaking
whether conducted by an individual,
partnership, corporation, or other entity.
It includes such activities as manufac-
turing, merchandising, mining, proces-
sing, and banking. It does not include
the rendition of personal services.
Hence, a nonresident alien who is a resi-
dent of the United Kingdom and who
renders personal services is not, merely
by reason of such services, engaged in an
enterprise within the meaning of the
convention and his liability to United
States tax is not affected by Article III
of the convention.

(3) The term "United Kingdom enter-
prise" means an enterprise carried on by
any person (including an individual and
foreign corporation, whether or not a
corporation organized under the laws of
the United Kingdom, which is managed
and controlled In the United Kingdom
but not including a United States citizen
or domestic corporation) who is a resi-
dent of the United Kingdom, regardless
of whether such enterprise is carried on
within or without the United Kingdom.

(4) The term "resident of the United
Kingdom" means any nonresident alien
(including an individual, fiduciary and
partnership) resident in the United
Kingdom for the purposes of United
Kingdom income tax, and any foreign
corporation managed and controlled
from within the United Kingdom but not
engaged in trade or business within the
United States.

(5) The term "industrial and commer-
cial profits", means profits arising from
industrial, commercial, mercantile, man-
ufacturing, and like activities of a United
Kingdom enterprise as defined in this
section. Such term does not Include
rentals, royalties, interest, dividends,
fees, compensation for personal services,
nor gains derived from the sale or ex-
change of capital assets. Such enumer-
ated items of income are not governed by
the provisions of Article Ill of the con-
vention but are subject to the rules else-
where set forth in the convention and in
§§ 7.512 to 7.532.

§ 7.516 Scope of convention with re-
spect to determination of "industrial or
commercial profits"-(a) General. Ar-
ticle III of the convention adopts the
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principle that an enterprise of one of the
contracting parties shall not be taxable
in the territory of the other contracting
party upon its industrial or commercial
profits unless it has a permanent estab-
lishment in the territory of the latter
party. Hence, a United Kingdom enter-
prise is subject to United States tax upon
its industrial and commercial profits to
the extent of such profits from sources
within the United States only if it has
a permanent establishment within the
United States. From the standpoint of
Federal income taxation, the article has
application only to a United Kingdom
enterprise and to the industrial and com-
mercial income thereof from sources
within the United States. It has no ap-
plication, for example, to compensation
for labor or personal services performed
in the United States nor to income de-
rived from real property located in the
United States, including rentals and
royalties therefrom, nor to gains from
the sale or disposition of such property,
nor to interest, dividends, royalties, other
fixed or determinable annual or periodi-
cal income and gains derived from the
sale or exchange of capital assets.

(b) No United States permanent es-
tablishment. A nonresident alien indi-
vidual who is a resident of the United
Kingdom or a foreign corporation man-
aged and controlled in the United King-
dom, having no permanent establish-
ment in the United States is not, for
taxable years beginning on or after Jan-
uary 1, 1945, subject to United States
income tax upon industrial and com-
mercial profits from sources within the
United States. For example, if such
United Kingdom enterprise sells, in 1946,
merchandise, such as leather goods, por-
celain, textiles, or liquors, through a bona
fide commission agent or broker in the
United States acting in the ordinary
course of his business as such agent or
broker, the resulting profits are, under
the terms of Article III of the conven-
tion, exempt from United States income
tax. Likewise no permanent establish-
ment exists if such enterprise, through
its sales agents in the United States, se-
cures orders for its products, the sales
being made in the United Kingdom.

(c) United States permanent estab-
lishment. A nonresident alien (includ-
ing a nonresident alien individual, fidu-
ciary and partnership) who is a resident
of the United Kingdom or a foreign cor-
poration managed and controlled in the

United Kingdom, having a permanent
establishment In the United States, is
subject to tax upon industrial and com-
mercial profits from sources within the
United States to the same extent as are
nonresident aliens and foreign corpora-
tions engaged in trade or business
therein. In the determination of the
income taxable to such alien or foreign
corporation all industrial and commer-
cial profits from sources within the
United States shall be deemed to be
allocable to the permanent establish-
ment in the United States. Hence, for
example, if a United Kingdom enterprise
having a permanent establishment in the
United States sells in the United States,
through a commission agent therein
goods produced in the United Kingdom,
the resulting profits derived from United
States sources from such transactions
are allocable to such permanent estab-
lishment even though such transactions
were carried on independently of such
establishment. In determining indus-
trial and commercial profits no account
shall be taken of the mere purchase of
merchandise within the United States by
the United Kingdom enterprise. The in-
dustrial or commercial profits of the per-
manent establishment shall be deter-
mined as if the establishment were an
independent enterprise engaged in the
same or similar activities and dealing at
arm's length with the enterprise of which
It is a permanent establishment.

§ 7.517 Control of a domestic enter-
prise by a United Kingdom enterprise.
Article IV of the convention provides, in
effect, that if a United Kingdom enter-
prise by reason of its control of a domes-
tic enterprise imposes on such latter
enterprise conditions different from
those which would result from normal
business relations between independent
enterprises, the accounts between the
enterprises may be adjusted so as to
ascertain the true net income of each
enterprise. The purpose is to place the
controlled domestic enterprise on a tax
parity with an uncontrolled domestic
enterprise by determining, according to
the standard of an uncontrolled enter-
prise, the true net Income from the prop-
erty and business of the controlled enter-
prise. The basic objective of the article
is that if the accounting records do not
truly reflect the net income from the
property and business of such domestic
enterprise the Commissioner of Internal
Revenue may intervene and, by making
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such distributions, apportionments, or
allocations as he may deem necessary of
gross income or deductions of any item
or element affecting net income as be-
tween such domestic enterprise and the
United Kingdom enterprise by which it is
controlled or directed, determine the true
net income of the domestic enterprise.
The provisions of § 29.45-1 of this chap-
ter (Regulations 111), shall, insofar as
applicable, be followed in the determina-
tion of the net income of the domestic
business.

§ 7.518 Income from operation of ships
and aircraft. The income derived from
the operation of ships documented, or
aircraft registered, under the laws of the
United Kingdom by a nonresident alien
who is a resident of the United Kingdom
or by a corporation, association, or other
like entity created under the laws of the
United Kingdom, is, for taxable years
beginning or or after January 1, 1945,
exempt from United States income tax
under the provisions of Article V of the
convention. It is immaterial for the pur-
pos2 of the exemption whether such cor-
poration is managed and controlled in
the United Kingdom.

§ 7.519 Exemption from, or reduction
in rate of, United States tax in the case
of dividends, interest, royalties, natural
resource royalties, and real property
rentals-Ca) Dividends, natural resource
royalties, and rentals from real prop-
erty-M) General. (i) The tax imposed
by the Internal Revenue Code in the case
of dividends, natural resource royalties,
and rentals arising from real property
(including leasehold and other Interest in
such property), received in any taxable
year beginning on or after January 1,
1945, from sources within the United
States by a nonresident alien (includ-
ing a nonresident alien individual, fidu-
ciary, and partnership) who is a resident
of the United Kingdom, or a foreign
corporation (whether or not created
under the laws of the United Kingdom)
which is managed and controlled in the
United Kingdom, Is limited to 15 percent
under the provisions of Article VI (1)
(relating to dividends) and Article IX
(1) (relating to natural resource royal-
ties and rentals from real property) of
the convention if such alien or corpora-
tion:

(a) Is subject to United Kingdom tax
on such dividends, natural resource roy-
alties and rentals, and

(b) At no time during the taxable
year in which such dividends, natural
resource royalties and rentals were so
derived, was engaged in trade or busi-
ness within the United States.

(ii) For the purposes of Articles VI,VII,
VIII, IX and XIV of the convention,
the nonresident alien or foreign corpora-
tion is not deemed to be engaged in
trade or business within the United
States unless such alien or foreign cor-
poration has a permanent establishment
situated therein at some time in the tax-
able year in which the income is derived.
See Article II (2) of the convention.
Thus, if a nonresident alien who is a
resident of the United Kingdom, per-
forms personal services within the United
States during the calendar year 1946,
has no permanent establishment within
the United States at any time during
such year, and is subject to United King-
dom tax upon dividends derived by him
from United States sources in that year,
he is entitled to the reduced rate of tax
with respect to such dividends, as pro-
vided in Article VI (1) of the convention,
even though by reason of his having
rendered personal services within the
United States he is engaged in trade or
business therein in that year within the
meaning of section 211 (b) of the Inter-
nal Revenue Code. If, for example, A,
a nonresident alien who is a resident
of the United Kingdom, derives in 1946,
$5,000 compensation for such personal
services and his only other income from
sources within the United States consists
of dividends, the dividends are subject
to tax at the rate not to exceed 15 per-
cent and his earned income is subject
to normal tax and surtax without tak-
ing the dividends into account in deter-
mining the tax on such earned income.

(iii) In any case, however, in which a
nonresident alien or a foreign corpora-
tion derives from sources within the
United States in any taxable year be-
ginning on or after January 1, 1945,
royalties from the operation of mines,
quarries, or other extraction of natural
resources or rentals from real property
situated within the United States and
is entitled to the reduced rate of 15
percent prescribed in Article IX of the
convention, such alien or foreign corpo-
ration may for such taxable year elect
instead to be subject to Federal income
tax as if such alien or- corporation were
engaged in trade or business within
the United States by reason of having
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a permanent establishment therein.
Such election shall be made by so sig-
nifying on the return for such year.
The election so signified shall be irrev-
ocable for the taxable year for which
such election is made. In such a case
a return may be filed by the nonresi-
dent alien or foreign corporation even
though the sole income of such alien
or corporation from sources within the
United States is fixed or determinable
annual or periodical income upon which
the tax has been fully satisfied at the
source and there exists no necessity for
the filing of the return except for the
purposes of securing the benefits of
Article IX of the convention. See
§ 29.217-2 of this chapter (Regulations
111).

(2) Dividends paid by a United States
subsidiary corporation. (i) Under the
proviso of Article VI (1) of the conven-
tion, dividends paid by a domestic corpo-
ration to its foreign parent corporation
are subject to tax at the rate of only 5
percent if such foreign corporation con-
trols, directly or indirectly, at the time
the dividend is paid 95 percent or more
of the voting power in such domestic
corporation, not more than 25 per-
cent of the gross income of the domestic
corporation paying the dividend consists
of dividends and interest (other than
dividends and interest paid to such do-
mestic corporation by its own subsidiary
corporations, if any), and the rela-
tionship between such domestic corpo-
ration and such foreign corporation has
not been arranged or maintained pri-
marily with the intention of securing
such reduced rate of 5 percent.

(ii) Thus, for example, the X Corpora-
tion is a domestic corporation, 97 percent
of the entire voting stock of which is con-
trolled by the Y Company, Ltd., a for-
eign corporation managed and controlled
In the United Kingdom, not having a
permanent establishment in the United
States at any time during the calendar
year 1946, and subject to United King-
dom tax with respect to any dividends
received by it or credited to its account
in the United States. The X Corpora-
tion makes its income tax returns on the
calendar year basis and throughout each
of the years 1943, 1944, and 1945 derived
not more than 25 percent of its gross
Income from Interest and dividends from
corporations not controlled by it. The
relationship between the X Corporation
and the Y Company, Ltd., is a relation-

ship arranged and maintained without
reference to the reduced rate of tax on
dividends provided in the proviso in Ar-
ticle VI (1) of the convention. A divi-
dend was paid by the X Corporation to
the Y Company, Ltd., on July 1, 1946.
The reduced rate of tax of 5 percent is
applicable to such dividend.

(b) Interest and royalties-(1) General.
(i) Interest (other than interest paid
by a subsidiary corporation to its United
Kingdom parent corporation, as ex-
plained in subparagraph (2) of this par-
agraph), whether on bonds, securities,
notes, debentures or any other form of
indebtedness (including interest on ob-
ligations of the United States and on
obligations of instrumentalities of the
United* States) and royalties for the
privilege of using copyrights, patents,
designs, secret processes and formulae,
trade-marks, and other like property
(including film rentals) received in any
taxable year beginning on or after Janu-
ary 1, 1945, from sources within the
United States by a nonresident alien
(including a nonresident alien individ-
ual, fiduciary, and partnership) who Is
a resident of the United Kingdom, or
a foreign corporation (whether or
not organized under the laws of the
United Kingdom) which is managed and
controlled in the United Kingdom, are
exempt from United States tax under
the provisions of Articles VII and VIII
of the convention if such alien, or cor-
poration:

(a) Is subject to United Kingdom tax
on such interest or royalty, and

(b) At no time during the taxable
year in which such interest or royalty
was so derived, had a permanent estab-
lishment situated within the United
States.

(Ii) Such interest and royalties are,
therefore, not subject to the withholding
provisions of the Internal Revenue Code.

(2) Interest paid by subsidiary corpo-
ration to its United Kingdom parent
corporation. Article VII (1) of the con-
vention provides in part that the ex-
emption from United States tax of in-
terest paid to residents of the United
Kingdom shall not apply to interest paid
by a domestic corporation to a foreign
corporation managed and controlled in
the United Kingdom if such foreign cor-
poration controls more than 50 percent
of the voting power of all classes of stock
of such domestic corporation.
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(c) Beneficiaries of an estate or trust.
(1) A nonresident alien who is a resident
of the United Kingdom and who is a
beneficiary of a domestic estate or trust,
shall be entitled to the exemption, or
reduction in the rate of tax, as the case
may be, provided in Articles VI, VII, VIII,
IX and XIV of the convention with re-
spect to dividends, interest, royalties,
natural resource royalties, rentals from
real property and capital gains to the
extent such item or items are included
in his distributive share of income of
such estate or trust if he is taxable in
the United Kingdom on such income and
is not engaged in trade or business in
the United States through a permanent
establishment. In such case such bene-
ficiary must, in order to be entitled to
the exemption or reduction in the rate
of tax, execute Form 1001-UK or Form
1001A-UK (modified to show dividends
where applicable) and file such form
with the fiduciary of such estate or trust
In the United States.

(2) In any case in which dividends, in-
terest, royalties, rents or the like are de-
rived from United States sources by a
United Kingdom estate or trust any bene-
ficiary of such estate or trust who is not
a resident of the United Kingdom is not
entitled to any exemption under the con-
vention with respect to such income in-
cluded in his distributive share of the
income of the estate or trust.

§ 7.520 Government wages, salaries,
pensions, and similar remunerations.
Under Article X of the convention any
salary, wage, similar remuneration, or
pension, paid in taxable years beginning
on or after January 1, 1945, by the Gov-
ernment of the United Kingdom for
services rendered such Government
(whether within or without the United
States) in the discharge of its govern-
mental functions by any individual who
is not a citizen of the United States, is
exempt from Federal income tax. For
the purposes of the exemption an indi-
vidual is treated as not a citizen of the
United States if he or she has the dual
status of being a citizen of the United
States as well as being a subject of the
United Kingdom Thus, if A, a United
States citizen, marries a British subject
and assumes the status of a British sub-
ject by reason of such marriage without
relinquishing her United States citizen-
ship and performs personal services in
the United States for the Government
of the United Kingdom, the compensa-
tion for such services is excluded from
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gross income. As to the taxation, gen-
erally, of compensation of alien employ-
ees of foreign governments see section
116 (h) of the Internal Revenue Code,
§ 29.116-2 of this chapter (Regulations
111). The exemption granted by Article
X of the convention does not apply to
compensation for services rendered inci-
dent to the carrying on of any trade or
business by the United Kingdom.

§ 7.521 Compensation for labor or
personal services. Article XI provides,
upon a reciprocal basis, that a nonresi-
dent alien who is a resident of the United
Kingdom is, for taxable years beginning
on or after January 1, 1945, exempt from
Federal income tax upon compensation
(regardless of amount of such compensa-
tion) for personal (including profes-
sional) services performed during the
taxable year within the United States if
for such taxable year:

(a) Such alien is temporarily present
in the United States for a period or
periods not exceeding 183 days during
such taxable year, and

(b) Such services are performed for or
on behalf of a person resident in the
United'Kingdom.

As to the source of compensation for
labor or personal services see section 119
(a) (3), Internal Revenue Code.

§ 7.522 Pensions and life annuities.
Under the provisions of Article XII of the
convention, pensions (other than pen-
sions paid by the United States) and life
annuities derived from sources within the
United States by a nonresident alien in-
dividual who is a resident of the United
Kingdom are exempt from Federal in-
come tax for taxable years beginning on
or after January 1, 1945. The term
"life annuities" means a stated sum pay-
able periodically at stated times during
life or during a specified or ascertainable
period of time under an obligation to
make payments in consideration of pay-
ments made for such obligation.

§ 7.523 Capital gains. Under Article
XIV of the convention, when read in
association with Article II (2) of the con-
vention, gains from the sale or exchange
of capital assets by a nonresident alien
individual who is a resident of the United
Kingdom or by a foreign corporation
managed and controlled in the United
Kingdom are, for taxable years begin-
ning on or after January 1, 1945, exempt
from Federal income tax unless such
alien or corporation has a permanent
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establishment in the United States. As
to what constitutes capital assets, see
section 117, Internal Revenue Code. As
to what constitutes a permanent estab-
lishment see § 7.515. If A, a nonresident
alien individual who is a resident of the
United Kingdom, performs personal serv-
ices within the United States during the
calendar year 1946 for a domestic em-
ployer, he is engaged in trade or business
within the United States in such taxable
year. Section 211 (b), Internal Revenue
Code. He carries on in that year no
other business activity within the United
States other than certain securities
transactions upon a domestic stock ex-
change and maintained no office or other
fixed place of business within the United
States at any time during such year. A
is not subject to Federal income tax upon
his capital gains, if any, realized from
his securities transactions. Likewise, a
foreign corporation managed and con-
trolled in the United Kingdom selling its
products manufactured in the United
Kingdom through a resident commission
agent or broker in the United States and
having certain securities transactions
within the United States as its only other
business activity therein is exempt from
United States tax upon those capital
gains, if any, arising from the securities
transactions within the United States.

§ 7.524 Dividends and interest paid
by a United Kingdom corporation. (a) A
dividend paid by a foreign corporation
constitutes in whole or in part income
from sources within the United States
and hence is subject to tax in the hands
of a nonresident alien or foreign corpo-
ration, if 50 percent or more of the gross
income of the foreign corporation paying
such dividend is derived from sources
within the United States during the pe-
riod prescribed by the statute. Section
119 (a) (2) (B), Internal Revenue Code,
and § 29.119-3 (b) of this chapter (Reg-
ulations 111). Interest paid by a resi-
dent foreign corporation constitutes in
its entirety income from sources within
the United States, and hence is subject
to tax In the hands of a nonresident alien
individual or foreign corporation, if 20
percent or more of the gross income of
the foreign corporation paying such in-
terest is derived from sources within the
United States during the period pre-
scribed by the statute. Section 119 (a)
(1) (B), Internal Revenue Code, and
§ 29.119-2 (b) of this chapter (Regula-
tions 111).

(b) Under the provisions of Article XV
of the convention, dividends and interest
paid by a corporation created under the
laws of the United Kingdom to any non-
resident alien or to any foreign corpora-
tion, whether or not such alien is a resi-
dent of the United Kingdom and whether
or not such foreign corporation is or-
ganized under the laws of the United
Kingdom, are, for taxable years begin-
ning on or after January 1, 1945, not sub-
ject to Federal income tax regardless of
whether the corporation paying such div-
idends or interest is a resident foreign
(as to the United States) corporation
and regardless of the percentage of its
gross income derived from sources within
the United States.

§ 7.525 United Kingdom corpora-
tions; exemption from Federal taxation
with respect to accumulated profits or
undistributed income. (a) Section 102 of
the Internal Revenue Code imposes (in
addition to other taxes imposed by Chap-
ter 1 of such Code) a graduated income
tax or surtax upon any domestic or for-
eign corporation formed or availed of to
avoid the imposition of the individual
surtax upon its shareholders or the
shareholders of any other corporation
through the medium of permitting earn-
ings or profits to accumulate instead of
dividing or distributing them. Such tax,
however, does not apply in the case of
personal holding companies as defined in
section 501 of the Internal Revenue Code
nor to foreign personal holding com-
panies as defined in Supplement P (sec-
tion 331) of such Code. Section 500 of
the Internal Revenue'Code imposes (in
addition to the taxes imposed by Chap-
ter 1 of such code) a graduated income
tax or surtax upon corporations classi-
fied as personal holding companies, re-
gardless of whether or not they are
formed or availed of to accumulate earn-
ings or profits for the purpose of avoid-
ing surtax upon shareholders.

(b) Under the provisions of Article XVI
of the convention corporations organized
under the laws of the United Kingdom
are, for taxable years beginning on or
after January 1, 1945, subject to neither
the tax imposed by section 102 of the
Internal Revenue Code nor the tax im-
posed by section 500 of such code if more
than 50 percent of the entire voting
power in such corporation is controlled
directly or indirectly throughout the last
half of the taxable year by nonresident
alien individuals who are residents of
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the United Kingdom. To come within
the scope of the exemption, the pre-
scribed proportion of the stock of the
United Kingdom corporation concerned
must be so owned at all times throughout
the last half of the taxable year in which
the taxable status of the corporation is
involved. In determining the ownership
of the voting stock of the United King-
dom corporation, the provisions of
§§ 29.503 (a)-1 to 29.503 (a)-7 and
§ 29.503 (b)-1 of this chapter (Regu-
lations 111), shall, in so far as not in-
consistent with the convention, be appli-
cable in the administration of the pro-
visions of the convention.

§ 7.526 Visiting professors or teach-
ers. Under Article XVIII of the conven-
tion, an alien individual who is from
the territory of the United Kingdom,
but who is temporarily present within
the United States for the purposes of
teaching, lecturing, or instructing, at
any university, college, school, or other
educational institution situated within
the United States, is, for a period not
exceeding two years from the date of
his arrival In the United States, exempt
for taxable years beginning on or after
January 1, 1945, from Federal income
tax on remuneration received for such
services. It shall be deemed that such
alien coming to the United States for
the purposes Indicated has, for a period
of not more than two years immediately
succeeding the date of his arrival within
the United States for such purposes, the
tax status of a nonresident alien in the
absence of proof of his intention to re-
main indefinitely in the United States.

§ 7.527 Remittances. Under Article
XIX of the convention nonresident alien
individuals who are from the territory
of the United Kingdom but who are tem-
porarily present in the United States for
the purposes of study or for acquiring
business experience or training are
exempt, for taxable years beginning on
or after January 1, 1945, from Federal
income tax upon amounts representing
remittances from sources within the
United Kingdom for the purposes of
their maintenance, education, and train-
ing.

§ 7.528 Credit against United States
tax liability for income tax paid or
deemed to have been paid to the United
Kingdom. (a) For the purpose of avoid-
ance of double taxation, Article XIII of
the convention provides that there shall
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be allowed on the part of the United
States, in accordance with section 131 of
the International Revenue Code as in ef-
fect on the first day of January 1945, for
taxable years beginning on or after Jan-
uary 1, 1945, against the United States
income and excess profits tax liability a
credit for United Kingdom taxes.

(b) In determining the credit under
section 131 of the Internal Revenue Code,
in any case in which a taxpayer receives a
dividend from a foreign corporation
managed and controlled in the United
Kingdom it shall be deemed that such
taxpayer has paid to the United King-
dom, the United Kingdom income tax at
the rate appropriate to such dividend, if
such taxpayer elects to include in his
gross income an amount equivalent to
such United Kingdom income taxjin ad-
dition to the amount of the dividend
otherwise included in gross income.

(c) Thus, if such foreign corporation
declares during the taxable year 1945 a
gross dividend of which the taxpayer's
share is $1,000, and the standard rate
of United Kingdom income tax in 1945
is 50 percent and such corporation is not
entitled to any "relief" from the pay-
ment of the standard rate of tax because
of any Dominion income tax paid by it,
there is deducted at the source of such
corporation incident to the payment of
the dividend of $1,000 the sum of $500,
leaving a net amount of $500 actually
received by the taxpayer. If the tax-
payer elects to include the entire amount
of $1,000 in his gross income, the amount
of $500, representing the United King-
dom income tax deemed to have been
paid, is allowable as a credit under sec-
tion 131 of the Internal Revenue Code,
subject to the limitations provided in
that section. If, however, the foreign
corporation is entitled to "relief" for
Dominion income tax paid by it so that
the amount of tax deducted from the
gross dividend is the net United King-
dom income tax (representing the stand-
ard tax reduced by the relief for Do-
minion income tax) the amount of such
net United Kingdom tax is the amount
allowable as a credit against the United
States income tax under the provisions
of section 131 of the Internal Revenue
Code, subject to the limitations provided
in that section provided the taxpayer
elects to include in his gross income, in
addition to the amount of the dividend
received by him, the net United King-
dom tax appropriate to the dividend.
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See §§ 29.131-1 to 29.131-8 of this chap-
ter (Regulations 111).

(d) The net United Kingdom tax is
also the basis of the credit in the case of
a dividend paid by such corporation sub-
sequent to 1945 even though the tax re-
quired to be deducted from such dividend
must be determined without taking into
account any reduction by reason of "re-
lief" from double taxation to which the
corporation paying such dividend may
be entitled. Thus, for example, a for-
eign corporation managed and con-
trolled in the United Kingdom derives
all of its income from sources within a
British Dominion which imposes an in-
come tax at an effective rate of 20 per-
cent. On July 1, 1946, it pays a dividend,
the gross amount of which in the case of
A, a United States citizen shareholder
resident in the United States, is $1,000.
The amount of tax required to be with-
held by the corporation is $450 or a rate
of 45 percent applied to the gross amount
of the dividend and A receives a net divi-
dend of $550. However, the corporation
in the payment of its United Kingdom
Income tax received a credit against the
rate of 45 percent for the 20 percent tax
paid to the Dominion. Hence the net
United Kingdom rate is 25 percent which,
applied to the gross dividend of $1,000,
equals $250 which constitutes the United
Kingdom incume tax appropriate to the
dividend. In such case, if A elects to
take a credit for the United Kingdom
tax appropriate to the dividend, he must
Include in gross income the amount of
$550 plus $250, or $800, the sum of $250
being the basis of the resulting credit
under the provisions of section 131, In-
ternal Revenue Code.

(e) Assume that a domestic corpora-
tion owns stock in a foreign corporation
managed and controlled in the United
Kingdom (referred to in this subpart as
the first United Kingdom corporation),
that the first United Kingdom corpora-
tion has as its sole income dividends re-
ceived from a second United Kingdom
corporation and that such second United
Kingdom corporation derives all its in-
come from sources within the X British
Colony which imposes upon such second
United Kingdom corporation tax at the
rate of 20 percent of its income. Both the
first and second United Kingdom corpo-
rations are subject to tax imposed by the
United Kingdom. However, in the im-
position of such tax upon the second
United Kingdom corporation, there is
allowed under United Kingdom law

against the United Kingdom standard
tax of 45 percent a credit of 20 percent
imposed by the X Colony and hence such
corporation pays United Kingdom tax at
the rate of 25 percent. The second United
Kingdom corporation is deemed under
United Kingdom law to have paid the 25
percent United Kingdom tax with re-
spect to the dividends paid by it and,
in turn, the first United Kingdom cor-
poration is deemed to have paid United
Kingdom tax of 25 percent with respect
to such dividends. When, therefore,
dividends are received by the domestic
corporation from the first United King-
dom corporation, such domestic corpo-
ration will for the purposes of the credit
under section 131 be deemed to have
paid United Kingdom tax of 25 percent.
Such domestic corporation may elect to
include in its gross income the amount
of United Kingdom tax thus deemed to
have been paid and to claim credit for
such tax under the provisions of section
131 of the Internal Revenue Code.

§ 7.529 Adjustment o1 tax liability of
nonresident aliens who are residents of
the United Kingdom and of United King-
dom corporations. (a) Article XVII (1)
of the convention confers upon the Com-
missioner of Internal Revenue authority
to adjust the tax liability for taxable
years beginning prior to January 1, 1936,
of any nonresident alien individual who
is a resident of the United Kingdom and
of any corporation organized under the
laws of the United Kingdom (whether or
not such corporation is managed and
controlled In the United Kingdom) in any
case in which such tax liability remained
unpaid on April 16, 1945 (the date of sig-
nature of the convention). Such provi-
sions, however, will not apply unless:

(1) The taxpayer files with the Com-
missioner of Internal Revenue on or be-
fore December 31, 1947, a request that
such tax liability be so adjusted and a
sworn statement showing for each year
involved and for such other years as the
Commissioner of Internal Revenue may
require, (I) by items and classes of in-
come the amounts of dividends, interest,
rents, salaries, wages, premiums, annui-
ties, compensations, remunerations,
emoluments, or other fixed or determina-
ble annual or periodical income, gains,
profits, and income derived from sources
within the United States; (ii) the busi-
ness transactions, if any, carried on in
the United States by or in behalf of the
taxpayer during each of such years; and
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(iii) such further information as the
Commissioner of Internal Revenue may
require in the particular case; and

(2) The Commissioner of Internal
Revenue is satisfied that the additional
income tax involved did not arise by
reason of fraud with intent to evade the
tax on the part of the taxpayer
concerned.

(b) In any case in which the Commis-
sioner of Internal Revenue deems it ap-
propriate to exercise the authority thus
conferred, the resulting tax liability for
any such year or years may not exceed
the amount of the liability which would
be determined had the following been
given effect for such year or years:

(1) The Revenue Act of 1936 (but this
does not apply in the case of a United
Kingdom corporation in which more
than 50 percent of the entire voting
power was controlled, directly or in-
directly, through the latter half of the
taxable year for which the liability is
being determined by citizens or residents
of the United States) ;

(2) Article XV of the convention, ex-
empting from United States tax divi-
dends and interest paid by a United
Kingdom corporation to nonresident
aliens or foreign corporations; and

(3) Article XVI of the convention, ex-
empting United Kingdom corporations
from the tax imposed by the United
States with respect to accumulated or
undistributed earnings, profits, Income,
or surplus.

(c) In any case in which the Commis-
sioner of Internal Revenue has exercised
his authority to apply the provisions
of Article XVII (1) of the convention,
if the taxpayer was not engaged In trade
or business within the United States and
had no office or place of business therein
during the taxable year involved, the
aggregate amount of interest and penal-
ties may not exceed 50 percent of the
amount of the tax with respect to which
such interest and penalties have been
computed.

d) Article XVII (2) of the convention
provides that the Federal income tax lia-
bility for taxable years beginning after
December 31, 1935, and prior to January
1, 1945, which remains unpaid on April 16,
1945. the date of signature of the con-
vention, In the case of any nonresident
alien individual, a resident of the United
Kingdom, or of any United Kingdom
corporation, shall be determined under
the United States internal revenue law
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properly applicable thereto, except that
Articles XV (relating to exemption from
United States tax of dividends and inter-
ests paid by a United Kingdom corpora-
tion) and XVI (relating to exemption of
a United Kingdom corporation from
United States tax with respect to ac-
cumulated earnings or profits) of the
convention shall be treated as being In
effect for such years. (See §§ 7.524 and
7.525.)

§ 7.530 Reciprocal administrative as-
sistance. (a) By Article XX of the con-
vention, the United States and the United
Kingdom adopt the principle of exchange
of such information as is necessary to
the administration of the provisions of
the convention or for the prevention of
fraud or for the detection of practices
which are aimed at reduction of the
revenues of either Contracting Party but
not Including Information which would
disclose any trade secret or trade proc-
ess. Pursuant to such principle, every
United States withholding agent shall
make and file with the collector, in du-
plicate, an Information return on Form
1042D, In addition to the withholding
return, Form 1042, for the calendar year
1946 and each subsequent calendar year,
with respect to: (1) Dividends from
which a tax of 15 percent was withheld
from persons whose addresses are in the
United Kingdom (5 percent In the case
of dividends falling within the scope of
the proviso of Article VI (1) of the con-
vention) ; (2) real property rentals and
natural resource royalties from which a
tax of 15 percent was withheld from per-
sons whose addresses are in the United
Kingdom; (3) royalties and like amounts
and interest from which no tax was
withheld from persons whose addresses
are in the United Kingdom; and (4) all
other fixed or determinable annual or
periodical income paid to persons whose
addresses are in the United Kingdom.

(b) The information and correspond-
ence relative to exchange of information
may be transmitted directly by the Com-
missioner of Internal Revenue to the
Commissioners of Inland Revenue.

§ 7.531 Information to be furnished
In due course. In accordance with the
provisions of Article XX of the conven-
tion the Commissioner of Internal Rev-
enue will forward to the Commissioners
of Inland Revenue as soon as practicable
after the close of the calendar year 1946,
and of each calendar year thereafter
during which the convention is in effect,
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the names and addresses of all persons
whose addresses are within the United
Kingdom and who derived from sources
within the United States dividends, in-
terest, rents, royalties, salaries, wages,
pensions, annuities, or other fixed or
determinable annual or periodical profits
and income, showing the amounts of
such items of income in the case of each
addressee. For these purposes the
transmission to the Commissioners of
Inland Revenue of information return
Form 1042D as provided in § 7.530 for
the calendar year 1946, and subsequent
calendar years, shall constitute compli-
ance with the provisions of Article XX
of the convention and of §§ 7.512 to 7.532.

§ 7.532 Information in specific cases.
Under the provisions of Article XX of
the convention and upon request of the
Commissioners of Inland Revenue, the
Commissioner of Internal Revenue shall
furnish to the Commissioners of Inland
Revenue any information (other than
information that would disclose any
trade secret or trade process) available
to or obtainable by the Commissioner of
Internal Revenue relative to the tax
liability of any person under the revenue
laws of the United Kingdom in any case
in which such information is necessary
to the administration of the provisions
of the convention or for the prevention
of fraud or the administration of statu-
tory provisions against legal avoidance.

Part 16-Excess Profits on Army
Contracts for Aircraft

REGULATIONS UNDER SECTION 14 OF THE ACT

OF APRIL 3, 1939, AND OTHER PROVISIONS

Sec.
16.1 Definitions.
16.2 Contracts and subcontracts under

which excess profit liability may be
incurred.

16.3 Contracts or subcontracts for scientific
equipment.

16.4 Completion of contract defined.
16.5 Manner of determining liability.
16.6 Computation of excess profit liability.
16.7 Total contract price.
16.8 Cost of performing a contract or sub-

contract.
16.9 Credit for net loss or for deficiency in

profit In computing excess profit.
16.10 Credit for Federal income taxes.
16.11 Failure of contractor to require agree-

ment by subcontractor.
16.12 Evasion of excess profit.
16.13 Books of account and records.
16.14 Report to Secretary of the Army.
16.15 Annual reports for Income-taxable

years.

Sec.
16.16 Payment of excess profit liability.
16.17 Liability of surety.
16.18 Determination of liability for excess

profit, interest and penalties: assess-
ment, collection, payment, refunds.

AUTHORrry: §§ 16.1 to 16.18 issued under
52 Stat. 467; 26 U. S. C. 3791. Interpret
or apply sec. 3, 48 Stat. 505, as amended, see.
14, 53 Stat. 560; 34 U. S. C. 496, 10 U. S. C.
311, 312.

SouncE: §§ 16.1 to 16.18 contained in Treas-
ury Decision 4909, 4 F. R. 2733.

§ 16.1 Definitions. As used in the
regulations in this part the term:

(a) "Act" means the act of April 3,
1939 (53 Stat. 560; 10 U. S. C. 311, 312,
34 U. S. C. 496), together with the ap-
plicable provisions of section 3 of the act
of March 27, 1934, 48 Stat. 505; 34 U. S. C.
496, as amended by the act of June 25,
1936, 49 Stat. 1926; 34 U. S. C., Sup. IV,
496, and as further amended by the act
of April 3, 1939 (53 Stat. 560; 34 U. S. C.
496).

(b) "Person" includes an individual, a
corporation, a partnership, a trust or es-
tate, a joint-stock company, an associa-
tion, or a syndicate, group, pool, joint
venture or other unincorporated organi-
zation or group, through or by means of
which any business, financal operation
or venture is carried on.

(c) "Contract" means an agreement
made by authority of the Secretary of
the Army for the construction or manu-
facture of any complete aircraft or any
portion thereof for the Army.

(d) "Contractor" means a person en-
tering into a direct contract with the
Secretary of the Army or his duly au-
thorized representative.

(e) "Subcontract" means an agree-
ment entered into by one person with
another person for the construction or
manufacture of any complete aircraft or
any portion thereof for the Army, the
prime contract for such aircraft or por-
tion thereof having been entered into
between a contractor and the Secretary
of the Army or his duly authorized repre-
sentative.

(f) "Subcontractor" means any per-
son other than a contractor entering into
a subcontract.

(g) "Contracting party" means a con-
tractor or subcontractor as the case may
be.

(h) "Contract price" or "total con-
tract price" means the amount or total
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amount to be received under a contract
or subcontract as the case may be.

(i) "Income-taxable year" means the
calendar year, the fiscal year ending
during such calendar year, or the frac-
tional part of such calendar or fiscal
year, upon the basis of which the con-
tracting party's net income is computed
and for which its income tax returns
are made for Federal income tax pur-
poses.

§ 16.2 Contracts and subcontracts
under which excess profit liability may
be incurred. Except as otherwise pro-
vided with respect to contracts or sub-
contracts for certain scientific equip-
ment (see § 16.3), every contract
awarded for an amount exceeding
$10,000 and entered into after the en-
actment of the act of April 3, 1939 for
the construction or manufacture of any
complete aircraft or any portion thereof
for the Army, is subject to the provisions
of the act relating to excess profit lia-
bility. Any subcontract made with re-
spect to such a contract and involving
an amount in excess of $10,000 is also
within the scope of the act. If a con-
tracting party places orders with an-'
other party, aggregating an amount in
excess of $10,000, for articles or mate-
rials which constitute a part of the cost
of performing the contract or subcon-
tract, the placing of such orders shall
constitute a subcontract within the scope
of the act, unless it is clearly shown that
each of the orders involving $10,000 or
less is a bona fide separate and distinct
subcontract and not a subdivision made
for the purpose of evading the provisions
of the act.

§ 16.3 Contracts or subcontracts for
scientific equipment. No excess profit
liability is incurred upon a contract or
subcontract entered into after the en-
actment of the act of April 3, 1939, if
at the time or prior to the time such
contract or subcontract Is made it Is
designated by the Secretary of the Army
as being exempt under the provisions of
the act pertaining to scientific equip-
ment used for communication, target
detection, navigation, and fire control.

§ 16.4 Completion of contract defined.
The date of delivery of the aircraft or
portion thereof covered by the contract
or subcontract shall be considered the
date of completion of the contract or
subcontract unless otherwise determined
jointly by the Secretary of the Army and
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the Secretary of the Treasury or their
duly authorized representatives. Except
as otherwise provided in the preceding
sentence, the replacement of defective
parts or delivered articles or the perform-
ance of other guarantee work in respect
of such articles will not operate to extend
the date of completion. As to the treat-
ment of the cost of such work as a cost
of performing a contract or subcontract,
see § 16.8 (h). As to a refund in case of
adjustment due to any subsequently in-
curred additional costs, see § 16.18. If a
contract or subcontract is at any time
cancelled or terminated, it is completed
at the time of the cancellation or termi-
nation.

§ 16.5 Manner of determining liability.
(a) The first step in the determination of
the excess profit to be paid to the United
States by a contracting party with re-
spect to contracts and subcontracts com-
pleted within an income-taxable year is
to ascertain the total contract prices of
all contracts and subcontracts completed
by the contracting party within the in-
come-taxable year. As to total contract
prices, see § 16.7.

(b) The second step is to ascertain the
cost of performing such contracts and
subcontracts and to deduct such cost
from the total contract prices of such
contracts and subcontracts as computed
in the first step. See § 16.8. The amount
remaining after such subtraction is the
amount of net profit or net loss upon the
contracts and subcontracts completed
within the income-taxable year.

(c) The third step, in case there Is a
net profit upon such contracts and sub-
contracts, is to subtract from the amount
of such net profit as computed in the
second step the sum of:

(1) An amount equal to 12 percent of
the total contract prices of the contracts
and subcontracts completed within the
income-taxable year;

(2) The amount of any net loss sus-
tained in a prior income-taxable year
and allowable as a credit in determining
the excess profit for the income-taxable
year (see § 16.9); and

(3) The amount of any deficiency in
profit sustained in a prior income-tax-
able year and allowable as a credit in de-
termining the excess profit for the in-
come-taxable year (see § 16.9). The
amount remaining after such subtrac-
tion is the amount of excess profit for
the income-taxable year.
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(d) The fourth step is to ascertain the § 16.7 Total contract price. The total
amount of credit allowed for Federal contract price of a particular contract
income taxes paid or remaining to be or subcontract (see § 16.1) may be re-
paid upon the amount of such excess ceived in money or Its equivalent. If
profit (see § 16.10) and then subtract something other than money is received,
from the amount of such excess profit only the fair market value of the thing
the amount of credit for Federal income received, at the date of receipt, is to be
taxes. The amount remaining after this included in determining the amount re-
subtraction is the amount of excess ceived. Bonuses earned for bettering
profit to be paid to the United States by performance and penalties incurred for
the contracting party for the income- failure to meet the contract guarantees
taxable year. are to be regarded as adjustments of the

original contract price. Trade or other
§ 16.6 Computation o/ excess profit discounts granted by a contracting party

liability. The application of the provi- in respect of a contract or subcontract
sions of § 16.5 may be illustrated by the performed by such party are also to be
following example: deducted in determining the true total

Example: On September 1, 1939, the B contract price of such contract or sub-
Corporation which keeps its books and contract.
makes its Federal Income tax returns on a
calendar year basis entered into a contract § 16.8 Cost of performing a contract
coming within the scope of the act, the total or subcontract-(a) General rule. The
contract price of which was $200,000. On cost of performing a particular contract
March 10, 1940, the corporation entered into or subcontract shall be the sum of (1)
another such contract, the total contract the d
price of which was $40,000. Both contracts irect costs, including therein ex-
were completed within the calendar year penditures for materials, direct labor and
1940, the first at a cost of $155,000 and the direct expenses, incurred by the con-
second at a cost $45,000. During the year tracting party in performing the con-
1939 the B Corporation sustained a net loss tract or subcontract; and (2) the proper
of $2,500 and a deficiency in profit of $1,000 proportion of any indirect costs (includ-
on contracts and subcontracts entered into ing therein a reasonable proportion of
after April 3, 1939, and completed within the management expenses) incident to and
income-taxable year 1939. For purposes of necessary for the performance of the
the Federal income tax, the net income of
the B Corporation for the year 1940 contract or subcontract.
amounted to $96,000, which included the (b) Elements of cost. No definitions
total net profit of $40,000 upon the two con- of the elements of cost may be stated
tracts. For the year 1940 the B Corporation which are of invariable application to all
paid a Federal Income tax of $13,240 upon contractors and subcontractors. In gen-
its entire net income. The excess profit eral, the elements of cost may be defined
liability is $6,700 computed as follows: , the elemns of ct ay bel dfinefor purposes of the act as follows:
Total contract prices:

Contract No. 1 ---- $200,000 (1) Manufacturing cost, which is the
Contract No. 2 ------ 40, 000 sum of factory cost (see paragraph (c)

$240, 000 of this section) and other manufacturing
Less: Cost of performing cost (see paragraph (d) of this section);

contracts:
Contract No. 1 ---- 155,000 (2) Miscellaneous direct expenses (see
Contract No. 2 ------ 45,000 paragraph (e) of this section) ;

200,000 (3) General expenses, which are the

sum of Indirect engineering expenses,Net profit on contracts ---------- 40,000 usually termed "engineering overhead"
Less: 12 percent of total (see paragraph (f) of this section) and

contract prices (12 per-
cent of $240,000) ---- $28,800 expenses of distribution, servicing and

Net loss from 1939-- 2,500 administration (see paragraph (g) of
Deficiency in profit this section) ; and

from 1939 --------- 1,000 (4) Guarantee expenses (see para-
32,300 graph (h) of this section).

Excess profit for year 1940 -------- 7, 700 (c) Factory cost. Factory cost is the
Less: Credit for Federal income sum of the following:

taxes (Federal income tax on
$7,700 at the rates for 1940)__- 1,000 (1) Direct materials. Materials, such

__ as those purchased for stock and sub-
Amount of excess profit payable to sequently issued for contract operations

the United States -------------- 6,700 and those acquired under subcontracts,
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which become a component part of the
finished product or which are used di-
rectly in fabricating, converting or proc-
essing such materials or parts.

(2) Direct productive labor. Produc-
tive labor, usually termed "shop labor,"
which is performed on and is properly
chargeable directly to the article manu-
factured or constructed pursuant to the
contract or subcontract, but which ordi-
narily does not include direct engineer-
ing labor (see subparagraph (3) of this
paragraph).

(3) Direct engineering labor. The
compensation of professional engineers
and other technicists (including reason-
able advisory fees), and of draftsmen,
properly chargeable directly to the cost
of the contract or subcontract.

(4) Miscellaneous direct f a c t o r V
charges. Items which are properly
chargeable directly to the factory cost
of performing the contract or subcon-
tract but which do not come within the
classifications in subparagraphs (1), (2),
and (3) of this paragraph, as for ex-
ample, royalties which the contracting
party pays to another party and which
are properly chargeable to the cost of
performing the contract or subcontract
(but see paragraph (d) of this section).

(5) Indirect factory expenses. Items,
usually termed "factory overhead,"
which are not directly chargeable to the
factory cost of performing the contract
or subcontract but which are properly
incident to and necessary for the per-
formance of the contract or subcontract
and consist of the following:

(i) Labor. Amounts expended for
factory labor, such as supervision and In-
spection, clerical labor, timekeeping,
packing and shipping, stores supply,
services of tool crib attendants, and serv-
ices in the factory employment bureau,
which are not chargeable directly to pro-
ductive labor of the contract or subcon-
tract.

(ii) Materials and supplies. The cost
of materials and supplies for general use
in the factory In current operations, such
as shop fuel, lubricants, heat-treating,
plating, cleaning and anodizing supplies,
nondurable tools and gauges, stationery
(such as time tickets and other forms),
and boxing and wrapping materials.

(liI) Service expenses. Factory ex-
penses of a general nature, such as those
for power, heat and light (whether pur-
chased or produced), ventilation and air-

conditioning and operation and mainte-
nance of general plant assets and facili-
ties.

(v) Fixed charges and obsolescence.
Recurring charges with respect to prop-
erty used for manufacturing purposes of
the contract or subcontract, such as pre-
miums for fire and elevator insurance,
property taxes, rentals and allowances
for depreciation of such property, includ-
ing maintenance and depreciation of
reasonable stand-by equipment; and de-
preciation and obsolescence of special
equipment and facilities necessarily ac-
quired primarily for the performance of
the contract or subcontract. In making
allowances for depreciation, considera-
tion shall be given to the number and
length of shifts.

(v) Miscellaneous indirect factory ex-
penses. Miscellaneous factory expenses
not directly chargeable to the factory
cost of performing the contract or sub-
contract, such as purchasing expenses;
ordinary and necessary expenses of re-
arranging facilities within a department
or plant; employees' welfare expenses;
premiums or dues on compensation in-
surance; employers' payments to unem-
ployment, old age and social security
Federal and State funds not including
payments deducted from or chargeable
to employees or officers; pensions and
retirement payments to factory em-
ployees; factory accident compensation
(as to self-insurance, see paragraph (g)
of this section); but not including any
amounts which are not incident to serv-
ices, operations, plant, equipment or
facilities involved in the performance
of the contract or subcontract.

(d) Other manufacturing cost. Other
manufacturing cost as used in para-
graph (b) of this section includes items
of manufacturing costs which are not
properly or satisfactorily chargeable to
factory costs (see paragraph (c) of this
section) but which upon a complete
showing of all pertinent facts are prop-
erly to be included as a cost of perform-
ing the contract or subcontract, as for
instance, payments of royalties and
amortization of the cost of designs pur-
chased and patent rights over their
useful life; and "deferred" or "unliqui-
dated" experimental and development
charges. For example, in case experi-
mental and development costs have been
properly deferred or capitalized and are
amortized in accordance with a reason-
ably consistent plan, a proper portion
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of the current charge, determined by a
ratable allocation which is reasonable in
consideration of the pertinent facts, may
be treated as a cost of performing the
contract or subcontract. In the case of
general experimental and development
expenses which may be charged off cur-
rently, a reasonable portion thereof may
be allocated to the cost of performing
the contract or subcontract. If a special
experimental or development project is
carried on in pursuance of a contract, or
in anticipation of a contract which is
later entered into, and the expense is
not treated as a part of general experi-
mental and development expenses or is
not otherwise allowed as a cost of per-
forming the contract, there clearly ap-
pearing no reasonable prospect of an
additional contract for the type of article
involved, the entire cost of such project
may be allowed as a part of the cost
of performing the contract.

(e) Miscellaneous direct expenses.
Miscellaneous direct expenses as used
in paragraph (b) of this section in-
clude:

(1) Cost of installation and construc-
tion. Cost of installation and construc-
tion includes the cost of materials, labor
and expenses necessary for the erection
and installation prior to the completion
of the contract and after the delivery of
the product or material manufactured or
constructed pursuant to the contract or
subcontract.

(2) Sundry direct expenses. Items
of expense which are properly charge-
able directly to the cost of performing
a contract or subcontract and which do
not constitute guarantee expenses (see
paragraph (h) of this section) or direct
costs classified as factory cost or other
manufacturing cost (see paragraphs (c)
and (d) of this section), such as pre-
miums on performance or other bonds
required under the contract or subcon-
tract; State sales taxes imposed on the
contracting party; freight on outgoing
shipments; fees paid for wind tunnel
and model basin tests; demonstration
and test expenses; crash insurance pre-
miums; traveling expenses. In order for
any such item to be allowed as a charge
directly to the cost of performing a con-
tract or subcontract, (i) a detailed rec-
ord shall be kept by the contracting
party of all items of a similar character,
and (ii) no item of a similar character
which is properly a direct charge to
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other work shall be allowed as a part of
any indirect expenses in determining the
proper proportion thereof chargeable to
the cost of performing the contract or
subcontract. As to allowable indirect
expenses, see paragraphs (c) (5), (f),
(g) and (j) of this section.

(f) Indirect engineering expenses.
Indirect engineering expenses, usually
termed "engineering overhead," which
are treated in this section as a part of
general expenses in determining the cost
of performing a contract or subcontract
(see paragraph (b) of this section), com-
prise the general engineering expenses
which are incident to and necessary for
the performance of the contract or sub-
contract, such as the following:

(1) Labor. Reasonable fees of en-
gineers employed in a general consulting
capacity, and compensation of employees
for personal services to the engineering
department, such as supervision, which
is properly chargeable to the contract or
subcontract, but which is not chargeable
as direct engineering labor (see para-
graph (c) (3) of this section).

(2) Material. Supplies for the en-
gineering department, such as paper
and ink for drafting and similar supplies.

(3) Miscellaneous expenses. Expenses
of the engineering department, such as
(i) maintenance and repair of engineer-
ing equipment, and (ii) services pur-
chased outside of the engineering depart-
ment for blue printing, drawing, comput-
ing. and like purposes.

(g) Expenses of distribution, servicing
and administration. Expenses of distri-
bution, servicing and administration,
which are treated in this section as a
part of general expenses in determining
the cost of performing a contract or sub-
contract (see paragraph (b) of this sec-
tion), comprehend the expenses incident
to and necessary for the performance of
the contract or subcontract, which are
incurred in connection with the distri-
bution and general servicing of the con-
tracting party's products and the general
administration of the business, such as:

(1) Compensation for personal serv-
ices of employees. The salaries of the
corporate and general executive officers
and the salaries and wages of adminis-
trative clerical employees and of the
office services employees such as tele-
phone operators, janitors, cleaners,
watchmen and office equipment repair-
men.
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(2) Bidding and general seling ex-
penses. Bidding and general selling ex-
penses which by reference to all the
pertinent facts and circumstances rea-
sonably constitute a part of the cost of
iperforming a contract or subcontract.
The treatment of bidding and general
selling expenses as a part of general ex-
penses in accordance with this para-
graph is in lieu of any direct charges
which otherwise might be made for such
expenses. The term "bidding expenses"
as used in this section includes all ex-
penses in connection with preparing and
submitting bids.

(3) General servicing expenses. Ex-
penses which by reference to all the per-
tinent facts and circumstances reason-
ably constitute a part of the cost of per-
forming a contract or.subcontract and
which are incident to delivered or in-
stalled articles and are due to ordinary
adjustments or minor defects; but in-
cluding no items which are treated as a
part of guarantee expenses (see para-
graph (h) of this section) or as a part of
direct costs, such as direct materials,
direct labor, and other direct expense.

(4) Other expenses. Miscellaneous
office and administrative expenses, such
as stationery and office supplies; post-
age; repair and depreciation of office
equipment; contributions to local chari-
table or community organizations to the
extent constituting ordinary and neces-
sary business expenses; employees' wel-
fare expenses; premiums and dues on
compensation insurance; employers'
payments to unemployment, old age and
social security Federal and State funds
not including payments deducted from
or chargeable to employees or officers;
pensions and retirement payments to ad-
ministrative office employees and acci-
dent compensation to office employees
(as to self-insurance, see subdivision (i)
of this subparagraph.

(I) Subject to the exception stated In
this subdivision, in cases where a con-
tracting party assumes its own insurable
risks (usually termed "self-Insurance"),
losses and payments will be allowed in
the cost of performing a contract or sub-
contract only to the extent of the actual
losses suffered or payments incurred
during, and in the course of, the per-
formance of the contract or subcontract
and properly chargeable to such con-
tract or subcontract. If, however, a con-
tracting party assumes its own insur-
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able risks (a) for compensation paid to
employees for injuries received in the
performance of their duties, or (b) for
unemployment risks in States where in-
surance is required, there may be al-
lowed as a part of the cost of perform-
ing a contract or subcontract a reason-
able portion of the charges set up for
purposes of self-insurance under a sys-
tem of accounting regularly employed
by the contracting party, as determined
by the Commissioner of Internal Reve-
nue, at rates not exceeding the lawful
or approved rates of insurance com-
panies for such insurance, reduced by
amounts representing the acquisition
cost in such companies, provided the
contracting party adopts and consist-
ently follows this method with respect
to self-insurance in connection with all
contracts and subcontracts subsequently
performed by him.

(ii) Allowances for interest on in-
vested capital are not allowable as costs
of performing a contract or subcontract.

(liI) Among the items which shall not
be included as a part of the cost of per-
forming a contract or subcontract or
considered in determining such cost, are
the following: Entertainment expenses;
dues and memberships other than of
regular trade associations; donations ex-
cept as otherwise provided above; losses
on other contracts; profits or losses from
sales or exchanges of capital assets; ex-
traordinary expenses due to strikes or
lockouts; fines and penalties; amortiza-
tion of unrealized appreciation of values
of assets; expenses, maintenance and de-
preciation of excess facilities (including
idle land and building, idle parts of a
building, and excess machinery and
equipment) vacated or abandoned, or
not adaptable for future use in perform-
ing contracts or subcontracts; increases
in reserve accounts for contingencies, re-
pairs, compensation insurance (except as
above provided with respect to self-in-
surance) and guarantee work; Federal
and State income and excess-profits
taxes and surtaxes; cash discount earned
up to one percent of the amount of the
purchase, except that all discounts on
subcontracts subject to the act will be
considered; interest incurred or earned;
bond discount or finance charges; pre-
miums for life insurance on the lives of
officers; legal and accounting fees in con-
nection with reorganizations, security
issues, capital stock issues and the prose-
cution of claims against the United
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States (including income tax matters);
taxes and expenses on issues and trans-
fers of capital stock; losses on invest-
ments; bad debts; and expenses of col-
lection and exchange.

(iv) In order that the cost of perform-
ing a contract or subcontract may be ac-
counted for clearly, the amount of any
excess profits repayable to the United
States pursuant to the act should not be
charged to or included in such cost.

(h) Guarantee erpenses. Guarantee
expenses include the various items of
factory cost, other manufacturing cost,
cost of installation and construction, in-
direct engineering expenses and other
general expenses (see paragraphs (c) to
(g), of this section) which are incurred
after delivery or installation of the
article manufactured or constructed
pursuant to the particular contract or
subcontract and which are incident to the
correction of defects or deficiencies
which the contracting party is required
to make under the guarantee provisions
of the particular contract or subcon-
tract. If the total amount of such guar-
antee expenses is not ascertainable at
the time of filing the report required to
be filed with the collector of internal
revenue (see § 16.15) and the contract-
ing party includes any estimated amount
of such expenses as part of the claimed
total cost of performing the contract or
subcontract, such estimated amount shall
be separately shown on the report and
the reasons for claiming such estimated
amount shall accompany the report; but
only the amount of guarantee expenses
actually incurred will be allowed. If the
amount of guarantee expenses actually
incurred is greater than the amount (if
any) claimed on the report and the con-
tracting party has made an overpayment
of excess profit, a refund of the overpay-
ment shall be made in accordance with
the provisions of § 16.18. If the amount
of guarantee expenses actually incurred
is less than the amount claimed on the
report and an additional amount of ex-
cess profit is determined to be due, the
additional amount of excess profit shall
be assessed and paid in accordance with
the provisions of § 16.18.

(I) Unreasonable compensation. (1)
The salaries and compensation for serv-
ices which are treated as a part of the
cost of performing a contract or subcon-
tract include reasonable payments for
salaries, bonuses, or other compensation
for services. As a general rule, bonuses

paid to employees (and not to officers) in
pursuance of a regularly established in-
centive bonus system may be allowed
as a part of the cost of performing a
contract or subcontract.

(2) The test of allowability is whether
the aggregate compensation paid to each
individual is for services actually ren-
dered incident to, and necessary for,
the performance of the contract or sub-
contract, and is reasonable. Excessive
or unreasonable payments, whether in
cash, stock or other property ostensibly
as compensation for services shall not be
included in the cost of performing a
contract or subcontract.

(j) Allocation of indirect costs. No
general rule applicable to all cases may
be stated for ascertaining the proper
proportion of the indirect costs to be
allocated to the cost of performing a
particular contract or subcontract. Such
proper proportion depends upon all the
facts and circumstances relating to the
performance of the particular contract
or subcontract. Subject to a require-
ment that all items which have no rela-
tion to the performance of the contract
or subcontract shall be eliminated from
the amount to be allocated, the follow-
ing methods of allocation are outlined as
acceptable in a majority of cases:

(1) Factory indirect expenses. The
allowable Indirect factory expenses (see
paragraph (c) (5) of this section) shall
ordinarily be allocated or "distributed"
to the cost of the contract or subcon-
tract on the basis of the proportion
which the direct productive labor (see
paragraph (c) (2) of this section) at-
tributable to the contract or subcontract
bears to the total direct productive labor
of the production department or par-
ticular section thereof during the period
within which the contract or subcontract
is performed, except that if the indirect
factory expenses are incurred in differ-
ent amounts and in different propor-
tions by the various producing depart-
ments consideration shall be given to
such circumstances to the extent neces-
sary to make a fair and reasonable de-
termination of the true profit and excess
profit.

(2) Engineering indirect expenses.
The allowable indirect engineering ex-
penses (see paragraph (f) of this sec-
tion) shall ordinarily be allocated or
"distributed" to the cost of the contract
or subcontract on the basis of the pro-
portion which the direct engineering
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labor attributable to the contract or sub-
contract (see paragraph Cc) (3) of this
section) bears to the total direct engi-
neering labor of the engineering depart-
ment or particular section thereof dur-
ing the period within which the con-
tract or subcontract is performed. If
the expenses of the engineering depart-
ment are not sufficient in amount to re-
quire the maintenance of separate ac-
counts, the engineering Indirect costs
may be included in the indirect factory
expenses (see paragraph (c) (5) of. this
section) and allocated or distributed to
the cost of performing the contract or
subcontract as a part of such expenses,
provided the proportion so allocated or
distributed is proper under the facts and
circumstances relating to the perform-
ance of the particular contract or sub-
contract.

(3) Administrative expenses (or "over-
head"). The allowable expenses of ad-
ministration (see paragraph (g) of this
section) or other general expenses ex-
cept indirect engineering expenses, bid-
ding and general selling expenses, and
general servicing expenses shall ordi-
narily be allocated or distributed to the
cost of performing a contract or sub-
contract on the basis of the proportion
which the sum of the manufacturing
cost (see paragraph (b) of this section)
and the cost of installation and con-
struction (see paragraph (e) of this sec-
tion) attributable to the particular con-
tract or subcontract bears to the sum
of the total manufacturing cost and the
total cost of installation and construc-
tion during the period within which the
contract or subcontract Is performed.

(4) Bidding, general selling, and gen-
eral servicing expenses. The allowable
bidding and general selling expenses and
general servicing expenses (see para-
graph (g) (2) and (3) of this section)
shall ordinarily be allocated or dis-
tributed to the cost of performing a con-
tract or subcontract on the basis of:

(i) The proportion which the contract
price of the particular contract or sub-
contract bears to the total sales made
(including contracts or subcontracts
completed) during the period within
which the particular contract or sub-
contracts is performed, or

(ii) The proportion which the sum of
the manufacturing cost (see paragraph
(b) of this section) and the cost of
installation and construction (see para-
graph (e) of this section) attributable
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to the particular contract or subcon-
tract bears to the sum of the total man-
ufacturing cost and the total cost of in-
stallation and construction during the
period within which the contract or
subcontract is performed,
except that special consideration shall
be given to the relation which certain
classes of such expenses bear to the
various classes of articles produced by
the contracting party in each case In
which such consideration is necessary
In order to make a fair and reasonable
determination of the true profit and ex-
cess profit. See § 16.13.

§ 16.9 Credit for net loss or for de-
ficiency in profit in computing excess
profit. Ca) The term "net loss" as used
in the act and as applied to contracts and
subcontracts coming within the regula-
tions in this part means the amount by
which the total costs of performing all
such contracts and subcontracts entered
Into after April 3, 1939 and completed by
a particular contracting party within
the income-taxable year exceeds the
total contract prices of such contracts
and subcontracts. As to the meaning
of income-taxable year, see § 16.1.

(b) The term "deficiency in profit" as
used in the act and as applied to con-
tracts and subcontracts coming within
the regulations in this part means the
amount by which 12 percent of the total
contract prices of all such contracts and
subcontracts entered into after April 3,
1939 and completed by a particular con-
tracting party within the income-taxable
year exceeds the net profit upon all such
contracts and subcontracts.

(c) A net loss or a deficiency In profit
sustained by a contracting party for an
income-taxable year is allowable as a
credit in computing the contracting
party's excess profit on contracts and
subcontracts coming within the regula-
tions in this part and completed during
the four next succeeding income-taxable
years. Credit for such a net loss or de-
ficiency in profit may be claimed in the
contracting party's annual report of
profit filed with the collector of internal
revenue (see § 16.15), but it shall be sup-
ported by separate schedules for each
contract or subcontract involved show-
ing total contract prices, costs of per-
formance and pertinent facts relative
thereto, together with a summarized
computation of the net loss or deficiency
In profit. The net loss or deficiency in
profit claimed is subject to verification
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and adjustment. As to preservation of
books and records, see § 16.13.

(d) Net loss or deficiency in profit sus-
tained on contracts and subcontracts
completed within one income-taxable
year may not be considered in comput-
ing net loss or deficiency in profit sus-
tained on contracts and subcontracts
completed within another Income-tax-
able year.

(e) The provisions of this section may
be illustrated by the following example:

Example: The A Corporation, which keeps
its books and makes its Federal income tax
returns on a calendar year basis, entered
into and completed contracts for aircraft
for the Army coming within the scope of
the act as follows: Contracts were com-
pleted within the calendar year 1939 on
which the A Corporation sustained a net
loss of $30,000 and a deficiency In profit of
$10,000; contracts totaling $175,000 were
completed in 1940 at a cost of $155,000, the A
Corporation thereby realizing a net profit of
$20,000 but sustaining a deficiency in profit
of $1,000 (i. e., 12 percent of $175,000, or
$21,000, less $20,000); contracts totaling
$400,000 were completed in 1941 at a cost
of $300,000, or at a net profit of $100,000.
After deducting from the net profit of $100,-
000 for the year 1941 the amount of $48,000
(I. e., 12 percent of the total contract prices
of $400,000), there remains $52,000 in excess
profit on the contracts completed in the
year 1941. The net loss of $30,000 and the
deficiency in profit of $10,000 sustained in
1939 and the deficiency in profit of $1,000
sustained in 1940 may be deducted from such
$52,000 in determining the amount of excess
profit payable by the A Corporation for the
year 1941 with respect to the contracts com-
pleted in such year.

§ 16.10 Credit for Federal income
taxes. For the purpose of computing the
amount of excess profit.to be paid to the
United States, a credit is allowable
against the excess profit for the amount
of Federal income taxes paid or remain-
ing to be paid on the amount of such ex-
cess profit. The "Federal income taxes"
in respect of which this credit is allow-
able include the income taxes imposed by
Titles I and IA of the Revenue Act of
1938, and chapter 1 and subchapter A of
chapter 2 of the Internal Revenue Code,
and the excess-profits taxes imposed by
section 602 of the Revenue Act of 1938
and subchapter B of chapter 2 of the In-
ternal Revenue Code. This credit is al-
lowable for these taxes only to the ex-
tent that it is affirmatively shown that
they have been finally determined and
paid or remain to be paid and that they
were imposed upon the excess profit

against which the credit is to be made.
In case such a credit has been allowed
and the amount of Federal income taxes
imposed upon the excess profit is rede-
termined, the credit previously allowed
shall be adjusted accordingly.

§ 16.11 Failure of contractor to re-
quire agreement by subcontractor. (a)
Every contract or subcontract coming
within the scope of the act and the regu-
lations in this part is required by the act
to contain, among other things, an
agreement by the contracting party to
make no subcontract unless the subcon-
tractor agrees:

(1) To make a report, as described
in the act, under oath to the Secretary
of War upon the completion of the sub-
contract;

(2) To pay into the Treasury excess
profit, as determined by the Treasury
Department, in the manner and amounts
specified in the act;

(3) To make no subdivision of the
subcontract for the same article or ar-
ticles for the purpose of evading the
provisions of the act;

(4) That the manufacturing spaces
and books of its own plant, affiliates,
and subdivisions shall at all times be
subject to inspection and audit as pro-
vided in the act.

(b) If a contracting party enters into
a subcontract with a subcontractor who
fails to make such agreement, such con-
tracting party shall, in addition to its
liability for excess profit determined on
contracts or subcontracts performed by
it, be liable for any excess profit deter-
mined to be due the United States on
the subcontract entered into with such
subcontractor. In such event, however,
the excess profit to be paid to the United
States in respect of the subcontract en-
tered Into with such subcontractor shall
be determined separately from any con-
tracts or subcontracts performed by the
contracting party entering into the sub-
contract with such subcontractor.

§ 16.12 Evasion of excess profit. Sec-
tion 3 of the act of March 27, 1934, as
amended, provides that the contracting
party shall agree to make no subdivi-
sions of any contract or subcontract for
the same article or articles for the pur-
pose of evading the provisions of the act.
If any such subdivision or subcontract
is made it shall constitute a violation
of the agreement provided for in the
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act, and the cost of completing a con-
tract or subcontract by a contracting
party which violates such agreement
shall be determined in a manner nec-
essary clearly to reflect the true excess
profit of such contracting party.

§ 16.13 Books of account and records.
(a) It Is recognized that no uniform
method of accounting can be prescribed
for all contracting parties subject to the
provisions of the aqt. Each contracting
party is required by law to make a re-
port of its true profits and excess profit.
Such party must, therefore, maintain
such accounting records as will enable
it to do so. See § 16.8. Among the
essentials are the following:

(1) The profit or loss upon a par-
ticular contract or subcontract shall be
accounted for and fully explained in the
books of account separately on each con-
tract or subcontract.

(2) Any cost accounting methods,
however standard they may be and re-
gardless of long continued practice, shall
be controlled by, and be in accord with,
the objectives and purposes of the act
and of any regulations prescribed there-
under.

(3) The accounts shall clearly dis-
close the nature and amount of the dif-
ferent items of cost of performing a con-
tract or subcontract.

(b) In cases where it has been the cus-
tom priorly to use so-called "normal"
rates of overhead expense or adminis-
trative expenses, or "standard" or "nor-
mal" prices of material or labor charges,
no objection will be made to the use
temporarily during the period of per-
forming the contract or subcontract of
such methods in charging the contract
or subcontract, if the method of ac-
counting employed is such as clearly to
reflect, in the final determination upon
the books of account, the actual profit
derived from the performance of the
contract or subcontract and if the nec-
essary adjusting entries are entered upon
the books and they explain in full de-
tail the revisions necessary to accord
with the facts. As to the elements of
cost, see § 16.8.

(c) All books, records, and original evi-
dences of costs (including, among other
things, production orders, bills or sched-
ules of materials, purchase requisitions,
purchase orders, vouchers, requisitions
for materials, standing expense orders,
inventories, labor time cards, pay rolls,
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cost distribution sheets) pertinent to the
determination of the true profit, excess
profit, deficiency in profit or net loss
from the performance of a contract or
subcontract shall be kept at all times
available for inspection by internal-
revenue officers, and shall be carefully
preserved and retained so long as the
contents thereof may become material
in the administration of the act. This
provision is not confined to books, rec-
ords, and original evidences pertaining
to items which may be considered to be
a part of the cost of performing a con-
tract or subcontract. It is applicable to
all books, records, and original evidences
of costs of each plant, branch or de-
partment involved in the performance
of a contract or subcontract or in the
allocation or distribution of costs to the
contract or subcontract.

§ 16.14 Report to Secretary of the
Army. (a) Upon the completion of a
contract or subcontract coming within
the scope of the act and the regulations
in this part, the contracting party is re-
quired to make a report, under oath, to
the Secretary of the Army. As to the
date of completion of a contract or sub-
contract, see § 16.4. Such report shall be
in the form prescribed by the Secretary
of the Army and shall state the total
contract price, the cost of performing the
contract, the net income from such con-
tract, and the per centum such income
bears to the contract price. The con-
tracting party shall also include as a part
of such report a statement showing:

(1) the manner in which the indirect
costs were determined and allocated to
the cost of performing the contract or
subcontract (see. § 16.8) ;

(2) the name and address of every
subcontractor with whom a subcontract
was made, the object of such subcon-
tract, the date when completed and the
amount thereof; and

(3) the name and address of each af-
filiate or other organization, trade or
business owned or controlled directly or
indirectly by the same interests as those
who so own or control the contracting
party, together with a statement showing
in detail all transactions which were
made with such affiliate or other organi-
zation, trade or business and are perti-
nent to the determination of the excess
profit.

(b) A copy of the report required to be
made to the Secretary of the Army is
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required to be transmitted by the con-
tracting party to the Secretary of the
Treasury. Such copy shall not be trans-
mitted directly to the Secretary of the
Treasury but shall be filed as a part of
the annual report. See § 16.15.

§ 16.15 Annual reports for income-
taxable years-(a) General require-
ments. Every contracting party com-
pleting a contract or subcontract within
the contracting party's income-taxable
year ending after April 3, 1939 shall file
with the collector of internal revenue
for the collection district in which the
contracting party's Federal income tax
returns are required to be filed an an-
nual report on the prescribed form of
the profit and excess profit on all con-
tracts and subcontracts coming within
the scope of the act and the regulations
in this part and completed within the
particular income-taxable year. There
shall be included as a part of such report
a statement, preferably in columnar
form, showing separately for each such
contract or subcontract completed by
the contracting party within the income-
taxable year the total contract price, the
cost of performing the contract or sub-
contract and the resulting profit or loss
on each contract or subcontract together
with a summary statement showing in
detail the computation of the net profit
or net loss upon all contracts and sub-
contracts completed within the income-
taxable year and the amount of the ex-
cess profit, if any, for the income-tax-
able year covered by the report. A copy
of the report made to the Secretary of
the Army (see § 16.14) with respect to
each contract or subcontract covered in
the annual report, shall be filed as a part
of such annual report. In case the
income-taxable year of the contracting
party is a period of less than twelve
months (see § 16.1), the report required
by this section shall be made for such
period and not for a full year.

(b) Time for filing annual reports.
Annual reports of contracts and subcon-
tracts coming within the scope of the
act and the regulations in this part com-
pleted by a contracting party within an
income-taxable year must be filed on or
before the 15th day of the ninth month
following the close of the contracting
party's income-taxable year. It is im-
portant that the contracting party ren-
der on or before the due date an annual
report as nearly complete and final as
it is possible for the contracting party

to prepare. An extension of time grant-
ed the contracting party for filing its
Federal income tax return does not serve
to extend the time for filing the annual
report required by this section. Au-
thority consistent with authorizations
for granting extensions of time for filing
Federal income tax returns is hereby
delegated to the various collectors of
internal revenue for granting extensions
of time for filing the reports required
by this section. Application for exten-
sions of time for filing such reports
should be addressed to the collector of
internal revenue for the district in which
the contracting party files its Federal
income tax returns and must contain a
full recital of the causes for the delay.

§ 16.16 Payment of excess proftt lia-
bility. The amount of the excess profit
liability to be paid to the United States
shall be paid on or before the due date
for filing the report with the collector of
internal revenue. See § 16.15. At the
option of the contracting party, the
amount of the excess profit liability may
be paid in four equal installments instead
of in a single payment, in which case the
first installment is to be paid on or be-
fore the date prescribed for the payment
of the excess profit as a single payment,
the second installment 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 install-
ment on or before the 15th day of the
ninth month, after such date.

§ 16.17 Liability of surety. The
surety under contracts entered into with
the Secretary of the Army for the con-
struction or manufacture of any com-
plete aircraft or any portion thereof for
the Army shall not be liable for payment
of excess profit due the United States
in respect of such contracts.

§ 16.18 Determination of liability for
excess profit, interest and penalties; as-
sessment, collection, payment, refunds.
(a) The duty of determining the correct
amount of excess profit liability on con-
tracts and subcontracts coming within
the scope of the act and the regulations
in this part is upon the Commissioner of
Internal Revenue. Under section 3 (b)
of the act of March 27, 1934, as last
amended, all provisions of law (includ-
ing the provisions of law relating to in-
terest, penalties and refunds) applicable
with respect to the taxes imposed by
Title I of the Revenue Act of 1934 and
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not inconsistent with section 3 of the
act of March 27, 1934, as last amended,
are applicable with respect to the assess-
ment, collection, or payment of excess
profits on contracts and subcontracts
coming within the scope of the act and
the regulations in this part and to re-
funds of overpayments of profits into the
Treasury under the act. Claims by a
contracting party for the refund of an
amount of excess profit, interest, penal-
ties, and additions to such excess profit
shall conform to -the general require-
ments prescribed with respect to claims
for refund of overpayments of taxes im-
posed by Title I of the Revenue Act of
1934 and, if filed on account of any addi-
tional costs incurred pursuant to guar-
antee provisions in a contract, shall be
supplemented by a statement under oath
showing the amount and nature of such
costs and all facts pertinent thereto.

(b) Administrative procedure for the
determination, assessment and collection
of excess profit liability under the act
and the regulations In this part and the
examination of reports and claims in
connection therewith will be prescribed
from time to time by the Commissioner
of Internal Revenue.

Part 17-Excess Profits on Navy
Contracts

REGULATIONS FOR INCOME-TAXABLE YEARS
ENDING AFTER APRIL 3, 1939

Sec.
17.1 Definitions.
17.2 Scope of this part.
17.3 Contracts and subcontracts under

which excess profit liability may be
incurred.

17.4 Contracts or subcontracts for scien-
tific equipment.

17.5 Completion of contract defined.
17.6 Manner of determining liability with

respect to contracts or subcontracts
for complete naval vessels or por-
tions thereof.

17.7 Manner of determining liability with
respect to contracts or subcontracts
for complete naval aircraft or por-
tions thereof.

17.8 Total contract price.
17.9 Cost of performing a contract or sub-

contract.
17.10 Credits for net loss and deficiency In

profit in computing excess profit.
17.11 Credit for Federal income taxes.
17.12 Failure of contractor to require agree-

ment by subcontractor.
17.13 Evasion of excess profit.
17.14 Books of account and records.
17.16 Report to Secretary of the Navy.

Page 90

Sec.
17.16

17.17
17.18
17.19

Annual reports for income-taxable
years.

Payment of excess profit liability.
Liability of surety.
Determination of liability for excess

profit, interest and penalties; assess-
ment, collection, payment, refunds.

AUHRoRrrY: H§ 17.1 to 17.19 issued under
52 Stat. 467; 26 U. S. C. 3791. Interpret
or apply sec. 3, 48 Stat. 505, as amended, 53
Stat. 112; 34 U. S. C. 496, 26 U. S. C. 650, 651.

SouR cE: §§ 17.1 to 17.19 contained in Treas-
ury Decision 4906, 4 F. R. 2492.

§ 17.1 Definitions. As used in the
regulations in this part the term:

(a) "Act" means the act of March 27,
1934 (48 Stat. 505; 34 U. S. C. 496), as
originally enacted, as amended by the
act of June 25, 1936 (49.Stat. 1926; 34
U. S. C. 496), and as further amended
by the act of April 3, 1939 (53 Stat. 560;
34 U. S. C. 496).

(b) "Person" includes an individual, a
corporation, a partnership, a trust or es-
tate, a joint-stock company, an associa-
tion, or a syndicate, group, pool, joint
venture or other unincorporated organi-
zation or group, through or by means of
which any business, financial operation
or venture is carried on.

(c) "Contract" means an agreement
made by authority of the Secretary of
the Navy for the construction or manu-
facture of any complete naval vessel or
aircraft, or any portion thereof.

(d) "Contractor" means a person en-
tering into a direct contract with the
Secretary of the Navy or his duly au-
thorized representative.

(e) "Subcontract" means an agree-
ment entered Into by one person with
another person for the construction or
manufacture of a complete naval vessel
or aircraft or any portion thereof, the
prime contract for such vessel or air-
craft or portion thereof having been en-
tered into between a contractor and the
Secretary of the Navy or his duly au-
thorized representative.

(f) "Subcontractor" means any per-
son other than a contractor entering Into
a subcontract.

(g) "Contracting party" means a con-
tractor or subcontractor as the case
may be.

(h) "Contract price" or "total contract
price" means the amount or total amount
to be received under a contract or sub-
contract as the case may be.
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(i) "Income-taxable year" means the
calendar year, the fiscal year ending dur-"
ing such calendar year, or the fractional
part of such calendar or fiscal year, upon
the basis of which the contracting party's
net income is computed and for which
its income tax returns are made for Fed-
eral income tax purposes.

§ 17.2 Scope of this part. The regula-
tions in this part deal with liability for
excess profit on contracts and subcon-
tracts for the construction or manufac-
ture of any complete naval vessel or air-
craft or any portion thereof completed
within income-taxable years ending after
April 3, 1939. As to the date of the com-
pletion of a contract or subcontract, see
§ 17.5.

§ 17.3 Contracts and subcontracts
under which excess profit liability may
be incurred. Except as otherwise pro-
vided with respect to contracts or sub-
contracts for certain scientific equip-
ment (see § 17.4), every contract award-
ed for an amount exceeding $10,000 and
entered into after the enactment of the
act of March 27, 1934 for the construc-
tion or manufacture of any complete
naval vessel or aircraft, or any portion
thereof, is subject to the provisions of
the act relating to excess profit liability.
Any subcontract made with respect to
such a contract and involving an amount
in excess of $10,000 is also within the
scope of the act. If a contracting party
places orders with another party, ag-
gregating an amount in excess of $10,000,
for articles or materials which consti-
tute a part of the cost of performing
the contract or subcontract, the placing
of such orders shall constitute a sub-
contract within the scope of the act, un-
less it is clearly shown that each of the
orders involving $10,000 or less is a bona
fide separate and distinct subcontract
and not a subdivision made for the pur-
pose of evading the provisions of the
act.

§ 17.4 Contracts or subcontracts for
scientific equipment. No excess profit
liability is incurred upon a contract or
subcontract entered into after the
amendment of section 3 (b) of the act
of June 25, 1936, if at the time or prior
to the time such contract or subcontract
is made It is designated by the Secre-
tary of the Navy as being exempt under
the provisions of the act pertaining to
scientific equipment used for communi-
cation, target detection, navigation, or
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fire control. The exemption of con-
tracts or subcontracts for scientific
equipment does not extend to any con-
tract or subcontract entered into prior
to the enactment of such amendment
of section 3 (b) of the act.

§ 17.5 Completion of contract de-
fined. The date of delivery of the vessel,
aircraft or portion thereof covered by the
contract or subcontract shall be consid-
ered the date of completion of the con-
tract or subcontract unless otherwise de-
termined jointly by the Secretary of the
Navy and the Secretary of the Treasury
or their duly authorized representatives.
Except as otherwise provided in the pre-
ceding sentence, the replacement of de-
fective parts of delivered articles or the
performance of other guarantee work in
respect to such articles will not operate
to extend the date of completion. As to
the treatment of the cost of such work
as a cost of performing a contract or
subcontract, see § 17.9 (h). As to a re-
fund in case of adjustment due to any
subsequently incurred additional costs,
see § 17.19. If a contract or subcontract
is at any time cancelled or terminated,
it is completed at the time of the can-
cellation or termination.

§ 17.6 Manner of determining liabil-
ity with respect to contracts or subcon-
tracts for complete naval vessels or por-
tions thereof. If in an income-taxable
year ending after April 3, 1939 a con-
tracting party completes one or more
contracts or subcontracts coming within
the scope of the act and entered into for
the construction or manufacture of any
complete naval vessel or any portion
thereof, the amount of excess profit to
be paid to the United States with respect
to all such contracts and subcontracts
completed within the income-taxable
year shall be computed as follows:

(a) The first step is to ascertain the
total contract prices of all such contracts
and subcontracts completed by the con-
tracting party within the income-taxable
year. As to total contract prices, see
§§ 17.1 and 17.8.

(b) The second step is to ascertain the
cost of ,performing such contracts and
subcontracts (see § 17.9) and to deduct
such cost from the total contract prices
of such contracts and subcontracts as
computed in the first step.
The amount remaining after such sub-
traction is the amount of net profit or
net loss upon such contracts and sub-
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contracts completed within the income-
taxable year.

(c) The third step, in case there is a
net profit upon such contracts and sub-
contracts, is to subtract from the amount
of such net profit as computed in the
second step the sum of:

(1) An amount equal to 10 percent of
the total contract prices of such con-
tracts and subcontracts completed with-
in the income-taxable year; and

(2) The amount of any net loss which
was sustained in the preceding income-
taxable year with respect to contracts
or subcontracts entered into for the con-
struction or manufacture of any com-
plete naval vessel or any portion thereof,
and which is allowable as a credit in
determining the excess profit for the
income-taxable year with respect to
contracts and subcontracts entered into
for the construction or manufacture of
any complete naval vessel or any por-
tion thereof (see § 17.10 (a)).
The amount remaining after such sub-
traction Is the amount of excess profit
for the Income-taxable year with re-
spect to contracts and subcontracts
entered Into for the construction or
manufacture of any complete naval ves-
sel or any portion thereof.

(d) The fourth step is to ascertain the
amount of credit allowed for Federal in-
come taxes paid or remaining to be paid
upon the amount of such excess profit
as computed in the third step (see
§ 17.11) and then subtract from the
amount of such excess profit the amount
of credit for Federal income taxes. The
amount remaining after this subtraction
Is the amount of excess profit to be
paid to the United States by the con-
tracting party for the income-taxable
year with respect to contracts and sub-
contracts entered Into for the construc-
tion or manufacture of any complete
naval vessel or any portion thereof and
completed within the income-taxable
year.

(e) The application of the provisions
of this section of the regulations may be
illustrated by the following example:

Example: On September 1, 1939 the A Cor-
poration, which keeps its books and makes
its Federal income tax returns on a calen-
dar year basis, entered Into a contract with
the Secretary of the Navy for the construc-
tion of portions of a naval vessel coming
within the scope of the act, the total con-
tract price of which was $200,000. On March
10, 1940 the A Corporation entered into an-
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other such contract, the total contract price
.of which was $40,000. Both contracts were
completed within the calendar year 1940,
the first at a cost of $155,000 and the second
at a cost of $45,000. During the year 1940
the A Corporation also completed at a loss
of $10,000 two contracts entered into for the
construction or manufacture of naval air-
craft coming within the scope of the act.
For the year 1939 the A Corporation sustained
a net loss of $2,500 on all contracts and sub-
contracts for any complete naval vessel or
any portion thereof coming within the scope
of the act and completed within the calen-
dar year 1939. For the year 1939 the A Cor-
poration also sustained a net loss of $1,800
on all other contracts and subcontracts com-
ing within the scope of the act which were
completed within the calendar year 1939.
For purposes of Federal income tax, the net
income of the A Corporation for the year
1940 amounted to $96,000, which amount in-
cluded the net profit of $40,000 upon the
contracts entered into on September 1, 1939
and March 10, 1940. For the year 1940 the
A Corporation paid Federal income taxes
amounting to $19,200. The excess profit lia-
bility of the A Corporation for 1940 is pay-
able with respect to the contracts for por-
tions of a naval vessel which were com-
pleted in 1940. The loss of $10,000 on other
contracts completed in 1940 and the net loss
of $1,800 for 1939 on contracts and subcon-
tracts for naval aircraft do not enter into
the computation of such liability. Accord-
ingly, the excess profit liability of the A Cor-
poration for 1940 is $10,800 computed as
follows:

Total contract prices:
Contract No. 1 -------- $200, 000
Contract No. 2 -------- 40,000

$240, 000
Less cost of performing

contracts:
Contract No. 1 ------ 155, 000
Contract No. 2 ------ 45, 000

200, 000

Net profit on contracts ------ 40, 000
Less:

10 percent of total
contract prices (10
percent of $240,000) $24,000

Net loss from 1939.. 2, 500
26, 500

Excess profit for year 1940-. 13,500
Less credit for Federal income

taxes (Federal income tax on
$13,500 at rates for 1940) ------ 2,700

Amount of excess profit payable
to the United States ------ 10,800

§ 17.7 Manner of determining liabil-
ity with respect to contracts or subcon-
tracts for complete naval aircraft or por-
tions thereof. If in an Income-taxable
year ending after Anril 3, 1939 a con-
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tracting party completes one or more
contracts or subcontracts coming within
the scope of the act and entered into for
the construction or manufacture of any
complete naval aircraft or any portion
thereof, the amount of excess profit to
be paid to the United States with respect
to all such contracts and subcontracts
completed within the income-taxable
year shall be computed as follows:

(a) The first step is to ascertain the to-
tal contract prices of all such contracts
and subcontracts completed by the con-
tracting party within the income-taxable
year. As to total contract prices, see
§§ 17.1 and 17.8.

(b) The second step is to ascertain the
cost of performing such contracts and
subcontracts (see § 17.9) and to deduct
such cost from the total contract prices
of such contracts and subcontracts as
computed in the first step.
The amount remaining after such sub-
traction is the amount of net profit or net
loss upon such contracts and subcon-
tracts completed within the income-tax-
able year.

(c) The third step, in case there is a
net profit upon such contracts and sub-
contracts, is to subtract from the amount
of such net profit as computed in the
second step the sum of:

(1) An amount equal to 12 percent of
the total contract prices of such con-
tracts and subcontracts completed with-
in the income-taxable year;

(2) The amount of any net loss which
was sustained in a prior income-taxable
year with respect to contract or subcon-
tracts for the construction or manufac-
ture of any complete naval aircraft or
any portion thereof, and which is allow-
able as a credit in determining the excess
profit for the income-taxable year with
respect to contracts and subcontracts
entered into for the construction or
manufacture of complete naval aircraft
or any portion thereof (see § 17.10 (b));
and

(3) The amount of any deficiency in
profit which was sustained in a prior in-
come-taxable year with respect to con-
tracts or subcontracts entered Into for
the construction or manufacture of any
complete naval aircraft or any portion
thereof, and which is allowable as a
credit in determining the excess profit
for the income-taxable year with respect
to contracts and subcontracts entered
into for the construction or manufacture

of complete naval aircraft or any por-
tion thereof (see § 17.10 (c)).
The amount remaining after such sub-
traction is the amount of excess profit
for the income-taxable year with respect
to contracts and subcontracts entered
into for the construction or manufacture
of complete naval aircraft or any portion
thereof.

(d) The fourth step Is to ascertain the
amount of credit allowed for Federal in-
come taxes paid or remaining to be paid
upon the amount of such excess profit as
computed in the third step (see § 17.11)
and then subtract from the amount of
such excess profit the amount of credit
for Federal income taxes. The amount
remaining after this subtraction is the
amount of excess profit to be paid to the
United States by the contracting party
for the income-taxable year with respect
to contracts and subcontracts entered
into for the construction or manufac-
ture of complete naval aircraft or any
portion thereof and completed within
the income-taxable year.

(e) The application of the provisions
of this section of the regulations may be
illustrated by the following example:

Example: On September 1, 1939, the B Cor-
poration, which keeps its books and makes
its Federal income tax returns on a calendar
year basis, entered into a contract with the
Secretary of the Navy for the construction
of aircraft coming within the scope of the
act, the total contract price of which was
$200,000. On March 10, 1940, the B Cor-
poration entered into another such contract,
the total contract price of which was $40,-
000. Both contracts were completed within
the calendar year 1940, the first at a cost
of $155,000 and the second at a cost of $45,-
000. During the year 1940 the B Corpora-
tion also completed at a loss of $10,000 two
contracts entered into for the construction
or manufacture of portions of a naval vessel
coming within the scope of the act. For the
year 1939 the B Corporation sustained a net
loss of $2,500 and a deficiency in profit of
$1,000 on all contracts and subcontracts for
naval aircraft coming within the scope of the
act and completed within the calendar year
1939. For the year 1939 the B Corporation
also sustained a net loss of $1,800 on all other
contracts and subcontracts coming within
the scope of the act which were completed
within the calendar year 1939. For purposes
of the Federal income tax, the net income of
the B Corporation for the year 1940 amounted
to $96,000, which amount included the net
profit of $40,000 upon the contracts entered
into on September 1, 1939, and March 10, 1940.
For the year 1940 the B Corporation paid Fed-
eral income taxes amounting to $19,200. The
excess profit liability of the B Corporation
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for 1940 is payable with respect to the con-
tracts for naval aircraft which were com-
pleted in 1940. The loss of $10,000 on other
contracts completed In 1940 and the net loss
of $1,800 for 1939 on contracts and subcon-
tracts other than for naval aircraft do not
enter into the computation of such liability.
Accordingly, the excess profit liability of the
B Corporation for 1940 Is $6,700 computed
as follows:

Total contract prices:
Contract No. 1 -------- $200, 000
Contract No. 2 -------- 40, 000

$240,000
Less cost of performing

contracts:
Contract No 1 -------- 155,000
Contract No. 2 -------- 45, 000

200, 000

Net profit on contracts ------ 40, 000
Less:

12 percent of total con-
tract prices (12 per-
cent of $240,000) ---- $28,800

Net loss from 1939 ----- 2,500
Deficiency in profit from
1939 ----------------- 1,000

32,300

Excess profit for year 1940-- 7,700
Less credit for Federal income

taxes (Federal income tax on
$7,700 at rates for 1940) --------- 1,000

Amount of excess profit pay-

able to the United States. 6, 700

§ 17.8 Total contract price. The total
contract price of a particular contract
or subcontract (see § 17.1) may be re-
ceived in money or its equivalent. If
something other than money is received,
only the fair market value of the thing
received, at the date of receipt. is to be
included in determining the amount re-
ceived. Bonuses earned for bettering
performance and penalties incurred for
failure to meet the contract guarantees
are to be regarded as adjustments of the
original contract price. Trade or other
discounts granted by a contracting party
in respect of a contract or subcontract
performed by such party are also to be
deducted in determining the true total
contract price of such contract or sub-
contract.

§ 17.9 Cost of performing a contract
or subcontract-(a) General rule. The
cost of performing a particular contract
or subcontract shall be the sum of (1)
the direct costs, including therein expen-
ditures for materials, direct labor and
direct expenses, incurred by the con-
tracting party in performing the con-
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tract or subcontract; and (2) the proper
proportion of any indirect costs (includ-
ing therein a reasonable proportion of
management expenses) incident to and
necessary for the performance of the
contract or subcontract.

(b) Elements of cost. No definitions
of the elements of cost may be stated
which are of invariable application to all
contractors and subcontractors. In gen-
eral, the elements of cost may be defined
for purposes of the act as follows:

(1) Manufacturing cost, which is the
sum of factory cost (see paragraph (c)
of this section) and other manufactur-
ing cost (see paragraph (d) of this
section) ;

(2) Miscellaneous direct expenses (see
paragraph (e) of this section);

(3) General expenses, which are the
sum of indirect engineering expenses,
usually termed "engineering overhead"
(see paragraph (f) of this section) and
expenses of distribution, servicing and
administration (see paragraph (g) of
this section); and

(4) Guarantee expenses (see para-
graph (h) of this section).

(C) Factory cost. Factory cost is the
sum of the following:

(1) Direct materials. Materials, such
as those purchased for stock and subse-
quently issued for contract operations
and those acquired under subcontracts,
which become a component part of the
finished product or which are used di-
rectly in fabricating, converting or proc-
essing such materials or parts.

(2) Direct productive labor. Produc-
tive labor, usually termed "shop labor,"
which is performed on and is properly
chargeable directly to the article manu-
factured or constructed pursuant to the
contract or subcontract, but which or-
dinarily does not include direct engineer-
ing labor (see subparagraph (3) of this
paragraph).

(3) Direct engineering labor. The
compensation of professional engineers
and other technicists (including reason-
able advisory fees), and of draftsmen,
properly chargeable directly to the cost
of the contract or subcontract.

(4) Miscellaneous direct f a c t o r y
charges. Items which are properly
chargeable directly to the factory cost of
performing the contract or subcontract
but which do not come within the classi-
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fications in subparagraphs (1), (2), and
(3) of this paragraph, as for example,
royalties which the contracting party
pays to another party and which are
properly chargeable to the cost of per-
forming the contract or subcontract (but
see paragraph (d) of this section).

(5) Inairect factory expenses. Items,
usually termed "factory overhead," which
are not directly chargeable to the factory
cost of performing the contract or sub-
contract but which are properly incident
to and necessary for the performance of
the contract or subcontract and consist
of the following:

(i) Labor. Amounts expended for
factory labor, such as supervision and
inspection, clerical labor, timekeeping,
packing and shipping, stores supply,
services of tool crib attendants, and serv-
ices in the factory employment bureau,
which are not chargeable directly to pro-
ductive labor of the contract or subcon-
tract.

(ii) Materials and supplies. The cost
of materials and supplies for general use
in the factory in current operations, such
as shop fuel, lubricants, heat-treating,
plating, cleaning and anodizing supplies,
nondurable tools and gauges, stationery
(such as time tickets and other forms),
and boxing and wrapping materials.

(iii) Service expenses. Factory ex-
penses of a general nature, such as those
for power, heat and light (whether pur-
chased or produced), ventilation and air-
conditioning and operation and mainte-
nance of general plant assets and facili-
ties.

(iv) Fixed charges and obsolescence.
Recurring charges with respect to prop-
erty used for manufacturing purposes of
the contract or subcontract, such as pre-
miums for fire and elevator insurance,
property taxes, rentals and allowances
for depreciation of such property, includ-
ing maintenance and depreciation of
reasonable standby equipment; and de-
preciation and obsolescence of special
equipment and facilities necessarily ac-
quired primarily for the performance of
the contract or subcontract. In making
allowances for depreciation, considera-
tion shall be given to the number and
length of shifts.

(v) Miscellaneous indirect factory ex-
penses. Miscellaneous factory expenses
not directly chargeable to the factory
cost of performing the contract or sub-

contract, such as purchasing expenses;
ordinary and necessary expenses of re-
arranging facilities within a department
or plant; employees' welfare expenses;
premiums or dues on compensation in-
surance; employers' payments to unem-
ployment, old age and social security
Federal and State funds not including
payments deducted from or chargeable
to employees or officers; pensions and re-
tirement payments to factory employees;
factory accident compensation (as to
self-insurance, see paragraph (g) of this
section); but not including any amounts
which are not incident to services, opera-
tions, plant, equipment or facilities in-
volved in the performance of the con-
tract or subcontract.

(d) Other manufacturing cost. Other
manufacturing cost as used in paragraph
(b) of this section includes items of man-
ufacturing costs which are not properly
or satisfactorily chargeable to factory
costs (see paragraph (c) of this section)
but which upon a complete showing of
all pertinent facts are properly to be in-
cluded as a cost of performing the con-
tract or subcontract, as for instance, pay-
ments of royalties and amortization of
the cost of designs purchased and patent
rights over their useful life; and "de-
ferred" or "unliquidated" experimental
and development charges. For example,
in case experimental and development
costs have been properly deferred or
capitalized and are amortized in accord-
ance with a reasonably consistent plan,
a proper portion of the current charge,
determined by a ratable allocation which
is reasonable in consideration of the
pertinent facts, may be treated as a cost
of performing the contract or subcon-
tract. In the case of general experi-
mental and development expenses which
may be charged off currently, a reason-
able portion thereof may be allocated to
the cost of performing the contract or
subcontract. If a special experimental
or development project is carried on in
pursuance of a contract, or in anticipa-
tion of a contract which is later entered
into, and the expense Is not treated as a
part of general experimental and de-
velopment expenses or Is not otherwise
allowed as a cost of performing the con-
tract, there clearly appearing no reason-
able prospect of an additional contract
for the type of article involved, the entire
cost of such project may be allowed as
a part of the cost of performing the con-
tract.
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(e) Miscellaneous direct expenses.
Miscellaneous direct expenses as used in
paragraph (b) of this section include:

(1) Cost of installation and construc-
tion. Cost of installation and construc-
tion includes the cost of materials, labor
and expenses necessary for the erection
and installation prior to the completion
of the contract and after the delivery
of the product or material manufactured
or constructed pursuant to the contract
or subcontract.

(2) Sundry direct expenses. Items of
expense which are properly chargeable
directly to the cost of performing a con-
tract or subcontract and which do not
constitute guarantee expenses (see para-
graph (h) of this section) or direct costs
classified as factory cost or other manu-
facturing cost (see paragraphs (c) and
(d) of this section), such as premiums
on performance or other bonds required
under the contract or subcontract; State
sales taxes imposed on the contracting
party; freight on outgoing shipments;
fees paid for wind tunnel and model
basin tests; demonstration and test ex-
penses; crash insurance premiums;
traveling expenses. In order for any
such item to be allowed as a charge di-
rectly to the cost of performing a con-
tract or subcontract, (i) a detailed rec-
ord shall be kept by the contracting
party of all items of a similar character,
and (ii) no item of a similar character
which is properly a direct charge to
other work shall be allowed as a part
of any indirect expenses in determining
the proper proportion thereof charge-
able to the cost of performing the con-
tract or subcontract. As to allowable
Indirect expenses, see paragraphs (c)
(5), (f), (g) and (J) of this section.

(f) Indirect engineering expenses.
Indirect engineering expenses, usually
termed "engineering overhead," which
are treated in this section as a part of
general expenses in determining the cost
of performing a contract or subcontract
(see paragraph (b) of this section),
comprise the general engineering ex-
penses which are incident to and neces-
sary for the performance of the contract
or subcontract, such as the following:

(1) Labor. Reasonable fees of en-
gineers employed in a general consulting
capacity, and compensation of employees
for personal services to the engineering
department, such as supervision, which
is properly chargeable to the contract or
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subcontract, but which is not chargeable
as direct engineering labor (see para-
graph (c) (3) of this section).

(2) Material. Supplies for the engi-
neering department, such as paper and
ink for drafting and similar supplies.

(3) Miscellaneous expenses. Expenses
of the engineering department, such as
Ci) maintenance and repair of engi-
neering equipment, and ii) services
purchased outside of the engineering
department for blue printing, drawing,
computing, and like purposes.

(g) Expenses of distribution, servicing
and administration. Expenses of dis-
tribution, servicing and administration,
which are treated in this section as a
part of general expenses in determin-
ing the cost of performing a contract or
subcontract (see paragraph (b) of this
section), comprehend the expenses inci-
dent to and necessary for the perform-
ance of the contract or subcontract,
which are Incurred in connection with
the distribution and general servicing of
the contracting party's products and the
general administration of the business,
such as:

(1) Compensation for personal serv-
ices of employees. The salaries of the
corporate and general executive officers
and the salaries and wages of adminis-
trative clerical employees and of the of-
fice services employees such as telephone
operators, janitors, cleaners, watchmen
and office equipment repairmen.

(2) Bidding and general selling ex-
penses. Bidding and general selling ex-
penses which 'by reference to all the per-
tinent facts and circumstances reason-
ably constitute a part of the cost of per-
forming a contract or subcontract. The
treatment of bidding and general selling
expenses as a 'part of general expenses
in accordance with this paragraph is in
lieu of any direct charges which other-
wise might be made for such expenses.
The term "bidding expenses" as used in
this section includes all expenses in con-
nection with preparing and submitting
bids.

(3) General servicing expenses. Ex-
penses which by reference to all the per-
tinent facts and circumstances reason-
ably constitute a part of the cost of per-
forming a contract or subcontract and
which are incident to delivered or in-
stalled articles and are due to ordinary
adjustments or minor defects; but in-
cluding no items which are treated as a
part of guarantee expenses (see para-
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graph (h) of this section) or as a part
of direct costs, such as direct materials,
direct labor, and other direct expense.

(4) Other expenses. Miscellaneous
office and administrative expenses, such
as stationery and office supplies; postage;
repair and depreciation of office equip-
ment; contributions to local charitable
or community organizations to the ex-
tent constituting ordinary and necessary
business expenses; employees' welfare
expenses; premiums and dues on com-
pensation insurance; employers' pay-
ments to unemployment, old age and
social security Federal and State funds
not including payments deducted from
or chargeable to employees or officers;
pensions and retirement payments to
administrative office employees and acci-
dent compensation to office employees
(as to self-insurance, see subdivision (I)
of this subparagraph).

(I) Subject to the exception stated in
this subdivision, in cases where a con-
tracting party assumes its own insurable
risks (usually termed "self-insurance"),
losses and payments will be allowed in
the cost of performing a contract or sub-
contract only to the extent of the actual
losses suffered or payments incurred dur-
ing, and in the course of, the perform-
ance of the contract or subcontract and
properly chargeable to such contract or
subcontract. If, however, a contracting
party assumes its own insurable risks (a)
for compensation paid to employees for
injuries received in the performance of
their duties, or (b) for unemployment
risks in States where insurance is re-
quired, there may be allowed as a part
of the cost of performing a contract or
subcontract a reasonable portion of the
charges set up for purposes of self-insur-
ance under a system of accounting regu-
larly employed by the contracting party,
as determined by the Commissioner of
Internal Revenue, at rates not exceeding
the lawful or approved rates of Insurance
companies for such Insurance, reduced
by amounts representing the acquisition
cost in such companies, provided the con-
tracting party adopts and consistently
follows this method with respect to self-
insurance in connection with all con-
tracts and subcontracts subsequently
performed by him.

(ii) Allowances for interest on invested
capital are not allowable as costs of per-
forming a contract or subcontract.

(iii) Among the Items which shall not
be included as a part of the cost of per-

forming a contract or subcontract or
considered in determining such cost, are
the following: Entertainment expenses;
dues and memberships other than of reg-
ular trade associations; donations except
as otherwise provided above; losses on
other contracts; profits or losses from
sales or exchanges of capital assets; ex-
traordinary expenses due to strikes or
lockouts; fines and penalties; amortiza-
tion of unrealized appreciation of values
of assets; expenses, maintenance and de-
preciation of excess facilities (including
idle land and building, idle parts of a
building, and excess machinery and
equipment) vacated or abandoned, or
not adaptable for future use in perform-
ing contracts or subcontracts; increases
in reserve accounts for contingencies,
repairs, compensation insurance (except
as above provided with respect to self-
insurance) and guarantee work; Federal
and State income and excess-profits
taxes and surtaxes; cash discount earned
up to one percent of the amount of the
purchase, except that all discounts on
subcontracts subject to the act will be
considered; interest incurred or earned;
bond discount or finance charges; pre-
miums for life Insurance on the lives of
officers; legal and accounting fees in con-
nection with reorganizations, security
issues, capital stock issues and the prose-
cution of claims against the United
States (including income tax matters);
taxes and expenses on issues and trans-
fers of capital stock; losses on invest-
ments; bad debts; and expenses of col-
lection and exchange.

(iv) In order that the cost of perform-
ing a contract or subcontract may be ac-
counted for clearly, the amount of any
excess profits repayable to the United
States pursuant to the act should not be
charged to or included In such cost.

(h) Guarantee expenses. Guarantee
expenses include the various items of
factory cost, other manufacturing cost,
cost of installation and construction, in-
direct engineering expenses and other
general expenses (see paragraphs (c)
to (g) of this section) which are in-
curred after delivery or installation of
the article manufactured or constructed
pursuant to the particular contract or
subcontract and which are incident to
the correction of defects or deficien-
cies which the contracting party is
required to make under the guarantee
provisions of the particular contract or
subcontract. If the total amount of
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such guarantee expenses is not ascer-
tainable at the time of filing the report
required to be filed with the collector
of internal revenue (see § 17.16) and the
contracting party includes any estimated
amount of such expenses as part of the
claimed total cost of performing the
contract or subcontract, such estimated
amount shall be separately shown on the
report and the reasons for claiming such
estimated amount shall accompany the
report; but only the amount of guar-
antee expenses actually incurred will be
allowed. If the amount of guarantee ex-
penses actually incurred is greater than
the amount (if any) claimed on the re-
port and the contracting party has made
an overpayment of excess profit, a re-
fund of the overpayment shall be made
in accordance with the provisions of
§ 17.19. If the amount of guarantee ex-
penses actually incurred is less than the
amount claimed on the report and an
additional amount of excess profit is de-
termined to be due, the additional
amount of excess profit shall be assessed
and paid in accordance with the pro-
visions of § 17.19.

(i) Unreasonable compensation. (1)
The salaries and compensation for serv-
ices which are treated as a part of the
cost of performing a contract or subcon-
tract include reasonable payments for
salaries, bonuses, or other compensation
for services. As a general rule, bonuses
paid to employees (and not to officers) in
pursuance of a regularly established in-
centive bonus system may be allowed as
a part of the cost of performing a con-
tract or subcontract.

(2) The test of allowability is whether
the aggregate compensation paid to each
individual is for services actually ren-
dered incident to, and necessary for, the
performance of the contract or subcon-
tract, and is reasonable. Excessive or
unreasonable payments whether in cash,
stock or other property ostensibly as
compensation for services shall not be
included in the cost of performing a con-
tract or subcontract.

(j) Allocation of indirect costs. No
general rule applicable to all cases may
be stated for ascertaining the proper
proportion of the indirect costs to be
allocated to the cost of performing a par-
ticular contract or subcontract. Such
proper proportion depends upon all the
facts and circumstances relating to the
performance of the particular contract
or subcontract. Subject to a require-

ment that all items which have no rela-
tion to the performance of the contract
or subcontract shall be eliminated from
the amount to be allocated, the following
methods of allocation are outlined as ac-
ceptable in a majority of cases:

(1) Factory indirect expenses. The
allowable indirect factory expenses (see
paragraph (c) (5) of this section) shall
ordinarily be allocated or "distributed"
to the cost of the contract or subcon-
tract on the basis of the proportion which
the direct productive labor (see para-
graph (c) (2) of this section) attrib-
utable to the contract or subcontract
bears to the total direct productive labor
of the production department or par-
ticular section thereof during the period
within which the contract or subcontract
is performed, except that if the indirect
factory expenses are incurred in differ-
ent amounts and in different proportions
by the various producing departments
consideration shall be given to such cir-'
cumstances to the extent necessary to
make a fair and reasonable determina-
tion of the true profit and excess profit.

(2) Engineering indirect expenses.
The allowable indirect engineering ex-
penses (see paragraph (f) of this sec-
tion) shall ordinarily be allocated or
"distributed" to the cost of the contract
or subcontract on the basis of the pro-
portion which the direct engineering
labor attributable to the contract or
subcontract (see paragraph (c) (3) of
this section) bears to the total direct
engineering labor of the engineering de-
partment or particular section thereof
during the period within which the con-
tract or subcontract is performed. If
the expenses of the engineering depart-
ment are not sufficient in amount to re-
quire the maintenance of separate ac-
counts, the engineering Indirect costs
may be included in the indirect factory
expenses (see paragraph (c) (5) of this
section) and allocated or distributed to
the cost of performing the contract or
subcontract as a part of such expenses,
provided the proportion so allocated or
distributed is proper under the facts
and circumstances relating to the per-
formance of the particular contract or
subcontract.

(3) Administrative expenses (or "over-
head"). The allowable expenses of ad-
ministration (see paragraph (g) of this
section) or other general expenses ex-
cept indirect engineering expenses, bid-
ding and general selling expenses, and
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general servicing expenses shall ordi-
narily be allocated or distributed to the
cost of performing a contract or sub-
contract on the basis of the proportion
which the sum of the manufacturing
cost (see paragraph (b) of this section)
and the cost of installation and con-
struction (see paragraph (e) of this sec-
tion) attributable to the particular con-
tract or subcontract bears to the sum of
the total manufacturing cost and the
total cost of installation and construc-
tion during the period within which the
contract or subcontract is performed.

(4) Bidding, general selling, and gen-
eral servicing expenses. The allowable
bidding and general selling expenses and
general servicing expenses (see para-
graph (g) (2) and (3) of this section)
shall ordinarily be allocated or distrib-
uted to the cost of performing a con-
tract or subcontract on the basis of:

(i) The proportion which the contract
price of the particular contract or sub-
contract bears to the total sales made
(including contracts or subcontracts
completed) during the period within
which the particular contract or sub-
contract is performed, or

(ii) The proportion which the sum of
the manufacturing cost (see paragraph
(b) of this section) and the cost of in-
stallation and construction (see para-
graph (e) of this section) attributable
to the particular contract or subcontract
bears to the sum of the total manufac-
turing cost and the total cost of installa-
tion and construction during the period
within which the contract or subcontract
is performed,
except that special consideration shall be
given to the relation which certain
classes of such expenses bear to the vari-
ous classes of articles produced by the
contracting party in each case in which
such consideration is necessary in order
to make a fair and reasonable determina-
tion of the true profit and excess profit.
See § 17.14.

§ 17.10 Credits for net loss and defi-
ciency in profit in computing excess
proftt-(a) Net loss on contracts and
subcontracts for naval vessels or portions
thereof. In the case of contracts or
subcontracts for the construction or
manufacture of any complete naval ves-
sel or any portion thereof coming within
the scope of the act which are completed
within an income-taxable year ending
after April 3, 1939, the term "net loss"

as used in the act and in this part
means the amount by which the total
costs of performing all such contracts
and subcontracts completed within
such income-taxable year exceeds the
total contract prices of such contracts
and subcontracts. Such net loss sus-
tained by a contracting party for an
income-taxable year ending after April
3, 1939, is allowable as a credit in com-
puting the contracting party's excess
profit on contracts and subcontracts for
the construction or manufacture of any
complete naval vessel or any portion
thereof which are completed within the
next succeeding income-taxable year.

(b) Net loss on contracts and sub-
contracts for naval aircraft or portion
thereof. In the case of contracts or sub-
contracts for the construction or manu-
facture of any complete naval aircraft
or any portion thereof coming within the
scope of the act which are completed
within an income-taxable year ending
after April 3, 1939, the term "net loss"
as used in the act and in this part means
the amount by which the total costs
of performing all such contracts and
subcontracts completed within such
income-taxable year exceeds the total
contract prices of such contracts and
subcontracts. Such net loss sustained
by a contracting party for an income-
taxable year ending after April 3, 1939,
is allowable as a credit In computing
the contracting party's excess profit on
contracts and subcontracts for the con-
struction or manufacture of any com-
plete naval aircraft or any portion
thereof which are completed within the
four next succeeding income-taxable
years.

(c) Deficiency in profit. The term
"deficiency in profit" as used in the act
and in this part relates only to con-
tracts and subcontracts coming within
the scope of the act which are for the
construction or manufacture of any
complete naval aircraft or any portion
thereof and are completed within an in-
come-taxable year ending after April 3,
1939. As so used, the term "deficiency
in profit" means the amount by which
12 percent of the total contract prices of
such contracts and subcontracts which
are completed by a particular contract-
ing party within the income-taxable year
exceeds the net profit upon such con-
tracts and subcontracts. A deficiency in
profit sustained by a contracting party
with respect to such contracts and sub-
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contracts for the construction or manu-
facture of complete naval aircraft or any
portion thereof and completed within
any income-taxable year ending after
April 3, 1939, is allowable as a credit in
computing the contracting party's ex-
cess profit on contracts and subcontracts
for the construction or manufacture of
complete naval aircraft or any portion
thereof which are completed within the
four next succeeding income-taxable
years.

(d) Claim for credit. Credit for a de-
ficiency in profit or a net loss may be
claimed in the contracting party's an-
nual report of profit filed with the col-
lector of internal revenue (see § 17.16),
but it shall be supported by separate
schedules for each contract or subcon-
tract involved showing total contract
prices, costs of performance and perti-
nent facts relative thereto, together with
a summarized computation of the defi-
ciency in profit or net loss. The deficien-
cy in profit or net loss claimed is sub-
ject to verification and adjustment. As
to preservation of books and records, see
§ 17.14. A deficiency in profit or net loss
sustained on contracts and subcontracts
completed within one income-taxable
year may not be considered in computing
a net loss or deficiency In profit sustained
on contracts and subcontracts completed
within another Income-taxable year.

(e) Examples. The provisions of this
section of the regulations may be illus-
trated by the following examples:

Exampie 1: For the calendar year 1939
the A Corporation, which keeps its books
and makes its Federal income tax returns
on a calendar year basis, sustained a net loss
of $50,000 upon all contracts and subcontracts
coming within the scope of the act which
were entered into for the construction or
manufacture of any complete naval vessel or
any portion thereof and were completed
within the calendar year 1939. For the cal-
endar year 1940 the A Corporation had a net
profit of $30,000 upon all such contracts and
subcontracts completed within the year 1940.
It also had a net profit of $10,000 upon other
contracts completed within that year, all
such contracts being for naval aircraft com-
ing within the scope of the act. For the cal-
endar year 1941 the corporation had a net
profit of $25,000 upon contracts completed
within that year. The net loss of $50,000
sustained in 1939 may be taken as a credit
against the net profit of $30,000 realized in
1940 upon the contracts for the construction
or manufacture of complete naval vessels or
portions thereof completed within that year;
but the excess of $20,000 ($50,000 minus $30,-

000) may not be taken as a credit in com-
puting the excess profit realized upon the
other contracts completed in 1940 at a net
profit of $10,000 or as a credit in computing
the excess profit upon the contracts com-
pleted within the year 1941 at a net profit of
$25.000.

Example 2: For the calendar year 1939 the
B Corporation, which keeps its books and
makes its Federal Income tax returns on a
calendar year basis, sustained a net loss of
$10,000 and a deficiency In profit of $35,000
upon all contracts and subcontracts for naval
aircraft and portions thereof coming within
the scope of the act and completed within
that year. On all contracts and subcontracts
for naval aircraft coming within the scope
and completed within the calendar year 1940
the B Corporation realized a net profit which
was $20,000 in excess of 12 percent of the
total contract prices of such contracts.
The net loss of $10,000 and deficiency in
profit of $35,000 (or a total of $45,000) sus-
tained in 1939 with respect to contracts and
subcontracts for naval aircraft completed
within that year may be taken as a credit
to the extent of $25,000 in computing the ex-
cess profit on the contracts and subcontracts
for naval aircraft completed in 1940. The
remainder of such net loss and such defi-
ciency in profit ($45,000 minus $25,000 or
$20,000) may be taken as a credit in comput-
ing the excess profit realized on the contracts
and subcontracts for naval aircraft completed
in the year 1941.

§ 17.11 Credit for Federal income
taxes. For the purpose of computing
the amount of excess profit to be paid
to the United States, a credit is allow-
able against the excess profit for the
amount of Federal income taxes paid or
remaining to be paid on the amount of
such excess profit. The "Federal income
taxes" in respect of which this credit is
allowable include the income taxes im-
posed by Titles I and IA of the Revenue
Act of 1938, and chapter 1 and sub-
chapter A of chapter 2 of the Internal
Revenue Code, and the excess-profits
taxes imposed by section 602 of the Rev-
enue Act of 1938, and subchapter B of
chapter 2 of the Internal Revenue Code.
This credit is allowable for these taxes
only to the extent that it is affirmatively
shown that they have been finally de-
termined and paid or remain to be paid
and that they were imposed upon the
excess profit against which the credit is
to be made. In case such a credit has
been allowed and the amount of Fed-
eral income taxes imposed upon the ex-
cess profit is redetermined, the credit
previously allowed shall be accordingly
adjusted.
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§ 17.12 Failure of contractor to re-
quire agreement by subcontractor. (a)
Every contract or subcontract coming
within the scope of the act is required by
the act to contain, among other things,
an agreement by the contracting party
to make no subcontract unless the sub-
contractor agrees:

(1) To make a report, as described in
the act, under oath to the Secretary of
the Navy upon the completion of the
subcontract;

(2) To pay into the Treasury excess
profit, as determined by the Treasury
Department, in the manner and amounts
specified in the act;

(3) To make no subdivision of the
subcontract for the same article or
articles for the purpose of evading the
provisions of the act;

(4) That the manufacturing spaces
and books of its own plant, affiliates, and
subdivisions shall at all times be subject
to Inspection and adult as provided in
the act.

(b) If a contracting party enters into
a subcontract with a subcontractor who
fails to make such agreement, such con-
tracting party shall, in addition to its
liability for excess profit determined on
contracts or subcontracts performed by
It, be liable for any excess profit deter-
mined to be due the United States on the
subcontract entered into with such sub-
contractor. In such event, however, the
excess profit to be paid to the United
States in respect of the subcontract
entered into with such subcontractor
shall be determined separately from any
contracts or subcontracts performed by
the contracting party entering into the
subcontract with such subcontractor.

§ 17.13 Evasion of excess profit. Sec-
tion 3 of the act provides that the con-
tracting party shall agree to make no
subdivisions of any contract or subcon-
tract for the same article or articles for
the purpose of evading the provisions of
the act. If any such subdivision or sub-
contract is made it shall constitute a
violation of the agreement provided for
In the act, and the cost of completing a
contract or subcontract by a contracting
party which. violates such agreement
shall be determined In a manner neces-
sary clearly to reflect the true excess
profit of such contracting party.

§ 17.14 Books of account and records.
(a) It is recognized that no uniform
method of accounting can be prescribed

for all contracting parties subject to the
provisions of the act. Each contracting
party is required by law to make a report
of its true profit and excess profit. Such
party must, therefore,jnaintain such ac-
counting records as will enable it to do
so. See § 17.9. Among the essentials
are the following:

(1) The profit or loss upon a particu-
lar contract or subcontract shall be ac-
counted for and fully explained in the
books of account separately on each con-
tract or subcontract.

(2) Any cost accounting methods,
however standard they may be and re-
gardless of long continued practice, shall
be controlled by, and be in accord with,
the objectives and purposes of the act
and of any regulations prescribed there-
under.

(3) The accounts shall clearly disclose
the nature and amount of the different
items of cost of performing a contract
or subcontract.

(b) In cases where it has been the cus-
tom priorly to use so-called "normal"
rates of overhead expense or administra-
tive expenses, or "standard" or "normal"
prices of material or labor charges, no
objection will be made to the use tempo-
rarily during the period of performing
the contract or subcontract of such
methods in charging the contract or sub-
contract, if the method of accounting
emoplyed is such as clearly to reflect, In
the final determination upon the books
of account, the actual profit derived
from the performance of the contract or
subcontract and if the necessary adjust-
ing entries are entered upon the books
and they explain In full detail the re-
visions necessary to accord with the
facts. As to the elements of cost, see
§ 17.9.

(c) All books, records, and original evi-
dences of costs (including, for example,
production orders, bills or schedules of
materials, purchase requisitions, pur-
chase orders, vouchers, requisitions for
materials, standing expense orders, in-
ventories, labor time cards, payrolls, cost
distribution sheets) pertinent to the de-
termination of the true profit, excess
profit, deficiency in profit, or net loss
from the performance of a contract or
subcontract shall be kept at all times
available for inspection by internal reve-
nue officers, and shall be carefully pre-
served and retained so long as the con-
tents thereof may become material In the
administration of the act. This provi-
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sion Is not confined to books, records and
original evidences pertaining to items
which may be considered to be a part of
the cost of performing a contract or sub-
contract. It is applicable to all books,
records and origitial evidences of costs
of each plant, branch or department in-
volved in the performance of a contract
or subcontract or in the distribution of
costs to the contract or subcontract.

§ 17.15 Report to Secretary o the
Navy. (a) Upon the completion of a
contract or a subcontract coming within
the scope of the act and this part,
the contracting party is required to make
a report, under oath, to the Secretary of
the Navy. As to the date of completion
of a contract or subcontract, see § 17.5.
The act requires that such report shall be
in the form prescribed by the Secretary
of the Navy and shall state the total con-
tract price, the cost of performing the
contract, the net income from such con-
tract, and the per centum such income
bears to the contract price. The con-
tracting party shall also include as a part
of such report a statement showing:

(1) The manner in which the indirect
costs were determined and allocated to
the cost of performing the contract or
subcontract (see § 17.9) ;

(2) The name and address of every
subcontractor with whom a subcontract
was made, the object of such subcon-
tract, the date when completed and the
amount thereof; and

(3) The name and address of each
affiliate or other organization, trade or
business owned or controlled directly or
indirectly by the same interests as those
who so own or control the contracting
party, together with a statement showing
in detail all transactions which were
made with such affiliate or other organ-
ization, trade or business and are per-
tinent to the determination of the excess
profit.

(b) A copy of the report required to be
made to the Secretary of the Navy is re-
quired to be transmitted by the contract-
ing party to the Secretary of the Treas-
ury. Such copy shall not be transmitted
directly to the Secretary of the Treasury
but shall be filed as a part of the annual
report. See § 17.16.

§ 17.16 Annual reports for income-tax-
able years-(a) General requirements.
Every contracting party completing a
contract or subcontract within the con-
tracting party's income-taxable year

ending after April 3, 1939 shall file, with
the collector of internal revenue for the
collection district in which the contract-
ing party's Federal income tax return is
required to be filed, annual reports on
the prescribed forms of the profit and
excess profit on all contracts and subcon-
tracts coming within the scope of the
act. If any contracts or subcontracts so
completed by the contracting party were
entered into for the construction or man-
ufacture of any complete naval vessel or
any portion thereof, the profit and ex-
cess profit on all such contracts and sub-
contracts completed within the income-
taxable year ending after April 3, 1939
shall be computed in accordance with the
provisions of § 17.6. If any contracts or
subcontracts so completed by the con-
tracting party were entered into for the
construction or manufacture of any com-
plete naval aircraft or any portion there-
of, the profit and excess profit on all such
contracts and subcontracts completed
within the income-taxable year ending
after April 3, 1939 shall be computed in
accordance with the provisions of § 17.7.
There shall be included as a part of the
annual report a statement, preferably in
columnar form, showing separately for
each contract or subcontract completed
by the contracting party within the in-
come-taxable year and covered by the
report, the total contract price, the cost
of performing the contract or subcon-
tract and resulting profit or loss on each
contract or subcontract together with a
summary statement showing in detail
the computation of the net profit or net
loss upon each group of contracts and
subcontracts covered by the report and
the amount of the excess profit, if any,
with respect to each group of contracts
and subcontracts covered by the report.
A copy of the report made to the Secre-
tary of the Navy (see § 17.15) with re-
spect to each contract or subcontract
covered in the annual report, shall be
filed as a part of such annual report.
In case the income-taxable year of the
contracting party is a period of less than
twelve months (see § 17.1), the reports
required by this section shall be made for
such period and not for a full year.

(b) Time for filing annual reports.
Annual reports of contracts and subcon-
tracts completed by a contracting party
within an income-taxable year ending
after April 3, 1939 shall be filed on or
before the 15th day of the ninth month
following the close of the contracting
party's income-taxable year. It Is im-
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portant that the contracting party ren-
der on or before the due date annual re-
ports as nearly complete and final as it is
possible for the contracting party to pre-
pare. An extension of time granted the
contracting party for filing its Federal
income tax return does not serve to ex-
tend the time for filing the annual re-
ports required by this section. Author-
ity consistent with authorizations for
granting extensions of time for filing
Federal income tax returns is hereby del-
egated to the various collectors of in-
ternal revenue for granting extensions of
time for filing the reports required by this
section. Application for extensions of
time for filing such reports should be
addressed to the collector of internal
revenue for the district in which the con-
tracting party files its Federal income
tax returns and must contain a full re-
cital of the causes for the delay.

§ 17.17 Payment of excess profit lia-
bility. The amount of the excess profit
liability to be paid to the United States
shall be paid on or before the due date
for filing the report with the collector
of internal revenue. See § 17.16. At
the option of the contracting party, the
amount of the excess profit liability
may be paid in four equal installments
instead of in a single payment, In which
case the first installment Is to be paid
on or before the date prescribed for the
payment of the excess profit as a single
payment, the second Installment 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.

§ 17.18 Liability of surety. The surety
under contracts entered Into after the
amendment of section 3 (b) of the act
of June 25, 1936 shall not be liable for
payment of excess profit due the United
States in respect of such contracts.

§ 17.19 Determination o1 liability for
excess profit, interest and penalties; as-
sessment, collection, payment, refunds.
(a) The duty of determining the correct
amount of excess profit liability on con-
tracts and subcontracts coming within
the scope of the act is upon the Com-
missioner of Internal Revenue. Under
section 3 (b) of the act, as amended,
and section 651 of the Internal Revenue
Code, all provisions of law (including
the provisions of law relating to interest,

penalties and refunds) applicable with
respect to the taxes imposed by Title I
of the Revenue Act of 1934 and not In-
consistent with section 3 of the act are
applicable with respect to the assess-
ment, collection, or payment of excess
profits on contracts and subcontracts
coming within the scope of the act and
to refunds of overpayments of profits
into the Treasury under the act. Claims
by a contracting party for the refund
of an amount of excess profit, Interest,
penalties, and additions to such excess
profit shall conform to the general re-
quirements prescribed with respect to
claims for refund of overpayments of
taxes Imposed by Title I of the Revenue
Act of 1934 and, if filed on account of
any additional costs incurred pursuant
to guarantee provisions in a contract,
shall be supplemented by a statement
under oath showing the amount and na-
ture of such costs and all facts pertinent
thereto.

(b) Administrative procedure for the
determination, assessment and collec-
tion of excess profit liability under sec-
tion 3 of the act, sections 650 and 651
of the Internal Revenue Code, and
this part, and the examination of reports
and claims in connection therewith will
be prescribed from time to time by the
Commissioner of Internal Revenue.

Part 23-Consolidated Income
Tax Returns

Sec.
23.0
23.1

23.2
23.3

23.10

23.11

23.12

23.13

23.14

23.15
23.16

23.17
23.18

23.19

GENERAL PROVISIONS

Introductory.
Privilege of making consolidated re-

turns.
Definitions.
Applicability of other provisions of

law.

ADMINISTRATIVE PROVISIONS

Exercise of privilege.
Consolidated returns for subsequent

years.
Making consolidated return and filing

other forms.
Change in affiliated group during tax-

able year.
Accounting period of an affiliated

group.
Liability for tax.
Common parent corporation agent for

subsidiaries.
Waivers.
Failure to comply with regulations in

this part.
Proceedings under Tax Adjustment

Act of 1945.
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COMPUTATION OF TAX, RECOGNITION OF GAIN OR

LOSS, AND BASIS

Sec.
23.30
23.31
23.32

23.33

23.34

23.35

23.36

Computation of tax.
Bases of tax computation.
Method of computation of income for

period of less than 12 months.
Gain or loss from sale of stock, or

bonds or other obligations.
Sale of stock; basis for determining

gain or loss.
Sale of bonds or other obligations;

basis for determining gain or loss.
Limitation on allowable losses on sale

of stock or bonds or other obliga-
tions.

23.37 Liquidations; recognition of gain or
loss.

23.38 Basis of property.
23.39 Inventories.
23.40 Bad debts.
23.41 Sale and retirement by corporation of

its bonds.
23.42 Limitation on capital losses.
23.43 Credit for foreign taxes.
23.44 Methods of accounting.

AUTHORITY: §§ 23.0 to 23.44 issued under
53 Stat. 36; 26 U. S. C. 62. Interpret or ap-
ply 53 Stat. 58, as amended, 880; 26 U. S. C.
141, 152.

GENERAL PROVISIONS

§ 23.0 Introductory. (a) The regula-
tions in this part, authorized by sections
141 (b) and 152 of the Internal Revenue
Code, as amended, are prescribed as a
supplement to the income tax regula-
tions applicable generally under the
Code. They are applicable in the case
of all corporations (with certain statu-
tory exceptions) with respect to all tax-
able years beginning after December 31,
1941. They are applicable further in the
case of railroad corporations with re-
spect to all taxable years beginning after
December 31, 1931, (not including tax-
able years for which the return was filed
prior to December 28, 1939) and In the
case of Pan-Americad trade corpora-
tions, with respect to all taxable years
beginning after December 31, 1939. In
the case of railroad corporations filing

their return prior to December 28, 1939
(the date of approval of the regulations

in this part), Regulations 97 (26 CFR,

1938 ed., Part 4) prescribed under sec-
tion 141 (b) of the Revenue Act of 1936,
are applicable insofar as not inconsistent
with the provisions of the Code.

(b) The several sections of the regula-
tions in this part have been given num-
bers corresponding respectively to the

article numbers of prior consolidated re-

turns regulations but, in accordance with
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the rules of the FEDERAL REGISTER, pre-
ceded by the Code number 23.

(c) The regulations in this part are
hereby prescribed pursuant to the au-
thority of sections 141 (b) and 152 of
the Internal Revenue Code, as amended.'
[Regs. 104, 5 F. R. 7, as amended by T. D.
6244, 8 F. R. 32831

§ 23.1 Privilege of making consoli-
dated returns. (a) Sections 141 and 152,
as amended, give to the corporations
of an affiliated group the privilege of
making a consolidated return for the
taxable year in lieu of separate returns.

1 The report of the Committee on Ways and
Means (Rept. No. 1860, 75th Cong., 3d sess.,
p. 44) accompanying the revenue bill of
1938 (the pertinent provisions of which were
reenacted without change in substance in
the Internal Revenue Code) contains the
following statement:

"Among the matters to be detailed in
regulations which the Commissioner is ex-
pected to prescribe under the provisions of
subsection (b) of this section are (a) the
treatment of inter-company dividend distri-
butions, (b) definitions of the 'net income,'
the 'adjusted net income,' and the 'special
class net income,' of the affiliated group, and
(c) the computation of the 'net operating
loss,' the 'basic surtax credit,' the 'dividend
carry-over,' the 'dividends paid credit,' and
the capital gains and losses,' insofar as these
several factors may pertain to the case of an
affiliated group."

With respect to the corresponding section
of the Revenue Act of 1928, the report of the
Committee on Finance (S. Rept. No. 960, 70th
Cong., 1st sess., p. 15) accompanying the
revenue bill of 1928 contains the following
statement (a similar statement being con-
tained also in the statement of the managers
on the part of the House, accompanying the
conference report upon the bill, see H. Rept.
No. 1882, 70th Cong., 1st sess., pp. 16-17):

"Among the regulations which it is ex-
pected that the Commissioner will prescribe
are: (1) The extent to which gain or loss
shall be recognized upon the sale by a mem-
ber of the affiliated group of stock issued by
any other member of the affiliated group or
upon the dissolution (whether partial or
complete) of a member of the group; (2) the
basis of property (including property in-
cluded in an inventory) acquired, during the
period of affiliation, by a member of the
affiliated group, including the basis of such
property after such period of affiliation; (3)
the extent to which and the manner in which
net losses sustained by a corporation before
it became a member of the group shall be
deducted in the consolidated return; and
the extent to which and the manner in which
net losses sustained during the period for
which the consolidated return is filed shall
be deducted in any taxable year after the
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This privilege is given, however, for
taxable years beginning after December
31, 1941, upon the condition that all
corporations which have been members
of the affiliated group at any time dur-
ing the taxable year for which the return
is made consent to the regulations in this
part, and any amendments thereof duly
prescribed prior to the last day pre-
scribed by law for the filing of the
return; and the making of the consoli-
dated return is considered as such con-
sent. The last day prescribed by law for
the filing of the return includes the last
day of the period of any extension of
time granted by the Commissioner. For

affiliation is terminated in whole or in part;
(4) the extent to which and the manner in
which gain or loss is to be recognized, upon
the withdrawal of one or more corporations
from the group, by reason of transactions
occurring during the period of affiliation;
and (5) that the corporation filing the con-
solidated return must designate one of their
members as the agent for the group, in
order that all notices may be mailed to the
agent, deficiencies collected, refunds made,
interest computed, and proceedings before
the Board of Tax Appeals conducted as
though the agent were the taxpayer."

The Report of the Committee on Finance
(Rept. No. 1631, 77th Cong., 2d sess., p. 133)
accompanying the Revenue Bill of 1942 con-
tains the following statement: "The consoli-
dated normal tax net income, the consoli-
dated corporation surtax net income, and
the consolidated capital gains and losses of
the group are among those factors with re-
spect to which the Commissioner, in view
of experience with current and past con-
solidated returns regulations, is expected to
prescribe regulations in order to reflect clear-
ly the income and excess profits tax liability
of the group and of each member thereof
and the various factors necessary for the
determination of such liability. In addition
to these matters, your committee expects
that such regulations will provide for the
application of the excess profits relief pro-
visions, and the provisions of section 710
(a) (1) (B) limiting excess profits taxes, in
cases where consolidated returns are filed.
Although the present regulations with re-
spect to the determination of consolidated
net income quite properly limit the deduc-
tion of the net operating loss carry-over of
a member of a group from years prior to that
in which its income is first included in a
consolidated return to the amount of the
separate income of such member, this sec-
tion provides that such limitation shall not
be applied to prevent the portion of the net
operating loss carry-over which is attributa-
ble to a 1941 war loss of the member (see
sec. 158 of the bill) being taken into account
in computing consolidated net income."

a taxable year beginning prior to Janu-
ary 1, 1942, the regulations and the
amendments thereof to which the tax-
payer is required to consent are those
duly prescribed prior to the making of
the return for such year.

(b) The tax liability of the members
of the affiliated group for the taxable
year involved will be determined in ac-
cordance with the provisions of the
regulations to which consent is given and
without regard to any changes of the
rules therein prescribed made subse-
quent to the last day prescribed by law
for the filing of the return for such year,
or, for taxable years beginning prior to
January 1, 1942, subsequent to the mak-
ing of the return for such year.
[Regs. 104, 5 F. R. 7, as amended by T. D.

5244, 8 F. R. 3283]

§ 23.2 Deinitions-(a) C o d e. The
term "Code" means the Internal Rev-
enue Code, as amended, and the sections
of statutory law referred to in the regula-
tions in this part, unless otherwise stated,
are sections of that Code.

(b) Affiliated group. (1) The term
"affiliated group" Includes:

(I) For taxable years beginning after
December 31, 1941, the common parent
corporation and every other corporation
for the period during which such cor-
poration is a member of the affiliated
group within the meaning of section 141
of the Code as amended by section 159
of the Revenue Act of 1942 and section
131 of the Revenue Act of 1943; it does
not include (a) any corporation which,
under section 141, as amended, cannot
be included in a consolidated return, (b)
an insurance company taxable under
section 201 or 207 in the case of a con-
solidated return for corporations taxable
under section 13, 14, or 204, (c) a cor-
poration taxable under section 13, 14,
or 204 in the case of a consolidated
return for insurance companies taxable
under section 201 or 207, (d) an insur-
ance company taxable under section 201
in the case of a consolidated return for
insurance companies taxable under sec-
tion 207, or (e) an insurance company
taxable under section 207 in the case
of a consolidated return for insurance
companies taxable under section 201;

(ii) For taxable years beginning prior
to January 1, 1942, the common parent
corporation and every other corporation
for the period during which such cor-
poration is a member of the affiliated
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group within the meaning of section 141
or section 152 of the Code prior to their
amendment by the Revenue Act of 1942;
it does not include any corporation
which, under section 141 or section 152
of the Code, prior to amendment, cannot
be included in the consolidated return.

(2) In the case of a domestic corpora-
tion owning or controlling, directly or
indirectly, 100 percent of the capital
stock (exclusive of directors' qualifying
shares) of a corporation organized under
the laws of Canada 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 corporation may, at the option
of the domestic corporation, be treated
for income tax purposes as a domestic
corporation. The option to treat such
foreign corporation as a domestic cor-
poration so that It may be included In a
consolidated return must be exercised at
the time of making the consolidated re-
turn, and cannot be exercised at any
time thereafter. If the election is exer-
cised to treat such foreign corporation as
a domestic corporation, it must be in-
cluded In the consolidated return of the
affiliated group of which It is a member
for each year thereafter for which such
group makes or Is required to make a
consolidated return.

(3) In the determination of the cor-
porations properly to be included within
the affiliated group as "Pan-American
trade corporations," the term "Central
or South America" as used in section 152
of the Code as amended by section 225
of the Revenue Act of 1939 shall be con-
sidered as embracing the territories of
British Honduras, Guatemala, Honduras,
Salvador, Nicaragua, Costa Rica, Pan-
ama, the Panama Canal Zone, Colombia,
Venezuela, British Guiana, Dutch Gui-
ana, French Guiana, Ecuador, Peru,
Brazil, Bolivia, Chile, Argentina, Para-
guay, and Uruguay.

(4) For taxable years beginning after
December 31, 1941, an affiliated group of
corporations, within the meaning of sec-
tion 141 of the Code as amended by sec-
tion 159 of the Revenue Act of 1942 and
section 131 of the Revenue Act of 1943,
is formed at the time that the common
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 nonvoting stock (not including
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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 95
percent of the voting power of all classes
of its stock and at least 95 percent of
each class of its nonvoting stock (not in-
cluding nonvoting stock which is limited
and preferred as to dividends); and 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).

(5) In the determination of the in-
cludible corporations of the affiliated
group for a taxable year beginning after
December 31, 1943, a personal service
corporation as described in section 725
(a) or a corporation otherwise entitled
to exemption from excess profits tax un-
der section 727 (e), (g), or (h) shall be
treated as an includible corporation only
if it has made and filed pursuant to sec-
tion 141 (e) (7) its consent to be treated
as an includible corporation for such
year or for a prior taxable year begin-
ning after December 31, 1943.

(6) For taxable years beginning prior
to January 1, 1942, an affiliated group of
corporations, within the meaning of sec-
tions 141 and 152 of the Code prior to
their amendment by the Revenue Act of
1942, is formed at the time the common
parent corporation becomes the owner
directly of at least 95 percent in the case
of railroad corporations, and 100 percent
in the case of Pan-American trade cor-
porations, of the stock (as defined by
section 141 (d) prior to its amendment)
of another corporation; a corporation
becomes a member of a railroad affiliated
group at the time that one or more mem-
bers of the group become the owners
directly of at least 95 percent of its
stock; a corporation becomes a member
of a Pan-American affiliated group at
the time that the common parent cor-
poration becomes the owner directly of
100 percent of its stock; and a corpora-
tion ceases to be a member of an affili-
ated group when, in the case of railroad
corporations, the members of the group
cease to own directly 95 percent, or, in
the case of Pan-American trade corpo-
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rations, the parent corporation ceases to
own directly 100 percent, of its stock.

(c) Consolidated return period. The
term "consolidated return period" means
the taxable year 1929, or any subsequent
taxable year, for which a consolidated
return is made or is required, including
the period during which a subsidiary
corporation is engaged in distributing its
assets in liquidation.

(d) Subsidiary. The term "subsidi-
ary" means a corporation (other than
the common parent corporation) which
is a member of the affiliated group dur-
ing any part of the consolidated return
period.

(e) Tax. The term "tax" means the
income tax imposed by the Code, and
includes any interest, penalty, additional
amount, or addition to the tax, payable
in respect thereof.

(f) Consolidated return. The term
"consolidated return" means a consoli-
dated income tax return.

(g) Terms defined in Internal Rev-
enue Code, as amended. Terms which
are defined in the Code, as amended,
shall, when used in the regulations in
this part, have the meaning assigned to
them by the Code, as amended, unless
specifically otherwise defined. (See, for
example, "adjusted net income," section
13; "normal-tax riet income," section 13
as amended by section 105 (a) of the
Revenue Act of 1942; "special class net
income," section 14 prior to its amend-
ment by section 201 of the Revenue Act
of 1939; "corporation surtax net in-
come," section 15 as amended by section
105 (b) of the Revenue Act of 1942; "net
income," section 21; "gross income,"
section 22; "taxable year" and "fiscal
year," section 48 as amended by section
135 (d) of the Revenue Act of 1942;
"deficiency," section 271; and the terms
defined in section 3797, particularly the
terms "person," "stock," and "corpora-
tion.")
[Regs. 104, 5 F. R. v, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 3283,
T. D. 5441, 10 F. R. 2425]

§ 23.3 Applicability of other provi-
sions o1 law. Any matter in the deter-
mination of which the provisions of the
regulations in this part are not applica-
ble shall be determined in accordance
with the provisions of the Code or other
law applicable thereto.
[Regs. 104, 5 F. R. '7]

ADMINISTRATIVE PROVISIONS

§ 23.10 Exercise of privilege-(a)
When privilege must be exercised. (1)
The privilege of making a consolidated
return under the regulations in this part
for any taxable year of an affiliated
group must be exercised at the time of
making the return of the common parent
corporation for such year. Under no
circumstances can such privilege be ex-
ercised at any time thereafter. The
filing of separate returns for a taxable
year does not constitute an election
binding upon the corporations in sub-
sequent years. If th6 privilege is exer-
cised at the time of making the return,
separate returns cannot thereafter be
made for such year. (See, however,
§ 23.18, relating to the improper inclu-
sion in the consolidated return of the
income of a corporation.)

(2) If a consolidated return for a tax-
able year beginning after December 31,
1938, was made after the enactment of
the Internal Revenue Code, approved
February 10, 1939, but prior to the pre-
scribing of the regulations in this part,
the privilege of making a consolidated
return for such year will be considered
as having been exercised at the time of
the making of such return, and the affil-
iated group will be considered as having
consented to all of the provisions of
26 CFR, 1938 ed., Part 4 insofar as not
inconsistent with the Code, as amended.
Under no circumstances can separate
returns be subsequently made for such
taxable year.

(3) If a consolidated return for a tax-
able year beginning after December 31,
1938, was made prior to the amendment
of the Internal Revenue Code by the
Revenue Act of 1939, the privilege of
making a consolidated return for such
year will not be considered to have been
exercised at that time but must be exer-
cised at the time of making the return
of the common parent corporation for
such taxable year under the Code.

(b) Effect of tentative returns. In no
case will the privilege under paragraph
(a) of this section be considered as ex-
ercised at the time of making a so-called
"tentative return" (made, for example,
in order to obtain an extension of time
for making the return required by law).
However, if any such tentative return is
made upon the basis of a consolidated
return or a separate return, the return
required by law must be made upon the
same basis, unless upon the making of
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the return required by law (either a
separate return or a consolidated return,
as the case may be) the payments
theretofore made and to be made are
adjusted in a manner satisfactory to the
Commissioner.
[Regs. 104, 5 F. R. 7]

§ 23.11 Consolidated returns for sub-
sequent years- (a) Consolidated returns
required for subsequent years. If a con-
solidated return is made under the regu-
lations in this part for any taxable year,
a consolidated return must be made for
each subsequent taxable year during
which the affiliated group remains in ex-
istence unless (1) a corporation (other
than a corporation created or organized,
directly or indirectly, by a member of the
group) has become a member of the
group during such subsequent taxable
year, or (2) Chapter 1 of the Code to the
extent applicable to corporations, or the
regulations in this part which have been
consented to, have been amended and
any such amendment is of a character
which makes less advantageous to affili-
ated groups as a class the continued
filing of consolidated returns, or (3) the
Commissioner, prior to the time of mak-
ing the return, upon application made by
the common parent corporation and for
good cause shown, grants permission to
change.

(b) Effect of separate returns when
consolidated return required. If the
making of a consolidated return is re-
quired for any taxable year, the tax lia-
bility of the members of the affiliated
group shall be computed in the same
manner as if a consolidated return had
been made, even though separate re-
turns are made; amounts assessed upon
the basis of separate returns shall be
considered as having been assessed upon
the basis of a consolidated return; and
amounts paid upon the basis of sepa-
rate returns shall be considered as hav-
ing been paid by the common parent cor-
poration. In such cases the making of
separate returns shall not be considered
as the making of a return for the purpose
of computing any period of limitation or
any deficiency. If a consolidated return
for such taxable year is thereafter made,
such return shall for the purpose of
computing periods of limitation and any
deficiency be considered as the return
for such year.

(c) When affiliated group remains in
existence. For the purposes of the regu-
lations in this part, an affiliated group
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shall be considered as remaining In ex-
istence if the common parent corpora-
tion remains as a common parent and at
least one subsidiary remains affiliated
with it, whether or not such subsidiary
was a member of the group at the time
the group was formed and whether or not
one or more corporations have become
subsidiaries or have ceased to be subsid-
iaries at any time after the group was
formed.

(d) When affiliated group terminates.
For the purposes of the regulations in
this part, an affiliated group shall be con-
sidered as terminated if the common par-
ent corporation ceases to be the common
parent or if there is no subsidiary affili-
ated with it.
[Regs. 104 5 F. R. 7, as amended by T. D.
5087, 6 F. R. 52511

§ 23.12 Making consolidated return
and filing other jorms-(a) Consolidated
return made by common parent corpora-
tion. A consolidated return shall be
made on Form 1120 by the common par-
ent corporation for the affiliated group.
Such return shall be filed at the time
and in the office of the collector of the
district prescribed for the filing of a sep-
arate return by such corporation.

(b) Authorizations and consents. (1)
Each subsidiary must prepare duplicate
originals of Form 1122; consenting to the
regulations in this part and authorizing
the common parent corporation to make
a consolidated return on its behalf for
the taxable year and authorizing the
common parent (or, in the event of its
failure, the Commissioner or the collec-
tor) to make a consolidated return on
its behalf (as long as it remains a mem-
ber of the affiliated group), for each year
thereafter for which, under § 23.11 (a),
the making of a consolidated return Is
required. One of such forms as prepared
by each subsidiary shall be attached to
the consolidated return, as a part there-
of; and the other shall be filed, at or
before the time the consolidated return
is filed, in the office of the collector for
the district prescribed for the filing of
a separate return by such subsidiary. No
such consent can be withdrawn or re-
voked at any time after the consolidated
return is filed.

(2) The filing of Form 1122 for a tax-
able year beginning after December 31,
1943 by a subsidiary which is either a
personal service corporation as described
in section 725 (a) or a corporation de-
scribed in section 727 (e), (g), or (h)
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shall constitute the making and filing of
its consent to be treated as an includible
corporation under section 141 (e) (7).

(3) If the common parent corporation
is a personal service corporation as de-
scribed in section 725 (a) or a corpora-
tion described in section 727 (e), (g),
or (h), the making and filing of the con-
solidated income tax return for a taxable
year beginning after December 31, 1943
shall constitute the making and filing of
its consent to be treated as an includible
corporation under section 141 (e) (7).

(4) A corporation which consents to
be treated as an includible corporation
for a taxable year beginning after De-
cember 31, 1943 shall be treated as an
includible corporation for all subsequent
years, regardless of whether the affiliated
group of which such corporation is a
member during such subsequent years is
the same as the affiliated group of which
such corporation was a member when
such consent was filed. No consent to
be treated as an includible corporation
under section 141 (e) (7) can 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.

(c) Affiliations schedule flied by com-
mon parent corporation. The common
parent corporation shall prepare Form
851 (Affiliations Schedule), which shall
be attached to the consolidated return,
as a part thereof.

(d) Persons qualified to swear to re-
turns and forms. Each return or form
required to be made or prepared by a
corporation must be sworn to by the per-
sons authorized under section 52 to swear
to returns of separate corporations. In
cases where receivers or trustees in bank-
ruptcy are operating the property or
business of corporations, each return or
form required to be made or prepared by
such corporation must be executed by the
receiver or trustee, as the case may be,
pursuant to an order or instructions of
the court, and be accompanied by a copy
of such order or instructions.

(e) Signatures in case subsidiary has
left affiliated group. Since Form 1122
is required even though, during the tax-
able year of the common parent corpo-
ration, the subsidiary (because of a dis-
solution or sale of stock, or otherwise)
has ceased to be a member of the affili-
ated group, it may be advisable for the
common parent to obtain the proper sig-

natures to the form prior to the time the
subsidiary ceases to be a member of the
group.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5441, 10 F. R. 2425]

§ 23.13 Change in affiliated group dur-
ing taxable year. (This section has no
bearing upon the question whether a con-
solidated return may or must be made,
but relates only to the effect of changes
in the affiliated group during the taxable
year.)

(a) General rule. Except as herein-
after provided in this part, a consolidated
return must include the income of the
common parent corporation and of each
subsidiary for the entire taxable year of
the affiliated group.

(b) Formation of affiliated group after
beginning of year. If an affiliated group
is formed after the beginning of the tax-
able year of the corporation which be-
comes the common parent corporation,
the consolidated return must include the
income of the common parent for its
entire taxable year (excluding any por-
tion of such year during which its
income is included in the consolidated
return of another affiliated group) and
the Income of each subsidiary from the
time it became a member of the affiliated
group.

(c) Complete termination of affiliated
group prior to close of taxable year. -If
an affiliated group is terminated prior to
the close of the taxable year of the group,
the consolidated return must include the
income of the common parent corpora-
tion for its entire taxable year (excluding
any portion of such year during which
its income is included in the consolidated
return of another affiliated group) and of
each subsidiary for the period prior to
the termination. (See § 23.11 c) and
(d) in determining whether the group
has terminated.)

(d) Addition to affiliated group of a
subsidiary during year. If a corporation
becomes a member of the affiliated group
during the taxable year of the group, the
consolidated return must include its in-
come from the time when it became a
member of the group.

(e) Elimination from affiliated group
of a subsidiary during year. If a sub-
sidiary ceases to be a member of the af-
filiated group during the taxable year of
the group, the consolidated return must
include its income for the period during
which it was a member of the group.
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(f) Period of 30 days or less may be
disregarded. A subsidiary may at its op-
tion be considered as having been a-
member of the affiliated group during the
entire taxable year of the group (or dur-
ing the entire period of the existence of
the subsidiary, whichever is shorter) if
the period during which it was not a
member of such group does not exceed
30 days. If a corporation has been a
member of the affiliated group for a pe-
riod of less than 31 days during the tax-
able year of the group, it may at its op-
tion be considered as not having been a
member of the group during the taxable
year. An option under this paragraph
must be exercised at or before the time
when the consolidated return is made.

(g) Separate returns for periods not
included in consolidated return. If a
corporation, during its taxable year (de-
termined without regard to the affilia-
tion), becomes a member of an affiliated
group its income for the portion of such
taxable year not included in the con-
solidated return of such group must be
included in a separate return (or, if a
member of another affiliated group which
makes a consolidated return for such pe-
riod, then in such consolidated return).
If a corporation ceases to be a member
of the affiliated group during the tax-
able year of the group, its income for
the period after the time when it ceased
to be a member of the group must be
included in a separate return (or, if it
becomes a member of another affiliated
group which makes a consolidated return
for such period, then in such consolidated
return).

(h) Time for making separate returns
for periods not included in consolidated
return. If a corporation, during its tax-
able year (determined without regard to
the affiliation), becomes a member of an
affiliated group, the separate return re-
quired for the portion of such taxable
year during which it was not a member
of the group must be made on or before
the fifteenth day of the third month fol-
lowing the close of its taxable year (de-
termined without regard to affiliation).
For example, Corporation P, reporting its
income on a calendar year basis, acquires
on January 1, 1939, all the stock of Cor-
poration S, which reports its income on a
fiscal year basis ending March 31. P and
S elect to make a consolidated return for
the calendar year 1939. The separate re-
turn of S for the taxable period April 1,
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1938, to December 31, 1938, should be
made on or before June 15, 1939.
[Regs. 104, 5 F. R. 7, as amended by T. D. 5127,
7 F. R. 1784]

§ 23.14 Accounting period of an affili-
ated group. (a) The taxable year of an af-
filiated group which makes a consoli-
dated income tax return shall be the same
as the taxable year of the common parent
corporation; and, upon having elected to
file consolidated returns, each subsidiary
corporation shall, not later than the close
of the first consolidated income tax tax-
able year ending thereafter, adopt an an-
nual accounting period, fiscal year or cal-
endar year as the case may be, in con-
formity with that of the common parent.

(b) If a change of accounting period is
made by a subsidiary in order to conform
with that of the common parent and if
the requirements of Regulations 103 (26
CPR, 1938 ed. Supps., 19.46-1) relating to
notice of change, cannot otherwise be
complied with, such notice shall be fur-
nished at or before the time of filing the
consolidated return.

(c) With respect to computations for
years involved in the change to the con-
solidated basis, see § 23.32.
[T. D. 5127, 7 F. R. 17841

§ 23.15 Liability for tax-(a) Several
liability of members of affiliated group.
Except as provided in paragraph (b) of
this section, the common parent corpora-
tion and each subsidiary, a member of
the affiliated group during any part of a
consolidated return period, shall be
severally liable for the tax (including any
deficiency in respect thereof) computed
upon the consolidated net income of the
group.

(b) Liability of a corporation in bank-
ruptcy or receivership. If, at the time of
filing a consolidated return, one or more,
but not all, of the members of the affili-
ated group are in bankruptcy under the
laws of the United States or in receiver-
ship in any court of the United States or
of any State, Territory, or the District of
Columbia, then the liability under para-
graph (a) of this section of each such
member of the group with respect to the
period covered by such return shall not
exceed such portion of the consolidated
tax liability for such period as the sev-
eral corporations included In the con-
solidated return may, subject to the
approval of the Commissioner, agree
upon, or, in the absence of such an agree-
ment, an amount equal to its liability for
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such year computed as if a separate
return had been filed.

(c) Liability of subsidiary after with-
drawal. If a subsidiary has ceased to be
a member of the affiliated group, its lia-
bility under paragraph (a) of this section
shall remain unchanged, except that if
such cessation occurred prior to the date
upon which any deficiency is assessed and
resulted from a bona fide sale of stock
for fair value, the Commissioner may, if
he believes that the assessment or collec-
tion of the balance of the deficiency will
not be jeopardized, make assessment and
collection of such deficiency from such
former subsidiary in an amount not ex-
ceeding the portion thereof allocable to
it upon the bases of Income used in the
computations respectively of the normal
tax and any surtaxes included in such
deficiency.

(d) Effect of intercompany agree-
ments. Any agreement entered Into by
one or more members of the affiliated
group with any other members of such
group or with any other person shall in
no case have the effect of reducing the
liability prescribed under this section.

(e) Liability of transferee not affected.
This section shall not be considered as
extinguishing or diminishing any lia-
bility, at law or in equity, of a transferee
of property of a taxpayer, including any
liability under any provision of law, State
or Federal, relating to liabilities pursuant
to corporate dissolution or transfer or
distribution of assets, whether or not in
connection with a merger or consolida-
tion.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784]

§ 23.16 Common parent corporation
agent for subsidiaries-(a) Scope of
agency of common parent corporation.
Except as provided in paragraphs (b) and
(c) of this section:

(1) The common parent corporation
shall be for all purposes, in respect of the
tax for the taxable year for which a con-
solidated return is made or is required,
the sole agent, duly authorized to act in
its own name in all matters relating to
such tax, for each corporation which dur-
ing any part of such year was a member
of the affiliated group. The corpora-
tions, other than the common parent,
shall not have authority to act for or to
represent themselves in any such matter.
For example, all correspondence will be
carried on directly with the common par-

ent; notices of deficiencies will be mailed
only to the common parent, and the
mailing to the common parent shall be
considered as a mailing to each such
corporation; notice and demand for pay-
ment of taxes will be given only to the
common parent, and such notice and de-
mand shall be considered as a notice and
demand to each such corporation; the
common parent will file petitions and
conduct proceedings before the Board
of Tax Appeals, and any such petition
shall be considered as having also been
filed by each such corporation; the
common parent will file claims for
refund or credit; refunds will be made
directly to and in the name of the com-
mon parent and will discharge any lia-
bility of the Government in respect
thereof to any such corporation; and the
common parent in its name will give
waivers, give bonds, and execute closing
agreements, offers in compromise, and
all other documents, and any waiver or
bond so given, or agreement, offer in
compromise, or any other document so
executed, shall be considered as having
also been given or executed by each such
corporation. Notwithstanding the pro-
visions of this subparagraph, however,
any notice of deficiency, in respect of the
tax for a consolidated return period, will
name each corporation which was a
member of the affiliated group during
any part of such period, and any assess-
ment (whether of the original tax or of
a deficiency) will be made in the name
of each such corporation (but a failure to
include the name of any such corpora-
tion will not affect the validity of the
notice of deficiency or the assessment as
to the other corporations); any notice
and demand for payment will name each
corporation which was a member of the
affiliated group during any part of such
period (but a failure to include the name
of any such corporation will not affect
the validity of the notice and demand as
to the other corporations); and any
distraint (or warrant in respect thereof),
any levy (or notice in respect thereof),
any notice of a lien, or any other pro-
ceeding to collect the amount of any as-
sessment, after the assessment has been
made, will name the corporation from
which such collection is to be made.
The provisions of this subparagraph
shall apply whether or not a consolidated
return Is made for any subsequent year,
and whether or not one or more sub-
sidiaries have become or have ceased to
be members of the group at any time.

Page 111

§ 23.16

HeinOnline --  CFR, 1949 111 1949



Title 26-Internal Revenue

Notwithstanding the provisions of this
subparagraph, the Commissioner may, if
he deems it advisable, deal directly with
any member of the group in respect of its
liability, in which event such member
shall have full authority to act for itself.

(b) Effect of withdrawal of subsidiary.
For the purpose of the assertion, assess-
ment, and collection of any deficiency,
and of a credit or refund of any amount
paid by a former subsidiary as a defi-
ciency determined under § 23.15 (c),
but for no other purpose, the agency
of the common parent corporation in re-
spect of any subsidiary which has ceased
to be a member of the affiliated group
shall be terminated upon the expiration
of 30 days (or prior thereto if the Com-
missioner consents) from the date upon
which such subsidiary files written notice
with the Commissioner that it has ceased
to be a member of the affiliated group
and that it is terminating such agency.
For example, if a subsidiary has ceased
to be a member of the group (and if the
30-day period has expired) prior to the
mailing of a notice of deficiency to the
common parent, a separate notice of de-
ficiency will be mailed in due course to
the subsidiary in respect of its deficiency
if it becomes necessary to enforce its
liability.

(c) Effect of dissolution of common
parent corporation. If the c6mmon par-
ent corporation contemplates dissolu-
tion, or is about to be dissolved, or if for
any other reason its existence is about to
terminate, it shall forthwith notify the
Commissioner of such fact and desig-
nate, subject to the approval of the Com-
missioner, another member of the affili-
ated group to act as agent in its place, to
the same extent and subject to the same
conditions and limitations as are appli-
cable to the common parent. If the no-
tice thus required is not given by the
common parent, the remaining members
of the group may, subject to the approval
of the Commissioner, designate another
member of the group to act as such agent,
and notice of such designation shall be
given to the Commissioner. Until a no-
tice In writing designating a new agent
has been received by the Commissioner,
any notice of deficiency or other com-
munication mailed to the common par-
ent shall be considered as having been
properly mailed to the agent of the
group; or, if the Commissioner has rea-
son to believe that the existence of the
common parent has terminated, he may,
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if he deems It advisable, deal directly
with any member of the group in respect
of its liability.
[Regs. 104, 5 F. R. 7, as amended by T. D.

5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 32831

§ 23.17 Waivers-(a) Effect of waiv-
er given by common parent corporation.
Any consent given by the common par-
ent corporation (or by an agent in ac-
cordance with § 23.16 (c)) extending the
time within which an assessment may be
made or distraint or proceeding in court
begun, in respect of the tax for a con-
solidated return period, shall be appli-
cable (1) to each corporation which was
a member of the affiliated group during
any part of such period (whether or not
any such corporation has ceased to be a
member of the group), and (2) to each
corporation the income of which was
included in the consolidated return, or
which filed Form 1122, for such period,
even though it is subsequently deter-
mined that such corporation was not a
member of the group.

(b) Acceptance of waivers from com-
mon parent corporation and alleged
subsidiary. In no case will a separate
waiver be accepted from a corporation
the income of which was included in the
consolidated return (for example, a cor-
poration which the Commissioner de-
termines was not a member of the af-
filiated group), or which filed Form
1122, unless a waiver is also obtained
from the common parent corporation,
or unless the Commissioner Is dealing
directly with such corporation to enforce
its liability.
[Regs. 104, 5 F. R. 71

§ 23.18 Failure to comply with regu-
lations in this part-(a) Exclusion of a
subsidiary from consolidated return. If
there has been a failure to include In the
consolidated return the income of any
subsidiary, or a failure to file any of the
forms required by the regulations in this
part, notice thereof shall be given the
common parent corporation by the Com-
missioner, and the tax liability of each
member of the affiliated group shall be
determined on the basis of separate re-
turns unless such Income is included or
such forms are filed within the period
prescribed in such notice, or any exten-
sion thereof, or unless under § 23.11 a
consolidated return Is required for such
year.

(b) Common parent corporation in-
correctly designated in consolidated re-
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turn. If a consolidated return includes a
corporation as the common parent and
such corporation was not (under the
provisions of section 141) the common
parent, the tax liability of each corpora-
tion included in the return will be com-
puted in the same manner as if separate
returns had been made, unless, upon
application, the Commissioner approves
the making of a consolidated return, or
unless under § 23.11 a consolidated re-
turn is required for such year.

(c) Inclusion of one or more subsidi-
aries not members of affiliated group. If
a consolidated return includes a corpora-
tion as a subsidiary and such corpora-
tion was not a member of the affiliated
group during the consolidated return pe-
riod, the tax liability of such corporation
will be determined upon the basis of a
separate return (but see paragraph (a)
of this section), and the consolidated re-
turn shall be considered as including only
the corporations which were members of
the group during such period. If the con-
solidated return includes two or more
corporations which are not members of
the group but which constitute a separate
affiliated group, the tax liability of the
corporations constituting the separate
group will be computed in the same man-
ner as if separate returns had been made
by such corporations, unless the Com-
missioner, upon application, approves the
making of a consolidated return for the
separate group, or unless under § 23.11
a consolidated return is required for the
separate group.

(d) Effect of authorization and con-
sent filed pursuant to notice. If Form
1122 is filed by any corporation, pursu-
ant to a notice under paragraph (a) of
this section, such corporation shall be
considered for all purposes as having
joined in the making of the consolidated
return.

(e) Allocation of payments in the
event of change by one or more corpora-
tions to separate returns. In any case in
which amounts have been assessed and
paid upon the basis of a consolidated re-
turn and the tax liability of one or more
of the corporations included in the con-
solidated return is to be computed in the
same manner as if separate returns had
been made, the amounts so paid shall be
allocated between the affiliated group
composed of the corporations properly
included in the consolidated return and
each of the corporations the tax liability
of which is to be computed on a separate

basis, in such manner as the corporations
included in the consolidated return may,
subject to the approval of the Commis-
sioner, agree upon, or, in the absence of
an agreement, upon the bases used in the
respective computations of the normal
tax and any surtaxes as shown upon the
consolidated return.
[Regs. 104, 5 F. R. 71

§ 23.19 Proceedings under Tax Adjust-
ment Act of 1945-(a) General rule. In
the case of an affiliated group the mem-
bership of which remains unchanged and
for which consolidated returns are made
or required for the several taxable years
involved, any statement filed under sec-
tion 3779 of the Code with respect to an
expected carry-back, any application for
a tentative carry-back adjustment filed
under section 3780, and any application
for tentative adjustments with respect to
amortization deductions filed under sec-
tion 124 (j) shall be filed by the common
parent corporation and shall disclose all
material facts and circumstances relat-
ing to the group as a whole. Such state-
ment or application shall be filed on the
appropriate form prescribed for such
purpose, Form 1138, 1139, or Form 1140,
as the case may be. Any refunds allow-
able under any such application will be
made directly to and in the name of the
common parent. The making of any
such refund will discharge any liability
of the Government In respect thereof
to the several affiliated corporations.
The common parent corporation and Its
several subsidiaries shall be severally
liable for any amounts assessed pursu-
ant to section 3780 (b) or (c), 294 (e), or
124 (k), together with any interest or
penalty assessed in connection therewith.

(b) Groups with changing member-
ship; cases involving separate return pe-
riods. (1) The membership of an affili-
ated group may change during a taxable
year for which a net operating loss or
an unusued excess profits credit arises;
or during a taxable year in which an
election is exercised to terminate the
amortization period pursuant to section
124 (d) of the Code; or in prior taxable
years affected by such net loss, unused
credit, or election. Or an affiliated
group making a consolidated return for
the year of such net loss, unused credit,
or election may have made separate re-
turns for one or more of such prior years;
or a group making separate returns for
the year of the net loss, unused credit, or
election may have made a consolidated
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return for one or more of the prior fears.
In any such case, the statement provided
for in section 3779 (b) of the Code and
the application for the tentative carry-
back adjustment provided for in section
3780 (a) and the application for the
tentative adjustment with respect to
amortization deductions provided for in
section 124 (j) shall be a joint statement
or application concurred in and executed
by each corporation which was a mem-
ber of the group at any time during any
of the several taxable years involved in
the deferment or adjustment sought.
The time for the payment of taxes shall
be extended under section 3779 and the
adjustments provided for in sections
3780 and 124 (k) shall be made only in
accordance with an agreement of the
several corporations involved to be made
a part of such statement or application.
Any refund allowable under any such
application with respect to a consolidated
return period will be made directly to
and in the name of the common parent
corporation, and the making of any such
refund will discharge any liability of the
Government in respect thereof to the
several affiliated corporations. The com-
mon parent corporation and Its several
subsidiaries shall be severally liable for
any amounts assessed pursuant to sec-
tion 3780 (b) or (c), 294 (e), or 124 (k),
together with any interest or penalty as-
sessed in connection therewith.

(2) In the absence of an agreement
between the several corporations, or in
the event of their failure to set forth the
provisions of such an agreement as a
part of their statement or application,
no extension of time for the payment of
any tax under the provisions of section
3779 shall be granted, and no tentative
adjustments shall be made under either
section 3780 or section 124 (j) and (k).

(3) Notwithstanding any agreement
between the several affiliated corpora-
tions, no tentative adjustment shall be
made with respect to either a consoli-
dated or a separate return period in dis-
regard of the several liability of the sev-
eral corporations with respect to any
taxable year for which a consolidated
return was made or was required.
[T. D. 5491, 11 F. R. 1091]

COMPUTATION OF TAX, RECOGNITION OF GAIN
OR LOSS, AND BASIS

§ 23.30 Computation of tax - (a)
Years beginning prior to January 1, 1940.
In the case of an affiliated group which

makes, or is required to make, a con-
solidated return for any taxable year
beginning prior to January 1, 1940, the
tax liability of each corporation for the
period during such year that it was a
member of such group shall be com-
puted, in accordance with the provisions
of section 13 of the Code prior to its
amendment by section 201 of the Reve-
nue Act of 1939, upon the basis of the
consolidated adjusted net income if the
consolidated net income is more than
$25,000, or, in accordance with the pro-
visions of section 14 of the Code prior
to such amendment, upon the basis of
the consolidated special class net income
of the group if the consolidated net in-
come is not more than $25,000; or, in
the case of the taxes imposed by section
102 and by subchapter A, upon the basis
of the consolidated undistributed section
102 net income or the consolidated undis-
tributed subchapter A net income; such
bases to be determined in accordance
with §§ 23.30-23.44. (See, however,
§ 23.15, relating to the liability of the
members of the group.)

(b) Years beginning in 1940. In the
case of an affiliated group which makes,
or is required to make, a consolidated re-
turn for any taxable year beginning after
December 31, 1939, the tax liability of
each corporation for the period during
such year that it was a member of such
group shall be computed upon the con-
solidated normal-tax net income of the
group, or, in the case of the taxes im-
posed by section 102 and by subchapter
A, the consolidated undistributed section
102 net income or the consolidated un-
distributed subchapter A net income, de-
termined in accordance with §§ 23.30-
23.44. (See, however, § 23.15, relating
to the liability of the members of the
group.)

(c) Years beginning in 1941. In the
case of an affiliated group which makes,
or is required to make, a consolidated re-
turn for any taxable year beginning after
December 31, 1940, the tax liability of
each corporation for the period during
such year that it was a member of such
group shall be computed upon the con-
solidated normal-tax net income and the
consolidated corporation surtax net in-
come of the group, or, in the case of the
taxes imposed by section 102 and by
subchapter A, the consolidated undis-
tributed section 102 net income or the
consolidated undistributed subchapter A
net income, determined in each case in
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accordance with §§ 23.30-23.44. (See,
however, § 23.15, relating to the liability
of the members of the group.)

(d) Years beginning alter December
31, 1941. In the case of an affiliated
group which makes, or is required to
make, a consolidated return for any tax-
able year beginning after December 31,
1941, the tax liability of each corporation
for the period during such year that it
was a member of such group shall be
computed upon the consolidated normal-
tax net income and the consolidated cor-
poration surtax net income of the group,
or, in the case of the taxes imposed by
section 102, section 201, and subchapter
A, the consolidated undistributed section
102 net income, the consolidated adjusted
normal-tax net income, and the consoli-
dated adjusted corporation surtax net
income, or the consolidated undistributed
subchapter A net income, as the case may
be, determined in each case in accord-
ance with §§ 23.30-23.44. If the affili-
ated group filing the consolidated return
includes a western hemisphere trade
corporation, as defined in section 109,
exempt from surtax pursuant to section
15 (b), the surtax of the group shall be
an amount which bears the same ratio
to the surtax computed on the consoli-
dated corporation surtax net income as
the portion of the consolidated corpora-
tion surtax net income attributable to
the other members of the group bears to
the entire consolidated corporation sur-
tax net income. (See, however, § 23.15,
relating to the liability of the members
of the group.)
[Regs. 104, 5 F. R. 7, as amended by T. D.

5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 3283]

§ 23.31 Bases of tax computation -
(a) Definitions; years beginning prior
to January 1, 1941-Cl) In general. In
the case of an affiliated group of corpo-
rations which makes or is required to
make a consolidated return for any tax-
able year beginning prior to January 1,
1941, and except as otherwise provided
in this part;

i) The consolidated net income shall
be the combined net income of the sev-
eral affiliated corporations, reduced, in
the case of a taxable year beginning in
1940, by the consolidated net operating
loss deduction;

(ii) The consolidated adjusted net in-
come shall be the consolidated net in-
come minus the combined credit of the
several affiliated corporations provided
in section 26 (a), relating to interest on

819592-49- 9

certain obligations of the United States
and Government corporations;

(iii) The consolidated credit for divi-
dends received shall be an amount equal
to the combined credit of the several af-
filiated corporations provided by section
26 (b) relating to dividends received, but
not in excess of 85 percent of the con-
solidated adjusted net income;

(v) The consolidated dividends, paid
credit shall be the sum of:

(a) The consolidated basic surtax
credit, and

(b) The consolidated dividend carry-
over, and, for the purposes of section 13
of the Code prior to its amendment by
section 201 of the Revenue Act of 1939,

(c) The consolidated deficit credit,
and

(d) The consolidated credit relating
to the payment or retirement of indebt-
edness;

(v) The consolidated basic surtax
credit shall be the sum of:

(a) An amount equal to the sum of
the dividends paid by the several affili-
ated corporations during the taxable
year, increased by the consolidated con-
sent dividends credit and reduced by the
consolidated credit relating to interest
on certain obligations of the United
States and Government corporations,
and

(b) The consolidated net operating
loss credit;

(vi) The consolidated consent divi-
dends credit shall be the combined con-
sent dividends credits of the several affili-
ated corporations;

(vii) The consolidated credit relating
to interest on certain obligations of the
United States and Government corpora-
tions shall be an amount equal to the
sum of such credits computed separately
with respect to each of the several affili-
ated corporations;

(viii) The consolidated section 102 net
income shall be the consolidated net in-
come, computed without any net operat-
ing loss deductions, minus the sum of:

(a) The combined Federal income,
war-profits, and excess-profits taxes
paid or accrued during the taxable year
by the several affiliated corporations to
the extent not allowed as a deduction
by section 23, but not including the tax
imposed by section 102 of the Code, or
a corresponding section of prior income-
tax laws,
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(b) The combined contributions or
gifts of the several affiliated corpora-
tions, payment of which is made within
the taxable year, not otherwise allowed
as a deduction, to or for the use of
donees described in section 3 (o) of the
Code for the purposes therein specified,
and

(c) The combined losses from sales or
exchanges of capital assets which are
disallowed to the several affiliated cor-
porations as deductions by section
117 (d) ;

(ix) The consolidated undistributed
section 102 net income shall be the con-
solidated section 102 net income minus
the consolidated basic surtax credit,
computed without reduction by the
amount of the credit provided in section
26 (a), relating to interest on Govern-
ment obligations;

(x) The consolidated subchapter A
net income shall be the combined net
income of the several affiliated corpora-
tions computed in the case of each cor-
poration with the adjustments provided
in section 505;

(xi) The consolidated undistributed
subchapter A net income shall be the
consolidated subchapter A net income
minus the sum of:

(a) The consolidated dividends-paid
credit computed with the exceptions and
limitations provided in section 504 (a),

(b) The aggregate amounts, subject
to the provisions of section 504 (b), used
or irrevocably set aside by the several
affiliated corporations to pay or to re-
tire indebtedness incurred prior to Jan-
uary 1, 1934, not including such portion
of any such indebtedness as was owned
on January 1, 1934, or at any time there-
after, directly or indirectly by another
member of the group, and

(c) The aggregate amount of divi-
dends paid by the several affiliated cor-
porations after the close of the taxable
year, subject to the provisions of section
504 (c).

(2) Years beginning in 1939. In the
case of an affiliated group of corpora-
tions which makes or is required to make
a consolidated return for a taxable year
beginning prior to January 1, 1940, and
except as otherwise provided in the reg-
ulations in this part:

(i) The consolidated special class net
income shall be the consolidated ad-
justed .net income minus the consolidated
credit for dividends received;

(ii) The consolidated deficit credit
shall be an amount equal to the sum of
the credits of the several affiliated cor-
porations provided in section 27 (a) (3)
relating to deficits in accumulated earn-
ings and profits;

(iii) The consolidated credit relating
to amounts used or irrevocably set aside
to pay or to retire indebtedness shall be
an amount equal to the sum of such
credits computed separately with respect
to each of the affiliated corporations;

(iv) The consolidated net operating
loss credit shall be an amount equal to
the consolidated net operating loss for
the preceding taxable year, but not in
excess of the consolidated adjusted net
income for the taxable year;

(v) The consolidated net operating
loss for the purposes of the consolidated
net operating loss credit shall be an
amount equal to the excess of the com-
bined net operating losses of the several
affiliated corporations having net oper-
ating losses (computed subject to the ex-
ceptions and limitations provided in
section 26 (c) (2) of the Code) over the
combined net income (adjusted with re-
spect to the exceptions and limitations
provided in such subsection in connec-
tion with the computation of net oper-
ating losses) of the several affiliated
corporations having net income; how-
ever, a net operating loss sustained by a
corporation for a taxable year prior to
the first taxable year in respect of which
its income is included in the consolidated
return of an affiliated group shall be in-
cluded as a part of the consolidated net
operating loss only to the extent that
such net operating loss is not in excess
of the adjusted net income of such cor-
poration for such first taxable year com-
puted without regard to the qualification
expressed in paragraph (c) of this sec-
tion relating to net operating loss
deductions;

(vi) The consolidated dividend carry-
over, subject to the qualifications pro-
vided in section 27 (c) with respect to
preceding taxable years beginning in
1936 and 1937, shall be the sum of:

(a) The amount of the consolidated
basic surtax credit for the second pre-
ceding taxable year, reduced by the ad-
justed net income for such year, and
further reduced by the amount, if any,
by which the adjusted net income for the
first preceding taxable year exceeds the
sum of: The consolidated basic surtax
credit for such year, and the excess, if
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any, of the consolidated basic surtax
credit for the third preceding taxable
year over the consolidated adjusted net
Income for such year,

(b) The amount, if any, by which the
consolidated basic surtax credit for the
first preceding taxable year exceeds the
consolidated adjusted net Income for
such year,

(c) For the first taxable year for which
the income of a corporation is included
in a consolidated return, the amount of
any dividend carry-over to which such
corporation would have been entitled if it
had filed a separate return, and

d) For the second taxable year for
which the income of a corporation is in-
cluded in a consolidated return, or is
required to be so included, the amount of
any dividend carry-over based upon div-
idend distributions made during its sec-
ond preceding taxable year to which
such corporation would have been en-
titled if it had continued to file separate
returns, but only to the extent that such
dividend distributions would have been
a factor in the computation of the con-
solidated dividend carry-over of the af-
filiated group if such corporation had
been a member of the group and its in-
come had been included in a consoli-
dated return of the group for the sec-
ond -preceding taxable year, and if the
basic surtax credit and the adjusted net
income of such corporation for the sec-
ond preceding taxable year were the con-
solidated basic surtax credit and the
consolidated adjusted net income of the
group.

(3) Years beginning in 1940. In the
case of an affiliated group of corpora-
tions which makes or is required to make
a consolidated return for taxable years
beginning after December 31, 1939, and
before January 1, 1941, and except as
otherwise provided in the regulations in
this part:

(I) The consolidated normal-tax net
income shall be the consolidated ad-
justed net income minus the consolidated
credit for dividends received;

(ii) The consolidated net operating
loss deduction shall be an amount equal
to the consolidated net operating loss
carry-over reduced by the amount, if
any, by which the consolidated net in-
come (computed with the exceptions and
limitations provided in subsection (d)
(1), (2), (3), and (4) of section 122 of
the Code as amended by section 211 of

the Revenue Act of 1939) exceeds the
consolidated normal-tax net income
(computed without any net operating
loss deduction) ;

(iii) The consolidated net operating
loss carry-over shall be the sum of:

(a) The amount, if any, of the con-
solidated net operating loss for the first
preceding taxable year, and

(b) The amount of the consolidated
net operating loss, if any, for the second
preceding taxable year reduced by the
excess, if any, of the consolidated net
income (computed with the exceptions
and limitations provided in subsection
(d) (1), (2), (3), and (4) of section 122
of the Code as amended by section 211 of
the Revenue Act of 1939) for the first
preceding taxable year over the consoli-
dated net operating loss for the third
preceding taxable year;

(iv) The consolidated net operating
loss for the purposes of the consolidated
net operating loss deduction shall be an
amount equal.to the excess of the com-
bined net operating losses of the several
affiliated corporations having net operat-
ing losses (computed subject to the ex-
ceptions and limitations provided in sec-
tion 122 (d) of the Code as amended by
section 211 of the Revenue Act of 1939)
over the combined net income (adjusted
with respect to the exceptions and lim-
itations provided in such subsection in
connection with the computation of net
operating losses) of the several affiliated
corporations having net income; how-
ever, a net operating loss sustained by a
corporation for a taxable year prior to
the first taxable year in respect of which
its income is included in the consolidated
return of an affiliated group shall be in-
cluded as a part of the consolidated net
operating loss only to the extent that:

(a) Such net operating loss for the
first preceding taxable year is not in
excess of the sum of the adjusted net
income of such corporation for the first
and second taxable years in respect of
which its income is included in the con-
solidated return,

(b) The excess of such net operating
loss for the second preceding taxable
year over the net income, if any, of such
corporation for the first preceding tax-
able year (computed without the benefit
of any net operating loss deduction) is
not in excess of the adjusted net income
of such corporation for such first tax-
able year, or

Page 117

§ 23.31

HeinOnline --  CFR, 1949 117 1949



Title 26-Internal Revenue

(c) The sum of such net operating
losses for the first and second preceding
taxable years is not in excess of the sum
of the adjusted net income of such corpo-
ration for such first and second taxable
years;

(v) The consolidated net operating
loss credit shall be an amount equal to
the consolidated net operating loss for
the preceding taxable year, but not in
excess of, as the case may be:

(a) The consolidated section 102 net
income for the taxable year in the case
of the tax imposed by section 102, or

(b) The consolidated subchapter A
net income for the taxable year in the
case of the tax imposed under subchap-
ter A;

(vi) The consolidated net operating
loss for the purposes of the consolidated
net operating loss credit shall be an
amount equal to the excess of the com-
bined net operating losses of the several
affiliated corporations having net operat-
ing losses (computed subject to the ex-
ceptions and limitations provided in sec-
tion 26 (c) (2) of the Code) over the
combined net income (adjusted with re-
spect to the exceptions and limitations
provided in such subsection in connec-
tion with the computation of net operat-
ing losses) of the several affiliated cor-
porations having net income; however,
a net operating loss sustained by a cor-
poration for a taxable year prior to the
first taxable year in respect of which
its income is included in the consolidated
return of an affiliated group shall be in-
cluded as a part of the consolidated net
operating loss only to the extent that
such net operating loss is not in excess
of:

(a) That portion of the consolidated
section 102 net income for the taxable
year in the case of the tax imposed by
section 102, or

(b) That portion of the consolidated
subchapter A net income for the taxable
year in the case of the tax imposed by
subchapter A,
as the case may be, attributable to such
corporation for such first taxable year;

(vii) The consolidated dividend carry-
over, subject to the qualifications pro-
vided In section 27 (c) with respect to a
preceding taxable year beginning in 1937,
shall be the sum of:

(a) The amount of the consolidated
basic surtax credit for the second preced-
ing taxable year, reduced by the con-

solidated subchapter A net income for
such year, and further reduced by the
amount, if any, by which the consoli-
dated subchapter A net income for the
first preceding taxable year exceeds the
sum of: The consolidated basic surtax
credit for such year, and the excess, if
any, of the consolidated basic surtax
credit for the third preceding taxable
year over the consolidated subchapter A
net income for such year.

(b) The amount, if any, by which the
consolidated basic surtax credit for the
first preceding taxable year exceeds the
consolidated subchapter A net income
for such year.

(c) For the first taxable year for
which the income of a corporation is
included in a consolidated return, the
amount of any dividend carry-over to
which such corporation would have been
entitled if it had filed a separate re-
turn, and

(d) For the second taxable year for
which the income of a corporation Is in-
cluded in a consolidated return, or is
required to be so included, the amount
of any dividend carry-over based upon
dividend distributions made during its
second preceding taxable year to which
such corporation would have been en-
titled if it had continued to file separate
returns, but only to the extent that such
dividend distributions would have been
a factor in the computation of the con-
solidated dividend carry-over of the af-
filiated group if such corporation had
been a member of the group and its In-
come had been included In a consoli-
dated return of the group for the second
preceding taxable year, and if the basic
surtax credit and the subchapter A net
.income of such corporation for the sec-
ond preceding taxable year were the
consolidated basic surtax credit and the
consolidated subchapter A net income of
the group.

(b) Definitions; years beginning after
December 31, 1940-(1) Years beginning
in 1941. In the case of an affiliated
group of corporations which makes, or is
required to make, a consolidated return
for any taxable year beginning after
December 31, 1940, and before Janu-
ary 1, 1942, and except as otherwise pro-
vided in the regulations in this part:

(i) The consolidated net Income shall
be the combined net Income of the sev-
eral affiliated corporations:

(a) Minus any consolidated net oper-
ating loss deduction,
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(b) Plus any consolidated net short-
term capital gain, and

(c) Plus or minus, as the case may be,
any consolidated net long-term capital
gain or consolidated net long-term cap-
ital loss;

(ii) The consolidated net operating
loss deduction shall be an amount equal
to the aggregate of the consolidated net
operating loss carry-overs and of the
consolidated net operating loss carry-
backs to the taxable year reduced by
the amount, if any, by which the consol-
idated net income (computed with the
exceptions and limitations provided in
section 122 (d), (1), (2), (3), and (4)
exceeds the consolidated normal-tax net
income (computed without any net op-
erating loss deduction);

(iii) The consolidated net operating
loss carry-overs to the taxable year shall
consist of:

(a) The amount of the consolidated
net operating loss, if any, for the first
preceding taxable year,

(b) The amount of the consolidated
net operating loss, if any, for the sec-
ond preceding taxable year reduced by
the consolidated net income, if any, for
the first preceding taxable year com-
puted with the exceptions, additions, and
limitations provided in section 122 (d)
(1), (2), (4), and (6), and with a con-
solidated net operating loss deduction
for such first preceding taxable year de-
termined without regard to the net op-
erating loss for such second preceding
taxable year and without regard to any
net operating loss carry-back,
and, with respect to net operating losses
sustained by a corporation for taxable
years prior to the first taxable year in
respect of which its income is included
in the consolidated return,

(c) The amount of the net operat-
ing loss, if any, sustained by such cor-
poration for the first preceding taxable
year, and

(d) The amount of the net operat-
ing loss, if any, sustained by such cor-
portation for the second preceding tax-
able year reduced by the net income, if
any, of such corporation for the first
preceding taxable year, or, if the in-
come of such corporation is included in
the consolidated return for the first pre-
ceding taxable year, reduced either by
the net income of such corporation for
such year increased with respect to its
separate net short-term and long-term

capital gains or by the consolidated net
income for such year, whichever is the
lesser, the net income for the first pre-
ceding taxable year being computed in
each case with the exceptions, additions,
and limitations provided in section 122
(d) (1), (2), (4), and (6), and with a
net operating loss deduction of such cor-
poration or a consolidated net operat-
ing loss deduction, as the case may be,
for such first preceding taxable year de-
termined without regard to the net op-
erating loss of such corporation for the
second preceding taxable year and with-
out regard to any net operating loss
carry-back;

(iv) The consolidated net operating
loss carry-backs to the taxable year shall
consist of:

(a) The amount of the consolidated
net operating loss, if any, for the first
succeeding taxable year (to the extent
not attributable to those corporations
making separate returns in the taxable
year) reduced to the extent absorbed as
a carry-back by the net income, consoli-
dated or separate, as the case may be,
for the first preceding taxable year, such
net income being computed with the ex-
ceptions, additions, and limitations pro-
vided in section 122 (d) (1), (2), (4),
and (6), and with a net operating loss
deduction for such first preceding tax-
able year, consolidated or separate, as
the case may be, determined without re-
gard to the net operating loss for such
first succeeding taxable year,

(b) The amount of the consolidated
net operating loss, if any, for the second
succeeding taxable year, to the extent
not attributable to those corporations
making separate returns in the taxable
year,
and, with respect to net operating losses
sustained by a corporation for taxable
years subsequent to the last taxable year
in respect of which its income is in-
cluded in the consolidated return:

(c) The amount of the net operating
loss, if any, sustained by such corporation
for the first succeeding taxable year re-
duced by the net income, if any, of such
corporation for the first preceding tax-
able year, or, if the income of such cor-
p oration is included in the consolidated
return for the first preceding taxable
year, reduced either by the net income
of such corporation for such year in-
creased with respect to its separate net
short-term and long-term capital gains
or by the consolidated net income for
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such first preceding taxable year, which-
ever is the lesser, the net income for the
first preceding taxable year being com-
puted in either case with the exceptions,
additions, and limitations provided in
section 122 (d) (1), (2), (4), and (6), and
with a net operating loss deduction or a
consolidated net operating loss deduc-
tion, as the case may be, for the first
preceding taxable year determined with-
out regard to the net operating loss of
such corporation for the first succeeding
taxable year, and

(d) The amount of the net operating
loss, if any, sustained by such corporation
for the second succeeding taxable year,
not including as a first succeeding tax-
able year or a second succeeding taxable
year any taxable year beginning prior to
January 1, 1942, and not including as a
first preceding taxable year any taxable
year beginning prior to January 1, 1941;

(v) The consolidated net operating
loss, computed for the purposes of the net
operating loss deduction, shall be an
amount equal to the excess of the com-
bined net operating losses of the several
affiliated corporations having net operat-
ing losses (computed subject to the ex-
ceptions, additions, and limitations pro-
vided in section 122 (d) over the
sum of:

(a) The combined net Income of the
several affiliated corporations having
net income (adjusted with respect to the
exceptions, additions, and limitations
provided in section 122 (d) in connection
with the computation of net operating
losses), and

(b) The consolidated net short-term
capital gains and the consolidated net
long-term capital gains;

(vi) The consolidated net short-term
capital gain shall be the excess of the
sum of the short-term capital gains of
the several affiliated corporations over
the sum of:

(a) The aggregate short-term capital
losses of such corporations, and

(b) The consolidated net short-term
capital loss carry-over from the preced-
ing taxable year;

(vii) The consolidated net short-term
capital loss carry-over from the preced-
Ing taxable year (in an amount not
greater than the consolidated net in-
come for such year) shall be the excess
of the sum of the short-term capital
losses of the several affiliated corpora-
tions for the preceding taxable year over

the sum of the short-term capital gains
of such corporations;

(viii) The consolidated net long-term
capital gain shall be the excess of the
sum of the long-term capital gains of
the several affiliated corporations over
the sum of the long-term capital losses
of such corporations;

(ix) The consolidated net long-term
capital loss shall be the excess of the
aggregate of the long-term capital losses
of the several affiliated corporations over
the aggregate of the long-term capital
gains of such corporations;

(x) The consolidated normal-tax net
income shall be the consolidated adjusted
net income minus the consolidated sec-
tion 26 (b) credit relating to dividends
rceived;

(xi) The consolidated adjusted net in-
come shall be the consolidated net in-
come minus the consolidated section 26
(a) credit relating to interest on certain
obligations of the United States and
Government corporations;

(xii) The consolidated section 26 (a)
credit relating to interest on certain ob-
ligations of the United States and Gov-
ernment corporations shall be an
amount equal to the aggregate of the in-
terest, of the class with respect to which
credit is allowed by section 26 (a), re-
ceived by the several affiliated corpora-
tions;

(xlii) The consolidated section 26 (b)
credit relating to dividends received shall
be an amount equal to 85 percent of the
aggregate dividends, of the class with
respect to which credit is allowed by sec-
tion 26 (b), received by the several affil-
iated corporations, but not in excess of
85 percent of the consolidated adjusted
net income;

(xiv) The consolidated corporation
surtax net income shall be the consoli-
dated net income minus the consolidated
section 26 (b) credit for dividends re-
ceived, computed by limiting such credit
to 85 percent of the consolidated net
income in lieu of 85 percent of the con-
solidated adjusted net income;

(xv) The consolidated section 102 net
income shall be the consolidated net in-
come computed without any net operat-
ing loss deduction, minus the sum of:

(a) The combined Federal income
war-profits, and excess-profits taxes
(other than a tax imposed by subchapter
E of Chapter 2 of the Code for taxable
years beginning after December 31, 1940)
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paid or accrued during the taxable year
by the several affiliated corporations, to
the extent not allowed as a deduction by
section 23, but not including a tax im-
posed by section 102 of the Code, or by
a corresponding section of prior income
tax laws,

(b) The combined contributions or
gifts of the several affiliated corpora-
tions, payment of which is made within
the taxable year, not otherwise allowed
as a deduction, to or for the use of donees
described in section 23 (o) of the Code
for the purposes therein specified, and

(c) The excess of the sum of the short-
term capital losses of the several affili-
ated corporations over the sum of the
short-term capital gains of such cor-
porations;

(xvi) The consolidated undistributed
section 102 net income shall be the con-
solidated section 102 net income minus
the consolidated basic surtax credit;

(xvii) The consolidated subchapter A
net income shall be the consolidated net
income computed with the adjustments
provided in section 505;

(xviii) The consolidated undistributed
subchapter A net income shall be the
consolidated subchapter A net income
minus the sum of:

(a) The consolidated dividends paid
credit with the exceptions and limita-
tions provided in section 504 (a),

(b) The aggregate amount, subject to
the provisions of section 504 (b), used or
irrevocably set aside by the several affili-
ated corporations to pay or to retire in-
debtedness incurred prior to January 1,
1934, not including such portion of any
such indebtedness as was owned on Jan-
uary 1, 1934, or at any time thereafter,
directly or indirectly, by another mem-
ber of the group,

(c) The aggregate amount of divi-
dends paid by the several affiliated cor-
porations after the close of the taxable
year, subject to the provisions of section
504 (c), and

(d) The aggregate of the amounts, If
any, distributed by the several affiliated
corporations in redemption of preferred
stock pursuant to the provisions of sec-
tion 504 (d) of the Code as added by sec-
tion 184 of the Revenue Act of 1942, not
including any amounts so distriblited
with respect to preferred stock owned
on January 1, 1934, or at any time there-
after, directly or indirectly, by another
member of the group;

(xix) The consolidated dividends paid
credit shall be the sum of:

(a) The consolidated basic surtax
credit, and

(b) The consolidated dividend carry-
over;

(xx) The consolidated basic surtax
credit shall be the sum of:

(a) The aggregate amount of divi-
dends paid by the several affiliated cor-
porations during the taxable year (com-
puted, in the case of the tax imposed by
subchapter A, with the qualifications
provided in section 504 (a) relating to
dividends paid after the close of the tax-
able year),

(b) The combined consent dividends
credit of the several affiliated corpora-
tions provided in section 28, and

(c) The consolidated net operating
loss credit;

(xxi) The consolidated d i v i d e n d
carry-over for the taxable year shall be
the sum of:

(a) The amount, if any, by which the
consolidated basic surtax credit for the
first preceding taxable year exceeds the
consolidated subchapter A net income for
such year,

(b) The amount of the consolidated
basic surtax credit for the second pre-
ceding taxable year reduced by the con-
solidated subchapter A net income for
such year and further reduced by the
amount, if any, by which the consoli-
dated subchapter A net income of the
first preceding taxable year exceeds the
sum of: The consolidated basic surtax
credit for such year, and the excess, if
any, of the consolidated basic surtax
credit for the third preceding taxable
year over the consolidated subchapter
A net income for such year,

and, with respect to the unused basic
surtax credit of a corporation for taxable
years prior to the first taxable year in
respect of which its income is included
in the consolidated return:

(c) The amount, if any, by which the
basic surtax credit of such corporation
for the first preceding taxable year ex-
ceeds the subchapter A net income of
such corporation for such year, and

(d) The amount of the basic surtax
credit of such corporation for the sec-
ond preceding taxable year reduced by
the subchapter A net income of such
corporation for such year and further
reduced by:
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(1) The excess, if any, of the sub-
chapter A net income of such corpora-
tion for the first preceding taxable year
over the sum of: The basic surtax credit
of such corporation for such year, and
the amount, if any, by which the basic
surtax credit of such corporation for
the third preceding taxable year ex-
ceeds the subchapter A net income of
such corporation for such year, or

(2) If the income of such corporation
is included in the consolidated return for
the first preceding taxable year, the less-
er of the amount of the excess computed
under (1) or the excess, if any, of the
consolidated subchapter A net income
for the first preceding taxable year over
the sum of: The consolidated basic sur-
tax credit of such corporation for such
year, and the amount, if any, by which
the basic surtax credit of such corpora-
tion for the third preceding taxable year
exceeds the subchapter A net income of
such corporation for such year;

(xxii) The consolidated net operating
loss credit shall be an amount equal to
the consolidated net operating loss for
the preceding taxable year, but not in ex-
cess of, as the case may be:

(a) The consolidated section 102 net
income for the taxable year in the case
of the tax imposed by section 102, or

(b) The consolidated subchapter A
net income for the taxable year in the
case of the tax imposed under subchap-
ter A;

(xxiii) The consolidated net operat-
ing loss, computed for the purposes of the
net operating loss credit, shall be the
sum of:

(a) The excess of the sum of: The
combined net operating losses of the sev-
eral affiliated corporations having net
operating losses, computed subject to the
exceptions and limitations provided in
section 26 (c) (2), and the consolidated
net long-term capital loss, if any,

over the sum of: The combined net in-
come, computed with respect to the ex-
ceptions and limitations provided in sec-
tion 26 (c) (2), in connection with the
computation of net operating losses, of
the several affiliated corporations having
net income, the consolidated net short-
term capital gain, and the consolidated
net long-term capital gain, if any, and

(b) With respect to the net operating
loss sustained by a corporation for the
taxable year prior to the first taxable
year in respect of which its income is
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included in the consolidated return, the
amount of such net operating loss for
such prior taxable year, computed sub-
ject to the exceptions and limitations
provided in section 26 (c) (2), in an
amount not in excess of: That portion of
the consolidated section 102 net income
for the taxable year in the case of the
tax imposed by section 102, or that por-
tion of the consolidated subchapter A
net Income for the taxable year in the
case of the tax imposed under sub-
chapter A, as the case may be, attribut-
able to such corporation for the taxable
year.

(2) Years beginning after December
31, 1941. In the case of an affiliated
group of corporations which makes, or
is required to make, a consolidated re-
turn for any taxable year beginning after
December 31, 1941, and except as other-
wise provided in this part:

(i) The consolidated net income shall
be the combined net income of the sev-
eral affiliated corporations:

(a) Minus the sum of:
(1) Any consolidated net operating

loss deduction,
(2) Any consolidated net loss from

involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 117 (J), and

(3) The aggregate amount of any con-
tributions or gifts made by the several
affiliated corporations during the taxable
year, subject to the provisions of section
23 (q), but not in excess of 5 percent
of the consolidated net income computed
without regard to such contributions or
gifts, and

(b) Plus any consolidated net capital
gain, or

(c) Minus, in the case of an affiliated
group including as members one or more
corporations subject to the tax imposed
by section 204, the combined additional
capital loss deductions of such corpora-
tions authorized by section 204 (c) (5) as
amended by section 164 (c) of the Reve-
nue Act of 1942, but in an amount not in
excess of the consolidated net capital
loss;

(ii) The consolidated net operating
loss deduction shall be an amount equal
to the aggregate of the consolidated net
operating loss carry-overs and of the
consolidated net operating loss carry-
backs to the taxable year reduced by the
amount, if any, by which the consoli-
dated net income (computed with the
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exceptions and limitations provided in
section 122 (d) (1), (2), (3), and (4) ex-
ceeds the consolidated normal-tax net
income (computed without any net oper-
ating loss deduction and without the
credit provided in section 26 (e), relating
to income subject to excess profits tax)

(iii) The consolidated net operating
loss carry-over to the taxable year shall
consist of:

(a) The amount of the consolidated
net operating loss, if any, for the first
preceding taxable year, or, with respect
to a first preceding taxable year begin-
ning after December 31, 1941, the amount
of the consolidated net operating loss
for such year to the extent not attribut-
able to those corporations making sep-
arate returns In the taxable year,

(b) The amount of the consolidated
net operating loss, if any, for the second
preceding taxable year (or, with respect
to a second preceding taxable year be-
ginning after December 31, 1941, the
amount of the consolidated net operat-
ing loss for such year to the extent not
attributable to those corporations mak-
ing separate returns in the taxable
year) reduced to the extent absorbed as
a carry-over by the net income, consoli-
dated or separate, as the case may be,
for the first preceding taxable year (such
net income being computed with the ex-
ceptions, additions, and limitations pro-
vided in section 122 (d) (1), (2), (4),
and (6), and with a net operating loss
deduction for such first preceding tax-
able year, consolidated or separate, as
the case may be, determined without re-
gard to the net operating loss for such
second preceding taxable year and with-
out regard to any net operating loss
carry-back), and, with respect to net
operating losses sustained by a corpora-
tion for taxable years prior to the first
taxable year in respect of which its in-
come is included in the consolidated
return.

(c) The amount of the net operating
loss, if any, sustained by such corpora-
tion for the first preceding taxable year,
and

(W) The amount of the net operating
loss, if any, sustained by such corporation
for the second preceding taxable year re-
duced by the net income, if any, of such
corporation for the first preceding tax-
able year, or, if the income of such cor-
poration is included in the consolidated
return for the first preceding taxable
year, reduced either by the net income of

such corporation for such year increased
with respect to its separate net short-
term and long-term capital gains (or
for years beginning after December 31,
1941, its separate net capital gain) and
increased or decreased, as the case may
be, with respect to its separate gains or
losses from involuntary conversions and
from sales or exchanges of property sub-
ject to the provisions of section 117 (j) or
by the consolidated net income for such
year, whichever is the lesser, the net in-
come for the first preceding taxable year
being computed in such case with the ex-
ceptions, additions, and limitations pro-
vided in section 122 (d) (1), (2), (4), and
(6), and with a net operating loss de-
duction or a consolidated net operating
loss deduction, as the case may be, for
such first preceding taxable year deter-
mined without regard to the net operat-
ing loss of such corporation for the sec-
ond preceding taxable year and without
regard to any net operating loss carry-
back,

(iv) The consolidated net operating
loss carry-backs to the taxable year shall
consist of:

(a) The amount of the consolidated
net operating loss, if any, for the first
succeeding taxable year (to the extent
not attributable to those corporations
making separate returns in the taxable
year) reduced to the extent absorbed as
a carry-back by the net income, consol-
idated or separate, as the case may be,
for the first preceding taxable year, such
net income being computed with the ex-
ceptions, additions, and limitations pro-
vided in section 122 (d) (1), (2), (4),
and (6), and with a net operating loss
deduction for such first preceding tax-
able year, consolidated or separate, as the
case may be, determined without regard
to the net operating loss for such first
succeeding taxable year.

(b) The amount of the cvnsolidated
net operating loss, if any, for the second
succeeding taxable year, to the extent
not attributable to those corporations
making separate returns in the taxable
years,
and, with respect to net operating losses
sustained by a corporation for taxable
years subsequent to the last taxable year
in respect of which its income is included
in the consolidated return,

(c) The amount of the net operating
loss, if any, sustained by such corporation
for the first succeeding taxable year re-
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duced by the net income, if any, of such
corporation for the first preceding tax-
able year, or, if the income of such cor-
poration is included in the consolidated
return for the first preceding taxable
year, reduced either by the net income

-of such corporation for such year in-
creased with respect to its separate net
short-term and long-term capital gains
(or, for years beginning after December
31, 1941, its separate net capital gain)
and increased or decreased, as the case
may be, with respect to its separate gains
or losses from involuntary conversions
and from sales or exchanges of property
subject to the provisions of section 117
(j) or by the consolidated net income
for such first preceding taxable year,
whichever is the lesser, the net income
for the first preceding taxable year being
computed in either case with the excep-
tions, additions, and limitations provided
in section 122 (d) (1), (2), (4), and (6),
and with a net operating loss deduction
or a consolidated net operating loss de-
duction, as the case may be, for the first
preceding taxable year determined with-
out regard to the net operating loss of
such corporation for the first succeeding
taxable year, and

d) The amount of the net operating
loss, If any, sustained by such corpora-
tion for the second succeeding taxable
year;

(v) The consolidated net operating
loss, computed for the purposes of the
net operating loss deduction, shall be an
amount equal to the excess of the sum of:

(a) The combined net operating losses
of the several affiliated corporations
having net operating losses (computed
subject to the exceptions, additions, and
limitations provided in section 122 d)),
and

b) The consolidated net loss from in-
voluntary conversions and from sales or
exchanges of property subject to the pro-
visions of section 117 (j), over the sum of:

(c) The combined net income of the
several affiliated corporations having net
income (adjusted with respect to the
exceptions, additions, and limitations
provided in section 122 (d) in connection
with the computation of net operating
losses), and

Cd) The consolidated net capital gain;

vi) The consolidated net loss from
Involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 177 (j) shall be the

excess of the aggregate of the recognized
losses of the character described In sec-
tion 117 Qj) sustained by the several
affiliated corporations over the aggre-
gate of the recognized gains of the char-
acter described in section 117 (j) real-
ized by the several affiliated corpora-
tions;

(vii) The consolidated net capital gain
shall be the excess of the sum of:

(a) The aggregate of the capital gains
of the several affiliated corporations, and

(b) The consolidated net gain from
involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 117 (j), over the
sum of:

(c) The aggregate of the capital losses
of such corporations, plus

Cd) The aggregate of the consolidated
net capital loss carry-overs to the tax-
able year, or

(e) In the first taxable year beginning
after December 31, 1941, the consolidated
net short-term capital loss carry-over
from the last taxable year beginning in
1941;

(viii) The consolidated net gain from
involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 117 (j) shall be the
excess of the aggregate of the recognized
gains of the character described in sec-
tion 117 (j) realized by the several affili-
ated corporations over the aggregate of
the recognized losses of the character
described in section 117 (j) sustained by
the several affiliated corporations;

ix) The consolidated net capital loss
carry-overs to the taxable year shall
consist of:

(a) The consolidated net capital'
losses, if any, for the five preceding tax-
able years (not including any taxable
year beginning prior to January 1, 1942)
to the extent that such losses were not
attributable to corporations making sep-
arate returns in the taxable year, and
were not absorbed by net capital gains
for intervening taxable years pursuant
to the provisions of section 117 (e) (1)
of the Code as amended by section 150
of the Revenue Act of 1942, consolidated
or separate, as the case may be,

and, with respect to net capital losses
sustained by a corporation for taxable
years prior to the first taxable year in
respect of which Its income is included
In the consolidated return,
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(b) The net capital losses, If any, sus-
tained by such corporation for its five
preceding taxable years (not including
any taxable year beginning prior to
January 1, 1942) to the extent that such
losses were not absorbed by the net cap-
ital gains of such corporation (or, if the
Income of such corporation is included
in a consolidated return, by the consoli-
dated net capital gains) for intervening
taxable years pursuant to the provisions
of section 117 (e) (1) of the Code as
amended by section 150 of the Revenue
Act of 1942;

(x) The consolidated net capital loss
shall be the excess of the aggregate of
the capital losses of the several affiliated
corporations over the sum of:

(a) The aggregate of the capital gains
of such corporations, and

(b) The consolidated net gain from
involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 117 (j),
reduced, In the case of an affiliated group
including as members one or more cor-
porations subject to the tax imposed by
section 204 but only for the purpose of
net capital loss carry-over computations,
by whichever of the following amounts is
the lesser:

(c) The combined additional capital
loss deductions of such corporations au-
thorized by section 204 (c) (5) as
amended by section 164 (c) of the Rev-
enue Act of 1942, or

(W) The consolidated corporation sur-
tax net income computed without regard
to capital gains and losses;

(xi) The consolidated net short-term
capital loss carry-over from the last tax-
able year beginning in 1941 (in an
amount not greater than the consoli-
dated net short-term capital gain of the
taxable year) shall be the sum of:

(a) The consolidated net short-term
capital loss, if any, for the last taxable
year beginning in 1941 in an amount not
in excess of the consolidated net income
for such year, and

(b) With respect to a member of the
group which filed a separate return for
the last taxable year beginning in 1941,
the net short-term capital loss, if any,
of such corporation for such year in an
amount not in excess of its net income
for such year;

(xii) The consolidated net short-term
capital gain shall be the excess of the

aggregate of the short-term capital gains
of the several affiliated corporations over
the sum of:

(a) The aggregate short-term capital
losses of such corporations, plus

(b) The consolidated net capital loss
carry-overs to the taxable year, or

(c) In the first taxable year begin-
ning after December 31, 1941, the con-
solidated net short-term capital loss
carry-over from the last taxable year
beginning In 1941;

(xill) The consolidated net short-term
capital loss shall be the excess of the
aggregate of the short-term capital
losses of the several affiliated corpora-
tions (or, for the purpose of the alterna-
tive tax computation under section 117
(c) as amended by section 150 (c) of the
Revenue Act of 1942, the sum of such
aggregate plus the consolidated net cap-
ital loss carry-over or the consolidated
net short-term capital loss carry-over, as
the case may be) over the aggregate of
the short-term capital gains of such
corporations;

(xiv) The consolidated net long-term
capital gain shall be the excess of the
sum of:

(a) The aggregate of the long-term
capital gains of the several affiliated cor-
porations, and

(b) The consolidated net gain from
involuntary conversions and from sales
or exchanges of property subject to the
provisions of section 117 (j), over the
aggregate of the long-term capital losses
of such corporations;

(xv) The consolidated normal-tax net
income shall be the consolidated ad-
justed net income minus the sum of:

(a) The consolidated section 26 (e)
credit relating to income subject to ex-
cess profits tax, and

(b) The consolidated section 26 (b)
credit relating to dividends received;

(xvi) The consolidated adjusted net
income shall be the consolidated net in-
come minus the consolidated section 26
(a) credit relating to interest on certain
obligations of the United States and
Government corporations;

(xvii) The consolidated section 26 (a)
credit relating to interest on certain ob-
ligations of the United States and Gov-
ernment corporations shall be an amount
equal to the aggregate of the interest,
of the class with respect to which credit
is allowed by section 26 (a), received by
the several affiliated corporations;
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(xviii) The consolidated section 26 (b)
credit relating to dividends received
shall be an amount equal to 85 percent
of the aggregate dividends, of the class
with respect to which credit Is allowed
by section 26 (b), received by the sev-
eral affiliated corporations, but in an
amount not greater than 85 percent of
the excess of the consolidated adjusted
net income over the consolidated section
26 (e) credit relating to income subject
to excess profits tax;

(xix) The consolidated section 26 (e)
credit relating to income subject to ex-
cess profits tax shall be an amount
equal to the consolidated adjusted ex-
cess profits net income as defined in
Consolidated Excess Profits Tax Regula-
tions 110, or, in the case of an affiliated
group including as members one or more
corporations subject to the provisions
of section 721 (relating to abnormali-
ties in income in the taxable period),
section 726 (relating to corporations
completing contracts under the Mer-
chant Marine Act of 1936), section 731
(relating to corporations engaged in
mining strategic minerals), or section
736 (b) (relating to corporations with
income from long-term contracts), the
amount of which the consolidated ex-
cess profits tax is 90 percent for a tax-
able year beginning prior to January 1,
1944, or 95 percent for a taxable year be-
gining after December 31, 1943, the con-
solidated excess profits tax for the pur-
pose of this credit being computed with-
out regard to the limitation provided in
section 710 (a) (1) (B) (the 80 percent
limitation), without regard to the credit
provided in section 729 (c) and (d) for
foreign taxes paid, and without regard to
the adjustments provided in section 734;

(xx) The consolidated corporation
surtax net income shall be the consoli-
dated net income minus the sum of:

(a) The consolidated section 26 (e)
credit relating to income subject to the
excess profits tax, and

(b) The consolidated section 26 (b)
credit for dividends received (computed
by limiting such credit to 85 percent of
the excess of the consolidated net in-
come-in lieu of the consolidated ad-
justed net income-over the consolidated
section 26 (e) credit, and computed with-
out regard to dividends received on cer-
tain preferred stock of a public utility
as referred to in (c) of this subdivision,
and

(c) In the case of an affiliated group
including as members one or more cor-
porations which are public utilities as
defined in section 26 (h) (2) (A) of the
Code as added by section 133 of the Rev-
enue Act of 1942, but in an amount not
greater than that portion of the con-
solidated corporation surtax net income
(computed without regard to this credit)
attributable to such public utilities, the
consolidated section 26 (h) credit relat-
ing to dividends paid by such public
utilities on preferred stock as defined in
section 26 (h) (2) (B) of the Code;

(xxi) The consolidated section 26 (h)
credit relating to dividends paid by pub-
lic utilities on preferred stock shall be
an amount equal to the aggregate of the
dividends paid by members of the affili-
ated group which are public utilities
within the meaning of section 26 (h) (2)
(A) on preferred stock within the mean-
ing of section 26 (h) (2) (B);

(xxii) The consolidated section 102 net
income shall be the consolidated net
income, computed without regard to any
capital loss carry-overs and without re-
gard to any net operating loss deduc-
tion, minus the sum of:

(a) The combined Federal Income,
war-profits, and excess-profits taxes
(other than a tax imposed by subchap-
ter E of chapter 2 of the Code for tax-
able years beginning after December 31,
1940) paid or accrued during the tax-
able year by the several affiliated cor-
porations, to the extent not allowed as a
deduction by section 23, but not includ-
ing the tax imposed by section 102 of
the Code, or by a corresponding section
of prior income tax laws,

(b) The combined contributions or
gifts of the several affiliated corpora-
tions, payment of which is made within
the taxable year, not otherwise allowed
as a deduction, to or for the use of donees
described in section 23 (c) of the Code
for the purposes therein specified.

(c) The excess of the sum of the capi-
tal losses of the several affiliated corpo-
rations (computed without regard to any
capital loss carry-over) over the sum of
the capital gains of such corporations,
and

(W) The consolidated section 26 (e)
credit relating to income subject to the
excess profits tax;

(xxiii) The consolidated undistributed
section 102 net income shall be the con-

Page 126

§ 23.31

HeinOnline --  CFR, 1949 126 1949



Chapter I-Bureau of Internal Revenue

solidated section 102 net income minus
the consolidated basic surtax credit;

(xxiv) The consolidated subchapter A
net income shall be the consolidated net
income computed with the adjustments
provided in section 505;

(xxv) The consolidated undistributed
subchapter A net income shall be the
consolidated subchapter A net income
minus the sum of:

(a) The consolidated dividends paid
credit with the exceptions and limita-
tions provided in section 504 (a),

(b) The aggregate amount, subject to
the provisions of Section 504 (b), used or
irrevocably set aside by the several affili-
ated corporations to pay or to retire in-
debtedness incurred prior to January 1,
1934, not including such portion of any
such indebtedness as was owned on Jan-
uary 1, 1934, or at any time thereafter,
directly or indirectly, by another member
of the group,

(c) The aggregate amount of divi-
dends paid by the several affiliated cor-
porations after the close of the taxable
year, subject to the provisions of sec-
tion 504 (c), and

(d) The aggregate of the amounts,
if any, distributed by the several af-
filated corporations in redemption of
preferred stock pursuant to the pro-
visions of section 504 (d) of the Code
as added by section 184 of the Revenue
Act of 1942, not including any amounts
so distributed with respect to preferred
stock owned on January 1, 1934, or at
any time thereafter, directly or indi-
rectly, by another member of the group;

(xxvi) The consolidated dividends
paid credit shall be the sum of:

(a) The consolidated basic surtax
credit, and

(b) The consolidated dividend carry-
over;

(xxvii) The consolidated basic surtax
credit shall be the sum of:

(a) The excess of the aggregate
amount of dividends paid by the several
affiliated corporations during the tax-
able year (computed, in the case of the
tax imposed by subchapter A, with the
qualifications provided in section 504
(a) relating to dividends paid after the
close of the taxable year) over the con-
solidated section 26 (h) credit relating
to dividends paid by public utilities on
certain preferred stock, and

(b) The combined consent dividends
credit of the several affiliated corpora-
tions provided in section 28,

and, in an aggregate amount not ex-
ceeding the consolidated section 102 net
income or the consolidated subchapter A
net income, as the case may be, the
sum of:

(c) The consolidated net operating
loss credit, and

(W) In the case of an affiliated group
including one or more holding company
affiliates of a bank as defined in section
2 of the Banking Act of 1933, the con-
solidated section 26 (d) credit relating
to earnings or profits devoted to the ac-
quisition of readily marketable assets
other than bank stock;

(xxviii) The consolidated dividend
carry-over for the taxable year shall be
the sum of:

(a) The amount, if any, by which the
consolidated basic surtax credit for the
first preceding taxable year exceeds the
consolidated subchapter A net income
for such year, or, with respect to a first
preceding taxable year beginning after
December 31, 1941, the excess of such
credit over such income to the extent
that such credit and such income are
not attributable to corporations making
separate returns in the taxable year,

(b) The amount of the consolidated
basic surtax credit for the second pre-
ceding taxable year reduced by the con-
solidated subchapter A net income for
such year and further reduced by the
amount, if any, by which the consoli-
dated subchapter A net income of the
first preceding taxable year exceeds the
sum of: The consolidated basic surtax
credit for such year, and the excess, if
any, of the consolidated basic surtax
credit for the third preceding taxable
year over the consolidated subchapter
A net income for such year, or, with re-
spect to a second preceding taxable year
beginning after December 31, 1941, the
amount of the consolidated basic surtax
credit for such taxable year so reduced
to the extent that any such basic surtax
credit and any such subchapter A net
income are not attributable to corpora-
tions making separate returns in the
taxable year,

and, with respect to the unused basic
surtax credit of a corporation for taxable
years prior to the first taxable year in
respect of which its income is included
in the consolidated return,
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(c) The amount, if any, by which the
basic surtax credit of such corporation
for the first preceding taxable year ex-
ceeds the subchapter A net income of
such corporation for such year, and

(d) The amount of the basic surtax
credit of such corporation for the sec-
ond preceding taxable year reduced by
the subchapter A net income of such
corporation for such year and further
reduced by:

(1) The excess, if any, of the sub-
chapter A net income of such corpora-
tion for the first preceding taxable year
over the sum of: The basic surtax credit
of such corporation for such year, and
the amount, if any, by which the basic
surtax credit of such corporation for the
third preceding taxable year exceeds the
subchapter A net income of such cor-
poration for such year, or

(2) If the income of such corporation
is included in the consolidated return
for the first preceding taxable year, the
lesser of the amount of the excess com-
puted under (1) or the excess, if any, of
the consolidated subchapter A net in-
come for the first preceding taxable year
over the sum of: The consolidated basic
surtax credit of such corporation for
such year, and the amount, if any, by
which the basic surtax credit of such
corporation for the third preceding tax-
able year exceeds the subchapter A net
income of such corporation for such
year;

(xxix) The consolidated net operating
loss credit shall be an amount equal to
the consolidated net operating loss for
the preceding taxable year, or, with re-
spect to a preceding taxable year begin-
ning after December 31, 1941, the
amount of the consolidated net operat-
ing loss for such year to the extent not
attributable to those corporations mak-
ing separate returns in the taxable year,
but not in excess of, as the case may be,

(a) The consolidated section 102 net
income for the taxable year in the case
of the tax imposed by section 102, or

(b) The consolidated subchapter A
net Income for the taxable year in the
case of the tax imposed under subchap-
ter A;

(xxx) The consolidated net operating
loss, computed for the purposes of the
net operating loss credit, shall be the
sum of:

(a) The excess of the sum of:
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(1) The combined net operating losses
of the several affiliated corporations
having net operating losses, computed
subject to the exceptions and limitations
provided in section 26 (c) (2),

(2) The consolidated net loss from in-
voluntary conversions and from sales or
exchanges of property subject to the
provisions of section 117 (j), and

(3) In the case of an affiliated group
including as members one or more cor-
porations subject to the tax imposed by
section 204, the combined additional
capital loss deductions of such corpora-
tions authorized by section 204 (c) (5)
as amended by section 164 (c) of the
Revenue Act of 1942, over the sum of:

(4) The combined net income, com-
puted with respect to the exceptions and
limitations provided in section 26 (c)
(2) in connection with the computation
of net operating losses, of the several
affiliated corporations having net in-
come, and

(5) The consolidated net capital gain,
and

(b) With respect to the net operating
loss sustained by a corporation for the
taxable year prior to the first taxable
year in respect of which its income is
included in the consolidated return, the
amount of such net operating loss for
such prior taxable year, computed sub-
ject to the exceptions and limitations
provided in section 26 (c) (2), in an
amount not in excess of: That portion
of the consolidated section 102 net in-
come for the taxable year in the case of
the tax imposed by section 102, or that
portion of the consolidated subchapter
A net income for the taxable year in the
case of the tax imposed under subchap-
ter A, as the case may be, attributable
to such corporation for the taxable year;

(xxxi) The consolidated section 26
(d) credit, relating to bank affiliates,
shall be an amount equal to the aggre-
gate of the earnings or profits of mem-
bers of the group which are holding
company affiliates of a bank as defined
in section 2 of the Banking Act of 1933
devoted to the acquisition of readily
marketable assets other than bank stock
(not including any asset acquired, di-
rectly or indirectly, from another mem-
ber of the group), subject, in the case of
each such affiliate, to the limitations im-
posed by section 26 (d) determined
without regard to the qualifications ex-
pressed in paragraph (d) (1) (ii) and
(iii) of this section;
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(xxxii) The consolidated adjusted
normal-tax net income, in the case of an
affiliated group consisting of corpora-
tions subject to the tax imposed by
section 201, shall be the consolidated
normal-tax net income minus the con-
solidated reserve and other policy lia-
bility credit provided in section 202 (b)
and plus the consolidated adjustment
for certain reserves provided in section
202 (c) ;

(xxxiii) The consolidated adjusted
corporation surtax net income, in the
case of an affiliated group consisting of
corporations subject to the tax imposed
by section 201, shall be the consolidated
corporation surtax net income minus the
consolidated reserve and other policy lia-
bility credit provided in section 202 (b)
and plus the consolidated adjustment
for certain reserves provided in section
202 (c) ;

(xxxiv) The consolidated reserve and
other policy liability credit provided in
section 202 (b) shall be the consolidated
normal-tax net income multiplied by a
figure to be determined and proclaimed
by the Secretary for each taxable year
pursuant to section 202 (b) ;

(xxxv) The consolidated adjustment
for certain reserves provided in section
202 (c) shall be an amount equal to 31/4
percent of the combined unearned pre-
miums and unpaid losses of the several
affiliated corporations on contracts other
than life insurance or annuity contracts,
computed in the case of each corporation
pursuant to the provisions of section 202
(c), but not less than 25 percent of the
combined net premiums on such other
contracts written during the taxable year.

(c) Computations; years beginning
prior to January 1, 1941. (1) The net
income of the several corporations shall
be computed in accordance with the pro-
visions covering the determination of
taxable income of separate corporations
subject to the elimination of unrealized
profits and losses in transactions between
members of the affiliated group and divi-
dend distributions from one member of
the group to another member of the
group (referred to in this part as inter-
company transactions), and without tak-
ing into account any net operating loss
deduction. Intercompany profits and
losses which have been realized by the
group through final transactions with
persons other than members of the group,
and intercompany transactions which
do not affect the consolidated taxable

net income, shall not be eliminated. As
used in this paragraph, the term "net
income" includes the case in which the
allowable deductions of a member exceed
its gross income.

(2) The adjusted net income, the divi-
dends received credit provided by sec-
tion 26 (b), the amount of dividends
paid, the credit allowable pursuant to
the provisions of section 28 relating to
consent dividends, the credit provided
by section 26 (a) relating to interest
upon certain obligations of the United
States and Government corporations, the
net operating loss for the purposes of
the credit as defined in section 26 (c)
(2), the net operating loss for the pur-
poses of the deduction as defined in sec-
tion 122 (a), the credit provided by sec-
tion 27 (a) (3) relating to deficits in
accumulated earnings and profits, the
credit provided by section 27 (a) (4) re-
lating to amounts used or irrevocably
set aside to pay or to retire indebtedness,
and gains or losses from sales or ex-
changes of capital assets, shall be com-
puted and determined in the case of each
affiliated corporation in the same man-
ner and subject to the same conditions
as if a separate return were filed, except:

(i) The net Income used in any such
computation shall be the net income of
the corporation determined in accord-
ance with the provisions of this section;

(ii) In the computation of the net
operating loss of the corporation, the
provisions of this section pertaining to
the determination of net income shall
apply;

(it) In the computation of the divi-
dends received credit, there shall be ex-
cluded all dividends received from other
members of the affiliated group;

(iv) In the computation of dividends
paid, there shall be excluded all divi-
dends paid by one member of the group
to another;

(v) In the computation of the consent
dividends credit, no amounts shall be
included with respect to consents given
by other members of the group;

(vi) In the case of any subsidiary, the
credit provided by section 27 (a) (3) re-
lating to deficits in accumulated earn-
ings and profits shall not be greater
than the excess of the adjusted net in-
come of such subsidiary over its net op-
erating loss credit;

(vii) The credit provided by section
27 (a) (4) relating to amounts used or
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irrevocably set aside to pay or to retire
indebtedness shall be computed in dis-
regard of any such payment or setting
aside to the extent that, on December
31, 1937, or at any time thereafter, such
Indebtedness was owned, directly or in-
directly, by another member of the
group; and

(viii) In the computation of gains or
losses from sales or exchanges of capital
assets, there shall be eliminated any
gains or losses arising in intercompany
transactions.

(d) Computations; years beginning
after December 31, 1940. In the case of
affiliated corporations which make, or
are required to make, a consolidated re-
turn for a taxable year beginning after
December 31, 1940, and except as other-
wise provided in this part:

(1) The net income of such corpora-
tions shall be computed in accordance
with the provisions covering the deter-
mination of net income of separate cor-
porations, except:

(i) There shall be eliminated unreal-
ized profits and losses in transactions be-
tween members of the affiliated group
and dividend distributions from one
member of the group to another mem-
ber of the group (referred to in this part
as intercompany transactions).

(ii) No net operating loss deduction
shall be taken into account,

(iII) No capital gains or losses shall be
taken into account.

Intercompany profits and losses which
have been realized by the group through
final transactions with persons other
than members of the group, and inter-
company transactions which do not af-
fect the consolidated taxable net income,
shall not be eliminated. As used in this
paragraph, the term "net income" in-
cludes the case in which the allowable
deductions of a member (not including
any net operating loss deduction) ex-
ceeds its gross income.

(iv) There shall be disregarded all
gains and losses from involuntary con-
versions and from sales and exchanges
of property subject to the provisions of
section 117 (j),

(v) In the computation of the deduc-
tion under section 23 (v) relating to
amortizable bond premium, there shall
be disregarded the bonds of one mem-
ber of the group owned by another mem-
ber of the group during the taxable year.
Intercompany profits and losses which

have been realized by the group through
final transactions with persons other
than members of the group, and inter-
company transactions which do not af-
fect the consolidated taxable net income,
shall not be eliminated. As used in this
paragraph, the term "net income" in-
cludes the case in which the allowable
deductions of a member (not including
any net operating loss deduction) exceed
its gross income,

(vi) In the computation of the net
Income of a corporation for the taxable
year in which it became the common
parent corporation of the affiliated group
filing a consolidated return, the aggre-
gate deductions of such corporation for
such year otherwise allowable In excess
of the gross income of such corporation
for such year shall be excluded to the
extent that such excess is attributable to
that portion of such year preceding the
date upon which such corporation be-
came the common parent corporation of
the group. Any amount excluded under
this subdivision shall, to the extent that
it constitutes a net operating loss within
the provisions of section 122 or a net
capital loss within the provisions of sec-
tion 117, be considered as a net operating
loss or a net capital loss, as the case may
be, separately sustained by such corpora-
tion and subject to the provisions of
paragraph (b) (2) (iii) (c) and (d) or
paragraph (b) (2) (ix) (b) of this sec-
tion,

(vii) In the case of a corporation
which became a member of the affiliated
group subsequent to March 14, 1941, com-
mon parent corporation or subsidiary, as
the case may be, allowable deductions
shall be determined subject to the quali-
fications prescribed in subparagraph (11)
of this paragraph, and

(viii) No deduction under section 23
(q) with respect to charitable or other
contributions shall be taken into account.

(2) For a taxable year for which a
consolidated return is made or is re-
quired, the capital gains and losses, the
short-term capital gains and losses, and
the long-term capital gains and losses, as
defined in section 117 (a), the gains and
losses from involuntary conversions and
from sales or exchanges of property sub-
ject to the provisions of section 117 (j),
the additional capital loss deductions au-
thorized by section 204 (c) (5), the in-
terest received of a class with respect
to which credit is allowed by section
26 (a), the dividends received of a class
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with respect to which credit is allowed
by section 26 (b), the net operating loss
as defined in section 26 (c) (2) for the
purpose of the net operating loss credit,
the net operating loss as defined in sec-
tion 122 (a) for the purpose of the net
operating loss deduction, the earnings
or profits devoted to the acquisition of
readily marketable assets other than
bank stock in the case of a bank affili-
ate within the provisions of section 26
(d), the dividends paid on the preferred
stock of a public utility within the pro-
visions of section 26 (h), the subchapter
A net income, the Federal income, war-
profits, and excess-profits taxes, the con-
tributions or gifts of the class specified
in section 23 (o) or 23 (q), the amounts
used or irrevocably set aside to pay or
to retire indebtedness incurred prior to
January 1, 1934, the amount distributed
in redemption of preferred stock pursu-
ant to the provisions of section 504 (d),
the basic surtax credit, the amount of
dividends paid, and the consent divi-
dends credit allowed pursuant to section
28 shall be computed and determined in
the case of each affiliated corporation in
the same manner and subject to the
same conditions as if a separate return
were filed, except:

(i) The net income used in any such
computation shall be the net income of
the corporation determined in accord-
ance with the provisions of this section;

(ii) In the computation of the divi-
dends received, there shall be excluded
all dividends received from other mem-
bers of the affiliated group;

(iii) Capital gains and losses, short-
term capital gains and losses, long-term
capital gains and losses, and the addi-
tional capital loss deduction authorized
by section 204 (c) (5) shall be deter-
mined without regard to:

(a) Gains or losses arising in Inter-
company transactions,

(b) Gains or losses from involuntary
conversions and from sales or exchanges
of property subject to the provisions of
section 117 (j),

(c) The net capital loss carry-overs
provided in section 117 (e) (1), and, in
the first taxable year beginning after
December 31, 1941, the net short-term
capital loss carry-over provided in sec-
tion 117 (e) (2), and

(d) In the case of a corporation which
became a member of the affiliated group
subsequent to March 14, 1941, common

parent corporation or subsidiary, as the
case may be, capital losses to the extent
disallowed pursuant to the provisions of
subparagraph (11) of this paragraph;

(lv) In the computation of the net op-
erating loss as defined, either in section
26 (c) (2) or in section 122 (a), the pro-
visions of this section pertaining to the
determination of net income shall apply;

(v) In the computation of dividends
paid, there shall be excluded all dividends
paid by one member of the group to
another;

(vi) In the computation of the consent
dividends credit, no amounts shall be in-
cluded with respect to consents given by
other members of the group;

(vii) In the computation of the Fed-
eral income, war-profits, and excess-
profits taxes, there shall be used the
consolidated tax, or a proportionate part
thereof, if the tax payable is properly
computed on the basis of the consoli-
dated return;

(viii) In the computation of dividends
paid on the preferred stock of a public
utility, there shall be excluded all divi-
dends paid by such public utility to an-
other member of the group; and

(ix) Gains and losses from involun-
tary conversions and from sales or ex-
changes of property subject to the pro-
visions of section 117 (j) shall be deter-
mined without regard to:

(a) Gains or losses from intercom-
pany transactions, and

(b) In the case of a corporation which
became a member of the affiliated group
subsequent to March 14, 1941, common
parent corporation or subsidiary, as the
case may be, such portion of any such
loss as is disallowed pursuant to the pro-
visions of subparagraph (11) of this
paragraph.

(3) In no case (except as otherwise
provided in this subparagraph) shall
there be included in the consolidated net
operating loss deduction for the taxable
year as consolidated net operating loss
carry-overs under paragraph (b) (1)
(iii) (c) and (d), or paragraph (b) (2)
(ii) (c) and (d) of this section, as the
case may be, (relating to net operating
losses sustained by a corporation in years
prior to the first taxable year in respect
of which its income is included in the
consolidated return) and as consolidated
net operating loss carry-backs under
paragraph (b) (1) (iv) (c) and (d), or
paragraph (b) (2) (iv) (c) and (d) of
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this section, as the case may be, (relating
to net operating losses sustained by a
corporation in years subsequent to the
last taxable year in respect of which its
income is included in the consolidated
return) an amount exceeding in the ag-
gregate the net income of such corpora-
tion (computed with the exceptions and
limitations provided in section 122 (d)
(1), (2), (3), and (4)) included in the
computation of the consolidated net in-
come for the taxable year increased by
its separate net capital gain (or, for years
beginning prior to January 1, 1942, its
separate net short-term and long-term
capital gains) and increased or de-
creased, as the case may be with respect
to its separate gains or losses from In-
voluntary conversions and from sales or
exchanges of property subject to the
provisions of section 117 (j). The pro-
visions of this subparagraph do not apply
with respect to that portion of any net
operating loss carry-over from a taxable
year beginning in 1941 attributable to
war losses within the provisions of sec-
tion 127 of the Code as added by section
156 of the Revenue Act of 1942, such
portion being determined as the excess
of the net operating loss for such year
over the amount of any net operating loss
for the year computed without regard to
war losses.

(4) If a portion of the consolidated net
operating loss deduction arises as a
carry-over pursuant to the provisions of
paragraph (b) (1) (1it) (c) or (d) or
paragraph (b) (2) (1ii) (c) or (W) of this
section, as the case may be (relating to
net operating losses sustained by a cor-
poration in years prior to the first tax-
able year in respect of which its income
is included in the consolidated return),
or as a carry-back pursuant to the pro-
visions of paragraph (b) (1) (iv) (c) or
(d), or paragraph (b) (2) (iv) (c) or (W)
of this section, as the case may be, (re-
lating to net operating losses sustained
by a corporation in years subsequent to
the last taxable year in respect of which
its income is included in the consolidated
return), the consolidated net operating
loss deduction shall not be less than the
amount of such portion reduced by the
amount, if any, by which the net income
of such corporation (computed with the
exceptions and limitations provided in
section 122 (d) (1), (2), (3), and (4)
exceeds the normal-tax net income of
such corporation (computed, for taxable
years beginning in 1941, without any net
operating loss deduction but taking into
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account any net long-term capital loss,
and, for taxable years beginning after
December 31, 1941, without any net op-
erating loss deduction and without the
credit provided by section 26 (e) relating
to income subject to excess profits tax
but taking into account the additional
capital loss deduction authorized by sec-
tion 204 (c) (5), or, in the case of two or
more such corporations, the sum of such
portions so reduced.

(5) With respect to consolidated net
operating loss carry-overs and carry-
backs:

(i) If, in the computation of the con-
solidated net operating loss deduction
for the second consolidated return pe-
riod in respect of which the income of
a corporation is included in the consoli-
dated returns of the group, there is in-
volved the net operating loss separately
sustained by such corporation for the
second preceding taxable year together
with a consolidated net operating loss
for the second preceding taxable year,
or if, for the second consolidated return
period in respect of which the income
of two or more members of the group
is included in the consolidated returns
of the group, there are involved the net
operating losses separately sustained by
such corporations for the second pre-
ceding taxable year, no portion of the
consolidated net income for the first pre-
ceding taxable year shall be taken into
account more than once in giving effect
to the provisions of paragraph (b) (1)
(iii) (b) and (d), or (b) (2) (iii) (b) and
(d) of this section, as the case may be,
(relating to the computation of the con-
solidated net operating loss carry-overs
attributable to losses of the second pre-
ceding taxable year) ;

(ii) If, in the computation of the con-
solidated net operating loss deduction
for the last taxable year in respect of
which the income of a corporation is
included in the consolidated returns of
the group, there is involved the net op-
erating loss separately sustained by such
corporation for the first succeeding tax-
able year together with a consolidated
net operating loss for the first succeed-
ing taxable year, or if, for the last tax-
able year in respect of which the income
of two or more members of the group
is included in the consolidated returns of
the group, there are involved the net
operating losses separately sustained by
such corporations for the first succeed-
ing taxable year, no portion of the con-
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solidated net income for the first preced-
ing taxable year shall be taken into
account more than once in giving effect
to the provisions of paragraph (b) (1)
(iv) (a) and (c), or paragraph (b) (2)
(iv) (a) and (c) of this section, as the
case may be, (relating to the computa-
tion of the consolidated net operating
loss carry-backs attributable to losses of
the first succeeding taxable year).

(6) If, in the computation of the con-
solidated dividend carry-over for the
second consolidated return period in re-
spect of which the income of a corpora-
tion is included in the consolidated re-
turns of the group, there is involved a
separate unused basic surtax credit of
such corporation for the second pre-
ceding taxable year together with a con-
solidated unused basic surtax credit for
the second preceding taxable year, or if,
for the second consolidated return pe-
riod in respect of which the income of
two or more members of the group is
included in the consolidated returns of
the group, there are involved the sepa-
rate unused basic surtax credits of such
corporations for the second preceding
taxable year, no portion of the excess
of the consolidated subchapter A net
income over the consolidated basic sur-
tax credit for the first preceding taxable
year shall be taken into account more
than once in giving effect to the pro-
visions of paragraph (b) (1) (xxi) (b)
and (d), or paragraph (b) (2) (xxvi) (b)
and (d) of this section, as the case may
be, (relating to the computation of that
part of the consolidated dividend carry-
over attributable to the unused basic
surtax credits of the second preceding
taxable year).
o (7) If an affiliated group filing a con-
solidated return for a taxable year be-
ginning after December 31, 1941, sustains
a consolidated net operating loss within
the provisions of section 26 (c), relat-
ing to the net operating loss credit, or
within the provisions of section 122, re-
lating to the net operating loss deduc-
tion, and if there are included as
members of such group one or more cor-
porations which made separate returns,
either in a preceding taxable year (not
including any year beginning prior to
January 1, 1941) or in a succeeding tax-
able year, the portion of such consoli-
dated net operating loss attributable to
such corporations severally shall be de-
termined, such portion in the case of
any such corporation being determined

in an amount proportionate to the net
losses (capital net losses and ordinary
net losses alike) of the several affiliated
corporations having net losses, to the
extent that such losses were taken into
account in the computation of the con-
solidated net operating loss.

(8) If an affiliated group filing a con-
solidated return for a taxable year be-
ginning after December 31, 1941, sustains
a consolidated net capital loss, and if
there are Included as members of such
group one or more corporations which
make separate returns in a succeeding
taxable year, the portion of such con-
solidated net capital loss attributable to
such corporations severally shall be de-
termined, such portion in the case of any
such corporation being an amount which
bears the same ratio to the consolidated
net capital loss which the net capital loss
of such corporation bears to the aggre-
gate of the net capital losses for the
taxable year sustained by the several
affiliated corporations having net capital
losses.

(9) If an affiliated group filing a con-
solidated return for a taxable year be-
ginning after December 31, 1941, has an
unused consolidated basic surtax credit,
and if there are included as members of
such group one or more corporations
which make separate returns In a suc-
ceeding taxable year, the portion of such
unused consolidated basic surtax credit
attributable to such corporations sev-
erally shall be determined for the pur-
poses of the dividend carry-over, such
portion in the case of any such corpora-
tion being determined in an amount
proportionate to the dividends paid, the
consent dividends credits, the several
factors involved in the computation of
the consolidated net operating loss
credit, and the subchapter A net in-
comes of the several affiliated corpora-
tions, to the extent that such items were
taken into account In the computation of
the consolidated basic surtax credit and
the consolidated subchapter A net in-
come.

(10) In no case shall there be included
in the computation of the consolidated
net capital gain for the taxable year as
a consolidated net capital loss carry-over
under paragraph (b) (2) (ix) (b) of this
section (relating to net capital losses
sustained by a corporation in years prior
to the first taxable year in respect of
which its income is included in the con-
solidated return) an amount exceeding
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in the aggregate the net capital gains of
such corporation (determined without
regard to any net capital loss carry-over)
included in the computation of the con-
solidated net capital gain for the taxable
year increased with respect to its sepa-
rate net gains from involuntary conver-
sions and from sales or exchanges of
property subject to the provisions of
section 117 (j).

(11) In the case of an affiliated group
formed at any time subsequent to March
14, 1941, or having among its members
in the taxable year one or more subsidi-
aries which became members of the
group subsequent to March 14, 1941, the
consolidated net income for the taxable
year, and for prior and subsequent tax-
able years to the extent affected by carry-
backs and carry-overs from the taxable
year, shall be determined subject to the
following qualifications:

(i) There shall be excluded in the case
of the common parent corporation and
in the case of any subsidiaries which
were members of the group on March 14,
1941, those deductions from gross income
otherwise allowable with respect to:

(a) Sales or exchanges of capital
assets,

(b) Involuntary conversions and sales
or exchanges of property subject to the
provisions of section 117 (j),

(c) Securities subject to the provisions
of section 23 (g) (4) or sections 23 (k)
(5), or
(W) Debts subject to the provisions of

section 23 (k) (1).
to the extent that such deductions other-
wise allowable exceed in the aggregate:

(1) In the case of capital losses, the
excess of the aggregate capital gains over
the aggregate capital losses of such cor-
porations for the taxable year, or

(2) In the case of ordinary losses, the
aggregate of the ordinary net income of
such corporations for the taxable year.
increased in an amount equal to any
excess of aggregate capital gains over
aggregate capital losses of such corpo-
rations,
such capital gains and losses and such
ordinary net income being determined
pursuant to the provisions of these regu-
lations but without regard to the pro-
visions of paragraph (d) (1) (v) and
paragraph (d) (2) (iii) (b) of this sec-
tion and without regard to the losses In
question:

(ii) There shall be excluded in the
case of a subsidiary corporation which
became a member of the affiliated group
subsequent to March 14, 1941, those de-
ductions from gross income otherwise
allowable with respect to:

(a) Sales or exchanges of capital as-
sets,

(b) Involuntary conversions and sales
or exchanges of property subject to the
provisions of section 117 (j),

(c) Securities subject to the provisions
of section 23 (g) (4) or section 23 Ck)
(5), or

(d) Debts subject to the provisions of
section 23 (k) (1), to the extent that
such deductions otherwise allowable are
attributable to events preceding the
date upon which such corporation be-
came a member of the group, and

(1) Being capital losses, exceed:

i) The capital gains reduced by all
other capital losses of such corporation
for the taxable year, in the case in which
such corporation was not, on March 14,
1941, a member of an affiliated group
within the meaning of section 141, or

Ci) In case such corporation was a
member of an affiliated group on March
14, 1941, an amount which, together with
like losses computed subject to the pro-
visions of this part in the case of other
members of the group during the tax-
able year which were affiliated with
such corporation on March 14, 1941,
within the meaning of section 141, is
equal to the aggregate capital gains re-
duced by the aggregate of all other cap-
ital losses of such corporation and of
such other members of the group, or

(2) Being ordinary losses, exceed:

(i) The ordinary net income of such
corporation for the taxable year in-
creased in an amount equal to any excess
of capital gains over capital losses for
the taxable year, in the case in which
such corporation was not, on March 14,
1941, a member of an affiliated group
within the meaning of section 141, or

(ii) In case such corporation was a
member of an affiliated group on March
14, 1941, an amount which, together with
like losses computed subject to the pro-
visions of this part in the case of other
members of the group during the tax-
able year which were affiliated with
such corporation on March 14, 1941
within the meaning of section 141. is
equal to the ordinary net income of such

Page 134

§ 23.31

HeinOnline --  CFR, 1949 134 1949



Chapter I-Bureau of Internal Revenue

corporation for the taxable year increased
by the aggregate of the ordinary net in-
come and decreased by the aggregate of
the ordinary net losses of other members
of the affiliated group during the taxable
year which were affiliated with such cor-
poration on March 14, 1941, within the
meaning of section 141, and increased
further in an amount equal to any excess
of aggregate capital gains over aggregate
capital losses of such corporations,
such capital gains and losses, and ordi-
nary net income and net losses, as the
case may be, being determined pursuant
to the provisions of this part but with-
out regard to the provisions of para-
graphs (d) (1) (iv) and (d) (2) (iii) (b)
of this section and without regard to the
losses In question;

(iii) The portion of any loss otherwise
allowable as a deduction for the taxable
year which is disallowed pursuant to the
provisions of subdivisions (i) and (ii)
of this subparagraph shall, to the ex-
tent that it constitutes a net capital
loss within the provisions of section 117
or a net operating loss within the provi-
sions of section 122, be considered as a
net capital loss or a net operating loss,
as the case may be, in respect of those
members of the group by reference to
which the amount of the deduction dis-
allowed under subdivisions (i) and (ii)
of this subparagraph was determined,
originating, for the purpose of the
carry-back provisions, in a taxable year
subsequent to the last taxable year in
respect of which their income was in-
cluded in a consolidated return, and, for
the purpose of the carry-over provisions,
in a taxable year prior to the first tax-
able year in respect of which their in-
come was included in a consolidated
return;

(iv) The provisions of subdivisions (I)
and (ii) of this subparagraph shall not
apply with respect to the common parent
corporation of an affiliated group formed
subsequent to March 14, 1941, or to the
common parent corporation or subsid-
iaries of a group in existence on March
14, 1941, acquiring new members sub-
sequent to March 14, 1941, or with re-
spect to subsidiaries becoming members
of the group subsequent to March 14,
1941:

(a) If the group consists solely of the
common parent corporation and one or
more subsidiaries created, directly or in-
directly, by the common parent corpora-
tion or by other members of the group;

(b) If, immediately after the corpora-
tion involved became a member of the
group, common parent corporation or
subsidiary, as the case may be, stock pos-
sessing at least 95 percent of the voting
power of all classes of its stock then out-
tanding and at least 95 percent of each
class of its nonvoting stock then out-
standing is owned, directly or indirectly,
by substantially the same interests by
which such stock was owned on March
14, 1941;

(c) If the affiliated group involved was
formed, or the new subsidiary became a
member of the group, as an incident to
an involuntary conversion or to a trans-
fer made pursuant to an order of the
Securities and Exchange Commission, the
Federal Communications Commission,
the Interstate Commerce Commission, or
a similar regulatory body of State or
Federal Government; or

(d) To the extent to which, upon con-
sideration of the facts or circumstances
presented by the particular case, the
Commissioner determines that a consoli-
dated net income computed with respect
to the affiliated group but without regard
to those subdivisions will not serve to dis-
tort the income tax liability of the group
or of any of its members.

(e) Statements and schedules for
subsidiaries. The statement of gross
income and deductions and the several
schedules required by the instructions
on the return must be prepared and
filed by the common parent corporation
in columnar form so that the details of
the items of gross income, deductions,
and credits, for each member of the
affiliated group, may be readily audited.
Such statements and schedules shall in-
clude in columnar form a reconcilia-
tion of surplus for each such corpora-
tion, together with a reconciliation of
the consilidated surplus. Consolidated
balance sheets as of the beginning and
close of the taxable year of the group,
taken from the books of the members
of the group, shall accompany the con-
solidated return prepared in a form
similar to that required for reconcilia-
tion of surplus.

(f) Net operating loss deduction, net
operating loss credit, and dividend carry-
over after consolidated return period. (1)
The consolidated net operating loss
(whether computed for the purpose of
the deduction or the credit) or the un-
used consolidated basic surtax credit of
an affiliated group for any consolidated

Page 135

§ 23.31

HeinOnline --  CFR, 1949 135 1949



Title 26-internal Revenue

return period beginning prior to Janu-
ary 1, 1942, shall be used in computing
the net operating loss deduction, the
net operating loss credit, or the dividend
carry-over, as the case may be, in the
return of the common parent corpora-
tion (or the consolidated net operating
loss deduction, the consolidated net op-
erating loss credit, or the consolidated
dividend carry-over in the consolidated
return of another affiliated group of
which such common parent becomes a
member) for a taxabie year subsequent
to the last consolidated return period of
the group in the same manner, to the
same extent, upon the same conditions,
and subject to the same limitations as if,
during the taxable year in which such
loss or such unused basic surtax credit
originated and continuing to the date
of the termination of the group, the
group had been a single corporation, the
common parent corporation; and no net
operating loss or unused basic surtax
credit attributable to a consolidated re-
turn period beginning prior to January
1, 1942, shall be used in computing the
net operating loss deduction, the net
operating loss credit, or the dividend
carry-over of a subsidiary (or the con-
solidated net operating loss deduction,
the consolidated net operating loss
credit, or the consolidated dividend
carry-over of another affiliated group
of which such subsidiary becomes a
member) for any taxable year subse-
quent to the last consolidated return
period of the group. No part of any un-
used basic surtax credit of a corporation
for a year prior to the first taxable year
in respect of which its income is in-
cluded in the consolidated return, if the
consolidated return year begins prior to
January 1, 1942, shall be used in comput-
ing the dividend carry-over of such cor-
poration (or the consolidated dividend
carry-over of another affiliated group of
which it becomes a member) for any tax-
able year subsequent to the last consoli-
dated return period, but any part of such
unused basic surtax credit which, except
for this restriction, might be so used
shall be treated as attributable to the
common parent corporation of the group
for a year in which such common parent
had no adjusted net income and no other
basic surtax credit. No part of any net
operating loss sustained by a corporation
prior to the first taxable year in respect
of which its income is included in the
consolidated return, if the consolidated
return year begins prior to January 1,
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1942, shall be used in computing the net
operating loss deduction of such corpora-
tion (or the consolidated net operating
loss deduction of another affiliated group
of which it becomes a member) for any
taxable year subsequent to the last con-
solidated return period, but any part of
such net operating loss which, except for
this restriction, might be so used shall
be treated as having been sustained by
the common parent corporation of the
group.

(2) The consolidated net operating
loss (whether computed for the purpose
of the deduction or the credit) of an affil-
iated group for a consolidated return pe-
riod beginning after December 31, 1941,
or the unused consolidated basic surtax
credit of such group for such period,
shall be used in computing the consol-
idated net operating loss deduction, the
consolidated net operating loss credit, or
the consolidated dividend carry-over, as
the case may be, notwithstanding that
one or more corporations, members of
the group in the taxable year in which
such loss or such unused basic surtax
credit originates, make separate returns
(or join in a consolidated return made
by another affiliated group) for a subse-
quent taxable year (or, in the case of a
carry-back computation, for a preceding
taxable year), but only to the extent
that such consolidated net operating
loss or such unused consolidated basic
surtax credit is not attributable to such
corporations; and such portion of such
consolidated net operating loss or such
unused consolidated basic surtax credit
as Is attributable to the several corpora-
tions making separate returns (or join-
ing in a consolidated return made by
another affiliated group) for a subse-
quent taxable year (or, in the case of a
carry-back computation, for a preceding
taxable year) shall be used by such cor-
porations severally as carry-over, or as
carry-backs, in such separate returns, or
in such consolidated return, of the
other affiliated group. Any unused
basic surtax credit of a corporation for
a year prior to the first taxable year in
respect of which its income is included
in the consolidated return, if the consol-
idated return year begins after Decem-
ber 31, 1941, shall be used in computing
the dividend carry-over of such corpo-
ration (or the consolidated dividend
carry-over of another affiliated group of
which it becomes a member) for a sub-
sequent taxable year for which it makes
a separate return or joins in a consoli-
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dated return of another group, but only
to the extent that such unused basic sur-
tax credit was not absorbed in the com-
putation of the consolidated dividend
paid credit for the prior consolidated
return period. Any net operating loss
sustained by a corporation prior to the
first taxable years in respect of which
its income Is included in the consoli-
dated return, if the consolidated return
year begins after December 31, 1941,
shall be used in computing the net oper-
ating loss deduction of such corporation
(or the consolidated net operating loss
deduction of another affiliated group of
which it becomes a member) for a subse-
quent taxable year for which it makes
a separate return or joins in a consoli-
dated return of another group, but only
to the extent that such net operating
loss was not absorbed in the computa-
tion of the consolidated net operating
loss deduction for the prior consolidated
return period.

(g) Taxable year. Any period of less
than 12 months for which either a sep-
arate return or a consolidated return is
filed, under the provisions of § 23.13,
shall be considered as a taxable year.

(h) Carry-backs from taxable years
beginning after December 31, 1945. To
the extent that it may become necessary
under section 122 (b) of the Revenue Act
of 1945 to determine a net operating loss
for a taxable year beginning after De-
cember 31, 1945, or to determine an un-
used excess profits credit for any such
year, for the purpose of the excess profits
tax provisions of subehapter E of chap-
ter 2, any such determination in the case
of an affiliated group shall be made In all
respects as If a consolidated return for
such year, subject to the provisions of
Part 33 (26 CFR 1943 Cum. Supp.,
Supps.) were made or were required, If
a consolidated income tax return for
such year is made or is required under
the provisions of this part. If separate
income tax returns are properly filed for
any such year, the required excess profits
tax determinations shall be made as if
separate excess profits tax returns were
properly filed for such year, regardless
of the fact that consolidated returns
may have been filed for taxable years
beginning prior to January 1, 1946.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 3283,
T. D. 5340, 9 F. R. 2843, T. D. 5341, 9 F. R.
2844, T. D. 5397, 9 F. R. 9883, T. D. 5476, 10
F. R. 11698]

§ 23.32 Method of computation of in-
come for period of less than 12 months.
If a corporation, during the taxable year
of the group, becomes a member or ceases
to be a member of an affiliated group
which makes or is required to make a
consolidated return for such year, the
income of such corporation to be included
in the consolidated return shall be com-
puted on the basis of its income as shown
by its books if the accounts are so kept
that the income for the period during
which it is a member of the group can be
clearly and accurately determined. If
the accounts are not so kept, the income
to be included in the consolidated return
shall be computed on the basis of that
proportion of its income (subject to the
elimination of items exempt from taxa-
tion and the addition of Items not allow-
able as deductions in computing net
income) for the full period covered by
its books which the number of days for
which its income is included In the con-
solidated return bears to the number of
days in the full period covered by its
books; but in the discretion of the Com-
missioner there may be eliminated before
the proration is made items of income or
deduction clearly and accurately deter-
mined to be attributable to particular
periods, and, after the proration Is made,
such eliminated items will be added to
(if items of income) or deducted from
(if deductible items) the income deter-
mined by proration for the period to
which such Items are applicable. The
credits allowable under sections 13 and 14
of the Code prior to its amendment by
section 201 of the Revenue Act of 1939,
and under section 13 of the Code as
amended shall be given for the period
to which they are properly applicable
under the facts in the case.
[Regs. 104, 5 F. R. 7]

§ 23.33 Gain or loss from. sale of stock,
or bonds or other obligations. Gain or
loss from the sale or other disposition
(whether or not during a consolidated
return period), by a corporation which
during any period of time (included in a
taxable year beginning after December
31, 1938) has been a member of an affili-
ated group which makes or is required
to make a consolidated return, of any
share of stock or any bond or obligation
issued or incurred by another cor-
poration which during any part of
such period was a member of the same
group, shall be determined, and the ex-
tent to which such gain or loss shall be
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recognized and shall be taken into ac-
count shall also be determined, in the
same manner, to the same extent, and
upon the same conditions as though such
corporations had never been affiliated
(see sections 111 to 115, inclusive, and
section 117, and the regulations there-
under), except:

(a) In the case of a disposition (by
sale, or in complete or partial liquida-
tion not involving cash in an amount in
excess of the adjusted basis of both the
stock and the bonds and other indebted-
ness liquidated, or otherwise) during a
consolidated return period to another
member of the group (see §§ 23.31 and
23.37); and

(b) That the basis for determining the
gain or loss, in the case of shares of stock,
or in the case of bonds or other obliga-
tions, held during any part of a consoli-
dated return period, shall be determined
in accordance with §§ 23.34 and 23.35;
and

(c) As provided in § 23.36 (imposing
certain limitations upon losses otherwise
allowable upon sales of stock, or bonds
or other obligations).
[Regs. 104, 5 F. R. 7, as amended by T. D.
5441, 10 F. R. 24251

§ 23.34 Sale of stock; basis for deter-
mining gain or loss-(a) Scope of section.
This section prescribes the basis for de-
termining the gain or loss upon any sale
or other disposition (referred to as "sale"
in this section) by a corporation, which
is (or has been) a member of an affiliated
group which makes (or has made) a
consolidated return for any taxable year,
of any share of stock issued by another
member of such group (whether issued
before or during the period that it was
a member of the group and whether is-
sued before, during, or after the taxable
year 1929), and held by the selling cor-
poration during any part of a period for
which a consolidated return is made or
required under the regulations in this
part.

(1) For the basis in the case of a sale
which does not break the affiliation and
which is made during a taxable year for
which a return is required to be filed on
or before March 1, 1945, see paragraph
(b) of this section.

(2) For the basis in the case of a sale
which does not break the affiliation and
which is made during a taxable year for
which a return is required to be filed after
March 1, 1945, and in the case of a sale
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made at any time which breaks the af-
filiation, see paragraph (c) of this sec-
tion.

(3) For the basis in the case of a sale
made after the selling corporation has
ceased to be a member of the affiliated
group, see paragraph (d) of this section.

(4) For the basis in the case of a sale
of bonds see § 23.35.

(b) Sales made during taxable year
for which return required on or before
March 1, 1945, which do not break affli-
ation. (1) With respect to a sale made
during a taxable year for which the last
day prescribed by law for the filing of a
return fell on or before March 1, 1945,
the date on which the Treasury Decision
5441 (10 F. R. 2425) was filed with the
Division of the Federal Register, if, not-
withstanding such sale, the issuing cor-
poration remains a member of the affili-
ated group, the basis shall be determined
and adjusted in the same manner as if
the selling corporation and the issuing
corporation had never been members of
an affiliated group.

(2) But see § 23.38 (b), relating to in-
tercompany transactions.

(c) Sales made during taxable year
for which return required after March 1,
1945, which do not break affiliation; and
sales made at any time which break af-
filiation. If the sale is made within a
period during which the selling corpora-
tion is a member of the affiliated group,
whether or not during a consolidated
return period, and whether or not, as a
result of such sale, the issuing corpora-
tion ceases to be a member of the group
(not including sales made during a tax-
able year for which the last day pre-
scribed by law for the filing of the re-
turn fell on or before March 1, 1945, if
such sale did not break the affiliation),
the basis shall be determined as follows:

(1) The aggregate bases of all shares
of stock of the issuing corporation held
by each member of the affiliated group
(exclusive of the issuing corporation)
immediately prior to the sale shall be
determined separately for each member
of the group and adjusted in accordance
with the Code, but without regard to
any adjustment under the last sentence
of section 113 (a) (11) relating to losses
of the issuing corporation sustained by
such corporation after it became a mem-
ber of the affiliated group.

(2) From the combined aggregate bases
as determined in subparagraph (1) of
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this paragraph, there shall be de-
ducted the sum of the losses of such
issuing corporation sustained during
taxable years for which consolidated
income tax return were made or were
required (whether the taxable year 1929
or any prior or subsequent taxable
year) after such corporation became a
member of the affiliated group and prior
to the sale of the stock to the extent
that such losses could not have been
availed of by such corporation as a net
loss or net operating loss in computing
its net income for such taxable years
if it had made a separate return for each
of such years, reduced by any losses of
the issuing corporation apportioned un-
der this section to its stock sold or other-
wise disposed of in a prior transaction,
disregarding any transaction between
members of the affiliated group during a
consolidated return period which did not
constitute a partial liquidation of the
issuing corporation. For any taxable
year in which the group sustained a con-
solidated loss not availed of in prior or
subsequent years as a deduction under
net loss or net operating loss provisions,
the amount deducted under this para-
graph shall be further reduced by an
amount equal to that proportion of such
consolidated loss which the loss of the
issuing corporation for the year in which
such loss was sustained bears to the ag-
gregate losses of the members of the
group for such year;

(3) The sum of the aggregate bases of
all shares of stock, after making the de-
duction under subparagraph (2) of this
paragraph, shall then be apportioned
among the members of the affiliated
group which hold stock of the issuing
corporation, by allocating to each such
member that proportion of the sum of
the aggregate basis so reduced which the
aggregate basis of the stock in the issu-
ing corporation held by such member
bears to the sum of the aggregate bases;

(4) The aggregate basis as determined
under subparagraph (3) of this para-
graph for each member of the affiliated
group shall then be equitably appor-
tioned among the several classes of stock
of the issuing corporation held by such
member according to the circumstances
of the case-ordinarily by allocating to
each class of such stock that proportion
of the aggregate basis which the basis of
each class of such stock held by it at the
time of the sale is to the sum of the bases
of the several classes of such stock held
by it;

(5) The basis of each share of stock
of each class held by a member of the
affiliated group shall then be determined
by dividing the basis apportioned to such
class under suparagraph (4) of this sub-
paragraph by the total number of shares
of such class held by it.

APPLICATION OF PARAGRAPH (C) (2)

Corporations P and S are affiliated and
make consolidated returns showing the fol-
lowing gains and losses (losses indicated by
parentheses) :

Year PConsoli-
dated

1929 ------------- ($10,000) ($20, 000) ($20, 000)
1930 ------------- 15,000 (18,000) (3, 000)
1931 -------------- 13,000 (10,000) 3,000
1932 --------- _--- 12,000 8,000 20,000
1933 ------------- 8,000 (4,000) 4, 000
1934 ------------- - 10,000 (20,000) (10, 000)
1935 -------------- 20,000 30,000 50,000
936 --------------- 10, 000 20,000 30, 000

1937 -------------- 10, 000 (5, 000) 5, 000
1938 -------------- 20, 000 (30, 000) (10, 000)

On January 1, 1939, P sells the stock of S.
The adjustment to be made to the basis of
the stock for losses sustained by S during the
consolidated return periods is $58,000, com-
puted as follows:

Exte Reduc-ent tion of Adjust-separate- Adjust-
tly avail- adjust- ment

Year of loss Amount able to S men tby aert
elos as net reason of unr closs consoli-losde- dtd (2)

dcin loss

1929 ------------ $20,000 $0 $18,000 $2,000
1930 ------------ 18,000 0 3,000 15,000
1931 ------------ 10,000 8,000 0 2,000
1933 ------------ 4,000 0 0 4,000
1934 ------------ 20, 000 0 10,000 10,000
1937 ------------ , 5,000 0 0 5,000
1938 ------------ 30,000 0 10,000 20,000

107,000 8,000 41,000 58,000

APPLICATION OF PARAGRAPH (C) (3)

Corporations P, S1, and S,, are affiliated
and make consolidated calendar year returns
for 1937, 1938, and 1939. The aggregate
bases of the stocks of the affiliated corpora-
tions in the hands of the members of the
affiliated groups are as follows:

Common Percent

Aggregate basis of S, stock in the
hands of P ...................... $100, 000 100

Aggregate basis of S stock in the
hands of P --------------------- 50,000 50

Aggregate basis of S2 stock in the
hands of Si --------------------- 50,000 50
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On January 1, 1940, P sells its stock in S2.
The sum of the aggregate bases of the stock
of S2 in the hands of P and S, is $100,000.
Assuming that the adjustment under para-
graph (c) (2) is $20,000, such sum is re-
duced to $80,000. This sum ($80,000) is ap-
portioned between P and S, by allocating to
each corporation $40,000, that is, that pro-
portion of the $80,000 which the aggregate
basis of S2 stock in the hands of each cor-
portation ($50,000) bears to the sum of the
aggregate bases ($100,000). Accordingly, the
basis for determining gain or loss from the
sale of S. stock by P is $40,000.

(d) Sales after selling corporation has
ceased to be member of affiliated group.
If the sale is made after the selling cor-
poration has ceased to be a member of
the affiliated group, such basis shall be
determined in accordance with para-
graph (c) of this section, except that:

(1) The aggregate basis (under para-
graph (c) (1) of this section) shall be
determined for all shares of the issuing
corporation held by each member of the
group immediately prior to the time the
selling corporation ceased to be a mem-
ber of the group (rather than immedi-
ately prior to the sale) ;

(2) The reduction (under paragraph
(c) (2) of this section) with respect to
losses apportioned to stock sold or other-
wise disposed of in prior transactions
shall be determined without regard to
the transaction which terminated the af-
filiation and all subsequent transactions.

(3) The allocations (under paragraph
(c) (3) of this section) shall be made to
each member of the group which held
stock of the issuing corporation immedi-
ately prior to the time the selling cor-
poration ceased to be a member of the
group (rather than to the members
holding such stock at the time of the
sale); and

(4) The basis of each share of stock
held by the selling corporation (deter-
mined, as above, as of the time the sell-
ing corporation ceased to be a member
of the group) shall then be adjusted in
accordance with the Code (see, partic-
ularly, sections 111 to 115, inclusive), In
order to determine the basis at the time
of the sale.

(e) Definition of "loss," "consoli-
dated loss," and "net loss" or "net oper-
ating loss." As used in this section the
term "loss" means the excess over the
gross income of the issuing corporation
of the sum of its allowable deductions
(not including any net loss or net oper-
ating loss deduction) plus the propor-
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tionate part properly attributable to
such corporation of the credits relating
to interest on certain Government obli-
gations and dividends received allowable
in computing consolidated normal-tax
net income, the consolidated special class
net income, or consolidated net income
subject to tax; the term "consolidated
loss" means the excess of the sum of the
losses, separately computed, over the sum
of the normal-tax net income, the special
class net income, or the net income sub-
ject to tax, separately computed, of the
several members of the affiliated group,
determined in accordance with the pro-
visions of the Code, or the Revenue Act,
and pursuant to the provisions of consoli-
dated returns regulations, applicable to
the period; and the term "net loss" or
"net operating loss" means the net loss
or net operating loss, as the case may be,
determined in accordance with the pro-
visions of the Code, or the Revenue Act,
and pursuant to the provisions of con-
solidated returns regulations, applicable
to the period.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 3283,
T. D. 5441, 10 F. R. 2425]

§ 23.35 Sale of bonds or other obliga-
tions; basis for determining gain or loss.
In the case of a sale or other disposition
by a corporation, which is (or has been)
a member of an affiliated group which
makes (or has made) a consolidated in-
come tax return for any taxable year,
of bonds or other obligations issued or
incurred by another member of such
group (whether or not issued or incurred
while it was a member of the group and
whether issued or incurred before, dur-
ing, or after the taxable year 1929) and
held by the selling corporation during
any part of a period for which a consoli-
dated return Is made or required under
the regulations, the basis of each bond
or obligation, for determining the gain
or loss upon such sale or other disposi-
tion, determined in accordance with the
Code, but without regard to any ad-
justment under the last sentence of sec-
tion 113 (a) (11), shall be decreased
(except as otherwise provided in this
section) by the excess, if any, of the ag-
gregate of the deductions computed
under paragraph (c) (2) or (d) of
§ 23.34 over the sum of the aggregate
bases of the stock of the debtor corpo-
ration as computed under paragraph ()
(1) or (d) of this section, as the case
may be, held by the members of the
group. The adjustment with respect to
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so much of such deductions as is based
upon losses sustained during the taxable
year 1929 and subsequent taxable years
for which the last day prescribed by law
for the filing of the return fell on or be-
fore March 1, 1945, the date on which
Treasury Decision 5441 (10 F. R. 2425)
was filed with the Division of the Federal
Register, and availed of on consolidated
returns filed for such years shall be made
only in those cases in which the sales or
other disposition of such bonds or other
obligations resulted in a loss. (See, also,
§ 23.40, relating to disallowance of loss
upon intercompany bad debts.)
[T. D. 5441, 10 F. R. 24251

§ 23.36 Limitation on allowable losses
on sale of stock, or bonds or other ob-
ligations-(a) General rule. No loss
shall be allowed under § 23.33, § 23.34,
or § 23.35 upon the sale or other disposi-
tion of stock or bonds or obligations to
the extent that such loss is attributable
to (1) transfers of assets within the
affiliated group (by sale, gift, or other-
wise) without consideration or at mar-
kedly fictitious values, during the period
in which the corporations were affiliated
(whether or not a consolidated return
was made and whether before, during,
or after the first taxable year beginning
after December 31, 1938), or (2) a dis-
tribution during a period in which the
corporations were affiliated of earnings
or profits accumulated prior to the date
upon which the distributing corporation
became a member of the group.

(b) Qualification of general rule. Par-
agraph.(a) of this section shall not be
considered as in any way limiting the
operation of the provisions of the Code
relating to the basis for determining
gain or loss upon the sale or other dis-
position of property (see sections 111 to
115, inclusive), but as being in amplifi-
cation of and not in substitution for
such provisions; subject, however, to
this qualification: that to the extent that
the transfers of assets referred to in par-
agraph (a) of this section are taken into
account under the terms of the Code in
making adjustments in the basis, such
transfers will not be taken into account
in denying losses under paragraph (a)
of this section.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784]

§ 23.37 Liquidations; recognition of
gain or loss-(a) During consolidated
return period. (1) Gain or loss shall not

be recognized upon a distribution during
a consolidated return period, by a mem-
ber of an affiliated group to another
member of such group, in cancellation or
redemption of all or any portion of its
stock, except:

(i) Where such distribution is in com-
plete liquidation and redemption of all
of its stock (whether in one distribution
or a series) and of its bonds and other
indebtedness, if any, falls without the
provisions of section 112 (b) (6), and is
the result of a bona fide termination of
the business and operations of such
member of the group, in which case the
adjustments specified in §§ 23.34 and
23.35 will be made and § 23.36 will be
applicable, or

(ii) Where such a distribution without
the provisions of section 112 (b) (6) is
one made in cash in an amount in ex-
cess of the adjusted basis of the stock,
and bonds and other indebtedness, in
which case gain shall be recognized to
the extent of such excess.

(iII) Where such distribution is in
complete liquidation and redemption of
all of the stock (whether in one distri-
bution or a series), falls without the
provisions of section 112 (b) (6), and
is the result of a bona fide termination
of the business and operations of such
member of the group, in which case it
shall be treated as a sale of the stock,
the adjustments specified in §H 23.34 and
23.35 will be made, and § 23.36 will be
applicable; and

(iv) Where such a distribution with-
out the provisions of section 112 (b) (6)
is one made in cash in an amount in ex-
cess of the adjusted basis of the stock.

(2) When the business and operations
of the liquidated member of the affiliated
group are continued by another member
of the group, it shall not be considered a
bona fide termination of the business
and operations of the liquidated mem-
ber. (With respect to the acquisition of
its bonds by the issuing company, see
§ 23.41 (b).)

(3) For the purpose of determining
whether an affiliated corporation receiv-
ing property in a liquidating distribution
qualifies under the provisions of section
112 (b) (6) (A), the aggregate amount
of the stock of the liquidated corporation
owned by the several members of the
affiliated group on the date of the adop-
tion of the plan of liquidation and at all
times subsequent thereto and prior to
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the receipt of the property in liquidation
shall be considered as owned by the
distributee.

(b) After consolidated return period.
In case any such distribution is made
after a consolidated return period,
whether in complete or partial liquida-
tion, except a complete liquidation
within the provisions of section 112 (b)
(6), with respect to stock and with re-
spect to bonds, debentures, notes, cer-
tificates, and other indebtedness of the
liquidated corporation acquired prior to
or during any taxable year subsequent
to 1928 for which a consolidated income
or excess-profits tax return was filed, the
adjustments specified in §§ 23.34 and
23.35 will be made, and § 23.36 will be
applicable.
[Regs. 104, 5 F. R. 7, as amended by T. D.

5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 32831

§ 23.38 Basis of property-(a) Gen-
eral rule. Subject to the provisions of
paragraphs (b) and (c) of this section
and except as otherwise provided In
§§ 23.34 and 23.39, the basis during a
consolidated return period for deter-
mining the gain or loss from the sale or
other disposition of property, or upon
which exhaustion, wear and tear, obso-
lescence, and depletion are to be al-
lowed, shall be determined and adjusted
In the same manner as if the corporations
were not affiliated (see sections 111 to
115, inclusive), whether such property
was acquired before or during a consoli-
dated return period. Except as other-
-wise provided in § 23.39, such basis im-
mediately after a consolidated return
period (whether the affiliation has been
broken or whether the privilege of mak-
Ing a consolidated return is not exer-
cised) shall be the same as immediately
prior to the close of such period.

(b) Intercompany transactions. The
basis prescribed in paragraph (a) of this
section shall not be affected by reason of
a transfer during a consolidated return
period, other than upon liquidation as
provided in paragraph (c) of this sec-
tion (whether by sale, gift, dividend, or
otherwise), from a member of the affili-
ated group to another member of such
group.

(c) Basis after liquidation. (1)
Where property is acquired during a tax-
able year beginning after December 31,
1938, upon a distribution described in
§ 23.37 (a) in which gain or loss is rec-
ognized to the distributee, the basis of

such property shall be its fair market
value at date of acquisition.

(2) Where property is acquired dur-
ing a taxable year beginning after De-
cember 31, 1938, upon a distribution in
which gain or loss to the distributee Is
not recognized pursuant to the provi-
sions of section 112 (b) (6), the basis of
such property shall be the same as it
would be in the hands of the transferor.

(3) Where property is acquired during
a taxable year beginning after Decem-
ber 31, 1938, upon a distribution (not a
complete liquidation within the provi-
sions of section 112 (b) (6) in which
gain or loss to the distributee is not recog-
nized as provided in § 23.37 (a), the basis
of such property shall be the same as the
basis (determined in accordance with
sections 111 to 115, inclusive, and §§ 23.34
and 23.35) of the stock and the bonds and
other obligations exchanged therefor,
adjusted:

(I) For the transfer of assets within
the affiliated group by the distributing
corporation (by sale, gift, or otherwise)
without consideration or at markedly fic-
titious values, during the period for
which the corporations were affiliated
(whether or not a consolidated return
was made and whether before, during, or
after the first taxable year beginning
after December 31, 1938) ;

(ii) For distributions during a con-
solidated return period of earnings or
profits accumulated prior to the date
upon which the distributing corporation
became a member of the group; and

(liI) For cash received in the distribu-
tion.

(4) Where property was acquired
either during the month of December
1938 upon a distribution in which gain
or loss to the distributee was recognized
pursuant to the provisions of section
112 (b) (7) of the Revenue Act of 1938,
or during some one calendar month of
1944 upon a distribution in which gain
or loss to the distributee was recognized
pursuant to the provisions of section 112
(b) (7) of the Code, as added by sec-
tion 120 (a) of the Revenue Act of 1943,
the basis of such property shall be the
same as the basis (determined in ac-
cordance with sections 111 to 115, Inclu-
sive, and § 23.34) of the stock exchanged
therefor, adjusted:

(I) For the transfer of assets within
the affiliated group by the distributing
corporation (by sale, gift, or otherwise)
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without consideration or at markedly
fictitious values, during the period for
which the corporations were affiliated
(whether or not a consolidated return
was made and regardless of the taxable
year in which such transfer occurred);

(ii) For distributions during a con-
solidated return period of earnings or
profits accumulated prior to the date
upon which the distributing corporation
became a member of the group;

(iii) For cash received in the distribu-
tion; and

(iv) For the amount of gain recog-
nized to the distributee in the liquidation.

(d) Bhsis not affected by acquisition
or sale of stock. Neither the acquisition
of stock of a corporation nor its sale or
other disposition shall affect the basis of
the property of such corporation for de-
termining gain or loss or upon which ex-
haustion, wear and tear, obsolescence,
and depletion are to be allowed.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5441, 10 F. R. 24251

§ 23.39 Inventories-(a) Years be-
ginning prior to January 1, 1941-()
Consolidated return made alter separate
return. Where a corporation has made
a separate return and in the succeeding
taxable year is a member of an affiliated
group which makes a consolidated re-
turn, the value of its opening inventory
to be used in computing the consolidated
net income for such succeeding taxable
year shall be the proper value of the
closing inventory used in computing its
net income for the preceding taxable
year. For example, Corporation S made
a separate return for 1938. It becomes
a member of an affiliated group for 1939.
Its closing inventory for 1938 was
$100,000. The opening inventory for
1939 will be $100,000, assuming that its
closing inventory for 1938 was properly
computed.

(2) Separate return made after con-
solidated return. If a corporation has
been a member of an affiliated group
which has made a consolidated return
and in the succeeding taxable year makes
a separate return, the value of the open-
ing inventory to be used in computing
its net income for such succeeding tax-
able year shall be the proper value of
the closing inventory used in computing
consolidated net income for the preced-
ing taxable year. For example, Cor-
poration S joins in making a consolidated
return for 1938 and makes a separate

return for 1939. The proper value of its
closing Inventory for 1938 after eliminat-
ing intercompany profits is $90,000. Ac-
cordingly its opening inventory for com-
puting its net income for 1939 will be
$90,000.

(b) Years beginning after December
31, 1940-1) Consolidated return for
first year of affiliation. If the income of
an affiliated corporation is included in a
consolidated return for the period imme-
diately following the date upon which
such corporation became a member of
the affiliated group, the value of its open-
ing inventory to be used in computing
the consolidated net income shall be the
proper value of the closing inventory
used in computing its net income for the
preceding taxable year.

(2) Consolidated return after separate
return by affiliates. If a corporation
which is a member of the affiliated group
for the first consolidated return period
was a member of the group in the pre-
ceding taxable year, the value of its

.opening inventory to be used in comput-
ing the consolidated net income for the
first consolidated return period shall be
the proper value of the closing inventory
used in computing its net income for the
preceding taxable year decreased in the
amount of profits or increased in the
amount of losses reflected in such inven-
tory which arose in transactions between
members of the affiliated group and
which have not been realized by the
group through final transactions with
persons other than members of the
group.

(3) Separate returns made after con-
solidated r e t u r n s. If a corporation
which was a member of an affiliated
group in a consolidated return period
makes or is required to make a separate
return for the succeeding taxable year,
the value of its opening inventory to be
used in computing its net income for
such succeeding taxable year shall be
the proper value of its closing inventory
used in computing consolidated net in-
come for the last consolidated return
period increased in the amount of profits
or decreased in the amount of losses
eliminated in the computation of such
inventory as profits or losses arising in
transactions between members of the
affiliated group, but in an amount not
exceeding, in the case of profits, either
the amount of profits arising from such
intercompany transactions reflected in
the closing inventory of such corpora-
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tion for such succeeding taxable year
or the amount of such Intercompany
profits eliminated from its opening in-
ventory for its first consolidated return
period pursuant to the provisions of sub-
paragraph (2) of this paragraph, and not
exceeding, in the case of losses, either
the amount of losses arising from inter-
company transactions reflected in the
closing inventory for such corporation
for such succeeding taxable year or the
amount of such intercompany losses
eliminated from its opening inventory
for its first consolidated return period
pursuant to the provisions of subpara-
graph (2) of this paragraph.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5244, 8 F. R. 32831

§ 23.40 Bad debts-(a) Deduction
during consolidated return period. No
deduction shall be allowed during a con-
solidated return period to any member
of the affiliated group on account of
worthlessness in whole or in part of any
obligation (including accounts receiv-
able, bonds, notes, debts, and claims of
whatsoever nature) of any other cor-
poration which was a member of the
group as of the last day of the taxable
year or which was liquidated by the
group during such year, except as a loss
resulting from a bona fide termination of
the business and operations of such other
corporation, whether in liquidation or
otherwise, in which case the loss will be
computed subject to the adjustments
specified in § 23.35, and the provisions of
§ 23.36 shall be applicable.

(b) Limitation of allowance after con-
solidated return period. With respect to
obligations (including accounts receiv-
able) of a member of an affiliated group
acquired in any way by another mem-
ber of the group prior to or during any
taxable year subsequent to 1928 for
which a consolidated income or excess
profits tax return was filed, the adjust-
ments prescribed with respect to the al-
lowance of losses upon the sale of bonds
shall be applicable to the allowance of
any bad debt deduction for any period
subsequent to the consolidated return
period. (See § 23.35.)
[T. D. 5244, 8 F. R. 3283]

§ 23.41 Sale and retirement by cor-
poration of its bonds-(a) Issued at dis-
count or premium. If a corporation
which during any taxable year (begin-
ning after December 31, 1938) has been
a member of an affiliated group which
makes or is required to make a consoll-
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dated return, has issued its bonds at a
discount or premium (whether before,
during, or after the first taxable year
beginning after December 31, 1938, and
whether or not during a consolidated
return period), deduction will be allowed
for the amortization of the discount, and
Income included for the amortization of
the premium, in the same manner, to
the same extent, and upon the same con-
ditions as if the corporation had never
been affiliated, except that no deduction
for amortization of discount shall be
allowed, and no income shall be included
for amortization of premium, during a
period for which a consolidated return is
made, on bonds of one member of the
group owned by another member of the
group.

(b) Acquisition of bonds by issuing
company. If a corporation which dur-
ing any taxable year (beginning after
December 31, 1938) has been a member
of an affiliated group which makes or is
required to make a consolidated return,
acquires its bonds (whether or not from
another member of such group and
whether or not during a consolidated
return period), gain or loss shall be
recognized in the same maner, to the
same extent, and upon the same condi-
tions as if the corporation had never
been affiliated, except that, if such bonds
are acquired from another member of
the group during a consolidated return
period, and in a transaction other than
a distribution in a liquidation in which
gain or loss to the distributee is recog-
nized pursuant to § 23.37 (a) in deter-
mining the gain or loss to the issuing
company from such acquisition, the basis
thereof to such other member of the
group shall be deemed the purchase
price.
[Regs. 104, 5 F. R. 7, as amended by T. D.

5127, 7 F. R. 1784]

§ 23.42 Limitation on capital losses-
(a) Years beginning prior to January 1,
1941. The limitations provided by sec-
tions 23 (g) and (k), 117 (d) and (e), and
122 (d) upon deductions for losses from
sales or exchanges of capital assets shall
be applied, in respect of such losses sus-
tained during a consolidated return pe-
riod beginning prior to January 1, 1941,
to each member of the affiliated group In
the same manner, to the same extent and
upon the same conditions as if a sepa-
rate return were filed by such member,
except that gain or loss will not be
recognized upon sales or exchanges be-
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tween members of the group. (See,
however, § 23.37.)

(b) Years beginning alter December
31, 1940 and prior to January 1, 1942.
The provisions of sections 23 (g) and
(k), 117 (d) and (e), and 122 (d) with
respect to gains and losses from sales
or exchanges of capital assets shall
be applied, in respect of such gains and
losses sustained during a consolidated
return period beginning after December
31, 1940, and prior to January 1, 1942,
as if the affiliated group were the tax-
payer.

(1) With respect to a net short-term
capital loss sustained by a corporation in
a year prior to the first consolidated re-
turn period in respect of which the in-
come of such corporation is included in
the consolidated return, such loss (in an
amount not in excess of the net income
of such corporation for such year or in
excess of the net short-term capital gain
of such corporation for the first consoli-
dated return period) shall, for the pur-
poses of section 117 (e), relating to a net
short-term capital loss carry-over, be
treated as if such net short-term capital
loss had been sustained by the affiliated
group.

(2) A consolidated net short-term
capital loss sustained by the affiliated
group during the last consolidated return
period of the group (in an amount not
in excess of the consolidated net income
for such year) shall be treated in the
succeeding taxable year, subject to the
exception provided in section 117 (e), as
a short-term capital loss of the common
parent corporation. No portion of any
consolidated net short-term capital loss
sustained during a consolidated return
period of an affiliated group shall be used
in computing short-term capital losses of
a subsidiary for any subsequent taxable
year.

(c) Years beginning alter December
31, 1941. The provisions of sections 23
(g) and (k), 117 (d), (e), and (j), 122
(d), and 204 (c) (5), with respect to
gains and losses from sales or exchanges
of capital assets shall be applied, in re-
spect of such gains and losses sustained
during a consolidated return period be-
ginning after December 31, 1941, as if
the affiliated group were the taxpayer.

(1) With respect to a net short-term
capital loss sustained by a corporation In
its last taxable year beginning in 1941,
a year prior to the first consolidated re-
turn period in respect of which the in-

come of such corporation is included in
the consolidated return, such loss (in
an amount not in excess of the net in-
come of such corporation for such year
or in excess of the net short-term capi-
tal gain of such corporation for the first
consolidated return period) shall, for
the purposes of section 117 (e), relating
to net short-term capital loss carry-
overs, be treated as if such net short-
term capital loss had been sustained by
the affiliated group.

(2) With respect to a net capital loss
sustained by a corporation in a taxable
year beginning after December 31, 1941,
a year prior to the first consolidated
return period in respect of which its in-
come is included in a consolidated re-
turn, such loss (in an amount not in
excess of the net capital gain of such
corporation for succeeding consolidated
return periods) shall, for the purposes
of section 117 (e), relating to net capital
loss carry-overs, be treated as if such
net capital loss had been sustained by
the affiliated group.

(3) A consolidated net capital loss of
an affiliated group for a consolidated re-
turn period beginning after December
31, 1941, shall be considered as a consoli-
dated short-term capital loss in subse-
quent consolidated return periods not-
withstanding that one or more corpora-
tions, members of the group in the
taxable year in which such loss was
sustained, make separate returns for
subsequent taxable years (or join in a
consolidated return made by another
affiliated group), but only to the extent
that such consolidated net capital loss
is not attributable to such corporations;
and such portion of such consolidated
net capital loss as is attributable to the
several corporations making separate re-
turns (or joining in a consolidated re-
turn made by another affiliated group)
for a subsequent taxable year shall
be considered as a short-term capital
loss in such separate returns, or in such
consolidated return of the other affili-
ated group, but only to the extent that
such portion of such consolidated net
capital loss was not absorbed in Inter-
vening taxable years by net capital gains,
consolidated or separate, as the case may
be. Any net capital loss sustained by a
corporation prior to the first taxable year
in respect of which its income is included
In the consolidated return, if the con-
solidated return year begins after
December 31, 1941, shall be considered
as a short-term capital loss in the sep-

Page 145

§ 23.42

HeinOnline --  CFR, 1949 145 1949



Title 26-internal Revenue

arate return of such corporation (or the
consolidated return of another affiliated
group of which it becomes a member)
for a subsequent taxable year for which
it makes a separate return or joins in a
consolidated return of another group,
but only to the extent that such net
capital loss was not absorbed in inter-
vening taxable years by net capital gains,
consolidated or separate, as the case may
be.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 P. R. 1784, T. D. 5244, 8 F. R. 32831

§ 23.43 Credit for foreign taxes-(a)
Years beginning prior to January 1, 1941.
The credit allowed a domestic corpora-
tion for taxes paid or accrued during a
consolidated return period beginning
prior to January 1, 1941, to any for-
eign country or to any possession of the
United States (under section 131) shall
be computed in the same manner, and
upon the same conditions as if a sepa-
rate return were filed by such corpora-
tion, except:

(1) In computing the credit for a tax-
able year beginning prior to January 1,
1940, the "entire net income" for the tax-
able year shall be its separate net income
as defined in § 23.31 (c), and the "tax
against which such credit is taken"
shall be that proportion of the tax com-
puted upon the consolidated net income
of the affiliated group which is allocable
to such corporation,

(2) In computing the credit for a tax-
able year beginning after December 31,
1939, the "normal-tax net income" for

the taxable year shall be its normal-tax
net income computed as if a separate
return were filed except that the net in-
come used in such computation shall be
determined in accordance with the pro-
visions of § 23.31 (c), and the "tax
against which such credit is taken" shall
be that proportion of the tax computed
upon the consolidated normal-tax net
income of the affiliated group which is
allocable to such corporation, and

(3) The aggregate of the credits for
foreign taxes computed for each mem-
ber of the group shall be credited against
the tax computed upon the consolidated
net income of the group, or upon the
consolidated normal-tax net income of
the group, as the case may be.

Example: Corporations P, S, and S., liable
in fact to the tax computed without reduc-
tion by reason of any dividends received
credit or dividends paid credit, and having
no income consisting of interest on obliga-
tions of the United States and Government
corporations, are affiliated and make a con-
solidated return for 1939 showing the follow-
ing results (losses indicated by parentheses)

Foreign in-
come Foreign tax

0
.0 .3

~0

c
n ~

P ---- - $85, 000 $10, 000 $5, 000 $100, 000 $2, 000 $500
Si ------- (20, 000) (20, 00)
S2 ------- 50,000 (5, 60) ,0 5o, 00 - -- 50-00

115, 000 5, 000 10, 000 130, 000 2,000 1, 000

Consolidated net income --------------------------------------------------- $130,000
Income tax ---------------------------------------------------------------- 24,700
Allocation of tax:

p=100,000
100,0-00 X $24,700 = $16,466.67
1560,600

$=.------------------ None
50,000 $8,233.33

150,606 0 $24,700.00
Corporation P-

Limitation under section 131 (b) (1)

British income $10,000
o i 1 X$16,466.67=$1,646.67Trotal income 100,000

British tax --------------------- 2,000.00
Credit limitation --------------------------------------------------- $1 646.67
Canadian income $5,000
Total income 100,00

Canadian tax ---------------------- 500.00
Credit limitation (not in excess of tax paid) --------------------------- 500.00

Total limitation -------------------------------------------------- 2,146.67
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Corporation P-Continued

Limitation under section 131 (b) (2):
Total foreign income $15,000
Total income X $16,466.67 = $2,470.00

Credit allowable ---------------------------------------------------- $2, 146.67
Corporation S--

Limitation under section 131 (b) (1)

Canadian income $5,000 X $8 233.33 =$82S.33
Total income 50,000

Canadian tax --------------------- 500.00
Credit limitation (not in excess of tax paid) ------------------------- $500.00

Limitation under section 131 (b) (2):

Total foreign income (none)
Total income $50,000 $8,233.33= 0
Credit limitation --------------------- 0
Credit allowable --------------------------------------------------- None

Aggregate credits for foreign tax:
Corporation P ------------------------------------------------- $2,146.67
Corporation S2 ----------------------------------------------------- None

Total ----------------------------------------------------------- 2,146.67
Indome tax payable:

Income tax -------------------------------------------------------- $24,700.00
Credit for foreign income taxes ------------------------------------ 2,146.67

Balance of income tax -------------------------------------------- 22,553.33

(b) Years beginning after December
31, 1940. The credit allowed to an affili-
ated group for taxes paid or accrued dur-
ing a consolidated return period begin-
ning after December 31, 1940, to any for-
eign country or to any possession of the
United States (under section 131) shall
be computed and allowed as if the affili-
ated group were the taxpayer.
[Regs. 104, 5 F. R. 7, as amended by T. D.
5127, 7 F. R. 1784, T. D. 5441, 10 F. R. 24251

§ 23.44 Methods of accounting-Ca)
In general. For the purpose of determin-
ing consolidated net income, all members
of the affiliated group shall adopt that
method of accounting which clearly re-
flects the consolidated net income. A
method of accounting which does not
treat with reasonable consistency all
items of gross income and deductions of
the various members of the group shall
not be regarded as clearly reflecting the
consolidated net income. For example,
one member of the group will not be per-
mitted to report items of income or de-
ductions on the cash method of account-
ing, while another member of the same
group reports the same or similar items
on the accrual method. The provisions
of this paragraph are subject to the ex-
ceptions stated in paragraph (b) of this
section.

(b) Combination of methods. For the
purpose of determining consolidated net

819592--49-----11

income, if the members of an affiliated
group have established different methods
of accounting, each member may retain
such method with the consent of the
Commissioner, Provided, That the con-
solidated net income is clearly reflected,
and, Provided further, That intercom-
pany transactions affecting consolidated
net income, between members of the
group shall be eliminated and adjust-
ments on account of such transactions
shall be made with reference to a uni-
form method of accounting, to be se-
lected by the members of the group with
the consent of the Commissioner.

(c) Change to accrual method. In
the case of a corporation which previ-
ously has reported its income (whether
in a separate or a consolidated return)
in accordance with a method other than
the accrual method and is required un-
der this section to report its income for
the taxable year under the accrual meth-
od, items of income which accrued prior
to the taxable year but were properly
omitted in the determination of net in-
come under the method of accounting
formerly followed shall be included in
the income for the taxable year of the
change in accounting method, and items
of income which were properly included
in the determination of net income under
the method of accounting formerly fol-
lowed shall not beJncluded in the income

Page 147

§ 23.44

HeinOnline --  CFR, 1949 147 1949



Title 26-Internal Revenue

for the taxable year of the change or
any subsequent year. In such a case, de-
ductions which accrued prior to the tax-
able year but which were properly omit-
ted in the determination of net income
under the method of accounting formerly
followed shall be allowed for the taxable
year of the change in accounting method,
and deductions which were properly in-
cluded in the determination of net in-
come under the method of accounting
formerly followed shall not be allowed in
the determination of net income for the
taxable year of change or any subsequent
year.
[Regs. 104, 5 F. R. 7]

Part 29-Income Tax; Taxable
Years Beginning After Decem-
ber 31, 1941

Subpart A-introductory ProvisionsSec.

29.1-1 Scope and applicability of
regulations.

29.3-1 Division of regulations.
29.4-1 Application of regulations to

special classes of taxpayers.

Subpart B-General Provisions

RATES OF TAX

29.11-1 Income tax on individuals.
29.11-2 Citizens or residents of the

United States liable to tax.
29.11-3 Who is a citizen.
29.12-1 Surtax.
29.12-2 Computation of surtax.
29.12-3 Limitation on amount of tax.
29.13-1 Tax on corporations in gen-

eral.
29.14-1 Tax on special corporations.
29.15-1 Surtax on corporations.

COMPUTATION OF NET INCOME

29.21-1 Meaning of net income.
29.22 (a)-I What included in gross in-

come.
29.22 (a) -2 Compensation for personal

services.
29.22 (a)-3 Compensation paid other

than in cash.
29.22 (a)-4 Compensation paid in notes.
29.22 (a) -5 Gross income from busi-

ness.
29.22 (a)-6 State contracts.
29.22 (a)-7 Gross income of farmers.
29.22 (a)-8 Sale of stock and rights.
29.22 (a)-9 Sale of patents and copy-

rights.
29.22 (a)-10 Sale of good will.
29.22 (a)-11 Sale of real property in lots.
29.22 (a)-12 Annuities and insurance

policies.
29.22 (a)-13 Cancellation of indebtedness.
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Sec.
29.22 (a)-14 Creation of sinking fund by

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

a corporation of its own
capital stock.

29.22 (a)-16 Contributions to corporation
by shareholders.

29.22 (a)-17 Sale and purchase by corpo-
ration of its bonds.

29.22 (a)-18 Sale of capital assets by cor-
poration.

29.22 (a)-19 Income to lessor corporation
from leased property.

29.22 (a)-20 Gross income of corporation
in liquidation.

29.22 (a) -21 Trust income taxable to the
grantor as substantial
owner thereof.

29.22 (a)-22 Trust income taxable to per-
son other than grantor.

29.22 (b) -1 Exemptions; exclusions from
gross income.

29.22 (b) (1)-1 Life insurance; amounts
paid by reason of .the
death of the insured.

29.22 (b) (2)-1 Life insurance; endowment
contracts; amounts paid
other than by reason of the
death of the insured.

29.22 (b) (2)-2 Annuities.
29.22 (b) (2)-3 Transfers of life insurance,

endowment, or annuity
contracts.

29.22 (b) (2)-4 Annuity, etc., payments in
discharge of alimony ob-
ligations.

29.22 (b) (2)-5 Employees' annuities.
29.22 (b) (3)-i Gifts and bequests.
29.22 (b) (4)-i Interest upon State obliga-

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

stock of Federal agencies
or instrumentalities.

29.22 (b) (4)-3 Interest upon notes secured
by mortgages executed to
Federal agencies or instru-
mentalities.

29.22 (b) (4)-4 Interest upon United States
obligations.

29.22 (b) (4)-5 Treasury bond exemption in
the case of trusts of part-
nerships.

29.22 (b) (4)-6 Interest upon United States
obligations in the case of
nonresident aliens and
foreign corporations, not
engaged in business in the
United States.

29.22 (b) (9)-i Income from discharge of
indebtedness.

29.22 (b) (9)-2 Making and filing of con-
sent.

29.22 (b) (10)-i Income from discharge of
indebtedness of railroad
corporations.

29.22 (b) (11)-1 Exclusion from gross income
of lessor of real property of
value of improvements
erected by lessee.
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29.22 (b) (12)-1 Recovery of certain items

previously deducted.
29.22 (b) (13)-1 Compensation of members

of military and naval
forces.

29.22 (b) (14)-1 Mustering-out payments of
military and naval forces.

29.22 (c)-1 Need of inventories.
29.22 (c)-2 Valuation of inventories.
29.22 (c)-3 Inventories at cost.
29.22 (c)-4 Inventories at cost or market,

whichever Is lower.
29.22 (c)-5 Inventories by dealers in se-

curities.
29.22 (c)-6 Inventories of livestock rais-

ers and other farmers.
29.22 (c)-7 Inventories of miners and

manufacturers.
29.22 (c)-8 Inventories of retail mer-

chants.
29.22 (d)-I Inventories under elective

method.
29.22 (d) -2 Requirements incident to

adoption and use of elective
method.

29.22 (d)-3 Time and manner of making
election.

29.22 (d) -4 Adjustments to be made by
taxpayer.

29.22 (d)-5 Revocation of election.
29.22 (d)-6 Change from elective inven-

tory method.
29.22 (d)-7 Involuntary liquidation and

replacement.
29.22 (k)-1 Alimony and separate main-

tenance payments; income
to former wife.

29.22 (m)-I Services of child.
29.22 (n)-1 Adjusted gross income.
29.23 (a)-1 Business expenses.
29.23 (a)-2 Traveling expenses.
29.23 (a)-3 Cost of materials.
29.23 (a)-4 Repairs.
29.23 (a) -5 Professional expenses.
29.23 (a) -6 Compensation for personal

services.
29.23 (a)-7 Treatment of excessive com-

pensation.
29.23 (a)-8 Bonuses to employees.
29.23 (a) -9 Pensions; compensation for

.injuries.
29.23 (a)-10 Rentals.
29.23 (a)-11 Expenses of farmers.
29.23 (a) -12 Depositors' guaranty fund.
29.23 (a)-13 Corporate contributions.
29.23 (a) -14 Expenditures for advertis-

ing or promotion of good
will.

29.23 (a)-15 Nontrade or nonbusiness
expenses.

29.23 (a) -16 Wage and salary payments
in contravention of wage
and salary limitations not
deductible.

29.23 (b)-1 Interest.
29.23 (c)-I Taxes.
29.23 (c)-2 Federal duties and excise

taxes.

See.
29.23 (c)-3 Taxes for local benefits.
29.23 (d)-1 Tax on bank or other stock.
29.23 (e)-l Losses by Individuals.
29.23 (e)-2 Voluntary removal of build-

ings.
29.23 (e)-3 Loss of useful value.
29.23 (e)-4 Shrinkage in value of stocks.
29.23 (e) -5 Losses of farmers.
29.23 (f)-I Losses by corporations.
29.23 (g)-1 Capital losses.
29.23 (g)-2 Loss on stock of affiliate.
29.23 (h)-1 Wagering losses.
29.23 (1)-1 Basis for determining loss.
29.23 (k)-1 Bad debts.
29.23 (k) -2 Examples of bad debts.
29.23 (k)-3 Uncollectible deficiency up-

on sale of mortgaged or
pledged property.

29.23 (k)-4 Worthless bonds and simi-
lar obligations.

29.23 (k) -5 Reserve for bad debts.
29.23 (k)-6 Non-business bad debts.
29.23 (1)-1 Depreciation.
29.23 (l)-2 Depreciable property.
29.23 (1)-3 Depreciation of intangible

property.
29.23 (1)-4 Capital sum recoverable

through depreciation al-
lowances.

29.23 (l)-5 Method of computing de-
preciation allowance.

29.23 (1) -6 Obsolescence.
29.23 (1)-7 Depreciation of patent or

copyright.
29.23 (1)-8 Depreciation of drawings

and models.
29.23 (l)-9 Records of depreciable prop-

erty.
29.23 (1)-10 Depreciation in case of

farmers.
29.23 (m) -1 Depletion of mines, oil and

gas wells, other natural
deposits, and timber; de-
preciation of improve-
ments.

29.23 (m) -2 Computation of depletion
of mines, oil and gas
wells, and other natural
deposits without refer-
ence to discovery value
or percentage depletion.

29.23 (m) -3 Computation of depletion
of mines (other than metal,
coal, bauxite, fluorspar,
flake graphite, vermiculite,
beryl, feldspar, mica, talc
(including pyrophyllite),
lepidolite, spodumene, bar-
ite, ball, sagger, and china
clay, phospate rock, rock
asphalt mines, or trona,
bentonite, gilsonite, the-
nardite, potash, or sulphur
mines or deposits) on basis
of discovery value.

29.23 (m)-4 Computation of depletion
based on a percentage of
income in case of oil and
gas wells.
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29.23 (m)-5 Computation of depletion

based on percentage of
income in case of coal
mines, metal mines, bauxite
mines, fluorspar mines, flake
graphite mines, vermiculite
mines, feldspar mines, mica
mines, talc (including pyro-
phyllite) mines, lepidolite
mines, spodumene mines,
barite mines, ball, sagger,
and china clay mines, phos-
phate rock mines, rock
asphalt mines, trona, ben-
tonite, gilsonite, thenarite,
and potash and sulphur
mines or deposits.

29.23 (m)-6 Determination of cost of de-
posits.

29.23 (m) -7 Determination of fair market
value of mineral properties,
including oil and gas prop-
erties.

29.23 (m)-8 Revaluation of mineral de-
posits not allowed.

29.23 (m)-9 Determination of mineral con-
tents of mines and of oil
or gas wells.

29.23 (m)-10 Depletion, adjustments of ac-
counts based on bonus or
advanced royalty.

29.23 (m)-11 Depletion and depreciation
accounts on books.

29.23 (m)-12 Statement to be attached to
return when valuation, de-
pletion, or depreciation of
mineral property is claimed.

29.23 (m)-13 Statement to be attached to
return when depletion is
claimed on percentage basis.

29.23 (m)-14 Discovery of mines other than
coal, metal, bauxite, fluor-
spar, flake graphite, vermic-
ulite, beryl, feldspar, mica,
talc (including pyrophyl-
lite), lepidolite, spodumene,
barite, ball, sagger, and
china clay, rock asphalt,
phosphate rock, trona, ben-
tonite, gilsonite, thenardite,
potash, and sulphur mines
or deposits.

29.23 (m)-15 Allowable capital additions in
case of mines.

29.23 (m)-16 Charges to capital and to ex-
pense in case of oil and gas
wells.

29.23 (m)-17 Depreciation in case of mines.
29.23 (m)-18 Depreciation of improvements

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

oil and gas wells in years
before 1916.

29.23 (m)-20 Capital recoverable through
depletion allowance in case
of timber.

29.23 (m)-21 Computation of allowance for
depletion of timber for
given year.

Sec.
29.23 (m)-22 Revaluation of timber not al-

lowed.
29.23 (m)-23 Depreciation of improvements

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

by taxpayer claiming de-
pletion of timber.

29.23 (m)-25 Determination of fair market
value of timber.

29.23 (m)-26 Determination of quantity of
timber.

29.23 (m)-27 Aggregating timber and land
for purposes of valuation
and accounting.

29.23 (m)-28 Timber depletion and depre-
ciation accounts on books.

29.23 (o)-i Contributions or gifts by in-
dividuals.

29.23 (p)-1 Contributions of an employer
to an employees' trust or
annuity plan and compen-
sation under a deferred pay-
ment plan; in general.

29.23 (p)-2 Information to be furnished
by employer claiming de-
ductions.

29.23 (p)-3 Amounts deductible under a
plan in effect on or before
September 1, 1942, for a tax-
able year beginning in 1942.

29.23 (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); in general.

29.23 (p)-5 Pension and annuity plans;
limitations under section 23
(p) (1) (A) (i).

29.23 (p)-6 Pension and annuity plans;
limitations under section 23
(p) (1) (A) (ii).

29.23 (p)-7 Pension and annuity plans;
limitations under section 23(p) (1) (A) (lii).

29.23 (p)-8 Pension and annuity plans;
contributions in excess of
limitations under section
23 (p) (1) (A); application
of section 23 (p) (1) (A)
(iv).

29.23 (p)-9 Contributions of an employer
under an employees' annuity
plan that meets the require-
ments of section 165 (a);
application of section 23
(p) (1) (B).

29.23 (p)-10 Contributions of an employer
to an employees' profit-
sharing or stock bonus trust
that meets the requirements
of section 165 (a); applica-
tion of section 23 (p) (1)
(C).

29.23 (p)-ll Contributions of an employer
under a plan that does not
meet the requirements of
section 165 (a) (section 23(p) (1) (D)).

F- Page 150

Part 29

HeinOnline --  CFR, 1949 150 1949



Chapter I-Bureau of Internal Revenue

Sec.
29.23 (p)-12

29.23 (q)-I

29.23 (u)-1
29.23 (x)-I
29.23 (y)-I

29.23 (z)-I

29.23 (aa)-1
29.24-1
29.24-2
29.24-3

29.24-4

29.24-5

29.24-6

29.24-7

29.24-8
29.24-9

29.25-1

29.25-2

29.25-3

29.25-4

29.25-5

29.25-6
29.25-7

29.26-1

29.26-2

29.26-3
29.26-4

Contributions of an employer
where deductions are allow-
able under section 23 (p)
(1) (A) or (B) and also
under section 23 (p) (1)
(C); application of section
23 (p) (1) (F).

Contributions or gifts by cor-
porations.

Periodic alimony payments.
Medical, dental, etc.; expenses.
Special deduction for blind in-

dividuals.
Amounts representing taxes

and interest paid to cooper-
ative apartment corpora-
tion.

Standard deduction.
Personal and family expenses.
Capital expenditures.
Premiums on business insur-

ance.
Amounts allocable to exempt

income, other than interest.
Taxes and carrying charges

chargeable to capital ac-
count and treated as capi-
tal items.

Losses from sales or exchanges
between certain classes of
persons.

Disallowance of deductions
for unpaid expenses and in-
terest.

Life or terminable interests.
Single premium life insurance

or endowment contracts.
Credits of individuals against

net income.
Earned income credit for tax-

able years beginning before
January 1, 1944.

Personal exemption, surtax
exemptions, and exemptions
for both normal tax and
surtax.

Personal exemption of head of
family.

Personal exemption of mar-
ried person for taxable
years beginning before
January 1, 1944.

Credit for dependents.
Personal exemption and credit

for dependents where status
changes during taxable
years beginning before Jan-
uary 1, 1944.

Credit of corporation for in-
terest on obligations of the
United States and its in-
strumentalities.

Credit of corporation for net
operating loss of preceding
year.

Bank affiliates.
Credit for income subject to

excess profits tax.
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29.26-5 Credit for dividends paid on

preferred stock of public
utilities.

29.27 (a) -i Dividends paid credit.
29.27 (b)-I Basic surtax credit.
29.27 (b)-2 Dividends paid.
29.27 (c)-I Dividend carry-over.
29.27 (d)-I Dividends in kind.
29.27 (e)-I Dividends in obligations of

the corporation.
29.27 (f)-i Taxable stock dividends.
29.27 (g) -I Dividends paid credit for dis-

tributions in liquidation.
29.27 (h) -i Preferential distributions.
29.27 (i)-1 Nontaxable distributions.
29.28 (a) (1)-1 Consent stock.
29.28 (a) (2)-1 Preferred dividends.
29.28 (a) (3)-1 Consent dividends day.
29.28 (a) (4)-1 Consent distribution.
29.28 (a) (5)-1 Partial distribution.
29.28 (a) (6)-1 Preferential distribution.
29.28 (b)-I Payment of preferred divi-

dends.
29.28 (b)-2 Liquidation of consent stock.
29.28 (c)-I Amount of consent dividends

credit.
29.28 (d)-1 Making and filing of consents.
29.28 (d)-2 Consent distribution must be

nonpreferential.
29.28 (d)-3 Overpayments and deficien-

cies.
29.28 (e)-i Consent and partial distribu-

tions to be considered to-
gether.

29.28 (f) -I Taxability of amounts speci-
fied in consents.

29.28 (g)-I Treatment of amount speci-
fied in consent of corporate
shareholder.

29.28 (1)-I Effect on basis of stock in
hands of shareholders and
capital account of corpora-
tion.

29.35-1 Credit for tax withheld on
wages.

ACCOUIT1TlG PERIODS AND METHODS OF

ACCOUNTING

29.41-1 Computation of net income.
29.41-2 Bases of computation and

changes in accounting
methods.

29.41-3 Methods of accounting.
29.41-4 Accounting period.
29.42-1 When included in gross in-

come.
29.42-2 Income not reduced to pos-

session.
29.42-3 Examples of constructive re-

ceipt.
29.42-4 Long-term contracts.
29.42-5 Subtraction for redemption of

trading stamps.
29.42-6 Non-interest-bearing obliga-

tions issued at discount.
29.42-7 Short-term obligations issued

on discount basis.
29.43-1 "Paid or incurred" and "paid

or accrued".
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Sec.
29.43-2 When charges deductible.
29.44-1 Sale of personal property on

installment plan.
29.44-2 Sale of real property involv-

ing deferred payments.
29.44-3 Sale of real property on in-

stallment plan.
29.44-4 Deferred-payment sale of real

property not on installment
plan.

29.44-5 Gain or loss upon disposition
of installment obligations.

29.45-1 Determination of the taxable
net income of a controlled
taxpayer.

29.46-1 Change of accounting period.
29.47-1 Returns for periods of less

than 12 months.
29.47-2 Returns for period of less than

12 months on account of a
change in accounting pe-
riod.

RETURNS AND PAYMENT OF TAX

29.51-1 Individual returns.
29.51-2 Form of return.
29.51-3 Return of income of minor.
29.51-4 Verification of returns.
29.51-5 Use of prescribed forms.
29.52-1 Corporation returns.
29.52-2 Returns by receiver.
29.53-1 Time for filing returns.
29.53-2 Extensions of time for filing

returns.
29.53-3 Extensions of time in the case

of foreign organizations,
certain domestic corpora-
tions, citizens of United
States residing or traveling
abroad, and nontaxable re-
turns of fiduciaries for es-
tates or trusts.

29.53-4 Due date of return.
29.53-5 Place for filing individual re-

turns.
29.54-1 Records and income tax forms.
29.55 (b)-I Inspection of returns.
29.56-1 Date on which tax shall be

paid.
29.56-2 Extension of time for payment

of the tax or installment
thereof.

29.56-3 When fractional part of cent
may be disregarded.

29.56-4 Receipts for tax payments.
29.57-1 Examination of return and

determination of tax by the
Commissioner.

ESTIMATED TAX

29.58-1 Declarations of estimated tax;
taxable year beginning prior
to January 1, 1945.

29.58-2 Declarations of estimated tax;
taxable years beginning af-
ter December 31, 1944.

29.58-3 Form and contents of dec-
laration of estimated tax.

Sec.
29.58-4 Joint declarations by husband

and wife.
29.58-5 Use of prescribed form.
29.58-6 Time and place for filing dec-

larations; years beginning
prior to January 1, 1944.

29.58-7 Time and place for filing dec-
laration; years beginning
after December 31, 1943.

29.58-8 Extension of time for filing
declarations.

29.58-9 Publicity of returns.
29.58-10 Payment of estimated tax;

years beginning prior to
January 1, 1944.

29.58-11 Payment estimated tax; years
beginning after December
31, 1943.

Subpart C-Supplemental Provisions
RATES OF TAX

29.101-1 Proof of exemption prior to
January 1, 1943; annual re-
turns for accounting periods
beginning prior to January
1, 1943.

29.101 (1)-1 Labor, agricultural, and hor-
ticultural organizations.

29.101 (2)-1 Mutual savings banks.
29.101 (3)-l Fraternal beneficiary societies.
29.101 (4)-1 Building and loan associations

and cooperative banks.
29.101 (5)-1 Cemetery companies.
29.101 (6)-i Religious, charitable, scien-

tific, literary, and educa-
tional organizations and
community chests.

29.101 (7)-1 Business leagues, chambers of
commerce, r e a 1 estate
boards, and boards of trade.

29.101 (8)-1 Civic leagues and local asso-
ciations of employees.

29.101 (9)-1 Social clubs.
29.101 (10)-1 Local benevolent life insur-

ance associations, mutual
irrigation and telephone
companies, and like organi-
zations.

29.101 (11)-1 Mutual insurance companies
or associations.

29.101 (12)-i Farmers' cooperative market-
ing and purchasing associa-
tions.

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

29.101 (18)-i Religious or apostolic associa-
tions or corporations.

29.101-2 Proof of exemption on or
after January 1, 1943; an-
nual returns for account-
ing periods beginning on or
after January 1, 1943.

29.102-1 Tax at ion of corporation
formed or utilized for
avoidance of surtax.

29.102-2 Purpose to avoid surtax; evi-
dence; burden of proof;
definition of holding or in-
vestment company.
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Sec.
29.102-3 Unreasonable accumulation

of profits.
29.102-4 Computation of undistrib-

uted section 102 net income.
29.104-1 Tax on banks.
29.105-1 Surtax on sale of oil or gas

properties.
29.106-1 Surtax on certain amounts

received from the United
States.

29.107-1 Personal services.
29.107-2 Artistic work or invention.
29.107-3 Back pay attributable to prior

taxable years.
29.108-1 Computation of tax for tax-

able years beginning in
1943 and ending in 1944.

29.108-2 Computation of tax for tax-
able years beginning in
1945 and ending in 1946.

29.109-1 Western hemisphere trade
corporations.

COMPUTATION OF NET INCOME

29.111-1 Computation of gain or loss.
29.112(a)-1 Sales or exchanges.
29.112(a)-2 Use of term "assumption of

liabilities".
29.112(b) (1)-1 Property held for productive

use in trade or business or
for investment.

29.112(b) (2)-i Stock for stock of the same
corporation.

29.112(b) (5)-i Transfer of property to cor-
poration controlled by
transferor.

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

29.112(b) (5)-3 Records to be kept and in-
formation to be filed.

29.112(b) (6)-1 Distributions in liquidation
of subsidiary corporation.

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

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

29.112(b) (6)-4 Distributions in liquidation
as affecting minority in-
terests.

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

29.112(b) (7)-1 Corporate liquidations in
calendar month in 1944.

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

29.112(b) (7)-3 Making and filing of writ-
ten elections.

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

formation to be filed with
return.

29.112(b) (9)-i Nonrecognition of loss upon
transfer of property of rail-
road corporation.

29.112(b) (10)-1 Transfer of property of in-
solvent corporation in re-
organization in bank-
ruptcy or receivership
proceeding.

Sec.
29.112(b) (10)-2 Records to be kept and in-

formation to be filed.
29.112(c)-1 Receipt of other property or

money in tax-free ex-
change not connected
with corporate reorgani-
zation.

29.112(e)-1 Nonrecognition of loss.
29.112(f)-i Reinvestment of proceeds of

involuntary conversion.
29.112(f)-2 Replacement funds.
29.112(g)-1 Purpose and scope of excep-

tion of reorganization ex-
changes.

29.112(g)-2 Definition of terms.
29.112(g)-3 Exchanges solely of stock or

securities, or property,
solely for stock or securi-
ties, in pursuance of plan
of reorganization.

29.112(g) -4 Exchanges in reorganiza-
tion for stock or securi-
ties and other property or
money.

29.112(g)-5 Receipt of stock or securi-
ties in reorganization
without surrender of
stock by shareholder.

29.112(g)-S Records to be kept and in-
formation to be filed with
returns.

29.112(h)-i Control of corporation.
29.112(1)-i Reorganization with, or

transfer of property to or
from, a foreign corpora-
tion.

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

29.112(l)-i Exchange in connection with
reorganization of insol-
vent corporation.

29.112(l)-2 Recognition of gain or loss
upon exchange in taxable
year beginning prior to
January 1, 1943.

29.112(l)-3 Records to be kept and in-
formation to be filed.

29.112(m)-1 Gain from sale or exchange
to effectuate policies of
Federal Communications
Commission.

29.112(m) -2 Nature and effect of elec-
tion.

29.112(m)-3 Reduction of basis of prop-
erty pursuant to election
under section 112(m).

29.112(m) -4 Manner of election.
29.113(a)-1 Scope of basis for determin-

ing gain or loss.
29.113(a)-2 General rule.
29.113 (a) (1)-i Property included in inven-

tory.
29.113 (a) (2)-i Property transmitted by

gift after December 31,
1920.

29.113 (a) (3)-1 Transfer in trust after De-
cember 31, 1920.
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See.
29.113 (a) (4)-i Gift or transfer in trust

prior to January 1, 1921.
29.113 (a) (5)-i Basis of property acquired

by bequest, devise, or in-
heritance.

29.113 (a) (6)-1 Property acquired upon a
tax-free exchange.

29.113 (a) (6)-2 Treatment of assumption of
liabilities.

29.113 (a) (7)-i Property acquired by cor-
poration in reorganiza-
tion after December 31,
1917.

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

29.113 (a) (9)-1 Property acquired as a re-
sult of an involuntary
conversion.

29.113 (a) (10)-I Stocks or securities ac-
quired in "wash sales".

29.113 (a) (11)-1 Basis of property ac-
quired during affiliation.

29.113 (a) (12)-l Basis of property estab-
lished by Revenue Act of
1932

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

29.113 (a) (13)-2 Readjustment of partner-
ship interests.

29.113 (a) (14)-i Property acquired prior to
March 1, 1913.

29.113 (a) (15)-i Basis of property received
by a corporation in com-
plete liquidation of an-
other corporation.

29.113 (a) (16)-i Basis of property estab-
lished by Revenue Act of
1934.

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

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

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

29.113 (a) (20)-i Property acquired by rail-
road corporation in a re-
ceivership or bankruptcy
proceeding.

29.113 (a) (21)-i Property acquired by elec-
tric railway corporation
in bankruptcy proceed-
ing.

29.113 (a) (22)-i Basis of property acquired
by corporation as result
of certain bankruptcy or
receivership proceedings.

29.113 (b) (1)-l Adjusted basis; general
rule.

29.113 (b) (1)-2 Adjusted basis; cancella-
tion of indebtedness.

29.113 (b) (1)-3 Adjusted basis; cancella-
tion of indebtedness; spe-
cial cases.

rnal Revenue

Sec.
29.113 (b) (2)-i Substituted basis.
29.113 (b) (3)-1 Adjusted basis; discharge

of corporate indebted-
ness; general rule.

29.113 (b) (3)-2 Adjusted basis; discharge
of corporate indebted-
ness; special cases.

29.113 (b) (4)-1 Adjusted basis; exception
to section 270 of the
Bankruptcy Act, as
amended.

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

29.114-1 Basis for allowance of depre-
ciation and depletion.

29.115-1 Dividends.
29.115-2 Sources of distributions in

general.
29.115-3 Earnings or profits.
29.115-4 Distributions other than a

dividend.
29.115-5 Distributions in liquidation.
29.115-6 Distributions from depletion

or depreciation reserves.
29.115-7 Stock dividends.
29.115-8 Election of shareholders as to

medium of payment.
29.115-9 Distribution in redemption or

cancellation of stock taxable
as a dividend.

29.115-10 Dividends paid In property.
29.115-11 Effect on earnings or profits of

certain tax-free exchanges
and tax-free distributions.

29.115-12 Effect on earnings and profits
of gain or loss realized after
February 28, 1913.

29.115-13 Effect on earnings and profits
of receipt of tax-free distri-
butions requiring adjust-
ment or allocation of basis
of stock.

29.115-14 Adjustments to earnings and
profits reflecting increase in
value accrued prior to
March 1, 1913.

29.116-1 Earned income from sources
without the United States.

29.116-2 Income of foreign govern-
ments, international organi-
zations, and their employ-
ees.

29.116-3 Bridges to be acquired by State
or political subdivisions.

29.116-4 Exclusion of certain cost-of-
living allowances.

29.116-5 Exclusion of certain allowances
of Foreign Service personnel.

29.117-1 Meaning of terms.
29.117-2 Percentage of capital gain or

loss taken into account; net
loss carry-over.

29.117-3 Alternative tax in case of net
long-term capital gain or
loss.

29.117-4 Determination of period for
which capital assets are
held.
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Sec.
29.117-5 Application of section 117 in

the case of husband and
wife.

29.117-6 Gains and losses from short
sales.

29.117-7 Gains and losses from invol-
untary conversions and from
the sale or exchange of cer-
tain property used in the
trade or business.

29.117-8 Gain or loss upon the cut-
ting and disposal of tim-
ber.

29.118-1 Losses from wash sales of
stock or securities.

29.119-1 Income from sources within
the United States.

29.119-2 Interest.
29.119-3 Dividends.
29.119-4 Compensation for labor or per-

sonal services.
29.119-5 Rentals and royalties.
29.119-6 Sale of real property.
29.119-7 Income from sources without

the United States.
29.119-B Sale of personal property.
29.119-9 Deductions in general.
29.119-10 Apportionment of deductions.
29.119-11 Other income from sources

within the United States.
29.119-12 Income from the sale of per-

sonal property derived from
sources partly within and
partly without the United
States.

29.119-13 Transportation service.
29.119-14 Telegraph and cable service.
29.119-15 Computation of income.
29.120-1 Unlimited deduction for char-

itable and other contribu-
tions.

29.122-1 Net operating loss deduction.
29.122-2 Computation of net operating

loss in case of corporation.
29.122-3 Computation of net operating

loss in case of a taxpayer
other than a corporation.

29.122-4 Computation of net operating
loss carry-overs and net op-
erating loss carry-backs.

29.122-5 Conversion of net operating
loss carry-over into net op-
erating loss deduction.

29.123-1 Election to include loans in
income.

29.123-2 Effect of election on adjust-
ments for other taxable
years.

29.124-0 Definitions.
29.124-1 Certificate of necessity.
29.124-2 Amortization deduction; gen-

eral rule.
29.124-3 Election of amortization.
29.124-4 Election to discontinue amor-

tization.
29.124-5 Termination of amortization

period.
29.124-6 Adjusted basis of emergency

facility.

819592-49-12

See.
29.124-7 Depreciation of portion of

emergency facility not sub-
ject to amortization.

29.124-8 Payment by United States of
unamortized cost of facility.

29.124-9 Life tenant and remainder-
man.

29.124-10 Application for tentative ad-
justments.

29.125-1 In general.
29.125-2 Bond premium and amortiza-

ble bond premium.
29.125-3 Methods of amortization.
29.125-4 Election.
29.125-5 Callable and convertible

bonds.
29.125-6 Capitalized expenses.
29.125-7 Taxable years in which inter-

est not received or accru-
able.

29.125-8 Bonds owned by decedents.
29.125-9 Partially tax-exempt bonds

owned by estates, trusts,
partnerships, etc.

29.126-1 Inclusion in gross income of
income in respect of a dece-
dent.

29.126-2 Allowance of deductions and
credit in respect of dece-
dent.

29.126-3 Deduction for estate tax at-
tributable to income in re-
spect of decedent.

29.126-4 Income in respect of decedent
dying in taxable year begin-
ning before 1943; tax of de-
cedent.

29.127 (a)-I Description of war losses.
29.127 (a)-2 Property destroyed or seized

after the outbreak of war.
29.127 (a)-3 Property in enemy countries

and enemy controlled areas.
29.127 (a)-4 Investments referable to de-

stroyed or seized property.
29.127 (b)-I Determination of amount of

war loss.
29.127 (c)-I Recoveries included in gross

income.
29.127 (d)-I Basis of recovered property.
29.127 (e)-I Cases in which liquidation of

corporation causes war loss.
29.127 (f)-1 Determination of tax benefits

from allowable deductions.
29.128-1 Recovery of unconstitutional

taxes.

ACQUISITIONS TO EVADE OR AVOID INCOME OR

EXCESS PROFITS TAX

29.129-1 Meaning and use of terms.
29.129-2 Purpose and scope of section

129.
29.129-3 Instances in which section 129

(a) disallows a deduction,
credit, or other allowance.

29.129-4 Power of Commissioner to al-
locate deduction, credit, or
allowance in part.

29.129-5 Taxable years to which ap-
plicable.
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Sec.
29.130-1 Limitation on deductions al-

lowable to individuals in
certain cases.

CREDITS AGAINST TAX

29.131-1 Analysis of credit for taxes.
29.131-2 Meaning of terms.
29.131-3 Conditions of allowance of

credit.
29.131-4 Redetermination of tax when

credit proves incorrect.
29.131-5 Countries which do or do not

satisfy the similar credit
requirement.

29.131-6 When credit for taxes may be
taken.

29.131-7 Taxes of subsidiary corpora-
tion.

29.131-8 Limitations on credit for for-
eign taxes.

29.131-9 Joint return by husband and
wife.

RETURNS AND PAYMENT OF TAX

29.141-1 Consolidated income and ex-
cess profits tax returns of
affiliated corporations.

29.142-1 Fiduciary returns.
29.142-2 Return by guardian or com-

mittee.
29.142-3 Returns in case of two trusts.
29.142-4 Return by receiver.
29.142-5 Return for nonresident alien

beneficiary.
29.142-6 Time for filing return upon

death or termination of
trust.

29.143-1 Withholding tax at source.
29.143-2 Fixed or determinable annual

or periodical income.
29.143-3 Exemption from withholding.
29.143-4 Ownership certificates for

bond interest.
29.143-5 Form of certificate for citizens

or residents.
29.143-6 Form of certificate for non-

resident aliens, nonresident
foreign corporations, and
unknown owners.

29.143-7 Return and payment of tax
withheld.

29.143-8 Ownership certificates in the
case of fiduciaries and joint
owners.

29.143-9 Return of income from which
tax was withheld.

29.144-1 Withholding in the case of
nonresident foreign corpo-
rations.

29.144-2 Aids to withholding agents in
determining liability for
withholding of tax.

29.145-1 Penalties.
29.146-1 Termination of the taxable

period by Commissioner.

RETURNS IN PAYMENT OF TAX

29.147-1 Return of information as to
payments of $500.

Sec.
29.147-2

29.147-3

29.147-4

29.147-5

29.147-6

29.147-7

29.147-8

29.148-1

29.148-2

29.148-3

29.148-4

29.150-1

29.161-1
29.162-1
29.162-2

29.163-1

29.165-1
29.165-2

29.165-3
29.165-4

29.165-5

29.165-6

29.165-7

29.166-1

29.166-2

29.167-1

29.167-2

Return of information as to
payments to employees.

Cases where no return of in-
formation required.

Return of information as to
certain interest.

Return of information as to
payments to other than
citizens or residents.

Foreign Items.
Return of Information as to

foreign items.
Information as to actual

owner.
Return of information as to

payments of dividends.
Return of information re-

specting contemplated dis-
solution or liquidation.

Return of information re-
specting distributions in
liquidation.

Information respecting com-
pensation of officers and em-
ployees in excess of $75,000.

License to collect foreign
items.

ESTATES AND TRUSTS

Imposition of the tax.
Income of estates and trusts.
Allocation of estate and trust

income to legatees and ben-
eficiaries.

Credits to estate, trust or
beneficiary.

Employees' trusts.
Impossibility of diversion un-

der the trust instrument.
Requirements as to coverage.
Discrimination as to contribu-

tions or benefits.
Effect of amendments to sec-

tion 165 (a) on old and new
stock bonus, pension, profit-
sharing, and annuity plans.

Taxability of beneficiary un-
der a trust which meets the
requirements of section 165
(a).

Treatment of beneficiary of a
trust not exempt under sec-
tion 165 (a).

Trusts with respect to the
corpus of which the grantor
is regarded as remaining in
substance the owner; tax-
able years beginning prior
to January 1, 1946.

Trusts with power to revest
corpus in the grantor; tax-
able years beginning after
December 31, 1945.

Trusts in the income of which
the grantor retains an in-
terest.

Discretionary trusts for main-
tenance or support of cer-
tain beneficiaries.
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Sec.
29.167-3 Retroactive application of sec-

tion 167 (c).
29.169-1 Common trust fund defined.
29.169-2 Income of participants in

common trust fund.
29.169-3 Computation of common trust

fund income.
29.169-4 Admission and withdrawal of

participants from the com-
mon trust fund.

29.169-5 Returns of common trust
funds.

29.170-1 Net operating loss deduction
in the case of estates, trusts,
and common trust funds.

29.171-1 Income of trust in case of di-
vorce, etc.

29.171-2 Application of trust rules to
alimony payments.

29.172-1 Amortization of emergency f a-
cility of estate or trust.

PARTNERSHIPS

29.181-1 Partnerships.
29.182-1 Distributive share of partners.
29.183-1 Computation of partnership

income.
29.184-1 Credits allowed partners.
29.185-1 Earned income credit of part-

ners.
29.187-1 Partnership returns.
29.189-1 Net operating loss deduction

in the case of partners.
29.190-1 Amortization of emergency

facility of partnership.

INSURANCE COMPANIES

29.201-1 Tax on life insurance com-
panies.

29.201-2 Foreign life insurance com-
panies.

29.201-3 L i f e insurance companies;
definition.

29.201-4 Life insurance reserves.
29.201-5 Interest paid.
29.201-6 Adjusted reserves.
29.201-7 Net income and deductions.
29.201-8 Real estate owned and occu-

pied.
29.201-9 Amortization of premium and

accrual of discount.
29.202-1 Reserve and other policy li-

ability credit for adjusted
normal-tax net income.

29.202-2 Adjustment for certain re-
serves.

29.203-1 Reserve and other policy li-
ability credit for adjusted
corporation surtax net in-
come.

29.204-1 Tax on insurancd companies
other than life or mutual
and mutual marine insur-
ance companies and mutual
fire insurance companies is-
suing perpetual policies.

29.204-2 Gross income.

Sec.
29.204-3 Deductions.
29.207-1 Tax on mutual insurance

companies other than life
or marine or fire insurance
companies subject to the
tax imposed by section 204.

29.207-2 Net premiums.
29.207-3 Dividends to policyholders.
29.207-4 Net Income and deductions.
29.207-5 Real estate owned and occu-

pied.
29.207-6 Amortization of premium and

accrual of discount.

NONRESIDENT ALIEN INDIVIDUALS

29.211-1 Taxation of aliens in general.
29.211-2 Definition.
29.211-3 Alien seamen, when to be re-

garded as residents.
29.211-4 Proof of residence of alien.
29.211-5 Loss of residence by alien.
29.211-6 Duty of employer to deter-

mine status of alien em-
ployee.

29.211-7 Taxation of nonresident alien
individuals.

29.212-1 Gross income of nonresident
alien individuals.

29.212-2 Exclusion of earnings of for-
eign ships or aircraft from
gross income.

29.213-1 Deductions allowed nonresi-
dent alien individuals.

29.214-1 Credits to nonresident alien
individuals.

29.215-1 Allowance of deductions and
credits to nonresident alien
individuals.

29.217-1 Time and place of filing re-
turns of nonresident alien
individuals.

29.217-2 Return of income.
29.218-1 Date on which tax shall be

paid by nonresident alien
individual.

29.219-1 Partnerships.

FORMON CORPORATIONS

29.231-1 Taxation of foreign corpora-
tions.

29.231-2 Gross income of foreign cor-
porations.

29.231-3 Exclusion of earnings of for-
eign ships or aircraft from
gross income.

29.232-1 Deductions allowed foreign
corporations.

29.233-1 Allowance of deductions and
credits.

29.235-1 Time and place for filing re-
turns of foreign corpora-
tions.

29.235-2 Return of income.
29.236-1 Dates on which tax shall be

paid by foreign corpora-
.tions.
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POSSESSIONS OF THE UNITED STATES
Sec.
29.251-1 Citizens of the United States

and domestic corporations
deriving income from
sources within a possession
of the United States.

29.251-2 Income received within the
United States.

29.251-3 Tax in case of corporations.
29.251-4 Definition.
29.251-5 Deductions allowed citizens

and domestic corporations
entitled to the benefits of
section 251.

29.251-6 Allowance of deductions and
credits to citizens and do-
mestic corporations en-
titled to the benefits of sec-
tion 251.

29.252-1 Status of citizens of United
States possessions.

CHINA TRADE ACT CORPORATIONS

29.261-1 Tax on China Trade Act cor-
porations.

29.262-1 Income of China Trade Act
corporations.

29.262-2 Credits allowed China Trade
Act corporations.

29.262-3 Meaning of terms used in con-:
nection with China Trade
Act corporations.

29.262-4 Withholding by a China
Trade Act corporation.

ASSESSMENT AND COLLECTION OF DEFICIENCIES

29.271-1 Deficiency defined.
29.272-1 Assessment of a deficiency.
29.272-2 Collection of a deficiency.
29.272-3 Extension of time for pay-

ment of a deficiency.
29.273-1 Jeopardy assessments.
29.274-1 Bankruptcy and receivership

proceedings.
29.274-2 Immediate assessments in

bankruptcy and receiver-
ship cases.

29.275-1 Period of limitation upon as-
sessment of tax.

29.275-2 Period of limitation upon
collection of tax.

INTEREST AND ADDITIONS TO THE TAX

29.291-1 Addition to the tax in case
of failure to file return.

PENALTIES IN CONNECTION WITH ESTIMATED TAX

29.294-1 Additions to the tax.
29.294-2 Substantial overestimate of

expected carry-backs.
CLAIMS AGAINST TRANSFEREES AND FIDUCIARIES

29.311-1 Claims in cases of trans-
ferred assets.

29.312-1 Fiduciaries.

OVERPAYMENTS

29.322-1 Authority for abatement,
credit, and refund of tax.

ernal Revenue

Sec.
29.322-2

29.322-3

29.322-4

29.322-5

29.322-6

29.322-7

29.322-8

FOREIGN

29.331-1

29.331-2
29.331-3
29.332-1

29.333 (a)-1
29.333 (a)-2

29.333 (a)-3

29.333 (a)-4
29.333 (a)-5

29.333 (a)-6

29.333 (a)-7

29.333 (b)-1
29.334-1

29.334-2

29.336-1
29.336-2

29.337-1

29.337-2

29.337-3
29.337-4

29.338-1

29.335-2

Credit and refund adjust-
ments.

Claims for refund by tax-
payers.

Claim for payment of judg-
ment obtained against
collector.

Claim for payment of judg-
ment obtained in United
States district court against
the United States.

Claim for payment of judg-
merit obtained in the Court
of Claims against the
United States.

Limitations upon the credit-
ing and refunding of taxes
paid.

Crediting of accounts of col-
lectors in cases of assess-
ments against several per-
sons covering same liability.

PERSONAL HOLDING COMPANIES

Definition of foreign personal
holding company.

Gross income requirement.
Stock ownership requirement.
Foreign personal holding com-

pany income.
Stock ownership.
Stock not owned by individ-

ual.
Family and partnership own-

ership.
Options.
Application of family-part-

nership and option rules.
Constructive ownership as ac-

tual ownership.
Option rule in lieu of family

and partnership rule.
Convertible securities.
Gross income in general for

purposes of Supplement P.
Additions to gross income for

purposes of Supplement P.
Supplement P net income.
Illustration of computation of

Supplement P net income
and undistributed Supple-
ment P net income.

Income of foreign personal
holding companies taxed to
United States shareholders.

Credit for obligations of the
United States.

Information in return.
Effect on capital account of

foreign personal holding
company and basis of stock
in hands of shareholders.

Information returns by offi-
cers and directors of certain
foreign corporations.

Annual information returns
by officers and directors of
certain foreign corporations.
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Sec.
29.338-3 Time and place of filing re-

turns.
29.339-1 Information returns by share-

holders of certain foreign
corporations.

29.339-2 Annual information returns
by shareholders of certain
foreign corporations.

29,339-3 Time and place of filing re-
turns.

REGULATED INVESTMENT COMPANIES

29.361-1 Definition of a regulated in-
vestment company.

29.362-1 Earnings and profits of a reg-
ulated investment company.

29.362-2 Method of taxation of regu-
lated investment companies.

29.362-3 Records to be kept for pur-
pose of determining whether
a corporation claiming to be
a regulated investment com-
pany is a personal holding
company.

29.362-4 Additional information re-
quired in returns of share-
holders.

29.362-5 Method of taxation of share-
holders of regulated invest-
ment companies.

EXCHANGES AND DISTRIBUTIONS IN OBEDIENCE TO
ORDERS OF SECURITIES AND EXCHANGE COM-
MISSION

29.371-0 Terms used.
29.371-1 Purpose and scope of excep-

tion.
29.371-2 Exchanges of stock or securi-

ties solely for stock or secur-
ities.

29 371-3 Exchanges of property for
property by corporations.

29.371-4 Distribution solely of stock or
securities.

29.371-5 Transfers w i t h I n system
group.

29.371-6 Sale of stock or securities re-
ceived upon exchange by
members of system group.

29.371-7 Exchanges in which money or
other nonexempt property is
received.

29.371-8 Requirements with respect to
order of Securities and Ex-
change Commission.

29.371-9 Nonapplication of other pro-
visions of the Internal Rev-
enue Code.

29.371-10 Records to be kept and infor-
mation to be filed with re-
turns.

29.372-0 Basis for determining gain or
loss.

29.372-1 Basis of property acquired up-
on exchanges under section
371 (a), 371 (b) (prior to
amendment by the Revenue
Act of 1942), or 371 (e).

Sec.
29.372-2 Reduction of basis of property

by reason of gain not recog-
nized under section 371 (b).

29.372-3 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 securi-
ties.

29.372-4 Basis of stock or securities
acquired by shareholder up-
on tax-free distribution un-
der section 371 (c).

29.372-5 Basis of property acquired un-
der section 371 (d) in trans-
actions between corpora-
tions of the same system
group.

29.373-1 Definitions.

TAX OF SIAREIOLDERS OF PERSONAL SERVICE

CORPORATIONS

29.391-1 Applicability of Supplement
S.

29.392-1 Undistributed Supplement
S net income.

29.393-1 Supplement S net income.
29.394-1 Taxability of shareholders.
29.394-2 Credit for interest on obli-

gations of the United States
and its instrumentalities.

29.394-3 Effect on capital account
of personal service cor-
poration.

29.394-4 Basis of stock in hands of
shareholders.

29.396-1 Tax of certain shareholders
paid by the corporation.

INDIVIDUALS WITH GROSS INCOME FROM CERTAIN

SOURCES OF $3,000 OR LESS

29.400-1 Scope and application of
Supplement T.

29.401-1 Rules for application of
schedule in section 400.

29.402-1 Manner of election to com-
pute tax under Supplement
T.

29.404-1 Taxpayers to whom Sup-
plement T is applicable.

ABATEMENT OF TAX

29.421-1 Abatement of tax for members
of armed forces on death.

Subpart E-Personal Holding Companies
29.500-1 Surtax on personal holding

companies.
29.501-1 Definition of personal holding

company.
29.501-2 Gross income requirement.
29.501-3 Stock ownership requirement.
29.502-1 Personal holding company in-

come.
29.503 (a)-1 Stock ownership.
29.503 (a) -2 Stock not owned by indi-

vidual.
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SeC.
29.503 (a)-3 Family and partnership

ownership.
29.503 (a)-4 Options.
29.503 (a)-5 Application of famuy-part-

nership and option rules.
29.503 (a)-6 Constructive ownership as

actual ownership.
29.503 (a)-7 Option rule in lieu of fam-

ily and partnership rule.
29.503 (b)-1 Convertible securities.
29.504-1 Undistributed subchapter A

net income.
29.504-2 Amounts used or irrevocably

set aside to pay or to retire
indebtedness of any kind
incurred prior to January 1,
1934.

29.504-3 Retroactive application.
29.504-4 Claim for benefit of section

186 of the Revenue Act of
1942.

29.504-5 Making and filing of consents.
29.504-6 Overpayments and deficien-

cies.
29.505-1 Subchapter A net income.
29.505-2 Illustration of computation

of subchapter A net income,
undistributed subchapter A
net income, and surtax.

29.506-1 Purpose and scope of defi-
ciency dividend credit.

29.506-2 Date when decision by Tax
Court or court becomes
final and date of closing
agreement.

29.506-3 Credit against unpaid de-
ficiency.

29.506-4 Credit or refund of deficiency
paid.

29.506-5 Claim for deficiency dividends
credit or credit or refund.

29.506-6 Effect of deficiency dividends
on dividends paid credit.

29.506-7 Suspension of statute of limi-
tations and stay of collec-
tion.

29.506-8 Retroactive application.
29.506-9 Overpayments and deficien-

cies.
29.506-10 Election to have a certain

dividend considered as a de-
ficiency dividend.

29.506-11 Claim for additional credit or
refund for prior taxable
year.

29.506-12 Effect of election.
29.508-1 Return and payment of tax.
29.508-2 Determination of tax, assess-

ment, collection.

Subpart F-Definitions

29.3797-1 Classification of taxables.
29.3797-2 Association.
29.3797-3 Association distinguished from

trust.
29.3797-4 Partnerships.
29.3797-5 Limited partnerships.
29.3797-6 Partnership association.
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Sec.
29.3797-7 Insurance company.
29.3797-8 Domestic, foreign, resident,

and nonresident persons.
29.3797-9 Fiduciary.
29.3797-10 Fiduciary distinguished from

agent.
29.3797-11 Military or naval forces of the

United States.

Subpart G-Mitigaton of Effect of Limitation and
Other Provisions in Income Tax Cases

29.3801 (a) (1)-1 Purpose and scope of sec-
tion 3801.

29.3801 (a) (1)-2 Closing agreement as a de-
termination.

29.3801 (a) (1) -3 Decision by The Tax Court
or court as a determina-
tion.

29.3801 (a) (1)-4 Final disposition of claim
for refund as a determi-
nation.

29.3801 (a) (3)-1 Related taxpayer.
29.3801 (b)-0 Circumstances of adjust-

ment.
29.3801 (b) -1 Double inclusion of item of

gross income.
29.3801 (b)-2 Double allowance of a de-

duction or credit.
29.3801 (b) -3 Erroneous exclusion of item

of gross income with re-
spect to which tax was
paid.

29.3801 (b)-4 Correlative deductions and
inclusions specified In
section 162 (b) and (c)
and corresponding pro-
visions of prior revenue
acts.

29.3801 (b) -5 Determination of basis of
property in case of er-
roneous treatment of
transaction relating to
acquisition thereof.

29.3801 (b)-6 Law applicable in determi-
nation of error.

29.3801 (b)-7 Operation dependent upon
maintenance of incon-
sistent position.

29.3801 (b)-8 Existence of status of re-
lated taxpayer at time of
the first maintenance of
an inconsistent position.

29.3801 (c)-I Method of adjustment.
29.3801 (d)-1 Ascertainment of amount

of adjustment.
29.3801 (e)-I Effect of other items on

amount of adjustment.
29.3808-1 Deferment of certain taxes

of members of the mili-
tary or naval forces.

29.3808-2 First installment date.
29.3808-3 Tax attributable to service

pay.
29.3808-4 Estimated tax for war years.

Subpart H-Miscellaneous Provisions

29.6000 Extensions of time for making cer-
tain elections.
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SUBPART A-INTRODUCTORY PROVISIONS

AUTHoRITy: § § 29.1-1 to 29-4-1 issued
under 53 Stat. 32, 457; 26 U. S. C. 62, 3791.

§ 29.1-1 Scope and applicability of
regulations. (a) The regulations of this
part deal with the taxes upon net income
imposed by chapter 1 of the Internal
Revenue Code, including the tax imposed
by section 102 upon the net income of
certain corporations, and with the sur-
tax imposed by subchapter A of chapter
2 (sections 500 to 511) upon the undis-
tributed subchapter A net income of per-
sonal holding companies.

(b) The regulations of this part are
applicable only with respect to taxable
years beginning after December 31, 1941.
[Regs. 111, 8 F. R. 14888]

§ 29.3-1 Di v i si o n of regulations.
These regulations, which constitute Part
29 of Title 26 of the Cumulative Supple-
ment to the Code of Federal Regula-
tions, are divided into eight subparts.
Subpart A of this part relates to intro-
ductory provisions. Subpart B of this
part relates to general provisions. Sub-
part C of this part relates to supplemen-
tal provisions. Subpart D of this part
relates to victory tax on individuals. Sub-
part E of this part relates to surtax on
personal holding companies. Subpart F
of this part relates to definitions. Sub-
part G of this part relates to mitigation
of effect of limitation and other provi-
sions in income tax cases. Subpart H of
this part relates to miscellaneous provi-
sions.
[Regs. 111, 8 F. R. 14889, as amended by T. D.
5391, 9 F. R. 8009]

§ 29.4-1 Application of regulations to
special classes of taxpayers. With re-
spect to certain classes of taxpayers, the
application of the provisions of Subpart
B of this part is subject to certain excep-
tions and additional provisions, which ap-
pear in Subpart C of this part, as fol-
lows:

Estates and trusts-sections 161 to 172,
inclusive.

Partnerships-sections 181 to 190, Inclusive.
Insurance companies-sections 201 to 207,

inclusive.
Nonresident alien individuals-sections 211

to 219, inclusive.
Foreign corporations-sections 231 to 237,

inclusive.
Income from sources in possessions of the

United States-sections 251 and 252.
China Trade Act corporations-sections 261

to 265, inclusive.

Foreign personal holding companies-sec-
tions 331 to 340, inclusive.

Regulated investment companies-sections
361 and 362.

Shareholders of personal service corpora-
tions-sections 391 to 396, inclusive.

Individuals entitled to elect to pay the tax
under Supplement T-sections 400 to 404,
inclusive.
[Regs. 111, 8 F. R. 14889, as amended by T. D.

5425, 10 F. R. 101

SUBPART B-GENERAL PROVISIONS

RATES OF TAX

AUTHoRrry: §§ 29.11-1 to 29.58-11 issued
under 53 Stat. 32, 467; 26 U. S. C. 62, 3791.

SOURcE: §§ 29.11-1 to 29.58-11 contained in
Regulations 111, 8 F. R. 14882, except as noted
following sections affected.

§ 29.11-1 Income tax on individuals.-
(a) Taxable years beginning prior to
January 1, 1944. (1) Chapter 1 of the
Internal Revenue Code imposes an in-
come tax on individuals, including a nor-
mal tax (section 11), a surtax (section
12), and a victory tax (section 450). For
optional tax in the case of taxpayers with
gross income from certain sources of
$3,000 or less, see section 400. The nor-
mal tax on individuals is at the rate of
6 percent and is upon net income, which
is determined by subtracting the allow-
able deductions from the gross income.
(See generally sections 21 to 24, inclu-
sive.) In certain cases credits are al-
lowed against the net income before com-
puting the tax (section 25) and in other
cases against the amount of the tax (sec-
tions 31, 32, 35, and 131). In general,
the tax is payable upon the basis of re-
turns rendered by persons liable thereto
(sections 51, 53, 142, and 217), except
that in some instances it is to be paid at
the source of the income. Exceptions
and additional provisions applicable to
certain special classes of taxpayer are
listed in section 4.

(2) See Supplement P (sections 331 to
340, inclusive) as to shareholders of for-
eign personal holding companies. See
section 117 as to the treatment of capital
gains and capital losses.

(b) Taxable years beginning alter
December 31, 1943. (1) For taxable
years beginning after December 31, 1943,
chapter 1 imposes an income tax on in-
dividuals consisting of a normal tax
(section 11) and a surtax (section 12).
For optional tax in the case of taxpayers
with adjusted gross income of less than
$5,000 see section 400 and § 29.400-1 (b).
For taxable years beginning after De-
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cember 31, 1943, and before January 1,
1946, the normal tax on individuals Is
at the rate of 3 percent and is upon net
income reduced by the amount of the
normal tax exemption provided in sec-
tion 25 (a) for such years and by the
credits under section 25 (a) for Interest
on certain obligations of the United
States and obligations of instrumentali-
ties of the United States. For taxable
years beginning after December 31, 1945,
the normal tax on individuals is deter-
mined by computing a tentative normal
tax of 3 percent of the amount of the
net income in excess of the credits
against net income provided in section 25
and by reducing such tentative normal
tax by 5 percent thereof.

(2) For treatment of taxable years
beginning in 1945 and ending in 1946,
see § 29.108-2.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 10, T. D. 5458, 10 F. R. 7335,
T. D. 5517, 11 F. R. 65291

§ 29.11-2 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. As
to nonresident alien individuals, see sec-
tions 211 to 219.

§ 29.11-3 Who is a citizen. Every
person born or naturalized in the United
States, and subject to its jurisdiction, is
a citizen. When any naturalized citizen
has left the United States and resided
for two years in the foreign country from
which he came, or for five years in any
other foreign country, it is presumed that
he has ceased to be an American citizen.
This presumption does not apply, how-
ever, to residence a b r o a d while the
United States is at war, nor does it apply
in the case of individuals born In the
United States subject to its jurisdiction.
However, even though an individual born
in the United States, subject to its juris-
diction, of either citizen or alien parents,
resided in a foreign country for a num-
ber of years, he would still be a citizen
of the United States, unless he had be-
come naturalized in, or taken an oath
of allegiance to, the foreign country of

Page 162

residence or some other foreign state.
A foreigner who has filed his declaration
of Intention of becoming a citizen of the
United States but who has not yet re-
ceived his final citizenship papers is an
alien. See §§ 29.211-2 to 29.211-5 for
distinction between a resident alien, in-
dividual and a nonresident alien indi-
vidual.

§ 29.12-1 Surtax-(a) Taxable years
beginning before January 1, 1944. For
taxable years beginning before January
1, 1944, in addition to the normal tax im-
posed by section 11 a surtax is imposed
at the rates specified in section 12 upon
the surtax net income of every individual,
resident or nonresident, except nonresi-
dent alien individuals subject to the tax
imposed by section 211 (a). The surtax
net income is the amount of the net in-
come in excess of the personal exemption
and credit for dependents. (See gen-
erally §§ 29.25-1 to 29.25-7.) For surtax
on corporations improperly accumulat-
ing surplus, see section 102. As to surtax
on personal holding companies, see sec-
tions 500 to 511.

(b) Taxable years beginning after De-
cember 31, 1943, and before January 1,
1946. For taxable years beginning after
December 31, 1943, and before January
1, 1946, there is imposed, in addition to
the normal tax, a surtax at the rates
specified in section 12 prior to its amend-
ment by the Revenue Act of 1945, upon
the surtax net income of every individ-
ual, resident or nonresident, except non-
resident alien individuals subject to the
tax imposed by section 211 (a). The
surtax net income for such years is the
net income minus the credits for surtax
exemptions provided in section 25 (b)
prior to its amendment by the Revenue
Act of 1945.

(c) Taxable years beginning after De-
cember 31, 1945. (1) For taxable years
beginning after December 31, 1945, there
is imposed, in addition to the normal tax,
a surtax determined as specified in sec-
tion 12, upon the surtax net income of
every Individual, resident or nonresident,
except nonresident alien individuals sub-
ject to the tax imposed by section 211 (a).
The surtax net income for such years is
the net income minus the credits pro-
vided in section 25 (b). Section 12
specifies that the surtax is 5 percent less
than the amount of the tentative surtax
computed in accordance with the tenta-
tive surtax table contained therein.

§ 29.11-2
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(2) For treatment of taxable years be-
ginning in 1945 and ending in 1946, see
§ 29.108-2.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 11, T. D. 5517, 11 F. R. 6530]

§ 29.12-2 Computation of surtax. (a)
The tables in this section show the sur-
tax (or, for taxable years beginning after
December 31, 1945, the tentative surtax)
due upon certain specified amounts of
surtax net income. In each instance the
first figure of the surtax net income in
the surtax net-income column is to be
excluded and the second figure Included.
The percentage given opposite applies to
the excess of income over the first figure
in the surtax net-income column. The
last column gives the total surtax (or
total tentative surtax) on a surtax net
income equal to the second figure in the
surtax net Income column.

(b) The surtax for any amount of sur-
tax net income not stated in round fig-
ures in the table is computed by adding
to the surtax for the largest amount
stated which is less than the surtax net
income, the surtax upon the excess over
that amount at the rate indicated in the
table. Accordingly, the surtax upon a
surtax net income of $63,128 would be
$31,998.32, computed as follows:
Surtax on $60,000 from table ...- $29,840.00
Surtax on $3,128 at 69 percent--- 2, 158.32

Total------------------ 31,998.32

SURTAX TABLE

TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1941,
AND BEFORE JANUARY 1, 1944

Surtax net income Percent surtax

$0 to $2,000 ------------------------
$2,000 to $4,000 --------------------
$4,000 to $6,000 -------------------
$6,000 to $8,000 ---.................
$8,000 to $10,000 -------------------
$10,000 to $12,000
$12,000 to $14,000 ------------------
$14,000 to $16,000 .................
$16,000 to $18,000
$18,000 to $20,000
$20,000 to $22,000 ------------------
$22,000 to $26,000 -------------------
$26,000 to $32,000 -----------------
$32,000 to $38,000 ------------------
$38,000 to $44,000
$44,000 to $50,000 ------------------
$50,000 to $60,000 ..................
$60,000 to $70,000 ------------------
$70,000 to $80,000 ------------------
$80,000 to $90,000 ------------------
$90,000 to $100,000 -----------------
$100,000 to $150,000 ----------------
$150,000 to $200,000 ----------------
$200,000 up ------------------------

$20O
580
980

1,460
2,020
2,660
3,380
4, 180
5, 040
5, 960
6, 940
9,020

12, 320
15,800
19, 460
23, 240
29,840
36, 740
43,940
51,440
59, 140
98, 640

139, 140

SURTAX TABLE

TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1043,
AND BEFORE JANUARY 1, 1946

Surtax net income Percent Totalsurtax

$0 to $2,000 ------------------------ 20 $400
$2,000 to $4,000 -------------------- 22 840
$4,000 to $6,000 - .------------------ - 26 1,360
$6,000 to $8,000 -------------------- 30 1, 960
$8,000 to $10,000 ------------------- 34 2,640
$10,000 to $12,000 ------------------ 8 3, 400
$12,000 to $14,000 ------------------ 43 4,260
$14,000 to $16,000 ------------------ 47 5,200
$16,000 to $18,000 ------------------ 50 6, 200
$18,000 to $20,000 ------------------- 53 7, 260
$20,000 to $22,000 ----------------- 1 56 8, 380
$22,000 to $26,000 ------------------ 59 10, 740
$26,000 to $32,000 ------------------ 62 14,460
$32,000 to $38,000 ------------------- 5 18, 360
$38,000 to $44,000 ------------------ 6 9 22, 500
$44,000 to $50,000 ------------------ 72 26, 820
$50,000 to $60,000 ------------------ 75 34,320
$60,000 to $70,000 ------------------ 78 42,120
$70,000 to $80,000 ------------------ 81 50, 220
$80,000 to $90,000 ------------------ 84 58, 620
$90,000 to $100,000 ------------------ 7 67,320
$100,000 to $150,000 ---------------- 89 111, 820
$150,000 to $200,000 ----------------- 00 156,820
$200,000 up ------------------------- 91 ---------

TENTATIVE SURTAX TABLE

TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1945

Total
Surtax net income Percent tentative

surtax

$0 to $2,000 ----------------------- 17 $340
$2,000 to $4,000 -------------------- 19 720
$4,000 to $6,000 -------------------- 23 1,180
$6,000 to $8,000 -------------------- 27 1, 720
$8,000 to $10,000 ----------------. 31 2,340
$10,000 to $12,000 ----------------- 35 3, 040
$12,000 to $14,000 ------------------ 40 3,840
$14,000 to $16,000 ------------------- 44 4, 720
$16,000 to $18,000 ------------------- 47 5,660
$18,000 to $20,000 ------------------ 50 6,660
$20,000 to $22,000 ------------------- 53 7, 720
$22,000 to $26,000 ------------------ 56 9, 960
$26,000 to $32,000 ------------------ 59 13, 500
$32,000 to $38,000 ------------------ 62 17, 220
$38,000 to $44,000 ------------------ 66 21,180
$44,000 to $50,000 ------------------- 69 25,320
$50,000 to $60,000 ------------------ 72 32, 520
$60,000 to $70,000 ------------------ 75 40,020
$70,000 to $80,000 ------------------ 78 47, 820
$80,000 to $90,000 ------------------ 81 55, 920
$90,000 to $100,000 ----------------- 84 64,320
$100,000 to $150,000 ---------------- 86 107,320
$150,000 to $200,000 ---------------- 87 10, 820
$ 2 0 0 ,00 0 u p - - - - - - - - - - - - - - - - - - - - - - - - 8 8 ----------

(c) The tentative surtax for any
amount of surtax net income not stated
in round numbers in the tentative surtax
table is computed by adding to the tenta-
tive surtax for the largest amount stated
which is less than the surtax net income,
the tentative surtax upon the excess over
that amount at the rate indicated in the
table. Accordingly, the tentative surtax
upon a surtax net income of $63,128
would be $34,866, computed as follows:
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Tentative surtax on $60,000 from
table ------------------------- $32,520

Tentative surtax on $3,128 at 75 per-
cent --------------------------- 2,346

Total ----------------------- 34, 866

Since section 12 specifies that the sur-
tax is 5 percent less than the tentative
surtax, the surtax upon a surtax net In-
come of $63,128 would be $33,122.70, com-
puted as follows:
Tentative surtax on $63,128 -- $34, 866.00
Less: 5 percent of $34,866 ------- 1,743.30

Surtax ----------------- 33,122.70
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 11, T. D. 5517, 11 F. R. 6530]

§ 29.12-3 Limitation on amount of
tax. (a) For taxable years beginning
after December 31, 1943 and before Jan-
uary 1, 1946 the aggregate amount of the
surtax and the normal tax, computed
before the application thereto of the
credit provided in section 31 (relating to
the credit for foreign income tax), sec-
tion 32 (relating to the credit for tax
withheld at the source under section 143
or section 144), and section 35 (relating
to the credit for tax withheld on wages),
cannot exceed an amount equal to 90
percent of the taxpayer's net income for
the taxable year.

(b) For taxable years beginning after
December 31, 1945, the aggregate amount
of the surtax and the normal tax, com-
puted before the application thereto of
the credit provided in section 31 (relating
to the credit for foreign income tax),
section 32 (relating to the credit for tax
withheld at the source under section 143
or section 144), and section 35 (relating
to the credit for tax withheld on wages),
cannot exceed an amount equal to 851/2
percent of the taxpayer's net income for
the taxable year. For treatment of tax-
able years beginning in 1945 and ending
in 1946, see § 29.108-2.
[T. D. 5425, 10 F. R. 11, as amended by T. D.
5517, 11 F. R. 65301

§ 29.13-1 Tax on corporations in gen-
eral. (a) Section 13 imposes an income
tax on corporations in general the nor-
mal-tax net income of which is more
than $25,000. Every such corporation is
liable to the tax imposed by such section,
except (1) corporations expressly exempt
from taxation under chapter 1 (see sec-
tion 101); (2) corporations subject to
tax under section 14, being (1) corpora-
tions having normal-tax net incomes of

not more than $25,000 and not coming
within the provisions of subsection (c),
(d), or (e) of such section 14, and (2)
foreign corporations engaged in trade or
business within the United States; (3)
foreign corporations not engaged in
trade or business within the United
States (see section 231 (a)) ; (d) insur-
ance companies (see Supplement G (sec-
tions 201 to 207)) ; and (4) regulated in-
vestment companies (see Supplement Q
(sections 361 and 362) ).

(b) It makes no difference that a do-
mestic corporation subject to any tax im-
posed by section 13 may derive no income
from sources within the United States.
The tax imposed by section 13 is com-
puted upon the "normal-tax net income,"
that is, for taxable years beginning be-
fore January 1, 1946, the adjusted net
income minus the credit provided in sec-
tion 26 (e) for income subject to the ex-
cess profits tax imposed for such years
by subchapter E of chapter 2 and minus
the credit for dividends received provided
in section 26 (b) prior to its amendment
by the Revenue Act of 1945. For taxable
years beginning after December 31, 1945,
the normal-tax net income is the ad-
Justed net income minus the credit for
dividends received provided in section 26
(b). Section 26 (b) relates to dividends
received from a domestic corporation
which is subject to taxation under Chap-
ter 1 (85 percent of dividends received).
For taxable years beginning in 1945 and
ending in 1946, see § 29.108-2. The "ad-
justed 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 obli-
gations of the United States and its
instrumentalities.

(c) The tax imposed by section 13 is
payable upon the basis of returns ren-
dered 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 "corporation" in-
cludes and for the difference between
domestic and foreign corporations, see
section 3797 (a). For surtax on corpo-
rations generally, see § 29.15-1. For sur-
tax on personal holding companies, see
sections 500 to 511. For surtax on cor-
porations improperly accumulating sur-
plus, see section 102. For treatment of
capital gains and losses, see section 117.

(d) The manner of computing the tax
imposed by section 13 depends upon the
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amount of the corporation's normal-tax
net income. If the normal-tax net in-
come Is more than $50,000, the tax is 24
percent of the normal-tax net income.
If the normal-tax net income is more
than $25,000 and not more than $50,000,
the tax is $4,250 plus 31 percent of the
amount in excess of $25,000.

(e) This section may be Illustrated by
the following examples:

Example (1). The A Corporation, a do-
mestic corporation, which is not a bank affi-
liate referred to in section 26 (d), has for
the calendar year 1942 a net income of
$130,000, including interest on United States
obligations (allowable as a credit under sec-
tion 26 (a)) in the amount of $10,000 and
dividends received (allowable as a credit
under section 26 (b)) in the amount of
$10,000. It also is entitled to a credit (allow-
able under section 26 (e)) for income sub-
ject to the excess profits tax imposed by sub-
chapter E of chapter 2, in the amount of
$20,000. The corporation's tax under section
13 for the calendar year 1942 is $21,960, com-
puted as follows:

Net income --------------------- $130, 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) ---------- $8,500

111,500
Less credit for income subject to

excess profits tax --------------- 20,000

Normal-tax net income ------- 91,500
Tax under section 13 (b) (1) (24

pbrcent of $91,500) ------------ 21,960
Example (2). Assuming that the A Cor-

poration's normal-tax income for 1942 is
$41,500, instead of $91,500, its tax under sec-
tion 13 for such year would be computed un-
der section 13 (b) (2) and is $9,365, that is,
$4,250 plus $5,115 (31 percent of $16,500, the
excess of $41,500 over $25,000).
[Regs. 111 8 F. R. 14882, as amended by T. D.
5517, 11 F. R. 6530]

§ 29.14-1 Tax on special corpora-
tions. (a) Section 14 and this section
are applicable with respect to taxable
years beginning after December 31, 1941.
See section 117 as to the treatment of
capital gains and capital losses.

(b) Section 14 imposes an income tax
upon (1) corporations having normal-
tax net Incomes of not more than $25,000,
and (2) foreign corporations engaged in
trade or business within the United
States. The tax Imposed by section 14
Is in lieu of the tax imposed by section

13. The tax is imposed upon the "nor-
mal-tax net income," for the definition
of which see section 13 and § 29.13-1.
Corporations expressly exempt from
taxation under chapter 1 (see section
101) are not subject to the tax under
section 14.

(c) As in the case of corporations sub-
ject to the tax under section 13, It makes
no difference that a domestic corporation
subject to the tax Imposed by section 14
may derive no income from sources
within the United States. So, also, the
tax 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 "corporation" Includes
and for the difference between domestic
and foreign corporations, see section
3797 (a). For surtax on corporations
generally, see section 15 and § 29.15-1.
For surtax on personal holding compa-
nies, see sections 500 to 511, Inclusive.
For surtax on corporations improperly
accumulating surplus, see section 102.

(d) Section 14 (b) imposes a tax at
graduated rates on corporations which
do not have normal-tax net incomes of
more than $25,000 and which do not come
within one of the classes specified in sub-
section (c) (foreign corporations), (d)
(insurance companies) or (e) (regu-
lated investment companies) of section
14. The tax is the same whether or not
the corporation distributes any dividends
during the taxable year.

(e) The following table shows the in-
come tax imposed by section 14 (b) upon
certain specified amounts of normal-tax
net income. In each instance the first
figure of the normal-tax net Income in
the normal-tax net-income column is to
be excluded and the second figure in-
cluded. The percentage given opposite
applies to the excess of income over the
first figure in the normal-tax net-income
column. The last column gives the to-
tal tax on a normal-tax net income equal
to the second figure in the normal-tax
net-income column.

TABLE OF CORPORATION INCOME TAX UNDER SECTION
14 (a)

Normal-tax net income Percent Total tax

$0 to $5,000 ----------------------- 15 $750
$5,000 to $20,000 -- _--------------- 17 3,300
$20,000 to $25,000 ------------------- 19 4,250
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(f) The tax under section 14 (b) for
any amount of normal-tax net income
not shown in the table is computed by
adding to the tax for the largest amount
shown which is less than the normal-
tax net income, the tax upon the excess
over that amount at the rate indicated
in the table.

(g) The following example illustrates
the computation of the tax imposed by
section 14 (b) :

Example. The A Corporation, a domestic
corporation, has for the calendar year 1942
a net income of $28,000, including interest
on United States obligations (allowable as
a credit under section 26 (a)) in the amount
of $9,000, and dividends received (allowable
as a credit under section 26 (b)) in the
amount of $5,000. It is also entitled to a
credit (allowable under section 26 (e)) for
income subject to the excess profits tax im-
posed by subehapter E of chapter 2, in the
amount of $3,050. This tax upon the cor-
poration under section 14 (b) is $1,889, com-
puted as follows:

Net income --------------------- $28, 000
Less credit for interest on United

States obligations --------------- 9,000

Adjusted net income ---------- 19,000
Less credit for dividends received

(85 percent of $5,000) ----------- 4,250

14, 750
Less credit for income subject to

excess-profits tax ---------------- 3,050

Normal-tax net income ------- 11,700

Tax on $5,000 at 15 percent -------- 750
Tax on $6,700 at 17 percent -------- 1, 139

Total tax --------------------- 1,889

(h) Section 14 (c) provides for a tax
on foreign corporations engaged in trade
or business within the United States
equal to 24 percent of the normal-tax
net income, regardless of the amount
thereof. In the case of foreign corpora-
tions not engaged in trade or business
within the United States, the tax is as
provided in section 231 (a). In the case
of insurance companies, the tax is as
provided in Supplement G (sections 201
to 207). In the case of regulated in-
vestment companies, the tax is as pro-
vided in Supplement Q (sections. 361
and 362).

§ 29.15-1 Surtax on corporations.
(a) Section 15 imposes a surtax upon
the corporation surtax net income of
every corporation, except (1) Western
Hemisphere trade corporations (see sec-
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tion 109), (2) foreign corporations tax-
able under section 231 (a), (3) insur-
ance companies (see Supplement G
(sections 201 to 207)), or (4) regulated
investment companies (see Supplement
Q (sections 361 and 362)).

(b) For taxable years beginning be-
fore January 1, 1946, the "corporation
surtax net income" of a corporation is
its net income minus (1) the credit pro-
vided in section 26 (e) for income sub-
ject to excess profits tax imposed by
subchapter E of chapter 2, (2) the credit
provided in section 26 (b) for dividends
received, and (3) in the case of a public
utility, the credit provided in section
26 (h) for dividends paid on its preferred
stock. For the purposes of determining
the corporation surtax net income, divi-
dends received on the preferred stock of
a public utility must be disregarded in
computing the credit provided in sec-
tion 26 (b) for dividends received. For
the purposes of determining the cor-
poration surtax net income for taxable
years beginning before January 1, 1946,
such credit is limited to 85 percent of the
corporation's net income reduced by the
credit provided in section 26 (e) for in-
come subject to the excess profits tax
imposed by subchapter E of chapter 2,
rather than to 85 percent of the adjusted
net income so reduced.

(c) For taxable years beginning be-
fore January 1, 1946, the rates of cor-
poration surtax are as follows:

(1) Upon corporation surtax net in-
comes of $25,000 or less, 10 percent of the
amount thereof.

(2) Upon corporation surtax net in-
comes over $25,000 but not over $50,000,
$2,500, plus 22 percent of the amount of
such income in excess of $25,000.

(3) Upon corporation surtax net in-
comes of more than $50,000, 16 percent of
the entire amount thereof.

(d) For taxable years beginning after
December 31, 1945, the "corporation sur-
tax net income" of a corporation is its
net income minus (1) the credit provided
in section 26 (b) for dividends received
and (2) in the case of a public utility,
the credit provided in section 26 (h) for
dividends paid on its preferred stock.
For the purposes of determining the cor-
poration surtax net income, dividends
received on the preferred stock of a pub-
lic utility must be disregarded in com-
puting the credit provided in section 26
(b) for dividends received.
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(e) For taxable years beginning after
December 31, 1945, the rates of corpora-
tion surtax are as follows:

(1) Upon corporation surtax net in-
comes of $25,000 or less, 6 percent of the
amount thereof.

(2) Upon corporation surtax net in-
comes over $25,000 but not over $50,000,
$1,500 plus 22 percent of the amount of
such income in excess of $25,000.

(3) Upon corporation surtax net in-
come of more than $50,000, 14 percent of
the entire amount thereof.

(f) The credit provided in section 26
(a) for interest received on obligations
of the United States or its instrumentali-
ties is not allowable in computing corpo-
ration surtax net income for any taxable
year.

(g) For treatment of taxable years be-
ginning in 1945 and ending in 1946, see
§ 29.108-2.

(h) The computation of the surtax on
corporations may be illustrated by the
following examples:

Example (1). The A Corporation, a domes-
tic corporation which is not a public utility,
has for the calendar year 1942 a net income
of $86,000. The net income includes divi-
dends received from a corporation which is
not a public utility, in the amount of $9,000,
and dividends received from the preferred
stock of a public utility, in the amount of
$3,000. It also includes income subject to
the excess profits tax imposed by subchapter
E of chapter 2. in the amount of $37,000.
The A Corporation's surtax for the calendar
year 1942 is $6,097, computed as follows:

Net income --------------------- $86, 000
Less credit for income subject to ex-

cess profits tax ----------------- 37, 000

49, 000
Less credit for dividends received (85

percent of $9,000) --------------- 7, 650

Corporation surtax net income --- 41,350

Tax ($2,500 plus 22 percent of $16,-
350, the excess of $41,350 over
$25,000) ------------------------ 6,097

Example (2). The B Corporation, a do-
mestic corporation which is not a public
utility, has for the calendar year 1946 a net
income of $75,000. The net income includes
dividends received from a corporation which
is not a public utility, in the amount of
$5,000, and dividends received on the pre-
ferred stock of a public utility in the amount
of $2,000. The B Corporation's surtax for the
calendar year 1946 is $9,905, computed as
follows:

Net income --------------------- $75, 000
Less credit for dividends received (85

percent of $5,000) -------------- 4,250

Corporation surtax net income --- 70, 750
Tax (14 percent of $70,750) -------- 9,905
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5517, 11 F. R. 6531]

COMPUTATION OF NET INCOME

§ 29.21-1 Meaning of net income. (a)
The tax imposed by chapter 1 is upon in-
come. Neither income exempted by
statute or fundamental law, nor expenses
incurred in connection therewith, other
than Interest, enter into the computation
of net income as defined by section 21.
(See section 24 (a) (5).) In the compu-
tation of the tax various classes of in-
come 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 in-
come specifically described as gains and
profits, including gains derived from the
sale or other disposition of capital assets.
Cash receipts alone do not always ac-
curately reflect income, for the Inter-
nal Revenue Code recognizes as income-
determining factors other items, among
which are inventories, accounts receiv-
able, property exhaustion, and accounts
payable for expenses 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 statu-
tory deductions are in general, though
not exclusively, expenditures, other than
capital expenditures, connected with the
production of income. (See sections 23
and 24.)

(4) Net income less credits. (See sec-
tions 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 net
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
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computed in accordance with the method
of accounting regularly employed in
keeping the books of the taxpayer. (See
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,
118, 121, 122, 203, 204, 207, 208, 232, 336,
and sections 500 to 511.)

§ 29.22 (a)-1 What included 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
gains, profits, and Income derived from
any source whatever, unless exempt
from tax by law. (See sections 22 (b)
and 116.) In general, Income is the gain
derived from capital, from labor, or from
both combined, provided it be understood
to Include profit gained through a sale
or conversion of capital assets. Profits
of citizens, residents, or domestic cor-
porations derived from sales In foreign
commerce must be included in their gross
income; but special provisions are made
for nonresident aliens and foreign cor-
porations by sections 211 to 237, and, in
certain cases, by section 251, for citizens
and domestic corporations deriving in-
come 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, regardless
of whether the transfer is in the form of
a sale or exchange, such shareholder
shall include in gross income the differ-
ence between the amount paid for the
property and the amount of its fair mar-
ket value to the extent that such differ-
ence is in the nature of a distribution of
earnings or profits taxable as a dividend.
In computing the gain or loss from the
subsequent sale of such property its basis
shall be the amount paid for the prop-
erty, increased by the amount of such
difference included in gross income.
This paragraph does not apply, however,
to the issuance by a corporation to its
shareholders of the right to subscribe to
Its stock, as to which see § 29.22 (a)-8.

(c) If property is transferred by an em-
ployer to an employee for an amount less
than its fair market value, regardless of
whether the transfer is in the form of a
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sale or exchange, the difference between
the amount paid for the property and the
amount of its fair market value is in the
nature of compensation and shall be
included in the gross income of the em-
ployee. 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 included in gross income.

NoTE: In the case of property transferred
by an employer to an employee pursuant to
the exercise of an option granted to the em-
ployee before February 26, 1945. the pro-
visions of this section prior to Its amend-
ment by Treasury Decision 5507 shall apply.

(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. As to the
amount of income tax paid for a bond-
holder by the obligor pursuant to a so-
called tax-free covenant, see section
143 (a) (3). As to the determination of
gain or loss from the sale or other dispo-
sition of property, see sections 111 to 113,
inclusive. As to amounts received as
loans from the Commodity Credit Cor-
poration, see section 123. As to income
upon a recovery in respect of war losses,
see section 127 (c).

(e) As to insurance companies and
foreign corporations, see sections 202,
204, 206, 207, and 231.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5507, 11 F. R. 4082, T. D. 5600, 13 F. R. 576]

§ 29.22 (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 ren-
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dered aremere gifts or gratuities and
are not taxable. 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, 46 Stat. 468, 475, as
amended (5 U. S. C., ch. 14), from the
basic salary, pay, or compensation of the
employees in the civil service of the
United States are includible in gross in-
come for the year in which deducted and
withheld. As used in this section the
term "Federal officers and employees" in-
cludes all judges of courts of the United
States irrespective of when they took of-
fice. Compensation received for services
rendered as an officer or employee (in-
cluding a member of a legislative body
and a Judge or officer of a court) of a
State or any political subdivision thereof,
or any agency or instrumentality of any
one or more of the foregoing, is to be
included in gross income, regardless of
the nature of the office or employment.

(b) The value of services need not be
included in gross income when rendered
directly and gratuitously to an organi-
zation described in section 23 (o).
Where, however, pursuant to an agree-
ment or understanding services are ren-
dered to a person for the benefit of an
organization 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
understanding the person making the
payment acknowledges his liability to
make payment to such organization.
The second sentence of this paragraph
shall not apply where such an agreement
or understanding has been entered into
prior to May 14, 1942 (the date of the
approval of Treasury Decision 5151, 7
F. R. 3708).

§ 29.22 (a) -3 Compensation paid other
than in cash. If services are paid for
with something other than money, the
fair market value of the thing taken in
payment is the amount to be included
as income. If the services were ren-
dered at a stipulated price, in the ab-
sence of evidence to the contrary such
price will be presumed to be the fair
value of the compensation received. If
a corporation transfers to its employees
its own stock as compensation for serv-
ices rendered by the employee, the
amount of such compensation to be In-

cluded in the gross income of the em-
ployee is the fair market value of the
stock at the time of the transfer. If
a person receives as compensation for
services rendered a salary and in addi-
tion 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 quar-
ters 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 re-
ceived by the employees. The value of
quarters furnished to the commissioned
officers, chief warrant officers, warrant
officers, and enlisted personnel of the
Army, Navy, 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
section 22 (b) (6).) Premiums paid by
an employer on policies of group life in-
surance covering the lives ctf his em-
ployees, the beneficiaries of which are
designated by the employees, are not in-
come to the employees. (See § 29.24-3.)

§ 29.22 (a)-4 Compensation paid in
notes. Notes or other evidences of in-
debtedness received in payment for
services constitute income to the amount
of their fair market value. A taxpayer
receiving as compensation a note re-
garded as good for its face value at
maturity, but not bearing interest, shall
treat as income as of the time of receipt
the fair 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 accounted for are met as they
become due, there should be included as
income in respect of each such payment
so much thereof as represents recovery
for the discount originally deducted.

§ 29.22 (a)-5 Gross income from bus-
iness. In the case of a manufacturing,
merchandising, or mining business,
"gross income" means the total sales, less
the cost of goods sold, plus any income
from investments and from incidental
or outside operations or sources. In de-
termining the gross income subtractions
should not be made for depreciation, de-
pletion, selling expenses, or losses, or for
items not ordinarily used in computing
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the cost of goods sold. But see § 29.23
(m)-1 (f).

§ 29.22 (a)-6 State contracts. The
profit from a contract with a State or
political subdivision thereof must be in-
cluded 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 public
work done, the fair market value of such
warrants should be returned as income.
If for any reason the contractor upon
conversion of the warrants into cash
does not receive and cannot recover the
full value of the warrants so returned,
he may deduct from gross income for
the year in which the warrants are con-
verted into cash any loss sustained, and
if he realizes more than the value of the
warrants so returned he should include
the excess in his gross income for the
year in which realized.

§ 29.22 (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 live stock and
produce which were raised during the
taxable year or prior years, (2) the
profits from the sale of any live stock or
other items which were purchased, and
(3) gross income from all other sources.
The profit from the sale of live stock or
other items which were purchased after
February 28, 1913, is to be ascertained
by deducting the cost from the sales
price in the year in which the sale oc-
curs, except that in the case of the sale
of animals purchased as draft or work
animals or solely for breeding or dairy
purposes and not for resale, the profit
shall be the amount of any excess of the
sales price over the amount representing
the difference between the cost and the
depreciation theretofore allowed (but
not less than the amount allowable) in
respect of such property as a deduction
in computing net income.

(b) In the case of a farmer reporting
on the accrual basis (in which an in-
ventory is used to determine profits),
his gross profits are ascertained by add-
ing to the inventory value of live stock
and products on hand at the end of the
year the amount received from the sale
of live stock and products, and 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 live stock and products
on hand at the beginning of the year
and the cost of live stock and products
purchased during the year. In such
cases all live stock raised or purchased
for sale shall be included in the inven-
tory at their proper valuation deter-
mined in accordance with the method
authorized and adopted for the purpose.
Also live stock acquired, for draft, breed-
ing, or dairy purposes and not for sale,
may be included in the 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
live stock included in an inventory their
cost must not be taken as an additional
deduction in the return of income, as
such deduction will be reflected in the
inventory. (See § 29.22 (c)-6.)

(c) In every case of the sale of ma-
chinery, farm equipment, or other capi-
tal assets purchased after February 28,
1913 (which are not to be included in an
inventory if one is used to determine
profits) any excess over the cost thereof
less the amount of depreciation thereto-
fore allowed (but not less than the
amount allowable) in respect of such
property as a deduction in computing net
income, shall be included as gross income.
If farm produce is exchanged for mer-
chandise, groceries, or the like, the
market value of the article received in
exchange is to be included in gross in-
come. Rents received 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 in-
jured or destroyed. If a farmer is en-
gaged in producing crops which take
more than a year from the time of plant-
ing to the time of gathering and dis-
posing, the income therefrom may, with
the consent of the Commissioner (see
§ 29.41-2), be computed upon the crop
basis; but in any such cases the entire cost
of producing 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 subpart the term
"farm" embraces the farm in the ordi-
narily accepted sense, and includes
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stock, dairy, poultry, fruit, and truck
farms; also plantations, ranches, and all
land used for farming operations. All
individuals, partnerships, or corpora-
tions 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 §§ 29.23 (a)-11,
29.23 (e)-5, and 29.23 (1)-lO.)

§ 29.22 (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 pur-
chases 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 determin-
ing 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 §§ 29.113 (a) (19)-1 and 29.113 (a)
(19)-2. If common stock is received as
a bonus with the purchase of preferred
stock or bonds, the total purchase price
shall be fairly apportioned between such
common stock and the securities pur-
chased for the purpose of determining
the portion of the cost attributable to
each class of stock or securities, but if
that should be impracticable in any case,
no profit on any subsequent sale of any
part of the stock or securities will be
realized until out of the proceeds of
sales shall have been recovered the total
cost.

(b) Although the issuance by a corpo-
ration to its shareholders of rights to
subscribe to its stock may not under
section 115 (f) give rise to taxible in-
come, gain may be derived or loss sus-
tained 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 con-
stitute income to the shareholders
within the meaning of the sixteenth
amendment to the Constitution, and in
the case of such rights, subparagraphs
(1) to (3) of this paragraph 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
between the rights and the stock in pro-
portion 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 adjusted, 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 1937 purchased
500 shares of common stock at $125 a share,
and in 1942, 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 h~d a fair market value of $3 each. In-
stead of subscribing to the additional shares,
he sold the rights at $4 each. The profit
is computed as follows:

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

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

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

60,000 of $62,500 =$60,975.61, cost of old
61,500 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
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which the rights were acquired shall be
determined as in paragraph (b) (1) of
this section. The basis for determining
gain or loss from a subsequent sale of a
share of the stock obtained through ex-
ercising 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 subscrip-
tion price of the new shares, by the num-
ber of new shares acquired.

Example. A taxpayer in 1939 purchased
500 shares of common stock at $125 a share,
and in 1942, 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 subscribe
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 paragraph (a) of this section)
+$10,000 (subscription price of additional
shares) -$11,524.39, basis for determining
gain or loss from sale of additional shares.

$11,524.39--100=$115.24, basis for deter-
mining gaMi 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 times 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
particular lot of such stock, the basis for
determining 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
principles laid down in § 29.113 (a)
(12)-i.

(c) As to deductions for losses from
sales or exchanges of stocks or bonds, in-
cluding losses from sales or exchanges
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of rights to subscribe to stock, see § 29.23
(e)-1.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 7335l

§ 29.22 (a)-9 Sale of patents and
copyrights. A taxpayer disposing of
patents or copyrights by sale should
determine the gain or loss arising there-
from by computing the difference be-
tween the selling price and the cost or
other basis, with proper adjustment for
depreciation, as provided in §§ 29.111-1,
29.113 (a) (14)-1, and 29.113 (b) (1)-1
to 29.113 (b) (3)-2.

§ 29.22 (a)-10 Sale of good will.
Gain or loss from a sale of good will re-
sults only when the business, or a part
of it, to which the good will attaches is
sold, in which case the gain or loss will
be determined by comparing the sale
price with the cost or other basis of the
assets, including good will. (See
§§ 29.111-1, 29.113 (a) (14)-1 and 29.113
(b) (1)-1 to 29.113 (b) (3)-2.) If spe-
cific payment was not made for good
will, there can be no deductible loss with
respect thereto, but gain may be realized
from the sale of good will built up
through expenditures which have been
currently deducted. It is immaterial
that good will may never have been car-
ried on the books as an asset, but the
burden of proof is on the taxpayer to es-
tablish the cost or other basis of the good
will sold.

§ 29.22 (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 parcels
and made a matter of record on the
books of the taxpayer, to the end that
any gain derived from the sale of any
such lots or parcels which constitutes
taxable income may be returned as 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 en-
tire tract may be recovered before any
taxable income shall be returned. The
sale of each lot or parcel will be treated
as a separate transaction, and gain or
loss computed accordingly.

§ 29.22 (a)-12 Annuities and insur-
ance policies. Annuities paid by reli-
gious, charitable, and educational corpo-
rations under an annuity contract are, in
general, subject to tax to the same extent
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as annuities from other sources paid
under similar contracts. (See section
22 (b) (2) and § 29.22 (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 income of the
land. (See section 22 (b) (3) and
§ 29.22 (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 section
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 any sums
paid to the annuitant. Amounts re-
ceived 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 cur-
rent premium, are not subject to tax.

§ 29.22 (a)-13 Cancellation of indebt-
edness-(a) In general. (1) The can-
cellation of indebtedness, in whole or in
part, may result in the realization of in-
come. If, for example, an individual
performs services for a creditor, who, in
consideration thereof cancels the debt,
income in the amount of the debt is real-
ized by the debtor as compensation for.
his services. A taxpayer realizes income
by the payment or purchase of his ob-
ligations at less than their face value.
(See § 29.22 (a)-(17).) In general, if a
shareholder in a corporation which is in-
debted to him gratuitously forgives the
debt, the transaction amounts to a con-
tribution to the capital of the corpora-
tion to the extent of the principal of the
debt.

(2) For exclusion from gross income
of income attributable to discharge of
indebtedness of certain corporations, see
§ 29.22 (b) (9)-1. For exclusion from
gross income attributable to discharge of
indebtedness of railroad corporations in
certain judicial proceedings, see § 29.22
(b) (10)-1.

(b) Proceedings under Bankruptcy
Act. (1) Income is not realized by a tax-
payer by virtue of the discharge, under
section 14 of the Bankruptcy Act, as
amended, of his indebtedness as the re-
sult of an adjudication in bankruptcy, or
by virtue of an agreement among his
creditors not consummated under any
provision of the Bankruptcy Act, as

amended, 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
indebtedness under:

(I) A plan of corporate reorganization
confirmed under either section 77B or
chapter X of the Bankruptcy Act, as
amended;

(iD A composition agreement con-
firmed under either section 12 or 74.of
the Bankruptcy Act, as amended;

(iiI) An "arrangement" or a "real
property arrangement" confirmed under
chapter XI or XII, respectively, of the
Bankruptcy Act, as amended; or

(iv) A "wage earner's plan" confirmed
under chapter XIII of the Bankruptcy
Act, as amended.

(2) If, however, such i lan of corporate
reorganization or agreement of compo-
sition referred to in subparagraph (1)
(i)-(iv) of this paragraph above had
for one of its principal purposes the
avoidance of income tax, the cancella-
tion or reduction of indebtedness, under
such plan or agreement confirmed un-
der section 12, 74, or 77B or under
chapter X, XI, XII, or XIII of the Bank-
ruptcy Act, as amended, may result in
the realization of income.

(3) For adjustment of basis of certain
property in the case of cancellation or
reduction of indebtedness required by
the Bankruptcy Act, as amended, see
§§ 29.113 (b) (1)-2 and 29.113 (b) (1)-3.

§ 29.22 (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 there-
from is income of the corporation and
shall be included as such in its gross
income.

§ 29.22 (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
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circumstances. The receipt by a cor-
poration 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 subscription or issue price be in ex-
cess of, or less than, the par or stated
value of such stock.

(b) But 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 stocks
as consideration upon the sale of prop-
erty by it, or in satisfaction of indebted-
ness 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.

§ 29.22 (a)-16 Contributions to cor-
poration by shareholders. If a corpora-
tion requires additional funds for con-
ducting its business and obtains such
needed money through voluntary pro
rata payments by its shareholders, the
amounts so received being credited to its
surplus account or to a special capital
account, such amounts will not be 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 of
voluntary assessments upon, and repre-
sent an additional price paid for, the
shares of stock held by the individual
shareholders, and will be treated as an
addition to and as a part of the operat-
Ing capital of the company. (See
§§ 29.22 (a)-13 and 29.34-2.

§ 29.22 (a)-17 Sale and purchase by
corporation of its bonds. (a) (1) If
bonds are issued by a corporation at
their face value, the corporation realizes
no gain or loss. (2) 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 expense for the taxable year.
(3) If, however, the corporation pur-
chases any of such bonds at a price less
than the issuing price or face value, the
excess of the issuing price or face value
over the purchase price is gain or in-
come for the taxable year.

(b) (1) 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. (2) 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 issuing 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. (3) If, however, the corporation
purchases any of such bonds at a price
less than the issuing price minus any
amount of premium already returned as
income, the excess of the issuing price,
minus any amount of premium already
returned as income (or of the face value
plus any amount of premium not yet
returned as income), over the purchase
price is gain or income for the taxable
year.

(c) (1) If bonds are issued by a cor-
poration at a discount, the net amount
of such discount is deductible and should
be prorated or amortized over the life
of the bonds. (2) If the corporation
purchases 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 dis-
count already deducted (or over the face
value minus any amount of discount not
yet deducted) is a deductible expense
for the taxable year. (3) If, however,
the corporation purchases any of such
bonds at a price less than the issuing
price plus any amount of discount al-
ready deducted, the excess of the issuing
price, plus any amount of discount al-
ready 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) (1) 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 andi
should not be prorated or amortized over
the life of the bonds. (2) If the cor-
poration purchases any of such bonds
at a price in excess of the face value of
the bonds, the excess of the purchase
price over the face value is a deductible
expense for the taxable year. (3) If,
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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 in-
come for the taxable year.

(e) For exclusion from gross income of
income attributable to discharge of in-
debtedness of certain corporations, see
§ 29.22 (b) (9)-1. For exclusion from
gross income of income attributable to
discharge of indebtedness of railroad
corporations in certain judicial proceed-
ings, see § 29.22 (b) (10)-1.

§ 29.22 (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 corporation
sells Its capital assets In whole or in part,
it shall include in its gross income for the
year In which the sale was made the
gain from such sale, computed as pro-
vided in sections 111 to 113. If the pur-
chaser takes over all the assets and as-
sumes the liabilities, the amount so as-
sumed is part of the selling price.

§ 29.22 (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 equiva-
lent to a certain rate of dividend on the
lessor'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
income, 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 or let 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 to 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 bondhold-
ers and the shareholders such amounts
are Interest and dividend payments re-
ceived as from the lessor and as such
shall be accounted for in their returns.

§ 29.22 (a)-20 Gross income of cor-
poration in liquidation. When a cor-
poration is dissolved, Its affairs are usu-

ally wound up by a receiver or trustees
in dissolution. The corporate existence
is continued for the purpose of liquidat-
ing the assets and paying the debts, and
such receiver or trustees stand In the
stead of the corporation for such pur-
poses. (See sections 274 and 298.) Any
sales of property by them are to be
treated as if made by the corporation
for the purpose of ascertaining the gain
or loss. No gain or loss is realized by a
corporation from the mere distribution
of its assets In kind In partial or com-
plete liquidation, however they may have
appreciated or depreciated in value since
their acquisition. But see section 44 (d)
and § 29.44-5. (See further § 29.52-2.)

§ 29.22 (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 not 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 appropriate
regulation, the application of this prin-
ciple to varying and diversified factual
situations has led to considerable uncer-
tainty and confusion. The provisions of
this section accordingly resolve the pres-
ent difficulties of application by defining
and specifying those factors which dem-
onstrate the retention by the grantor of
such complete control of the trust that
he Is taxable on the income therefrom
under section 22 (a). Such factors are
set forth in general in paragraph (b) and
in detail in paragraphs (c), (d) and (e)
of this section.

(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 rela-
tively short term of years (see paragraph
(c) 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, ex-
ercisable by the grantor, or another per-
son lacking a substantial adverse inter-
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est in such disposition, or both (see para-
graph (d) of this section) ; or

(3) The corpus or the income there-
from is subject to administrative con-
trol, 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 expected to
take effect in possession or enjoyment:

(i) Within 10 years commencing with
the date of the transfer, or

(ii) 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 ex-
ercisable as trustee: a power to vote or
direct the voting of stock or other securi-
ties, a power to control the Investment
of the trust funds either by directing in-
vestments or reinvestments or by veto-
ing proposed investments or reinvest-
ments, and a power to reacquire the trust
corpus by substituting other property,
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 effect
In possession or enjoyment within 10 or
15 years, as the case may be, where the
corpus of the income therefrom is to be

reacquired if the grantor survives any
stated contingency which is of an insub-
stantial character. Thus, the grantor
is taxable where the trust income is to
be paid to the grantor's wife for three
years, and the corpus is then to be re-
turned to the grantor if he survives such
period, or to be paid to the grantor's
wife if he is already deceased.

(4) Any postponement of the date
specified for the reacquisition of posses-
sion or enjoyment of the reversionary in-
terest is considered a new transfer in
trust commencing with the date on which
the postponement is effected and termi-
nating with the date prescribed by the
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.

Example. 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
income. 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 in-
come 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 remaining two years.

(d) Power to determine or control
beneficial enjoyment of income or cor-
pus. 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 pro-
vided in subparagraphs (1) to (4) of this
paragraph), whether by revocation, al-
teration, or otherwise, exercisable (in any
capacity and regardless of whether such
exercise is subject to a precedent giving
of notice or is limited to some future
date) by the grantor, or any person not
having a substantial adverse interest in
the beneficial enjoyment of the corpus
or income, whichever is subject to the
power, or both. The grantor is not tax-
able, however, if the power, whether
exercisable with respect to corpus or in-
come, 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 in
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paragraph (c) of this section is exercis-
able solely by the grantor, or spouse liv-
ing with the grantor and not having a
substantial adverse interest, or both,
whether or not as trustee). For exam-
ple, if a trust created on January 1, 1940
provides 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 substi-
tute other beneficiaries in lieu of his
wife on or after January 1, 1950, the
grantor is not taxable on the trust in-
come for the period prior to January 1,
1950. But the income will be attributable
to the grantor for the period beginning
on such date unless the power is re-
linquished. If the beginning of such
period is postponed, such postponement
is considered a new transfer in trust com-
mencing with the date on which the post-
ponement is effected and terminating
with the date prescribed by the post-
ponement. 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.
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 years, the grantor will
be taxable if such event is the practical
equivalent of the expiration 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.

The foregoing provisions of this para-
graph shall not apply to any one or more
of the following powers:

(1) 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 ac-
cumulated in the discretion of the
grantor, or any person not having a sub-
stantial adverse interest in the disposi-
tion of such income, or both. For ex-
ample, if a trust provides that the income
is to be accumulated during the grantor's
life and that the grantor may appoint
the accumulated income by will, the
grantor is taxable on the trust income;

(2) A power to determine the bene-
ficial enjoyment of the corpus or the in-
come therefrom if such corpus or income,
as the case may be, is irrevocably pay-
able for the purposes and in the manner
specified In section 23 (o);

(3) If the power is exercisable 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 subparagraph
(4) (i) of this paragraph, and the ex-
ercise of the power is not subject to the
approval or consent of any person other
than such trustee or trustees, this sub-
paragraph shall not apply to a power:

(I) To distribute, apportion, or accu-
mulate income to or for a beneficiary or
beneficiaries, or to, for, or within a class
of beneficiaries,

(i) To pay out corpus to or for a ben-
eficiary or beneficiaries or to or for a
class of beneficiaries (whether or not in-
come beneficiaries).
The powers described In this subpara-
graph include all the powers described
in subparagraph (4) of this paragraph,
since the latter powers are more limited
than those described in this subpara-
graph.

(4) If the power:
(1) Is exercisable by the grantor or

spouse living with the grantor, or both,
whether or not as trustee, or

(ii) Is exercisable (a) solely by a trus-
tee or trustees who include the father,
mother, issue, brother, sister, or employee
of the grantor, or a subordinate em-
ployee of a corporation in which the
grantor Is an executive or in which the
stockholdings of the grantor and the
trust are significant from the viewpoint
of voting control, and (b) in a manner
which may affect the interests of bene-
ficiaries which include the spouse or any
child of the grantor (see subparagraph
(3) of this paragraph for a power exer-
cisable by a related or subordinte trus-
tee 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

(ili) Is exercisable by any person or
persons other than as trustee, or

(iv) Is exercisable 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,
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this paragraph shall not apply:
(a) To a power to pay out corpus to

or for a beneficiary or beneficiaries or to
or for a class of beneficiaries (whether or
not income beneficiaries) : Provided,
That the power is limited by a reason-
ably definite external standard. Such
standard must be set forth in the trust
instrument and must consist of needs
and circumstances of the beneficiaries;

(b) If the power is not limited by a
reasonably definite external standard, to
a power to pay out corpus to or for any
current income beneficiary: Provided,
That any such payment of corpus must
be chargeable 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;

(c) To a power to distribute or ap-
ply income to or for any current income
beneficiary or to accumulate such income
for him: Provided, That any accumu-
lated income must ultimately be pay-
able to the beneficiary from whom dis-
tribution or application is withheld, to
his estate, or to his appointees (or per-
sons named as alternate takers in de-
fault of appointment): Provided, That
such beneficiary possesses a power of
appointment which does not exclude
from the class of possible appointees any
person other than the beneficiary, his es-
tate, his creditors or the creditors of his
estate; or, if payable upon the termina-
tion of the trust or in conjunction with
a distribution of corpus which distribu-
tion is augmented by such accumulated
income, is ultimately payable to the cur-
rent income beneficiaries in shares which
have been irrevocably specified in the
trust instrument. Accumulated income
shall be-considered 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 beneficiary 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 alternate taker or
the shares of such alternate takers have
been irrevocably specified in the trust
instrument;

(d) To a power, exercisable only dur-
ing (1) the existence of a legal disability
of any current income beneficiary, or
(2) the period in which any income
beneficiary shall be under the age of
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twenty-one years, to distribute or apply
income to or for such beneficiary or to
accumulate and add such income to
corpus;

(e) In a case falling under subdivision
(i) of this subparagraph, to a power to
distribute, apportion, or accumulate in-
come to or for a beneficiary or benefi-
ciaries, or to, for, or within a class of
beneficiaries, whether or not the condi-
tions in (c) or (d) of this subdivision
are satisfied: Provided, That such power
is limited by a reasonably definite exter-
nal standard. For the requirements of
such standard, see (a) of this subdivi-
sion.

A power does not fall within the powers
described in subparagraphs (3) and (4)
of this paragraph if the trustee is en-
abled to add to the class of beneficiaries
designated to receive the income or cor-
pus, 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 lan-
guage, is not deemed a power over bene-
ficial enjoyment with respect to income
or corpus.

(e) Administrative control. Income of
a trust, whatever its duration, is taxable
to the grantor where, under the terms of
the trust or the circumstances attendant
on its operation, administrative control
is exercisable primarily for the benefit of
the grantor rather than the beneficiaries
of the trust. Administrative control is
exercisable primarily for the benefit of
the grantor where:

(1) 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

(2) 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 to borrow the
corpus or income, directly or indirectly,
without adequate interest in any case,
or without adequate security except
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
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grantor and other persons and corpora-
tions upon the same terms and condi-
tions; or

(3) The grantor has directly or Indi-
rectly borrowed the corpus or income
and has not completely repaid the loan
including any interest, before the be-
ginning of the taxable year; or

(4) Any one of the following powers
of administration over the trust corpus
or income is exercisable in a non-
fiduciary 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 securities, a power to control the
investment of the trust funds either by
directing investments or reinvestments
or by vetoing proposed investments or
reinvestments, and a power to reacquire
the trust corpus by substituting other
property of an equivalent value.

(5) If a power is exercisable by a person
as trustee, It is presumed that the power
is exercisable in a fiduciary capacity pri-
marily in the interests of the benefi-
ciaries. Such presumption may be re-
butted only by a 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 exercisable
in a fiduciary or a nonfiduciary capacity
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 or cor-
porations the stock of which is not
closely held and in which the holdings
of the trust, either by themselves or in
conjunction with the holdings of the
grantor, are of no significance from the
viewpoint 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
capacity 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.

(6) The mere fact that a power exercis-
able by the trustee is described in broad
language does not indicate that the trus-
tee is authorized to purchase, exchange, or
otherwise deal with or dispose of the trust

819592-49- 13

property or income for less than an ade-
quate and full consideration 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 authority may be
indicated by the actual administration
of the trust.

(f) Limitations of section. (1) Despite
the limitations of this section, the
grantor of a trust directing the pay-
ment or application of the income there-
from in satisfaction of the grantor's legal
obligations 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 attribut-
able to him in a capacity unrelated
to dominion and control over the trust
as such as defined in paragraphs (c),
(d) and (e) of this section. Thus, the
provisions 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
further sections 166 and 167.

(2) Section 22 (a) shall be applied in
the determination of the taxability of
trust income for taxable years beginning
prior to January 1, 1946 without reference
to this section.
IT. D. 5488, 11 F. R. 65, as amended by T. D.
5567, 12 F. R. 43951

NOTE 1: The statement of policy regarding
extent of application of this section, relat-
ing to taxability of income of certain trusts,
issued by the Acting Commissioner, Oct. 10,
1946, 11 F.R. 12044, reads in part as follows:

It will, therefore, be the policy of the
Bureau where the grantor's control over a
trust created prior to January 1, 1946, is ter-
minated at any time during the calendar
year 1946, with the result that the trust in-
come on the last day of such calendar year
is no longer taxable to the grantor under
the provisions of Treasury Decision 5488, not
to assert liability of the grantor under Treas-
ury Decision 5488 for any part of the calendar
year 1946. The Bureau may, however, assert
liability of the grantor in such a case under
section 22 (a) of the Internal Revenue Code
without reference to Treasury Decision 5488
for that part of the calendar year 1946 pre-
ceding the termination of the grantor's con-
trol over the trust.

NOTE 2: Statement, Commissioner of In-
ternal Revenue, approved by the Acting Sec-
retary of the Treasury, June 30, 1947, 12 F.R.
4397 sets forth the following policy regard-
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ing extent of application of Treasury Deci-
sion 5567, relating to taxability of income
of certain trusts:

1. Section 29.22 (a)-21, dealing with the
taxation of trust income to the grantor with-
in the principles of Helvering v. Clifford, 309
U. S. 331, was added to Regulations 111 by
Treasury Decision 5488, approved December
29, 1945. Section 29.22 (a)-21 was amended
by Treasury Decision 5567, approved June
30, 1947. Such section, as amended, is ap-
plicable only to taxable years beginning after
December 31, 1945. However, it will be the
policy of the Bureau, where no inconsistent
claims prejudicial to the Government are
asserted by trustees or beneficiaries, not to
assert liability of the grantor for any prior
taxable year under the general provisions
of section 22 (a) of the Internal Revenue
Code if the trust income would not be tax-
able to the grantor under the regulations
as amended.

2. IT-Mimeograph, Coll. No. 6071, R. A.
No. 1544 (11 F.R. 12044), approved October
10, 1946, provided that where the grantor's
control over a trust created prior to January
1, 1946 was terminated at any time during
the calendar year 1946, with the result that
the trust income on the last day of such
calendar year was no longer taxable to the
grantor under the provisions of § 29.22 (a)-21
of Regulations 111, It would be the policy of
the Bureau not to assert liability of the
grantor under such provisions for any part
of the calendar year 1946. In view of the
amendments made by Treasury Decision 5567
grantors who have not heretofore terminated
their substantial ownership of the trust in-
come under IT-Mimeograph 6071 may now
desire to terminate such controls over the
trusts as subject them to tax under the pro-
visions of § 29.22 (a)-21 as amended by
Treasury Decision 5567.

It will, therefore, be the policy of the
Bureau where the grantor's control over a
trust created prior to January 1. 1946 is ter-
minated at any time prior to January 1, 1948
with the result that the trust income on the
last day of the calendar year 1947 is no longer
taxable to the grantor under the provisions
of § 29.22 (a)-21 as amended by Treasury
Decision 5567 not to assert liability of the
grantor under these regulations for any part
of the calendar years 1946 and 1947. The
Bureau may, however, assert liability of the
grantor in such a case under section 22 (a)
of the Internal Revenue Code without refer-
ence to. § 29.22 (a)-21 for any part of the
calendar year 1946 or the calendar year 1947
preceding the termination of the grantor's
control over the trust. The complete re-
payment by the grantor prior to January 1,
1948 of a loan of trust corpus or Income made
to him directly or indirectly prior to Janu-
ary 1, 1946, shall be considered, for the pur-
poses of the applicability of this mimeo-
graph, a termination (with respect to such
loan) of the controls defined in paragraph
(e) (3) of § 29.22 (a)-21, as amended.
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Correspondence in regard to this mimeo-
graph should refer to Coll. No. 6156, R. A.
No. 1595, and the symbols IT:EIM.

§ 29.22 (a)-22 Trust income taxable
to person other than grantor. (a) 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 him-
self, the income therefrom shall be In-
cluded in computing the net income of
such person. Even though such a power
has been partially released or otherwise
modified so 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 per-
son If, after such release or modifica-
tion, he has retained such control of the
trust as would, within the principles of
§ 29.22 (a)-21, subject a grantor of such
a trust to tax on the income 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 § 29.22
(a)-21. See also § 29.166-2.

(b) Section 22 (a) shall be applied in
the determination of the taxability of
trust income for taxable years beginning
prior to January 1, 1946 without refer-
ence to this section.
[T. D. 5488, 11 F. R. 651

CROss REFERENCE: For statement of policy
regarding extent of application of this sec-
tion, relating to taxability of income of cer-
tain trusts, see note to § 29.22 (a)-21.

§ 29.22 (b)-i Exemptions; exclusions
from gross income. Certain items of in-
come specified In section 22 (b) are ex-
empt from tax and may be excluded from
gross income. These Items, however,
are exempt only to the extent and in the
amount specified. No other items are
exempt from gross income except (a)
those items of income which are, under
the Constitution, not taxable by the Fed-
eral Government; (b) those items of in-
come which are exempt from tax on in-
come under the provisions of any act
of Congress still in effect; and (c) the
income exempted under the provisions of
section 116. Since the tax is imposed
on net income, the exemption referred
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
computing net income. As to other
Items not to be Included in gross income,
see sections 22 (k), 112, 119, 127 (c), and
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171 and Supplements G, H, I, and J (sec-
tions 201 to 252). Section 607 (f) of the
Merchant Marine Act of 1936, as amended
by section 28 of the act of June 23, 1938
(52 Stat. 961), and changed to section
607 (h), reads as follows:

(h) The earnings of any contractor receiv-
ing an operating-differential subsidy under
authority of this Act, which are deposited
in the contractor's reserve funds as pro-
vided in this section, except earnings with-
drawn from the special reserve funds and
paid into the contractor's general funds or
distributed as dividends or bonuses as pro-
vided in paragraph 4 of subsection (c) of
this section, shall be exempt from all Fed-
eral taxes. Earnings withdrawn from such
special reserve fund shall be taxable as if
earned during the year of withdrawal from
such fund.

§ 29.22 (b) (1)-1 Life insurance;
amounts paid by reason of the death of
the insured. The proceeds of life insur-
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 in trust, are ex-
cluded from the gross income of the ben-
eficiary, except In the case of certain
transferees as provided in § 29.22 (b) (2)-
3 and in the case of a spouse to whom
such payments are income under section
22 (k). It is immaterial whether the
proceeds are receiyed in a single sum or
otherwise. If, however, such proceeds
are held by the insurer under an agree-
ment to pay interest thereon, the interest
payments must be included In gross in-
come.
[T. D. 5515, 11 F. R. 54741

§ 29.22 (b) (2)-i Life insurance; 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-
ments included in gross income under
section 22 (k)) are not taxable until the
aggregate of the amounts so received
(when added to the amounts received be-
fore the taxable year under such policy)
exceeds the aggregate premiums or con-
sideration paid, whether or not paid dur-
ing the taxable year.

§ 29.22 (b) (2)-2 Annuities. (a)
Amounts received as an annuity under
an annuity or endowment contract in-
clude amounts received in periodical in-
stallments, whether annually, semian-

nually, quarterly, monthly, or otherwise,
and whether for a fixed period, such as a
term of years, or for an indefinite period,
such as for life, or for life and a guar-
anteed fixed period, and which install-
ments are payable or may be payable
over a period longer than one year.
Such portion of each installment pay-
ment of an annuity (where the whole
payment is not required to be included
in income under section 22 (k)) shall be
included in gross income as is not in
excess of 3 percent of the aggregate
premiums or consideration paid for such
annuity, whether or not paid during the
taxable year, divided by 12 and multi-
plied 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 in-
come 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. Annuities paid to retired
employees pursuant to the Civil Service
Retirement Act of May 29, 1930, 46 Stat.
468, 475, as amended (5 U. S. C., 1940
ed., ch. 14), are subject to section 22 (b)
(2), the aggregate premiums or consid-
eration paid for such annuities being the
total of the amounts previously with-
held from the compensation of the em-
ployees.

(b) The provisions of this section may
be illustrated by the following examples:

Example (1). A bought in 1939, for
$50,000 consideration, a life annuity, payable
in annual installments of $5,000. For the
calendar year 1942 he would be required to
include in gross income $1,500 of the $5,000
received during that year (3 percent of
$50,000), $3,500 being exempt. If A should
live long enough to receive as exempt $50,000,
then all amounts he receives thereafter under
the annuity contract would be included in
gross income.

Example (2). A bought an annuity on
October 1, 1942, paying $100,000 as considera-
tion therefor. The annuity amounts to $7,824
a year, payable in semiannual installments
of $3,912, and on December 1, 1942, A received
$1,304, the first payment under the contract
being for a 2-month period. A shall include
in his gross income for the calendar year
1942 the sum of $500, being 3 percent of
$100,000 (the consideration paid) divided by
12 and multiplied by 2 (the number of
months in respect of which the installment
was paid).

Example (3). A bought an increasing an-
nuity on August 1, 1942, paying $40,000 as
consideration therefor. The annuity amounts
to $1,000 a year for the first year, $2,000 a
year for the second year, and $3,000 a year
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thereafter, payable in quarterly installments.
A received the first quarterly installment on
November 1, 1942, amounting to $250. A
shall include in his gross income for the
calendar year 1942 the sum of $250, being
such portion of the installment as is not in
excess of 3 percent of $40,000 (the considera-
tion paid) divided by 12 and multiplied by 3
(the number of months in respect of which
the installment was paid).

§ 29.22 (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 premiums
and other sums subsequently paid by the
transferee shall be excluded from gross
income, in lieu of the amounts provided
in § 29.22 (b) (1)-1, § 29.22 (b) (2)-1, or
§ 29.22 (b) (2)-2, to be excluded with re-
spect to payments under such life in-
surance, endowment, or annuity con-
tract. In the event of such a transfer
(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 in the case of
its last transferor or last owner of the
policy. For the purpose of determining
gross income in the case of a transfer of
a life insurance, endowment, or annuity
contract or any interest therein, if such
contract or interest therein has a basis
for determining gain or loss in 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 (2) (A) to a transferee without valu-
able consideration (as stated in the pre-
ceding sentence) shall apply as if the
transfer from such transferor to such
transferee were without valuable con-
.sideration. Thus, where a corporation
acquires a life insurance policy from a
.predecessor corporation in a tax-free re-

organization, 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 determined with ref-
erence to the basis in the hands of the
transferor.

(b) The following examples illustrate
the application of the provisions of this
section:

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 dur-
Ing the time the policy is held by the cor-
poration, 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, the con-
sideration paid by Corporation B for the
transfer, would be exempt.

Example (2). In 1922, 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 M Corporation for a
consideration of $4,000. If the M 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 Corpora-
tion, except to the extent of the $4,000 con-
sideration paid by it and the premiums
which it paid after the transfer. If, prior to
the maturity of the policy, the M Corpora-
tion transferred its assets, including the pol-
icy, to the N Corporation in a tax-free ex-
change for the stock of the N Corporation and
the N Corporation held the policy until ma-
turity (1942), 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 ex-
tent of the $4,000 consideration paid by the
M Corporation for the transfer of the policy
from Y and the aggregate premiums paid by
the M and N Corporations upon the policy.

§ 29.22 (b) (2)-4 Annuity, etc., pay-
ments in discharge of alimony obligation.
The full amount of any periodic payment
received under a life Insurance, endow-
ment, or annuity contract by a spouse
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or former spouse is required to be in-
cluded in her gross income if certain con-
ditions specified in section 22 (k) exist.
See § 29.22 (k-1. Paragraphs 1 and 2
(A) of section 22 (b) do not apply (except
the last sentence of section 22 (b) (2)
(A) ) with respect to so much of a pay-
ment as under section 22 (k) is includible
in gross income. For example, upon the
divorce of a husband and wife, the decree
may require the husband to provide the
wife with an annuity of $2,000 for her
life. The wife, being desirous of a
greater assured income, may pay with
the husband to an insurance company a
consideration which, when added to the
amount paid by the husband, purchases
an annuity paying $3,000. For each tax-
able year, $2,000 is to be included in her
income under section 22 (k) and such
portion of $1,000 is to be included in her
income as is required under § 29.22 (b)
(2)-2 on the basis of the consideration
paid by her to the company.

§ 29.22 (b) (2-5 Employees' annui-
ties. (a) If an 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 un-
der section 23 (p) (1) (B) (see § 29.23
(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 un-
der such annuity contract shall be in-
cluded 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 his income as provided in
§ 29.22 (b) (2-2, the consideration for
the annuity being considered the amount
contributed by the employee. If an em-
ployer purchases an annuity contract
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
taxable year during which such contri-
bution is made, if the employee's rights
under the annuity contracts are nonfor-
feitable, except for failure 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 deter-
mining the amount of the annuity re-
quired 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 contributed
any of the consideration for the annuity,
the annuity shall be included in his in-
come to the extent provided in § 29.22
(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
made under any circumstanceg to his
estate or other beneficiary, will not make
the annuity contract forfeitable.

(b) If upon the death of a retired
employee, the widow or other beneficiary
of such retired employee is paid, in ac-
cordance with the terms of the annuity
contract relating to the deceased em-
ployee, an annuity or other death benefit,
the amounts received 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 had he lived and received such
payments. See also section 126 (a). As
to taxation of life insurance benefits In
connection with annuity contracts, see
§ 29.165-6.

(c) 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 employees' rights are non-
forfeitable.

(d) As to taxation of annuities pur-
chased by a trustee under a pension or
profit-sharing trust, see §§ 29.165-6 and
29.165-7.

(e) As to the effective date of the
amendments made by section 162 (c) of
the Revenue Act of 1942, relating to em-
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ployees' annuities and the effect of such
amendments on both old and new an-
nuity plans, see section 162 (d) of the
Revenue Act of 1942 (set forth imme-
diately preceding §§ 29.23 (p)-1) and
29.165-5.

§ 29.22 (b) (3)-l 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 income.
An amount of principal paid under a
marriage settlement is a gift. As to ali-
mony or an allowance paid upon divorce
or legal separation, see § 29.22 (k)-1.

(b) Section 22 (b) (3), provides a spe-
cial rule for the treatment of gifts, be-
quests, 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 in-
heritance is paid, credited, or to be dis-
tributed out of income from property,
it shall be considered a gift, bequest, de-
vise, or inheritance of income from prop-
erty. 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 distributed un-
der a gift or bequest, whether the gift
or bequest is in terms of a right to pay-
ments at intervals (regardless of income)
or is in terms of a right to income. 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 section 22 (b) (3)
from the taxpayer's gross income. As
to the extent such amounts are paid,
credited, or to be distributed out of in-
come from property in cases In which
the payment, crediting, or distribution
thereof is to be made by an estate or
trust, see section 162 and the regulations
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 wife an
annuity of $50,000 to be paid in advance in
quarterly payments. By another clause of
his will, A bequeathed the residue of his
property in trust with directions to the trus-
tees to collect the income from the property
and to pay the annuity of $50,000 out of such
income (after payment of expenses), or out
of corpus to the extent such income is in-

sufficient. Under the provisions of section
22 (b) (3), the $50,000 will be included in the
wife's income each year and, under the pro-
visions of section 162 (b), will be deducted
from the income of the trust to the extent
of the income of the trust for its taxable
year which is considered under section 162
(d) to be distributed in satisfaction 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 ar-
range to pay such amount in installments
or pay it out of funds traceable as the in-
come 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 testa-
mentary 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, gradu-
ates from college, or marries, the $5,000
a year is income to John and Mary, re-
spectively, 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.

§ 29.22 (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 obligations of a State
or Territory or a political subdivision
thereof. Special tax bills issued for
special benefits to property, if such tax
bills are legally collectible only from
owners of the property benefited, are
not the obligations of a State, Territory,
or political subdivision. The term "poli-
tical subdivision," within the meaning of
the exception, denotes any division of the
State or Territory which is a municipal
corporation, or to which has been dele-
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gated the right to exercise part of the
sovereign power of the State or Terri-
tory. As thus defined, a political subdi-
vision of a State or Territory may or may
not, for the purpose of exemption, in-
clude special assessment districts so
created, such as road, water, sewer, gas,
light, reclamation, drainage, irrigation,
levee, school, harbor, port improvement,
and similar districts and divisions of a
State or Territory.

§ 29.22 (b) (4)-2 Dividends from
shares and stock of Federal agencies or
instrumentalities-(a) Issued prior to
March 28, 1942. (1) Section 26 of the
Federal Farm Loan Act of July 17, 1916
(39 Stat. 380, 12 U. S. C. 931), provides
that Federal land banks and national
farm-loan associations, including the
capital and reserve or surplus therein
and the income derived therefrom, shall
be exempt from taxation, except taxes
upon real estate. Section 7 of the Fed-
eral Reserve Act of December 23, 1913
(38 Stat. 258, 12 U. S. C. 531), pro-
vides that Federal reserve banks, includ-
ing the capital stock and surplus therein
and the income derived therefrom, shall
be exempt from taxation, except taxes
upon real estate. Section 5 (h) of the
Home Owners' Loan Act of 1933 (48
Stat. 133, 12 U. S. C. 1464 (h)), pro-
vides that shares of Federal savings
and loan associations shall, both as to
their value and the income therefrom,
be exempt from all taxation (except sur-
taxes, estate, inheritance, and gift taxes)
imposed by the United States. Under
the above-mentioned provisions, income
consisting of dividends on stock of Fed-
eral land banks, national farm-loan as-
sociations, and Federal reserve banks is
not, in the case of stock issued prior to
March 28, 1942, subject to the income
tax; and income consisting of dividends
on share accounts of Federal savings and
loan associations is not, in the case of
shares issued prior to March 28, 1942,
subject to the normal tax on income.
For taxability of such income in the case
of such stock or shares issued on or after
March 28, 1942, see section 6 of the Pub-
lic Debt Act of 1942 and paragraph (b)
of this section. For the time at which a
stock or share is issued within the mean-
ing of this section, see paragraph (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 cd-
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 (48 Stat. 267, 12 U. S. C. 1138c) ).

(b) Issued on or alter March 28, 1942.
(1) By virtue of the provisions 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 re-
serve banks, or on share accounts of
Federal savings and loan associations,
are not applicable in the case of divi-
dends 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 payment
therefor is made to the agency or in-
strumentality. The date of issuance of
the certificate or other evidence of
ownership of such stock or share is not
determinative if payment is made at an
earlier or later date. Where old stock
is retired In exchange for new stock of
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.
This paragraph 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 prior to March
28, 1942, evidencing such ownership. In
order tht 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 prior
to March 28, 1942, the shares having been
paid for prior to 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 prior to March
28, 1942. On December 31, 1942, the X Bank
reduces the amount of its capital stock, as a
result of which it is required 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
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have been issued prior to 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 addi-
tional shares of the Federal reserve bank
stock. The Federal reserve bank issues a
10-share certificate 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 owner-
ship. Subsequent to March 27, 1942, A de-
posits $10,000 in the account. With respect
to. the $10,000 deposit, the share is deemed
to have been issued after March 27, 1942.

§ 29.22 (b) (4)-3 Interest upon notes
secured by mortgages executed to Fed-
eral agencies or instrumentalities. Sec-
tion 26 of the Federal Farm Loan Act of
July 17, 1916 (39 Stat. 380, 12 U. S. C.,
931), and section 210 of such act, as
added by section 2 of the act of March
4, 1923 (42 Stat. 1450, 12 U. S. C., 1111),
provide that first mortgages executed to
Federal land banks, joint-stock land
banks, or Federal intermediate credit
banks, and the income derived there-
from, shall be exempt from taxation.
Accordingly, income consisting of inter-
est on promissory notes held by such
banks and secured by such first mort-
gages is not subject to the income tax.

§ 29.22 (b) (4)-4 Interest upon United
States obligations-(a) Issued prior to
March 1, 1941. (1) Although interest
upon the obligations of the United States
and its possessions and upon obligations
of a corporation organized under act of
Congress, if such corporation is an in-
strumentality of the United States, is
generally exempt from tax, in the case
of obligations issued by the United States
after September 1, 1917, which include
Treasury certificates of indebtedness,
Treasury bonds, and Treasury notes, and
in the case of obligations of a corpora-
tion organized under act of Congress,
the interest is exempt from tax only if
and to the extent provided in the acts
authorizing the issue thereof, as
amended and supplemented.

(2) Every person owning any of the
obligations enumerated in clause (A),
(B), or (C) of section 22 (b) (4) shall
submit in his income tax return for any
taxable year beginning before January
1, 1944, a statement showing the num-
ber and amount of such obligations

owned and the 'Income received there-
from. For the purpose of such state-
ment, in the case of Treasury bills issued
after June 17, 1930, (1) the "amount of
such obligations" is their par (maturity)
value and (ii) the "income received
therefrom" is the net excess of the
amount realized during the taxable year
from the sale or other disposition of the
bills over the cost or other basis thereof,
a separate computation of discount be-
ing unnecessary.

(3) The interest on Treasury certifi-
cates 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 is-
sued) on Treasury bills and any gain
from the sale or other disposition of such
bills are also entirely exempt from Fed-
eral income taxes. With respect to the
nondeductibility of losses from the sale
or other disposition of such bills, see
§ 29.23 (e)-1.

(4) The interest on Treasury bonds is
exempt from Federal income taxes except
surtaxes imposed upon the income or
profits of individuals, associations, or
corporations.

(5) Treasury bonds are entitled to a
limited exemption from surtaxes imposed
by the United States. Interest on an ag-
gregate of not exceeding $5,000 principal
amount of these obligations is exempt
from the surtaxes imposed by the Inter-
nal Revenue Code. Interest in excess of
the interest on an aggregate of not ex-
ceeding $5,000 principal amount of such
obligations is subject to surtax and must
be included in gross income.

(6) Section 26 of the Federal Farm
Loan Act of July 17, 1916 (39 Stat. 380,
12 U. S. C., 931), and section 210 of such
act, as added by section 2 of the Act of
March 4, 1923 (42 Stat. 1459, 12 U. S. C.,
1111), provided that farm-loan bonds
issued by Federal land banks and joint-
stock land banks and debentures Issued
by Federal intermediate credit banks,
with the income therefrom, shall be ex-
empt from taxation. Accordingly, in-
terest from such farm-loan bonds or de-
bentures is not subject to the income tax.

(7) Interest credited to postal savings
accounts upon moneys deposited prior to
March 1, 1941, in postal savings banks is
wholly exempt from income tax.

(b) Issued on or alter March 1, 1941.
(1) By virtue of the provisions of sec-
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tions 4 and 5 of the Public Debt Act of
1941 (55 Stat. 9), the exemption pre-
scribed in paragraph (a) of this section
is limited to such bonds, debentures:,
notes, or certificates of indebtedness as
have been issued prior to March 1, 1941.
Under such provisions of the Public Debt
Act of 1941, interest upon obligations is-
sued on or after March 1, 1941, by the
United States, or any agency or instru-
mentality thereof, shall not have any
exemption, as such, from Federal tax
now or hereafter imposed except in re-
spect of any such obligations which the
United States Maritime Commission or
the Federal Housing Administration has,
prior to March 1, 1941, contracted to
issue at a future date. The interest on
such obligations so contracted to be
issued shall bear such tax-exemption
privileges as were at the time of such
contract provided in the law authoriz-
ing their issuance. For the purposes of
this section, under section 4 (a) of the
Public Debt Act of 1941, a Territory, a
possession of the United States, and the
District of Columbia and any political
subdivisions 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.

(2) In the case of obligations issued as
the result of a refunding operation, as,
for example, where a corporation ex-
changes 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 ex-
change rather than at the time the orig-
inal bonds were issued.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 73351

§ 29.22 (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 accumu-
lated for the benefit of unborn or unas-
certained persons, the trust, as the owner
of the bonds held in trust, is entitled to
the exemption on account of such owner-
ship.

819592--490- 14

(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.

§29.22 (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 (40 Stat. 1311), amending section
3 of the Fourth Liberty Bond Act of July
9, 1918 (40 Stat. 845), the interest re-
ceived 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 indi-
vidual, or a foreign corporation, part-
nership, or association, if such individual,
corporation, partnership, or association
is not engaged in business in the United
States, is exempt from income taxes.
Such exemption applies only to such
bonds, notes, or certificates as have been
issued prior to March 1, 1941. Interest
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 § 29.22
(b) (4)-4 (b).

§ 29.22 (b) (9)-1 Income from dis-
charge of indebtedness. (1) Section 22
(b) (9) provides, with respect to taxable
years beginning after December 31, 1941,
and before January 1, 1950, a method
whereby a corporation may elect to have
excluded from its gross income the
amount of income attributable to a dis-
charge, within the taxable year, of its
indebtedness or of indebtedness for
which it is liable as, for example, in the
case of a debt arising from an assump-
tion of liability of another corporation.
To be entitled to the benefits of the pro-
visions of section 22 (b) (9) for such
years a corporation must file with its
return for the taxable year a consent to
the provisions of the regulations, in ef-
fect at the time of the filing of the re-
turn, prescribed under section 113 (b)
(3) (see §§ 29.113 (b) (3)-1 and 29.113
(b) (3)-2, relating to adjustment of
basis).

(2) As used in this section "indebted-
ness" means indebtedness evidenced by a
security, that is, by a bond, debenture,
note, or certificate, or other evidence of
indebtedness Issued by either the tax-
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payer corporation or any other corpo-
ration regardless of when issued.

(3) Discharges of Indebtedness (in-
cluding discharges occurring in a pro-
ceeding under Chapter XV of the Bank-
ruptcy Act of 1898, as amended, if such
proceeding was initiated by petition filed
on or after October 16, 1942, and on or
before November 1, 1945) occurring in a
taxable year beginning after December
31, 1941, and prior to January 1, 1950,
are governed by the provisions of section
22 (b) (9).

(4) 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
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.

(5) Section 22 (b) (9) and this section
are inapplicable in the case of any dis-
charge occurring in any proceeding un-
der section 77B of the Bankruptcy Act
of 1898, as amended, under chapter X
or XI of such act, or under chapter XV
of such act if the proceeding under such
chapter was initiated by a petition filed
on or before July 31, 1940, and with
respect to any discharge of indebtedness
to which section 22 (b) (10) applies.
[Regs. 111, 8 F. R. 14882, as amended by T. D.

5576, 12 P. R. 60711

§ 29.22 (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 re-
turn, prescribed under section 113 (b)
(3) (see §§ 29.113 (b) (3)-1 and 29.113
(b) (3)-2) shall be made by or on be-
half of the taxpayer corporation in du-
plicate on Form 982, in accordance with
this part and the instructions on the
form or issued therewith. The original
and duplicate shall be filed with the
return.

§ 29.22 (b) (10)-i Income from dis-
charge of indebtedness of railroad cor-
porations. (a) Under section 22 (b)
(10) the amount of any Income attribu-
table to the discharge within the taxable
year, of any indebtedness of a railroad
corporation as a result of an order of a

court in a receivership proceeding, or in
a railroad reorganization proceeding un-
der section 77 of the Bankruptcy Act of
1898, as amended, is, for taxable years
beginning before January 1, 1950, ex-
cluded from the gross income of the
railroad corporation. The section is ap-
plicable only in a case where income
accrues to a taxpayer from the modifica-
tion or cancellation of the corporate in-
debtedness (whether in whole or in part)
pursuant to a court order.

(b) The railroad corporation to which
this section and section 22 (b) (10) ap-
ply are those defined in section 77m of
the Bankruptcy Act of 1898, as amended,
namely, any common carrier by railroad
engaged in the transportation of per-
sons or property in interstate commerce,
except a street, a suburban, or inter-
urban electric railway which is not op-
erated 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
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 dis-
charge of indebtedness occurred.

(e) The provisions of section 22 (b)
(10) and this section are applicable to
taxable years beginning before Janu-
ary 1, 1950.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5576, 12 F. R. 60711

§ 29.22 (b) (11)-1 Exclusion from
gross income of lessor of real property of
value of improvements erected by lessee.
(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 build-
ings erected or other improvements made
by the lessee upon the leased property
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is excluded from gross income. How-
ever, where the facts disclose that such
buildings or Improvements represent in
whole or in part a liquidation in kind of
lease rentals, the exclusion from gross
income shall not apply to the extent that
such buildings or improvements repre-
sent such liquidation. The exclusion
applies only with respect to the income
realized by the lessor upon the termina-
tion of the lease and has no application
to income, if any, in the form of rent,
which may be derived by a lessor during
the period of the lease and attributable
to buildings erected or other improve-
ments made by the lessee. It has no
application to income which may be
realized by the lessor upon the termina-
tion of the lease but not attributable to
the value of such buildings or improve-
ments. Neither does it apply to income
derived by the lessor subsequent to the
termination of the lease incident to the
ownership of such buildings or improve-
ments.

(b) The provisions of this section may
be illustrated by the following example:

Example. The A Corporation leased in
1935 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 cost-
ing $500,000, in addition to paying the A
Corporation a lease rental of $10,000 per an-
num 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 Jan-
uary 1, 1937. The lease provided that all
improvements made by the lessee on the
leased property would become the absolute
property of the A Corporation on the ter-
mination of the lease by forfeiture or other-
wise and that the lessor would become en-
titled on such termination to the remainder
of the sum, if any, remaining in the escrow
fund. The B Corporation forfeited its lease
on January 1, 1942, when the improvements
had a value of $100,000. Under the provi-
sions of section 22 (b) (11), the $100,000 is
excluded from gross income. The amount
of $50,000 representing the remainder in the
escrow fund is forfeited to the A Corporation
and is included in the gross income of that
taxpayer. If, in this example, the lease cov-
ered a period of only 25 years and the build-
ing upon completion had an estimated value
of $75,000 as of the end of the lease term and
in accordance with an option granted by the
regulations the A Corporation included in
gross income the sum of $3,000 for each tax-
able year from 1937 to 1941, both years in-
clusive, then there shall be excluded from
gross income for the taxable year 1942 and
subsequent taxable years any such amounts
otherwise includible in gross income for such

years and attributable to the building erected
by the B Corporation, notwithstanding the
exercise of such option. As to the basis of
the property in the hands of the A Corpora-
tion, see § 29.113 (c)-1.

§ 29.22 (b) (12)-i Recovery o cer-
tain items previously deducted-(a) In
general. Section 22 (b) (12) provides
that income attributable to the recovery
during 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 deductions from gross income
for prior taxable years, including war
losses referred to in section 127, but not
including deductions with respect to de-
preciation, depletion, amortization, or
amortizable bond premiums. See Dob-
son v. Commissioner, 64 S. Ct. 239. The
term "recovery exclusion" as used in
this subpart means accordingly an
amount equal to the portion of the bad
debts, prior taxes, and delinquency
amount (the items specifically referred
to in section 22 (b) (12)), and of all
other items subject to the rule of ex-
clusion which, when deducted or cred-
ited for a prior taxable year, did not
result in a reduction of any tax of the
taxpayer under chapter 1 of the In-
ternal Revenue Code (other than a tax
under section 102) or under correspond-
ing provisions of prior revenue laws.

(1) Section 22 (W) (12) items. The
term "section 22 (b) (12) items" as
used in this subpart means those bad
debts, prior taxes, delinquency amounts,
and all other items subject to the rule of
exclusion, 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 considered a section 22 (b)
(12) item. Bad debts, prior taxes, and
delinquency amounts are defined in sec-
tion 22 (b) (12) (A), (B), and (C), re-
spectively. A typical example of a de-
linquency amount described in that sec-
tion 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
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against the party from whom such stock
had been purchased.

(2) Definition of "recovery." Recov-
eries result from the receipt of amounts
in respect of the 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 not
previously deducted, which Is not a sec-
tion 22 (b) (12) item and is considered
the first part collected. The collection
of the part not deducted is not consid-
ered a "recovery." Furthermore, the
term "recovery" does not include 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 deduction or
credit previously allowed for such item.
For instance, a $100 corporate bond pur-
chased 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 re-
covery of a section 22 (b) (12) item.
Such gain is in no case excluded from
gross income under section 22 (b) (12),
regardless of whether the $40 recovery is
or is not excluded.

(3) Treatment of debt deducted in
more than one year by reason of partial
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 respect to such debt is considered
first a recovery of those items (or por-
tions thereof), resulting 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 re-
covered 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 re-
spect 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. For taxable years beginning after
December 31, 1937, bad debts on account
of certain worthless securities and, for
taxable years beginning after December
31, 1942, certain nonbusiness bad debts
are treated as losses from the sale or ex-
change of capital assets. See section 23
(k) of the Internal Revenue Code, and
section 23 (k) of the Revenue Act of 1938.
The amount of the deductions allowed
for any year under section 117 (d) on
account of such losses for such year is
considered to be section 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 sec-
tion 22 (b) (12) item for the year in
which such loss was sustained.

(b) Computation of recovery exclu-
sion-(i) Amount of recovery exclusion
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 excludible recov-
eries of any items which were deducted
or credited for other years. This recov-
ery is excluded from gross income to the
extent of the recovery exclusion with re-
spect to this group of items as (i) de-
termined for the original year for which
such items were deducted or credited
(see subparagraph (2) of this paragraph)
and (ii) reduced by the 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-
sion for original year for which items
were deducted or credited. The recovery
exclusion for the taxable year for which
section (b) (12) items were deducted or
section 22 (b) (12) items were deducted
or credited (that is, the "original taxable
amount of such deductions and credits
which could be disallowed without caus-
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Ing an increase in any tax of the tax-
payer imposed under chapter 1 of the
Internal Revenue Code (such as the nor-
mal tax, surtax, and victory tax), other
than the tax imposed on corporations by
section 102 for the improper accumula-
tion of surplus, or in any tax Imposed un-
der corresponding provisions of prior
revenue laws. For this purpose, consid-
eration must be given to the effect of
net operating loss carry-overs and carry-
backs or capital loss carry-overs.

The preceding paragraph shall be ap-
plied by determining the recovery ex-
clusion as the aggregate amount of the
section 22 (b) (12) items for the original
year for which such items were de-
ducted or credited reduced by whichever
of the following amounts is the greatest:

(i) The difference between (a) the in-
come subject to normal tax (net income
reduced by credits allowable for normal
tax purposes) for such original year and
(b) the income subject to normal tax
computed without regard to the section
22 (b) (12) items for such original year.

(ii) The difference between (a) the
net income subject to surtax for such
original year and (b) the net income
subject to surtax computed without re-
gard to section 22 (b) (12) items for
such original year.

(iii) For taxable years beginning on or
after January 1, 1943, in the case of tax-
payers other than corporations, the dif-
ference between (a) the income subject
to victory tax (the victory tax net in-
come reduced by the specific exemption)
for such original year and (b) the in-
come subject to victory tax computed
without regard to the section 22 (b) (12)
items for such original year.

(iv) 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 (a) the income subject
to such tax for such original year and
(b) 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
(a) nor the amount under (b) of subdivi-
sions (i), (ii), (iii), or (iv) of this sub-
paragraph shall in any case be consid-
ered less than zero.) For this deter-
mination of the recovery exclusion, the
aggregate of the section 22 (b) (12) items
must be further decreased by the por-

tion thereof which caused a reduction
in tax In preceding or succeeding tax-
able years through any net operating loss
carry-overs or carry-backs or capital loss
carry-overs affected by such items. This
decrease is the aggregate of the largest
amount determined for each of such pre-
ceding and succeeding years under sub-
divisions (I), (ii), (iii), and (iv) of this
subparagraph, the computation of each
carry-over or carry-back to the preced-
ing or succeeding year being made under
(a) of subdivisions (i), (ii), (iii), and
(iv) of this subparagraph with regard to
the section 22 (b) (12) items for the orig-
inal year, and such computation being
made under subdivision (b) without re-
gard to such items. For the purposes of
the preceding sentence, the computations
under both (a) and (b) of this subdivi-
sion shall be made without regard to any
section 22 (b) (12) items for such pre-
ceding or succeeding year and the carry-
overs and carry-backs to such year shall
be determined without regard to any sec-
tion 22 (b) (12) items for years subse-
quent to the original year.

Example. A single individual, who has no
dependents, has for 1942, $2,800 gross income,
a depreciation deduction of $2,000, and a de-
duction of $900 for bad debts and of $700 for
property taxes. His income and deductions
for 1941 are set out below. His recovery ex-
clusion on account of the section 22 (b) (12)
items for 1942 (the debts and taxes) is $500,
determined as follows:

The $1,600 aggregate of the section 22 (b)
(12) items is reduced by the $300 difference
between the surtax net income for 1942 com-
puted with and without regard to such ag-
gregate, since this difference is greater than
such difference between the incomes subject
to normal tax, ascertained as follows:

With de- Without
duction deduc-
of see- tion of
tion 22 section
(b) (12) 22 (b) (12)
items items

Gross income ---------------- $2,800 $2,800
Less: Depreciation --------------- 2,000 2,000

Remainder ----------------------- 800
Less: Bad debts and taxes -------- 1,600 ---------

Net income or (loss) -------------- (800) 800
Personal exemption --------------- 500 500

Surtax net income- --------------- 0 300
Earned income credit ------------- 0 80
Net income subject to normal tax- 0 220
Difference between surtax net in-

comes ($300-$0) --------------------------- 300
Difference between incomes sub-

Ject to normal tax ($220-$0) ---------------- 220
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The taxpayer had no items which would
cause section 122 (d) adjustments for 1942
or 1941. For 1941 he had $6,000 gross income,
and his only deduction was a net operating
loss deduction of $800 based on his loss for
1942. There would be no net operating loss
deduction for 1941 if the carry-back to 1941
was computed without regard to the section
22 (b) (12) items for 1942. Accordingly,
$800 of such items for 1942 resulted, by way
of carry-back to 1941, in a reduction of tax
for 1941, since net income subject to normal
tax and surtax net income for 1941 were re-
duced to the extent of the carry-back (com-
puted in the manner set forth in the preced-
ing paragraph). The $1,600 aggregate of the
section 22 (b) (12) items for 1942 is further
reduced by the $800 which caused a reduction
in tax through the carry-back. Therefore,
the recovery exclusion for the items for 1942
is $500, that is, the $1,600 aggregate of such
Items reduced by the $300 and by the $800.

In 1946 the taxpayer recovers $400 of the
property taxes. All of this recovery is ex-
cluded from income by reason of the recovery
exclusion of $500 determined for the original
year 1942. In 1947 he recovers all of the bad
debt of $900, of which $100 Is excluded from
gross income. That is, the recovery ex-
clusion of $500 determined for the original
year 1942 is reduced by the $400 recovery in
1946 on account of the section 22 (b) (12)
items deducted for such original year.

(c) Provisions as to taxes imposed by
section 102 and subchapter A of chap-
ter 2. Section 22 (b) (12) (E) provides
special rules for determining the re-
covery exclusion in the case of the tax
imposed on corporations by section 102
for the improper accumulation of surplus
and the tax imposed on personal holding
companies by subchapter A of chapter 2
of the Internal Revenue Code. Such
taxpayers have, for the purposes of such
taxes, the recovery exclusion described
in paragraphs (a) and (b) of this sec-
tion. This recovery exclusion is used for
the purposes of the taxes imposed by sec-
tion 102 and subchapter A of chapter 2
regardless of what particular effect the
section 22 (b) (12) items had on such
taxes, that is, regardless of whether the
section 22 (b) (12) items did or did not
cause a reduction of such taxes. Fur-
thermore, a recovery exclusion is granted
for certain other items which are de-
scribed in section 22 (b) (12) (E). The
recovery exclusion on account of such
other items shall be determined under
the principles set forth in this section
with respect to section 22 (b) (12) items.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5307, 8 F. R. 16187, T. D. 5454, 10 F. R. 55001

§ 29.22 (b) (13)-1 Compensation of
members of military and naval forces.

(a) In addition to the exemptions and
credits otherwise applicable, section 22
(b) (13) provides that there shall be
excluded from gross income:

(1) In the case of compensation re-
ceived for active service as a member
below the grade of commissioned officer
(or commissioned warrant officer) in the
military or naval forces of the United
States, the entire amount of such com-
pensation.

(2) In the case of compensation re-
ceived in a taxable year beginning after
December 31, 1942, for active service (i)
as a commissioned officer (or commis-
sioned warrant officer) in the military
or naval forces of the United States, or
(ii) as a member of the military or naval
forces of any of the other United Na-
tions, if such member is a citizen or resi-
dent of the United States, so much of
such compensation as does not exceed
$1,500.

(b) The exclusions under section 22 (b)
(13) and this section are applicable only
to compensation received prior to Janu-
ary 1, 1949. Such exclusions are applica-
ble 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.
For the purposes of this section the
military and naval forces of the United
States include (but are not necessarily
limited to) the Army, the Navy, the
Marine Corps, the Coast Guard, the
Army Nurse Corps, Female, the Navy
Nurse Corps, Female, the Women's Army
Auxiliary Corps or the Women's Army
Corps, the Women's Reserve branch of
the Naval Reserve, the Marine Corps
Women's Reserve, and the Coast Guard
Reserve, including the Coast Guard
Women's Reserve. Personnel serving
with the Army Specialist Corps are not
within the scope of the exemption. For
the purposes of this section the term
"member of the military or naval forces
of any of the other United Nations" shall
mean any individual whose duties in the
service of any of the United Nations
other than the United States correspond
to those of any member of the military
or naval forces of the United States as
defined in this section.

(c) A person Is in active service if he
is actually serving in such forces, not
necessarily in the field or in the, theater
of war. Personnel in the inactive re-
serve or on retirement are not in active
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service. Periods during which a person
is absent from duty on account of sick-
ness, wounds, leave, internment by the
enemy, or other lawful cause are periods
of active service.

(d) In the case of a husband and wife
domiciled in a State recognized for Fed-
eral income tax purposes as a com-
munity property State, any exclusion
from gross income under section 22 (b)
(13) operates before apportionment of
the gross income of the spouses in ac-
cordance with community property laws.
For example, a man and his wife are
domiciled in such a State and he is en-
titled to the benefit of the exclusion
under section 22 (b) (13) as a commis-
sioned officer of the armed forces. He
receives during 1943 compensation for
active service in such forces in the
amount of $2,000. Of such amount only
$500 is taken into account in determin-
ing the gross income of both husband
and wife.
[T. D. 5508, 11 F. R. 4230. as amended by T. D.
5645, 13 F. R. 4256]

§ 29.22 (b) (14)-1 Mustering-out pay-
ments of military and naval forces. The
exclusion from gross income under sec-
tion 22 (b) (14) of mustering-out pay-
ments with respect to service in the mili-
tary and naval forces applies only with
respect to taxable years beginning after
December 31, 1943. For the purposes
of such exclusion mustering-out pay-
ments are payments made to any recipi-
ents pursuant to the provisions of the
Mustering-Out Payment Act of 1944.
[T. D. 5371, 9 F. R. 51111

§,29.22 (c)-1 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
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 ap-
plied to the contract and goods out upon
consignment, but should exclude from
inventory goods sold (including contain-
ers), title to which has passed to the
purchaser. A purchaser should include
in inventory merchandise purchased
(including containers), title to which
has passed to him, although such mer-
chandise is in transit or for other rea-
sons 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 § 29.22 (d)-1.)

§ 29.22 (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 eventory 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 inventory or basis of valuation so
long as the method or basis used is sub-
stantially in accord with the regulations
in this part. An inventory that can be
used under the best accounting practice
in a balance sheet showing the financial
position of the taxpayer can, as a general
rule, be regarded as clearly reflecting
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 inventories
by dealers in securities, see § 29.22
(c)-5.) Any goods in an inventory
which 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-
sist 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
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and the condition of the goods, but in no
case shall such value be less than the
scrap value. Bona fide selling price
means actual offering of goods during a
period ending not later than 30 days af-
ter inventory date. The burden of proof
will rest upon the taxpayer to show that
such exceptional goods as are valued up-
on such selling basis come within the
classifications indicated above, and he
shall maintain such records of the dis-
position 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 inven-
toried under the elective method au-
thorized by section 22 (d) or to animals
inventoried under the elective "unit-live-
stock-price method" authorized by § 29.22
(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 inventories. The basis
properly adopted for that year or any sub-
sequent year is controlling, and a change
can now be made only after permission
Is secured from the Commissioner.
Application for permission to change
the basis of valuing inventories shall
be made in writing and filed with the
Commissioner as provided in § 29.41-2.
Goods taken in the inventory which
have been so intermingled that they can-
not be identified with specific invoices
will be deemed to be the goods most re-
cently purchased or produced, and the
cost thereof will be the actual cost of the
goods purchased or produced during the
period in which the quantity of goods in
the Inventory has been acquired. But
see section 22 (d) as to inventories under
elective method. Where the taxpayer
maintains book inventories in accordance
with a sound accounting system in which
the respective inventory accounts are
charged with the actual cost of the goods
purchased or produced and credited with
the value of goods used, transferred, or
sold, calculated upon the basis of the
actual cost of the goods acquired during
the taxable year (including the inven-
tory 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 con-
form 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-
missioner of the correctness of the prices
adopted.

(f) The following methods, among
others, are sometimes used in taking or
valuing inventories, but are not in accord
with the regulations in this part, viz:

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

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

(3) Omitting portions of the stock on
hand.

(4) Using a constant price or nominal
value for so-called normal quantity of
materials or goods in stock.

(5) Including stock in transit, shipped
either to or from the taxpayer, the title
to Which is not vested In the taxpayer.
[Regs. III, 8 F. R. 14882, as amended by T. D.
5423, 9 F. R. 147121

§ 29.22 (c)-3 Inventories at cost. Cost
means:

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

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning 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 par-
ticular article, including in such indirect
expenses a reasonable proportion of
management expenses, but not including
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any cost of selling or return on capital,
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
4ndustry. Among such cases are (1)
farmers and raisers of live stock (see
§ 29.22 (c)-6), (2) miners and manufac-
turers who by a single process or uni-
form series of processes derive a product
of two or more kinds, sizes, or grades, the
unit cost of which is substantially alike
(see § 29.22 ()-7), and (3) retail mer-
chants who use what is known as the
"retail method" in ascertaining approxi-
mate cost (see § 29.22 (c)-8).

§ 29.22 ()-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 goods purchased 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 manu-
facture 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, due to
stagnant market conditions, the tax-
payer must use such evidence of a fair
market price at the date or dates nearest
the inventory as may be available, such
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 taxpayer 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 disposi-
tion, and the correctness of such prices

will be determined by reference to the
actual sales of the taxpayer for a rea-
sonable period before and after the date
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.

§ 29.22 (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 his return upon the 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 § 29.41-2. 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 section, a dealer in securities is a
merchant 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
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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
section.

§ 29.22 (c)-6 Inventories of livestock
raisers and other farmers. Farmers may
change the basis of their returns from
that of receipts and disbursements to
that of an inventory basis provided ad-
justments are made in accordance with
one of the two methods outlined in para-
graphs (a) and (b) of this section. It is
optional with the taxpayer which method
is used, but, having elected one method,
the option so exercised will be binding
upon the taxpayer for the year for which
the option is exercised and for subse-
quent years unless another method be
authorized by the Commissioner.

(a) 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) purchased
or raised which were on hand at the date
of the inventory, and there must be sub-
mitted with the return, for the current
taxable year an adjustment sheet for the
preceding taxable year based on the in-
ventory method, upon the amount of
which adjustment the tax shall be as-
sessed and paid (if any be due) at the
rate of tax in effect for that year. Ordi-
narily an adjustment sheet for the pre-
ceding year will be sufficient, but if, in
the opinion of the Commissioner, such
adjustment is not sufficient clearly to re-
flect income, adjustments for earlier
years may be accepted or required. If
it is impossible to render complete in-
ventories for the preceding year or years,
the Commissioner will accept estimates
which, in his opinion, substantially re-
flect the income on the inventory basis
for such preceding year or years; but
inventories must not include real estate,
buildings, permanent improvements, or
any other assets subject to depreciation.

(b) 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:

(1) 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 re-
ported as income for the year in which
sold;

(2) But if the cost of such property
had been charged to expense for a pre-
vious 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 inven-
tories of animals according to either the
"farm-price method" or the "unit-live-
stock-price method."

(d) The "farm-price method" provides
for the valuation of inventories at market
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-
toried, 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 § 29.41-2.

(e) The "unit-livestock-price method"
provides for the valuation of the differ-
ent classes of animals in the inventory
at a standard unit price for each animal
within a class. A livestock raiser elect-
ing this method of valuing his animals
must adopt a reasonable classification of
the animals in his inventory 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 such classes. Thus, if a cattle
raiser determines that it costs arnrox-
imately $15 to produce a calf, and $7.50
each year to raise the calf to maturity,
his classifications and unit prices would
be as follows: calves, $15; yearlings,
$22.50; two-year olds, $30; mature ani-
mals, $37.50. The classification selected
by the livestock raiser, and the unit
prices assigned to the several classes, are
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subject to approval by the Commissioner
upon examination of the taxpayer's re-
turn.

(f) A taxpayer who elects to use the
"unit-livestock price method" must apply
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 subse-
quent years in the valuation of livestock
inventories. - No changes in the classi-
fication of animals or unit prices will
be made without the approval of the
Commissioner.

(g) A livestock raiser who uses the
"unit-livestock price method" must in-
clude 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 de-
preciation after maturity. If the animals
purchased are not mature at the time of
purchase, the cost should be increased
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 ani-
mal is acquired during the last six
months of that year. If the records
maintained permit identification of a
purchased animal, the cost of such ani-
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.

(h) If a taxpayer using the "farm-price
method" desires to adopt the "unit-live-
stock-price method" in valuing his in-
ventories of livestock, permission for the
change shall first be secured from the
Commissioner as provided in § 29.41-2.
However, a taxpayer who has filed re-
turns 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 for
taxable years beginning after December
31, 1943 without formal application for
permission, but the classifications and
unit prices selected are subject to ap-
proval by the Commissioner upon exam-
ination of the taxpayer's return. A live-
stock raiser who has, for taxable years
beginning prior to January 1, 1944,
adopted a constant unit price method of
valuing livestock inventories and filed re-
turns on that basis will be considered as

having elected the "unit-livestock-price
method."

(1) If returns have been made in which
the taxable net income has been com-
puted upon incomplete inventories, the
abnormality should be corrected by sub-
mitting with the return for the current
taxable year a statement for the preced-
ing year. In this statement such ad-
justments shall be made as are necessary
to bring the closing inventory for the
preceding year into agreement with the
opening complete inventory for the cur-
rent taxable year. If necessary clearly
to reflect income, similar adjustments
may be made as at the beginning of the
preceding year or years, and the tax, if
any be due, sl~all be assessed and paid
at the rate of tax in effect for such year
or years.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5423, 9 P. R. 14712]

§ 29.22 (c)-7 Inventories of miners
and manufacturers. A taxpayer en-
gaged in mining or manufacturing who
by a single process or uniform series 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 prac-
tice allocates an amount of cost to each
kind, 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 inventories,
provided such allocation bears a reason-
able relation to the respective selling
values of the different kinds, sizes, or
grades of product. See section 22 (d) as
to inventories under elective method.

§ 29.22 (c)-8 Inventories of r e t a i l
merchants. (a) Retail merchants who
employ what is known as the "retail
method" of pricing inventories may
make their returns upon that basis, pro-
vided that the use of such method is
designated upon the return, that accu-
rate accounts are kept, and that such
method is consistently adhered to unless
a change is authorized by the Commis-
sioner as provided in § 29.41-2. 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 to-
tal as:
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(1) The total of the retail selling
prices of the goods included in the open-
ing inventory plus the retail selling prices
of 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 subparagraph (1) of this para-
graph. For further adjustments to be
made in the case of a retail merchant
using the elective Inventory method au-
thorized by section 22 (d), see § 29.22
(d) -1.

(b) This amount 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 busi-
ness and for the margin of profit.

(c) A taxpayer (other than one using
the elective inventory method) main-
taining more than one department in his
store or dealing in classes of goods car-
rying 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 per-
centages for the respective departments
or classes of goods.

(d) A taxpayer who previously has de-
termined inventories in accordance with
the foregoing, except that, to obtain a
basis of approximate cost or market,
whichever is lower, the practice has been
followed, consistently and uniformly, of
adjusting the retail selling prices of the
goods included in the opening inventory
and purchased during the year for
mark-ups but not for mark-downs, may
continue such practice subject to the con-
ditions prescribed in this section. The
adjustments must be bona fide and con-
sistent and uniform. Where mark-
downs are not included in the adjust-
ments, mark-ups made to cancel or cor-
rect mark-downs shall not be included;
and the mark-ups included must be re-
duced 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 sales
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.

(f) A taxpayer (other than one using
the elective inventory method) who pre-
viously has determined inventories with-
out following the practice of eliminating
mark-downs in making adjustments to
retail selling prices, may adopt such prac-
tice, provided permission to do so is ob-
tained in accordance with, and subject to
the terms provided by § 29.41-2. A tax-
payer filing a first return of income may
adopt such practice subject to approval
by the Commissioner upon examination
of the return.

(g) A taxpayer using the elective in-
ventory method in conjunction with
retail computations must adjust retail
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.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5605, 13 F. R. 12811

§ 29.22 (d)-1 Inventories under elec-
tive method. (a) Any taxpayer per-
mitted or required to take inventories
pursuant to the provisions of section 22
(c), and pursuant to the provisions of
§§ 29.22 (c)-1 to 29.22 (c)-8, may elect
with respect to those goods specified in
his application and properly subject to
inventory to compute his opening and
closing inventories In accordance with
the method provided by section 22 (d).
Under this elective inventory method,
the taxpayer is permitted to treat those
goods remaining on hand at the close
of the taxable year as being:

(1) First, those included in the open-
ing inventory of the taxable year, in the
order of acquisition and to the extent
thereof, and

(2) Second, those acquired during the
taxable year.

This elective inventory method is not
dependent upon the character of the
business in which the taxpayer is en-
gaged, 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 elective inventory method
is used by a taxpayer who regularly and
consistently, in a manner similar 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
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the date of the inventory may be in-
cluded 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 elective inventory
method as to a class of goods may elect
to have such method apply to the raw
materials only (including those included
in goods in process and in finished goods)
expressed in terms of appropriate units.
If such method is adopted, the adjust-
ments 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 goods In process, and 10 units of finished
goods and the raw material cost was 60 a
unit, the processing cost 20 a unit, and over-
head cost 1¢ a unit. For the purposes of
this example, it is assumed that the entire
amount of goods in process was 50 percent
processed.

OPENINO INVENTORY

Raw Goods in Finished
material process goods

Cents Cents cents
Raw material ------------ 60 00 60
Processing cost --------- ---------- 10 20
Overhead ------------------------ 05 10

In the closing inventory there are 20 units
of raw material, 6 units of goods in process,
and 8 units of finished goods and the costs
were-raw material 100, processing cost 44,
and overhead 1€.

CLOSING INVENTORY

[Based on cost and prior to adjustment]

Raw Goods in Finished
material process goods

Raw material ---------- $2.00 $0.60 $0. 80
Processing costs -------- ---------- .12 .32
Overhead ------------- ---------- .03 .08

Total ------------- 2.00 .7 1. 20

There were 30 units of raw material in the
opening inventory and 34 units in the clos-
ing inventory. The adjustment to the clos-
ing inventory would be as follows:

CLOSING INVENTORY AS ADJUSTED

Raw mate- Goods in Finished
rial process goods

Raw material.. 20 @ 60 - 6 @60 = 4 @60
$1.20 $0.36 $0.24

I 4 @ 100 =
.40

Processing costs . 12 .32
Overhead --------------------- .03 .08

Total ..... 1.20 .51 1.04

I This excess is subject to determination of price under
section 22 (d) (1) (B) and § 29.22 (d)-2 of this part. If
the excess falls in goods in process the same adjustment
is applicable.

The only adjustment to the closing In-
ventory is the cost of the raw material; the
processing costs and overhead cost are not
changed.

Example (2). Assume the opening inven-
tory had 5 units of raw material, 10 units
of goods in process and 20 units of finished
goods with the same prices as in Example
(1) and the closing inventory had 20 units
of raw material, 20 units of goods in process
and 10 units of finished goods, with raw
material costs as in the closing Inventory
in example (1).

The adjusted closing inventory would be
as follows in so far as the raw material is
concerned:

Raw material Goods in process Finished goods

20 @ 60=$.20---15 @ 6=$0.90..- None @ 60=$0.00.
5 100=$0.50 I_ 10 = 100=$1.00.1

I This excess Is subject to determination of price under
section 22 (d) (1) (B) and § 29.22 (d)-2 of this part.

The 20 units of raw material in the raw state plus 15
units of raw material in goods in process make up the
35 units of raw material that were contained in the open-
ing inventory.

(d) When used in this section raw
material in the opening inventory must
be compared with similar raw material
in the closing inventory. There may be
several types of raw materials, depend-
ing upon the character, quality or price,
and each type of raw material in the
opening inventory must be compared
with a similar type in the closing
inventory.

(e) In the cotton textile industry
there may be different raw materials
depending 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 different times in the same mill
to produce the same class of goods, such
differences would not necessarily require
the classification into different raw
materials.
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(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 primal cuts and sev-
eral miscellaneous articles. However,
due to similarity in price and use, these
may be grouped into fewer classifica-
tions, each group being classed as one
raw material.

(g) When the finished product con-
tains two or more different raw mate-
rials as in the case of cotton and rayon
mixtures, each raw material is treated
separately and adjustments made
accordingly.

(h) Upon written notice addressed to
the Commissioner by the taxpayer, a
taxpayer who has heretofore adopted
the elective inventory method In respect
to any goods may adopt the method au-
thorized in this section and limit the
election to the raw material including
raw materials entering into goods in
process and in finished goods. If this
method is adopted as to any specific
goods it must be used exclusively for
such goods for any previous year (not
closed by agreement) to which the pre-
vious election applies and all subsequent
years, unless permission to change is
granted by the Commissioner.

(i) This election may also be limited
to that phase in the manufacturing
process where a product is produced that
is recognized generally as a saleable
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 saleable
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.

(j) This 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 elective inventory method may not
now elect to exclude any raw materials
that were covered by such previous elec-
tion. If a taxpayer using the retail
method of pricing inventories, author-

Page 200

ized by § 29.22 (c)-8, elects to use in
connection therewith the elective inven-
tory method authorized by section 22
(d) of the Code, the apparent cost of the
goods on hand at the end of the year,
determined pursuant to § 29.22 (c)-8,
shall be adjusted to the extent of price
changes therein taking place subsequent
to the close of the preceding taxable
year. The amount of any apparent in-
ventory increase or decrease to be elim-
inated in this adjustment shall be
determined by reference to acceptable
price indices established to the satisfac-
tion of the Commissioner. Price indices
prepared by the United States Bureau of
Labor Statistics which are applicable to
the goods in question will be considered
acceptable to the Commissioner. Price
indices which are based upon inadequate
records, or which are not subject to
complete and detailed audit within the
Bureau, will not be approved.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5407, 9 F. R. 12336, T. D. 5605, 13 F. R. 12811

§ 29.22 (d)-2 Requirements incident
to adoption and use of elective method.
Except as otherwise provided in § 29.22
(d)-1 with respect to raw material com-
putations and with respect to retail in-
ventory computations, the adoption and
use of the elective inventory method is,
by section 22 (d) and regulations there-
under, made subject to the following re-
quirements:

(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 of the aggre-
gate divided by the number of units on
hand. The actual cost of the aggregate
shall be determined pursuant to the in-
ventory method employed by the tax-
payer under the regulations applicable
to the preceding taxable year with the
exception that restoration shall be made
with respect to any write-down to mar-
ket values resulting from the pricing of
former inventories;

(d) Goods of the specified type on
hand as of the close of the taxable year
in excess of what were on hand as of the
beginning of the taxable year shall be
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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 (A)
or Rule (B) of this section, dependent
upon the character of the transactions in
which the taxpayer is engaged;

(1) By reference to the actual cost of
the goods most recently purchased or
produced;

(2) By reference to the actual cost of
the goods purchased or produced during
the taxable year in the order of acquisi-
tion;

(3) 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

(4) 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 elective inventory method
is used by the taxpayer;

Rule (A). In the case of a taxpayer en-
gaged in the purchase and sale of merchan-
dise, such as a retail grocer or druggist, or
engaged in the initial production of mer-
chandise and its sale without processing,
such as a miner selling his ore output with-
out smelting or refining, such costs shall be
determined:
The application of Rule (A) may be illus-
trated by the following examples:

Example (1). Suppose that the taxpayer
adopts the elective inventory method for the
taxable year 1942 with an opening inventory
of 10 units at 10 cents per unit, that it makes
1942 purchases of 10 units as follows:

January 1 @ 11=11
April 2 @ 12=24
July 3 @ 13=39
October 4 @ 14=56

Total: 10 130
and that it has a 1942 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 C 10 =100
4 @ 14 (October) = 56
1 @ 13 (July) = 13

Totals: 15 169
or

(b) In order of acquisition-

10 @ 10 =100
1 @ 11 (January) = 11
2 @ 12 (April) = 24
2 @ 13 (July) = 26

Totals: 15 161
or

(c) At an annual average-
10 @ 10 =100
5 @ 13 (130/10) = 65

Totals: 15 165

Example (2). Suppose that the taxpayer's
closing inventory for 1943, the year following
that involved in example (1), reflects an in-
ventory decrease for the year, and not an
increase; suppose that there is, accordingly,
a 1943 closing inventory of 13 units. Inas-
much as the decreased closing inventory will
be determined wholly by reference to the 15
units reflected in the opening inventory for
the year, and will be taken "In the order of
acquisition" pursuant to section 22 (d) (1)
(B), and inasmuch as the character of the
taxpayer's opening inventory for the year
will be dependent upon its method of valuing
its five-unit inventory increase for the pre-
ceding year, the closing inventory for 1943
will be computed as follows:

(a) In case the increase for the preceding
taxable year was taken by reference to the
most recent purchases:

10 at 10 (from 1941) -------- = 100
1 at 13 (July 1942) ---------- 13
2 at 14 (October 1942) ---- = 28

Total 13 141

or
(b) In case the increase for the preceding

taxable year was taken In the order of acqui-
sition:

10 at 10 (from 1941) -------- = 100
1 at 11 (January 1942) ----- 11
2 at 12 (April 1942) --------- 24

Total 13 135

or
(c) In case the increase for the preceding

taxable year was taken on the basis of an
average:

10 at 10 (from 1941) --------- 100
3 at 13 (from 1942) -------- = 39

Total 13 139

Rule (B). In the case of a taxpayer en-
gaged in manufacturing, fabricating, proc-
essing, or otherwise producing merchandise,
such costs shall be determined:
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(a) In the case of raw materials purchased
or initially produced by the taxpayer, in the
manner elected by the taxpayer under Rule
(A) to the same extent as if the taxpayer
were engaged in purchase and sale transac-
tions; and

(b) In the case of goods in process, regard-
less of the stage to which the manufacture,
fabricating, or processing may have advanced,
and in the case of finished goods, pursuant
to any proper method which, in the opinion
of the Commissioner, clearly reflects income.

(e) The taxpayer shall establish to
the satisfaction of the Commissioner
that the taxpayer, In ascertaining in-
come, profit, or loss for the taxable year
for which the elective inventory method
Is first used or for any subsequent tax-
able year, for credit purposes or for the
purpose of reports to shareholders, part-
ners, or other proprietors, or to bene-
ficiaries, has not used any Inventory
method other than that referred to in
§ 29.22 (d)-1 or at variance with the
requirement 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 statements cov-
ering a period of operations less than
the whole of the taxable year not being
considered at variance with this require-
ment;

(f) Goods of the specified type on hand
as of the close of the taxable year pre-
ceding the taxable year for which this
Inventory method is first used shall be
Included in the taxpayer's closing inven-
tory for such preceding taxable year at
cost determined in the manner pre-
scribed In paragraph (c) of this section;

(g) The elective inventory method,
once adopted by the taxpayer with the
approval of the Commissioner, shall be
adhered to in 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 elective inventory method, for
credit purposes or for the purpose of
reports to shareholders, partners, or
other proprietors, or to beneficiaries, has
used any inventory method at variance
with that referred to in § 29.22 (d)-1 and
requires of the taxpayer a change to a
different method for such subsequent
taxable year or any taxable year there-
after; and

(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 § 29.22 (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.
[Regs. 111, 8 F. H,. 14882, as amended by T. D.
5504, 11 F. R. 3080, T. D. 5605, 13 F. R. 12811

§ 29.22 (d)-3 Time and manner of
making election. (a) The elective in-
ventory 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 (or,
if such return is filed prior to March 10,
1943, the ninetieth day after the ap-
proval of Treasury Decision 5199, 7 F. R.
10366, then at any time prior to such
date) 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 in-
ventory method. Such statement shall
be accompanied by an analysis of all in-
ventories of the taxpayer as of the begin-
ning and as of the end of the taxable
year for which the elective 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) similarity in fac-
tory processes through which they pass,
or (2) similarity of raw materials used,
or (3) similarity in style, shape, or use
of finished products. Each group of
products shall be clearly described.

(b) The taxpayer shall submit for the
consideration of the Commissioner in
connection with the taxpayer's adoption
or use of the elective inventory method
such other detailed information with re-
spect to his business or accounting sys-
tem as may be at any time requested by
the Commissioner.

(c) As a condition to the taxpayer's
use of the elective inventory method, the
Commissioner may require that the
method be used with respect to goods
other than those specified in the tax-
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payer'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
application for the adoption and use of
the elective 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.

§ 29.22 (d)-4 Adjustments to be made
by taxpayer. A taxpayer may not change
to the elective method of taking inven-
tories unless, at the time he files his ap-
plication for the adoption of such meth-
od, he agrees to such adjustments inci-
dent to the change to or from such
method, or incident to the use of such
method, in the inventories of prior tax-
able years or otherwise, as the Commis-
sioner upon the examination of the tax-
payer's returns may deem necessary in
order that the true income of the tax-
payer will be clearly reflected for the
years involved.

§ 29.22 (d)-5 Revocation of election.
An election made to adopt and use the
elective Inventory method is irrevocable,
and the method once adopted shall be
used in all subsequent taxable years, un-
less the use of another method be re-
quired by the Commissioner, or author-
ized by him pursuant to a written appli-
cation therefor filed with him as provided
in § 29.41-2.

§ 29.22 (d)-6 Change from elective
inventory method. If the taxpayer is
granted permission by the Commissioner
to discontinue the use of the elective
method of taking inventories, and there-
after to pursue some other method, or if
the taxpayer is required by the Commis-
sioner to discontinue the use of the elec-
tive method by reason of the taxpayer's
failure to conform to the requirements
detailed in § 29.22 (d)-2, the inventory
of the specified goods for the first tax-
able 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 elective inventory computations; or

(b) If the elective inventory method
was used by the taxpayer with respect
to all of his goods subject to inventory,
then in conformity with the inventory
method used by the taxpayer prior to his
adoption of the elective inventory meth-
od; or

(c) If the taxpayer had not used in-
ventories prior to his adoption of the
elective inventory method and had no
goods currently subject to inventory by
a method other than the elective method,
then in conformity with such Inventory
method as may be selected by the tax-
payer and approved by the Commis-
sioner 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.

§ 29.22 (d)-7 Involuntary liquidation
and replacement. (a) If prevailing war
conditions beyond the control of the tax-
payer should render it impossible during
the period of the war for a taxpayer using
the elective inventory method to have on
hand at the close of the taxable year a
stock of merchandise in kind and de-
scription like that included in the open-
ing inventory for the year, or in a
quantity equal to that of the opening
inventory, the resulting inventory de-
crease for the year will be regarded, at
the election of the taxpayer, as reflecting
an involuntary liquidation subject to re-
placement. If the taxpayer notifies the
Commissioner at the time of filing his in-
come tax return for the year of the liqui-
dation that he intends to effect a re-
placement of the liquidated stock, in
whole or in part, and that he desires to
have applied in his case the involuntary
liquidation and replacement provisions
of section 22 (d) (6), and if he establishes
to the satisfaction of the Commissioner
the involuntary character of the liquida-
tion to which his stock has been sub-
jected, effect shall be given, when re-
placement has been made, to an adjust-
ment of net Income for the year of
liquidation to the extent of the differ-
ence between the replacement costs in-
curred and the original inventory cost of
the base stock inventory liquidated. If
the replacement costs exceed such in-
ventory costs, the net income of the tax-
payer otherwise computed shall be re-
duced by an amount equal to such excess.
If the replacement costs are less than
the inventory costs, net income other-
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wise computed shall be increased to the
extent of such difference. Any de-
ficiency in the income or excess profits
tax of the taxpayer, or any overpayment
of such taxes, attributable to such adjust-
ment shall be assessed and collected by
the Commissioner or credited or refund-
ed to the taxpayer without 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 so liquidated are limited
in their application to liquidations oc-
curring in taxable years beginning prior
to January 1, 1948, and to inventory re-
placements effected in taxable years
ending prior to January 1, 1951.

(c) 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 in-
ventory will be considered as an involun-
tary liquidation only if it is established
to the satisfaction of the Commissioner
that such failure is due wholly to his
inability to purchase, manufacture, or
otherwise produce and procure delivery
of such merchandise during the taxable
year of liquidation by reason of prevail-
ing war conditions, such as (1) enemy
capture or control of sources of limited
foreign supply; (2) shipping or other
transportation shortages; (3) material
shortages resulting from priorities or al-
locations; (4) labor shortages; and (5)
similar war conditions beyond the con-
trol of the taxpayer. A voluntary shift
by the taxpayer, in the exercise of busi-
ness judgment, to merchandise of a
different character, description, or use,
or to merchandise processed out of a
substantially different kind of raw ma-
terials while raw materials of the type
originally used are still available will not
be considered as an involuntary liquida-
tion 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) If the taxpayer would have the in-
voluntary liquidation and replacement
provisions applicable with respect to any
inventory decreases suffered during war
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years, he must so elect at the time of
filing his income tax return for the year
reflecting the decrease. In making such
election, the taxpayer shall attach to
his return and make a part thereof a
statement setting forth the following
matters: (1) the wish of the taxpayer
to invoke the involuntary liquidation
and replacement provisions; (2) a de-
tailed list or other identifying descrip-
tion of the items of merchandise claimed
to have been subjected to involuntary
liquidation and the extent to which re-
placement is intended; (3) the circum-
stances relied upon as rendering the tax-
payer unable to maintain throughout the
taxable year a normal inventory of the
items involved; (4) detailed proof of such
circumstances to the extent that they
may not be the subject matter of com-
mon knowledge; and (5) a full descrip-
tion of what efforts were made on the
part of the taxpayer to effect replace-
ment during the taxable year and the re-
sult of such efforts.

(e) 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 exer-
cised with respect to a given year, shall
be irrevocable with respect to the par-
ticular decrease involved and its prospec-
tive replacement, and shall be binding
for the year of liquidation, the year of
replacement, and all prior, intervening
and subsequent years to the extent that
such prior, intervening, 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, in the earnings and profits
of intervening years and the inventory
accounts of subsequent years. They may
have consequences in the prior years by
reason of adjustments in net operating
loss or unused excess profits credit carry-
backs, and in intervening and subse-
quent taxable years by reason of adjust-
ments in carry-overs. Adjustments are
to be made for the several years affected
consistent with the adjustments made
for the year of liquidation. Detailed
records shall be maintained such as will
enable the Commissioner, in his ex-
amination of the taxpayer's returns for
the year of replacement, readily to
verify the extent of the inventory de-
crease claimed to be involuntary in char-
acter and the facts upon which such
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claim is based, all subsequent inventory
increases and decreases, and all other
facts material to the replacement ad-
justment authorized.

(f) Notwithstanding the ultimate
purchase price or the cost of production
ultimately incurred by the taxpayer in
effecting replacement of a stock Invol-
untarily liquidated, the merchandise re-
flecting the replacement shall be taken
into purchases and included in the clos-
ing inventory for the year of replace-
ment, and shall be included in the in-
ventories of subsequent taxable years, at
the inventory cost figure of the mer-
chandise replaced.

(g) The goods reflected in any inven-
tory increase in a year subsequent to a
year of inventory liquidation, to the ex-
tent that they constitute items of the
kind and description liquidated in prior
years, whether or not In a year of invol-
untary liquidation, shall be deemed, in
the order of their acquisition, as having
been acquired by the taxpayer in replace-
ment of like goods most recently liq-
uidated and not previously replaced.
To the extent that the items of increase
are allocated to items liquidated volun-
tarily, no adjustment will be required or
permitted. Such replacement merchan-
dise will be carried in the inventory at
its actual cost of acquisition. To the
extent that replacements are allocated
to items involuntarily liquidated, how-
ever, the provisions of this section shall
apply, both with respect to adjustments
for the year of liquidation and other tax-
able years affected and with respect to
inventory computations for the year of
replacement and all subsequent taxable
years.

(h) In some cases it may appear at the
time of the filing of the income tax re-
turn for the year of replacement, or at
the time of the Commissioner's exam-
ination of such return, that an adjust-
ment with respect to the income or excess
profits taxes for the year of the invol-
untary liquidation, or for some interven-
ing taxable years, 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 be-
come final, or by reason of some other
provision or rule of law other than sec-
tion 3761 relating to compromises and
other than the inventory replacement
provisions. The adjustments provided
for in connection with the involuntary
liquidation and replacement of inventory

shall nevertheless be made, but only if,
within a period of three years after the
date of the filing of the income tax re-
turn for the year of replacement, a no-
tice 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 3-year
period, in the absence of a claim for
refund duly filed; nor will a resulting
deficiency be assessed or collected under
section 272 (d) relating to waivers of re-
strictions. The issuance of the statutory
notice of deficiency or the filing of a
claim for refund are statutory conditions
upon which depend the provisions of sub-
paragraph (E) of the liquidation and re-
placement enactment. The adjustment
authorized by subparagraph (E) is lim-
ited further to the tax attributable solely
to the replacement adjustments. The
amount of the adjustment shall be com-
puted by reference to the amount of the
tax previously determined, and without
regard to factors affecting the taxable
year involved to which no effect was
given in such prior determination. The
tax previously determined shall be as-
certained in accordance with the prin-
ciples stated in section 734 (d) and those
sections of the regulations prescribed
thereunder. Any deficiency paid or any
overpayment credited or refunded un-
der these circumstances shall not be sub-
ject to recovery on a claim for refund
or a suit for the recovery of an erroneous
refund in any case in which such claim
or suit is based upon factors other than
those giving rise to the adjustments
made.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5364, 9 P. R. 4574., T. D. 5645, 13 F. R. 42561

§ 29.22 (k)-1 Alimony and separate
maintenance payments; income to for-
mer wite-(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 between spouses who are
divorced or legally separated under a
court order or decree. For convenience,
the payee spouse will hereafter in the
regulations of this section be referred to
as the "wife" and the spouse from whom
she is divorced or legally separated as
the "husband." See section 3797 (a)
(17). In general, section 22 (k) requires
the inclusion 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 maintenance. Such periodic
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payments may be received from either of
the two following sources:

(i) In discharging of a legal obligation
which, because of the marital or family
relationship, is imposed upon or incurred
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 martial or family relation-
ship, is imposed upon or incurred by the
husband.

(2) 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 § 29.171-1"in
cases where such periodic payments are
attributable to property held in trust.

The purpose and effect of section 22
(k) may be illustrated, in general, by the
following examples, in which It is as-
sumed that the husband and wife make
their income tax returns on the calen-
dar year basis:

Example 1. W sues H for divorce in 1942.
The court awards W temporary alimony of
$25 a week pending the final decree. On
September 1, 1942, the court grants W a
divorce and awards her $200 a month per-
manent alimony. No part of the $25 a week
temporary alimony received prior to the de-
cree Is includible in W's Income under sec-
tion 22 (k), but the $200 a month received
during the balance of 1942 by W Is includible
in her income for 1942. Under section 23
(u), H is entitled to deduct such $200 pay-
ments 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 legally
binding promise in writing to W to pay to
her $200 a month if a final decree of divorce
is granted without any provision for ali-
mony. Accordingly, W does not request
alimony and no provision for alimony is
made under a final decree of divorce en-
tered prior to 1942. During 1942, 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 ante-
nuptial agreement, under which, in con-
sideration of W's relinquishment of all
marital rights (including dower) in H's
property, and, in order to provide for W's
support and household expenses, H prom-
ises 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 ali-
mony because of the provision already made
for her support in the antenuptial agree-
ment. Likewise, 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 writ-
ten instrument incident to the divorce, sec-
tion 22 (k) would require the inclusion of
the payments received by W after the decree
In her income for taxable years beginning
after December 31, 1941. (As to including
such payments in the wife's income, if made
by a trust created under the antenuptial
agreement, regardless of whether referred to
in the decree or a later instrument, see
§ 29.171-1.)

Section 22 (k) applies only where the
legal obligation being discharged arises
out of the family or marital relationship
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 de-
cree as a part of the general settlement
between the husband and wife.

Periodic payments are includible in
the wife's income under section 22 (k)
only for the taxable year in which re-
ceived by her. As to such amounts, the
wife is to be treated as if she makes her
income tax returns on the cash receipts
and disbursements basis, regardless of
whether she normally makes such re-
turns on the accrual basis. However, if
the periodic payments described in sec-
tion 22 (k) 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 includible according 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 income of such
estates or trusts.

(b) Alimony income attributable to
property. (1) The full amount of pe-
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riodic payments received under the cir-
cumstances described in section 22 (k) is
required 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
includible 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 § 29.22 (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 which section 22 (k) applies is
includible in the wife's income, regardless
of whether such payments are made out
of trust income. This rule applies even
though under the law applicable to tax-
able years beginning before January 1,
1942, only the income of a trust for the
benefit of the divorced wife was taxable
to her. Such periodic payments are to
be included in the wife's income under
section 22 (k) and are to be excluded
from the husband's income, even though
the income of the trust would otherwise
be Includible in his income under section
22 (a), section 166, section 167, or any
other section of the Code or the regu-
lations in this part. As to periodic pay-
ments received by a former wife attribut-
able to property in trust in cases to which
section 22 (k) does not apply because the
husband's obligation is not specified in
the decree or an instrument incident
thereto, see section 171 (a) and
§ 29.171-1.

(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 decree
or instrument incident thereto, which in-
terest originally belonged to the wife. It
will apply, however, if she received such
interest from the husband in contempla-
tion of or as an incident to the divorce
or separation without adequate and full
consideration in money or money's
worth, other than the release of the hus-
band or his property from marital obli-
gations. An example of the first rule is
a case where the husband and wife trans-
fers 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 annuity received by
the wife in discharge of the husband's
obligation under the decree, or instru-
ment 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 income, as provided in sec-
tion 162. If, however, the husband's
transfer of an interest in his property
to his wife, preliminary to a transfer of
such property in discharge of his obli-
gation, 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 transfer by the husband
of his property In discharge of his obli-
gation. In such a case, section 22 (k)
will be applied to the full amount re-
ceived by the wife. As to periodic pay-
ments received under a joint purchase of
a commercial annuity contract, see
§ 29.22 (b) (2)-4.

(c) Alimony installment payments.
(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 sedtion
22 (k) in the wife's income. An excep-
tion to this general rule is provided, how-
ever, in cases where such principal sum,
by the terms of the decree or such in-
strument, 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 installment payment
is considered a periodic payment for the
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purposes of section 22 (k) but only to the
extent that the installment payment, or
sum of the installment payments, re-
ceived during the wife's taxable year
does not exceed 10 percent of the prin-
cipal sum. This 10 percent limitation
applies to installment payments made in
advance but does not apply to delin-
quent installment payments 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 divorce
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 income under
section 22 (k) nor deductible by H.

Example (2). A divorce decree in 1940 pro-
vides that H is to pay W $20,000 each year for
the next 5 years, beginning with the date of
the decree and then $5,000 each year for the
next 10 years. Assuming the wife makes her
returns on the calendar year basis, each pay-
ment received in 1942, 19433, and 1944 is a
periodic payment under section 22 (k), but
only to the extent of 10 percent of the prin-
cipal sum of $150,000. Thus for such taxable
years, only $15,000 of the $20,000 received
is includible under section 22 (k) in the
wife's income and is deductible by the hus-
band under section 23 (u). For the years
1945-1954, inclusive, the full $5,000 received
each year by the wife is includible in her in-
come and is deductible from the husband's
Income.

Example (3). Under the terms of a separa-
tion agreement incident to divorce granted in
December 1941, H agrees to pay W $500 on
the 1st day of each month, beginning with
the month after the decree, for 12 years.
W makes her income tax returns on the cal-
endar year basis while H makes his returns
on the basis of the fiscal year ending June 30.
H makes the promised payments in 1942 and,
In addition, on December 31, 1942, pays W
$1,500 as an advance payment of installments
for the next three months. In the calendar
year 1943, H makes no payments at all be-
cause of financial straits. On January 1,
1944, H Inherits $15,000, which he imme-
diately pays to W in satisfaction of not only
his back alimony installments for the last
9 months of 1943 but- also his alimony in-
stallments for the next 21 months. The re-
sults as to H and W are as follows:

As to W: In the calendar year 1942, 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 in her
income for 1942. For 1943, nothing is includ-
ible in her income under section 22 (k). In
1944, 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 1944. Of the balance

of $10,500, only $7,200 is includible in her
income for 1944.

As to H: For the taxable year ended June
30, 1942, H paid $3,000, all of which is deduct-
ible by H since it was paid in the wife's first
taxable year beginning after December 31,
1941. In the taxable year ended June 30,
1943, H paid W $4,500, which, not being in
excess of 10 percent of the principal sum, is
deductible for such year. In his taxable year
ended June 30, 1944, 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 (k),
is specifically designated as a sum pay-
able for the support of minor children
of the husband. The statute prescribes
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 payment specified
to be made. In such cases, to the extent
of the amount which would be payable
for the support of such children out of
the originally specified periodic pay-
ment, such periodic payment is consid-
ered a payment for such support. 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 children, and the
husband pays only $150 to his wife, $100
is nevertheless considered to be a pay-
ment 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 with-
out such specific designation of the por-
tion for the support of such children,
then the whole of such amounts is in-
cludible in the income of the wife as pro-
vided in section 22 (k). Except in cases
of a designated amount or portion for
the support of the husband's minor chil-
dren, periodic payments described in sec-
tion 22 (k) received by the wife for her-
self 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 desig-
nated.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 11, T. D. 5600, 13 F. R. 5771

§ 29.22 (m)-1 Services of child. (a)
For taxable years beginning after Decem-
ber 31, 1943, compensation for personal
services of a child shall, regardless of the
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provisions of State law relating to who is
entitled to the earnings of the child, and
regardless of whether the income is in
fact received by the child, be deemed to
be the gross income of the child and not
the gross income of the parent of the
child. Such compensation, therefore,
shall be included in the gross income of
the child and reflected in the return ren-
dered by or for such child if the gross in-
come for the taxable year amounts to
$500 or more. The income of a minor
child, whether more or less than $500, 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 person charged
with the care of his person or property,
see § 29.51-3. Any tax assessed against
the child, to the extent of the amount
attributable to income included in the
gross income of the child solely by rea-
son of section 22 (m) (1), if not paid by
the child, shall, for the purposes of all
provisions of law relating to the assess-
ment 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 earn-
ings of the child are included in the
gross income of the child solely by rea-
son of section 22 (m) (1), the parent's
liability is an amount equal to the
amount by which the tax assessed against
the child has been increased by reason of
the inclusion of such earnings in the
gross income of the child. Thus, if for
1944 the child has income of $1,000 from
investments and of $3,000 for services
rendered, and the latter amount is in-
cludible in gross income of the child un-
der section 22 (m) (1), and the child has
no wife or dependents, the tax liability
determined under Supplement T is $741.
If the child had only the investment in-
come of $1,000, his' tax liability would be
$95. If the tax of $741 is assessed against
the child, the difference between $741
and $95, or $646, is the amount of such
tax which is considered to have been
properly assessed against the parent.

(b) In the determination of net income
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 have been paid and incurred
by the child. In such determination, the
child is entitled to take deductions not

only for expenditures made on his behalf
by his parent which would be commonly
considered as business expenses, but also
for other expenditures such as charitable
contributions made by the parent in the
name of the child and out of the child's
earnings.

(c) For the purposes of section 22 (m),
the term "parent" includes any individual
who is entitled to the services of the child
by reason of having parental rights and
duties in respect of the child.
[T. D. 5425, 10 P. R. 11]

§ 29.22 (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 specified
in section 22 (n). Adjusted gross income
is used as the basis for the determina-
tion of the following: The tax under
Supplement T; the amount of the stand-
ard deduction; the amount of the de-
duction for charitable contributions un-
der section 23 (o) ; the amount of the de-
duction for medical and dental expenses
under section 23 (x); and the amount of
the normal-tax exemption In the case
of a joint return by husband and wife.

(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
computing adjusted gross income.

(c) The deductions specified in section
22 (n) for the purpose of computing ad-
justed gross income are: (1) Deductions
allowable under section 23, which are
attributable to a trade or business car-
ried on by the taxpayer not consisting of
services performed as an employee; (2)
deductions allowable by section 23 which
constitute expenses 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) deductions allow-
able by section 23 (other than expenses
of travel, meals, and lodging while away
from home) which consist of expenses
paid or incurred in connection with the
performance of services as an employee
under a reimbursement or other ex-
pense-allowance arrangement with his
employer; (4) deductions allowable un-
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der section 23 which are attributable to
rents and royalties; (5) deductions for
depreciation and depletion allowable un-
der section 23 (1) and (m) to a life
tenant of property or to an income bene-
ficiary of property held in trust; and (6)
deductions which are allowable under
section 23 as losses from the sale or ex-
change of property.

(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 arriving at adjusted
gross income only if they constitute ex-
penditures 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 incurred
by an employee in connection with his
employment while away from home which
are deductible from gross income in com-
puting net income may be deducted from
gross income in computing adjusted gross
income. Among the items included in
traveling expenses are charges for trans-
portation of persons or baggage, expend-
itures for meals and lodging, and pay-
ments for the use of sample rooms for
the display of goods. See § 29.23 (a)-2.

(f) 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 ar-
rangement may also be deducted from
gross income in computing adjusted gross
income.
IT. D. 5425, 10 F. R. 121

§ 29.23 (a)-1 Business expenses. Busi-
ness expenses deductible from gross in-
come include the ordinary and necessary
expenditures directly connected with or
pertaining to the taxpayer's trade or

business, except the classes of items
which are deductible under sections
23 (b) to 23 (z), inclusive, and the regu-
lations thereunder. Double deductions
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 corpora-
tions not deductible under section 23 (a),
see § 29.23 (a)-13. The cost of goods
purchased for resale, with proper adjust-
ment for opening and closing inventories,
is deducted from gross sales in comput-
ing gross income. (See § 29.22 (a)-5.)
Among the items included in business
expenses are management expenses,
commissions (but see § 29.24-2, labor,
supplies, incidental repairs, operating ex-
penses of automobiles used in the trade
or business, traveling expenses while
away from home solely in the pursuit of
a trade or business (see § 29.23 (a)-2),
advertising and other selling expenses,
together with insurance p r e m i u m s
against fire, storm, theft, accident, or
other similar losses in the case of a busi-
ness, and rental for the use of business
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 business is nevertheless de-
ductible, even though such expenses ex-
ceed the gross income derived during the
taxable year from such business. As to
items not deductible under any provision
of section 23, see section 24.

§ 29.23 (a)-2 Traveling e x p e n s e s.
Traveling expenses, as ordinarily under-
stood, include railroad fares and meals
and lodging. If the trip is undertaken
for other than business purposes, the
railroad fares are personal expenses and
the meals and lodging are living ex-
penses. If the trip is solely on business,
the reasonable and necessary traveling
expenses, including railroad fares, meals,
and lodging, are business expenses.

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

(c) If an individual 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.

(d) A payment for the use of a sample
room at a hotel for the display of goods
is a business expense. Only such ex-
penses as are reasonable and necessary
in the conduct of the business and di-
rectly attributable to it may be deducted.
A taxpayer claiming the benefit of the
deductions referred to herein must at-
tach 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 lodg-
ing 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.

(e) Claim for the deductions referred
to herein must be substantiated, when
required by the Commissioner, by evi-
dence showing in detail the amount and
nature of the expenses incurred.

(f) Commuters' fares are not consid-
ered as business expenses and are not de-
ductible.
[Regs. 111, 8 F. R. 14882, as anlended by T. D.
5468, 10 P. R. 73351

§ 29.23 (a)-3 Cost of materials. Tax-
payers carrying materials and supplies
on hand should include in expenses the
charges for materials and supplies only
to the amount that they are actually
consumed and used in operation during
the year for which the return is made,
provided that the cost of such materials
and supplies has not been deducted in
determining the net income for any pre-
vious year. If a taxpayer carries inci-
dental 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

819592-49----15

return is made, provided the net income
is clearly reflected by this method.

§ 29.23 (a)--4 Repairs. The cost of
incidental repairs which neither materi-
ally add to the value of the property nor
appreciably prolong its life, but keep it
in an ordinarily efficient operating con-
dition, may be deducted as expense, pro-
vided the plant or property account is
not increased by the amount of such ex-
penditures. Repairs in the nature of re-
placements, to the extent that they ar-
rest deterioration and appreciably pro-
long the life of the property, should be
charged against the depreciation reserve
if such account is kept. (See §§ 29.23
(1)-i to 29.23 (1)-10.)

§ 29.23 (a)-5 Professional expenses.
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, etc.,
used in such offices, and the hire of office
assistants. Amounts currently expended
for books, furniture, and professional in-
struments and equipment, the useful life
of which is short, may be deducted.

§ 29.23 (a)-6 Compensation for per-
sonal services. Among the ordinary and
necessary expenses paid or incurred in
carrying on any trade or business may be
included a reasonable allowance for sal-
aries or other compensation for personal
services actually rendered. The test of
deductibility in the case of compensation
payments is whether they are reasonable
and are in fact payments purely for serv-
ices. This test and its practical appli-
cation may be further stated and illus-
trated as follows:

(a) Any amount paid in the form of
compensation, but not in fact as the pur-
chase price of services, is not deductible.
(1) An ostensible salary paid by a cor-
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
salaries are in excess of those ordinarily
paid for similar services, and the exces-
sive payments correspond or bear a close
relationship to the stock holdings of the
officers or employees, it would seem likely
that the salaries are not paid wholly for
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services rendered, but that the excessive
payments are a distribution of earnings
upon the stock. (2) An ostensible sal-
ary may be in part payment for property.
This may occur, for example, where a
partnership sells out to a corporation, the
former partners agreeing to continue in
the service of the corporation. In such
a case it may be found that the salaries
of the former partners are not merely for
services, but in part constitute payment
for the transfer of their business.

(b) The form or method of fixing com-
pensation is not decisive as to deductibil-
ity. While any form of contingent com-
pensation invites scrutiny as a possible
distribution of earnings of the enterprise,
it does not follow that payments on a
contingent basis are to be treated funda-
mentally on any basis different from that
applying to compensation at a flat rate.
Generally speaking, if contingent com-
pensation is paid pursuant to a free bar-
gain between the employer and the Indi-
vidual made before the services are ren-
dered, not influenced by any considera-
tion on the part of the employer other
than that of securing on fair and advan-
tageous terms the services of the indi-
vidual, it should be allowed as a deduction
even though in the actual working out of
the contract it may prove to be greater
than the amount which would ordinarily
be paid.

(c) 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 rea-
sonable and true compensation is only
such amount as would ordinarily be paid
for like services by like enterprises under
like circumstances. The circumstances
to be taken into consideration are those
existing at the date when the contract for
services was made, not those existing at
the date when the contract is questioned.

§ 29.23 (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 payments for sal-
aries or other compensation for personal
services will be included in gross income
of the recipient and subjected to both
normal tax and surtax.

§ 29.23 (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 compensa-
tion for the services rendered. It is im-
material 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.

§ 29.23 (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 is
paid for a limited period after his death
to his widow or heirs, in recognition of
the services rendered by the individual,
such payments may be deducted. As to
deductions for payments to employees'
pension trusts, see section 23 (p).

§ 29.23 (a)-1O 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 paid by a tenant to or
for a landlord for business property are
additional rent and constitute a deduct-
ible item to the tenant and taxable in-
come to the landlord, the amount of the
tax being deductible by the latter. The
cost borne by a lessee in erecting build-
ings or making permanent improve-
ments on ground of which he is lessee
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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 num-
ber of years remaining of the term of
lease, and such deduction shall be in lieu
of a deduction for depreciation. If the
remainder of the term of lease is greater
than the probable life of the buildings
erected, or of the improvements made,
this deduction shall take the form of an
allowance for depreciation.

(b) In cases in which the lease con-
tains an unexercised option of renewal,
the matter of spreading such deprecia-
tion or amortization over the term of the
original lease, together with the renewal
period or periods, depends upon the
facts in the particular case. As a gen-
eral rule, unless the lease has been re-
newed 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. However, if the
taxpayer for any taxable year ending
prior to December 31, 1939, has been
allowed such depreciation or amortiza-
tion on the basis of spreading the cost
or vther basis of such lease or improve-
ments over the number of years the lease
has to run, including any exercised or
unexercised renewal period or periods,
and such taxable year has been closed
on that basis and the tax for that year
cannot be redetermined, then the tax-
payer may for subsequent taxable years
take deductions on such basis if within
90 days after the approval of T. D. 4957
(4 F. R. 4809), December 6, 1939 or within
such later period as may be specified by
the Commissioner, he files Form 969, in
duplicate, with the Commissioner of In-
ternal Revenue, Washington, D. C., at-
tention of the Income Tax Unit, Records
Division, signifying his election to have
deductions in respect of such Items de-
termined upon such basis, and expressly
waives his right to claim or receive the
benefits of any reduction in his tax li-
ability which would result from the al-
lowance of deductions for such items on
the basis of only the number of years
the lease has to run, without taking into
account any right of renewal, or on any
basis other than that set forth in his
election. If, in any case, the life of the

improvements is less than the number of
years the lease has to run, including the
renewal period if properly to be con-
sidered, the deduction for depreciation
with respect to such improvements shall
be spread only over such life.

§ 29.23 (a)-11 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 or-
dinary tools of short life or small cost,
such as hand tools, including shovels,
rakes, etc., may be deducted. The cost
of feeding and raising live stock may be
treated as an expense deduction, in so far
as such cost represents actual outlay, 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, ex-
penses deducted may, with the consent
of the Commissioner (see § 29.41-2), be
determined upon the crop basis, and such
deductions must be taken in the year in
which the gross income from the crop
has been realized. The cost of farm
machinery, equipment, and farm build-
ings represents a capital investment and
is not an allowable deduction as an Item
of expense. Amounts expended in the
development of farms, orchards, and
ranches prior to the time when the pro-
ductive state is reached may be regarded
as investments of capital. Amounts ex-
pended in purchasing work, breeding, or
dairy animals are regarded as invest-
ments of capital, and may be depreciated
unless such animals are included in an
inventory in accordance with § 29.22
(a)-7. The purchase price of an auto-
mobile, even when wholly used in carry-
ing on farming operations, is not de-
ductible, but is regarded as an invest-
ment of capital. The cost of gasoline,
repairs, and upkeep of an automobile if
used wholly in the business of farming
is deductible as an expense; if used
partly for business purposes 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 attribu-
table 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 ex-
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penses incurred in connection with the
farm are in excess of the receipts there-
from, the entire receipts from the sale of
products may be ignored in rendering a
return of income, and the expenses in-
curred, being regarded as personal ex-
penses, will not constitute allowable de-
ductions. (See also §§ 29.22 (a)-7, 29.23
(e)-5, and 29.23 (1)-10.)

§ 29.23 (a)-12 Depositors' 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
deduct from their gross income the
amount so set apart each year to this
fund; Provided, That such fund, when
set aside and carried to the credit of the
State banking board or duly authorized
State officer, ceases to be an asset of the
bank and may 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
aside 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.

§ 29.23 (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 sec-
tion 23 (q) (whether because of the
5 percent limitation or requirement of
actual payment, or both), no deduction
is allowable under section 23 (a) for the
remaining $1,000.

(b) The limitations provided in sec-
tion 23 (a) (1) and this section apply
only to payments which are in fact con-
tributions or gifts to organizations de-
scribed in section 23 (q). For example,
payments by a street railway corpora-
tion to a local hospital (which is a char-
itable organization within the meaning
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of section 23 (q)) in consideration of a
binding obligation on the part of the
hospital to provide hospital services and
facilities for the corporation's employees
are not contributions 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 satisfied. Donations to organiza-
tions other than those described in sec-
tion 23 (q) which bear a direct relation-
ship to the corporation's business and
are made with a reasonable expectation
of a financial return commensurate with
the amount of the donation may consti-
tute allowable deductions as business
expenses. 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 expecta-
tion that the holding of such convention
will augment its income through a
greater number of people using its cars.

§ 29.23 (a)-14 Expenditures for ad-
vertising or promotion of good will. A
corporation which has, for the purpose
of computing its excess profits credit,
elected under section 733 to charge to
capital account expenditures for adver-
tising or the promotion of good will
which may be regarded as capital invest-
ments and which were deducted for tax-
able years beginning after December 31,
1935, and prior to January 1, 1940, may
not deduct similar expenditures for the
taxable year. Such a taxpayer has the
burden of proving that expenditures for
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 733. For rules for determining
what expenditures for advertising or the
promotion of good will may be regarded
as capital investments, and for informa-
tion required to be submitted with re-
spect to such expenditures, see article
733-2 of Regulation 109 (26 CFR, 1941
Supp., 30.733-2).

§ 29.23 (a)-15 Nontrade or nonbusi-
ness expenses. (a) Subject to the quali-
fications and limitations in chapter 1
and particularly in section 24, an ex-
pense 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 in-
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come which, if and when realized, will be
required to be included in income for
Federal income tax purposes, or (ii) for
the management, conservation, or main-
tenance of property held for the produc-
tion of such income; and

(2) It is an ordinary and necessary
expense for either or both of the pur-
poses stated in subparagraph (1) of this
paragraph.

(b) The term "income" for the pur-
pose of section 23 (a) (2) comprehends
not merely income of the taxable year
but also income which the taxpayer has
realized in a prior taxable year or may
realize in subsequent taxable years; and
is not confined to recurring income but
applies as well to gains from the disposi-
tion of property. For example, if de-
faulted bonds, the interest from which
if received would be includible in income,
are purchased with the expectation of
realizing capital gain on their resale,
even though no current yield thereon is
anticipated, ordinary and necessary ex-
penses thereafter incurred in connec-
tion therewith are deductible. Similar-
ly, ordinary and necessary expenses in-
curred in the management, conservation
or maintenance of a building devoted to
rental purposes are deductible notwith-
standing that there is actually no income
therefrom in the taxable year, and re-
gardless of the manner in which or the
purpose for which the property in ques-
tion was acquired. Expenses incurred in
managing, conserving, or maintaining
property held for investment may be de-
ductible 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 in-
come and even though the property is
held merely to minimize a loss with re-
spect thereto. The expenses, however,
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 main-
tenance of property held for the produc-
tion of income, but which are carried on
primarily as a sport, hobby, or recreation
are not allowable as nontrade or fion-
business expenses.

(c) Expenses, to be deductible under
section 23 (a) (2), must be "ordinary and
necesary," which presupposes that they
must be reasonable in amount and must
bear a reasonable and proximate rela-

tion 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
being incurred in connection with a
trade or business, a deduction under this
section 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 con-
tained in section 24. Section 24 (a) (5)
disallows any amount otherwise allow-
able as a deduction (whether under sec-
tion 23 (a) (2) or otherwise) which is
allocable to one or more classes of tax-
exempt income, other than interest, and
has the effect in addition of disallowing
a deduction under section 23 (a) (2) for
amounts otherwise allowable under that
section which are allocable to tax-
exempt interest. Thus an amount al-
locable to the production or collection
of one or more classes of income which
is not includible in gross income or to
the management, conservation, or main-
tenance of property held for the produc-
tion of such income is not deductible
under section 23 (a) (2). Nor does sec-
tion 23 (a) (2) allow any expenses which
are disallowable 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, con-
servation, or maintenance of property
held for the production of income, but
which are carried on primarily as a sport,
hobby, or recreation are not allowable as
nontrade or nonbusiness expenses. The
question whether or not a transaction is
carried on primarily for the production
of income or for the management, con-
servation, 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 deter-
mined solely from the intention of the
-taxpayer but rather from all the circum-
stances of the case, including the record
of prior gain or loss of the taxpayer in
the activity, the relation between the
type of activity and the principal occu-
pation of the taxpayer, and the uses to
which the property or what it produces
is put by the taxpayer.
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(f) Among expenditures not allowable
under section 23 (a) (2) are the follow-
ing: Commuters' expenses; expenses of
taking special 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 ren-
dering personal services for compensa-
tion, campaign expenses of a candidate
for public office, bar examination fees
and other expenses incurred in securing
admission to the bar, and corresponding
fees and expenses incurred by physicians,
dentists, accountants, and other tax-
payers for securing the right to practice
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 deductible
under section 23 (a) (2) only if (1) they
are paid or incurred by the taxpayer for
the production or collection of income, or
for the management, conservation, or
maintenance of investments held by him
for the production of income; and (2)
they are ordinary and necessary under
all the circumstances, having regard to
the type of investment and to the rela-
tion 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 deductible.
However, ordinary and necessary ex-
penses paid or incurred in connection
with the management, conservation, or
maintenance of property held by the
taxpayer as rental property are deduct-
ible 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.
performance of the duties of administra-
tion are deductible under this section,
notwithstanding that the estate or trust
is not engaged in a trade or business, ex-
cept to the extent that such expenses are
allocable to the production or collection
of tax-exempt income. But see § 29.162-1
for disallowance of such deductions to an

estate where such items are claimed as a
deduction under section 812 (b) in com-
puting the net estate subject to the estate
tax.

(j) Reasonable amounts paid or in-
curred for the services of a guardian or
committee for a ward or minor, and other
expenses of guardians and committees
which are ordinary and necessary, in con-
nection with the production or collection
of income inuring to the ward or minor,
or in connection with the management,
conservation, or maintenance of prop-
erty, held for the production of income,
belonging to the ward or minor, are de-
ductible.

(k) Expenditures incurred in defend-
ing or perfecting title to property, in re-
covering 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 quiet title to lands are not
deductible; but if the suit is also to
collect accrued rents thereon, that por-
tion of such fees is deductible which is
properly allocable to the services ren-
dered in collecting such rents. Expendi-
tures incurred in protecting or asserting
one's right to property of a decedent as
heir or legatee, or as beneficiary under a
testamentary trust, are not deductible
expenses. Expenses paid or incurred by
an individual in the determination of lia-
bility for taxes upon his income are de-
ductible. If property is held by an indi-
vidual for the production of income,
amounts expended in determining a
property tax imposed with respect to such
property during the period when so held
are deductible. Expenses paid or incurred
by an individual in determining or con-
testing 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 individ-
ual in the determination of gift tax lia-
bility, except to the extent that such
expenses are allocable to interest on a
refund 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 lia-
bility or even though, in the event of a
claim for refund, the amount received
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will be held by him for the production
of Income.

(1) The deduction of an item otherwise
allowable under section 23 (a) (2) will
not be disallowed simply because the tax-
payer also had an election under chap-
ter 1 to treat it as a capital expenditure,
rather than to deduct it as an expense.
(See section 24 (a) (7).) Where, how-
ever, 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 deduction is
allowable under this section; and this is
true regardless of whether any basis ad-
justment 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 Reve-
nue Code or the regulations applicable
thereto. Double deductions are not per-
mitted. Amounts deducted under one
provision of the Code cannot again be
deducted under any other provision
thereof.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5331, 9 F. R. 1612, T. D. 5513, 11 F. R. 53461

§ 29.23 (a)-16 Wage and salary pay-
ments in contravention of wage and
salary limitations not deductible. In any
case in which it is certified to the Com-
missioner, by an administering agency
authorized to act in accordance with
32 CFR, 1943 Cum. Supp., Supps., 4001.15
(regulations of the Economic Stabiliza-
tion Director, as amended), that a
wage or salary payment for which a
deduction would otherwise be allow-
able has been made in contravention
of the act of October 2, 1942, entitled
"An act to amend the Emergency Price
Control Act of 1942, to aid in preventing
inflation, and for other purposes" (56
Stat. 765-768; 50 U. S. C., App., Sup.,
secs. 961-971) as amended, or of the
regulations, orders or rulings promul-
gated thereunder, the entire amount
of such payment shall be disallowed
as a deduction and not merely an
amount representing the increase or
decrease made in such wage or salary in
contravention of such Act or regulations,
orders, or rulings promulgated thereun-
der, except that if the administering
agency In the light of extenuating cir-
cumstances determines and certifies to
the Commissioner that a lesser amount
of such payment be disallowed as a de-

duction, then only such lesser amount
shall be disallowed as a deduction. Such
a payment will not be allowed for this
purpose notwithstanding that the same
payment Is also disallowed (a) for the
purpose of determining costs or expenses
of an employer for the purpose of some
other law or regulation, either heretofore
or hereafter promulgated, including the
Emergency Price Control Act of 1942, or
any maximum price regulation thereof;
or (b) for the purpose of determining
costs or expenses under any contract
made by or on behalf of the United
States.
[T. D. 5446, 10 F. R. 3008]

§ 29.23 (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 the 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 mort-
gage, may be deducted as interest on his
indebtedness. Payments of Maryland
or Pennsylvania ground rents are deduct-
ible as interest if the ground rent is re-
deemable, but are treated as rent if the
ground rent is irredeemable and in such
case are deductible only to the extent
they constitute a proper business ex-
pense.

(c) Interest calculated for cost-keep-
ing or other purposes on account of
capital or surplus invested in the business
which does not represent a charge aris-
ing under an Interest-bearing obliga-
tion, is not an allowable deduction from
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gross income. Interest paid by a cor-
poration on scrip dividends is an allow-
able deduction. So-called interest on
preferred stock, which is in reality a
dividend thereon, cannot be deducted in
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 in-
vestment and secured by interest-bear-
Ing certificates of indebtedness issued 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).
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 73351

§ 29.23 (c)-1 Taxes-(a) In general.
Subject to the exceptions stated in this
section and §§ 29.23 (c)-2 and 29.23
(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 countries,
are deductible from gross income for the
year in which paid or accrued (see sec-
tion 43). Estate, inheritance, legacy,
succession, -and gift taxes and Federal
income taxes are not deductible from
gross income. The Federal war-profits
and excess-profits taxes imposed by Title
II of the Revenue Act of 1917. Title III
of the Revenue Act of 1918, Title I of
the Revenue Act of 1921, section 216 of
the National Industrial 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 im-
posed by the authority of any foreign
country or possession of the United
States are deductible from gross income
in cases where the taxpayer does not
choose to take to any extent for the tax-
able year the benefits of section 131 (re-
lating to credit for taxes of foreign coun-
tries or pbssessions of the United States).
(See the last sentence of section 131 (a).)
See generally §§ 29.131-1 to 29.131-9, as
to tax credits. Postage is not a tax.
Amounts paid to States or Territories
under secured debts laws in order to ren-
der securities tax exempt are deductible.
Automobile license fees are ordinary
taxes. In general taxes are deductible
only by the person upon whom they are
imposed. As to tax paid at the source on
interest from tax-free covenant bonds,
see section 143 (a) (3).

(b) State and local sales taxes. (1)
Amounts representing sales taxes paid
by a purchaser of services or tangible
personal property are deductible by such
purchaser as taxes, provided they are
not paid in connection with his trade or
business. The fact that, under the law
imposing it, the incidence of the sales
tax does not fall on the purchaser is
immaterial. The requirement of section
23 (c) (3) that the amount of the tax
must be separately stated will be deemed
complied with where it clearly appears
that the tax was added to the sales price
and collected or charged as a separate
item. It is not necessary, for the pur-
poses of this section, that the purchaser
be furnished with a sales slip, bill, in-
voice, or other statement on which the
tax is separately stated. Where the law
imposing the sales 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
advertisements or separately stated on
all bills and invoices, it is presumed
that the amount of the sales tax was
separately stated at the time paid by
the purchaser.

(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
subdivision thereof upon persons en-
gaged in selling tangible personal prop-
erty at 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 such property sold. The
term also includes a tax imposed by
such authorities upon persons engaged
in furnishing services at retail which Is
measured by the gross receipts for fur-
nishing such services.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5458, 10 F. R. 73351

§ 29.23 (c)-2 Federal duties and ex-
cise taxes. Federal import or tariff du-
ties, business, license, privilege, excise,
and stamp taxes, not described in sub-
paragraph (A), (B), (D), or (E) of sec-
tion 23 (c), paid or accrued within the
taxable year are deductible as taxes, ex-
cept for taxable years beginning after
December 31, 1943, provided they are not
added to and made a part of the ex-
penses of the business or the cost of arti-
cles of merchandise with respect to which
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they are paid, In which case they cannot
be separately deducted. The fact that
such taxes are not deductible as taxes
under section 23 (c) for taxable years be-
ginning after December 31, 1943, does not
prevent a deduction therefor under sec-
tion 23 (a) provided they represent ordi-
nary and necessary expenses paid or in-
curred during the taxable year in carry-
ing on any trade or business, or, in the
case of an individual, for the production
or collection of incoine, or for the man-
agement, conservation, or maintenance
of property held for the production of
income. (See § 29.23 (a)-l.)
[T. D. 5371, 9 F. R. 5111]

NoTE: The following statement was pub-
lished Dec. 2, 1946, 11 F.R. 14159, pursuant to
section 3 (a)-3 of the Administrative Pro-
cedure Act. Reference is made to that por-
tion of I.T. 3806, 1946 I.R.B. No. 13, 22, which
reads as follows:

(2) Federal stamp taxes paid on trans-
fers or conveyances of securities or real estate
upon sales thereof as a trader or other non-
dealer are selling costs or offsets against sell-
ing prices to be taken into account only in
determining (net) amounts realized and
gains or losses under section 111 of the Code
on the sales;

Prior to the publication of I.T. 3806, the
Bureau had ruled that such taxes were de-
ductible in their entirety in the case of
traders and other nondealers and need not
be treated as offsets against the selling price.
The prior position of the Bureau has been
publicized by various commercial tax serv-
ices and, as a consequence, was relied upon
by many taxpayers in preparing and filing
their returns for the years 1944 and 1945.

Where, with respect to returns filed for
taxable years ending prior to the publica-
tion of I.T. 3806, Federal stamp taxes, paid
on transfers or conveyances of securities or
real estate upon sales thereof as a trader or
other nondealer, were deducted in their en-
tirety rather than as offsets against the sell-
ing prices, it will be the administrative policy
not to disturb such treatment. (Sec. 8791
(b) of the Internal Revenue Code; 26 U.S.C.
3791 (b)).

§ 29.23 (c)-3 Taxes for local benefits.
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 which the assessment
is levied, do not constitute an allowable
deduction from gross income. A tax is
considered assessed against local benefits
when the property subject to the tax is
limited to property benefited. Special
assessments are not deductible, even

819592-49- 16

though an incidental benefit may inure
to the public welfare. The real property
taxes deductible are those levied for the
general public welfare by the proper tax-
ing 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 deduct-
ible as taxes. The above statements are
subject to the exception that in so far as
assessments against local benefits are
made for the purpose of maintenance or
repair or for the purpose of meeting
interest charges with respect to such
benefits, they are deductible. In such
cases the burden is on the taxpayer to
show the allocation of the amounts as-
sessed to the different purposes. If the
allocation cannot be made, none of the
amounts so paid is deductible.

§ 29.23 (d)-1 Tax 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.

§ 29.23 (e)-1 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) in-
curred 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 re-
turn been claimed for estate tax pur-
poses in the estate tax return, or (d) If
not prohibited or limited by any of the
following sections of the Internal Rev-
enue Code: Sections 23 (g) and 117, re-
lating to capital losses; section 23 (h), re-
lating to wagering losses; section 24 (b),
relating to losses from sales or exchanges
of property between persons designated
therein; section 112, relating to recog-
nition of gain or loss upon sales or ex-
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changes of property; section 118, relating
to losses on wash sales of stock or securi-
ties; section 251, relating to income from
sources within possessions of the United
States; and section 252, relating to citi-
zens of possessions of the United States.
See section 213 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 identi-
fiable events, bona fide and actually
sustained during the taxable period for
which allowed. Substance and not mere
form will govern in determining deduct-
ible losses. Full consideration must be
given to any salvage value and to any
insurance or other compensation received
in determining the amount of losses
actually sustained. See section 113 (b).
For special provisions with respect 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 is
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 res-
idence 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 appro-
priated to income-producing purposes
(with proper adjustment for deprecia-
tion) over the amount realized from the
sale.

Example (1). Residential property was
purchased by a taxpayer in 1932 for use as
his personal residence at a cost of $25,000,
of which $15,000 was allocable to the build-
ing. The property was so used by the tax-
payer until January 1, 1939. From that date
to January 1, 1942, when the property was
sold, it was rented by the taxpayer. The fair
market value of the property at the time it
was rented on January 1, 1939, was $22,000,
of which $12,000 was allocable to the build-
ing. The building had an estimated life of
20 years on January 1, 1939. The property
was sold on January 1, 1942, for $16,000. The
loss from the sale allowable as a deduction,
except as limited by section 117, is $4,200,
computed as follows:

Cost of property in 1932 ----------- $25,000
Less depreciation allowed (not less

than amount allowable) in respect
of the building (depreciation for
3 years at 5 percent based on $12,-
000, value of building when con-
verted to business use) ---------- 1,800

23,200
Selling price of property ----------- 16, 000

Loss computed as provided in
section 111 ----------------- 7,200

Value of property at time it was
rented on January 1, 1939 ------- 22,000

Less proper adjustment for depre-
ciation ------------------------ 1,800

20, 200
Selling price of property ----------- 16, 000

Portion of $7,200 loss which Is de-
ductible except as limited by sec-
tion 117 ----------------------- 4,200

Example (2). If, under the circumstances
set forth in example (1), the property had
been purchased at a cost of $20,000, of which
$10,000 was allocable to the building, but
otherwise the facts assumed are the same,
the deductible loss, except as limited by sec-
tion 117, is $2,500, computed as follows:

Cost of property in 1932 ---------- $20,000
Less depreciation allowed (not less

than amount allowable) In respect
of the building (depreciation for
3 years at 5 percent based on $10,-
000, cost of building) ---------- 1,500

18, 500
Selling price of property ---------- 16, 000

Loss computed as provided in sec-
tion 111 ----------------------- 2,500

Deductible loss, except as limited by
section 117 --------------------- 2, 500

(f) Losses from the sale or other dis-
position of Treasury bills Issued after
June 17, 1930, and before March 1, 1941,
are not deductible.
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§ 29.23 (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 dem-
olition of the old building, and no de-
ductible expense on account of the cost
of such removal, the value of the real
estate, exclusive of old improvements,
being presumably equal to the purchase
price of the land and building plus the
cost of removing the useless building.

§ 29.23 (e)-3 Loss of useful value.
(a) When, through some change in busi-
ness 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
§§ 29 113 (a) (14)-1 and 29.113 (b) (1)-1
to 29.113 (b) (3)-(2) and the salvage
value of the property. This exception
to the rule requiring a sale or other dis-
position of property In order to establish
a loss requires proof of some unforeseen
cause by reason of which the property
has been prematurely discarded, as, for
example, where an increase in the cost
or change in the manufacture of any
product makes it necessary to abandon
such manufacture, to which special ma-
chinery is exclusively devoted, or where
new legislation directly or indirectly
makes the continued profitable use of
the property impossible. This excep-
tion does not extend to a case where
the useful life of property terminates
solely as a result of those gradual proc-
esses for which depreciation allowances
are authorized. It does not apply to in-
ventories. 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 second 117
with respect to the sale or exchange of

capital assets have no application to
losses due to the discarding of capital
assets.

(b) 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 aver-
age lives of such assets, losses claimed on
the normal retirement of such assets are
not allowable, inasmuch as the use of an
average rate contemplates a normal re-
tirement of assets both before and after
the average life has been reached and
there is, therefore, no possibility of ascer-
taining any actual loss under such cir-
cumstances until all assets contained in
the group have been retired. In order
to account properly for such retirement
the entire cost or other basis of assets re-
tired, adjusted for salvage, will be
charged to the depreciation reserve ac-
count, which will enable the full cost or
other basis of the property to be re-
covered.

(c) In cases in which depreciable
property, Is disposed of due to causes
other than exhaustion, wear and tear,
and normal obsolescence, such as casu-
alty, obsolescence other than normal, or
sale, a deduction for the difference be-
tween the basis of the property (ad-
justed as provided in section 113 (b) and
§§29.113 (a) (14)-1, and 29.113 (b)
(1)-1 to 29.113 (b) (3)-2) and its salvage
value and/or amount realized upon its
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 evident that such
disposition was not contemplated in the
rate of depreciation.

(d) In the case of classified accounts,
If it is the consistent practice of the tax-
payer 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 de-
preciation is based on the maximum ex-
pected life of the asset, a deduction for
the basis of the asset (adjusted as pro-
vided In section 113 (b) and §§ 29.113 (a)
(14)-1, and 29.113 (b) (1)-1 to 29.113 (b)
(3)-2) less Its salvage value is allowable
upon its retirement. (See §§ 29.23 (1)-1
to 29.23 (1)-1.)
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 73351

§ 29.23 (e)-4 Shrinkage in value of
stocks. A person possessing stock of a
corporation cannot deduct from gross
income any amount claimed as a loss
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merely on account of shrinkage in value
of such stock through fluctuation of the
market or otherwise. The loss allow-
able in such cases is that actually
suffered when the stock is disposed of.
If stock of a corporation becomes worth-
less, its cost or other basis as determined
and adjusted under section 113 and
§§ 29.113 (b) (1)-I to 29.113 (b) (3)-2,
is deductible by the owner for the tax-
able year in which the stock became
worthless, provided a satisfactory show-
ing is made of its worthlessness. Fed-
eral 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 pur-
poses, be considered prima facie evidence
of worthlessness; but if the charging off
or writing down is due to market fluctua-
tions, 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 be allowed. For dealers in
securities, see § 29.22 (c)-5. For limita-
tions on deductions for losses from sales
or exchanges of capital assets generally,
including stocks and bonds, see section
117.

§ 29.23 (e)-5 Losses of farmers.
Losses incurred in the operation of
farms as business enterprises are deduc-
tible from gross income. If farm prod-
ucts are held for favorable markets, no
deduction on account of shrinkage in
weight or physical value or by reason
of deterioration in storage shall be al-
lowed, except as such shrinkage may be
reflected in an inventory if used to de-
termine profits. The total loss by frost,
storm, flood, or fire of a prospective crop
is not a deductible loss in computing
net income. A farmer engaged in rais-
ing and selling stock, such as cattle,
sheep, horses, etc., is not entitled to
claim 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 Inventory if used.
If livestock has been purchased after
February 28, 1913, for any purpose, and
afterwards dies from disease, exposure,
or injury, or Is killed by order of the
authorities of a State or the United
States, the actual purchase price of such
livestock, less any depreciation allowable
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as a deduction in respect of such per-
ished livestock, may be deducted as a
loss if the loss Is not compensated for
by insurance or otherwise. The ac-
tual cost of other property (with proper
adjustment for depreciation) which is
destroyed by order of the authorities
of a State or of the United States, may
in like manner be claimed as a loss.
If reimbursement is made by a State
or the United States in whole or in part
on account of stock killed or other prop-
erty destroyed in respect of which a loss
was claimed for a prior year, the amount
received shall be reported as income for
the year in which reimbursement is
made. The cost of any feed, pasture, or
care which has been deducted as an
expense of operation shall not be in-
cluded as part of the cost of the stock
for the purpose of ascertaining the
amount of a deductible loss. If gross
income is ascertained by inventories,
no deduction can be made for livestock
or products lost during the year, whether
purchased for resale or produced on the
farm, as such losses will be reflected in
the inventory by reducing the amount of
livestock or products on hand at the close
of the year. If an individual owns and
operates a farm, in addition to being en-
gaged in another trade, business, or call-
ing, and sustains a loss from such oper-
ation of the farm, then the amount of
loss sustained may be deducted from
gross Income received from all sources,
provided the farm is not operated for
recreation or pleasure. As to losses
claimed as deductions for estate tax pur-
poses, see § 29.23 (e)-l. See also
§§ 29.22 (a)-7, 29.23 (a)- 11 , and 29.23
(1)-10.

§ 29.23 (f)-1 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 §§ 29.23 (e)-1 to 29.23
(e)-5, and § 29.23 (1)-I are in general
applicable to corporations as well as in-
dividuals. See section 223 as to deduc-
tions by foreign corporations. For spe-
cial provisions with respect to war losses,
see section 127.

§ 29.23 (g)-1 Capital losses. (a)
Section 23 (g) provides in effect that de-
ductions allowed to individuals under
section 23 (e) and to corporations under
section 23 (f) for losses sustained on the
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sale or exchange of a capital asset shall
be limited in amount to the extent pro-
vided in section 117. Losses sustained
by virtue of securities becoming worth-
less during the taxable year are, under
section 23 (g), made subJect to the limi-
tations provided in section 117 with re-
spect to sales or exchanges, provided the
securities are "capital assets" as that
term is defined in section 117 (a) (1).
For purposes of computing the net In-
come of any taxpayer, such losses are to
be considered as being sustained 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 became worthless.
Section 23 (g) does not apply to securi-
ties which are deemed destroyed or
seized under section 127, relating 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.

(c) The application of section 23 (g)
may be illustrated as follows:

Example. A, an individual, who is not a
dealer in corporate stocks or stock rights and
whose taxable year is the calendar year, pur-
chased 120 shares of stock in the X Corpora-
tion on February 1, 1941, for which he paid
$3,000. In June 1942 the stock became
worthless. A is entitled to a deduction of
$1,500 in computing his net income for 1942.
The deduction is computed as follows:

Purchase price ------------------- $3, O0O
Amount realized ------------------- None
Actual loss ---------------------- $3, OOO
Period stock considered to have

been held (February 1, 1941, to
December 31, 1942) ---------- 23 months

Percentage of loss taken in ac-
count under section 117 (b) --- 50 percent

Long-term capital loss (50 per-
cent of $3,000) (section 117 (a)
(5)) ------------------------ $1,500

[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 73351

§ 29.23 (g) -2 Loss on stock of affiliate.
If a taxpayer is a domestic corporation
and is affiliated, within the definition in
section 23 (g) (4), with another corpora-
tion, the stock in such affiliated corpora-
tion owned by the taxpayer is not con-
sidered to be a "capital asset" of the tax-
payer for the purpose of determining the
loss from the worthlessness of such stock
within the provisions of section 23 (g)
(2) and § 29.23 (g)-1. For the purposes
of section 23 (g) (2), section 23 (g) (4),

§ 29.23 (g)-1, and this section a corpora-
tion shall be deemed to be affiliated with
the taxpayer only if all the following fac-
tors are present:

(a) The taxpayer owns directly at
least 95 percent of each class of the
stock of such corporation,

(b) More than 90 percent of the ag-
gregate of the gross incomes of such cor-
poration for all the taxable years during
which it has been in existence has been
from sources other than royalties, rents
(except rents derived from rental of prop-
erties to employees of the company in the
ordinary course of its operating business),
dividends, interest (except interest re-
ceived on deferred purchase price of op-
erating assets sold), annuities, or gains
from sales or exchanges of stocks and
securities, and

(c) The taxpayer is a domestic cor-
poration.

Example. Corporation P, a domestic man-
ufacturing corporation which makes its in-
come tax returns on the calendar year basis,
owns 100 percent of each class of the stock
of Corporation S, and, irhaddition, 4 percent
of the common stock (the only class of stock)
of Corporation R which it acquired in 1936.
Corporation S, a domestic manufacturing
corporation which makes its income tax re-
turns on the calendar year basis, owns 96 per-
cent of the common stock of Corporation R
which it acquired in 1934. It is established
that the stock of Corporation R which has
from its inception derived all its gross in-
come from manufacturing operations, be-
came worthless during 1942. Since Corpo-
ration P does not own directly at least 95 per-
cent of the stock of Corporation R, and there-
fore for the purposes of section 23 (g) (4)
and this section is not affiliated with Cor-
poration R, the stock of such corporation is
a capital asset. Any loss upon 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 sec-
tion 117. (See also section 117 (d).) Since
Corporation 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 Corporation S for the purposes of
section 23 (g) (2) and § 29.23 (g) 1. Con-
sequently, in computing the net income of
Corporation S for 1942, any loss upon such
stock, under section 23 (f), will be deducted
as an ordinary loss and will not be circum-
scribed by the provisions of section 23 (g)
or section 117.

(d) With respect to losses on bonds
and similar securities, as defined In sec-
tion 23 (k) (5), of a corporation affiliated
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with the taxpayer, as provided in such
section, see § 29.23 (k)-4.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
6376, 9 F. R. 6057]

§ 29.23 (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 transac-
tions shall be allowed to the extent of the
combined gains of the spouses from such
transactions.

§ 29.23 (1)-i Basis for determining
loss. The basis for determining the
amount of the deduction for losses al-
lowed to individuals under section 23 (e)
and to corporations under section 23 (f),
or of the amount of the deduction for
bad debts allowed to both individuals
and corporations under section 23 (k), is
the same as is provided in section 113 for
determining the loss from the sale or
other disposition of property. Proper
adjustment must be made in each case
for any expenditure, receipt, loss, or
other item properly chargeable to capital
account, and for depreciation, obso-
lescence, amortization, or depletion.
(See section 113 (b) and §§ 29.113 (b)
(1)-1 to 29.113 (b) (3)-2.)

§ 29.23 (k)-1 Bad debts, (a)' Bad
debts may be treated in either of two
ways:

(1) By a deduction from income in re-
spect 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 worthless,
the method used in the return for 1921
must be used in returns for all subse-
quent 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 ap-

proved, it must be followed in returns for
subsequent years, except as permission
may be granted by the Commissioner 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 the taxable
year for which the change is to be effec-
tive. (See also § 29.23 (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 become
worthless, to the extent charged off dur-
ing the taxable year, shall be allowed as
a deduction In computing net income.
If a taxpayer claims a deduction for a
part of a debt for the taxable year within
which such part of the debt is charged
off and such deduction is disallowed for
such year and the debt becomes partially
worthless subsequent to such year, a de-
duction 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 maintained as such, be-
ing sufficient to that extent to meet the
charge-off requirement. Before a tax-
payer may deduct a debt in part, he must
be able to demonstrate to the satisfaction
of the Commissioner the amount thereof
which is uncollectible and the part
thereof which was charged off. If a debt
becomes wholly worthless during the tax-
able year, the amount thereof which has
not been allowed as a deduction for any
prior taxable year shall be allowed as a
deduction for the taxable year. There
should accompany the return a state-
ment of facts substantiating any deduc-
tion claimed for bad debts. Any amount
subsequently received on account of a
bad debt or on account of a part of such
debt previously allowed as a deduction
for income tax purposes, must be in-
cluded in gross income for the taxable
year in which received, except to the
extent excludible from gross income
under the provisions of section 22 (b)
(12). In determining whether a debt is
worthless in whole or in part the Com-
missioner will consider all pertinent evi-
dence, including the value of the col-
lateral, if any, securing the debt and the
financial condition of the debtor. Par-
tial deductions will be allowed with
respect to specific debts only.

(d) Where the surrounding circum-
stances indicate that a debt is worthless
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and uncollectible and that legal action to
enforce payment would in all probability
not result in the satisfaction of execu-
tion on a judgment, a showing of these
facts will be sufficient evidence of the
worthlessness of the debt for the pur-
pose of deduction. Bankruptcy is gen-
erally 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 set-
tlement 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 ter-
minated in a later year, confirming the
conclusion that the debt is worthless,
will not authorize shifting the deduc-
tions to such later year. If a taxpayer
computes his Income upon the basis of
valuing his notes or accounts receivable
at their fair market value when received,
which may be less than their face value,
the amount deductible for bad debts in
any case is limited to such original valu-
ation.

(e) Where banks or other corporations
which are subject to supervision by Fed-
eral authorities (or by State authorities
maintaining substantially equivalent
standards) in obedience to the specific
orders of such supervisory officers charge
off debts in whole or in part, such debts
shall, to the extent charged off during
the taxable year, be conclusively pre-
sumed, for income tax purposes, to have
become worthless or worthless only in
part during 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 which 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 which claimed, if the tax-
payer produces sufficient 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 involuntary charge-off,
as the case may be, and (2) that, to the
extent that the deduction 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) of this section apply to all tax-
payers, except that (1) they do not apply
in the case of a taxpayer, other than a
corporation, with respect to a non-
business debt as defined in paragraph
(4) of section 23 (k) of the Code; (2)
no deduction on account of worthless-
ness shall be allowed with respect to any
debt of the type enumerated in section
23 (k) (5) of the Code which is recov-
erable only in part; and (3) in the case
of taxpayers other than banks as defined
in section 104, the term "debts" as used
in such subdivisions means obligations
to pay fixed or determinable sums of
money which are not evidenced by secu-
rities as defined In § 29.23 (k)-4.
[Regs. 111, 8 F. R. 14882. as amended by T. D.
5376, 9 F. R. 6057]

§ 29.23 (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 re-
turn 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 re-
ceived in distribution of the assets of a
bankrupt and the amount of the claim
may be deducted as a bad debt. The
difference between the amount received
by a creditor of a decedent in distribu-
tion of the assets of the decedent's estate
and the amount of his claim may be con-
sidered 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.

§ 29.23 (k)-3 Uncollectible deficiency
upon sale of mortgaged or pledged prop-
erty. (a) If mortgaged or pledged prop-
erty is lawfully sold (whether to the cred-
itor or another purchaser) for less than
the amount of the debt, and the portion
of the indebtedness remaining unsatis-
fied after such sale is wholly or partially
uncollectible, the mortgagee or pledgee
may deduct such amount (to the extent
that it constitutes capital or represents
an item the income from which has been
returned by him) as a bad debt for the
taxable year in which it has become
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wholly worthless or is charged off as par-
tially 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 purchase or bid price of
the property (to the extent that such ob-
ligations constitute capital or represent
an item the income from which has been
returned by him) and the fair market
value of the property. The fair market
value of the property shall be presumed
to be the amount for which it is bid in by
the taxpayer in the absence of clear and
convincing' proof to the contrary. If the
creditor subsequently sells the property
so acquired, the basis for determining
gain or loss is the fair market value of
the property at the date of acquisition.

(b) Accrued interest may be Included
as part of the deduction only if it has
previously been returned as income.

§ 29.23 (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
respect 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 (k) (2) to a taxpayer other than a
bank. Such a loss, however, is made
subject to the limitations provided in
section 117 with respect to sales or ex-
changes. For the purposes of computing
the net income 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 tax-
able year, irrespective of when during the
taxable year such security actually be-
came worthless. Except in the case of
a bank as defined in section 104, no de-
duction is allowable under section 23 (k)
with respect to a debt evidenced by a
security, as defined in section 23 (k) (3),
which is recoverable only in part. Sec-
tion 23 (k) (2) does not apply to securi-
ties 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, debenture,
note, or certificate, or other evidence of
indebtedness to pay a fixed or deter-

minable sum of money, which has been
issued at any time by a domestic or for-
eign corporation (including that issued
by any government or political subdi-
vision thereof), either in registered form
or accompanied by interest coupons.

(c) A bond Issued by an individual, 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 deduc-
tion is allowable in computing a bond-
holder'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 account of market fluctuation. If,
however, due, for instance, to the finan-
cial condition of a 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
Commission, and if he has made a proper
charge-off with respect to the debt par-
tially uncollectible, he may deduct in
computing net income the uncollectible
part of the debt evidenced by the bonds
or other similar obligations. A bank as
defined in section 104 may deduct such
uncollectible part of the debt even
though the evidence of the debt is a
security as defined in this section.

(e) The application of section 23 (k)
to deductions for worthless bonds and
similar obligations which are securities
may be illustrated by the following
examples:

Example (1). On February 1, 1941, A, an
individual, who Is not a dealer In corporate
bonds, purchased bonds of the X Corporation
bearing interest coupons payable semiannu-
ally, for which he paid $3,000. During the
calendar year 1942 (his taxable year) the
bonds became worthless. A is entitled to a
deduction of $1,500 in computing his net
Income for 1942. The computation of the
amount of the deduction is the same as the
computation In the example under § 29.23
(g)-l.

Example (2). If the facts in example (1)
are the same except that because of the
financial condition of the X Corporation the
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debt evidenced by its bonds became recover-
able only In part, no deduction is allowable
to A under either section 23 (k) (1) or (2)
with respect to the uncollectible part of
such debt.

(f) Under section 23 (k) (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 (k) (2) or as a debt
(evidenced by a security) for the pur-
poses of this section; and the provisions
of section 23 (k) (1) and of paragraphs
(a) and (b) of § 29.23 (k)-I shall apply
with respect to such debts except that
no deduction shall be allowed to the tax-
payer with respect to any such debt
which is recoverable only in part.

(g) For the purpose of this section, a
corporation is deemed to be affiliated
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 taxable years has been from sources
other than royalties, rents (except rents
derived 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.
[Regs. 111, 8 P. R. 14882, as amended by
T. D. 5376, 9 F. R. 60571

§ 29.23 (k)-5 Reserve for bad debts.
(a) Taxpayers who have established the
reserve method of treating bad debts and
maintained proper reserve accounts for
bad debts, or who in accordance with
§ 29.23 (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 de-
duction for specific bad debt items.

(b) What constitutes a reasonable ad-
dition 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 out-
standing 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 inadequancy 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 account.

§ 29.23 (k-6 Non-business bad debts.
(a) In the case of a taxpayer, other than
a corporation, if a non-business bad debt
becomes entirely worthless within a tax-
able year beginning after December 31,
1942, the loss resulting therefrom shall
be treated as a loss from the sale or ex-
change of a capital asset held for not
more than 6 months. Such a loss is
subject to the limitations provided in
section 117 with respect to gains and
losses from the sale and exchange 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 deduction shall be al-
lowed for a non-business 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 non-business debt
is a debt, other than a debt the loss from
the worthlessness of which is incurred in
the taxpayer's trade or business and other
than a debt evidenced by a security as
that term is defined in section 23 (k) (3).
The question whether a debt is one the
loss from the worthlessness of which is
incurred in the taxpayer's trade or busi-
ness is a question of fact in each particu-
lar case. The determination of this ques-
tion is substantially the same as that
which is made for the purpose of ascer-
taining whether a loss from the type of
transaction covered by section 23 (e) is
"incurred in trade or business" under
paragraph (1) of that section.

(b) The character of the debt for this
purpose is not controlled by the circum-
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stances attending its creation or its sub-
sequent acquisition by the taxpayer or by
the use to which the borrowed funds are
put by the recipient, but is to be deter-
mined rather by the relation which the
loss resulting from the debt's becoming
worthless bears to the trade or business
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 not a non-business
debt for the purposes of this section.

To illustrate: A, an individual engaged in
the grocery business and who makes his in-
come tax returns on the calendar year basis,
extends credit on an open account to B in
1941.

(1) In 1942 A sells the business but re-
tains the claim against B. The claim be-
comes worthless in A's hands in 1943. A's
loss is controlled by the nonbusiness debt
provisions. While the original consideration
was advanced by A in his trade or business,
the loss was not sustained as a proximate
incident to the conduct of any trade or busi-
ness in which he was engaged at the time
the claim became worthless.

(2) In 1942 A sells the business to C but
sells the claim against B to the taxpayer, D.
The claim becomes worthless in D's hands
in 1943, at a time when D is not engaged
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 by the nonbusiness debt
provisions, even though the original consid-
eration was advanced by A in his trade or
business.

(3) In 1942 A dies, leaving the business,
including the accounts receivable, to his
son, C, the taxpayer. The claim against B
becomes worthless in C's hands. C's loss is
not controlled by the nonbusiness debt pro-
visions. While C did not advance any con-
sideration for the claim or acquire it in
carrying on his trade or business, the loss was
sustained as a proximate incident to the con-
duct of the trade or business in which he
was engaged at the time the debt became
worthless.

(4) In 1942 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 1943, at
a time when D is not engaged 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 con-
trolled by the nonbusiness debt provisions,
even though the original consideration was
advanced by A in his trade or business.

(5) In 1942 A dies and while his executor,
C, is carrying on the business, the claim
against B becomes worthless. The loss sus-
tained by A's estate is not controlled by the
nonbusiness debt provisions. While C did
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not advance any consideration for the claim
on behalf of the estate or acquire it in carry-
ing on a trade or business in which the
estate was engaged, the loss was sustained
as a proximate incident to the conduct of
the trade or business in which the estate was
engaged at the time the debt became worth-
less.

(6) In 1942, A, in liquidating the business,
attempts to collect B's claim but finds that
it has become worthless. A's loss is not con-
trolled by the non-business debt provisions,
since a loss incurred in liquidating a trade
or business is a proximate incident to the
conduct thereof.

(c) The provisions of this section with

respect to non-business debts are appli-

cable only to taxable years beginning
after December 31, 1942.

[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5458, 10 F. R. 7335]

§ 29.23 (1)-i Depreciation. A reason-
able allowance for the exhaustion, wear
and tear, and obsolescence of property
used in the trade or business, or treated
under § 29.23 (a)-15 as held by the tax-
payer for the production of income, may
be deducted from gross income. For
convenience such an allowance will usu-
ally be referred to as depreciation, ex-
cluding from the term any idea of a
mere reduction in market value not re-
sulting from exhaustion, wear and tear,
or obsolescence. The proper allowance
for such depreciation is that amount
which should be set aside for the taxable
year in accordance with a reasonably
consistent plan (not necessarily at a uni-
form 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 property, equal the
cost or other basis of the property de-
termined in accordance with section 113.
Due regard must also be given to ex-
penditures for current upkeep. In the
case of property held by one person for
life with remainder to another person,
the deduction for depreciation shall be
computed as if the life tenant were the
absolute owner of the property so that
he will be entitled to the deduction dur-
ing his life, and thereafter the deduc-
tion, if any, will be allowed to the re-
mainderman. In the case of property
held in trust, the allowable deduction is
to be appportioned between the income
beneficiaries and the trustee in accord-
ance with the pertinent provisions of
the will, deed, or other instrument creat-
ing the trust, or, in the absence of
such provisions, on the basis of the trust
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income which is allocable to the trus-
tee and the beneficiaries, respectively.
For example, if the trust instrument pro-
vides that the income of the trust com-
puted without regard to depreciation
shall be distributed to a named bene-
ficiary, such beneficiary will be entitled
to the depreciation allowance to the ex-
clusion of the trustee, while if the in-
strument provides that the trustee in
determining the distributable income
shall first make due allowance for keep-
ing the trust corpus intact by retaining
a reasonable amount of the current in-
come for that purpose, the allowable de-
duction will be granted in full to the
trustee. For deduction with respect to
the amortization of emergency facilities,
in lieu of the deduction for depreciation,
see sections 23 (t) and 124.

§ 29.23 ()-2 Depreciable property.
The necessity for a depreciation allow-
ance arises from the fact that certain
property used in the business, or treated
under § 29.23 (a)-15 as held by the tax-
payer for the production of income, grad-
ually approaches a point where its use-
fulness 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 the 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-
tories or to stock in trade, or to land apart
from the improvements or physical de-
velopment 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 In-
ternal Revenue Code. (See sections 23
(m) and 114.) Property kept in repair
may, nevertheless, be the subject of a de-
preciation allowance. (See § 29.23
(a)-4.) The deduction of an allowance
for depreciation is limited to property
used In the taxpayer's trade or business,
or treated under § 29.23 (a)-15 as held by
the taxpayer for the production of in-
come. No such allowance may be made
in respect of automobiles or other vehi-
cles used solely for pleasure, a building
used by the taxpayer solely as his resi-
dence, or in respect of furniture or fur-
nishings therein, personal effects, or

clothing; but properties and custumes
used exclusively in a business, such as a
theatrical business, may be the subject
of a depreciation allowance.

§ 29.23 (1)-3 Depreciation of intangi-
ble property. Intangibles, the use of
which in the trade or business or in the
production of income is definitely lim-
ited 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 in-
tangible asset acquired through capital
outlay is known from experience to be
of value in the business or in the produc-
tion of income for only a limited period,
the length of which can be estimated
from experience with reasonable cer-
tainty, such intangible asset may be the
subject of a depreciation allowance, pro-
vided the facts are fully shown in the
return or prior thereto to the satisfac-
tion of the Commissioner. No deduction
for depreciation, including obsolescence,
is allowable in respect of good will.

§ 29.23 (1) -4 Capital sum recover-
able through depreciation allowances.
The capital sum to be replaced by depre-
ciation 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 im-
provements, additions, and betterments,
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 distinguished from
the gradual exhaustion of its utility
which is the basis of the depreciation al-
lowance. (See section 113 (b).) In the
case of the acquistion on or after March
1, 1913, of a combination of depreciable
and nondepreciable property 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 pro-
portion to the lump price as the value of
the depreciable property at the time of
acquisition bears to the value of the en-
tire property at that time. In the case
of property which has been the subject
of deductions for amortization under sec-
tions 214 (a) (9) and 234 (a) (8) of the
Revenue Acts of 1918 and 1921, deprecia-
tion deductions will be computed after
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the close of the amortization period upon
the cost or other basis of such property
after the amortization allowance has
been deducted. No depreciation deduc-
tion will be allowed in the case of prop-
erty which has been amortized to its
scrap value and is no longer in use.

§ 29.23 (l)-5 Method of computing
depreciation allowance. (a) The capi-
tal sum to be recovered shall be charged
off over the useful life of the property,
either in equal annual installments or in
accordance 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 oper-
ating conditions during the taxable pe-
riod. 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
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 remaining use-
ful life, the portion of their cost or other
basis which has been recovered through
depreciation allowances for prior taxable
years, and such other information as the
Commissioner may require in substantia-
tion of the deduction 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 taking
an allowance plainly inadequate under
the known facts In prior years. This
paragraph may be illustrated by the fol-
lowing example:

Example. An asset was purchased Janu-
ary 1, 1937, at a cost of $10,000. The useful
life of the asset is 10 years. It has no salvage
value. Depreciation was deducted and al-
lowed for 1937 to 1941 as follows:

1937 ------------------------- $1,000.00
1038 ............
1939 -------------------------- 2,000.00
1940 -------------------------- 2,000 0
1941

Total amount allowed -------- 5,000.00

The correct amended reserve as of Decem-
ber 31, 1941, is computed as follows:

December 31-
1937 ------------------------ $1,000.00
1938 ------------------------ 1,000.00
1939 ------------------------ 2,000.00
1940 ------------------------ 2,000.00
1941 -------------------------- 666.67

Reserve December 31, 1941 - 6---, 666. 67
Depreciation for 1942 and subsequent tax-

able years is $666.67, computed as follows:

Cost ------------------------ $10, 000.00
Reserve as of December 31, 1941-- 6, 666.67

Unrecovered cost ----------- 3,333.33
Depreciation allowable for 1942

and each subsequent taxable
year (6% percent of $10,000) --- 666.67

§ 29.23 (1)-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 abandoned 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 be-
cause, 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 appli-
cable to an entire property unless all
portions thereof are affected by the con-
ditions to which obsolescence is found to
be due.

§ 29.23 (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 the patent or
copyright. The allowance 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-
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right since its grant, or since its acquisi-
tion by the taxpayer, or in the case of a
copyright, since March 1, 1913, as the
case may be. If the patent or copyright
was acquired from the Government, its
cost consists of the various Government
fees, cost of drawings, experimental mod-
els, attorneys' fees, development or ex-
perimental 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 submitted with the return.
If the patent becomes obsolete prior to its
expiration, such proportion of the
amount on which its depreciation may be
based aa the number of years of its re-
maining life bears to the whole number
of years intervening between the basic
date and the date when it legally expires
may be deducted. The fact that depre-
ciation has not been taken in prior years
does not entitle the taxpayer to deduct
in any taxable year a greater amount for
depreciation than would otherwise be
allowable.

§ 29.33 ()-8 Depreciation of 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 Commissioner. Except for such de-
preciation 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.

§ 29.33 ()-9 Records of depreciable
property. In order that the verification
of depreciation allowances claimed by
the taxpayer may be facilitated, depre-
ciation shall be recorded on the tax-
payer's books, the amount measuring a
reasonable allowance for depreciation
either being deducted directly from the
book value of the assets or preferably
being credited to a depreciation reserve
account, which should be reflected in the
annual balance sheet. For the same

reason the allowances shall be computed
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
factors apply. Also, the taxpayer's
books shall show the basis of the de-
preciable property and any adjustments
thereto, and, in cases where the basis
of the property is other than cost, or
value on March 1, 1913, or value at date
of acquisition (as, for example, if the
property was acquired by gift or trans-
fer in trust after December 31, 1920),
or through a reorganization 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 al-
lowances, such factors shall be recorded
in permanent auxiliary records which
shall be kept with and reconciled with
the regular books of account.

§ 29.23 (1)-10 Depreciation in case o1
farmers. A reasonable allowance for
depreciation may be claimed on farm
buildings (other than a dwelling occu-
pied by the owner), farm machinery, 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
determine profits in accordance with
§ 29.22 (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 §§ 29.23 (a)-11 and
29.23 (e)-5.)

§ 29.23 (m)-1 Depletion of mines, oil
and gas wells, other natural deposits,
and timber; depreciation of improve-
ments. Section 23 (m) provides that
there shall be allowed as a deduction in
computing net income in the case of
mines, oil and gas wells, other natural
deposits, and timber, a reasonable allow-
ance for depletion and for depreciation
of improvements. Section 114 prescribes
the bases upon which depreciation and
depletion are to be allowed.

Under such provisions, the owner of
an economic interest in mineral deposits
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or standing timber is allowed annual de-
pletion deductions. However, no deple-
tion deduction shall be allowed with re-
spect to any timber which the owner has
disposed of under any form of contract
by virtue of which the owner retains an
economic interest in such timber, if such
disposal is considered a sale of the tim-
ber under section 117 (k) (2) of the
Code. An economic interest Is pos-
sessed in every case in which the tax-
payer has acquired, by investment, any
interest in mineral in place or standing
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.

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.
(But see § 29.115-6.) The principles gov-
erning the apportionment of deprecia-
tion 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 § 29.23 ()-1.)

When used in these sections (§§ 29.23
(m)-1 to 29.23 (m)-28) covering deple-
tion and depreciation:

(a) The "fair market value" of a
property is that amount which would In-
duce a willing seller to sell and a willing
buyer to purchase.

(b) 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 nec-
essary for purposes of mineral extrac-
tion. The value of a mineral property is
the combined value of its component
parts.

(c) The term "mineral deposit" refers
to minerals In place. The cost of a min-

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.

(d) "Minerals" Include ores of the
metals, coal, oil, gas, and such nonmetal-
lic substances as abrasives, asbestos,
asphaltum, barite, beryl, borax, building
stone, cement rock, clay, crushed stone,
feldspar, fluorspar, fuller's earth, graph-
ite, gravel, gypsum, lepidolite, limestone,
magnesite, marl, mica, mineral pig-
ments, peat potash, precious stones,
refractories, rock phosphate, salt, sand,
silica, slate, soapstone, soda, spodumene,
sulphur, talc, and vermiculite.

(e) The term "mine" does not include
oil and gas wells.

(f) The term "gross income from the
property", as used in sections 114 (b)
(3) and 114 (b) (4) (A) and §§ 29.23
(m)-1 to 29.23 (m)-19, means the
following:

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 vicinity of the well.
If the oil and gas are not sold on the
property but are manufactured or con-
verted Into a refined product prior to
sale, or are transported from the prop-
erty prior to sale, the gross Income from
the property shall be assumed to be
equivalent to the representative market
or field price (as of the date of sale) of
the oil and gas before conversion or
transportation.

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 "mining" as
used in §§ 29.23 (m)-1 to 29.23 (m)-19
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 prod-
uct after extraction in order to obtain
the commercially marketable mineral
product or products.

If the taxpayer sells the crude mineral
product of the property In the imme-
diate 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 In this paragraph)
before sale, "gross income from the
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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
ordinary treatment processes actually
applied, before transportation of such
product. If there is no such representa-
tive 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 prod-
uct resulting from any process or proc-
esses (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 transportation and the processes
beyond the ordinary treatment proc-
esses. If the taxpayer establishes to the
satisfaction of the Commissioner that
another method of computation, other
than the computation of profits propor-
tionate to costs, clearly reflects the gross
income from the property, then such
gross income shall be computed by the
use of such other method.

The term "ordinary treatment proc-
esses", as used in §§ 29.23 (m)-1 to 29.23
(m)-19, shall include the following:

(1) In the case of coal-cleaning,
breaking, sizing and loading for ship-
ment;

(2) In the case of sulphur-pumping to
vats, cooling, breaking, and loading for
shipment;

(3) In the case of iron ore, bauxite, ball
and sagger clay, rock asphalt, and min-
erals which are customarily sold in the
form of a crude mineral product-sort-
ing, concentrating, and sintering to bring
to shipping grade and form, and loading
for shipment;

(4) In the case of lead, zinc, copper,
gold, silver or fluorspar ores, potash, and
ores which are not customarily sold in the
form of the crude mineral product-
crushing, grinding, and beneficiation
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 ore. The furnacing of quicksilver
ores is included in the term "ordinary
treatment processes". The following
processes are not included in the term
"ordinary treatment processes": elec-
trolytic deposition, roasting, thermal or

electric smelting, refining, or substan-
tially equivalent processes.

In case any of the ordinary treatment
processes are not applied in the imme-
diate vicinity of the mining district in
which the mine is located, costs Incurred
for transportation to the processing lo-
cation and, if transported by the tax-
payer, the proportionate profits attribut-
able to transportation, should be sub-
tracted from the sale price of the prod-
uct to determine "gross income from the
property." If the taxpayer establishes to
the satisfaction of the Commissioner that
another method of computation, other
than the computation of profits propor-
tionate to costs, clearly reflects the gross
income from the property, then such
gross income shall be computed by the
use of such other method.

In all cases there shall be excluded 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 prop-
erty and are not otherwise excluded from
the "gross income from the property."
If royalties in the form of bonus pay-
ments have been paid in respect of the
property in the taxable year or any prior
years or if advanced royalties have been
paid in respect of the property in any
taxable year ending prior to December
31, 1939, the amount excluded 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 payments which is
allocable to the product sold during the
current taxable year. If advanced royal-
ties have been paid in respect 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 taxable year
on account of such payments shall be an
amount equal to the deduction for such
taxable year taken on account of such
playments pursuant to § 29.23 (m)-10
(e).

(g) "Net income of the taxpayer
(computed without allowance for de-
pletion) from the property," as used in
section 114 (b) (2), (3), and (4) and
§§ 29.23 (m)-1 to 29.23 (m)-19, means
the "gross income from the property" as
defined in paragraph f) of this section
less the allowable deductions attribu-
table to the mineral property upon which
the depletion is claimed and the allow-
able deductions attributable to the proc-
esses listed in paragraph (f) of this sec-
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tion in so far as they relate to the product
of such property, including overhead and
operating expenses, development costs
properly charged to expense, deprecia-
tion, taxes, losses sustained, etc., but ex-
cluding any allowance for depletion.
Deductions not directly attributable to
particular properties or processes shall
be fairly allocated. To illustrate: In
cases where the taxpayer engages in ac-
tivities in addition to mineral extraction
and to the processes listed in paragraph
(f) of this section, deductions for de-
preciation, taxes, general expenses, and
overhead, which cannot be directly at-
tributed to any specific activity, shall be
fairly apportioned between (1) the min-
eral extraction and the processes listed
in paragraph (f) of this section and (2)
the additional activities, taking into ac-
count the ratio which the operating ex-
penses directly attributable to the min-
eral extraction and the processes listed
in paragraph (f) of this section bear to
the operating expenses directly attribu-
table to the additional activities. If
more than one mineral property is in-
volved, the deductions apportioned to
the mineral extraction and the processes
listed in paragraph f) of this section
shall, In turn, be fairly apportioned to
the several properties, taking into ac-
count their relative production.

(h) "Crude mineral product," as used
in paragraph (f) of this section, 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 §§ 29.23
(m)-1 to 29.23 (m)-19, means the in-
terest owned by the taxpayer in any min-
eral property. The taxpayer's interest
in each separate mineral property is a
separate "property"; but, where two or
more mineral properties are included in
a single tract or parcel of land, the tax-
payer's interest in such mineral proper-
ties may be considered to be a single
"property," provided such treatment is
consistently followed.

[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5413, 9 F. R. 13103, T. D. 5458, 10 F. R.
7335, T. D. 5461, 10 F. R. 86521

§ 29.23 (m)-2 Computation of deple-
tion of mines, oil and gas wells, and other
natural deposits without reference to
discovery value or percentage depletion.
(a) The basis upon which depletion,
other than discovery depletion or per-
centage depletion, is to be allowed in
respect of any property 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 such property.
(See §§ 29.113 (a)-1 to 29.114-1.) If the
amount of the basis as adjusted appli-
cable to the mineral deposit has been
determined for the taxable year, the de-
pletion for that year shall be computed
by dividing that amount by the number
of units of mineral remaining as of the
taxable year, and by multiplying the de-
pletion unit, so determined, by the num-
ber of units of mineral sold within the
taxable year. In the selection of a unit
of mineral for depletion, 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 report-
ing income on the cash receipts and dis-
bursements basis, includes units for
which payments were received within the
taxable year although produced or sold
prior to the taxable year, and excludes
units sold but not paid for in the taxable
year. The phrase does not include units
with respect to which depletion deduc-
tions were allowed or allowable 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 re-
covered 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 recover-
able through depreciation and through
deductions other than depletion, and
(c) the residual value of other property
at the end of operations, but there shall
be included, in the case of oil and gas
wells, those amounts of capitalized drill-
ing and development costs which, as pro-
vided in § 29.23 (m)-16, are recoverable
through depletion.

(e) In the case of a natural gas well
where the annual production is not
metered and is not capable of being esti-
mated with reasonable accuracy, the tax-
payer may compute the depletion allow-
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ance (without reference to percentage
depletion) in respect of such property
for the taxable year by multiplying the
adjusted basis of the property by a frac-
tion, the numerator of which is equal to
the decline in closed or rock pressure
during the taxable year and the denom-
inator of which is equal to the expected
total decline in closed or rock pressure
from the taxable year to the economic
limit of production. Taxpayers com-
puting depletion by this method must
keep accurate records of periodical pres-
sure determinations.

§ 29.23 (m)-3 Computation o deple-
tion of mines (other than metal, coal,
bauxite, fluorspar, flake graphite, ver-
miculite, beryl, feldspar, mica, talc (in-
cluding pyrophyllite), lepidolite, spodu-
mene, barite, ball, sagger, and china clay,
phospate rock, rock asphalt mines, or
trona, bentonite, gilsonite, thenardite,
potash, or sulphur mines or deposits) on
basis of discovery value. (a) The basis
on which depletion is to be computed in
the case of mines, except those specified
in the next succeeding sentence, dis-
covered by the taxpayer after February
28, 1913, is the fair market value of the
property at the date of discovery or
within 30 days thereafter, if such mines
were not acquired as the result of pur-
chase of a proven tract or lease, and if
the fair market value of the property is
materially disproportionate to cost.
Such basis may not be used in the case of
the following: metal, coal, fluorspar, ball
and sagger clay, rock asphalt, or sulphur
mines with respect to taxable years be-
ginning after December 31, 1941, flake
graphite mines with respect to taxable
years beginning after December 31, 1942;
vermiculite, beryl, feldspar, mica, talc
(not including pyrophyllite), lepidolite,
spodumene or barite mines, or potash
mines or deposits including potash salts
in solution with respect to taxable years
beginning after December 31, 1943; or
bauxite, pyrophyllite, china clay, phos-
phate rock, trona, bentonite, gilsonite,
thenardite (from brines or mixtures of
brine) mines or deposits for taxable years
beginning after December 31, 1946. The
value must be equitably apportioned be-
tween the owners of the economic inter-
ests therein. For the method of deter-
mining whether a discovery has been
made, see § 29.23 (m)-14. For the
method of determining the fair market
value, see § 29.23 (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 re-
spect 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 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 prop-
erty upon which the discovery was made,
except that in no case shall the de-
pletion be less than it would be if com-
puted without reference to discovery
value. For definition of "net income of
the taxpayer (computed without allow-
ance for depletion) from the property,"
see § 29.23 (m)-1 (g).

(d) As used in this section the phrase
"number of units sold within the taxable
year," in the case of a taxpayer report-
ing 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 de-
pletion deductions were allowed or al-
lowable prior to the taxable year.

(e) "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.
[Regs. 111, 8 F. R. 14882, as amended by T. D.

5645, 13 F. R. 4256]

§ 29.23 (m)-4 Computation of deple-
tion based on a percentage o income in
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 2712 percent
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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 § 29.23 (m)-1 (f) and (g).)
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.

§ 29.23 (m)-5 Computation of de-
pletion based on percentage o1 income
in case of coal mines, metal mines, baux-
ite mines, fluorspar mines, flake graphite
mines, vermiculite mines, beryl mines,
feldspar mines, mica mines, talc (includ-
ing pyrophyllite) mines, lepidolite mines,
spodumene mines, barite mines, ball,
sagger, and china clay mines, phosphate
rock mines, rock asphalt mines, trona,
bentonite, gilsonite, thenardite, and
potash and sulphur mines or deposits.
(a) Under section 114 (b) (4) (A) a tax-
payer may deduct for depletion an
amount equal to 5 percent of the gross
income from the property during any
taxable year In the case of coal mines;
an amount equal to 15 percent of the
gross income from the property during
any taxable year in the case of metal,
fluorspar, ball and sagger clay, or rock
asphalt mines, and during any taxable
year beginning after December 31, 1942,
in the case of flake graphite mines, "and
during any taxable year beginning after
December 31, 1943, in the case of vermic-
ulite, beryl, feldspar, mica, talc (not in-
cluding pyrophyllite), lepidolite, spodu-
mene, or barite mines, or potash mines or
deposits including potash salts In solu-
tion, and during any taxable year be-
ginning after December 31, 1946, in the
case of bauxite, pyrophyllite, china clay,
or phosphate rock mines, or trona,
bentonite, gilsonite, thenardite (from
brines or mixtures of brine) mines or de-
posits; and an amount equal to 23 per-
cent of the gross income from the prop-
erty during any taxable year in the case
of sulphur mines or deposits; but such
deduction shall not in any case exceed
50 percent of the net income of the tax-
payer (computed without allowance for
depletion) from the property. (For defi-
nitions of "gross income from the prop-
erty" and "net income of the taxpayer
(computed without allowance for deple-

tion) from the property," see § 29.23
(m)-1 (f) and (g).) In no case shall
the deduction computed under this sec-
tion be less than it would be if computed
upon the cost or other basis of the prop-
erty provided in section 113.

(b) A taxpayer may compute the de-
pletion allowance provided in this section,
or in § 29.23 (m)-2, without regard to
any election previously made in respect
of computation of the allowances.
[Regs. 111, 8 P. R. 14882. as amended by T. D.
5645, 13 F. R. 42561

§ 29.23 (m)-6 Determination of cost
of 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 purchase
and sale, by which the interest passed in
fact as well as in form to an owner other
than the vendor. No fictitious or in-
flated cost or price will be permitted to
form the basis of any calculation of a de-
pletion 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 person selling the interest
and the buyer thereof.

§ 29.23 (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 deductions,
such value must be determined, subject
to approval or revision by the Commis-
sioner, by the owner of the property in
the light of the conditions and circum-
stances known at that date, regardless of
later discoveries or developments in the
property or subsequent Improvements in
methods of extraction and treatment of
the mineral product. The value sought
should be that established assuming a
transfer between a willing seller and a
willing buyer as of that particular date.
The Commissioner will give due weight
and consideration to any and all factors
and evidence having a bearing on the
market value, such as cost, actual sales
and transfers of similar properties, mar-
ket value of stock or shares, royalties
and rentals, value fixed by the owner for
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purpose of the capital stock tax, valua-
tion for local or State taxation, partner-
ship 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 analytic
appraisal methods, such as the present
value method, are not entitled to great
weight, (1) if the value of a mineral
deposit can be determined upon the basis
of cost or replacement value, (2) if the
knowledge of the presence of the min-
eral has not greatly enhanced the value
of the mineral property, (3) if the re-
moval of the mineral does not materially
reduce 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 extrinsic
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 rea-
sonably 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 commensu-
rate with the risk for the particular de-
posit. In case of oil and gas properties
the additional factors are (I) the total
quantity of oil and gas in terms of the
principal or customary unit (or units)
paid for in the product marketed, (ii)
the quantity of oil and gas expected to
be recovered during each operating pe-
riod, (iii) the average quality or grade
of the oil and gas reserves, (iv) the al-
location of the total expected profit to
the several processes or operations nec-
essary for the preparation of the oil and
gas for market, (v) the probable operat-
ing life of the deposit in years, (vi) the
development cost, and (vil) the operat-
Ing cost. In order to estimate the total
expected profit from the operation of
mines it is necessary to determine the
quantity, quality, and recoverable min-
eral content of the developed, probable,

and prospective ore reserves in all cases.
For mines with a prior operating record
the "spread of profit" per unit of recov-
erable mineral, 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 future sales price and future produc-
tion cost per unit of mineral must be
estimated in order to determine the
"spread of profit" per unit of recoverable
mineral.

(c) If the deposit has been sufficiently
developed the valuation factors specified
in paragraph (b) of this section may be
determined from past operating experi-
ence. In the application of factors de-
rived from past experience full allow-
ance should be made for probable future
variations in the rate of exhaustion,
quality or grade of the mineral, percent-
age of recovery, cost of development,
production, interest rate, and selling
price of the product marketed during the
expected operating life of the mineral
deposit. Mineral deposits for which
these factors may not be determined with
reasonable 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 deducted from concurrent evi-
dence, such as the general type of the
deposit, the characteristics of the dis-
trict in which it occurs, the habit of the
mineral deposits in the property itself,
the intensity of mineralization, the oil-
gas ratio, the rate at which additional
mineral has been disclosed by exploita-
tion, the stage of the operating life of the
property, and any other evidence tend-
ing 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 § 29.23 (m)-9. In esti-
mating the average grade of the de-
veloped 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 character
of the deposit, by the ability to market
the mineral product, by labor conditions,
and by the operating program In force or
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reasonably to be expected for future op-
erations. The operating life of a mineral
deposit is that number of years necessary
for the exhaustion of both the developed
and prospective mineral content at the
rate determined as above. The operat-
ing life of oil and gas wells is influenced
by the natural decline in pressure and
flow, and also by voluntary or enforced
curtailment of production. The oper-
ating cost includes all current expense of
producing, preparing, and marketing the
mineral product sold (due consideration
being given to taxes) exclusive of allow-
able capital additions, as defined in
§§ 29.23 (m)-15 and 29.23 (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 § 29.23 (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 general, no estimates of these factors
will be approved by the Commissioner
which are not supported by the operat-
Ing experience of the property or which
are derived from different and arbitrarily
selected periods.

(e) The value of each mineral deposit
is measured by the expected gross income
(the number of units of mineral recover-
able in marketing form multiplied 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 inter-
est 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 generally 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 valuation is made; relatively
higher risks attach to 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
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value at that date of the mineral prop-
erty in fee simple.

§ 29.23 (m)-8 Revaluation of mineral
deposits not allowed. No revaluation of
a property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except In the case of a subse-
quent discovery of nonmetallic minerals,
other than fluorspar, ball and sagger clay,
rock asphalt, coal, sulphur, oil, or gas,
as defined in § 29.23 (m)-14, or of mis-
representation or fraud or gross error
as to any facts known on the date as of
which the valuation was made. Reval-
uation on account of misrepresentation
or fraud or such gross error will be made
only with the written approval of the
Commissioner. The value should, how-
ever, be corrected when a virtual change
of ownership of part of the property re-
sults as the outcome of litigation. The
value should be redistributed:

(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 § 29.23
(m)-9, and

(b) In the case of the sale of a part
of the property, between the part sold
and the part retained.

§ 29.23 (m)-9 Determination of min-
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, thousand of cubic feet, or other
measure) of mineral products reasonably
known, or on good evidence believed, to
have existed in the ground as of that
date, the estimate or determination must
be made according to the method cur-
rent in the industry and in the light of
the most accurate and reliable infor-
mation obtainable. In the selection 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
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(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 de-
velopment; but "probable" or "prospec-
tive" ores and minerals may be esti-
mated (i) as to quantity, only in case
they are extensions of known deposits
or new bodies or masses whose exist-
ence is indicated by geological 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 the 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 as-
certained 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 remaining
recoverable mineral units as of the tax-
able year are materially greater or less
than the number remaining from the
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 es-
timate will not, however, affect the basis
for depletion.

§ 29.23 (m)-1O Depletion; adjust-
ments of accounts based on bonus or
advanced royalty. (a) If a bonus in ad-
dition to royalties is received upon the
grant of rights in mineral property, there
shall be allowed to the payee as a deple-
tion deduction in respect of the bonus
an amount equal to that proportion of
the basis for depletion as provided in
section 114 (b) (1) or (2) which the
amount of the bonus bears to the sum
of the bonus and the royalties expected
to be received. Such allowance shall be
deducted from the payee's basis for de-
pletion, and the remainder is recover-
able through depletion deductions on the
basis of royalties thereafter received. In
the case of the payor any payment made

for the acquisition of an economic in-
terest in a mineral deposit or standing
timber constitutes a 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, annually,
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 when-
ever the same shall thereafter be ex-
tracted and removed from the premises,
the payee shall treat an amount equal
to that part of the basis for depletion
allocable to the number of units so paid
for in advance of extraction as an allow-
able deduction from the gross income of
the year in which such payment or pay-
ments shall be made; but no deduction
for depletion by such payee shall be
claimed or allowed in any subsequent
year on account of the extraction or re-
moval in such year of any mineral so
paid for in advance and for which deduc-
tion 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 returned
as income for the year in which such
expiration, termination, or abandonment
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 oil and gas wells may take as a
depletion deduction in respect of any
bonus or advanced royalty from the
property for the taxable year 27/2 per-
cent of the amount thereof; and the
owner of an economic interest in sulphur
mines, metal mines, and coal mines may
take as a depletion deduction in respect
of any bonus or advanced royalty from
the property for the taxable year 23 per-
cent, 15 percent, and 5 percent, respec-
tively, of the amount thereof; but the de-
duction shall not in any case exceed 50
percent of the net income of the tax-
payer (computed without allowance for
depletion) from the property. A deple-
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tion deduction in respect of any bonus or
advanced royalty from the property in
the amount of 15 percent of such bonus
or royalty may be taken by the owner
of an economic interest in fluorspar, ball
and sagger clay, or rock asphalt mines
with respect to any taxable year, may be
taken by the owner of an economic Inter-
est in a flake graphite mine with respect
to taxable years beginning after Decem-
ber 31, 1942, may be taken by the owner
of an economic Interest in vermiculite
beryl, feldspar, mica, talc (not including
pyrophyllite), lepidolite, spodumene, and
barite mines, and potash mines or
deposits including potash salts in solu-
tion with respect to taxable years be-
ginning after December 31, 1943, and
may be taken by the owner of an eco-
nomic interest in bauxite, pyrophyllite,
china clay, or phosphate rock mines, or
trona, bentonite, gilsonite, or thenardite
(from brines or mixtures of brine) mines
or deposits with respect to taxable years
beginning after December 31, 1946; but
such depletion deduction shall not in any
case exceed 50 percent of the net income
of the taxpayer (computed without al-
lowance for depletion) from the prop-
erty.

(e) If a lessee or other owner of op-
erating 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 of units not extracted
within the year against the royalty on
mineral 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.

(f) The option contained In paragraph
(e) of this section shall apply only to
advanced royalties paid or accrued In
taxable years ending on or after Decem-
ber 31, 1939. Every taxpayer must make
an election as to the treatment of all
such advanced royalties in 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 elec-
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tion in accordance with the manner in
which such items are treated in the re-
turn. A failure to deduct any such items
for the year paid or accrued will consti-
tute an election to have all such items
treated in accordance with paragraph
(e) (2) of this section. Any election
made under this section is binding for all
subsequent years and the taxpayer must
treat all advanced royalties paid or ac-
crued in such subsequent years in the
same manner.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5645, 13 F. R. 42561

§ 29.23 (m)-11 Depletion and depre-
ciation accounts on books. (a) Every tax-
payer claiming and making a deduction
for depletion and depreciation of min-
eral 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
§§ 29.23 (m)-2, 29.23 (m)-3, 29.23 (m)-
4, or 29.23 (m)-5; or the amounts of the
depletion and depreciation so computed
shall be credited to depletion and depre-
ciation reserve accounts, to the end that
when the sum of the credits for deple-
tion and depreciation equals the cost or
other basis of the property, plus subse-
quent allowable capital additions, no
further deductions for depletion and de-
preciation 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 §§ 29.23 (m)-3, 29.23 (m)-4, or
29.23 (m)-5.

(c) Every taxpayer to whom section
114 (b) (2) and § 29.23 (m)-3 are appli-
cable shall keep similar accounts with re-
spect to discovery value.

§ 29.23 (m)-12 Statement to be at-
tached to return when valuation, deple-
tion, or depreciation of mineral prop-
erty is claimed. (a) Except as provided
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in § 29.23 (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 prop-
erty) :

(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 un-
der 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 ac-
quisition, if acquired during the taxable
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
person making the estimate, and an aver-
age analysis which will indicate the qual-
ity 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 the depreciation
for the taxable year and the amount of
depletion for the taxable year computed
without reference to percentage deple-
tion or discovery value;

(12) The amounts of depletion and de-
preciation, stated, separately, which for
each and every prior year (i) were al-
lowed, (ii) were allowable, and (iii) would
have been allowable without reference to
percentage depletion or discovery value;
and

(13) Any other data which will be
helpful in determining the reasonable-
ness of the valuation asserted or of the
deduction claimed.

(b) To the return of every taxpayer
claiming a deduction for depletion in
respect 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
precise nature of the holding of each per-
son 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 instru-
ments 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 produc-
ing and abandoned wells, dry holes, and
proven oil and gas lands (the map should
show depth, initial production, and date
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of completion of each well, to the extent
that such data are available);

(6) The number of pay sands and av-
erage thickness of each pay sand or zone
on the property;

(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 in-
formation 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 initial 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.,
which have a direct effect on the pro-
duction of the property; and

(10) Available geological information
having a probable bearing on the oil and
gas content; information with respect
to edge water, water drive, bottom hole
pressures, oil-gas ratio, porosity of res-
ervoir rock, percentage of recovery, ex-
pected date of cessation of natural flow,
decline in estimated potential, and char-
acteristics similar to characteristics of
other known fields.

(d) All of the foregoing information
must be furnished under oath, should be
summarized, and may be included in a
single affidavit.

(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 previ-
ously 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 addi-
tional information necessary for keeping
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, location of
new wells, etc.

§ 29.23 (m)-13 Statement to be at-
tached to return when depletion is
claimed on percentage basis. (a) There
shall be attached to the return of every
taxpayer who claims depletion of oil and
gas wells under section 114 (b) (3) and
§ 29.23 (m)-4, or depletion of coal mines,
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metal mines, bauxite mines, fluorspar
mines, flake graphite mines, vermiculite
mines, beryl mines, feldspar mines, mica
mines, talc (including pyrophyllite)
mines, lepidolite mines, spodumene
mines, barite mines, ball, sagger, and
china clay mines, phosphate rock mines,
rock asphalt mines, and trona, bentonite,
gilsonite, thenardite, and sulphur and
potash mines or deposits including pot-
ash salts in solution under section 114 (b)
(4) (A) and § 29.23 (m)-5, a statement
containing the following information
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 § 29.23 (m)-1
(f), including the amounts paid to lessors
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 § 29.23 (m)-1 (g); and

(3) The information required by par-
agraphs (a) (1), (a) (2), (a) (3), and
(b) of § 29.23 (m)-12. The other infor-
mation required by § 29.23 (m)-12 shall
also be furnished if necessary in deter-
mining the gain or loss from the sale
or other disposition of the property dur-
ing the taxable year or if a valuation of
the property is necessary for any pur-
pose. The taxpayer may find it desirable
to furnish such information in all cases.

(b) All of the foregoing information
shall be furnished under oath, should be
summarized, and may be included in a
single affidavit.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5645, 13 F. R. 42571

§ 29.23 (m)-14 Discovery of mines
other than coal, metal, bauxite, fluor-
spar, flake graphite, vermiculite, beryl,
feldspar, mica, talc (including pyrophyl-
lite), lepidolite, spodumene, barite, ball,
sagger, and china clay, rock asphalt,
phosphate rock, trona, bentonite, gilson-
ite, thenardite, potash, and sulphur
mines or deposits. (a) To entitle a tax-
payer to a valuation of his property, for
the purpose of depletion allowances, by
reason of the discovery of a mine (other
than the mines described in this para-
graph) or minerals (other than the
minerals described in this paragraph), it
must appear that the mine or minerals
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were not acquired as the result of the
purchase of a proven tract or lease; also
the discovery must be made by the tax-
payer after February 28, 1913, and must
result in the fair market value of the
property becoming disproportionate to
cost. For the purpose of this section,
coal, metal, fluorspar, ball and sagger
clay, rock asphalt, and sulphur mines
shall not be entitled to valuation upon
the basis of discovery with respect to
any taxable year, flake graphite mines
shall not be entitled to such valuation
for taxable years beginning after De-
cember 31, 1942, vermiculite, beryl, feld-
spar, mica, talc (not including pyrophyl-
lite), lepidolite, spodumene, and barite
mines, and potash mines or deposits in-
cluding potash salts in solution shall not
be entitled to such valuation for taxable
years beginning after December 31, 1943,
and bauxite, pyrophyllite, china clay,
phosphate rock mines, and trona, ben-
tonite, gilsonite, and thenardite (from
brines or mixtures of brine) mines or de-
posits shall not be entitled to such valua-
tion for taxable years beginning after
December 31, 1946; likewise the discovery
in any taxable year of oil or gas, coal,
sulphur, metal, metallic ores, fluorspar,
ball and sagger clay, or rock asphalt
shall not entitle the property to valua-
tion based on discovery with respect to
any taxable year, of flake graphite shall
not entitle the property to such valua-
tion with respect to any taxable year
beginning after December 31, 1942, of
vermiculite, beryl, feldspar, mica, talc
(not including pyrophyllite), lepidolite,
spodumene, barite, and potash shall not
entitle the property to such valuation
with respect to any taxable year begin-
ning after December 31, 1943, and of
bauxite, pyrophyllite, china clay, phos-
phate rock, trona, bentonite, gilsonite,
thenardite (from brines or mixtures of
brine) shall not entitle the property to
such valuation with respect to any tax-
able year beginning after December 31,
1946. The fair market value of the prop-
erty will be deemed to have become dis-
proportionate 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 ex-
cess of the capital expended In making
such discovery plus the cost of future
development, equipment, and exploita-
tion.

(b) A mine or minerals of a kind not
excepted by this section may be said to be

819592--49- 17

discovered when (1) there is found a
natural deposit of mineral, or (2) there
is disclosed by drilling or exploration,
conducted above or below ground, a min-
eral deposit not previously known to ex-
ist 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
depletion, and which in either case ex-
ists in quantity and grades sufficient to
justify commercial exploitation.

(c) In determining whether a discov-
ery entitling the taxpayer to a valuation
has been made, the Commissioner 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 un-
interrupted extensions of continuing
commercial veins or deposits already
known to exist, which have been or
should have been included in "probable"
or "prospective" mineral, or which were
in any other way comprehended in a
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 making 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 uninter-
rupted 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 § 29.23 (m)-7,
based on what is evident within 30 days
after the commercially valuable charac-
ter and extent of the discovered deposits
of mineral have with reasonable certainty
been established, determined, or proved.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5645, 13 F. R. 4257]

§ 29.23 (m)-15 Allowable capital ad-
ditions in case of mines. (a) All expen-
ditures in excess of net receipts from
minerals sold shall be charged to capital
account recoverable through depletion
while the mine is in the development
stage. The mine will be considered to
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have passed from a development to a
producing status when the major portion
of the mineral production is obtained
from workings other than those opened
for the purpose of development, or when
the principal activity of the mine be-
comes the production of developed ore
rather than the development of addi-
tional ores for mining.

(b) 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 (1) do not
increase the value of the mine, or (2)
do not decrease the cost of production
of mineral units, or (3) 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.

§ 29.23 (m)-16 Charges to capital and
to expense in case of oil and gas wells-
(a) Taxable years beginning prior to
January 1, 1943. The provisions of this
paragraph apply only to taxable years
beginning prior to January 1, 1943.

(1) Items chargeable to capital or to
expense at taxpayer's option:

(i) Option with respect to intangible
drilling and development costs in gen-
eral: All expenditures for wages, fuel,
repairs, hauling, supplies, etc., incident
to and necessary for the drilling of wells
and the preparation of wells for the pro-
duction of oil or gas, may, at the option
of the taxpayer, be deducted from gross
income as an expense or charged to cap-
ital account. Such expenditures have
for convenience been termed intangible
drilling and development costs. Exam-
ples 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 (a) in the drill-
ing, shooting, and cleaning of wells; (b)
in such clearing of ground, draining,
road making, surveying, and geological
work as are necessary in preparation for
the drilling of wells; and (c) in the con-
struction of such derricks, tanks, pipe
lines, and other physical structures as
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are necessary for the drilling of wells
and the preparation of wells for the pro-
duction of oil or gas. In general, this
option applies only to expenditures for
those drilling and development items
which in themselves do not have a sal-
vage value. For the purpose of this
option labor, fuel, repairs, hauling, sup-
plies, etc., are not considered as having
a salvage value, eten though used in
connection with the installation of
physical property which has a salvage
value. Drilling and development costs
shall not be excepted from the option
merely because they are incurred under
a contract providing for the drilling of
a well to an agreed depth, or depths, at
an agreed price per foot or other unit
of measurement.

(ii) Option with respect to cost of
nonproductive wells: In addition to the
foregoing option the cost of drilling non-
productive wells at the option of the
taxpayer may be deducted from gross
income for the year in which the tax-
payer completes such a well or be
charged to capital account returnable
through depletion and depreciation as
in the case of productive wells.

(iii) If deductions for depreciation or
depletion have either on the books of the
taxpayer or in his returns of net income
been included in the past in expense or
other accounts, rather than specifically
as depreciation or depletion, or if capital
expenditures have been charged to ex-
pense in lieu of depreciation or depletion,
a statement indicating the extent to
which this practice has been carried
should accompany the return.

(2) Recovery of optional items, if
capitalized:

(i) Items returnable through deple-
tion: If in exercising these options, or
either of them, the taxpayer charges
such expenditures as fall within the op-
tions to capital account, the amounts so
capitalized in so far as they are not
represented by physical property, are re-
turnable through depletion. For the
purposes of this section the expenditures
for clearing ground, draining, road mak-
ing, surveying, geological work, excava-
tion, grading, and the drilling, shooting,
and cleaning of wells are considered not
to be represented by physical property,
and when charged to capital account are
returnable through depletion.

(ii) Items returnable through depre-
ciation: If in exercising these options,
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the taxpayer charges such expenditures
as fall within the options to capital ac-
count, the amounts so capitalized, in so
far as they are represented by physical
property, are returnable through depre-
ciation. 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.

(iII) 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 purposes of de-
termining the depletion and depreciation
allowances.

(3) Nonoptional items distinguished:
(i) Capital items: The option with re-

spect to intangible drilling and develop-
ment costs in general does not apply to
expenditures by which the taxpayer ac-
quires tangible property ordinarily con-
sidered as having a salvage value. Ex-
amples of such items are the costs of the
actual materials in those structures
which are constructed in the wells and
on the property, and the cost of drilling
tools, pipe, casing, tubing, tanks, engines,
boilers, machines, etc. The options do
not apply to any expenditure for wages,
fuel, repairs, hauling, supplies, etc., in
connection with equipment, facilities, or
structures, not incident to or necessary
for the drilling of wells, such as struc-
tures for storing or treating oil or gas.
These are capital items and are return-
able through depreciation.

(ii) Exp e n s e Items: Expenditures
which must be charged off as expense,
regardless of the options provided by
this paragraph, are those for labor, fuel,
repairs, hauling, supplies, etc., in con-
nection with the operation of the wells
and of other facilities on the property
for the production of oil or gas. General
overhead expense, taxes, and deprecia-
tion of drilling equipment, are not con-
sidered as capital items, even when in-
curred during the development of the
property.

(4) This paragraph does not grant a
new option or election. Any taxpayer
who made an election or elections under
article 223 of Regulations 69 or under
article 243 of Regulations 74 or under
article 236 of Regulations 77 or under
article 23 (m)-16 of Regulations 86 or
under article 23 (m)-16 of Regulations

94 (26 CFR, 1938 ed., 3.23 (m)-16) or
under article 23 (m)-16 of Regulations
101 (4 F. R. 616) or under 26 CFR, 1940
Supp., 19.23 (m)-16 of Regulations 103
is, by such election or elections, bound
with respect to all optional expenditures
whether made before January 1, 1942, or
after December 31, 1941, in connection
with oil and gas wells. Any taxpayer
who has never made expenditures for
drilling oil or gas wells prior to the first
taxable year beginning after December
31, 1941, must make an election as to in-
tangible drilling and development costs
in general in the return for the first tax-
able year in which the taxpayer makes
such expenditures, and a taxpayer who
has never made expenditures for a non-
productive well prior to the first taxable
year beginning after December 31, 1941,
must make an election as to the cost of
such wells in the return for the first tax-
able year in which the taxpayer com-
pletes such a well. Any election so made
is binding for all subsequent years. A
taxpayer is considered to have made an
election in accordance with the manner
in which the respective types of optional
items are treated (i) in his return for the
first taxable year ending after December
31, 1924, in which optional expenditures
of the respective type are or were made,
or (ii) in an amended return filed be-
tween June 18, 1927, and December 18,
1927, in accordance with Treasury De-
cision 4025. Any taxpayer who has
made expenditures for optional drilling
and development costs must attach to
his return for the first taxable year be-
ginning after December 31, 1941, and for
each year thereafter a clear statement of
his election under each of the options,
together with a statement of the time at
which, and the manner in which, such
election was made.

(b) Taxable years beginning after De-
cember 31, 1942. The provisions of this
paragraph apply only to taxable years
beginning after December 31, 1942.

(1) Items chargeable to capital or to
expense at taxpayer's option:

(I) Option with respect to intangible
drilling and development costs incurred
by an operator (one who holds a working
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,
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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 operator,
be deducted from gross income as an ex-
pense 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 (a) in the drilling, shoot-
ing, and cleaning of wells; (b) in such
clearing of ground, draining, road mak-
ing, surveying, and geological work as
are necessary in preparation for the
drilling of wells; and (c) in the construc-
tion of such derricks, tanks, pipe lines,
and other physical structures as are nec-
essary for the drilling of wells and the
preparation of wells for the production
of oil or gas. In general, this option ap-
plies only to expenditures for Phose drill-
Ing and developing items which in them-
selves 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 devel-
opment undertaken (directly or through
a contract) by an operator of an oil and
gas property whether incurred by him
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 interest);
except that in any case where any drill-
ing 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 depre-
ciable equipment furnished, to the ex-
tent allocable to fractions of the operat-
ing rights held by others, must be capi-
talized as the depletable capital cost of
the fractional Interest thus acquired.

(ii) If deductions for depreciation or
depletion have either on the books of
the taxpayer or in his returns of net
Income been included in the past on 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.

(2) Recovery of optional items, if
capitalized:

(i) 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, draining, road making, survey-
ing, geological work, excavation, grad-
ing, and the drilling, shooting, and
cleaning of well, are considered not to
be represented by physical property, and
when charged to capital account are
returnable through depletion.

(ii) Items returnable through depre-
ciation: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are
returnable 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.

(iii) In the case of capitalized intan-
gible drilling and development costs
incurred under a contract, such costs
shall be allocated between the foregoing
classes of items for the purpose of de-
termining the depletion and deprecia-
tion allowances.

(iv) Option with respect to cost of
nonproductive 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 nonproduc-
tive well. Such costs incurred in drill-
ing a nonproductive well may be de-
ducted by the taxpayer as an ordinary
loss provided a proper election is made
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in the return for the first taxable year
beginning after December 31, 1942, in
which such a nonproductive well is com-
pleted. Such election with respect to
intangible drilling and development
costs of nonproductive wells is a new
election, and, when made, shall be bind-
ing for all subsequent years. Any tax-
payer who incurs optional drilling and
development costs in drilling a nonpro-
ductive well must make a clear state-
ment of election under this option in
the return for the first taxable year be-
ginning after December 31, 1942, in
which such nonproductive well is com-
pleted. The absence of a clear indica-
tion in such return of an election to de-
duct as ordinary losses intangible drill-
ing and development costs of nonpro-
ductive wells shall be deemed to be an
election to recover such costs through
depletion to the extent that they are
not represented by physical property,
and through depreciation to the extent
that they are represented by physical
property.

(3) Nonoptional items distinguished:

(i) Capital items: The option with re-
spect to intangible drilling and develop-
ment costs does not apply to expendi-
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 ap-
ply to any expenditure for wages, fuel,
repairs, hauling, supplies, etc., in con-
nection with equipment, facilities, or
structures, not incident to or necessary
for the drilling of wells, such as struc-
tures for storing or treating oil or gas.
These are capital items and are return-
able through depreciation.

(ii) Expense items: Expenditures
which must be charged off as expense,
regardless of the option provided by
paragraph (b) of this section, are those
for labor., fuel, repairs, hauling, supplies,
etc., in connection with the operation of
the wells and of other facilities on the
property for the production of oil or gas.

(4) Paragraph (b) of this section
grants a new option with respect to in-
tangible drilling and development costs
incurred by an operator in a taxable year
beginning after December 31, 1942, in the
development of oil and gas properties,

and requires a new election under such
option. Any operator who incurs such
costs must make a clear statement of
election under this option in the return
for the first taxable year beginning after
December 31, 1942, in which such costs
are Incurred The absence of a clear in-
dication in such return of an election
to deduct as expenses intangible drilling
and development costs shall be deemed
to be an election to recover such costs
through depletion to the extent that they
are not represented by physical property,
and through depreciation to the extent
that they are represented by physical
property. This election is binding for
all subsequent years.

§ 29.23 (m)-17 Depreciation in case of
mines. (a) The Internal Revenue Code
provides that deductions for depreciation
of Improvements on mining property
may be taken "according to the peculiar
conditions in each case." This is deemed
to include exhaustion and wear and tear
of the property used in mining of de-
posits, including a reasonable allowance
for obsolescence. (See §§ 29.23 ()-i to
29.23 (M)-10, as to deductions for de-
preciation and obsolescence generally.
See particularly § 29.23 (M)-5 with regard
to information which must be furnished
In substantiation of deductions claimed
for depreciation and obsolescence.)

(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 cur-
rent exhaustion of mineral, or (2) by
reasonable charges for depreciation (see
§ 29.23 (1)-i) 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
Commissioner.

(c) The estimated physical life of a
plant or unit thereof (including build-
ings, machinery, apparatus, roads, rail-
roads, and other equipment and improve-
ments whose principal use is in connec-
tion 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
continued in use despite physical de-
terioration, decay, and wear and tear.
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(d) The estimated economic life of a
plant or unit thereof is the estimated
time during which 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 salvage
value of plant and equipment and the
basis provided in section 113 (a), ad-
justed as provided in section 113 (b),
remaining at the termination of mining
operations shall be returned as profit or
loss in the year in which it is realized.

(f) Nothing in §§ 29.23 (m)-1 to 29.23
(m)-19 shall be interpreted as meaning
(1) that the cost or other basis of a min-
ing plant and equipment may be reduced
by depreciation deductions to a sum be-
low the value of the salvage when the
property shall have become obsolete or
shall have been abandoned for the pur-
pose of mining, or (2) that proper deduc-
tions for depreciation on account of ob-
solescence and decay shall not be made
during periods when the mine is idle or is
producing at a rate below its normal ca-
pacity. In estimating the salvage value
of the equipment at the end of its esti-
mated economic life due consideration
may be given to its specialized character
and the cost of dismounting and dis-
mantling and transporting it to market.

(g) Nothing in § § 29.23 (m)-1 to 29.23
(m)-19 shall be interpreted to permit ex-

penditures charged to expense in any tax-
able year or any part of the value of land
for purposes other than mining to be re-
covered through depletion or deprecia-
tion.

§ 29.23 (m)-18 Depreciation of im-
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
hereinbefore provided, be permitted to
deduct a reasonable allowance for depre-
ciation of physical property, such as ma-
chinery, tools, equipment, pipes, etc., so
far as not in conflict with the option ex-
ercised by the taxpayer under § 29.23
(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.
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Accordingly, where it can be shown to
the satisfaction of the Commissioner that
the reasonable expectation of the eco-
nomic life of the oil or gas deposit with
which the property is connected is shorter
than the normal useful life of the physi-
cal property, the amount annually de-
ductible for depreciation on such prop-
erty may be based upon the length of life
of the deposit. (See § 29.23 (1)-1 to
29.23 (1)-10, as to deductions for depreci-
ation and obsolescence generally. See
particularly § 29.23 (1)-5 with regard to
information which must be furnished in
substantiation of deductions claimed for
depreciation and obsolescence.)

§ 29.23 (m)-19 Depletion and depre-
ciation of oil and gas wells in years be-
fore 1916. If upon examination it is
found that in respect of the entire drill-
ing 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
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 deduction rep-
resenting depletion and depreciation, re-
spectively. Such separation will be re-
quired to be made of the reserves for de-
preciation at January 1, 1916, and proper
allocation between depreciation and de-
pletion must be maintained after that
date. '

§ 29.23 (m)-20 Capital recoverable
through depletion allowance in case of
timber. In general, the capital remain-
ing in any year recoverable through de-
pletion allowances is the basis provided
by section 113 (a) adjusted as provided
by section 113 (b). For capitalization of
carrying charges, see § 29.113 (b) (1)-1.
The apportionment of deductions be-
tween the several owners of economic
interests in timber properties will be
made as specified in § 29.23 (m)-7. The
cost of timber properties shall be deter-
mined in accordance with the principles
indicated in § 29.23 (m)-6. For. method
of determining fair market value and
quantity of timber, see §§ 29.23 (m)-25
to 29.23 (m)-27. For depletion purposes
the cost of the timber shall not include
any part of the cost of the land.

§ 29.23 (m)-21 Computation of allow-
ance for depletion of timber for given
year. (a) The allowance for depletion
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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 timber 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 correcting the estimate of the
number of units remaining available in
the account. The amount of the deduc-
tion 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 ac-
count during 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 accounts on a monthly basis,
in which case the amount deductible on
account of depletion for a given month
will be determined in the manner out-
lined 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 accounts. For description of
timber accounts, see §§ 29.23 (m)-27
and 29.23 (m)-28.

(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 allowable
depletion shall be the fair market value
of the timber cut during the taxable 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 quan-

tity of timber felled is first definitely
determined.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5413, 9 F. R. 13104]

§ 29.23 (m)-22 Revaluation of timber
not allowed. No revaluation of a timber
property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, 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 approval of the
Commissioner. The depletion unit
should be changed when a revision of
the remaining number of units of recov-
erable timber in the property has been
made in accordance with § 29.23 (m)-26.

§ 29.23 (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
shall 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 §§ 29.23 (m)-20
to 29.23 (m)-28 shall be interpreted to
mean that the value of a timber plant
and equipment may be reduced by depre-
ciation deductions to a sum below the
value of the salvage when the plant and
equipment shall have become obsolete or
worn out or shall have been abandoned,
or that any part of the value of cut-over
land may be recoverable through depre-
ciation. (See §§ 29.23 (1)-1 to 29.23
(1)-1, as to deductions for depreciation
and obsolescence generally. See particu-
larly § 29.23 (1)-5 with regard to Infor-

Page 249

§ 29.23 (m)-23

HeinOnline --  CFR, 1949 249 1949



Title 26-Internal Revenue

mation which must be furnished in sub-
stantiation of deductions claimed for de-
preciation and obsolescence.)

§ 29.23 (m)-24 Information to be fur-
nished by taxpayer claiming depletion
of timber. (a) To the income tax return
of the taxpayer claiming a deduction for
depletion 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:

(1) Map showing timber and land ac-
quired, timber cut, and timber and land
sold;

(2) Description of, cost of, and terms
of purchase or lease of, timber and land
acquired;

(3) Proof of profit or loss from sale
of capital assets;

(4) Description of timber with respect
to which claim for loss, if any, is made;

(5) Record of timber cut;

(6) Changes in each timber account as
the result of purchase, sale, cutting, re-
estimate, or loss;

(7) Changes in physical property ac-
counts as the result of additions to or
deductions from capital and deprecia-
tion;

(8) Operation data with respect to
raw and finished material handled and
inventoried;

(9) Unit production costs; and
(10) Any other data which will be

helpful in determining the reasonable-
ness of the depletion or depreciation de-
ductions claimed in the return.

(b) Similar information is required
for certain years prior to the 1919 taxable
year from those taxpayers who have not
already furnished it. The specific na-
ture of the information required for the
earlier years is given in detail in Form
T-General forest industries question-
naire for the years prior to 1919.

§ 29.23 (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 for depletion and
depreciation deductions, such value shall
be determined, subject to approval or
revision by the Commissioner upon
audit, by the owner of the property in
the light of the most reliable and accu-
rate information available with refer-
ence 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 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
the particular date. Such factors as the
following will be given due considera-
tion:

(1) Character and quality of the tim-
ber as determined by species, age, size,
condition, etc.;

(2) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber in ques-
tion 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 exploitation,
the probable cost of exploitation, and
the climate and the state of industrial
development of the locality); and

(4) The freight rates by common car-
rier to important maraets.

(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 consistent
with that of the other timber in the re-
gion. The Commissioner will give due
weight and consideration to any and all
facts and evidence having a bearing on
the market value, such as cost, actual
sales and transfers of similar properties,
the margin between the cost of produc-
tion and the price realized for timber
products, market value of stock or shares,
royalties and rentals, value fixed by the
owner for the purpose of the capital
stock tax, valuation for local or State
taxation, partnership accountings, rec-
ords 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 depletion,
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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 property in fee simple.

§ 29.23 (m)-26 Determination of
quantity of timber. Each taxpayer claim-
ing or expecting to claim a deduc-
tion for depletion is required to estimate
with respect to each separate timber ac-
count 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 pre-
vailing in that region at that time. If
subsequently 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
abandonment of timber, or of operations
or development work, it is ascertained
either by the taxpayer or the Commis-
sioner that there remain on the ground,
available for utilization, more or less
units of timber than remain in the tim-
ber account or accounts on the basis of
the original estimate, then the original
estimate (but not the basis for deple-
tion) shall be revised and the annual de-
pletion allowance with respect to the
property for subsequent taxable years
shall be based upon the revised estimate.

§ 29.23 (m)-27 Aggregating timber and
land for purposes of valuation and ac-
counting. (a) With a view to logical and
reasonable valuation of timber, the tax-
payer shall include his timber in one or
more accounts. In general, each such
account shall 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

819592-49-18

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
reasons, and subject to approval or re-
vision by the Commissioner on audit, the
taxpayer 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- separate accounts, or timber
owned on February 28, 1913, and the
timber purchased since that date in sev-
eral distinct transactions may be kept in
several distinct accounts, or individual
tree species or groups of tree species may
be carried in distinct accounts, or special
timber products may be carried in dis-
tinct accounts, or blocks may be divided
into two or more accounts based on the
character of the timber or its acces-
sibility, or cattered tracts may be in-
cluded 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 the 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
paragraph (a) of this section the land in
a given "block" may be carried in a sin-
gle 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 Commissioner, 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.

§ 29.23 (in) -28 Timber depletion and
depreciation accounts on books. (a)
Every taxpayer claiming or expecting to
claim a deduction for depletion or de-
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preciation of timber property (including
plants, improvements, and equipment
used in connection therewith) shall keep
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 §§ 29.113 (a) (14)-1 and 29.113 (b)
(1)-1 to 29.113 (b) (3)-2.

(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 of value shall be allo-
cated to each. (See § 29.23 (m)-27.)
These accounts shall be credited with the
amount of the depreciation and deple-
tion deductions computed irk accordance
with § 29.23 (m)-20 each year, or the
amount of the depreciation and depletion
shall be credited to depreciation and
depletion 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 additions,
no further deduction for depreciation
and depletion will be allowed,

§ 29.23 (o)-1 Contributions or gifts by
individuals. (a) A deduction is allow-
able under section 23 (o) only with re-
spect to contributions or gifts which are
actually paid during the taxable year, re-
gardless of when pledged and regardless
of the method of accounting employed
by the taxpayer in keeping his books and
records. A deduction is not allowable,
however, for the actual payment of a
contribution or gift if the amount of such
payment already has been deducted on
the accrual basis in computing net in-
come for any taxable year beginning be-
fore January 1, 1938. A contribution or
gift to an organization described in sec-
tion 23 (o) is deductible even though
some portion of the funds of such organ-
ization is or may be used in foreign coun-
tries for charitable and educational pur-
poses. This section does not apply to
contributions or gifts by estates and
trusts (see section 162). For computa-
tion of deductions for charitable con-
tributions where the taxpayer also has
an allowable deduction for medical ex-
penses, see § 29.23 (x)-1.

(b) A contribution or gift to the
United States, any State, Territory, or
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any political subdivision thereof, or the
District of Columbia, or any possession
of the United States, exclusively for pub-
lic purposes, is deductible.

(c) No deduction is 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 proportion-
ate share of contributions or gifts actu-
ally paid by a partnership during its
taxable year to such organizations may
be allowed as a deduction in his indi-
vidual personal return for his taxable
year with or within which the taxable
year of the partnership ends, to an
amount which, when added to the
amount of contributions made by the
partner individually and claimed as a
deduction, is not in excess of 15 percent
of his adjusted gross income or, for tax-
able years beginning prior to January 1,
1944, 15 percent of his net income com-
puted without the benefit of the deduc-
tion for contributions. In the case of a
nonresident alien individual or a citizen
of the United States entitled to the bene-
fits of section 251, see sections 213 (c)
and 251. For contributions or gifts by
corporations, see § 29.23 (q)-l.

(d) In the case of husband and wife
making a joint return, the deduction for
contributions or gifts is the aggregate of
such contributions or gifts made by the
spouses, and is limited to 15 percent of
the aggregate adjusted gross income of
the spouses or, for taxable years begin-
ning prior to January 1, 1944, 15 percent
of the aggregate net income of the
spouses computed without the benefit of
the deduction for contributions.

(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 lob-
bying purposes, the promotion or defeat
of legislation, the exploitation of propa-
ganda, including advertising other than
trade advertising, and contributions for
campaign expenses, are not deductible
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 mar-
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ket value of the property at the time
of the contribution or gift.

(h) In connection with claims for de-
ductions 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, when 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.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5425, 10 F. R. 12]

§ 29.23 (p) -1 Contributions o/an em-
ployer to an employees' trust or annuity
plan and compensation under a deferred
payment 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. Section 23 (p) does not apply to
a plan which does not defer the receipt of
compensation. Neither does section 23
(p) apply to deductions for contribu-
tions under a plan which is primarily a
dismissal wage, or unemployment bene-
fit plan or a sickness, accident, hospitali-
zation, medical expense, recreational,
welfare, or similar benefit plan, or a com-
bination thereof. Section 23 (p) is,
however, applicable to all contributions
(including contributions to provide inci-
dental benefits such as life insurance pro-
tection) under a stock bonus, pension,
profit-sharing, or annuity plan, whether
or not the employees' rights in such con-
tributions are nonforfeitable, but deduc-
tions under this section 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 provi-

sion 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
necessary expenses during the taxable
year in carrying on trade or business and
are compensation for personal services
actually rendered. In no case is a de-
duction allowable under section 23 (p)
for the amount of any contribution for
the benefit of an employee in excess of
the amount which, together with other
deductions 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 consid-
ered in determining this are the personal
services actually rendered in prior years
as well as the current year and all com-
pensation and contributions paid to or
for such employee in prior years as well
as in the current year. Thus, a con-
tribution which is in the nature of ad-
ditional 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 contri-
butions paid to or for such employee in
prior years represents a reasonable al-
lowance for all services rendered by the
employee by the end of the current year.
A contribution under a plan which is
primarily for the benefit of shareholders
of the employer is not deductible. Such
a contribution may constitute a dividend
within the meaning of section 115 (a).
See also §§ 29.23 (a)-6 and 29.23 (a)-8.
In addition 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-shar-
ing, and annuity plans, or deferred com-
pensation plans, but it includes any
method of contributions or compensation
having the effect of a stock bonus, pen-

'sion, 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
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board of directors or responsible officers
of the company, or where a corporation is
under an obligation, whether funded or
unfunded, to pay a pension or other de-
erred compensation to an employee,

there is a method having the effect of a
plan deferring the receipt of compensa-
tion for which deductions are governed
by section 23 (p). If an employer on
the accrual basis defers paying any
compensation to an employee until a
later year or years under an arrangement
having the effect of a stock bonus, pen-
sion, profit-sharing, or annuity plan, or
similar plan deferring the receipt of com-
pensation, he shall not be allowed a de-
duction until the year in which the com-
pensation is paid. This provision is not
intended to cover the case where an em-
ployer on the accrual basis defers pay-
ment 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 pay-
ment of the compensation without jeop-
ardizing the solvency 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 is 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 is intended to per-
mit a taxpayer on the accrual basis to
deduct such accrued contribution or
compensation, provided payment is ac-
tually made within 60 days after the
close of the year of accrual.

(e) Any payments shall be disallowed
as a deduction under section 23 (p), if
determined by the National War Labor
Board, the Secretary of Agriculture, or
the Commissioner to have been made in
contravention of the act of October 2,
1942, entitled "An Act to amend the
Emergency Price Control Act of 1942, to
aid in preventing inflation, and for other
purposes," as amended (Public Law 729,
Seventy-seventh Congress; Public Law
34, Seventy-eighth Congress), or of the
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regulations, orders, or rulings promul-
gated thereunder.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5666, 13 F. R. 6557]

§ 29.23 (p)-2 Information to be fur-
nished by employer claiming deductions.
If a deduction from gross income is
claimed under section 23 (p) (1) (A),
(B), (C), or (F), the employer, except
as otherwise provided in paragraph (j)
of this section, must file the following
information for each plan involved to
establish that it meets the requirements
of section 165 (a) or 23 (p) (1) (B), and
that the deductions claimed do not ex-
ceed the amount allowable under sub-
paragraphs (A), (B), (C), or (F) of
section 23 (p) (1), as the case may be:

(a) Verified copies of all the instru-
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.

(b) 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 ir-
revocable, and a summary of the pro-
visions and rules relating to:

(1) Employee eligibility requirements
for participation in the plan,

(2) Employee contributions,
(3) Employer contributions,
(4) The basis or formula for deter-

mining the amount of each type of bene-
fit and the requirements for obtaining
such benefits and the vesting conditions,

(5) The medium of funding (e. g., self-
insured, unit purchase group annuity
contract, individual level annual pre-
mium retirement endowment insurance
contracts, etc.) and, if not wholly in-
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sured, the medium of contributions and
the kind of investments, and

(6) The discontinuance or modifica-
tion of the plan and distributions or
benefit payments upon liquidation or
termination.

(c) A tabulation in columnar form
showing the information specified below
with respect to each of the 25 highest
paid employees covered by the plan in the
taxable year, listed in order of their non-
deferred compensation (where there are
several plans of deferred compensation,
the information for each of the plans
may be shown on a single tabulation
without repetition of the information
common to the several plans):

(1) Name.
(2) Whether an officer.
(3) Percentage of each class of stock

owned directly or indirectly by the em-
ployee or members of his family.

(4) Whether the principal duties con-
sist in supervising the work of other em-
ployees.

(5) Year of birth.
(6) Length of service for employer to

the close of the year.
(7) Total nondeferred compensation

paid or accrued during the taxable year
with a breakdown of such compensation
into the following components: (I) Basic
compensation and overtime pay, (ii)
other direct payments, such as bonuses
and commissions, (liI) compensation
paid other than in cash, such as goods,
services, insurance not directly related
to the benefits or provided from funds
under the plan, etc.

(8) 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.

(9) 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: (i) Amounts
originally allocated in the year, and (ii)
amounts reallocated in the year.

(10) Amount of employee contribu-
tions during the year under the plan.

(11) If a pension or annuity plan, (I)
the retirement age and date and the
form of the retirement benefit, (ii) the
annual rate or amount of the retirement
benefit, and (iii) the aggregate of all
of the employee's contributions under
the plan, all based, in the case of an em-
ployee who is not on retirement benefit
under the plan, upon the assumption of
his continued employment at his current
rate of compensation until his normal
retirement age (or the end of the current
year if later) and retirement on such
date with the normal form of retirement
benefit under the plan.

(d) The following totals:
(1) Total non-deferred compensation

paid or accrued during the taxable year
for all employees covered under the plan
and also for all employees of the em-
ployer.

(2) Total amount allocated during the
year for the benefit of employees, former
or retired employees, or their benefici-
aries (including any insurance provided
thereby or directly related thereto), less
employees 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 compo-
nents: (i) Amount originally allocated
in the year, and (ii) amount reallocated
in the year.

(e) A schedule showing the total num-
ber of employees as of the close of the
year for each of the following groups,
based on reasonable estimates:

(1) All 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, sea-
sonal, part time, hourly pay basis, etc.).

(2) All employees ineligible for cover-
age under the plan because of require-
ments as to length of service and not
included in subparagraph (1) of this par-
agraph.

(3) All employees ineligible for cover-
age under the plan because of require-
ments as to minimum age and not in-
cluded in subparagraphs (1) or (2) of
this paragraph.

(4) All employees ineligible for cover-
age under the plan solely because of re-
quirements as to minimum rate of com-
pensation.

(5) All employees ineligible for cover-
age under the plan other than those em-
ployees included in subparagraphs (1),
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(2), (3), or (4) of this paragraph, speci-
fying the reasons applicable to the group.

(6) All employees ineligible for cover-
age under the plan for any reasons, which
should be the sum of subparagraphs (1)
to (5), of this paragraph.

(7) All employees eligible for coverage
but not covered under the plan.

(8) All employees covered under the
plan.

(9) All employees of the employer,
which should be the sum of subpara-
graphs (6), (7), and (8) of this para-
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.

(f) 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 nontrusteed 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 premium refunds
or similar credits made available and the
disposition of such credits in the year.

(g) If a pension or annuity plan, a de-
tailed description of all the methods, fac-
tors, and assumptions used in determin-
ing costs and in adjusting the costs for
actual experience under the plan (in-
cluding any loadings, contingency re-
serves, or special factors and the basis of
any insured costs or liabilities involved
therein) explaining their source 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.

(h) A statement of the applicable
limitations 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.

(i) 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 deductions claimed
into the following components: (1)
Under section 23 (p) (1) for contribu-
tions paid in the taxable year before giv-
ing effect to the provisions of subpara-
graph (F) thereof, (2) under section
23 (p) (1) for contributions paid in prior
taxable years beginning after December
31, 1941 in accordance with the carry-
over provisions of subparagraphs (A)
and (C) thereof before giving effect to
the provisions of subparagraph (F)
thereof, (3) any reductions or increases
in the deductions in accordance with the
provisions of subparagraph (F) thereof,
and (4) under section 23 (p) (2) for
contributions paid to a pension trust in
a taxable year beginning before Janu-
ary 1, 1942.

(j) If there is any change in the plan,
instruments, methods, factors, or as-
sumptions upon which the data and in-
formation specified in paragraph (a),
(b), or (g) of this section are based, a
detailed statement explaining the change
and its effect must be filed with the in-
formation otherwise required for the tax-
able year in which the change is put into
effect and, insofar as there is no such
change, after the data and information
specified in those paragraphs has been
filed in connection with a tax return,
unless otherwise requested by the Com-
missioner, a statement that there is no
such change may be filed in lieu of re-
peated filing of the information. After
the information specified in paragraph
(c) of this section has been filed for two
consecutive years, unless otherwise re-
quested by the Commissioner, so long as
the plan and the method and basis of
allocations are not changed, the tabula-
tion need show such information only
with respect to employees who, at any
time in the taxable year, own, directly or
indirectly, more than 5 percent of the
voting stock, considering stock so owned
by an individual's spouse or minor lineal
descendant as owned by the individual
for this purpose.

(k) If a deduction is claimed under
section 23 (p) (1) (D) for the taxable
year, the taxpayer shall furnish such in-
formation 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-
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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.

(1) For the purpose of the above infor-
mation, contributions paid in a taxable
year should include those deemed to be
so paid in accordance with the provisions
of section 23 (p) (1) (E) and exclude
those deemed to be paid in the prior
taxable year in accordance with such
provisions. As used in this section "tax-
able year" refers to the taxable year of
the employer and, unless otherwise re-
quested 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
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 in-
formation, other than that specified in
subparagraph (1) of paragraph (d) of
this section and in paragraph (i), of this
section may be filed within 12 months
after the close of the taxable year pro-
vided there Is filed with the tax return a
statement that the information cannot
reasonably be filed therewith, setting
forth the reasons therefor.

(in) In any case all the information
and data required by this section must be
filed in the collector's office in which the
employer files his tax returns and iden-
tified for association with the appro-
priate returns and must be filed inde-
pendently of any information and data
otherwise submitted in connection with
a determination of the qualification of
the trust or plan under section 165 (a).
The Commissioner may, in addition, re-
quire any further information that he
considers necessary to determine allow-
able deductions under section 23 (p) or
qualification under section 165 (a) and
may waive the filing of such information
required herein which he finds unneces-
sary in a particular case. Unless re-
quested by the Commissioner, the infor-

mation specified above need not be filed
for any taxable year ending prior to
January 1, 1949, if the information speci-
fied in 26 CFR, 1943 Cum. Supp., 29.23
(p) -2 is filed for such year.

(n) Records substantiating, all data
and information required by this section
to be filed must be kept at all times avail-
able for inspection by internal revenue
officers at the main office or place of
business of the employer.
[T. D. 5666, 18 F. R. 65581

§ 29.23 (p)-3 Amounts deductible un-
der a plan in effect on or before Septem-
ber 1, 1942, for a taxable year beginning
in 1942. (a) Section 162 (d) of the
Revenue Act of 1942 provides alternative
limitations for a taxable year of an em-
ployer beginning in 1942 if the deductions
are taken under a plan in effect on or
before September 1, 1942. For the tax-
able year mentioned such plan need not
meet the requirements of section 165 (a)
(3), (4), (5), and (6) of the Internal Rev-
nue Code. See § 29.165-5. If the plan
meets the other requirements of section
165 (a) at all times during the taxable
year, the employer will be entitled to the
amount deductible under section 23 (p),
as amended by the Revenue Act of 1942,
for such taxable year, or for the amount
determined under the following compu-
tation, whichever is the greater: The
amount paid in such taxable year prior
to September 1, 1942, to the extent that
such amount is deductible under section
23 (a) and section 23 (p), prior to its
amendment by the Revenue Act of 1942,
plus such portion of the amount paid on
or after September 1, 1942, and deduct-
ible under section 23 (p) (1), as amended
by the Revenue Act of 1942, which the
number of months after August 31, 1942,
in the taxable year bears to 12. For ex-
ample, an employer making a return on
the calendar year basis paid into a pen-
sion trust on March 1, 1942, the sum of
$200,000, and on October 1, 1942, he made
a further contribution of $100,000. As-
sume that the total contributions of
$300,000 would have been deductible un-
der section 23 (a) and section 23 (p),
prior to its amendment by the Revenue
Act of 1942, but that only $240,000 thereof
is deductible under section 23 (p), as
amended by the Revenue Act of 1942,
without giving effect to section 162 (d)
(1) (C) of the Revenue Act of 1942. A
deduction of $280,000 will be allowable
for 1942, determined as follows:
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Amount contributed prior to Sep- red over may be deducted in a suc-
tember 1, 1942, and deductible ceeding taxable year of the employer In
under section 23 (a) and section accordance with section 23 (P) (1) (A)
23 (p), prior to its amendment--- $200, 000 accodane witheein 23 (p) (1) (A)

Pro-rata portion of total 1942 con- ' v), the succeeding year also must end
tributions allowed under section with or within a taxable year of the trust
23 (p),o as amended ( 4 of for which it is exempt under section 165
$240,000) ---------------------- 80, 000 (a). See § 29.23 (p) -9 as to conditions for

deductions under section 23 (p) (1) (B)
280, 000 in the case of an annuity plan. In either

(b) If contributions are paid to or case the deductions are also subject to

under more than one plan in the taxable further limitations provided in section

year beginning in 1942 and prior to Sep- 23 (p) (1) (A). The limitations pro-

tember 1, 1942, the alternative limitations vided in section 23 (p) (1) (A), with an

provided in section 162 (d) (1) (C) of exception provided for certain years un-

the Revenue Act of 1942 are determined der clause (i) thereof (see §29.23 (p)-5),

by applying the provisions of this section are based on the actuarial costs of the

severally to the several plans and respec- plan and section 23 (p) (1) (A) requires

tive contributions. See also § 29.33 (p) - that the costs and the limitations based

12. on costs under that section shall be de-

[Regs. 111, 8 F. R. 14882, as amended by T. D. termined under regulations prescribed by

5666, 13 F. R. 65591 the Commissioner with the approval of
the Secretary (or, in certain cases under

§ 29.23 (p)-4 Contributions of an em- section 23 (p) (1) (A) (i), in accordance
ployer to or under an employees' pension with a finding of the Commissioner).
trust or annuity plan that meets the re- (b) In determining costs for the pur-
quirements of section 165 (a); applica- pose of limitations under section 23 (p)
tion of section 23 (p) (1) (A); in general. (1) (A), the effects of expected mortality
(a) If contributions are paid by an em- and interest must be discounted and the
ployer in a taxable year beginning after effects of expected withdrawals, changes
December 31, 1941 to or under a pension in compensation, retirements at various
trust or annuity plan for employees and ages, and other pertinent factors may
the general conditions and limitations be discounted or otherwise reasonably
applicable to deductions for such contri- recognized. A properly weighted retire-
butions are satisfied (see § 29.23 (p)-), ment age based on adequate analyses of
the contributions are deductible under representative experience may be used
section 23 (p) (1) (A) or (B) if the fur- as an assumed retirement age. Differ-
ther conditions provided therein are also ent basic assumptions or rates may be
satisfied. As used here, a "pension tru st" used for different classes of risks or dif-
means a trust forming part of a pension ferent groups where justified by condi-
plan and an "annuity plan" means a tions or required by contract. In no
pension plan under which retirement event shall costs for the purpose of sec-
benefits are provided under annuity or tion 23 (p) (1) (A) exceed costs based
insurance contracts without a trust. For on assumptions and methods all of which
the meaning of "pension plan" as used are reasonable in view of the provisions
here, see § 29.165-1 (a). Where disabil- ar e iof the p roviion sand coverage of the plan, funding me-
ity, withdrawal, insurance, or survivor- dium, reasonable expectations as to the
ship benefits incidental and directly re- effects of mortality and interest, reason-
lated to the retirement benefits under a able and adequate regard for other fac-
pension or annuity plan are provided for tors such as withdrawal and deferred re-
the employees or their beneficiaries by tirement, whether or not discounted,
contributions under the plan, deductions which can be expected to reduce costs
on account of such incidental benefits are materially, reasonable expenses of oper-
also covered under section 23 (p) '(1) ation, and all other relevant conditions
(A) or (B). See § 29.165-6 as to taxabil- and circumstances. In any case, in de-
ity to employees of cost of incidental termining the costs and limitations an
insurance protection. In order to be de- adjustment shall be made on account of
ductible under section 23 (p) (1) (A), any experience more favorable than that
contributions to a pension trust must be assumed in the basis of limitations for
paid in a taxable year of the employer prior years, and, unless such adjustments
which ends with or within a year of the are consistently made every year by re-
trust for which it is exempt under section ducing the limitations otherwise deter-
165 (a). In order that contributions car- mined by any decrease in liability or cost
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arising from experience in the next pre-
ceding taxable year more favorable than
the assumed experience on which the
costs and limitations were based, the ad-
justment shall be made by some other
method approved by the Commissioner.

(c) Any expenses 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 contributions are paid in
the employer's taxable year beginning in
1942 and prior to September 1, 1942, the
limitation on deductions for such tax-
able year is subject to an exception pro-
vided in section 162 (d) (1) (C) of the
Revenue Act of 1942 (see § 29.23 (p)-3).

(e) 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 provisions of
section 23 (p) (1) (F) but the amounts
allowable as deductions are subject to
the further limitations provided in sec-
tion 23 (p) (1) (F) (see § 29.23 (p)-12).
[T. D. 5666, 13 F. R. 65591

§ 29.23 (p)-5 Pension and annuity
plans; limitations under section 23 (p)
(1) (A) (i). (a) Subject to the applica-
ble general conditions and limitations
(see § 29.23 (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 beginning
after December 31, 1941 for which a de-
duction is allowed for contributions to
or under such a plan and also applies
to any subsequent year for which the 5
percent figure is not reduced by the Com-
missioner as provided below. For years
to which the initial 5 percent limitation
applies no adjustment on account of prior
experience is required. If the contribu-
tions do not exceed the initial 5 percent
limitation in the first taxable year to
which this limitation applies, the tax-
payer need not submit actuarial data for
such year.

(b) For the first taxable year following
the first year to which the initial 5 per-
cent limitation applies, and for every
fifth year thereafter, or more frequently

where preferable to the taxpayer, the tax-
payer shall submit with his return a cer-
tification by a qualified actuary or by the
company underwriting a nontrusteed an-
nuity plan of the amount reasonably
necessary to provide the remaining un-
funded cost of past and current service
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 determined
by methods, factors, and assumptions
appropriate as a basis of limitations un-
der clause (iii). Whenever requested by
the Commissioner a similar certification
and statement shall be submitted for
the year or years specified In such re-
quest. The Commissioner will make
periodical examinations of such data at
not less than 5-year intervals and will
reduce the limitation under clause (i)
below the 5 percent limitation for the
years with respect to which he finds
that the 5 percent limitation exceeds the
amount reasonably necessary to provide
the remaining unfunded cost of past and
current service credits of all employees
under 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
taxpayer at any time and submitted to
the Commissioner with a request for a
change In the limitation.

(c) For the purpose of limitations
under clause (i), "compensation other-
wise paid or accrued" means all of the
compensation paid or accrued except that
for which a deduction is allowable 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 clause (I) the de-
ductions with respect to each such plan
are subject to the limitations applicable
to the particular plan and the total de-
ductions for all such plans are also sub-
ject to the limitations which would be ap-
plicable thereto if they constituted a sin-
gle plan. Where, because of the partic-
ular provisions applicable to a large class
of employees under a plan, the costs with
respect to such employees are nominal in
comparison -with their compensation,
after the first year to which the initial 5
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percent limitation applies, deductions
under clause (i) are subject to limita-
tions determined by considering the plan
applicable to such class as if it were a
separate plan. Deductions are allowable
to the extent of the applicable limita-
tions under clause (i) even where these
are greater than the applicable limita-
tions under clause (ii) or clause (iii).
[T. D. 5666, 13 F. R. 6560]

§ 29.23 (p)-6 Pension and annuity
plans; limitations under section 23 (p)
(1) (A) (ii). (a) Subject to the applica-
ble general conditions and limitations
(see § 29.23 (p)-4), under section 23 (p)
(1) (A) (ii) deductions may be allowed to
the extent of limitations based on costs
determined by distributing the remain-
ing unfunded cost of the past and cur-
rent 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 remaining unfunded cost at-
tributable to such individuals shall be
distributed over a period of at least five
taxable years.

(b) The determination of costs as a
basis of deductions under clause (ii) of
section 23 (p) (1) (A) may be illustrated
by a case where it is estimated actuarl-
ally as of the beginning of the plan on
the basis of appropriate assumptions and
factors that employer contributions of
4 percent of compensation of each cov-
ered employee during his remaining
service will be sufficient to provide the
current service credits of all employees
under the plan and employer contribu-
tions of 3 percent of compensation of
each covered employee during his re-
maining service will be sufficient to pro-
vide the past service credits of all em-
ployees under the plan, so that the esti-
mated cost for the first year is 7 percent
of compensation of covered employees.

(c) The statutory limitation for any
taxable year under clause (ii) is any ex-
cess of the amount necessary for the year
on the basis of the costs over the amount
allowable as a deduction under clause
(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 deter-

Page 260

minations being made as of the beginning
of the year:

(1) Determine the value of all benefits
expected to be paid after the beginning
of the year for all employees, any former
employees, and any other beneficiaries,
then covered under the plan.

(2) If employees contribute under the
plan, determine the value of all con-
tributions 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
employee by subtracting from subpara-
graph (1) of this paragraph the sum of
subparagraphs (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 clause
(ii) for the year by multiplying the com-
pensation paid to all employees covered
under the plan during the year by any
excess of subparagraph (6) of this para-
graph over 5 percent. In general, where
this method is used, the limitation under
clause 0i) will be equal to the excess so
computed without further adjustment on
account of prior favorable experience,
provided all the factors and assumptions
used are reasonable in view of all appli-
cable considerations (see § 29.23 (p)-4)
and provided paragraph (e) of this sec-
tion is not less than five times the annual
rate of compensation in effect at the be-
ginning of the year.

(e) Instead of determining the excess
deductible under clause (ii) by the above
method, such excess may be based upon
costs determined by some other method
which is reasonable and appropriate un-
der the circumstances. Thus, such ex-
cess may be based on the amounts nec-
essary with respect to each individual
covered employee to provide the remain-
ing unfunded cost of all his benefits un-
der the plan distributed as a level
amount over the period remaining until
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the normal commencement of his retire-
ment 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 re-
lationship of clause (ii) to clauses (i)
and (iii), however, if the excess is de-
termined by a method other than that
set forth in the preceding paragraph the
total limitations under clauses (i) and
(ii) combined must be determined by a
method approved by the Commissioner,
except where they do not exceed the
limitations under clause (iii), adjusted
for prior favorable experience.
[T. D. 5666, 13 F. R. 65601

§ 29.23 (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 § 29.23 (p)-4), under section 23
(p) (1) (A) (iii), in lieu of amounts
deductible under the limitations of
clause (i) and clause (ii), deductions
may be allowed to the extent of limita-
tions based on normal 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 supple-
mentary cost at any time is the amount
actuarially determined which would be
required at such time to meet all the fu-
ture benefits provided under the plan
which would not be met by future nor-
mal costs and employee contributions
with respect to the employees covered
under the plan at such time.

(b) The limitation under clause (iii)
for any taxable year is the sum or 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 supplementary credits are
provided under the plan, all determined
under regulations prescribed by the
Commissioner with the approval of the
Secretary. For this purpose the normal
costs may be determined by any gen-
erally accepted actuarial method and
may be expressed either as (1) the ag-

f Internal Revenue § 29.23 (p)-8

gregate of level amounts with respect to
each employee covered under the plan,
(2) a level percentage of payroll with
respect to each employee covered under
the plan, or (3) the aggregate of the sin-
gle premium or unit costs for the unit
credits accruing during the year with re-
spect to each employee covered under
the plan, provided, in any case, that the
method is reasonable in view of the pro-
visions and coverage of the plan, funding
medium, and other applicable considera-
tions. The limitation may include one-
tenth of the past service or supplemen-
tary cost as of the datethe provisions re-
sulting in such cost were put into effect,
but is subject to adjustments for prior
favorable experience. See § 29.23 (p)-4.
In any case past service or supplemen-
tary costs shall not be included in the
limitation for any year when the amount
required 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) which is paid in after
such credits are fully funded or pur-
chased.
[T. D. 5666, 13 F. R. 65611

§ 29.23 (p)-8 Pension and 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 employer
in a taxable year beginning after De-
cember 31, 1941 to or under a pension or
annuity plan exceed the limitations ap-
plicable to such year under section 23
(p) (1) (A) but otherwise satisfy the
conditions for deduction under section 23
(p) (1) (A) or (B), in accordance with
clause (iv) of section 23 (p) (1) (A) the
excess contributions are carried over and
deductible in succeeding taxable years in
order of time to the extent of the differ-
ence between the amount paid and de-
ductible in each such succeding year and
the limitation applicable to such year
under clause (i), (), or (iii). Such ex-
cess contributions are deductible under
clause (iv) of section 23 (p) (1) (A) in
succeeding taxable years in order of time
to the extent of the difference between
the amount paid and deductible in each
such succeeding year and the limitation
applicable to such year under clause (I),
(ii), or (iII). The provisions of clause
(iv) are to be applied after giving effect
to the exception provided in section 162
(d) (1) (C) of the Revenue Act of 1942
for a taxable year beginning in 1942 (see
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§ 29.23 (p)-3) but before giving
the provisions of section 23 (p)
for any year. The carry-over p
of section 23 (p) (1) (A) (Ov), aft
has been given to section 162
(C) of the Revenue Act of 1942
fore effect has been given to se
(p) (1) (F) may be illustrate
following example:

Taxable year ending December 31,
1942:

Amount of contributions paid in
year...................

Limitation applicable to year ---
Amount deductible for year -----

Excess carried over to succeed-
ing years----------------

Taxable year ending December 31,
1943:

Amount of contributions paid in
year---------------------

Carried over from previous years-

Total deductible subject to
limitation---------------

Limitation applicable to year..-
Amount deductible for year -----

Excess carried over to succeed-
ing years----------------

Taxable year ending December 31,
1944:

Amount of contributions paid in
year---------------------

Carried over from previous.years-

Total deductible subject to
limitation---------------

Limitation applicable to year --
Amount deductible for year -----

Excess carried over to succeed-
ing years ----------------

[T. D. 5666, 13 F. R. 65611

§ 29.23 (p)-9 Contributions o
ployer under an employees' ann
that meets the requirements o
165 (a); application of section 2.
(B). If contributions are paid b
ployer in a taxable year beginn
December 31, 1941 under an
plan for employees and the gen
ditions and limitations applicab
ductions for such contributions
isfied (see § 29.23 (p)-1), the
tions are deductible under sectio
(1) (B) if the further conditi
vided therein are satisfied.
meaning of "annuity plan" as u
see § 29.23 (p)-4. In order tha
butions by the employer may be
under section 23 (p) (1) (B) g
following conditions must be sa

effect to (a) The contributions must be paid
(1) (F) toward the purchase of retirement an-

rovisions nuities (or for disability, severance, in-
ter effect surance, or survivorship benefits inci-
(d) (1) dental and directly related to such an-
but be- nuities) under an annuity plan for the

ection 23 exclusive benefit of the employer's em-
I by the ployees or their beneficiaries. See

§ 29.165-1 (a).
(b) The contributions must be paid in

a taxable year of the employer which
ends with or within a year of the plan for

$100, 000 which it meets the applicable require-
60, 000 ments with respect to discrimination set
60, 000 out in paragraphs (3), (4), (5), and (6)

of section 165 (a). In order that con-
40, 000 tributions carried over may be deducted

in a succeeding taxable year of the em-
ployer in accordance with section 23 (p)
(1) (A) (iv), the succeeding year also

25, 000 must end with or within a taxable year
40, 000 of the plan for which it meets such re-

quirements. See §§ 29.165-3 and 29.-
65, 000 165-4. In the case of an annuity plan
5o, 000 in effect on or before September 1, 1942,
50, 000 the requirements of these paragraphs

do not apply to any period of the plan

15, 000 within the taxable year of the employer
beginning in 1942 and are considered to
be satisfied for the period beginning with
the beginning of the first taxable year

10, 000 of the employer following December 31,
15, 000 1942, and ending June 30, 1945, if the

provisions thereof satisfy such require-

25, 000 ments by June 30, 1945, and if by that
45, 000 time all provisions of such plan which are
25,000 necessary to satisfy such requirements

are in effect and have been made effec-
tive for all purposes with respect to the

None portion of such period after December
31, 1943. In the case of an annuity plan

f an em- put into effect after September 1, 1942,
uity plan and prior to January 1, 1945, these re-
f section quirements are considered to be satis-
3 (p) (1) fied for the period beginning with the
y an em- date on which it was put into effect and
)y an em- ending with June 30, 1945, if all provi-
ing after sions of the plan which are necessary to
annuity satisfy such requirements are in effect

eral con- by the end of such period and have been
'le to de- made effective for all purposes with re-
are sat- spect to the portion of such period after

contribu- December 31, 1943. In the case of an
)n 23 (p) annuity plan put into effect after De-
ons pro- cember 31, 1944, these requirements are
For the considered to be satisfied for the period
sed here, beginning with the date on which it was
,t contri- put into effect and ending with the 15th
deducted day of the third month following the
all of the close of the taxable year of the employer
isfied: in which the plan was put into effect, if
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all provisions of the plan which are nec-
essary 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 period.
See section 162 (d) of the Revenue Act
of 1942, as amended by Public Law 511
(78th Congress), approved December 20,
1944, and § 29.165-5.

(c) There must be a definite written
arrangement between the employer 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 retire-
ment annuities (or for disability, sev-
erance, insurance, or survivorship ben-
efits incidental and directly related to
such annuities) under the plan. For
the purpose of this condition, "refunds of
premiums" means payments by the in-
surer on account of credits such as divi-
dends, experience rating credits, or sur-
render or cancellation credits. The ar-
rangement may be in the form of con-
tract provisions or written directions of
the employer or partly in one form and
partly in another. This condition will be
considered satisfied where (1) all credits
are applied regularly as they are deter-
mined toward the premiums next due
under the contracts before any further
employer contributions are so applied,
and (2) under the arrangement (i) no re-
fund of premiums may be made during
continuance of the plan unless applied as
aforesaid and (Ii) if refunds of premiums
may be made after discontinuance of the
plan on account of surrenders or can-
cellations before all retirement annuities
provided under the plan with respect to
service prior to its discontinuance have
been purchased, such refunds will be ap-
plied in the taxable year of the employer
in which received or in the next succeed-
ing taxable year to purchase retirement
annuities for employees by a procedure
which does not contravene the condi-
tions of section 165 (a) (4).

(d) Where the above conditions are
satisfied, the amounts of deductions are
under section 23 (p) (1) (B) are gov-
erned by the limitations provided in sec-
tion 23 (p) (1) (A). See §§ 29.23 (p)-4
to 29.23 (p)-8.
IT. D. 5666, 13 P. R. 65611

§ 29.23 (p)-10 Contributions of an em-
ployer to an employees' profit-sharing or

stock bonus trust that meets the require-
ments of section 165 (a); application o1
section 23 (p) (1) (C). (a) If contribu-
tions are paid by an employer in a tax-
able year beginning after December
31, 1941 to a profit-sharing or stock bonus
trust for employees and the general con-
ditions and limitations applicable to de-
ductions for such contributions are satis-
fied (see § 29.23 (p)-1), the contribu-
tions are deductible under section 23
(p) (1) (C) if the further conditions
provided therein are also satisfied. In
order to be deductible under section 23
(p) (1) (C) the contributions must be
paid in a taxable year of the employer
which ends with or winthin a taxable
year of the trust for which it is exempt
under section 165 Ca) and the trust must
not be designed to provide retirement
benefits for which the contributions can
be determined actuarially. In order
that contributions carried over may be
deducted in a succeeding taxable year of
the employer in accordance with the
third sentence of section 23 (p) (1) (C),
the succeeding year also must end with
or within a taxable 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 accrued
during such taxable year to the employ-
ees who, in such year, are beneficiaries of
the trust funds accumulated under the
plan. For this purpose "compensation
otherwise paid or accrued" means all of
the compensation paid or accrued except
that for which a deduction is allowable
under a plan that qualifies under section
165 Ca), including a plan that qualifies
under section 23 (p) (1) (B). The limi-
tations under section 23 (p) (1) (C) ap-
ply to the total amount deductible for
contributions to the trust regardless of
how 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-
isfying the conditions for deduction un-
der 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-
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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 contribu-
tions do not in any year exceed the pri-
mary limitation, this is the only limita-
tion under section 23 (p) (1) (C) which
has any effect.

(d) In order that the deductions may
ave:age 15 percent of compensation
otherwise paid or accrued over a period
of years where contributions in some tax-
able year beginning after December 31,
1941 are less than the primary limitation
but contributions in some succeeding
taxable year exceed the primary limita-
tion, deductions in each succeeding year
are subject to a secondary limitation in-
stead of to the primary limitation. The
secondary limitation for any year is
equal to the lesser of (1) twice the pri-
mary limitation for the year, or (2) any
excess of (I) the aggregate of the pri-
mary limitations for the year and for all
prior years beginning after December 31,
1941 over (ii) the aggregate of the deduc-
tions allowed or allowable under the lim-
itations provided in section 23 (p) (1)
(C) for all prior years beginning after
December 31, 1941, after giving effect to
the provisions of section 162 (d) (1) (C)
of the Revenue Act of 1942 in computing
both items (I) and (ii).

(e) In any case where the contribu-
tions in a taxable year beginning after
December 31, 1941 exceed the amount al-
lowable as a deduction for the year under

section 23 (p) (1) (C) after giving effect
to section 162 (d) (1) (C) of the Revenue
Act of 1942, the excess is deductible in
succeeding taxable years, in order of
time, in which the contributions are less
than the primary limitations, so that the
total deduction for any such succeeding
year is equal to the primary 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 section 23 (p) (1) (C)
for prior years beginning after December
31, 1941.

(f) In case contributions are paid in
the employer's taxable year beginning in
1942 and prior to September 1, 1942, the
limitation on deductions for such tax-
able year is subject to an exception pro-
vided in section 162 (d) (1) (C) of the
Revenue Act of 1942 (see § 29.23 (p)-3).

(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 are subject to the
further limitations provided in section
23 (p) (1) (F) (see § 29.23 (p)-12).

(h) The provisions of section 23 (p)
(1) (C), after effect has been given to
section 162 (d) (1) (C) of the Revenue
Act of 1942 but without giving effect to
section 23 (p) (1) (F), may be illustrated
as follows:

[Illustration of provisions of section 23 (p) (1) (C) after effect has been given to section 162 (d) (1) (C) of the Revenue
Act of 1942 but without giving effect to section 23 (p) (1) (F) (all figures represent thousands of dollars)]

Taxable (calendar) years

1942 1943 1944 1945 1946 1947 1948

1. Amount of contributions:
(a) In taxable year ---------- ----------------- 65 10 15 100 70 40 30
(b) Carried over from prior taxable years .

- - - - - - - - - - -
0 8 0 0 4 5 3

2. Primary limitation applicable to year: 15% of covered
compensation in year I ------------ ........--------- 57 54 51 48 45 42 39

3. Secondary limitation applicable to year:
(a) Twice primary limitation -------------------------------------------- 9 90 84 ......
(b) (1) Aggregate primary limitations (see item 2) --------- -------- -------- 210 255 297 ......

(2) Aggregate prior deductions (see item 4 (c)) - .------------------------ 90 186 255 .....

Excess of (1) over (2) ------------------------------------------------ 120 69 42 --------
Lesser of (a) or (b) ------------------------------ -------- ---------------- 96 69 42 --------

4. Amount deductible for year on account of:
(a) Contributions in year ------------------------- 57 10 15 96 69 40 30
(b) Contributions carried over --------------------- 0 8 0 0 0 2 3

() Total ---------------------------------------- 57 18 15 96 69 42 33
5. Excess contributions carried over to succeeding years. 8 0 0 4 5 3 0

Compensation otherwise paid or accrued during the year to the employees who are beneficiaries of trust funds
accumulated under the plan in the year.

IT. D. 5666, 13 F. R. 65621
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§ 29.23 (p)-11 Contributions of an
employer under a plan that does not
meet the requirements of section 165 (a)
(section 23 (p) (1) (D)). Subpara-
graph (D) of section 23 (p) (1) covers all
cases for which deductions are allowable
under section 23 (p) (1) but not allow-
able under subparagraphs (A), (B), (C),
or (F) of such section. No deductions 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 § 29,.23 (p)-l.
If payments are made under such a plan
and the amounts are not deductible un-
der the other subparagraphs of section
23 (p) (1), they are deductible under sub-
paragraph (D) to the extent that indi-
vidual employees' rights to or derived
from such employer's contribution or
such compensation are nonforfeitable at
the time the contribution or compensa-
tion is paid. As to what constitutes non-
forfeitable rights of an employee, see
§ 29.165-7. 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 dur-
ing the taxable year but the rights of the
employee therein are forfeitable at the
time the amount is paid, no deduction is
allowable for such amount for any tax-
able year.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5666, 13 F. R. 6563]

§ 29.23 (p)-12 Contributions of an em-
ployer where deductions are allowable
under section 23 (p) (1) (A) or (B) and
also under section 23 (p) (1) (C); appli-
cation of section 23 (p) (1) (F). Where
deductions are allowable under section 23
(p) (1) (A) or (B) for any taxable year
beginning after December 31, 1941 on
account of contributions under a pension
or annuity plan and deductions are also
allowable under section 23 (p) (1) (C) for
the same year, on account of contribu-
tions to a profit-sharing or stock bonus
trust, the total deductions under these
sections are subject to the provisions 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) (C). The provisions
of section 23 (p) (1) (F) apply only to de-
ductions for overlapping trusts or plans,
i. e., for all trusts or plans for which de-
ductions are allowable under section 23
(p) (1) (A), (B), or (C) except (a) any
trust or plan for which deductions are al-
lowable under section 23 (p) (1) (A) or
(B) and which does not cover any em-
ployee who is also covered under a trust
for which deductions are allowable under
section 23 (p) (1) (C), and (b) any trust
for which deductions are allowable under
section 23 (p) (1) (C) and which does
not cover any employee who is also cover-
ed under a trust or plan for which deduc-
tions are allowable under section 23 (p)
(1) (A) or (B). The limitations under
section 23 (p) (1) (F) for any taxable
year are based on the compensation
otherwise paid or accrued during the year
to all the employees who are beneficiaries
under 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 al-
lowable under a plan that qualified under
section 165 (a), including a plan that
qualifies under section 23 (p) (1) (B).
The employees who are beneficiaries un-
der overlapping trusts or plans in a year
include all the employees who, in the
year, are beneficiaries of the funds ac-
cumulated under one or more of the over-
lapping trusts or plans.

Under section 23 (p) (1) (F), any ex-
cess of the total amount otherwise de-
ductible under section 23 (p) (1) (A),
(B), or (C) for a taxable year beginning
after December 31, 1941 for overlapping
trusts or plans in the year over 25 per-
cent 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 deductions for such trusts or plans
for a succeeding taxable year is equal to
the lesser of:

(a) 30 percent of the compensation
otherwise paid or accrued during the tax-
able year to all the employees who are
beneficiaries under such trusts or plans
in the year, or

(b) The sum of (1) the smaller of (i)
25 percent of the compensation other-
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wise paid or accrued during the taxable
year to all the employees who are bene-
flcaries under such trusts or plans in the
year, or (ii) the total of the amounts
otherwise deductible under section 23
(p) (1) (A), (B), or (C) for the year for
such trusts or plans, and (2) any carry-
over to the year from prior years un-
der section 23 (p) (1) (F), i. e., any ex-
cess otherwise deductible under section
23 (p) (1) (A), (B), or (C) for a prior
taxable year beginning after December
31, 1941 but not deducted for a prior tax-
able year because of the limitations un-
der section 23 (p) (1) (F).

The limitations under section 23 (p)
(1) (F) are determined and applied
after all the limitations, deductions
otherwise allowable, and carry-overs
under 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
clause (iv) under section 23 (p) (1)
(A) and in the second and third sen-
tences of section 23 (p) (1) (C). Where
the limitations under section 23 (p) (1)
(F) reduce the total amount deductible,
the excess deductible in succeeding years
is treated as a carry-over which is dis-
tinct from and additional to any excess
contributions carried over and deducti-
ble in succeeding years under the provi-
sions in clause (iv) of section 23 (p) (1)
(A) 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
consist of a pension trust and a profit-
sharing trust put into effect in 1943 and
covering the same employees may be il-
lustrated as follows:

[Illustration of application of provisions of section 23 (p) (1) (F) and of treatment of carry-overs
for overlapping pension and profit-sharing trusts put into effect in 1943 and covering the same
employees (all figures represent thousands of dollars)]

Taxable (calendar) years

1943 1944 1945 1946

Before giving e#fect to section V, (p) (1) (F)

Pension trust contributions and limitations, deductions, and carry-overs
under section 23 (p) (1) (A):

1. Contributions paid in year --------------------------------------- 215 85 140 60
2. Contributions carried over from prior years ------------------------ 0 5 0 20

3. Total deductible for year subject to limitation ------------------- 215 90 140 80
4. Limitation applicable to year -------------.--------------------- 210 175 120 85
5. Amount deductible for year -------------------------------------- 210 90 120 80

6. Contributions carried over to succeeding years ------------------ - 5 0 20 0
Profit-sharing trust contributions and limitations, deductions, and carry-

overs under section 23 (p) (1) (C)-
7. Contributions paid in year ------------------------------- ------- 200 125 105 65
8. Contributions carried over from prior years ------------------------ 0 35 10 0

9. Total deductible for year subject to limitation --------------------- 200 160 115 65
10. Limitation applicable to year ------------------------------------- 165 150 135 1110
11. Amount deductible for year -------------------------------------- 165 150 115 65

12. Contributions carried over to succeeding years --------------------- 35 10 0 0

Application of section 23 (p) (1) (F)-totals for pension and profit-sharing
trust

13. Amount deductible for year under section 23 (p) (1) (F):
(a) 30% of compensation covered in year 3 ------------------------- (1) 300 270 180
b) (1) (i) 25% of compensation covered in year 2 ---------------- 275 250 225 150

(ii) Total amount otherwise deductible for year: (5) plus
(11) --------------------------------------------------- 375 240 235 145

(ii) Smaller of (i) or (ii) --------------------------------- 275 240 225 145
(2) Carry-over from prior years under section 23 (p) (1) (F) --- 0 100 40 10

(3) Sum of (1) (iii) and (2) ----.------------------------------ 275 340 265 155
(c) Amount deductible: Lesser of (a) or (b) (3)-- --------------- 275 300 265 155

14. Carry-over to succeeding years under section 23 (p) (1) (F): 13 (b)
(2) plus 13 (b) (1) (ill minus 13 (c) --------------------------------- 100 40 10 0

I Includes carry-over of 20 from 1945.
2 Compensation otherwise paid or accrued during the year to the employees who are beneficiaries under the trusts

in the year.
230% limitation not applicable to first year of plan.
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In case contributions are paid in the
employer's taxable year beginning in
1942 and prior to September 1, 1942, and
the deduction allowable for such year is
increased by the effect of section 162 (d)
(1) (C) of the Revenue Act of 1942 (see
§ 29.23 (p)-3), the deductions otherwise
allowable for such year under section 23
(p) (1) (A), (B) or (C) are considered
to be those allowable after giving effect
to the provisions of section 162 (d) (1)
(C) of the Revenue Act of 1942 severally
for the several overlapping trusts or
plans in such year and the limitation ap-
plicable to such year under section 23
(p) (1) (F) is not less than the sum of
(a) the amounts paid in such taxable
year prior to September 1, 1942 to or un-
der the overlapping trusts or plans and
deductible under section 23 (a) or 23 (p)
prior to amendment by section 162 (d)
of the Revenue Act of 1942, and (b) so
much of the amounts paid in such tax-
able year on or after September 1, 1942,
to or under such trusts or plans as does
not exceed that proportion of 25 percent
of the compensation otherwise paid or
accrued during such taxable year to all
employees who are beneficiaries under
such trusts or plans in the year, which
the number of months in such taxable
year after August 31, 1942 bears to
twelve.
[T. D. 5666, 13 F. R. 65631

§ 29.23 (q)-1 Contributions or gifts
by corporation. (a) A corporation may,
subject to the limitations provided by
section 23 (q), deduct from its gross in-
come contributions or gifts to organiza-
tions described in section 23 (q), except
in computing net income for taxable
years beginning before January 1, 1944,
contributions or gifts to organizations
organized and operated exclusively for
veterans' rehabilitation services, or posts
or organizations of war veterans, or aux-
iliary units of, or trusts or foundations
for, any such posts or organizations are
not deductible unless such contributions
qualify as deductions under section 23
(q) prior to its amendment by section
114 of the Revenue Act of 1943. (See
§ 29.22 (b) (4)-1 for definition of "po-
litical subdivision.") Where payment is
made in a taxable year beginning before
January 1, 1949, the charitable deduction
prescribed is allowable to corporations
even though the gifts or contributions
are used outside of the United States or
its possessions. Such deduction shall, to
the extent provided by that section, be

allowed only for the taxable year in
which such contributions or gifts are ac-
tually paid, regardless of when pledged
and regardless of the method of account-
ing employed by the corporation in keep-
ing its books and records. As to chari-
table contributions by corporations not
deductible under section 23 (a), see
§ 29.23 (a)-13. Sums of money expend-
ed for lobbying purposes, the promotion
or defeat of legislation, the exploitation
of propaganda, including advertising
other than trade advertising, and contri-
butions for campaign expenses are not
deductible from gross income.

(b) The provisions of the last para-
graph of § 29.23 (o)-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 contribution or
gift, (2) the substantiation of the claims
for deductions when required by the
Commissioner, and (3) the basis for cal-
culation of the amount of a contribution
or gift which is other than money, are
equally applicable to claims for deduc-
tions of contributions or gifts by corpo-
rations under section 23 (q).
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5371, 9 F. R. 5111, T. D. 5645, 13 F. R. 42571

§ 29.23 (u)-1 Periodic alimony pay-
ments. (a) A deduction is allowable
under section 23 (u) with respect to per-
iodic payments in the nature of, or in
lieu of, alimony or an allowance for sup-
port actually paid by the taxpayer during
his taxable year and required to be in-
cluded in the income of the payee wife or
former wife, as the case may be, under
section 22 (k). As to the amounts re-
quired to be included in the income of the
wife or former wife, as the case may be,
see § 29.22 (k)-1. (For definition of hus-
band and wife in such cases, see section
3797 (a) (17).)

(b) The deduction is allowed only for
such amounts as are actually paid on or
after January 1, 1942, in a taxable year of
the wife or former wife beginning after
December 31, 1941. For this purpose,
the taxpayer is treated as if he makes
his income tax returns on the cash re-
ceipts and disbursements basis, regard-
less of the method of accounting actually
employed by him in making such re-
turns.

(c) The deduction under section 23
(u) is allowed only to the obligor spouse.
It is not allowed to an estate, trust, cor-
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poration, or any other person who may
pay the alimony obligation of such ob-
ligor spouse. The obligor spouse, how-
ever, is not allowed a deduction for any
periodic payment includible under sec-
tion 22 (k) 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 obligation
and which, under section 22 (k) or sec-
tion 171 is stated not to be includible in
his gross income.

(d) 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 1940, transfers se-
curities valued at $100,000 in trust for the
benefit of W, which fully discharges all his
obligations to W. For 1942 and thereafter
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, therefore, 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 1942 the trustees paid to W $4,000 from
the income of the trust and $1,000 from the
corpus of the trust. Under the provisions of
section 22 (k) and 171 (b), W will include
$5,000 in her income for 1942. (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 for $1,000 under the
provisions of section 23 (u).

For other examples, see § 29.22 (k)-1.

§ 29.23 (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 individuals
and only with respect to medical ex-
penses actualy paid during the taxable
year, regardless of when the incident or
event which occasioned the expenses oc-
curred and regardless of the method of
accounting employed by the taxpayer in
making his income tax return. If the
medical expenses are incurred but not
paid during the taxable year, no deduc-
tion can be taken for such year. Thus,
if an expenditure was Incurred in De-

cember, 1942, but not paid until Janu-
ary, 1943, no deductions can be taken for
the year 1942.

(b) The expenses paid must be for
medical care of the taxpayer, his spouse,
or a dependent of the taxpayer (see
§ 29.25-6 for description of dependents),
not compensated for by insurance or
otherwise. Where reimbursement, from
insurance or otherwise, for medical ex-
penses is not received until a taxable
year subsequent to the year in which
allowable medical expenses were paid,
the reimbursement so received must be
included in the gross income of the tax-
payer for the taxable year received to
the extent attributable to (and not in
excess of) deductions allowed under sec-
tion 23 (x) for any prior taxable year
(see section 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 com-
pensation received which Is equal in
amount to the deduction taken shall be
considered as attributable to such deduc-
tion. If the deduction for the prior year
would have been greater than $2,500 or
$1,250 as the case may be, but for the
limitations on such deduction provided
by section 23 (x), then, for the purposes
of the two preceding sentences, the
amount of the compensation received in
a subsequent year or years shall be re-
duced by an amount equal to the amount
by which the deduction for the prior year
would have been greater than $2,500 or
$1,250, as the case may be, but for such
limitations. If compensation is received
in a subsequent year or years, the net de-
duction 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.

(c) It is unnecessary for the purposes
of this section that the spouse or de-
pendent of the taxpayer for whom the
medical expenses are paid be such at the
time of payment, or at the time they were
incurred. Thus, payments made in June,
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1942, by A, for medical services rendered
B, his wife, in 1941, may be deducted by
A for 1942 even though prior to payment
for that year B died or secured a di-
vorce; and payments made in July, 1942,
by C for medical services rendered D in
1941 may be deducted by C for 1942 even
though C and D were not married until
June, 1942.

(d) Only such medical expenses are
deductible for taxable years beginning
prior to January 1, 1944, as exceed 5 per-
cent of the net income for the taxable
year computed without the deduction for
medical expenses. Where the taxpayer
has allowable deductions in a taxable
year beginning prior to January 1, 1944,
for charitable contributions and medical
expenses, the allowable deductions for
charitable contributions should be com-
puted first without regard to the deduc-
tion for medical expenses, and there-
after, the deduction for medical expenses
for such taxable year should be computed
(see § 29.23 (a)-l). The maximum de-
duction allowable for medical expenses
paid in any one taxable year beginning
prior to January 1, 1944, is $2,500 in the
case of a head of a family, or husband
and wife filing a joint return for such
taxable year. In all other cases the
maximum for such years is $1,250.

(e) For taxable years beginning after
December 31, 1943, only such medical ex-
penses are deductible as exceed 5 per-
cent of the adjusted gross income for
the taxable year. As to what constitutes
adjusted gross income see section 22 (n).
The maximum deduction allowable for
medical expense paid in any one taxable
year beginning after December 31, 1943,
is $1,250 in the case of a taxpayer having
only one exemption under section 25 (b)
and $2,500 in the case of a taxpayer en-
titled to more than one exemption under
section 25 (b). A deduction for medi-
cal expenses 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).

(f) The term "medical care" as used
in this section and in section 23 (x) in-
cludes amounts paid for the diagnosis,
cure, mitigation, treatment, or preven-
tion of disease, or for the purpose of
affecting any structure or function of
the body (including amounts paid for
accident or health insurance). Pay-
ments for hospitalization insurance, or

for membership in an association fur-
nishing cooperative or so-called free-
choice medical service, or group hospi-
talization and clinical care are amounts
which may be deducted. Amounts paid
for operations or treatments affecting
any portion of the body, including ob-
stetrical expenses and expenses of
X-rays or therapy treatments, are
deemed to be for the purpose of affecting
any structure or function of the body
and are therefore deductible. Amounts
expended for illegal operations or treat-
ments or illegally procured drugs are not
deductible. Allowable deductions under
section 23 (x) will be confined strictly
to expenses incurred primarily for the
prevention or alleviation of a physical
or mental defect or illness. Thus, pay-
ments for expenses for hospital, nursing
(including nurses' board where paid by
the taxpayer), medical, laboratory, sur-
gical, dental and other diagnostic and
healing services, 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.

(g) In connection with claims for
deductions under section 23 (x), the
taxpayer shall furnish 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-
tion must be substantiated, when
requested by the Commissioner, by a
statement from the individual or entity
to which payment for medical expenses
was paid showing the nature of the serv-
ice 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 Commis-
sioner may deem necessary.

(h) The application of section 23 (x)
and of this section may be illustrated by
the following examples:

Example (1). Taxpayer A, divorced from
B in December 1941 and having one de-
pendent child, had net income for 1942 of
$3,000 before deduction of medical expenses.
During 1942 he paid $300 for medical care,
of which $100 was for treatment of his de-
pendent child and $200 for an operation in
September 1941, on B, his wife at the time
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of the operation. In 1942 he received a pay-
ment of $50 for health insurance covering
B's illness during 1941.

The deduction allowable under section
23 (x) for the calendar year 1942 is $100,
computed as follows:

Payment for medical care in 1942 ---- $300
Less: Amount of insurance received in

1942 ------------------------------- 50

Payment for medical care in 1942 not
compensated for during 1942 -------- 250

Less: 5 percent of $3,000 (net income be-
fore deduction of medical expenses) __ 150

Excess, allowable as deduction for 1942-- 100

Example (2). Assuming that A, in example
(1), brings suit in 1943 and in that year re-
ceives $150 upon a hospital insurance policy
covering the expenses incurred by B in 1941,
the amount included in taxable income for
1943 is $100, computed as follows (see section
22 (b) (5)):
Compensation received in 1943 -------- $150
Less: Deduction allowed for prior year

1942 ----------------------------- 100

Amount to be excluded from gross in-
come for 1943 ---------------------- 50

Taxable income for 1943 -------------- 100

Example (3). Taxpayer C, who is entitled
to two surtax exemptions under the provi-
sions of section 25 (b), had an adjusted gross
income of $35,000 for the calendar year 1944.
During 1944 he paid $9,000 for medical care.
C received no compensation for such medical
expenses in 1944, but in 1945 he receives $5,000
upon an insurance policy covering the med-
ical expenses which he incurred in 1944. C
was allowed a deduction of $2,500 from his
gross income for 1944. The amount which C
must include in his gross income for 1945 is
$250 and the amount to be excluded from
gross income for 1945 Is $4,750, computed as
follows (see section 22 (b) (5)):

Payment for medical care in 1944 (not
compensated for in 1944) --------- $9,000

Less: 5 percent of $35,000 (adjusted
gross income) ------------------- 1,750

Excess of uncompensated medical ex-
penses in 1944 over 5 percent of ad-
justed gross income ------------- 7,250

Allowable deduction for 1944 -------- 2, 500

Amount by which medical deduction
for 1944 would have been greater
than $2,500 but for the limitations
provided by section 23 (x) -------- 4, 750

Compensation received in
1945 ------------------- $5,000

Less: Amount by which medi-
cal deduction for 1944 would
have been greater than
$2,500 but for the limita-
tions provided by section 23
('x)--------------------- 4,750

Compensation received in 1945 re-
duced by amount by which medical
deduction for 1944 would have been
greater than $2,500 but for the limi-
tations provided by section 23 (x) -_ $250

Amount attributed to medical de-
duction taken for 1944 ------------ 250

Amount to be included in gross in-
come for 1945 -------------------- 250

Amount to be excluded from gross in-
come for 1945 ($5,000 less $250)__- 4,750

Example (4). Assuming that C, in ex-
ample (3), receives $8,000 in 1945 as com-
pensation for the medical expenses which
he incurred in 1944, the amount which C
must include in his gross income for 1945
is $2,500 and the amount to be excluded
from gross income for 1945 is $5,500, com-
puted as follows (see section 22 (b) (5)):

Compensation received in 1945 ---- $8,000
Less: Amount by which medical de-

duction for 1944 would have been
greater than $2,500 but for the lim-
itations provided by section 23 (x) - 4, 750

Compensation received in 1945 re-
duced by amount by which medical
deduction for 1944 would have been
greater than $2,600 but for the lim-
itations provided by section 23 (x) - 3,250

Deduction allowable for 1944 ------- 2,500
Amount of compensation received in

1945 to be included in gross income
for 1945 as attributable to deduc-
tion allowable for 1944 ------------ 2, 500

Amount to be excluded from gross in-
come for 1945 ($8,000 less $2,500)-- 5,500

[Regs. 111, 8 F. R. 14882, as amended by T. D.
5414, 9 F. R. 13106, T. D. 5425, 10 F. R. 12,
T. D. 5517, 11 F. R. 6531]

§ 29.23 (y)-I Special deduction for
blind individuals. (a) For taxable years
beginning after December 31, 1943, a spe-
cial deduction from gross income of $500
is allowed under the provisions of sec-
tion 23 (y) to all blind individuals who
qualify as such at any time on July 1
of the taxable year or, if the taxable year
does not include July 1, on the last day of
such taxable year. The term "blind in-
dividual" is defined in section 23 (y) (2).
The deduction is allowable only if the
taxpayer himself is the blind individual
and is not allowable, e. g., in respect of
a dependent who is blind. In the case
of a joint return, if both husband and
wife are blind individuals, a deduction of
$1,000 is allowable, but if only the hus-
band or wife is a blind individual, only
$500 may be deducted.

(b) An Individual claiming the special
deduction provided in section 23 (y)
should, if not totally blind as of the
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status determination date, that is, as of
July 1 of the taxable year or, if the tax-
able year does not include July 1, as of
the last day of such taxable year, attach
to his return a certificate from a phy-
sician skilled in the diseases of the eye
or a registered optometrist stating that
as of the status determination date, in
the opinion of such physician or optome-
trist, (1) such individual's central visual
acuity did not exceed 20/200 in the better
eye with correcting lenses or (2) such in-
dividual'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 he is totally blind
as of the status determination date, that
is, if he cannot distinguish light from
darkness, he should attach to his return
a statement setting forth such fact.
[T. D. 5371, 9 F. R. 5111, as amended by
T. D. 5425, 10 F. R. 13, T. D. 5451, 10 F. R.
4195]

§ 29.23 (z)-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 propor-
tionate share of the real estate taxes
on the apartment building and the land
on which it is situated, allowable as de-
ductions under section 23 (c), paid or
incurred by the cooperative apartment
corporation prior to the close of the tax-
able year of the tenant-stockholder, or
of the interest paid or incurred by the
corporation prior to such time on its
indebtedness contracted in the acquisi-
tion, construction, alteration, rehabilita-
tion, or maintenance 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 inter-
est 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 paid 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, including 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-stockholder's payment or liabil-
ity, as the case may be, as the total
amount of the tenant-stockholder's pro-
portionate share of such taxes and Inter-
est 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 deduction is al-
lowable under section 23 (z) for such
part of amounts representing the taxes
or interest described therein as is de-
ductible by a tenant-stockholder under
any other provision of the Internal Reve-
nue Code.

(c) In order to qualify as a "coop-
erative apartment corporation" under
section 23 (z), the corporation shall have
only one class of stock outstanding.
Each stockholder of the corporation
shall be entitled to occupy for dwelling
purposes 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 imma-
terial. None of the stockholders of the
corporation shall be entitled, either con-
ditionally 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
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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
in a cooperative apartment corporation
as 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 Commissioner 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,
of the corporation's equity in the build-
ing and the land on which it is situated
which is attributable to the apartment
which such individual is entitled to oc-
cupy.

(e) The application of section 23 (z)
may be illustrated by the following exam-
ples:

Example (1). The X Corporation is, and
at all times since 1940 has been, a coopera-
tive apartment corporation within the mean-
ing of section 23 (z). In 1940 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
building was likewise $200,000 at the time of
completion 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,
who each paid $10,000 for 100 shares. Each
certificate for 100 shares provides that the
holder thereof is entitled to a lease of a par-
ticular apartment in the building for a
specified terms of years. Each lease provides
that the lessee shall pay his proportionate
part of the corporation's expenses. In 1940
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
taxable year of A and of the X Corporation
is the calendar year. The corporation com-
putes its net income on the accrual basis,
while A computes his net income on the cash
basis. In 1941 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 mort-
gage, $3,000 for the maintenance of the build-
ing, and $1,800 for other expenses. In 1942,
A pays the X Corporation $1,380, representing
his proportionate part of the expenses in-
curred by the corporation. The entire gross
income of the X Corporation for 1941 was
derived from tenant-stockholders. A is en-
titled under section 23 (z) to a deduction of
$900 in computing his net income for 1942.
The deduction is computed as follows:

Shares of stock of X Corporation
owned by A

Shares of stock of X Corporation
owned by 9 other tenant-stock-

100

holders ------------------------- 900

Total shares of stock of X Cor-
poration outstanding ------ 1,000

Proportion of outstanding stock of
X Corporation owned by A ---- e-- %0

Expenses incurred by X Corporation:
Real estate taxes -------- $4, 000
Interest ----------------- 5,000
Maintenance ------------- 3,000
Other expense ------------ 1,800

- $13,800
Amount paid by A representing his

proportionate part of such ex-
penses (Yle of $13,800) ----------- 1,380

A's proportionate share of real estate
taxes and interest based on his
stock ownership (ho of $9,000) --- 900

A's proportionate share of total cor-
porate expenses based on his stock
ownership (he of $13,800) -------- 1,380

Amount of A's payment representing
real esiate taxes and interest
(9091sso of $1,380) ----------------- 900

A's allowable deduction ------------ 900

Since the stock which A acquired by gift
was fully paid up by his donor in an amount
equal to the portion of the fair market value,
as of the date of the original issuance of the
stock, of the corporation's equity in the land
and building which is attributable to apart-
ment No. 1, the requirement of section 23 (z)
in this regard is satisfied. The fair market
value at the time of the gift of the corpora-
tion's equity attributable to the apartment is
immaterial.

Example (2). The facts are the same as in
example (1) except that the building con-
structed by the X Corporation contained, in
addition to the 10 apartments, business space
on the ground floor, which the corporation
rented at $2,400 for the calendar year 1941;
the corporation deducted the $2,400 from its
expenses in determining the amount of the
expenses to be prorated among its tenant-
stockholders; the amount paid by A to the
corporation in 1942 is $1,140 instead of
$1,380; and more than 80 percent of the
gross income of the corporation for 1941
was derived from tenant-stockholders. A is
entitled under section 23 (z) to a deduction
of $743.48 in computing his net income for
1942. The deduction is computed as follows:

Expenses incurred by X Corpora-
tion ----------------------- $13,800.00

Less rent from business space -- 2,400.00

Expenses to be prorated among
tenant-stockholders ---------- 11,400.00

Amount paid by A repiesenting
his proportionate part of such
expenses (ho of $11,400) ------ 1,140.00
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A's proportionate share of real instrumentalities of the United States.
estate taxes and interest based The standard deduction is $500, in the
on his stock ownership ('Ao of case of taxpayers whose adjusted gross
$9,000) --------------------- $900.00 income is $5,000 or more, and, in the case

A's proportionate share of total
corporate expenses based on of taxpayers whose adjusted gross in-
his stock ownership (fAt of come is less than $5,000, about 10 percent
$13,800) -------------------- 1,380. 0O of the adjusted gross income upon which

Amount of A's payment repre- the tax is determined in the table pro-
senting real estate taxes and vided in section 400. A taxpayer having
interest (9jA3so of $1,140) ---- 743.48 adjusted gross income of less than $5,000,

A's allowable deduction --------- 7 43.48 who does not elect to pay the tax im-
• Since the portion of A's payment allocable posed by Supplement T, may not take
to real estate taxes and interest is only the standard deduction.
$743.48, that amount instead of $900 is al- (1) The standard deduction is not
lowable as a deduction in computing A's net allwabe
income for 1942. allowable:

Example (3). The facts are the same as (I) In the case of a taxable year of
in example (2) except that the amount paid less than 12 months where such taxable
by A to the X Corporation in 1942 is $1,000 year arises because of a change in ac-
instead of $1,140. A is entitled under section counting period under section 47 (a) ;
23 (z) to a deduction of $652.17 in comput- (ii) In the case of a return for a frac-
ing his net income for 1942. The deduction tional part of a year under section 146
is computed as follows: (a) (1)

Total amount paid by A ------- $1,000.00 (iii In the case of an estate or trust;
A's proportionate share of real

estate taxes and interest based (iv) In the case of common trust
on his stock ownership ('As of funds;
$9,000) ----------------------- 900.00

A's proportionate share of total (v) In the determination of the net
corporate expenses based on his income of a partnership;
stock ownership ('A0 of $13,800)_ 1,380. 00 (vi) In the case of nonresident alien

Amount of A's payment represent- individuals (including those who enter
ing real estate taxes and interest
(90'/380 of $1,000) -------------- 652. 1 and leave the United States at frequent

A's allowable deduction ---------- 652. 17 intervals) ; and

Sinoe the portion of A's payment allocable (vii) In the case of a citizen of the
to real estate taxes and interest is only United States entitled to the benefits of
$652.17, that amount instead of $900 is al- section 251.
lowable as a deduction in computing A's (2) An election to take the standard
net income for 1942. deduction is not precluded by reason of

§ 29.23 (aa)-I Standard deduction- the fact that the return is made for a
(a) General. For taxable years begin- taxable year of less than 12 months on
ning after December 31, 1943, the tax- account of the death of the taxpayer.
payer may elect to take, in addition to (b) Manner and effect of election to
the deductions from gross income allow- take the standard deduction. The fol-
able in computing adjusted gross income, lowing rules are prescribed with respect
a standard deduction in lieu of all non- to the manner of signifying an election
business deductions (that is, deductions by a taxpayer to take the standard de-

other than those allowable under section duction:
22 (n)) and in lieu of certain credits (1) A taxpayer whose adjusted gross
allowable to the taxpayer had he not so income as shown by his return is $5,000
elected. Such credits are the credit pro- or more shall be allowed the standard
vided by sections 31 and 131 for income deduction only if he signifies on his re-
tax paid to foreign countries or posses- turn his election to take such deduction.
sions of the United States, the credit Such taxpayer shall so signify on his re-
provided by section 32 for tax paid at turn by claiming thereon a deduction of
the source under section 143 (a) by the $500 instead of itemizing the deductions
obligor on tax-free covenant bonds with allowable under section 23 other than
respect to interest on such bonds, and those specified in section 22 (n). The
the credit provided by section 25 (a) (1) election so signified shall be irrevocable
and (2) for normal tax purposes with for the taxable year for which such elec-
respect to interest on United States obli- tion is made. If in any case the ad-
gations and interest on obligations of justed gross income shown on the return
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of the taxpayer is $5,000 or more, but the
correct 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
irrevocable 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
the taxpayer has irrevocably 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 only if
the taxpayer elects in the manner pro-
vided 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, see § 29.402-1.
In any case, however, in which adjusted
gross income shown on the return is less
than $5,000 but the correct adjusted
gross income 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 deduction; and

(ii) If the taxpayer has not elected
on his return to pay the tax under Sup-
plement T, it shall be deemed that he has
made an election not to take the stand-
ard deduction.

(c) Husband and wife. (1) In the
case of husband and wife living together,
if the net income of one spouse is deter-
mined without regard to the standard
deduction, the other spouse may not
elect to take the standard deduction. If
a joint return is filed and election made
thereon to take the standard deduction,
such deduction shall be determined by
reference to the aggregate adjusted gross
income of both spouses. If Form W-2
(Rev.) is filed as a combined return, the
standard deduction is allowed through
the application to the adjusted gross in-
come shown on such return of the tax
table in Supplement T. See § 29.51-2
limiting the use of Form W-2 (Rev.) as
a combined return to cases in which the
aggregate adjusted gross income of the
spouses Is less than $5,000.

(2) If each spouse files Form 1040 both
must elect to take the standard deduction
or both are denied the standard deduc-
tion. If one spouse files Form 1040 and
does not elect to take the standard de-

duction, the other spouse may not elect
to take the standard deduction and,
hence, may not file Form W-2 (Rev.) 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
withholding, respectively, for the calen-
dar year 1944, and A files Form 1040 and
does not elect thereon to take the stand-
ard deduction, B may not file Form W-2
(Rev.) but must file Form 1040, taking
thereon only her actual allowable deduc-
tions and not the standard deduction.
In such case, however, If both elect to
take the standard deduction, A must file
Form 1040, but B. may file Form W-2
(Rev.) or, In the alternative, she may
file Form 1040 and compute the tax un-
der Supplemeht T. Under either alter-
native effect is given to the standard
deduction through the application of
Supplement T.

(3) The restriction upon the right of a
married person to elect the standard de-
duction 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 re-
striction 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 only in the case of a
husband and wife living together and
for such purpose the spouses are consid-
ered as living together unless they are
permanently separated. The determi-
nation of whether an individual is mar-
ried and living with his spouse shall be
made as of the last day of such individ-
ual's taxable year unless his spouse dies
during such taxable year, in which event
the determination shall be made as of
the date of death of such spouse.

Example (1). 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. On the return for
the fiscal year ended June 30, 1945, A item-
ized and claimed his actual deductions. In
October 1945 A and B were permanently sep-
arated. In her separate return for the cal-
endar year 1945 B may elect the standard
deduction since she is not married and liv-
ing with her husband A on the last day of
her taxable year.

Example (2). Assume the facts as stated
in Example (1) except that, instead of the
spouses separating, A died in October 1945.
In such case since A and B were married
and living together as of the date of death,
B may not elect the standard deduction for
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the calendar year 1945, if the income of A
for the short taxable year ending with the
date of his death is determined without re-
gard to the standard deduction.
[T. D. 5425, 10 F. R. 13]

§ 29.24-1 Personal and family ex-
penses. Insurance paid on a dwelling
owned and occupied by a taxpayer is a
personal expense and not deductible.
Premiums paid for life insurance by the
insured are not deductible. In the case
of a professional man who rents a
property for residential purposes, but in-
cidentally receives clients, patients, or
callers there in connection with his pro-
fessional work (his place of business be-
ing elsewhere), no part of the rent is
deductible as a business expense. If,
however, he uses part of the house for his
office, such portion of the rent as is
properly attributable to such office is de-
ductible. If the father is entitled to the
services of his minor children, any al-
lowances 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, attorneys' fees and other costs of
suit to recover such damages, and attor-
neys' fees paid in a suit for separation are
not deductible from gross income.
Amounts paid as alimony or allowance
for support upon divorce or separation
are not deductible except as provided in
section 23 (u). 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) and
§ 29.23 (x)-1.

§ 29.24-2 C a pit a l 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'

819592--49- 19

service is part of the cost of the building.
Commissions paid in purchasing securi-
ties 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 ordinary and necessary
business expense. Amounts to be as-
sessed and paid under an agreement be-
tween bondholders or shareholders of a
corporation, to be used in a reorganiza-
tion of the corporation, are investments
of capital and not deductible for any
purpose in returns of income. (See
§ 29.22 (a)-16.) An assessment paid
by a shareholder of a national bank on
account 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, at-
torneys' and accountants' charges, are
capital expenditures and not deductible
from gross Income. A holding company
which guarantees dividends at a speci-
fied rate on the stock of a subsidiary cor-
poration for the purpose of securing new
capital for the subsidiary and increasing
the value of its stock holdings in the sub-
sidiary may not deduct amounts paid in
carrying out this guaranty in computing
its net income, but such payments may
be added to the cost of its stock in the
subsidiary.
rRegs. M, 8 F. R. 14882, as amended by T. D.5513, 11 F. R. 53471

§ 29.24-3 Premiums on business in-
surance. Premiums paid by a taxpayer
on an insurance policy on the life of an
officer, employee, or other individual
financially interested in the taxpayer's
business, for the purpose of protecting
the taxpayer from loss in the event of the
death of the officer or employee insured
are not deductible from the taxpayer's
gross income. If, however, the taxpayer
is not a beneficiary under such a policy,
the premiums so paid will not be disal-
lowed as deductions merely because the
taxpayer may derive a benefit from the
increased efficiency of the officer or em-
ployee Insured. (See H3 29.22 (a)-3 and
29.23 (a)-6 to 29.23 (a)-9.) In either
case the proceeds of such policies paid by
reason of the death of the insured may
be excluded from gross income whether
the beneficiary is an individual or a cor-
poration, except in the case of certain
transferees as provided in § 29.22 (b)
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(2)-3 and in the case of a spouse to whom
such proceeds are income under section
22 (k). (See generally section 22 (b)
(1) and (2) and §§ 29.22 (b) (1)-1 and
29.22 (b) (2)-3.)

§ 29.24-4 Amounts allocable to ex-
empt income, other than interest-(a)
Class of exempt income. (1) 'As used
in this section, the term "class of exempt
income" means any class of income, in-
cluding interest only to the extent that
amounts otherwise allowable under sec-
tion 23 (a) (2) are allocable thereto
(whether or not any amount of income
of that class or classes is received or ac-
crued), wholly exempt from the taxes
imposed by chapter 1. Included are any
item or class of income, including inter-
est only to the extent that amounts
otherwise allowable under section 23 (a)
(2) are allocable thereto, constitutionally
exempt from the taxes imposed by chap-
ter 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, exempt under the provisions of
any other law from the taxes imposed by
chapter 1. The term "taxable income"
as used in this section 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 double
exemption may not be obtained through
the reduction of taxable income by ex-
penses and other items, incurred in the
production of items of income wholly ex-
empt from tax. Accordingly, just as ex-
empt items of income are excluded from
the computation of gross income under
section 22, so section 24 (a) (5) excludes
from the computation of deductions un-
der section 23 all items referable to the
production of exempt income, as defined
in subparagraph (1) of this paragraph.

(b) Determination of amounts allo-
cable to a class of exempt income. (1)
No deduction may be allowed for the
amount of any Item or part thereof allo-
cable to a class or classes of exempt In-
come. 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 in-
come, are not deductible expenses. Items,
or parts of such sums, directly attr-

butable to any class or classes of exempt
income, shall be allocated thereto; and
Items, or parts of such items, directly at-
tributable to any class or classes of tax-
able income, shall be allocated thereto.

(2) If an item is indirectly attributable
both to taxable income and exempt in-
come, a reasonable proportion thereof,
determined in 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 of exempt in-
come, records. A taxpayer receiving any
class of exempt income or holding any
property or engaging in any activity the
income from which is exempt shall sub-
mit with his return as a part thereof an
itemized statement, in detail, showing
(1) the amount of each class of exempt
income, and (2) the amount of items,
or parts of items, allocated to each such
class (the amount allocated by appor-
tionment being shown separately) as re-
quired by paragraph (b) of this section.
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 aportionment. Such state-
ment shall also recite that each deduc-
tion claimed in the return is not in any
way referable to exempt income. The
taxpayer shall keep such records as will
enable him to make the allocations re-
quired by this section (see section 54).

§ 29.24-5 Taxes and carrying charges
chargeable to capital account and treated
as capital items-(a) General. In ac-
cordance with section 24 (a) (7), items
enumerated in paragraph (b) of this
section may be capitalized at the election
of the taxpayer. Thus, taxes and carry-
ing charges with respect to property, of
the type described in this section, are
chargeable to capital account at the elec-
tion of the taxpayer notwithstanding
that they are expressly deductible under
section 23. No deduction is permitted
for any items so treated.

(b) Taxes and carrying charges. The
following subparagraphs (1) to (4) of
this paragraph may upon the election of
the taxpayer, in the manner provided in
paragraph (c) of this section, be treated
as chargeable to capital account (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:
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(1) In the case of unimproved and
unproductive real property, annual
taxes, interest on a mortgage, and other
carrying charges;

(2) 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 improvement
or additional improvement thereon, up
to the time the development or construc-
tion work has been completed, such as in-
terest on a loan made or continued to
furnish funds for this purpose (but not
including theoretical interest of a tax-
payer using his own funds), taxes of the
owner of the property measured by com-
pensation paid to his employees and
taxes of such owner imposed on the pur-
chase 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, nd
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 re-
late to unimproved and unproductive
real estate whether the construction
work will make the property productive
of taxable income (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 flodr on a factory or the installa-
tion of insulation therein);

(3) In the case of personal property,
taxes of an employer measured by com-
pensation for services rendered 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 installation
or the date when such Property is first
put into use by the taxpayer, whichever
date is later.

(4) Any other taxes and carrying
charges with respect to property, other-

wise deductible, which in the opinion of
the Commissioner are, under sound ac-
counting principles, chargeable to capital
account.

(5) If for any taxable year there are
two or more items, such as social security
taxes, use taxes, or any other type of
items above described, relating to the
same project to which the election is ap-
plicable, the taxpayer may elect to capi-
talize any one or more of such items
even though he does not elect to capital-
ize 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 capital-
ize must, if exercised, be exercised as to
all of items of that type.

(6) Once, however, such an election is
made under subparagraph (2), (3), or
(4), of this paragraph, to capitalize a
given charge incurred with respect to a
particular project, charges of the same
type incurred with respect to the partic-
ular project in subsequent years, whether
they be social security taxes, use taxes,
sales taxes, or any other item enumer-
ated in any of these paragraphs, must
also be capitalized for the entire period
to which the election so to treat items
of that type is applicable. The term
"project" for this purpose in the case of
items included in subparagraph (2) of
this paragraph means the particular de-
velopment or construction work with re-
spect to which the charge as to which
the election was exercised was incurred,
and in the case of items included in
subparagraph (3) of this paragraph this
term means the act of transporting, in-
stalling, or putting into use of the ma-
chinery or other fixed assets. An election
under subparagraph (1) of this para-
graph, however, may be exercised for a
given year without regard to the manner
in which the same type of item with re-
spect to the same property was treated
by the taxpayer for a prior year.

Example (1). A in 1942 and 1943 pays
annual taxes and interest on a mortgage on
a piece of vacant and unproductive property.
Throughout 1943 he operates the property
as a parking lot. A may capitalize the taxes
and mortgage interest paid in 1942 but not
the taxes and mortgage interest paid in 1943.

Example (2). X began in February, 1942,
the erection of a building for himself. X in
1942 paid $6,000 social security taxes in con-
nection with the erection of the building,
which in his 1942 return he elected to capi-
talize. X must continue to capitalize the
social security taxes paid in connection with
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the erection of this building until its com-
pletion in 1944.

Example (3). Assume the facts in ex-
ample (2) except that in November, 1942, X
also begins to build a hotel which will be
completed in 1945. In 1942 X pays $3,000
social security taxes in connection with the
erection of the hotel. X is not bound by
the election to capitalize exercised in con-
nection with the social security taxes paid
in erecting the building started in February,
1942, but may deduct the $3,000 social secu-
rity taxes.

Example (4). X in 1942 began the erec-
tion of a building for himself, which would
take three years to complete. X in 1942 paid
$4,000 social security taxes and $8,000 in-
terest 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
1943 for use in his factory. He pays social
security taxes on the labor for transportation
and installation, as well as interest on a loan
to obtain funds to pay for the machinery and
for installation costs. A may capitalize the
social security taxes and the interest up to
the date of installation or until the ma-
chinery is first put into use by him, whichever
is later.

(7) The sole effect of section 24 (a) (7)
is to permit such items to be properly
charged to capital account notwith-
standing that a deduction is expressly
provided therefor in section 23. Any
Item not charged to capital account
which Is otherwise deductible under sec-
tion 23 is still deductible. An Item may
not be charged to capital account under
this section where such treatment would
be disallowed whether or not a deduction
were expressly provided therefor in sec-
tion 23 (such, for example, as mainte-
nance expenses and the cost of repairs
and upkeep of a personal residence).
This section does not have the effect of
disallowing an item to be treated as a
capital item which would otherwise be
allowed to be so treated nor does it have
the effect of making deductible an Item
which is not so under section 23 (such,
for example, as salaries or other com-
pensation paid or incurred for services
rendered in the construction of prop-
erty.)

(8) In the absence of 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,
and items which are otherwise treated as
capital items are to be so treated. Nor

is the absence of a provision in this sec-
tion 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-
tions promulgated thereunder to elect to
capitalize or to deduct a given item.
(See § 29.23 (m)-16, making intangible
drilling and development costs charge-
able to capital or to expenses at the tax-
payer's option and § 29.23 (c)-2, making
certain Federal duties and excise taxes
deductible unless the taxpayer has added
them to the expenses of the business or
the cost of the articles of merchandise.)

(c) Manner of exercising election. If
the taxpayer elects to capitalize an item
or items under this section, such election
shall be exercised by filing with the origi-
nal return a statement for that year indi-
cating the item or items (whether with
respect to the same project or to different
projects) which the taxpayer elects to
treat as chargeable to capital account
(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)).

(d) Allocation. If any tax or carrying
charge with respect to property is in part
a type of item described in paragraph (b)
of this section and in part a type of item
or items with respect to which no option
to treat as a capital item or as an allow-
able deduction is given, a reasonable pro-
portion of such tax or carrying charge,
determined in the light of all the facts
and circumstances in each case, shall be
allocated 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 1942 pays its general manager, B, a salary
of $4,000 and social security taxes of $90
measured thereby. B spends nine tenths of
his time in the general business of the firm
and the remaining tenth in supervising the
construction work. A treats as expenses
$3,600 of B's salary and charges the remaining
$400 to capital account. A may also capital-
ize $9 of the $90 social security taxes.

§ 29.24-6 Losses from sales or ex-
changes between certain classes of per-
sons-(a) Individuals (including fiduci-
aries). In the case of sales or exchanges
of property, directly or indirectly, be-
tween individuals (including fiduciaries)
section 24 (b) (1) provides that no deduc-
tion shall be allowed with respect to losses
arising therefrom in the following cases:
(1) between members of a family as de-
fined in section 24 (b) (2) (D) ; (2) be-
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tween fiduciaries of trusts having a com-
mon grantor; (3) between a grantor and
a fiduciary of the same trust; or (4) be-
tween a fiduciary of a trust and a bene-
ficiary of such trust.

(b) Corporations (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 in a fiduciary ca-
pacity is a party to the transaction, sec-
tion 24 (b) (1) also provides that under
certain circumstances no deduction shall
be allowed with respect to losses arising
from such sales or exchanges, directly or
indirectly, between a corporation and an
individual shareholder (see section 24
(b) (1) (B) or between two corporations
(see section 24 (b) (1) (C)). Under sec-
tion 24 (b) (1) (B) it is necessary that
there be owned, directly or indirectly, by
or for the individual a party to the trans-
action, more than 50 percent in value of
the stock of the other party to the trans-
action on the date of the sale or ex-
change. Under section 24 (b) (1) (C),
however, as provided therein, not only
must more than 50 percent in value of
the outstanding stock of each of such
corporations be owned, directly or indi-
rectly, on the date of the sale or exchange
by or for the same individual, but one of
the corporations must be either a per-
sonal holding company as defined In sec-
tion 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 holdingcompany 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 de-
termined in accordance with the rules
provided 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 individ-
ual need not own any stock of a corpora-
tion, either directly or indirectly, in order
to be considered as constructively own-
ing the stock of such corporation which
is owned, directly or indirectly, 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 fol-
lowing examples:

Example (1). On July 1, 1942, the M Cor-
poration owned all of the stock of the 0 Cor-
poration which for the calendar year 1941
was a personal holding company under sec-
tion 501. On that day all of the outstanding
stock of the M Corporation was owned by A.
By the application of the rule provided in
section 24 (b) (2) (A), the stock in the 0
Corporation owned by the M Corporation is
considered to be owned constructively by A,
the sole stockholder of the M Corporation.
Such constructive ownership of the stock of
the 0 Corporation by A is considered as
actual ownership for the purpose 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 0 Corporation. But the
constructive ownership 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 constructive owner of
such stock. These rules apply in the same
manner and with the same effect in deter-
mining the ownership of stock in the M Cor-
poration.

Accordingly, assuming that A, AW, AWF,
the M Corporation and the 0 Corporation
make their income returns on the basis of a
calendar year and that there was no distribu-
tion in complete or partial liquidation of the
M or 0 Corporation, no deduction is allow-
able under section 24 (b) (1) with respect
to losses from sales or exchanges of property
made on July 1, 1942, between any of such
individuals or corporations, except as between
A and AWF and between AWF and the M or
O Corporation.

Example (2). On June 15, 1942, 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 re-
spect to losses from sales or exchanges of
property made on June 15, 1942, between A
and the N Corporation or AP and the N Cor-
poration inasmuch as, by the application of
section 24 (b) (2) (C), each partner is con-
sidered 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 ex-
changes between A's brother, AB, and the N
Corporation, or between AP and A, or AP and
AB are not prohibited by section 24 (b).

§ 29.24-7 Disallowance of deductions
for unpaid expenses and interest. The
application of section 24 (W) may be
illustrated by the following example:
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Example. A is the holder and owner of an
interest-bearing note executed by the M Cor-
poration all of the stock of which is owned
by him. A and the M Corporation make
their income returns on the basis of a calen-
dar 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 M Corporation does not
pay any interest on such note during the
calendar year 1942 or within two and one-
half months after the close thereof, but
claims a deduction for the year 1942 with
respect 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 1942.
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 1942. The provisions of such
section 24 (c) do not otherwise affect the
general rules governing the allowance of de-
ductions under the accrual basis. Hence,
in the event the M Corporation should pay
such interest after March 15, 1943, no deduc-
tion therefor would be allowable in comput-
ing its net income for the year in which the
payment was made.

§ 29.24-8 Life or terminable interests.
(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
name) in the value of such interest due
to the lapse of time. In other words,
the holder of such an interest so ac-
quired 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 de-
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
actual 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 distributable. (See section 162.)
However, in the case of property held
by one person for life with remainder to

another person and in the case of prop-
erty held in trust, see section 23 (1) as
to depreciation and section 23 (m) as to
depletion.

§ 29.24-9 Single premium life insur-
ance or endowment contracts. Amounts
paid or accrued on indebtedness incurred
or continued, directly and indirectly, to
purchase a single premium life insurance
or endowment contract are not deduct-
ible under section 23 (b) or any other
provision of chapter 1. This prohibition
applies even though the insurance 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 section, if substan-
tially all the premiums on such contracts
are paid within a period of four years
from the date on which the contract was
purchased.

§ 29.25-1 C r e d i t s of individuals
against net income.-(a) Taxable years
beginning before January 1, 1944. For
the purpose of computing the normal tax
the taxpayer's net income as determined
pursuant to sections 21 to 24, inclusive,
is first reduced by the sum of the allow-
able credits. These include interest ex-
empt from normal tax only (and hence
included in gross income) received upon
(1) certain obligations of the United
States and (2) certain obligations of cor-
porations organized under act of Con-
gress which are instrumentalities of the
United States; an earned income credit;
a personal exemption; and a credit for
dependents. (See section 22 (b) (4).)
For the purpose of computing the surtax
the taxpayer's net income-is entitled to
none of these credits, except the credit
for personal exemption and credit for
dependents.

(b) Taxable years beginning after De-
cember 31, 1943 and before January 1,
1946. For taxable years beginning after
December 31, 1943, and before January
1, 1946, the taxpayer's net income as de-
termined pursuant to sections 21 to 24,
inclusive, is reduced, for the purpose of
computing the normal tax, by (1) the
income exempt from normal tax only
received upon certain obligations of the
United States and upon certain obliga-
tions of corporations organized under
act of Congress which are instrumen-
talities of the United States, and (2) one
normal-tax exemption of $500, or in the
case of a joint return by husband and
wife a normal-tax exemption of $1,000,
but if one of the spouses has less than
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$500 adjusted gross income the normal-
tax exemption is $500 plus the amount
of the adjusted gross income of such
spouse. For such taxable years no ex-
emption for dependents is allowed for
normal tax purposes.

(c) Taxable years beginning alter De-
cember 31, 1945. For taxable years be-
ginning after December 31, 1945, 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 (1) the income ex-
empt from normal tax only received
upon certain obligations of the United
States and upon certain obligations of
corporations organized under act of
Congress which are instrumentalities of
the United States, and (2) the credits
for both normal tax and surtax under
section 25 (b). See § 29.25-3.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5373 9 F. R. 5501, T. D. 5425, 10 F. R.
14, T. D. 5517, 11 F. R. 65311

§ 29.25-2 Earned income credit for
taxable years beginning before January
1, 1944. (a) Under section 25 (a) (3)
prior to its repeal by section 107 of the
Revenue Act of 1943, the earned income
credit allowable for taxable years begin-
ning before January 1, 1944, for the
purpose of computing the normal tax is
10 percent of the amount of the earned
net income, but not in excess of 10 per-
cent of the amount of the entire net
income.

(b) The entire amount received as
professional 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 clients or
patients are those of the taxpayer and
look to the taxpayer as the person re-
sponsible for the services performed.
In the case of a husband and wife dom-
iciled in a so-called community prop-
erty State and rendering separate
income tax returns on the community
income basis, one-half of the income de-
rived from personal services rendered by
one spouse may be treated as earned
income in the separate return of the
other spouse.

(c) In the case of a taxpayer engaged
in a trade or business in which both
personal services and capital are mate-
rial Income-producing factors, a rea-
sonable allowance 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 businesses 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.

(d) The provisions of sections 25 (a)
(3) and 25 (a) (4) prior to their repeal
by section 107 of the Revenue Act of
1943, may be illustrated generally by
the following examples:

Example (1). An individual received In-
come from interest on bonds during the cal-
endar year 1942 amounting to $6,000. His
allowable deductions under section 23 for
that year amounted to $2,000. He is entitled
to an earned income credit of $300, computed
as follows:
Gross income --------------------- $6,000
Allowable deductions -------------- 2, 000

Entire net income -------------- 4,000
Earned net income allowable under

section 25 (a) (4) (C) ------------ 3,000
Earned income credit allowance (10

percent of $3,000) ---------------- 300
Example (2). An individual received a sal-

ary of $20,000 as a traveling salesman for the
calendar year 1942. His allowable deductions
under section 23 for that year amounted to
$12,000, of which $2,000 was for traveling ex-
penses in the course of his business and
$10,000 was for a logs of his home from fire.
His net income is $20,000 minus $12,000. or
$8,000. He is entitled to an earned income
credit of $800, computed as follows:
Earned income ------------------ $20, 000
Earned income deductions --------- 2,000

Earned net income before apply-
ing limitation in section 25
(a) (4) (C) ---------------- 18,000

Earned net income as limited to
maximum amount prescribed by
section 25 (a) (4) (C) ---------- 14,000

Earned income credit before applying
limitation in section 25 (a) (3)
(10 percent of $14,000) ---------- 1,400

Earned income credit allowable as
limited by section 25 (a) (3) (10
percent of $8,000, net income)-... 800
Example (3). During the calendar year'

1942 an individual was engaged in a business
in which both personal services and capital
were income-producing factors. A reason-
able allowance as compensation for the per-
sonal services actually rendered by the tax-
payer in the conduct of the business for that
year was $10,000. The net profits of the
business were $35,000, which constituted his
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net income for the year. He is entitled to
an earned income credit of $700, computed as
follows:
Earned income before applying limi-

tation in section 25 (a) (4) (A)_- $10,000
Earned income as limitea by section

25 (a) (4) (A) (20 percent of
$35,000) --------------------- 7,000

Earned income credit allowable (10
percent of $7,000) --------------- 700

(e) In the case of a husband and wife
making a joint return, there is but one
earned income credit, computed upon
the combined income of the spouses, and
the maximum and minimum limitations
prescribed with respect to such credit
shall be based upon the combined income
as if the joint return were the return of
one individual.,
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5373, 9 F. R. 5501]

§ 29.25-3 Personal exemption, surtax
exemptions, and exemptions for both
normal tax and surtax-(a) Taxable
years beginning before January 1, 1944.
For taxable years beginning before Janu-
ary 1, 1944, a single person or a mar-
ried person not living with a husband or
wife is entitled to a personal exemption
of $500, and the head of a family or a
married person living with husband or
wife is entitled to a personal exemption
of $1,200. A husband and wife living
together have but one personal exemp-
tion, which is $1,200. If they make sepa-
rate returns, each may claim one-half
of the personal exemption, or such ex-
emption may, in acdordance with an
agreement entered into by them, be taken
by either or divided between them In any
proportion. With regard to returns by
husband and wife under Supplement T,
see section 404.

(b) Taxable years beginning after
December 31, 1943 and before January
1, 1946. For the purpose of the surtax on
individuals for taxable years beginning
after December 31, 1943, and before Jan-
uary 1, 1946, there are allowed as credits
against net income a surtax exemption of
$500 for the taxpayer and, provided cer-
tain prescribed conditions are met, a sur-
tax exemption of $500 for the spouse of
the taxpayer and for each dependent of
the taxpayer. Two surtax exemptions of
$500 each are allowable in case a joint re-
turn is filed under section 51 by a hus-
band and wife or In case a separate re-
turn is made by the taxpayer, and his
spouse has no gross income for the
calendar year in which the taxpayer's
taxable year begins, and his spouse Is

not the dependent of another taxpayer.
If in any case a joint return is made
by the taxpayer and his spouse, no
surtax exemption is allowed any other
person for such spouse even though
such other person would have been
entitled to claim a surtax exemption
for such spouse as a dependent if such
joint return had not been made. In ad-
dition to the surtax exemptions allowed
to a taxpayer for himself and for his
spouse he is entitled to a surtax exemp-
tion of $500 for each individual whose
gross income for the calendar year in
which the taxable year of the taxpayer
begins is less than $500, who receives
more than one-half of his support from
the taxpayer for such calendar year, who
does not file a joint return with his spouse
and who is related to the taxpayer within
one of the following relationships: Child;
the descendants of such child; stepchild;
brother; sister; brother or sister by the
half-blood; stepbrother or stepsister;
parent; the ancestors of such parent;
stepfather or stepmother; son or daugh-
ter of the taxpayer's brother or sister;
brother or sister of the taxpayer's father
or mother; son-in-law; daughter-in-law;
father-in-law: mother-in-law; brother-
in-law; or sister-in-law. In the case of
a joint return it is not necessary that the
prescribed relationship exist between the
person claimed as a dependent and the
spouse who furnishes the support; it is
sufficient if the prescribed relationship
exists with respect to either spouse.
Thus, a husband and wife making a joint
return may claim as a dependent a
daughter of the wife's brother (wife's
niece) even though the husband is the
one who furnishes the chief support.
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 citi-
zen or subject of a foreign country may
not be claimed as a dependent, unless he
is a resident of the United States, Can-
ada, 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
calendar year in which the taxable year
of the taxpayer begins, was received from
the taxpayer, shall be determined by ref-
erence to the amount of expense incurred
by the taxpayer for such support. A pay-
ment to a wife which is includible under
section 22 (k) or section 171 in the gross
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income of such wife shall not be con-
sidered a payment by her husband for
the support of any dependent.

(c) Taxable years beginning after De-
cember 31, 1945. For the purpose of the
normal tax and surtax on individuals for
taxable years beginning after December
31, 1945, there are allowed as credits
against net income the exemptions speci-
fied in section 25 (b). Except that such
exemptions are not designated "surtax
exemptions" for such years and that they
are allowable for the purpose of the nor-
mal tax as well as the surtax for such
years, the provisions of paragraph (b)
of this section are applicable thereto.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 15, T. D. 5517, 11 F. R. 6532]

§ 29.25-4 Personal exemption of head
of family. A head of a family is an
individual who actually supports and
maintains in one household one or more
individuals who are closely connected
with him by blood relationship, relation-
ship by marriage, or by adoption, and
whose right to exercise family control
and provide for these dependent individ-
uals is based upon some moral or legal
obligation. In the case of spouses who
are divorced or legally separated under
a decree of divorce or of separate main-
tenance, periodic payments (in the na-
ture of, or in lieu of, alimony or an
allowance for support) received by one
spouse which she is required under sec-
tion 22 (k) or section 171 (a) to include
in her gross income and which she uses
for support of dependents are considered
payments by her for such support and
not payments by the other spouse for
support of any person. In the ab-
sence of continuous actual residence to-
gether, whether or not a person with
dependent relatives is a head of a family
within the meaning of the Internal Reve-
nue Code must depend on the character
of the separation. If a father is abseit
on business, or a child or other depend-
ent is away at school or on a visit, the
common home being still maintained, the
additional exemption applies. If, more-
over, through force of circumstances a
parent is obliged to maintain his de-
pendent children with relatives or in a
boarding house while he lives elsewhere,
the additional exemption may still ap-
ply. If, however, without necessity the
dependent continuously makes his home
elsewhere, his benefactor is not the head
of a family, irrespective of the question
of support. A resident alien with chil-
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dren abroad is not thereby entitled to
credit as the head of a family. As to
the amount of the exemption, see
§ 29.25-3.

§ 29.25-5 Personal exemption of mar-
ried person for taxable years beginning
before January 1, 1944. In the case of a
married man or married woman the joint
exemption replaces the individual exemp-
tion only if the man lives with his wife or
the woman lives with her husband. In
the absence of continuous actual resi-
dence together, whether or not a man
or woman has a wife or husband living
with him or her within the meaning of
the Internal Revenue Code must depend
on the character of the separation. If
merely occasionally and temporarily a
wife is away on a visit or a husband is
away on -business, the joint home being
maintained, the additional exemption
applies. The unavoidable absence of a
wife or husband at a sanatorium or
asylum on account of illness does not
preclude claiming the exemption. If,
however, the husband voluntarily and
continuously makes his home at one
place and the wife hers at another,
they are not living together within the
meaning of the Code, irrespective of their
personal relations. A resident alien
with a wife residing abroad is not en-
titled to the joint exemption. For
taxable years beginning after Decem-
ber 31, 1943, the personal exemption,
as such, of married persons is not appli-
cable. There are substituted therefor,
in the case of taxable years beginning
after December 31, 1943, and before Jan-
uary 1, 1946, the normal-tax exemption
and the surtax exemptions. In the case
of taxable years beginning after Decem-
ber 31, 1945, the exemptions under sec-
tion 25 (b) for both normal tax and sur-
tax are applicable. See § 29.25-3.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 15, T. D. 5517, 11 F. R. 65321

§ 29.25-6 Credit for dependents-(a)
Taxable years beginning before January
1, 1944. (1) For taxable years beginning
before January 1, 1944, a taxpayer, other
than a nonresident alien who is not a
resident of Canada or Mexico (see sec-
tion 214), receives a credit of $350 for
each person (other than husband or
wife), whether related to him or not and
whether living with him or not, depend-
ent upon and receiving his chief support
from the taxpayer, provided the de-
pendent is either () under 18, or (ii)
incapable of self-support because defec-
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tive. For credit for dependents in com-
puting tax under Supplement T, see sec-
tions 400 and 401.

(2) The credit is based upon actual
financial dependency and not mere legal
dependency. It may accrue to a taxpayer
who is not the head of a family. But
a father whose children receive half or
more of their support from a trust fund
or other separate source is not entitled
to the credit. In the case of spouses
who are divorced or legally separated
under a decree of divorce or of separate
maintenance, payments (in the nature
of, or in lieu of, alimony or an allowance
for support) received by one spouse
which she is required under section 22
(k) or section 171 (a) to include in her
gross income and which she uses for
support of dependents are considered
payments by her for such support and
not payments by the other spouse for
support of any person.

(3) If a taxpayer occupies the status
of the head of a family solely by reason
of the existence of one or more depend-
ents for whom he would be entitled to
credit under section 25 (b) (2) (A) were
it not for section 25 (b) (2) (B), the
credit in respect of one of such depend-
ents is disallowed. For example, a wid-
ower who occupies the status of the head
of a family solely by reason of the fact
that he is maintaining a home for two
dependent children under 18 years of age
is entitled to the credit of $350 allowed
for one such dependent, and the credit
for the other dependent is disallowed.
If, however, in addition to the two de-
pendent children under 18 years of age,
the widower also supports and maintains
in the home a child who is over 18 years
of age and who is not mentally or phys-
ically defective, he is entitled to a credit
of $350 for each of the two children un-
der 18 years of age, since his support and
maintenance of the child over 18 years
of age is in itself sufficient to give him
the status of head of a family, and there-
fore he does not occupy such status solely
by reason of the existence of dependent
children under 18 years of age.

(b) Taxable years beginning alter De-
cember 31, 1943. For taxable years be-
ginning after December 31, 1943, the pro-
visions of paragraph (a) of this section
have no application. For exemptions for
dependents for such taxable years, see
§ 29.25-3.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 15, T. D. 5517, 11 F. R. 65321

§ 29.25-7 Personal exemption and
credit for dependents where status
changes during taxable years beginning
before January 1, 1944. (a) If the status
of the taxpayer changes during a tax-
able year beginning before January 1,
1944, the personal exemption allowed by
section 25 (b) (1) to a single person,
a married person not living with hus-
band or wife, a head of a family, or a
married person living with husband or
wife, and the credit for dependents al-
lowed by section 25 (b) (2) will be ap-
portioned according to the number of
months during which the taxpayer oc-
cupied each status. A taxpayer not
having the status of a head of a family
or the status of a married person living
with husband or wife shall be considered
as having the status of a single person.
For the purpose of the apportionment of
the personal exemption and credit for
dependents 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.
In general, the personal exemption and
credit for dependents allowable to any
taxpayer will be the sum of the amounts
apportioned to the several periods of the
taxable year during which each status
was occupied.

(b) The return for the period in which
falls the date of the death of a taxpayer
is a return only for the period during
which the taxpayer was alive. The per-
sonal exemption and credit for depend-
ents must be determined for taxable
years beginning before January 1, 1944,
on the basis of the period for which the
return was made. If during such period
the status of the taxpayer did not
change, the personal exemption and
credit for dependents shall be reduced to
that proportion of the full credit which
the number of months in such period
bears to 12 months. (See § 29.47-1.)
If the status of the taxpayer changed
during such period, the full personal ex-
emption and credit for dependents al-
lowable for each status occupied by the
taxpayer shall be apportioned to the pe-
riod during which such status was occu-
pied in such proportion as the number of
months during which such status was
occupied bears to 12 months.

Example (1). A and B, who were heads
of families during the first six months of
1942, were married on July 1, 1942, and lived
together during the remainder of the year.
If a joint return is made by A and B on the
calendar year basis for 1942, the personal
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exemption will be $1,800; that is, 'A of $1,200
for A while the head of a family, plus 1 of
$1,200 for B while the head of a family, plus
1/ of $1,200 for the period during which they
were married and living together. If sepa-
rate returns are made by A and B on the
calendar year basis for 1942, each may claim
a personal exemption of $900; that is, % of
$1,200, plus 'A of 1/2 of $1,200. In the latter
case, however, the Joint exemption of 'A of
$1,200 might by agreement be taken either by'
A or B or divided between them in any pro-
portion.

Example (2). A, a widower, qualifies as
the head of a family until March 31, 1942, on
which date his one dependent child died. On
September 30, 1942, A dies. The executor or
administrator making a return for A may
claim a personal exemption of $550; that is,
%J2 of $1,200, or $300, for the period from
January 1, 1942, to March 31, 1942, during
which period A was the head of a family,
and %2 of $500 and $250, for the period from
April 1, 1942, to September 30, 1942, during
which period A was a single person not the
head of a family.

Example (3). A and B were married and
living together until November 30, 1942,
when B, the wife, died. They had no de-
pendents. The taxable period of B is Jan-
uary 1, 1942, to November 30, 1942, the date
of her death. The combined personal ex-
emption of A and B for the period during
which they were married and living together,
that is, 11/12 of $1,200, or $1,100, may by
agreement be taken either by A, or by B's
executor or administrator in behalf of B,
or divided between them in any proportion.
The personal exemption for the last taxable
period of B is the amount of the combined
personal exemption so taken by B's executor
or administrator. If A, the surviving spouse,
files a return for the calendar year 1942, he
may claim, in addition to his portion of the
combined personal exemption, a personal ex-
emption for the period from the date of
the death of B to the close of his taxable
year, that is, %2 of $500.

Example (4). A and B were married and
living together until June 30, 1942, when A,
the husband, died. Prior to the date of
death, A was the chief support of a child 10
years of age. B, the surviving spouse, sup-
ported and maintained the child in her
household during the remainder of the year.
The executor or administrator in making a
return for A is entitled, in addition to a per-
sonal exemption, to a credit for dependents in
the amount of $175; that is, 9%2 of $350.
However, since B qualifies as head of a family
for the last six months solely by reason of
the fact that she maintained a home for such
dependent child, the credit for such depend-
ent is disallowed.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5373, 9 F. R. 5501]

§ 29.26-1 Credit of corporation for in-

terest 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 obli-
gations of the United States or of a cor-
poration organized under act of Con-
gress (if such corporation is an instru-
mentality of the United States and under
the act authorizing the issue of such
obligations, as amended and supple-
mented, such interest is in the case of
individuals exempt from normal tax)
which is included in gross income under
section 22.

§ 29.26-2 Credit of corporation for net
operating loss of preceding Vear. (a)
Since the net operating loss credit al-
lowed by section 26 (c) cannot exceed the
section 102 net income for the taxable
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 Supple-
ment P; or the subchapter A net income
for the taxable year in the case of the tax
imposed under subchapter A of chapter 2,
it is the smaller of the following
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 (c) (2).

(2) (i) The section 102 net Income for
the taxable year, in the cases 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 ref-
erence to discovery value or percentage
depletion under section 114 (b) (2), (3),
or (4) (see § 29.23 (m)-2). The basis for
such depletion is the basis provided in
section 113 (a), adjusted as provided in
section 113 (b), for the purpose of deter-
mining the gain upon the sale or other
disposition of the property involved.

(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
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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.

Example. For 1942 the X Corporation,
which makes its income tax returns on the
calendar year basis, has a net income of
$1,000,000, computed on the accrual basis and
without the net operating loss deduction pro-
vided in section 23 (s), capital losses of
$550,000, and no capital gains. Its Federal
normal tax and surtax for 1942, not allowable
as a deduction under section 23, are $300,000,
and it made no contributions during that
year. For 1941 its gross income was $500,000,
and its allowable deductions were $1,500,000.
Included in such deductions was $500,000 for
net operating loss, allowed as a deduction
under section 23 (s) and computed under
section 122. There was likewise included in
such deductions $300,000 for depletion based
on discovery value. If depletion had been
computed without reference to discovery
value or to percentage depletion, the amount
of such deduction would have been $100,000.
For 1941 the corporation had $300,000 of
wholly tax-exempt interest, and paid $200,000
in interest on indebtedness incurred to carry
obligations from which such tax-exempt in-
terest was derived. The net operating loss
credit available to such corporation for 1942
is computed as follows:

Deductions for 1941 ----------- $1,500, 000
Less excess of depletion

deduction computed
on basis of discovery
value over amount
allowable for deple-
tion without refer-
ence to discovery
value or percentage
depletion ($300,000
minus $100,000) --- $200,000

Less net operating loss
deduction ----------- 500, 000

700, 000

Deductions as limited by section
26 (c) (2) (A) and 26 (c) (2)
(C) ------------------------ 800, 000

Gross income for 1941-- $500, 000
Plus tax-exempt inter-

est minus interest
paid ($300,000 minus
$200,000) ---------- 100,000

Gross income contemplated by
section 26 (c) (2) (B) -------- 600,000

Excess of deductions over gross
income for 1941 -------------- 200, 000

Net income for 1942 (computed
without net operating loss
deductions provided in sec-
tion 23 (s) ) ----------------- 1,000,000

Less capital losses not
allowed by section 117
(d) --------------- $550,000

Less Federal normal tax
and surtax for 1942
not allowed as a de-
duction under section
23 ----------------- 300, 000

$850. 000

'ectlon 102 net income for 1042-- 150,000

The credit for the net operating loss for the
preceding year available to the X Corporation
for 1942 is $150,000. Inasmuch as the excess
of deductions over gross income for 1941, as
computed above, is greater than the section
102 net income for 1942 the net operating
loss credit available to the X Corporation for
1942 is equal to the section 102 net income
for 1942. If the excess of deductions over
gross income for 1941, as computed above,
were smaller than the section 102 net income
for 1942, the entire amount of such excess
would be allowed as the net operating loss
for 1942.

(e) Similar rules for the computation
of the net operating loss credit are ap-
plicable in the case of computations
required under Supplement P, or the tax
imposed under subchapter A of chap-
ter 2.

§ 29.26-3 Bank affiliates. (a) The
credit provided in section 26 (d) Is al-
lowed:

(1) To a holding company affiliate of
a bank, as defined in section 2 of the
Banking Act of 1933, which holding com-
pany 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, has been devoted
by it during the taxable year to the ac-
quisition of readily marketable assets
other than bank stock;

(3) Upon certification by the Board
of Governors of the Federal Reserve
System to the Commissioner that such
an amount of the earnings or profits
has been so devoted by such affiliate dur-
ing the taxable year.

(b) No credit Is allowable under sec-
tion 26 (d) for the amount readily mar-
ketable assets In excess of what Is re-
quired by such section 5144 to be acquired
by such affiliate, or in excess of the ad-
justed net income for the taxable year.
Nor may the aggregate of the credits
allowable under section 26 (d) exceed the
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amount required to be devoted under
section 5144 to the acquisition of readily
marketable assets other than bank stock.

(c) Every taxpayer claiming and mak-
ing a deduction for the credit provided
for in section 26 (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 filing 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 mar-
ketable assets which must be acquired
and maintained by a holding company
affiliate to which a voting permit has been
granted, see section 5144 (b) and (c)
of the Revised Statutes.

§ 29.2-4 Credit for income subject to
excess profits tax. (a) For taxable years
beginning before January 1, 1946, a credit
is provided in section 26 (e) allowable
under sections 13 (a) (2) and 15 (a) in
computing normal tax net income and
surtax net income, respectively. See
section 108 as to certain fiscal years. The
credit is allowed only in the case of cor-
porations subject to the excess profits tax
imposed by subchapter E of chapter 2.
The credit does not apply to a corpora-
tion exempt from such tax under section
725 (relating to personal service corpora-
tions) or section 727 (relating to corpor-
ations exempt from excess profits tax).

(b) In general, the credit is the
amount of the corporation's adjusted ex-
cess profits net Income, as defined in
section 710 (b).

(c) In the case of the following cor-
porations, however, the credit with re-
spect to taxable years beginning prior to
January 1, 1944, is an amount of which
the excess profits tax Imposed by sub-
chapter E of chapter 2 is 90 percent, and,
with respect to taxable years beginning
after December 31, 1943, is an amount of

which such excess profits tax is 95 per-
cent:

(1) Corporations computing such ex-
cess profits tax under section 721, relat-
ing to abnormalities in income In the
taxable period.

(2) Corporations computing such ex-
cess profits tax under section 726, relat-
ing to corporations completing contracts
under the Merchant Marine Act of 1936.

(3) Corporations computing such ex-
cess profits tax under section 731, relat-
ing to corporations engaged in mining
strategic minerals.

(4) Corporations computing such ex-
cess profits tax under section 736 (b),
relating to corporations with income
from long-term contracts.

(d) For the purpose of the credit in
the case of such corporations, the excess
profits tax (upon which the credit is to
be computed) is the tax Imposed under
subchapter E of chapter 2 computed
without regard to the limitation of tax
to 80 percent of surtax net income, as
provided In section 710 (a) (1). The
excess profits tax is also determined for
this purpose without regard to any credit
for foreign taxes allowed in section 729
(c) and (d) and without regard to the
adjustments provided In section 734.

(e) The determination of this credit
may be illustrated by the following exam-
ple:

Example. The X Corporation is a domestic
corporation computing its excess profits tax
under section 731. It makes its income tax
returns on the calendar year basis. The por-
tion of its excess profits net income attrib-
utable to mining in the United States of
platinum (a strategic mineral) is $60,000 and
the remainder is attributable to other activi-
ties. For 1942, its total excess profits net
income is $120,000 and its adjusted excess
profits net income is $50,000. The portion
of the adjusted excess profits net income sub-
ject to excess profits tax is $25,000 60,000

120,000
of $50,000. The tax (computed without re-
gard to section 731) on $50,000 under section
710 (a) (1) (A) (90 percent rate) is $45,000.

25,000
The tax under section 731 is 0 of $45,000,

or $22,500. Accordingly, the credit under sec-
tion 26 (e) is $25,000, the amount of which
such $22,500 tax is 90 percent.

(f) If the excess profits tax of a cor-
poration imposed by subchapter E of
chapter 2 for a taxable year beginning
after December 31, 1941, is finally deter-
mined by the use of the excess profits
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credit based upon constructive average
base period net income determined under
section 722, or If the corporation is en-
titled to and uses such excess profits
credit in the computation of its excess
profits tax for such year without the
necessity of filing an application for re-
lief on Form 991 (revised January, 1943)
under section 722 (see § 35.722-5 (d) of
this chapter), the credit under section
26 (e) allowable in computing the nor-
mal tax and surtax shall be the amount
of the corporation's adjusted excess prof-
its net income, as defined in section 710
(b), computed with the use of the excess
profits credit based upon constructive
average base period net income.

However, if such corporation computes
its excess profits tax as provided in par-
agraph (c) (1)-(4) of this section, the
credit under section 26 (e) with respect
to taxable years beginning prior to Jan-
uary 1, 1944, shall be the amount of
which the excess profits tax imposed by
subchapter E of chapter 2, computed as
provided by the second paragraph of this
section, is 90 percent, and with respect
to taxable years beginning after Decem-
ber 31, 1943, shall be the amount of which
such excess profits tax so computed is 95
percent.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5401, 9 F. R. 10449, T. D. 5517, 11 F R. 65321

§ 29.26-5. Credit for dividends paid on
preferred stock of public utilities-(a)
In general. (1) The credit provided in
section 26 (h), except as provided In
paragraph (b) of this section for taxable
years beginning after December 31, 1943,
is an amount equal to the dividends paid
during the taxable year by certain public
utility corporations on certain classes of
preferred stock. As used in this section,
the term "public utility" means a cor-
poration engaged in the furnishing of
tlephone service, or in the sale of electric
energy, gas, or water if the rates charged
by such corporation for such furnishing
or sale, as the case may be, have been
established or approved by a State or
political subdivision ,thereof or by an
agency or instrumentality of the United
States or by a public utility or public
service commission or other similar body
of the District of Columbia or of any
State or political subdivision thereof.
If a schedule 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 contract between 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 direct
control, or where no maximum rate for
such contract rates has been established,
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 satisfac-
tion of the Commissioner (1) that the
revenue from regulated rates and the
revenue from unregulated rates are de-
rived from the operation of a single in-
terconnected and coordinated system
within a single area or region, in one or
more States and (ii) that the regulation
to which it is subject in part of its oper-
ating territory is effective to control rates
within the unregulated territory so that
the rates within the unregulated terri-
tory have been and are substantially as
favorable to users and Consumers as are
the rates within the regulated territory.

(2) For the purposes of section 26 (h)
preferred stock means stock which was
issued prior to October 1, 1942 except as
provided in paragraph (c) of this sec-
tion for taxable years beginning after
December 31, 1943, and which during
the whole of the taxable year (or the part
of the taxable year after its issue) was
stock nonparticipating as to earnings or
profits either currently or in liquidation,
the dividends in respect of which were
cumulative and payable in preference to
the payment of dividends on other stock.
In addition, the preferred stock must be
such that the rate of return 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
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for the purposes of this section whether
the stock be voting or nonvoting stock.

(3) The amount allowable as a credit
under section 26 (h) shall be subtracted
from the basic surtax credit otherwise
computed under section 27 (b).

(b) Amount of credit for taxable years
beginning after December 31, 1943. For
taxable years beginning after December
31, 1943, the amount of dividends paid
in a given taxable year shall not in-
clude any amount distributed in such
year with respect to dividends unpaid
and accumulated in any taxable year
ending prior to October 1, 1942. If any
distribution is made in the current tax-
able year with respect to dividends un-
paid and accumulated for a prior taxable
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 accumulated.
Thus, if a public utility makes a dis-
tribution with respect to a prior taxable
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 accumu-
lated, whether or not the public utility
states that the distribution was made
with respect to such year or years and
even though the public utility states
that the distribution was made with re-
spect to a later year. Even though it
has dividends unpaid and accumulated
with respect to a taxable year ending
prior to October 1, 1942, a public utility
may, however, receive credit for divi-
dends paid with respect to the current
taxable year. If there are no dividends
unpaid and accumulated with respect to
a taxable year ending prior to 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 any 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 divi-
dends unpaid and accumulated with re-
spect to taxable years ending prior to
October 1, 1942.

(c) Stock issued on or after October 1,
1942. (1) In the case of taxable years

beginning after December 31, 1943, stock
issued on or after October 1, 1942 under
certain circumstances will be considered
as having been issued prior to 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 prior to 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 considered as
having been issued prior to October 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 imma-
terial 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 re-
fund or replace stock, which was issued
prior to October 1, 1942 and which was
preferred stock within the meaning of
section 26 (h) (2) (B), is not itself pre-
ferred stock within the meaning of sec-
tion 26 (h) (2) (B), no stock issued to
refund or replace such stock can be con-
sidered preferred stock for purposes of
the credit provided in section 26 (h).

(2) In the case of any stock issued on
or after October 1, 1942 to refund or re-
place bonds or debentures issued prior
to October 1, 1942, or to refund or re-
place 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
prior to 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 stock which
the new stock was issued to refund or re-
place. 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 portion of the
total amount of dividends paid on such
stock will be allowable as a credit under
such section.

Example. If a public utility has outstand-
ing 1,000 bonds which were issued prior to
October 1, 1942 and each of which has a face
value of $100 and if on or after October 1,
1942 each of such bonds is retired in exchange
for one and one-tenth shares of stock issued
on or after October 1, 1942 and having a par
value of $100 per share, only ten-elevenths of
the dividends paid on the stock thus issued
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in exchange for the bonds will be oonsidered
as having been paid on stock which was issued
prior to October 1, 1942. If a dividend of $6
a share is paid on such stock during the tax-
able year, a credit of $6,000 will be allowable
under the provisions of section 26 (h). Like-
wise, 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 re-
fund or replace preferred stock having a par
value of $100 per share, only two-thirds of
the dividends paid on the new shares of stock
will be considered as having been paid on
stock which was issued prior to October 1,
1942. If a total of $27,000 is paid as a divi-
dend on such new stock during the taxable
year a credit of $18,000 will be allowable
under the provisions of section 26 (h).

(3) Whether or not stock issued on or
after October 1, 1942 was issued to refund
or replace bonds or debentures issued
prior to October 1, 1942, or to refund or
replace other preferred stock, is in each
case a question of fact. Among the fac-
tors to be considered is whether such
stock is new in an economic sense to the
corporation or whether it was issued
merely to take the place, directly or indi-
rectly, of bonds, debentures, or other pre-
ferred stock of such corporation. It is
not necessary that the new stock be is-
sued in exchange for such bonds, deben-
tures, or other preferred stock. The mere
fact that the bonds, debentures, or other
preferred stock remain in existence for a
short period of time after the issuance of
the new stock (or were retired before the
issuance of the new stock) does not nec-
essarily mean that such new stock was
not issued to refund or replace such
bonds, debentures, or other preferred
stock. It Is necessary to consider the
entire transaction, including the issuance
of the new stock, the date of such Issu-
ance, the retirement of the old bonds, de-
bentures, or preferred stock, and the date
of such retirement, in order to deter-
mine whether such new stock really was
issued to take the place of bonds, de-
bentures, or other preferred stock of the
corporation or whether it represents
something essentially new in an economic
sense in the corporation's financial struc-
ture. If, for example, a public utility,
which has outstanding bonds issued
prior to October 1, 1942, issues new stock
on March 1, 1944 in order to secure funds
with which to retire such bonds and with
the money paid in for such stock retires
the bonds on April 1, 1944, such stock may
be considered as having been issued to
refund or replace bonds issued prior to
October 1, 1942. Whether the money
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used to retire the bonds can be traced
back and identified 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, or
greater than that paid in for the stock,
or whether the entire issue of bonds is
retired, will be important, but not de-
cisive, in making such determination.

(4) Stock issued on or after October 1,
1942 by a corporation to refund or re-
place 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
corporation, may be considered as hav-
ing been issued prior to October 1, 1942
if such new stock was issued (i) in a
transaction which is a reorganization
within the meaning of section 112 (g)
(1); or (ii) in a transaction to which
section 112 (b) (10), relating to reor-
ganization of certain insolvent corpo-
rations, or so much of section 112 (d)
or (e) as relates to section 112 (b)
(10), is applicable; or (3) in a trans-
action which is subject to the provisions
of Supplement R, relating to exchanges
and distributions in obedience to orders
of the Securities and Exchange Commis-
sion. Whether the stock actually was
issued to refund or replace bonds or
debentures of the second corporation
issued prior to October 1, 1942, or to re-
fund or replace preferred stock of such
second corporation, shall be determined
under the same principles as if only one
corporation were involved. A corpora-
tion may issue stock to refund or replace
its own bonds, debentures, or other pre-
ferred 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 pro-
visions of this subsection, in addition,
are applicable in case a corporation
issues stock on or after October 1, 1942
to refund or replace its own bonds, de-
bentures, or other preferred stock even
though the issuance of such stock may
not fall within one of the categories
enumerated in this subparagraph.

(5) Even though stock issued on or
after October 1, 1942 is considered as hay-

§ 29.26-5

HeinOnline --  CFR, 1949 290 1949



Chapter I-Bureau of Internal Revenue

ing 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 refund or
respect of dividends paid on such stock,
will not be deemed to be preferred stock
within the meaning of section 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
paragraph (a) of this section.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5384, 9 F. R. 7370]

§ 29.27 (a)-1 Dividends paid credit.
(a) The amount of the dividends paid
credit provided by section 27 (a) is an
amount equivalent to the sum of the fol-
lowing:

(1) The basic surtax credit for the
taxable year. For computation of the
basic surtax credit see section 27 (b).

(2) The dividend carry-over to the
taxable year. For computation of the
dividend carry-over see section 27 (c).

(b) The deficit credit provided by sec-
tion 27 (a) (3) and the credit for amounts
used or irrevocably set aside to pay or to
retire indebtedness as provided in section
27 (a) (4) have no application to taxable
years beginning after December 31, 1941,
covered by this part.
[T. D. 5460, 10 F. R. 7524]

§ 29.27 (b)-1 Basic surtax credit.
The amount constituting the basic sur-
tax credit of a corporation for the tax-
able year consists of the sum of the fol-
lowing, less the amount allowable as a
credit under section 26 (h) (relating to
the credit for dividends paid on certain
preferred stock of certain public utility
corporations), and less the amount al-
lowable as a deduction under section 121
(relating to the deduction of dividends
paid on certain preferred stock of certain
banks and trust companies) :

(a) The dividends paid during the
taxable year (subject to the qualifica-
tions, limitations, and exceptions pro-
vided in sections 27 (d) to 27 (i), inclu-
sive) plus the consent dividends credit
provided by section 28, less the credit for
interest 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 income
for the taxable year, in the case of tax
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 (Ill) the sub-
chapter A net income for the taxable
year, In the case of tax imposed under
subchapter A of chapter 2.

§ 29.27 (b)-2 Dividends paid-(a)
When dividends are considered paid. (1)
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 malls, 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 malls 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-
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feree) within the taxable year, the divi-
dend will not be deemed to have been paid
in such year. Delivery of a certificate, or
certificates, for such new shares, within
the taxable year, constitutes 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 nomi-
nee or transferee), and, in the case of
obligations payable to bearer, should be
received in the taxable year by the
shareholder (or his nominee or trans-
feree), to constitute payment of the divi-
dend within the taxable year.

(8) In the case of a dividend from
which the tax has been deducted and
withheld as rdquired 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
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. See section 43.

(c) Records. E v e r y corporation
claiming an allowance for dividends paid
shall keep such permanent records as
are necessary (1) to establish that the
dividends with respect to which such
allowance is claimed were actually paid
during the taxable year and (2) to sup-
ply the information required to be filed
with the Income tax return of the cor-
poration. Such corporation shall file
with its return (I) a copy of the dividend
resolution; and (ii) a concise statement
of the pertinent facts relating to the
payment of the dividend, clearly specify-
ing (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 dis-
tributed, and the manner in which such
fair market value and adjusted basis
were determined. 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.
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§ 29.27 (c)-1 Dividend 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 surtax
credit for the second preceding taxable
year over the subchapter A net income
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 plus the excess of the basic
surtax 'credit for the second preceding
taxable year over the subchapter A net
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 calendar
year basis, has subehapter A net income of
$150,000 and a basic surtax credit of $225,000
for 1939. For 1940 its subchapter A net in-
come is $200,000 and its basic surtax credit
is $350,000, and for 1941 its subchapter A net
income and its basic surtax credit are each
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$175,000. Its dividend carry-over to 1942 is
$150,000, computed as follows:

(1) Basic surtax credit for 1940--.- $350,000
(2) Less subchapter A net income

for 1940 ------------------- 200,000

(3) Dividend carry-over to 1942
((1) minus (2)) ------------ 150,000

Since the basic surtax credit for 1941 ex-
actly equals the subchapter A net income
for that year, neither that year nor the year
1939 need be taken into account. The pre-
ceding taxable year (1941) is taken into ac-
count only if the basic surtax credit for
such year exceeds the subchapter A net in-
come for such year or if the subchapter 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 (1939) over the
subchapter A net income for such year.
The third preceding taxable year (1939) is
taken into account only if the subchapter
A net income for the first preceding taxable
year (1941) exceeds the basic surtax credit
for such year, In which case It operates to
reduce the amount of such excess which must
be deducted from the carry-over from the
second preceding taxable year (1940).
Exam ple (2). The Y Corporation, which

makes its income tax returns on the calendar
year basis, has subchapter A net income of
$100,000 and a basic surtax credit of $150,000
for 1939. For 1940 its subchapter A net in-
come is $50,000 and its basic surtax credit
is $75,000, and for 1941 its subchapter A net
income and its basic surtax credit are $25,000
and $100,000, respectively. Its dividend carry-
over to 1942 is $100,000, computed as follows:

Year 1940

(1) Basic surtax credit-._ $75, 000
(2) Less subchapter A net

income ------------ 50, 000

(3) Excess of basic surtax
credit over subchap-
ter A net income ----------- $25,000

Year 1941

(4) Basic surtax credit --- $100, 000
(5) Less subchapter A net

Income ------------ 25,000

(6) Excess of basic surtax
credit over subchap-
ter A net income ------------ 75, 000

(7) Dividend carry-over to
1942 (sum of (3) and
(6)) ---------------------- 100,000

For the reason why the year 1939 is not
taken Into account, see explanation at end
of example (1).

Example (3). The Z Corporation, which
makes its income tax returns on the calen-
dar year basis, has a subchapter A net in-
come of $90,000, and a basic surtax credit of

$150,000 for 1939. For 1940 Its subchapter A
net income is $60,000 and its basic surtax
credit is $160,000, and for 1941 its subchapter
A net income and its basic surtax credit are
$120,000 and $25,000, respectively. Its divi-
dend carry-over to 1942 is $65,000, computed
as follows:

Year 1940

(1) Basic surtax credit-__ $160, 000
(2) Less subchapter A net

income ------------ 60, 000

(3) Excess of basic surtax
credit over sub-
chapter A net in-
come --------------------- $100, 000

Year 1941

(4) Subchapter A net in-
come ------------- $120,000

(6) Basic surtax credit -- 25,000

Year 1939

(u) Basic surtax credit-- $150, 000
(7) Less subchapter A net

income ----------- 90,000

(8) Excess of basic surtax
credit o v e r sub-
chapter A net in-
come ------------- 60, 000

Sum of (5) and (8)__. 85, 000

(9) Excess of subchapter
A net income for
the first preceding
taxable year (1941)
over sum of items
(5) and (8) ---------------- 35,000

(10) Dividend carry-over

to 1942 ((3), minus
(9)) ---------------------- 65,000

§ 29.27 (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 cor-
poration 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;

Page 293

§ 29.27 (d)-1

HeinOnline --  CFR, 1949 293 1949



Title 26-Internal Revenue

(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 value of such
property.

(b) As used In this section the term
"property" includes shares of capital
stock of the corporation making the divi-
dend distribution if such shares of stock
are held by it as an investment. Unless
shown to the contrary, shares of capital
stock once issued but thereafter acquired
by the corporation in any manner what-
soever, but not retired, shall be deemed
to be held by the corporation as an in-
vestment. The term "property" also
includes obligations upon which the cor-
poration making the distribution is liable
as a guarantor, indorser, or surety.

(c) The application of section 27 (d)
may be illustrated by the following ex-
ample:

Example. The S Corporation, in 1934, pur-
chased stock of the Y Corporation for $100,-
000. In 1942 such stock had a fair market
value of $70,000. During the period of its
ownership of such stock, the S Corporation
received distributions amounting to $5,000
out of earnings or profits of the Y Corpora-
tion accumulated before March 1, 1913. In
1942 the corporation used such stock for
the payment of a dividend. The allowance
for dividends paid for purposes of inclusion
in the basic surtax credit for 1942 is $70,000,
computed as follows:

Purchase price, or cost of stock --- $100, 000
Less tax-free distribution --------- 5, 000

Adjusted basis of stock in the hands
of the corporation at the time of
the dividend payment .----------- 95,000

Fair market value of stock at the
time of the dividend payment-- 70,000

Allowance for dividends paid for
purposes of inclusion in the basic
surtax credit for 1942 ---------- 70, 000

Since the fair market value of the stock
($70,000) at the time of the dividend pay-
ment is less than the adjusted basis ($95,000)
of the stock in the hands of the corporation
at the time of the dividend payment, the
lesser amount ($70,000) should be used as
the allowance for dividends paid for pur-
poses of computing the basic surtax credit
for 1942 with respect to such stock.

§ 29.27 (e)-I Dividends in obligations
o1 the corporation. (a) Section 27 (e)
is concerned solely with the amount of
the allowance for dividends paid for pur-
poses of inclusion in the basic surtax
credit to the extent that dividends are
paid by a corporation in its own obliga-
tions. If the corporation ultimately pays

a dividend in its own obligations (re-
gardless of the form of the corporate
resolution by which the dividend is de-
clared), the amount of the allowance for
dividends paid to which it is entitled
with respect thereto for the year in which
such dividend is paid is limited to the
lesser of the face value or fair market
value of such obligations as of the date
of payment. If in a taxable year of the
corporation beginning after December
31, 1935, the allowance for dividends paid
as of the date of payment is limited to
the fair market value of the corporate
obligations distributed and the corpora-
tion redeems such obligations, the corpo-
ration becomes entitled to an additional
allowance for dividends paid in comput-
ing the basic surtax credit for the tax-
able year in which it redeems such obli-
gations, but only In the event that the
amount at which such obligations are
redeemed is higher than their fair mar-
ket value at the time of the distribution.
The amount of such additional allow-
ance is the excess of the price at which
such obligatians are redeemed over their
fair market value at the time of the dis-
tribution, subject to the restriction that
such excess be diminished by any
amounts which were allowable as de-
ductions for amortized bond discount or
bond issue commissions and expenses al-
locable to the obligations redeemed in
computing the net Income of the corpo-
ration for any taxable year. A corpora-
tion Is entitled to such additional al-
lowance regardless of the identity of the
holders of the obligations at the time
of their redemption.

(b) The term "obligations" as used in
this section means any legal liability on
the part of the corporation (not includ-
ing 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. The term "redeemed"
as used in this section Includes (1) re-
purchase in the open market for invest-
ment or sinking fund purposes, (2) re-
tirement, or (3) cancellation of the
obligations before, at, or after maturity.

(c) The application of section 27 (e)
may be illustrated by the following ex-
ample:

Example. The X Corporation, which makes
its income tax returns on the calendar year
basis, declared a dividend of $85,000 in 1936,
payable in that year in its 5 percent bonds at
85. Pursuant to such declaration, bonds
having an aggregate face value of $100,000

Page 294

§ 29.27 (e)-I

HeinOnline --  CFR, 1949 294 1949



Chapter I-Bureau of Internal Revenue

were issued during 1936 in payment of the
dividend. The fair market value of the
bonds at the time of issuance was $75,000.
The dividends paid credit for 1936 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.

The bonds were redeemed in 1942. The
corporation prior to the redemption of the
bonds at face value deducted in its returns
over the life of the bonds the $15,000 bond
discount resulting from the payment in 1936
of the $85,000 dividend in bonds having a face
value of $100,000. The allowance for divi-
dends paid for purposes of computing the
basic surtax credit with respect to the bond
redemption for the taxable year 1942, 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 1936_- 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 1942 ------------- 10, 000

§ 29.27 (f)-I Taxable stock dividends.
The allowance for dividends paid pro-
vided by section 27 (b) (1) is limited by
section 27 (f), in the case of distributions
in stock dividends or stock rights, to dis-
tributions which are taxable dividends in
the hands of shareholders under section
115 (f). Such allowance, however, is
limited In amount to the fair market
value of such stock or stock rights at the
time of the payment of the dividend. As
to a distribution by a corporation or its
own capital stock held as an investment,
see § 29.27 (d)-1.

§ 29.27 (g)-1 Dividends paid credit
for distributions in llquidation-(a)
Distributions which diminish earnings or
profits. (1) To the general rule that an
allowance for dividends paid is permitted
only with respect to taxable dividends
paid, section 27 (g) makes one exception,
namely, for that part of an amount dis-
tributed in liquidation which, under the
Internal Revenue Code, constitutes a dis-
tribution of, and is properly chargeable
to, earnings or profits accumulated after
February 28, 1913. Thus, a distribution
either in complete or partial liquidation
of a corporation is treated by the Code as
one constituting in part a distribution of,
and being properly chargeable to, earn-
ings or profits, if:

(i) Under the provisions of section
115 (c), the amounts distributed in liqui-
dation are treated as received in payment
in exchange for the stock; and

(ii) Under the provisions of section
112, the gain or loss, if any, from such
exchange is recognized or the gain is
taxed as provided in section 112 (b) (7).

(2) In such a case, an allowance for
dividends paid may be included in the
basic surtax credit for the amount actu-
ally involved in such distribution which
is properly chargeable to the earnings or
profits accumulated after February 28,
1913, even though the method of taxation
of the distribution is that ordinarily em-
ployed with respect to the gain or loss
realized and recognized upon an ex-
change, rather than that employed with
respect to a taxable dividend.

(3) 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 distribu-
tions 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 derived
from its own operations. Characteristic
of these transactions is the circumstance
that the gain or loss realized from the
receipt by the shareholders of property
is not recognized by the Code. No allow-
ance for dividends paid is permissible
with respect to such transactions.

(b) Amount properly chargeable to
earnings or profits. In the case of a dis-
tribution 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 Febru-
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
allocable to capital account. The cap-
ital account, for purposes of this section,
includes not only amounts representing
the par or stated value of the stock with
respect to which the liquidating distribu-
tion is being made but also that stock's
proper share of the paid-in surplus, and
such other corporate items, if any, which,
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for purposes of income taxation, are
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. The application 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 partici-
pating preferred stock of a par value of $100
each. The preferred stock was to receive
annual dividends of $7 per share and $100
per share on complete liquidation of the cor-
poration in priority to any payments on com-
mon stock, and was to participate equally
with the common stock in either instance
after the common stock had received a sim-
ilar amount. However, the preferred stock
was redeemable in whole or in part at the
option of the board of directors at any time
at $106 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 $106 per share, for a total of
$106,000, and the common stock was issued,
at $100 per share, for a total of $200,000. On
July 15, 1942, the company had a paid-in
surplus of $6,000, consisting of the premium
received on the preferred stock, earnings or
profits of $30,000 accumulated prior to March
1, 1913, and earnings or profits accumulated
since February 28, 1913, of $75,000. On July
15, 1942, the option with respect to the pre-
ferred stock was exercised and the entire
amount of such stock was redeemed at $141
per share or a total of $141,000 in a transac-
tion upon which gain or loss to the distribu-
tees resulting from the exchange was deter-
mined and recognized under the Internal
Revenue Code, such transaction being only a
partial liquidation under section 115 (c). The
amount of the distribution allocable to capi-
tal 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 prop-
erly 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. If, as a result of one
or more transactions described in sec-
tion 112, a corporation's earnings or
profits accumulated after February 28,
1913, and its undistributed earnings or

profits of the taxable year, shall have
become 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 transferor as a distribution out of
such earnings or profits of 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
in the computation of the basic surtax
credit allowable to the transferor, and
must be consistently so treated by both
corporations for the current and suc-
ceeding taxable years. Each corpora-
tion shall file as a part of its return for
the taxable year involved (1) a statement
setting forth concisely all of the material
facts, including the date and the charac-
ter 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
subsequently made, and the particular
distribution or portion thereof desig-
nated as effecting a distribution of the
earnings or profits of the transferor cor-
poration; and (2) a certified copy of the
resolution of the board of directors of
the transferee corporation with respect
to the distribution. No allowance for
dividends paid based upon such appor-
tionment 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. The provisions 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 Corpora-
tion, which makes its returns on the calendar
year basis, was completely liquidated on De-
cember 1, 1942. At that time, the S Corpora-
tion had earnings or profits accumulated sub-
sequent to February 28, 1913, in the amount
of $50,000, in addition to earnings or profits
for 1942 of $20,000, and an adjusted net in-
come of $45,000. It had paid no dividends
prior to its liquidation. The P Corporation
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had earnings or profits accumulated subse-
quent to February 28, 1913, in the amount of
$60,000 in addition to earnings or profits of
the taxable year computed as of the end of
the year in the amount of $80,000, and an
adjusted net income in the amount of $60,000.
The P Corporation pays dividends as follows:
June 15, 1942, $25,000; September 15, 1942,
$25,000; December 15, 1942, $25,000; and
March 15, 1943, $25,000. No portion of the
dividends paid on June 15 and September 15
prior to the liquidation and no portion of the
dividend paid on March 15, 1943, after the
close of the taxable year of the S Corpora-
tion may be allocated to the S Corporation.
The dividend paid on December 15 may, by
appropriate corporate action, be made as one
effecting a distribution out of the current
earnings or profits of the S Corporation to the
extent of $20,000. No part of that distribu-
tion may be allocated to the S Corpo-
ration'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 ($100,000) are sufficient
in amount to cover all the distributions made
during that year ($100,000).
[Regs. 111, 8 F. R. 14882, as amended by T. D.

5356, 9 F. R. 4323]

§ 29.27 (h)-1 Preferential distribu-
tions. (a) Section 27 (h) imposes a lim-
itation 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 distri-
bution 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 limita-
tion imposed by section 27 (h) is un-
qualified, except In the case of a partial
distribution (see section 28 (a) (5) made
in connection with a consent distribution
as defined in section 28 (a) (4), if the
entire distribution composed of such
partial distribution and consent distri-
bution (see section 28 (e)) is not prefer-
ential. The existence of a preference is
sufficient to prohibit allowance regard-
less of the fact (1) that such preference
is authorized by all the shareholders of
the corporation, or (2) that the part of
the distribution received by the share-
holder benefited by the preference is tax-
able to him as a dividend. A corporation
will not be entitled to an allowance for
dividends paid with respect to any dis-
tribution 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 shareholder 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 stock more or less than the
amount to which it is entitled as com-
pared with any other class of stock. A
preference exists if any rights to pref-
erence inherent 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 distri-
bution. The term "distribution," as used
in this section, includes a dividend as
defined in section 115, and a distribu-
tion in liquidation referred to in section
27 (g).

(b) The application of the provisions
of section 27 (h), relating to distribu-
tions which are preferential, may be
illustrated by the following examples:

Example (1). A, B, C, and D are the
owners of all the shares of class A common
stock in the M Corporation, which makes its
income tax returns on a calendar year basis.
With the consent of all the shareholders, the
M Corporation, on July 15, 1942, declared a
dividend of $5 a share payable in cash on
August 1, 1942, to A. On September 15, 1942,
it declared a dividend of $5 a share payable
in cash on October 1, 1942, to B, C, and D.
No allowance for dividends paid for the tax-
able year 1942 is permitted to the M Cor-
poration -with respect to any part of the
dividends paid on August 1, 1942, and Octo-
ber 1, 1942.

Example (2). The N Corporation, which
makes its income tax returns on the calendar
year basis, has a capital of $100,000 (con-
sisting of 1,000 shares of common stock of a
par value of $100) and earnings or profits
accumulated after February 28, 1913, in the
amount of $50,000. In the year 1942, the N
Corporation distributes $7,500 in cancella-
tion of 50 shares of the stock owned by three
of the four shareholders of the corporation.
No allowance for dividends paid is permissi-
ble under section 27 (h) with respect to such
distribution.

Example (3). The P Corporation has two
classes of stock outstanding, 10 shares of
cumulative preferred, owned by E, entitled
to $5 per share and on which no dividends
have been paid for two years, and 10 shares
of common, owned by F. On December 31,
1942, the corporation distributes a dividend
of $125, $50 to E and $75 to F. The corpora-
tion is entitled to no allowance for any part
of such dividend paid, since there has been
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a preference to F. If, however, the corpora-
tion had distributed $100 to E and $25 to F,
it would have been entitled to include $125
in its basic surtax credit as a dividend paid.

§ 29.27 (1)-I Nontaxable distributions.
(a) No allowance for dividends 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 8, 1913 (see sec-
tion 115), or, in the case of distributions
in liquidation, not properly chargeable to
earnings or profits of the corporation ac-
cumulated after February 28, 1913, under
§ 29.27 (g)-1;

(2) In the case of a corporation which
was classified as 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 section
218 of the Revenue Act of 1921 (see sec-
tion 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 Constitution
(see section 115 (f) and §§ 29.115-3 and
29.115-4).

(b) The effect of section 27 (h) and
(i) is that no allowance for dividends
paid may be included in 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 dis-
tribution is made, receives a taxable divi-
dend as a result of the distribution. (See
also section 27 (g)).

(c) The application of section 27 (1)
may be illustrated by the following
examples:

Example (1). 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, 1944, the Y
Corporation distributed $90,000 in cash to its
shareholders, $30,000 to each. The Y Cor-
poration had a deficit 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. B makes
his return on the calendar year basis, but C
makes his return on the basis of a fiscal
year ending July 31. Since B is subject to
taxation under the income tax provisions
of the Code with respect to taxable receipts
realized in July 1944, and since his taxable
year began after December 31, 1943, the $30,-
000 distribution received by him from the
Y Corporation will constitute a taxable divi-
dend in his hands only to the extent of
$20,000, the amount of $30,000 reduced by
a proportionate part of the net operating loss
with respect to the distribution on July 15,
accordingly, will be entitled to an allowance
for dividends paid in the amount of $80,000
with respect to the distribution on July 15.

Example (2). If the facts in the preceding
example are the same, except that C makes
his return on the calendar year basis, the Y
Corporation is entitled to an allowance for
dividends paid in the amount of $70,000 with
respect to the distribution on July 15.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 7335, T. D. 5670, 13 F. R. 68831

§ 29.28 (a) (1)-I Consent stock. The
term "consent stock," as defined in sec-
tion 28 (a) (1), includes what is generally
known as common stock. It also in-
cludes participating preferred stock, the
participation rights of which are unlim-
ited. The application of section 28 (a)
(1) may be illustrated as follows:

If in the case of the X Corporation
there is only one class of stock outstand-
ing, 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 dis-
tribution could be made on class B, but
class B was entitled to everything dis-
tributed 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 proportion 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 w ere class A 6 percent,
then class B 6 percent, then class A a
second 6 percent, either alone or in con-
junction with class B, then class B the
remainder. If, however, class A stock
is entitled to ultimate participation
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 propor-
tion with class B in the remainder of the
earnings or profits distributed, both class
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A stock and class B stock are consent
stock.

§ 29.28 (a) (2)-1 Preferred dividends.
The term "preferred dividends," as de-
fined in section 28 (a) (2), includes all
fixed amounts (whether determined by
percentage of par value, a stated return
expressed in a certain number of dollars
per share, or otherwise) the distribution
(other than in liquidation) of which on
any class of stock is a condition prece-
dent to a further distribution (other
than in liquidation) of earnings or
profits. A distribution, though expressed
in terms of a fixed amount, is not a pre-
ferred dividend, however, unless it is pre-
ferred over a subsequent distribution
within the taxable year upon some other
class or classes of stock than the one on
which it is payable. The application of
section 28 (a) (2) may be illustrated as
follows:

If, in the case of the X Corporation,
there are only two classes of stock out-
standing, class A and class B, and class
A is entitled to a distribution of 6 per-
cent of par, after which the balance of
the earnings and profits are distributable
on class B exclusively, class A's 6 per-
cent is a preferred dividend. If the or-
der of preferences is class A $6 per share,
class B $6 per share, then class A and
class B in fixed proportions until class
A receives $3 more per share, than class
B the remainder, all of class A's $9 per
share and $6 per share of the amount
distributable on class B are preferred
dividends. 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 subsequent distribution except
one made on class B itself. Finally, if
a distribution must be $6 on class A, $6 on
class B, then on class A and class B share
and share alike, the distribution on class
A of $6 and the distribution on class B
of $6 are both preferred dividends.

§ 29.28 (a) (3)-1 Consent dividends
day. The term "consent dividends day"
Is defined in section 28 (a) (3). If there
was no partial distribution (as defined
in section 28 (a) (5)) payable during
the last month of the corporation's tax-
able 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 par-
tial 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.

§ 29.28 (a) (4)-1 Consent distribu-
tion. The term "consent distribution,"
as defined in section 28 (a) (4), does not
include any actual distributions but is
limited to the hypothetical distribution
evidenced by shareholders' consents.
The consent distribution equals the ag-
gregate of all the amounts specified in
the several consents, whether or not, if
actually distributed, such amounts would
have constituted in whole or in part a
return of capital. Section 28 (a) (4)
may be illustrated by the following
example:

Example. The X Corporation, which makes
its income tax returns on the calendar year
basis, has only one class of stock outstand-
ing, consisting of 500 shares, 200 of which
are owned by A, and 300 by B. On December
15, 1942, the corporation distributes to A
$5 per share, or $1,000. On December 31,
1942, B executes a consent to include $1,500
in his gross income as a taxable dividend.
At the beginning of 1942 the corporation
had no accumulated earnings or profits. For
the taxable year 1942 the earnings or profits
are $2,000. Nevertheless the corporation will
be deemed to have made a consent distri-
bution of $1,500 on December 15.

§ 29.28 (a) (5)-1 Partial distribution.
The term "partial distribution," as de-
fined in section 28 (a) (5), does not in-
clude preferred dividends even though
payable on consent stock. The applica-
tion of section 28 (a) (5) may be illus-
trated by the following example:

Example. The X Corporation, which makes
its Income tax returns on the calendar year
basis, has only two classes of stock outstand-
ing, class A and class B, each of which is
consent stock. Class A, consisting of 500
shares, is entitled to a preference of $3 per
share, after which class B, consisting of 500
shares, is to receive $3 per share, whereupon
class A and class B are entitled to share
equally in any further distributions of earn-
ings or profits. On December 15, 1942, the
X Corporation distributes $6 per share or
$3,000 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,
is a partial distribution.

§ 29.28 (a) (6)-1 Preferential distri-
bution. (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
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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 ex-
ists if there is distributed to any share-
holder (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 share-
holders of one class of consent stock in
the aggregate more or less than their pro
rata part of a distribution as compared
with the distribution made to all the
shareholders of any other class of con-
sent stock. If such preference exists,
the entire distribution is preferential.

(b) Section 28 (a) (6) may be illus-
trated 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 out-
standing, owned in equal amounts by A, B,
and C. On December 15, 1942, the corpora-
tion 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 preferen-
tial.

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 distribu-
tion of earnings and profits. On December
15, 1942, there is distributed on the class A
stock $2 per share, or $1,000, and on the class
B stock $2 per share, or $1,000. The distri-
bution is preferential, inasmuch as the class
B stock has received more than its pro rata
share of the distribution.

§ 29.28 (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
taxable year, regardless of compliance
with other requirements of section 28,
unless at the close of such year all pre-
ferred dividends (for the taxable year
and, if cumulative, for prior taxable

years) have been paid. Whatever form
such payment takes, it must result in the
complete discharge of the obligation of
the corporation to pay such dividends.
For what constitutes payment of a divi-
dend before the close of the taxable year,
see § 29.27 (b)-2. For what constitutes
a preferred dividend see section 28 (a)
(2). A preferred dividend will be con-
sidered paid for the purposes of this re-
quirement, even though it is paid as part
of a preferential dividend as defined in
section 27 (h), and the corporation re-
ceives no credit for dividends paid In
consequence thereof.

§ 29.28 (b)-2 Liquidation of consent
stock. (a) A corporation is not entitled to
a consent dividends credit for any tax-
able 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.

Example. The X Corporation, which makes
its income tax returns on the calendar year
basis, has outstanding on January 1, 1942,
1,000 shares of class A stock, the dividend
rights of which are limited to an annual re-
turn of $6 per share. It also has outstand-
ing on that date 1,000 shares of class B
stock, which is entitled to receive the entire
amount of any distribution made of earnings
or profits within the taxable year after the
payment on class A of $6 per share. On April
1, 1942, the corporation makes a distribution
in partial liquidation, whereby five shares
of class B stock (consent stock) are canceled
or redeemed. The corporation is barred from
obtaining a consent dividends credit for the
taxable year, regardless 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 consent 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 pursuance
of a plan of, complete or partial liquida-
tion and will not prevent a corporation
from obtaining a consent dividends
credit for the taxable year.

§ 29.28 (c)-1 Amount o1 consent divi-
dends credit. (a) The consent dividends
credit forms part of the basic surtax
credit (see section 27 (b) (1). It con-
sists of the amount which the corpora-
tion would be permitted to include in its
basic surtax credit as a dividend paid if it
had distributed to each shareholder
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whose consent has been filed 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
exceed the sum of the amount 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 28 (f), 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 following exam-
ple:

Example. The X Corporation which makes
Its income tax returns on the calendar year
basis, has only one class of stock outstanding,
owned in equal amounts by A and B. It
makes no distributions during the taxable
year. Its earnings and profits for the calen-
dar year 1942 amount to $8,000, there being
at the beginning of such year no accumu-
lated earnings or profits. A and B execute
proper consents to include $5,000 each in
their gross income as a dividend received by
them on December 31, 1942. The sum of the
amount specified In the consents executed by
A and B Is $10,000, but if $10,000 had actually
been distributed by the X Corporation on
December 31, 1942, only $8,000 would have
constituted a dividend. The allowance for
dividends paid, includible in the computa-
tion of the basic surtax credit, would have
amounted to only $8,000. The consent div-
idends credit of the corporation, therefore, is
limited to $8,000.

§ 29.28 (d)-1 Making and filing of
consents. (a) A consent shall be made
in duplicate on oath or affirmation on
Form 972 in accordance with these reg-
ulations 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. 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 only 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 (see § 29.53-4) or such consent
may be made at any time not later than
one year after October 21, 1942, if the
corporation was a personal holding com-
pany for the taxable year for which the
credit is claimed. With such return, and
not later than the due date thereof, or
in the case of a personal holding com-
pany referred to in section 28 (d) (1),
within one year after October 21, 1942,
the corporation must file two duly exe-
cuted duplicate originals of each con-
senting shareholder's consent, and a
return on oath or affirmation on Form
973, or Form 973A, in the case of a per-
sonal holding company, showing by
classes the stock outstanding on the first
and last days of the taxable year, the
dividend rights of such stock, distribu-
tion made during the taxable year to
shareholders, and giving all the other
information required by the form.

(c) In the event that any consent filed
by the corporation is made by a share-
holder in the payment to whom of a
dividend in cash, on the last day of the
taxable year of the corporation, the cor-
poration would have been required 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 order;
(3) Certified check drawn on a domestic

bank, provided that the law of the place
where the bank is located does not permit
the certification to be recinded prior to
presentation;

(4) A cashier's check of a domestic bank;
or

(5) A draft on a domestic bank or a for-
eign bank maintaining a United States
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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.

§ 29.28 (d)-2 Consent distribution
must be nonprelerential. The applica-
tion of section 28 (d) (3) may be illus-
trated as follows:

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, 1942, the corporation dis-
tributes $600 to B and $100 to A. On De-
uember 31, 1942, A executes a consent to in-
clude $500 in his gross income as a taxable
dividend, though such amount is not dis-
tributed to him. The X Corporation, assum-
Ing the other requirements of section 28 have
been complied with, is entitled to a consent
dividends credit of $500. Though considered
by themselves, both the partial distribution
of $700 and the consent distribution of $500
are preferential, when considered together
they constitute a single nonpreferential dis-
tribution of $1,200.

§ 29.28 (d)-3 Overpayments and deft-
ciencies. For the refund or credit of
any overpayment, and the assessment or
collection of any deficiency referred to
in section 186 (h) of the Revenue Act
of 1942, see § 29.504-6.

§ 29.28 (e)-1 Consent and partial dis-
tributions to be considered together.
The rule provided in section 28 (e), that
a consent distribution and a partial dis-
tribution 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 applica-
ble in connection with any of the pur-
poses of chapter 1. Thus, such rule is to
be applied to determine whether a par-
tial distribution is a preferential dividend
under section 27 (h). See § 29.27 (h)-1.

§ 29.28 (f)-1 Taxability of amounts
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 taxable
on a dividend only if received from
sources within the United States, shall be
treated as a dividend so received; regard-
less of:

(1) Whether he actually so Includes it
In his return;
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(2) Whether he would have been tax-
able on all or any part of such amount as
a dividend if it had been 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 consent
dividends credit is denied the corporation
does not affect the taxability to a share-
holder whose consent has been filed of
the amount specified in his consent.
Thus, he is taxable on the full amount so
specified, though the corporation receives
no credit or a smaller credit than the sum
of the amounts specified in the consents
because the corporation has no earnings
and profits or a smaller amount of earn-
ings and profits than the sum of the
amounts specified in the consents. The
full amount specified in a shareholder's
consent which has been filed is also tax-
able to him as a dividend though a con-
sent dividends credit is denied the corpo-
ration because (1) preferred dividends
have not been paid, (2) part or all of the
consent stock has been in a state of liqui-
dation at any time during the taxable
year, (3) the distribution of which the
consent distribution is a part is preferen-
tial, (4) a consenting 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 consid-
ered as a dividend received by him from
sources within the United States, or (5)
payment has not been made as required
by section 28 (d) (5) and § 29.28 (d)-1.

§ 29.28 (g)-1 Treatment of amount
specified in consent of corporate share-
holder. From the standpoint of comput-
ing a shareholder's income for a taxable
year relative to which he has agreed to
Include a specific amount in gross In-
come, such amount is treated exactly as
though such shareholder had received in
cash a taxable dividend equal to the
amount specified in his consent. There
fore, in the case of a corporate share-
holder, such amount shall be included in
the computation of its earnings and
profits for the taxable year and its ac-
cumulated earnings and profits as of the
close of the taxable year. The effect of
a corporate shareholder's consent upon
the computation of its earnings and
profits may be illustrated as follows:

§ 29.28 (d)-2
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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 1942 has been duly made
and filed. The earnings and profits of the
X Corporation for the calendar year 1942
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 have begun the year 1942
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.

§ 29.28 (W)-I Effect on basis of stock

in hands of shareholders and capital ac-

count of corporation. The application

of sections 28 (h) and 28 () may be

illustrated by the following example:

Example. The X Corporation, which
makes its income tax returns on the calendar
year basis, has only one class of stock out-
standing, owned entirely by A and B in
equal amounts. A makes a consent to in-
clude $50 in his gross income as a dividend,
but B refuses to do so. The X Corporation
therefore distributes $50 to B in cash during
the last month of its taxable year 1942. The
consent distribution evidenced by A's con-
sent and the actual distribution to B are
treated together, as though one distribution
of $100 had been made. The earnings and
profits of the X Corporation for 1942, how-
ever amount to only $80, there being at
the beginning of such year no accumulated
earnings or profits. If, therefore, the entire
$100, which is the sum of A's consent distri-
bution and B's actual distribution, had been
actually distributed, 80 percent thereof
would have been a dividend, includible in
the X Corporation's basic surtax credit, and
20 percent a return of capital. Applying this
principle to the facts stated, the following
results are obtained:

(1) In the case of the X Corporation-
(a) Its consent dividends credit is $40,

being 80 percent of the amount specified in
A's consent;

(b) Its basic surtax credit, assuming it
has no net operating loss in the preceding
year and no bank affiliate credit, is $80, com-
posed of a consent dividends credit of $40
and an allowance for dividends paid of $40;

(c) The amount of its accumulated earn-
ings and profits as of the close of the taxable
year is zero, because of the transfer of $40
(the amount of the consent dividends credit)
from earnings and profits to capital account
and the deduction of an additional $40 on
account of dividends paid to B. If, there-
fore, in the following year the X Corporation

has no earnings and profits but nevertheless
makes a distribution to shareholders, no part
of such distribution will be a dividend, but
it will all constitute a return of capital.

(2) In the case of A-
(a) A is taxable on $50 as a dividend:
(b) The basis of his stock is increased by

$40, his pro rata share, I. e., all, of the con-
sent dividends credit.

(3) In the case of B-
(a) B is taxable on $40 as a dividend;
(b) The basis of his stock is reduced by

$10.

§ 29.35-1 Credit jor 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 fax has not been paid over to the
Government by the employer. See sec-
tion 322. 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 Fed-
eral tax purposes make separate returns,
each reporting for income tax purposes
one-half of the wages received by the
husband, each spouse is entitled to one-
half of the credit allowable for the tax
withheld at source with respect to such
wages. Similarly, if the wages of a
minor child are includible in the gross
income of a parent of such child, the
amount of income tax withheld at the
source on such wages shall be allowed
as a credit against the tax imposed upon
the parent.

(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 beginning.
IT. D. 5325, 9 '. R. 367]

ACCOUNTING PERIODS AND METHODS OF.
ACCOUNTING

§ 29.41-1 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 computa-
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tion 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 in-
come, it is to be followed with respect to
the time as of which items of gross in-
come and deductions are to be accounted
for. (See §§ 29.42-1 to 29.42-3, inclu-
sive.) If the taxpayer does not regularly
employ a method of accounting which
clearly reflects his income, the computa-
tion shall be made in such manner as in
the opinion of the Commissioner clearly
reflects it.

§ 29.41-2 Bases of computation and
changes in accounting methods. (a) Ap-
proved standard methods of accounting
will ordinarily be regarded as clearly re-
flecting income. A method of accounting
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 income shall be included in the
gross income for the taxable year in
which they are received by the taxpayer,
and deductions taken accordingly, unless
in order clearly to reflect 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 correctly re-
flect 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 §§ 29.42-2 and 29.42-3.)
On the other hand, appreciation in value
of property is not even an accrual of in-
come to a taxpayer prior to the realiza-
tion of such appreciation through sale
or conversion of the property. (But see
§ 29.22 (c)-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
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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 entered in the return.
If for any reason the basis of reporting
income subject to tax is changed, the
taxpayer shall attach to his return a
separate statement setting forth for the
taxable year and for the preceding year
the classes of items differently treated
under the two systems, specifying in par-
ticular 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 employed
in the computation of inventories (see
§§ 29.22 (c)-1 to 29.22 (c)-8, inclusive) ;
a change from the cash or accrual
method to the long-term contract
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 § 29.42-4); or a change involving
the adoption of, or a change in the use
of, any other specialized basis of com-
puting net income such as the crop basis
(see §§ 29.22 (a)-7 and 29.23 (a)-11).
Application 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 application
shall be accompanied by a statement
specifying the classes of items differently
treated under the two methods and
specifying all amounts which would be
duplicated or entirely omitted as a result
of the proposed change. Permission 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 reg-
ulations thereunder with respect to
changing to optional method of inven-
torying goods.
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(d) Section 44 contains special provi-
sions for reporting the profit derived
from the sale of property on the install-
rnent plan.

(e) The requirements in paragraphs
(a) to (d) of this section relative to a
change of accounting method are not
applicable if a taxpayer desires to adopt
the installment basis of returning in-
come, as provided in § 29.44-1, but are
applicable if a taxpayer desires to change
from such basis to a straight accrual
basis. In case where permission to make
such change is granted, the taxpayer will
be required to return as additional in-
come for the taxable year in which the
change is made all the profit not there-
tofore returned as income pertaining to
the payments due on installment sales
contracts as of the close of the preceding
taxable year.

§ 29.41-3 Methods of accounting. It
is recognized that no uniform method of
accounting can be prescribed for all tax-
payers, and the law contemplates that
each taxpayer shall adopt such forms
and systems of accounting as are in his
judgment 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
records as will enable him to do so. (See
section 54 and § 29.54-1.) Among the
essentials are the following:

(a) In all cases in which the produc-
tion, purchase, or sale of merchandise of
any kind is an income-producing factor,
Inventories of the merchandise on hand
(including finished goods, work in proc-
ess, raw materials, and supplies) should
be taken at the beginning and end of the
year and used in computing the net in-
come of the year (see section 22 (c) and
§§ 29.22 (c)-1 to 29.22 (c)-8, inclusive) ;

(b) Expenditures made during the
year should be properly classified as be-
tween capital and expense; that is to say,
expenditures for Items of plant, equip.
ment, etc., which have a useful life ex-
tending 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.

§ 29.41-4 Accounting period. The re-
turn of a taxpayer is made and his
income 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 account-
ing period of 12 months ending on the
last day of any month other than De-
cernber. 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 Com-
missioner, he has cfianged his account-
ing period. (See § 29.46-1.)

§ 29.42-1 When included in gross in-
come-(a) 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 taxpayer,
unless they are included as of a different
period in accordance with the approved
method of accounting followed by him.
(See §§ 29.41-1 to 29.41-3, inclusive.) (As
to Income from noninterest-bearing ob-
ligations issued at discount, see § 29.42-6,
and as to income from short-term obli-
gations Issued on a discount basis, see
§ 29.42-7.) If no determination of com-
pensation is had until the completion
of the services, the amount received Is
ordinarily income for the taxable year
of its determination, if the return is ren-
dered on the accrual basis; or, for the
taxable year in which received, if the
return Is rendered on the receipts and
disbursements basis. If a person sues in
one year on a pecuniary claim or for
property, and money or property is re-
covered on a judgment therefor in a later
year, income Is realized in the later year,
assuming that the money or property
would have been income in the earlier
year if then received. This is true of
a recovery for patent infringement. Bad
debts or accounts charged off subsequent
to March 1, 1913, because of the fact
that they were determined to be worth-
less, which are subsequently recovered,
whether or not by suit, constitute income
for the year in which recovered, regard-
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less of the date when the amounts were
charged off. (See § 29.23 (k)-1.) Ex-
cept as otherwise stated in this para-
graph, such items as claims for com-
pensation under canceled Government
contracts 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 rendeed 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
Settlement Act of 1944 (or the termina-
tion of any other Government 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 cash receipts and dis-
bursements, compensation for the ter-
mination shall, unless a different method
of reporting is prescribed or approved
by the Commissioner, constitute income
for the taxable year in which falls the
effective date of the termination, except
that if any part of the compensation is
attributable to cost, expenses, or losses
incurred in a subsequent year such part
of the compensation shall be returned as
income for the subsequent year.

(b) Last taxable year of decedent. If
the taxable year in which falls the date
of the death of a taxpayer began on or
after January 1, 1943, then there shall
be Included in computing net income for
such year only amounts properly in-
cludible 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 taxpayer 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 member of a partnership, his share
of the partnership income for the part-
nership year ending with its dissolution
on account 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 be changed by reason of the tax-
payer'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 partnership

used the accrual method of accounting,
its income shall be computed according
to such practice. For example, if a law
partnership keeping its books on the ac-
crual method of accounting is entitled
to certain contingent fees which are ac-
crued only upon the completion of the
cases involved, such partnership will
compute its income for the year ending
with its dissolution on account of the
death of the taxpayer without accruing,
on account of the death of the partner
at such time, any such contingent fees
in uncompleted cases. Under section 126,
any distribution by the partnership to
the estate or a beneficiary of the de-
ceased partner out of such fees will be
income to such estate or person. There
must also be included in computing net
income for the taxable year in which
falls the date of death of a taxpayer the
gain described in section 44 (d), relating
to gain upon the disposition of install-
ment obligations, except as otherwise
provided in that section. See § 29.44-5.
This amount must be included in com-
puting net income regardless of the
method of accounting followed by the
taxpayer.

Section 134 (a) of the Revenue Act
of 1942 changed the last sentence of sec-
tion 42 (a) of the Internal Revenue Code
to its present form. Prior to such change,
the last sentence of section 42 (a) pro-
vided as follows:

In the case of the death of a taxpayer there
shall be included in computing net income
for the taxable period in which falls the date
of his death, amounts accrued up to the date
of his death If not otherwise properly in-
cludible in respect of such period or a prior
period.

Section 134 (f) of the Revenue Act of
1942 provides that the change in the last
sentence of section 42 (a) shall be ap-
plicable to taxable years beginning after
December 31, 1942. Section 134 (g) of
the Revenue Act of 1942 provides that
such change shall be applicable to tax-
able years beginning before January 1,
1943, if the executor, the administrator,
or other personal representative of the
taxpayer and the persons who acquire
as beneficiaries of his estate or by rea-
son of his death his right to receive any
income make the election provided in
such section 134 (g) (see § 29.126-4) to
have the amendments made by section
134 apply to the law in effect for such
taxable years. Accordingly, if the tax-
able year in which falls the date of the
death of a taxpayer begins before Janu-
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ary 1, 1943, the provisions of the first
paragraph of this paragraph (b) are ap-
plicable only if such election has been
made. See § 29.126-4, relating to such
election and to the method of comput-
ing, and limitations with respect to,
credit or refund of any overpayment
which is a result of such election. If
such election is not made, then there
shall be included in computing net in-
come for such taxable year, in addition
to the amounts described in paragraph
(a) of this section, all amounts accrued
up to the date of the taxpayer's death
which are not otherwise properly in-
cludible in respect of such taxable year
or a prior taxable year, regardless of the
fact that the decedent may have kept
his books and made his return on the
basis of cash receipts and disbursements.
[Regs. 111, 8 F. R. 14882, as amended by T. D

5405, 9 F. R. 117361

§ 29.42-2 Income not reduced to pos-
session. 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 apart,
although not then actually reduced to
possession. To constitute receipt in such
a case the Income must be credited 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 credit-
ing on the books of the corporation does
not constitute receipt.

§ 29.42-3 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-

819592--49-21

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 in-
tended to and did follow its practice of
paying the dividends by checks mailed
so that the shareholders would not re-
ceive 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. If 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.

§ 29.42-4 Long-term contracts. In-
come 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 the term "long-term con-
tracts" means building, installation, or
construction contracts covering a period
in excess of one year from the date of
execution of the contract to the date
on which the contract is finally com-
pleted and accepted. Persons whose in-
come is derived in whole or in part from
such contracts may, as to such Income,
prepare their returns upon either of the
following bases:

(a) 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 con-
tract. There should be deducted from
such gross income all expenditures made
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during the taxable year on account of
the contract, account being taken of the
material and supplies on hand at the
beginning and end of the taxable period
for use in connection with the work un-
der the contract but not yet so applied.

(b) 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.

(c) A taxpayer may change his
method of accounting to accord with
paragraph (a) or (b) of this section only
after permission is secured from the
Commissioner as provided in § 29.41-2.

§ 29.42-5 Subtraction for redemption
of trading stamps. (a) If a taxpayer,
for the purpose of promoting his business,
issues with sales trading stamps or pre-
mium coupons redeemable in merchan-
dise or cash, he should in computing the
income from such sales subtract only the
amount which will be required for the re-
demption of such part of the total issue
of trading stamps or premium coupons
issued during the taxable year as will
eventually be presented for redemption.
This amount will be determined in the
light of the experience of the taxpayer in
his particular business and of other users
of trading stamps or premium coupons
engaged in similar businesses. The tax-
payer shall file for each of the five pre-
ceding years, or such number 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, re-
gardless of the year when such redeemed
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 taxpayer
to determine the amount to be sub-

tracted 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.

§ 29.42-6 Non-interest-bearing obli-
gations issued at discount. (a) If a tax-
payer owns any non-interest-bearing ob-
ligation issued at a discount and re-
deemable for fixed amounts increasing
at stated intervals, and if the increase
in redemption price of such obligation
occurring in the taxable year does not
constitute Income for such year under
the method of accounting used in com-
puting 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 taxable year. The
election shall apply also to all other
obligations 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-
missioner 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 con-
sidered 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 accrue
ratably between the dates on which the
redemption price changes. Thus, if two
dates on which the redemption price In-
creases fall within a taxable year and if
the redemption price increases in the
amount of 50 cents on each 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 election
applies the taxpayer owns non-interest-
bearing bonds of the prescribed character
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acquired prior thereto, he is required to
report in such year, in addition to the
increases in the redemption price actu-
ally falling within that year, the total of
the Increases in such price occurring be-
tween the date of his acquisition and the
beginning of such year.

Example. Throughout the calendar year
1945, a taxpayer who makes his income tax
returns on the calendar year basis and com-
putes his net income on the cash receipts and
disbursements basis holds the following
United States bonds:

(a) United States savings bonds having a
maturity value of $10,000, which he pur-
chased on January 1, 1938, for $7,500. The
entire increase in the redemption price of
these bonds is exempt from normal tax but
only such part of the increase as Is attribu-
table to $5,000 in principal amount (purchase
price) of such bonds is exempt from the
surtax.

(b) United States Defense savings bonds,
Series E, having a maturity value of $5,000,
which he purchased on January 1, 1942, for
$3,750. The increase in the redemption price
of these bonds is subject to both the normal
tax and the surtax.

(c) United States savings bonds, Defense
Series F, having a maturity value of $10,000,
which he purchased on January 1, 1944, for
$7,400. The increase in the redemption price
of these bonds is subject to both the normal
tax and the surtax.
The taxpayer holds no other obligations of
the type described in this section. In his
return for 1945 the taxpayer elects to treat
the increases in the redemption prices of such
bonds occurring in such year as income to
him for such year. Under this section he is
required in such return to report with respect
to such bonds $250 as subject to normal tax
and $750 as subject to surtax, determined as
follows:

Subject to Subject to
normal tax surtax

In- In- In-creases creases creases creases
prior in prior in
to 194 5 to 1945

1945 1941

Bonds acquired Jan. 1,
1938 ------------------- None None $400 $100

Bonds acquired Jan. 1,
1942 ------------------- $100 $100 100 100

Bonds acquired Jan. 1,
1944 ------------------- None 50 None 50

Total -------------- j $250 $750

In the case of the United States savings
bonds acquired on January 1, 1938, the in-
creases of $400 and $100 in the redemption
price are attributable to the principal
amount (purchase price) in excess of $5,000.

§ 29.42-7 Short - term obligations
issued 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,
issued on or after March 1, 1941, on a
discount basis and payable without in-
terest at a fixed maturity date not ex-
ceeding 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 obligation is paid at matur-
ity, sold, or otherwise disposed of. Ac-
cordingly, if a taxpayer who computes
his net income on the accrual basis pur-
chases upon issuance a United States
Treasury bill issued on or after March
1, 1941, and holds it until maturity, the
entire amount of the discount at which
the bill was originally sold accrues on
the date of maturity; and if such a tax-
payer holds a United States Treasury
bill issued on or after March 1, 1941, 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 includi-
ble only in the gross income for the tax-
able year in which the taxpayer sells or
otherwise disposes of the bill or receives
payment at maturity. For examples il-
lustrating rules for computation of in-
come from sale or other disposition of
obligations of the type described in this
section, see B 29.117-1.

§ 29.43-1 '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 taxpayer de-
sires 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 in-
curred," he shall attach to his return
a statement setting forth his request for
consideration of the case by the Commis-
sioner together with a complete state-
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ment of the facts upon which he relies.
However, in his income tax return he
shall take the deductions 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 Reve-
nue Code, and the taxpayer will be ad-
vised as to the period for which the de-
duction or credit is properly allowable.

In any case in which, owing to mone-
tary, exchange, or other restrictions im-
posed by a foreign country, an amount
otherwise constituting gross income for
the taxable year from sources without
the United States is not includible in
gross income of the taxpayer for that
year, the deductions and credits charged
against the amount so restricted shall
be deemed to have been "paid or accrued"
or "paid or Incurred" proportionately in
any subsequent taxable year In which
such amount or portion thereof Is includ-
ible in gross income. See § 29.131-6 for
the treatment of foreign income tax im-
posed with respect to such amount as a
basis of credit for foreign income tax
in such cases.

(b) The provisions of paragraph (a)
of this section are in general applicable
with respect to the taxable year during
which the taxpayer dies if such taxable
year begins on or after January 1, 1943.
However, if the taxpayer followed the
accrual method of accounting, there
shall be included in computing net in-
come for such year no amount accrued
solely by reason of his death other than
his distributive share of the losses of a
partnership for the year ending with the
dissolution of the partnership on account
of his death. No change in the account-
ing practice of the partnership shall be
made because of the taxpayer's death
when the income and losses of the part-
nership are computed for the year end-
ing with the dissolution of the partner-
ship on account of the partner's death.

(c) Section 134 (b) of the Revenue Act
of 1942 changed the last sentence of sec-
tion 43 of the Internal Revenue Code to
its present form. Prior to such change,
the last sentence of section 43 read as
follows:

In the case of the death of a taxpayer there
shall be allowed as deductions and credits
for the taxable period in which falls the
date of his death, amounts accrued up to the
date of his death (except deductions under
section 23 (o) if not otherwise properly

allowable in respect of such period or a
prior period.

(d) Section 134 f) of the Revenue Act
of 1942 provides that the change in the
last sentence of section 43 shall be appli-
cable to taxable years beginning after
December 31, 1942. Section 134 (g) of
the Revenue Act of 1942 provides that
such change shall be applicable to tax-
able years beginning before January 1,
1943, if the executor, the administrator,
or other personal representative of the
taxpayer and the persons who acquire
as beneficiaries of his estate or by reason
of his death his right to receive any in-
come make the election provided in such
section 134 (g) (see § 29.126-4) to have
the amendments made by section 134
apply to the law in effect for such taxable
years. Accordingly, if the taxable year
in which falls the date of the death of
a taxpayer begins before January 1, 1943,
the provisions of the first paragraph
of this paragraph are applicable only
if such election has been made. See
§ 29.126-4, relating to such election and
to the method of computing, and limita-
tions with respect to, credit or refund
of any overpayment which is a result of
such election. If such election is not
made, then there shall also be allowed as
deductions and credits for such taxable
year, in addition to the amounts de-
scribed in paragraph (a) of this section,
all amounts (except deductions under
section 23 (o)) accrued up to the date
of the taxpayer's death which are not
otherwise allowable with respect to such
taxable year or a prior taxable year,
regardless of the fact that the decedent
may have been required to keep his books
and make his return on the basis of cash
receipts and disbursements.

§ 29.43-2 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 return. The
expenses, liabilities, or deficit of one year
cannot be used to reduce the income of
a subsequent year. A taxpayer has the
right to deduct all authorized allow-
ances, and it follows that if he does not
within any year deduct certain of his
expenses, losses, interest, taxes, or other
charges, he cannot deduct them from the
income of the next or any succeeding
year. It is recognized, however, that
particularly in a going business of any
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magnitude there are certain overlapping
items both of Income and deduction, and
so long as these overlapping items do
not materially distort the income they
may be included in the year in which
the taxpayer, pursuant to a consistent
policy, takes them into his accounts.
Judgments or other binding adjudica-
tions, such as decisions of referees and
boards of review under workmen's com-
pensation laws, on account of damages
for patent infringement, personal in-
juries, or other cause, are deductible
from gross income when the claim is
so adjudicated or paid, unless taken
under other methods of accounting
which clearly reflect the correct deduc-
tion, less any amount of such damages
as may have been compensated for by
insurance or otherwise. If subsequent 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 amended 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 deduct such loss in the
original return. (See section 322.) A
loss from theft or embezzlement occur-
ring in one year and discovered in an-
other is ordinarily deductible for the
year in which sustained.

§ 29.44-1 Sale of personal property on
installment plan. (a) Dealers in per-
sonal property ordinarily sell either for
cash or on the personal credit of the
purchaser or on the installment plan.
Dealers who sell on the installment plan
usually adopt one of four ways of pro-
tecting themselves 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 imme-
diately, 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-
ing performance of the contract and sub-
ject to its provisions.

(b) The general purpose and effect be-
ing the same in all of these cases, the

same rule is uniformly applicable. The
general rule prescribed is that a person
who regularly sells or otherwise disposes
of personal property on the installment
plan, whether or not title remains in the
vendor until the property is fully paid
for, may return as income therefrom in
any taxable year that proportion of the
installment payments actually received
in that year which the total or gross

-profit (that is, sales less cost of goods
sold) realized or to be realized when the
property is paid for, bears to the total
contract price. Thus, the income of a
dealer in personal property on the in-
stallment plan may be ascertained by
taking as income that proportion of the
total payments received in the taxable
year from installment sales (such pay-
ments being allocated to the year against
the sales of which they apply) which the
total or gross profit realized or to be real-
ized on the total installment sales made
during each year bears to the total con-
tract price of all such sales made during
that respective year. No payments re-
ceived in the taxable year shall be ex-
cluded in computing the amount of in-
come to be returned on the ground that
they were received under a sale the total
profit from which was returned as income
during a taxable year or years prior zo
the change by the taxpayer to the install-
ment basis of returning income. But
in the case of any taxpayer who, by an
original return made prior to February
26, 1926, changed the method of report-
ing his net income for the taxable year
1924 or any prior taxable year to the in-
stallment basis, see section 705 of the
Revenue Act of 1928. Deductible items
are not to be allocated to the years in
which the profits from the sales of a par-
ticular year are to be returned as in-
come, but must be deducted for the tax-
able year in which the items are "paid or
incurred" or "paid or accrued," as pro-
vided by sections 43 and 48. A dealer
who desires to compute his income on
the installment basis shall maintain
books of accounts in such a manner as
to enable an accurate computation 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 prop-
erty (other than property of a kind which
should properly be included in inven-
tory) may be reported on the installment
basis only if (1) the sale price exceeds
$1,000 and (2) the initial payments do
not exceed 30 percent of the selling price.
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(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
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 repossessed and the basis in
the hands of the vendor of the obliga-
tions of the purchaser which are so sat-
isfied, discharged, or applied, with proper
adjustment for any other amounts real-
ized or costs incurred In connection with
the repossession. (See also § 29.44-5.)
The basis in the hands of the vendor of
the obligations of the purchaser satis-
fied, discharged, or applied upon the re-
possession of the property shall be the
excess of the face value of such obliga-
tions over an amount equal to the income
which would be returnable were the ob-
ligations paid in full. No deduction for
a bad debt shall in any case be taken
on account of any portion of the obliga-
tions of the purchaser which are treated
by the vendor as not having been satis-
fied, discharged, or applied upon the re-
possession, unless it is clearly shown that
after the property was repossessed 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-
possession. (See also § 29.23 (k)-1.) If
the property repossessed is bid in by the
vendor at a lawful public auction or ju-
dicial sale, the fair market value of the
property shall be presumed to be the
purchase or bid price thereof in the ab-
sence of clear and convincing proof to
the contrary. The property repossessed
shall be carried on the books of the ven-
dor 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-
bursement basis, such a course is per-
missible.
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§ 29.44-2 Sale of real property involv-
ing deferred payments. (a) Under sec-
tion 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 out-
set, but only after alf or a substantial
portion of the selling price has been paid,
and (2) sales in which there Is an im-
mediate transfer of title, the vendor be-
ing 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, as follows:

(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 In-
debtedness of the purchaser during the
taxable year in which the sale is made
exceed 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 the 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 pay-
ments" or of the "total contract price,"
as those terms are used in section 44,
in §§ 29.44-1 and 29.44-3, 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
purchase price is to be paid in a lump
sum in a later year, there being no pay-
ment during the first year, the income
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may not be returned on the installment
basis. Income may not be returned on
the installment 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.

§ 29.44-3 Sale of real property on in-
stallment plan. (a) In transactions in-
cluded in § 29.44-2 (a) (1) the vendor
may return as income from such transac-
tions in any taxable year that proportion
of the installment payments actually re-
ceived 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 returning
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 mea-
sured by the difference between the fair
market value of the property reacquired
(including the fair market value of any
fixed improvements placed on the prop-
erty by the purchaser) and the basis in
the hands of the vendor of the obliga-
tions of the purchaser which are so satis-
fied, discharged, or applied, with proper
adjustment for any other amounts real-
ized or costs incurred in connection with
the reacquisition. (See also § 29.44-5.)
The basis in the hands of the vendor of
the obligations of the purchaser satisfied,
discharged, or applied upon the reacqui-
sition of the property will 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 ac-
count 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 reacqui-
sition of the property, unless it is clearly
shown that after the property was re-
acquired 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 reacquisition. (See § 29.23 (k)-
1.) If the property reacquired is bid
in by the vendor at a foreclosure 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. If
the property reacquired is subsequently
sold, the basis for determining gain or
loss is the fair market value of the prop-
erty at the date of reacquisition (includ-
ing the fair market value of any fixed
improvements placed on the property by
the purchaser).

(c) 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-
missible, and the sales will be treated a
deferred-payment sales not on the in-
stallment plan.

§ 29.44-4 Deferred-payment sale of
real property not on installment plan.
(a) In transactions included in § 29.44-2
(a) (2), the obligations of the purchaser
received by the vendor are to be consid-
ered as the equivalent of cash to the
amount of their fair market value in
ascertaining 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 (a) 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 reposses-
sion of fixed improvements placed on the
property by the purchaser and (b) the
sum of the profits previously returned
as income in connection therewith and
an amount representing what would
have been a proper adjustment for ex-
haustion, wear and tear, obsolescence,
amortization, and depletion of the prop-
erty during 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 year in which the property is
repossessed, and the basis of the prop-
erty 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 repossession, of fixed improvements
placed on the property by the purchaser.
If the vendor has previously transferred
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title to the purchaser, and the purchaser
defaults 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, includ-
ing the fair market value of fixed im-
provements placed on the propierty 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 satis-
fied (generally, such basis being the fair
market value of such obligations pre-
viously recognized in computing income),
the excess constitutes 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 collectible, except that if the obliga-
tions satisfied are securities (as defined
in section 23 (k) (3) and section 117 (f)),
any gain or loss resulting from the trans-
action is a capital gain or loss subject to
the provisions of section 117. 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
fair market value of the fixed improve-
ments placed on the property by the pur-
chaser. See § 29.23 (k)-3 with respect
to property reacquired in a foreclosure
proceeding.

(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 ex-
cess. Gain or loss is realized when the
obligations are disposed of or satisfied,
the amount being the difference between
the reduced basis as provided above and
the amount realized therefor. Only in
rare and extraordinary cases does prop-
erty have no fair market value.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 5458, 10 F. R. 73351

§ 29.44-5 Gain or loss upon disposition
of installment obligations. (a) The en-
tire amount of gain or loss resulting from
the disposition or satisfaction of Install-
ment obligations, computed in accord-
ance with section 44 (d), is recognized
under the Internal Revenue Code unless
the disposition is within one of the ex-

ceptions made by the Code. Such an
exception is provided in section 44 (d)
with respect to distributions under sec-
tion 112 (b) (6), and in section 112 (b)
(4) and (5) with respect to exchanges.

(b) The application of section 44 (d)
may be illustrated by the following
examples:

Example (1). In 1940 the M Corporation
sold a piece of unimproved real estate to B
for $20,000. The company acquired the prop-
erty in 1918 at a cost of $10,000. During 1940
the company received $5,000 cash and yen-
dee's notes for the remainder of the selling
price, or $15,000, payable in subsequent
years. In 1942, before the vendee made any
further payments, the company sold the
notes for $13,000 in cash. The corporation
makes its returns on the calendar year basis.
The income to be reported for 1942 is $5,500,
computed as follows:
Proceeds of sales of notes --------- $13, 000
Selling price of property-.. $20, 000
Cost of property ----------- 10, 000

Total profit ----------- 10,000
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, 000
Amount of income return-

able were the notes satis-
fied in full, 50 percent of
$15,000 ------------------ 7,500

Excess of face value of notes
over amount of Income
returnable were the notes
satisfied in full ----------------- 7, 500

Taxable income to be
reported for 1942 ---------- 5, 500

Example (2). Suppose in the example
given above the M Corporation, Instead of
selling the notes, distributed them in 1942
to its shareholders as a dividend, and at
the time of such distribution the fair mar-
ket value of the notes was $14,000. The In-
come to be reported for 1942 is $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) --------- 7,500

Taxable income to be reported
for 1942 -------------------- 6, 500

(c) If the taxpayer, referred to in the
above examples (1) and (2) as Corpora-
tion M, had been an individual, the tax-
able income to be reported, shown above
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as $5,500 and $6,500, respectively, would
have been limited to 50 percent thereof
by section 117 (b), the real estate having
been held for more than 6 months prior
to its sale in 1940. See also section 117
(c).

(d) 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 Com-
missioner a bond on Form 1132 condi-
tioned upon the retvjrn as income, by
any person receiving 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 and received
such payment. The bond shall be sub-
ject to the approval of the Commissioner,
shall be in an amount sufficient in his
judgment to insure collection of the tax
resulting from the fulfillment of the con-
ditions 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 corporation 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.

(e) See section 117 as to the limitation
on capital losses sustained by corpora-
tions and the limitation as to both cap-
ital gains and capital losses of individ-
uals.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5334, 9 F. R. 2434]

§ 29.45-1 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 In-
ternal Revenue Code or these regula-
tions), irrespective of the place where
organized, where operated, or where its
trade or business Is conducted, and re-
gardless of whether domestic or foreign,

819592-49-22

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 indi-
vidually or otherwise, and regardless of
the place where carried on.

(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 in-
come or deductions have been arbitrarily
shifted.

(4) The term "controlled taxpayer"
means any one of two or more organiza-
tions, trades, or businesses owned or
controlled 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, transac-
tion, 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 item or ele-
ment 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. The purpose
of section 45 is to place a controlled tax-
payer on a tax parity with an uncon-
trolled taxpayer, by determining, accord-
ing to the standard of an uncontrolled
taxpayer, the true net income from the
property and business of a controlled
taxpayer. The interests controlling a
group of controlled taxpayers are as-
sumed to have complete power to cause
each controlled taxpayer so to conduct
its affairs that Its transactions and ac-
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counting records truly reflect the net In-
come 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 under-
stated, the statute contemplates that the
Commissioner shall intervene, and, by
making such distributions, apportion-
ments, or allocations as he may deem
necessary of gross income deductions,
credits, or allowances or of any item or
element affecting net Income, between or
among the controlled taxpayers consti-
tuting the group, shall determine the
true net income of each controlled tax-
payer. The standard to be applied in
every case Is that of an uncontrolled
taxpayer dealing at arm's length with
another uncontrolled taxpayer.

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
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.

Section 45 grants no right to a con-
trolled taxpayer to apply its provisions
at will, nor does it grant any right to
compel the Commissioner to apply such
provisions. It is not Intended (except in
the case of the computation of consoli-
dated net Income under a consolidated
return) to effect in any case such a dis-
tribution, apportionment, or allocation
of gross income, deductions, credits, or
allowances, or any item of gross income,
deductions, credits, or allowances, as
would produce a result equivalent to a
computation of consolidated net Income
under section 141.

(c) Application. Transactions between
one controlled taxpayer and another will
be subjected to special scrutiny to ascer-
tain whether the common control Is be-
ing used to reduce, avoid, or escape
taxes. In determining the true net in-
come of a controlled taxpayer, the Com-
missioner Is not restricted to the case of
Improper accounting, to the case of a
fraudulent, colorable, or sham transac-
tion, or to the case of a device designed
to reduce or avoid tax by shifting or
distorting Income, deductions, credits, or
allowances. The authority to determine
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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 tax-
payer in the conduct of his affairs been
an uncontrolled taxpayer dealing at
arm's length with another uncontrolled
taxpayer.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5426, 10 F. R. 24]

§ 29.46-1 Change of accounting pe-
riod. If a taxpayer (other than a sub-
sidiary corporation required to change
Its accounting period by reason of the
provisions of § 23.14 of this chapter or
26 CFR, 1943 Cum.-Supp., 33.14) changes
his accounting period he shall, prior to
the expiration of 30 days from the close
of the fractional part of the year for
which a return would be required to ef-
fect the change, furnish to the collector,
for transmission to the Commissioner,
the information required on Form 1128.
However, if the fractional part of the
year for which a return would be re-
quired to effect the change ends after
July 31, 1943, such taxpayer shall, before
using the new period for income tax
purposes, secure the consent of the Com-
missioner, and application for permission
to change the accounting period shall be
made direct to the 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 required to
effect the change. If a change of ac-
counting period of a subsidiary is re-
quired for income tax purposes under
§ 23.14 of this chapter or for excess
profits tax purposes under 26 CFR, 1943
Cum. SupP., 33.14, the information re-
quired on Form 1128 shall be furnished
by the subsidiary at or before the time of
filing the consolidated income tax re-
turn or the consolidated excess profits
tax return, as the case may be. For the
due date of returns for fractional parts
of a year see § 29.53-1. Where a timely
application is made to compute the net
Income of an Individual taxpayer upon
the basis of the same accounting period
as that of such individual's spouse, per-
mission so to compute net Income will be
granted even though such permission
will allow the individual and his spouse
to reduce their taxes by taking advantage
of section 12 (d) (the so-called "income
splitting" provision) through the filing
of a Joint return, so long as no other
reason appears which is considered suffl-

§ 29.46-1

HeinOnline --  CFR, 1949 316 1949



Chapter I-Bureau of Internal Revenue

cient by the Commissioner for denying
such permission. If the change is ap-
proved by the Commissioner, the tax-
payer shall thereafter make his returns
and compute his net income upon the
basis of the new accounting period. (See
section 47.)
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5614, 13 P. R. 2658]

§ 29.47-1 Returns for periods of less
than 12 months. No return can be made
for a period of more than 12 months. A
separate return for a fractional part of
a year is therefore required wherever
there is a change, with the approval of
the Commissioner, in the basis of com-
puting net income from one taxable year
to another taxable year. The periods to
be covered by such separate returns in
the several cases are stated in section 47
(a). The requirements 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 tax-
able year closing at the same time, ex-
cept as otherwise provided in §§ 29.53-1,
29.56-1, 29.217-1, 29.218-1, 29.235-1, and
29.236.1. If, for taxable years beginning
after December 31, 1941, and before Jan-
uary 1, 1944, a return is made for a frac-
tional part of a year, except where a re-
turn is made for a period of less than 12
months by reason of a change in account-
ing period, the personal exemption and
credit for dependents shall be reduced to
that proportion of the full credit which
the number of months in the period for
which the return is made bears to 12
months. If, for taxable years beginning
after December 31, 1943, and before Jan-
uary 1, 1946, a return is made for a frac-
tional part of a year resulting from the
termination by the Commissioner under
section 146 of the taxable period, the nor-
mal-tax exemption and the surtax
exemptions shall be reduced to that pro-
portion of the full normal-tax exemption
(in the case of the normal tax) and the
full surtax exemptions (in the case of the
surtax) which the number of months in
the period for which the return is made
bears to 12 months, but such exemptions
shall not be reduced for a fractional part
of a year otherwise resulting. If, for
taxable years beginning after December
31, 1945, such a return is made, the
exemptions for normal tax and surtax
shall be similarly reduced. A return is
required in the case of every taxable year

beginning before January 1, 1946, which
is a period of less than 12 months, if the
gross income for such taxable year is
greater than the personal exemption or
the normal-tax exemption, as the case
may be, for such taxable year as so re-
duced. A return is required in the case
of every taxable year beginning after
December 31, 1945, which Is a period of
less than 12 months, if the gross income
for such taxable year is greater than one
exemption for normal tax and surtax as
so reduced. In the case of a return by a
corporation for a fractional part of a year
the credit provided by section 26 (e) for
the income of the corporation subject to
excess profits tax, for taxable years be-
ginning before January 1, 1944, is con-
sidered the amount of which the excess
profits tax of the corporation imposed for
the taxable year computed without re-
gard to the tax deferment under section
710 (a) (5) is 90 percent, and for taxable
years beginning after December 31, 1943,
and before January 1, 1946, the amount
of which such excess profits tax so com-
puted is 95 percent. As to the definition
of tax imposed for taxable years begin-
ning before January 1, 1946, see section
26 (e). For treatment of taxable years
beginning in 1945 and ending in 1946, see
§ 29.108-2. In the case of a corporation
whose excess profits tax for a taxable year
of less than 12 months is computed under
sections 721, 726, 731, or 736 (b), the
credit provided by section 26 (e) shall be
computed as provided in that section.
(See § 29.26-4.) For the computation
of such credit in case the net income
of the corporation is placed on an an-
nual basis, see § 29.47-2.

The return of a decedent for the tax-
able year in which falls the date of his
death is a return for the period during
which he was alive.
[Regs. 111, 8 P. R. 14882, as amended by T. D.
5373, 9 F. R. 5502, T. D. 5458, 10 F. R. 7335,
T. D. 5517, 11 F. R. 65321

§ 29.47-2 Returns for period of less
than 12 months on account of a change
in accounting period-W(a) Net income
placed on annual basis and tax computed
thereon. (1) In the case of a return for a
period of less than 12 months on account
of a change in accounting period, section
47 (c) provides that the net income com-
puted 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
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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 correspond
to the amount of dividends received in-
cluded 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 interest as increased
when such amount is placed on an an-
nual basis as part of the net income
which is placed on an annual basis. If
the corporation computes its excess
profits tax under section 711 (a) (3) (A),
the credit provided in section 26 (e) for
the adjusted excess profits net income
of the corporation is determined with
the excess profits net income placed on
an annual basis under such section 711
(a) (3) (A). The credit for the ad-
justed excess profits net income so de-
termined on an annual basis is applied
against the net income after such net
income has been placed on an annual
basis.

(3) If the corporation computes its
excess profits tax under section 711 (a)
(3) (B), the credit provided in section 26
(e) is computed for taxable years begin-
ning prior to January 1, 1944, as the
amount of which the tax of the corpora-
tion imposed for the short period and
computed under section 711 (a) (3) (B)
without regard to the tax deferment un-
der section 710 (a) (5) is 90 percent, and
for taxable years beginning after Decem-
ber 31, 1943, and before January 1, 1946,
the amount of which such excess profits
tax so computed is 95 percent. As to the
definition of tax imposed, see section 26
(e). In the case of a corporation whose
excess profits tax for a taxable year of
less than 12 months is computed under
section 721, 726, 731, or 736 (b), the
credit provided by section 26 (e) shall be
computed as provided In that section.
(See § 29.26-4.) This adjusted excess
profits net Income is placed on an an-
nual basis by multiplying by 12 and di-
viding by the number of months in the
short period, and the credit for the ad-
Justed excess profits net income so de-
termined on an annual basis is applied
against the net Income after such net

income has been placed on an annual
basis.

(4) The following examples Illustrate
the application of this paragraph:

Example. (1). A citizen of the United
States made a return for a 10-month period
ended October 31, 1942, on account of a
change in accounting period. His net in-
come including his earned net income for
such 10-month period was $10,000 and his
earned net income for such period was
$4,000. He was entitled to a personal ex-
emption of $1,200 but not to a credit for
dependents. His tax for the period is $2,-
412.67, 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: Personal exemption ------- 1,200.00

Surtax net income ---------- 10, 800.00
Earned net income for'

10-month period -- $4, 000.00
Multiplied by 12 --- 48,000.00

Earned net income
on annual basis
($48,000--10)___ 4, 800.00

Subtracting: Earned I n c o m e
credit (10 percent of $4,800)-- 480.00

Net income subject to normal tax 10, 320.00
Normal tax (6 percent of $10,320) - 619.20
Surtax on $10,800 --------------- 2,276.00

Total tax on annual basis_--_ 2,895.20
Amount of tax for period

($2,895.20 X'1/2) -------------- 2,412.67

Example (2). The X Corporation made
a return for the 8-month period ended Au-
gust 31, 1942, on account of a change in ac-
counting period. The net income of the
corporation for such 8-month period was
$72,000, including $4,000 interest on obliga-
tions of the United States described in
section 26 (a) and $12,000 in dividends from
a domestic corporation, for which the credit
provided in section 26 (b) is applicable. The
adjusted excess profits net Income of the
corporation for such period was $27,375, com-
puted after the excess profits net income
for such period was placed on an annual
basis under section 711 (a) (3) (A), and its
excess profits tax computed under such

/ 243
section was $16,402.50 x 90 percent of

$27,375). The tax for the 8-month period is
$16,460, computed as follows:
Net income for 8-month period --- $72, 000
Multiplied by 12 ---------------- 864, 000
Net income on annual basis

($864,000-8) ------------------ 108,000
Less: Adjusted excess profits net in-

come ------------------------- 27,375

Remainder ------------------- 80, 625
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Dividends received, sub-
ject to the credit pro-
vided in section 26 (b)-- $12, 000

Multiplied by 12 --------- 144,000
Dividends received placed on

annual basis($144,000-8) - 18, 000
Subtracting: Credit provided in

section 26 (b) for dividends re-
ceived (85 percent of $18,000) --- $15,300

Surtax net income ............
Interest on United States

obligations subject to
credit provided in section
26 (a) ----------------- $4,000

Multiplied by 12 ---------- 48, 000
Subtracting: Credit provided in

section 26 (a) for interest placed
on annual basis ($48,000.-8) ------

Normal tax net Income --------
Normal tax on $59,325
Surtax on $65,325

65,325

6,000
59,325
14,238
10,452

Total tax on annual basis ---- 24, 690
Amount of tax for period ($24,690 X

y12) ---------- 16,460

If it had been assumed that the corpora-
tion had applied for the benefits of section
711 (a) (3) (B), and that the excess profits
tax of the corporation was reduced under
that section to $11,250, then in the above
computations the credit for the adjusted
excess profits net income of the corporation,
applied against the $108,000 net income (as
placed on an annual basis), would not be
$27,375, the amount computed upon the
application of section 711 (a) (3) (A), but
would be $18,760, the adjusted excess profits
net income computed on the basis of the
excess profits tax determined under section
711 (a) (3) (B) and placed on an annual
basis. The computation is as follows:
Excess profits tax for short period--- $11,250
Adjusted excess profits net income

for short period (amount of which
excess profits tax is 90 percent, or

100
;0- X$11,250) -------------------- 12,500

Multiplied by 12 --------------- 150,000
Adjusted excess profits net income

on annual basis ($150,000-8) ... 18,750

(b) Tax for short period determined
by annual income., (1) If the taxpayer
applies 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 greater 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 re-
ferred 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 the taxpayer is a corporation which
has distributed substantially all its assets
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 dis-
tributes so much of the assets used in
its business that it cannot resume its
customary operations with the remain-
ing 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 in comput-
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 partnership end-
ing after such 12-month period. In the
case of a corporation, the credit provided
by section 26 (e) for the adjusted ex-
cess profits net income of the corporation
is computed for taxable years beginning
prior to January 1, 1944, as the amount
of which the excess profits tax imposed
for such 12-month period, computed
without regard to the tax deferment un-
der section 710 (a) (5), is 90 percent, and
for taxable years beginning after De-
cember 31, 1943 and before January 1,
1946, the amount of which such excess
profits tax so computed is 95 percent. In
the case of a corporation whose tax is
computed under sections 721, 726, 731, or
736 (b), the credit provided by section
26 (e) shall be computed as provided in
that section. See § 29.26-4. The excess
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profits tax imposed for such 12-month
period shall be computed as provided in
section 26 (e), and is the excess profits
tax for the short period plus, for any
taxable year which includes only part
of such 12-month period, such part of
the excess profits tax for such taxable
year as is allocable to the part of the
12-month period included in such tax-
able year. The excess profits tax for
such a taxable year may, in general, be
allocated to the 12-month period In such
proportion as the excess profits net in-
come computed for the part of the 12-
month period included in the taxable
year is of the excess profits net income
computed for the taxable year. How-
ever, if some other method of apportion-
ment will more clearly reflect the portion
of the excess profits tax which is attrib-
utable to the part of the 12-month period
included in the taxable year, such other
method shall be used.

(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 includes only part of the 12-
month period, the taxpayer, subject to
review by the Commissioner, shall ap-
portion such item to the 12-month period
in such manner as will most clearly re-
flect the income for the 12-month period.
In the case of a taxpayer permitted 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 en-
tire taxable year. For example, the 12-
month period of a corporation, engaged
in the sale of merchandise, which has a
short period from January 1, 1942, to
September 30, 1942, is the calendar year
1942. The 3-month period October 1,
1942, to December 31, 1942, is a part of
the fiscal year ending September 30, 1943.
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, 1943, as the gross
receipts from sales for such 3-month
period are of the gross receipts from sales
for the entire fiscal year. The Commis-
sioner may, in granting permission to a
taxpayer to change its accounting period,
require as a condition to granting the
change that, if the taxpayer is to obtain
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the benefits of section 47 (c) (2), it shall
take a closing inventory upon the last
day of the 12-month period. Such clos-
ing 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 income
for the taxable year in which such in-
ventory 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 in-
come 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) In computing the tax of a corpora-
tion for the short period without placing
its net income on an annual basis, the
adjusted excess profits net income of the
corporation is, for the purpose of de-
termining the credit under section (26)
(e) for taxable years beginning prior to
January 1, 1944, the amount of which the
excess profits tax of the corporation im-
posed for the short period computed
without regard to the tax deferment un-
der section 710 (a) (5) is 90 percent, and
for taxable years beginning after De-
cember 31, 1943, and before January 1,
1946, the amount of which such excess
profits tax so computed is 95 percent. As
to the definition of tax imposed, see sec-
tion 26 (e). In the case of a corporation
whose tax is computed under section 721,
726, 731, or 736 (b), the credit provided
by section 26 (e) shall be computed as
provided in that section. See § 29.26-4.

(6) The following examples illustrate
the application of section 47 (c) (2):

Example (1). The facts are the same as
in example (1) in paragraph (a) of this sec-
tion. In the period from November 1, 1942,
to December 31, 1942, the taxpayer has $1,000
net income, all of which is earned income.
The net income for the 12-month period
from January 1, 1942, to December 31, 1942,
including the earned net income for such
period, Is, therefore, $11,000, of which $5,000
is earned income. The taxpayer files an ap-
plication under the provisions of paragraph
(c) of this section for a reduction of his tax
to an amount computed on the basis of his
actual net income for the 12-month period
from January 1, 1942, to December 31, 1942.
His tax is reduced to $2,292.73, computed as
follows:
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Net income for 12-month period
January 1, 1942, to December
31, 1942 -------------------- $11,000.00

Less: Personal exemption ------- 1,200.00

Surtax net income -------- 9,800.00
Less: Earned income credit (10

percent of $5,000) ---------- 500.00

Net income subject to normal
tax ------------------------- 9,300.00

Normal tax (6 percent of $9,300)_ 558.00
Surtax on $9,800 --------------- 1,964.00

Total tax on annual income- 2,522.00
Net income for 10-

month period Jan-
uary 1, 1942, to Oc-
tober 31, 1942 --- $10,000.00

Net income for 12-
month period Jan-
uary 1, 1942, to De-
cember 31, 1942-.. 11,000.00

Amount of tax for 10-month

period i0,000 X $2,522) 2,292.73pe io -1,6-50 I ......-

The amount of tax that would be due if
the income for the short period were not
placed on an annual basis is $2,256, com-
puted as follows:

Net income for 10-month period
January 1, 1942, to October 31,
1942 ---------------------- $10,000.00

Less: Personal exemption

(-4 X$1,200 ) -------------- 1,000.00

Surtax net income ---------- 9,000.00
Less: Earned income credit (10

percent of $4,000) ------------- 400.00

Net income subject to normal
tax ------------------------- 8,600.00

Normal tax (6 percent of $8,600) - 516.00
Surtax on $9,000 --------------- 1,740.00

Total tax period ----------- 2,256.00

Since the tax for the short period com-
puted under section 47 (c) (2) by reference
to the actual income for the 12-month pe-
riod, or $2,292.73, is greater than the tax that
would be due if the income for the short
period were not placed on an annual basis,
or $2,256, the tax for the short period is re-
duced to $2,292.73, 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 paragraph, except
that during the period from November 1,
1942, to December 31, 1942, the taxpayer has
no income, but has deductible business ex-
penses of $1,000. His net income for the 12-
month period from January 1, 1942, to De-
cember 31, 1942, including his earned net
income, is, therefore, $9,000, of which $4,000

f Internal Revenue § 29.47-2

is earned income. The taxpayer files an ap-
plication under paragraph (c) of this section
for a reduction of his tax under the pro-
visions of section 47 (c) (2). The tax com-
puted on the basis of the net income for the
period from January 1, 1942, to October 31,
1942, without placing such net income on an
annual basis is $2,256 (see example (1)).
The tax computed under section 47 (c) (2)
by reference to the actual net Income for the
12-month period from January 1, 1942, to
December 31, 1942, is $2,062.22, computed as
follows:

Net income for 12-month period
January 1, 1942, to December
31, 1942 -------------------- $9,000.00

Less: Personal exemption -------- 1,200.00

Surtax net income ---------- 7, 800.00
Less: Earned income credit (10

percent of $4,000) ------------- 400.00

Net income subject to normal tax- 400.00
Normal tax (6 percent of $7,400)_ 444.00
Surtax on $7,800 --------------- 1,412.00

Total tax on annual income_- 1,856.00
Net income for 10-

month period Janu-
ary 1, 1942, to Octo-
ber 31, 1942 ------- $10,000.00

Net Income for 12-
month period Janu-
ary 1, 1942, to De-
cember 31, 1942-.... 9,000.00

Amount of tax for 10-month pe-

riod (' 0 0  1 X $1,856)- 2, 062.22

Since the tax computed on the basis of the
net income for the short period without
placing such net income on an annual basis,
or $2,256, is greater than $2,062.22, the tax
computed by reference to the actual net in-
come for the 12-month period, the tax for
the short period under section 47 (c) (2) is
$2,256.

Example (3). The facts are the same as
in example (2) in paragraph (a) of this sec-
tion. The taxpayer applies to have its tax
reduced under the provisions of section 47
(c) (2). During the 4-month period from
September 1, 1942, to December 31, 1942, 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 inter-
est on obligations of the United States de-
scribed in section 26 (a), and its excess
profits net income computed for such 4-
month period is $12,000. The net income for
the 12-month period from January 1, 1942,
to December 31, 1942, 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
section 26 (a) amounts to $5,000. The excess
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profits tax for the short period is $16,402.50.
The excess profits tax for the taxable year
from September 1, 1942, to August 31, 1943,
which includes the last four months of the
12-month period, is $43,200, and the excess
profits net income for such period is $96,000.
The tax for the short period is reduced under
section 47 (c) (2) to $15,489.61, computed as
follows:

Net income for 12-month period
January 1, 1942, to December
31, 1942 -------------------- $88,000.00

Excess profits tax for
8-month period
January 1, 1942, to
August 31, 1942.... $16,402.50

Excess profits tax for
fiscal year Septem-
ber 1, 1942, to Au-
gust 31, 1943 ---- 43,200.00

Excess profits net in-
come for period
September 1, 1942,
to December 31,
1942 -------------- 12,000.00

Excess profits net in-
come for fiscal year
September 1, 1942,
to August 31, 1943- 96, 000.00

Portion of excess
profits tax allocable
to period Septem-
ber 1, 1942, to De-
cember 31, 1942

(MOX $43,200 ) __ 5, 400. CO

Excess profits tax im-
posed for 12-month
period January 1,
1942, to December

31,1942($16,402.50+
$5,400.00) --------- 21,802.50

Subtracting: Adjusted e x c e s s
profits net income for 12-month
period January 1, 1942, to
December 31, 1942 (amount of
which tax for 12-month period
is 90 percent, or

(5- $182s)--------------24250
Less: Dividends received credit

provided by section 26 (b) (85
percent of $15,000) ----------- 12,750.00

Surtax net income ----
Less: Credit provided in section

26 (a) for interest on Unitec
States obligations ----------

Normal tax net income .....
Normal tax on $46,025-------
Surtax on $51,025 -----------

Total tax on annual income.

51,025.00

5,000.00

46,025.00
- 10,767.75
- 8,164.00

- 18,931.75

rnal Revenue

Net income for 8-month-
period January 1, 1942,
to August 31, 1942---- $72, 000

Net income for 12-month
period January 1, 1942,
to December 31, 1942. $88, 000

Amount of tax for 8-month pe-
riod January 1, 1942, to August
31, 1942

(; ×; x $18,931.75 )-$15,489.61

The amount of tax that would be due if
the income for the short period were not
placed on an annual basis is $15,354.75, com-
puted as follows:
Net income for 8-month period-- $72, 000. 00
Excess profits tax for

8-month period--- $16, 402.50

Subtracting: Ad-
justed excess prof-
its net income
(amount of which
tax for period is
90 percent, or

91- X $16,402.50 ) ---- 18,225.00

Credit for dividends
received (85 per-
cent of $12,000)--- 10, 200.00

28,425.00

Surtax net income ---------- 43, 575,00
Less: Credit for interest on

United States obligations --- 4, 000. 00

Normal tax net income -- 39, 575.00

Normal tax on $39,575 ---------- 8, 7C8.25
Surtax on $43,575 --------------- 6, 586. 50

Total tax for period -------- 15,354.75

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
$15,489.61, is greater than the tax that would
be due if the income for the short period
were not placed on an annual basis, or
$15,354.75, the tax for the short period is
reduced to $15,489.61, 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 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 computations 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
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attached to the return as a part thereof,
and the return will then be considered
the application for the benefits of section
47 (c) (2) required by that section. In
all other cases, the taxpayer shall file its
return and compute its tax as provided
in paragraph (a) of this section, and the
application 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
12-month period, and must be filed not
later than the time prescribed for filing
the return for the first taxable year end-
ing with or after the twelfth month after
the beginning of the short period. For
example, the taxpayer changes its ac-
counting period from the calendar year
basis to the fiscal year basis ending Sep-
tember 30, and files a return for the pe-
riod from January 1, 1942, to September
30, 1942. Its application for the bene-
fits 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 1942, the twelfth month after
the beginning of the short period. In
this case, the taxpayer must file its ap-
plication not later than December 15,
1943, the time prescribed for filing the
return for its fiscal year ending Septem-
ber 30, 1943. However, if it obtains an
extension of time for filing the return
for such fiscal year, it may file its appli-
cation during the period of such exten-
sion. If the Commissioner determines
that the taxpayer has established the
amount of the net income for the 12-
month period, any excess of the tax paid
for the short period over the tax com-
puted under section 47 (c) (2) will be
credited or refunded to the taxpayer in
the same manner as in the case of an
overpayment.
fRegs. 111, 8 F. R. 14882, as amended by T. D.
5401, 9 F. R. 10449, T. D. 5517, 11 P. R. 65321

RETURNS AND PAYMENT OF TAX

§ 29.51-1 Individual returns-(a) In
general-Cl) Taxable years beginning
before January 1, 1944. For each tax-
able year beginning before January 1,
1944, a return of income shall be made
by each citizen of the United States,
whether residing at home or abroad, and
every individual residing within the
United States though not a citizen there-
of, whether or not such citizen or resi-
dent is the head of a family or has de-
pendents:

(I) If single or married but not liv-
ing with husband or wife for any part
of the taxable year, and if having for
the taxable year a gross income (as de-
fined in sections 22 and 116) of $500 or
over, or such income is equal to, or in
excess of, the credit allowed by section
25 (b) (1) and (3) (computed without
regard to any credit to which he may be
entitled as the head of a family). (See
§§ 29.25-7 and 29.47-1.)

Cii) If married and living with hus-
band or wife for the entire taxable year,
if no joint return is made, and if:

(a) Having for the taxable year a
gross income of $1,200 or over, and the
other spouse has no gross income; or

b) Such individual and his or her
spouse each has for the taxable year a
gross income and the aggregate gross in-
come of the two is $1,200 or over; or

(c) Such taxable year is a period of
less than 12 months, if such individual
has for the taxable year a gross income,
and if the aggregate gross income of such
individual and his or her spouse is equal
to, or in excess of, the credit for personal
exemption allowed by section 25 (b) (1)
and (3). See §§ 29.25-7 and 29.47-1.

(iii) If married and living with hus-
band or wife for any part of the taxable
year but not at the close thereof, or if
married and living with husband or wife
at the close of the taxable year, but not
during the entire taxable year, if no joint
return is made, and if:

(a) Having for the taxable year a
gross income equal to, or in excess of, the
credit allowed him or her by section 25
(b) (1) and (3) (computed without re-
gard to any credit to which he or she
may be entitled as the head of a family
(see § 29.25-7)), and the other spouse
has no gross income; or

b) Such individual and his or her
spouse each has for the taxable year a
gross income, and their aggregate gross
income is $1,200 or over, or is equal to, or
in excess of, the credit allowed them by
section 25 (b) (1) and (3) (computed
without regard to any credit to which
either or both may be entitled as the
head of a family (see § 29.25-7)).

(2) Taxable years beginning after De-
cember 31, 1943 and before January 1,
1946. For each taxable year beginning
after December 31, 1943 and before Jan-
uary 1, 1946, a return of income shall be
made by each citizen of the United
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States, whether residing at home or
abroad, and every individual residing
within the United States though not a
citizen thereof, regardless of family or
marital status, if such citizen or resident
has for such taxable year a gross income
of $500 or more, or a gross income in
excess of the credit allowed by section 25
(a) (3), prorated as provided in section
47 (e).

(3) Taxable years beginning after De-
cember 31, 1945. For each taxable year
beginning after December 31, 1945, a re-
turn of income shall be made by each
citizen of the United States, whether
residing at home or abroad, and every
individual residing within the United
States though not a citizen thereof, re-
gardless of family or marital status, if
such citizen or resident has for such tax-
able year a gross income of $500 or more,
or a gross income in excess of the credit
allowed by section 25 (b) prorated as
provided in section 47 (e).

(b) Joint returns. (1) For taxable
years beginning prior to January 1, 1944,
a husband and wife, if living together at
the close of the taxable year may elect
to make a joint return (see section 51
(b)), that is, to include in a single re-
turn made by them jointly the income
and deductions of each, even though one
has no gross income. For taxable years
beginning after December 31, 1943, a
husband and wife occupying the marital
status as of the last day of the taxable
year may elect to make a joint return
even though one of the spouses has no
gross income or deductions, and even
though the spouses are not living to-
gether at any time during the taxable
year. If a joint return is made the tax
shall be computed on the aggregate in-
come. The liability with respect to the
tax shall be Joint and several, If one
spouse dies prior to the last day of the
taxable year, the surviving spouse may
not include the income of the deceased
spouse in a joint return for such taxable
year. A joint return may not be made
if either the husband or wife is a non-
resident alien.

(2) A joint return of a husband and
wife (if not made by an agent, see § 29.51-
2) shall be signed by both spouses. An
oath is not necessary, but both spouses
shall verify the return as provided in
section 51. If signed by one spouse as
agent for the other, authorization for
such action must accompany the return.
(See § 29.51-2.) The spouse acting as
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agent for the other shall, with the prin-
cipal, assume the responsibility for mak-
ing the return and incur liability for the
penalties provided for erroneous, false,
or fraudulent returns.

(3) For returns by fiduciaries, see sec-
tion 142; by partnerships, see section 187;
and by nonresident alien individuals, see
section 217. For time and place for fil-
ing returns, see section 53.
IRegs. 111, 8 P. R. 14882, as amended by T. D.
5373, 9 F. R. 5502, T. D. 5425, 10 P. R. 16, T. D.
5600, 13 F. R. 577]

§ 29.51-2 Form of return-(a) Tax-
able years beginning before January 1,
1944. For taxable years beginning be-
fore January 1, 1944, the return shall
be on Form 1040 except that it may be
on short Form 1040A if (1) the gross in-
come does not exceed $3,000 and consists
wholly of salary, wages, compensation
for personal services, dividends, interest,
or annuities, (2) the return is made on
a cash basis, and (3) the taxpayer (if
not excluded by section 404) elects to
pay the tax imposed by section 400 in
lieu of the tax imposed by sections 11
and 12. The forms may be had from the
collectors of the several districts. The
return may be made by an agent if, by
reason of illness, the person liable for
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 ab-
sence from the United States for a pe-
riod of at least 60 days prior to the date
prescribed by law for making the re-
turn. Whenever a return 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 general power of attorney au-
thorizing him to represent his principal
in making, executing, and filing the in-
come return, 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 return
as made and incur liability for the pen-
alties provided for erroneous, false, or
fraudulent returns. For returns of non-
resident aliens, see §§ 29.217-1 and
29.217-2.

The home or residential address of the
taxpayer (including the street and num-
ber, if any) shall be given in the space
provided at the top of the return for
the name and address of the taxpayer.
A taxpayer having a permanent business
address may give that address as the
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principal or mailing address, provided
that the complete home or residential
address is also given within the space
provided.

(b) Taxable years beginning alter De-
cember 31, 1943 and prior to January 1,
1948-(1) General. For taxable years
beginning after December 31, 1943, and
prior to January 1, 1948, the return shall
be on Form 1040, except in the case of a
taxpayer entitled to elect, and who so
elects, to use the Form W-2 (Rev.) In
accordance with the rules prescribed in
paragraph (b) (2) of this section. A
taxpayer, even though entitled to use
Form W-2 (Rev.) for the taxable year
may, nevertheless, use Form 1040 as his
return. Such taxpayer otherwise en-
titled to use Form W-2 (Rev.) as his
return for the taxable year but who does
not desire to take the standard deduc-
tion provided in section 23 (aa) is re-
quired to use Form 1040 as his return for
such taxable year. Use of the short Form
1040A is discontinued with respect to
taxable years beginning after December
31, 1943 and prior to January 1, 1948.
The provisions of paragraph (a) of this
section insofar as they apply to the time
and manner of making a return on Form
1040 are equally applicable to taxable
years beginning after December 31, 1943
and prior to January 1, 1948.

(2) Use o1 optional return on Form
W-2 (Rev.); in general. For taxable
years beginning after December 31,
1943, and prior to January 1, 1948 an
individual entitled to elect to pay the
tax imposed by Supplement T (except a
taxpayer making his returns on a fiscal
year basis) may at his election use as his
return Form W-2 (Rev.) provided his
gross income is less than $5,000, consists
entirely of remuneration for personal
services performed by him as an em-
ployee, 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 W-2 (Rev.) as his return.
However, in the case of married persons
domiciled in a community property
State, Form W-2 (Rev.) may not be used
as a return by either spouse unless the
aggregate gross income of husband and
wife meets the tests prescribed above and
they make a combined return. If they
desire to file separate returns, Form 1040
must be used.

An election to make a return on Form
W-2 (Rev.) shall be exercised by prop-
erly executing and filing such form, to-
gether with all other Forms W-2 or W-2
(Rev.) received for the taxable year, with
the collector on or before the due date
of the taxpayer's return.

Form W-2, as distinguished from Form
W-2 (Rev.), may not be used as the op-
tional return. An individual who has
been furnished by his employer with
Form W-2 with respect to wages paid in
1944 and who, prior to the time prescribed
for the filing of the return for that year,
has not been furnished Form W-2 (Rev.)
by his employer, may obtain from the
collector a blank Form W-2 (Rev.). Such
Form W-2 (Rev.) when filled out and
executed and having attached thereto all
Forms W-2 received with respect to
wages paid in 1944, shall, when timely
filed, constitute such individual's return
for 1944 if he is eligible under section
51 f) to use the optional return.

The fact that an individual made pay-
ments of estimated tax in the calendar
year 1944 does not, if such individual is
otherwise entitled to use as his return
for 1944 the optional return, Form W-2
(Rev.), preclude such individual from
electing to file his return on Form W-2
(Rev.) for such year.

(3) Combined return of husband and
wile on Form W-2 (Rev.). If during the
taxable year a husband and wife derive
income from wages, as defined in section
1621 (a), and are furnished one or more
Forms W-2 or Forms W-2 (Rev.), and
the aggregate gross income of both
spouses is less than $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 dividends, interest, and re-
muneration for personal services other
than such wages, the spouses may elect
to file a combined return on Form W-2
(Rev.). Such election shall be exercised
by the filing of one of the Forms W-2
(Rev.) signed by both spouses and the
other Forms W-2 and W-2 (Rev.) should
be attached thereto.

The tax computed by the collector upon
the basis of a combined return on Form
W-2 (Rev.) shall be the lesser of the
following amounts:

(I) A tax computed as though the com-
bined return on Form W-2 (Rev.) con-
stituted the separate returns of the
spouses, and
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(ii) A tax computed as though the
combined return on Form W-2 (Rev.)
constituted a joint return.
If a combined return is made by husband
and wife on Form W-2 (Rev.), the lia-
bility for the tax shall be joint and sev-
eral.

(c) Taxable years beginning alter De-
cember 31, 1947-(1) General. For tax-
able years beginning after December 31,
1947, the return shall be on Form 1040,
except in the case of a taxpayer entitled
to elect, and who so elects, to use the
Form 1040A in accordance with the rules
prescribed in subparagraph (2) of this
paragraph. A taxpayer, even though en-
titled to use Form 1040A for the taxable
year may, nevertheless, use Form 1040 as
his return. Such taxpayer otherwise en-
titled to use Form 1040A as his return for
the taxable year but who does not desire
to take the standard deduction provided
in section 23 (aa) is required to use Form
1040 as his return for such taxable year.
The provisions of paragraph (a) of this
section insofar as they apply to the time
and manner of making a return on Form
1040 are equally applicable to taxable
years beginning after December 31, 1947.

(2) Use o1 optional return o Form
1040A; in general. For taxable years
beginning after December 31, 1947, an
individual entitled to elect to pay the tax
imposed by Supplement T (except a tax-
payer making his returns on a fiscal
year basis) may at his election use as his
return Form 1040A provided his gross
income is less than $5,000, consists en-
tirely of remuneration for personal serv-
ices performed by him as an employee,
dividends, or interest, and his gross in-
come from sources other than wages, as
defined in section 1621 (a), does not ex-
ceed $100. A taxpayer who makes his
return on a basis other than the cash re-
ceipts and disbursements basis may not
use Form 1040A as his. return. A tax-
payer who has made payments of esti-
mated 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 aggregate gross
income of husband and wife meets the
tests prescribed above and they make a
joint return. If they desire to file sepa-
rate returns, Form 1040 must be used.

An election to make a return on Form
1040A shall be exercised by properly ex-
ecuting and filing such form, to which
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shall be attached all Forms W-2 received
for the taxable year, with the collector
on or before the due date of the tax-
payer's return. Such Form 1040A, when
filled out and executed and having at-
tached thereto all Forms W-2 received
with respect to wages paid in the taxable
year, shall, when timely filed, constitute
such individual's return for such year If
he Is eligible under section 51 f) to use
the optional return.

(3) Joint return of husband and wile
on Form 1040A. If during the taxable
year either husband or wife, or both, de-
rive income from wages, as defined In
tection 1621 (a), and are furnished one
or more Forms W-2, and the aggregate
gross income of both spouses is less than
$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 divi-
dends, 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 should be attached
thereto. The tax computed by the collec-
tor upon the basis of a joint return on
Form 1040A shall be the lesser of the fol-
lowing amounts:

(i) A tax computed as though the re-
turn on Form 1040A constituted the sep-
arate returns of the spouses, and

(ii) A tax computed as though the re-
turn on Form 1040A constituted a joint
return.

If a joint return Is made by husband
and wife on Form 1040A, the liability for
the tax shall be joint and several.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 16, T. D. 5649, 13 F. R. 50491

§ 29.51-3 Return of income of mi-
nor-(a) Taxable years beginning be-
fore January 1, 1944. For taxable years
beginning before January 1, 1944, an
individual, although a minor, who is
single, is required to render a return
of income if he has a gross income of his
own of $500 or over for the taxable year,
regardless of the amount of his net in-
come. If the aggregate of the gross in-
come 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 earnings which
belong to him, is at least $500, regardless
of the amount of his net income, a re-
turn, as in the case of any other indi-
vidual, must be made by him or for him
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by his guardian, or other person charged
with the care of his person of property.
(See § 29.142-2.) If he is married, see
§ 29.51-1. If under the laws of a State
the earnings of a minor belong to the
minor, such earnings, regardless of
amount, are not required to be Included
in the return of the parent. In the ab-
sence of proof to the contrary, a parent
will be assumed to have the legal right
to the earnings of the minor and must
include them in his return.

(b) Taxable years beginning after De-
cember 31, 1943. For taxable years be-
ginning after December 31, 1943, an in-
dividual, although a minor, who is single,
is required to render a return of income
if he has gross income (including com-
pensation for personal services includ-
ible in his gross income under section 22
(m) (1)) of $500 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 prop-
erty which he possesses, and from any
funds held in trust for him by a trustee
or guardian, and from his earnings is at
least $500, regardless of the amount of
his net income, a return, as in the case
of any other individual, must be made by
him or for him by his guardian or other
person charged with the care of his per-
son or property. See § 29.142-2. If he
is married see § 29.51-1.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5425, 10 F. R. 16]

§ 29.51-4 Verification of returns. (a)
A return of an individual required to be
filed under section 51 shall contain or be
verified by a written declaration that it
Is made under the penalties of perjury,
All other income tax returns must be
verified under oath or affirmation. The
oath or affirmation may be administered
by any person duly authorized to admin-
ister oaths for general purposes by the
law of the United States or of any State,
Territory, or possession of the United
States, or of the District of Columbia,
wherein such oath or affirmation is ad-
ministered, or by a consular officer of the
United States. Persons in the naval or
military service of the United States may
verify their returns before any official
authorized to administer oaths for the
purposes of those respective services.
Income tax returns executed abroad may
be attested free of charge before United
States consular officers. If a foreign no-
tary or other foreign official having no
seal should act as attesting officer, the

authority of such attesting officer should
be certified to by some judicial official or
other proper officer having knowledge of
the appointment and official character of
the attesting officer.

(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 another per-
son, the prescribed form of affidavit on
the return shall be subscribed and sworn
to by such person or persons preparing
the return. Such affidavit 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 146;

(3) Returns required under sections
147, 148, and 149 (relating to informa-
tion at source) ;

(4) Returns by subsidiary corporations
included in consolidated returns; and

(5) Returns required under sections
338 (a), 339, and 3604 (relating to
monthly information returns filed by offi-
cers and directors, and also monthly and
annual information returns filed by cer-
tain shareholders, of certain foreign cor-
porations, and returns as to the forma-
tion of foreign corporations).

Such affidavit is not required if the actual
preparation of the return Is a regular and
usual incident of the employment of one
regularly and continuously employed for
full time by the person for whom the
return is made (as in the case of a clerk,
secretary, bookkeeper, accountant, etc.).
If, however, the employee is not regu-
larly 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 employment, the re-
quirements of this paragraph apply.
Thus, if the return is prepared by an
accountant or firm of accounts making
periodical audits of the accounts of the
person for whom the return is prepared,
the affidavit is required. If the return
is a separate return of a married person,
the affidavit is required, although the one
actually preparing the return is the hus-
band or wife of the taxpayer. A person
who renders mere mechanical assistance
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or preparation as, for example, a stenog-
rapher or typist, is not considered as
preparing the return. If, in the course
of his official duties, a deputy collector,
an internal revenue agent, or other officer
or employee of the Bureau of Internal
Revenue actually prepares the return,
the person for whom the return is made
shall make in the return a brief state-
ment to that effect, and it will not be
necessary to make the sworn statement
required by this paragraph.

§ 29.51-5 Use of prescribed forms.
Copies of the prescribed return forms
will so far as possible be furnished tax-
payers by collectors. A taxpayer will
not be excused from making a return
however, by the fact that no return form
has been furnished to him. Taxpayers
not supplied with the proper forms
should make application therefor to the
collector in ample time to have their
returns prepared, verified, and filed with
the collector on or before the due date.
Each taxpayer should carefully prepare
his return so as fully and clearly to set
forth the data therein called for. Re-
turns 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, and if filed within the prescribed
time the statement so made will relieve
the taxpayer from liability to penalties,
provided that without unnecessary delay
such a tentative return is supplemented
by a return made on the proper form.
(See further §§ 29.53-2 to 29.53-4, Inclu-
sive.)

§ 29.52-1 Corporation returns. Every
corporation not expressly exempt from
tax must make a return of income, re-
gardless of the amount of its net income.
In the case of ordinary corporations, the
return shall be on Form 1120. For re-
turns of insurance companies see
§§ 29.201-1, 29.204-1 and 29.207-1; of for-
eign corporations, see section 235; and of
affiliated corporations, see section 141 and
§ 29.141-1. A corporation having an
existence during any portion of a tax-
able year is required to make a return.
If a corporation was not in existence
throughout an annual accounting pe-
riod (either calendar year or fiscal
year), the corporation is required to
make a return for that fractional part
of a year during which it was in ex-

istence. A corporation is not in existence
after it ceases business and dissolves, re-
taining no assets, whether or not 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 being sued. If the corporation
has valuable claims for which it will
bring suit during this period, it has re-
tained assets, and it continues in exist-
ence. A corporation does not go out of
existence if it is merely turned over to
receivers or trustees who continue to
operate it. A corporation which has re-
ceived a charter, but has never perfected
its organization, which has transacted
no business and had no income from any
source, may upon presentation of the
facts to the collector be relieved from
the necessity of making a return as long
as it remains in an unorganized condi-
tion. In the absence of a proper show-
ing to the collector such a corporation
will be required to make a return. For
information returns by corporations
contemplating dissolution or liquidation,
see section 148 (d). For information re-
turns by corporations of distributions in
liquidations, see section 148 (e). For
information returns by corporations re-
lating to profits of the taxable year de-
clared as dividends, see section 148 (b).
For verification of returns and use of
prescribed forms, see §§ 29.51-4 and
29.51-5.

[Regs. 111, 8 F. R. 14882, as amended by T. D.
5458, 10 F. R. 7335]

§ 29.52-2 Returns, by receiver. Re-
ceivers, trustees in dissolution, trustees
in bankruptcy, and assignees, operating
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 shall 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, sell-
ing, and disposing of its assets for pur-
poses of liquidation. Notwithstanding
that the powers and functions of a cor-
poration 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 in the place of the cor-
porate officers and is required to perform
all the duties and assume all the liabil-
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ities which would devolve upon the officers
of the corporation were they in control.
(See sections 274 and 298 and §§ 29.274-1
and 29.274-2.) A receiver in charge of
only part of the property of a corpora-
tion, however, as, for example, a receiver
in mortgage foreclosure proceedings in-
volving merely a small portion of its
property, need not make a return of
Income.

§ 29.53-1 Time for filing returns. In
general, returns of income must be filed
on or before the 15th day of the third
full calendar month following the close
of the taxable year. This rule is subject
to several exceptions, in which the time
for filing is as follows:

(a) In the case of a return of a non-
resident alien individual, at the time pre-
scribed in section 217.

(b) In the case of a return of a non-
resident foreign corporation, at the time
prescribed in section 235.

c) In the case of a return for a frac-
tional part of a year beginning in 1942
and ending in 1942, on or before March
15, 1943.
(d) In the case of a final return of a

decedent for a fractional part of a year,
ending prior to January 1, 1949, on or
before March 15 next following the close
of the calendar year in which occurred
the death of the decedent, except as pro-
vided in paragraph (e) of this section.

(e) In the case of a final return for a
fractional part of a year ending In 1947
or 1948 of a decedent who, at the moment
preceding his death, was on a fiscal year
basis and for whom for such year a joint
return with his spouse is, on the basis of
the facts appearing at the time of the
decedent's death, permitted under sec-
tion 51 (b), on or before the fifteenth
day of the third month following the
close of the twelve-month period with
which such fiscal year would have closed.

(f) In the case of a final return of a
decedent for a fractional part of a year
ending in 1949 or thereafter, on or before
the fifteenth day of the third month fol-
lowing the close of the twelve-month
period which began with the first day of
such fraction part of the year.

(g) 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.

The operation of paragraphs (d) and
(e) of this section in cases where joint
returns are filed is illustrated by the ex-
amples set forth below. In these ex-
amples, "H" and "W" are individuals
having the status of husband and wife
under section 51 (b) (5) and neither (at
anytime during the taxable year) is a
non-resident alien.

Example (1): H and W make their re-
turns on the calendar year basis. H dies
In 1948. Under the rule in paragraph (d),
the return of H for his short taxable period
ending with the date of his death in 1948 is
due on or before March 15, 1949. The return
of W for the calendar year 1948 is, under
section 53 (a) (1) due on the same date.
A joint return for such taxable years of H
and W may be made as provided in section
51 (b).

Example (2): H and W make their returns
on the basis of a fiscal year ending June 30.
H dies on December 1, 1947. Under the facts
at the time of the death of H, it would ap-
pear that a joint return could be filed un-
der section 51 (b), as amended by the Reve-
nue Act of 1948, for the fractional year of
H and the fiscal year of W (ending on June
30, 1948). Accordingly, under the rule in
paragraph (e), the return of H for his short
taxable period ending December 1, 1947, is
due on or before September 15, 1948. The
return of W for her fiscal year is, under
section 53 (a) (1), due on or before Septem-
ber 15, 1948.

Example (3). The facts in this example are
the same as in Example (2), except that H
died in January 1948 (instead of on Decem-
ber 1, 1947). In such a case, the due date
for the returns of H and W, or their joint
return, will be the same as in Example (2).

Example (4). The facts are the same as in
Example (2), except that W, the surviving
spouse, remarries (or changes her account-
ing period) in 1948, prior to June 30. For
this reason a joint return cannot be made
for H and W under section 51 (b). On the
basis of the facts existing at the date of
the death of H, however, it would appear that
under section 51 (b), as amended by the
Revenue Act of 1948, a joint return could be
filed for H and W for the taxable year of each
beginning on July 1, 1947. Accordingly, un-
der the rule in paragraph (e), the time for
filing the return of H is on or before
September 15, 1948.

A corporation going into liquidation
during any taxable year may, upon the
completion of such liquidation, prepare
a return for that year covering its in-
come for the part of the year during
which It was engaged in business and
may immediately file such return with
the collector. See also section 148 d)
and (e).
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For provisions relating to certain cases
in which the time for filing income tax
returns Is postponed by reason of a mem-
ber (whether or not the taxpayer) of the
military or naval forces of the United
States serving on sea duty or outside
the continental United States, by reason
of any other individual (whether or not
the taxpayer) being outside the Amer-
icas, or by reason of a locality being an
area of enemy action or control, see
Part 472 of this chapter. See such part
also for the circumstances under which
the time for filing income tax returns of
the spouses of such members or of such
other Individuals is in certain cases post-
poned. See such part also as to the time
for filing income tax returns of China
Trade Act corporations.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5306, 8 F. R. 15816, T. D. 5616, 13 F. R. 2838,
T. D. 5662, 13 F. R. 6317]

§ 29.53-2 Extensions of time for filing
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
grant a reasonable extension of time for
filing returns 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 income tax returns is hereby
delegated to the various collectors of in-
ternal revenue. Application for exten-
sions of time for filing income tax re-
turns should be addressed to the collector
of internal revenue for the district in
which the taxpayer files his 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 income tax returns may be
granted for more than six months. For
extensions of time for payment of tax,
see sections 56 (c) and 272 (j) and
§§ 29.53-3, 29.56-2, and 29.272-3.

§ 29.53-3 Extensions of time in the
case of foreign organizations, certain do-
mestic corporations, citizens of United
States residing or traveling abroad, and
nontaxable returns of fiduciaries for es-
tates or trusts. (a) An extension of time
for filing returns of income for taxable
years beginning after December 31, 1941,
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:

(1) Foreign partnerships regardless of
whether they maintain an office or place
of business within the United States;

(2) Foreign corporations which main-
tain an office or place of business within
the United States;

(3) Domestic corporations which
transact their business and keep their
records and books of account abroad;

(4) Domestic corporations whose prin-
cipal Income is from sources within the
possessions of the United States; and

(5) American citizens residing or trav-
eling abroad, including persons in mili-
tary 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.

(b) An extension of time for filing
nontaxable returns of income for taxable
years beginning after December 31, 1941,
is hereby granted up to and Including the
15th day of the fifth month following the
close of the taxable year in the case of
fiduciaries for estate or trusts. The ex-
tension so granted is not applicable to
returns of beneficiaries or other distrib-
utees of such estates or trusts.

§ 29.53-4 Due date of return. The
due date is the date on or before which
a return is required to be filed in accord-
ance with the provisions of the Internal
Revenue Code, including, in the case of
certain taxpayers to which section 3804
or 3805 is applicable, the provisions of
such section and the regulations pre-
scribed thereunder (see Part 472 of this
chapter), or the last day of the period
covered by an extension of time granted
by the Commissioner or a collector.
When the due date falls on Sunday or a
legal holiday, the due date for filing re-
turns will be the day following such Sun-
day or legal holiday. If placed in the
mails, the return should be posted in am-
ple time to reach the collector's office,
under ordinary 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, properly addressed and postage
paid, in ample time to reach the office
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of the collector on or before the due date,
no penalty will attach should the return
not actually be received by such officer
until subsequent to that date. If a ques-
tion may be raised as to whether the
return was posted in ample time to reach
the collector's office on or before the due
date, the envelope in which the'return
was transmitted will be preserved by the
collector and forwarded to the Commis-
sioner with the return. As to additions
to the tax in the case of failure to file
return within the prescribed time, see
section 291.

§ 29.53-5 Place for filing individual
returns. (a) Section53 (b) (1) provides
that individual returns shall be made to
the collector for the 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 residence
or principal place of business in the
United States, then to the collector at
Baltimore, Md.

(b) An individual employed on a sal-
ary or commission 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
section 53 (b) (1), and shall make his
return to the collector for the district in
which is located his legal residence, or, if
he has no legal residence in the United
States, then to the collector at Baltimore,
Md.

§ 29.54-1 Records and income tax
forms. Every person subject to the tax,
except persons whose gross income (a)
consists solely of salary, wages, or similar
compensation for personal services ren-
dered, or (b) arises solely from the busi-
ness of growing and selling products of
the soil, shall, for the purpose of ena-
bling the Commissioner to determine the
correct amount of income subject to the
tax, keep such permanent books of ac-
count 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.
Every organization exempt from tax un-
der section 101 but required by section 54
(f) to file an annual return shall keep
such permanent books of account or
records, including inventories, as are
sufficient to show specifically the items of
gross income, receipts, and disburse-
ments, and such other information as is
required by § 29.101-2. The books or

records required by this section shall be
kept at all times available for inspection
by internal-revenue officers, and shall be
retained so long as the contents thereof
may become material in the administra-
tion of any internal-revenue law.

Income-tax forms shall be prescribed
by the Commissioner and shall be exe-
cuted and filed in accordance with this
part and the instructions on the form or
issued therewith.

The provisions of section 54 (f) re-
lieving certain specified types of organ-
izations exempt from tax under section
101 from filing annual returns do not
abridge or impair in any way the powers
and authority of the Commissioner pro-
vided for in other provisions of the In-
ternal Revenue Code to require the
filing of such returns by such organiza-
tions. For further regulations regard-
ing proof and establishment of right to
exemption from tax, for filing of returns,
and keeping records by organizations ex-
empt from tax, see §§ 29.101-1 and
29.101-2.
[Regs. 111, 8 F. R. 14882, as amended by
T. D. 6381, 9 F. R. 71231

§ 29.55 (b)-1 Inspection of returns.
(a) Any properly authorized official,
body, or commission, lawfully charged
with the administration of any State tax
law, or properly designated representa-
tives of such official, body, or commis-
sion, may, in the discretion of the Com-
missioner, inspect income returns for
the purpose of such administration.
For the purposes of this section the
word "returns" shall include informa-
tion returns, schedules, lists, and other
written statements filed with the Com-
missioner designed to be supplemental
to or to become a part of income returns.

(b) Requests for permission to inspect
returns must be in writing signed by the
governor under the seal of his State, and
must be addressed to the Commissioner
of Internal Revenue, Records Division,
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 desired to
inspect, (3) the name of the official, body
or commission by whom or which inspec-
tion is to be made, (4) the name of the
representative of such official, body, or
commission, designated to make the in-
spection, (5) by specific references, the
State tax law which such official, body,
or commission is charged with admin-
istering and the law under which he, she,
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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 commission of
any political subdivision of the State,
lawfully charged with the administra-
tion of the tax laws of such political sub-
division, if any, to whom or to which 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 sub-
divisions thereof, and furnishing copies
of returns so open to inspection, see
§§ 458.50 to 458.71 of this chapter, ap-
proved by the President on August 28,
1939, and §§ 458.200 to 458.251 of this
chapter, approved September 20, 1939.

§ 29.56-1 Date on which tax shall be
paid. (a) Except in the case of an in-
dividual taxpayer permitted, for taxable
years beginning after December 31, 1943.
to file his return without showing the
tax thereon, the tax unless it is required
to be withheld at the source (see section
143, 144, 466, and 1622) or unless it is to
be paid by a nonresident alien individual
(see section 218) or a foreign corporation
not having any office or place of business
in the United States (see section 236), is
to be paid on or before the 15th day of
March following 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. In the case of a re-
turn (other than a return by a nonresi-
dent alien individual who does not have
wages subject to withholding under sec-
tion 1622, or nonresident foreign corpo-
ration) for a fractional part of a year,
the tax Is to be paid on or before the last
day prescribed for the filing of the return
(see § 29.53-1). But see § 29.53-3. Ex-
cept in the case of an individual (other
than an estate or trust and other than
a nonresident alien individual who does
not have wages subject to withholding
under section 1622), the tax may, at the
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option of the taxpayer, be paid in four
equal installments Instead of in a single
payment, in which case the first install-
ment is to be paid on or before the date
prescribed for the payment of the tax as a
single payment, the second installment
on or before the 15th day of the third
month, the third Installment on or be-
fore the 15th day of the sixth month,
and the fourth Installment on or before
the 15th day of the ninth month, after
such date. If the taxpayer elects to pay
the tax in four installments, each of the
four installments must be equal in
amount, but any installment may be
paid, at the election of the taxpayer,
prior to the date prescribed for its pay-
ment. If an installment is not paid in
full on or before the date fixed for its
payment either by the Internal Revenue
Code or by the Commissioner in accord-
ance with the terms of an extension, the
whole amount of the tax unpaid shall be
paid upon notice and demand from the
collector.

(b) In any case In which an individual
taxpayer for any taxable year beginning
after December 31, 1943, Is entitled to
elect, and does so elect, to file as his
return Form W-2 (Rev.) as provided In
§ 29.51-2 (b), the amount of the tax de-
termined by the collector shall be paid
within 30 days after the date of mailing
by the collector to the taxpayer of a
notice stating the amount payable by
the taxpayer and making demand upon
the taxpayer therefor.

(c) In the case of (1) Individual citi-
zens and residents of the United States
(other than estates and trusts) and (2)
nonresident alien individuals who have
wages as defined in section 1621 (a)
which are subject to withholding under
section 1622, the privilege of installment
payments of the tax does not apply with
respect to taxable years beginning after
December 31, 1942.

(d) For provisions relating to certain
cases in which the date otherwise pre-
scribed for the payment of the tax or an
installment thereof is postponed by
reason of a member (whether or not the
taxpayer) of the military or naval forces
of the United States serving on sea duty
or outside the continental United States,
by reason of any other Individual
(whether or not the taxpayer) being out-
side the Americas, or by reason of a local-
ity being an area of enemy action or con-
trol, see Part 472 of this chapter. See
such part also for the circumstances un-
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der which the date otherwise prescribed
for the payment of the tax or an install-
ment thereof of the spouses of such mem-
bers or of such other invididuals is in
certain cases postponed. See such part
also as to the time for payment of the tax
by China Trade Act corporations.

oRegs. 111, 8 F. R. 14882, as amended by T. D.
5305, 8 F. R. 15559, T. D. 5425, 10 F. R. 17]

§ 29.56-2 Extension of time for pay-
ment of the tax or installment thereof.
(a) If it is shown to the satisfaction of
the Commissioner that the payment of
the amount determined as the tax by the
taxpayer or any part or installment
thereof upon the date or dates prescribed
for the payment thereof will result in
undue hardship to the taxpayer, the
Commissioner, at the request of the tax-
payer, may grant an extension of time
for the payment for a period not to ex-
ceed six months from the date prescribed
for the payment of such amount, part,
or installment, except that the extension
may be for a period not to exceed five
years from the date prescribed for the
payment of the tax in the case of such
portion of the 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 section 115 (c)) of a corpora-
tion if the corporation, for Its taxable
year preceding the year in which oc-
curred the complete liquidation (or the
first of the series of distributions re-
ferred to in section 115 (c)), was, under
the law applicable to such taxable year,
a personal holding company or a foreign
personal holding company. An exten-
sion will not be granted upon a general
statement of hardship. The term "un-
due hardship" means more than an in-
convenience to the taxpayer. It must
appear 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 propertj' at the cur-
rent market price is not ordinarily con-
sidered as resulting in an undue hard-
ship.

(b) An application for an extension of
time for the payment of such tax should
be made under oath on Form 1127 and
must be accompanied or supported by
evidence showing the undue hardship
that would result to the taxpayer if the

extension were refused. A sworn state-
ment of assets and liabilities of the tax-
payer and an itemized statement under
oath showing all receipts and disburse-
ments for each of the three months im-
mediately preceding the due date of the
tax are required and should accompany
the application. The application, with
the evidence, must be filed with the col-
lector, who will transmit it to the Com-
missioner with his recommendations as
to the extension. When it is received by
the Commissioner, it will be examined
and, if possible, within 30 days will be
denied, granted, or tentatively granted,
subject to certain conditions of which
the taxpayer will be notified. The Com-
missioner will not consider an applica-
tion for an extension of time for the
payment of a tax unless request therefor
is made to the collector on or before the
date prescribed for payment of the tax
or installment thereof for which the ex-
tension 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 Commissioner will
usually require the taxpayer to furnish a
bond on Form 1130 in an amount not ex-
ceeding double the amount of the tax or
to furnish other security satisfactory to
the Commissioner for the payment of
the tax, or installment thereof, on or
before the date or dates prescribed for
payment 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
tax, interest, and additional amounts
assessed In connection therewith in
accordance with the terms of the ex-
tension granted, and shall be executed
by a surety company holding a cer-
tificate of authority from the Secre-
tary of the Treasury as an acceptable
surety on Federal bonds, and shall be
subject to the approval of the Com-
missioner. 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 installment there-
of. (See section 1126 of the Revenue
Act of 1926, as amended.) 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 installments.
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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 for pay-
ment of the tax or any installment 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 annum 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.)

§ 29.56-3 When fractional part of cent
may be disregarded. In the payment 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. Fractional parts
of a cent should not be disregarded in
the compution of taxes.

§ 29.56-4 Receipts for tax payments.
Upon request a collector will give a re-
ceipt for each tax payment, In the case
of payments made by check or money
order the canceled check or the money
order receipt is usually a sufficient re-
ceipt. In the case of payments in cash,
however, the taxpayer should in every
Instance require and the collector should
furnish a receipt.

§ 29.57-1 Examination of return and
determination of tax by the Commis-
sioner. As soon as practicable after re-
turns are filed, they will be examined and
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.)

ESTIMATED TAX

§ 29.58-1 Declarations of estimated
tax; taxable year beginning prior to
January 1, 1945. (a) Under the provi-
sions of section 1622 there is withheld
at the source a tax designed to approxi-
mate the amount of net victory tax, the
normal tax, and the first bracket surtax
but the tax so withheld applies only to
wages and not to other forms of income
such as dividends, interest, rents, royal-
ties and the like. In order to collect cur-
rently during the taxable year in which
the income is received that portion of the
tax liability for the taxable year which is
not satisfied by collection at the source,
there is required to be filed, as specifically
set forth in paragraph (b) of this section,

for taxable years beginning after De-
cember 31, 1942, a declaration of esti-
mated, tax for the then current taxable
year. As to the contents of such declara-
tion, see section 58 (b). As to the time
and place of filing such declaration, see
section 58 (d). As to additions to the
tax and penalties with respect to filing
and contents of declaration, see section
294 (d). As to payment of the estimated
tax, see section 59.

(b) A declaration of estimated tax
shall, for taxable years beginning after
December 31, 1942, and prior to January
1, 1945, be made by (1) every citizen of
the United States, whether residing at
home or abroad, (2) every Individual re-
siding in the United States though not
a citizen thereof, and (3) every nonresi-
dent alien who is a resident of Canada or
Mexico and who has wages subject to
withholding at the source under section
1622 if such citizen or resident or alien
comes within any of the following groups:

(I) Single or married but not living
with spouse at the date prescribed for
the making of the declaration (whether
or not the head of a family), if such indi-
vidual had for the preceding taxable year
or can reasonably be expected to have for
the taxable year:

(a) Gross income of more than $2,700
from wages subject to withholding; or

(b) Gross income of more than $100
from sources other than wages subject to
withholding, and gross income of $500 or
more from all sources.

(ii) Married and living with spouse at
the date prescribed for the making of the
declaration, if such individual had for
the preceding taxable year or can rea-
sonably be expected to have for the tax-
able year:

(a) Gross income from wages subject
to withholding which, when added to the
gross income from such wages of his
spouse, exceeds $3,500; or

(b) Gross income other than from
wages subject to withholding which,
when added to the gross income other
than from such wages of his 'spouse, ex-
ceeds $100, and his gross income from all
sources exceeds $624 for the taxable year
or the preceding taxable year (if such
preceding taxable year is a taxable year
beginning after December 31, 1942), or
the aggregate gross income of both
spouses from all sources amounts to
$1,200 or more for the taxable year or
the preceding taxable year.
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(iii) Any individual without regard to
marital status, (a) who was required to
file a return under section 51 for the tax-
able year beginning in 1942 and (b)
whose gross income from wages for such
taxable year is greater than the gross
income which can reasonably be ex-
pected to be received from wages in the
taxable year beginning in 1943. Thus,
a married individual making his return
on the calendar year basis, who received
$3,000 in the form of wages in 1942 and
can be reasonably expected to receive
$2,000 in the form of wages in 1943 is,
under the provisions of paragraph (3)
of section 58 (a), required to file a decla-
ration of estimated tax.

(c) For the purposes of determining
whether a declaration of estimated tax is
required under section 58 (a), a taxpayer
who is the head of a family but not mar-
ried and living with husband or wife is
treated as a single person; and for the
purpose of determining whether a decla-
ration of estimated tax is required in the
case of a husband and wife living to-
gether at the time prescribed for filing
such declaration, the incomes of such
husband and wife for the preceding tax-
able year shall be aggregated whether or
not they were married and living to-
gether during any part of such preceding
taxable year.

(d) In the case of a husband and wife
each having gross income, if their com-
bined gross income meets the re-
quirements of this subsection, a joint
declaration of estimated tax must be
made by husband and wife or a separate
declaration must be made by each.

(e) If an individual had no gross in-
come for the preceding taxable year and
It cannot be reasonably expected that he
will have gross income for the taxable
year, no declaration of estimated tax is
required.

(f) A nonresident alien who is a resi-
dent of Canada or Mexico, who enters
and leaves the United States at frequent
intervals and who has wages subject to
withholding under the provisions of sec-
tion 1622, is required to file a declaration
of estimated tax if he comes within any
of the groups set forth in section 58 (a).
In the case of a nonresident alien, gross
income means only gross income from
sources within the United States, section
212 (a). As to what constitutes gross in-
come from sources within the United
States, see section 119 and regulations
thereunder. Thus, for example, a non-

resident alien living in Canada with his
wife throughout 1942 and 1943, makes
his return on the calendar year basis.
He is employed as a mechanic in Detroit,
Michigan, and enters and leaves the
United States at frequent intervals. In
1942 he derived an average weekly wage
from such source of $80 and had no other
income from United States sources.
Since his gross income from wages de-
rived from sources within the United
States in 1942 amounted to more than
$3,500, a declaration of estimated tax
must be filed for 1943.

. (g) An estate or trust, though taxed
generally as an individual, is not within
the scope of the system of current pay-
ment of the tax and hence is not required
to file a declaration.

(h) As used in this section the term
"wages" means wages as defined in sec-
tion 1621.

(I) The application of these provisions
may be Illustrated by the following
examples:

Example (1). A, a taxpayer making his
return on the calendar year basis, is un-
married and derived in 1942 wages amount-
ing to $2,500. Effective January 1, 1943,
however, his wages were increased to $60 per
week and he has been regularly employed
at that wage from that date through Sep-
tember 15, 1943, and as at such latter date
upon the basis of facts then existing it is
reasonable to assume that his wages for the
remainder of the calendar year 1943 will re-
main unchanged. In such case, the wages
which can reasonably be expected to be re-
ceived for 1943 will amount to approximately
$3,120 and since such amount exceeds $2,700
A is required to file a declaration of estimated
tax.

Example (2). Assume the facts set forth
in example (1) except that A's wages for
1942, and as at September 15 the wages
reasonably to be anticipated for 1943, do
not exceed $2,200 for each of such years but
as ot such date he could reasonably be ex-
pected to receive dividends of $150 for 1943.
His total expected gross income being more
than $500 and his expected gross income
other than wages being more than $100 a
declaration of estimated tax must be filed.
If, however, his sole income for 1942 and the
income reasonably to be expected for 1943
consist of wages of $2,200 for each of such
years, no declaration is required since his
sole income for each year is less than $2,700,
is wholly from wages, and the wages for 1942
are not in excess of the wages reasonably
expected to be received for 1943.

Example (3). A, married and living with
his wife B throughout 1942 and 1943, makes
his return on the calendar year basis. His
sole gross income for 1942 and up to Septem-
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ber 15, 1943, consists of wages averaging $60
per week. His wife was not employed during
1942 and derived no income during such year
but was employed effective July 1, 1943, at
$40 per week. Since the wages reasonably
to be anticipated by A during 1943 ($3,120)
when added to the wages reasonably to be
anticipated by B during 1943 ($1,040), aggre-
gate $4,160, and thus exceed the amount of
$3,500, a declaration of estimated tax must
be filed jointly by A and B or a separate dec-
laration must be made by each.

Example (4). X, married and living with
his wife throughout 1943 and making his re-
turn on the calendar year basis, has as his
only income for 1942 wages of $3,200 and it
can be reasonably expected that his only in-
come for 1943 will consist of wages of $2,800.
Under the rules laid down above in groups
(i) and (ii) X would not be required to file
a declaration in 1943. However, X falls with-
in group (iii) since his gross income for 1942
was such as to require the filing of a return
for that year and his wages for 1942 are in
excess of the wages he can reasonably be
expected to receive in 1943.
[Regs. 111, 8 F. R. 14882, as amended by T. D.
5403, 9 F. R. 11053, T. D. 5419, 9 F. R. 14046]

§ 29.58-2 Declarations of estimated
tax; taxable years beginning after De-
cember 31, 1944. (a) A declaration of
estimated tax shall, for taxable years
beginning after December 31, 1944, 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 there-
of, and every nonresident alien who is a
resident of Canada or Mexico and who
has wages subject to withholding at the
source under section 1622, If such citizen
or resident or alien can reasonably be ex-
pected to have for such taxable year:

(1) Gross income from wages subject
to withholding under section 1622 in
excess of the sum of $5,000 plus $500 for
each exemption (excluding the exemp-
tion claimed for the taxpayer himself)
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 $500 or more.

(b) In the case of a husband and wife,
whether or not they are living together,
a Joint declaration of estimated tax may
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 pur-

pose of determining whether a declara-
tion of estimated tax is required under
the provisions of section 58 (a), a mar-
ried 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 includi-
ble in the gross income of the parent.
See section 22 (m).

(d) A nonresident alien who is a resi-
dent of Canada or Mexico, who enters
and leaves the United States at frequent
intervals, and who has wages subject to
withholding under the provisions of sec-
tion 1622 is required to file a declaration
of estimated tax if his gross income
meets the requirements of section 58 (a).
In the case of a nonresident alien gross
income means only gross income from
sources within the United States. (Sec-
tion 212 (a).) 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 living in
Canada with his wife and two dependent
children throughout 1945 makes his re-
turn on the calendar year basis. His
wife and children are also nonresident
aliens. He is employed as an executive
in Detroit, Michigan, at a salary of
$8,000 per annum and enters and leaves
the United States at frequent intervals
in pursuit of such employment. Neither
husband nor wife has any reasonable
expectation of any other income from
United States sources. Since his wages
derived from sources within the United
States in 1945 can reasonably be ex-
pected to amount to more than $5,000
plus $1,500 ($500 x 3), or $6,500, a dec-
laration of estimated tax must be filed
by such resident of Canada for 1945.

(e) An estate or trust though generally
taxed as an individual is not within the
scope of the system of current payment
of the tax, and hence is not required to
file a declaration.

(f) The application of these provisions
may be illustrated by the following ex-
amples:

Example (1). M, a taxpayer making his re-
turn on the calendar year basis, is married
and has two dependent children. Neither
his wife nor children have any source of in-
come. His salary from January 1 to June
30, 1945, was at the annual rate of $6,000.
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However, effective July 1, 1945, his annual
salary was increased to $8,000 and under the
facts then existing it is reasonable to as-
sume that his salary for the remaining por-
tion of 1945 will remain unchanged. As
of July 1, 1945, therefore, it is reasonable to
expect that he will derive for 1945 a salary
of $7,000. Since such amount is in excess of
$5,000 plus $1,500 ($500 x 3), or $6,500, M
is required to file a declaration of estimated
tax for 1945. As to when such declaration is
required to be filed, see § 29.58-7 (b).

Example (2). N, a professional man engaged
in the practice of his profession on his own
account, has gross income of $400 from such
profession for the two months of January and
February 1945. It can reasonably be ex-
pected that be will have no income during
1945 from any other source. Since N has gross
income which can for 1945 reasonably be ex-
pected to exceed $500 and such income does
not constitute wages subject to withholding,
he is required to file a declaration of esti-
mated tax regardless of his family or marital
status and regardless of the number of sur-
tax exemptions to which he may be entitled
for that year.

Example (3). P has been regularly em-
ployed for many years prior to January 1,
1945, at which date his weekly wage is $90.
He is a widower and has three dependents
none of whom has any source of income
in 1945. He owns stock in a corporation
from which he has derived regularly for
many years prior to 1945 annual dividends
ranging from $120 to $160. In view of the
fact that for 1945 P can reasonably be ex-
pected to receive gross income of $500 or
more Including more than $100 of income
from sources other than wages as defined
In section 1621 (a), he is required to make
a declaration of estimated tax for such year.

Example (4). A is employed at the be-
ginning of 1945 at an annual salary of $8,000
which on the basis of facts then existing, will,
It is expected, not undergo any change
throughout 1945. It is not reasonably to be
anticipated that he will have any other In-
come In 1945. His wife, B, owns stock upon
which dividends ranging from $50 to $90
have been paid regularly during years prior
to 1945. A and B have four dependent chil-
dren of whom two have no source of income
in 1945; a third child is the beneficiary of a
trust fund from which he has received in
prior years annual income in the amount
of approximately $300, but has no other
source of income; while the fourth child is
gainfully employed upon a part-time basis
and may reasonably be expected to receive
compensation for his services amounting to
$600 in 1945. Under these facts, for the pur-
pose of determining whether he Is required
to file a declaration, A may take into ac-
count only three surtax exemptions--one for
each child expected to receive less than $500
gross income in 1945. Since his anticipated
salary of $8,000 exceeds the sum of $5,000 plus
$1,500 ($500 x 3), or $6,500, A will be required
to file a declaration of estimated tax for

1945. A may not claim a surtax exemption
for his wife, B, in his separate declaration
since, under the facts assumed, B is expected
to have gross income in 1945. If, however,
a joint declaration is made, a surtax exemp-
tion may be claimed for B.

(g) For the purpose of determining
whether the anticipated income for a
short taxable year necessitates the filing
of a declaration such income shall be
placed on an annual basis in the manner
prescribed in section 47 (c) (1). Thus,
for example, a taxpayer who changes
from the calendar year basis to a fiscal
year basis beginning July 1, 1945, will
have a short taxable year beginning
January 1, 1945, and ending June 30,
1945. If his anticipated gross income for
such short taxable year consists solely of
wages (as defined in section 1621 (a) in
the amount of $4,000, his total gross in-
come and his gross income from such
wages for the purpose of determining
whether a declaration is required is
$8,000, the amount obtained by placing
anticipated income of $4,000 upon an an-
nual basis. Hence, assuming such tax-
payer is single and has no dependents, he
is required to fle a declaration for the
short taxable year since his anticipated
gross Income from wages when placed
upon an annual basis is in excess of
$5,000.
[T. D. 5419, 9 F. R. 14047, as amended by T. D.
5517, 11 F. R. 65321

§ 29.58-3 Form and contents o1 dec-
laration of estimated tax-(a) General.
(1) The declaration of estimated tax
shall be on Form 1040-ES. The form
may be had from the collectors of the
several districts. It shall be executed,
verified and filed in accordance with
these regulations and the instructions
on the form or issued therewith. For the
purposes of making the declaration, the
amount of gross Income which the tax-
payer can reasonably be expected to re-
ceive or accrue, as the case may be, de-
pending upon the method of accounting
upon the basis of which the net Income
is computed, and the amount of the es-
timated allowable deductions and credits
to be taken into account in computing
the amount of the estimated tax, shall be
determined upon the basis of facts and
circumstances existing as at the time
prescribed for the filing of the declara-
tion. If, therefore, the taxpayer is em-
ployed at the date of filing his declara-
tion at a given wage or salary, it should,
in the absence of circumstances indicat-
ing the contrary, be presumed by him for
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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, interest, rents, royalties,
and income arising from estates and
trusts is a factor to be taken into con-
sideration. Thus, if the taxpayer owns
shares of stock in the X Corporation and
dividends have been paid regularly for
several years upon such stock, the tax-
payer in the preparation of his schedules
preliminary to the execution of Form
1040-ES should, in the absence of infor-
mation indicating a change in the divi-
dend policy, include the prospective divi-
dends 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 tax-
payer engaged in businee on his own ac-
count, 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 profession.

(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
amount and character (for the calendar
year 1943), or amount (for taxable years
beginning after December 31, 1943) as to
enable him to elect upon his return for
such year to compute the tax under sec-
tion 400 in lieu of the normal tax and
surtax, the declaration of estimated tax
may be made upon the basis set forth in
section 400 and § 29.400-1. If the tax-
payer computes his estimated tax for the
calendar year 1943 under the provisions
of section 400, it will be necessary for him
to add the victory tax to the tax set forth
on the reverse side of Form 1040A and
appropriate to the taxable income of the
taxpayer for the calendar year 1943.
Thus, if his gross income is $3,000 and
he is a single person not the head of a
family, the tax under section 400 is $431.
To such amount must be added 5 percent
of $2,376 ($3,000 less $624) or $118.80 less
the amount of the victory tax credit un-
der section 453. The filing of a decla-
ration computed upon the basis of sec-
tion 400 shall not constitute an election
under section 402 and shall not permit
the filing of a return under section 400
unless the taxpayer comes within the
provisions of sections 400 and 401. A
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married person living with husband or
wife should not, for the calendar year
1943, use section 400 in computing his
estimated tax for the purpose of the dec-
laration unless both spouses use that sec-
tion for such purpose.

(3) For taxable years beginning after
December 31, 1943, section 400 of the In-
ternal Revenue Code, as amended, also
may be used in computing the estimated
tax for the purposes of the declaration.
However, for the purposes of computing
the tax liability under chapter 1 for such
a taxable year in the case of married per-
sons living together, if the net income of
one spouse is determined without regard
to the standard deduction, the standard
deduction is not allowed to either. Hence,
to avoid the risk of underestimating the
tax in such case, one spouse should not
use section 400 in computing the esti-
mated tax unless the other spouse also
uses section 400 or employs the standard
deduction in computing the estimated
tax.

(4) The declaration may be made by
an agent if, by reason of illness, the per-
son liable for the making of the declara-
tion is unable to make it. The declara-
tion may also be made by an agent if the
taxpayer is unable to make the declara-
tion by reason of continuous absence
from 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 general power of attorney
authorizing him to represent his princi-
pal in making, executing, and filing the
income declaration, may submit a certi-
fied copy thereof in lieu of the authoriza-
tion on Form 935. The taxpayer and his
agent, if any, are responsible for the
declaration as made and incur liability
for the penalties provided for erroneous,
false, or fraudulent declarations.

(5) 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 taxpayer
having a permanent business address
may give that address as the principal or
mailing address, provided that the com-
plete home or residential address is also
given within the space provided.

(b) Contents of declaration. (1) For
taxable years beginning in 1943, if the
tax for the taxable year beginning in
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1942 (after the credit for foreign tax, but
before credits for tax paid at source) is
greater than the tax for 1943, similarly
computed, there shall be included in the
estimated tax for 1943 the excess, if any,
of the tax for 1942 over the tax for
1943. Such excess is the excess of the
tax for 1942 (computed after the credit
for the tax, if any, paid at the source
under section 143) over the tax for 1943,
similarly computed. If, for example, the
taxes for 1942 and for 1943, respectively,
after the allowance of the credit for for-
eign tax, if any, are $1,000 and $750 and
there is no tax paid at the source under
section 143 for either of such years, the
increase in the estimated tax for 1943
is $1,000 minus $750, or $250, and thus,
the amount to be estimated by the tax-
payer as the amount of his income tax
(including victory tax) for 1943 for the
purpose of the declaration of estimated
tax is $1,000, which amount, when re-
duced by the applicable credits under
sections 35 and 466 (e), is the estimated
tax for 1943. If, however, in such case
tax was paid at the source for the tax-
payer under section 143 in the respec-
tive amounts, for example, of $100 and
$75 for 1942 and 1943 the amount esti-
mated as the amount of the tax for the
purpose of the declaration shall be de-
termined as follows: The tax for 1942
after the application of $100 paid at
the source is $900 and the tax for 1943
after the application of $75 paid at the
source with respect to such year is $675
and in such case the addition to the
tax for 1943 is $900 minus $675, or $225,
which latter amount when added to
$675 aggregates $900, which is the
amount of the income tax (including
victory tax) for 1943. The excess of
such tax ($900) over the amount of the
applicable credits under sections 32, 35
and 466 (e) is the estimated tax in such
case for 1943.

(2) For taxable years beginning on
and after January 1, 1944, the prepara-
tion of the declaration of estimated tax
will not necessitate any comparison be-
tween the tax liability for the current
taxable year and that for the preceding
taxable year. For such taxable years 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 taxpayer
as the sum of the credits under such
sections; and (3) the excess, if any,

819592-49- 23

of the amount shown under (1) over the
amount shown under (2), which excess
shall be the estimated tax for such tax-
able year.
[T. D. 5305, 8 F. R. 15554, as amended by T. D.
6403, 9 F. R. 11053; redesignated and
amended by T. D. 5419, 9 F. R. 140471

§ 29.58-4 Joint declarations by hus-
band and wile. (a) For taxable years,
beginning before January 1, 1944, a hus-
band and wife may make a Joint decla-
ration, if they are living together at the
time prescribed for filing the declara-
tion. For taxable years beginning after
December 31, 1943, 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
nonresident alien.

(b) A joint declaration of a husband
and wife, if not made by an agent (see
§ 29.51-2), shall be signed by both
spouses. If signed by one spouse 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 making 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 is not made for the same
taxable year, the payments made on ac-
count 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 them in any manner
they see fit. In any case in which a joint
return has been filed by husband and
wife for the taxable year beginning in
1942 but separate declarations are made
for the taxable year beginning in 1943,
the excess, if any, of the joint tax liabil-
ity for 1942 over the aggregate tax on the
separate declarations for 1943, which ex-
cess constitutes an addition to the esti-
mated tax for 1943, may be treated as an
addition to the estimated tax of either
the husband or the wife, or may be
divided between them as they may agree.

Page 339

§ 29.58.-4

HeinOnline --  CFR, 1949 339 1949



Title 26-Internal Revenue

See section 6 (b) (1) and (d) (2) of the
Current Tax Payment Act of 1943.

(d) If a joint declaration is made by
husband and wife and thereafter one
spouse dies, no further payments of es-
timated tax on account of such joint
declaration 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 es-
timated tax for the taxable year is filed
by such spouse. Such separate estimated
tax shall be paid at the time and in the
amounts determined under the rules pre-
scribed in § 29.58-11. For the purposes
of the amended declaration, the pay-
ments made pursuant to the joint dec-
laration 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.
iT. D. 5305, 8 F. R. 15554, as amended and re-
designated by T. D. 5419, 9 F. R. 14047, 140481

§ 29.58-5 Use of prescribed forms.
Copies of the prescribed declaration
forms will so far as possible be furnished
taxpayers by collectors. A taxpayer will
not be excused from making a declara-
tion, however, by the fact that no dec-
laration form has been furnished to him.
Taxpayers not supplied with the proper
forms should make application therefor
to the collector in ample time to have
their declarations prepared, verified, and
filed with the collector on or before the
due date. Each taxpayer should care-
fully prepare his declaration so as fully
and clearly to set forth the data therein
called for. If the prescribed form is not
available a statement disclosing his es-
timated income tax (including victory
tax for 1943) his estimated credits and
his estimated tax after deducting such
credits may be accepted as a tentative
declaration, and if filed within the pre-
scribed time, accompanied by the pay-
ment of the required Installment, the
statement so made will relieve the tax-
Payer from liability to penalties, pro-
vided that without unnecessary delay
such a tentative declaration is supple-
mented by a declaration made on the
proper form.
IT. D. 5305, 8 F. R. 15554, as amended and re-
designated by T. D. 5419, 9 F. R. 140481

§ 29.58-6 Time and place for filing
declarations; years beginning prior to
January 1, 1944-(a) Time for filing dec-
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laration-(1) General. Declarations of
estimated tax must (except in the case of
farmers as to whom see subparagraph
(3) of this paragraph) be made on or
before the 15th day of the 3d month of
the taxable year by every individual
whose then anticipated income for the
current taxable year, or whose actual
income for the preceding taxable year,
meets the requirements of section 58 (a).
The requirement with respect to the time
for filing the declaration applies alike to
nonresident aliens who are required to
make the declaration as well as to United
States citizens and residents. For the
taxable year 1943, in the case of a tax-
payer (other than a farmer) who makes
his returns on a calendar year basis, the
first declaration must be filed on or be-
fore September 15, 1943. In the case of
such a taxpayer who makes his returns
on the fiscal year basis and whose fiscal
year begins in 1943 on or prior to July 1,
the declaration must likewise be filed on
or before September 15, 1943. In the
case of such a taxpayer having a fiscal
year beginning in 1943 subsequent to
July 1, the declaration must be filed on
the 15th day of the 3d month of such
taxable year. For provisions relating to
the time for filing declarations of esti-
mated tax in the case of certain Individ-
uals outside the Americas, certain indi-
viduals in the military or naval forces of
the United States who are serving on sea
duty or outside the continental United
States, and certain civilian employees of
the United States who are prisoners of
war or otherwise detained by any foreign
government with which the United States
is at war, see Part 472 of this chapter.

(2) Declarations for short taxable
years. No declaration may be made for
a period of more than 12 months. A sep-
arate declaration for a fractional part of
a year is, therefore, required wherever
there is a change with the approval of the
Commissioner in the basis of computing
net income from one taxable year to an-
other taxable year. The periods to be
covered by such separate declarations in
the several cases are those set forth in
section 47 (a). Requirements with re-
spect to filing of a separate declaration
for a part of a year are the same as those
for the filing of a declaration for a full
taxable year commencing at the same
time. In the case of a decedent, no
declaration need be filed subsequent to
the date of death.

In the case of short taxable years end-
ing in 1943, resulting from the change
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from the calendar year basis to the fiscal
year basis of reporting income, no decla-
ration is required to be filed if such short
period ends prior to the date prescribed
for the filing of the declaration for the
calendar year 1943. If, however, such
period ends subsequent to the date pre-
scribed for the filing of the declaration,
the declaration must be filed. For ex-
ample, the taxpayer changes from a
calendar year basis to the fiscal year basis
beginning July 1, 1943. No declaration
for the short period is required since his
final return for the period January 1 to
June 30 is due on or before September 15,
1943. If, however, he changed to a fiscal
year beginning December 1, 1943, a decla-
ration must be filed on or before Septem-
ber 15, 1943 for the period January 1 to
November 30, 1943.

(3) Farmers. While, generally, the
declaration of estimated tax must be filed
on or before the 15th day of the third
month of the taxable year, the statute
provides that in the case of an individual
whose estimated gross income from
farming for the taxable year is at least
80 percent of his total estimated gross
income from all sources for such year
there is permitted the election of filing
a declaration on or before the 15th day
of the last month of the taxable year in
lieu of the time prescribed for individuals
generally. The estimated gross income
from farming is the estimated income
resulting from the cultivation of the soil
and the raising or harvesting of any ag-
ricultural or horticultural commodities,
and the raising of livestock, bees, or
poultry. In other words, the requisite
gross income must be derived from the
operations of a stock, dairy, poultry,
fruit, or truck farm, or plantation, ranch,
nursery, range, or orchard. If an indi-
vidual receives for the use of his land
income in the form of a share of the
crops produced thereon, such income is
from farming. As to determination of
income of farmers, see §§ 29.22 (a)-7 and
29.23 (a)-11.

(b) Place for filing declaration. (1)
The declaration of estimated tax and
amendments and revisions thereof shall
be filed with the collector for the dis-
trict in which is located the legal resi-
dence or principal place of business of
the person making the declaration, or if
he has no legal residence or principal
place of business in the United States,
then with the Collector at Baltimore,
Maryland. Any amended declaration
shall be filed with the collector for the

district in which the original declaration
was filed.

(2) An individual employed on a sal-
ary or commission 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 collector for the dis-
trict in which is located his legal resi-
dence, or if he has no legal residence in
the United States then to the Collector
at Baltimore, Maryland.

(c) Obligation to file declaration aris-
ing alter the 15th day of the third month
of taxable year. Generally, the declara-
tion shall be filed on the 15th day of the
third month of the taxable year. How-
ever, for the calendar year 1943 the 15th
day of September 1943 shall be substi-
tuted for the 15th day of such third
month. If as of the date so prescribed
the amount and character of the income
of the taxpayer and his marital status
are such that no declaration is required
to be filed, but subsequent to such date
the amount and character of his income
or his marital status changes so that he
meets the requirements of section 58,
then the declaration must be filed not
later than the 15th day of the last month
of the quarter of the taxable year in
which such changes take place.

(d) Amended declarations. (1) In the
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 pros-
pective gross income, the deductions
therefrom and the estimated credits for
the taxable year.. Amended or revised
declarations may be made in any case
in which the taxpayer estimates that his
income, deductions, or credits will differ
from the income, deductions, or credits
reflected in the previous declaration.
An amended declaration may also be
made based upon a change in the mari-
tal status of the taxpayer. Such
amended declaration shall be on Form
1040-ES, marked "Amended".

(2) No amended or revised declaration
may be filed in the quarter in which the
original declaration has been field nor
in any subsequent quarter in which a
prior or revised declaration has been so
filed.
fT. D. 5305, 8 F. R. 15554, as amended by
T. D. 5419, 9 F. R. 140481
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§ 29.58-7 Time and place for filing
declarations; years beginning alter De-
cember 31, 1943-(a) Special rules appli-
cable to calendar year 1944 and fiscal
years beginning in 1944. (1) The pro-
visions of subsection (a) of section 58,
as amended, relating to who shall file
a declaration of estimated tax, are ap-
plicable only with respect to taxable
years beginning after December 31, 1944.
The tests, therefore, found in section 58
(a) prior to its amendment by the Indi-
vidual Income Tax Act of 1944 are appli-
cable to the calendar year 1944 and fiscal
years beginning in 1944. In the case of
the calendar year 1944 if the require-
ments therein provided are first met be-
fore April 1, 1944, the declaration shall be
filed on or before April 15, 1944; if such
requirements are first met after March
31, 1944, and before June 2, 1944, the
declaration shall be filed on or before
June 15, 1944. If, however, such re-
quirements are met on or after June 2,
1944, the general rule provided in sec-
tion 58 (d) (1) (B) and (C) as amended
by the Individual Income Tax Act of
1944 is applicable. Hence, if such re-
quirements are first met after June 1,
1944, and before September 2, 1944, the
declaration shall be filed on or before
September 15, 1944, and if such require-
ments are first met after September 1,
1944, the declaration shall be filed on
or before January 15, 1945.

(2) In the case of a fiscal year begin-
ning in 1944, the declaration must be filed
on the 15th day of the third month of the
taxable year. If, however, the require-
ments of section 58 (a), prior to its
amendment, are first met after the first
day of the third month and before the
second day of the sixth month, the dec-
laration must be filed' on or before the
15th day of the sixth month of the tax-
able year. If such requirements are first
met after the first day of the sixth
month, and before the second day of the
ninth month, the declaration must be
filed on or before the 15th day of the
ninth month of the taxable year; and if
such requirements are first met after
the first day of the ninth month, the
declaration must be filed on or before the
15th day of the next succeeding taxable
year.

(b) Calendar and fiscal years beginning
alter December 31, 1944. (1) Declara-
tions of estimated tax for the calendar
year 1945 and subsequent calendar years
shall (except In the case of farmers, as to
whom see paragraph (c) of this section)
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be made on or before March 15 of such
year by every individual whose then an-
ticipated income for the current calendar
year meets the requirements of section
58 (a), as amended. If, however, the re-
quirements necessitating the filing of the
declaration are first met, in the case of
a taxpayer on the calendar year basis,
after March 1, but before June 2 of the
calendar year, the declaration must be
filed on or before June 15; if the require-
ments are met after June 1 and before
September 2, the declaration must be
filed on or before September 15; and If
such requirements are first met after
September 1, the declaration must be
filed on or before January 15 of the suc-
ceeding calendar year. In the case of
a taxpayer on the fiscal year basis, the
declaration must be filed on the 15th
day of the third month of the taxable
year. If, however, the requirements of
section 58 (a), as amended, are first met
after the first day of the third month and
before the second day of the sixth month,
the declaration must be filed on or be-
fore the 15th day of the sixth month of
the taxable year. If such requirements
are first met after the first day of the
sixth month, and before the second day
of the ninth month, the declaration must
be filed on or before the 15th day of the
ninth month, of the taxable year, or if
such requirements are met after the first
day of the ninth month, the declaration
must be filed on or before the 15th day of
the next succeeding fiscal year. Thus,
if an individual taxpayer is on the fiscal
year basis ending June 30, 1946, his dec-
laration must be filed on or before Sep-
tember 15, 1945, if the requirements of
section 58 (a) are met on or before Sep-
tember 1, 1945. If, however, such con-
ditions are not met until after Septem-
ber 1, 1945, and before December 2, 1945,
the declaration need not be filed until
December 15, 1945.

(2) For calendar and fiscal years begin-
ning after December 31, 1944, the require-
ments with respect to the filing of the
declaration are those prescribed in sec-
tion 58 Ca), as amended. The require-
ments with respect to the time for filing
the declaration apply alike to such non-
resident aliens as are required to make
a declaration as well as to United States
citizens and residents. In the case of
certain individuals outside the Americas,
certain individuals in the military or
naval forces of the United States who are
serving on sea duty or outside the con-
tinental United States, and certain civil-
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ian employees of the United States who
are prisoners of war or otherwise de-
tained by any foreign government with
which the United States is at war, the
provisions of Treasury Decision 5279 (set
forth in paragraph llla of the Appendix
to these regulations) relative to the time
for filing returns are also applicable with
respect to the time for filing declarations.
In the case of any such individual, how-
ever, if the time for filing the return for
a taxable year is postponed under the
provisions of Treasury Decision 5279, a
declaration of estimated tax for such tax-
able year is not required.

(c) Farmers. In the case of an indi-
vidual, whose estimated gross income
from farming for the taxable year is at
least two-thirds of his total estimated
gross income from all sources for such
taxable year, his declaration may be filed
on or before the 15th day of January of
the succeeding taxable year in lieu of the
time prescribed for individuals generally.
The provisions of § 29.58-6 (a) (3) relat-
ing to what constitutes farming are
equally applicable to taxable years be-
ginning after December 31, 1943.

(d) Declarations for short taxable
years. (1) No declaration may be made
for a period of more than 12 months. A
separate declaration for a fractional part
of a year is, therefore, required where
there is a change, with the approval of
the Commissioner, in the basis of com-
puting net income from one taxable year
to another taxable year. The periods to
be covered by such separate 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. In the case of a decedent,
no declaration need be filed subsequent
to the date of death. As to requirement
for amended declaration if death of one
spouse occurs after filing a joint decla-
ration, see § 29.58-4.

(2) In the case of short taxable years
the declaration 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 first
day of the third month of such year. If
such requirements are first met after the
first day of the third month but before
the second day of the sixth month, the
declaration must be filed on or before
the 15th day of the sixth month. If,
however, the period for which the dec-
laration is filed is one of three months,
or one of six months and the require-

ments of section 58 (a) were not met
until after the first day of the third
month, or one of nine months and such
requirements were not met until after
the first day of the sixth month, the dec-
laration may be filed on or before the
15th day of the succeeding taxable year.
If the short taxable year is a period:

(i) Of at least three months but less
than six months and the requirements
of section 58 (a) are first met after the
first day of the third month, or

(i) Of at least six months but less than
nine months and the requirements of
section 58 (a) are first met after the first
day of the sixth month, or

(iii) Of nine months or more and the
requirements of section 58 (a) are first
met after the first day of the ninth
month,
no declaration is required.

(3) In the case of an individual whose
estimated gross income from farming for
a short taxable year is at least two-thirds
of his total estimated gross income from
all sources for such taxable year, his dec-
laration may be filed on or before the
fifteenth day of the month immediately
following the close of such taxable year.

(e) Place for filing declarations. The
rules prescribed in § 29.58-6 (b) with re-
spect to the place for filing the declara-
tion are equally applicable to taxable
years beginning after December 31, 1943.

(f) Amended declarations. In the
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
reasonably to be anticipated relating to
prospective 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 dec-
laration. An amended declaration may
also be made based upon a change in the
number of surtax exemptions to which
the taxpayer may be entitled for the
then current taxable year, such as the
acquisition of a dependent or divorce or
marriage of the t a x p a y e r. Such
amended declaration shall be on Form
1040ES, 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 prior or
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revised declaration has been filed. For
taxable years beginning after December
31, 1943, where an original declaration
has previously been filed: In the case of
a taxpayer on the calendar year basis,
an amended declaration filed after Sep-
tember 15 may be filed on or before Janu-
ary 15 of the succeeding calendar year;
in the case of a taxpayer on the fiscal
year basis, an amended declaration filed
after the 15th day of the ninth month
of such fiscal year may be filed on or be-
fore the 15th day of the succeeding fiscal
year. Thus, if a taxpayer is on a fiscal
year basis beginning July 1, 1944, an
amended declaration filed after March
15, 1945, may be filed on or before July
15, 1945.

(g) Return as a declaration of esti-
mated tax or amendment thereof. (1) If
the taxpayer files his return for the cal-
endar year on or before January 15 of
the succeding calendar year (or if the
taxpayer is on a fiscal year basis, on or
before the 15th day of the first month
immediately succeeding the close of such
fiscal year) 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 Sep-
tember 1 of the taxable year (or the first
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
return shall be considered as an amended
declaration the filing of which prior to
January 15 of the succeeding taxable
year Is permitted by section 58 (d) (2).

(2) Hence, for example, an individual
taxpayer on the calendar year basis who,
subsequent to September 1, 1944, first
meets the requirements of section 58
(a) (prior to amendment by the Indi-
vidual Income Tax Act of 1944) which
necessitate the filing of such declaration
in 1944, may satisfy the requirements as
to the filing of such declaration by filing
his return for 1944 on or before January
15, 1945, and paying in full at the time
of such filing the tax shown thereon to
be payable. A taxpayer on the fiscal
year basis, who first meets the require-
ments of section 58 (a) after the first
day of the ninth month of such taxable
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year, may satisfy the requirements as to
the filing of such declaration by filing
his return and paying the tax on or be-
fore the fifteenth day of the first month
following the close of such fiscal year.

(3) Likewise, if a taxpayer files on or
before September 15 a timely declaration
for such year and subsequent thereto
and on or before January 15 of the suc-
ceeding taxable year (or corresponding
date in the case of a taxpayer on the fis-
cal year basis) fies 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.

(4) For the purposes of section 59 (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 fur-
nished by his employer Form W-2 or
Form W-2 (Rev.). In such case the tax-
payer shall compute, as accurately as
possible, his wages for such year and
the tax withheld for which he is entitled
to a credit, reporting such wages and
tax on his return, Form 1040, together
with all other pertinent information
necessary to the determination of his
tax liability for such year.
[T. D. 5419, 9 F. R. 140481

§ 29.58-8 Extension of time for filing
declarations. (a) It is important that
the taxpayer render on or before the due
date a declaration of estimated tax as ac-
curate as the facts and circumstances
then existing or reasonably to be antici-
pated permit. However, the Commis-
sioner is authorized to grant a reasonable
extension of time for filing declarations
under such rules and regulations as
he shall prescribe with the approval of
the Secretary. Accordingly, authority
for granting extension of time for filing
declarations is hereby delegated to the
various collectors of internal revenue.
Applications for extensions of time for
filing declarations shall be addressed to
the collector of internal revenue for the
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 for taxable
years beginning on or before July 1, 1943,
is hereby granted to and including the
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15th day of December 1943, in the case
of United States citizens outside the
States of the Union, the District of
Columbia, and Hawaii on September 15,
1943; and for taxable years beginning
after July 1, 1943, 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 outside the States of the Union,
the District of Columbia, and Hawaii 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.
[T. D. 5305, 8 F. R. 15554. Redesignated by
T. D. 5419, 9 F. R. 140491

§ 29.58-9 Publicity of returns. The
declaration of estimated tax constitutes,
within the meaning of section 55, a re-
turn. Hence, the rules provided under
that section with respect to publicity of
returns are equally applicable to decla-
rations of estimated tax. See section 55
and regulations thereunder.
[T. D. 5305, 8 F. R. 15554. Redesignated by
T. D. 5419, 9 F. R. 14049]

§ 29.58-10 Payment of estimated tax;
years beginning prior to January 1,1944-
(a) General. (1) Section 59 provides
that if the declaration of the estimated
tax is made on or before the 15th day of
the third month of the taxable year, such
tax may be paid at the time of filing
the declaration or in four equal install-
ments. In such case the first install-
ment shall be paid at the time of filing
the declaration, the second installment
on or before the 15th day of the sixth
month, the third installment on or be-
fore the 15th day of the ninth month
and the fourth installment on or before
the 15th day of the 12th month of the
taxable year.

(2) If the declaration of estimated tax
is filed after the 15th day of the third
month of the taxable year (otherwise
than by reason of an extension of time),
the estimated tax shall be paid at the
time of filing the declaration or in equal
installments the number of which is
equal to the number of quarters remain-
ing in the taxable year (including the
quarter in which the declaration is filed).
Thus, since the first declaration of esti-

mated tax for the calendar year 1943 is
required to be filed on or before Septem-
ber 15 of that year, the estimated tax for
such year must be paid at the time of fil-
ing the declaration or in two equal in-
stallments, one on or before September
15, and the other on or before December
15, of that year. For the fiscal year be-
ginning June 1, 1943, and ending May 31,
1944, the declaration is required to be
filed on or before September 15, 1943, and
one-third of the estimated tax shown on
such declaration shall be paid on or be-
fore September 15, 1943, one-third on or
before February 15, 1944, and one-third
on or before May 15, 1944, unless the
taxpayer elects to pay two or more in-
stallments of the estimated tax at the
time of filing the declaration.

(3) If the taxpayer files an amended or
revised declaration of estimated tax, the
installments remaining unpaid as of the
date of such filing shall be ratably in-
creased or decreased, as the case may
be, to reflect any change made in the,
previously estimated tax by such amend-
ment or revision.

(4) At the election of the taxpayer,
any installment of the estimated tax may
be paid prior to the date prescribed for
the payment.

(5) The payment of any and every in-
stallment of the estimated tax for any
taxable year shall be treated as a pay-
ment on account of the income tax for
such taxable year. Hence, upon the re-
turn, Form 1040, or Form 1040A, as the
case may be, for such taxable year will
appear as payments to be applied
against the tax shown on such return
the aggregate amount of the payments
of estimated tax.

(6) The regulations generally applica-
ble to extensions of the time for the pay-
ment of the tax or any installment
thereof are likewise alplicable to ex-
tensions of time for the payment of es-
timated tax, except that extensions of
time for payment of the estimated tax
or any installment thereof shall be with-
out interest. See § 29.56-2.

(b) Farmers. In the case of an in-
dividual whose estimated gross income
from farming is at least 80 percent of
his total gross income from all sources
for the taxable year, special provisions
are made with respect to the filing of
the declaration, the payment of the tax
and the penalties incurred. As to what
constitutes income from farming within
the meaning of this paragraph, see
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§ 29.58-6 (a) (3). In such case the dec-
laration is to be filed on or before the
15th day of the last month of the tax-
able year, and the entire amount of the
estimated tax must be paid at that time.

(c) Treatment of payments on account
of 1942 tax. (1) In the case of a taxable
year beginning in 1942, the liability for
the tax for such taxable year 1942 is
discharged as of September 1, 1943.
However, any payments (other than in-
terest and additions to the tax) made
before September 1, 1943 on account of
the 1942 tax are treated as payments on
account of the estimated tax for the tax-
able year beginning in 1943. Taxpayers
on the calendar year basis who elected
to pay their 1942 tax in installments were
required to pay one of such installments
on March 15, 1943, and another on June
15, 1943. Such installments are treated
as payments on account of the estimated
tax for the taxable year 1943. In any
case in which the payment of any of
such installments due prior to September
1, 1943, is extended by the Commissioner
prior to that date, such payment is like-
wise treated as a payment of estimated
tax for 1943 and is required to be paid
despite the fact that the provisions dis-
charging the tax liability for 1942 are
effective as of September 1, 1943. If
the taxpayer should become delinquent
prior to September 1, 1943, in the pay-
ment of his tax or any installment
thereof, the fact that the liability for the
tax for 1942 is discharged as of that
date does not relieve the taxpayer of his
liability for payment of such installment.
Such payment when made, however, is
to be treated as a payment made on ac-
count of the estimated tax for 1943.

(2) The amounts so treated as pay-
ment on account of the estimated tax for
1943 shall be applied against the esti-
mated tax of the taxpayer for the taxable
year 1943 as shown in his declaration of

estimated tax for that year and shall
thus reduce ratably the installments of
the estimated tax shown thereon. Thus,
If the estimated tax for 1943 Is $1,000 and
the taxpayer being on the calendar year
basis has paid two installments of 1942
tax liability each amounting to $200, the
estimated tax after the application of
such payments is reduced to $600 of
which one-half is to be paid at the time
of filing the declaration, namely, on or
before September 15, 1943, and the re-
maining installment on or before De-
cember 15, 1943.

(3) If, in the case of husband and
wife, a joint return has been filed for the
taxable year beginning in 1942, any pay-
ment due prior to September 1, 1943,
made with respect to the tax liability
shown thereon may, if separate declara-
tions are made by the spouses for the
taxable year beginning in 1943, be ap-
plied against the estimated tax of either
spouse or may be divided between them
in any manner they see fit. In any case
in which a joint return has been filed by
husband and wife for the taxable year
beginning in 1942 but separate declara-
tions are made for the taxable year be-
ginning in 1943, the excess, if any, of the
joint tax liability for 1942 over the ag-
gregate tax on the separate declara-
tions for 1943, which excess constitutes
a part of the estimated tax for 1943,
may be treated as a part of the estimated
tax of either the husband or the wife,
or may be divided between them as they
see fit.
[T. D. 5305, 8 F. R. 15554. Redesignated and
amended by T. D. 5419, 9 F. R. 140491

§ 29.58-11 Payment of estimated tax;
years beginning after December 31,
1943-(a) General. (1) Section 59 (a),as
amended, provides the following rules
governing the time for payment of the
estimated tax for calendar years begin-
ning after December 31, 1943:

Date of Filing Declaration Dates of Payment of Estimated Tax
I. On or before March 15 (for calendar year In four equal installments-one at time of filing

1944, April 15). declaration, one not later than June 15, one
not later than September 15, and one not
later than January 15 of the succeeding tax-
able year.

11. After March 15 and before June 16 and In three equal installments-one at time of
not required to be filed on or before March filing declaration, one on or before September
15. 15, and one on or before January 15 of the

succeeding taxable year.
III. After June 15 and before September 16 In two equal installments--one at time of filing

and not required to be iled on or before declaration, and the other on or before Janu-
June 15. ary 15 of the succeeding taxable year.

IV. After September 15 and not required to In full at time of filing declaration.
be filed on or before that date.
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(2) If, for example, due to the nature
and amount of his gross income and his
then existing marital status for 1945, the
taxpayer is not required to file his dec-
laration as of March 15, but is required
to file on or before June 15, 1945, the case
comes within the scope of class II in
subparagraph (1) of this paragraph
and the estimated tax is payable in full
at the time of filing the declaration or,
in the alternative, in three equal install-
ments, one on the date of filing, one
on or before September 15, 1945, and
the third installment on or before Jan-
uary 15, 1946.

(3) Notwithstanding the rules set forth
above 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 al-
ternative, 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 dec-
laration had been timely filed in accord-
ance 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 calen-
dar year basis, was employed from the
beginning of 1944 and for several years
prior thereto at an annual salary of
$5,000, thus meeting the requirements of
section 58 (a) prior to its amendment
by the Individual Income Tax Act of
1944. A filed his declaration for 1944 on
September 16, 1944. In such case, A
should have filed a declaration on or be-
fore April 15, 1944, and at the time of
filing his declaration he was delinquent
in the payment of three installments of
his estimated tax for the taxable year
1944. Hence, upon his filing the dec-
laration on September 16, 1944, 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 substituted
for the dates March 15, June 15, Sep-
tember 15 and January 15 of the suc-
ceeding taxable year, the 15th day of the
third month, the 15th day of the sixth
month and the 15th day of the ninth

819592--49-----24

month of the taxable year and the 15th
day of the succeeding taxable year, re-
spectively. For example, if a taxpayer
on the fiscal year basis ending June 30,
1945, first meets on January 15, 1945,
the requirements of section 58 (a) with-
out regard to its amendment by the In-
dividual Income Tax Act of 1944, and
the declaration is filed on or before
March 15, 1945, the estimated tax shall
be paid in two equal installments, one
at the time of filing such declaration and
the second on or before July 15, 1945.

(5) In the case of a decedent, payments
of estimated tax are not required sub-
sequent to the date of death. See, how-
ever, § 29.58-4 for requirement of
amended declaration by surviving spouse
if a joint declaration was made with
decedent before death.

(6) At the election of the taxpayer any
installment of the estimated tax may be
paid prior to the date prescribed for its
payment.

(7) The payment of any and every in-
stallment of the estimated tax for any
taxable year beginning after December
31, 1943, shall be considered payment on
account of the tax for such taxable year.
Hence, upon the return for such taxable
year, the aggregate amount of the pay-
ments of estimated tax should be entered
as payments to be applied against the tax
shown on such return.

(b) Farmers. In the case of an indi-
vidual whose estimated gross income
from farming for taxable years begin-
ning after December 31, 1943, is at least
two-thirds of his total gross income from
all sources for such taxable year, special
provisions are made with respect to the
filing of the declaration, the payment of
the tax, and the penalties incurred. As
to what constitutes income from farm-
ing within the meaning of this subsec-
tion, see § 29.58-6 (a) (3). In such case,
if such taxable year is the calendar year,
the declaration is to be filed on or before
January 15 of the succeeding calendar
year and payment of 'he estimated tax
shall be made in full at such time. In
the case of a farmer on the fiscal year
basis, the declaration may be filed on or
before the 15th day of the succeeding
fiscal year and payment of the estimated
tax shall be made in full at such time.

(c) Special rules for 1944. In any
case In which a declaration of estimated
tax for the calendar year 1944 is filed on
or before April 15, 1944, the estimated
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tax shall be paid at the time of the filing
of the declaration or, in the alternative,
in four equal Installments as follows: the
first installment to be paid at the time
of filing the declaration; the second in-
stallment on or before June 15; the third
Installment on or before September 15;
and the fourth installment on or before
January 15, 1945. If the declaration Is
filed after April 15, 1944, but before June
16, 1944, and such requirements of sec-
tion 58 (a) were first met on or after
April 1, 1944, the estimated tax may be
paid in three equal installments as fol-
lows: the first Installment at the time of
filing the declaration, the second on or
before September 15, 1944, and the third
installment on or before January 15, 1945.
If, however, the requirements of section
58 (a) (without regard to the amendment
made by the Individual Income Tax Act
of 1944) were first met before April 1,
1944, but no declaration was filed until
after April 15, 1944, or if such require-
ments were met after March 31, 1944, and
before June 2, 1944, and no declaration
was filed until after June 15, 1944, then
there shall be paid at the date of filing
such declaration all installments of esti-
mated tax which would have been pay-
able on or before such date if the decla-
ration had been filed within the time
prescribed and the remaining install-
ments shall be paid at the times at which
and in the amounts in which they would
have been payable had the declaration
been so filed.

(d) Short taxable years. (1) In the
case of a short taxable year for which a
declaration is required to be filed the esti-
mated tax shall be paid in equal install-
ments, one at the time of filing the decla-
ration, one on the 15th day of the third
month of each succeeding three-month
period contained in such short taxable
year except the last such three-month
period or fraction thereof, and one on
the 15th day of the first month of the
succeeding taxable year. For example, if
the short taxable year is the period of 10
months from January 1, 1945, to October
31, 1945, and the declaration is required
to be filed on or before March 15, 1945,
the estimated tax is payable in four equal
installments, on the date of filing the
declaration, June 15, September 15, and
November 15. If in such case the decla-
ration is required to be filed after March
15 but on or before June 15, the tax will
be payable in three equal installments,
on the date of filing the declaration, Sep-
tember 15 and November 15.
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(2) The provisions of paragraph (a) of
this section relating to payment of esti-
mated tax in any case in which the dec-
laration is filed after the time prescribed
in section 58 (d) are equally applicable to
the payment of the estimated tax for
short taxable years.
[T. D. 5419, 9 F. R. 140491

SUBPART C-SUPPLEMENTAL PROVISIONS

AUTHORrTY: §§ 29.101-1 to 29.421-1 issued
under 63 Stat. 32, 467; 26 U. S. C. 62, 3791.

SouncE: §§ 29.101-1 to 29.421-1 contained
in Regulations 111, 8 F. R. 15002, except as
noted following sections affected.

RATES OF TAX

§ 29.101-1 Proof of exemption prior
to January 1, 1943; annual returns for
accounting periods beginning prior to
January 1, 1943. A corporation is not
exempt merely because it is not organized
and operated for profit. In order to es-
tablish its exemption it is necessary that
every organization claiming exemption
file with the collector for the district in
which is located the principal place of
business or principal office of the organ-
ization an affidavit or a questionnaire as
set forth below. An organization claim-
ing 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 questionnaire ap-
propriate to its activities, filled out in
accordance with the instructions on the
form or issued therewith. Copies of the
following questionnaire forms may be
obtained from any collector: For cor-
porations claiming exemption under sec-
tion 10*1 (6), Form 1023; under section
101 (1), (3), (7), or (8), Form 1024; un-
der 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 claiming exemption, in-
cluding bona fide credit unions, shall file
an affidavit showing the character of the
organization, the purpose for which it
was organized, its actual activities, the
sources of its income and the disposition
of such income, whether or not any of its
income is credited to surplus or may in-
ure to the benefit of any private share-
holder or individual, and in general all
facts relating to its operations which af-
fect its right to exemption. To each
such affidavit or questionnaire shall be
attached a copy of the articles of incor-
poration, declaration of trust, or other
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instrument of similar import, setting
forth the permitted powers or activities
of the organization, the by-laws or other
code of regulations, and the latest finan-
cial statement showing the assets, liabil-
ities, receipts, and disbursements of the
organization. An organization claiming
exemption under section 101 (5), (6),
except organizations organized and
operated exclusively for religious pur-
poses, (7), (8), (9), or (14) shall also file
with the other information specified
herein a return of information on Form
990 relative to the business of the organ-
ization for the last complete year of op-
eration: Provided, however, That such
return shall not be required of an or-
ganization which is organized and oper-
ated exclusively for educational pur-
poses, or educational and religious pur-
poses, if no part of its net earnings or
assets are distributable to any private
shareholder in liquidation or otherwise
and if, in the case of an organization
privately owned or operated, the Com-
missioner is advised of any increase in
the compensation of its owners, man-
agers, trustees, or directors over the
amount of such compensation for the
last year for which its exemption under
section 101 (6) was approved by the
Commissioner. Form 990 will not be re-
quired of charitable organizations oper-
ated or controlled by religious or educa-
tional organizations of the type exempt
under the preceding sentence from the
requirement of filing such returns, nor
of separately conducted charitable or-
ganizations meeting the above condi-
tions as to distributions and compen-
sation, nor of charitable organizations
operated under the control of a State or
any political subdivision thereof.

The words "private shareholder or in-
dividual" in section 101 refer to indi-
viduals having a personal and private
Interest in the activities of the corpora-
tion. Although religious or apostolic
associations or corporations exempt un-
der section 101 (18) are relieved from
paying the tax, they are required to file
returns of income (see § 29.101 (18)-1).

In the case of the particular classes of
organizations listed below, the following
additional information shall be embodied
in or attached to, and made a part of,
the affidavit or questionnaire referred to
above:

(a) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership;

(b) 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 Bureau of Internal
Revenue 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.

The collector, upon receipt of the affi-
davit, or questionnaire, and other papers,
will examine them as to completeness
and will forward completed documents
to the Commissioner for decision as to
whether the organization is exempt. In
addition to the information specified
herein, the Commissioner may require
any . additional 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 administration of the internal
revenue laws he may in the cases of par-
ticular types of organizations provide
additional questionnaires or otherwise
prescribe the form in which the proof of
exemption shall be furnished.

When an organization (other than a
mutual insurance company) has estab-
lished its right to exemption, it need not
thereafter make a return of income or
any further showing with respect to its
status under the law, unless It changes
the character of its organization or op-
erations or the purpose for which it was
originally created, except that every or-
ganization exempt or claiming exemp-
tion under section 101 (5), (6), except
organizations organized and operated
exclusively for religious purposes, (7)
(8), (9), or (14) shall file annually re-
turns of information on Form 990 with
the collector for the district in which Is
located the principal place of business or
principal office of the organization: Pro-
vided, however, That such return shall
not be required of an organization which
is organized and operated exclusively for
educational purposes, or educational and
religious purposes, if no part of its net
earnings or assets are distributable to
any private shareholder in liquidation or
otherwise and if, in the case of an or-
ganization privately owned or operated,
the Commissioner is advised of any in-
crease in the compensation of its own-
ers, managers, trustees, or directors over
the amount of such compensation for
the last year for which its exemption
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under section 101 (6) was approved by
the Commissioner. Form 990 will not
be required of charitable organizations
operated or controlled by religious or
educational organizations of the type ex-
empt under the preceding sentence from
the requirement of filing such returns,
nor of separately conducted charitable
organizations meeting the above condi-
tions as to distributions and compensa-
tion, nor of charitable organizations op-
erated under the control of a State or
any political subdivision thereof. The
return of information on Form 990 shall
be filed on or before the 15th day of the
fifth month following the close of the
taxable year. When a mutual insurance
company has established its right to ex-
emption under section 101 (11) of the
Internal Revenue Code or a correspond-
ing provision of a prior income tax law
it need not thereafter make a return of
income or any further showing with re-
spect to its status under the law, unless
it changes the character of its organi-
zation or operations or unless the gross
amount received during the taxable
year from interest, dividends, rents, and
premiums (including deposits and as-
sessments) exceeds $75,000. See § 29.101
(18)-i with respect to returns by re-
ligious or apostolic associations or cor-
porations exempt under section 101 (18).
See also sections 275 (a) and 276 (a)
with respect to the statute of limitations.

Collectors will keep a list of all organi-
zations held to be exempt to the end
that they may occasionally inquire into
their status and ascertain whether or not
they are observing the conditions upon
which their exemption is predicated.

An organization which is exempt under
section 101 and the regulations there-
under, from filing returns of income is
not, however, relieved from the duty of
filing returns of information (see sections
147 and 148).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5381, 9 F. R. 7123]

§ 29.101 (1)-1 Labor, agricultural, and
horticultural organizations. (a) The or-
ganizations contemplated by section 101
(1) as entitled to exemption from income
taxation are those which:

(1) Have no net income inuring to
the benefit of any member;

(2) Are educational or instructive in
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 de-
velopment of a higher degree of effi-
ciency in 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 agri-
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 periodical race meets, the profits from
which may inure to the benefit of their
shareholders, are not exempt. Similarly,
corporations engaged in growing agri-
cultural or horticultural products for
profit are not exempt from tax.

§ 29.101 (2)-i Mutual savings banks.
In order that a corporation may be en-
titled to exemption as a mutual savings
bank, it must appear that it is an or-
ganization:

(a) Which has no capital stock repre-
sented by shares, and

(b) Whose earnings, less only the ex-
penses of operation, are distributable
wholly among the depositors.

If it appears that the organization has
shareholders who participate in the
profits, the organization will not be
exempt.

A mutual savings bank need not be in-
corporated or be under public supervi-
sion, unless, in either case a State statute
so requires, nor need it serve the public
in general, in order to be exempt. It may
confine its business to a designated class
of individuals, such as employees of a
single corporation, without losing its
exempt status.

§ 29.101 (3)-l Fraternal beneficiary
societies. A fraternal beneficiary society
is exempt from tax only if operated un-
der the "lodge system," or for the exclu-
sive benefit of the members of a society
so operating. "Operating under the
lodge system" means carrying on its ac-
tivities 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 nec-
essary that the society have an estab-
lished system for the payment to
its members or their dependents of life,
sick, accident, or other benefits.
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§ 29.101 (4)-1 Building and loan as-
sociations and cooperative banks. (a) A
building and loan association organized
pursuant to and operating in accordance
with the laws of the United States or a
State or Territory thereof, substantially
all the business of which association is
confined to making loans to members, is
entitled to exemption.

(b) Cooperative banks without capital
stock organized and operated for mutual
purposes and without profit are exempt.
Credit unions such as those organized
under the laws of Massachusetts, being
in substance and in fact the same as
cooperative banks, are likewise exempt
from tax.

§ 29.101 (5)-1 Cemetery companies.
(a) A cemetery company may be entitled
to exemption:

(1) If it is owned by and operated ex-
clusively for the benefit of its lot owners
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 char-

tered solely for burial purposes and not
permitted by its charter to engage in any
business not necessarily incident to that
purpose, is exempt from Income tax, pro-
vided that no part of its net earnings
inures to the benefit of any private share-
holder or individual. 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.

§ 29.101 (6)-i Religious, charitable,
scientific, literary, and educational or-
ganizations and community 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 oper-
ated exclusively for charitable purposes
comprise, in general, organizations for
the relief of the poor. The fact that a
corporation established for the relief of
indigent persons may receive voluntary
contributions from the persons intended
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
exceptional 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 individ-
ual and beneficial to the community, even
though an association of either class has
incidental amusement features. An or-
ganization formed, or availed of, to dis-
seminate controversial or partisan prop-
aganda is not an educational organiza-
tion 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 organization the
exemption, if carrying on propaganda, or
otherwise attempting, to influence legis-
lation forms no substantial part of its
activities, its principal purpose and sub-
stantially all of its activities being clearly
of a nonpartisan, noncontroversial, and
educational nature.

(d) Since a corporation to be exempt
under section 101 (6) must be organized
and operated exclusively for one or more
of the specified purposes, an organiza-
tion which has certain religious pur-
poses and which also manufactures and
sells articles to the public for profit, is
not exempt under section 101 (6) even
though its property is held in common
and its profits do not Inure to the
benefit of individual members of the or-
ganization. See section 101 (18) as to
religious or apostolic associations or cor-
porations.
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(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.

§29.101 (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 busihess 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 organi-
zation 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 sufficient in-
come to be self-sustaining, Is not a busi-
ness league. An association engaged in
furnishing information to prospective in-
vestors, to enable them to make sound in-
vestments, 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 business league,
a chamber of commerce, or a board of
trade within the meaning of the Internal
Revenue Code and is not exempt from
tax.

§ 29.101 (8)-1 Civic leagues and local
associations of employees. Civic leagues
entitled to exemption under section 101
(8) comprise those not organized for
profit but operated exclusively for pur-
poses beneficial to the community as a
whole, and, in general, include organiza-
tions engaged in promoting the welfare
of mankind, other than organizations
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 (1) that the membership
of such an association be limited to the
employees of a designated person or
persons in a particular municipality, and
(2) that the net earnings of the associa-

tion be devoted exclusively to charitable,
educational, or recreational purposes.
See § 29.101 (6)-1 with reference to the
meaning of "charitable" and "educa-
tional" and § 29.101 (10)-i as to the
meaning of "local" as used in section 101.
[Regs. 111, 8 F. R. 15002 as amended by T. D.
5458, 10 F. R. 7335]

§ 29.101 (9)-1 Social clubs. The
exemption granted by section 101 (9) ap-
plies to practically all social and recrea-
tion clubs which are supported by
membership fees, dues, and assessments.
If a club engages in traffic, in agriculture
or horticulture, or in the sale of real
estate, timber, etc., for profit, such club
is not organized and operated exclusively
for pleasure, recreation, or social pur-
poses. Generally, an incidental sale of
property will not deprive the club of the
exemption.

§ 29.101 (10)-i Local benevolent life
insurance associations, mutual irrigation
and telephone companies, and like or-
ganizations. It is a prerequisite to ex-
emption under section 101 (10) that at
least 85 percent of the income of the or-
ganization shall consist of amounts col-
lected 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 ad-
vance 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-
ganization 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.

The phrase "of a purely local charac-
ter" applies to benevolent life insurance
associations, and not to the other organ-
izations 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 association. An organiza-
tion of a purely local character is one
whose business activities are confined to
a particular community, place, or dis-
trict, irrespective, however, of political
subdivisions. If the activities of an or-
ganization are limited only by the bor-
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ders of a State, it cannot be considered
to be purely local in character.

§ 29.101 (11)-1 Mutual insurance
companies or associations. An insurance
company is exempt from taxation under
this chapter if it Is a mutual company or
association (other than life or marine)
or an interinsurer or reciprocal under-
writer and if the gross amount received
during the taxable year from interest,
dividends, rents, and premiums (includ-
ing deposits and assessments) does not
exceed $75,000.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5458, 10 F. R. 73351

§ 29.101 (12)-i Farmers" cooperative
marketing and purchasing associations.
(a) Cooperative associations engaged in
the marketing of farm products for
farmers, fruit growers, livestock growers,
dairymen, etc., and turning back to the
producers the proceeds of the sales of
their products, less the necessary operat-
ing expenses, on the basis of the products
furnished by them, are exempt from in-
come tax. For instance, cooperative
dairy companies which are engaged in
collecting milk and disposing of it or the
products thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of the quantity of milk or of butter
fat in the milk furnished by such pro-
ducers, are exempt from the tax. If the
proceeds of the business are distributed
in any other way than on such a propor-
tionate basis, the association does not
meet the requirements of the Internal
Revenue Code and is not exempt. In
other words, nonmember patrons must
be treated the same as members in so
far as the distribution of patronage divi-
dends is concerned, that is, if products
are marketed for nonmember 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 members of the asso-
ciation. In order to show its cooperative
nature and to establish compliance with
the requirement of the Code that the pro-
ceeds of sales, less necessary 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 nonmem-
bers. The Code does not require, how-
ever, that the association keep ledger
accounts with each producer selling

through the association. Any perma-
nent records which show that the as-
sociation was operating during the tax-
able year on a cooperative basis in the
distribution of patronage dividends to
all 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 producers in
cash, keeps permanent records from
which the proportionate shares of the
patronage dividends due to nonmember
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.

An association which has capital stock
will not for such reason be denied exemp-
tion (1) 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 percent per annum, whichever is
greater, on the value of the considera-
tion for which the stock was issued, and
(2) 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 non-
producer to qualify him as an afficer
will not destroy the association's exemp-
tion. Likewise, if a shareholder for hny
reason ceases to be a producer and the
association is unable, because of a consti-
tutional 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 ex-
emption. The restriction placed on the
ownership of capital stock of an exempt
cooperative association shall not apply to
nonvoting preferred stock, provided the
owners of such stock are not entitled or
permitted to participate, directly or indi-
rectly, in the profits of the association,
upon dissolution or otherwise, beyond
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the fixed dividends. The accumulation
and maintenance of a reserve 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 build-
ings and facilities required in business or
for the purchase and installment of ma-
chinery and equipment or to retire in-
debtedness incurred for such purposes,
will not destroy the exemption. An as-
sociation will not be denied exemption
because it markets the products of non-
members, provided the value of the prod-
ducts marketed for nonmembers does not
exceed the value of the products mar-
keted for members. Anyone who shares
in the profits of a farmers' cooperative
marketing association, and Is entitled to
participate in the management of the as-
sociation, must be regarded 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, live-
stock growers, dairymen, etc., and turn-
ing over such supplies and equipment to
them at actual cost, plus the necessary
operating 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 sup-
plies and equipment for nonmembers will
not for such reason be denied exemp-
tion, provided the value of the purchases
for nonmembers does not exceed the
value of the supplies and equipment pur-
chased for members, and provided the
value of the purchases made for non-
members who are not producers does not
exceed 15 percent of the value of all its
purchases.

(c) In order to be exempt under 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-
empt if as to each of its functions it meets
the requirements of the Internal Revenue

Code. Business done for the United
States or any of its agencies shall be
disregarded in determining the right to
exemption under section 101 (12) and
this section. An association to be en-
titled 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.
[Regs. 111, 8 P. R. 15002, as amended by T. D.
5458, 10 F. R. 73351

§ 29.101 (13)-1 Corporations organ-
ized to finance crop operations. Corpo-
rations organized by farmers' cooperative
marketing or purchasing associations, 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 cor-
poration is operated in conjunction with
the marketing or purchasing association.
The provisions of § 29.101 (12)-i relating
to a reserve or surplus and to capital
stock shall also apply to corporations
coming under this section.

§ 29.101 (18)-i Religious or apostolic
associations or corporations. Religious
or apostolic associations or corporations
are exempt from taxation under chapter
1 if they have a common treasury or com-
munity treasury, even though they en-
gage in business for the common benefit
of the members, provided each of the
members include (at the time of filing his
return) in his gross income his entire pro
rata share, whether distributed or not, of
the net income of the association or cor-
poration for the taxable year of the asso-
ciation or corporation ending with or
during his taxable year. Any amount so
included in the gross income of a member
shall be treated as a dividend received.

Every association or corporation claim-
ing exemption as a religious or apostolic
association or corporation under the pro-
visions of section 101 (18) and this sec-
tion shall make for each taxable year a
return on Form 1065 (except for taxable
years beginning before January 1, 1947,
with respect to which return were made
on Form 1120) 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
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a statement showing the name and ad-
dress of each member of the association
or corporation and the amount of his
distributive share of the net income of
the association or corporation for such
year. If the taxable year of any member
is different from the taxable year of the
association or corporation, the distribu-
tive share of the net income of the associ-
ation or corporation to be included in the
gross income of the member for his tax-
able year shall be based upon the net
Income of the association or corporation
for the taxable year of the association
or corporation ending within the taxable
year of the member.
IRegs. 111, 8 F. R. 15002, as amended by T. D.
5458, 10 V. R. 7335, T. D. 5600, 13 F. R. 577]

§ 29.101-2 Proof of exemption on or
after January 1, 1943; annual returns
for accounting periods beginning on or
after January 1, 1943-(a) Proof of ex-
emption. An organization is not exempt
from tax merely because it is not or-
ganized and operated for profit. In order
to establish its exemption it is necessary
that every organization claiming ex-
emption file with the collector for the
district in which is located the principal
place of business or principal office of
the organization an affidavit or question-
naire as set forth below. An organiza-
tion 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 affi-
davit or questionnaire appropriate to
its activities, filled out in accordance
with the instructions on the form or
issued therewith. Copies of the follow-
ing forms may be obtained from any
collector: For organizations claiming ex-
emption 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 claiming
exemption, including bona fide credit
unions, shall file an affidavit showing the
character of the organization, the pur-
pose for which it was organized, its
actual activities, the sources of its in-
come and the disposition of such income,
whether or not any of its income is
credited to surplus or may inure to the
benefit of any private shareholder or in-
dividual, and in general all facts re-
lating to its operations which affect its

right to exemption. To each such af-
fidavit or questionnaire shall be attached
a copy of the articles of Incorporation,
declaration of trust, or other instru-
ment of similar import, setting 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
organization.

(b) Additional proof by particular
classes of organizations. Organizations
mentioned below shall submit with and
as a part of their affidavits or question-
naires the following information:

(1) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership;

(2) In the case of holding companies
claiming exemption u n d e r section
101 (14), if the organization for which
title is held has not been specifically
notified in writing by the Bureau of In-
ternal Revenue that it is held to be ex-
empt under section 101, the holding com-
pany shall submit the information indi-
cated in this section as necessary for a
determination of the status of the or-
ganization for which title is held.

In addition to the information spe-
cifically called for by this section the
Commissioner may require any ad-
ditional information deemed necessary
for a proper determination of whether
a particular organization is exempt un-
der section 101, and when deemed advis-
able in the interest of an efficient admin-
istration of the internal revenue laws he
may in the cases of particular types of
organizations provide additional ques-
tionnaires or otherwise prescribe the
form in which the proof of exemption
shall be furnished.

An organization claiming to be spe-
cifically exempted by section 54 (f) from
filing annual returns shall submit with
and as a part of its affidavit or question-
naire a statement of all the facts on
which it bases its claim.

(c) Collector's duties with respect to
proof of exemption. The collector, upon
receipt of the affidavit or questionnaire
and other papers constituting the proof
of exemption by an organization claim-
ing exemption from tax under section
101, will forward completed documents
to the Commissioner for decision as to
whether the organization is exempt.

(d) "Private shareholder or individual"
defined. The words "private shareholder

Page 355

§ 29.101-2

HeinOnline --  CFR, 1949 355 1949



Title 26-Internal Revenue

or individual" in section 101 refer to per-
sons having a personal and private in-
terest in the activities of the organiza-
tion.

(e) Requirement of annual returns.
For accounting periods beginning after
December 31, 1942, every organization
exempt from tax under section 101, re-
gardless of the amount or source of its
income or receipts and irrespective of
whether it is chartered by, or affiliated
or associated with, any central, parent,
or other organization, except organiza-
tions specifically exempted from filing
annual returns by section 54 (f) (see
paragraph (h) of this section), shall file
annually with the collector for the dis-
trict in which is located the principal
place of business or principal office of the
organization a return of information on
Form 990 (Revised May 1944) specifically
stating the items of gross income, re-
ceipts, and disbursements and such other
information as may be prescribed by the
Commissioner in the instructions on the
form or issued by him therewith. Such
return shall be on the basis of the estab-
lished annual accounting period of the
organization. Where the organization
has no such established accounting
period, the return shall be on the basis
of the calendar year. Religious and apos-
tolic organizations which are exempt
from tax under section 101 (18) shall
annually file the return of income re-
quired under § 29.101 (18)-1.on the same
form (Form 1065) as is required in the
case of partnerships, in lieu of Form 990
(Revised May 1944). With respect to
group returns, see paragraph (f) of this
section. For proof and establishment of
right to exemption from tax which must
accompany Form 990 (Revised May 1944)
in the case of an organization which has
not established its right to such exemp-
tion prior to the filing of the annual
return, see paragraphs (a) and (b) of
this section.

(f) Group returns. A central, par-
ent, 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 separate
annual return, a group return on Form
990 (Revised May 1944), for two or more
of' the local organizations, chapters, or
the like (referred to in this section as
"local organizations") which are (1)
chartered by, or affiliated or associated
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with, such central organization at the
close of its annual accounting period,
(2) subject to the general supervision of,
and examination by, the central organ-
ization, and (3) exempt from tax under
the same provision of section 101 under
which the central organization is ex-
empt from tax. The filing of the group
return shall be in lieu of the filing of a
separate return by each of the local or-
ganizations included in the group return.
The group return shall include only those
local organizations which in writing have
authorized the central organization to
include them in the group return, and
which have made and filed, with the cen-
tral organization, their statements, veri-
fied under oath or affirmation, specifi-
cally stating their items of gross income,
receipts, and disbursements, and such
other information relating to them which
is required to be stated in the group re-
turn, and such authorizations and state-
ments shall be permanently retained by
the central organization. There shall be
attached to the group return 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 return, and a
schedule showing the name and address
of each of the local organizations 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 organ-
ization. Where such central organiza-
tion has no established annual account-
ing period, such return shall be on the
basis of the calendar year. The same
income, receipts, and disbursements of a
local organization shall not be included
in more than one group return. The
group return shall be filed in accordance
with these regulations and the instruc-
tions on Form 990 (Revised May 1944)
or issued therewith, and shall be consid-
ered the return of each of the local or-
ganizations included therein. For proof
and establishment of right to exemption
from tax which must accompany Form
990 (Revised May 1944) in the case of a
local organization included in the group
return but which has not established its
right to such exemption prior to the fil-
ing of the group return, see paragraphs
(a) and (b) of this section.

(g) Date for filing annual returns.
The annual return of information, Form
990 (Revised May 1944), for accounting
periods beginning after December 31,
1942, but ending prior to April 1, 1944,
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shall be filed on or before August 15,
1944, and for accounting periods begin-
ning after December 31, 1942, but ending
after March 31, 1944, shall be filed on or
before the 15th 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 file
annual returns. Annual returns, Form
990 (Revised May 1944), are not required
to be filed by an organization which has
established its right to exemption from
tax under section 101 (6), if:

(1) It is organized and operated ex-
clusively for religious purposes;

(2) It Is operated, supervised, or con-
trolled by or in connection with such
religious organization;

(3) It is an educational organization
which normally maintains a regular fac-
ulty 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

(4) 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.

The annual return on Form 990 (Re-
vised May 1944) need not be filed by a
fraternal beneficiary 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
corporation wholly owned by the United
States or any agency or instrumentality
thereof, or is a wholly-owned subsidiary
of such a corporation.

An organization organized and oper-
ated exclusively for charitable purposes
or for the prevention of cruelty to chil-
dren or animals is not "primarily sup-
ported by contributions of the general
public" for any accounting period if
more than 50 percent of its income and
receipts for such period are not actually
derived from voluntary contributions
and gifts made by the general public,
as distinguished from a few contributors
or donors or from related or associated
persons. For the purposes of the pre-
ceding sentence 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, m e m b e r s,
fiduciaries, officers, employees, or the
like, or who are connected with such
persons by family or business relation-
ship.

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 considered
as having thereafter failed to continue
meeting such conditions if it is tempo-
rarily compelled to curtail or discon-
tinue its normal and regular activities
during the existence of abnormal cir-
cumstances and conditions.

(1) Collectors' records. Collectors 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
(Revised May 1944) if they are required
to file such returns.

(j) Records, statements and other re-
turns of tax-exempt organizations. 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 (Re-
vised May 1944) shall immediately no-
tify in writing the collector for the dis-
trict in which is located its principal
office of any changes in its character,
operations or purpose for which it was
originally created.

Every organization which has estab-
lished 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
further into its exempt status and to
administer the provisions of section 54
(f) and this section. For requirement
as to keeping of permanent books of
account or records, see § 29.54-1.

An organization which has established
its right to exemption from tax under
section 101, including an- organization
which is relieved under section 54 (f)
and these regulations from filing returns
of income or annual returns of informa-
tion, is not, however, relieved from the
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duty of filing other returns of informa-
tion (see sections 147 and 148).
[T. D. 5381, 9 F. R. 7123]

§ 29.102-1 Taxation of corporation
formed or utilized for avoidance of sur-
tax. Section 102 Imposes (in addition to
other taxes imposed by chapter 1) a
graduated income tax or surtax upon
any domestic or foreign corporation
formed or availed of to avoid the impo-
sition of the individual surtax upon its
shareholders or the shareholders of any
other corporation through the medium
of permitting earnings or profits to ac-
cumulate instead of dividing or distribut-
ing them. However, personal holding
companies, 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 dis-
tributed In turn by the N Corporation to
its Individual shareholders, nevertheless
the surtax imposed by section 102 applies
to the M Corporation, if that corporation
is formed or availed of for the purpose
of preventing the imposition of the indi-
vidual surtax upon the individual share-
holders of the N Corporation.

A foreign corporation, whether resi-
dent 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 thereunder, if any
of its shareholders are (1) citizens or
residents of the United States and there-
fore subject to the surtax with respect
to distributions of the corporation 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 cor-
poration which 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 indirectly by
any shareholder specified in (1) or (2).
On the other hand, the tax imposed by
section 102 will not apply even though a
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foreign corporation, whether resident or
nonresident derives income from sources
within the United States, if all of its
shareholders are nonresident alien indi-
viduals who, by the application of section
211 (a), would not be subject to surtax
with respect to distributions of the cor-
poration if made.For the computation of the surtax see
§ 29.102-4.

§ 29.102-2 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 individ-
ual surtax is subject to disproof by
competent evidence. The existence or
nonexistence of the purpose may be in-
dicated by circumstances other than the
evidence specified in the Internal Rev-
enue Code, and whether or not such pur-
pose was present depends upon the
particular 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
preventing the imposition of surtax upon
shareholders through the medium of
permitting earnings or profits to accu-
mulate, even though the corporation Is
not a mere holding or investment com-
pany and does not have an unreasonable
accumulation 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-
vincing 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) dealings
between the corporation and Its share-
holders, 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 connection
with the business. The mere fact that
the corporation distributed a large por-
tion of its earnings for the year in ques-
tion does not necessarily prove that
earnings were not permitted to accumu-
late beyond reasonable needs or that the
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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 medium of
permitting earnings or profits to accumu-
late, and the taxpayer contests such de-
termination of fact by litigation, the
burden of proving the determination
wrong by a preponderance of evidence,
together with corresponding burden of
first going forward with evidence, Is on
the taxpayer under principles applicable
to income tax cases generally, and this is
so even though the corporation is not a
mere holding or investment company
and does not have an unreasonable ac-
cumulation of earnings or profits. How-
ever, if the corporation is a mere holding
or investment company, then the In-
ternal Revenue Code gives further
weight to the presumption of correct-
ness already arising from the Commis-
sioner's determination by expressly pro-
viding an additional presumption of the
existence of a purpose to avoid surtax
upon shareholders, while if earnings or
profits are permitted to accumulate be-
yond the reasonable needs of the busi-
ness, then the Code adds still more
weight to the Commissioner's deter-
mination by providing that irrespective
of whether or not the corporation is a
mere holding or investment company,
the existence of such an accumulation
is determinative of the purpose to avoid
surtax upon shareholders unless the tax-
payer proves the contrary by such a clear
preponderance of all evidence that the
absence of such a purpose is unmistak-
able.

(c) A corporation having practically
no activities except holding property, and
collecting the income therefrom or in-
vesting therein, shall be considered a
holding company within the meaning of
section 102. If the activities further in-
clude, or consist substantially of, buying
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 in-
vestment company within the meaning
of section 102.

§ 29.102-3 Unreasonable accumula-
tion of profits. (a) An accumulation of
earnings or profits (including the un-

distributed 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 imposi-
tion of the surtax. No attempt is
here made to enumerate all the ways
in which earnings or profits of a cor-
poration may be accumulated for the
reasonable needs of the business. Un-
distributed income is properly accumu-
lated if retained for working capital
needed by the business; or if invested In
additions to plant reasonably required
by the business; or if in accordance with
contract obligations placed to the credit
of a sinking fund for the purpose of re-
tiring bonds issued by the corporation.
The nature of the investment of earnings
or profits is immaterial If they are not in
fact needed in the business. Among
other things, the nature of the business,
the financial condition of the corporation
at the close of the taxable year, and the
use of the undistributed earnings or
profits will be considered in determining
the reasonableness 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
may be considered in substance although
not In legal form the business of the
first corporation. Earnings or profits
of the first corporation put into the sec-
ond through the purchase of stock or
otherwise 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 an-
other 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 instrumen-
tality of the first; to establish this it is
ordinarily essential that the first cor-
poration own all or substantially all of
the stock of the second.
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(c) The Commissioner, or any collec-
tor upon direction from the Commis-
sioner, may require any corporation to
furnish a statement of its accumulated
earnings and profits, the name and ad-
dress 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).)

§ 29.102-4 Computation of undistrib-
utec section 102 net income. In ascer-
taining the tax basis for corporations
subject to the provisions of section 102,
the "section 102 net income" is first com-
puted. This is accomplished in the case
of a domestic corporation by subtract-
Ing from the corporate net income (as
defined in sections 21 and 204) computed
without the benefit of the capital loss
carry-over provided in section 117 (e)
from a taxable year beginning after De-
cember 31, 1940, and computed without
the net operating loss deduction pro-
vided in section 23 (s), (a) Federal in-
c o m e, war-profits, and excess-profits
taxes (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 section 23 (c), but not including the
graduated income tax or surtax imposed
by section 102 or corresponding sections
of prior Revenue Acts; (b) contributions
or gifts payment of which is made within
the taxable year, not otherwise allowed
as a deduction, to or for the use of donees
described in section 23 (o) and § 29.23
(o)-1 for the purposes therein specified;
(c) losses from sales or exchanges of
capital assets which are disallowed as a
deduction by section 117 Cd) for the tax-
able year; Cd) the credit for income sub-
ject to the tax imposed by subchapter E
of chapter 2 provided in section 26 (e).
For taxable years beginning after De-
cember 31, 1945, the excess profits tax
imposed by subchapter E of chapter 2
is not applicable. For taxable years be-
ginning in 1945 and ending in 1946, see
§ 29.108-2. In the case of a foreign cor-
poration, whether resident or nonresi-
dent, which files or causes to be filed a
return the "section 102 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)
minus the amount of the deductions
enumerated in (a), (b), (c), and (d)

above. In the case of a foreign corpora-
tion, whether resident or nonresident,
which files 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 paragraphs
(a), (b), (c) and (d) of this section 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).

The "section 102 net income" includes
interest upon obligations of the United
States and obligations of a corporation
organized under Act of Congress, if such
corporation is an instrumentality of the
United States, except as provided in sec-
tion 22 (b) (4). The "gection 102 net
income" does not include interest on obli-
gations of States or Territories of the
United States or any political subdivision
thereof or of the District of Columbia or
of the possessions of the United States.

The "undistributed section 102 net in-
come" is computed by subtracting from
the "section 102 net income" described
above, the amount of the basic surtax
credit provided 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 sec-
tion 26 Ca), relating to interest on cer-
tain obligations of the United States and
Government corporations.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5458, 10 F. R. 7335 and T. D. 5517, 11 F R.
6532]

§ 29.104-1 Tax on banks. A bank,
as defined in section 104 (a), is, under
section 104 (b), subject to the tax im-
posed by section 13 if it has a normal-
tax net income of more than $25,000 (see
§ 29.13-1), or to the tax provided by sec-
tion 14 (b). if it has a normal-tax net
income of not more than $25,000 (see
§ 29.14-1). Such a bank is also subject
to the surtax imposed by section 15 (see
§ 29.15-1).

§ 29.105-1 Surtax on sale of oil or gas
properties. Ca) If the taxpayer by pros-
pecting and locating claims, or by ex-
ploring or discovering undeveloped
claims, has demonstrated the principal
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value of oil or gas property, which prior
to his efforts had a relatively minor value,
the portion of the surtax imposed by sec-
tion 12 attributable to a sale of such
property or of the taxpayer's interest
therein shall not exceed 30 percent of
the selling price. Shares of stock in
a corporation owning oil or gas prop-
erty do not constitute an Interest in
such property. To determine the appli-
cation of section 105 to a particular case,
the taxpayer should first compute the
surtax imposed by section 12 upon his en-
tire surtax net income, including the net
Income from any sale of such property or
interest therein, without regard to sec-
tion 105. The proportion of the surtax,
so computed, indicated by the ratio which
the taxpayer's net income from the sale
nf the property or interest therein, com-
puted 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 portion
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 there-
in, 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 appertaining there-
to 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 derived from
the sale of such oil or gas property or
interest therein, less the deductions
properly appertaining thereto and less
Its proportion of any general deductions,
shall be the net income attributable to
such sale. The taxpayer shall submit
with his return a statement fully ex-
plaining the manner In which such ex-
penses, losses, and deductions are allo-
cated or apportioned.

§ 29.106-1 Surtax on certain amounts
received from the United States. The
method of computation provided for in
§ 29.105-1, relating to the limitation on
surtax on the sale of oil or gas properties,
shall be applicable in computing, under
section 106, the surtax Imposed by sec-
tion 12 attributable to certain amounts
received by the taxpayer from the United
States under a claim involving acquisi-
tion of his property. The surtax limita-

tion provided in section 106 is not ap-
plicable to any amount received from
the United States which constitutes In-
terest, whether such interest was in-
cluded in the claim or in any judgment
thereon or has accrued on such judg-
ment.

§ 29.107-1 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 taxable
year by an individual or a partnership,
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 dis-
bursements commences personal services
on February 17, 1942, and completes them
on July 1, 1945, and is paid $8,000 for
such services on the completion date, he
is entitled to the benefits of section 107
(a), provided the $8,000 is at least 80
percent of the total compensation paid
or to be paid to such individual for such
services; and the tax attributable to the
$8,000 received in 1945 and included in
the individual's gross income for such
year shall not be greater than the tax
attributable to such amount, had it been
received ratably over the calendar
months included in the period from Feb-
ruary 17, 1942, to July 1, 1945. However,
if such individual receives an additional
$5,000 in 1946 for such services, he is not
entitled to the benefits of section 107 (a)
with respect to either the $8,000 or the
$5,000, for the reason that he does not
receive in one taxable year at least 80
percent of the total compensation for
such services. Also, for example, if an
individual who makes his returns on the
calendar year basis and on the basis of
cash receipts and disbursements com-
mences personal services on March 3,
1940, and completes them on August 22,
1943, and is paid a total compensation
of $10,000 for such services on July 5,
1942, he is entitled to the benefits of sec-
tion 107 (a); and the tax attributable
to the $10,000 received in 1942 and in-
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cluded in such individual's gross income
for such year shall not be greater than
the tax attributable to such amount, had
it been received ratably over the calen-
dar months included in the period from
March 3, 1940, to July 5, 1942, the date
on which the $10,000 was received.
However, if such individual receives an
additional $7,000 for such services on
May 1, 1943, he is not entitled to the
benefits of section 107 (a) for the reason
that he does not receive in one taxable
year at least 80 percent of the total com-
pensation for such services.

(b) It is immaterial when the personal
services are rendered provided at least
36 calendar months elapse from the be-
ginning to the completion of the services.
For the purposes of this section, a frac-
tional part of a month is to be disre-
garded 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 in-
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 applica-
ble is the computation of the amount of
tax in the current taxable year attributa-
ble to that part of the compensation
which is included In the gross income of
the taxpayer for such year. The tax at-
tributable to such compensation is the
difference between the tax for such tax-
able year computed with the inclusion of
such compensation in gross income and
the tax for such taxable year computed
without including such compensation 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 serv-
ice which precedes the date such com-
pensation is received or accrued, as if
the compensation had been received or
accrued in equal portions in each of such
calendar months. For what constitutes
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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 for such
year computed with the inclusion of an
allocable portion of such compensation
in gross income and the tax for such year
computed without including any part of
such compensation in gross income. The
portion of the compensation allocable to
each such taxable year Is an amount
equal to the entire amount of such com-
pensation received or accrued in the cur-
rent taxable year, divided by the entire
number of calendar months included
within the part of the period of service
which precedes the date such compensa-
tion is received or accrued, and multi-
plied by the number of such calendar
months falling within the particular tax-
able year.

(f) 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 the second preceding paragraph) 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 ac-
crued (computed in accordance with the
preceding paragraph), 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 pre-
cedes the date such compensation is
received may be illustrated by the fol-
lowing examples, in each of which the
taxpayer makes his return on the cash
receipts and disbursements basis:

Example (1). On November 1, 1942, A, an
indivdual, who makes his income tax re-
turns on a calendar year basis, receives
$40,000, the entire compensation for the per-
formance of personal services covering a 40-
month period beginning on June 1, 1939, and
ending on September 30, 1942. For the pur-
pose of determining whether the aggregate of
the taxes attributable to the $40,000 compen-
sation, 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 the compensation is re-
ceived (in this case the entire period of serv-
ice), is less than the tax attributable to such
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compensation in the taxable year 1942,
$1,000 ($40,000 divided by 40) must be allo-
cated to each of the calendar months in-
cluded within the period of service. Thus
$7,000 is allocated to 1939, $12,000 to 1940,
$12,000 to 1941, and $9,000 to 1942 (the cur-
rent taxable year).

Example (2). Assume the same facts as In
example (1) except that A makes his income
tax returns on the basis of the fiscal year
July 1 to June 30. The $40,000 is allocated
as follows: $1,000 to the taxable year ended
June 30, 1939, $12,000 each to the taxable
years ended June 30, 1940, June 30, 1941,
and June 30, 1942, and $3,000 to the tax-
able year ending June 30, 1943 (the current
taxable year).

Example (3). Assume the same facts as
in example (1) except that A receives the
$40,000 on February 1, 1942 (before com-
pletion of the services), instead of Novem-
ber 1, 1942. There are 32 calendar months
Included within the part of the period of
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 with-
in the period from June 1, 1939, to February
1, 1942. Thus $8,750 is allocated to 1939,
$15,000 to 1940, $15,000 to 1941, and $1,250
to 1942 (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, 1939,
and ending on August 31, 1942. The total
compensation for such services is $74,000, of
which $34,000 is paid to B on March 1, 1942,
and $40,000 on August 31, 1942. Using the
method of allocation illustrated in exam-
ple (1), the $40,000 payment must be allo-
cated 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 1939, $12,000 to 1940,
$12,000 to 1941, and $8,000 to 1942 (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,
1942). Accordingly, with respect to the
$34,000 payment, $8,000 is allocated to 1939,
$12,000 to 1940, $12,000 to 1941, and $2,000
to 1942 (the current taxable year). The en-
tire compensation of $74,000 will, therefore,
be allocated as follows: $16,000 to 1939, $24,-
000 to 1940, $24,000 to 1941, and $10,000 to
1942 (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 (prior or subsequent to Its amend-
ment by section 139 of the Revenue Act
of 1942) with respect to compensation
received 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
which he was compensated in the pre-
vious taxable year, then he must, in
availing himself of the benefits of section
107 for such subsequent taxable year,
take into consideration the fact that he
has previously allocated compensation
to all or a part of the period of service.
For example, an individual commences
the performance of personal services for
A on January 1, 1937, and completes
them on December 31, 1941. On Decem-
ber 31, 1941, he receives $60,000 in full
compensation therefor. In his return
for the calendar year 1941, 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 section 107 (a). He also
commences the performance of personal
services for B on January 1, 1939, and
completes them on December 31, 1942.
On December 31, 1942, he receives $48,000
in full compensation therefor. If he
wishes to avail himself of the benefits
of section 107 (a) in his return for the
calendar year 1942, he must, in aiiocat-
ing $1,000 to each of the 48 calendar
months included within the period of
service and computing the tax attribut-
able thereto, include in his income for
the years 1939, 1940, and 1941, for the
purposes of the tentative computation,
the amount of $12,000 previously allo-
cated to each of such years In his return
for the calendar year 1941.

§ 29.107-2 Artistic work or invention.
(a) Section 107 (b) provides that if, in
the taxable year, the gross income of an
individual from an artistic work or in-
vention of such individual covering a pe-
riod of 36 calendar months or more (from
the beginning to the completion thereof)
is not less than 80 percent of the sum
of the gross income therefrom in the tax-
able year, and the gross income there-
from in previous taxable years and in
the 12 months following the close of the
taxable year, then the tax attributable
to such gross income in the taxable year
shall not be greater than the aggregate
of the taxes attributable thereto had it
been received ratably over the part of
the period of the work which precedes
the close of the taxable year, or a period
of 36 calendar months, whichever of such
periods is the shorter. That part of the
gross income from such artistic work or
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invention which is taxable as a gain from
the sale or exchange of a capital asset
held for more than six months is ex-
cluded from the benefits of section
107 (b).

(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, musi-
cal, or artistic composition. Also, for the
purposes of this section, 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) The first step in determining
whether the limitation in section 107 (b)
relative to the amount of tax is applicable
is the computation of the amount of tax
in the current taxable year attributable
to the gross income received or accrued
in such year from the artistic work or
invention. The tax attributable to such
income is the difference between the tax
for such taxable year computed with the
inclusion in gross income of the gross
income from the artistic work or inven-
tion and the tax for such taxable year
computed without including in gross in-
come 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 included
within the part of the period of work
which precedes the close of the current
taxable year (not, however, exceeding 36
calendar months), as if the gross income
from the artistic work or invention had
been received or accrued in equal por-
tions in each of such calendar months.
For what constitutes a taxable year, see
section 48 (a). The amount of tax at-
tributable to gross income in each such
taxable year from the artistic work or
invention is the difference between the
tax for such year computed with the in-
clusion in gross income of the gross in-
come from the artistic work or Invention
and the tax for such year computed with-
out 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 inven-
tion allocable to each such taxable year
is an amount equal to the entire amount
of the gross income from the artistic work
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or invention received or accrued in the
current taxable year, divided by the en-
tire number (not to exceed 36) of calen-
dar 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 calen-
dar 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 accordance
with the second preceding paragraph)
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 calendar
months (not exceeding 36 calendar
months) included within the part of the
period of work which precedes the close
of the current taxable year (computed
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 exceed-
ing 36 calendar months) included with-
in 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, 1942, A, an
individual, who makes his returns on a calen-
dar year basis and on the basis of cash re-
ceipts and disbursements, receives $36,000 in
full payment for a musical composition, the
work on which was commenced by A on
July 10, 1938, and completed on January 29,
1943. Although the period of work covers 55
calendar months, allocations may be made to
only the last 36 calendar months included
within the part of the period of work which
precedes the close of 1942 (the current tax-
able year). Therefore, $1,000 ($36,000 divided
by 36) must be allocated to each of the 36
calendar months preceding January 1, 1943.
Accordingly, $12,000 is allocated to 1940,
$12,000 to 1941, and $12,000 to 1942 (the cur-
rent 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, 1941, and
completed on September 1, 1944. Although
the period of work covers 38 calendar months,
allocations may be made to only the 18 calen-
dar months which are included within the
part of the period of work which precedes
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the close of 1942 (the current taxable year).
Therefore, $2,000 ($36,000 divided by 18) must
be allocated to each of 18 calendar months
preceding January 1, 1943. Accordingly,
$12,000 is allocated to 1941, and $24,000 to
1942 (the current taxable year).

(g) The principles set forth In the last
paragraph of § 29.107-1, relating to the
manner of allocating compensation for
personal services to a particular calen-
dar month where an allocation for other
such services has previously been made
to such month, are also applicable with
respect to allocations under section
107 (b).

§ 29.107-3 Back pay attributable to
prior 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 includes
compensation, wages, salaries, pensions
and retirement pay received or accrued
during the taxable year by an employee
for services performed prior to the tax-
able year for his employer and which
would have been paid prior to the taxa-
ble year but for the intervention of any
one of the following events: (1) bank-
ruptcy or receivership of the employer;
(2) :dispute as to the liability of the em-
;leyer-to pay such remuneration, which
is determined after the commencement
of court proceedings; (3) If the employer
is the United States, a State, a Territory,
or any political subdivision thereof, or
the District of Columbia, or any agency
or instrumentality of any of the fore-
going, lack of funds appropriated to pay
such remuneration; or (4) any other
event determined to be similar in nature
under these regulations. As to what
constitutes bankruptcy and receivership
proceedings see § 29.274-1.

(b) An event will be considered similar
in nature to those events specified in sec-
tion 107 (d) (2) (A) (I), (ii) and (iii)
only if the circumstances are unusual, if
they are of the type specified therein, if
they operate to defer payment of the re-
muneration for the services performed,
and if payment, except for such circum-
stances, would have been made prior to
the taxable year in which received or ac-
crued. For the purposes of this section
the term "back pay" does not include
remuneration which is deemed to be con-
structively received in the taxable year
or years in which the services were per-
formed, remuneration paid in the cur-
rent year in accordance with the usual

practice or custom of the employer even
though received in respect of services
performed in a prior year or years, addi-
tional 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.

(c) The term "back pay" also embraces
retroactive wage or salary increases re-
ceived or accrued in respect of services
performed by an employee for his em-
ployer in a prior taxable year which have
been ordered, recommended, or approved
by any Federal or State agency such as,
but not limited to, the War Labor Board
or any regional War Labor Board, the
Salary Stabilization Unit of the Bureau
of Internal Revenue, and boards author-
ized by the Railway Labor Act (44
Stat. 577), as amended (45 U. S. C.,
ch. 8), comparable State organizations,
and United States and State courts; pay-
ments made as a result of alleged viola-
tions of sections 6 and 7 of the Fair Labor
Standards Act of 1938 (52 Stat. 1062
and 1063, as amended; 29 U. S. C.,
secs. 206 and 207), and made retroactive
to any period prior to the taxable year;
and payments which are received or ac-
crued during the taxable year arising out
of an alleged violation by an employer
of any State or Federal law relating to
labor standards or practices, such as
payments received to effectuate the poli-
cies of the National Labor Relations
Act (49 Stat. 449), as amended (29
U. S. C., secs. 151-166). The term
"wage or salary increases" as used in this
section includes payments not made until
after the close of the taxable year on
account of regulations, orders, or rulings
under the Inflation Control Act of
1942 (56 Stat. 765; 50 U. S. C., App.,
961-971) even though the total amount
paid for the services rendered does not
exceed the amount payable by contract
or under established policy.

(d) 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 attrib-
utable must be included in the computa-
tion.

(e) For the purpose of determining un-
der section 107 (d) the particular taxable
year or years to which the back pay is
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attributable and, if such back pay is
attributable to more than one taxable
year, the amount thereof which is attrib-
utable to each of such taxable years, the
following rules will be applicable:

(1) Back pay, as defined under sec-
tion 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 except 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) (C), 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 (in-
cluding 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-
tain definite periods of time, such com-
putation shall be accepted as the appro-
priate apportionment for the purposes of
this section.

(5) Where no such computation has
been made as provided in subparagraph
(4) of this paragraph, and where the
apportionment cannot be accurately
made upon consideration of all the at-
tendant circumstances In accordance
with the applicable rule prescribed in
subparagraph (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 than
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half a month, in which case it is to be
considered as a month.

f) The first step in determining
whether section 107 (d) is applilcable is
the determination of the percentage
which the back pay is of the gross income
of the taxpayer for the current taxable
year. It must exceed 15 per centum of
such gross income. The amount of the
tax attributable to such 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 taxable year computed without
including such back pay in such gross
income.

(g) The amount of the tax attributable
to such 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.

(h) The tax for the current taxable
year is (1) the tax computed with the in-
clusion in gross income of the entire back
pay received or accrued in the taxable
year, or (2) the tax computed without
including any such back pay in gross in-
come for the current taxable year, plus
the aggregate of the increases in the taxes
which would have resulted from the in-
clusion of the respective portions of such
back pay in gross income for each tax-
able year to which each such portion
is respectively attributable, whichever is
the smaller.

(i) This may be illustrated by the fol-
lowing example in which the taxpayer
makes his returns on the cash receipts
and disbursements basis, and in which
it is assumed that he is entitled to use
and uses for the taxable years 1944 and
1941 the alternative tax provided In
Supplement T:

Example. In 1944 a single person with no
dependents who makes his income tax re-
turns on the calendar year basis receives
$2,900, which amount constitutes his adjusted
gross income. Of this amount $500 consti-
tutes back pay. His tax for the calendar year
1944 on $2,900 would be $490. On $2,400
($2,900 minus $500) the tax would be $384.
That part of the tax for 1944 attributable to
back pay is therefore $106 ($490 minus $384).
Of the back pay $300 is attributable to the
year 1941. During such year he had received
$2,000. For such year the amount of tax on
$2,000 Is $104. The amount of tax which he
would have paid for such year had he included
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in gross income the portion of back pay
attributable to such year would be $130. The
increase in the tax for such year would be $26
($130 minus $104).

The remainder of the back pay, $200, is
attributable to the calendar year 1940. Dur-
ing such year his net income was $1,800.
For such year the amount of tax, including
the defense tax, on $1,800 is $36.08 and the
amount of tax, including the defense tax,
which he would have paid for such year
had he included in gross income the portion
of back pay attributable to such year would
be $44. The increase in the tax for such
year would be $7.92 ($44 minus $36.08). The
aggregate of increases in the taxes for the
calendar years 1941 and 1940 would be $33.92.
The tax for the calendar year 1944 is the
smaller of $384 plus (1) $106 or (2) $33.92.
Since $33.92 is smaller than $106 the tax for
the calendar year 1944 is $417.92 ($384 plus
$33.92).

(j) Section 6 (d) (3) of the CurrentTax
Payment Act of 1943, as amended by sec-
tion 506 (b) of the Revenue Act of 1943,
provides that section 107 of the Internal
Revenue Code shall be applied without
regard to subsections (a) and (b) of sec-
tion 6 of the Current Tax Payment Act
of 1943. For example, a taxpayer who
had received or accrued compensation
including back pay in 1943 determines
his income tax, including the victory
tax, for such year in the manner pro-
vided in section 107 of the Internal Rev-
enue Code before the application of sec-
tion 6. In the process of determining
such tax, portions of such compensation
are attributable to prior years and the
limitation upon the increase in the tax
for 1943 attributable to such compen-
sation is determined by reference to the
tax for the respective years computed
upon the portion of such compensation
allocable to such years. While all of
such compensation is included in gross
income for 1942 or 1943, as the case may
be, such compensation is attributable to
prior years without regard to section: 6
of the Current Tax Payment Act of 1943.
This may be illustrated by the following
example in which the taxpayer makes

his returns on the cash receipts and dis-

bursements basis, and in which it is as-

sumed that he Is entitled to use and
uses for the taxable years 1943, 1942 and
1941 the alternative tax provided in

Supplement T:

Example. In 1943 a single person (not the
head of a family) who makes his income tax
returns on a calendar year basis receives
$2,200. Of this amount $600 constitutes back
pay. Including the victory tax, his tax
liability for 1943 on $2,200 would be $342.10.

On $1,600 ($2,200 minus $600) the tax liability
would be $216.60. That part of the tax
liability for the calendar year 1943 attribut-
able to back pay Is therefore $125.50 ($342.10
minus $210.60). Of the back pay $400 is
attributable to the calendar year 1942. During
such year he had received $1,000. For the
calendar year 1942 the amount of tax liability
on $1,000 is $76. The amount of tax liability
for such year had he included in gross income
the portion of back pay attributable to the
calendar year 1942 would be $145. The in-
crease in the tax liability for such year
would be $69 ($145 minus $76).

The remainder of the back pay, $200, is
attributable to the calendar year 1941.
During such year he had received $1,000. For
such year the amount of tax on $1,000 is $18,
and the amount of tax which he would have
paid for such year had he included in gross
income the portion of back pay attributable
to the year 1941 would be $35. The increase
in the tax for such year would be $17 ($35
minus $18). The aggregate of the increases
in the taxes for the calendar years 1942 and
1941 would be $86. The tax liability for the
calendar year 1943 is the smaller of $216.60
plus (1) $125.50 or (2) $86. Since $86 is
smaller than $125.50, the tax liability for the
calendar year 1943, prior to the application
of section 6 of the Current Tax Payment Act
of 1943, is $302.60. For the application of
section 6 of the Current Tax Payment Act of
1943, see the regulations thereunder, set forth
in Treasury Decision 6300, approved October
1, 1943, and amendments thereto.

[T. D. 5389, 9 F. R. 7744]

§ 29.108-1 Computation of tax for
taxable years beginning in 1943 and end-
ing in 1944. For a taxable year begin-
ning in 1943 and ending in 1944, the
normal tax, surtax, and victory tax im-
posed by sections 11, 12, and 450 upon
taxpayers other than corporations, and
the normal tax and surtax imposed by
sections 13, 14, and 15 upon corporations
shall be computed as follows:

(a) Corporations. In the case of a
corporation, the normal tax and the sur-
tax shall be the sum of the following:

(1) That portion of a tentative normal

tax and surtax, computed under the law
applicable to taxable years beginning on

January 1, 1943, which the number of
days prior to January 1, 1944, in the tax-

able year of the taxpayer bears to the
total number of days in such taxable
year, and

(2) That portion of a tentative normal

tax and surtax, computed under the law
applicable to taxable years beginning on

January 1, 1944, which the number of
days after December 31, 1943, in the tax-

able year of the taxpayer bears to the
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total number of days in such taxable
year.

(b) Taxpayers other than corpora-
tions. In the case of a taxpayer other
than a corporation, the normal tax, sur-
tax, and victory tax shall be the sum
of the following:

(1) That portion of a tentative nor-
mal tax, surtax, and victory tax, com-
puted under the law applicable to tax-
able years beginning on January 1, 1943,
which the number of days prior to Jan-
uary 1, 1944, in the taxable year of the
taxpayer bears to the total number of
days in such taxable year, and

(2) That portion of a tentative nor-
mal tax and surtax, computed under the
law applicable to taxable years begin-
ning on January 1, 1944, which the num-
ber of days after December 31, 1943, in
the taxable year of the taxpayer bears to
the total number of days in such taxable
year.

The provisions of section 108 apply to
estates, trusts, and nonresident alien in-
dividuals whose tax is computed under
sections 11 and 12. The method of com-
putation prescribed in section 108 is not
applicable, however, to an insurance
company subject to Supplement G, an
investment company subject to Supple-
ment Q, or a Western Hemisphere Trade
Corporation as defined in section 109.

The provisions of section 108 apply to
a taxable year beginning in 1943 and
ending In 1944, whether or not such tax-
able year is one of less than 12 months.
In the case of a taxpayer, whether a cor-
poration or a taxpayer other than a cor-
poration, which is subject to the pro-
visions of section 108 (b) and which due
to a change in accounting period has a
taxable year of less than 12 months, the
net income shall be placed upon an an-
nual basis under the provisions of sec-
tion 47 (c) (1) for the purpose of both
tentative tax computations under sec-
tion 108 (b) (1) (A) and (B) or section
108 (b) (2) (A) and (B), or shall be com-
puted under the exception in section 47
(c) (2), for the purpose of both such ten-
tative 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 108 (b)
(1) (A) and (B) or section 108 (b) (2)
(A) and (B). However, In the case of a
taxpayer, whether a corporation or a
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taxpayer other than a corporation, which
is subject to the provisions of section
108 (b) and which due to any reason
other than a change in accounting pe-
riod 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 exception in section 47 (c) (2).

In any case in which the taxpayer,
whether a corporation or a taxpayer
other than a corporation, which is sub-
Ject to the provisions of section 108 (b)
has an excess of net long-term capital
gains over net short-term capital losses,
the alternative tax under section 117 (c)
shall be an amount equal to the sum of
the proper portions of the tentative taxes
determined under section 108 (b) (1) (A)
and (B) or section 108 (b) (2) (A) and
(B), as the case may be, by computing
each such tentative tax pursuant to the
alternative tax computation provided in
section 117 (c), regardless of whether
either tentative tax so computed on the
alternative basis is larger or smaller than
the tentative tax computed without re-
gard to section 117 (c).

In the case of a corporation whose tax-
able year begins in 1943 and ends In
1944, the credit under section 26 (e) for
income subject to the tax imposed by
Subchapter E of Chapter 2 (the excess
profits tax), for the purposes of the first
tentative tax computation provided in
section 108 (b) (1) (A), shall be the ad-
justed excess profits net income used in
computing the first tentative excess
profits tax provided in section 710 (a)
(6) (A), and for the purposes of the sec-
ond tentative tax computation provided
in section 108 (b) (1) (B), shall be the
adjusted excess profits net income used
in computing the second tentative excess
profits tax provided in section 710 (a)
(6) (B) with the following exceptions:

In the case of a taxable year of a cor-
poration of less than twelve months, the
credit under section 26 (e) for income
subject to excess profits tax, for the pur-
pose of both tentative taxes under sec-
tion 108 (b) (1) (A) and (B), shall be
an amount computed as provided in
§§ 29.47-1 or 29.47-2 (a) or (b), depend-
ing upon whether or not such taxable
year is a year of less than 12 months
because of a change in accounting period
and upon whether the net income has
been placed on an annual basis under
section 47 (c) (1) or has been computed
as the net income for a 12-month period
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under the exception contained in section
47 (c) (2).

In the case of a corporation comput-
ing its excess profits tax under section
721 (relating to abnormalities in in-
come in the taxable period), section 726
(relating to corporations completing
contracts under the Merchant Marine
Act of 1936), section 731 (relating to
corporations engaged in mining strategic
minerals), or section 736 (b) (relating
to corporations with income from long-
term contracts), such credit for in-
come subject tot excess profits tax shall
be in the case of the tentative tax com-
puted under section 108 (b) (1) (A),
the amount of which the first tentative
excess profits tax computed under the
provisions of section 710 (a) (6) (A)
without regard to the 80 percent limi-
tation provided in section 710 (a) (1)
(B) is 90 percent, and in the case of the
tentative tax computed under section
108 (b) (1) (B), the amount of which
the second tentative excess profits tax,
similarly computed under the provisions
of section 710 (a) (6) (B), is 95 percent.

With respect to the credit for income
subject to the excess profits tax imposed
by Chapter 2 E in case the corporation is
entitled to use the excess profits credit
based upon a constructive average base
period net income, see § 29.26-4.

In the case of a taxpayer, whether a
corporation or a taxpayer other than a
corporation, subject to the provisions
of section 108 (b), any credit against
the tax otherwise imposed by sections
11, 12, 13, 14, 15, and 450, such as the
credit for taxes paid to a foreign coun-
try or possession of the United States
under section 131, shall be deducted
from, and any limitations contained in
such credit shall be based upon, the tax
computed under section 108 (b). How-
ever, in those instances in which a tax-
payer other than a corporation computes
the second tentative tax under section
108 (b) (2) (B) by taking into account
the optional standard deduction under
section 23 (aa) as added by section 9 of
the Individual Income Tax Act of 1944,
the following credits shall be computed
only with respect to that portion of the
first tentative tax determined under
section 108 (b) (2) (A): All credits under
section 131 with respect to taxes of for-
eign countries and possessions, and all
credits with respect to taxes withheld at
the source under section 143 (a) relat-
ing to interest on tax-free covenant
bonds.

Example. Corporation A is a domestic man-
ufacturing corporation which makes its In-
come tax returns on the basis of a fiscal year
ending March 31. For the fiscal year ended
March 31, 1944, it had a gross income of
$1,000,000, which did not include any divi-
dends or interest. Its allowable deductions
are $400,000, its excess profits credit is $200,-
000, and there are no adjustments to be made
under section 711 in computing excess profits
net income. Its adjusted excess profits net
income for the purposes of the first tentative
excess profits tax computed under section
710 (a) (6) (A) is $395,000, and for the pur-
poses of the second tentative excess profits
tax computed under section 710 (a) (6) (B)
is $390.000. The normal tax and surtax of
Corporation A for its fiscal year ended March
31, 1944, are $49,498.36 and $32,998.91, respec-
tively, computed as follows:

(a) Computation of tentative taxes pro-
vided in section 108 (b) (1) (A):

Normal tax and surtax

1. Gross income -------------- $1,000,000
2. Less deductions ------------- 400, 000

3. Net income ----------------- 600,000
4. Less credit under section 26

(e) for income subject to
excess profits tax (adjusted
net income for tentative ex-
cess profits tax under sec-
tion 710 (a) (6) (A)) ----- 395,000

5. Normal tax net income and
corporation surtax net in-
come --------------------- 205,000

6. Normal tax (24% of item 5)__ 49, 200
7. Surtax (16% of item 5) ------ 32,800

(b) Computation of tentative taxes pro-

vided in section 108 (b) (1) (B):

Normal tax and surtax

8. Net income (item 3) -------- $600, 000
9. Less credit under section 26

(e) fdr income subject to
excess profits tax (adjusted
net income for tentative
excess profits tax under sec-
tion 710 (a) (6) (B))----- -390,000

10. Normal tax net income and
corporation surtax net in-
come -------------------- 210,000

11. Normal tax (24% of item 10) 50,400
12. Surtax (16% of item 10) ----- 33,600

(c) Computation of normal tax and surtax
for fiscal year ended March 31, 1944:
13. Number of days in taxable

year prior to January 1,
1944 ----------------------- 275

14. Number of days in taxable
year after December 31,
1943 ---------------------- 91
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Normal tax
15. Tentative normal tax

computed in (a)__ $49,200
16. 275/366ths of $49,200 ------- $36,967.21
17. Tentative normal tax

computed in (b)_-. 50,400
18. 91/366ths of $50,400 ------- 12,531.15

19. Total normal tax ---------- 49,498.36

Surtax
20. Tentative surtax

computed in (a)-- 32, 800
21 275/366ths of $32,800 ------- 24,644.81
22. Tentative surtax

computed in (b)-- 33,600
23 91/366ths of $33,600 ---------. 8, 354.10

24. Total surtax --------------- 32,998.91
[T. D. 5401, 9 F. R. 104501

§ 29.108-2 Computation of tax for
taxable years beginning in 1945 and end-
ing in 1946. (a) For a taxable year begin-
ning in 1945 and ending in 1946, the
normal tax, surtax, and optional tax im-
posed by sections 11, 12, and 400 upon
taxpayers other than corporations, and
the normal tax and surtax imposed by
sections 13, 14, and 15 upon corpora-
tions shall be computed as follows:

(1) That portion of a tentative tax
computed under the law applicable to
taxable years beginning on January 1,
1945, which the number of days prior to
January 1, 1946, in the taxable year of
the taxpayer bears to the total number
of days in such taxable year, and

(2) That portion of a tentative tax
computed under the law applicable to
taxable years beginning on January 1,
1946, which the number of days after
December 31, 1945, in the taxable year
of the taxpayer bears to the total num-
ber of days in such taxable year.

(b) The provisions of section 108 apply
to estates, trusts, and nonresident alien
individuals whose tax is computed under
sections 11 and 12. The method of com-
putation prescribed in section 108 is not
applicable, however, to an insurance
company subject to Supplement 0, an
Investment company subject to Supple-
ment Q, or a Western Hemisphere Trade
Corporation as defined in section 109.

(c) The provisions of section 108 apply
to a taxable year beginning in 1945 and
ending in 1946, whether or not such tax-
able year is one of less than 12 months.
In the case of a taxpayer, whether a cor-
poration or a taxpayer other than a cor-
poration, which is subject to the provi-
sions of section 108 (c) and which be-
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cause of a change in accounting period
has a taxable year of less than 12 months,
the net income shall be placed on an an-
nual basis under the provisions of section
47 (c) (1) for the purpose of both tenta-
tive tax computations under section 108
(c), or shall be computed under the ex-
ception in section 47 (c) (2) for the pur-
pose of both such tentative tax compu-
tations. Regardless of the method
adopted, the amounts of the tentative
normal tax and surtax so computed upon
the basis of 12 months' Income shall be
properly reduced under section 47 (c)
in order to determine the tentative taxes
under section 108 (c). However, in the
case of a taxpayer, whether a corpora-
tion or a taxpayer other than a corpora-
tion, which is subject to the provisions
of section 108 (c) 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 shall
not be placed on an annual basis under
section 47 (c) (1) and shall not be com-
puted under the exception in section
47 (c) (2).

(d) In any case in which the taxpayer,
whether a corporation or a taxpayer
other than a corporation, which is sub-
ject to the provisions of section 108 (c)
has an excess of net long-term capital
gains over net short-term capital losses,
the alternative tax under section 117 (c)
shall be an amount equal to the sum of
the proper portions of the tentative
taxes determined under section 108 (c),
by computing each such tentative tax
pursuant to the alternative tax compu-
tation provided in section 117 (c), 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) Except as provided In this section,
in the case of a corporation whose taxable
year begins in 1945 and ends in 1946, the
credit under section 26 (e) for income
subject to the tax imposed by subchap-
ter E of chapter 2 (the excess profits
tax), for the purposes of the tentative
tax computation provided in section 108
(c) (1), shall be the adjusted excess
profits net income used in computing the
tentative excess profits tax provided in
section 710 (a) (7), and for the purposes
of the tentative tax computation pro-
vided in section 108 (c) (2), no credit
for income subject to the tax imposed
by such subchapter E is allowable.
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(f) In the case of a taxable year of a
corporation of less than 12 months, the
credit under section 26 (e) for income
subject to excess profits tax, for the pur-
pose of the tentative tax under section
108 (c) (1), shall be an amount com-
puted as provided In § 29.47-1 or
§ 29.47-2 (a) or (b), depending upon
whether or not such taxable year is a
year of less than 12 months because of a
change in accounting period and upon
whether the net income has been placed
on an annual basis under section 47 (c)
(1) or has been computed as the net in-
come for a 12-month period under the
exception contained in section 47 (c)
(2).

(g) In the case of a corporation com-
puting its excess profits tax under section
721 (relating to abnormalities in income
In the taxable period), section 726 (relat-
ing to corporations completing contracts
under the Merchant Marine Act of 1936),
section 731 (relating to corporations en-
gaged In mining strategic minerals), or
section 736 (b) (relating to corporations
with income from long-term contracts),
such credit for income subject to excess
profits tax shall be, In the case of the
tentative tax computed under section
108 (c) (1), the amount of which the
tentative excess profits tax computed
under the provisions of section 710 (a)
(7) without regard to the 80 percent lim-
itation provided in section 710 (a) (1)
(B) is 95 percent.

(h) With respect to the credit for in-
come subject to excess profits tax im-
posed by chapter 2E for taxable years
beginning before January 1, 1946, in case
the corporation is entitled to use the ex-
cess profits credit based upon a construc-
tive average base period net income, see
§ 29.26-4.

(I) In the case of a taxpayer, whether a
corporation or a taxpayer other than a
corporation, subject to the provisions of
section 108 (c), any credit against the
tax otherwise imposed by sections 11, 12,
13, 14, 15, and 400, such as the credit for
taxes paid to a foreign country or posses-
sion of the United States under section
131, shall be deducted from, and any lim-
itation in such credit shall be based upon,
the tax computed under section 108 (c).
However, in those Instances in which an
Individual taxpayer computes a tentative
tax under section 108 (c) by taking into
account the optional standard deduction
under section 23 (aa), the following

819592-49- 25

credits shall not be allowed: all credits
under section 131 with respect to taxes of
foreign countries and possessions, and all
credits with respect to taxes withheld at
the source under section 143 (a), relating
to interest on tax-free covenant bonds.

Example. Corporation A is a domestic
manufacturing corporation which makes its
Income tax returns on the basis of a fiscal
year ending March 31. For the fiscal year
ended March 31, 1946, It had a gross income
of $1,000,000, which did not include any div-
idends or interest. Its allowable deductions
are $400,000, its excess profits credit is $200,-
000, and there are no adjustments to be made
under section 711 in computing excess profits
net income. Its adjusted excess profits net
income for the purposes of the tentative ex-
cess profits tax computed under section 710
(a) (7) is $390,000. The normal tax and sur-
tax of Corporation A for its fiscal year ended
March 31, 1946, are $73,479.45 and $46,027.40,
respectively, computed as follows:

(a) Computation of tentative taxes pro-
vtded in section 108 (c) (1).

Normal tax and surtax

1. Gross income ------------- $1,000,000
2. Less deductions ------------ 400,000

3. Net income ----------------- 600,000
4. Less credit under section 26

(e) for income subject to
excess profits tax (adjusted
net income for tentative
excess profits tax under
section 710 (a) (7)) ------ 390,000

5. Normal tax net income and
corporation surtax net in-
come -------------------- 210,000

6. Normal tax (24 percent of
item 5) ------------------- 50,400

7. Surtax (16 percent of item
5) ------------------------ 33,600

(b) Computation of tentative taxes pro-
vided in section 108 (c) (2).

Normal tax and surtax
8. Net income (item 3): Normal

tax net income and cor-
poration surtax net In-
com e ---------------------

9. Normal tax (24 percent of
item 8)

10. Surtax (14 percent of item
8)....................

$600,000

144,000

84, 000

(c) Computation of normal tax and sur-
tax for fiscal year ended March 31, 1946.

11. Number of days In taxable
year prior to January 1,
1946 --------------------- 275

12. Number of days in taxable
year after December 31,
1945 ---------------------- 90
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Normal tax

13. Tentative normal tax com-
puted in (a) ---- $50,400

14. 275/Se5ths of $50, 400 -- $37, 972.60
15. Tentative normal tax

computed in (b) - $144, 000
16. 90/365ths of $144,000 -------- 35, 506.85

17. Total normal tax ----------- 73,479.45

Surtax
18. Tentative surtax

computed in (a)-- $33, 600
19. 275/365ths of $33,600 ------- $25,315.07
20. Tentative surtax

computed in (b) - $84, 000
21. 90/365ths of $84,000 -------- 20, 712.33

22. Total surtax --------------- 46,027.40

[T. D. 5517, 11 F. R. 6533]

§ 29.109-1 Western hemisphere trade
corporations. (a) Under the provisions
of section 15 of a domestic corporation
qualifying as a Western Hemisphere
trade corporation is exempt from the sur-
tax imposed upon corporations generally
by section 15. To so qualify, the follow-
ing tests must be met:

(1) Its entire business must be car-
ried on within the geographical limits
of North, Central, or South America, or
in the West Indies, or in Newfoundland;
and

(2) 95 percent or more of its gross in-
come for the 3-year period immediately
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 in-
come for such period or such part thereof
must be derived from the active conduct
of a trade or business.

A domestic corporation is not excluded
from the exemption merely because, in-
cident 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 in section 109.

(b) A corporation which claims ex-
emption as a Western Hemisphere trade
corporation shall attach to its income tax
return a statement showing that its en-
tire business is done in one or more of
the designated countries, and for the 3-
year period immediately preceding the
close of the taxable year (or for such part
thereof during Which the corporation
was in existence) (1) its total gross in-

come from all sources, (2) the amount
thereof derived from the active conduct
of a trade or business, (3) a description
of such trade or business and the facts
upon which the corporation relies to es-
tablish that such trade or business 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 provided
in section 119 and the regulations pre-
scribed thereunder.

COMPUTATION OF NET INCOME

§ 29.111-1 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-
rially either in kind or in extent. The
amount realized from a sale or other dis-
position of property is the sum of any
money received plus the fair market
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 con-
sidered 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 ex-
change there shall be withdrawn a sum
sufficient to restore the adjusted basis
prescribed by section 113 (b) and
§§ 29.113 (b) (1)-1 to 29.113 (b) (3)-2,
inclusive (i. e., the cost or other basis pro-
vided by section 113 (a), adjusted for re-
ceipts, 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
taxpayer the adjusted basis of the prop-
erty, a loss is sustained in the amount
of the insufficiency. The basis may be
different depending upon whether gain
or loss is being computed.

(b) Even though property is not sold
or otherwise digposed of, gain (includible
in gross income under section 22 (a) as
"gains or profits and income derived
from any source whatever") is realized
if the sum of all the amounts received
which are required by section 113 (b) to
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be applied against the basis of the prop-
erty exceeds such basis. On the other
hand, a loss 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 ad-
justed basis of the property. Until some
identifiable event fixes the actual sus-
taining of a loss and the amount there-
of the Internal Revenue Code takes no
account of it. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Example. A purchased certain shares of
stock subsequent to February 28, 1913, for
$10,000. On January 1, 1942, A's adjusted
basis for the stock had been reduced to $1,000,
by reason of receipts and distributions de-
scribed in section 113 (b) (1) (A) and (D).
He received in 1942 a further distribution of
$5,000, being a distribution described in sec-
tion 113 (b) (1) (D). This distribution ap-
plied against the adjusted basis as required
by section 113 (b) (1) (D) exceeds that basis
by $4,000. The amount of the excess,
namely, $4,000, is a gain realized by A in 1942
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 ad-
Justing basis, no distinction is made between
items of receipts or distributions described
in section 113 (b). If A sells the stock in
1943 for $5,000, he realizes in 1943 a gain of
$5,000, since the adjusted basis of the stock
for the purpose 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.

§ 29.112 (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 (15), in-
clusive, section 112 (b) (10) and section
112 (1) in the case of certain specifically
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 In-
ternal Revenue Code provides that such
differences shall not be deemed con-
trolling, 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 re-
ceived tax free on the exchange, there is
received as boot other property or money.
In such a case gain is recognized to the
extent of the boot (see section 112 (c)
and (d), but no loss of any kind is recog-
nized (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 con-
strued and do not extend either beyond
the words or the underlying assumptions
and purposes of the exception. Nonrec-
ognition is accorded by the Internal Rev-
enue Code only if the exchange is one
which satisfies both (1) the specific de-
scription in the Code of an excepted
exchange, and (2) the underlying pur-
pose for which such exchange is excepted
from the general rule. The exchange
must be germane to, and a necessary in-
cident of, the investment or enterprise
in hand. The relationship of the ex-
change to the venture or enterprise is
always material, and the surrounding
facts and circumstances must be shown.
As elsewhere, the taxpayer claiming the
benefit of the exception must show him-
self within the exception.

(e) To constitute an exchange within
the meaning of section 112 (b) (1) to
(5), inclusive, section 112 (b) (10) the
transaction must be a reciprocal transfer
of property, as distinguished from a
transfer of property for a money con-
sideration 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 non-
recognition of gain or loss upon ex-
changes and distributions made in obe-
dience to orders of the Securities and
Exchange Commission. See section 510
of the Merchant Marine Act of 1936, as
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added by section 7 of the Act of August
4, 1939 (53 Stat. 1183), with respect to
nonrecognition of gain in case of the
transfer of an obsolete vessel to the Mar-
itime Commission under the provisions
of such section.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5356, 9 F. R. 4323, T. D. 5402, 9 F. R. 110481

§ 29.112 (a)-2 Use of term "assump-
tion of liabilities". When used in the
regulations prescribed under sections 112
and 113, the terms "assumption of liabil-
ities," "liabilities assumed," or similar
expressions include, in addition to cases
where personal liabilites of the taxpayer
are assumed by another party to the
exchange, cases (1) where property of
the taxpayer is acquired by another
party to the exchange subject to a lia-
bility, whether or not the taxpayer was
himself personally liable, and (2) where,
though the property transferred was
held by the taxpayer merely subject to
a liability, the liability is assumed by an-
other party to the exchange.

§ 29.112 (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 ref-
erence to the nature or character of the
property and not to its grade or quality.
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 im-
proved 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 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
automobile for a new passenger auto-
mobile to be used for a like purpose, or
(2) a taxpayer 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 improved real estate for unim-
proved real estate, or (3) a taxpayer
exchanges investment property and cash
for investment property of a like kind.

(c) A transfer is not within the provi-
sions of section 112 (b) (1) if as part of
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the consideration the other party to the
exchange assumes a liability of the tax-
payer, 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 ma-
turing October 15, 1945, for Treasury
bonds maturing June 15, 1963, or (2) a
real estate mortgage for bonds of the
Home Owners' Loan Corporation.

§ 29.112 (b) (2)-1 Stock for stock of
the same corporation. (a) The exchange,
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 limited to
a transaction between a stockholder 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 ex-
changed for bonds, or preferred 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 tax-
payer, but such transfer, if otherwise
qualified, will be within the provisions
of section 112 (c).

§ 29.112 (b) (5)-l Transfer of prop-
erty to corporation controlled by 'trans-
feror. As used in section 112 (b) (5),
the phrase "one or more persons" in-
cludes individuals, trusts or estates, part-
nerships and corporations (see section
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 per-
cent 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 phrase "immediately after
the exchange" does not necessarily re-
quire 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.

§ 29.11 2 (a)-2
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Example (1). A owns certain real estate
which cost him $50,000 in 1920, but which
has a fair market value of $150,000 in 1942.
He transfers this property to the M Cor-
poration, a newly formed company, for all
the latter's capital stock. No gain or loss
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 D organize the R 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 new cor-
poration 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 1920, but which
has a fair market value of $200,000 in 1942.
He transfers the property to the N Corpora-
tion in 1942 for 78 percent of each class of
stock of the corporation, the remaining 22
percent of the stock of the corporation hav-
ing been issued by the corporation in 1933
to other persons for cash. B realizes a tax-
able gain of $150,000 on this transaction.
(See section 112 (h).)

§ 29.112 (b) (5)-2 Treatment of as-
sumptions of liabili-ties-(a) Recognition
of gain. For the effect upon the recog-
nition of gain of an assumption of liabil-
ities in a transfer described in section
112 (b) (5), see section 112 (k) and the
regulations prescribed thereunder.

(b) Computation of proportionate in-
terests required by section 112 (b) (5).
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-
ferors are substantially proportionate to
their interests in the property transferred
as required by section 112 (b) (5), to be
treated as stock or securities received by
the transferor whose indebtedness is as-
sumed. The application of this para-
graph may be illustrated by the follow-
ing example:

Example. A and B, individuals, each owns
property with a fair market value of $100,000
on July 1, 1942. There is a purchase money
mortgage on A's property of $50,000. On July
1, 1942, A and B organize the X Corporation,
to which they transfer the property above
described for the entire capital stock of the
X Corporation and the assumption by the X
Corporation of A's purchase money mortgage.
The X Corporation's capital stock is divided
as follows: $50,000 to A and $100,000 to B.
Nevertheless, for the purposes of determining
whether the transferors received stock or
securities substantially in proportion to their
interests in the properties transferred, as re-

quired by section 112 (b) (5), A Is deemed to
have received stock or securities to the ex-
tent of $100,000, since his $50,000 purchase
money mortgage, assumed by the X Corpora-
tion, is also to be treated as stock or securities
received by him. Accordingly, under the facts
as stated, the proportions required by sec-
tion 112 (b) (5) exist.

§ 29.112 (b) (5)-3 Records to be kept
and information -to be filed. (a) Every
person who receives the stock or secur-
ities 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-
iny any liabilities of the taxpayer as-
sumed by the controlled corporation.
The amount of each kind of stock or
securities 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 liabilities
assumed by such controlled corporation),
together with a full statement of the
amount of the issued and outstanding
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
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 un-
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der section 112 (b) (5) showing the cost
or other basis in his hands of the trans-
ferred property, and of the amount of
stock or securities and other property or
money received, in order to facilitate the
determination of gain or loss from a sub-
sequent disposition of such stock or se-
curities and other property received in
the exchange.

§ 29.112 (b) (6)-1 Distributions in
liquidation of subsidiary corporation-
(a) General. Under the general rule
prescribed by section 115 (c) for the
treatment 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 from the
general rule property received, under
certain specifically described circum-
stances, by one corporation as a distri-
bution in complete liquidation of an-
other corporation and provides for the
nonrecognition of gain or loss in these
cases which meet the statutory require-
ments. Section 112 (1) places a limita-
tion on the application of section 112 (b)
(6) in the case of foreign corporations.
See § 29.113 (a) (15)-1 for the basis for
determining gain or loss from the subse-
quent sale of property received upon
complete liquidations such as described
in this section.

(b) Requirements for nonrecognition
of gain or loss. (1) 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 liqui-
dating corporation) possessing 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 per-
cent of the total number of shares of all
other classes of stock (except nonvoting
stock which is limited and preferred as
to dividends). The Internal Revenue
Code expressly requires that the recipi-
ent corporation must have been the
owner of the specified amount of such
stock on the date of the adoption of the
plan of liquidation and have continued
so to be at all times until the receipt of
the property. The Code also expressly
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requires that the recipient corporation
shall at no time, on or after the date
of the adoption 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 continue qualified with respect
to the ownership of stock of the liquidat-
ing corporation and if the failure to con-
tinue qualified occurs at any time prior
to the completion of the transfer of all
the property, the provisions for the non-
recognition of gain or loss do not apply
to any distribution received under the
plan.

(2) The provisions of section 112 (b)
(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 cor-
poration beginning after December 31.
1935.

(3) To constitute a distribution in
complete liquidation within the meaning
of section 112 (b) (6), the distribution
must be (i) made by the liquidating cor-
poration in complete cancellation or re-
demption of all its stock in accordance
with a plan of liquidation or (i) 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 dissolu-
tion 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 shareholders. A liquidation may
be completed prior to the actual disso-
lution 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). (See § 29.22 (a)-20.)

(4) 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 dis-
tributes all of its property in complete
liquidation and if pursuant to the plan

§ 29.112 (b) (6)-1

HeinOnline --  CFR, 1949 376 1949



Chapter I-Bureau of Internal Revenue § 29.112(b)(6)-3

for such complete liquidation a corpora-
tion owning the specified amount of stock
in the liquidating 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 those provisions In section 112 relating
to reorganizations the amount received
by the recipient corporation in excess
of its ratable share is regarded as ac-
quired upon the issuance of its stock or
securities in a tax-free exchange as de-
scribed 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). The application of this
paragraph may be illustrated by the fol-
lowing example:

Example. On July 1, 1942, the M Corpora-
tion had outstanding capital stock consisting
of 3,000 shares of common stock, par value
$100 a share, and 1,000 shares of preferred
stock, par value $100 a share, which preferred
stock was limited and preferred as to divi-
dends and had no voting rights. On July 1,
194.2, and thereafter until the date of dis-
solution of the M Corporation, the 0 Corpo-
ration owned 2,500 shares of the common
stock of the M Corporation. By a statutory
merger consummated on August 1, 1942, pur-
suant to a plan of liquidation adopted on
July 1, 1942, the M Corporation was merged
into the 0 Corporation, the 0 Corporation
under the plan issuing stock which was re-
ceived by the holders of the stock of the M
Corporation not owned by the 0 Corporation
in exchange for their stock in the M Corpora-
tion. The receipt by the 0 Corporation of
the properties of the M Corporation is a dis-
tribution received by the 0 Corporation in
complete liquidation of the M 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.

§ 29.112 (b) (6)-2 Liquidations com-
pleted within one taxable year. If in a
liquidation completed within one taxable
year, pursuant to a plan of complete liq-
uidation, distributions in complete liqui-
dation are received by a corporation
which owns the specified amount of
stock in 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 § 29.112 (b) (6)-
1), then no gain or loss shall be recog-
nized with respect to the distributions
received by the recipient corporation. In
such case no waiver or bond is required
of the recipient corporation under sec-
tion 112 (b) (6).

§ 29.112 (b) (6)-3 Liquidations cov-
ering more than one taxable year.
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 liquidation
shall, In addition to the requirements of
§ 29.112 (b) (6)-1, be subject to the fol-
lowing requirements:

(a) 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 re-
cipient 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 tax-
able year during which is made the first
of the series of distributions under the
plan.

(b) 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 collector for trans-
mittal 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 Com-
missioner 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 taxable year in which the trans-
fer of the property of the liquidating
corporation to the controlling corpora-
tion 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 con-
sidered by the Commissioner to be
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necessary to insure the assessment and
collection of the correct tax liability
for each year within the period of
liquidation.

(c) For each of the taxable years which
falls wholly or partly within the period
of liquidation, the recipient corporation
shall file a bond, the amount of whicl
shall be fixed by the Commissioner. The
bond shall contain all terms specified by
the Commissioner, including provisions
unequivocally assuring prompt payment
of the excess of income and profits taxes
(plus penalty, if any, and interest) as
computed by the Commissioner without
regard to the provisions 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 re-
quire. However, see section 1126 of the
Revenue Act of 1926, as amended, pro-
viding that where a bond is required by
law or regulations, 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 accept-
able 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 depositary may each have a
copy.

(d) Pending the completion of the
liquidation, if there is a compliance with
paragraphs (a), (b), and (c) of this sec-
tion and § 29.112 (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 without
the recognition of any gain or loss on
account of the receipt of the distribu-
tions in liquidation. In such determina-
tion, the basis of the property or prop-
erties received by the recipient corpora-
tion shall be determined In accordance
with section 113 (a) (15). (See § 29.113
(a) (15)-1.) However, if the transfer
of the property is not completed within
the 3-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 liquidat-
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ing corporation as required by that sec-
tion, gain or loss shall be recognized with
respect to each distribution and the tax
liability for each of the years covered in
whole or in part by the liquidation shall
be recomputed without regard to the pro-
visions of section 112 (b) (6) or section
113 (a) (15) and the amount of any ad-
ditional tax due upon such recomputa-
tion shall be promptly paid.

§ 29.112 (b) (6)-4 Distributions in
liquidation as affecting minority in-
terests. Upon the liquidation of a cor-
poration in pursuance of a plan of com-
plete liquidation, the gain or loss of
minority shareholders shall be deter-
mined without regard to section 112 (b)
(6), since it does not apply to that part
of distributions in liquidations received
by minority shareholders.

§ 29.112 (b) (6)-5 Records to be kept
and information to be filed with return.
(a) Permanent records in substantial
form shall be kept .by every corporation
receiving distributions in complete
liquidation within the exception pro-
vided in section 112 (b) (6) showing the
information required by this section to
be submitted 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 responsible of-
ficers, and appear upon the official rec-
ords of each such corporation.

(b) For the taxable year in which the
liquidation occurs, or, if the plan of
liquidation provides for a series of dis-
tributions over a period of more than one
year, for each taxable year in which a
distribution is received under the plan,
the recipient shall file with its return a
complete statement of all facts pertinent
to the nonrecognition of gain or loss,
including:

(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 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

§ 29.112 (b) (6)-4
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corporation (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 distribu-
tion in liquidation, and the cost or other
basis of such stock.

§ 29.112 (b) (7)-1 Corporate liquida-
tions in calendar month in 1944-(a)
General. Section 112 (b) (7) provides a
special rule, in the case of certain
specifically described complete liquida-
tions of domestic corporations occurring
within some one calendar month In 1944,
for the treatment of gain on the shares
of stock owned by qualified electing
shareholders at thd 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 otherwise be
recognized and which is attributable to
appreciation in the value of certain
corporate assets unrealized by the corpo-
ration 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
§ 29.112 (b) (7)-2. For the basis of
property received on such liquidations,
see section 113 (a) (18).

(b) Type of liquidation. The liquida-
tion must be in pursuance of a plan of
liquidation adopted after February 25,
1944. Such plan may be adopted at any
time after February 25, 1944, and before
the first distribution under the liquida-
tion occurs. The Code also requires that
the transfer of all the property, both
tangible and intangible, of the corpora-
tion under the liquidation occur entirely
within some one calendar month in 1944,
but this requirement will be considered
to have been complied with if cash is set
aside under arrangements for the pay-
ment, after the close of such month, of
unascertained or contingent liabilities
and expenses, and such arrangements
are made in good faith and the amount
set aside is reasonable. Though it is
not necessary that the corporation dis-
solve 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 con-
tinue to the date of dissolution of the
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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.

If a transaction constitutes a distribu-
tion in complete liquidation within the
meaning of the Code and satisfies the re-
quirements of section 112 (b) (7), it is
immaterial that it is otherwise described
under the local law.
IT. D. 5356, 9 P. R. 4323]

§ 29.112 (b) (7)-2 Qualified electing
shareholder. (a) No corporate share-
holder may be a qualified electing share-
holder if at any time between December
10, 1943, and the date of the adoption of
the plan of liquidation, both dates inclu-
sive, it is the owner of stock of the liqui-
dating corporation possessing 50 percent
or more of the total combined voting
power of all classes of stock entitled to
vote upon the adoption of the plan of
liquidation.

(b) All other shareholders are divided
into two groups for the purpose of de-
termining whether they are qualified
electing shareholders: (1) shareholders
other than corporations, and (2) cor-
porate shareholders.

(c) 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 quali-
fied electing shareholder if:

(1) His written election to be governed
by the provisions of section 112 (b) (7),
which cannot be withdrawn or revoked,
has been made and filed as prescribed
in § 29.112 (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 of redemption of such
stock upon the liquidation.

Example. The R Corporation has out-
standing 20 shares of common stock on July
1, 1944, at the time of the adoption of a
plan of liquidation within the provisions of
section 112 (b) (7), each entitled to one
vote upon the adoption of such plan of
liquidation. At that time ten of such shares
are owned by the S Corporation, two each
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by the X Corporation and the Y Corporation.
one by the Z Corporation, and one each by
A, B, C, D, and E, individuals. There are
also outstanding at such time two shares
of preferred stock, not entitled to vote on
liquidation, one share being owned by F. an
individual, and one share by the P Corpora-
tion. The S Corporation, being a corporate
shareholder and the owner of 50 percent of
the voting stock, may not be a qualified elect-
ing 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 shareholders, some combination of
four of the individual holders of the connon
stock must have filed their written elections,
before any individual shareholder may be
considered a qualified electing shareholder,
but if this is done, F will also be a qualified
electing shareholder if he has filed a like
election.

An election to be governed by the pro-
visions of section 112 (b) (7) relates to the
treatment of gain realized upon the can-
cellation or redemption of stock upon liqui-
dation and can therefore be made only by
or on behalf of the person by whom gains,
if any, will be realized. Thus, the share-
holder who may make such election must
be the actual owner of stock and not a
mere record holder, such as a nominee.

A shareholder is entitled to make an elec-
tion relative to the gain only on stock owned
by him at the time of the adoption of the
plan of liquidation. The election is per-
sonal to the shareholder making it and does
not follow such stock into the hands of the
transferee.
[T. D. 5356, 9 F. R. 43231

§ 29.112 (b) (7)-3 Making and Mlling
of written elections. An election to be
governed by section 112 (b) (7) shall be
made on Form 964 (revised) in accord-
ance with the instructions printed there-
on and with this part. The orig-
inal and one copy shall be filed by the
shareholder or by the liquidating corpo-
ration with the Commissioner of In-
ternal Revenue, Washington 25, D. C.,
attention of the Income Tax Unit, Rec-
ords Division, within 30 days after the
adoption of the plan of liquidation. A
copy shall also be attached to and made
a part of the shareholder's income tax
return for his taxable year in which the
transfer of all the property under the
liquidation occurs.
[T. D. 5356, 9 F. R. 43241

§ 29.112 (b) (7)-4 Treatment of gain-
(a) Computation of gain. As in the
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case of shareholders generally, for the
purpose of computing gain, amounts re-
ceived by qualified electing sharehold-
ers are treated as in full payment in
exchange for their stock, as provided
in section 115 (c), and gain from the
receipt of such amounts is determined
as provided in section 111. Gain or
loss must be computed separately on
each share of stock owned by a qualified
electing shareholder at the time of the
adoption of the plan of liquidation. The
limited recognition 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 net 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 ex-
ceed 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 diminu-
tion by reason of distributions made dur-
ing such month, and including in such
computation all items of income and ex-
pense 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 corpo-
ration after December 10, 1943. The
mere replacement after December 10,
1943, of lost or destroyed certificates or
instruments acquired on or before De-
cember 10, 1943, or the mere conversion
of certificates or instruments into cer-
tificates or instruments of larger or
smaller denominations will not constitute
an acquisition within the meaning of the
phrase "acquired after December 10,
1943." Nor will such an acquisition re-
sult from the issuance after December 10,
1943, of certificates of stock in connection
with a subscription made and accepted
on or before December 10, 1943.

(c) Treatment of recognized gain. In
the case of a qualified electing share-
holder other than a corporation that part
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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, de-
terr~ined as provided in section 112 (b)
(7) (E) (I) is treated and taxed to him
as a dividend. It retains its character
as a dividend for all tax purposes. The
remainder of the gain which is recog-
nized 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 quali-
fied electing shareholder which is a
corporation, the entire amount of the
gain which is recognized Is treated and
taxed as a short-term or long-term
capital gain, as the case may be.

Example. The X Corporation has only one
class of stock outstanding, owned in equal
amounts by three shareholders. The basis
of the stock owned by each shareholder is
$60, each having bought his stock in a single
bloc prior to the date of the adoption of a
plan of liquidation conforming to the re-
quirements of section 112 (b) (7). One of
such shareholders is an individual and two
are corporations and all are qualified electing
shareholders. The X Corporation has earn-
ings and profits accumulated after February
28, 1913 (computed as provided in section
112 (b) (7)), of $60, its assets consisting of
property (other than stock or securities
acquired after December 10, 1943, and money)
with a fair market value of $240, cash of
$75, and stock and securities acquired after
December 10. 1943, with a fair market value
of $90, all of which assets are distributed in
October 1944 to the shareholders pro rata in
complete liquidation of the corporation, as
provided in section 112 (b) (7). Each share-
holder, therefore, receives, in cash and prop-
erty, $135 and his gain is $85.

In the case of each shareholder $55 of this
gain is recognized, since such amount repre-
sents the sum of the cash received by him
and the fair market value of the stock and
securities received by him which were ac-
quired by the X Corporation after Decem-
ber 10, 1943, and is greater than his ratable
share of the earnings and profits ($20). 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 share of the earnings and profits,
is taxable to him as a dividend, and $35,
being the difference between the share-
holder's ratable share of the earnings and
profits and the sum of the cash and stock
and securities received by him, Is recognized
and treated as a short-term or long-term
capital gain, as the case may be. The re-
mainder of each shareholder's gain, $30, Is
not recognized. If the basis of each share-
holder's stock had been $100, instead of

$50, the corporate shareholders would be
taxed on only $35 as capital gain and the
individual shareholder on $20 as a dividend
but only on $15 as a capital gain, since the
total amount taxed is limited by the amount
of gain realized by the shareholder upon
the cancellation or redemption of his stock

IT. D. 5856, 9 F. R. 4324]

§ 29.112 (b) (7)-5 Records to be kept
and information to be filed with return.
Permanent records in substantial form
shall be kept by every qualified electing
shareholder receiving distributions in
complete liquidation of a domestic cor-
poration. Such shareholder shall file
with his income tax return for his taxable
year in which the liquidation occurs a
statement of all facts pertinent to the
recognition and treatment of the gain
realized by him upon the shares of stock
owned by him at the time of the adop-
tion of the plan of liquidation, including:

(a) 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 basis
of each such share;

(b) 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 money
on the date distributed and stating what
items, If any, consist of stock or securi-
ties acquired by the liquidating corpora-
tion after December 10, 1943;

(c) A statement of his ratable share of
the earnings and profits of the liquidating
corporation accumulated after February
28, 1913, computed without diminution
by reason of distributions made during
the month of liquidation; and

(d) A copy of such shareholder's
written election to be governed by the
provisions of section 112 (b) (7). (See
§ 29.112 (b) (7)-3.)

For information to be filed by the liqui-
dating corporation, see section 148 (e).
IT. D. 5356, 9 F. R. 4324]

§ 29.112 (b) (9)-1 Nonrecognition of
loss upon transfer of property of rail-
road corporation. For the purpose of
section 112 (b) (9), it is unnecessary that
the transfer be a direct transfer by the
corporation undergoing reorganization
or that such reorganization constitute
a reorganization within the meaning of
section 112 (g). It is sufficient if the
transfer is made in pursuance of an
order of the court and is an integral step
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in the consummation of a plan of re-
organization approved by the court hav-
ing jurisdiction of the proceeding. If
these conditions are satisfied, no loss is
recognized to the transferor upon the
ultimate transfer of the property, or to
the transferor upon any intermediate
transfer.

Section 112 (b) (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)-i Transfer of prop-
erty of insolvent corporation in reorgani-
zation in bankruptcy or receivership pro-
ceeding-(a) Exchange solely for stock
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 these regulations as a "sec-
tion 112 (b) (10) reorganization". The
section does not apply with respect to a
railroad corporation as defined In section
77m of the National Bankruptcy Act, as
amended. In order to qualify as a sec-
tion 112 (b) (10) reorganization, the
transaction must satisfy the express
statutory requirements as well as the
underlying assumptions and purposes for
which the exchange is excepted from the
general rule requiring the recognition of
gain or loss upon the exchange of prop-
erty.

(2) Section 112 (b) (10) applies only
with respect to a reorganization effected
in one of two specified types of court pro-
ceedings: (1) Receivership, foreclosure
or similar proceedings, or (2) bankruptcy
proceedings under section 77B or Chap-
ter X of the National Bankruptcy Act, as
amended. The specific statutory re-
quirements 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 an-
other corporation organized or made use
of to effectuate a plan of reorganization
approved by the court in such proceed-
ing, In exchange solely for stock or se-
curities in such other corporation. If
the consideration for the transfer con-
sists 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 recog-
nized (see section 112 (e)). As to the
assumption of liabilities in an exchange
described in section 112 (b) (10), see

section 112 (k) and see §§ 29.112 (a)-2
and 29.112 (k)-1.

(3) Section 112 (b) (10) and so much
of section 112 (d) and (e) as relates to
section 112 (b) (10) are applicable to
taxable years beginning after December
31, 1933, but do not operate to affect the
tax liability for any taxable year be-
ginning prior to January 1, 1943.

(4) The application of section 112 (b)
(10) Is to be strictly limited to a transac-
tion of the character set forth in 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 and
the transfer of the property of the insol-
vent 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 reorganization
plan approved by the court. By its terms,
the section has no application to a reor-
ganization consummated by adjustment
of the capital or debt structure of the
Insolvent corporation without the trans-
fer of its assets to another corporation.

(5) As used In section 112 (b) (10),
the term "reorganization" is not con-
trolled by the definition of "reorganiza-
tion" contained in section 112 (g). How-
ever, certain basic requirements, implicit
in the statute, which are essential to a
reorganization under section 112 (g), are
likewise essential to qualify a transac-
tion as a reorganization under section
112 (b) (10). Among these requirements
are a continuity of the business enter-
prise under 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
reorganization. Thus, the nonrecogni-
tion 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 in-
terests supplying new capital and dis-
charging the obligations of the old cor-
poration. For the purpose of determin-
ing whether the requisite continuity of
Interest exists, the interest of creditors
who have, by appropriate legal steps,
obtained effective command of the prop-
erty of an insolvent corporation is con-
sidered as the equivalent of a proprietary
interest. But the mere possibility of a
proprietary interest is not its equivalent.
The determinative and controlling fac-
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tors are the corporation's insolvency and
the effective command by the creditors
over its property. The term "insolvent"
as used in this section refers to insol-
vency 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.

(6) 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. If an ex-
change would be within the provisions
of section 112 (b) (10) if it were not for
the fact that the consideration for the
transfer of the property of the insolvent
corporation consists not only of stock or
securities but also of 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 reorganiza-
tion, no gain to the corporation will be
recognized. P r o p e r t y is distributed
within the meaning of this section if it
Is paid over or distributed to sharehold-
ers or creditors who have by appropriate
legal steps obtained effective command of
the property of the corporation. If the
other property or money received by the
corporation is not distributed by it pur-
suant 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 dis-
tributed. In either case no loss from the
exchange will be recognized (see section
112 (e)).

For the proper treatment of a transac-
tior. involving an assumption of liabili-
ties under so much of section 112 (d) or
(e) as relates to section 112 (b) (10), see
section 112 (k) and the regulations pre-
scribed thereunder.
IT. D. 5402, 9 F. R. 110481

§ 29.112 (b) (10)-2 Records to be kept
and information to be filed. For taxable
years beginning after December 31, 1942,
each corporation a party to a section
112 (b) (10) reorganization shall furnish

a complete statement of all facts per-
tinent to the nonrecognition of gain or
loss in connection with the exchange,
including:

(a) 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;

(b) A complete statement of the cost
or other basis of all property, including
all stock or securities, transferred inci-
dent to the plan;

(c) A statement of the amount of
stock or securities and other property or
money received in the exchange, includ-
ing 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 thereof
at the date of the exchange;

(d) A statement of the amount and
nature of any liabilities assumed upon
the exchange.
The information required by this sec-
tion shall be filed as a part of the cor-
poration's return for its taxable year
within which the reorganization oc-
curred, except that in the case of a tax-
able year beginning in 1943 and ending
before September 1, 1944, the statement
containing such information shall be
filed with the Commissioner of Internal
Revenue, Washington 25, D. C., on or
before December 15, 1944.

(e) Permanent records in substantial
form shall be kept by every taxpayer
who participates in a tax-free exchange
in connection with a corporate reorgan-
ization showing the cost of other basis
of the transferred property and the
amount of stock or securities and other
property or money received (including
any liabilities assumed upon the ex-
change), in order to facilitate the de-
termination of gain or loss from a
subsequent disposition of such stock or
securities and other property received
from the exchange.
[T. D. 5402, 9 F. R. 11049]

§ 29.112 (c)-1 Receipt of other prop-
erty or money in 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 like kind to be held either for
productive use or for investment; or
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common stock is exchanged for common
stock, or preferred stock for preferred
stock, in the same corporation and not
in connection with a corporate reorgani-
zation; or 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 addi-
tion to property permitted to be received
without recognition of gain) or money,
then

(1) The gain, if any, to the taxpayer
will be 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 recog-
nized to any extent (see section 112 (e)).

Example. A, who is not a dealer in real
estate, in 1942 exchanges real estate, which
he purchased (for investment) in 1921 for
$5,000, for other real estate (to be held for
productive use in trade or business) which
has a fair market value of $6,000, and he
receives in addition $2,000 in cash. The gain
from the transaction is $3,000, but is recog-
nized only to the extent of the cash received
of $2,000.

(b) 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 § 29.112 (g)-4; and so
much of section 112 (c) as relates to sec-
tion 112 (b) (5), see section 112 (k) and
§ 29.112 (k)-1.

(c) 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.

(d) 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 § 29.112 (g)-4;
or in connection with a section 112 (b)
(10) reorganization, see § 29.112 ()-i.
As to distributions in pursuance of a plan
of reorganization which have the effect of
a taxable dividend, see § 29.112 (g)-4, in
the case of a section 112 (g) reorganiza-
tion, or § 29.112 (l)-1, in the case of a
section 112 (b) (10) reorganization.

§ 29.112 (e)-I Nonrecognition of loss.
The Internal Revenue Code provides that
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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.
The rule provided with respect to an ex-
change under so much of section 112 (e)
as refers to section 112 (b) (10) shall not
be applied to affect the tax liability for
any taxable year beginning before Jan-
uary 1, 1943.

As to the nonrecognition of loss upon
an exchange described in so much of
section 112 (e) as refers to section (1),
see § 29.112 (1)-1.

As to the basis of the property received
in such an exchange for the purpose of
determining gain or loss from the subse-
quent sale thereof, see section 113 (a)
(6).

As to the nonrecognition of loss upon
the receipt of property by one corpora-
tion in complete liquidation of another
corporation under certain specifically de-
scribed circumstances, see section 112
(b) (6).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11049]

§ 29.112 (f)-1 Reinvestment of pro-
ceeds of involuntary conversion. (a)
Upon the involuntary conversion of
property described in section 112 (f), no
gain is recognized if the provisions of
that section are complied with. If any
part of the money received as a result of
such an involuntary conversion is not
expended in the manner provided in sec-
tion 112 (f), the gain, if any, is recog-
nized to the extent of the money which
is not so expended. For example, a ves-
sel purchased by A in 1939 for $100,000
is destroyed by an enemy submarine in
1942, and A receives in 1942 insurance in
the amount of $100,000. This money is
not expended in the manner provided in
section 112 (f), but there is no gain since
the insurance does not exceed the basis
(disregarding, for the purposes of this
example, the adjustment for deprecia-
tion). In 1947, A receives an award of
$200,000 from the Government on ac-
count of the destruction of the vessel.
He expends this amount in the manner
provided in section 112 f). The gain in
1947 upon the receipt of this award is
recognized to the extent of $100,000, the
amount of the money received in 1942
which was not expended in the manner
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provided in section 112 (f). The loss
sustained as a result of an involuntary
conversion described in section 112 (f)
is recognized. The expenditure in the
manner provided in section 112 (f) of
money received upon an involuntary con-
version is not necessary for the transac-
tion to be considered completed for the
purpose of determining such loss.

(b) In order to avail himself of the
benefits of section 112 (f) it is not suffi-
cient for the taxpayer to show that sub-
sequent to the receipt of money from a
condemnation award he purchased other
property similar or related in use. The
taxpayer must trace the proceeds of the
award into the payments for the prop-
erty so purchased. It is not necessary
that the proceeds be earmarked, but the
taxpayer must be able to prove that the
same were actually reinvested in such
other property similar or related in use
to the property converted. The benefits
of section 112 (f) cannot be extended to
a taxpayer who does not purchase other
property similar or related in service or
use, notwithstanding the fact that there
was no other such property available for
purchase.

(c) If, in a condemnation proceeding,
the Government retains out of the award
sufficient funds to satisfy liens (other
than liens due to special assessments
levied against the remaining portion of
the plot or parcel of real estate affected
for benefits accruing in connection with
the condemnation) and mortgages
against the property and itself pays the
same, the amount so retained shall not
be deducted from the gross award in de-
termining the amount of the net award.
An amount expended for replacement of
an asset, in excess of the recovery for
loss, represents a capital expenditure and
Is not a deductible loss for income tax
purposes.

(d) The provisions of section 112 (f)
are applicable to property used for resi-
dential or farming purposes.

(e) 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-
sion but are income in the same manner
that the profits for which they are sub-
stituted would have been.

(f) There is no investment in prop-
erty similar in character and devoted to
a similar use if:

(1) The proceeds of unimproved real
estate, taken upon condemnation pro-
ceedings, are invested in improved real
estate.

(2) The proceeds of conversion of real
property are applied in reduction of in-
debtedness previously incurred in the
purchase of a leasehold.

(3) The owner of a requisitioned tug
uses the proceeds to buy barges.

(f) It is incumbent upon a taxpayer
"forthwith" to apply for and receive per-
mission to establish a replacement fund
in every case where it is not possible to
replace immediately. If an expenditure
in actual replacement would be too late,
a request for the establishment of a re-
placement fund would likewise be too
late.

§ 29.112 (f)-2 Replacement funds.
In any case where the taxpayer elects to
replace or restore the converted prop-
erty but it is not practicable to do so im-
mediately (for example, because of the
taxpayer's inability to obtain priorities,
or because of other wartime restrictions),
he may obtain permission to establish a
replacement fund in his accounts in
which part or all of the compensation so
received shall be held, without deduction
for the payment of any mortgage. In
such a case the taxpayer should make
application to the Commissioner on Form
1114 for permission to establish such a
replacement fund, and in his application
should recite all the facts relating to the
transaction and declare that he will pro-
ceed as expeditiously as possible to re-
place or restore such property. The tax-
payer will be required to furnish a bond
with such surety as the Commissioner
may require in an amount not in excess
of double the estimated additional in-
come taxes which would be payable if no
replacement fund were established. See
section 1126 of the Revenue Ace of 1926,
as amended, providing that where a bond
is required by law or regulations, in lieu
of surety or sureties there may be de-
posited bonds or notes of the United
States. The estimated additional taxes,
for the amount of which the applicant is
required to furnish security, should be
computed at the rates at which the ap-
plicant would have been obliged to pay,
taking into consideration the remainder
of his net income and resolving against
him all matters in dispute affecting the
amount of the tax. Only surety com-
panies holding certificates of authority
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from the Secretary of the Treasury as
acceptable sureties on Federal bonds will
be approved as sureties. The application
should be executed in triplicate, so that
the Commissioner, the applicant, and the
surety or depositary may each have a
copy.

§ 29.112 (g)-1 Purpose and scope of
exception of reorganization exchanges.
As used in §§ 29.112 (g)-1 to 29.112 (g)-
6, the terms "reorganization" and "party
to a reorganization" mean only a reor-
ganization or a party to a reorganization
as defined in section 112 (g). With re-
spect to section 112 (b) (10) reorganiza-
tions, see § 29.112 (b) (10)-i.

(a) 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 reorgani-
zation 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
under 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 re-
organization. The Code recognizes as a
reorganization the change (made in a
specified way) from a business enterprise
conducted 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 recog-
nizes as a reorganization the amalgama-
tion (occurring in a specified way) of
two corporate enterprises under a single
corporate 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
reorganization 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 in-
cluded, the specifications of the re-
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organization provisions of the law are
precise. Both the terms of the specifi-
cations and their underlying assump-
tions and purposes must be satisfied in
order to entitle the taxpayer to the bene-
fit of the exception from the general rule.
Accordingly, 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 never-
theless to be treated as a sale, even
though the mechanics of a reorganiza-
tion have been set up.

(b) Scope. (1) The nonrecognition
of gain or loss is prescribed for two speci-
fically described types of exchanges, viz:
The exchange that is provided for in sec-
tion 112 (b) (3) in which stock or securi-
ties in a corporation a party to the reor-
ganization 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 ex-
change that is provided for in section
112 (b) (4) in which a corporation a
party to the reorganization exchanges
property, in pursuance of a plan of re-
organization, for stock or securities in
another 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.

(2) The provisions of the Internal
Revenue Code referred to in subpara-
graph (1) of this paragraph are inappli-
cable unless there is a plan of reorgani-
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 consummation
of each of the requisite acts under which
nonrecognition of ,gain is claimed. Such
transaction and such acts must be an
ordinary and necessary incident of the
conduct of the enterprise and must pro-
vide for a continuation of the enterprise.
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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 im-
position of the tax is imminent, is not a
plan of reorganization.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 110501

§ 29.112 (g)-2 Defiinition of terms.
(a) The application of the term "re-
organization" is to be strictly limited to
the specific transaction set forth in sec-
tion 112 (g) (1). The term does not em-
brace the mere purchase by one corpora-
tion of the properties of another corpora-
tion, for it imports a continuity of inter-
est on the part of the transferor or its
stockholders in the properties trans-
ferred. If the properties are transferred
for cash and deferred payment obliga-
tions of the transferee evidenced by
short-term notes, the transaction is a
sale and not an exchange.

(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 corporation
of the required amount of the stock of the
other corporation must be in exchange
solely for all or a part of the voting stock
of the acquiring corporation. If, for
example, Corporation X exchanges non-
voting preferred stock or bonds in addi-
tion to all or a part of its voting stock
in the acquisition of the required amount
of stock of Corporation Y, the transac-
tion is not a "reorganization" under sec-
tion 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 corporation
of substantially all the properties of an-
other 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 liabilities 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 character of the
transaction as to place the transaction
outside the purposes and assumptions of

the reorganization provisions. Section
112 (g) (1) (C) does not prevent consid-
eration of the effect of an assumption of
liabilities on the general character of the
transaction but merely provides that the
requirements that the exchange be solely
for voting stock is satisfied if the only
additional consideration is an assump-
tion of liabilities.

(e) A "recapitalization," and therefore
a reorganization, takes place if, for ex-
ample:

(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 corpo-
ration 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 cor-
poration's outstanding preferred stock,
having certain priorities with reference
to the amount and time of payment of
dividends and the distribution of the
corporate assets upon liquidation, for a
new issue of such corporation's com-
mon stock having no such rights.

(f) The term "a party to a reorganiza-
tion" includes, in addition to a corpo-
ration which performs the specific act
constituting the reorganization as de-
scribed and defined in section 112 (g)
(1), only a corporation specified in sec-
tion 112 (g) (2). Both corporations are
parties to the reorganization if under
statutory authority Corporation A 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 con-
solidated into Corporation E. Both cor-
porations are parties to the reorgani-
zation if it consists of the transfer 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
classes of stock of Corporation J, even
though such acquisition by Corporation
H is from Corporation K.
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(g) The term "plan of reorganization"
has reference to a consummated trans-
action specifically defined as a reorgani-
zation under section 112 (g) (1). The
term is not to be construed as broadening
the definition of "reorganization" as set
forth in section 112 (g) (1), but is to be
taken as limiting the nonrecognition of
gain or loss to such exchanges as are
directly a part of the transaction specifi-
cally described as a reorganization in
section 112 (g) (1). Moreover, the trans-
action, or series of transactions, em-
braced in a plan of reorganization must
not only come within the specific lan-
guage of section 112 (g) (1), but the
readjustments involved in the exchanges
effected in the consummation thereof
must be undertaken for reasons germane
to the continuance of the business of a
corporation a party to the reorganization.
Section 112 (g) (1) contemplates genu-
ine corporate reorganizations which are
designed to effect a readjustment of con-
tinuing interest under modified corpo-
rate forms.

(h) As used in section 112, as well as
in other provisions of the Internal Reve-
nue Code, if the context so requires, the
conjunction "or" denotes both the con-
junctive and the disjunctive, and the
singular includes the plural. For ex-
ample, the provisions of the statute are
complied with if "stock and securities"
are received in exchange as well as if
"stock or securities" are received.

§ 29.112 (g)-3 Exchanges solely of
stock or securities, or property, solely for
stock or securities, in pursuance of plan
of reorganization. No taxable income is
received, nor is a deductible loss sus-
tained, if the shareholders in a corpora-
"tion a party to the following reorganiza-
tion transactions exchange stock or se-
curities solely for stock or securities of
the same corporation, or of another cor-
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 corpo-
ration;
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(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 liabiilties, as prescribed in
§ 29.112 (g)-2), of substantially all the
properties 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 Cor-
poration J or its stockholders, or both,
are in control of Corporation K ("con-
trol" for the purpose of this transaction
being defined in section 112 (h) as the
ownership by Corporation J or its stock-
holders, or both, of the stock of Corpo-
ration K to the extent of at least 80 per-
cent 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

(f) The exchange of stock or securities
solely for stock or securities of the same
corporation in the case of (1) a recapital-
ization of a corporation, or (2) a mere
change in the identity, form, or place of
organization of a corporation, however
effected.

§ 29.112 (g)-4 Exchanges in reorgani-
zation for stock or securities and other
property or money. If in an exchange
of stock or securities in a corporation a
party to a reorganization, in pursuance
of the plan of reorganization, for stock
or securities in the same corporation or
in another corporation a party to the
reorganization, there is received by the
taxpayer other property (not permitted
to be received without the recognition of
gain) or money, then

(a) 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

(b) The loss, if any, to the taxpayer
from such an exchange is not to be
recognized to any extent (see section
112 (e)).

Example. A, in connection with a reorgani-
zation, in 1942, exchanges a share of stock
in the X Corporation purchased in 1929 at
a cost of $100 for a share of stock of the Y
Corporation (a party to the reorganization),
which has a fair market value of $90, plus
$20 in cash. The gain from the transaction
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is $10 and is recognized and taxed as a gain
from the exchange of property. But see sec-
tion 117. However, if the share of stock re-
ceived had a fair market value of $70, the
loss from the transaction of $10 would not
be recognized.

(c) If the distribution of such other
property or money by or on behalf of a
corporation in the course of a reorgani-
zation 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 (1) as a divi-
dend, such an amount of the gain recog-
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) as a gain from the ex-
change of property, the remainder of
the gain so recognized.

Example. The X Corporation has a capital
of $100,000 and earnings and profits of
$50,000 accumulated since February 28, 1913.
The X Corporation in 1942 transfers all of
its assets to the Y Corporation in exchange
for the issues of all of the stock of the Y
Corporation and the payment of $50,000 in
cash to the stockholders of the X Corpora-
tion. A, who owns one share of stock in the
X Corporation, for which he in 1929 paid
$100, receives a share of stock in the Y Cor-
poration worth $100 and the sum of $50 in
cash In addition. A gain of $50 is recognized
to A.

(d) If, in pursuance of a plan of re-
organization, property is exchanged by a
corporation a party to the reorganization
for stock or securities in another corpo-
ration a party to the reorganization and
other property or money, then, as pro-
vided in section 112 (d) (1), if the other
property or money received by the cor-
poration 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-
tion 112 (e)).

(e) 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 assumption
of liabilities under section 112 (d) and
so much of section 112 (e) as relates to
section 112 (b) (4), see section 112 (k)
and the regulations prescribed there-
under.
[Regs. ill, 8 P. R. 15002, as amended by T. D.
5402, 9 P. R. 11050]

§ 29.112 (g)-5 Receipt 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 se-
curities (other than its own stock, which
is not taxable as a dividend under section
115 (f) or of stock or securities of an-
other corporation a party to the reor-
ganization, shall be taxed to such share-
holders as a dividend, within the meaning
of section 115, to the extent that the fair
market value of such stock or securities
at the date of the distribution is not in
excess of (a) the earnings or profits of
the corporation of the taxable year com-
puted without regard to prior years and
(b) the earnings or profits of the corpo-
ration accumulated after February 28,
1913, and prior to the taxable year. Any
remainder of such fair market value of
the stock or securities distributed over
the amount of such earnings or profits
shall be applied against and used to re-
duce the basis provided in section 113 of
the stock In respect to which the distri-
bution 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 exchange of property. (See
§ 29.111-1.)

§ 29.112 (g)-6 Records to be kept and
information to be filed 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 consti-
tuted responsible officers, and appear
upon the official records of the corpo-
ration. 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 connec-
tion with the reorganization, including:

(1) A certified copy of the plan of re-
organization, together with a statement
under oath showing in full the purposes
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thereof and in detail all transactions in-
cident 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 securi-
ties 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 securities 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 com-
plete statement of all facts pertinent to
the nonrecognition of gain or loss upon
such exchange, including:

(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, in-
cluding 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 from a subsequent disposi-
tion of such stock or securities and other
property received from the exchange.

§ 29.112 (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
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is provided specifically that this defini-
tion is limited to the meaning of the
term "control" as that term is used in
section 112.

§ 29.112 (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 corpora-
tion to or from which a tax-free transfer
of property for stock or securities 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 distribution may be
made, unless, prior to the transfer, ex-
change, or liquidation, it has been estab-
lished to the satisfaction of the Commis-
sioner that such transfer, exchange, or
liquidation is not in pursuance of a plan
having as one of its principal purposes
the avoidance of Federal income taxes.
The term "Federal income taxes" in-
cludes (1) the excess-profits tax on the
net income of a corporation referred to
in section 106 of the Revenue Act of 1935,
section 402 of the Revenue Act of 1936,
and section 602 of the Revenue Act of
1938, (2) the declared value excess-prof-
its tax referred to in section 600 of the
Internal Revenue Code, and (3) the ex-
cess profits tax imposed by subchapter E
of chapter 2 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 Fed-
eral income or excess-profits taxes, is a
question to be determined from the facts
and circumstances of each particular
case. In any such case if a taxpayer de-
sires 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 Commissioner
of Internal Revenue, Washington 25,
D. C., for a ruling. A letter setting forth
the Commissioner's determination will be
mailed to the taxpayer. If the Commis-
sioner determines that the exchange or
distribution is not in pursuance of a plan
having as one of its principal purposes
the avoidance of Federal income or ex-
cess-profits taxes, the taxpayer should
retain a copy of the Commissioner's let-
ter as authority for treating the foreign
corporation as a corporation In determin-
ing the extent to which gain is recog-
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nized from the exchange or distribution.
If the reorganization or the transfer is
not carried out in accordance with the
plan submitted, the Commissioner's ap-
proval will not render the transaction
tax-free.

§ 29.112 (k)-1 Assumption of liabili-
ties not to be taken into account for pur-
pose o 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 pur-
pose of computing the amount of gain
or loss realized under section 111 upon
an exchange. Subject to the exceptions
and limitations specified in paragraph
(b) of this section, section 112 (k) pro-
vides, however, that:

(1) Liabilities 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-
ized gain which is to be recognized under
section 112 (c) or (d), if the transac-
tions 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 as-
sumption of liabilities, the transaction, if
otherwise qualified, shall be deemed to
be within the provisions of section 112
(b) (4), (5) or (10). With respect to an
exchange described in section 112 (b)
(10) or so much of section 112 (d) or (e)
as refers to section 112 (b) (10), the pro-
visions of section 112 (k) shall not affect
the tax liability for any taxable year be-
ginning before January 1, 1943.

(4) The application of this paragraph
may be illustrated by the following
example:

Example. A, an individual, transfers to a
controlled corporation property with an ad-
justed basis of $10,000 in exchange for stock
of the corporation with a fair market value
of $8,000, cash in the amount of $3,000, and
the assumption by the corporation of in-
debtedness of A amounting to $4,000. A's
gain is $5,000, computed as follows:
Stock received -------------------- $8, 000
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

(5) Assuming that the transaction
falls within section 112 (c) as a trans-
action which would have been within
section 112 (b) (5) but for the receipt of
"other property or money," only so much
of such $5,000 gain will be recognized as
does not exceed the "other property or
money" received. Since section 112 (k)
provides that an assumption of liabili-
ties 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 that
extent.

(b) Exceptions and limitations. The
benefits of section 112 (k) do not extend
to any exchange involving an assump-
tion of liabilities where it appears that
the principal purpose of the taxpayer
with respect to such assumption was a
purpose 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 liabil-
ities assumed shall, for the purpose of
determining the amount of gain to be
recognized 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 (k), which
is the case if the Commissioner deter-
mines 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 taxpayer contests such determina-
tion by litigation, the taxpayer must sus-
tain such burden by the clear prepon-
derance of the evidence. Thus, the tax-
payer must prove his case by such a clear
preponderance of all the evidence that
the absence of a purpose to avoid Federal
income tax on the exchange, or the
presence of a bona fide business purpose,
is unmistakable.
IRegs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11050]

§ 29.112 (1)-1 Exchange in connec-
tion with reorganization of insolvent cor-
poration-(a) Ingeneral. (1) Section112
(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 securi-
ties of an insolvent corporation in con-
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nection with a reorganization described
in section 112 (b) (10) or so much of
section 112 (d) or (e) as relates to sec-
tion 112 (b) (10). Under the general
rule prescribed in section 112 (1) (1),
no gain or loss shall be recognized if, pur-
suant to the plan of reorganization, stock
or securities in the insolvent corporation
are exchanged solely for stock or secu-
rities 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 recog-
nized (section 112 (e)). Section 112 (1)
(2) imposes limitations upon the appli-
cation of section 112 (1) (1) and so much
of section 112 (c) and (e) as relates to
section 112 (1) (1) in certain cases in
which the exchange occurred in a tax-
able year beginning before January 1,
1943. As to the basis of the stock or se-
curities or other property acquired upon
an exchange under section 112 (1), see
section 113 (a) (6).

(2) By thus characterizing as an ex-
change, and regarding as a single taxable
event, the event or series of events result-
ing in the relinquishment or extinguish-
ment of the stock or securities in the old
corporation and the acquisition in con-
sideration thereof, in whole or in part, of
stock or securities in the new corpora-
tion, the Code secures uniformity of
treatment for the participating security
holders, regardless of the particular steps
or the procedural devices by which such
exchange 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 cred-
itors' reorganization there may be a
transfer of the property of the old corpo-
ration to its bondholders, or the bond-
holders committee, upon surrender of
the bonds, followed by the transfer of
such property to the new corporation in
consideration of stock in the latter; or
there may be a transfer of the bonds to
the new corporation in exchange for its
stock or securities, followed by the trans-
fer of the property of the old corpora-
tion In consideration of the surrender of
Its bonds. In either event, section 112
(I) treats the result to the participat-
ing security holders as an exchange of
the securities of the old corporation for
securities of the new corporation. In or-
der, however, to qualify as an exchange
under section 112 (1) or so much of sec-
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tion 112 (c) or (e) as relates to section
112 (1) the various events resulting In
the relinquishment 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 com-
ponent of the relinquishment or extin-
guishment 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 (1) (1) provides
that no gain or loss shall be recognized
upon an exchange consisting of the
relinquishment or extinguishment of
stock or securities in an insolvent cor-
poration described 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 securities in a corporation or-
ganized or made use of to effectuate the
plan of reorganization.

As used In section 112 (1) and this sec-
tion the term security does not include
a short-term note.

(c) 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
property received in the exchange con-
sists not only of stock or securities In the
corporation organized or made use of to
effectuate the plan of reorganization,
but also of other property or money,
then:

(i) 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 mar-
ket value of the other property but

(ii) The loss, if any, to the taxpayer
from such an exchange is not to be rec-
ognized 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 reorgan-
ization 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
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to each distributee as a dividend, such
amount of the gain recognized 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 as a gain from the exchange of
property, the remainder of the gain so
recognized.

(3) 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 (1).
[T. D. 5402, 9 F. R. 11050]

§ 29.112 ()-2 Recognition of gain or
loss upon exchange in taxable year be-
ginning prior to January 1, 1943-(a)
Final determination of tax liability prior
to May 25, 1944. (1) Section 112 (1) (2)
prescribes special rules relative to the rec-
ognition of gain or loss upon an exchange
described in section 112 (1) (1), or so
much of section 112 (c) or (e) as relates
to section 112 (1) (1), where such ex-
change occurred in a taxable year of a
taxpayer beginning before January 1,
1943. For such purposes the statute dis-
tinguishes between cases in which there
was a final determination of the tax lia-
bility prior to May 25, 1944, and cases in
which there was no such final determina-
tion.

(2) Subparagraph (A) of section 112 (1)
(2) provides that if an exchange de-
scribed in section 112 (1) (1), or so much
of section 112 (c) or (e) as relates to sec-
tion 112 (1) (1), occurred in a taxable
year beginning prior to January 1, 1943,
and the tax liability of the taxpayer for
such taxable year was finally determined
prior to May 25, 1944, the recognition or
nonrecognition or gain or loss upon such
exchange shall be determined in ac-
cordance with the facts as to recognition
or nonrecognition under such final deter-
mination. Gain or loss shall be recog-
nized in the amount in fact recognized in
such final determination. If no gain or
loss was in fact recognized in such final
determination, then no gain or loss shall
be recognized under section 112 (1).

(3) For the purposes of this section,
there is a final determination of the tax
liability for a taxable year if an adjust-
ment of the tax for such taxable year is
prevented by: (1) A decision of the Board
of Tax Appeals or The Tax Court, which
has become final; (2) a judgment, de-
cree, or other order by any court of com-
petent jurisdiction, which has become

final; (3) a closing agreement under sec-
tion 3760; (4) a compromise under sec-
tion 3761; or (5) the expiration of the
period of limitations upon the assess-
ment of a deficiency and upon the refund
or credit of an overpayment.

(4) The date upon which a decision by
the Board of Tax Appeals or The Tax
Court becomes final is prescribed in sec-
tion 1140.

(5) The date upon which the 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 filed within such time.

(6) A determination under a closing
agreement becomes final on the date of
its approval by the Secretary, the Under
Secretary, or an Assistant Secretary.

(7) A determination under a com-
promise becomes final upon the date of
mailing to the taxpayer, or his duly au-
thorized representative, of the notice of
acceptance of the offer in compromise.

(8) For periods of limitation upon the
assessment and collection of deficiencies,
see sections 275 to 277, inclusive; and for
periods of limitation upon the allow-
ance of a refund or credit of an overpay-
ment, see section 322.

(a) The fact that an adjustment in the
tax liability for the taxable year may be
made under a special statute of limita-
tions, as in the case of a claim for re-
fund under section 322 (b) (5), or under
a provision such as section 734 or 3801,
does not prevent a determination from
becoming final within the meaning of
this section.

(b) No ftnal determination prior to
May 25, 1944. If an exchange described
in section 112 (1) (1), or so much of
section 112 (c) or (e) as relates to sec-
tion 112 (1) (1), occurred in a taxable
year beginning prior to January 1, 1943,
and the tax for such taxable year was not
finally determined prior to May 25, 1944,
the recognition or nonrecognition of gain
or loss shall depend upon the position
last maintained by the taxpayer, prior
to December 15, 1943, relative to the
character of such exchange as one in
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which the entire amount of gain or loss
is recognized or one in which all or a
part of the gain or loss is not recognized.
For the purposes of this section, such
position must have been formally main-
tained by the taxpayer in his return or
amended return for the taxable year, in
a claim for refund, in a proceeding before
a court or The Tax Court or the Board
of Tax Appeals, or in some formal action
taken in connection with a determination
or proposed determination of his tax lia-
bility for such taxable year. If the tax-
payer formally maintained that such ex-
change constituted a transaction upon
which the entire amount of the gain or
loss is recognized, then gain or loss, in
the amount realized upon such exchange,
shall be recognized. If the taxpayer for-
mally maintained that such exchange
constituted a transaction upon which all
or a part of the gain or loss is not recog-
nized, then gain or loss shall not be
recognized except to the extent that gain
is recognized under section 112 (c).
IT. D. 5402, 9 F. R. 11051]

§ 29.112 (1)-3 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 ex-
change described in section 112 (1), or so
much of section 112 (c) or (e) as relates
thereto, in connection with a corporate
reorganization, shall furnish a complete
statement of all facts pertinent to the
recognition or nonrecognition of gain or
loss upon such exchange, including:

(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.

(b) If the exchange occurs in a taxable
year beginning after December 31, 1943,
the statement shall be incorporated in
the taxpayer's income tax return for
such taxable year. If the exchange oc-
curred in a taxable year beginning prior
to January 1, 1944, then:

(1) If the information is pertinent to
the determination of the tax liability for
a taxable year beginning prior to Janu-
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ary 1, 1944, the statement shall be fur-
nished at the time the taxpayer claims
the benefit of section 112 (1), or If no
such claim is made. within 30 days from
the date of a request by the Commis-
sioner or his duly authorized representa-
tive; or

(2) If the information Is pertinent to
the determination of the tax liability for
a taxable year beginning after Decem-
ber 31, 1943, the statement shall be in-
corporated in the taxpayer's income tax
return for such taxable year.

(c) Permanent records in substantial
form shall be kept by every taxpayer who
participates in an exchange described in
section 112 (1), or so much of section
112 (c) or (e) as relates thereto, show-
ing the cost or other basis of the trans-
ferred property and the amount of stock
or securities and other property or
money received (including any liabilities
assumed upon the exchange), in order.
to facilitate the determination of gain
or loss from a subsequent disposition of
such stock or securities and other prop-
erty received from the exchange.
IT. D. 5402, 9 F. R. 110511

§ 29.112 (m)-1 Gain from saZe or ex-
change to effectuate policies of Federal
Communications Commission. (a) Ap-
plicability only to taxable years beginning
after December 31, 1942, and at the elec-
tion of the taxpayer, subsection (m), in
effect, postpones the recognition of gain
upon the sale or exchange of property,
if the Federal Communications Commis-
sion certifies such sale or exchange to
be necessary or appropriate to effectuate
the policies of the Commission with re-
spect 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
collector of internal revenue, a certificate
from the Federal Communications Com-
mission clearly identifying the property
and showing that the sale or exchange
of such property is necessary or appro-
priate to effectuate the policies of the
Commission with respect to the owner-
ship and control of radio broadcasting
stations. Such certificate shall be ac-
companied by a detailed statement show-
ing: 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
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other than money received upon such
sale or exchange.

(b) Section 112 (in) applies only in the
case of a sale or exchange made neces-
sary by reason of the Commission's poli-
cies as to ownership or control of radio
facilities. The section does not apply in
the case of a sale or exchange made
necessary as a result of other matters,
such as the operation of a broadcasting
station in a manner determined by the
Commission to be not in the public inter-
est or in violation of Federal or State law.

(c) An election to have the benefits of
subsection (in) shall be made in the
manner prescribed in § 29.112 (m)-4.
[T. D. 5374,9 F. R. 5713]

§ 29.112 (m)-2 Nature and effect of
election-(a) Alternative elections. (1)
A taxpayer entitled to the benefits of
subsection (m) in respect of a sale or
exchange of property may elect:

(i) To treat such sale or exchange as
an involuntary conversion under the pro-
visions of section 112 (f) ; or

(ii) To treat such sale or exchange
as an involuntary conversion under the
provisions of section 112 (f), and in ad-
dition elect, except as provided in sub-
section (b) with respect to that portion
of the gain included in a replacement
fund, to reduce the basis of property, in
accordance with the regulations pre-
scribed in § 29.112 (m)-3, by all or part
of the gain that would otherwise be rec-
ognized under section 112 (f); or

(iii) To reduce the basis of property,
in accordance with the regulations pre-
scribed in § 29.112 (m)-3, by all or part
of the gain realized upon the sale or
exchange.

(2) The effect of the provisions of sub-
divisions (i)-(iii) of this subparagraph
is, in general, to grant the taxpayer an
election to treat the proceeds of the sale
or exchange as the proceeds of an in-
voluntary conversion subject to the pro-
visions of section 112 (f), including the
establishment of a replacement fund,
and a further election to reduce the basis
of certain property owned by the tax-
payer by the amount of the gain realized
upon the sale or exchange to the extent
of that portion of the proceeds which is
not treated as the proceeds of an invol-
untary 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 o1 sections 112 (f) and
113 (a) (9). If the taxpayer elects,
either under paragraph (a) (1) or (2)
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
(in), together with the regulations pre-
scribed under such sections shall be ap-
plicable to determine the amount of
recognized gain and the basis of property
acquired as a result of such sale or ex-
change. For the purposes of section
112 (m) and these regulations, stock of
a corporation operating a radio broad-
casting station shall be treated as prop-
erty similar or related in service or use
to the property sold or exchanged. Se-
curities of such a corporation other than
stock, or securities of a corporation not
operating a radio broadcasting station
do not constitute property similar or re-
lated in service or use to the property
sold or exchanged. If the taxpayer ex-
ercises the election referred to in (1) of
paragraph (a) 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 elections re-
ferred to in paragraph (a) (2) of this
section, the amount of the gain which
would be recognized, determined in the
same manner as in the case of an elec-
tion under paragraph (a) (1) of this
section, shall not be recognized but shall
be applied to reduce the basis of prop-
erty, remaining in the hands of the tax-
payer after such sale or exchange or
acquired by him during the same taxable
year, which is of a character subject to
the allowance for depreciation under
section 23 (1). Such reduction of basis
shall be made in accordance with and
under the conditions prescribed by
§ 29.112 (m)-3.

(2) If in pursuance of an election to
have the benefits of section 112 (f) the
taxpayer establishes a replacement fund
and the entire amount of such fund is
not subsequently expended in the acqui-
sition of property similar or related in
service or use within the meaning of sec-
tion 112 (f), gain shall be recognized
to the extent provided in such section,
and the amount of such recognized gain
may not be applied to reduce the basis
of property under the provisions of sec-
tion 112 (m) and § 29.112 (m)-3.
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(3) In the application of sections 112
(f) and 113 (a) (9) to determine the
recognized gain and the basis of property
acquired as a result of a sale or exchange
pursuant to an election under paragraph
(a) (1) (i) or (ii) of this section, the
entire amount of the proceeds of such
sale or exchange shall be taken into
account.

(c) Examples. The application of the
provisions of this section may be illus-
trated by the following examples:

Example (1). A, who makes his returns on
the calendar year basis, sold in 1943, for
$100,000 cash, stock of X, a corporation
which operates a radio broadcasting station.
The stock had a 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 station. The sale was certified
by the Federal Communications Commission
as provided in section 112 (m) and A elected
in his return for the taxable year in which
the sale occurred to treat such sale and
purchase as an involuntary conversion sub-
ject to the provisions of section 112 (f). He
also elected at the same time to reduce the
basi of depreciable property, in accordance
with the provisions of § 29.112 (m)-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
§ 29.112 (m)-3 and of the basis under section
112 (a) (9) of the stock of Y Corporation
purchased by A is as follows:

Application of section 112 (f) and (m):

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 prop-

erty sold ---------------------- 50,000

Amount not expended in
manner prescribed in sec-
tion 112 (f) -------------- 50,000

Realized gain recognized under sec-
tion 112 (f) (not to exceed unex-
pended portion of proceeds of
sale) ------------------ - 25,000

Amount applied in reduction of
basis ------------------------- 25, 000

Gain recognized for tax pur-
poses -------------------- None

Application of section 113 (a) (9)
Basis of property sold (con-

verted) ---------------------- 75,000
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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 stock in A's hands.-- 50, 000

Example (2). B, who makes his returns
on the calendar year basis, owned all the
stock of R Corporation, a company operating
a radio broadcasting station. The stock had
a basis of $100,000 in B's hands. During the
calendar year 1944, B sold the R Corporation
stock for $300,000, cash. The sale was certi-
fied by the Federal Communications Com-
mission as provided in section 112 (m) and
B elected in his return for the taxable year
to have the benefits of section 112 (f) and
applied for and received permission to es-
tablish a replacement fund with $150,000 of
the proceeds of the sale. He also elected to
reduce the basis of depreciable property re-
maining in his hands by the amount of gain
that would be recognized under section 112
(f) as made applicable by section 112 (m).
During the calendar year 1945, B expended
$100,000 from the replacement fund to pur-
chase stock in the S Corporation, which cor-
poration qualifies under section 112 (m) as a
corporation operating a radio broadcasting
station. The balance of $50,000 in the re-
placement fund was withdrawn and the fund
discontinued.

The computation of recognized gain, the
amount to be applied in reduction of basis
under § 29.112 (m)-3, and the basis in B's
hands of the stock in S Corporation are as
follows:

Application of section 112 (f) and (m)

Sale price of R Corporation stock- $300,000
Basis for gain or loss ------------ 100, 000

Gain realized ------------------ 200, 000

Proceeds of sale ---------------- 300,000
Amount expended to establish re-

placement fund under section
112 (f) ---------------------- 150,000

Balance not expended in manner
prescribed In section 112 (f)... 150,000

Realized gain recognized under
section 112 (f) (not in excess
of amount not expended in
establishment of replacement
fund) ----------------------- 150,000

Amount to be applied in reduc-
tion of basis ----------------- 150, 000

Amount of replacement fund ---- 150, 000
Amount expended in 1945 to re-

place converted property ---- 100,000

Balance (withdrawn) ------------ 50,000
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Application of section 112 (f) and (m)-Con.

Amount of realized gain to be rec-
ognized for taxable year 1944_- $50, 000

Application of section 113 (a) (9) :

Basis of R Company stock (con-
verted) ------------------

Increased in amount of gain rec-
ognized under section 112 (f)
($50,000 recognized for tax pur-
poses plus $150,000 applied in

100,000

reduction of basis) ---------- 200, 000

Total ---------------------- 300, 000
Decreased in amount of proceeds

not expended in manner pre-
scribed in section 112 (f) ---- 200, 000

Basis of S Company stock ------- 100,000
[T. D. 5374, 9 F. R. 5713]

§ 29.112 (m)-3 Reduction of basis of
property pursuant to election under sec-
tion 112 (m)-(a) General rule. In ad-
dition to the adjustments provided in
section 113 (b), and the sections of these
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 immediately
after the sale or exchange in respect of
which the election is 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 is the date of the sale
or exchange: in all other cases the time
of reduction of the basis Is the date of
acquisition.

The reduction of basis under section
112 (m) in the amount of the unrecog-
nized gain shall be made in respect of
the cost or other basis, as of the time pre-
scribed, 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-
justment previously made under this sec-
tion. The process shall be repeated un-
til the entire amount of the unrecognized
gain has been absorbed.

(b) Special 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 this section. Variations from such
general rule may, for example, involve
adjusting the basis of only certain units
of such property. The request for vari-
ations from the 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) or, if such election is
made with respect to a taxable year be-
ginning before January 1, 1944, the re-
quest should accompany the statement of
election for such year. 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-
tered into under the provisions of section
3760.
[T. D. 5374, 9 F. R. 5714]

§ 29.112 (m)-4 Manner of election. (a)
An election under the provisions of sec-
tion 112 (m) shall be in the form of a
written statement and shall be executed
and filed in duplicate. Such statement
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, followed
by the signature and title of at least two
officers of the corporation empowered to
sign for the corporation, and the corpo-
rate seal must be affixed. An election
under section 112 (m) to reduce the
basis of property and an election under
such section to treat the sale or exchange
as an involuntary conversion under sec-
tion 112 (f) may be exercised independ-
ently of each other. An election under
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section 112 (in) must be filed with the
return for the taxable year in which the
sale or exchange occurs, except that in
the case of a sale or exchange occur-
ring in a taxable year beginning before
January 1, 1944, the election must be
filed with the Commissioner of Internal
Revenue, Washington 25, D. C., atten-
tion of the Income Tax Unit, Records
Division, on or before August 25, 1944.
Where practicable, the certificate of the
Federal Communications Commission
required by § 29.112 (m)-1 should be
filed with the election.

(b) If the taxpayer elects to treat the
sale or exchange as an involuntary con-
versionunder the provisions of section 112
(f), any application to establish a re-
placement fund thereunder shall be made
in accordance with the provisions of such
section and § 29.112 (f)-2.

(c) If, in pursuance of an election to
have the basis of its property adjusted
under section 112 (in), the taxpayer de-
sires to have such basis adjusted in any
manner different from the general rule
set forth in the regulations, in effect at
the time of filing the election, prescribed
under section 112 (in), the precise
method (including allocation of
amounts) should be set forth In detail
on separate sheets accompanying the
election. Consent by the Commissioner
of Internal Revenue to any departure
from such general rule shall be effected
only by a closing agreement entered into
under the provisions of section 3760 of
the Internal Revenue Code.
[T. D. 5374, 9 F. R. 5715]

§ 29.113 (a)-I Scope of basis for de-
termining gain or loss. The basis of
property for the purpose of determining
gain or loss from the sale or other dispo-
sition thereof is the unadjusted basis
prescribed in section 113 (a), adjusted
for the various applicable items speci-
fied in section 113 (b). Unless otherwise
indicated, the word "basis," as used in
this section and §§ 29.113 (a)-2 to 29.113
(a) (22)-1, has reference to the unad-
justed basis. For special rules for deter-
mining the basis for gain or loss in the
case of vessels acquired through the Mar-
itime Commission, see sections 510 and
511 of the Merchant Marine Act of 1936,
as amended. For special rules for deter-
mining the unadjusted basis of property
recovered in respect of war losses, see
section 127 (d).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 110521

§ 29.113 (a)-2 General rule. In gen-
eral, the basis of property is the cost
thereof. This rule is subject, however,
to the exceptions stated in sections 113
(a) (1) to 113 (a) (22).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11052]

§ 29.113 (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
§§ 29.22 (c)-1 to 29.22 (d)-7.

§ 29.113 (a) (2)-1 Property trans-
mitted by gift after December 31, 1920-
(a) Property included. Section 113 (a)
(2) applies to all property acquired after
December 31, 1920, by gift. It does not
apply:

(1) To property acquired by devise or
bequest (see section 113 (a) (5)) ; or

(2) To property acquired by an instru-
ment which, under section 113 (a) (5),
is to be treated as though it were a will.

Section 113 (a) (2) applies to all gifts
of whatever description, whenever and
however made, perfected, or taking ef-
fect; whether in contemplation of or in-
tended to take effect in possession or
enjoyment at or after the donor's death;
or whether made by means of the exer-
cise (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. For the purpose of deter-
mining 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
period 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.

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
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receives the property immediately upon
the transfer by the donor, or as re-
mainderman under the instrument of
gift, or or whether such person is any
other person to whom such uniform basis
is applicable. Such uniform basis ap-
plies to the property in the hands of the
trustee or the beneficiary 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 respects the period prior to the
gift, and the period after the gift. With
respect to the latter period, the adjust-
ments to the uniform basis are to be
made in accordance with paragraph (e)
of § 29.113 (a) (5)-1.

The time of the gift is the time when
the gift is consummated. Delivery, ac-
tual or constructive, is requisite to a gift.
In determining the time of the gift, the
passing of title by the donor is not deci-
sive; the time when the donor relin-
quishes substantial dominion over the
property is decisive.

(c) Fair market 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 sub-
ject to such tax, its value as appraised for
the purpose of a State gift tax, shall be
deemed to be the fair market value of the
property at the time of the gift.

(d) Reinvestments by fiduciary. If
the property is an investment by the
fiduciary 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 reinvest-
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), persons
making or receiving gifts of property
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.

§ 29.113 (a) (3)-l Transfer in 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 through it were a will, or to
property acquired as a gift by transfer in
trust made at any time after December
31, 1920. With these exceptions, section
113 (a) (3) applies to all property ac-
quired after December 31, 1920, by any
transfer in trust of whatever 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 so
acquired is the same as it would be in
the hands of the grantor, increased in
the amount of gain or decreased in the
amount of loss recognized to the grantor
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 basis
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 property,
or thereafter.

(c) Reimbursements by fiduciary. If
the property is an investment made by
the fiduciary (as, for example, in the case
of a sale by the fiduciary of property
transferred by the grantor, and the re-
investment 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.

§ 29.113 (a) (4)-1 Gift or transfer in
trust prior to January 1, 1921-(a) Prop-
erty included. Section 113 (a) (4) ap-
plies to all property acquired before Jan-
uary 1, 1921, by gift or transfer In trust.
It does not apply to property acquired 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 § 29.113 (a) (2)-1, or by
equivalent methods.

§ 29.113 (a) (5)-i Basis of property
acquired by bequest, devise, or inher-
itance-(a) Property included. Section
113 (a) (5) applies:

(1) To all property passing from a
decedent by his will or under the law
governing the descent and distribution
of property of decedents; and
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(2) To property passing under an In-
strument which, under section 113 (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).

(b) Basis. Section 113 (a) (5) pro-
vides three rules for determining the
basis of property transmitted at death
first, a rule governing property generally,
second, a special rule governing stock in
a foreign personal holding company,
and, third, a special rule applicable to
both the first and second rules in certain
cases where for estate tax purposes the
decedent's gross estate is valued at the
optional valuation dates.

(1) General rule. Except as pre-
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 dis-
tribution of the property of decedents is
the fair market value at the time of such
acquisition. Since, under the law gov-
erning wills and the distribution of the
property of decedents, all titles to prop-
erty acquired by bequest, devise, or in-
heritance 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 decedent, legal, equitable,
vested, contingent, general, specific, re-
sidual, conditional, executory, or other-
wise, the time of the acquisition of such
property is the death of the decedent.
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 leg-
atee is its fair market value at the time
when the decedent died, and not when
the legatee actually received the prop-
erty; or, if the bequest is of the residue to
trustees in trust, and the executors do
not distribute the residue of such trus-
tees until five years after the death of the
decedent, the basis of each piece of prop-
erty left by the decedent and thus re-
ceived, 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 de-
cedent died.

The purpose of the Internal Revenue
Code, in prescribing a general uniform
basis rule for property acquired by be-
quest, devise, or inheritance, is, on the
one hand, to tax the gain, in respect of
such property, to him 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 gain 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) Special rule with respect to stock
in a foreign personal holding company.
In the case of decedents dying after Au-
gust 26, 1937, the basis of stock of a
foreign corporation acquired from the
decedent by will or under the law govern-
ing descent and distribution of property
of decedents, where such foreign cor-
poration with respect to its taxable year
next preceding the date of the decedent's
death was a foreign personal holding
company, is the fair market value of such
stock at the time of such acquisition, 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
decedent's death), whichever is lower.

(3) Special rule where property val-
ued at optional valuation dates. Section
113 (a) (5) provides a special rule appli-
cable in determining the basis of prop-
erty described 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 op-
tional valuation dates prescribed in such
section.

In such cases, the time of acquisition of
such property for the purposes of sub-
paragraphs (1) and (2) of this para-
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graph and the remainder of this section
is considered to be the date at which such
property is valued for estate tax pur-
poses. Thus, in such cases, generally the
basis will not be the value at the date of
the decedent'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 execu-
tor (or trustee, in certain cases) within
one year after the decedent's death, the
value as of the time of such distribution.
See § 81.11 of this chapter.

(c) Fair 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
paragraph (b) (3) of this section, or if
the estate is not subject 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; reinvestments by fiduciary. 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).

If the property is an investment by the
fiduciary under a will (as, for example,
in the case of a sale by a fiduciary under
a will of property transmitted from the
decedent, and the reinvestment 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 de-
cedent died.

(e) Adjustments to basis. 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.

(1) Whether such person be the ex-
ecutor or administrator, the heir, the
legatee, the devisee, the trustee of a
trust created by the will, or any benefi-
ciary of such trust, and whatever the na-
ture of any such person's interest or
estate may be;

(2) Whether during or after admin-
istration 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.

Adjustments to basis required by sec-
tion 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
tenant, but also in the hands of the re-
mainderman and every other person to
whom the same uniform basis is appli-
cable. Similarly, the deductions allowed
or allowable under section 23 (1) and
section 23 (m), both to the trustee and
to the trust beneficiaries, constitute an
adjustment to the basis of the property
not only in the hands of the trustee, but
also in the hands of the trust benefi-
ciaries and every other person to whom
the uniform basis is applicable. See,
however, section 24 (a). Similarly, ad-
justments in respect of capital expendi-
tures or losses, tax-free distributions, or
other distributions applicable in reduc-
tion of basis, or other items for which
the basis is adjustable are made withbut
regard to which one of the persons to
whom the same uniform basis is appli-
cable makes the capital expenditures or
sustains the capital losses, or to whom
the tax-free or other distributions are
made, or to whom the deductions are al-
lowed or allowable.

The executor or other legal represent-
ative of the decedent, the fiduciary of
a trust under a will, the life tenant and
every other person to whom a uniform
basis under this section is applicable,
shall make and maintain records show-
ing in detail all deductions, distributions,
or other items for which adjustment to
basis is required to be made by section
113 (b), and shall furnish to the Com-
missioner Information with respect to
such matters in such detail at such time
and in such manner as the Commissioner
may require.

(f) Sales of remainder and other in-
terests in property transmitted at death.
The following is an illustration of the
rule stated in paragraph (b) of this sec-
tion that, under section 113 (a) (5), the
measure of gain or loss resulting from a
sale or other disposition of property
transmitted at death is the increase or
decrease in the value of the property as
reflected in such sale or other disposi-
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tion: if land is left for life to A, with
remainder in fee to B, and prior to A's
death, B sells his remainder, the increase
or decrease in the value of the land re-
flected, and realized by B, in the pro-
ceeds from the sale of his remainder
interest constitutes the gain recognized
upon the sale. (See section 111.) Such
gain (or as the case may be, the loss)
is computed by comparing the amount of
the proceeds received from the sale with
the amount of the part of the uniform
basis assignable to such sale of B's re-
mainder interest. The part of the uni-
form basis assignable to such a sale by B
is the part of the uniform basis (ad-
justed to the time of the sale) of the land
transmitted from the decedent which
bears the same proportion to such uni-
form basis as B's remainder interest, at
the time of the sale, bears to the whole
estate in the land transmitted from the
decedent.

§ 29.113 (a) (6)-1 Property acquired
upon a tax-free exchange. In the case
of an exchange, after February 28, 1913,
of property solely of the type described
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 tax-
payer with proper adjustments to the
date of the exchange.

If, in an exchange, after February 28,
1913, of properties of the type indicated
in section 112 (b) or (1) gain to the tax-
payer was recognized under the provi-
sions of section 112 (c), (d) or (1) or a
similar provision of a prior Revenue Act,
on account of the receipt of money in
addition in 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 increased
by the amount of gain recognized on the
exchange. For example: A purchased a
share of stock in the X Corporation in
1927 for $100. Pursuant to a plan of re-
organization, A in 1942 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). As to the amount of such gain
to be taken into account in computing
net income, see section 117. The basis
of the share of stock in the Y Corpora-
tion is $90; that is, the basis of the share
in the X Corporation ($100) less the
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amount of money received by A ($30)
plus the amount of gain recognized on the
exchange ($20).

If, upon an exchange of properties of
the type described in section 112 (b) or
(1), there was received by the taxpayer
in addition other property (not permitted
to be received without the recognition of
gain) and money, and gain from the
transaction was recognized as required
under section 112 (c), (d) or (1) or a
similar provision of a prior Revenue Act,
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
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 prop-
erties received, there must be assigned
to such other property an amount
equivalent to its fair market value at the
date of the exchange.

Example. A purchased a share of stock in
the X Corporation in 1925 for $100. Upon a
reorganization of the X Corporation in 1942,
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 in addition $20 in cash. A realized
a gain of $30 upon the exchange, all of which
is recognized under section 112 (c) (1). As
to the amount of such gain to be taken
into account in computing net income, see
section 117. The basis of the property re-
ceived 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 $100. This basis of $110 is ap-
portioned 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.

Section 112 (e) and similar provisions
of prior Revenue Acts provide that no
loss may be recognized on an exchange
of properties of a type described in sec-
tion 112 (b) or (1), although the tax-
payer receives other property or money
from the transaction. However, the
basis of the property or properties re-
ceived by the taxpayer (other than
money) is the basis (adjusted to the date
of the exchange) of the property trans-
ferred, deceased by the amount of money
received. This basis must be appor-
tioned to the properties received, and for
this purpose there must be allocated to
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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.

Section 113 (a) (6) does not apply in
ascertaining the basis of property ac-
quired by a corporation by the issuance
of its stock or securities as the consider-
ation in whole or in part for the transfer
of the property to it. But see section
113 (a) (7) and (8).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11052]

§ 29.113 (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 assumed
by the other party to the exchange is
to be treated as money received by the
taxpayer upon the exchange, 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 prop-
erty having an adjusted basis of $100,000 and
on which there is a purchase money mort-
gage of $25,000. On September 1, 1942, A
organizes the X Corporation to which he
transfers the property above described in ex-
change for all the capital stock 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 $75,000, computed as follows:
Adjusted basis of property trans-

ferred ----------------------- $100,000
Less: Amount of money received

(amount of liabilities assumed by
X Corporation) ----------------- 25, 000

Basis of stock of the X Cor-
poration in A's hands --- 75, 000

Example (a). 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 $150,000. On Sep-
tember 1, 1942, he transfers such apartment
house to C, receiving in exchange therefor
$50,000 in cash and another apartment house
with a fair market value on that date of
$600,000. The transfer to C is made subject
to the $450,000 mortgage, but C does not
assume such mortgage. B realizes a gain
of $300,000 on the exchange, computed as
follows:

819592-49------27

Value of property received ------- $600, 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 ----------------- 00, 000

Gain realized ------------ 300, 000
Since section 112 (k) does not apply to

section 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 ------------------ $50,000
Amount of liabilities

subject to which prop-
erty 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------ 500,000

§ 29.113 (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 pro-
vided in the amount of gain or loss rec-
ognized to the transferor under the
applicable revenue law. In the case of
property so acquired in a taxable year
beginning prior to January 1, 1936, such
basis is applicable only if immediately
after the transfer there remained in the
same persons or any of them an inter-
est or control in such property of 50 per-
cent or more. In the case, however, of
property so acquired in a taxable year
beginning after December 31, 1935, sec-
tion 113 (a) (7) is applicable irrespective
of the extent of the interest or amount
of control in such property remaining,
immediately 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:
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Example (1). In 1925 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 prop-
erty in the hands of the Y Corporation is
$10,000.

Example (2). In 1925 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 M Corporation is cost
thereof to it at the time of the transfer, that
is, the fair market value of the M stock
exchanged 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 reorganization
as defined in section 112 (g), or a corre-
sponding provision of a prior revenue
act, unless such stock or securities are
acquired by the issuance of stock or
securities of the transferee as the con-
sideration in whole or in 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 securi-

ties of the transferee may be illustrated
as follows:

Example (3). The Y Corporation owns all
of the stock of the X Corporation, which
stock it acquired in 1942 by the issuance of
all of Its own voting stock to the individual
shareholders of the X Corporation. The stock
of the X Corporation was acquired by the
individuals in 1924 for $200,000 in cash. The
stock of the Y Corporation had a fair market
value of $1,000,000 at the time it was ex-
changed in 1942 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 1942 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 individ-
uals from which it was acquired by the Y
Corporation, that is, $200,000.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11052]

§ 29.113 (a) (8)-1 Property acquired
by a corporation alter December 31, 1920.
(a) The acquisition of property by a cor-
poration after December 31, 1917, by the
Issuance of its stock or securities may not
fall within the provisions of section 113
(a) (7), because of the fact that the
property was not acquired in connection
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 surplus, or
from any person as a contribution 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 trans-
fer 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).

§ 29.113 (a) (9)-1 Property acquired
as a result of an involuntary conver-
sion. The provisions of section 113 (a)
(9) may be illustrated by the following
example:

Example. A vessel purchased by A A in 1927
for $100,000 is destroyed In 1942 and A re-
ceives insurance in the amount of $200,000.
Disregarding, for the purpose of this exam-
ple, the adjustment for depreciation, if A
Invests $150,000 in a new vessel, taxable gain
to the extent of $50,000 would be recognized.
The basis of the new vessel is $100,000; that
is, the cost of the old vessel ($100,000) minus
the money received by the taxpayer which
was not expended in the acquisition of the
new vessel ($50,000) plus the amount of gain
recognized upon the conversion ($50,000). If
any amount in excess of the proceeds of the
conversion is expended in the acquisition of
the new property, such amount may be added
to the basis otherwise determined.

§ 29.113 (a) (10)-I Stocks or securi-
ties acquired in "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
1927, which he sold January 15, 1942, for
$80. On February 1, 1942, he purchased a
share of- common stock of the same corpora-
tion for $90. No loss from the sale is recog-
nized 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 ac-
quired ($90) over the price at which the old
share was sold ($80).

Example (2). A purchased a share of com-
mon stock of the Y Corporation for $100 In
1927, which he sold January 15, 1942, for $80.
On February 1, 1942, he purchased a share of
common stock of the same corporation 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).
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§ 29.113 (a) (11)-1 Basis of property
acquired during affiliation. The basis of
property acquired by a corporation dur-
ing a period of affiliation from a corpora-
tion 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 basis of the
property is material in determining tax
liability for any year, whether a separate
return or a consolidated return is made
in respect of such year. For the purpose
of this section, the term "period of af-
filiation" means the period during which
such corporations were affiliated (deter-
mined in accordance with the law ap-
plicable thereto), but does not include
any taxable year beginning on or after
January 1, 1922, unless a consolidated re-
turn was made, nor any taxable year
after the taxable year 1928.

Example. The X Corporation, the Y Corpo-
ration, and the Z Corporation were affiliated
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.

The basis of property acquired by a cor-
poration during any period, In the taxable
year 1929 or any subsequent taxable year,
In respect of which a consolidated return was
made or was required under Regulations
75 , Regulations 78 1, Regulations 89 ', Part
4 (26 CFR, 1938 ed.), Part 15 (26 CFR, 1939
Supp.) or Part 23 of this chapter, or sub-
sequent regulations relating to consolidated
returns, shall be determined In accordance
with such regulations. The basis in the case
of property held 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 or is required
under Regulations 75 ', Regulations 78 1,
Regulations 89 1, Part 4 (26 CFR, 1938 ed),
Part 15 (26 CFR, 1939 Supp.) or Part 23 of this
chapter, or subsequent regulations relating to
consolidated returns, shall be adjusted in
respect of any items relating to such period
in accordance with such regulations.

Except as otherwise provided in Part
23 of this chapter, the basis of property
after a consolidated return period shall
be the same as immediately prior to the
close of such period.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5441, 10 F. R. 2425]

1 Not filed with the Division of the Federal
Register.

§ 29.113 (a) (12)-1 Basis of property
established by Revenue Act of 1932. Sec-
tion 113 (a) (1) provides that if the prop-
erty was acquired, after February 28,
1913, in any taxable year beginning prior
to January 1, 1934, and the basis of the
property, for the purposes of the Revenue
Act of 1932, was prescribed by section
113 (a) (6), (7), or (9) of that Act, then
for the purposes of the Internal Revenue
Code the basis shall be the same as the
basis therein prescribed in the Revenue
Act of 1932.

If, after December 31, 1923, and in
any taxable year beginning prior to Jan-
uary 1, 1934, in pursuance of a plan of
reorganization and without the surren-
der 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 reorgani-
zation, 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 appor-
tioned between such stock and the stock
or securities so distributed to the share-
holder. The basis of the old shares and
the new shares or securities shall be de-
termined in accordance with the follow-
ing rules:

(a) If the stock distributed in reor-
ganization consists solely of stock in the
distributing corporation and is all of
substantially 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.

(b) 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 corpo-
ration, or where the stock distributed in
reorganization is in whole or in part
stock of a character or preference ma-
terially different from the stock in re-
spect 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 stock or securities dis-
tributed 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
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will be the quotient of the cost or other
basis of the class of stock or security to
which such share or unit belongs, divided
by the number of shares or units in the
class. Within the meaning of the fore-
going provisions, securities are different
in class from stocks and stocks or se-
curities in one corporation are different
in class from stocks or securities in an-
other corporation. In general, any ma-
terial difference in character or pref-
erence 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) If the stock in respect of which a
distribution in reorganization is made
was purchased at different times or at
different prices, and the identity of the
lots cannot be determined, any sale of
the original stock will be charged to the
earliest purchases of such stock (see
§ 29.22 (a) -8), and any sale of the stock
or securities distributed in reorganiza-
tion will be resumed to have been made
from the stock or securities distributed
in respect of the earliest purchased stock.

(d) If the stock in respect of which 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 se-
curities distributed in reorganization
will be presumed to have been made from
the stock or securities distributed in re-
spect of the earliest purchased stock.

If in any taxable year beginning after
December 31, 1941, without the surren-
der of his stock there is acquired by a
shareholder in a corporation a party to a
reorganization, as a distribution in pur-
suance of the plan of reorganization,
stock or securities in a corporation a
party to the reorganization, such ac-
quisition of new shares or securities by
the shareholder will be treated as a
dividend to the extent described in
§ 29.112 (g)-5.

§ 29.113 (a) (13)-1 Property con-
tributed in kind by a partner to a part-
nership. The basis of property contrib-
uted in kind by a partner to partnership
capital after February 28, 1913, is the
cost or other basis thereof to the con-
tributing partner. Annual allowances to
the partnership for depletion and de-
preciation are to be computed on such

basis. If such basis Is greater than the
fair market value of the property at the
date of the transfer to the partnership,
the annual depletion or depreciation al-
lowances shall be allocated to and in-
cluded in the determination of the dis-
tributive shares of the partners in ac-
cordance with their agreement in respect
of the sharing of gains or losses affecting
partnership capital. 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 deprecia-
tion are to be limited to such basis and
may be apportioned among the partners
according to their agreement with re-
spect to the sharing of gains or losses
affecting partnership capital. On the
sale or other disposition of such con-
tributed property by the partnership the
gain or loss, determined on such trans-
ferred basis, adjusted as required by
section 113 (b), shall be prorated in de-
termining the distributive shares of the
partners according to their gain or loss
ratios on the disposition of a partnership
asset under the partnership agreement.

§ 29.113 (a) (13)-2 Readjustment of
partnership 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 partnership
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 prior to
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 § 29.111-1. 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.
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(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,
in order that the Commissioner may de-
termine whether any gain has been real-
ized or loss sustained by any partner.

§ 29.113 (a) (14)-1 Property acquired
prior to March 1, 1913. (a) The basis as
of March 1, 1913, for determining gain in
the case of property acquired prior to
that date, is the basis otherwise provided
for such property under section 113 (a),
adjusted for the period prior to 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
determining loss in the case of property
acquired prior to 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,
see sections 117 (k) (1) and 117 (k) (2)
with respect to the determination of loss
upon timber which under the provisions
of those sections is considered to be sold
or exchanged.

Example. A, who makes his returns upon
the calendar year basis, in 1908 purchased
property for $100,000. Assuming, for the pur-
poses of this example, that there are no
additions and betterments to be taken into
account, the depreciation sustained on the
property prior to March 1, 1913, was $10,000,
so that the original cost adjusted as of March
1, 1913, for depreciation sustained prior to
that date was $90,000. As of that date the
fair market value of the property was $94,-
000. (a) For the purpose of determining gain
from the sale or other disposition of the prop-
erty on March 1, 1942, the basis of the prop-
erty is the fair market value of $94,000 as of
March 1, 1913, adjusted for depreciation for
the period subsequent to February 28, 1913,
computed on such fair market value. If it
be assumed that the amount of depreciation
deductions allowed (not less than the
amount allowable) after February 28, 1913, to
the year 1942 is in the aggregate sum of $43,-
240, the adjusted basis for determining gain
in 1942 ($94,000 less $43,240) is $50,760. (b)
For the purpose of determining a loss from
the sale or other disposition of such prop-
erty in 1942, the basis of the property is the
cost of the property, without reference to the
fair market value as of March 1, 1913, ad-
justed for depreciation before March 1, 1913,
and after February 28, 1913. The amount of
depreciation sustained prior to March 1, 1913,
in this example is $10,000, and if the amount
of depreciation to be accounted for after Feb-

ruary 28, 1913, is assumed to be $43,240, the
aggregate amount of depreciation for which
adjustment of such cost must be made is
$53,240. The adjusted basis for determining
the loss in 1942 ($100,000 less $53,240) is
$46,760.

(c) 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
determined by a forced sale price or by
an estimate of what a whole block or
aggregate would bring if placed upon
the market at one and the same time, but
such value should be determined by as-
certaining as the basis the fair market
value of each unit of the property. All
relevant facts and elements of value
as of the basic date should be considered
in every case.
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5394, 9 F. R. 9136]

§ 29.113 (a) (15)-1 Basis of property
received by a corporation in complete
liquidation of another corporation. Ex-
cept as otherwise provided in this section,
the basis of property received in com-
plete liquidation, without the recognition
of gain or loss as provided in section
112 (b) (6), shall be the same as the basis
of the property in the hands of the liqui-
dating corporation with proper adjust-
ments as provided in section 113. See
section 113 (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 beginning
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 Revenue
Act of 1934, as amended by the Revenue
Act of 1935, if:

(a) Such property was received in a
liquidation which was completed before
June 23, 1936;

(b) Such liquidation constituted a
complete liquidation within the mean-
ing of section 112 (b) (6) of the Revenue
Act of 1934, as added by the Revenue
Act of 1935;
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(c) 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

(d) The recipient corporation (within
180 days after the enactment of the Rev-
enue Act of 1938), under regulations pre-
scribed under section 808 of the Revenue
Act of 1938 (26 CFR, 1938 Ed., 3.113 (a)
(15)-1, as amended by T. D. 4815, 3 F. R.
1466), 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 recog-
nized upon the liquidation under the
Revenue Act of 1936. If such property
consists of more than one class of prop-
erty the basis shall be allocated among
the several properties (other than
money) received, in the proportion that
the fair market value of each such prop-
erty as of the date of distribution bears
to the fair market value of all such prop-
erties on that date.

§ 29.113 (a) (16)-1 Basis of property
established by Revenue Act of 1934. Sec-
tion 113 (a) (16) provides that if prop-
erty was acquired after February 28, 1913,
in any taxable year beginning prior to
January 1, 1936, and the basis of the
property for the purposes of the Revenue
Act of 1934 was prescribed by section 113
(a) (6), (7), or (8) of that Act, then for
the purposes of the Internal Revenue
Code the basis shall be the same as the
basis therein prescribed under the Reve-
nue Act of 1934. For example, if after
December 31, 1920, and in any taxable
year beginning prior to January 1, 1936,
property was acquired by a corporation
by the issuance of its stock or securities
in connection with a transaction which
is not described in section 112 (b) (5) of
the Code but which is described In sec-
tion 112 (b) (5) of the Revenue Act of
1934, the basis of the property so acquired
shall be the same as it would be in the
hands of the transferor, with proper ad-
justments to the date of the exchange.

§ 29.113 (a) (18)-i Basis o1 property
received in certain corporate liquida-
tions-(a) Property included. Section
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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; 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
realizes 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 (i) is applicable, or after De-
cember 10, 1943, if subdivision (ii) is
applicable.

(b) Basis. The basis of such 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 rec-
ognized under the provisions of section
112 (b) (7) of the Revenue Act of 1938,
or section 112 (b) (7) of the Internal
Revenue Code, as the case may be. If
such property consists of more than one
class of property, the basis shall be al-
located among the several properties
(other than money) acquired in 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. The
application of this subsection may be
Illustrated by the following example:

§ 29.113 (a) (16)-1
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Example. The X Corporation distributed
all its property in complete liquidation dur-
Ing the month of October 1944, pursuant
to the provisions of section 112 (b) (7) of the
Code. A, an Individual and a qualified elect-
ing shareholder, received, in cancellation or
redemption of 100 shares of stock owned
by him at the time of the adoption of the
plan of liquidation, $1,000 in cash, property
(other than stock or securities acquired by
the corporation after December 10, 1943)
with a fair market value of $12,000, and
stock acquired by the liquidating corpora-
tion after December 10, 1943, 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 February 28, 1913 (computed as pro-
vided in section 112 (b) (7) of the Code)
was $2,500. His gain is $7,000, but under
section 112 (b) (7) of the 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, computed as follows:

Adjusted basis of stock canceled or
redeemed ------------------- $10,000

Less money received --------------- , 000

Remainder ------------------ 9,000
Plus gain recognized ------------- 5,000

Basis of property acquired -- 14, 000
This basis will be apportioned among the

classes of property (other than money) re-
ceived as follows: 12,000/16,000 of $14,000, or
$10,500, to the property other than stock;
4,000/16,000 of $14,000, or $3,500, to the stock.
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5356, 9 F. R. 43251

§ 29.113 (a) (19)-1 Basis o1 stock and
rights involved in the acquisition o1 stock
dividends or stock rights; general rules-
(a) Stock dividends. In the case of stock
in respect of which was acquired a stock
dividend of any character 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 Constitution, 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 dividend shall (except
as otherwise prescribed in § 29.113 (a)
(19)-2) be ascertained in accordance
with the principles set forth in § 29.113
(a) (12)-1.

(b) Stock rights acquired after De-
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 constituting 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
income to the shareholder within the
meaning of the sixteenth amendment to
the Constitution, 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 distribution was made, or the sub-
scription rights distributed, or the stock
acquired in the exercise of such rights
shall (except as otherwise prescribed in
§ 29.113 (a) (19)-2) be ascertained in
accordance with the principles set forth
in § 29.22 (a)--8.

(c) Stock rights acquired belore Jan-
uary 1, 1,925. In the case of stock in re-
spect of which were acquired prior to
January 1, 1925, stock subscription rights
(whether or not constituting income to
the shareholder within the meaning 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 dis-
tribution was made, or the subscription
rights distributed, or the stock acquired
in the exercise of such rights shall (ex-
cept as otherwise prescribed in § 29.113
(a) (19)-2) be ascertained in accordance
with the principles set forth in article
39 of Regulations 65.

§ 29.113 (a) (19)-2 Exceptions to
general rules-(a) Proceeds o sale o1
rights reported as income. In the case
of stock rights sold in a taxable year
beginning prior to January 1, 1939, the
general rules for ascertaining the basis
for determining gain or loss set forth in
paragraphs (b) and (c) of § 29.113 (a)
(19)-1, and in § 29.22 (a)-8 or article
39 of Regulations 65, as the case may be,
shall not apply if the entire proceeds of
such sale were included by the taxpayer
as gross income for the year of the sale
and if, befor June 29, 1939, the taxpayer
had not asserted by a claim for a refund
or credit or otherwise that any part of
such proceeds should not have been in-
cluded in gross income for the year of
the sale. In such cases, the basis for de-
termining gain or loss from a subsequent
sale or other disposition of the stock in
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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 prior to January 1, 1936, the general
rules for ascertaining the basis for de-
termining gain or loss set forth in
§ 29.113 (a) (19)-1, and in §§ 29.113 (a)
(12)-1, 29.22 (a)-8, or article 39 of Regu-
lations 65, as the case may be, shall not
apply if for any reason there was in-
cluded in the gross income of the share-
holder as a dividend for such year, as,
for example, pursuant to the provisions
of section 201 (c) of the Revenue Act of
1918 or the corresponding provisions of
prior Revenue Acts, or as a result of the
decision of the Supreme Court in Kosh-
land v. Helvering (298 U. S. 441), an
amount reflecting the acquisition of such
stock dividend or stock rights, and if be-
fore June 29, 1939, such amount was not
excluded from gross income for such
year. In such cases, the basis for deter-
mining 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 included in gross income for the
year of its acquisition.

(c) Gain or loss upon sale o 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
§ 29.113 (a) (19)-i 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 prior to 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 closing agreement became final on or
before September 26, 1939, and if the
basis for determining gain or loss upon
such sale or other disposition was fixed
by a method other than that of alloca-
tion of basis provided by the general
rule. In such cases, the basis for de-
termining gain or loss with respect to
the remaining shares shall be fixed in

a manner consistent with the prior de-
termination to the end that, the sale or
other disposition of all lots being con-
sidered, the taxpayer will have effected
ultimately a tax-free recovery of the
total cost or other basis of his original
shares, and no more.

§ 29.113 (a) (20)-1 Property acquired
by railroad corporation in a receivership
or bankruptcy proceeding. (a) Section
113 (a) (20) sets forth certain conditions
under which the basis of property ac-
quired by a railroad corporation is the
same as it would have been in the hands
of the railroad corporation whose prop-
erty was acquired. For the purpose of
section 113 (a) (20), it is unnecessary
that the acquisition in question be a
direct transfer from the corporation un-
dergoing 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 proceed-
ing.

(b) If the conditions of section 113 (a)
(20) are satisfied, then for the purpose of
determining basis, the provisions of sec-
tion 113 (a) (20) only shall apply, not-
withstanding that the transaction might
also fall within another provision of sec-
tion 113 (a).

§ 29.113 (a) (21)-1 Property acquired
by electric railway corporation in bank-
ruptcy proceeding. Subject to the limi-
tations and conditions set forth in
section 113 (a) (21), if the reorganiza-
tion under section 77B of the National
Bankruptcy Act, as amended, 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 corpora-
tion. It is requisite to the application
of the section that both corporations be
street, suburban, or interurban electric
railway corporations engaged in the
transportation of persons or property in
interstate commerce, and that the ac-
quisition 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 jurisdic-
tion of the proceeding. If section 113
(a) (21) applies, section 270 of Chapter
X of the National Bankruptcy Act, as
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amended, relating to the adjustment of
basis by reason of the cancellation or
reduction of indebtedness in a bank-
ruptcy proceeding, is inapplicable.
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.

§ 29.113 (a) (22)-1 Basis of property
acquired by corporation as result of cer-
tain bankruptcy or receivership proceed-
ings. (a) If, as the result of a transac-
tion described in section 112 (b) (10), or
so much of section 112 (d) or (e) as re-
lates thereto, the property of an insolvent
corporation is transferred, in pursuance
of a plan of reorganization, to a corpora-
tion organized or made use of to ef-
fectuate 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 corpora-
tion, increased in the amount of gain rec-
ognized upon such transfer under the
law applicable to the year in which the
transfer was made. In any such case,
the adjustments to basis provided by sec-
tion 270 of the National Bankruptcy Act,
as amended, or section 113 (b) (3) of
the Code, shall not be made in respect
of any indebtedness cancelled pursuant
to the plan of reorganization 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, notwith-
standing that the transaction might
otherwise fall within another provision
of section 113 (a).

(b) The provisions 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
prior to January 1, 1943. With the ex-
ception indicated, the basis so prescribed
is applicable both for income and excess
profits tax purposes from the date of ac-
quisition of such property.

(c) For example, the provisions of sec-
tion 113 (b) relating to adjusted basis
shall be applied as if section 113 (a) (22)
were a part of the Internal Revenue Code
and prior revenue laws applicable to all
taxable years beginning after December
31, 1933. Hence, in determining the

819592-49-28

amount of the adjustments for deprecia-
tion, 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).

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 Corpo-
ration, a basis of $200,000, an adjusted basis
of $150,000, a fair market value as of Janu-
ary 1, 1935, of $80,000, and an estimated re-
maining life of 20 years. The 1935 transac-
tion was treated as a taxable exchange and,
accordingly, the Y Corporation claimed and
was allowed depreciation in the amount of
$4,000 for each of the nine taxable years
1935 through 1943, inclusive. On June 30,
1944, the property was sold for $40,000, cash.
The amount of the loss sustained upon the
sale Is computed as follows:
Basis to Y Corporation (section 113

(a) (22)) ------------------ $200,000
Adjustment for depreciation in the

hands of X Corporation (section
113 (b)) ----------------------- 50,000

Adjusted basis for depreciation in
the hands of Y Corporation ---- 150, 000

Deduct:
Depreciation allowable in

amount of $7,500 per
year (1/20 of $150,000)
for eight years, from
January 1, 1935,
through December 31,
1942 ---------------- $60, 000

Depreciation allowable
January 1, 1943 to June
30, 1944 (11/2 years at
$7,500) ------------- 11,250

71,250
Adjusted basis for computing gain

or loss ------------------------- 78,750
Sale price ------------------------ 40,000

Loss sustained ----------------- 38, 750

For the taxable years 1943 and 1944, the Y
Corporation is entitled to deductions for
depreciation in respect of such property in
the amounts of $7,500 and $3,750, respectively,
in the determination of its tax liabilities for
such years. But no change in the tax
liability is authorized for preceding tax-
able years by reason of the difference be-
tween the $7,500 depreciation allowable and
the $4.000 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 Corpo-
ration claimed and was allowed depreciation
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in the amount of $9,000 for each of the 8
taxable years 1935 to 1942, inclusive, and in
the amount of $7,500 for the taxable year
1943. In such case, the amount of the loss
sustained upon the sale of the property
would be computed as follows:

Adjusted basis for depreciation in
the hands of Y Corporation as
computed in example (1) ---- $150,000

Deduct:
(1) Depreciation al-

lowed in the amount
of $9,000 per year for
eight years, January 1,
1935 to December 31,
1942 ---------------- $72, 000

(2) Depreciation al-
lowable for taxable
years 1943 and 1944
(12 times $6,500)... 9,750

81,750

Adjusted basis for computing gain
or loss ------------------------- 68,250

Sale price ----------------------- 40,000

Loss sustained ------------------- 28, 250

No change in the tax liability is authorized
for taxable years preceding 1943 by reason
of the difference between the $7,000 depreci-
ation allowable and the $9,000 deduction pre-
viously allowed.
[T. D. 5402, 9 F. R. 11052, as amended by T. D.

5433, 10 F. R. 1127, T. D. 5458, 10 F. R. 73351

§ 29.113 (b) (1)-1 Adjusted basis;
general rule. (a) 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 sec-
tion 113 (a) (1) to (22), inclusive, the
basis therein provided, adjusted to the
extent provided in section 113 (b).

(b) 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 better-
ments 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:
(1) 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, 26 CFR,
1938 ed., 3.23 (m)-15 or 3.23 (m)-16,
26 CFR, 1939 Supp., 9.23 (m)-15 or 9.23
(m)-16, 26 CFR, 1940 Supp., 19.23 (m)-15
and 19.23 (m)-16, and §§ 29.23 (m)-15
or 29.23 (m)-16 of these regulations as
deductions in computing net income; (2)
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expenditures made in taxable years prior
to 1932 which were allowed', or which may
hereafter be allowed, as deductions in
computing the net income of the tax-
payer for such taxable years.

Example. A, who makes his returns on the
calendar year basis, puhchased property in
1933 for $10,000. H subsequently expended
$6,000 for improvements. Disregarding, for
the purpose of this example, the adjustments
required for depreciation, the adjusted basis
of the property is $16,000. If A sells the
property in 1942 for $20,000, the amount of
his gain will be $4,000. As to the amount
of such gain to be taken into account in com-
puting net income, see section 117.

(c) Capital expenditures and carry-
ing charges with respect to property,
whether real or personal, improved or
unimproved and whether productive or
unproductive, such as taxes and interest,
as to which under these regulations there
is an election to treat either as charge-
able to capital account or as an allow-
able deduction in the manner provided
In § 29.24-5 (c) but for which there have
been taken no deductions by the tax-
payer in determining net Income for the
taxable year, or a prior taxable year, are
properly chargeable to capital account.
(See § 29.24-5.) The term "taxes" for
this purpose Includes duties and excise
taxes (see § 29.23 (c)-2), but does not
include income taxes.

(d) The cost or other basis must also
be decreased by the amount of the deduc-
tions for exhaustion, wear and tear, ob-
solence, amortization, and depletion to
the extent such deductions have in re-
spect to any period since February 28,
1913, been allowed (but such decrease
shall not be less than the amount of de-
ductions allowable) under chapter 1 or
prior income tax laws. The adjustment
required for any taxable year or period
is the amount allowed or the amount al-
lowable for such year or period under
the law applicable 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 de-
preciation allowance or of his action in
taking an allowance plainly inadequate
under the known facts in prior years.
The determination of the amount prop-
erly allowable shall, however, be made
on the basis of facts reasonably known
to exist at the end of such year or period.
The aggregate sum of the greater of such
annual amounts is the amount by which
the cost or other basis of the property
shall be adjusted. For example, the case

§ 29.113 (b) (I)-1
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of Corporation A discloses the following
facts as of January 1, 1942:

Allowed,
Year Al- Allow- Ibut not

Yearw- Al- less than
lowed able amount

allowable

1935 -------------------- $6,000 $5,000 $6,000
1936 ---------------- 7,000 6,500 7,000
1937 --------------------- 6,500 6,500 6,500
1938 -------------------. 6,500 6,000 6,500
1939 ---------------------- 5,060 6,000 6,000
1940 ---------------- 4,500 6,000 6, 000
1941 --------------------- 4,000 6,000 6,000

39, 500 42, 000 44,000

(e) The depreciation allowed but not
less than the amount allowable in this
example as of January 1, 1942, is $44,000,
and the cost or other basis of the prop-
erty is to be adjusted by that amount.
The deductions by which the cost or
other basis is to be decreased shall in-
clude 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 Act
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 prior to 1932 shall not
exceed 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 gas wells.

(f) The cost or other basis shall also be
decreased by the exhaustion, wear and
tear, obsolescence, amortization, and de-
pletion sustained in respect of any period
prior to March 1, 1913.

(g) In the case of stock, the cost or
other basis must be diminished by 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 dis-
tributions made by a corporation, which
was classified as a personal service cor-
poration under the provisions of the
Revenue Act of 1918 or 1921, 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).

Example. A, who makes his returns upon
the calendar year basis, purchased stock in
1923 for $5,000. He received In 1924 a dis-
tribution of $2,000 paid out of earnings and
profits of the corporation accumulated prior

to March 1, 1913. The adjusted basis for
determining the gain or loss from the sale
or other disposition of the stock in 1942 is
$5,000 less $2,000, or $3,000, and the amount
of the gain or loss from the sale or other
disposition of the stock is the difference be-
tween $3,000 and the amount realized from
the sale or other disposition. But see sec-
tion 117.

(h) In the case of the stock of United
States shareholders in a foreign personal
holding company the cost or other basis
must be adjusted also to the extent pro-
vided in section 337 (f).

(i) Adjustments must always be made
to eliminate double deductions or their
equivalent. 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.

(j) In determining basis, and adjust-
ments to basis, the principles of estoppel
apply, as elsewhere under the Internal
Revenue Code. For adjustment to basis
of bonds on account of amortizable bond
premium, see §§ 29.125-1 to 29.125-9.
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5402, 9 F. R. 110521

§ 29.113 (b) (1)-2 Adjusted basis;
cancellation of indebtedness. In addi-
tion to the adjustments provided in sec-
tion 113 (b) (1) and § 29.113 (b) (1)-1
which are required to be made with
respect to the cost or other basis of
property, a further adjustment is re-
quired in certain cases in which there
has been a cancellation or reduction of
indebtedness in a proceeding under the
Bankruptcy Act, as amended. Except as
otherwise provided in section 113 (a)
(21) or (22), or 113 (b) (4), such fur-
ther adjustment shall be made in any
case in which there shall have been a
cancellation or reduction of indebtedness
in any proceeding under section 12, 74
(except in the case of a "wage earner",
as defined in the Bankruptcy Act, as
amended), or 77B or under Chapter X,
XI, XII of the Bankruptcy Act of 1898,
as amended. Such further adjustment
shall be made in the following manner
and order:

(a) In the case of indebtedness in-
curred to purchase specific property
(other than inventory or notes or ac-
counts receivable) whether or not a lien
is placed against such property securing
the payment of all or part of such in-
debtedness, which indebtedness shall
have been canceled or reduced in any
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such proceeding, the cost or other basis
of such property shall be decreased (but
not below its fair market value) by the
amount by which the indebtedness so in-
curred with respect to such property
shall have been canceled or reduced;

(b) In the case of specific property
(other than inventory or notes or ac-
counts receivable) against which, at the
time of the cancellation or reduction of
the Indebtedness, there is a lien (other
than a lien securing indebtedness in-
curred to purchase such property) the
cost or other basis of such property shall
be decreased (but not below its fair mar-
ket value) by the amount by which the
indebtedness secured by such lien shall
have been canceled or reduced;

(c) Any excess of the total amount by
which the indebtedness shall have been
so cancelled or reduced in such proceed-
ing over the sum of the adjustments made
under paragraphs (a) and (b) of this
section shall next be applied to reduce the
cost or other basis of the property of the
debtor (other than inventory and notes
and accounts receivable, but including
property covered by paragraphs (a) and
(b) of this section) as follows: The cost
or other basis of each unit of property
shall be decreased (but not below its fair
market value) In an amount equal to such
proportion of such excess as the adjusted
basis (after adjustment under para-
graphs (a) and (b) of this section) of
each such unit of property bears to the
sum of the adjusted bases (after adjust-
ment under paragraphs (a) and (b) of
this section) of all the property of the
debtor other than inventory and notes
and accounts receivable;

(d) Any excess of the total amount by
which such indebtedness shall have been
so canceled or reduced over the sum of
the adjustments made under paragraphs
(a), and (b), and (c) of this section shall
next be applied to reduce the cost or other
basis of any units of property covered by
paragraphs (a), (b), and (c) of this sec-
tion which have a remaining basis (after
adjustment under paragraphs (a), (b),
and (c) of this section) greater than
their fair market value, as follows: The
cost or other basis of each such unit of
property shall be decreased (but not be-
low its fair market value) in an amount
equal to such proportion of such excess
as the remaining basis of each such unit
bears to the sum of the remaining bases
of such units. The process shall be re-
peated until the cost or other basis of
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each unit of the property covered by
paragraphs (a), (b), and (W) of this sec-
tion Is reduced to its fair market value or
the amount by which the indebtedness
shall have been canceled or reduced Is
exhausted, taking into account in the
successive steps only those units of prop-
erty having, after the preceding adjust-
ment, a remaining basis greater than
their fair market value; and

(e) Any excess of the total amount by
which the indebtedness shall have been
so canceled or reduced over the sum of
the adjustments made under paragraphs
(a), (b), (c), and (d) of this section shall
next be applied to reduce the cost or other
basis of inventory and notes and accounts
receivable, as follows: The cost or other
basis of inventory 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 pro-
portion 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 re-
peated until the adjusted bases of Inven-
tory, notes receivable and accounts re-
ceivable are reduced to their fair market
value or the amount by which the indebt-
edness shall have been canceled or re-
duced is exhausted, taking into account
In the successive steps only those units of
property having, after the preceding ad-
justment, a remaining basis greater than
their fair market value.

(f) 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 In a tax benefit
in any income tax return;

(4) The phrase "indebtedness in-
curred to purchase" includes (i) indebt-
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

§ 29.113 (b) (1)-2
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(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.

(g) Any determination of value in a
proceeding under the Bankruptcy Act, as
amended, shall not constitute a deter-
mination of fair market value for the
purposes of this section.

(h) 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
provisions of this section.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5402, 9 F. R. 11052]

§ 29.113 (b) (1)-3 Adjusted basis;
cancellation of indebtedness; special
cases. If the taxpayer and the Commis-
sioner agree, the basis of the taxpayer's
property may be adjusted in a manner
different from that set forth In § 29.113
(b) (1)-2. Variations from such rule
may, for example, involve adjusting the
basis of any part of the taxpayer's prop-
erty or adjusting the basis of all the tax-
payer's property, according to a fixed
allocation. Agreement between the tax-
payer and the Commissioner as to any
variation from such general rule shall be
effected only by a closing agreement
entered into under the provisions of sec-
tion 3760.

§ 29.113 (b) (2)-1 Substituted basis.
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 § 29.113 (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 substi-
tuted basis, as defined in section 113 (b)
(2) (A), the adjustments indicated in
§§ 29.113 (b) (1)-2, 29.113 (b) (3)-1, and
29.113 (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 during which the
property was held by the transferor,

donor, or grantor. Similar rules shall
also be applied In the case of a series of
substituted bases.

Example. A, who makes his returns upon
the calendar year basis, in 1927 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 wife C. C, in
determining the gain from the sale or other
disposition of the Y Building in 1942, is re-
quired to reduce the basis of the building
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 allow-
able) to herself during her ownership'of the
Y Building.

§ 29.113 (b) (3)-1 Adjusted basis; dis-
charge o corporate indebtedness; general
rule. In addition to the adjustments
provided in section 112 (b) (1) and
§ 29.113 (b) (1)-1 which are required
to be made with respect to the cost or
other basis of property, and except 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 there shall have been an exclu-
sion from gross Income under section 22
(b) (9) on account of the discharge of
indebtedness of a corporation during the
taxable year. Such further adjustment
shall, except as otherwise provided In
§ 29.113 (b) (3)-2, be made In the fol-
lowing manner and order:

(a) In the case of indebtedness In-
curred to purchase specific property
(other than inventory or notes or ac-
counts receivable), whether or not a lien
is placed against such property securing
the payment of all or part of such In-
debtedness, 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 adjusted
basis without reference to this section)
by an amount equal to the amount ex-
cluded from gross income under section
22 (b) (9) and attributable to the dis-
charge of the indebtedness so Incurred
with respect to such property;

(b) 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 indebtedness,
there Is a lien (other than a lien securing
indebtedness incurred to purchase such
property) the cost or other basis of such
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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 under section 22 (b)
(9) and attributable to the discharge of
the indebtedness secured by such lien;

(c) 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 paragraphs (a)
and (b) of this section shall next be ap-
plied to reduce the cost or other basis of
the property of the debtor (other than
inventory and notes and accounts receiv-
able, but including property covered by
paragraphs (a) and (b) of this section)
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 (with-
out reference to this section) of each
such unit of property bears to the sum
of adjusted bases (without reference to
this section) of all the property of the
debtor other than inventory and notes
and accounts receivable; and

(d) 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 paragraphs (a), (b),
and (c) of this section shall next be ap-
plied to reduce the cost or other basis of
inventory and notes and accounts receiv-
able, as follows: The cost or other basis
of inventory or notes or accounts receiv-
able, as the case may be, shall be de-
creased (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 pro-
portion 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.

(e) 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;

(2) The phrase "indebtedness incurred
to purchase" includes (I) Indebtedness
for money borrowed and applied In the
purchase of property and (ii) an exist-
ing indebtedness secured by a lien against
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the property which the debtor, as pur-
chaser 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 section
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 indebted-
ness 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 transfcrred is the
amount which may be applied in reduc-
tion of basis;

(6) Regardless of the amount excluded
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.

Ezample (1). On January 1, 1942, the N
Corporation owned an office building, which
it sold in March 1942. In June 1942 it pur-
chased a factory building. In October 1942
the N Corporation bought in its outstanding
bonds at less than their face value. Assum-
Ing that there is a proper exclusion from gross
income under section 22 (b) (9), the basis
of each building shall be adjusted under sec-
tion 113 (b) (3) for the taxable year 1942.
(But see § 29.113 (b) (3)-2.)

Example (2). The M Corporation has out-
standing an issue of A bonds which it had
sold at a premium and an issue of B bonds
which it had sold at a discount. In July
1942 the M Corporation purchased such out-
standing bonds for less 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 of income attributable to the
discharge of the B bonds is $1,000 and the
amount of unamortized discount is $50.

If the M Corporation under section 22 (b)
(9) elects to have excluded from gross in-
come the amount of income attributable to
the discharge of both bond issues, the total

§ 29.113 (6)(3)-1
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reduction in basis of the property of the M
Corporation shall not exceed $2,150. If the
M Corporation elects only with respect to the
A bonds, the total reduction in basis shall
not exceed $1,200 (or $950 if the election is
with respect to the B bonds). If the M Cor-
poration excludes only an amount of $500
with respect to the A bonds, the total reduc-
tion in basis may nevertheless be $1,200 (or
$950 if the exclusion is with respect to the B
bonds).
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5402, 9 F. R. 110531

§ 29.113 (b) (3)-2 Adjusted basis;
discharge of corporate indebtedness; spe-
cial cases. (a) Section 29.113 (b) (3)-1
prescribes the general rule to be followed
in adjusting basis of property where
there is a proper exclusion from gross in-
come under section 22 (b) (9). The tax-
payer may, however, have the basis of its
property adjusted in a manner different
from that set forth in § 29.113 (b) (3)-1
upon a proper showing to the satisfac-
tion of the Commissioner. Variations
from such general rule may, for example,
involve adjusting the basis of only part
of the taxpayer's property or adjusting
the basis of all the taxpayer's property,
according to a fixed allocation.

(b) A request for variations from the
general rule prescribed in § 29.113 (b)
(3)-1 should be filed by the taxpayer with
its return for the taxable year In which
the discharge of indebtedness has oc-
curred. Agreement between the taxpayer
and the Commissioner as to any varia-
tions from such general rule shall be ef-
fected only by a closing agreement
entered Into under the provisions of sec-
tion 3760. If no agreement is reached
between the taxpayer and the Commis-
sioner as to variations from the general
rule prescribed in § 29.113 (b) (3)-1,
then the consent filed on Form 982 shall
be deemed to be a consent to the applica-
tion of such general rule and such gen-
eral rule shall prevail in the determina-
tion of the basis of the taxpayer's
property, unless the taxpayer specifically
states on such form that it does not con-
sent to the application of the general
rule.

§ 29.113 (b) (4)-1 Adjusted basis;
exception to section 270 o/ the Bank-
ruptcy Act, as amended. The adjust-
ment to basis provided by section 270
of the Bankruptcy Act of 1898, as
amended, and §§ 29.113 (b) (1)-2 and
29.113 (b) (1)-3 shall not be made if, in a
proceeding under section 77B of such act,
indebtedness was canceled in pursuance

of a plan of reorganization which was
consummated by adjustment of the capi-
tal or debt structure of the insolvent cor-
poration, and the final judgment or de-
cree in such proceeding was entered prior
to September 22, 1938. Section 113 (b)
(4) and this section do not apply if the
plan of reorganization under section 77B
was consummated by the transfer of as-
sets of the insolvent corporation to an-
other corporation.
[T. D. 5370,9 F. R. 51101

§ 29.113 (c)-I Property on which les-
see has made improvements. In any
case in which a lessee of real property has
erected buildings or made other improve-
ments upon the leased property and the
lease is terminated by forfeiture or oth-
erwise resulting in the realization by such
lessor of income which, were it not for
the provisions of section 22 (b) (11),
would be includible in gross income of
the lessor, the amount so excluded from
gross income shall not be taken into
account In determining the basis or the
adjusted basis of such property or any
portion thereof in the hands of the lessor.
If, however, in any taxable year begin-
ning prior to January 1, 1942, there has
been included in the gross income of the
lessor an amount representing any part
of the value of such property attributa-
ble to such buildings or improvements,
the basis of each portion of such property
shall be properly adjusted for the
amount so included in gross income.
For example, A leased in 1930 to B for
a period of 25 years unimproved real
property and in accordance with the
terms of the lease B erected a building on
the property. It was estimated that
upon expiration of the lease the building
would have a depreciated value of
$50,000, which value the lessor elected to
report (beginning in 1931) as income
over the term of the lease. In 1942 B
forfeits the lease. The amount of
$22,000 reported as income by A during
the years 1931 to 1941, both years in-
clusive, shall be added to the basis of
the property represented by the im-
provements in the hands of A. If in
such case A did not report during the
period of the lease any income attrib-
utable to the value of the building
erected by the lessee and the lease was
forfeited in 1940 when the building was
worth $75,000, such amount, having been
included in gross income under the law
applicable to that year, is added to the
basis of the property represented by
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the improvements in the hands of A. As
to treatment of such property for the
purposes of capital gains and losses, see
section 117.
(Regs. 111, 8 F. R. 15002, as amended by T. D.
5600, 13 F. R. 8771

§ 29.114-1 Basis for allowance of de-
preciation and depletion. The basis upon
which exhaustion, wear and tear, ob-
solescence, and depletion will be allowed
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 desposition of such prop-
erty, except that as provided in § 29.23
(m)-21 in the case of the cutting of tim-
ber which is considered to be a sale or ex-
change of such timber under section 117
(k) (1), the basis shall be the fair market
value of such timber as of the first day
of the taxable year in which it is cut, and
except as provided in § 29.23 (m)-3,
relating to depletion based on discovery
value, in § 29.23 (m)-4, relating to per-
centage depletion in the case of oil and
gas wells, and in § 29.23 (m)-5, relating
to percentage depletion in the case of
coal mines, metal mines, fluorspar mines,
ball and sagger clay mines, or rock as-
phalt mines, and sulphur mines or de-
posits with respect to taxable years be-
ginning after December 31, 1941, in the
case of flake graphite mines with respect
to taxable years beginning after Decem-
ber 31, 1942, in the case of vermiculite,
beryl, feldspar, mica, talc (not including
pyrophyllite)., lepidolite, spodumene, and
barite mines, and potash mines or de-
posits (including potash salts In solu-
tion) with respect to taxable years be-
ginning after December 31, 1943, and in
the case of bauxite, pyrophyllite, china
clay, and phosphate rock mines, and
trona, bentonite, gilsonite, and thenard-
ite (from brines and mixtures of brine)
mines or deposits for taxable years be-
ginning after December 31, 1946.
[T. D. 5645, 13 F. R. 4257 ]

§ 29.115-1 Dividends. (a) The term
"dividend" for the purpose of chapter 1
(except when used in section 201 (c) (5),
section 204 (c) (11), and section 207 (a)
(2) and (b) (3) where the reference is to
dividends of insurance companies paid to
policyholders) comprises any distribution
in the ordinary course of business, even
though extraordinary in amount, made
by a domestic or foreign corporation to its
shareholders out of either:

(1) Earnings or profits accumulated
since February 28, 1913, or

(2) Earnings or profits of the taxable
year computed without regard to the
amount of the earnings 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 of the close
of such year, without diminution by rea-
son of any distributions made during the
taxable year. For the purpose of deter-
mining whether a distribution constitutes
a dividend, it is unnecessary to ascer-
tain 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 section 504
(c), relating to dividends paid within 21/2
months after the close of the taxable
year, or section 506, relating to deficiency
dividends, or corresponding provisions of
a prior income-tax law, was under the
applicable law a personal holding com-
pany, the term "dividend", in addition to
the meaning set forth in the first sen-
tence of section 115 (a), also means the
following distributions to its share-
holders:

(1) A distribution within a taxable
year of the corporation, and of a share-
holder, both of which taxable years begin
prior to January 1, 1944, is a dividend
(except as hereinafter indicated) to the
extent of the corporation's subchapter A
net income for the taxable year in which,
or, in the case of a distribution under
section 504 (c) or section 506, the taxable
year in respect of which, the distribution
is made.

(2) A distribution within a taxable
year of the corporation, or of a share-
holder, where either taxable year begins
after December 31, 1943, is a dividend to
the extent of the corporation's subchap-
ter A net income less the sum of the net
operating loss credit provided in section
26 (c) (1), the dividend carry-over pro-
vided in section 27 (c), and the deduction
for amounts for retirement of indebted-
ness provided In section 504 (b), for the
taxable year in which, or, in the case of a
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distribution under section 504 (c) or sec-
tion 506, the taxable year in respect of
which, the distribution is made. Thus,
In the case of a distribution in April,
1944, by a corporation reporting on a
calendar year basis to a shareholder re-
porting on the basis of a fiscal year end-
ing June 30, 1944, the taxable year of the
corporation begins after December 31,
1943, and the April, 1944, distribution is
a dividend, in the case of the corpora-
tion and the shareholder alike, only to
the extent of the corporation's subchap-
ter A net income reduced by the specified
credits. Similarly, in the case of a dis-
tribution in April, 1944, by a corporation
reporting on the basis of a fiscal year
ending June 30, 1944, to a shareholder
reporting on the calendar year basis, the
taxable year of the shareholder begins
after December 31, 1943, and the April,
1944, distribution will constitute a divi-
dend, in the case of the corporation and
the shareholder alike, only to the extent
of the corporation's subchapter A net
income reduced by the specified credits.

(c) No interest shall be allowed or paid
in respect of any overpayment of tax re-
sulting from the amendment to section
115 (a) made by Public Law 113 (80th
Congress). For treatment of any distri-
bution made prior to October 21, 1942,
which is a dividend solely by reason of
the last sentence of section 115 (a) prior
to its amendment by Public Law 113, see
§ 29.504-3.

(d) The term "dividend" does not in-
clude distributions under section 115 (c),
relating to distributions in liquidation,
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 (see section 115 (a)). In all
other cases the term includes any dis-
tribution to shareholders to the extent
made out of accumulated or current
earnings or profits.

(e) 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 property
is unqualifiedly made subject to their
demands.

(f) The application of section 115 (a)
may be illustrated by the following ex-
amples:

Example (1). At the beginning of the cal-
endar year 1942, 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, 1942, the corpora-
tion made quarterly distributions during the
taxable year to its shareholders of $25,000
each. Each distribution is a taxable dividend
in 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 1942 the N Corporation, a personal
holding company, had no accumulated earn-
ings or profits. During that year it made
no earnings or profits but its subchapter A
net income, due to the disallowance of cer-
tain deductions, was $16,000. It distributed
to shareholders on December 15, 1942, $15,000
and on February 1, 1943, $1,000, the latter
amount being claimed as a deduction under
section 504 (c) in its personal holding com-
pany return for 1942 filed on March 15, 1943.
Both distributions are taxable dividends In
full, since they do not exceed the subchapter
A net income for 1942, the taxable year in
which the distribution of $15,0000 was made
and with respect to which the distribution
of $1,000 was made. It is immaterial
whether the N Corporation is a personal
holding company for the taxable year 1943 or
whether it had any income for that year.

Example (3). In 1944, a deficiency in per-
sonal holding company tax was established
against the 0 Corporation for the taxable
year 1940 in the amount of $34,430 based on
an undistributed subchapter A net income
of $42,000 which consisted of a subchapter
A 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 pro-
visions of section 506 and in December 1944
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 1940, the taxable year with
respect to which the distribution was made,
minus the deduction for retirement of in-
debtedness of $10,000). It is immaterial
whether the 0 Corporation is a personal
holding company for the taxable year 1944
or whether it had any income for that year.

Example (4). At the beginning of the
taxable year 1946, the P Corporation, a
personal holding company, had a deficit in
earnings and profits of $200,000. During
that year it made earnings and profits of
$55,000. For that year, however, it had a
subchapter A net income of $100,000, a net
operating loss credit under section 26 (c)
(1) of $10,000 and a deduction for retire-
ment of indebtedness under section 504 (b)
of $10,000. During such taxable year it dis-
tributed 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
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interest shall be allowed or paid in respect
of any overpayment of tax resulting from
the inclusion 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 Cor-
poration had earnings and profits for the
taxable year 1946 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).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5377. 9 F. R. 6252, T. D. 5670, 13 F. R. 6882]

§ 29.115-2 Sources of distributions in
general. (a) For the purpose of Income
taxation every distribution made 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
during the taxable year are not regarded
as out of the earnings or profits of that
year; third, to the earnings or profits
accumulated prior to 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 rea-
son 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 dis-
tribution is a taxable dividend. (See
§ 29.115-1.) If the distributions made
during the taxable year exceed the earn-
ings of 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

considered a taxable dividend to the ex-
tent of the earnings or profits accumu-
lated since February 28, 1913, and avail-
able on the date of the distribution. In
any case in which it is necessary to de-
termine the amount of earnings or prof-
its accumulated since February 28, 1913,
and 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
deficit, 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. The
provisions of this section may be illus-
trated by the following example:

Example. At the beginning of the calen-
dar year 1942, the M Corporation had $12,-
000 in earnings and profits accumulated
since February 28, 1913. Its earnings and
profits for 1942 amounted to $30,000. Dur-
ing the year it made quarterly distributions
of $15,000 each. Of each of the four dis-
tributions made, $7,500 (that portion of
$15.00C which the amount of $30,000, the
tota, 6arnings and profits of the taxable year,
bears to $60,000, the total distributions made
during the year) was paid out of the earn-
ings 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 prior to the taxable year,
as follows:

Distributions during Portion
1942 out of
_ Portion earnings

out of accumu- Taxable
earnings lated amount
or profits since of each

of the Feb. 28, distribu-
Date Amount taxable 1913, and tion

year prior to
taxable

year

Mar. 10 - $15, 000 $7, 500 $7, 500 $15, 000
June 10 ---- 15, 000 7, 500 4,500 12,000
Sept. 10 .15, 000 7, 500 ---------- 7,500
Dec. 10 ---.-- 7, 500 ---------- 7,500

Total amount taxable as dividends-.- 42, 000

(c) Any distribution by a corporation
out of earnings or profits accumulated
prior to March 1, 1913, or out of increase
in value of property accrued prior to
March 1, 1913 (whether or not realized
by sale or other disposition, and, if real-
ized, whether prior to or on or after
March 1, 1913), is not a dividend within
the meaning of chapter 1.
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§ 29.115-3 Earnings or profits. (a) In
determining the amount of earnings or
profits (whether of the taxable year, or
accumulated since February 28, 1913, or

accumulated prior to March 1, 1913) due

consideration must be given to the facts,
and, while mere bookkeeping entries in-

creasing or decreasing surplus will not

be conclusive, the amount of the earn-
ings or profits in any case will be depend-
ent upon the method of accounting
properly employed in computing net in-
come. For instance, a corporation keep-
ing its books and filing its income tax
returns under sections 41, 42, and 43 on
the cash receipts and disbursements
basis may not use the accrual basis in
determining earnings and profits; a cor-
poration computing income on the In-
stallment basis as provided in section 44
shall, with respect to the installment
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 seg-
regated accordingly in the unearned
premium reserve.

(b) Among the items entering into the
computation of corporate earnings or
profits for a particular period are all
income 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 un-
der that section (see § 29.115-12). 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) 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 deductions
to be considered in the computation of
the total earnings and profits are those
based on cost or other basis without re-
gard to March 1, 1913, value. In com-
puting the earnings and profits for any
period beginning after February 28, 1913

the only depletion or depreciation de-
ductions to be considered are those based
on (1) cost or other basis, if the deplet-
able or depreciable asset was acquired
subsequent to February 28, 1913, or (2)
adjusted cost of March 1, 1913, value,
whichever is higher, if acquired prior to
March 1, 1913. Thus, discovery or per-
centage depletion under all Revenue Acts
for mines and oil and gas wells is not
to be taken into consideration in com-
puting the earnings and profits of a cor-
poration. Similarly, where the basis of
property in the hands of a corporation
is a substituted basis, such basis, and not
the fair market value of the property at
the time of the acquisition by the cor-
poration, is the basis for computing de-
pletion and depreciation for the purpose
of determining earnings and profits of
the corporation. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Example. Oil producing property which A
had acquired in 1936 at a cost of $28,000 was
transferred to the Y Corporation In Decem-
ber 1938, in 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 1942
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
available for dividend distributions have
been increased 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
exchange in 1938 regardless of the fair mar-
ket value of the property or of the stock
issued in exchange therefor.

(d) A loss sustained for a year prior to
the taxable year does not affect the earn-
ings or profits of the taxable year. How-
ever, in determining the earnings of prof-
Its 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 ac-
cumulated since February 28, 1913, and
prior to 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
sufficient to absorb such excess, distribu-
tions 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
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on or after January 1, 1916, and prior to
August 6, 1917, out of earnings or profits
accumulated prior to March 1, 1913,
which distributions were specifically de-
clared to be out of earnings or profits
accumulated prior to March 1, 1913, see
section 31 (b) of the Revenue Act of 1916,
as amended by section 1211 of the Reve-
nue Act of 1917.

§ 29.115-4 Distributions other than a
dividend. Under section 115 (d), any
distribution (including a distribution
out of earnings or profits accumulated
before March 1, 1913) other than:

(a) A dividend (see §§ 29.115-1 and
29.115-2),

(b) A distribution out of increase in
value of property accrued prior to March
1, 1913 (see § 29.111-1),

(c) A distribution in partial or com-
plete liquidation (see § 29.115-5), or

(d) A distribution which, under sec-
tion 115 (f) (1), is not treated as a divi-
dend (see § 29.115-7)
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 section are applicable
to such distributions received by one
corporation from another corporation.

Example. In 1942 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 ac-
cumulated prior to 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 $8,000.
The $2,000 does not constitute a part of the
earnings or profits of the M Corporation.
If the M Corporation subsequently sells the
stock of the 0 Corporation for $9,000, it
realizes a gain of $1,000, which constitutes
a part of its earnings or profits for the year
in which the stock is sold. If the distribu-
tion had amounted to $14,000, the gain of
$4,000 would be taxable to the M Corpora-
tion and would have constituted a part of
the earnings or profits of that corporation
for the year in which the distribution was
made.

§ 29.115-5 Distributions in liquida-
tion. (a) Amounts distributed in com-
plete 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
exchange 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 § 29.111-1, by comparing
the amount of the distribution with the
cost or other basis of the stock provided
in section 113; but the gain or loss will
be recognized only to the extent pro-
vided in section 112, and shall be subject
to the conditions and limitations pro-
vided in section 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
complete cancellation or redemption of
all or a portion of its stock. A complete
cancellation or redemption of a part of
the corporate stock may be accom-
plished, for example, by the complete re-
tirement of all the shares of a particular
preference or series, or by taking up all
the old shares of a particular preference
or series and issuing new shares to re-
place a portion thereof, or by the com-
plete retirement of any part of the stock,
whether or not prorata among the share-
holders.

(c) In the case of amounts distributed
in partial liquidation, the part of such
distribution which is properly charge-
able to capital account shall not be con-
sidered a distribution of earnings or
profits within the meaning of section
115 (b) for the purpose of determining
taxability of subsequent distributions by
the corporation. (See §§ 29.27 (g)-l and
29.115-11.)

(d) For the purposes of the last sen-
tence of section 115 (c), a liquidation
may be completed prior to the actual
dissolution of the liquidating corpora-
tion but no liquidation is completed un-
til the liquidating corporation and the
receiver or trustees in liquidation are
finally divested 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
under 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:
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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 1931 at a cost of
$1,500, and the remainder of 10 shares in De-
cember 1941, at a cost of $2,900. He receives
in April 1942 a distribution of $250 per share
in complete liquidation, or $2,500 on the 10
shares acquired in 1931, and $2,500 on the 10
shares acquired in December 1941. The gain
of $1,000 on the shares acquired in 1931
should be included in A's gross income to
the extent of 50 percent, or $500; the loss
of $400 on the shares acquired in 1941 should
be deducted in computing A's net income to
the extent of 100 percent, or $400. (See
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 in 1933 for $1,700 and
10 shares of which were acquired in January
1942 for $1,120. In May 1942 the corporation
in a transaction qualifying as a partial liq-
Uidation redeemed the entire issue of pre-
ferred stock by paying the holders thereof
$152 per share. A received $1,520 on the 10
shares acquired in 1933, and $1,520 on the
10 shares acquired in January 1942. The
loss of $180 on the shares acquired in 1933
should be deducted in computing A's net
Income to the extent of 100 percent, or $400.
the gain of $400 on the shares acquired in
January 1942 should be included in A's gross
income to the extent of 100 percent, or $400.
(See section 117.)

§ 29.115-6 Distributions from deple-
tion or depreciation reserves. A reserve
set up out of gross income by a corpora-
tion and maintained for the purpose of
making good any loss of capital assets
on account of depletion or depreciation
is not a part of surplus out of which ordi-
nary dividends may be paid. A distri-
bution made from a depletion or a de-
preciation 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
reduce the cost or other basis of the stock
upon which declared. If such a distribu-
tion is in excess of the basis, the excess
shall be taxed as a gain from the sale
or other disposition of property as pro-
vided in § 29.111-1. A distribution from
a depletion reserve based upon discovery
value to the extent that such reserve rep-
resents the excess of the discovery value
over the cost or other basis for determin-
Ing gain or loss, is, when received by the
shareholders, taxable as an ordinary div-
idend. The amount by which a corpo-
ration's percentage depletion allowance

for any year exceeds depletion sus-
tained on cost or other basis, that Is,
determined without regard to discovery
or percentage depletion allowances for
the year of distribution of prior years,
constitutes a part of the corporation's"earnings or profits accumulated after
February 28, 1913," within the meaning
of section 115, and, upon distribution to
shareholders, is taxable to them as a
dividend. A distribution made from that
portion of a depletion reserve based
upon a valuation as of March 1, 1913,
which is in excess of the depletion re-
serve based upon cost, will not be con-
sidered as having been paid out of earn-
ings or profits, but the amount of the
distribution shall be applied against and
reduce the cost or other basis of the stock
upon which declared. (See § 29.111-1.)
No distribution, however, can be made
from such a reserve until all the earnings
or profits of the corporation have first
been distributed.

§ 29.115-7 Stock dividends. A distri-
bution 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 con-
stitutes income to the shareholders with-
in the meaning of the sixteenth amend-
ment to the Constitution. A distribution
made by a corporation to its sharehold-
ers 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 distribu-
tion was made out of treasury stock or
consisted of rights to acquire treasury
stock.

§ 29.115-8 Election o1 shareholders as
to medium of payment. (a) If the
shareholder has the right to an election
or option with respect to whether a dis-
tribution shall be paid either (a) in
money or any other property or (b) in
stock or rights to acquire stock of a class
which, if distributed without an election,
would not constitute income within the
meaning of the sixteenth amendment to
the Constitution, then the entire distri-
bution is a taxable dividend regardless
of:

(1) Whether the distribution is actu-
ally made, in whole or in part, in stock
or in stock rights which, if distributed
without election, would not constitute a
taxable dividend;

(2) Whether the election is exercised
or exercisable before or after the decla-
ration of the distribution; or
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(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) The term "any other property" as
used in this section includes stock of the
corporation or rights to acquire its stock,
of a class which If distributed without an
election would constitute income within
the meaning of the sixteenth amendment
to the Constitution. (See § 29.115-7.)

§ 29.115-9 Distribution in redemption
or cancellation of stock taxable as a divi-
dend. (a) If a corporation cancels or re-
deems 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 taxable
dividend, the amount so distributed in re-
demption or cancellation of the stock, to
the extent that it represents a distribu-
tion of earnings or profits accumulated
after February 28, 1913, shall be treated
as a taxable dividend.

(b) The question whether a distribu-
tion in connection with a cancellation or
redemption of stock is essentially equiva-
lent to the distribution of a taxable divi-
dend depends upon the circumstances of
each case. A cancellation or redemption
by a corporation of a portion of its stock
pro rata among all the shareholders will
generally be considered as effecting a dis-
tribution essentially equivalent to a divi-
dend distribution to the extent of the
earnings and profits accumulated after
February 28, 1913. On the other hand, a
cancellation or redemption by a corpora-
tion 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 distri-
bution of a taxable dividend. A bona fide
distribution in complete cancellation or
redemption of all of the stock of a corpo-
ration, or one of a series of bona fide
distributions in complete cancellation or
redemption of all of the stock of a corpo-
ration, is not essentially equivalent to the
distribution of a taxable dividend. If a
distribution is made pursuant to a corpo-
rate resolution reciting that the distribu-
tion is made in liquidation of the corpo-
ration, and the corporation is completely
liquidated and dissolved within one year
after the distribution, the distribution
will not be considered essentially equiva-
lent to the distribution of a taxable divi-

dend; in all other cases the facts and
circumstances should be reported to the
Commissioner for his determination
whether the distribution, or any part
thereof, is essentially equivalent to the
distribution of a taxable dividend.

§ 29.115-10 Dividends paid in prop-
erty. If the whole or any part of the
dividend is paid to a shareholder in any
medium other than money, the prop-
erty 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. (See
§ 29.42-3.) Scrip dividends are subject
to tax in the year in which the war-
rants are issued.

§ 29.115-11 Effect on earnings or
profits of certain 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 reorgani-
zation 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
the 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 the
preceding paragraph has occurred, there
shall be included in the accumulated
earnings and profits of the transferee
corporation as of the day on which such
transaction occurred the proportionate
part of any earnings and profits of the
transferor corporation accumulated as
of such day and properly allocable to
the transferee; and there shall be in-
cluded in the current earnings and prof-
its of the transferee for the taxable year
of the transferee in which such transac-
tion occurred the proportionate part of
the earnings and profits of the trans-
feror accumulated after the beginning
of such taxable year and properly allo-
cable to the transferee. The amount so
included In the current earnings and
profits of the transferee shall not ex-
ceed such proportionate part of the earn-
ings and profits of the transferor ac-
cumulated as of the day on which such
transaction occurred.
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(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 of stock
or securities in such corporation or in
another corporation a party to the reor-
ganization:

(I) In any taxable year beginning be-
fore January 1, 1934, without the sur-
render by the distributees of stock or
securities in such corporation (see sec-
tion 112 (g) of the Revenue Act of 1932);
or

Ci) In any taxable year (beginning be-
fore January 1, 1939, or on or after such
date) in exchange for its stock or secu-
rities (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 se-
curities, or other property or money, to
a corporation in complete liquidation of
another corporation, under the circum-
stances 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 after December 31, 1938)
of stock or securities, or other property
or money, in the case of an exchange or
distribution described in section 371
(relating 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 consti-
tute income to him within the meaning
of the sixteenth amendment to the Con-
stitution 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) A distribution described in sub-
paragraph (1), (2), (3), or (4) of this
paragraph does not diminish the earn-
ings or profits of any corporation. In

such cases, the earnings or profits remain
intact and available for distribution as
dividends 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 reorgani-
zation described in paragraph (a), (b),
(c), or (e) of this section) the earnings
or profits of the corporation making the
distribution are diminished by the por-
tion of such distribution properly charge-
able to earnings or profits accumulated
after February 28, 1913, after first de-
ducting from the amount of such distri-
bution the portion thereof allocable to
capital account.

(d) For the purposes of this section,
the terms "reorganization" and "party
to the reorganization" shall, for taxable
year beginning before January 1, 1934,
have the meanings assigned to such terms
in section 112 of the Revenue Act of 1932;
for any taxable year beginning after De-
cember 31, 1933, and before January 1,
1936, have the meanings assigned to such
terms in section 112 of the Revenue Act
of 1934; for any taxable year beginning
after December 31, 1935, and before Jan-
uary 1, 1938, have the meanings assigned
to such terms in section 112 of the Rev-
enue 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 sec-
tion 112 of the Revenue Act of 1938.

(e) The distribution, in a taxable year
of the distributee beginning after Decem-
ber 31, 1931, by or on behalf of an in-
solvent corporation, in connection with
a section 112 (b) (10) reorganization, 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5304, 8 F. R. 15554, T. D. 5402, 9 F. R. 110531

§ 29.115-12 Effect on earnings and
profits of gain or loss realized alter Feb-
ruary 28, 1913. (a) In order to deter-
mine the effect on earnings and profits
of gain or loss realized from the sale or
other disposition (after February 28,
1913) of property by a corporation, sec-
tion 115 (1) prescribed certain rules for
(1) the computation of the total earn-
ings and profits of the corporation, of
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most frequent application in determin-
ing invested capital; and (2) the compu-
tation of earnings and profits of the cor-
poration for any period beginning after
February 28, 1913, of most frequent ap-
plication in determining the source of
dividend distributions. Such rules are
applicable whenever under any provision
of chapter 1 or 2 it is necessary to com-
pute either the total earnings and profits
of the corporation or the earnings and
profits for any period beginning after
February 28, 1913. For example, since
the earnings and profits accumulated af-
ter February 28, 1913, or the earnings and
profits of the taxable year, are earnings
and profits for a period beginning after
February 28, 1913, the determination of
either must be in accordance with the
rules prescribed in this section for the
ascertainment of earnings and profits for
any period beginning after February 28,
1913. Under (1) such gain or loss is de-
termined by using the adjusted basis (un-
der 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. Un-
der (2) 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 earnings and
profits (see § 29.115-3). Under both (1)
and (2) the adjusted basis is subject to
the limitations of the third sentence of
section 115 (1) requiring the use of ad-
justments proper in determining earn-
ings and profits. The proper adjust-
ments may differ under (1) and (2) of
section 115 (1) depending upon the basis
to which the adjustments are to be made.
If the application of (2) of the first sen-
tence of section 115 (1) results in a loss
and if the application of (1) of such sen-
tence to the same transaction reaches a
different result, then the loss under (2)
will be subject to the adjustment thereto
required by section 115 (m) (2). (See
§ 29.115-14.)

(b) 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 income tax
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purposes by the statute applicable to the
year in which the gain or loss was real-
ized, for example, see section 112. A
loss (other than a wash sale loss with
respect to which a deduction is disal-
lowed under the provisions of section
118 or corresponding provisions of prior
revenue laws) may be recognized though
not allowed as a deduction (by reason,
for example, of the operation of sections
24 (b) and 117 and corresponding pro-
visions of prior revenue 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 "recog-
nized" gain or loss for the purpose of
computing earnings and profits is deter-
mined by applying the recognition provi-
sions to the realized gain or loss com-
puted under the provisions of section
115 (1) as distinguished from the real-
ized gain or loss used in computing net
income. The application of this para-
graph may be illustrated by the follow-
ing examples:

Example (1). The X Corporation on Janu-
ary 1, 1942, owned stock in the Y Corporation
which it had acquired from the Y Corpora-
tion in December 1941, in an exchange trans-
action in which no gain or loss was recog-
nized. The adjusted basis to the X Cor-
poration 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 Cor-
poration was $930,000. On April 9, 1942, the
X Corporation made a cash distribution of
$900,000 and, except for the possible effect
of the transaction in 1941, 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 repre-
senting the excess of the fair market value
of the stock of the Y Corporation over the
adjusted basis of the property exchanged
therefor was not recognized gain to the X
Corporation under the provisions 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 acquired by It from the X Cor-
poration 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 earnings and profits will be
Increased or decreased accordingly.

Example (2). On January 2, 1910, the M
Corporation acquired nondepreciable prop-
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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, 1942, 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 transac-
tion is $2,000 (the sum of $1,900 in cash and
stock worth $1,100 minus $1,000, the ad-
justed basis for computing gain, determined
without regard to March 1, 1913, value),
$1,900 of which is recognized under section
112 (c), since this was the amount of money
received, although for the purpose of com-
puting 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 com-
puting gain determined by giving effect to
March 1, 1913, value). Such earningS and
profits will therefore be increased by $1,900.
In computing the earnings and profits of the
M Corporation for any period beginning after
February 28, 1913, however, the gain arising
from the transaction, like the taxable gain,
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 in-
crease in that part of the earnings and prof-
its consisting of increase in value of property
accrued before, but realized on or after,
March 1, 1913, see § 29.115-14.

Example (3). On July 31, 1942, 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 computing
net income. However, the adjusted basis of
such property to be used in computing gain
or loss for the purpose of earnings and prof-
its 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 exchange
for $25,000 in cash and all of the S Corpora-
tion stock, which had a fair market value
of $100,000. For the purpose of computing
net income the R Corporation has realized a
gain of $25,000 as a result of this transac-
tion, all of which is recognized under section
112 (c). For the purpose of computing
earnings and profits, however, the R Cor-
poration has realized a loss of $25,000, none
of which is recognized owing to the provi-
sions 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 on 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) The third -sentence of section 115
(1) provides for cases in which the ad-
justments, prescribed in section 113, to
the basis indicated in paragraph (1) or
(2) of the first sentence, as the case may
be, of section 115 (1), differ from the ad-
justments to such basis proper for the
purpose of determining earnings or
profits.

(d) The adjustments provided by the
third sentence of section 115 (1) reflect
the treatment provided by § 29.115-3
relative to cases where the deductions for
depletion and depreciation in computing
net income differ from the deductions
proper for the purpose of computing
earnings and profits. The effect of such
third sentence 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 1932. 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 1942 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 earnings
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 $1,750 is equal to the amount
by which the percentage depletion for the
year 1932 ($2,750) exceeds the depletion on
cost for that year ($1,000) and has already
been applied in the computation of earnings
and profits for the year 1932 by taking into
account only $1,000 instead of $2,750 for de-
pletion in the computation of such earnings
and profits (see H§ 29.115-3 and 29.115-6).
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Example (2). If, in the preceding example,
the property, instead of being sold, is ex-
changed in a transaction described in section
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 base of $8,000. However, in com-
puting 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 recog-
nized gain cannot exceed the sum of money
received in the transaction. Section 112
(c) (1), and corresponding provisions of prior
revenue laws. If, however, the cash received
was only $2,250 and the value of the prop-
erty received was $12,750, then the increase
in earnings and profits would be $2,250, that
amount being the gain recognized under
section 112.

(e) For adjustment and allocation of
the earnings and profits of the transferor
as between the transferor and the trans-
feree in cases where the transfer of prop-
erty by one corporation to another cor-
poration results in the nonrecognition in
whole or in part of gain or loss, see
§ 29.115-11.

§ 29.115-13 Effect on earnings and
profits of receipt of tax-free distribu-
tions requiring adjustment or allocation
of basis of stock. In order to determine
the effect on earnings and profits, where
a corporation receives (after February
28, 1913) from a second corporation a dis-
tribution which (under the law applicable
to the year in which the distribution
was made) was not a taxable dividend
to the shareholders of the second
corporation, section 115 (1) prescribes
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
respect 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 was made, as,
for example, a distribution in 1934 from
earnings and profits accumulated prior
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to March 1, 1913) requires that the
amount of such distribution shall be ap-
plied against and reduce the basis of the
stock with respect to which the distribu-
tion was made, there is no increase in
the earnings and profits by reason of the
receipt 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 increase
in the earnings and profits by reason of
the receipt of such stock dividend even
though such stock dividend constitutes
income within the meaning of the six-
teenth amendment to the Constitution.
These principles may be illustrated by
the following examples:

Example (1). The X Corporation in 1942
distributed to the Y Corporation, one of its
shareholders, $10,000 which was out of earn-
ings or profits accumulated before March 1,
1913, and did not exceed the adjusted basis of
the stock in respect of which the distribution
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 distribu-
tion was made. The earnings and profits of
the Y Corporation are not increased 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 Corporation of $100
per share, or a total cost of $10,000. In De-
cember of that year it received a dividend of
100 shares of the preferred 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 Corporation. The original cost of
$10,000 is allocated to the 200 shares of the
Z Corporation none of which has been sold
or otherwise disposed of by the Y Corporation.
See section 113 (a) (19) and §§ 29.113 (a)
(19)-1 and 29.113 (a) (12)-1. The earnings
and profits of the Y Corporation are not in-
creased by reason of the receipt of such stock
dividend.

§ 29.115-14 Adjustments to earnings
and profits reflecting increase in value
accrued prior to March 1, 1913. (a) In
order to determine, for the purpose of
ascertaining the source of dividend dis-
tributions, that part of the earnings and
profits which is represented by increase
in value of property accrued before, but
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realized on or after, March 1, 1913, sec-
tion 115 (in) prescribes certain rules.

(b) Paragraph (1) of section 115 (m)
sets forth the general rule with respect to
computing the increase to be made in
that part of the earnings and profits
consisting of increase in value of prop-
erty accrued before, but realized on or
after, March 1, 1913. The effect of this
paragraph may be illustrated by the fol-
lowing examples:

Example (1). The X Corporation acquired
nondepreciable property prior to 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 1942 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
$2,000 ($5,000 minus $3,000) represents the
increase to be made in that part of the
earnings and profits of the X Corporation
consisting of the increase in value of prop-
erty accrued before, but realized on or after,
March 1, 1913.

Example (2). The Y Corporation acquired
depreciable property in 1908 at a cost of
$100,000. Assuming no additions or better-
ments, and that the depreciation sustained
prior to March 1, 1913, was $10,000, the ad-
justed cost as of that date was $90,000. Its
fair market value as of March 1, 1913, was
$94,000 and in 1942 it was sold for $60,000.
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 sub-
sequent to February 28, 1913, computed on
such fair market value. If the amount of
the depreciation deduction allowed (not less
than the amount allowable) after February
28, 1913, to the date of the sale in 1942 is
the aggregate sum of $43,240, the adjusted
basis for determining gain in 1942 ($94,000
less $43,240) is $50,760 and the gain would be
$9,240 ($60,000 less $50,760). The increase
in earnings and profits accumulated since
February 28, 1913, by reason of the sale,
based on the value as of March 1, 1913, ad-
justed for depreciation, is $9,240. If the
depreciation since February 28, 1913, had
been based on the adjusted cost of $90,000
($100,000 less $10,000) instead of the March
1, 1913, value of $94,000, the depreciation sus-
tained from that date to the date of sale
would have been $41,400 Instead of $43,240
and the actual gain on the sale based on the
cost of $100,000 adjusted by depreciation on
such cost to $48,600 ($100,000 reduced by the
sum of $10,000 and $41,400) would be $11,400
($60,000 less $48,600). If the adjusted basis
of the property was determined without re-
gard to the value as of March 1, 1913, there
would be an increase in earnings and profits

of $11,400. The difference of $2,160 ($11,400
minus $9,240) represents the increase to be
made in that part of the earnings and profits
of the Y Corporation consisting of the in-
crease in value of property accrued before,
but realized on or after, March 1, 1913.

(6) Paragraph (2) of section 115 (m)
is an exception to the general rule in
paragraph (1) of such section and also
operates as a limitation on the applica-
tion of section 115 (1). It provides that,
if the application of (2) of the first sen-
tence of section 115 (1) to a sale or other
disposition after February 28, 1913, re-
sults in a loss which is to be applied in
decrease of earnings and profits for any
period beginning after February 28, 1913,
then, notwithstanding section 115 (1)
and In lieu of the rule provided in para-
graph (1) of section 115 (m), the amount
of such loss so to be applied shall be re-
duced by the amount, if any, by which
the adjusted basis of the property used
in determining the loss, exceeds the ad-
justed basis computed without regard to
the fair market value of the property on
March 1, 1913. If the amount so ap-
plied 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. The following
examples will show the application of
section 115 (m) (2):

Example (1). The Y Corporation acquired
nondepreciable property prior to March 1,
1913, at a cost of $8,000, its fair market value
as of March 1, 1913, was $13,000, and it was
sold in 1942 for $10,000. Under (2) of the
first sentence of section 115 (1) the adjusted
basis would be $13,000 and there would be a
loss of $3,000. The application of (2) of the
first sentence of section 115 (1) would result
in a loss from the sale in 1942 to be applied
in decrease of earnings and profits for that
year. Section 115 (in) (2), however, applies
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 Corporation
for the year 1942 as the 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 earnings
and profits of the Y corporation consisting
of increase in value of property accrued be-
fore, but realized on or after, March 1, 1913.

Example (2). The Z Corporation acquired
nondepreciable property prior to March 1,
1913, at a cost of $10,000, its fair market
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value as of March 1, 1913, was $12,000, and
it was sold in 1942 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 1942
to be applied in decrease of earnings and
profits for that year. Section 115 (in) (2),
however, applies and the loss of $4,000 is
reduced 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 March 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 1942 as the
result 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 the result of the sale there is
no increase in that part of the earnings and
profits of the Z Corporation consisting of
increase in value of property accrued before,
but realized on or after, March 1, 1913.

§ 29.116-1 Earned income from
sources without the United States. (a)
For taxable years beginning after De-
cember 31, 1942, there is excluded from
gross Income earned income in the case
of an individual citizen of the United
States provided the following condi-
tions are met by the taxpayer claiming
such exclusion from his gross income:
(1) It is established to the satisfaction-
of the Commissioner that the taxpayer
has been a bona fide resident of a for-
eign country or countries throughout the
entire taxable year; (2) such income is
from sources without the United States;
(3) Such income would constitute
earned income as defined in section 25
(a) if received from sources within the
United States for taxable years begin-
ning before January 1, 1944, or as de-
fined in section 116 (a) (3) for taxable
years beginning after December 31, 1943;
and (4) such income does not repre-
sent amounts paid by the United States
or any agency or instrumentality thereof.
Hence, a citizen of the United States
taking up residence without the United
States in the course of the taxable year
Is not entitled to such exemption for
such taxable year. However, once bona
fide residence in a foreign country or
countries has been established, tempo-
rary absence therefrom in the United
States on vacation or business trips will
not necessarily deprive such individual
of his status as a bona fide resident of
a foreign country. Whether the indi-
vidual citizen of the United States is a

bona fide resident of a foreign country
shall be determined in general by the
application of the principles of §§ 29.-
211-2, 29.211-3, 29.211-4, and 29.211-5
relating to what constitutes residence
or nonresidence, as the case may be, in
the United States in the case of an alien
individual.

(b) For any taxable year beginning
after December 31, 1941, in the case of
an individual citizen of the United
States, there shall be excluded from
gross income earned income from
sources without the United States de-
rived during the period of his foreign
residence if (1) such citizen was a bona
fide resident of a foreign country or
countries for at least two years prior to
the date upon which he became a resi-
dent of the United States and ceased to
be a resident of such foreign country
or countries; (2) Such income would
constitute earned income as defined in
section 25 (a) If received from sources
within the United States for taxable
years beginning before January 1, 1944,
or as defined in section 116 (a) (3) for
taxable years beginning after December
31, 1943; and (3) such income does not
represent amounts paid by the United
States or any agency or Instrumentality
thereof. The application of this provi-
sion may be illustrated by the follow-
ing example:

Example. A, a United States citizen mak-
ing his return on a calendar year basis, has
been a resident of X country for a period of
four years ended June 30, 1942, upon which
date he becomes a resident of the United
States and ceases to be a resident of X coun-
try. Throughout the years 1940 and 1941, A
had rendered personal services in the X coun-
try payment for which was not made until
August 1942, at which time he was paid for
such services the sum of $50,000. Such
amount may be excluded from gross income
of A for the calendar year 1942.

(c) In any case in which any amount
otherwise constituting gross income is
excluded from gross income under the
provisions of section 116 (a), there shall
not be allowed as a deduction from gross
income any items of expenses or losses or
other deductions properly applicable to
or chargeable against the amounts so ex-
cluded from gross income.

(d) The entire amount received as pro-
fessional 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 employs as-
sistants to perform part or all of the
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services, provided the clients or patients
are those of the taxpayer and look to the
taxpayer as the person responsible for
the services performed.

(e) In the case of a taxpayer engaged
in a trade or business in which both per-
sonal services and capital are material
Income-producing factors, a reasonable
allowance as compensation for the per-
sonal services actually rendered by the
taxpayer shall be considered earned in-
come, 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 pre-
scribed defining the trades or businesses
in which personal services and capital
are material income-producing factors,
but this question must be determined
with respect to the facts of the individual
cases.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5373, 9 F. R. 5502]

§ 29.116-2 Income of foreign govern-
ments, international organizations, and
their employees.-(a) Foreign govern-
ments and their employees. The exemp-
tion of the Income of foreign govern-
ments applies also to their political sub-
divisions. Any income collected by for-
eign governments from investments in
the United States in stocks, bonds, or
other domestic securities, which are not
actually owned by but are loaned to such
foreign governments, Is subject to tax.

All employees of a foreign government
(including consular or other officers, or
nondiplomatic representatives) who are
not citizens of the United States are ex-
empt from Federal income tax with re-
spect to wages, fees, or salaries received
by them as compensation for official
services rendered to such foreign govern-
ment, provided (1) the services are of a
character similar to those performed by
employees of the Government of the
United States in such foreign country
and (2) the foreign government whose
employees are claiming exemption grants
an equivalent exemption to employees of
the Government of the United States
performing similar services in such for-
eign country. Section 116 (h) (2) pro-
vides that the Secretary of State shall
certify to the Secretary of the Treasury
the names of the foreign countries which
grant an equivalent exemption to the
employees of the Government of the
United States performing services In such

foreign countries, and the character of
the services performed by employees of
the Government of the United States in
foreign countries. The income received
by employees of foreign governments
from sources other than their salaries,
fees, or wages, referred to above, is sub-
ject to Federal income tax. The com-
pensation of citizens of the United States
who are officers or employees of a foreign
government is not exempt from income
tax. (But see section 116 (a).) Subject
to the same conditions, wages, fees, or
salaries of an employee of the Common-
wealth of the Philippines received as
compensation for official services ren-
dered to such commonwealth are exempt
from Federal Income tax subject to the
same kind of certification by the Secre-
tary of State to the Secretary of the
Treasury. Such latter exemption does
not apply to a citizen of the United States
unless he Is also a citizen of the Common-
wealth of the Philippines. (See section
251.) Under the provisions of the tax
convention between the United States
and France, and without regard to any
other provision of this section, compen-
sation paid by France to French citizens
for labor or personal services performed
in the United States Is exempt from Fed-
eral Income tax. (See H§ 7.400 to 7.409,
Inclusive.) Similarly, under the provi-
sions of the tax convention between the
United States and Sweden, wages, sala-
ries, and similar compensation and pen-
sions paid by Sweden or by any political
subdivision or territory or posseession
thereof to individuals (other than citi-
zens of the United States) residing in the
United States are also exempt from Fed-
eral income tax. (See H4 7.200 to 7.218,
inclusive.) Similarly, under the tax
convention between the United States
and Canada (effective January 1, 1941),
wages, salaries, and similar compensa-
tion paid by Canada or by any agency or
instrumentality thereof or by any of the
political subdivisions or territories or
possessions of Canada to citizens of Can-
ada residing in the United States are also
exempt from Federal income tax. (See
§H 7.10 to 7.17, inclusive.)

(b) International organizations and
their employees. (1) Subject to the pro-
visions of section 1 of the International
Organizations Immunities Act (the pro-
visions of which section are hereinafter
set forth), the income of an international
organization (as defined in section 3797
(a) (18)) received from investments in
the United States in stocks, bonds, or
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other domestic securities, owned by such
international organization, or from in-
terest on deposits in banks in the United
States of moneys belonging to such in-
ternational organization, or from any
other source within the United States, is
exempt from Federal income tax. An
organization designated by the Presi-
dent through appropriate Executive
order as entitled to enjoy the privileges,
exemptions, and immunities provided in
the International Organizations Immu-
nities Act may enjoy the benefits of the
exemption with respect to income of the
prescribed character received by such
organization prior to the date of the
issuance of such Executive order, if (1)
the Executive order does not provide
otherwise and (2) the organization is a
public international organization in
which the United States participates,
pursuant to a treaty or under the au-
thority of an act of Congress authorizing
such participation or making an appro-
priation for such participation, at the
time such income is received. The ex-
emption is effective only with respect to
taxable years beginning after December
31, 1943.

(2) Subject to the provisions of sections
1, 8, and 9 of the International Organi-
zations Immunities Act, wages, fees, or
salary of any officer or employee of an
international organization (as defined in
section 3797 (a) (18)) received as com-
pensation for official services to such in-
ternational organizations is exempt from
Federal income tax, if such officer or em-
ployee (1) is not a citizen of the United
States or (2) is a citizen of the Common-
wealth of the Philippines (whether or
not a citizen of the United States). An
individual of the prescribed class who
receives wages, fees, or salary as com-
pensation for official services to an or-
ganization designated by the President
through appropriate Executive order as
entitled to enjoy the privileges, exemp-
tions, and immunities provided in the
International Organizations Immunities
Act and who has been duly notified to
and accepted by the Secretary of State
as an officer or employee of such organi-
zation, or who has been designated by
the Secretary of State, prior to formal
notification and acceptance, as a pros-
pective officer or employee of such or-
ganization, may enjoy the benefits of the
exemption with respect to compensation
of the prescribed character earned by
such individual either prior to the date
of the issuance of such Executive order,

or prior to the date of such acceptance
or designation by the Secretary of State,
for official services to such organization,
if (I) the Executive order does not pro-
vide otherwise, (ii) the organization is a
public international organization in
which the United States participated
pursuant to a treaty or under the au-
thority of an act of Congress authoriz-
ing such participation or making an ap-
propriation for such participation, at the
time such compensation is earned, and
(3) the individual is an officer or em-
ployee of such organization at such time.
The compensation of citizens of the
United States (other than citizens of the
Commonwealth of the Philippines who
are officers or employees of an interna-
tional organization Is not exempt from
Income tax. (But see section 116 (a).)
The exemption with respect to wages,
fees, or salary, referred to above, is ef-
fective only with respect to taxable years
beginning after December 31, 1943.

(3) Sections 1, 8, and 9 of the Interna-
tional Organizations Immunities Act pro-
vide as follows:

SEcTioN 1. For the purposes of this title
fInternational Organizations Immunities
Act], the term "international organization"
means a public international organization in
which the United States participates pur-
suant to any treaty or under the authority of
any Act of Congress authorizing such partic-.
Ipation or making an appropriation for such
participation, and which shall have been
designated by the President through appro-
priate Executive order as being entitled to
enjoy the privileges, exemptions, and immu-
nities herein provided. The President shall
be authorized, in the light of the functions
performed by any such international organi-
zation, by appropriate Executive order to
withhold or withdraw from any such organ-
ization or its officers or employees any of the
privileges, exemptions, and immunities prc-
vided for in this title (including the amend-
ments made by this title) or to condition or
limit the enjoyment by any such organization
or its officers or employees of any such privi-
lege, exemption, 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 organi-
zation under this section, whereupon the
international organization in question shall
cease to be classed as an international organ-
ization for the purposes of this title.

SEc. 8. (a) No person shall be entitled to
the benefits of this title [International Organ-
izations Immunities Act] unless he (1) shall
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have been duly notified to and accepted by
the Secretary of State as a * 0 0 officer,
or employee; or (2) shall have been designated
by the Secretary of State, prior to formal
notification and acceptance, as a prospective
• * officer, or employee; * * *.

(b) Should the Secretary of State deter-
mine 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 * * 0 international or-
ganization concerned 0 0 * , 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 receiving
diplomatic status or as receiving any of the
privileges incident thereto other than such
as are specifically set forth herein.

Szc. 9. The privileges, exemptions, and im-
munities of international organizations and
of their officers and employees * * 0,
provided for in this title (International Or-
ganizations Immunities Act), shall be
granted notwithstanding the fact that the
similar privileges, exemptions, and immuni-
ties granted to a foreign government, its
officers, or employees, may be conditioned
upon the existence of reciprocity by that
foreign government: Provided, That nothing
contained in this title shall be construed as
precluding the Secretary of State from with-
drawing the privileges, exemptions, and im-
munities herein provided from persons who
are nationals of any foreign country on the
ground that such country Is failing to ac-
cord corresponding privileges, exemptions,
and immunities to citizens of the United
States.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5326, 9 F. R. 367, D. T. 5522, 11 F. R. 6754]

§ 29.116-3 Bridges to be acquired by
State or political subdivisions. (a) Any
State or political subdivision thereof
claiming a refund under the provisions
of section 116 (e) of an amount equal
to all or a portion 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 collector of
internal revenue for the district in which
the tax was paid, which claim shall be
executed on behalf of such State or po-
litical subdivision thereof by the treas-
urer 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 political
subdivision which he assumes to rep-
resent 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, or-
dinances, or similar enactments con-
sidered by the claimant sufficient to es-
tablish Its authority to receive the re-
fund and so to apply it, together with a
statement that such fiscal officer will
receive and immediately so apply the
entire amount of the refund; and

(4) An affidavit made by or on be-
half of the taxpayer, which affidavit
shall state that the taxpayer thereby
Joins with and concurs in the request
of the State or political subdivision
thereof that a refund of an amount
equal to all or a portion of the tax pre-
viously 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 po-
litical subdivision to which it is paid
and Immediately to apply the entire
amount of such refund in part payment
for the acquisition 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 repay to the United States
upon its demand the entire amount of the
refund with interest at 6 percent per an-
num from the date the refund Is made
without seeking or claiming the benefit
of any statute of limitations which prior
thereto may have run against the United
States.

(b) No refund shall be made of any
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
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a State or States are entitled to acquire
the bridge, the claim for refund in re-
spect of each separate taxable year or
period must be made jointly by the States
or political subdivisions thereof so en-
titled. The amount refunded under
section 116 (e) and this section is not
considered an overpayment within the
meaning of section 3771 relating to in-
terest on overpayments, and no interest
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 section
116 (e) will be drawn in the name of the
fiscal officer or officers having authority,
as established under paragraph (a) (3)
of this section, to receive the same, and
will contain an express provision that
it is issued for the sole purpose and sub-
ject to the conditions prescribed in sec-
tion 116 (e) and this section.

§ 29.116-4 Exclusion of certain cost-
of-living allowances. (a) For taxable
years beginning after December 31, 1942,
certain cost-of-living allowances and
post allowances of Government civilian
personnel stationed outside continental
United States are, by the provisions of
section 116 (j), excluded from gross in-
come. Cost-of-living allowances and
post allowances, excluded from gross
income pursuant to the provisions of
section 116 (j), shall be considered as
retaining their characteristics under the
subsection notwithstanding any possible
combination thereof with any other al-
lowance, 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" in-
cludes only the States of the Union and
the District of Columbia.
[T. D. 5367, 9 F. R. 49761

§ 29.116-5 Exclusion of certain allow-
ances of Foreign Service personnel.
Amounts received on or after November
13, 1946, by personnel of the Foreign
Service of the United States as allow-
ances or otherwise under the terms of
title IX of the Foreign Service Act of
1946 (60 Stat. 999) are, by the provisions
of section 116 (k), excluded from gross
income.
[T. D. 5555, 12 F. R. 2050, 2288]

§ 29.117-1 Meaning of terms. (a)
The term "capital assets" includes all
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classes of property not specifically ex-
cluded by section 117 (a) (1). In deter-
mining whether property is a "capital
asset," the period for which held is im-
material.

(b) The exclusion from the term "cap-
ital assets" of property used in the trade
or business of a taxpayer of a character
which Is subject to the allowance for de-
preciation provided in section 23 (l) and
of real property used in the trade or busi-
ness 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 conversion.
Gains and losses from the sale or ex-
change of such property are not subject
to the percentage provisions of section
117 (b) and losses from such transac-
tions are not subject to the limitations on
losses provided in section 117 (d), except
that under section 117 (j) the gains and
losses from the sale or exchange of such
property held for more than six months
may be treated as gains and losses from
the sale or exchange of capital assets,
and may thus be subject to such limita-
tions. See § 29.117-7. 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 as-
sets" even though depreciation may have
been allowed with respect to such prop-
erty under section 23 (l) prior to its
amendment by 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 sub-
ject to the limitations of section 117 (b),
(c), and (d). The term "ordinary net
income" as used In these regulations for
the purpose of section 117 means net In-
come exclusive of gains and losses from
the sale or exchange of capital assets.

(c) Obligations 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,
issued on or after March 1, 1941, on a
discount basis and payable without In-
terest at a fixed maturity date not ex-
ceeding one year from the date of Issue,
are excluded from the term "capital as-
sets." An obligation may be issued on
a discount basis even though the price
paid exceeds the face amount. Thus, al-
though the Second Liberty Bond Act pro-
vides that United States Treasury bills
shall be issued on a discount basis, the
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issuing price paid for a particular bill
may, by reason of competitive bidding,
actually exceed the fact amount of the
bill. Since the obligations of the type de-
scribed in this paragraph are excluded
from the term "capital assets," gains or
losses from the sale or exchange of such
obligations are not subject to the percent-
age provisions of section 117 (b) and
losses from such transactions are not sub-
ject to the limitation on losses provided In
section 117 (d). It is, therefore, not
necessary for a taxpayer, other than a
life insurance company subject to taxa-
tion only on interest, dividends, and
rents, to segregate the original discount
accrued (see § 29.42-7) and the gain or
loss realized upon the sale or other dis-
position of any such obligation.

Example (1). A (not a life insurance
company) 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
company) for $99,999.50. The entire net
gain to A of $1.50 may be taken into ac-
count 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 ac-
count 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 in-
come without allocating $1 to interest and
$0.50 to gain.

(d) Section 117 (a) (2) to (9), inclu-
sive, defines "short-term capital gain,"
"short-term capital loss," "long-term
capital gain," "long-term capital loss,"
"net short-term capital gain," "net
short-term capital loss," "net long-term
capital gain," and "net long-term capital
loss." These terms are used in the sub-
sequent subsections of section 117.

(c) The phrase "short-term" applies
to the category of gains and losses aris-
ing from the sale or exchange of capital
assets 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

819592-49-29

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 "net 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 capi-
tal losses). The percentage brackets
of section 117 (b) have no application to
corporations, corporate gains and losses
being taken into account to the full ex-
tent, without regard to the length of
time the capital assets are held (though
because of the limitation in section 117
(d) such losses may not be deductible
in full).

(h) Section 117 (a) (10) defines "net
capital gain." In the case of a corpora-
tion 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 taxpayer 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 income (com-
puted without regard to gains and losses
from sales or exchanges of capital as-
sets) of the taxpayer or $1,000, which-
ever is smaller, over (2) the losses from
such sales or exchanges, which losses in-
clude amounts brought forward under
section 117 (e).

(I) For taxable years beginning after
December 31, 1948, in the case of a tax-
payer 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."
In the determination of adjusted gross
income (prior to the determination of"net capital gain") there shall be taken
into account the same percentages of
the gain or loss as are taken into account
in computing net income. For applica-
tion of the term "net capital gain," in
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computing the capital loss carry-over
under section 117 (e), see § 29.117-2 (c).

(j) Section 117 (a) (11) defines "net
capital loss" to mean the excess of the
losses from sales or exchanges of capital
assets over the sum allowed under sec-
tion 117 (d). However, amounts which
are short-term capital losses under sec-
tion 117 (e) (1) are excluded in deter-
mining such "net capital loss."

(k) 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 (j) and § 29.117-7 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 cap-
ital assets.
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5425, 10 F. R. 17]

§ 29.117-2 Percentage of capital gain
or loss taken into account; net loss
carry-over-(a) General. In computing
the net income of a taxpayer, other than
a corporation, the amount of the gain or
loss, computed under section 111 and rec-
ognized under section 112, upon the sale
or exchange of a capital asset shall be
taken into account only to the extent pro-
vided in section 117 (b). The percentage
of the gain or loss to be taken into ac-
count ranges from 100 percent to 50 per-
cent, depending upon the period for
which the asset was held. For instance,
if unimproved real estate purchased by
an Individual for $20,000 is a capital asset
and is sold by him for $25,000 after hav-
ing been held for more than six months,
only 50 percent of the recognized gain
($5,000), or $2,500, shall be taken into
account in computing net income; or
if such property is sold for $14,000, only
50 percent of the recognized loss ($6,000),
or $3,000, shall be so taken into account.

(b) Limitation on capital losses. Sec-
tion 117 (d) (1) provides that, in the case
of a corporation, losses from sales or ex-
changes of capital assets shall be allowed
as deductions only to the extent of the
gains from such sales or exchanges, and

section 117 (d) (2) provides that, in the
case of a taxpayer other than a corpora-
tion, losses from sales or exchanges of
capital assets shall be allowed as a de-
duction 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 taxpayer, having an
ordinary net income of $5,000 has a net
long-term capital loss of $4,000, of which
$2,000 (50% of $4,000) is taken into ac-
count, the net loss of $2,000 is allowable
only to the extent of $1,000, the remain-
ing $1,000 being an unallowable deduc-
tion. If the taxpayer's ordinary net in-
come, computed without capital gains
and losses, had been $400 instead of
$5,000, only $400 of the net loss of $2,000
would have been allowed, giving the tax-
payer no taxable income and an unal-
lowable capital loss of $1,600. (For dis-
position of the unallowable capital loss,
see paragraph (c) of this section.) How-
ever, in the case of banks, as defined in
section 104, the limitation under section
117 (d) (1) Is modified by section 117 (i)
so that the excess of any 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 government or political subdivision
thereof) with interest coupons or in reg-
istered form, over gains of the taxable
istered form, over gains of the taxable
be deductible in full as an ordinary loss.
be deductible in full as an ordinary loss.
In case the tax is computed under Sup-
for taxable years beginning after Decem-
ber 31, 1943, be read as "adjusted gross
income."

(c) Net capital loss carry-over. Any
taxpayer sustaining a net capital loss
may, under section 117 (e) (1), carry
over such loss to each of the five suc-
ceeding taxable years and treat it in each
such five succeedfng 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 inter-
vening 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 suc-
ceeding 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 com-
puting a new net capital loss of a taxable
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year which can be carried forward to the
next five succeeding taxable years.

The practical operation of the provi-
sions of section 117 (e) (1) may be illus-
trated by the following example:

f Internal Revenue § 29.117-3

Example. For the taxable years 1942 to
1946, inclusive, a taxpayer is assumed to have
a net short-term capital loss, net short-term
capital gain, net long-term capital loss, net
long-term capital/ gain, and net income as
follows:

1942 1943 1944 1945 1946

Carry-over from prior years:
From 1942 -------------------.-------------------------- ---------- ($50,000) ($29,500) ($29,500)
From 1944 ........................................................... (19,500) ($13,000)

Net short-term loss (computed without regard to the carry-
overs) ------------------------------------------------------ ($30,000) (5,000) (10,000)

Net short-term gain (computed without regard to the carry-
overs) ---- -------------------------------------------------------- 40, 00.

Net long-term loss ---------------- ------------------ -(20, 500)---------- (10, 00) (5, 000)
Net long-term gain --------------------------------- ---------- 21,000.......................
Net capital gain (computed without regard to the carry-overs) ------------ 20, 500 ---------- 36,000 ----------
Net income (computed without regard to capital gains or losses)- 500 500 500 1,000-
Net capital loss ----------------------------------------------- (50,000) None (19, 500) None

Net Capital Loss of 1942

The net capital loss is $50,000. This figure,
computed in accordance with section 117 (b),
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
(2) net income of $500. This amount may
be carried forward In full to 1943. However,
in 1943 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 al-
lowed in part. The remaining portion-
$29,500-may be carried forward to 1944 and
1945 since there was no net capital gain in
1944. In 1945 this $29,500 shall be allowed
in full against net capital gain of $36,000, as
defined by section 117 (a) (10) (B) and lim-
ited by section 117 (e) (1).

Net Capital Loss of 1944

The net capital loss is $19,500. This figure,
computed In accordance with section 117 (b),
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
(2) net income of $500. This amount may be
carried forward In full to 1945. However, in
1945 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 carried forward to 1946.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 171

§ 29.117-3 Alternative tax in case of
net long-term capital gain or 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 alterna-
tive tax in lieu of the tax imposed by
sections 11 and 12, if and only if such
alternative tax is less than the tax im-
posed by sections 11 and 12. For any
such taxable year this alternative tax is

the sum of (1) a partial tax, computed
at the rates provided by sections 11 and
12, 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 (2) 50 percent of such
excess.

(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, 14, 15, 204,
207 (a) (1) or (3), and 500, if and only
if such alternative tax is less than the
tax imposed by such sections. For any
such taxable year this alternative tax is
the sum of (1) a partial tax computed
at the rates provided by sections 13, 14,
15, 204, 207 (a) (1) or (3), and 500 on the
net income of the taxpayer, excluding
therefrom for this purpose the amount
of such excess of the net long-term cap-
ital gain over the net short-term capital
loss, plus (2) 25 percent of such excess.

(c) The following example will illus-
trate the practical operation of the pro-
visions of this section in the case of a
taxpayer other than a corporation:

Example. Suppose that A, an individual,
has for the calendar year 1942 an ordinary
net income of $100,000, none of which con-
sists of interest on the obligations of the
United States or its instrumentalities. He
is entitled to a personal exemption of $1,200
and to no credit for dependents, and his
earned net Income Is $3,000. He realizes in
that year a gain of $100,000 on a capital asset
held for 19 months and sustained a loss of
$20,000 on a capital asset held for 5 months.
Since the alternative tax is less than the
tax otherwise computed under sections 11
and 12, the correct tax is the alternative tax,
that is, $79,126. The tax Is computed as
follows:
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Tax Under Sections 11 and 12

Ordinary net income ---------- $100,000.00
Net long-term capi-

tal gain: (50 per-
cent of $100,000) - $50, 000.00

Net short-term capi-
tal loss: (100 per-
cent of $20,000)__ 20, 000.00

Excess of the net long-term cap-
ital gain over the net short-
term capital loss ---------- 30, 000.00

Total net income ----------- 130, 000.00
Less:

Credit for personal exemption- 1,200.00

Surtax net income ---------- 128, 800.00
Less earned income credit (10

percent of $3,000) --------- 300.00

Income subject to normal tax- 128, 500.00

Normal tax (6 percent of
$128,500) ------------------ 7,710.00

Surtax on $128,800 ------------ 81,892.00

Total tax ------------------- 89,602.00

Alternative Tax Under Section 117 (c) (2)

Net Income ----------------- $130, 000.00
Less:

Excess of the net long-term
capital gain over the net
short-term capital loss ---- 30,000.00

Ordinary net income --------- 100, 000. 00
Less credit for personal exemp-

tion ------------------------ 1,200.00

Surtax net income ---------- 9 8, 800.00
Less earned income credit (10

percent of $3,000) ------------ 300.00

Income subject to normal tax. 98, 500. 00
Normal tax (6 percent. of $98,-

500) ------------------------ 5,910.00
Surtax on $98,800 ------------- 58, 216.00

Partial tax under sections 11
and 12 on $100,000 ---------- 64, 126.00

Plus 50 percent of $30,000 ------ 15,000.00

Total alternative tax -------- 79, 126.00

§ 29.117-4 Determination of period
for which 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 consid-
ered 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 reorganization received
pursuant to a plan of reorganization in

exchange solely for stock or securities in
another corporation a party to the re-
organization, 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 taxpayer 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 se-
curities the acquisition of which resulted
in the nondeductibility (under section
118 of the Internal Revenue Code or
under section 118 of the Revenue Act of
1928, 1932, 1934, 1936, or 1938) of the
loss from the sale or other disposition of
substantially identical stock or securities,
the period for which the stock or se-
curities the loss from the sale or other
disposition of which was not deductible
were held must be included in the period
for which the stock or securities acquired
were held by the taxpayer. If property
acquired as the result of a compulsory
or involuntary conversion of other prop-
erty of the taxpayer has under section
113 (a) (9) the same basis in whole or
in part In the 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 taxpayer
has held stock, or stock subscription
rights, issued to him as a dividend shall
be determined as though the stock div-
idend, or stock right, as the case may be,
were the stock in respect of which the
dividend was issued if the basis for de-
termining gain or loss upon the sale or
other disposition of such stock dividend
or stock right is fixed by the apportion-
ment of the basis of such old stock.

(c) The period for which the taxpayer
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 recognized
in connection with the distribution of
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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 therein
where there is an expression of assent
to the terms of such rights made by the
taxpayer in the manner requested or au-
thorized by the corporation.

§ 29.117-5 Application of section 117
in the case o1 husband and urife-(a)
Taxable year beginning in 1942. If a
husband and wife making a joint return
for the first taxable year beginning in
1942, did not make a joint return for the
preceding taxable year, the individual
net short-term capital loss of each spouse
for the preceding taxable year (in an
amount not in excess of the individual
net income of such spouse for such year)
shall be totaled and such total shall be
a short-term capital loss for such first
taxable year beginning in 1942, to the ex-
tent of the excess of short-term capital
gains over short-term capital losses for
such year. If, however, a joint return
was made for such preceding taxable
year, a net short-term capital loss as
shown by such joint return (in an
amount not in excess of the aggregate
net income for such year as shown by
such return) shall be a short-term capi-
tal loss for the first taxable year begin-
ning in 1942, to the extent of the excess
of short-term capital gains over the
short-term capital losses for such year.
If a husband and wife making separate
returns for the first taxable year begin-
ning in 1942, made a joint return for the
preceding taxable year, a net short-term
capital loss shown by such joint return
shall be allocated to the spouses on the
basis of their individual net -short-term
capital losses for such preceding taxable
year, and the net short-term capital loss
allocated to each spouse (in an amount
not in excess of the portion of the ag-
gregate net income shown by such joint
return attributable to such spouse) shall
be treated as a short-term capital loss
of such spouse for the first taxable year
beginning in 1942 to the extent of the
excess of short-term capital gains over
short-term capital losses of such spouse
for such year.

(b) Taxable years beginning after De-
cember 31, 1942. (1) In the case of a
husband and wife making a joint re-
turn, the limitation under section 117
(d) (2), relating to the allowance of

losses from sales or exchanges of capi-
tal assets, is to be computed and the net
capital loss determined with respect to
the combined capital gains and losses of
the spouses.

(2) If a husband and wife making a
joint return for any taxable year be-
ginning after December 31, 1942, did not
make a Joint return for the preceding
taxable years (not exceeding five taxable
years and beginning after December 31,
1941), the individual net capital loss of
each spouse for each of such preceding
taxable years shall be a short-term capi-
tal loss for the taxable year to the extent
provided by section 117 (e) (1). If, how-
ever, a joint return was made for each of
the preceding taxable years (not exceed-
ing five taxable years and beginning
after December 31, 1941), a net capital
loss as shown by each Joint return shall
be a short-term capital loss for the tax-
able year to the extent provided by sec-
tion 117 (e) (1). If a husband and wife
making separate returns for any taxable
year beginning after December 31, 1942,
made a Joint return for each of the
preceding taxable years (not exceeding
five taxable years and beginning after
December 31, 1941), 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 preceding 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 provided by section 117
(e) (1).

(3) The alternative taxes computed
under section 117 (c) (2) are in lieu of
taxes imposed by sections 11 and 12 and
must be compared with the tax imposed
by such sections to determine which tax
is applicable. In computing the alter-
native taxes under section 117 (c) (2),
in the case of a joint return, the determi-
nation of the excess of the net long-
term capital gains over the net short-
term capital losses is to be made by com-
bining the long-term capital gains and
losses and the short-term capital gains
and losses of the spouses.

§ 29.117-6 Gains and losses from
short sales. For Income tax purposes,
a short sale is not deemed to be consum-
mated until delivery of property to cover
the short sale, and the percentage of the
recognized gain or loss to be taken into
account under section 117 (b) from a
short sale shall be computed according
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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, 100 percent of the
recognized gain or loss would be taken
into account under section 117 (b), 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.

§ 29.117-7 Gains and losses from in-
voluntary conversions and from the sale
or exchange of certain property used in
the trade or business. (a) Section 117
(j) provides that the recognized gains
and losses:

(1) From the sale, exchange, or invol-
untary conversion of property used in
the trade or business of the taxpayer
at the time of the sale, exchange, or in-
voluntary conversion, held for more than
six months, which is:

(I) Of a character subject to the al-
lowance for depreciation provided in sec-
tion 23 (1), or

(1) Real property,

Provided, That such property is not of
a kind which would properly be includi-
ble in the inventory of the taxpayer if
on hand at the close of the taxable year,
or is not held by the taxpayer primarily
for sale to customers in the ordinary
course of trade or business, and

(2) From the involuntary conversion
of capital assets held for more than six
months, and

(3) From timber held for more than
six months which is considered to have
been sold under the provisions of sec-
tion 117 (k) (2), and with respect to
taxable years beginning after Decem-
ber 31, 1943, from timber owned or held
under a contract right to cut for more
than six months prior to the beginning
of the taxable year which is considered
to have been sold or exchanged under
the provisions of section 117 (k) (1), re-
gardless of whether such timber would
be properly includible in the inventory
of the taxpayer if on hand at the close

Page 440

of the taxable year or whether such tim-
ber was held by the taxpayer primarily
for sale to customers in the ordinary
course of his trade or business,

shall be treated as gains and losses from
the sale or exchange of capital assets
held for more than six months if the
aggregate of such gains exceeds the ag-
gregate of such losses. If the aggregate
of such gains does not exceed the ag-
gregate of such losses, such gains and
losses shall not be treated as gains
and losses from the sale or exchange of
capital assets.

(b) In determining whether such gains
exceed such losses for the purposes of sec-
tion 117 (j), losses upon the destruction
in whole or in part, theft or seizure,
requisition or condemnation of the prop-
erty described in section 117 (j) are in-
cluded whether or not there was a con-
version of such property into money or
other property. For example, if a cap-
ital asset held for more than six months,
with an adjusted basis of $400, is stolen,
and the loss from this theft is not com-
pensated for by insurance or otherwise,
the $400 loss is included in the compu-
tations under section 117 (j) to deter-
mine whether gains exceed losses. Fur-
thermore, in making this computation,
the gains and losses described in section
117 (j) are taken into account without
regard to the percentage provisions of
section 117 (b), that is, 100 percent of
such gains and losses Is taken into ac-
count. For example, if a taxpayer sus-
tains a loss of $400 upon the sale under
threat of condemnation of a capital as-
set, held for more than six months, such
loss Is taken into account for the pur-
poses of section 117 (j) to the extent of
$400, even though only $200 would be
taken into account under section 117 (b)
In computing net income. Similarly, the
provisions of section 117 (d) limiting the
deduction of capital losses are not ap-
plicable to exclude any losses from the
computations under section 117 (j).
With these exceptions as to sections 117
(b) and 117 (d), gains and losses are in-
cluded in the computations under sec-
tion 117 (j) only to the extent that they
are taken into account in computing net
income. Thus, losses which are not de-
ductible items under section 24 or sec-
tion 118 are not included in the compu-
tations under section 117 (). Similarly,
if a taxpayer reports on the Installment
basis under section 44 the gain on the
sale of property described in section 117
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(j), only the portion of the gain reported
under section 44 in computing net In-
come for the taxable year is included In
the computations for such taxable year
under section 117 (j). Any gains and
losses which are not recognized under
section 112 are not included in the com-
putations under section 117 (j). Thus,
if property is involuntarily converted
into similar property, so that the gain
on such conversion is not recognized un-
der the provisions of section 112 f), such
gain is 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
limitations of section 117 (b), (c),
and (d), relating to the percentage
taken into account, the alternative tax
In the case of capital gains and losses,
and the extent to which capital losses
are allowed. If it is determined un-
der the above computations that the
gains do not exceed the losses, none
of such gains and losses are treated as
gains and losses from the sale or ex-
change of capital assets. Such gains and
losses are then not subject to the per-
centage limitations of section 117 (b),
and such losses are not subject to the
limitations provided In section 117 d).
For example, if the taxpayer during the
taxable year has losses of $1,000 on the
sale of certain depreciable machinery
used in his trade or business, held for
more than six months, and a gain of $400
on the sale under threat of condemna-
tion of a capital asset held for more than
six months, such losses exceed such gain,
and such losses and gain are not treated
as losses and gain from the sale or ex-
change of capital assets. The gain on
the sale of the capital asset would there-
fore be taken into account in full, instead
of to the extent of 50 percent as provided
in section 117 (b).

(d) Section 117 (j) does not apply to
gains and losses on the sale, exchange, or
involuntary conversion of any property
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 customers In the ordinary course of his
trade or business, but not including as
such property timber which Is consid-

ered to have been sold or exchanged as
provided in section 117 (k) (1) or which
has been sold as provided in section 117
(k) (2). The involuntary conversion of
property described in section 117 (j) is
the conversion of such property into
money 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.

(e) The following examples will illus-
trate the operation of the provisions of
section 117 () :

Example (1). A, an individual, makes his
income tax return on the calendar year basis.
A's recognized gains and losses for 1942 of
the kind described in section 117 (j), com-
puted without regard to the limitations in
section 117 (b), are as follows:

Gains Losses
1. Gain on sale of machinery,

used In the business and
subject to an allowance
for depreciation, held for
more than six months --- $4, 000

2. Gain reported In 1942
(under section 44) on in-
stallment sale in 1941 of
factory premises used in
the business (including
building and land, each
held for more than six
months) ----------------- 6,000

3. Gain reported in 1942
(under section 44) on in-
stallment sale in 1942 of
land held for more than
six months, used in the
business as a storage lot
for trucks ---------------- 2,000

4. Gain on proceeds from
requisition by Govern-
ment of boat, held for more
than six months, used in
the business aid subject to
an allowance for depre-
ciation ------------------ 500

5. Loss upon the destruction
by fire of warehouse, held
for more than six months
and used in the business
(excess of adjusted basis
of warehouse over com-
pensation by insurance,
etc.) ..................

6. Loss upon theft of unreg-
istered bearer bonds, held
for more than six months--

7. Loss in storm of pleasure
yacht, purchased in 1940
for $1,800 and having a fair
market value of $1,000 at
the time of the storm -----

8. Total gains -------------- 12,500
9. Total losses .....
10. Excess of gains over losses 3, 500

$3,000

5,000

1,000

9,000
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Since the aggregate of the respective rec-
ognized gains ($12,500) exceeds the aggre-
gate of such losses ($9,000), such gains and
losses are treated under section 117 (J) as
gains and losses from the sale or exchange
of capital assets held for more than six
months. Therefore, under the provisions of
section 117 (b), A will take into account
only 50 percent of the amounts of items
1 to 7. Such items are treated the same
as any other long-term gains and losses of
A, and will cause the inclusion of $1,750
(50 percent of item 10) in computing his net
long-term capital gain for the purposes of
the alternative tax provided by section 117
(c) (2).

Example (2). A's yacht, used for pleasure
and acquired for such use in 1935 at a cost
of $25,000, was requisitioned by the Gov-
ernment in 1942 for $15,000. A sustained no
deductible loss, and no loss with respect
to such requisition will be included in the
computations under section 117 (J).

Example (3). If in example (1) the tax-
payer were a corporation, then there would be
taken into account 100 percent of the gains
and losses in items 1 to 7, which are treated
for all purposes as gains and losses from the
sale or exchange of capital assets held for
more than six months. The percentage pro-
visions of section 117 (b) do not apply to
corporations. These items will cause the in-
clusion of $3,500 (item 10) in computing the
net long-term capital gain of the corporation
for the purposes of the alternative tax pro-
vided by section 117 (c) (1).

Example (4). If in example (1) A also had
a loss of $4,000 from the sale under threat of
condemnation of a capital asset held for more
than six months, then the gains ($12,500)
would not exceed the losses ($9,000 plus $4,-
000, or $13,000). Neither the loss on such
sale of a capital asset nor any of the other
items set forth in example (1) would then be
treated as gains and losses from the sale or
exchange of capital assets, but all of such
items would be treated as ordinary gains
and losses. Since all of such items are in-
cluded in full in computing net income, the
net effect of such items will be the inclusion
in computing net income of a loss of $500
(the excess of the $13,000 losses over the

$12,500 gains). This same result would be
obtained if A were a corporation. If the loss
on the sale of the capital asset under threat
of condemnation were $3,500, the gains and
losses would still be treated as ordinary gains
and losses and not as capital gains and losses,
since the gains ($12,500) would not exceed
the losses ($9,000 plus $3,500, or $12,500).
[Regs. 111, 8 F. R. 15002, as amended by T. D.

9136]

§ 29.117-8 Gain or loss upon the cut-
ting and disposal of timber-(a) Gain or
loss upon the cutting of timber-(1) Elec-
tion to consider cutting as a sale or
exchange. (i) With respect to a taxable
year beginning after December 31, 1943,
a taxpayer who has owned, or has held
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a contract right to cut, timber for a
period of more than six months prior to
the beginning of such 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 or
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 pro-
visions of section 117 (k) (1) and section
117 (J).

(ii) The election provided by section
117 (k) (1) need not be made with respect
to the first taxable year of the taxpayer
beginning after December 31, 1943, to
which the provisions of such section are
applicable. Such election may be made
for any taxable year beginning after De-
cember 31, 1943, to which the provisions
of section 117 (k) (1) are applicable.

(iii) The election made under the pro-
visions of section 117 (k) (1) shall be ap-
plicable with respect to all timber which
was owned by the taxpayer or which the
taxpayer had a contract right to cut, and
the cutting of timber, whether or not
actually sold or exchanged, shall be con-
sidered to be a sale or exchange, except
that timber which is not cut for sale or
for use in the taxpayer's trade or busi-
ness and timber which was held for a
period of not more than six months prior
to the beginning of the taxable year shall
not be considered to have been sold or
exchanged upon the cutting thereof. If
an election has been made under the
provisions of section 117 (k) (1), such
election shall be binding upon the tax-
payer 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
taxpayer 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 prior to the
beginning of a subsequent taxable year
and which was cut for sale or for use in
the taxpayer's trade or business, whether
such timber or contract right was ac-
quired prior or subsequent to the elec-
tion. If the taxpayer has revoked his
election, such revocation shall preclude
any further elections by the taxpayer
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under section 117 (k) (1), except with
the consent of the Commissioner.

(2) Computation of gain or loss. (i) If
the cutting of timber is considered as a
sale or exchange pursuant to an election
made under the provisions of section 117
(k) 1, gain or loss shall be recognized 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 the taxable year in which such timber
is cut. The adjusted basis for depletion
of such cut timber shall be based upon
the number of units of timber cut during
the taxable year which are considered to
be sold or exchanged and upon the de-
pletion unit of the timber in the timber
account or accounts pertaining to the
timber cut, and shall be computed in the
same manner as is provided in § 29.23
(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
determined, subject to approval or re-
vision by the Commissioner upon exami-
nation of the taxpayer's return, by the
taxpayer electing to apply the provi-
sions of section 117 (k) (1) in the light
of the most reliable and accurate infor-
mation available with reference to the
condition of the property as it existed
at that date, regardless of all subse-
quent changes, such as changes in sur-
rounding circumstances, 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 prin-
ciples involved in the determination of
the fair market value of timber as de-
scribed in § 29.23 (in) -25.

(iii) The fair market value as of the be-
ginning of the taxable year of the timber
cut during such year shall be considered
to be the cost of the timber which was
cut, in lieu of the actual cost or other
basis of such timber, for all purposes
for which such cost is a necessary fac-
tor. Thus if the products of the timber
cut during a taxable year were sold dur-
ing such year. the fair market value as
of the beginning of such taxable year of
the timber cut during the year shall be
used in computing the depletion unit

819592-49- 30

and the allowance for depletion as pro-
vided in § 29.23 (m)-21. This is also
the rule in case the products of the tim-
ber cut during one taxable year with re-
spect to which an election has been made
under section 117 (k) (1) are sold dur-
ing a subsequent taxable year, whether
or not the election provided in section
117 (k) (1) is applicable with respect
to such subsequent year. If the prod-
ucts 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 as of
the beginning of the year of the timber
cut during the year shall be used in lieu
of the actual cost of such timber in
computing the closing inventory for
such year and the opening inventory
for the succeeding year. With respect
to the costs applicable in the determina-
tion of the amount of such inventories
there shall be included the fair market
value of the timber cut, the costs of cut-
ting, logging, and all other expenses
Incident to the cost of converting the
standing timber into the products in
inventory. See § 29.22 (c)-3. The fact
that the fair market value as of the first
day of the taxable year in which the
timber is cut is deemed to be the cost of
such timber shall not preclude the tax-
payer from computing its inventories
upon the basis of cost or market, which-
ever is lower, if such Is the method used
by the taxpayer. Nor shall it preclude
the taxpayer from computing its inven-
tories under the elective method pro-
vided by section 22 (d) if such section is
applicable to, and has been elected by,
the taxpayer.

(iv) For any taxable year beginning
after December 31, 1943, 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 u6ed in the trade
or business for the purposes of sec-
tion 117 (j) along with other property
of the taxpayer used in the trade or busi-
ness as defined in section 117 (j) (1).
Whether the gain or loss considered 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 application of
section 117 (j) to the taxpayer for the
taxable year. See § 29.117-7.
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(v) In case the products of the timber
are sold after cutting, either in the form
of logs or lumber or in the form of a
manufactured product, the income from
such actual sale shall be considered ordi-
nary income. In determining the cost of
the products so sold, the cost of the tim-
ber shall be computed pursuant to the
provisions of section 117 (k) (1).

(b) Gain or loss upon the disposal of
timber under cutting contract. If a
taxpayer 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 considered 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 considered to be a gain or loss upon
the sale of such timber for such year.
If the taxpayer owned the timber for a
period of more than six months prior to
the date of such contract, for the pur-
poses of section 117 (j) such timber shall
be considered 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
taxpayer used in 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
capital asset held for more than six
months will depend upon the appli-
cation of section 117 () in the case of
the taxpayer.
[T. D. 5394, 9 F. R. 9137]

§ 29.118-1 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 dispo-
sition of stock or securities, if, within a
period beginning 30 days before the date
of such sale or disposition and ending
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 recognized by law),
or has entered into a contract or option
so to acquire, substantially indentical
stocks 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 dispo-
sition of stock or securities is made in the
ordinary course of its business as such
dealer. See § 29.22 (a)-8 as to stock or
securities sold from lots purchased at
different dates or at different prices
where the identity of the lots cannot be
determined and § 29.113 (a) (10)-1 for
the basis for determining gain or loss
from the subsequent sale or other dispo-
sition 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 resulted in the respective losses
were disposed, of (beginning with the
earliest disposition). If the order of dis-
position 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
in the order in which they were originally
acquired (beginning with the earliest
acquisition).

(c) Where the amount of stock or se-
curities acquired within the 61-day pe-
riod 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 deductible
shall be those with which the stock or
securities acquired are matched in ac-
cordance with the following rule:

The stock or securities acquired will be
matched in accordance with the order of
their acquisition (beginning with the
earliest acquisition) with an equal num-
ber of the shares of ttock or securities
sold or otherwise disposed of.

(d) Where the amount of stock or se-
curities acquired within the 61-day pe-
riod is not less than the amount of stock
or securities sold or otherwise disposed
of, then the particular shares of stock
or securities the acquisition of which re-
sulted in the nondeductibility of the loss
shall be those with which the stock or se-
curities disposed of are matched in ac-
cordance with the following rule:

The stock or securities sold or other-
wise disposed of will be matched with an
equal number of the shares of stock or
securities acquired in accordance with
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the order of acquisition (beginning with
the earliest acquisition) of the stock or
securities acquired.

(e) The acquisition of any share of
stock or any security which results in the
nondeductibility of a loss under the pro-
visions of this section shall be disre-
garded in determining the deductibility
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 by
law, and comprehends cases where the
taxpayer has entered into a contract or
option within the 61-day period to ac-
quire by purchase or by such an exchange.

Example (1). A, whose taxable year is the
calendar year, on December 1, 1941, purchased
100 shares of common stock in the M Com-
pany for $10,000 and on December 15, 1941,
purchased 100 additional shares for $9,000.
On January 2, 1942, he sold the 100 shares
purchased on December 1, 1941, for $9,000.
Because of the provisions of section 118 no
loss from the sale is allowable as a deduction.

Example (2). A, whose taxable year is the
calendar year, on September 21, 1941, pur-
chased 100 shares of the common stock of the
M Company for $5,000. On December 21,
1941, he purchased 50 shares of substantially
identical stock for $2,750, and on December
26, 1941, he purchased 25 additional shares
of such stock for $1,125. On January 2, 1942,
he sold for $4,000 the 100 shares purchased on
September 21, 1941. There is an Indicated
loss of $1,000 on the sale of the 100 shares.
Since within the 61-day period A purchased
75 shares of substantially Identical stock, the
loss on the sale of 75 of the shares ($3,750-
$3,000, or $750) is not allowable as a deduc-
tion because of the provisions of section 118.
The loss on the sale of the remainilrig 25
shares ($1,250-$1,000, or $250) is deductible
subject to the limitations provided in sections
24 (b) and 117. The basis of the 50 shares
purchased December 21, 1941, the acquisition
of which resulted in the nondeductibility of
the loss ($500) sustained on 50 of the 100
shares sold on January 2, 1942, is $2,500 (the
cost of 50 of the shares sold on January 2,
1942), plus $750 (the difference between the
purchase price of the 50 shares acquired on
December 21, 1941 ($2,750), and the selling
price of 50 of the shares sold on January 2,
1942 ($2,000)), or $3,250. Similarly the basis
of the 25 shares purchased on December 26,
1941, the acquisition of which resulted in the
nondeductibility of the loss ($250) sustained
on 25 of the shares sold on January 2, 1942,
is $1,250 plus $125, or $1,375. (See § 29.113
(a) (10)-i.)

Example (3). A, whose taxable year is the
calendar year, on September 15, 1940, pur-
chased 100 shares of the stock of the M
Company for $5,000. He sold these shares on
February 1, 1942, for $4,000. On each of the

four days from February 15, 1942, to Febru-
ary 18, 1942, he purchased 50 shares of sub-
stantially identical stock for $2,000. There
is an indicated loss of $1,000 from the sale of
the 100 shares on February 1, 1942, but, since
within the 61-day period A purchased not less
than 100 shares of substantially identical
stock, the loss is not deductible. The par-
ticular shares of stock the purchase of which
resulted in the nondeductibility of the loss
are the first 100 shares purchased within
such period, that is, the 50 shares purchased
on February 15, 1942, and the 50 shares pur-
chased on February 16, 1942. In determining
the period for which the 50 shares purchased
on February 15, 1942, and the 50 shares pur-
chased on February 16, 1942, were held, there
is to be included the period for which the
100 shares purchased on September 15, 1940,
and sold on February 1, 1942, were held.

§ 29.119-1 Income from sources
within the United States. Nonresident
alien individuals, foreign corporations,
and citizens of the United States or

'domestic corporations entitled to the
benefits of section 251 are taxable only
upon income from sources within the
United States. Citizens of the United
States and domestic corporations
entitled to the benefits of section 251 are,
however, taxable upon income received
within the United States, whether
derived from sources within or without
the United States. (See sections 212 (a),
231 (c), and 251.)

The Internal Revenue Code divides the
income of such taxpayers into three
classes:

(a) Income which Is derived in full
from sources within the United States;

(b) Income which is derived in full
from sources without the United States;
and

(c) Income which is derived partly
from sources within and partly from
sources without the United States.

The taxable income from sources
within the United States Includes that
derived in full from sources within the
United States and that portion of the
income which is derived partly from
sources within and partly from sources
without the United States which is allo-
cated or apportioned to sources within
the United States.

§ 29.119-2 Interest. (a) There shall
be Included in the gross income from
sources within the United States, of non-
resident alien individuals, foreign cor-
porations, and citizens of the United
States or domestic corporations which
are entitled to the benefits of section 251.
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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 deposits with
persons, including individuals, partner-
ships, or corporations, carrying on the
banking business, to persons (nonresi-
dent alien individuals, foreign corpora-
tions, and citizens of the United States
or domestic corporations entitled to the
benefits of section 251) not engaged in
business 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 resi-"
dent payor or domestic corporation has
been derived from sources within the
United States (as determined under the
provisions of section 119) for the 3-year
period ending with the close of the tax-
able 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 cen-
tral bank of issue from bankers' accept-
ances. A foreign central bank of issue
means a bank which is by law or govern-
ment sanction the principal authority
(other than the government itself) is-
suing Instruments intended to circulate
as currency. Such banks are generally
the custodians of the banking reserves
of their countries.

(b) Any taxpayer who excludes from
gross income from sources within the
United States income of the type speci-
fied In paragraphs (a), (b), or (c) of
this section shall file with his return a
statement setting forth the amount of
such Income and such information as
may be necessary to show that the in-
come is of the type specified in those
paragraphs.

(c) Interest received from the United
States by a foreign corporation or a
nonresident alien on a refund of Fed-
eral income taxes is taxable as income
from sources within the United States.

(d) As to the inclusion in gross in-
come 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 en-
titled to the benefits of section 251, see
§ 29.251-2.

§ 29.119-3 Dividends. Gross income
from sources within the United States
includes dividends, as defined by section
115:

(a) From a domestic corporation other
than one entitled to the benefits of sec-
tion 251, and other than a corporation
less than 20 percent of the gross income
of which is shown to the satisfaction of
the Commissioner to have been derived
from sources within the United States,
as determined under the provisions of
section 119, for the 3-year period ending
with the close of the taxable year of
such corporation preceding the declara-
tion of such dividends (or for such part
of such period as the corporation has
been in existence) ; or

(b) From a foreign corporation unless
the 50 percent of its gross income for the
3-year period ending with the close of
its taxable year preceding the declara-
tion of such dividends, or for such part
of such period as it has been in exist-
ence, was derived from sources within
the United States; but only in an amount
which bears the same ratio to such divi-
dends as the gross income of the corpo-
ration for such period derived from
sources within the United States bears
to its gross income from all sources.
However, for the purposes of section 131,
relating to credits for taxes of foreign
countries and possessions of the United
States, dividends from a foreign corpo-
ration shall be treated as income from
sources without the United States.

Dividends will be treated as income
from sources within the United States
(except for the purposes of section 131)
unless the taxpayer submits sufficient
data to establish" to the satisfaction of
the Commissioner that they should be
excluded from gross income under para-
graph (a) or (b) of this section. (See
also section 116 (f).)

§ 29.119-4 Compensation for labor or
personal services. Except as provided in
section 119 (a) (3), gross income from
sources within the United States includes
compensation for labor or personal serv-
ices performed within the United States
regardless of the residence of the payor,
of the place in which the contract for
service was made, or of the place of pay-
ment. If a specific amount is paid for
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labor or personal services performed in
the United States, such amount (if in-
come from sources within the United
States) shall be included in the gross in-
come. If no accurate allocation or seg-
regation of compensation for labor or
personal services performed In the
United States can be 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 included in the gross in-
come an amount which bears the same
relation to the total compensation as the
number of days of performance of the
labor or services within the United States
bears to the total number of days of per-
formance of labor or services for which
the payment is made. Except as pro-
vided in section 119 (a) (3), wages re-
ceived for services rendered inside the
territorial limits of the United States and
wages of an alien seaman earned on a
coastwise vessel are to be regarded as
from sources within the United States.

§ 29.119-5 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 roy-
alties for the use of or the privilege of
using In the United States, patents, copy-
rights, secret processes and formulas,
good will, trade-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.

§ 29.119-6 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 sec-
tion 117.

§ 29.119-7 Income from sources with-
out the United States. Gross income
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 de-
rived 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 com-
pensation for labor or personal services
performed partly within the United
States and partly without the United
States, see § 29.119-4) ;

(d) Rentals or royalties derived from
property without the United States or
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, good will, trade-
marks, trade brands, franchises, and
other like property (see § 29.119-5); and

(e) Gain derived from the sale of real
property located without the United
States (see sections 111 to 113).

§ 29.119-8 Sale of personal prop-
erty. Income derived from the purchase
and sale of personal property shall be
treated as derived entirely from the
country in which 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 shall be treated as derived
partly from sources within and partly
from sources without the United States.
A possession of the United States con-
stitutes 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
personal 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 within the United
States. (See § 29.119-12.)

§ 29.119-9 Deductions in general.
The deductions provided for in chapter 1
shall be allowed to nonresident alien in-
dividuals and foreign corporations en-
gaged in trade or business within the
United States, and to citizens of the
United States and domestic corporations
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entitled to the benefits of section 251,
only if and to the extent provided in sec-
tions 213, 215, 232, 233, and 251.

§ 29.119-10 Apportionment of deduc-
tions. From the items specified in
§§ 29.119-1 to 29.119-6, as being derived
specifically from sources within the
United States there shall, in the case of
nonresident alien individuals and for-
eign corporations engaged in trade or
business within the United States, be
deducted the expenses, losses, and other
deductions properly apportioned or al-
located 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 the
total gross Income.

Example: A nonresident alien individual
engaged in trade or business within the
United States whose taxable year is the cal-
endar year derived gross income from all
sources for 1942 of $180,000, including there-
in:

Interest on bonds of a domestic cor-
poration ----------------------- $9,000

Dividends on stock of a domestic
corporation -------------------- 4, 000

Royalty for the use of patents within
the United States -------------- 12,000

Gain from sale of real property lo-
cated within the United States ---- 11,000

Total --------------------------- 36,000

that is, one-fifth of the total gross income
was from sources within the United States.
The remainder of the gross income was from
sources without the United States, deter-
mined under § 29.119-7.

The expenses of the taxpayer for the year
amounted 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 property allo-
cated to income from sources without the
United States.

The remainder of the expenses, $30,000,
cannot be definitely allocated 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 comput-
Ing 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 amount-
Ing to $14,000 (representing $8,000 properly
apportioned to the income from sources with-
In 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.

§29.119-11 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 tim-
ber, located within the United States,
and from the sale by the producer 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 safisfaction of the
Commissioner that due to the peculiar
conditions of production and sale in a
specific case or for other reasons all of
such gross income should not be allo-
cated 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 § 29.119-12.

(c) Where items of gross income are
separately allocated to sources within the
United States, there shall be deducted
therefrom, in computing net income, the
expenses, losses, and other deductions
properly apportioned or allocated there-
to and a ratable part of other expenses,
losses, or other deductions which cannot
definitely be allocated to some item or
class of gross income.

§ 29.119-12 Income from the sale of
personal property derived from sources
partly within and partly without the
United States. Items of gross income
not allocated by § 29.119-1 to 29.119-8,
inclusive, or § 29.119-11, to sources within
or without the United States shall
(unless 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 de-
rived from the sale of personal property
may be divided into two classes: (1) In-
come derived from sources partly within
the United States and partly within a
foreign country, and (2) income derived
from sources partly within the United
States and partly within a possession of
the United States.
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(a) The portion of such income de-
rived from sources partly within the
United States and partly within a for-
eign country which is attributable to
sources within the United States shall be
determined according to the following
rules and cases:

(1) Gross income derived from the
sale of personal property produced (in
whole or in part) by the taxpayer with-
in 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 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 in subdivisions (l)-(iii) of this
subparagraph. As used in this subpara-
graph the word "produced" includes
created, fabricated, manufactured, ex-
tracted, processed, cured, or aged.

(I) Case I A. Where the manufacturer
or producer regularly sells part of his
output to wholly independent distribu-
tors or other selling concerns in such a
way as to establish fairly an independent
factory or production price-or shows to
the satisfaction of the Commissioner
that such an independent factory or
production price has been otherwise
established-unaffected by considera-
tions of tax liability, and the selling or
distributing branch or department of the
business is located in a different country
from that in which the factory is located
or the production carried on, the net
income attributable to sources within the
United States shall be computed by an
accounting which treats the products as
sold by the factory or productive depart-
ment of the business to the distributing
or selling department at the independent
factory price so established. In all
cases the basis of the accounting shall be
fully explained in a statement attached
to the return.

(ii) Case 2 A. Where an independent
factory or production price has not been
established as provided under Case 1 A,
the net income shall first be computed
by deducting from the gross income de-
rived from the sale of personal property
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, 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 income so determined,
one-half shall be apportioned in accord-
ance with the value of the taxpayer's
property within the United States and
within the foreign country, the portion
attributable to sources within the United
States being determined by multiplying
such one-half by a fraction the numera-
tor of which consists of the value of the
taxpayer's property within the United
States, and the denominator of which
consists of the value of the taxpayer's
property both within the United States
and within the foreign country. The
remaining one-half of such net income
shall be apporitioned in accordance with
the gross sales of the taxpayer within
the United States and within the for-
eign country, 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 taxpayer's gross sales for
the taxable year or period within the
United States, and the denominator 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 dur-
ing the taxable year which were princi-
pally secured, negotiated, or effected by
employees, agents, offices, or branches of
the taxpayer's business resident or lo-
cated in the United States. The term"gross sales" as used in this paragraph
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 pro-
duced (in whole or in part) by the tax-
payer 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 ap-
praised for purposes of inventory,
depreciation, depletion, or other pur-
poses of 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
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taxable year 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 mate-
rial changes during the taxable year or
period such average does not fairly rep-
resent the average for such year or pe-
riod, 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.

(iii) Case 3 A. Application for per-
mission to base the return upon the tax-
payer's books of account will be consid-
ered by the Commissioner in the case of
any taxpayer who, in good faith and un-
affected by considerations of tax liabil-
ity, regularly employs In his books of
account a detailed allocation of receipts
and expenditures which reflects more
clearly than the processes or formulas
herein prescribed, the income derived
from sources within the United States.

(b) The portion of such income de-
rived from sources partly within the
United States and partly within a pos-
session of the United States which is at-
tributable to sources within the United
States shall be determined according to
the following rules and cases:

(1) 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 produced
(in whole or in part) by the taxpayer
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
in subdivisions (i)-(iii) of this subpara-
graph. As used in this subparagraph
the word "produced" includes created,
fabricated, manufactured, extracted,
processed, cured, or aged.

(I) Case 1 B. Same as paragraph (a)
(1) (i) of this section.

(ii) Case 2 B. Where an independent
factory or production price has not been
established as provided under case 1 A,
the net income shall first be computed
by deducting from the gross income de-
rived 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 deduc-
tions which cannot definitely be allocated
to some item or class of gross income.
Of the amount of net income so deter-
mined, one-half shall be apportioned in
accordance with the value of the tax-
payer's property within the United
States and within the possession of the
United States, the portion attributable
to sources within the United States be-
ing determined by multiplying such one-
half by a fraction the numerator of
which consists of the value of the tax-
payer's property within the United
States, and the denominator of which
consists of the value of the taxpayer's
property both within the United States
and within the possession of the United
States. The remaining one-half of such
net income shall be apportioned in ac-
cordance with the total business of the
taxpayer within the United States and
within the possession of the United
States, the portion attributable to sources
within the United States being deter-
mined by multiplying such one-half by
a fraction the numerator of which con-
sists of the amount of the taxpayer's
business for the taxable year or period
within the United States, and the de-
nominator 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 pos-
session of the United States. The "busi-
ness of the taxpayer" as that term Is used
in this paragraph shall be measured by
the amounts which the taxpayer paid
out during the taxable year or period
for wages, salaries, and other compen-
sation of employees and for the purchase
of goods, materials, and supplies con-
sumed 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 per-
sonal 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
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and its sale within the United States.
The term "property" as used in this par-
agraph includes only the property held
or used to produce income which is de-
rived from such sales.

(iii) Case 3 B. Same as paragraph
(a) (1) (1i) of this section.

(2) Gross income derived from the
purchase of personal property within a
possession of the United States and its
sale 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 following cases:

(I) Case I B. The net income shall
first be computed by deducting from such
gross income the expenses, losses, and
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. The
amount of net income so determined
shall be apportioned in accordance with
the total business of the taxpayer within
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
net income which the amount of the
taxpayer's business for the taxable year
or period within the 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 posses-
sion of the United States. The "business
of the taxpayer" as that term is used in
this paragraph 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 sold or
consumed in the regular course of busi-
ness, plus the amount received during the
taxable year or period from gross sales,
such expenses, purchases, and gross sales
being limited to those attributable to the
purchase of personal property within a
possession of the United States and its
sale within the United States.

(ii) Case II B. Same as paragraph
(a) (1) (iii) of this section.

§ 29.119-13 Transportation service. A
foreign corporation carrying on the busi-
ness 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.

(a) The gross income from sources
within the United States derived from
such services shall be determined by tak-
ing such a portion of the total gross rev-
enues therefrom as (1) the sum of the
costs or expenses of such transportation
business carried on by the taxpayer with-
in the United States and a reasonable
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 transpor-
tation 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.

In allocating the total costs or ex-
penses incurred in such transportation
business, costs or expenses incurred in
connection with that part of the serv-
ices which was wholly rendered in the
United States should be assigned to the
cost of transportation business within
the United States. For example, ex-
penses of loading and unloading in the
United States, rentals, office expenses,
salaries, 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 be-
tween 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 voyage may be prorated on the
basis of the proportion which the num-
ber of miles sailed within the territorial
limits of the United States bears to the
total number of miles sailed on the voy-
age. Income, war-profits, and excess-
profits taxes should not be regarded as
costs or expenses for the purpose of de-
termining the proportion of gross Income
from sources within the United States;
and for such purpose, interest and other
expenses for the use of borrowed capital
should not be taken into the cost of serv-
ices rendered, for the reason that the
return upon the property used measures
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the extent to which such borrowed cap-
ital 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 Rev-
enue Code should be taken.

The value of the property used should
be determined upon the basis of cost less
depreciation. Eight percent may ordi-
narily be taken as a reasonable rate of
return to apply to such property. The
property taken should be the average
property employed in the transportation
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 services be-
tween the United States and foreign
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 services.
The amount so allocated to services be-
tween the United States and foreign
countries should be further allocated to
services rendered within the United
States and to services rendered without
the United States. The portion alloca-
ble to services rendered within the United
States should be based on the propor-
tion which the expenses incurred within
the territorial limits of the United States
bear to the total expenses incurred in
services between the United States and
foreign countries. For ships the aver-
age should be determined upon a daily
basis for each ship and the amount to
to apportioned for each ship as assets
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 tax-
able period. For other assets employed
in the transportation business, the aver-
age of the assets at the beginning and
end of the taxable period ordinarily may
be taken, but if the average so obtained
does not, by reason of material 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.

(b) In computing net income from
sources within the United States there
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shall be allowed as deductions from the
gross income as determined in accord-
ance with paragraph (a) of this section,
(1) the expenses of the transportation
business carried on within the United
States as determined under paragraph
(a) of this section, and (2) the expenses
determined in accordance with para-
graphs (c) and (d) of this section.

(c) Interest and income, war-profits,
and excess-profits taxes should be ex-
cluded from the apportionment process,
as explained in paragraph (a) of this
section; but for the purpose of computing
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 rat-
able part (1) of all interest (deductible
under section 23 (b)), and (2) of all in-
come, war-profits, and excess-profits
taxes (deductible under section 23 (c)
and (d)), paid or accrued in respect of
the business of transportation service be-
tween 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 gross income from such transpor-
tation service.

(d) If a foreign corporation subject to
this section is also engaged in a business
other than that of providing transpor-
tation 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 excluded both from the de-
ductions and from the apportionment
process prescribed in paragraph (a) of
this section; but, for the purpose of de-
termining net income, a ratable part of
any general expenses, losses, or deduc-
tions, which cannot definitely be allo-
cated to some item or class of gross in-
come, may be deducted from the gross
income from sources within the United
States after the amount of such gross
income has been determined. Such rat-
able part should ordinarily be based upon
the ratio of gross income from sources
within the United States to the total
gross income.

(e) 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
subject to this section, who, in good faith
and unaffected by considerations of tax

§ 29.119-13

HeinOnline --  CFR, 1949 452 1949



Chapter I-Bureau of Internal Revenue

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 (a) to (d) of this section,
the income derived from sources within
the United States.

§ 29.119-14 Telegraph and cable serv-
ice. A foreign corporation carrying on
the business of transmission of telegraph
or cable messages 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.

(a) Gross income. The gross income
from sources within the United States
derived from such services shall be de-
termined by adding (1) its gross rev-
enues derived from messages originating
in the United States and (2) amounts
collected abroad on collect messages
originating in the United States and de-
ducting from such sum amounts paid or
accrued for transmission of messages
beyond the company's own circuit.
Amounts received by the company in the
United States with respect to collect
messages originating without the United
States shall be excluded from gross
income.

(b) Net income. In computing net in-
come from sources within the United
States there shall be allowed as deduc-
tions from gross income determined in
accordance with paragraph (a) of this
section, (1) all expenses incurred in the
United States (not including any general
overhead expenses) 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-
cluding any general overhead expenses
or maintenance, repairs, and deprecia-
tion of cables not including any amount
already deducted in computing gross in-
come), (3) depreciation of property
(other than cables) located in the United
States and used in the trade or business
therein, and (4) a proportionate part of
the general overhead expenses (not in-
cluding any items incurred abroad cor-
responding to those enumerated in
subparagraphs (1), (2), and (3) of this
paragraph) and of maintenance, re-
pairs, and depreciation of cables of the
entire cable system- of the enterprise
based on the ratio which the number of
words originating in the United States

bears to the total words transmitted by
the enterprise.

§ 29.119-15 Computation of income.
If a taxpayer has gross income 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 applicable
thereto, shall be segregated, and the net
income from sources within the United
States shall be separately computed
therefrom.

§ 29.120-1 Unlimited deduction for
charitable and other contributions. (a)
Under the circumstances specified in
section 120, the 15 percent limitation im-
posed by section 23 (o) on the deduction
for charitable and other contributions is
not applicable.

(b) In the case of a husband and wife
making a joint return for any taxable
year, the 15 percent limitation on the
deduction for contributions or gifts im-
posed by section 23 (o) shall not be ap-
plicable if the aggregate amount of the
contributions or gifts described in sec-
tion 23 (o) (or corresponding provisions
of prior Revenue Acts) made by the
spouses in the taxable year and in each
of the 10 preceding years, plus the ag-
gregate amount of income, war-profits,
or excess-profits taxes paid by the
spouses during such year in respect of
preceding taxable years, exceeds 90 per-
cent of the aggregate net income of the
spouses for each such year, as computed
without the benefit of any deduction for
contributions or gifts.

§ 29.122-1 Net operating loss deduc-
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. For the purpose of de-
termining such carry-overs, the net op-
erating loss for any taxable year may be
carried over to the two succeeding tax-
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able years. If the taxable year began
on or after January 1, 1942, the net op-
erating loss for such taxable year may
also be carried back to the two preceding
taxable years, not considering as a pre-
ceding taxable year any year which be-
gan before January 1, 1941. The amount
of the net operating loss which may be
carried back or carried 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 carried 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 considered
to be applied in reduction of the net in-
come for such taxable year in the order
of the taxable years from which such
losses are carried over or carried back,
beginning with the loss for the earliest
taxable year. Therefore, the net operat-
ing loss carry-overs to a taxable year be-
ginning on or after January 1, 1942, are
the net operating loss for the first pre-
ceding taxable year and so much of the
net operating loss for the second pre-
ceding taxable year as has not been ab-
sorbed by the net income (computed un-
der section 122), if any, for the first
preceding taxable year, and the net op-
erating loss carry-backs to such a tax-
able year are the net operating loss for
the second succeeding taxable year and
so much of the net operating loss for the
first succeeding taxable year, as has not
been absorbed by the net Income (com-
puted under section 122), if any, for the
first preceding taxable year. If either of
the taxable years preceding the taxable
year for which the deduction is allowed
began on or after January 1, 1942, the
net operating loss for such preceding
taxable year is first reduced to the extent
it has been absorbed by the net income
(computed under section 122), if any,
for the taxable years to which such loss
has been carried back.

(3) A fractional part of a year which
is a taxable year under section 48 (a)
is a preceding or succeeding taxable year
for the purpose of determining under
section 122 the first, second, or third
preceding taxable year or the first or
second succeeding taxable year.

(4) Every taxpayer claiming a net op-
erating 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 de-
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duction claimed and all material and
pertinent facts relative thereto, includ-
ing a detailed schedule showing the
computation of the net operating loss
deduction.

(b) Steps in computation of net oper-
ating loss deduction. There are three
steps in the ascertainment of the net
operating loss deduction. The first step
Is the computation of the net operating
loss, if any, for the two preceding taxable
years and for the two succeeding taxable
years. 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-backs to the tax-
able year from such succeeding taxable
years. The third is the conversion of
the aggregate of such net operating loss
carry-overs and carry-backs into the net
operating loss deduction.

(c) Ascertainment of deduction de-
pendent upon net operating loss carry-
back. If the taxpayer is entitled in com-
puting his net operating loss deduction
to a carry-back which he is not able to
ascertain at the time his return is due,
he shall compute the net operating loss
deduction on the return without regard
to such net operating loss carry-back.
When the taxpayer ascertains the net
operating loss carry-back, he 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 loss
deduction for the taxable year with the
inclusion of such carry-back. Under the
provisions of section 3771 (e), no interest
is allowed with respect to any such over-
payment for the period prior to the filing
of the claim for credit or refund of such
overpayment or prior to the filing of a
petition with The Tax Court of the
United States asserting such overpay-
ment, whichever is earlier. If the tax-
payer files a claim based upon the over-
payment caused by a carry-back from
the first succeeding taxable year, and
later ascertains that he Is entitled to a
carry-back from the second succeeding
taxable year, he should file a second
claim for credit or refund based on the
overpayment, if any, caused by the fail-
ure to take into account the carry-back
from such second succeeding taxable
year.

§ 29.122-2 Computation of net oper-
ating loss in case of corporation. A net
operating loss is sustained by a corpora-
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tion 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:

(a) The deduction for depletion shall
not exceed the amount which would be
allowable if computed without reference
to discovery value or to percentage deple-
tion under section 114 (b) (2), (3), or
(4) ;

(b) There shall be included in com-
puting gross income the amount of inter-
est 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 (b), relating to interest on
indebtedness incurred or continued to
purchase or carry certain tax-exempt
obligations;

(c) No net operating loss deduction
shall be allowed;

(d) For any taxable year beginning
after December 31, 1938, and before Jan-
uary 1, 1942, the-amount deductible on
account of long-term capital losses shall
not exceed the amount includible on ac-
count of long-term capital gains, and the
amount deductible on account of short-
term capital losses shall not exceed the
amount Includible on account of short-
term capital gains. For any taxable
year beginning after December 31, 1941,
the amount deductible on account of
losses from sales or exchanges of capital
assets shall not exceed the amount in-
cludible on account of gains from sales
or exchanges of such assets; and

(e) For taxable years beginning after
December 31, 1941, there shall be allowed
as a deduction the amount of excess
profits tax imposed by subchapter E of
chapter 2 paid or accrued within the tax-
able year, subject, however, to the provi-
sions of section 122 (d) (6) (A), (B), and
(C).

The application of this section may be
illustrated by the following example:

Example. For the year 1942 the X Corpo-
ration, which makes its income tax returns
on the calendar year basis, has gross income
as defined in section 22 of $400,000 and
deductions allowed by section 23 of $600,-
000, exclusive of any net operating loss deduc-
tion. Included in gross income are long-
term capital gains of $50,000 and short-term
capital gains of $25,000. The corporation
had long-term capital losses of $60,000 and
short-term capital losses of $35,000 which

are deductible to the extent of the capital
gains, or $75,000. The X Corporation also
deducted $75,000 for depletion on a per-
centage basis. If depletion had been com-
puted without reference to percentage de-
pletion, the amount of such deduction
would have been $5,000. For 1942 the X
Corporation also had $35,000 of wholly tax-
exempt interest, and paid $15,000 in interest
on indebtedness Incurred to carry the obli-
gations from which such tax-exempt inter-
est was derived.

On the basis of these facts the X Corpora-
tion has a net operating loss for the year
1942 of $110,800, computed as follows:

(1) Deductions for 1942 -------- $600,000
Less:

(2) Excess of percentage depletion
over cost ($75,000 minus
$5,000) ---------------------- 70, 000

(3) Deductions adjusted as re-
quired by section 122 (d)
(item (1) minus item (2))..

(4) Gross incomp for
1942 --------------- $400,000

(5) Plus tax-exempt in-
terest minus interest
paid ($35,000 minus
$15,000) ------------- 20,000

(6) Gross income adjusted as re-
cuired by section 122 (d)

530,000

(item (4) plus item (5)) .... 420,000

(7) Net operating loss for 1942
(item (3) minus item (6)).... 110,000

§ 29.122-3 Computation of net oper-
ating loss in case of a taxpaVer other
than a corporation-(a) 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 is an excess of
deductions allowed by chapter 1 over
gross income, both computed with the
following exceptions 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 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 deduction
shall be allowed;
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(4) Long-term capital gains and
long-term capital losses shall be taken
Into account without regard to the per-
centage provisions of section 117 (b) ;

(5) For any taxable year beginning
after December 31, 1938, and before Jan-
uary 1, 1942, the amount deductible on
account of business long-term and short-
term capital losses shall not exceed the
amount includible on account of the
business long-term and short-term cap-
ital gains, respectively, plus an allocable
portion of any nonbusiness long-term
and short-term capital gains, computed
in accordance with paragraph (c) of this
section; and for any taxable year be-
ginning after December 31, 1941, the
amount deductible on account of busi-
ness capital losses shall not exceed the
amount includible on account of busi-
ness capital gains, plus a portion of any
nonbusiness capital gains, computed in
accordance with paragraph (c) of this
section;

(6) For any taxable year beginning
after December 31, 1938, and before Jan-
uary 1, 1942, the amount deductible on
account of nonbusiness long-term and
short-term capital losses shall not ex-
ceed the amount includible on account
of nonbusiness long-term and short-term
capital gains, respectively, and for any
taxable year beginning after December
31, 1941, the amount deductible on ac-
count of nonbusiness capital losses shall
not exceed the amount includible on ac-
count of nonbusiness capital gains: and

(7) Ordinary nonbusiness deductions
(I. e., exclusive of capital losses) shall be
allowed only to the extent of the amount
of ordinary nonbusiness gross income
(i. e., exclusive of capital gains), plus (i)
for any taxable year beginning after De-
cember 31, 1938, and before January 1,
1942, the excess, if any, of nonbusiness
long-term and short-term capital gains
over nonbusiness long-term and short-
term capital losses, respectively, and (ii)
for any taxable year beginning after De-
cember 31, 1941, the excess, if any, of
nonbusiness capital gains over nonbusi-
ness capital losses.

(b) Treatment of carry-overs-(1)
Taxable years beginning before 1943.
Because of the distinction between busi-
ness and nonbusiness capital gains and
losses, a taxpayer who has, for any tax-
able year beginning after December 31,
1938, and before January 1, 1943, a net
short-term capital loss carry-over from
the preceding taxable year, includible
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among his short-term capital losses for
the current taxable year by virtue of sec-
tion 117 (e), must determine how much
of such net short-term capital loss carry-
over is a business and how much is a
nonbusiness short-term capital loss. In
order to make this determination, the
taxpayer must first ascertain what pro-
portion of the net short-term capital loss
for the preceding taxable year was at-
tributable to an excess of business short-
term capital losses over business short-
term capital gains for such year, and
what proportion was attributable to an
excess of nonbusiness short-term capital
losses over nonbusiness short-term capi-
tal gains. The same proportions of the
net short-term capital loss carry-over
from such preceding taxable year shall be
treated as a business short-term capital
loss and a nonbusiness short-time capi-
tal loss, respectively.

(i) This subparagraph may be illus-
trated by the following examples:

Example (1). Without considering any
short-term capital loss carry-over to the tax-
able year 1941. A, an individual, has the
following short-term capital gains and losses
for such taxable year:

Business short-term capital gains of $1,000
and nonbusiness short-term capital gains of
$500, business short-term capital losses of
$1,600 and nonbusiness short-term capital
losses of $600. A's net short-term capital loss
for the taxable year 1941 is $700, computed
as follows:
Short-term capital losses ($1,600 plus

$600) -------------------------- $2,200
Less: Short-term capital gains ($1,000

plus $500) ---------------------- 1,500

Net short-term capital loss for
1941 ------------------------ 700

Since the business short-term capital losses
exceeded the business short-term capital
gains by $600 ($1,600 minus $1,000), $600 of
the $700 net short-term capital loss is at-
tributable to such excess. Similarly, $100
is attributable to an excess of nonbusiness
short-term capital losses over nonbusiness
short-term capital gains. Assuming that the
net short-term capital loss carry-over to 1942
from 1941 is also $700, then the same amounts
will be treated as business and nonbusiness
short-term capital losses, respectively, i. e.,
$600 will be treated as a business short-term
capital loss and $100 as a nonbusiness short-
term capital loss.

Example (2) Assume the same facts as
in the previous example except that the net
short-term capital loss carry-over to 1942
from 1941 is only $350, because of the limi-
tations contained in section 117 (e). Since
six-sevenths ($600) of the $700 net short-
term capital loss for 1941 was attributable
to an excess of business short-term capital
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losses over gains and one-seventh ($100) was
attributable to an excess of nonbusiness
short-term capital losses over gains, six-sev-
enths, of $300, of the $350 short-term capital
loss carry-over from 1941 to 1942 shall be
treated as a business short-term capital loss,
and one-seventh, or $50, shall be treated -as a
nonbusiness short-term capital loss.

(2) Taxable years beginning after De-
cember 31, 1942. Because of the distinc-
tion between business and nonbusiness
capital gains and losses, a taxpayer who
has, for any taxable year beginning after
December 31, 1942, 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 pro-
portion of the net capital losses for such
preceding taxable years was attributable
to an excess of business capital losses
over business capital gains for such
years, and what proportion was attrib-
utable to an excess of nonbusiness capi-
tal 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 busi-
ness capital loss and a nonbusiness capi-
tal loss, respectively.

(i) The effect of this subparagraph
may be Illustrated by the following
example:

Example. A, an individual, has the follow-
ing short-term gains and losses for the cal-
endar year 1943: Business short-term capital
gains of $1,000 and nonbusiness short-term
capital gains of $500, business short-term
capital losses of $1,600 and nonbusiness
short-term capital losses of $600, business
long-term capital gains of $1,000 and non-
business long-term capital gains of $500,
business long-term capital losses of $1,600
and nonbusiness long-term capital losses of
$600. A's net capital loss for the taxable year
1943 is $1,400, computed as follows:

Short-term capital losses ($1,600 plus
$600) ------------------------- $2,200

Long-term capital losses ($1,600 plus
$600) -------------------------- 2,200

Total capital losses ------------- 4,400
Short-term capital gains

($1,000 plus $500) --------- $1,500
Long-term capital gains

$1,000 plus $500) --------- 1,500

Total capital gains ----------- 3,000

Net capital loss for 1943 ------------ 1,400

Since business capital losses exceeded busi-
ness capital gains by $1,200 ($3,200 minus
$2,000), $1,200 of the $1,400 net capital loss
is attributable to such excess. Similarly,
$200 is attributable to an excess of nonbusi-
ness capital losses over nonbusiness capital
gains. Assuming that the net capital loss
carry-over to 1944 from 1943 is also $1,400,
then the same amounts will be treated as
business and nonbusiness capital losses, re-
spectively, i. e., $1,200 will be treated as a
business capital loss and $200 as a nonbusi-
ness capital loss.

(c) Determination of portion of non-
business capital gains available for the
deduction of business capital losses-(1)
Taxable years beginning before 1942. In
the computation of a net operating loss
a taxpayer other than a corporation
must, for taxable years beginning after
December 31, 1938, and before January
1, 1942, first use his nonbusiness long-
term and short-term capital gains for
the deduction of his nonbusiness long-
term and short-term capital losses, re-
spectively. See paragraph (a) (6) of
this section. Any amounts not necessary
for this purpose shall then be used for
the deduction of any excess of ordinary
nonbusiness deductions over ordinary
nonbusiness gross income. See para-
graph (a) (7) of this section. The re-
mainders, computed by applying the ex-
cess ordinary nonbusiness deductions
proportionately against the excess long-
term and excess short-term capital gains,
shall be treated as long-term and short-
term capital gains, respectively, and may
be used for the purpose of determining
the deductibility of business long-term
and short-term capital losses under par-
agraph (a) (5) of this section.

Example. A, an individual, has a total
nonbusiness gross income of $20,500, com-
puted as follows:

Ordinary gross income ------------- $7, 500
Long-term capital gains ---------- 6,000
Short-term capital gains ----------- 7, 000

Total gross income -------------- 20, 500

He also has total nonbusiness deductions
of $16,000, computed as follows:

Ordinary deductions --------------- $9,000
Long-term capital losses ------------ 2,000
Short-term capital losses ----------- 5, 000

Total deductions --------------- 1, 000

In order to determine the portion of the
nonbusiness long-term and short-term capi-
tal gains available for the deduction of busi-
ness long-term and short-term capital losses
there must first be deducted the amounts of
the nonbusiness long-term and short-term
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capital losses, respectively. It is then found
that the excess long-term capital gains
amount to $4,000 ($6,000 minus $2,000), and
the excess short-term capital gains to $2,000
($7,000 minus $5,000). Since the ordinary
nonbusiness deductions exceed the ordinary
nonbusiness gross Income by $1,500 ($9,000
minus $7,500), $1,500 of the $4,000 excess
long-term and $2,000 excess short-term capi-
tal gains must be used to permit the allow-
ance of such $1,500 under paragraph (a) (7)
of this section. Two-thirds of the $1,500
excess of ordinary deductions over ordinary
gross income, i. e., $1,000, will therefore be
deducted from the $4,000 of excess long-term
capital gains, leaving $3,000 to be added to
the business long-term capital gains for the
purpose of determining the deductibility of
any business long-term capital losses. Simi-
larly, one-third of the $1,500 excess of ordi-
nary deductions over ordinary gross income,
I. e., $500 will be deducted from the $2,000
excess short-term capital gains, leaving $1,500
to be added to the business short-term capi-
tal gains, for the purpose of determining the
deductibility of any business short-term
capital losses.

(2) Taxable years beginning after De-
cember 31, 1941. In the computation of
a net operating loss a taxpayer other
than a corporation must, for taxable
years beginning after December 31, 1941,
use his nonbusiness capital gains for the
deduction of his nonbusiness capital
losses. See paragraph (a) (6) of this
section. Any amounts not necessary for
this purpose shall then be used for the
deduction of any excess of ordinary non-
business deductions over ordinary non-
business gross income. See paragraph
(a) (7) of this section. The remainders,
computed by applying the excess ordi-
nary nonbusiness deductions against the
excess capital gains, shall be treated as
capital gains and may be used for the
purpose of determining the deductibility
of business capital losses under para-
graph (a) (5) of this section.

Example. A, an individual, has a total
nonbusiness gross income of $20,500, com-
puted as follows:

Ordinary gross income ------------- $7, 500
Long-term capital gains ------------ 6, 000
Short-term capital gains ------------ 7, 000

Total gross income -------------- 20, 500

He also has total nonbusiness deductions
of $16,000, computed as follows:

Ordinary deductions -------------- $9, 000
Long-term capital losses ------------ 2,000
Short-term capital losses ----------- 5, 000

Total deductions -------------- 16, 000

In order to determine the portion of the
nonbusiness capital gains available for the
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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). Since 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) (7) 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 calen-
dar year basis, has gross income of $483,-
000 and deductions (exclusive of a net
operating loss deduction) of $600,000 for
1942. Included in gross income are bus-
iness long-term capital gains (as defined
in section 117 (a) (4)) of $25,000
(amount of actual gain $50,000) on as-
sets held for more than 24 months, and
nonbusiness income of $10,000. Included
among the deductions are a business
long-term capital loss (as defined in sec-
tion 117 (a) (5)) of $30,000 (amount of
actual loss $60,000) on a capital asset
held for 19 months, and deductions in-
curred in transactions not connected with
a trade or business of $12,000. 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 1942 of $110,000,
computed as follows:

(1) Deductions for 1942, exclusive
of capital losses ($600,000 minus
$30,000) ------------------- $570,000

(2) Plus amount of actual capital
loss ($60,000) to extent such
amount does not exceed actual
capital gains ($50,000) ---------- 50,000

(3) Sum of items (1) and (2) ...
(4) Less excess of nonbusiness de-

ductions over nonbusiness income
($12,000 minus $10,000) ---------

(5) Deductions adjusted as re-
quired by section 122 (d) (item
(3) minus item (4))--------

(6) Gross income for
1942 ---------------- $483,000

(7) Plus excess of long-
term capital gains ac-
tually realized over
a m o u n t previously
taken into account ($50,-
000 minus $25,000) .... 25,000

620,000

2,000

618,000
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(8) Gross income adjusted as re-
quired by section 122 (d) (item
(6) plus Item (7)) ----------- $508,000

(9) Net operating loss for 1942

(item (5) minus item (8)) ---- 110,000

(3) For treatment of depletion deduc-
tions and tax-free interest, see example
In § 29.122-2. For treatment of net
short-term capital loss carry-over, net
capital loss carry-over, nonbusiness capi-
tal gains and losses, and the portion of
the nonbusiness capital gains which may
be used to permit the deduction of busi-
ness capital losses, see examples in para-
graphs (b) and (c) of this section.

(e) Joint return by husband and wife.
In the case of a husband and wife, the
joint 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 and limita-
tions prescribed by section 122 (d) are
to be computed as if the combined in-
come and deductions of both spouses
were the income and deductions of one
individual.

§ 29.122-4 Computation of net oper-
ating loss carry-overs and net operating
loss carry-backs-(a) In general. (1)
The aggregate of any net operating loss
carry-overs and any net operating loss
carry-backs to a taxable year shall be the
basis of the net operating loss deduction.
In order to compute such deduction, the
taxpayer must first determine the part
of any net operating losses for the two
preceding taxable years which are carry-
overs to the current taxable year, and the
part of any net operating losses for the
two succeeding taxable years which are
carry-backs to the current taxable year.

(2) Under section 122 the net operat-
ing loss for any taxable year beginning
on or after January 1, 1942, may be car-
ried back to the two preceding taxable
years (except any such taxable year
which began before January 1, 1941) and
may be carried over to the two succeeding
taxable years. The net operating loss
for any taxable year beginning before
January 1, 1942, may be carried over to
the two succeeding taxable years, regard-
less of whether such year begins before,
on, or after January 1, 1941. The amount
which is so 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, preceding such tax-
able year, to which it was carried back

or carried over. For the purpose of de-
termining the net income for a taxable
year which so absorbs the net operating
loss that is carried back or carried over,
the various net operating loss carry-
overs and carry-backs to such taxable
year are considered to be applied in re-
duction of the net income for such tax-
able year in the order of the taxable
years from which such losses are carried
over or carried back, beginning with the
loss for the earllest taxable year.

(b) Portion of net operating loss which
is a carry-over or a carry-back to the
current taxable year. (1) The net op-
erating loss sustained in any taxable year
beginning before January 1, 1942, may
be carried over to the two succeeding
taxable years. The entire net operating
loss may be carried over to the first suc-
ceeding taxable year, and the carry-over
to the second succeeding taxable year is
the excess of the net operating loss over
the net income, if any, for the first suc-
ceeeding taxable year (computed as pro-
vided in paragraph (c) of this section).
For example, the taxpayer had a net op-
erating loss of $10,000 in 1940. It had
a 1941 net income of $6,000 (computed as
provided in paragraph (c) of this sec-
tion). The carry-over from 1940 to 1942
is $4,000, the excess of the $10,000 loss
over the $6,000 net income for 1941.

(2) The net operating loss sustained in
any taxable year beginning on or after
January 1, 1942, may be carried back to
the two preceding taxable years (not
considering as a preceding taxable year
a year beginning prior to January 1,
1941) and may be carried over to the two
succeeding taxable years. The entire net
operating loss may be carried back to the
second preceding taxable year. How-
ever, if the second preceding taxable year
began before January 1, 1941, no part of
the net operating loss may be carried
back to such taxable year, and the net
income for such taxable year does not
reduce the amount of the net operating
loss which may be carried back or car-
ried over to the other taxable years. The
net operating loss, to the extent it exceeds
the net income, if any (computed as
provided in paragraph (c) of this sec-
tion), for the second preceding taxable
year, may then be carried back to the
first preceding taxable year. To the ex-
tent that the net operating loss exceeds
the aggregate of the net income, if any
(computed as provided in paragraph (c)
of this section), for the two preceding
taxable years, it may be carried over to
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the first succeeding taxable year. To
the extent that the net operating loss
exceeds the aggregate of the net income,
if any (computed as provided in para-
graph c) of this section), for the two
preceding taxable years and for the first
succeeding taxable year, it may be car-
ried over to the second succeeding tax-
able year.

Example. The taxpayer has a net operat-
Ing loss of $100,000 in 1943. It has net in-
come (computed as provided in paragraph
(c) of this section) as follows: $10,000 in
1941, $15,000 in 1942, $35,000 in 1944, and
$60,000 in 1945. The net operating loss car-
ry-back from 1943 to 1941 is $100,000, an
amount equal to the full operating loss. The
carry-back to 1942 is $90,000, the excess of the
$100,000 net operating loss over the $10,000
net income for 1941 (computed as provided in
paragraph (c) of this section). The carry-
over to 1944 is $75,000, the excess of the $100,-
000 net operating loss over the aggregate of
the $10,000 net income for 1941 and the
$15,000 net income for 1942 (computed in
each instance as provided in paragraph (c)
of this section). The carry-over to 1945 is
$40,000, the excess of the $100,000 net op-
erating loss over the aggregate of the $10,000
net income for 1941, the $15,000 net income
for 1942, and the $35,000 net income for 1944
(computed in each instance as provided in
paragraph (c) of this section).

(c) Computation of net income which
is subtracted from net operating loss to
determine carry-back or carry-over.
The net income for any taxable year
which is subtracted from the net operat-
Ing loss for another taxable year to de-
termine the portion of such net operat-
ing loss which is a carry-back or carry-
over to a particular taxable year as pro-
vided in paragraph (b) of this section is
computed with the following adjust-
ments:

(1) The net operating loss deduction
for such taxable year Is computed by tak-
ing into account only such net operating
losses otherwise allowable as carry-overs
or carry-backs to such taxable year 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.

Example. In computing the net operating
loss deduction for 1945, the taxpayer has a
carry-over from 1943 of $9,000, a carry-over
from 1944 of $6,000, a carry-back from 1946
of $18,000, and a carry-back from 1947 of
$14,000, or an aggregate of $47,000 in carry-
overs and carry-backs which is the basis for
the deduction. In computing the net income
for 1945 which is deducted from the net
operating loss for 1946 in order to determine

the portion of such net operating loss which
may be carried over to 1947 or 1948, the net
operating loss deduction for 1945 is computed
without taking Into account the $18,000
carry-back from 1946 or the $14,000 carry-back
from 1947. The net operating loss deduction
for 1945 is, for the purposes of such computa-
tion, the aggregate of the $9,000 carry-over
from 1943 and the $6,000 carry-over from
1944, or $15,000, adjusted as provided in
§ 29.122-5 (relating to the conversion of the
aggregate or the net operating loss carry-
overs and carry-backs to the taxable year
into the net operating loss deduction).

In computing the net income for 1945
which is deducted from the net operating
loss for 1947 in order to determine the portion
of such loss which may be carried back to
1946 and carried over to 1948 and 1949, the
net operating loss deduction for 1945 is
computed without taking into account the
$14,000 carry-back from 1947, and as so com-
puted is the aggregate of the $9,000 carry-
over from 1943, the $6,000 carry-over from
1944, and the $18,000 carry-back from 1946,
or $33,000, adjusted as provided in § 29.122-5.

(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 computa-
tion of a net operating loss (see § 29,122-
2), except that the net operating loss de-
duction shall be allowed to the extent
provided in subparagraph (1) of this
paragraph.

(3) In the case of a taxpayer other
than a corporation, the net income and
adjusted gross income for taxable years
beginning after December 31, 1943, shall
be computed in accordance with the first
four exceptions, additions, and limita-
tions specified in § 29.122-3 (a), except
that the net operating loss deduction
shall be allowed to the extent provided in
subparagraph (1) of this paragraph. In
lieu of the last three exceptions specified
in § 29.122-3 (a), the taxpayer is re-
quired only (i) for a taxable year begin-
ning before January 1, 1942, to restrict
the amount of his deductions for long-
term and short-term capital losses to the
amount of his long-term and short-term
capital gains, respectively, and (ii) for a
taxable year beginning on or after Jan-
uary 1, 1942, to restrict the amount of
his deduction for capital losses to the
amount of his capital gains. The ordi-
nary nonbusiness deductions are allowed
in full if otherwise allowable by law. The
exceptions and limitations dependent
upon the distinction between business
and nonbusiness items of gross income
and deductions are not applicable in the

computation of the net income to be
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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 for
taxable years beginning after December
31, 1943, 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 sub-
paragraph (3) of this paragraph.

(5) The net income, as adjusted, shall
in no case be considered less than zero.

(d) Illustration of computation of net
operating loss carry-backs and carry-
overs. The application of this section
may b; illustrated by the following ex-
ample:

Example. The taxpayer is a corporation
making its income tax returns on the calen-
dar year basis. It had no net operating
loss in 1939 or 1940, or in 1948 or 1949. Its
net income, computed without any net op-
erating loss deduction (it being assumed
that none of the other adjustments provided
in paragraph (c) of this section is appli-
cable), was $20,000 in 1941, $35,000 in 1942,
$30,000 in 1946, and $85,000 in 1947. It sus-
tained net operating losses as follows: $25,-
000 in 1943, $50,000 in 1944, and $40,000 in
1945. It assumed for the purposes of this
example that the application of § 29.122-5
does not cause any reduction of the amount
of the aggregate of the net operating loss
carry-overs and carry-backs to any taxable
year, so that such aggregate is the net op-
erating loss deduction for such taxable
year.

(1) The portions of the $25,000 net operat-
ing loss for 1943 which may be used as carry-
backs to 1941 and 1942 and as carry-overs
to 1944 and 1946 are computed as follows:

(a) For 1941, the carry-back is $25,000,
that is, the amount of the net operating loss.

(b) For 1942, the carry-back is $5,000, that
is, the excess of the $25,000 net operating
loss over the $20,000 net income for 1941
(such net income being determined without
any net operating loss deduction since there
is no carry-over to 1941 from 1939 or 1940
and no carry-back from 1942, and the carry-
back from 1943 is not taken into account).

(c) For 1944 and 1945, there is not carry-
over of the net operating loss for 1943 since
such loss does not exceed $55,000, the sum
of the net incomes for the two taxable years
preceding 1943 computed as provided in
paragraph (c) of this section (the $20,000
net income for 1941 and the $35,000 net in-
come for 1942, there being no net operating
loss deduction for either taxable year since
the carry-backs from 1943 and from 1944 are
not taken into account).

(2) The portions of the $50,000 net op-
erating loss from 1944 which may be used as

carry-backs to 1942 and 1943 and as carry-
overs to 1945 and 1946 are computed as
follows:

(a) For 1942, the carry-back is $50,000,
that is, the amount of the net operating loss.

(b) For 1943, the carry-back is $20,000,
that is, the excess of the $50,000 net operat-
ing loss over the $30,000 net income for 1942
(the $35,000 income for 1942 reduced by the
$5,000 carry-back from 1943, the carry-back
from 1944 not being taken into account).

(c) For 1945, the carry-over is $20,000, that
is, the excess of the $50,000 net operating loss
over $30,000, the sum of the $30,000 net in-
come for 1942 (computed with the deduction
of the $5,000 carry-back from 1943 and with-
out the deduction of the carry-back from
1944) and the $0 net income for 1943 (a year
in which a net operating loss was sustained).

(d) For 1946, the carry-over is $20,000, that
is, the excess of the $50,000 net operattng
loss over $30,000, the sum of the $30,000
net income for 1942 (computed with the de-
duction of the $5,000 carry-back from 1943
and without the deduction of the carry-
back from 1944) and the $0 net income for
1943 and 1945 (years in which net operating
losses were sustained).

(3) The portions of the $40,000 net op-
erating loss for 1945 which may be used as
carry-backs to 1943 and 1944 and as carry-
overs to 1946 and 1947 are computed as fol-
lows:

(a) For 1943, the carry-back is $40,000,
that is, the amount of the net operating loss.

(b) For 1944, the carry-back is $40,000,
that is, the excess of the $40,000 net operat-
ing loss for 1945 over $0, the net income for
1943 (a year in which a net operating loss
was sustained).

(c) For 1946, the carry-over is $40,000, that
is, the excess of the $40,000 net operating loss
for 1945 over $0, the sum of the net incomes
for 1943 and 1944 (years in which net op-
erating losses were sustained).

(d) For 1947, the carry-over is $30,000
that is, the excess of the $40,000 net operat-
ing loss for 1945 over $10,000, the sum of the
$0 net incomes for 1943 and 1944 and the
$10,000 net income for 1946 (such net in-
come for 1946 being computed as the $30,000
income reduced by the net operating loss
carry-over of $20,000 from 1944, the $40,000
carry-over to 1946 from 1945 not being taken
into account).

For 1941, the net operating loss deduction
is determined to be $25,000, that is, the
carry-back from 1943.

For 1942, the net operating loss deduction
is determined to be $55,000, that is, the ag-
gregate of the carry-back of $5,000 from 1943
and of the carry-back of $50,000 from 1944.

For 1946, the net operating loss deduction
is determined to be $60,000, that is, the ag-
gregate of the $20,000 carry-over from 1944
and the $40,000 carry-over from 1945.
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For 1947, the net operating loss deduction
Is determined to be $30,000, that is, the
carry-over from 1945.

(e) Joint return by husband and wile.
If a husband and wife making a joint
return for any taxable year did not make
a joint return for any of the taxable
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.

If a husband and wife making a joint
return for a taxable year made a joint
return for each of the taxable years in-
volved In the computation of a net oper-
ating 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 the provi-
sions of this section but upon the basis
of the joint net operating losses and the
combined net income of both spouses.

If a husband and wife making separate
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 operat-
Ig 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 the preceding para-
graph of this section, but with the fol-
lowing exceptions and limitations:

(1) The net operating loss of each
spouse for a taxable year for which a
joint return was made shall be deemed
to be the portion of the Joint net oper-
ating loss (computed in accordance with
§ 29.12Z-3 (e) attributable to the gross
income and deductions of such spouse,
both gross Income and deductions being
taken into account to the same extent
that they are taken into account In com-
puting the joint net operating loss.

(2) 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
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 return,
the sum of the following:

(i) 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
deductions 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

(ii) 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 patticular
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 be
diminished by the excess, if any, of the
reduction provided in section 122 (c) for
the year in which the net income was
realized over the aggregate of the net
operating loss carry-overs and net oper-
ating loss carry-backs which are taken
into account in computing the net oper-
ating loss deduction for such taxable
year (see (b) of the next sentence).
For the purposes of (I) and (ii) of this
subparagraph, the combined net income
shall be computed as though the com-
bined income and deductions of both
spouses were those of one individual, and
in such computation:

(a) The exceptions, additions, and
limitations provided in -section 122 (d)
(1), (2), and (4) shall apply, and

Cb) 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.

In the following examples, which il-
lustrate subparagraphs (1) and (2) of
this paragraph, it is assumed that there
are no items of adjustment under section
122 (d) (1), (2), and (4), and the net
income or loss in each case is the net in-
come or loss determined without any net
operating loss deduction. The taxpay-
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ers in each example, H, a husband, and
W, his wife, report their income on the
calendar year basis.

Example (1). H and W filed joint returns
for 1941 and 1942. They sustained a joint
net operating loss of $1,000 for 1941 and a
joint net operating loss of $2,000 for 1942.
For 1941, the deductions of H exceeded his
gross income by $700, and the deductions 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 1941 is considered the net operating
loss of H for 1941, and $300 of such joint net
operating loss is considered the net operat-
ing loss of W for 1941. For 1942 the gross
income of H exceeded his deductions, so that
his seperate net income would be $1,500, and
the deductions of W exceeded her gross in-
come by $3,500. Therefore, all of the $2,000
joint net operating loss for 1942 is consid-
ered the separate net operating loss of W
for 1942.

Example (2). H and W filed joint returns
for 1939 and 1941, and separate returns for
1940 and 1942. For such years they had
net incomes and net operating losses as fol-
lows:

1939 1940 1941 1942

H ------- $5,000 1$2,0 2$6,00 2$4,000
W_------ ---- '3,890 22,000 23,000 '1,900

I Loss. I Income. 3 Joint loss. 4 Combined income.

The net operating loss carry-over of H from
1942 to 1943 is $4,000, that is, his $4,000 net
operating loss for 1942 which Is not reduced
by any part of the net income for 1941, since
none of such net income Is attributable to
H and the portion attributable to W is en-
tirely offset by her separate net operating loss
deduction for her taxable year 1942, which
taxable year begins on the same date as H's
taxable year 1942. The determination of
the amount ($0) of net income ior 1941 which
reduces H's net operating loss for 1942 is
made as follows"

The combined net income of $9,500 for 1941
is reduced to $1,000 by the net operating loss
deduction for such year of $8,500. This net
operating loss deduction is computed with-
out taking into account any net operating
loss sustained in a taxable year beginning on
or after January 1, 1942, the date of the be-
ginning of the taxable year in which H sus-
tained the net operating loss which is a
carry-over to 1943. This $8,500 amount is
composed of H's carry-overs of $5,000 from
1939 and $2,500 from 1940, or a total of $7,500,
and of W's carry-over of $1,000 from 1939
(the excess of W's $3,000 loss for 1939 over her
$2,000 income for 1940). None of the $1,000
combined net income for 1941 (computed
with the net operating loss deduction de-
scribed above) is attributable to H since it

is caused by W's income (computed after de-
ducting her separate carry-over) offsetting
H's loss (computed by deducting from his
income his separate carry-overs). No part of
the $1,000 net income for 1941 which is at-
tributable to W is used to reduce H's net op-
erating loss for 1942 since such net income
attributable to W must first be reduced by
W's $1,500 net operating loss for 1942, 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.

The net operating loss carry-over of W
from 1942 to 1943 is $500, her $1,500 loss re-
duced by the $1,000 net income for 1941, com-
puted in the manner prescribed in the pre-
ceding paragraph, since all of such net in-
come is attributable to her,

Example (3). Assume the same facts as
in example (2), except that for 1942 the net
operating loss of W is $200 instead of $1,500.

The net operating loss carry-over of H from
1942 to 1943 is $3,200, that Is, his $4,000 net
operating loss reduced by $800 of the net in-
come for 1941, computed as follows:

The combined net income for 1941, com-
puted with the net operating loss deduction
in the manner described in example (2), re-
mains $1,000, no part of which is attributable
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 1942, a tax-
able year beginning on the same date (Jan-
uary 1, 1942) as the taxable year of H (1942)
in which he sustained the $4,000 net oper-
ating loss from which the net income is sub-
tracted. See paragraph (2) (ii) above.

W has no net operating loss carry-over
from 1942 to 1943 since her net operating loss
of $200 for 1942 does not exceed the $1,000 net
income for 1941 attributable to her.

Example (4). Assume the same facts as
In example (2) except that W changes her
accounting period in 1942 to a fiscal year
ending on January 31, and has neither in-
come nor losses for the taxable year Janu-
ary 1, 1942, to January 31, 1942, but has a
net operating loss of $200 for the fiscal year
February 1, 1942, to January 31, 1943.

The net operating loss carry-over of H from
1942 to 1943 is $3,000, that is, his net oper-
ating loss of $4,000 for 1942 reduced by the
$1,000 net income for 1941, computed as fol-
lows.

The combined net income for 1941, com-
puted with the net operating loss deduction
in the manner described in example (2), re-
mains $1,000, no part of which Is attributable
to H. To the $0 net income attributable to
H there is added the $1,000 net income at-
tributable to W. The net income attribut-
able to W is not reduced by any amount since
she does not have a net operating loss for her
taxable year beginning on January 1, 1942, the
date of the beginning of the taxable year of
H in which he sustained the $4,000 net op-
erating loss from which the net income is
deducted.
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The net operating loss carry-over of W
from the fiscal year beginning February 1,
1942, to her next fiscal year is $200, her net
operating loss for such year. This net oper-
ating loss is not reduced by any amount of
net income for 1941, since there is no net
income for 1941 when computed for the pur-
pose of determining the carry-over of W's
net operating loss for her fiscal year begin-
ning February 1, 1942. For such purpose, the
net income of $9,500 for 1941 is reduced to
$0 by the net operating loss deduction for
such year of $12,500, computed without tak-
ing into account any net operating loss sus-
tained in a taxable year beginning on or
after February 1, 1942, the date of the be-
ginning of the taxable year in which W sus-
tained the net operating loss which is the
basis for the carry-over. This $12,500 amount
is composed of H's carry-overs of $5,000 from
1939 and $2,500 from 1940, and his carry-back
of $4,000 from 1942 (the calendar year be-
ginning January 1, 1942), and of W's carry-
over of $1,000 from 1939 (the excess of her
$3,000 loss for 1939 over her $2,000 income
for 1940).

If a husband and wife making a joint
return for any taxable year made a joint
return for one or more but not all of the
taxable years involved in the computa-
tion 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 operating loss carry-
back to the taxable year is computed in
the manner set forth in subparagraphs
(1) and (2) of this paragraph. Such net
operating loss carry-over or net operat-
ing 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 in examples (2)
and (3) of this paragraph a joint return
was filed for 1943, the same amounts
computed in those examples as carry-
overs of H and W to that year would be
the amounts considered joint net operat-
ing loss carry-overs to that year.

The joint net operating loss carry-
overs and joint net operating loss carry-
backs to any taxable year for which joint
return is made are all the net operating
loss carry-overs and net operating loss
carry-backs of both spouses to such tax-
able year. For example, a husband and
wife file a joint return for the calendar
year 1943. The wife filed a separate re-
turn for the calendar years 1941 and
1942, in which years she sustained net
operating losses. The husband filed sep-
arate returns for his fiscal year ending
June 30, 1942, and, having received per-
mission to change his accounting period
to a calendar year basis, for the 6-month
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period ending December 31, 1942. The
husband sustained 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 computation of the net operating loss
carry-overs to 1943 from 1941 and 1942
(see the preceding paragraphs of this
section), the joint net operating loss
carry-overs to 1943 are the separate net
operating loss carry-overs of the wife
from the calendar years 1941 and 1942
and the separate net operating loss
carry-overs of the husband from the
fiscal year ending June 30, 1942, and
from the short taxable year ending De-
cember 31, 1942. If the husband and
wife also filed joint returns for the cal-
endar years 1944 and 1945, having joint
net income in 1944 and a joint net oper-
ating loss in 1945, the joint net operating
loss carry-back to 1943 from 1945 is com-
puted upon the basis of the joint net
operating loss for 1945, since separate re-
turns were not made for any taxable year
involved in the computation of such
carry-back.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5600, 13 F. R. 5771

§ 29.122-5 Conversion of net operat-
ing loss carry-over into net operating
loss deduction. (a) The net operating
loss deduction for any taxable year is
the aggregate of the net operating loss
carry-overs and carry-backs to such
taxable year computed as prescribed in
§ 29.122-4, reduced by the excess of the
net income for such taxable year (com-
puted in the same manner as the net
income is computed for the purposes of
§ 29.122-4 except that no net operating
loss deduction shall be taken into ac-
count and no deduction for excess profits
tax imposed by subchapter E of chapter
2 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
and limitations specified in § 29.122-3
(a) 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 with-
out regard to the exceptions, additions,
and limitations specified in § 29.122-2
except that no net operating loss deduc-
tion shall be taken into account and the
credit provided in section 26 (e) for in-
come subject to the excess profits tax
shall not be allowed.

§ 29.122-5

HeinOnline --  CFR, 1949 464 1949



Chapter I-Bureau of Internal Revenue

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. The aggregate of the net oper-
ating loss carry-overs and carry-backs to 1942
for the X Corporation is $55,000. Its net
income for 1942, computed with the adjust-
ments required by this section, Is $450,000
and its normal-tax net income, computed
without any exceptions, additions, and lim-
itations, except that no net operating loss
deduction is allowed and the credit provided
in section 26 (e) for income subject to the
excess profits tax is not allowed, is $445,000.
The net operating loss deduction available
to the X Corporation for the year 1942 is
$50,000, computed as follows:

Aggregate of net operating loss car-
ry-overs and carry-backs to 1942-- $55, 000

Less: Excess of net income for 1942,
with adjustments, over normal-tax
net income for 1942, without ad-
justments except that no net op-
erating loss deduction shall be
allowed and the credit provided in
section 26 (e) for income subject
to the excess profits tax shall not
be allowed ($450,000 minus $445,-
000) --------------------------- 5,000

Net operating loss deduction for
1942 ---------------------- 50,000

If the same facts are assumed for an indi-
vidual, except that, instead of having a nor-
mal-tax net income for 1942 of $445,000, he
has a net income in such year of $445,000,
computed without adjustment except that no
net operating loss deduction shall be allowed,
his net operating loss deduction for 1942 will
likewise be $50,000, computed in the same
manner.

(C) 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 in 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
joint net operating loss carry-backs of
the spouses to such year (computed as
prescribed in § 29.122-4 (e)) and the
combined net income of the spouses.

§ 29.123-1 Election to include loans in
income. A taxpayer who receives a loan
from the Commodity Credit Corporation
may, at his election, include the amount
of such loan in his gross income for the
taxable year in which the loan is re-
ceived. 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 Cor-
poration, unless he secures the permis-

sion of the Commissioner to change to a
different method of accounting. Appli-
cation for permission to change such
method of accounting 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.

§ 29.123-2 Effect of election on ad-
justments for other taxable years. If a
taxpayer elects or has elected under sec-
tion 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 which it is received, then:

(a) 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
income of the taxpayer for the year in
which received; and

(b) No deductible loss to the taxpayer
shall be recognized on account of any de-
ficiency realized by the Commodity
Credit Corporation on such loan if the
taxpayer was relieved from liability for
such deficiency.

Example. A, a taxpayer who elected for
his taxable years 1938, 1939, and 1940 to in-
clude in gross income amounts received dur-
ing those years as loans from the Commodity
Credit Corporation, received as loans $500 in
1938, $700 in 1939, and $900 in 1941. In 1942
all the pledge 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
1938 and 1939, respectively, and for an
amount $150 greater than the loan with re-
spect to the commodity pledged in 1941. A,
in making his return for 1942, 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.

§ 29.124-0 Definitions. As used in
this section and § 29.124-1 to 29.124-9,
the term:

(a) "Certifying officer" means the Sec-
retary of the Army or the Secretary of
the Navy, as the case may be, or the
duly authorized representative of either.
The term "certifying officer" includes the
Chairman of the War Production Board,
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or his duly authorized representative, in
case any certification provided for in
section 124 is made by the Chairman of
the War Production Board or his duly
authorized representative pursuant to
Executive order.

(b) "Emergency facility" means any
facility, land, building, machinery, or
equipment, or any part thereof:

(1) The acquisition of which occurred
after December 31, 1939, or the construc-
tion, reconstruction, erection, or instal-
lation of which was completed after such
date, and

(2) Any part of the construction, re-
construction, erection, installation, or ac-
quisition of which has, under such regu-
lations as may be prescribed by the Sec-
retary of the Army and the Secretary of
the Navy or the Chairman of the War
Production Board or his duly authorized
representative, with the approval of the
President, been certified by the certify-
ing officer as necessary in the interest of
national defense during the emergency
period.

(3) The part of any facility which Is
constructed, reconstructed, erected, or
installed by any person after December
31, 1939, and not earlier than six months
prior to the ffling of an application for
a certificate of necessity under section
124 (f), and which Is certified by the
certifying officer as necessary in the In-
terest of national defense during the
emergency period, 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. If the
construction, reconstruction, erection, or
installation of a facility by a corporation
is begun before June 11, 1940, and com-
pleted after June 10, 1940, the part of
such facility which which Is constructed,
reconstructed, erected, or installed after
December 31, 1939, and before June 11,
1940, shall be deemed to be an emergency
facility, provided such part is certified
by the certifying officer as necessary in
the interest of national defense during
the emergency period.

(4) The term "emergency facility," as
so defined, may include, among other
things, improvements of land, such as
the construction of airports and the
dredging of channels.

(c) "Emergency period" means the
period beginning on January 1, 1940, and
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ending on the date on which the Presi-
dent proclaims that the utilization of a
substantial portion of the emergency
facilities is no longer required in the in-
terest of national defense.

CRoss RPERENcE: For proclamation of the
end of the emergency period, defined in sec-
tion 124 of the Internal Revenue Code, see
3 CPR, 1945 Supp., Proc. 2669.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5432, 10 F. R. 919]

§ 29.124-1 Certificate of necessity.
The certification by the certifying officer
that a facility is necessary in the inter-
est of national defense during the emer-
gency period shall have no effect:

(a) In the case of an emergency fa-
cility completed or acquired by a corpo-
ration after June 10, 1940, unless an
application therefor is filed before the
expiration of six months after the begin-
ning of the construction, reconstruction,
erection, or installation of such facility
or the date of its acquisition, or before
December 1, 1941, whichever is later (but
see § 29.124-0 (b)) ;

(b) In the case of an emergency fa-
cility completed or acquired by a cor-
poration after December 31, 1939, and
before June 11, 1940, unless an appli-
cation therefor is filed before April 22,
1943; and

(c) In the case of an emergency facil-
ity completed or acquired after Decem-
ber 31, 1939, by a person other than a
corporation, unless an application there-
for Is filed before the expiration of six
months after the beginning of the con-
struction, reconstruction, erection, or
Installation of such facility or the date
of its acquisition, or before April 22,
1943, whichever is later.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5432, 10 F. R. 9191

§ 29.124-2 Amortization deduction;
general rule. (a) If the certifying offi-
cer makes the required certification of
necessity, a person is entitled, at its elec-
tion, to a deduction with respect to the
amortization of the adjusted basis of an
emergency facility, such amortization to
be based generally on a period of 60
months. As to the adjusted basis of an
emergency facility, see § 29.124-6. The
taxpayer 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
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in which such facility was completed or
acquired (see § 29.124-3). The date on
which, or the month within which, an
emergency facility is completed or ac-
quired is a question 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 state-
ment of the date ascertained by the tax-
payer, together with a statement of the
pertinent facts relied upon, should be
filed with the taxpayer's election to take
amortization deductions with respect to
such facility. If the construction, re-
construction, erection, or installation of
an emergency facility by a corporation is
begun before June 11, 1940, and com-
pleted after June 10, 1940, the part of
such emergency facility which is con-
structed, reconstructed, erected, or in-
stalled after December 31, 1939, and be-
fore June 11, 1940, shall be deemed to
have been completed on June 10, 1940.

(b) With respect to an emergency
facility, no amortization deduction shall
be allowed for the taxable year in which
or with which the taxpayer elects to begin
the 60-month amortization period un-
less:

(1) In the case of an emergency facil-
ity completed or acquired by a corpora-
tion after June 10, 1940, a certificate of
necessity in respect thereof shall have
been made (I) before the filing of the
taxpayer's return for such taxable year,
or before the making of an election
pursuant to section 124 (d) (3) or section
124 (d) (6) to take the amortization de-
duction, or (Ii) before December 1, 1941,
whichever Is later;

(2) In the case of an emergency facil-
ity completed or acquired by a corpora-
tion after December 31, 1939, and before
June 11, 1940, unless a certificate of ne-
cessity in respect thereof shall have been
made before October 22, 1943;

(3) In the case of an emergency facil-
ity completed or acquired by a person
other than a corporation after December
31, 1942, unless a certificate of necessity
in respect thereof shall have been made
before the filing of the taxpayer's return
for such taxable year, or before the mak-
ing of an election pursuant to section
124 (d) (3) or section 124 (d) (6); or

(4) In the case of an emergency facil-
ity completed or acquired after December
31, 1939, and before January 1, 1943, by a
person other than a corporation, unless a
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certificate of necessity in respect thereof
shall have been made (I) before the ex-
piration of nine months after the last
date upon which an application for such
certificate may be filed or (ii) before
October 22, 1943, whichever is later.

(c) In general, with respect to each
month of the 60-month period which
falls within the taxable year, the
amortization deduction is an amount
equal to the adjusted basis of the facility
at the end of such month divided by the
number of months (including the par-
ticular month for which the deduction
is computed) remaining in the 60-month
period. The adjusted basis of the facility
at the end of any month shall be com-
puted without regard to the amortiza-
tion deduction with respect to such facil-
ity for such month. The total amortiza-
tion deduction with respect to an
emergency facility for a particular tax-
able 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 § 29.124-7, relative to de-
preciation with respect to any amount
not subject to amortization.

(d) This section may be illustrated by
the following examples:

Example (1). On July 1, 1942, the X Cor-
poration, which makes its income tax re-
turns on the calendar year basis, begins the
construction of an emergency facility which
is completed on September 30, 1942, at a cost
of $240,000. The certificate of necessity
covers the entire construction. The X Cor-
poration elects to take amortization deduc-
tions with respect to the facility and to
begin the 60-month amortization period with
October, the month following its comple-
tion. The adjusted basis of the facility at
the end of October is $240,000. The allow-
able amortization deduction with respect to
such facility for the taxable year 1942 is $12,-
000, computed as follows:

Monthly amortization deductions:
October ($240,000--60) ----------- $4, 000
November ($236,000, or $240,000

minus $4,000-59) ------------- 4, 000
December ($232,000, or $236,000

minus $4,000:-58) ------------ 4, 000

Total amortization deduction
for 1942 -------------------- 12,000

Page 467

§ 29.124-2

HeinOnline --  CFR, 1949 467 1949



Title 26--Internal Revenue

Example (2). The Y Corporation, which
makes its income tax returns on the basis of
a fiscal year ending November 30, purchases
an emergency facility (No. 1) on July 29, 1943.
On June 15, 1943, it begins the construction
of an emergency facility (No. 2), which Is
completed on August 2, 1943. The entire ac-
quisition and construction of such facilities
are certified as necessary in the interest of
national defense. The Y Corporation elects
to take amortization deduction with respect
to both facilities and to begin the 60-month
amortization period in each case with the
month following the month of acquisition or
completion. The adjusted basis of facility
No. 1 is $300,000 and the adjusted basis of
facility No. 2 is $54,000 at the end of the first
month of the amortization period. In Sep-
tember 1943 facility No. 1 is damaged by fire,
as a result of which its adjusted basis is
properly reduced by $25,370. The allowable
amortization deduction with respect to such
facilities for the taxable year ending Novem-
ber 30, 1943, is $21,410, computed as follows:

Facility No. I

Monthly amortization deductions:
August ($300,000 60) --- $5, 000
September ($269,630, or

$300,000 minus $5,000
and $25,370-59) ------- 4, 570

October ($265,060, or
$269,630 minus $4,570,

58) ------------- 4,570
November ($260,480, or

$265,060 ninus $4,570
.57) ------------------ 4,570
Amortization deduction for

1943 --------------------- $18, 710

Facility No. 2

Monthly amortization deductions:
September ($54,000--60) -_ $900
October ($53,100.59) --- 900
November ($52,200--58) --- 900

Amortization deduction f o r
1943 ------------------------ 2,700

Total amortization deduction
for 1943 -------------------- 21,410

Example (3). On June 15, 1941, 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 1941, filed on March 15, 1942, the Z Cor-
poration elects to take amortization deduc-
tions with respect to such facility and to be-
gin the 60-month amortization period with
July, the month following its completion.
No certificate of necessity with respect to
such facility is made until April 10, 1942, and
therefore no amortization deduction with
respect to such facility is allowable for any
month in the taxable year 1941. The Z Cor-
poration is entitled, however, to take a de-
duction for depreciation of such facility for

the taxable year 1941, such deduction being
assumed, for the purposes of this example, to
be $2,000. Accordingly, the adjusted basis
of such facility at the end of January 1942
(without regard to the amortization deduc-
tion for such month) is $108,000 ($110,000
minus $2,000). For the taxable year 1942 the
Z Corporation is, with respect to such facil-
ity, entitled to an amortization deduction
of $24,000, computed as follows:

Monthly amortization deductions:
January ($108,000--54) ---------- $2,000
February ($106,000, or $108,000

minus $2,000, -- 53) ----------- 2,000
March ($104,000, or $106,000 minus

$2,000, - 52) ----------------- 2,000
For the remaining nine months

(similarly computed) ---------- 18,000

Total amortization for 1942-- 24, 000

Since the Z Corporation elected in its return
for 1941 to take amortization deductions
with respect to such facility and to begin the
60-month amortization period with July
1941, it must compute Its amortization de-
ductions for the 12 months in the taxable
year 1942 on the basis of the remaining
months of the established 60-month amor-
tization period, as indicated in the above
computation.

Example (4). On March 18, 1940, the R
Corporation, which makes its income tax re-
turns on the calendar year basis, begins the
construction of a facility which is completed
on October 25, 1940, at a cost of $350,000, of
which $132,000 is attributable to construc-
tion before June 11, 1940, and $218,000 to
construction after June 10, 1940. On Janu-
ary 28, 1941, the entire part of the construc-
tion after June 10, 1940, is certified as an
emergency facility, and the R Corporation,
in its income tax return for 1940, elects to
take amortization deductions with respect
thereto and to begin the 60-month amorti-
zation period with November 1940, the
month following the month of completion.
With respect to the part of the construction
before June 11, 1940, the R Corporation in
its returns for 1940 and 1941, takes deprecia-
tion deductions aggregating $5,000. On
February 14, 1943, the entire part of the con-
struction before June 11, 1940, is certified
as a separate emergency facility. The R
Corporation, in a statement in writing to the
Commissioner made before April 22, 1943,
elects to take amortization deductions with
respect to such facility and to begin the 60-
month amortization period with July 1940,
the month following the month of comple-
tion. For such purposes, the adjusted basis
of such facility at the end of July 1940 is
$132,000. Since amortization deductions are
in lieu of depreciation deductions, the de-
preciation deductions of $5,000 previously
taken for 1940 and 1941 are disallowed. The
allowable amortization deduction with re-
spect to such facility for the taxable year
1940 is $13,200, computed as follows:
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Monthly amortization deductions:
July ($132,000-60) ------------- $2, 200
August ($129,800--59) ------------ 2, 200
September ($127,600-+-58) -------- 2, 200
For the remaining three months

(similarly computed) ---------- 6, 600

Total amortization deduction
for 1940----------------- 13,200

The allowable amortization deduction with
respect to such facility for the taxable year
1941, similarly computed, is $26,400.

Example (5). On April 1, 1940, A, an indi-
vidual, who makes his income tax returns on
a calendar year basis, acquires a facility at a
cost of $182,700. In his returns for the tax-
able years 1940 and 1941, A takes depreciation
deductions with respect to such facility of
$2,700 and $3,600, respectively. On February
6, 1943, the facility is certified as an emerg-
ency facility and A, in a statement In writing
made to the Commissioner before April 22,
1943, elects to take amortization deductions
with respect thereto and to begin the 60-
month amortization period with the taxable
year 1941, the year succeeding the year in
which the facility was acquired. The ad-
justed basis of such facility at the end of
January 1941 is $180,000 ($182,700 less the
depreciation of $2,700 taken in the return for
1940). Since amortization deductions are in
lieu of depreciation deductions, the deprecia-
tion deduction of $3,600 previously taken
for 1941 is disallowed. The allowable amor-
tization deduction with respect to such
facility for the taxable year 1941 is $36,000,
computed as follows:
Monthly amortization deductions:

January ($180,000---60) ----------- $3, 000
February ($177,000--59) ----------- 3, 000
March ($174,000--:58) ------------- 3, 000

For the remaining nine months
(similar computed) ----------- 27, 000

Total amortization deductions for
1941 ------------------------ 36,000

[Regs. 111, 8 F. R. 15002, as amended by T. D.
5432, 10 F. R. 9191

§ 29.124-3 Election of amortization.
(a) In the case of an emergency facility
completed or acquired after June 10,
1940, by a corporation or after December
31, 1941, by a person other than a corpo-
ration:

(1) An election by the taxpayer to take
amortization deductions with respect
thereto and to begin the 60-month amor-
tization period with the month following
the month In which such facility was
completed or acquired shall be made only
by a statement to that effect in Its return
for the taxable year in which such fa-
cility was completed or acquired; and

(2) An election by the taxpayer to take
amortization deductions with respect

thereto and to begin the 60-month amor-
tization period with the taxable year suc-
ceeding that in which such facility was
completed or acquired shall be made only
by a statement to that effect in its return
for such succeeding taxable year.

(b) In the case of an emergency facil-
ity completed or acquired (1) after De-
cember 31, 1939, and before June 11, 1940,
by a corporation, or (2) after December
31, 1939, and before January 1, 1942, by
a person other than a corporation, an
election by the taxpayer to take amor-
tization deductions with respect thereto
and to begin the 60-month amortization
period either with the month following
the month of completion or acquisition
or with the following taxable year shall
be made only by a statement in writing
to that effect filed with the Commissioner
of Internal Revenue, Washington, D. C.,
before April 22, 1943.

(c) No other method of making such
elections is permitted. Any statement of
election should contain a description
clearly identifying each emergency fa-
cility for which an amortization deduc-
tion Is claimed.

(d) A taxpayer which does not elect,
in the manner provided in section 124 (b),
to take amortization deductions with re-
spect to an emergency facility shall not,
except as provided in sections 124 (d)
(3) and 124 (d) (6), be entitled to amor-
tization deductions with respect to such
facility (see § 29.124-5 (d)).

§ 29.124-4 Election to discontinue
amortization. (a) If a taxpayer has
elected to take amortization deductions
with respect to an emergency facility, it
may, after such election and prior to the
expiration of the 60-month amortization
period, discontinue the amortization de-
ductions with respect to such facility for
the remainder of the 60-month period.
An election to discontinue the amortiza-
tion deductions shall be made by a notice
in writing field with the Commissioner
specifying the month as of the begin-
ning of which the taxpayer elects to dis-
continue the deductions. Such notice
shall be filed before the beginning of the
month specified therein, and should con-
tain a description clearly identifying the
emergency facility with respect to which
the taxpayer elects to discontinue the
amortization deductions. If the taxpay-
er so elects to discontinue the amortiza-
tion deductions with respect to an
emergency facility, it shall not, except
as provided in section 124 (d), be en-
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titled to any further amortization deduc-
tions with respect to such facility (see
§ 29.124-5 (c)).

(b) 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 regula-
tions pertaining thereto, to a deduction
for depreciation with respect to such fa-

cility. 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, 1942, the X Corpora-
tion, which makes its income tax returns on
the calendar year basis, purchases an emer-
gency facility, consisting of land with a
building thereon, at a cost of $306,000, of
which $60,000 is allocable to the land and
$246,000 to the building. The certificate of
necessity covers the entire acquisition. The
corporation elects to take amortization de-
ductions with respect to the facility and to
begin the 60-month amortization period with
the taxable year 1943. Depreciation of the
building in the amount of $6,000 is deducted
and allowed for the taxable year 1942. On
March 25, 1944, the corporation files notice
with the Commissioner of Its election to
discontinue the amortization deductions be-
ginning with the month of April 1944. The
adjusted basis of the facility on January 31,
1943, is $300,000, or the cost of the facility
($306,000) less the depreciation allowed for
1942 ($6,000). The amortization deduction
for the taxable year 1943 and the months
of January, February, and March, 1944,
amounts to $75,000, or $5,000 per month for
15 months. Since, at the beginning of the
amortization period (January 1, 1943), 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 during 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 amorti-
zation deduction. Accordingly, the adjusted
basis of the facility as of April 1, 1944, is
$225,000, of which $180,000 is allocable to the
building for the purpose of depreciation de-
ductions under section 23 (1), and $45,000 is
allocable to the land.

§ 29.124-5 Termination of amortiza-
tion period-(a) Date the emergency
use ceases. As used in this section, the

term "date the emergency use ceases"

means whichever of the following is the
earlier:

(1) The date of the proclamation by
the President by reason of which the
emergency period ends; or

(2) The date specified in a certificate
with respect to an emergency facility
made to the Commissioner by the certi-
fying officer (in accordance with regula-
tions prescribed by the President) as the
date on which such facility ceased to be
necessary in the interest of national de-
fense during the emergency period.

(b) Taxpayer which has elected to
amortize. A taxpayer which has elected
to take amortization deductions with re-
spect to an emergency facility may elect,
in the manner provided in paragraph
(e) of this section, to terminate the
amortization period with respect to such
facility as of the end of the month in
which occurs the date the emergency use
ceases, provided that such date occurs
prior to the expiration of the original
60-month period. In such case there
shall, with respect to such facility, be
substituted, in lieu of the original 60-
month period, a new amortization period
beginning with the first month of the
original 60-month period and ending
with the end of the month in which oc-
curs the date the emergency use ceases;
and the taxpayer's taxes for all taxable
years (beginning with the taxable year
in which the original 60-month period
began) shall be computed (or recom-
puted) so as to give effect to amortization
deductions with respect to such facility
computed in the manner provided in sec-
tion 124 (a) (see § 29.124-2) but on the
basis of the new amortization period.

Example. On August 15, 1942, the X Cor-
poration, which makes its income tax re-
turns on the calendar year basis, acquires an
emergency facility for the purpose of per-
forming War Department contracts. The
corporation elects to take amortization de-
ductions with respect to such facility and
to begin the 60-month amortization period
with September, 1942, the month following
the month of acquisition. The certifying
officer certifies to the Commissioner that such
facility ceases, as of July 15, 1944, to be nec-
essary in the Interest of national defense.
The X Corporation elects to terminate the
amortization period and, accordingly, there
is to be substituted, in lieu of the 60-month
amortization period, a new amortization pe-
riod of 23 months (4 months in 1942, 12
months in 1943, and 7 months in 1944). The
X Corporation's taxes for the taxable years
1942, 1943, and 1944 shall be computed or
recomputed so as to give effect to amortiza-
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tion deductions computed in the manner
provided in section 124 (a) but on the basis
of the new 23-month amortization period.

(c) Taxpayer which has elected to dis-
continue amortization. A taxpayer
which has elected to take amortization
deductions with respect to an emergency
facility and has subsequently elected
under section 124 (c) (see § 29.124-4) to
discontinue, as of the beginning of a
specified month, the amortization de-
ductions with respect to such facility
may elect, in the manner provided in
paragraph (e) of this section, to termi-
nate the amortization period with re-
spect to such facility as of the end of
the month in which occurs the date the
emergency use ceases: Provided, That
such date occurs prior to the expiration
of the original 60-month period and
after the beginning of such specified
month. In such case, with respect to
such facility, the election to discontinue
the amortization deductions shall be dis-
regarded and there shall be substituted,
in lieu of the original 60-month period,
a new amortization period beginning
with the first month of the original
60-month period and ending with the
end of the month In which occurs the
date the emergency use ceases. The tax-
payer's taxes for all taxable years (be-
ginning with the taxable year in which
the original 60-month period began)
shall be computed (or recomputed) so
as to give effect to amortization deduc-
tions with respect to such facility com-
puted in the manner provided in section

124 (a) (see § 29.124-2) but on the basis
of the new amortization period.

Example. On November 1, 1942, the Y Cor-
poration, which makes its income tax re-
turns on the basis of a fiscal year ending
June 30, begins the construction of an emer-
gency facility which is completed on March
15, 1943. The corporation elects to take
amortization deductions with respect to such
facility and to begin the 60-month amortiza-
tion period with April 1943, the month fol-
lowing the completion. On January 15, 1944,
the corporation files a notice with the Com-
missioner in which it elects to discontinue
the amortization deductions with respect to
such facility as of the beginning of February
1944. The President issues a proclamation
on August 16, 1944, by reason of which the
emergency period ends. The Y Corporation
then elects to terminate the amortization
period and, accordingly, its election to dis-
continue the amortization deductions is to
be disregarded. In such case, there is to be
substituted, in lieu of the original 60-month
amortization period, a new amortization pe-
riod of 17 months (3 months In the taxable

year ending June 30, 1943, 12 months in the
taxable year ending June 30, 1944, and 2
months in the taxable year ending June 30,
1945). The corporation's taxes for the tax-
able years ending June 30, 1943, 1944, and
1945, are to be computed or recomputed so
as to give effect to amortization deductions
(in lieu of amortization and depreciation de-
ductions previously taken during such 17-
month period) computed in the manner pro-
vided in section 124 (a) but on the basis of
the new 17-month amortization period.

If the date the emergency use ceases
should occur between the date of the
notice of discontinuance and the begin-
ning of the month specified in such no-
tice, the provisions of section 124 (d) (1)
and paragraph (b) of this section are
applicable.

(d) Taxpayer which has not elected to
amortize-(1) General rule. A taxpayer
which has obtained the required certifi-
cations but has not elected, as provided
in section 124 (b), to take amortization
deductions with respect to the emergency
facility to which such certifications re-
late may nevertheless take amortization
deductions with respect to such facility,
if (I) the date the emergency use ceases
occurs before the expiration of 60
months from the last day of the month
in which such facility was completed or
acquired, and (ii) an election to take
such amortization deductions is made in
the manner prescribed in paragraph (e)
of this section. In such case, the taxes
for all taxable years (beginning with the
taxable year in which fell the month
following the month in which such fa-
cility was completed or acquired) shall
be computed (or recomputed) so as to
give effect to amortization deductions
with respect to such facility computed in
the manner provided in section 124 (a)
(see § 29.124-2) but on the basis of an
amortization period beginning with the
month following the month in which
such facility was completed or acquired,
and ending with the last day of the
month in which occurs the date of the
emergency use ceases.

Example. On September 25, 1942, the Z
Corporation, which makes its income tax re-
turns on the calendar year basis, acquires an
emergency facility for the purpose of per-
forming Navy Department contracts. The
corporation does not elect to take amortiza-
tion deductions with respect to such facility.
The certifying officer certifies to the Com-
missioner that such facility ceased, as of July
20, 1944, to be necessary in the interest of
national defense. The Z Corporation may
elect, in the manner provided in paragraph
(e) of this section, to take amortization de-
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ductions with respect to such facility and in
such case its taxes for the taxable years 1942,
1943,.and 1944 are to be computed or recom-
puted so as to give effect to amortization de-
ductions computed in the manner provided
in section 124 (a) but on the basis of an
amortization period of 22 months (3 months
in 1942, 12 months in 1943, and 7 months in
1944), such amortization deductions to be
in lieu of depreciation deductions previously
taken during such 22-month period.

(2) Special rule with respect to incom-
pleted facilities. If the date the emer-
gency use ceases occurs after the begin-
ning of the construction, reconstruction,
erection, or installation of an emergency
facility and such construction, recon-
struction, erection, or installation is not
completed, the taxpayer may elect, in
the manner prescribed in paragraph (e)
of this section, to take amortization de-
ductions with respect to such facility,
such amortization to be based on a period
beginning with the month in which the
construction, reconstruction, erection, or
installation of such facility was begun
and ending as of the end of the month
in which occurs the date the emergency
use ceases.

(e) Manner of making election. The
election described in paragraph (b), (c),
or (d) of this section shall be made by
filing with the Commissioner of Internal
Revenue, Washington, D. C., a statement
of such election. Such statement shall
be filed within 90 days after the date of
the President's proclamation or the date
of the certificate of the Secretary of the
department concerned, whichever is the
basis of the taxpayer's election, and
should contain a description clearly iden-
tifying the facility. A copy of such state-
ment should be attached by the tax-
payer to the income-tax return for the
taxable year in which falls the date the
emergency use ceases.

(f) Recomputation of taxes in case of
commuted amortization period, (1) The
recomputation of the tax liability au-
thorized by section 124 (d) (4) applies
to any income or excess-profits tax im-
posed under chapter 1 or subchapter
A, B, D, or E of chapter 2, to the capital
stock tax imposed by chapter 6, and to
any other tax of the corporation affected
directly or indirectly by the recomputa-
tion of the amortization deduction.

(2) Under section 124 (d) (5), if the
adjustment of any income or excess-
profits tax for any taxable year to give
effect to the revised amortization deduc-

tion is prevented (i) on the date of the
certificate of the Secretary of the depart-
ment concerned or the date of the Pres-
ident's proclamation, whichever forms
the basis of the taxpayer's election, or
(ii) within one year after such date, by
any provision of law (other than section
3761, relating to compromises, and other
than section 124 (d) (5)) or by any rule
of law, including the doctrine of res
judicata, an adjustment shall neverthe-
less be made if a claim for refund or
credit is filed or a notice of deficiency is
mailed, as the case may be, within one
year after the date of such certificate or
proclamation. Section 124 (d) (5) ap-
plies only if, at the time of the filing of
the claim for refund or the mailing of
the notice of deficiency, the adjustment
would otherwise be prevented by the run-
ning of the statute of limitations, by the
execution of a closing agreement, by the
operation of the rule of res judicata, or
for other reasons. For reference to pro-
visions which would prevent adjustment
except for the provisions of section 124
(d) (5), see § 29.3801 (b)-0. Section 124
(d) (5) is not applicable, however, if on
the date of the filing of the claim for re-
fund or the mailing of the notice of de-
ficiency, adjustment of the tax liability
is permissible without recourse to such
section.

(3) The amount of the adjustment
authorized by section 124 (d) (5) is
limited to the increase or decrease in the
tax previously determined for the tax-
able year which results solely from the
revision of the amortization deduction
and the collateral effects of such revision
upon items of income, deductions,
credits, invested capital, etc., already
taken into account in ascertaining the
tax previously determined. The tax pre-
viously determined for any taxable year
is to be ascertained in accordance with
the provisions of section 3801 (d). See
§ 29.3801 (d)-1. If the amount of the
adjustment determined under section
124 (d) (5) represents an increase in tax,
it is to be treated in the same manner as
a deficiency for the taxable year; if it
represents a decrease in tax, it is to be
treated in the same manner as an over-
payment for the taxable year. The
amount of the adjustment considered as
a deficiency or as an overpayment, as the
case may be, will bear Interest to the ex-
tent provided by the internal revenue
laws applicable to deficiencies and over-
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payments for the taxable year for which
the adjustment is made.

(4) The amount of any adjustment
under the provisions of section 124 (d)
(5) which is refunded may not subse-
quently be recovered in a suit for er-
roneous refund based upon any adjust-
ment other than one resulting from the
revision of the amortization deductions.
The amount of any adjustment under
section 124 (d) (5) which is assessed
and collected as a deficiency may not
thereafter be recovered by the taxpayer
in any suit for refund based upon any
adjustment other than one resulting
from the revision of the amortization
deductions. The application of the pro-
visions of section 124 (d) (5) may be
illustrated by the following example:

Example. On August 31, 1942, the X Cor-
poration, which makes its income tax returns
on the calendar year basis, acquires an emer-
gency facility at a cost of $300,000 and elects
to take amortization deductions with respect
to such facility over the 60-month period
beginning with the month of September 1942.
For the taxable year 1942 the corporation
files an income tax return disclosing a net
income of $73,800, corporation surtax net
income of $65,300, and normal tax net income
of $65,300. The return discloses a tax liabil-
ity of $19,993, which is assessed and paid. In
making such computation, the corporation
takes amortization deductions of $5,000 a
month for four months, or $20,000, but in
computing Its gross income erroneously omits
interest income amounting to $6,000, and in
computing its deductions erroneously omits
a deduction for Insurance expense of $2,000.
The corporation includes in gross income div-
idends from a domestic corporation In the
amount of $10,000 and takes a dividends re-
ceived credit of $8,500. It also files an excess-
profits tax return under subchapter E of
chapter 2 disclosing an invested capital of
$637,500, an excess-profits net income of
$68,000, an excess-profits credit of $51,000
computed on the Invested capital basis, and
an excess-profits tax liability of $4,200.

On September 1, 1946, the Secretary of the
department concerned certifies to the Com-
missioner that such emergency facility ceased
as of August 15, 1946, to be necessary in the
interest of national defense. The X Corpo-
ration elects to terminate the amortization
period and to amortize the adjusted basis of
such facility over the shortened period of 48
months beginning September 1, 1942, and
ending August 31, 1946. The corporation Is
therefore entitled to compute or recompute
its taxes for 1942, 1943, 1944, 1945, and 1946
on the basis of an amortization deduction of
$6,250 in lieu of $5,000 for each month be-
ginning with September 1942 and ending with
August 1946. The allowable deduction for

f Internal Revenue § 29.124-5

1942 Is therefore $25,000 in lieu of $20,000.
Claims for refund for all years, except 1946,
are filed on November 30, 1946. For the tax-
able year 1942 the period of limitations upon
the filing of a claim for refund provided by
section 322 expires on March 15, 1946. Since,
however, the claim is filed within one year
from the date of the certificate of the Secre-
tary of the department concerned, an ad-
justment is authorized under section
124 (d) (5). The amount of the adjustment
of the income taxes under sections 13 and 15
and the excess-profits tax under subchapter
E of chapter 2 for 1942 is $2,758 (income
taxes, $1,008; excess-profits tax, $1,750), com-
puted as follow*:

EXCESS-PROniTS TAX

Excess-profits net income re-
ported --------------------- $68,000.00

Less: Additional deduction for
amortization ----------------- 5,000.00

Excess-profits net income as re-
computed ------------------- 63,000.00

Less:
Exess-profits

credit ---------- $51, 000.00
Specific exemption 5, 000.00

56, 000.00

Adjusted excess-profits net in-
come ------------------------ 7,000.00

Exess-profits tax as recom-
puted ----------------------- 2,450.00

Tax previously determined and
paid .......... 4, 200.00

Amount of adjustment under sec-
tion 124 (d) (5) to be refunded
or credited ------------------- 1,750.00

INCOME TAX

Net income upon which tax pre-
viously determined was based- $73, 800. 00

Less: Additional deduction for
amortization:

Amount deduct-
ible ----------- $25,000.00

Amount deducted
in return ------- 20, 000.00

5 000 n

Balance .................
Add: Adjustment for excess-

profits tax:
Amount previously

deducted ------- $4, 200.00
As recomputed .... 2,450.00

68, 800.00

1,750.00

Net Income as recomputed ---- 70,550.00
Less: Dividends received credit-- 8,500.00

Corporation surtax net income-- 62,050. 00
Less: Interest on obligations of

the United States and Its in-
strumentalities --------------- None
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Normal tax net income --------- $62, 050. 00
Surtax on $25,000___ $1,500.00
Surtax on $37,050 --.. 2, 593.50
Normal tax on $62,-

050 --------------- 14,892.00

Income tax as recomputed -- 18, 985.50
Income tax previously deter-

mined ---------------------- 19,993.00

Amount of adjustment under sec-
tion 124 (d) (5) to be refunded
or credited ------------------- 1,007.50
By reason of the limitations imposed by

section 124 (d) (5), the adjustment is lim-
ited to the decrease in the tax previously
determined which results solely from the re-
vision of the amortization deductions and
the consequences flowing therefrom. Ac-
cordingly, the recomputation does not take
into consideration the item of $6,000, repre-
senting interest received, which was omitted
from gross income, or the item of $2,000, rep-
resenting Insurance expense, for which no
deduction was allowed.

Since the claims for refund for the taxable
years 1943, 1944, and 1945 were filed within
the period of limitations provided In section
322, the provisions of section 124 (d) (5) are
not applicable and the complete adjustment
of the taxes for such taxable years may be
made without regard to the limitations con-
tained in section 124 (d) (5).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5432, 10 F. R. 9191

§ 29.124-6 Adjusted basis of emer-
gency jacility-(a) In general. (1) The
adjusted basis of an emergency facility
for purposes of computing the amortiza-
tion deduction may differ from what
would otherwise constitute the adjusted
basis of such emergency facility, in that
It shall be the adjusted basis for deter-
mining 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 the
certified construction, reconstruction,
erection, installation, or acquisition after
December 31, 1939. It Is therefore nec-
essary first to determine the unadjusted
basis of the emergency facility from
which the adjusted basis for amortiza-
tion purposes is derived.

(2) The unadjusted basis for amorti-
zation purposes, in cases where the entire
construction, reconstruction, erections,
installation, or acquisition takes place
after December 31, 1939, and such con-
struction, reconstruction, erection, in-
stallation, or acquisition is certified in its
entirety by the certifying officer as neces-

sary in the interest of national defense
during the emergency period, Is the same
as the unadjusted basis otherwise deter-
mined.

(3) In cases where the certifying offi-
cer certifies the entire construction, re-
construction, erection, installation, or ac-
quisition after December 31, 1939, as nec-
essary in the interest of national defense
during the emergency period, but only a
portion of the construction, reconstruc-
tion, erection, installation, or acquisition
attributable to the facility takes place
after December 31, 1939, the unadjusted
basis for the purposes of amortization is
so much of the entire unadjusted basis as
is attributable to that portion of the con-
struction, reconstruction, erection, in-
stallation, or acquisition which took place
after December 31, 1939. For example,
the X Corporation begins the construc-
tion of a facility November 15, 1939, and
such facility is completed on April 1, 1940,
at a cost of $500,000, of which $300,000 is
attributable to construction after De-
cember 31, 1939. The certificate of ne-
cessity covers the entire construction
after December 31, 1939, and the unad-
Justed basis of the emergency facility for
amortization purposes is therefore $300,-
000. For depreciation of the remaining
portion of the cost ($200,000) see
§ 29.124-7.

(4) If the certifying officer certifies
only a portion of the construction, recon-
struction, erection installation, or ac-
quisition after December 31, 1939, then
the unadjusted basis for amortization
purposes is limited to the amount attrib-
utable to such portion of the construc-
tion, reconstruction, erection, installa-
tion, or acquisition after December 31,
1939. Assuming the same facts as in the
example in the preceding paragraph, ex-
cept that the certificate is to the effect
that only 50 percent of the construction
after December 31, 1939, is necessary in
the interest of national defense during
the emergency period, the unadjusted
basis for amortization purposes is 50 per-
cent of $300,000, or $150,000.

(5) Where a corporation begins thq
construction, reconstruction, erection, or
installation of a facility before June 11,
1940, and completes it after June 10,
1940, the part of such construction, re-
construction, erection, or Installation
taking place after December 31, 1939,
and before June 11, 1940, and the part
thereof taking place after June 10, 1940,
each constitutes a separate emergency
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facility, provided a certificate of neces-
sity under section 124 (f) has been made
with respect to each such part (see sec-
tion 124 (e) and § 29.124-0). Further-
more, the part of such construction, re-
construction, erection, or installation
taking place after December 31, 1939,
and before June 11, 1940, is deemed to
have been completed on June 10, 1940
(see section 124 (e) (1) and § 29.124-2).
Accordingly, under such circumstances,
in applying the foregoing rules for de-
termining the unadjusted basis of the
emergency facility representing the part
of the construction, reconstruction, erec-
tion, or installation taking place after
June 10, 1940, the date "June 10, 1940"
should be substituted for the date "De-
cember 31, 1939."

(6) 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
this section.) Amounts received by a
taxpayer in connection with its agree-
ment to supply articles for national de-
fense, 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 reduc-
tion of the basis of such facility. The
following examples will illustrate the
computation of the adjusted basis of an
emergency facility for amortization pur-
poses:

Example (1). The X Corporation completes
an emergency facility on July 1, 1940, the
entire unadjusted basis of which is $500,000
and the unadjusted basis of which for pus-
poses of amortization is $300,000. The X
Corporation elects to begin amortization on
January 1, 1941. The only adjustment to
basis for the period from July 1, 1940, to
January 31, 1941, other than depreciation or
amortization for January 1941, is $5,000 for
depreciation for the last six months of 1940.
The adjusted basis for purposes of amorti-
zation is therefore $300,000 less $3,000 (300,-
000/500,000ths of $5,000), or $297,000.

Example (2). On July 31, 1944, the Y Cor-
poration has an emergency facility (a build-
ing) completed on July 1, 1940, the entire
unadjusted basis of which Is $500,000, and
the unadjusted basis of which for purposes
of amortization is $300,000. The corporation
elects to begin amortization on January 1,
1941, by which time it is entitled to $5,000
depreciation for the last six months of 1940.
On July 1, 1944, the facility is damaged by
fire, as the result of which its adjusted basis
is properly reduced by $200,000. The ad-
justed bases of the emergency facility as of
July 1944 for purposes of amortization and
depreciation, and the adjusted basis for other
purposes, are $23,849.18, $49,250.82, and $73,-
100, respectively, computed as follows:

For amor- For depre- For other
tization ciation purposes

Unadjusted basis ------------------------------------------------- $300,000.00 $200,000.00 $500,000
Less depreciation to January 1, 1941 ------------------------------- 3,000.00 2,000.00 5,000

Adjusted basis January 1941 -------------------------------------- 297,000.00 198, 000.00 495, 000
Less amortization for 42 months ------------------------------ 207, 90. 00 None 207, 900
Less depreciation for 42 months ---------------------------------- None 14,000.00 14,000

Adjusted basis at time of fire loss ------------------------------ 89,100.00 184.000.00 273, 100
Less fire loss (apportioned as explained below) -------------- 65, 250. 82 134, 749.18 200,000

Adjusted basis after fire loss --------------------------------------- 23, 849.18 49,250.82 73,100

The $200,000 fire loss is applied against the
adjusted basis for purposes of amortization
and the adjusted basis for purposes of depre-
ciation in the proportion that each such ad-
justed basis at the time of such fire loss
bears to their sum, i. e., 89,100/273,100ths of
$200,000 or $65,250.82, against the amortiza-
tion basis, and 184,000/273,100ths of $200,000
or $134,749.18, against the depreciation basis.

(b) Capital additions. If, after the
completion or acquisition of an emer-
gency facility with respect to which a
certificate of necessity has been made,
further expenditures are made for con-

819592--49----32

struction, reconstruction, erection, in-
stallation, or acquisition attributable to
such facility but not included in such
certificate of necessity, such expendi-
tures shall not be added to the adjusted
basis of the emergency facility for amor-
tization purposes under such certificate.
If such further expenditures are covered
by a separate certificate of necessity
made in accordance with the provisions
of section 124 (f), they are treated as
certified expenditures in connection with
a new emergency facility, and, if proper
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election is made, will be taken into ac-
count in computing the adjusted basis
of such new emergency facility for pur-
poses of amortization.

Example. On March 1, 1942, the Secretary
of the department concerned certifies as an
emergency facility a heating plant proposed
to be constructed by the Z Corporation. Such
facility is completed on July 1, 1942. The
Z Corporation, on August 1, 1942, begins the
installation in the plant of an additional
boiler, which is not included in the certificate
for the plant but is, prior to such installa-
tion, certified in a separate certificate as
necessary in the interest of national defense.
For amortization purposes, the adjusted basis
of the heating plant is determined without
including the cost of the additional boiler.
Such cost is taken into account in computing
the adjusted basis of the new emergency
facility (the boiler), as to which the tax-
payer has a separate election for amortiza-
tion purposes and a separate amortization
period.
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5432, 10 F. R. 919]

§ 29.124-7 Depreciation of portion of
emergency facility not subject to amor-
tization. (a) The rule set forth in section
124 (a) (see § 29.124-2), that an amorti-
zation deduction with respect to an emer-
gency facility is In lieu of any deduction
for depreciation which would otherwise
be allowable with respect to such fa-
cility, is subject to the exception pro-
vided in section 124 (g). Under this
exception, If the property constituting
such facility is depreciable property un-
der section 23 (1) and the regulations
pertaining thereto and if the adjusted
basis of such facility as computed under
section 113 (b) for purposes other than
the amortization deductions (see § 29.113
(b) (1-1) is In excess of the adjusted
basis computed under section 124 (f) for
purposes of the amortization deductions
(see § 29.124-6), 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, 1939, 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 (see
§ 29.124-6). However, if the property
constituting such facility is depreciable
property under section 23 (1) and the
regulations pertaining thereto, then the
depreciation deduction provided by such
section and regulations is allowable with
respect to the amount attributable to
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such construction on or before December
31,.1939.

(b) Similarly, if only a part of the
construction, reconstruction, erection,
installation, or acquisition after Decem-
ber 31, 1939, of an emergency facility has
been certified by the certifying officer as
necessary in the interest of national de-
fense during the emergency period, and
if such facility is depreciable property
under section 23 (1) and the regulations
pertaining thereto, then the depreciation
deduction provided by such section and
regulations Is allowable with respect to
the part which has not been so certified.

(c) For illustration of the treatment
of a depreciable portion of an emergency
facility, see example (2) in § 29.124-6 (a).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5432, 10 F. R. 919]

§ 29.124-8 Payment by United States
of unamortized cost of facility. (a) Sec-
tion 124 (h) contemplates that certain
payments may be made by the United
States to a taxpayer as compensation
for the unamortized cost of an emer-
gency facility. If the amount of any
such payment is properly includible in
gross income and has been certified, as
provided in section 124 (h), as having
been paid under the circumstances de-
scribed therein, a taxpayer which is re-
covering the adjusted basis of an emer-
gency facility through amortization
rather than depreciation may elect to
take such amount as an amortization de-
duction with respect to such facility for
the month In which such amount is so
includible. Such amortization deduc-
tion shall be in lieu of the amortization
deduction otherwise allowable with re-
spect to such facility for such month,
and shall not In any case exceed the ad-
justed basis of such facility (see § 29.124-
6), as of the end of such month (com-
puted without regard to any amortiza-
tion deduction for such month). The
election referred to in this paragraph
shall be made In the return for the tax-
able year in which the amount of such
payment Is includible 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
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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 section
124 (f) and § 29.124-6 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 124 (h) (2)). The election re-
ferred to in this paragraph 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, 1942, the X
Corporation purchases an emergency facility
at a cost of $600,000. The certificate of neces-
sity covers the entire acquisition. The X
Corporation elects to take amortization de-
ductions with respect to such facility and to
begin the 60-month amortization period with
February 1942, the month following the
month of acquisition. On July 15, 1943, as a
result of the cancellation of certain contracts
with the X Corporation, the United States
makes a payment of $300,000 to the corpora-
tion as compensation for the unamortized
cost of such facility. The $300,000 payment
is includible in the X Corporation's gross in-
come for July 1943. The adjusted basis of
such facility for amortization purposes as of
the end of July 1943, computed without re-
gard to any amortization deduction for such
month, is $430,000. Accordingly, the corpora-
tion is entitled to take an amortization de-
duction of $300,000 for such month, in lieu
of the $10,000 amortization deduction which
is otherwise allowable.

Example (2). On November 30, 1942, the
Y Corporation purchases an emergency facil-
ity, consisting of land with a building there-
on at a cost of $500,000 of which $200,000
is allocable to the land and $300,000 to the
building. The certificate of necessity covers
the entire acquisition. The Y Corporation
does not elect to take amortization deduc-
tions with respect to such facility, but is
entitled to a depreciation deduction with re-
spect to the building at the rate of 3 percent
per annum, or $750 per month. On August
12, 1944, 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 unamortized cost of such
facility. The $400,000 is includible in the
Y Corporation's gross income for August
1944. The adjusted basis of the facility as
of the end of August 1944, computed without
regard to depreciation for such month, is
$485,000, of which amount $200,000 is al-
locable to the land and $285,000 to the build-
ing. Accordingly, the corporation is entitled
to increase the $750 depreciation deduction
for August 1944 by the full amount of the
$400,000 payment.

§ 29.124-9 Life tenant and remainder-
man. In the case of an emergency facil-
ity held by one person for life with re-
mainder to another person, the amortiza-
tion deduction shall be computed as if
the life tenant were the absolute owner
of the facility and shall be allowable to
the life tenant during his life.

§ 29.124-10 Application for tentative
adjustments-(a) In general. (1) Any
taxpayer who has filed with the Com-
missioner a statement of election to
terminate the amortization period, as
prescribed in section 124 (d) (4), may
file an application for a tentative ad-
justment with respect to the taxes for
all taxable years prior to the taxable
year In which the application Is filed,
but not including any taxable year
prior to the taxable year in which
the amortization period began, which
are affected by the revision of the
amortization deduction or any related
adjustments. A taxpayer who is a mem-
ber of a partnership which has filed a
statement of election to terminate the
amortization period may file an applica-
tion for a tentative adjustment with re-
spect to his own taxes which results from
the increase or decrease in his distribu-
tive share of the partnership net income
attributable to the revision of the amorti-
zation deduction or any related adjust-
ments. The adjustment with respect to
such taxes is to be computed as required
by section 124 (d) (4). The tax for each
taxable year which is to be recomputed,
however, shall be the tax previously de-
termined as ascertained in accordance
with the method prescribed in section
3801 (d). The amount of the adjustment
with respect to each tax is limited to the
increase or decrease in such tax as pre-
viously determined which results from
the revision of the amortization deduc-
tion and the effect of such revised deduc-
tion upon any items taken into account
in computing the tax previously deter-
-mined.

(2) The application for a tentative ad-
justment must be filed within 90 days
from the date the statement of election
provided in section 124 (d) (4) is filed.
If, however, such 90-day period expired
before October 29, 1945, the application is
timely if it was filed on or before October
29, 1945. The application is to be filed
with the collector where the tax was paid
or the assessment was made.

(b) Contents of application. (1) The
application for a tentative adjustment
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with respect to amortization deductions
in the case of a corporation is to be filed
on Form 1140, and in the case of tax-
payers other than corporations on Form
1046. The applications are to be filled
out in accordance with the instructions
accompanying such forms, and all infor-
mation required by the forms and the ac-
companying instructions must be fur-
nished by the taxpayer. The application
In the case of a corporation is to be sworn
to in the manner provided in section 52 in
the case of a corporation income tax
return. The application in the case of a
taxpayer other than a corporation is to
be verified in the manner provided In
sections 51 and 142 in the case of an In-
come tax return of such taxpayer.

(2) An application for a tentative ad-
justment with respect to amortization
deductions does not constitute a claim for
credit or refund. If such application Is
disallowed by the Commissioner 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 regular claim for
credit or refund under section 124 (d)
(5) or under section 322 at any time prior
to the expiration of the applicable pe-
riod of limitation, and may maintain suit
based on such claim if it is disallowed
or if the Commissicner 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 adjustment with respect to
amortization deductions. The filing of
an application for a tentative adjustment
will not constitute the filing of a claim
for credit or refund within the meaning
of section 124 (d) (5) or 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. The filing of such an appli-
cation, however, will constitute the filing
of a claim for credit or refund within the
meaning of section 124 (d) (5) for pur-
poses of determining whether an adjust-
ment may be made in any case in which
such adjustment is prevented by the op-
eration of any provision of law other
than section 124 (d) (5) itself or section
3761, relating to compromises. A regu-
lar claim for credit or refund filed under
section 124 (d) (5) or section 322 after
the filing of an application for a tenta-
tive adjustment with respect to amorti-
zation deductions is not to be considered
an amendment of such application, but

is to be considered a new claim. Such
regular claim, however, in proper cases
may constitute an amendment to a prior
regular claim.

(c) Computation of increase or de-
crease in taxes affected by the revised
amortization deduction (1) The tax-
payer is to determine the amount of
increase or decrease, attributable to the
revised amortization deduction or any re-
lated adjustments, in each tax previously
determined, which is affected by such
revised amortization deduction or related
adjustments, for each taxable year prior
to the taxable year in which the appli-
cation for a tentative adjustment is filed.
The tax previously determined 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 on the
return as filed, increased by any amounts
assessed (or collected without assess-
ment) as deficiencies prior to the date
of filing the application for a tentative
adjustment with respect to amortization
deductions, 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 application
shall be taken into account in ascer-
taining the tax previously determined
only, and to the extent that, they were
reported in the return, or were reflected
in any amount assessed (or collected
without assessment) as deficiencies, or
in any amounts abated, credited, re-
funded, or otherwise repaid, prior to
the date of filing the application. The
tax previously determined will reflect
the foreign tax credit, the credit for tax
withheld at source provided in section
32, the credit for debt retirement pro-
vided in section 783, and the 10-percent
credit against excess profits tax provided
in section 784, but will not reflect the
postwar credit provided in section 780.
In the case of any taxable year beginning
in 1944 for which the credit provided
in section 784 is not claimed on the
return, the tax shown on the return,
for purposes of this paragraph, shall be
the tax shown on the return as filed
reduced by the excess of (I) the credit
under section 784 to the extent that an
amount has not been abated, credited,
refunded, or otherwise repaid in respect
of such credit prior to the date of filing
the application, over (ii) any amount
claimed on the return as a credit for
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debt retirement under section 783. In
the case of any taxable year beginning
prior to January 1, 1944, any amount
abated, credited, refunded, or otherwise
repaid prior to the date of filing the
application, in connection with the post-
war credit provided in section 780, and
the amount of any bonds issued as pro-
vided in sections 780 and 781 in connec-
tion with the excess profits tax for such
taxable year, whether or not such bonds
have been redeemed, shall be considered
an amount abated, credited, refunded,
or otherwise repaid, in respect of the
excess profits tax for such taxable year,
prior to the date of filing the applica-
tion.

(2) The increase or decrease in each
tax previously determined which is af-
fected by the revision of the amortization
deduction or any related adjustments is
to be determined, except for such revised
amortization deduction and related ad-
justments, 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 paragraph.
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, prior to the date of
filing the application for a tentative ad-
justment with respect to amortization
deductions. If the Commissioner and
the taxpayer are in disagreement as to
the proper treatment of any item, it shall
be considered for purposes of determin-
ing the increase or decrease in the tax
previously determined that such Item was
correctly reported by the taxpayer unless,
and to the extent that, the disagreement
has resulted in the assessment of a de-
ficiency (or the collection of an amount
without assessment), or the allowing or
making of an abatement, credit, refund,
or other repayment, prior to the date of
filing the application. Thus, if the tax-
payer claimed a deduction on its return
of $50,000 for salaries paid its officers but
the Commissioner asserts that such de-
duction should not exceed $20,000, and
the Commissioner and the taxpayer have
not agreed on the amount properly de-
ductible prior to the date the application
for a tentative adjustment with respect
to amortization deductions is filed, $50,-
000 shall be considered as the amount

properly deductible for purposes of de-
termining the increase or decrease in
each tax previously determined in respect
of the application for a tentative adjust-
ment. In determining the increase or
decrease in any tax previously deter-
mined, any items which are affected by
the revision of the amortization deduc-
tion must be adjusted to reflect such re-
vised deduction. Thus, any deduction
limited, for example, by net income or
adjusted gross income, such as the de-
duction for charitable contributions, is
to be recomputed on the basis of the
net income or adjusted gross income
as affected by the revision of the amorti-
zation deduction. Similarly, any deduc-
tion for depreciation which is affected by
the revision of the amortization deduc-
tion must be adjusted to reflect such
revised amortization deduction. No in-
crease or decrease in tax, attributable to
a net operating loss carry-back or to an
unused excess profits credit carry-back,
for a taxable year prior to the taxable
year in which the amortization period
began, may be assessed or allowed pur-
suant to an application for a tentative
adjustment with respect to the amortiza-
tion deduction even though the net oper-
ating loss or the unused excess profits
credit resulting In such carry-back is
affected by the revised amortization
deduction. In determining the decrease
in excess profits tax for any taxable
year beginning prior to January 1, 1944,
the tax as recomputed by'taking into
account the revised amortization deduc-
tion and any related adjustments is
to be decreased by any amount which has
been abated, credited, refunded, or other-
wise repaid, prior to the date of filing the
application, in connection with the post-
war credit under section 780, and by the
amount of any bonds, whether or not
such bonds have been redeemed, issued
as provided in sections 780 and 781 in
connection with the excess profits tax for
such taxable year, to the extent that
such amounts are properly allocable to
such tax as recomputed.

(3) In determining the increase or de-
crease in any tax previously determined
which is affected by the revision of the
amortization deduction or any related
adjustments, the tax previously deter-
mined is to be increased or decreased
by the amount of any increase or de-
crease in such tax shown on an applica-
tion filed under section 3780, relating
to tentative carry-back adjustments, to
the extent that such increase or de-
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crease shown in the application filed
under section 3780 has not been assessed
or allowed prior to the date of filing the
application for a tentative adjustment
with respect to amortization deductions.
The items which enter Into the compu-
tation of the tax previously determined
are to be adjusted in conformity with
such increase or decrease shown in the
application filed under section 3780 for
a tentative carry-back adjustment. The
provisions of this paragraph are not to
apply in any case in which the Com-
missioner has disallowed the application
for a tentative carry-back adjustment
prior to the date the application for a
tentative adjustment with respect to
amortization deductions is filed.

(d) Allowance of adjustments. (1) Any
application for a tentative adjustment
with respect to the amortization deduc-
tion is to be acted upon within a period
of 90 days from the date such application
is filed. The Commissioner is to make,
to the extent he deems practicable in
such 90-day period, an examination of
the application to discover omissions and
errors of computation and is to deter-
mine within such 90-day period the in-
crease or decrease in any tax previously
determined, which is affected by the re-
vision of the amortization deduction 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 124 (j) for the deter-
mination by the taxpayer of the increases
and decreases in taxes previously deter-
mined which must be set forth in the
application for a tentative adjustment
with respect to the amortization deduc-
tion. The Commissioner, however, may
correct any errors of computation or
omissions he discovers upon whatever ex-
amination of the application he makes.
In determining the increase or decrease
in each tax previously determined which
is affected by the revision of the amor-
tization deduction or any related adjust-
ments, the Commissioner accordingly
may correct any mathematical error ap-
pearing on the application and he like-
wise may make any other adjustments
to, or corrections in, the computations of
the taxpayer which he deems are proper
and which fall within the scope of the
prescribed basis of the computation. If
a required adjustment has not been made
by the taxpayer and the Commissioner
has available the necessary information
to make such adjustment within the

above 90-day period, he may, in his dis-
cretion, make such adjustment. In de-
termining the increases and decreases,
however, the Commissioner will not, for
example, change the amount claimed in
the return as a deduction for ordinary
and necessary business expenses because
he believes that the taxpayer has
claimed an excessive amount; likewise,
the Commissioner will not include in
gross income any amount not so included
by the taxpayer even though he believes
that such amount is subject to tax and
properly should be included in gross
Income.

(2) If the Commissioner finds that an
application for a tentative adjustment
with respect to the amortization deduc-
tion contains material omissions or errors
of computation, he may disallow such ap-
plication in whole or in part without fur-
ther action. If, however, he deems that
any error of computation can be cor-
rected by him within the above 90-day
period, he may do so and allow the ap-
plication in whole or in part. The Com-
missioner's determination as to whether
he can correct any error of computa-
tion within the above 90-day period shall
be conclusive. Similarly, his action in
disallowing, in whole or in part, any ap-
plication for a tentative adjustment with
respect to the amortization deduction
will 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 124
(d) (5) or section 322, and may maintain
a suit based on such claim If it is dis-
allowed or if the Commissioner does not
act upon the claim within six months
from the date it is filed.

(3) In the case of any application for a
tentative adjustment with respect to the
amortization deduction which is allowed
in whole or in part, any increase deter-
mined in any tax previously determined
which is affected by the revision of the
amortization deduction or any related
adjustments shall be deemed to have been
determined as a deficiency and shall be
assessed without regard to the restric-
tions on assessment provided in section
272. Such increase, for example, may
be assessed without regard to whether
a notice of deficiency in respect of such
increase 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 a
right to contest the assessment before
The Tax Court of the United States
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whether or not he is sent a notice in re-
spect of such increase. A notice in re-
spect of an increase determined in
respect of an application for a tentative
adjustment with respect to the amortiza-
tion deduction, however, will constitute
a notice of deficiency within the mean-
ing of section 124 (d) (5).

(4) Each decrease determined in any tax
previously determined which is affected
by the revision of the amortization de-
duction or any related adjustment shall
first be applied against any unpaid
amount of the tax with respect to which
such decrease was determined. Such
unpaid amount of tax may include one or
more of the following:

(i) An amount with respect to which
the taxpayer is delinquent;

(ii) An amount (including an amount
the time for payment of which has been
extended under section 56 (c), 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; and

(iii) 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 on which the decrease
is allowed.

(5) 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
subparagraph (4) (1), (ii), and (iii) of
this paragraph in the order named. If
there are several amounts of the type
described in subparagraph (4) (ii) of this
paragraph), any amount of the decrease
which is to be applied against such
amounts will be applied by assuming
that the tax previously determined
minus the amount of the decrease to be
so applied is "the tax" and the taxpayer
had elected to pay such tax in four equal
installments. The unpaid amount of
tax against which a decrease may be ap-
plied may not include any amount of tax
for any taxable year other than the year
of the decrease. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Example. Corporation X, which keeps its
books and makes its income tax returns on
the calendar year basis, filed its income tax

return for 1944, showing a tax of $100,000,
on March 15, 1945, and paid two installments
of $25,000 each on March 15, 1945 and June
15, 1945, respectively. The corporation filed
an application for a tentative adjustment
with respect to the amortization deduction
on September 1, 1945. The application,
which showed that the corporation's Income
tax for 1944 as previously determined was
$100,000 and that the decrease in such tax
due to the revision of the amortization de-
duction and all related adjustments was
$30,000, was allowed in full on November
30, 1945. The corporation secured an ex-
tension of time under section 56 (c) for
the payment of the September 15th install-
ment, in the amount of $25,000, of its 1944
Income tax. The $30,000 decrease in the cor-
poration's income tax for 1944 will be ap-
plied against the unpaid installments of
such tax as if $70,000 (i. e., the tax pre-
viously determined minus the decrease In
such tax; $100,000 minus $30,000) were the
tax for 1944 and the corporation had elected
to pay such tax in four equal installments.
Each of the installments accordingly would
be $17,500. Since the corporation paid
$25,000 on March 15, 1945 and $25,000 on
June 15, 1945, It in effect prepaid its Septem-
ber 15th installment in the amount of
$15,000. The corporation therefore must pay
$2,500 ($17,500 minus $15,000) upon the
termination of the extension which it se-
cured under section 56 (c) with respect to
such installment, and it must pay $17,500
on December 15, 1945. The corporation will
be liable for Interest on the $25,000 the
time for payment of which was extended
under section 56 (c) as follows: Interest
will be payable on $2,500 from September
15, 1945 until the date such amount is paid,
and interest will be payable on $22,500 from
September 15, 1945 until the date the de-
crease in its income tax for 1944 is allowed
by the Commissioner in connection with
the application for a tentative adjustment
with respect to the amortization deduction.

(6) After applying the decrease against
any unpaid amount of the tax decreased,
the Commissioner will credit any re-
mainder of the decrease against any in-
crease (including interest and additions
to the tax) determined in any tax as
previously determined which is attrib-
utable to the revision of the amortization
deduction or any related adjustments and
which has been assessed under section
124 (k). Any remainder of the decrease
after such application and credits may,
within the above 90-day period, be cred-
ited against any income, war profits, or
excess profits tax, or installment thereof,
then due from the taxpayer, and, if not
so credited, is to be refunded to the tax-
payer within such 90-day period.

(7) The application, credit, or refund
of a decrease in tax determined under
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section 124 (k) shall constitute a credit
or refund of an overpayment within the
meaning of section 781 (b), relating to
postwar credits or postwar bonds in the
case of credits or refunds.
[T. D. 5500, 11 F. R. 25881

§ 29.125-1 In general-a) Applica-
tion. Section 125 makes provision for
the amortization of bond premium by the
owners of the bonds.

(1) It is mandatory with respect to:

(i) Fully tax-exempt bonds (the in-
terest on which is excludible from gross
income), whether the owner Is a corpo-
ration, Individual, or other taxpayer;
and

(ii) Partially tax-exempt bonds (the
Interest on which is subject only to sur-
tax) owned by a corporation.

(2) It is optional, at the election of
the taxpayer, with respect to:

(I) Fully taxable bonds (the interest
on which is subject to normal tax and
surtax), whdther the owner Is a corpo-
ration, individual, or other taxpayer;
and

(Ii) Partially tax-exempt bonds owned
by taxpayers other than corporations.

(3) The term "bond" as used in sec-
tion 125 means any bond, debenture,
note, or certificate or other evidence of
indebtedness, issued by any corporation
and bearing interest (including any like
obligation issued by a government or
political subdivision thereof), with inter-
est coupons or in registered form, but
does not include any such obligation
which constitutes stock in trade of the
taxpayer 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 securities
are excluded from the foregoing defini-
tion, section 125 has no application to
such dealers.

(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 ad-
justed basis of the bonds. Thus, if such
premium is $1, the basis or adjusted
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 (iii) as a reduction
of the credit for the interst on the bond,
provided in section 25 (a) (1) or (2), or
section 26 (a). Accordingly, if the in-
terest on such a partially tax-exempt
bond for the taxable year is $30 and the
amortizable bond premium thereon for
such taxable year is $5, the $30 is in-
cluded in gross income, the $5 is allow-
able as a deduction, an adjustment in the
amount of $5 is made to the basis or ad-
justed basis of the bond, and the credit
on account of such interest Is $25 ($30
minus $5). In the case of a taxpayer
whose tax is computed under Supplement
T (section 400), or who elects to take the
Standard deduction (section 23 (aa)),
and thus no specific deduction is per-
mitted under section 125 (a) (1) for
amortization of bond premiums as such,
it shall be deemed, if the taxpayer has
elected to amortize bond premium in ac-
cordance with the provisions of section
125, that the deduction for amortiza-
tion of amortized bond premium has
been allowed for the purpose of determin-
ing the adjusted basis of the bond.

(3) In the case of a trust the income of
which is distributable to the beneficiaries
in whole or in part, where the trustee
elects to amortize bond premium by de-
ducting the amount thereof in the re-
turn filed for the trust on Form 1041,
the distributable income of the trust de-
termined in accordance with the provi-
sions of section 162 (b) Is the full amount
otherwise distributable without reduc-
tion for amortization of bond premium
in all cases where, under the law ap-
plicable to the trust or under the pro-
visions of the trust or under the pro-
visions of the trust instrument, the in-
come distributable to the beneficiaries
shall not be reduced by such reduction
for amortization. (See section 24 (d).)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 171

§ 29.125-2 Bond premium and amor-
tizable bond premium. (a) Bond pre-
mium on any bond to which section 125
applies Is the excess of the amount of the
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basis (for determining loss on sale or ex-
change) of the bond over the amount
payable at maturity or, in the case of a
callable bond, earlier call date. (For de-
termination of applicable call date see
§ 29.125-5.) If the date as of which such
basis of the bond was established pre-
cedes the first taxable year with respect
to which such section applies to the bond,
there shall be made adjustments proper
to reflect unamortized bond premium on
such bond for the period including the
holding period (as determined under sec-
tion 117 (h)) prior to the date as of
which section 125 first becomes appli-
cable to the bond in the hands of the
taxpayer. The application of the pre-
ceding sentence relating to adjustments
may be Illustrated by the following ex-
amples:

Example (1). On January 1, 1942, T, who
makes his income tax returns on the cal-
endar year basis, owns a fully taxable $100
bond, maturing on January 1, 1952. T pur-
chased this bond on January 1, 1932, for $120.
T elects to have section 125 apply to such
bond for 1942 and subsequent taxable years.
In determining the amount of bond premium
to be amortized over the remaining 10 years
of the life of the bond, T is required, but
solely for such purpose, to treat the bond as
if he had amortized the bond premium there-
on during the prior 10 years under this sec-
tion, 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, 1952, 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 will 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 1932-1942.

Example (2). On January 1, 1942, X's
father gave him a fully taxable $100 bond
maturing on January 1, 1952. X's father had
purchased the bond on January 1, 1932, for
$120. The fair market value of the bond at
the time of the gift was $130. X makes his
income tax returns on the calendar year basis
and elects to amortize the bond premium on
the bond during the period from 1942 to 1952.
Under section 113 (a) (2) the cost of the
bond to X's father constitutes the basis of
the bond in X's hands for determining loss,
since such 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 pe-
riod is deemed to include the 10 years during
which his father held the bond. X is re-
quired to treat the bond as if the bond pre-
mium thereon had been amortized during

his father's holding period. Thus, X Is re-
quired to amortize $10 over the period 1942-
1952 and in the year of redemption will have
a capital loss on account of the $10 attributa-
ble to his father's holding period.

Example (3). On January 1, 1942, Y, who
makes his income tax returns on the calendar
year basis, owns a tax-exempt $100 bond,
maturing on January 1, 1951. He purchased
this bond on January 1, 1941, for $110. On
December 31, 1944, Y sells the bond for $108
and thus realizes a gain of $1, computed as
follows:

(1) Total bond premium ($110 minus
$100) -----------------------------.. $10

(2) Amount of bond premium amortiza-
tion under section 125 (total bond
premium minus unamortized bond
premium attributable to 1941, $10
minus $1) ------------------------- 9

(3) Amount of bond premium amor-
tized from January 1, 1942, through
December 31, 1944 ($1 for each such
year) ----------------------------- 3

(4) Adjusted basis of bond at close of
1944 ($110 minus $3) --------------- 107

(5) Gain ($108 minus $107) ----------- I1

(b) Amortizable bond premium on any
bond to which section 125 applies is such
part of the bond premium on the bond
as is attributable to the taxable year.

§ 29.125-3 Methods of amortization.
(a) The determinations of the bond pre-
mium and amortizable bond premium on
any bond to which section 125 applies
shall 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.

(b) A method of amortization will be
deemed "regularly employed" by a tax-
payer if the method was consistently
followed in taxable year beginning prior
to January 1, 1942, or if for taxable years
beginning on or after such date the tax-
payer (including a taxpayer who fol-
lowed a different method in taxable years
beginning prior to January 1, 1942) initi-
ates in the first taxable year for which
the deduction Is taken a reasonable
method of amortization and consistently
follows such method thereafter. A tax-
payer who regularly employs a method
of amortization may be one, for example,
who is subject to the jurisdiction of a
State or Federal regulatory agency and
who, for the purposes of such agency,
amortizes the bond premium on his
bonds in accordance with a method pre-
scribed or approved by such agency.
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However, it Is not necessary that the tax-
payer be subject to the jurisdiction of
such an agency or that the method be
prescribed or approved by such agency.
It is sufficient if the taxpayer regularly
employs a method of amortization and If
such method is reasonable.

(c) 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 § 29.125-2
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 taxa-
ble year (or, if the bond was acquired in
the taxable year, from the date of ac-
quisition) to the date of maturity or
earlier call date. For the purposes of
this section a fractional part of a month
shall be disregarded Mnless it amounts
to more than half a month in which case
it shall be considered as a month.

§ 29.125-4 Election. In the case of a
corporation, the election provided in sec-
tion 125 may be made only with respect
to fully taxable bonds. In the case of a
taxpayer other than a corporation, the
election provided in such section 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 tax-
payer 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-
ginning 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 Commissioner 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.

§ 29.125-5 Callable and convertible
bonds. 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 such section, in
the case of a callable bond the earlier
call date will be considered as the ma-
turity 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 reasonable.
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 oall date may
be the earliest call date specified in the
bond as a day certain, the earliest inter-
est payment date if the bond is callable
at such date, the earliest date at which
the bond is callable at par, or such other
call date, prior to maturity, specified
in the bond as may be selected by the
taxpayer. A taxpayer who deducts
amortizable bond premium with refer-
ence to a particular call date may not
thereafter use a different call date In the
calculation of amortization deductions
with respect to such premium. A con-
vertible bond is within the scope of sec-
tion 125 if the option to convert on a date
certain specified in the bond rests with
the holder thereof.

§ 29.125-6 Capitalized expenses. (a)
In the case of a bond on which there is
no bond premium exclusive of capitalized
expenses (such as buying commissions),
but to which section 125 otherwise ap-
plies, a taxpayer who is required by this
part to use the method of amortization
prescribed by § 29.125-3, a taxpayer who
regularly employs a reasonable method
of amortization under which such capi-
talized expenses are amortized, or a tax-
payer who regularly employs a reason-
able method of amortization under which
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such capitalized expenses are not amor-
tized, is permitted but not required, to
amortize such capitalized expenses 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
this part to use the method of amortiza-
tion prescribed by § 29.125-3, must treat
capitalized expenses as being part of the
bond premium for the purposes of sec-
tion 125, or if the taxpayer regularly em-
ploys a reasonable method of amortiza-
tion under which such capitalized ex-
penses are treated as being part of the
bond premium for the purposes of amor-
tization, 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 pre-
mium for the purposes of amortization,
the taxpayer may, but is not required to
treat such capitalized expenses as being
part of the bond premium for the pur-
poses of section 125.

§ 29.125-7 Taxable years in which in-
terest 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
received or accrued by the taxpayer dur-
ing the taxable year, if the taxpayer Is
required by this part to use the method
of amortization prescribed by § 29.125-3,
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 taxpayer regularly employs a reason-
able 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.

§ 29.125-8 Bonds owned by dece-
dents-(a) Cash basis decedents. If a
decedent on the cash receipts and dis-
bursements basis owned fully taxable
bonds and partially tax-exempt bonds
to which section 125 applies:

(1) In the case of a fully taxable bond,
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 the deduction
on account of amortizable bond premium
for such period is properly allowable
as a deduction for such period under
the decedent's method of accounting and
is not allowable as a deduction for the
estate or legatee; and

(2) In the case of a partially tax-ex-
empt bond:

(i) The interest accruing thereon for
such period Is similarly included upon
its receipt in the gross income of the es-
tate or legatee, as the case may be;

(ii) The estate's or legatee's credit for
such interest is not reduced on account
of the amortizable bond premium for
such period; and

(ill) 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.
The application of the foregoing pro-
visions relating to a partially tax-exempt
bond may be illustrated by the following
example:

Example. At the time of his death in 1942,
D owns a partially tax-exempt bond to which
section 125 applies. For the period begin-
ning January 1, 1942, and ending with his
death, the accrued interest on such bond is
$25 and the amortizable bond premium is
$2. D's estate has the right to receive such
interest. D's executor, in making the in-
come tax return for such period, may take
into account a deduction in the amount of
$2 on account of the amortizable bond pre-
mium for such period. D's estate includes
the Interest ($25) in its gross income upon
receipt and, for the purposes of the normal
tax, receives a credit for $25, 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 acount of the amortiz-
able bond premium for such period are
allowable as deductions in the return
for the decedent; and

(2) In the case of a partially tax-
exempt bond, the rule as to the accrued
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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
decedent's death.
[Regs. 111, 8 F. R. 15002, as amended by T. D.5458, 10 F. R. 73351

§ 29.125-9 Partially tax-exempt bonds
owned by estates, trusts, partnerships,
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 beneficiaries
on account of such interest are required
to be reduced by the portion of the amor-
tization deduction attributable to their
shares of such interest. A similar rule
is applied in the case of partially tax-
exempt bonds owned by estates, common
trust funds, partnerships, foreign per-
sonal holding companies, and personal
service corporations.

§ 29.126-1 Inclusion in gross income
of income in respect of a decedent. (a)
The gross income for the taxable year of
a decedent beginning on or after January
1, 1943, 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 in-
cludible under such method in computing
net income for such taxable year or any
prior taxable year. See § 29.42-1. Such
amounts include all the accrued income
of a decedent who reported his income
on the basis of cash receipts and dis-
bursements, and, in the case of a dece-
dent who reported his income under the
accrual method of accounting, such
amounts include contingent items which
were not accrued by the decedent and,
under § 29.42-1, 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 ex-
ample, if the decedent who reported in-
come on the basis of the accrual method
of accounting was a member of a part-
nership 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, al-
though there would be included in his
gross income only his distributive share
of the partnership income computed on
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the basis of cash receipts and disburse-
ments.

(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 tax-
able year shall be included, when re-
ceived, in the gross Income of the estate
of the decedent or of the person receiv-
ing such amounts if such amounts are
received in a taxable year ending after
December 31, 1942, by the estate of the
decedent or by a person entitled to such
amounts by bequest, devise, or inherit-
ance from the decedent or by reason of
the death of the decedent. These
amounts are included In the Income of
the estate and such persons when re-
ceived by them, regardless of whether or
not they report income on the basis of
cash receipts and disbursements.

(c) The persons who are placed with
respect to such amounts in the same posi-
tion as the decedent are the decedent's
estate (which In the great majority of
cases will be the one who receives such
amounts) and, if the estate does not col-
lect such amounts but distributes the
right to receive such amounts to the heir,
next of kin, legatee, or devisee who in-
herited or was bequeathed 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 re-
ceipts and disbursement was entitled at
the date of his death to a large salary
payment to be made in equal annual in-
stallments over five years, and his estate
after collecting two installments distrib-
uted the right to the remaining install-
ment payments 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 coowner 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
accruing after the death of the decedent,
would be treated as income to his wife
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when the bond is paid. Another example
is the case of a partner whose partnership
agreement provided that upon his death
his interest in certain partnership 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 surviving partners must
be included in the widow's income to the
extent they are attributable to the
earnings of the partnership accrued only
by reason of his death. The income re-
flected by the payments to the extent
they are so attributable was not in-
cludible in the partner's income since
it was not received by the partner (for
the purposes of the cash receipts and
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) (1) as receiving the right
to such payments by reason of the death
of the decedent, and must include such
payments when received In their income
to the extent the payments are attribut-
able to the earnings of the partnership
accrued only by reason of the death.

Example. Suppose that A and the dece-
dent B were equal partners in a business
possessed of tangible assets having a pres-
ent value considerably in excess of cost;
suppose that certain current partnership
business was well advanced toward comple-
tion prior to the death of B; and suppose
that the partnership agreement provided
that, upon the death of one of the partners,
all partnership assets, including unfinished
business, should pass to the surviving part-
ner, 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 attributable to
B's interest in the previously earned propor-
tion of the unfinished partnership business
transactions, their receipt by the estate of
B will reflect the realization of income.
With respect to such portion of the pay-
ments by A as is attributable to B's interest
in the tangible assets of the partnership
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 part-
nership assets consummated by B prior to
his death, however, the gain to the estate of
B reflected in such payments will be recog-
nized regardless of the character of the as-
set sold, and regardless of whether or not

payment was due 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 be-
quest, devise, or inheritance do not ap-
ply 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 section 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 re-
ceive the income is disposed of, as by
gift or bequest, the fair market value
of such right at the time of such dispo-
sition must be included in the gross in-
come of the donor, testator, or other
transferor. However, if the person to
whom such right is transferred is a per-
son described in section 126 (a) (1) as
being entitled to such right by bequest,
devise, or inheritance from the decedent
or by reason of the death of the dece-
dent, such fair market value of the right
is not included in the income of the
transferor. Examples of such transfers
are those by the estate to a specific lega-
tee of such right or to the residuary leg-
atee. Another example 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 beneficiary, the trust does not in-
clude the fair market value of the right
to receive such payments In its Income,
but such payments are included in the
income of the beneficiary under the pro-
visions of section 126 (a) (1). Under
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section 126 (a) (1), the transferee in
each of the above examples must include
the amount, when received, in his in-
come, and if he transfers the right to
receive such amount to a person not en-
titled to such right by bequest, devise,
or Inheritance from the decedent or by
reason of his death, then he must include
in his income 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 inheritance from
the decedent or by reason of his death
as if it had been acquired in the transac-
tion by which the decedent acquired such
right, and shall be considered 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 posi-
tion the decedent enjoyed. Thus, if the
Income would have been capital gain to
the decedent, if he had lived and had re-
ceived 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 6 months, in the same man-
ner as if such person had held the prop-
erty for the period the decedent held it,
and had made the sale. Similarly, if the
income is interest on United States obli-
gations owned by the decedent, such in-
come shall be treated as interest on
United States obligations in the hands of
the person receiving it, for the purpose
of determining the credit provided by
section 25 (a) (1) and (2), as if such
person owned the obligations with re-'
spect 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
receipts 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 engaged in place of the decedent in
the transaction in which the amount was
earned. Such earned income would be
Included with the other earned income
of such person, in determining his earned
income credit, and such aggregate would
of course be subject to the limitations on

such credit. The estate is not allowed
any credit for such income which is
treated as earned income in its hands,
since there is no provision in Supplement
E (sections 161 to 172, inclusive) allow-
ing such a credit in the case of an estate.
If the amounts received would be sub-
ject to special treatment under section
107 if the decedent had lived and in-
cluded such amounts in his gross income,
section 107 applies. Similarly, the pro-
visions of sections 105 and 106, relating
to the surtax attributable 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
decedent by a sale or claim within the
provisions of those sections. The surtax
attributable to the inclusion of this
amount in the gross income of the person
receiving It shall not exceed 30 percent
of such amount.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5389, 9 F. R. 7745, T. D. 5458, 10 F. R. 7335,
T. D. 5459, 10 F. R. 75231

§ 29.126-2 Allowance of deductions
and credit in respect o decedent. (a)
Under section 126 (b), the expenses, in-
terest, and taxes described in section 23
(a), (b), and (c) for which the decedent,
dying in a taxable year beginning after
December 31, 1942, was liable, which were
not properly 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 obli--
gation, as a deduction by the person who
by bequest, devise, or inheritance from
the decedent or by reason of the death
of the decedent acquires 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 (2), the right to
receive an amount of gross income in
respect of a decedent is considered prop-
erty of the decedent; on the other hand,
it is not necessary for a person, other-
wise within the provisions of (2), to re-
ceive the right to any income in respect
of a decedent. Thus, if the right to in-
come in respect of a decedent, receivable
by reason of the death of the decedent
by a person other than the estate, is sub-
ject 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 provided in section 31 when he
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pays this obligation. If the decedent,
who reported income on the basis of cash
receipts and disbursements, owned real
property on which no income had ac-
crued, but on which accrued taxes had
become a lien, and if such property
passed directly to the heir of the dece-
dent in a jurisdiction In which real prop-
erty does not become a part of a dece-
dent's estate, the heir, upon paying such
taxes, may take the same deduction un-
der section 23 (C) that would be allowed
to the decedent If, while alive, he had
made such payments.

(b) However, the deduction for per-
centage depletion is allowable only to the
person who receives the income in re-
spect of the decedent to which the de-
duction relates, whether or not such
person receives the property from which
such income is derived. Thus, if the
income results from payments on units
of mineral sold by the decedent, who
reported income on the basis of cash re-
ceipts and disbursements, the deduction
for depletion, 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
person regardless of whether or not he
receives 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.

§ 29.126-3 Deduction for estate tax
attributable to income in respect of de-
cedent. 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 decedent's estate
which is attributable to the inclusion in
the decedent's estate of the right to re-
ceive such amount. This deduction Is
determined by first ascertaining the net
value in the decedent's estate of the items
which are included under section 126 in
computing the income of the persons de-
scribed 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 de-
ductions from the gross estate for claims
which represent the deductions and

credit In respect of the decedent de-
scribed 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 against such
taxes) attributable to the Inclusion in the
gross estate of such net value is the ex-
cess of the estate tax over the estate 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 which bears the same ratio to
such portion as the value in the gross
estate of the right to the income in-
cluded by the estate or such person in
gross income bears to the value in the
gross estate of all the items of gross in-
come in respect of the decedent. Sec-
tion 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 in-
terest on bonds 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 ex-
emption, 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 in the income of the
estate. The estate may deduct, in comput-
ing its net income for such year, $260 on
account of the estate tax attributable to such
income, computed as follows:

(a) (1) Value of income described
in section 126 (a) (1) in-
cluded in computing gross
estate ------------------ $1,500

(2) Dedhctions in computing
gross estate for claims
representing deductions
described in section 126
(b) --------------------- 200

(3) Net value of items described
in section 126 (a) (1) ... 1,300
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(b) (1) Estate tax (basic and addi-
tional estate taxes, less
credits against such
taxes) ---------------

(2) Less: Estate tax computed
without including $1,300
(item (a) (3) above) in
gross estate -----------

(3) Portion of estate tax attrib-
utable to net value of in-
come items-----------

(c) (1) Value in gross estate of in-
come received by estate in
taxable year ------------

(2) Value in gross estate of all
income items described in
section 126 (a) (1) (item
(a) (1) above)........

(3) Part of estate tax deductible
upon receiving the $1,200

fee (000of $390
1,500 )---

Although $1,200 was later collected a
only the $1,000 actually included in
estate is used in the above comp
However, to avoid distortion, sectioi
provides that if the value include
gross estate is greater than the
finally collected, only the amount
shall be used in the above comp
Thus, if the amount collected as
were only $500, -the estate tax d
on the receipt of such amount N

500 of $390 or $130.
1,500

§ 29.126-4 Income in respect
cedent dying in taxable year be
before 1943; tax of decedent-(a)
eral. If the last taxable year of
cedent began before January
then under the law applicable
taxable year before the enactme
Revenue Act of 1942 all income in
of such decedent was includibl
gross income for such taxable y
less properly includible in gross
for a prior taxable year. See §
Section 134 (g) of the Revenue
1942 gives the estate of the deced
those persons entitled upon his
receive amounts of income not
ible in the income of the deceder
his method of accounting (but in
in his income under the provision
tion 42) the right to elect to he
amounts treated for tax purpos
the amendments made by the
Act of 1942, that is, to exclude f
gross income of the decedent for
taxable year any such amounts
cludible therein under his metho
counting, and to include such
when received in the gross incomr
estate and of the other persons

26-Int ,rnal Revenue

to such amounts by bequest, devise, and
inheritance and by reason of the death

$23,625 of the decedent. The election to have
these amounts treated in this manner is
made by the filing of consents to such
treatment by the fiduciary of the estate

23, 235 and by all such persons. Section 134 (g)
of the Revenue Act of 1942 provides in
part as follows:

390 (g) Taxable years before 1943. In case the
taxable period in which falls the date of the
death of the decedent began after December

10 31, 1933, and before January 1, 1943, the tax
1, 000 for such taxable period shall be computed as

if provisions corresponding to the provisions
of section 42 (a) and 43 of the Internal Rev-

1,500 enue Code, as amended by subsections (a)
and (b) of this section, were a part of the
Revenue Act of 1934, the Revenue Act of
1936, the Revenue Act of 1938, or the Internal
Revenue Code, whichever is applicable to such

260 taxable period. In the case of the estate of
such a decedent and of each person who

s the fee, acquires by reason of the death of such dece-
the gross dent or by request, devise, or inheritance
utations. from such decedent the right to receive the
n 126 (c) amount of items of gross income of the de-
d in the cedent which upon the application of the
amount preceding sentence are not properly Includ-

collected ible in respect of the taxable period in which

the fee falls the date of the decedent's death or a
dtie eprior period, the tax for each taxable period

eductible ending on or after the date on which the
vould be decedent died shall be computed by including

in gross income the amounts with respect to
such decedent which would be includible,

tof de- and by allowing as deductions and credits1 te the amounts with respect to such decedent
egrnning which would be allowable, if provisions corre-

In gen- sponding to the provisions of the section
the de- inserted in the Internal Revenue Code [sec-

1, 1943, tion 126] by subsection (e) of this section
to such were a part of the law applicable to such tax-
It of the able period. The provisions of this subsec-
respect tion shall not be applicable unless there are

e in his filed with the Commissioner (in accordance
with regulations prescribed by the Commis-

ear, un- sioner with the approval of the Secretary, and
income at the time prescribed by such regulations)
29.42-1. signed consents made under oath by the

e Act of fiduciary representing the estate and by each
lent and such person (or if any such person is no
death to longer in existence or is under disability, by

includ- his legal representative) that with respect to
such amounts the tax of the estate, or the

it under tax of such person, as the case may be, shall
icludible be computed under the provisions of this
.s of sec- subsection for each taxable period ending on
ve such or after the date of the death of the decedent

es under and the tax of the decedent shall be com-
Revenue puted under such provisions for the taxable
rom the period of the decedent in which falls the date
* his last of his death. If such consent is filed after

the time for the filing of the return with
not in- respect to any such taxable period, the defi-

id of ac- ciency resulting from the failure to compute
amounts the tax for such taxable period in accordance
ie of the with such consent shall be paid on the date
entitled of the filing of the consent with the Commis-
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sioner, or on the date prescribed for the pay-
ment of the tax for the taxable period, which-
ever is later, and the period of limitations
provided in sections 275 and 276 of the Inter-
nal Revenue Code * * * on the making
of assessments and the beginning of distraint
or a proceeding in court for collection shall
with respect to such deficiency inclu'de one
year immediately after the date the consent
was filed, and such assessment and collection
may be made notwithstanding any provision
of the internal revenue laws or any rule of
law which would otherwise prevent such as-
sessment and collection. The period within
which claim for credit or refund may be filed,
or credit or refund allowed or made If no
claim is filed, with respect to any overpay-
ment resulting from the failure to compute
the tax for any such taxable period (except
the taxable period of the decedent in which
falls the date of his death) in accordance
with such consent shall include one year
immediately after the date of the filing of the
consent, and credit or refund may be allowed
or made notwithstanding any provision of
the internal revenue laws or any rule of law
which would otherwise prevent such credit or
refund, but no interest shall be allowed or
paid with respect to any such overpayment.
The provisions of section 322 (b) (2) and (3)
of the Internal Revenue Code * * * shall
not apply to the refund of any such overpay-
ment. If the application of this subsection
to the taxable period of the decedent in
which falls the date of his death results In a
deficiency for such taxable period, and if the
income tax of the decedent for such period
was deducted in computing the net estate of
the decedent under Chapter 3 of the Internal
Revenue Code * * * and if at the time
such deficiency is assessed credit or refund
of any resulting overpayment in respect of
the taxes imposed by such Chapter 3 * * *
upon such net estate is prevented by any
provision of the internal revenue laws or by
any rule of law, then the amount of such
deficiency which is assessed and collected
shall be reduced by the amount of such re-
sulting overpayment under such Chapter 3
* * * which would be credited or re-
funded if credit or refund thereof were not
so prevented. This subsection shall not be
deemed to change any provision of law limit-
ing the allowance of refund or credit with
respect to overpayments for the taxable pe-
riod of the decedent in which falls the date of
his death, and no interest shall be allowed or
paid with respect to any overpayment result-
ing from the application of this subsection to
such taxable period. If the application of
this subsection to the taxable period of the
decedent in which falls the date of his death
results In an overpayment for such taxable
period, and if such overpayment was in-
cluded as part of the income tax of the de-
cedent which was deducted in computing the
net estate of the decedent under Chapter 3 of
the Internal Revenue Code * and if,
at the time such overpayment is credited or
refunded the assessment and collection of

deficiencies in respect of the taxes imposed
by such Chapter 3 * * * upon such net
estate is prevented by any provision of the
internal revenue laws or by any rule of law,
then the amount of such overpayment which
is credited or refunded shall be reduced by
the amount of the resulting deficiencies
under such Chapter 3 * * * which would
be assessable if the assessment and collection
thereof were not so prevented.

(b) Consents; tax of estate and per-
sons filing consents. (1) For the pur-
poses of the election provided by section
134 (g) of the Revenue Act of 1942, the
consents must be filed by the fiduciary of
the estate and by each person who re-
ceived any right to income in respect of
the decedent by bequest, devise, or in-
heritance from the decedent or by reason
of the death of the decedent. Ordinarily,
the persons who must file such consents
are the administrator or the executor
of the estate, the residuary beneficiary of
the estate, the trustees and beneficiaries
of any trust the corpus of which includes
such right to income, every other specific
beneficiary or such right, and every per-
son who receives any such right by sur-
vivorship, such as the surviving joint
tenants of any right to income held in
joint tenancy and the surviving coowners
or beneficiaries of any defense bonds
owned by the decedent on which there
is accrued interest not includible in his
gross income under his method of ac-
counting. If any such person is not in
existence or is under legal disability, the
consent may be made by his legal repre-
sentative.

(2) All of such consents with respect
to any one decedent shall be filed at
the same time with the Commissioner
of Internal Revenue, Washington, D. C.
The consents must be filed not later than
one year after the time prescribed for
filing the return for the last taxable year
of the decedent (not including any ex-
tension of time for such filing) or Janu-
ary 1, 1944, whichever is later.

(3) The executor, administrator, or
other fiduciary of the estate (or if there
is no such fiduciary, the principal bene-
ficiary of the estate) must submit, under
oath, a statement accompanying the con-
sents and containing the following in-
formation:

(I) A list of all the items included in
the gross income of the decedent for his
last taxable year which would not be
includible therein if the amendments
made by section 134 (a) of the Revenue
Act of 1942 were applicable to the rev-
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enue law in effect for such taxable year.
See § 29.42-1.

(ii) The amount included in gross in-
come with respect to each of such items,
the aggregate of such amounts, the value
included in the gross estate of the de-
cedent with respect to each such item for
the purposes of the estate tax, and the
aggregate of such values.

(ii) A list of all the items, allowed as
deductions and credits in computing the
net income of the decedent for his last
taxable year, which would not be allow-
able as deductions and credits if the
amendments made by section 134 (b) of
the Revenue Act of 1942 were applicable
to the revenue law in effect for such tax-
able year. See § 29.43-1.

(iv) The amount allowable as a deduc-
tion or credit with respect to each such
item listed in subdivision (iii) of this
subparagraph, the aggregate of such
amounts, the amount of the deductions
for estate tax purposes from the gross
estate of the decedent in respect of
claims which are founded upon that por-
tion of such items as are described in
section 126 (b), and the aggregate of
such deductions.

(v) The names and addresses of every
person entitled by bequest, devise, or in-
heritance from the decedent or by reason
of the death of the decedent to receive
any amount listed in subdivision (i) of
this subparagraph.

(vi) The names and addresses of every
person entitled by bequest, devise, or
inheritance from the decedent or by
reason of the death of the decedent to
receive any property subject to an obli-
agtion of the decedent for which a de-
duction or credit described in § 29.126-2
is allowable.

(4) Each consent shall be made under
oath and shall contain the following:

(i) The name and address of the per-
son filing the consent, and the collection
district in which he files his return.

(ii) The name and address of the de-
cedent, the date of his death, the period
covered by his last income tax return,
and the collection district in which such
return was filed.

(iii) A list of all the items (at face
value) of income in respect of the de-
cedent to which the person filing the
consent was entitled by bequest, devise,
or inheritance from the decedent or by
reason of the death of the decedent. If
the person filing the consent is the fidu-

ciary of the estate of the decedent, the
list shall set forth every item (at face
value) of income in respect of the de-
cedent acquired by the estate from the
decedent. If any items listed on the con-
sent were collected before the time the
consent was filed, or if the right to re-
ceive any such items was transferred
before such time to any person not en-
titled to such right by bequest, devise,
or inheritance, or by reason of the death
of the decedent, then the list must show
the amount collected in respect of each
such item, or its fair market value at the
time it was transferred, any considera-
tion received for the transfer, and the
date of such collection or transfer.

(iv) A list of all the items in respect
of the decedent for which such person
may claim deductions and credits de-
scribed in § 29.126-2, showing the face
value of such items, the property re-
ceived by bequest, devise, or inheritance
from the decedent or by reason of the
death of the decedent subject to the obli-
gation for which any such deduction is
allowed, and, if any such obligation has
been paid, the amount and date paid.

(v) A recomputation of the net income
and of the tax of the person filing the
consent, made (a) for each taxable year
in which any item described in subdivi-
sion (ii) of this subparagraph was col-
lected, or in which the right to any such
item was transferred to a person not
entitled to such right by bequest, devise,
or inheritance from the decedent or by
reason of the death of the decedent, (b)
for each taxable year in which any item
listed in (iv) was paid, or would other-
wise be allowed as a deduction or credit
under § 29.126-2, and (c) for each tax-
able year in which there is a carry-over
or carry-back of any item from any tax-
able year described in (a) and (W) of this
subdivision. Such recomputation shall
be made under the provisions of
§§ 29.126-1, 29.126-2, and 29.126-3 by in-
cluding in gross income the income in
respect of the decedent which is includi-
ble under section 126 (a) and by allowing
as deductions and credits the deductions
and credits which are allowable under
section 126 (b) and (c) when section 126
is made applicable to such taxable year
and when the amendments made by sec-
tion 134 (a) and (b) of the Revenue Act
of 1942 are made applicable to the law
in effect for the last taxable year of the
decedent (see §§ 29.42-1 and 29.43-1).
This recomputation shall be made only
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for taxable years the returns for which
were due prior to the date the consent is
filed. The increase or decrease in tax
for each such taxable year as a result of
such recomputation shall be shown, as
well as the aggregate of such increases
and the aggregate of such decreases.

(vi) An unqualified statement by the
person filing the consent agreeing that
his tax for each taxable year ending on
or after the date the decedent died and
the tax of the decedent for his last tax-
able year shall be computed under the
provisions of section 134 (g) of the Rev-
enue Act of 1942.

(5) A payment equal to the excess of
the aggregate of the increases over the
aggregate of the decreases in tax set out
in (v) on the consent must accompany
the filing of the consent. The period of
limitations for assessing or collecting the
increase in tax upon such recomputation
for each such previous year includes one
year immediately after the filing of the
consents, and such assessment and col-
lection may be made whether or not any
period of limitation or any rule of law
(such as a previous judicial determina-
tion of the tax liability for such year)
would otherwise prevent such collection
or assessment. Interest on the increase
in tax for each previous taxable year is
measured from the date prescribed by
law for the payment of the tax for such
previous taxable year. If the aggregate
of the decreases in tax exceeds the ag-
gregate of the increases in tax, the tax-
payer may file claim for credit or refund
of such excess, and the period of limita-
tion for filing such claim includes one
year immediately after the filing of the
consents. Such credit or refund may be
made whether or not any period of limi-
tations or any rule of law would other-
wise prevent such credit or refund. The
amount of such credit or refund will not
be limited by section 322 (b) (2) or (3).
No interest will be allowed with respect
to any such credit or refund.

(6) The person filing his consent must
compute his tax for each taxable year,
the return for which "is due on or after
the date the consent is filed, under the
provisions of section 126 as if the amend-
ments made by section 134 (a) and (b)
were effective with respect to the reve-
nue law applicable to the taxable year
in which the decedent died. See
§§ 29.42-1, 29.43-1, 29.126-1, and 29.126-2,
and 29.126-3. See also 26 CFR, 1940
Supp., 19.42-1 and 19.43-1 (Regtilations

103), and paragraph 8 of Treasury Deci-
sion 5233, Secretary of the Treasury, ap-
proved February 26, 1943 (8 F. R. 2554).

(c) Tax or last taxable year of dece-
dent if consents filed. (1) If the con-
sents described in paragraph (b) of this
section are properly filed, the tax of the
decedent for his last taxable year is com-
puted as if the amendments made by
section 134 (a) and (b) of the Revenue
Act of 1942 were applicable to the reve-
nue law in effect for such taxable year
of the decedent. See §§ 29.42-1 and
29.43-1. However, no interest shall be
allowed with respect to any credit or
refund of any overpayment for such tax-
able year resulting from the application
of such amendments. Furthermore,
credit or refund of any such overpay-
ment is only allowed subject to the pro-
visions of section 322, and nothing in
section 134 of the Revenue Act of 1942
makes any change in any provision of
law which limits the allowance of credit
or refund of an overpayment for the last
taxable year of the decedent. Thus, if
the claim for the credit or refund of an
overpayment, caused by the application
of section 134 (g) of the Revenue Act of
1942, is not filed within three years after
the return for the last taxable year of
the decedent was filed or two years after
the last payment of tax for such taxable
year was made, then no refund is allow-
able. If the claim Is filed within such
period, the refund which may be made
must not exceed the portion of the tax
paid within the period, preceding the fil-
ing of the claim for credit or refund, pre-
scribed by section 322 (b) (2).

(2) In cases in which the decedent
had more deductions subject to the
amendment made by section 134 (b) of
the Revenue Act of 1942 than income
subject to the amendment made by sec-
tion 134 (a) of such Revenue Act, a
deficiency for his last taxable year may
result from the retroactive application
of such amendments under section 134
(g) of that act. Since the estate and
the beneficiaries, in the filed consents,
agree to the redetermination of the tax
of the decedent for his last taxable year,
such tax will be assessed and collected
notwithstanding the prior running of
any period of limitations or any other
rule of law which would otherwise bar
such assessment and collection.

(3) Since the income tax of the de-
cedent for his last taxable year was de-
ductible as a claim against his estate In
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determining the estate tax, any over-
payment of income tax for his last tax-
able year may have been an improper
deduction from his gross estate. There-
fore, if any such overpayment is deter-
mined for such taxable year by reason
of the application of section 134 of the
Revenue Act of 1942, the estate tax must
then be recomputed by disallowing any
deduction of such overpayment of in-
come tax, and upon this recomputation
a deficiency in estate taxes may be de-
termined. If at the time any credit or
refund of such overpayment in Income
tax is allowed or made, the assessment
and collection of the deficiency in estate
taxes are barred by any provision of the
internal revenue laws or by any rule of
law, then the amount of such deficiency
In estate taxes is deducted from the
amount which would otherwise be re-
funded or credited.

(4) Similarly, if there was a deficiency
in income tax for the last taxable year
of the decedent by reason of the applica-
tion of section 134 (g) of the Revenue
Act of 1942, then the deduction for in-
come tax of the decedent in computing
his net estate for estate tax purposes
may have been too small, and an over-
payment of estate taxes may have re-
sulted. If credit or refund of this over-
payment is barred at the time the de-
ficiency in income taxes is assessed, the
amount of the deficiency in income taxes
shall be reduced by the amount of any
such overpayment in estate taxes.

§ 29.127 (a)-I Description of war
losses. (a) Under section 127, property
destroyed or seized in the course of the
present war and property which is with-
in an enemy country or an enemy con-
trolled area on the date the United States
declares that a state of war exists with
the enemy country result in war losses.
Property which Is within an area that
comes under the control of an enemy
country after the date the United States
declares that a state of war exists with
such enemy country also results in a
war loss. An investment in any of the
foregoing property which loses all its
value because of the war loss resulting
from such property is itself treated as
resulting in a war loss. Investments in
such property which lose only part of
their value by reason of such property
resulting in a war loss are also treated,
under certain circumstances, as result-
ing in a war loss to the extent of such
loss in value. See section 127 (e).

(b) Section 127 (a) and (e) provides
that the property and investments de-
scribed in paragraph (a) of this section
shall be treated as being "destroyed or
seized" upon the date specified in the
applicable subsections. That is, upon
such date the taxpayer is treated as
losing his entire interest In such prop-
erty or investment, and this loss of such
property rights is deemed to be sustained
by reason of a casualty. The casualty
is the destruction or seizure, whichever
event the taxpayer claims occurred. If
the property or investment was held for
more than six months and was a cap-
ital asset or property used in the trade
or business of the taxpayer, this loss
(and any compensation therefor) is sub-
ject to the provisions of section 117 (j),
relating to gains and losses upon invol-
untary conversions. See § 29.117-7. Un-
less such loss is treated under section
117 (j) as a loss from the sale or ex-
change of a capital asset, such loss is
deductible as an ordinary loss under
the provisions of section 23 (f) in the
case of a corporation and section 23 (e)
(3) in the case of an individual. The
loss upon an investment which is treated
under section 127 as resulting in a war
loss is not subject to the provisions of
section 23 (g) (2) and (k) (2) which
treat losses upon worthless securities as
capital losses, although such loss may
nevertheless be treated under section
117 (j) as a loss upon the sale or ex-
change of a capital asset.

(c) For property to be treated as re-
sulting in a war loss, such property must
be in existence on the date prescribed in
section 127 (a) (2) as the date It is
deemed destroyed or seized or at the be-
ginning of the period prescribed in sec-
tion 127 (a) (1) or (a) (3), within which
period the property is deemed destroyed
or seized, and for the taxpayer to claim a
loss with respect to such property he
must own such property or an interest
therein at such time. If, before such
time, the property was destroyed or con-
fiscated, section 127 is not applicable with
respect to such property. For example,
a taxpayer owned property in an enemy
country before war was declared on such
enemy by the United States, and such
property was confiscated by the enemy
before the date war was declared. The
seizure was not in the course of military
or naval activities. The taxpayer may
not claim a war loss with respect to such
property under section 127.
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(d) For the purposes of section 127,
the term "area" does not mean a terri-
tory or political unit but means the local-
ity in which the property was situated.

(e) The date on which a war loss was
sustained must be determined under the
provisions of section 127 (a) and the
regulations thereunder. The amount of
loss sustained must be determined sub-
ject to the provisions of section 127 (b)
and the regulations thereunder. Income
to the taxpayer upon any recovery of or
in respect of property or investments
treated as resulting in a war loss must
be determined under section 127 (c) and
the regulations thereunder. The basis
of any such recovery must be determined
under section 127 (d) and the regula-
tions thereunder.

§ 29.127 (a)-2 Property destroyed or
seized after the outbreak of war. Sec-
tion 127 (a) (1) has two main purposes.
One is to provide that property shall be
treated as destroyed or seized if it is
located in an area which comes under the
control of an enemy country after the
date the United States declares that a
state of war exists with such enemy
country. This provision corresponds to
the provisions of section 127 (a) (2)
which give similar treatment to property
located in an area under enemy control
on the date the United States declares
that a state of war exists with the enemy.
See § 29.127 (a)-3. The other purpose
of section 127 (a) (1) is to provide the
method for determining the date on
which such destruction or seizure is
deemed to occur in cases in which the
exact date when control is established
cannot be determined, and to provide
the method for determining the date of
destruction or seizure in the case of
property actually destroyed or seized in
the course of military or naval operations
by any country engaged in the present
war if the exact date of such destruction
or seizure cannot be established.

(a) Actual destruction or seizure. (1)
Any property actually destroyed or seized
in the course of military or naval opera-
tions by the United States or any other
country engaged in the present war shall
be deemed to have been destroyed or
seized on any date chosen by the tax-
payer which falls between:

(i) The latest date, as established to
the satisfaction of the Commissioner, on
which such property may be considered
as not destroyed or seized, and

(ii) 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.
If the exact date of the destruction or
seizure can be ascertained, then subdivi-
sion (i) of this subparagraph refers to
the day before such date and subdivision
(ii) of this subparagraph refers to the
day after such date. Thus, if the tax-
payer knows that his property was de-
stroyed during a bombing raid on London
on January 7, 1942, the latest date on
which such property may be considered
as not destroyed is January 6, 1942, and
the earliest date on which it may be con-
sidered as being already destroyed is
January 8, 1942. Under section 127 (a)
(1), the only date the taxpayer may
choose is January 7, 1942. However, in
many cases the taxpayer will not be able
to ascertain the exact date on which the
destruction or seizure of his property
occurred. In such cases the taxpayer
may claim that the destruction or seizure
occurred at any time he chooses between
the dates prescribed in subdivisions (i)
and (ii) of this subparagraph, which
dates may be established on the basis of
such information as the taxpayer Is rea-
sonably able to obtain. For example, the
taxpayer's property was destroyed dur-
ing a bombardment of a certain area
which lasted several days. The taxpayer
is only able to ascertain that the property
was undestroyed before the bombard-
ment, and was already destroyed when
the bombardment ended. The taxpayer
may treat the destruction as occurring
on any date during the bombardment.

(2) Section 127 (a) (1) refers to a
destruction or seizure by the United
States or any other country engaged in
the present war. Such other countries
are the members of the United Nations,
any other countries at war with enemies
of the United States, and the enemies of
the United States or any of the United
Nations. Thus, a country which is not a
member of the United Nations nor an
enemy of the United States is neverthe-
less considered engaged In the present
war if it Is an enemy of any other
member of the United Nations. Fur-
thermore, the military or naval oper-
ations need not be carried on by the reg-
ular forces of the countries engaged in
the present war, but it Is sufficient if
such operations are carried on by any
forces supported by or operating In con-
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junction with any such country. For
example, nationals of the D country form
an independent fighting force for the
liberation of their country, which was
conquered by an enemy of the United
States, and such fighting force operates
In conjunction with the forces of one
or more of the United Nations. The
military or naval operations of such
force are considered for the purposes of
section 127 (a) (1) as military or naval
operations by the countries, engaged in
the present war, with which such forces
operate.

(3) The term "military or naval oper-
ations" in section 127 (a) (1) is used in
a broad sense to cover all actions inci-
dent to belligerent activities, whether in
furtherance of or in opposition to such
activities. It includes operations carry-
ing out a scorched earth policy or
rendering a position under threat of
attack or other danger more secure or
less desirable to the attacker. For ex-
ample, when invasion of a certain area
by the forces of an enemy is imminent,
civilians in such area burn and other-
wise destroy warehouses and other
property in such area. Such property
Is destroyed in the course of military
or naval operations of the enemy.
However, the orderly requisition or con-
demnation of property by any govern-
ment, in the ordinary course of which
the taxpayer is entitled to fair compen-
sation, is not a destruction or seizure in
the course of military or naval opera-
tions.

(b) Property deemed destroyed or
seized by reason of enemy control. (1)
Property in an area which, after the
date the United States declares war with
a country, comes under the control of
such enemy country is deemed to have
been seized or destroyed In the course
of military or naval operations by such
country. Such destruction or seizure is
deemed to occur on any date chosen by
the taxpayer which falls between the
latest date, as determined by the Com-
missioner, on which the area was under
the control of the United States or a
country not at war with the United
States, and the earliest date, as deter-
mined by the Commissioner, on which
the area was under the control of the
enemy country.

(2) If during the period described in
the above paragraph the property in
such area was actually destroyed or
seized in the course of military or naval
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operations by any country engaged in
the present war, the taxpayer may
choose as the date on which the destruc-
tion or seizure occurred any date falling
after whichever of the following dates
is the earlier:

(i) The latest date, as established to
the satisfaction of the Commissioner, on
which such property may be considered
as not destroyed or seized, or

(ii) 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 falling before whichever of the fol-
lowing dates is the earlier:

(a) The earliest date, as established
to the satisfaction of the Commissioner,
on which such property may be con-
sidered as having already been destroyed
or seized, or

(b) The earliest date determined by
the Commissioner as the date on which
such area may be considered under the
control of the country which is at war
with the United States.
For example, the taxpayer has property
in an area under the control of a country
not at war with the United States. Such
country lost control of the area on De-
cember 20, 1942, under attack by the en-
emy, but the taxpayer who remained in
the area ascertains that the property was
not destroyed on that date, but was
destroyed during further fighting on
January 1, 1943. An enemy country
gained control of the area on February 1,
1943. The earliest date on which the
taxpayer may claim the loss is December
20, 1942, the day after the latest date on
which the area was under control of a
country not at war with the United
States. The latest date on which it may
claim the loss is January 1, 1943, the day
before the earliest date on which the
property may be considered as having
already been destroyed. An additional
example is the case of a taxpayer with
property in an area evacuated on De-
cember 15, 1942, when a country not at
war with the United States lost control
of such area. The property of the tax-
payer in such area was undestroyed on
such date. An enemy country estab-
lished control over the area on January
21, 1943. The taxpayer learns that on
July 15, 1943, the property was destroyed
in a bombing raid on such area. The
loss may not be claimed as occurring on
any date later than January 20, 1943, the
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day before the earliest date on which the
enemy country was in control of the area.

(3) Whether or not a country at war
with the United States gains control over
intangible property by reason of its gain-
ing control over any area is determined
under the same provisions as are appli-
cable for the purposes of section 127 (a)
(2) in determining whether intangible
property is subject to the control of the
enemy country on the date war is de-
clared. See § 29.127 (a)-3.

(4) In the case of any property which
is within the provisions of section 127 (a)
(1) by reason of any area falling under
the control of an enemy of the United
Sfates, It, is necessary to determine the
latest date on which the United States or
any country not at war with the United
States was in control of such area and
the earliest date on which the country at
war with the United States was in control
of such area. For the purposes of sec-
tion 127 (a) (1), control of an area on
any day means effective control which is
not seriously disputed at any time during
such day. For such control to exist, or-
der must be maintained in the area, such
order must be maintained by authority
of the country in control, and such order
must not be seriously disputed by hostile
action either by elements of the civilian
population or by the armed forces of any
other country. Section 127 (a) (1) con-
templates that in many cases there will
be a lapse of time between the date when
one country loses control of an area and
the date when another country gains
control. During this period neither
country will be In control of the area, and
the loss may be claimed to occur at any
time during such period. The fact that
any country loses control of an area is
not suffIcient for the purposes of section
127 (a) (1) unless a country at war with
the United States gains control of such
area. That is, if a country not at war
with the United States, which has lost
control of an area, regains control of the
area before a country at war with the
United States gains control, the fact that
control was lost for a period of time does
not cause any property in the area to be
deemed to have been destroyed or seized.

(5) It should be noted that the term
"area" means the locality in which the
property is situated. 'The determination
as to whether control by any country
was lost or established in any area on any
date will be made in a practical manner
on the basis of all factors, and particular

attention will be paid to the nature of the
military and political operations affect-
ing the control over such area as well as
to the amount of information which can
be obtained under the circumstances.
For example, in view of the fact that the
island of Luzon was one theater of mili-
tary operations, complete control over
such island by the American and Philip-
pine forces will be considered to have
ceased In December 1941, upon the be-
ginning of the Japanese invasion of the
island, and complete Japanese control
will be considered to have begun in May
1942, upon the cessation of American re-
sistance at Corregidor. In the absence
of information to the contrary, control
by American and Philippine forces over
other Philippine islands will be consid-
ered to have ceased on the date In De-
cember 1941 when complete control of
Luzon ceased, and Japanese control over
such other islands will be considered to
have begun on the date in May 1942 when
complete Japanese control of Luzon be-
gan. Similarly, control over areas in
other theaters of military or political
action will be determined on the basis of
the principal events In such theaters of
action.

(6) A country at war with the United
States may gain control over an area by
its armed forces, by Its civil authorities,
or by obtaining control over the local
authorities already established In that
area. Such control over local authori-
ties will not be deemed to exist by reason
of the enemy country's domination over
the government of any country if and so
long as the United States maintains dip-
lomatic relations with such government.
Areas formerly subject to such govern-
ment but actually taken over by armed
forces or civil authorities of the enemy
country are under the control of the
enemy country. If the United States
has not declared that a state of war ex-
ists with any country, the control by such
country over any area is not deemed a
destruction or seizure of property in such
area, even though such country may be
considered engaged in the present war by
reason of its being an enemy of one of
the United Nations.

(7) The latest date on which the
United States or a country not at war
with the United States was in control of
an area, and the earliest date when an
enemy of the United States was in con-
trol of an area, are questions of fact to
be determined by the Commissioner on
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the basis of the facts established by the
taxpayer and such other information as
may be in his possession. The Commis-
sioner may from time to time issue rul-
ings on the basis of all information then
in his possession as to such dates as he
has already determined with respect to
any areas. Such rulings will be subject
to change in the event further informa-
tion is obtained. In the absence of any
applicable ruling, the facts established
by the taxpayer must satisfy the Com-
missioner that the dates chosen are
proper.

(c) Choice of date when loss deemed
sustained. (1) Section 127 (a) (1) grants
the taxpayer the right to choose within
the period described in paragraphs (a)
and (b) of this section the date on which
the destruction or seizure of property is
deemed to occur. This choice of a date
is exercised by claiming a gain or loss
with respect to such destruction or seiz-
ure in a return for a taxable year in
which such date falls, in a claim for
credit or refund of an overpayment for
such taxable year, or in a petition to The
Tax Court of the United States with re-
spect to such taxable year. Until the
taxpayer makes such a choice upon a re-
turn, a claim, or a petition, he will be
deemed to have chosen the latest date on
which the destruction or seizure may be
treated as having occurred. Such latest
date will be considered for all purposes
the date chosen by the taxpayer if the
taxpayer has not chosen on a return,
claim, or petition, in the manner de-
scribed above, any other date by the time
the return for the period in which such
latest date falls Is due (including any
extension of time for filing such return).
Thereafter, the taxpayer may choose an-
other date only with the permission of
the Commissioner. If the taxpayer has
once made the choice described above by
the filing of a return, a claim, or a peti-
tion in which gain or loss Is claimed with
respect to the destruction or seizure, such
choice (whether made before or after
the enactment of the Revenue Act of
1942) may not thereafter be changed ex-
cept with the permission of the Commis-
sioner.

(2) A taxpayer desiring to make a new
choice of date with the permission of the
Commissioner shall send a copy of his re-
turn, claim for refund, or petition in
which he makes such new choice to the
Commissioner of Internal R e v e n u e,
Washington 25, D. C., together with a
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statement of the date previously used as
the date of the destruction or seizure, the
new date chosen, and a recomputation of
each tax imposed by the Internal Reve-
nue Code (including income, excess
profits, and declared value excess profits
taxes) for each taxable year affected by
such change of date. For example, if
the taxpayer on the calendar year basis
desires to change his choice of date from
a date in 1942 to one in 1943, and if there
was a carry-back of unused excess profits
credit from 1942 to 1941, the taxpayer
must attach to his request for permission
to change his choice of date a recompu-
tation of the tax for 1943, reflecting the
tax effect of treating the destruction or
seizure as occurring in that year, for
1942, reflecting the effect of treating the
destruction or seizure as not occurring In
such year, and for 1941, computed with
the carry-back from 1942 determined by
treating the destruction or seizure as
occurring in 1943 and not 1942.

(3) The taxpayer must also attach to
his request a statement as to whether the
tax for any taxable year affected by the
change of date has been determined by
The Tax Court of the United States or by
any court, whether a case with respect
to any such tax liability is pending in any
such tribunal, and whether any period of
limitations or rule of law would prevent
the proper adjustment of the tax liability
for each such year if the change in date
were permitted. The Commissioner will
permit the taxpayer to change his choice
of the date of the destruction or seizure
if such proper adjustments may be made
for each taxable year affected.

§ 29.127 (a)-3 Property in enemy
countries and enemy controlled areas.
(a) Property in a country at war with the
United States, or in an area controlled
by such country, on the date the United
States declared that a state of war exist-
ed with such country is deemed under
section 127 (a) (2) to have been de-
stroyed or seized on such date.

(b) The term "property" includes
tangible property of every kind actually
within such country or area. Whether
or not intangible property is within the
provisions of section 127 (a) (2) depends
in general upon whether the enemy
country exercises the same control over
such intangible property as it exercises
over tangible property located within
such country or area. If the enemy
country may legally divest the taxpayer
of his right to such intangible property

§ 29.127/(a-3

HeinOnline --  CFR, 1949 498 1949



Chapter I-Bureau of Internal Revenue

in such manner that all other jurisdic-
tions having control of any of the obli-
gations and assets from which such in-
tangible property derives its value would
not recognize the taxpayer as having any
interest in such obligations and assets,
then such intangible property is within
the provisions of section 127 (a) (2). For
example, a taxpayer owns stock and
bonds in a corporation chartered by an
enemy country. All of the assets of such
corporation are in the enemy country,
in a neutral country, and in a country
also at war with the enemy country. The
enemy country may sequester the tax-
payer's interest in such stock and bonds.
The neutral country recognizes the con-
trol of the enemy country over Its cor-
poration, and would not grant the tax-
payer any right of recourse against the
assets of the corporation located in such
country. The country at war with the
enemy country treats the assets of the
corporation located within its jurisdic-
tion as enemy property and would grant
the taxpayer no rights in such assets
during the war. The stock and bonds of
the taxpayer are property within the
enemy country and subject to the pro-
visions of section 127 (a) (2). A further
example Is the case of a taxpayer having
negotiable bonds In a corporation char-
tered in a neutral country. Such bonds
are in the enemy country at the out-
break of the war, in the hands of an
agent of the taxpayer. The neutral
country does not recognize the authority
of the enemy country to divest the tax-
payer of his right to these bonds. Such
bonds are not property subject to the
provisions of section 127 (a) (2).

(c) Ordinarily, if the right of the tax-
payer to the intangible property exists
by reason of the law and authority of the
enemy country, section 127 (a) (2) ap-
plies to such intangible property. For
example, all public bonds of a country at
war with the United States are consid-
ered to be within the provisions of sec-
tion 127 (a) (2). On the other hand,
the public bonds of a country not at war
with the United States, the territory of
which is occupied by a country at war
with the United States on the date war
is declared, are not within the provisions
of section 127 (a) (2). Any Interest in
a corporation chartered by a country at
war with the United States will be con-
sidered intangible property located in
the enemy country unless the taxpayer
has any rights to assets of such corpora-
tion not treated as destroyed or seized
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under section 127. However, any in-
terest in a corporation chartered by a
country not at war with the United
States, the territory of which is occu-
pied by a country at war with the United
States, will not be considered intangible
property located in an area under the
control of an enemy country. Any in-
tangible property not within the provi-
sions of section 127 (a) (2) may be
within the provisions of section 127 (a)
(3), which relate to intangible property
which becomes worthless by reason of
war losses. See § 29.127 (a)-4.

(d) For the purposes of section 127 (a)
(2), the control by the enemy country
over any area may be exercised either
through its military or civil agencies, or
through its control over the local au-
thorities. Thus, an area will be treated
as being under the control of the enemy
country if the enemy country exercises
its control through the agents of a pup-
pet government or through the local gov-
ernmental organization in operation at
the time it gained control of the area.
Such control over local authorities will
not be deemed to exist by reason of the
enemy country's domination over the
government of any country if the United
States maintains diplomatic relations
with such government. Areas formerly
subject to such government but actually
taken over by armed forces or civil au-
thorities of the enemy country are under
i.he control of the enemy country. Areas
under the control of the governments of
Hungary, Rumania, and Bulgaria will
not be considered under enemy control
prior to the date the United States de-
clared that a state of war existed with
such governments. Whether or not con-
trol by the enemy country exists is a
question of fact which the Commissioner
will determine on the basis of the facts
established by the taxpayer and such
other facts as may be in his possession.

§ 29.127 (a)-4 Investments referable
to destroyed or seized property. (a)
Section 127 (a) (3) provides that in-
tangible property which is an interest
in or with respect to underlying assets
treated as destroyed or seized under sec-
tion 127 (a) (1) and (2) shall itself be
treated as being destroyed or seized if it
would be worthless if such underlying
assets had in fact been destroyed. The
intangible property may be of any kind,
provided it meets the test that it would
become worthless upon the actual de-
struction of the underlying assets treated
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as destroyed or seized under section 127
(a) (1) and (2). Thus, it may be repre-
sented by accounts receivable from or
by stocks, bonds, or other securities in a
corporation all of the assets of which are
treated as destroyed or seized under sec-
tion 127 (a) (1) or (2), or by obligations
of an individual, under the control of an
enemy country, all of whose assets are
also under the control of the enemy
country. Any intangible property which
derives its value from underlying assets
treated as destroyed or seized under sec-
tion 127 (a) (1) and (2) is considered
an interest in or with respect to such
assets for the purposes of section 127
(a) (3). For example, if all of the as-
sets owned by a holding company are
securities within the provisions of sec-
tion 127 (a) (3) as being issued by cor-
porations owning only property de-
scribed in section 127 (a) (1) and (2),
then stock in such holding company is
considered an interest in or with respect
to such property described in section 127
(a) (1) and (2), and is subject to the
provisions of section 127 (a) (3).

(b) For intangible property to be
treated as destroyed or seized under sec-
tion 127 (a) (3) the following tests must
be met:

(1) Such property must be worthless
if the value described in subparagraph
(2) of this paragraph is disregarded; and

(2) Such property must be of a kind
which would have become worthless upon
the destruction of all the underlying as-
sets which are described in section 127
(a) (1) and (2). That is, upon the date
the last underlying asset described in
section 127 (a) (1) or (2) is deemed de-
stroyed or seized, there must be no other
underlying asset from which such prop-
erty derives a value. In applying this
test as to whether the intangible prop-
erty would have become worthless if the
underlying assets treated as destroyed or
seized under section 127 (a) (1) and (2)
were actually destroyed, all Interest in
such assets shall be considered to have
ceased as if such assets had been totally
destroyed, whether or not any such asset,
such as land, may ordinarily be con-
sidered indestructible. Furthermore, the
value described in the paragraph (c) of
this section is disregarded in determining
whether such property would have be-
come worthless.

(c) In determining for the purposes of
paragraph (b) (1) and (2) of this
section whether property has become
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worthless, any value attributable to the
possibility of recovering assets treated as
destroyed or seized under section 177 (a)
(1) and (2) or of compensation (other
than insurance or similar indemnity) for
their destruction or seizure, such as an
award by a government upon the com-
pletion of the war, shall be disregarded.
Insurance or any other certain indem-
nity by a government is not disregarded.
For the purposes of paragraph (b) (1)
of this section any value attributable to
an actual recovery in the taxable year
in which the loss is claimed or, if the
possibility of receiving compensation de-
velops during such taxable year into a
recognized right to compensation, at-
tributable to such right to compensation,
will prevent the intangible property from
becoming worthless, and will therefore
keep such property from being treated
as a war loss under section 127 (a) (3).

(d) Whether or not intangible prop-
erty is worthless when the underlying
assets described in section 127 (a) (1)
and (2) are treated as destroyed or
seized is a question of fact to be estab-
lished by the taxpayer. Thus, the intan-
gible property may be worthless even
though there are underlying assets which
are not treated as destroyed or seized
under section 127 (a) (1) and (2) if it
derives no value from such other assets,
as in a case in which there are obliga-
tions actually enforceable against such
assets which are superior to the interest
in such assets represented by the in-
tangible property. For example, a cor-
poration has $100,000 of assets, $80,000
of which are treated as destroyed or
seized under section 127 (a) (1) and (2),
and $20,000 of which are located in the
United States and are not within the
provisions of section 127 (a) (1) and (2).
The corporation owes considerably more
than $20,000 to creditors in the United
States. Any stock interest in such cor-
poration is considered worthless. If the
corporation owed only $10,000 to cred-
itors who could enforce their claims
against the corporation, and owed $40,-
000 to creditors who are alien enemies
of the United States, located in countries
at war with the United States, who could
not enforce their claims against the cor-
poration, the stock is not considered
worthless. The fact that any underlying
assets, not under the control of a country
at war with the United States, are sub-
ject to stringent controls by the United
States or by any other government, such
as being placed in blocked accounts or
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under "freezing" controls, or otherwise
under the custody of the government,
will not cause any interest in such assets
to be considered worthless. Such assets
are merely subject to government regu-
lation, and the interest in or with respect
to such assets continues subject to such
regulation.

(e) The intangible property interest
described in section 127 (a) (3) is deemed
to be destroyed or seized upon the date
that the last of the underlying assets
subject to the provisions of section 127
(a) (1) or (2) was treated as destroyed
or seized under that section. In deter-
mining for such purposes when any prop-
erty described in section 127 (a) (1) was
destroyed or seized, the taxpayer may
choose any date described in that section
which he could properly choose under
that section if he were the owner of such
property. The choice is made by the
taxpayer's claiming a loss with respect
to the destruction or seizure of the in-
tangible property described in section
127 (a) (3) in a return for the taxable
year in which the date chosen falls, or in
a claim for credit or refund of an over-
payment for such taxable year, or in a
petition to The Tax Court of the United
States with respect to such taxable year.
If no such choice is made, the date
chosen will be deemed to be the latest
date which could be chosen under sec-
tion 127 (a) (1). If at the time the re-
turn for the taxable year in which such
latest date falls is due (including any ex-
tension of time for filing such return),
the taxpayer has not so chosen a date
in a return, claim for refund, or peti-
tion, such latest date will be considered
for all purposes the date chosen, and the
taxpayer may not later choose any other
date unless he first obtains the permis-
sion of the Commissioner. A taxpayer
choosing a date by claiming such a loss
on a return, claim for refund, or petition
(whether or not such choice was made
before the enactment of the Revenue
Act of 1942) cannot change such choice
unless he obtains the permission of the
Commissioner. A taxpayer requesting
the permission of the Commissioner in
order to choose a new date must submit
the same information as is required un-
der § 29.127 (a)-2 (c) in the case of a
taxpayer changing his choice of date
under section 127 (a) (1), and such per-
mission will be granted if the proper ad-
justments in tax liability resulting from
such change may be made. The choice
of date by the taxpayer must be the same

for all intangible property which relates
to the same property treated as destroyed
or seized under section 127 (a) (1) and
(2). Thus, a taxpayer owning stock and
bonds in a corporation, all the assets of
which are in an area that comes under
the control of the enemy, cannot under
section 127 (a) (3) treat the stock as
destroyed or seized on one date and the
bonds as destroyed or seized on another
date.

(f) If a taxpayer owns 100 percent (ex-
cluding qualifying shares) of each class
of stock of a corporation, it may elect
for the purposes of section 127 (a) (3)
to determine the worthlessness of its in-
terest in such corporation without regard
to the amount of the property of such
corporation which is 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 territory under the control of
such a country, and obligations issued or
guaranteed as to principal or interest by
the United States, except any of such
property of the corporation which is
treated as destroyed or seized under sec-
tion 127 (a) (1), (2), or (3) during or
before the taxable year of the taxpayer in
which the war loss is claimed. This ex-
clusion of certain property of the cor-
poration in determining worthlessness is
made both for the purpose of determin-
ing whether the interest of the taxpayer
in the corporation is worthless and for
the purpose of determining whether such
interest would have become worthless If
the underlying assets of the corporation
treated as destroyed or seized under sec-
tion 127 (a) (1) or (2) had been de-
stroyed. Such election is made by claim-
ing in a return, a claim for credit or
refund of an overpayment, or a petition
to The Tax Court of the United States
a deduction for a loss which was actually
sustained upon the destruction or seizure
described in section 127 (a) (3) of any
interest in such corporation. The elec-
tion is made for the entire interest of the
taxpayer in the corporation, whether
represented by stock, bonds, or otherwise,
and is so made even If the taxpayer
claims the loss for only a part of such
interest. Such election when once made
Is irrevocable, although the date chosen
as the date when the loss occurred may
be changed with the permission of the
Commissioner as In the case of other
losses from a destruction or seizure de-
scribed in section 127 (a) (3). For treat-
ment of the amount of property excluded
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In determining worthlessness as a recov-
ery by the taxpayer, see § 28.127 (b)-1.

(g) For a loss to be sustained under
section 127 (a) (3) with respect to any
intangible property, such property must
have a basis. Any intangible property
treated as destroyed or seized under sec-
tion 127 (a) (3) will, to the extent of the
loss sustained upon such destruction or
seizure, be treated as a casualty loss.
Section 23 (g) (2) and (k) (2), relating
to losses on certain worthless securities
being treated as capital losses, does not
apply to the loss on any such intangible
property described in section 127 (a) (3),
although such loss may, if the provisions
of section 117 (j) are applicable, be
treated as a capital loss under the pro-
visions of section 117 (j). See § 29.117-7.

§29.127 (b)-1 Determination
of amount of war loss. (a) The loss upon
the property treated as destroyed or
seized under section 127 (a) and (e) is
determined as if the taxpayer's interest
in such property had ceased by reason of
such destruction or seizure. The loss is
determined in the same manner as in the
case of any other loss by casualty (see
§§ 29.23 (e)-1 and 29.23 (f)-1 except
that the possibility of recovering such
property described in section 127 (a) or
(e) or of recovering any compensation
(other than insurance or similar indem-
nity) on account of such property or in-
terest in the taxable year or in any fu-
ture taxable year (such as the return of
the property, or an award by a govern-
ment, upon the termination of the war)
is disregarded both in determining
whether the loss is evidenced by a closed
and completed transaction and in deter-
mining the amount of the loss. Insur-
ance or any other certain indemnity by
a government is not disregarded. If
during the same taxable year in which
the destruction or seizure is deemed to
occur the taxpayer recovers the prop-
erty, recovers money or other property
in lieu of such property, or receives com-
pensation for such property, or if during
such taxable year the possibility of any
such recovery or of receiving any such
compensation develops into a recognized
right to such recovery or compensation,
such facts must be taken into account in
determining whether any loss was sus-
tained and, if a loss was sustained, the
amount of the loss. For example, the
taxpayer has property in an area under
the control of an enemy country on the
date war with such country is declared.

Such property is deemed, under section
127 (a) (2), destroyed or seized on such
date. During the taxable year of the
taxpayer in which such date falls, the
property is sent into a neutral country
where the taxpayer recovers it. No loss
is sustained by the taxpayer by reason
of the destruction or seizure deemed to
occur under section 127 (a) (2). If in
lieu of such property the taxpayer had
recovered other property in the same
taxable year, the value of such other
property must be taken into account as
compensation for the loss sustained upon
the destruction or seizure deemed to
occur under secti6 n 127 (a) (2).

(b) If a taxpayer owning 100 percent
of each class of stock of a corporation
elects under section 127 (a) (3) (see
§ 29.127 (a)-4) to determine the worth-
lessness of his interest in such corpora-
tion without regard to certain assets of
the corporation as described in section
127 (a) (3), the entire value of such
assets of the corporation as of the date
the taxpayer's interest in the corpora-
tion is deemed destroyed or seized under
section 127 (a) (3) shall be treated as a
recovery on such date by the taxpayer in
determining the amount of his loss upon
such destruction or seizure. Obligations
of the corporation enforceable against
such assets are disregarded in determin-
ing the amount of such recovery. For
example, if the corporation's interest in
such assets is worth $100,000, the tax-
payer's recovery under the provisions of
section 127 (a) (3) is considered to be
$100,000, regardless of whether or not
any obligations of the corporation, en-
forceable against such assets, are supe-
rior to the interest of the taxpayer in the
corporation. Thus, if the only interest
of the taxpayer in the corporation is his
ownership of its stock, and if the ad-
justed basis of such stock is $1,000,000,
his loss is $900,000 even though the cor-
poration may have $300,000 in outstand-
ing bonds enforceable against such
assets of $100,000 and against its other
assets which were not treated as de-
stroyed or seized under section 127. (It
is assumed that the stock would not be
worthless, and therefore a war loss under
section 127 (a) (3), if the election under
section 127 (a) (3) were not made.)

(c) If, in the same taxable year in
which the destruction or seizure of any
property is deemed to occur, such prop-
erty was used to discharge or satisfy any
obligations and -liabilities of the tax-
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payer, or if any such obligations and
liabilities are discharged by reason of
the events which cause such property to
be treated as destroyed or seized, the
amount of such compensation must be
taken into account in determining the
loss upon the destruction or seizure of
the property. Furthermore, the tax-
payer may elect to decrease the amount
of his loss in the taxable year with re-
spect to any property treated as seized
or destroyed under section 127 by the
amount of his other obligations and lia-
bilities with respect to such property if
such obligations or liabilities are dis-
charged or satisfied in a subsequent tax-
able year out of such property or if the
taxpayer is unable to determine at the
time of the election whether or not such
obligations or liabilities are so dis-
charged or satisfied. The determination
of the amount of the loss where there are
obligations and liabilities with respect to
destroyed or seized property is illustrated
by the case of a bank having a branch in
Rumania, the assets of which are treated
under section 127 (a) (2) as destroyed
or seized on the date war is declared with
Rumania. In determining the loss upon
such assets, consideration must be given
to the compensation for the destruction
or seizure resulting from the assets being
used in the same taxable year to dis-
charge the bank's liabilities to depos-
itors in the branch. Furthermore, if the
bank establishes that any liabilities to
depositors were discharged out of the
assets in a subsequent taxable year, or
if the bank establishes that it is unable to
determine whether or not any such lia-
bilities are discharged out of the assets,
it may elect to decrease the amount of
the loss with respect to the assets in the
branch by all such liabilities. If it is
determined that any liabilities will not
be discharged out of the assets, the bank
may not decrease the amount of the loss
by the amount of such liabilities.

(d) The election described in this sec-
tion to decrease the amount of the loss by
obligations and liabilities with respect to
the destroyed or seized property is made
by so decreasing the loss In claiming a
deduction therefor in the return (or if
such return was filed on or before March
15, 1943, in an amendment thereto filed
on or before July 1, 1943), 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 the taxable
year in which the loss was sustained, and
by attaching to such return (or such

amendment thereto filed on or before
July 1, 1943) as a part thereof, or by
including in such claim a statement as
to the obligations and liabilities involved,
the property to which they relate, and
such facts as are in the taxpayer's
knowledge. If the loss is claimed in a
petition to The Tax Court, such state-
ment, made under oath, should be at-
tached to a copy of the petition and sent
to the Commissioner of Internal Reve-
nue, Washington, D. C. The election
when once made may be changed only
with the permission of the Commis-
sioner. The election must be made as to
all the obligations and liabilities de-
scribed in this section with respect to
the same property, and applies to all
such obligations and liabilities if made as
to any of them.

§ 29.127 (c)-1 Recoveries included in
gross income. (a) A taxpayer who has
sustained a war loss described in section
127 must include in his gross income for
each taxable year, to the extent provided
in section 127 (c), the amount of his re-
coveries of money and property for such
taxable year in respect of any war loss
in a previous taxable year. Section 127
(c) provides that such recoveries for any
taxable year are not includible in in-
come until the taxpayer has recovered
an amount equal to his allowable deduc-
tions In prior taxable years on account
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 taxpayer. War
loss recoveries are considered as made
first on account of war losses allowable
but not actually allowed as a deduction,
and second on account of war losses al-
lowed as a deduction but which did not
result in a reduction of tax under chap-
ter 1. 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, a
recovery on account of such losses is
considered as made on account of such
losses in the order of the taxable year
for which they were allowed, beginning
with the latest. See § 29.127 (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
his allowable deductions in prior taxable
years on account of war losses which did
result in a reduction of any such tax un-
der chapter 1. Any further recoveries in
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excess of all the taxpayer's allowable
deductions in prior taxable years for war
losses are treated as gain on an involun-
tary conversion of property as a result of
its destruction or seizure, and such gain
is recognized or not recognized under the
provisions of section 112 (f). See § 29.112
(f)-1. Such gain, if recognized, is in-
cluded in gross income as ordinary in-
come 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 § 29.117-7.

(b) 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. The re-
coveries in respect of any war loss include
the recovery of the property or interest
treated as destroyed or seized under sec-
tion. 127 and the recovery of any money
or property in lieu of such property or
interest or on account 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 property
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 (c). 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 purposes of section
127 (c). Similarly, if a taxpayer who
sustained a war loss under section 127
(e) upon the liquidation of a corporation
has received the rights to any property
of the corporation which was treated as
destroyed 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), or If the
taxpayer retained an interest in a cor-
poration with respect to which he sus-
tained 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).

(c) 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 re-
coveries for each day upon which there
are any such recoveries, as follows:

(1) The amount of the recoveries for
any day is not included in gross income,
and is not considered gain on an 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 tax-
payer under chapter 1 of the Internal
Revenue Code, as determined under
§ 29.127 (f)-1, exceeds the amount of all
previous recoveries in the same and prior
taxable years.

(2) The amount of the recoveries for
any day which is not excluded from gross
income under subparagraph (1) of this
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,
if any, of the amount of the recoveries
for such day which is not included in
gross income under subparagraph (1) of
this paragraph.

(3) The amount of the recoveries for
any day which is not excluded from gross
income under subparagraph (1) of this
paragraph and is not included in gross
income as ordinary income under sub-
paragraph (2) of this paragraph is
considered gain on an involuntary con-
version of property as a result of its de-
struction or seizure. The following pro-
visions then apply to this gain:

(I) 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 day Is deemed to be expended in the
manner provided In section 112 (f) to the
extent the recovery for such day is so ex-
pended.
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(ii) If such gain is recognized it is in-
cluded In gross income as ordinary in-
come or, if the provisions of section
117 (j) apply and require such treatment,
as gain on the sale or exchange of a cap-
ital asset held for more than six months.
For the purpose of applying section
117 (j), such recognized gain for any
day Is deemed to be derived from prop-
erty described in that section to the ex-
tent of the recovery for such day with
respect to such property, except such
portion of such recovery as is attrib-
utable to the nonrecognized gain for
such day.

(Iii) Section 127 (d) provides that in
determining the unadjusted basis of re-
covered property, the total gain and the
recognized gain with respect to such
property must be determined. For such
purposes, the recognized gain deemed to
be derived from properties described in
section 117 (j) may be allocated among
such properties in the proportion of the
recoveries with respect to such prop-
erties, reduced for each property by the
portion of the recovery attributable to
the nonrecognized gain for such day, and
the recoveries with respect to properties
not described in section 117 (j) may be
similarly allocated. The total gain de-
rived from any recovery property is the
sum of the nonrecognized gain attrib-
utable to the recovery of such property
and of the recognized gain allocable to
such property.

(d) The foregoing provisions may be
illustrated by the following examples:

Example (1). The taxpayer sustained war
losses of $3,000 on account of properties A, B,
C, and D. Of this amount, $1,000 did not
result in a reduction of any income tax of
the taxpayer, as determined under the pro-
visions of § 29.127 (f)-l. In a subsequent
taxable year, he received an award of
$800 from the Government on account of
property A. This Is not included in income
since It is less than tne amount by which
his allowable deductions for prior taxable
years on account of war losses which did not
result in any tax benefit, $1,000, exceed $0, the
sum of all his previous recoveries. On a later
date the taxpayer recovers property B, which
is worth $1,500 on the date of recovery. This
recovery is not included in gross income to
the extent of $200, the amount by which the
allowable deductions for prior taxable years
on account of war losses which did not re-
sult In any tax benefit, or $1,000, exceed the
sum of all previous recoveries, or $800. All
of the remaining $1,300 of the recovery is
included in gross income as ordinary income.
and is not considered gain on the involun-
tary conversion of property, since it is less

than the amount by which the aggregate of
all the allowable deductions in prior taxable
years on account of war losses, or $3,000,
exceeds $1,000, the sum of the $800 of previ-
ous recoveries and of the $200 portion of the
recovery with respect to B which is not in-
cluded in gross income. On a still later date
the taxpayer sells for $2,500 his rights to
recover C. Since the allowable deductions
for prior taxable years on account of war
losses which did not result in any tax benefit
($1,000) do not exceed the previous recoveries
by the taxpayer ($800 and $1,500, or $2,300),
note of the recovery on account of C is ex-
cluded from gross income. This recovery is
included in gross income as ordinary income,
and is not considered gain on the involuntary
conversion of property, to the extent of $700,
the amount by which the aggregate of all
the allowable deductions for prior taxable
years on account of war losses ($3,000) ex-
ceeds $2,300. the sum of the $2,300 of previous
recoveries and of the $0 portion of the re-
covery on account of C which is not included
in gross income. The remaining $1,800 of
the recovery is considered gain on an invol-
untary conversion of property on account
of its destruction or seizure, and is not recog-
nized if forthwith expended in the manner
provided in section 112 (f). Thus, it Is not
recognized if It is forthwith expended for the
acquisition of property related in service or
use to C. On a later date the taxpayer re-
covers D, which has a fair market value of
$400 at the time of the recovery. Since the
aggregate of all the allowable deductions for
prior taxable years on account of war losses
($3,000) does not exceed the previous recov-
eries by the taxpayer ($800+$1,500+$2,500,
or $4,800), all of the recovery with respect to
D. is considered gain on an involuntary con-
version of property as a result of its destruc-
tion or seizure. Under the provisions of sec-
tion 112 (f), this gain is not recognized if D
Is used for the same purposes for which it
was used before it was deemed destroyed or
seized under section 127.

Example (2). The taxpayer on one day
recovers $3,000 for property A and $7,000 for
property B, both of which were treated under
section 127 as destroyed or seized in a prior
taxable year, and $8,000 of such $10,000 re-
coveries is considered gain on the involun-
tary conversion of property as a result of its
destruction or seizure. The taxpayer forth-
with expends $5,000 in the acquisition of
property similar in use to B. Therefore,
$5,000 of the $8,000 gain is not recognized
under section 112 (f), leaving $3,000 of rec-
ognized gain. Property B is within the pro-
visions of section 117 (J), relating to gains
and losses on the involuntary conversion of
certain described property, but property A is
not. Therefore, th~rprovisions of section 117
(j) apply to $2,000 of the $3,000 gain, that is,
the amount of the recovery with respect to B
which is not attributable to the nonrecog-
nized gain for such day ($7,000 minus $5,000).
If the taxpayer forthwith expended $8,000
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or more for the acquisition of property simi-
lar in use to B, none of the gain would be
recognized. If the taxpayer forthwith ex-
pended the $5,000 to acquire property related
in use to A, the $3,000 recognized gain would
be considered derived from B to the extent
of the recovery with respect to B ($7,000),
not reduced by any nonrecognized gain since
none of such recovery is attributable to such
nonrecognized gain, and therefore all of the
$3,000 recognized gain would be subject to
the provisions of section 117 (j).

For the purposes of section 127 (c), the
recoveries considered are only those with

respect to war losses sustained in prior taxable
years. Similarly, the only deductions con-
sidered are those allowable for prior taxable
years, and any allowable deductions for the
year of the recovery are ignored for the pur-
poses 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 recovery 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 deter-
mining the amount of the loss, if any, on
the destruction or seizure. See § 29.127
(b)-l. An allowablb deduction with respect
to a war loss is any deduction to which the
taxpayer is entitled on account of any prop-
erty or interest being treated as destroyed or
seized under section 127, regardless of
whether or not such deduction was claimed
by the taxpayer or otherwise allowed in com-
puting his tax. If a deduction was claimed
by a taxpayer, in computing his tax for any
taxable year, and if such deduction was dis-
allowed, such deduction will not be con-
sidered an allowable deduction for such tax-
able year since the previous determination
will not be reconsidered.

fRegs. 111, 8 F. R. 15002, as amended by
T. D. 5454, 10 F. R. 5501]

§29.127(d)-1 Basis of recovered
property. (a) Under section 127 (d),
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 such recovered property upon
the date of its recovery with the follow-
ing adjustments:

(1) If the sum of the recoveries for
the day such property is recovered and
of all previous recoveries exceeds the
aggregate of the allowable deductions
for prior taxable years on account of
war losses, so that a portion of the re-
coveries for such day is treated as gain
on the involuntary conversion of prop-
erty, such fair market value of the prop-
erty is reduced by the total gain, If any,
for such day derived from such recovered

property, as determined under § 29.127
(c)-1.

(2) Such fair market value, as re-
duced under subparagraph (1) of this
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 § 29.127 (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
attributable to such recovery under the
provisions of § 29.127 (c)-1.

(c) If the respective bases of several
properties of a taxpayer determined
under section 127 (d) are greatly dis-
proportionate to their adjusted bases
immediately prior to their being treated
as destroyed or seized under section 127,
the taxpayer may apply to the Commis-
sioner for the allocation of the aggre-
gate of the bases of such properties
among them in the proportion of their
adjusted bases immediately prior to 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
amount determined under paragraph (b)
of this section.

(d) The application to the Commis-
sioner shall set forth a list of all the
properties of the taxpayer having an un-
adjusted 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
prior to 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
immediately prior to 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 pro-
duce an arbitrary result, or unless the
taxpayer has obtained such tax benefits
by reason of the basis determined under
paragraph (a) of this section that It
would be inequitable to change his basis.
Thus, the allocation will not be allowed
If It would give the taxpayer an unad-
justed basis with respect to any property
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which is less than the amount of the ad-
justments in reduction of the basis of
such property which are allowable after
its recovery. For example, when prop-
erty A is recovered it has an unadjusted
basis of $100. After $70 depreciation
has been allowed on A, an allocation is
sought which would give A an unad-
justed basis of $60. Since this is less
than the depreciation which is an ad-
justment against such basis, the alloca-
tion will not be permitted.

(e) The amount of any adjustments
to the unadjusted basis determined un-
der paragraph (a) of this section shall,
upon the allocation of the bases, be taken
as an adjustment to the allocated unad-
justed basis. Thus, if $30 depreciation
was allowed upon a $100 basis determined
under paragraph (a) of this section, and
if the unadjusted 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.

f) 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 more must be included in the group.
For example, a building may not be sep-
arated 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 alloca-
tion with respect to such properties only
if all the properties in the original group
are included together with other recov-
ered properties not included in the orig-
inal group. For example, if the bases of
properties A and B are allocated, a sec-
ond allocation will be made for proper-
ties A, B, and C, but not for A and C or
B and C.

§ 29.127 (e)-I Cases in which liquida-
tion of corporation causes war loss. Sec-
tion 127 (e) provides that in a limited
class of cases a portion of the loss by a
taxpayer upon the liquidation of a cor-
poration will be treated as a war loss re-
sulting from the destruction or seizure of
an allocable part of the interest of the
taxpayer In the corporation. The war
loss is sustained at the time the loss upon
the liquidation is sustained. The tax-

819592--49-34

payer sustains a war loss only if section
127 (e) applies to the loss sustained by
him upon the liquidation of the corpora-
tion, and only in the amount determined
under that section. The provisions of
section 127 (b), (c), and (d), and the
regulations thereunder, which apply to a
war loss determined under section 127 (a)
(3) also apply to a war loss determined
under section 127 (e).

(a) Application of section 127 (e).
Section 127 (e) applies only if all of the
following provisions are met:

(1) The taxpayer must own not less
than 50 percent of each class of stock of
the corporation at the time of the liqui-
dation described below and at all times
when any property of the corporation
described in section 127 (a) is deemed
destroyed or seized.

(2) Property of the corporation repre-
senting at least 75 percent of the adjusted
basis for determining loss of all the prop-
erty of the corporation must be deemed
destroyed or seized under the provisions
of section 127 (a) (1) or (2), relating to
property actually destroyed or seized
during military or naval operations or
located in an enemy country or in an area
under the control of such country. For
the purposes of this provision:

(1) The adjusted basis for determining
loss of all the property of the corpora-
tion is determined as of the date Imme-
diately preceding the first date on which
any property of the corporation is
deemed destroydd:'or seized under the
provisions of section 127 (a) (1), (2), or
(3), except that if such determination
would produce a greater amount if made
as of any later date falling within or be-
fore the taxable year in which the loss
is sustained, it is made as of such later
date on which it produces the greatest
amount. If any property of the cor-
poration which Is at no time treated as
destroyed or seized under section 127 (a)
is money in the United States, bank de-
posits, the right to receive money from
any person not situated in a country at
war with the United States or in a terri-
tory under the control of such a country,
or obligations issued or guaranteed as to
principal or interest by the United States,
then the adjusted basis of such property
shall not be taken into account in de-
termining the adjusted basis of all the
property of the corporation.

(ii) The property of the corporation
described in section 127 (a) (1) or (2)
deemed to be destroyed or seized repre-
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sents at least 75 percent of the amount
determined under (1) above as the ad-
justed basis for determining loss of all
the property of the corporation if the
aggregate of the adjusted bases for deter-
mining loss of all such property described
in section 127 (a) (1) or (2) (determined
for each such property as of the date pre-
scribed under subdivision (i) of this sub-
paragraph, except that the date immedi-
ately preceding the date it is deemed
destroyed or seized shall be used If the
property was not held by the corporation
on the date prescribed in subdivision (I)
of this subparagraph or was deemed de-
stroyed or seized on or before such date)
is not less than 75 percent of the amount
so determined under subdivision (i) of
this subparagraph. The property de-
scribed in section 127 (a) (1) or (2)
which is included in determining such
75 percent amount is property owned by
the corporation, for the destruction or
seizure of which it could claim a war loss
under section 127 (a) (1) or (2). Prop-
erty of the corporation deemed destroyed
or seized under section 127 (a) (3) is not
included in determining such 75 percent
amount even though such property may
be an interest in property described in
section 127 (a) (1) or (2).

(3) The corporation must completely
liquidate within one year after the last
property of the corporation described in
section 127 (a) (1) or (2) is deemed de-
stroyed or seized under such section, ex-
cept that if such yeai expires before
April 21, 1943 (the last date falling within
six months after the enactment of the
Revenue Act of 1942), the liquidation
may be completed on or before that date.
The corporation has completely liqui-
dated if it has distributed to its share-
holders all the assets which it is able to
distribute and all its rights to assets, such
as assets treated as war losses under sec-
tion 127 (a) (1) or (2), which it is not
able to distribute. Dissolution of the
corporation is not necessary if the distri-
bution otherwise results in a complete
liquidation. In some cases the corpora-
tion may not be able to comply with cer-
tain formalities required by the law ap-
plicable in the case of a liquidation. For
example, a corporation chartered by a
foreign government not at war with the
United States may be required to hold
its shareholders' meetings, at which any
liquidation must be approved, in a city
occupied by the forces of a country at
war with such government and with the

United States; due to the occupation of
that city by the enemy country the
shareholders' meeting, approving the
liquidation, is held at some other place.
In such cases, the validity of the liquida-
tion will be determined on the basis of
whether the corporation in good faith
has complied as fully as possible with all
provisions of law applicable to such
liquidation. The liquidation will not be
considered invalid because of the absence
of any formalities incident to such
liquidation with which the corporation
was not able to comply, unless such
liquidation is actually declared invalid by
any appropriate authority. If a war loss
upon any such liquidation has been al-
lowed upon audit by the Commissioner, if
the taxpayer attached a statement to the
return in which such loss was claimed, as
a part thereof, to the effect that he had
determined to consider the liquidation
valid for all purposes, including the
treatment as a recovery by him for the
purposes of section 127 (c) of any recov-
ery with respect to the assets and rights
to assets distributed to him, and if the
taxpayer in such statement waived the
benefits of any period of limitations
which would prevent the adjustment of
his tax liability on account of the in-
validity of the liquidation at any time
at which he should contend that the
liquidation was invalid and the Com-
missioner should agree to permit him so
to change his position, then (in the ab-
sence of such change of position with
the permission of the Commissioner) the
war loss will not be subsequently dis-
allowed even though the liquidation may
be declared invalid by some appropriate
authority.

(b) Determination of amount of war
loss. (1) If the provisions of paragraph
(a) of this section are met, the loss sus-
tained by the taxpayer upon the liquida-
tion described in such paragraph is
considered a war loss to the extent it is
attributable to the property of the cor-
poration described in section 127 (a) (1)
or (2) which is deemed destroyed or
seized. The loss sustained by the tax-
payer upon the liquidation of the cor-
poration is attributable to property of
the corporation described in section 127
(a) (1) or (2), which is deemed de-
stroyed or seized, to the extent that such
loss would be decreased (but not de-
creased below zero) if the corporation at
the time of the liquidation owned addi-
tional assets, which it could distribute,
having a fair market value equal to that.
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of the property described in section 127
(a) (1) or (2), determined for each such
property as of the date immediately pre-
ceding the date it is deemed destroyed or
seized. The amount of the war loss sus-
tained by the taxpayer is the amount
of such decrease. For example, a tax-
payer described in paragraph (a) of this
section sustained a loss of $1,000 upon
a liquidation described in such subsec-
tion. If the corporation owned addi-
tional distributable assets at the time of
the liquidation having a fair market
value equal to that of its property de-
scribed in section 127 (a) (1) or (2) (de-
termined as of the date immediately
preceding the date such property is
deemed destroyed or seized), it would
have distributed $800 of such assets to
the taxpayer, and his loss upon the liq-
uidation would accordingly have been
reduced by this amount. Therefore, $800
of the $1,000 loss sustained by the tax-
payer is attributable to the property of
the corporation described in section 127
(a) (1) or (2), and the taxpayer has a
war loss of $800. The remaining $200
loss sustained on the liquidation has the
same character it would have had if sec-
tion 127 (e) had not applied to any por-
tion of such loss.

(2) If the taxpayer has more than one
kind of stock or other interest in the cor-
poration, the determination of the war
loss by reference to the decrease in the
loss on the liquidation must be made for
each such interest, since to the extent
the loss on any such interest would be
reduced below zero (by the distribution
of the assets equal in value to the prop-
erty described in section 127 (a) (1) or
(2)) no war loss is sustained by the tax-
payer. For example, the taxpayer owns
stock A and stock B In the corporation,
and upon its liquidation he sustains a
loss of $1,000 with respect to A and of
$2,000 with respect to B, or $3,000 in all.
Upon a distribution of assets equal in
value to the property of the corporation
described In section 127 (a) (1) or (2),
the taxpayer would receive $1,800, re-
ducing his loss on the liquidation by that
amount. However, of this $1,800, $1,200
would be received with respect to the A
stock, for which the loss on the liquida-
tion was only $1,000. Therefore, only
$1,000 of the amount received with re-
spect to the A stock is a war loss. $600
would be received with respect to the
B stock, and all of this amount is a
war loss since it would not reduce the
$2,000 loss on B below zero. Therefore,

the war loss of the taxpayer on the liqui-
dation is $1,600 ($1,000 plus $600) and
not the $1,800 computed on the basis
of the taxpayer's total interest in the
corporation.

(3) For the purposes of this para-
graph, the loss sustained by the tax-
payer upon the liquidation described in
paragraph (a) of this section Is de-
termined under sections 111 and 115.
Such loss is determined without regard
to the provisions of section 112, relating
to the nonrecognition of gains and losses
upon certain exchanges, but such pro-
visions apply to that part of the loss
which Is not treated as a war loss. In
determining the loss of the taxpayer
upon the liquidation, no value shall be
ascribed to the possibility of a recovery
of the property of the corporation de-
scribed in section 127, deemed destroyed
or seized, the rights to which are dis-
tributed to him, or of compensation
(other than insurance or similar in-
demnity) on account of its destruction
or seizure. Any recovery in the taxable
year with respect to such rights is taken
into account under section 127 (b) in
determining the amount deductible on
account of the war loss.

(4) The war loss described in this
section is deemed to result from the de-
struction or seizure of the taxpayer's
interest in the corporation to which it is
allocable. Therefore, this war loss, in
the amount determined under section
127 (b) (see § 29.127 (b)-1), is deducti-
ble as an ordinary loss by casualty un-
less under section 117 (j), relating to
losses on the involuntary conversion of
certain property, it is treated as a loss
on the sale or exchange of a capital asset.
If part of the taxpayer's stock or other
interests in the corporation Is property
described in section 117 (j), and part is
not, then for the purposes of section 117
(j) the war loss must be allocated to the
various interests in the corporation. The
portion of any interest in the corporation
to which any part of the war loss is allo-
cable is deemed destroyed or seized un-
der section 127 (e), and the part of the
war loss allocated to such interest is
deemed to result from such destruction
or seizure. The allocation of the war loss
among the stock and other interests of
the taxpayer in the corporation is made
as follows:

(i) The war loss is apportioned among
the stock and other interests of the tax-
payer in the corporation In the amounts
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by which the losses with respect to such
interests, sustained upon the liquidation,
would be decreased if the corporation
had distributed, as described above for
the determination of the amount of the
war loss, assets equal in value to its prop-
erty described in section 127 (a) (1) or
(2). The war loss is allocable to that
part of the stock or other interest of the
taxpayer which is the same portion of
such interest as the war loss apportioned
to such interest Is of the loss with respect
to such interest sustained upon the liqui-
dation.

For example, the taxpayer owns stock of
class A and stock of class B in a corporation.
Upon the liquidation described in paragraph
(a) of this section it sustains a loss of $1,000
on the A stock and $2,000 on the B stock, a
total loss of $3,000. If the corporation had
distributed assets equal in value to its prop-
erty described in section 127 (a) (1) or (2),
the taxpayer would have received $1,400,
$1,000 with respect to A and $400 with respect
to B, reducing his loss on each by such
amount. Therefore, of his $1,400 war loss,
$1,000 is apportioned to A and $400 to B. The
war loss is allocable to all of the A stock

$1,000 war loss A), and the
$1,000 liquidation loss times

$1,000 war loss apportioned to the A stock is
deemed to result from its destruction, or seiz-
ure. Similarly, the war loss is allocable to 20( $400 war loss
percent of the B stock $2,000 liquidation loss

times B), and the $400 war loss apportioned

to B is deemed to result from the destruction
or seizure of a 20 percent interest in the B
stock owned by the taxpayer.

§ 29.127 (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 the tax-
payer, or of any tax imposed in lieu of
such taxes, for the taxable year in which
such deductions are allowed or In any
other taxable year, such as a taxable
year in which the taxpayer's income tax
is computed by reference to a carry-over
or carry-back of net operating losses
from the taxable year in which such de-
ductions are allowed, is considered for
the purposes of section 127 an allowable
deduction for the taxable year which
did not result in a reduction of any tax

of the taxpayer under chapter 1 of the
Internal Revenue Code. In the case of
recoveries of war losses and other items
to which the recovery exclusion provi-
sions of section 22 (b) (12) apply, such
as bad debts, the determination of the
tax benefit should be made in ac-
cordance with § 29.22 (b) (12)-i (b).
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
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
taxable year on account of a war loss
under section 127 which (1) was not
claimed by the taxpayer for such year in
a return, a claim for credit or refund of
an overpayment, or a petition to The
Tax Court of the United States and (2)
was not allowed as a deduction (for
example, by the Commissioner, 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 of the Internal
Revenue Code, since it is an allowable
deduction which was not allowed in com-
puting any tax of the taxpayer. If the
taxpayer claimed for any taxable year a
deduction on account of a war loss, and if
such deduction was disallowed, the tax-
payer may not subsequently contend for
the purposes of section 127 (0) 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 obli-
gations and liabilities were not so dis-
charged or satisfied, then the amount
by which such continuing obligations
and liabilities decreased the war loss
shall be considered an allowable deduc-
tion for the taxable year in which the
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war loss was sustained which did not re-
sult in a reduction of any tax of the tax-
payer under chapter 1 of the Internal
Revenue Code.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5454, 10 F. R. 5501]

§ 29.128-1 Recovery of unconstitu-
tional taxes-(a) In general. (1) Sub-
ject to the limitations herein, a tax-
payer who recovers unconstitutional
Federal taxes, such as taxes imposed by
the Agricultural Adjustment Act, which
were paid or accrued and for which a
deduction was allowed in a prior taxable
year is entitled at his election (see para-
graph (b) of this section) to exclude the
income (exclusive of interest) attributa-
ble of such recovery from his gross in-
come in the taxable year of recovery.

(2) In the event a taxpayer elects to
receive the benefits of section 128 the in-
come (exclusive of interest) attributable
to the recovery of the unconstitutional
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 with
respect to which the statutory period for
the assessment of a deficiency has ex-
pired will be opened only for the purpose
of reducing the deduction allowed for
the unconstitutional Federal tax and as-
sessing the resulting deficiency or defi-
ciencies, 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 in respect of a
prior taxable year results in a deficiency
for that year, the deficiency will be as-
sessed within the period agreed upon be-
tween the taxpayer and the Commis-
sioner, in respect of the taxable year of
the prior deduction, against the tax-
payer (who must file a written consent
to the assessment as provided in para-
graph (b) of this section) even though
the statutory 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 in-
come be governed by the provisions of
section 22 (b) (12).

(5) Where a taxpayer's liability for in-
come tax with 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 en-
titled to the benefits of section 128 or of
this section. As to taxability of refund
of taxes generally, see section 22 (b)
(12).

(b) Manner of making election. (1)
The election provided for in paragraph
(a) of this section shall be made by the
taxpayer filing with the Commissioner 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 taxpayer's return for the
taxable year in which the recovery of the
unconstitutional tax or taxes occurs.
Where the recovery antedates February
10, 1943 (the date of approval of Treas-
ury Decision 5226), the statement of
election must be filed within 90 days
after such approval date. No other
method of making the election is per-
mitted. The statement of election must
contain a description of the tax recov-
ered, the date of recovery, the taxable
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-
ing the taxpayer's consent () to the
Commissioner's treating the deduction
or portion 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
deduction was allowed, any deficiency,
together with interest thereon as pro-
vided by law, resulting from disallow-
ance of the deduction or portion thereof,
even though the statutory period for the
assessment of any such deficiency may
have expired prior to 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 in-
cludes also the cancellation of a pur-
ported tax liability which was accrued
and deducted for a prior taxable year
but never actually paid.
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ACQUISITIONS TO EVADE OR AVOID INCOME OR
EXCESS PROFITS TAX

§ 29.129-1 Meaning and use of terms.
As used In section 129 and in §§ 29.129-2
to 29.129-5:

(a) The term "allowance" refers to
anything in the internal revenue laws
which has the effect of diminishing tax
liability. The term includes, among
other things, a deduction, a credit, an
adjustment, or exemption, or an ex-
clusion.

(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
excess profits tax" refers to any Federal
tax imposed by Congress upon an in-
come 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
acquired 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 October 8, 1940 an additional 10 per-
cent of such stock, an acquisition within
the meaning of such phrase is made by
A on October 8, 1940. Similarly, if B, on
October 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 within the 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
meaning 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
Individual, a trust, an estate, a partner-
ship, a company, or a corporation,
IT. D. 5426, 10 F. R. 23]

§ 29.129-2 Purpose and scope o1 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 § 29.129-3.

(b) Under the Code, an amount other-
wise constituting a deduction, credit, or
other allowance becomes unavailable as
such under certain circumstances. Char-
acteristic of such circumstances are those
in which the effect of the deduction,
credit, or other allowance would be to
distort the liability of the particular tax-
payer 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
unreasonable relation which the deduc-
tion, credit, or other allowance bears to
the transaction. The principle of law
making an amount unavailable as a
deduction, credit, or other allowance in
cases in which the effect of making an
amount so available would be to distort
the liability of the taxpayer, has been
judicially recognized and applied in sev-
eral cases. Included in these cases are
Gregory v. Helvering, (1935) 293 U. S.
465; Grifflths v. Helvering, (1939) 308
U. S. 355; Higgins v. Smith, (1940) 308
U. S. 473; and J; D. and A. B. Spreckels
Co. v. Commissioner, (1940) 41 B. T. A.
370. In order to give effect to such
principle, but not in limitation thereof,
several provisions of the Code, for ex-
ample, section 24 (b) and (c) and sec-
tion 130, specify with some particularity
Instances in which disallowance of the
deduction, credit, or other allowance Is
required. Section 129 is also included in
such provisions of the Code. The prin-
ciple of law and the particular sections
of the Code are not mutually exclusive
and in appropriate circumstances they
may operate together or they may op-
erate separately.
[T. D. 5426, 10 F. R. 23]

§ 29.129-3 Instances in which section
129 (a) disallows a deduction, credit, or
other allowance. (a) Section 129 specifies
two Instances in which a deduction,
credit, or other allowance is to be dis-
allowed. These Instances, described in
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(1) and (2) of section 129 (a), are those
in which:

(1) Any person or persons acquire,
directly 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 of another corporation (not
controlled, directly or indirectly, imme-
diately 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.

(b) In either instance the principal
purpose 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 otherwise enjoy. The principal pur-
pose actuating 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 purpose.
This does not mean that only those
acquisitions fall within the provisions of
section 129 which would not have been
made if the evasion or avoidance purpose
was not present. The determination of
the purpose for which an acquisition was
made requires a scrutiny of the entire
circumstances in which the transaction
or course of conduct occurred, in con-
nection with the tax result claimed to
arise therefrom.

(c) If the requisite acquisition and
purpose exist, among the transactions
within (1) of section 129 (a) are the
following:

(1) A corporation (or the interest
controlling such a corporation) with
large profits acquires control of another
corporation with current, past, or pro-
spective credits, deductions, net operat-
ing losses, unused excess profits credits,
or other allowances and the acquisition
is followed by such transfers or other
action 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 exemption provided in
section 710 (b) (1); or

(3) A corporation with high earning
assets transfers them to a newly or-
ganized subsidiary retaining assets likely
to produce losses or to be diposed of at
a loss for the purpose of securing re-
funds through a utilization of the un-
used excess profits carry-back or the
net operating loss carry-back.

(d) If the requisite acquisition and
purpose exist, among the transactions
within (2) of section 129 (a) is the
following:

(1) A corporation acquires property
having .in its hands a substituted basis
which is materially greater than its fair
market value at the time of such acqui-
sition in order to secure a larger excess
profits credit or to utilize the property to
create tax-reducing losses.
[T. D. 5426, 10 F. R. 241

§ 29.129-4 Power of Commissioner to
allocate deduction, credit, or allowance
in part. The Commissioner is author-
ized by subsection (b) of section 129 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 which the acquisition was made.
The Commissioner is also authorized to
use other methods to give effect to part
of the amount disallowed under subsec-
tion (a) of section 129 but only to such
extent as he determines will not result
in the evasion or avoidance of Federal
income and excess profits 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 allocation of both the
gross income and the deductions, credits,
or other allowances the benefit of which
was sought, between or among the cor-
porations, or properties, or parts thereof,
involved, and includes the disallowance
of any such deduction, credit, or other
allowance to any of the taxpayers
involved.
[T. D. 5426, 10 F. R. 241

§ 29.129-5 Taxable years to which ap-
plicable. The provisions of section 129
apply to taxable years beginning after
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December 31, 1943. A deduction, credit,
or other allowance which would be dis-
allowed by section 129 If that section
were applicable to taxable years begin-
ning prior to January 1, 1944 is neverthe-
less disallowed if its disallowance Is re-
quired under any applicable law or rule
of law.
[T. D. 5426, 10 F. R. 241

§ 29.130-1 Limitation on deductions
allowable to individuals in certain cases-
(a) Recomputation of net income. (1)
Section 130 serves to limit the deductions,
other than taxes and interest, attribut-
able to a trade or business carried on by
an individual which are otherwise al-
lowable to such individual under the pro-
visions of chapter 1. If in each of five
consecutive taxable years the deductions
attributable to a trade or business, ex-
cept the deduction for interest and ex-
cept the deduction for taxes, exceed the
gross income derived from such trade or
business by more than $50,000, the net
income of such individual must be re-
computed for each of such five taxable
years. In recomputing the net income
for each of the five taxable years, de-
ductions (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 ex-
tent of:

(i) The gross income derived from the
trade or business, plus

(ii) $50,000.
The deduction for interest and the de-
duction 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 busi-
ness, shall be disallowed in its entirety
in making such recomputation. Thus,
any carry-over, or carry-back of a net
operating loss, so attributable, either
from a year within the period of five
consecutive taxable years or from a year
outside of such period, shall be ignored
in making the recomputation of net in-
come. However, the net operating 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 busi-
ness exceed the gross income derived
from such trade or business by more than
$50,000 in any taxable year. The limita-
tions on deductions provided by section
130 are applicable in determining under
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section 122 the amount of any net op-
erating loss carry-over or carry-back
from any year which falls within the pro-
visions of section 130 to any year which
does not fall within such provisions.
Also in determining 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 (determined
after the application of section 130 and
computed as provided in § 29.122-4 (c))
of the two preceding taxable years and
of the first succeeding taxable year if
such first succeeding taxable year falls
within the provisions of section 130, even
though the net operating loss deduction
is not an allowable deduction for such
succeeding or preceding taxable years.

(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 deduc-
tions (other than those for interest and
taxes) exceed the gross income derived
from such trades or businesses by more
than $50,000 in any taxable year. Each
trade or business shall be considered
separately. The trade or business car-
ried 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 consecutive tax-
able years. Thus, if the deductions,
other than taxes and interest, attribut-
able to a trade or business carried on by
an individual exceed the gross income
from such business by more than $50,000
for each of six consecutive taxable years,
the fifth year of such six consecutive tax-
able years shall be considered to be a
part both of a five-year period 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 re-
determined upon the basis of the net in-
come of the individual recomputed in the
manner described in paragraph (a) of

§ 29.130-1

HeinOnline --  CFR, 1949 514 1949



Chapter I-Bureau of Internal Revenue

this section. If the assessment of a de-
ficiency is prevented (except for the pro-
visions of section 3801, relating to miti-
gation of effect of limitation and other
provisions in income tax cases, or 3807,
relating to period of limitation In 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 sec-
tion 3761, relating to compromises, or by
any rule of law. (e. g., res judicata), then
the excess of the tax for such year as
recomputed over the tax previously de-
termined for such year shall be consid-
ered a deficiency for purposes of section
130. The term "tax previously deter-
mined" shall have the same meaning as
that assigned to such term by section
3801 (d). See § 29.3801 (d)-1.

(c) Assessment of tax. Any amount
determined as a deficiency in the manner
described in paragraph (b) of this sec-
tion in respect of any taxable year of
the five consecutive taxable years speci-
fied in paragraph (a) of this section
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 taxable years, one
year remained before the expiration of
the period of limitation upon assessment
for the taxable year in respect of which
the deficiency is determined. If the tax-
able year is one in respect of which an
assessment could be made without regard
to section 130, the amount of the actual
deficiency as defined in section 271
(whether It is greater than, equal to, or
less than the deficiency determined un-
der 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 compiomises, or by the opera-
tion of any rule of law (e. g., res judi-
cata), then the excess of the tax recom-
puted as described in paragraph (b) of
this section over the tax previously de-
termined may be assessed and collected
even though in fact there is no actual
deficiency, as defined in section 271, in
respect of the given taxable year.

(d) Years to which applicable. The
provisions of section 130 are applicable
to taxable years beginning after De-
cember 31, 1939, but no deficiency shall

be assessed pursuant to such section for
any taxable year beginning prior to
January 1, 1944. Thus, if an individual
makes his tax returns on the basis of
a calendar year and If the deductions
(other than those for interest and taxes)
attributable to a trade or business car-
ried on by such individual which are
otherwise allowable under chapter 1 ex-
ceed the gross income derived from such
trade or business by more than $50,000
in each of the taxable years 1940, 1941,
1942, 1943, and 1944, the net income of
such individual for the year 1944 is to be
recomputed and a deficiency, as defined
in paragraph (b) of this section, may
be assessed in respect of the taxable
year 1944. No such deficiency, however,
may be assessed in respect of the years
1940, 1941, 1942, or 1943.
[T. D. 5399, 9 F. R. 10296]

CREDITS AGAINST TAX
§ 29.131-1 Analysis 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 nonresident,
and in the case of a domestic corpora-
tion, is as follows: (1) 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;
and (2) an individual's proportionate
share of any such taxes of a partner-
ship of which he is a partner or of an
estate or trust of which he is a bene-
ficiary paid or accrued during the tax-
able year to a foreign 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 who chooses to claim
a credit for such taxes 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 alien
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 proportion-
ate share of any such taxes of a partner-
ship of which he is a partner or of an
estate or trust of which he is a bene-
ficiary paid or accrued during the tax-
able year to any possession of the United
States, or to any foreign country, as the
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case may be, 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.

(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 for-
eign 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 prior to the expiration of
the period prescribed by statute for the
making 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 § 29.23
(c)-1.

(e) For taxable years beginning be-
fore January 1, 1943, no credit for taxes
shall be allowed against the tax imposed
under section 102, relating to surtax on
corporations improperly accumulating
surplus, and for taxable years beginning
after December 31, 1942, credit for taxes
shall be allowed neither against the tax
imposed under section 102, relating to
surtax on corporations improperly ac-
cumulating surplus, nor against the vic-
tory tax imposed under section 450.

(f) A citizen of the United States or a
domestic corporation entitled to the
benefits of section 251, or a China Trade
Act corporation, is not allowed any of
the credits provided by section 131.

§ 29.131-2 Meaning of terms. The
term "amount of any income, war-prof-
its, and excess-profits taxes paid or ac-
crued during the taxable year" means
taxes proper (no credit being given for
amounts representing interest or penal-
ties) paid or accrued during the taxable
year on behalf of the taxpayer claiming
credit. For the purposes of section 131
and section 23 (c) (1) 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 (a) such country
or possession has in force a general in-
come tax law, (b) the taxpayer claiming
the credit would, in the absence of a
specific provision applicable to such tax-
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payer, be subject to such general income
tax, and (c) such general income tax is
not imposed upon the taxpayer thus sub-
ject to such substituted tax. For exam-
ple, the A Corporation does business in
the X country, which imposes an income
tax upon substantially a net income base.
The ascertainment of net income, though
not the determination of gross income,
from sources in X country is found ad-
ministratively difficult. The X country,
by decree, provides that corporations
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 income from
X country. In accordance with such de-
cree, the A Corporation paid X country
the sum of $25,000 in 1943 with respect
to its tax liability to the X country for
the year 1942. 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 lia-
bility for the year 1942. "Foreign coun-
try" means any foreign state or political
subdivision thereof, or any foreign politi-
cal entity, which levies and collects in-
come, war-profits, or excess-profits taxes.
"Any possession of the United States"
includes, among others, Puerto Rico, the
Philippines prior to July 4, 1946, and the
Virgin Islands. But see section 251. As
to the meaning of "sources" see section
119. (See also section 3797.)
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5534, 11 F. R. 9553]

§ 29.131-3 Conditions of allowance of
credit. (a) If the taxpayer does not sig-
nify 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 fil-
ing of such return chooses to claim such
credit, the taxpayer must so notify the
Commissioner and attach to such noti-
fication Form 1116 in the case of an in-
dividual, and Form 1118 in the case of a
corporation. The form must be carefully
filled in with all the information there
called for and with the calculations of
credits there indicated, and must be duly
signed and sworn to or affirmed. Except
where it is established to the satisfaction
of the Commissioner that it Is impossible
for the taxpayer to furnish such evi-
dence, the form must have attached to it
(1) the receipt for each such tax payment
if credit Is sought for taxes already paid
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or (2) the return on which each such
accrued tax was based If credit is sought
for taxes accrued. This receipt or re-
turn so attached must be either the orig-
inal, 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 foreign
language, a certified translation thereof
must be furnished by the taxpayer. Any
additional information necessary for the
determination under section 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 furnished by the
taxpayer.

(b) Where it has been established to
the satisfaction of the Commissioner
that it is impossible (1) to furnish a re-
ceipt for such foreign tax payment or
(2) the foreign tax return, or (3) direct
evidence of the amount of tax withheld
at the source, secondary evidence of the
payment or accrual of the tax or of the
withholding of the tax may, in his dis-
cretion, and under such rules as he may
prescribe, be accepted by the Commis-
sioner.

(c) In the case of a credit sought for
a tax accrued but not paid, the Commis-
sioner may require as a condition prece-
dent to the allowance of 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 re-
determination of the tax made necessary
by such credit proving incorrect, with
such further conditions as the Commis-
sioner may require. This bond shall be
executed by the taxpayer, or the agent or
representative of the taxpayer, as prin-
cipal, and by sureties satisfactory to and
approved by the Commissioner. (See
also section 1126 of the Revenue Act of
1926, as amended.)

(d) For credit where taxes are paid
by a foreign corporation controlled by
a domestic corporation, see § 29.131-7.
A claim for credit in such a case is also
to be made on Form 1118. See § 29.131-

6 with reference to the option granted
by section 131 (d).

(e) The taxpayer may, with respect to
a particular taxable year, claim the bene-
fits of section 131 at any time prior to
the expiration of the period prescribed
for the making of claim for credit or re-
fund of the tax imposed under chapter 1
for such taxable year.

§ 29.131-4 Redetermination of tax
when credit proves incorrect. 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, or in case any tax pay-
ment credited is refunded in whole or in
part, the taxpayer shall immediately no-
tify the Commissioner. The Commis-
sioner will thereupon redetermine the
amount of the income tax of such tax-
payer for the year or years for which
such incorrect credit was granted. The
amount of tax, if any, due upon such re-
determination shall be paid by the tax-
payer upon notice and demand by the
collector. The amount of tax, if any,
shown by such redetermination to have
been overpaid shall be credited or re-
funded to the taxpayer in accordance
with the provisions of section 322.

§ 29.131-5 Countries which 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 country
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 if such
country does not impose any income
taxes. If the country of which a resi-
dent alien 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 alien
for taxes paid by him to such other for-
eign country.
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§ 29.131-6 When credit for taxes may
be taken. (a) The credit for taxes pro-
vided by section 131 (a) may ordinarily
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 upon
the accrual basis or upon the cash re-
ceipts and disbursements basis. Section
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 238 (c)
of the Revenue Act of 1924 or 1926, or
under section 131 (d) of the Revenue
Act of 1928, 1932, 1934, 1936, or 1938,
must be followed in returns for all subse-
quent years, and no portion of any such
taxes will be allowed as a deduction from
gross income.

(b) If, however, under the provisions
of § 29.43-1 an amount otherwise consti-
tuting gross income for the taxable year
from sources without the United States
is, owing to monetary, exchange, or other
restrictions imposed by a foreign coun-
try, not includible in gross income of the
taxpayer for such year, the credit for
income taxes imposed by such foreign
country with respect to such amount
'shall be taken proportionately in any
subsequent taxable year in which such
amount or portion thereof is includible
in gross income.

§ 29.131-7 Taxes of subsidiary corpo-
ration-(a) Domestic corporation own-
ing a majority of the stock of a foreign
corporation. In the case of a domestic
corporation which owns a majority 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 determined by taking the
same proportion of any income, war-
profits, and excess-profits taxes paid or
accrued by such controlled foreign cor-
poration to any foreign country or to any
possession of the United States, upon or
with respect to the accumulated profits
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of 'such foreign corporation from which
such dividends were paid, which the
amount of any such dividends received
bears to the amount of such accumu-
lated profits. See, however, the limita-
tions provided in section 131 (b) and
§ 29.131-8. If dividends are received
from more than one controlled foreign
corporation, the limitation is to be com-
puted separately for the dividends re-
ceived from each controlled foreign cor-
poration. 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 a controlled
foreign corporation are deemed to have
been paid by the domestic corporation
for purposes of credit only.

(b) Foreign subsidiary of foreign sub-
sidiary of a domestic parent corporation.
(1) In the case of any foreign corpora-
tion coming within the scope of section
131 (f) (1) and paragraph (a) of this
section in which such foreign corporation
(referred to in this section as the foreign
parent) owns all of the stock, except
qualifying shares, of another foreign cor-
poration (referred to in this section as
the foreign subsidiary), the foreign par-
ent, receiving a dividend from the foreign
subsidiary, shall be deemed to have paid
that proportion of the income, war-
profits, and excess-profits taxes actually
paid by the foreign subsidiary upon or
with respect to the accumulated profits
of such foreign subsidiary which the
amount of such dividends bears to the
amount of such accumulated profits.
Such tax is then taken into consideration
in the determination of the amount of
income, war-profits, and excess-profits
taxes paid or deemed to have been paid
by the foreign parent upon or with re-
spect to its own accumulated profits
from which dividends were paid by such
foreign parent to its domestic parent
corporation.

(2) The application of these principles
in the determination of the amount of
the foreign tax available as a basis for a
credit to the domestic parent corpora-
tion 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
corporation, which in turn owns all of the
stock except qualifying shares of the C
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Company, Ltd., another foreign corporation.
The accumulated profits of the B Company
amount to $200,000 (including $25,000 divi-
dend derived from the C Company) and the
foreign income tax paid by the B Company
with respect to such accumulated 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 1942 by the
B Company to the A Company and in the
same year a dividend of $25,000 is paid by
the C Company to the B Company. The
amount of the foreign income, war-profits,
and excess-profits tax of the C Company
deemed to have been paid by the B Com-
pany is

25,00015,000 X $45,000, or $7,500.150,000

The proportion of the foreign income tax
deemed to have been paid by the A Com-
pany 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
50,000 X ($60,000 plus $7,500) equals $16,875.

200,000 ' (
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5452, 10 F. R. 4256]

§ 29.131-8 Limitations on credit for
foreign taxes. (a) The amount of the in-
come and profits taxes paid or accrued
(including the taxes which, in accord-
ance 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 posses-
sion bears to his entire net income, or,
in the case of a corporation, which the
taxpayer's normal-tax net income from
sources within such country or possession
bears to its entire normal-tax net in-
come, for the same taxable year, is the
tentative credit in respect of the taxes
paid or accrued to such country or pos-
session. The sum of these tentative
credits, limited under section 131 (b) (2)
so as not to exceed the same proportion
of the tax against which credit is taken
which the taxpayer'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-tax net income, for the

same taxable year, is the amount allow-
able as a credit against the income tax
under chapter 1 for income or profits
taxes paid or accrued to foreign coun-
tries or possessions of the United States.
In computing the tax against which the
credit is taken there must, for taxable
years beginning before January 1, 1943,
be excluded the tax, if any, imposed by
section 102, and for taxable years begin-
ning after December 31, 1942, there must
be excluded both the tax imposed by
section 102 and the tax imposed by sec-
tion 450.

(b) The operation of the limitations
on the credit for foreign taxes paid by
individuals may be illustrated by the
following examples:

Example (1). In 1942, A, a citizen of the
United States, had a net income for services
rendered within the United States amounting
to $50,000 and a net income from sources
within Great Britain of $25,000. He is en-
titled to a personal exemption of $500. The
credit for foreign taxes allowable to A in his
return for the calendar year 1942 is $14,788.67,
computed as follows:
Income from sources within the

United States --------------- $50, 000.00
Income from sources w i t h i n

Great Britain ---------------- 25, 000.00

Total net income ----------- 75, 000.00
United States income tax on

$75,000 --------------------- 44,366.00
British income and profits taxes 15, 200.00
Limitation on British income and

profits taxes under section 131
(b) (1) and (2) to determine

- -25,000 )
credit 2 of $44,366 ------ 14, 788. 67

(75,000 )---
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)) -------------------- 14,788.67
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 in-
come and profits taxes paid or accrued to
Great Britain and Canada were $8,950 and
$4,500, respectively, the credit for foreign
taxes allowable to A would be $13,373.20,
computed as follows:

Income from sources within the
United States -------------- $50, 000.00

Income from sources wit h in
Great Britain ---------------- 15,000.00

Income from sources within Can-
ada ------------------------ 1 10,000.00

Total net income ----------- 75, 000.00

Page 519

§ 29.131-8

HeinOnline --  CFR, 1949 519 1949



Title 26-Internal Revenue

United States income tax on shall be determined by deducting from
$75,000 -------------------- $44, 366.00 net income from such country or posses-

British income and profits taxes 8,950. 00 sion of the United States the same pro-
Limitation on British income and

profits taxes under section 131 portion of the credit provided in section
(b) (1) to determine tentative 26 (e) which the taxpayer's excess profits

/15,000 36-net income from sources within such
credit ! 5- of $44,366 8,873.2 country or possession of the United States

Tentative credit for British in- bears to the taxpayer's entire excess
come and profits taxes (total profits net income. The normal-tax net
British income and profits income from sources without the United
taxes, reduced in accordance States shall likewise be determined by
with the limitation under sec- deducting from the net income from
tion 131 (b) (1)) ----------- 8, 873.20 sources without the United States the

Canadian income and profits same proportion of such credit as the ex-
taxes ----------------------- 4,1500.00 cess profits net income from sources

Limitation on Canadian income without the United States bears to the
and profits taxes under section
131 (b) (1) to determine ten- entire excess profits net income. For
tative credit the determination of excess profits net

10,000 income from a foreign country or from

75,000of $44,36-) 5,915.47 sources without the United States, and

Tentative credit for Canadian in- of the entire excess profits net income,
come and profits taxes (total for the purposes of the credit for foreign
Canadian income and profits taxes, in the case of a corporation com-
taxes, since such amount is puting Its excess profits tax under sec-
within the limitation under tions 721, 726, 731 or 736 (b) see 26 CFR,
section 131 (b) (1)) ---------- 4,500.00 1941 Supp., Supps., 35.729-4.

Sum of tentative credits ($8,878.-
20 plus $4,500) ------------- 18,373.20 (d) The operation of the limitations

Limitation on sum of tentative provided in section 131 (b) on the credit
credits under section 131 (b) for foreign taxes paid by corporations
(2) to determine credit may be illustrated by the following ex-(25,000 amples:

( nof $44,36614786 amls
75,000 ) ------ 14,788.67 Example (3). The following facts exist

Total amount of credit allowable for the calendar year 1942 with respect to
(sum of tentative credits, since the A Corporation which makes its income
such sum is within the limita- tax returns on the calendar year basis:
tion under section 131 (b) Net income from all sources.... $250,000.00
(2)) ------------------------ 13,373.20 Less:

(c) It is provided in section 131 (b) Adjusted excess profits net in-
that in the case of a domestic corpora- come --------------------- 75, 000. 00
tion the amount of the credit for any Normal tax net income-------175,000.00
taxable year with respect to the tax paid Net income from foreign coun-
or accrued to any foreign country or try X ------------------- 100, 000.00
possession of the United States shall not Foreign tax paid on country
exceed the same proportion of the tax X income ------------------ 35,000.00
imposed by chapter 1 which the corpora- Total normal tax and surtax .... 70,000.00
tion's normal-tax net income from Computation of foreign tax credit for pur-
sources within such foreign country or poses of normal tax and surtax:
possession of the United States bears $1,0 I
to the entire normal-tax net income of $100,000 minus 0 -' X $75,000)
such corporation for the same taxable $250,000 minus $75,000 X
year. The total amount of the credit $70,000 equals $28,000.00
shall not exceed the same proportion of Amount allowable as a credit .... $28, 000.00
the tax imposed by chapter 1 which the For the purpose of the computation, it is
corporation's normal-tax net income assumed that there are no adjustments to
from sources without the United States net income in determining excess profits net
bears to the entire normal-tax net in- income. '
come for the same taxable year. (e) In the event that normal-tax net

For taxable years beginning before income is derived from more than one
January 1, 1946, the normal-tax net in- foreign country or possession of the
come from sources within any foreign United States, the limitation provided in
country or possession of the United States section 131 (b) (2) shall be applied based
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upon the taxpayer's normal-tax net in-
come from sources without the United
States and the entire normal-tax net in-
come of the corporation and such limi-
tation is in addition to the limitation
provided in section 131 (b) (1).

(M) As to the allowance of credit for
foreign income, war profits, or excess
profits taxes against the excess profits
tax imposed under chapter 2E, see sec-
tion 729 and 26 CFR, 1941 Supp., Supps.,
35.729-3.

Example (4). The net income for the
calendar year 1942 and the income and
profits taxes paid or accrued to foreign coun-
tries and possessions of the United States in
the case of a domestic corporation were as
follows:

Income
and

Country Net profitsincome Loss taxes
(paid or
accrued)

United States --------- $157,500 ....................
Great Britain ---------- 30,000 ---------- $17, 000
Canada ---------------- 2, ---------- 5,600
Brazil ----------------- 40, 000 --- -. 00
Argentine Republic .- - 60,000 - - one
Mexico ----------------.------ $10,-000 None
Puerto Rico ----------- 10,000 ---------- 2,250
France (dividend) ------ 50,000 ---------- 9,000
France (branch) -------- 20,000 ---------- 6,000

f Internal Revenue § 29.131-8

Net income --------------. ------------- $287,500.00
Less: Interest on United States obligations- 25,000.00

262,1500.00

Less: Credit provided in section 26 (e) for

income subject to excess profits tax ----- 105,000.00

Normal tax net income -------------------- 157,500.00
Surtax net income ($287,500 minus $15,000)_ 182, 500.00
Total foreign net income ------------------- 130,000.00
United States tax (not including

tax imposed under section
102):

Normal tax ------------------- $37, 800.00
Surtax ------------------------ 29,200.00

67,000.00

The income and losses from all foreign
countries and possessions of the United
States, except the dividend from sources
within France, were derived from branch
operations. Dividends of $50,000 were re-
ceived from a French corporation, a ma-
jority of the voting stock of which was owned
by the domestic 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. For the purpose of sim-
plicity it is assumed that the corporation
computes its excess profits credit under sec-
tion 713 and that there are no adjustments
under section 711 other than that under
section 711 (a) (1) (A), and that conse-
quently the net income from the countries
referred to is the same as the excess profits
net income from such countries.

The computation of the credit is as
follows:

Great Britain
Income and profits taxes paid or accrued --------------------------------- $17, 000.00
Limitation under section 131 (b) (1)/ 30,000

$30,000 minus X 26,500 X $105000)
$262,500 minus $105,000 X $677,000 .----------------------------- 7,657.14

Tentative credit ------------------------------------------------------------ 7,657.14

Canada

Income and profits taxes paid or accrued --------------------------
Limitation under section 131 (b) (1)

/20,000 '
$20,000 minus (2.600 x $O5,o00)

$262,500 minus $105,000 X $67,000

Tentative credit

Brazil
Income and profits taxes paid or accrued ........
Limitation under section 131 (b) (1)

$40,000 minus ( X $105,000)$40,00 N 50

$262,500 minues $105,000 X $67,000
Tentative credit .....

Argentine Republic

T entative credit -------------------------------------------------------------

Mexico
Tentative credit

5,600.00

5, 104. 76

5, 104.76

5,800.00

10, 209.52

5, 800.00

None

None
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Puerto Rico
Income and profits taxes paid or accrued
Limitation under section 131 (b) (1)

$40,000 minus 10,000 $5,000)

$2 G62,500 iu $15,0 '< $67,000----------------------------$262,500 minus $105,000 $700
Tentative credit....................................................

France

$2, 250.00

2, 552.38

2,250.00

Dividend tax paid at source ----------------------------------------------- 9,000.00
Income and profits taxes paid or accrued on branch operations ----------------- 6,000.00
Income and profits taxes deemed-under section 131 (f) to have been paid, com-

puted as follows:
Dividend received on December 31 of the taxable year --------- $50, 000. 00
Income of French corporation earned during taxable year ---- 200, 000. 00
Income and profits taxes paid to France on $200,000 ----------- 30, 000.00
Accumulated profits $200,000 minus $30,000 ------------------ 170. 000.00

French taxes applicable to accumulated profits distributed80,000 of 170,000
000Of170,000 f$0000 ---------------------------------------------- 7, 500. 00

170,000 200,000 of $30
Total income and profits taxes paid or accrued and deemed to have been paid

to France --------------------------------------------------------------- 22,500.00
Limitation under section 131 (b) (1)

$70,000 minus (0,000 >$105,000)

$ 262,500 iu)10,0 X $67,000 --------------------------------- 17,866.66$262,500 minus $105,000 X $ 70 01 ,8 6 6
Tentative credit ------------------------------------------------------------ 17,866.66

Sum of tentative credits

Great Britain -------------------------------------------------------------- 7,657.14
Canada -------------------------------------------------------------------- 5,104.76
Brazil -------------------------------------------- ------------------------ 5,800.00
Puerto Rico --------------------------------------------------------------- 2,250.00
France --------------------------------------------------------------------- 17,866.66

38, 678.56
Limitation on sum of tentative credits under section 131 (b) (2) to determine

credit

$130,000 minus ( , x $105,000)
$262,500 minus $105,000 X $67,000 ------------------------------ 33, 180.94

Total amount of credit allowable (sum of tentative credits or the limitation
under section 131 (b) (2), whichever is the lesser) ------------------------- 33, 180.94

[Regs. 111, 8 F. R. 15002, as amended by T. D. 5517, 11 F. R. 6534, T. D. 5452, 10 F. R. 4256,
T. D. 5458, 10 F. R. 7335]

§ 29.131-9 Joint return by husband
and wife. In case of a husband and wife
making a joint return, the 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, and the
limitations prescribed by section 131 (b)
upon such credit 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.

RETURNS AND PAYMENT OF TAX

§ 29.141-1 Consolidated income and
excess profits tax returns of affiliated
corporations-(a) In general. Section
141 prescribes rules for the making of
both consolidated income and excess
profits tax returns by an affiliated group
of corporations. Regulations promul-
gated as Part 23 and Part 35 (26 CFR,
1941 Supp., Supps.) of this chapter are
applicable, respectively, to the making
of consolidated income and excess prof-
its tax returns, and to the determination,
computation, assessment, collection, and
adjustment of income and excess profits
tax liabilities of the affiliated group and
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each member thereof both during and
after the period of affiliation.

(b) Formation of and changes in
affiliated group. An affiliated group of
corporations, within the meaning of sec-
tion 141, Is formed at the time that the
common parent corporation, which is an
includible 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 per-
cent of each class of the nonvoting stock
(not including nonvoting stock which is
limited and preferred as to dividends)
of another Includible corporation. A
corporation becomes a member of such
an affiliated group at the time that one
or more members of such group become
the owners directly of stock possessing
at least 95 percent of the voting power of
all classes of Its stock and at least 95 per-
cent of each class of its nonvoting stock
(not including nonvoting stock which
is limited 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. The privilege of
filing consolidated income and excess
profits tax returns is extended to all in-
cludible corporations constituting an
"affiliated group," as defined in section
141 (d). In case a corporation is a mem-
ber of an affiliated group for a fractional
part of the year, the consolidated returns
shall include the income of such cor-
poration for the part of the year during
which it is a member of the group. How-
ever, a corporation which is not a mem-
ber of such group after March 31, 1942,
of the last taxable year of such group
which begins before April 1, 1942, shall
not be considered a member of such
group for consolidated income tax re-
turn purposes for such year, but shall be
considered a member of such group for
consolidated excess profits tax return
purposes for such year. An "includible
corporation" is defined by section 141 (e)
to mean any corporation except:

(1) A corporation exempt under sec-
tion 101 from the tax imposed by chap-
ter 1;

(2) An insurance company subject to
taxation under section 201 or 207 (except
as provided in section 141 (f)) ;

(3) A foreign corporation (except as
provided in section 141 (g));

(4) A corporation entitled to the ben-
efits of section 251, by reason of receiving
a large percentage of its income from
sources within possessions of the United
States;

(5) A corporation organized under
the China Trade Act, 1922;

(6) A regulated Investment company
subject to tax under Supplement Q (sec-
tions 361 and 362);

(7) With respect to taxable years be-
ginning after December 31, 1943, a per-
sonal service corporation described in
section 725 (a), or a corporation de-
scribed in section 727 (e), (g), or (h)
which without regard to the exception
stated In the initial clause of section 727
would be exempt from the excess profits
tax imposed by subchapter E of chapter
2. The corporations described in section
727 (e), (g), and (h) are personal holding
companies as defined in section 501, cer-
tain domestic corporations satisfying the
conditions prescribed in section 727 (g)
with respect to gross income, and certain
corporations subject to the provisions of
Title IV of the Civil Aeronautics Act of
1938 satisfying the conditions prescribed
in section 727 (h). If any corporation
which would otherwise not be an includ-
ible corporation under section 141 (e) ('7)
has made and filed a consent for any tax-
able year beginning after December 31,
1943, to be treated as an includible corpo-
ration, the exception provided In section
141 (e) (7) and this subparagraph shall
not be applicable to such corporation for
the taxable year for which such consent is
filed or for any subsequent taxable year.
Such corporation filing a consent shall
be deemed to be an includible corpora-
tion for all such years regardless of
whether the affiliated group of which
such corporation is a member during
such years is the same as the affiliated
group of which it was a member when
the consent was filed. If such corpora-
tion is a common parent corporation, the
making and filing of the consolidated in-
come tax return shall constitute the mak-
ing and filing of its consent under section
141 (e) (7). If such corporation is a sub-
sidiary, the filing of its authorization
and consent on Forms 1122 and 1122E
in the manner prescribed by § 23.12 (b)
of this chapter and 26 CFR, 1943 Cum.
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Supp., Supps., 33.12 (b) 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 withdrawn or revoked at any
time after the consolidated return is med
for the first taxable year for which the
consent is filed.

The consolidated income tax return
and the consolidated excess profits tax
return must include every includible cor-
poration which, under 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 affiliated group unless the common
parent corporation through which the
subsidiaries are connected is a member of
the group. For instance there will not
be recognized as an affiliated group two
domestic industrial corporations the
common parent corporation of which is
a regulated investment company sub-
ject to tax under Supplement Q. In ad-
dition, no corporation which is connected
by stock ownership with an affiliated
group of includible corporations through
a nonincludible corporation may be in-
cluded in the consolidated return of such
group.

Every corporation which is a member
of an affiliated group making consoli-
dated returns under section 141 is a
member of such group both for consoli-
dated income tax and colsolidated ex-
cess profits tax return purposes, regard-
less of any exemption to which It might
have been entitled if separate returns
had been made. See sections 725 (b)
and 727.
(d) Consolidated returns of insurance

companies. An insurance company sub-
ject to tax under section 204 is an in-
cludible corportion and may be Included
in an affiliated group together with cor-
porations other than insurance compa-
nies taxable under section 201 or section
207. Insurance companies subject to tax
under section 201 or 207 are not includ-
Ible corporations under section 141 (e)
(2). Under section 141 (f), however, a
domestic insurance company taxable un-
der section 201 may be included in an
affiliated group comprised solely of other
domestic insurance companies taxable
under section 201; it may not be included
in an affiliated group with other corpora-
tions. Similarly, a domestic insurance
company taxable under section 207 may
be Included in an affiliated group com-
prised solely of other domestic insurance
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companies taxable under section 207; It
may not be included in an affiliated group
with other corporations. An affiliated
group of domestic insurance companies
taxable under section 201, or a group
of domestic insurance companies taxable
under section 207, may not include a
domestic insurance company taxable un-
der section 204.

(e) Foreign 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 di-
rectors' qualifying shares) of a corpora-
tion organized under the laws of Canada
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 corporation
may, at the option of the domestic cor-
poration, be treated as a domestic cor-
poration. The option to treat such for-
eign corporation as a domestic corpora-
tion must be exercised at the time of
making the first consolidated income and
excess profits tax returns for any taxable
year beginning after December 31, 1941,
and cannot be exercised at any time
thereafter. If the election is exercised
to treat such foreign corporation as a
domestic corporation, it must be in-
cluded in both the consolidated income
and excess profits tax returns of the
affiliated group of which it is a member
for each year for which such group
makes or is required to make a consoli-
dated return.

(f) Computation of tax. The surtax
Imposed by section 15 or section 204 upon
an affiliated group making a consoli-
dated income tax return shall be in-
creased by 2 percent of the consolidated
corporation surtax net income. In case
the consolidated corporation surtax net
income exceeds $25,000, but not $50,000,
the surtax on the first $25,000 is $3,000
instead of $2,500 as provided in section
15 (b) -(2) in the case of corporations
not making a consolidated return.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5401, 9 F'. R. 10451, T. D. 5441, 10 F. R.
2425]

§ 29.142-1 Fiduciary r e t u r n s-(a)
Taxable years beginning before January
1, 1944. Every fiduciary, or at least one
of Joint fiduciaries, for taxable years be-
ginning before January 1, 1944, must
make a return of income:

(1) Returns for individuals. For the
individual whose income is in his charge,

§ 29.142-1

HeinOnline --  CFR, 1949 524 1949



Chapter I-Bureau of Internal Revenue

if the gross income of such individual is
$500 or over, if single, or if married and
not living with husband or wife for any
part of the taxable year; or if such Indi-
vidual is married and was living with
husband or wife for any part of the tax-
able year but not at the close of the
taxable year and his gross income for
the taxable year is equal to, or in excess
of, the credit allowed him by section
25 (b) (1) and (3) (computed without
regard to his status as head of a family) ;
or if such individual is married and was
living with husband or wife for the en-
tire taxable year and the aggregate gross
income of both husband and wife is
$1,200 or over; or if such individual is
married and was living with husband or
wife at the close of the taxable year but
not during the entire taxable year and
the aggregate gross income of both hus-
band and wife is $1,200 or over, or the
aggregate gross income of both husband
and wife Is equal to, or in excess of, the
credit allowed them by section 25 (b)
(1) and (3) computed without regard
to the status of either of them as head
of a family), or

(2) Returns for estates and trusts.
For the estate for which he acts if the
gross income of such estate is $500 or
over, and for the trust for which he acts
if the gross income of such trust is $500
or over, or If any beneficiary of such
as computed under section 162, is $100
or over, or if any beneficiary, of such
estate or trust is a nonresident alien.
A return shall be filed for the taxable
year of an estate which is a period of
less than 12 months if the gross income
of the estate for such taxable year is
greater than the personal exemption
allowable to a single person having a
similar taxable year. See §§ 29.25-7 and
29.47-1. The requirements as to the
filing of a return for a trust remain the
same regardless of whether the taxable
year of the trust is a period of less than
12 months.
The return in subparagraph (1) of this
paragraph shall be on Form 1040 or
1040A. In subparagraph (2) of this par-
agraph a return Is required on Form
1041. If the gross income of the decedent
from the beginning of the taxable year
to the date of his death was equal to, or
in excess of, the credit allowed him by
section 25 (b) (1) and (3) (computed
without regard to his status as head of
a family), the executor or administrator
shall make a return for such decedent.

(b) Taxable years beginning alter De-
cember 31, 1943. Every fiduciary, or at
least one of joint fiduciaries, for taxable
years beginning after December 31, 1943,
must make a return of income:

(1) Returns for individuals. For the
individual whose income is in his charge,
if the gross income of such individual is
$500 or over.

(2) Returns for estates and trusts. For
the estate for which he acts if the gross
income of such estate is $500 or over, and
for the trust for which he acts if the
gross income of such trust is $500 or over,
or the net income of such trust, as com-
puted under section 162, is $100 or over,
or if any beneficiary of such estate or
trust is a nonresident alien.
The return in subparagraph (1) of this
paragraph shall be on Form 1040. In
subparagraph (2) of this paragraph a
return is required on Form 1041.

(c) General requirements. (1) A copy
of the will or trust instrument sworn to
by the fiduciary as a true and com-
plete copy in cases in which the gross
income of the estate or trust is $5,000
or over, must be filed with the fiduciary
return of the estate or trust, together
with a statement by the fiduciary indi-
cating the provisions of the will or trust
instrument which, in his opinion, deter-
mine the extent to which the income
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, or
statement relating to the provisions of
the will or trust instrument, has once
been filed, it need not again be filed if
the fiduciary return contains a state-
ment showing when and where it was
filed. If the trust instrument is amend-
ed in any way after such copy has
been filed, a copy of the amendment, to-
gether with a statement by the fiduciary,
indicating the effect, if any, in his opin-
ion, of such amendment on the extent to
which the income of the estate or trust
is taxable to the estate or trust, the bene-
ficiaries, or the grantor, respectively,
must be filed with the return for the
taxable year in which the amendment
was made. See § 29.142-5 for returns In
cases where any beneficiary is a non-
resident alien.

(2) For information returns required
to be made by fiduciaries under section
147, see § 29.147-1.
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(3) As to further duties and liabilities
of fiduciaries, see section 312.
[Regs. 111, 8 P. R. 15002, as amended by T. D.
5373, 9 F. R. 5502, T. D. 5425, 10 F. R. 171

§ 29.142-2 Return by guardian or
commtttee-(a) Taxable years begin-
ning before January 1, 1944. (1) For
taxable years beginning before January
1, 1944, a fiduciary acting as the guard-
ian of a minor, or as the guardian or
committee of an Insane person, hav-
ing a gross income equal to, or in excess
of, the credit allowed such person by
section 25 (b) (1) and (3) (computed
without regard to the status of the minor
or insane person as head of a family)
must make a return for such person on
Form 1040 or 1040A and pay the tax, un-
less in the case of a minor the minor him-
self makes a return or causes it to be
made. (See § 29.25-3.)

(2) For the purpose of determining
the liablilty of a fiduciary to render a
return under the provisions of the pre-
ceding paragraph in cases where the
minor or the incompetent is married and
was living with husband or wife at the
close of the taxable year, it is the aggre-
gate gross income or the aggregate net
income of both husband and wife which
is controlling. (See § 29.51-1.)

(b) Taxable years beginning after De-
cember 31, 1943. For taxable years be-
ginning after December 31, 1943, a
fiduciary acting as a guardian of a
minor, or as the guardian or committee
of an insane person, having a gross in-
come of $500 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
§ 29.51-2 (b).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 181

§ 29.142-3 Returns in case of two
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 sin-
gle 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, he shall
make a return on Form 1041 for each
trust separately.
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§ 29.142-4 Return by receiver. A re-
ceiver who stands in the stead of an in-
dividual or corporation must render a re-
turn 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
individual the return shall be on Form
1040 (or, for taxable years beginning
prior to January 1, 1944, Form 1040 or
1040A). When acting for a corporation
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 appointed to hold
and operate a mortgaged parcel of real
estate, but not in control of all the prop-
erty or business of the mortgagor, and a
receiver in partition proceedings, are not
required to render returns of income.
In general, statutory receivers and com-
mon law receivers of all the property or
business of an individual or corporation
must make returns. (See also sections
147 and 148 (a).)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 18]

§ 29.142-5 Return for nonresident
alien benefliciary-(a) United States
business. 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 benefi-
ciary's income from all sources within the
United States, the benefits of the credits
and deductions to which the beneficiary
Is entitled cannot be obtained in the re-
turn filed by the fiduciary. (See sections
215 and 251.) 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 Form 1040B in behalf of the bene-
ficiary 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. If the
sole beneficiary of an estate or trust is a
nonresident alien engaged in trade or
business within the United States at any
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time within the taxable year, the fidu-
ciary shall make a return on Form 1041,
as well as on Form 1040B. If there are
two or more such nonresident alien bene-
ficiaries, the fiduciary shall render a re-
turn on Form 1041 and also a return on
Form 1040B for each nonresident alien
beneficiary. (See further § 29.217-1.)

(b) No United States business. A citi-
zen or resident fiduciary having the dis-
tribution of the income of an estate or
trust will not be required to make a re-
turn 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
taxable 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-
zen or resident fiduciary having the dis-
tribution of the income of an estate or
trust shall make a return on Form
1040NB-a if a beneficiary has gross in-
come for the taxable year of more than
$15,400 from the sources specified in sec-
tion 211 (a), regardless of the amount of
tax withheld at the source. If the gross
income from such sources iso$15,400 or
less, the return (if a return is required
to be filed) for the beneficiary shall be
on Form 1040NB. If a return is required
to be filed for a beneficiary who is a resi-
dent of Canada, such return also shall
be on Form 1040NB. If the beneficiary
appoints a person in the United States
to act as his agent for the purpose of
rendering income tax returns, the fiduci-
ary shall be relieved from the necessity
of filing a return in behalf of the benefi-
ciary 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 fi-
duciary 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, irre-
spective of the number of beneficiaries.

§ 29.142-6 Time for filing return upon
death, or termination o/trust. (a) Under
the provisions of section 47 (g), the re-
turn by a taxpayer which was not in ex-
istence 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 §§ 29.47-1 and
29.142-1 for the last taxable year of a

decedent, the executor or administrator
of the decedent shall file such return at
the time prescribed in § 29.53-1. If a
return for the last taxable year of an
estate or trust is required to be filed un-
der the provisions of § 29.142-1, such re-
turn shall be filed at the time prescribed
in § 29.53-1, and the last date prescribed
for such filing shall also be the due date
for payment of the tax or the first in-
stallment thereof if payment is made
under the provisions of section 56 (b).

(b) The domiciliary 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 representative
is on Form 1041, which shall be filed
with the collector for his 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 alien 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 otherwise
required of the domiciliary representa-
tive.

§ 29.143-1 Withholding tax at source-
(a) Withholding in general. (1) With-
holding of a tax of 30 percent (271/2 per-
cent prior to October 31, 1942) is required
in the case of fixed or determinable
annual or periodical income paid to a
nonresident alien individual, even
though such individual is engaged in
trade or business within the United
States (or, with respect to amounts paid
prior to October 31, 1942, was engaged
in trade or business or had an office or
place of business therein) or to a non-
resident partnership, composed in whole
or in part of nonresident alien individ-
uals, except (i) income from sources
without the United States, including in-
terest on deposits with persons carrying
on the banking business paid to persons
not engaged in business in the United
States (or, with respect to amounts paid
prior to October 31, 1942, not engaged
in trade or business and not having any
office or place of business therein), (ii)
interest upon bonds or other obligations
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of a corporation containing a tax-free
covenant and issued before January 1,
1934 (but see paragraph (b) of this sec-
tion), (ii) dividends paid by a foreign
corporation unless (a) such corporation
is engaged in trade or business within
the United States (or, with respect to
amounts paid prior to October 31, 1942,
was engaged in trade or business or had
an office or place of business therein),
and (b) more than 85 percent of the
gross income of such 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, (v)
dividends distributed by a corporation
organized under the China Trade Act,
1922, to a resident of China, and (v)
except that such rate of 30 percent (271/2
percent prior to October 31, 1942) 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 percent, as may be provided by treaty
with such country. See subparagraph
(2) of this paragraph for special rule
with respect to compensation for services
performed by a nonresident alien in-
dividual brought into the United States
under the authority of the War Man-
power Commission. Under the regula-
tions prescribed pursuant to the tax
convention and protocol between the
United States and Canada, signed March
4, 1942, effective generally January 1,
1941, the rate of tax to be withheld at
the source has been reduced to 15 per-
cent in the case of residents of Canada.
(See § 7.10 to 7.17, of this chapter.)
Similarly, in accord with Article VII of
the tax convention and protocol between
the United States and Sweden, effective
January 1, 1940, the rate of withholding
shall, for a period of at least two years
beginning with such date, be 10 percent
with respect to dividends paid to resi-
dents of Sweden. (See § 7.200 to 7.218
of this chapter.) As to rates of with-
holding pursuant to the tax convention
and protocol between the United States
and the United Kingdom, see Treasury
Decision 5532, approved August 23, 1946
(H§ 7.500-7.511 of this chapter). With-
holding Is required in the case of interest
paid on obligations issued by the United
States or any agency or instrumentality
thereof on or after March 1, 1941. (See
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§§ 29.22 (b) (4)-4 and 29.22 (b) (4)-6,
relating to the taxation of such interest,
and § 29.143-4, relating to ownership
certificates.)

(2) On and after March 6, 1944, the
rate of withholding provided with respect
to compensation for services performed
by a nonresident alien individual, 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 the authority of the War
Manpower Commission for temporary
employment essential to the war effort
shall be at the reduced rate of 10 percent.
In applying such reduced rate of with-
holding, however, to the compensation of
a nonresident alien or other individual
coming within the scope of this opara-
graph the proration of the personal ex-
emption provided in § 29.143-3, is not ap-
plicable. The rate of 10 percent pro-
vided in this paragraph should, there-
fore, be applied against the gross amount
of the compensation derived from labor
or personal services by such an individ-
ual. The provisions of section 143 (b),
as amended by section 132 of the Revenue
Act of 1943, shall not be construed as
cancelling or affecting any exemption
from withholding in the case of any non-
resident alien individual under existing
law, regulations, or ruling, nor do such
provisions affect the liability to tax of
such a nonresident alien individual.

(3) Under the provisions of section
143 (b) the rate of tax withheld at the
source shall not exceed 271/2 percent in
the case of interest on bonds, mortgages,
or deeds of trust or other similar obliga-
tions of a corporation within the provi-
sions 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
distribution 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 refund.

(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 (271 percent
prior to October 31, 1942) must be with-
held from interest on bonds or securities
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not containing a tax-free covenant, or
containing a tax-free covenant and is-
sued on or after January 1, 1934, if the
owner is unknown to the withholding
agent, except where such interest repre-
sents income from sources without the
United States.

(7) For withholding in the case of In-
come paid to nonresident foreign cor-
porations, see § 29.144-1.

(8) Resident or domestic fiduciaries
are required to deduct the income tax at
the source from all fixed or determinable
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 determinable annual or
periodical income paid to a nonresident
alien fiduciary is subject to withholding
even though the beneficiaries of the es-
tate or trust are citizens or residents of
the United States.

(9) 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 in-
come tax.

(10) A debtor corporation having an
issue of bonds or other similar obligations
which appoints a duly authorized agent
to act in its behalf under the withhold-
ing provisions of the Internal Revenue
Code, is required to file notice of such
appointment with the Commissioner of
Internal Revenue, Withholding Returns
Section, Washington, D. C., giving the
name and address of the agent.

(11) If, in connection with the sale
of its property, payment of the bonds or
other obligations of a corporation is as-
sumed 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 not such
sale or transfer been made.

(12) For determining income from
sources within the United States, see sec-
tion 119.

(13) As to who are nonresident alien
individuals, see §§ 29.211-2 and 29.3797-8.
For classification of foreign corporations,
see §§ 29.231-2 and 29.3797-8. As to

what partnerships are deemed to be non-
resident partnerships, see § 29.3797-8.

(14) For withholding in the case of
dividends distributed by a corporation
organized under the China Trade Act,
1922, see §§ 29.143-3 and 29.262-4.

(b) Tax-free covenant bonds issued
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-
tain a tax-free covenant. For the pur-
pose of section 143 (a) (1) bonds, mort-
gages, or deeds of trust, or other sim-
ilar obligations of a corporation are is-
sued when delivered. If a broker or
other person acts as selling agent of the
obligor the obligation is issued when
delivered 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 under §§ 29.143-1 to
29.143-9, the "issuing" or debtor cor-
poration shall indicate, by an appropri-
ate notation, the date of issue or use the
phrase, "Issued on or after January 1,
1934," on each such obligation or in a
statement accompanying the delivery of
such obligation.

(3) In cases where on or after Janu-
ary 1, 1934, the maturity date of bonds
or other obligations of a corporation is
extended, 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 In-
terest described in section 143 (b).

(4) In the case of interest upon bonds
or other obligations of a corporation
containing a tax-free covenant and is-
sued before January 1, 1934, paid to an
Individual, 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

Page 529

§ 29.143-1

HeinOnline --  CFR, 1949 529 1949



Title 26-Internal Revenue

the rate of 30 percent (27/ 2 percent prior
to October 31, 1942) in the case of a
nonresident alien, or a nonresident part-
nership composed in whole or in part of
nonresident alien 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 nonresident
alien or a partnership composed wholly
of nonresident aliens. A nonresident
foreign corporation having a fiscal or
paying agent in the United States is re-
quired to withhold a tax of 2 percent
upon the interest on its tax-free cove-
nant 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
covenant and issued before January 1,
1934, paid to nonresident foreign cor-
porations, see § 29.144-1.

(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 prior
to January 1, 1934, by supplemental
agreements containing a tax-free cove-
nant executed by the obligor corporation
and the trustee, the bonds issued prior to
January 1, 1934, are subject to the provi-
sions of section 143 (a), provided appro-
priate authority existed for the modifica-
tion of the trust deeds in this manner.
The authority must have been contained
In the original trust deeds or actually
secured from the bondholders.

(7) 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 pursuant
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to its agreement Is not entitled to deduct
such payment from its gross income on
any ground nor shall the tax so paid be
included in the gross income of the bond-
holder. The amount of the tax may
nevertheless be claimed by the bond-
holder 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 t h e r e o f (including the
grantor of a trust subject to section 166
or 167) is allowable, pro rata, as a credit
against (I) 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 returns
of the beneficiaries required to make re-
turns. In the case, however, of corpo-
rate bonds or other obligations contain-
ing an appropriate tax-free covenant,
the corporation paying for someone else,
pursuant to its agreement, a State tax or
any tax other than a Federal tax may
deduct such payment as interest paid on
indebtedness.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5357, 9 F. R. 4328, T. D. 5580, 12 F. R. 78261

§ 29.143-2 Fixed or determinable an-
nual or periodical income. (a) Only fixed
or determinable annual or periodical in-
come is subject to withholding. The In-
ternal Revenue Code specifically includes
In such Income, interest, dividends, rent,
salaries, wages, premiums, annuities,
compensations, remunerations, and
emoluments. But other kinds of income
are Included, as, for instance, royalties.

(b) Income is fixed when it is to be paid
In amounts definitely predetermined.
Income is determinable whenever 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 dur-
ing which the payments are to be made
may be Increased or diminished in ac-
cordance with someone'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 de-
terminable periodical income. The share
of the fixed or determinable annual or
periodical income of an estate or trust
from sources within the United States
which is distributable, whether distrib-
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uted or not, or which has been paid or
credited during the taxable year to a
nonresident alien beneficiary of such es-
tate or trust constitutes fixed or deter-
minable 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 periodical income. Such items
as taxes, interest or mortgages, or pre-
miums on insurance paid to or for the
account of a nonresident alien landlord
by a tenant, pursuant to the terms of
the lease, constitute fixed or determin-
able annual or periodical income.

§ 29.143-3 Exemption from withhold-
ing. (a) Withholding from interest on
bonds or other obligations of corpora-
tions issued prior to JanUary 1, 1934,
containing a tax-free covenant, shall
not be required for taxable years be-*
ginning prior to January 1, 1944, if there
is filed with the withholding 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 resi-
dent of the United States, that his net
income does not exceed his personal ex-
emption and credit for dependents,

(2) In the case of an estate or trust,
that the net Income does not exceed the
credit allowed under section 163 (a) (1)
and
if such taxable year begins after De-
cember 31, 1942 and prior to January 1,
1944, that the Victory tax net income
does not exceed the specific exemption
of $624.

(b) For taxable years beginning after
December 31, 1943 and before January 1,
1946, such withholding shall not be re-
quired if there is filed with the with-
holding agent when presenting interest
coupons for payment, or not later than
February 1 of the following year, an own-
ership 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 normal-tax exemp-
tion; and

(2) In the case of an estate or trust,
that the net Income does not exceed the
credit allowed in section 163 (a) (1) for
the purpose of the normal tax.

(c) For taxable years beginning after
-December 31, 1945, such withholding
shall not be required if there is filed with
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the withholding 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) ; and

(2) In the case of an estate or trust,
that the net income does not exceed the
credit allowed In section 163 (a) (1). To
avoid -inconvenience 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,
Withholding Returns Section, Washing-
ton 25, D. C., with a letter of transmittal.

(d) The Income of domestic corpora-
tions and of resident foreign corpora-
tions is free from withholding.

(e) No withholding from dividends
paid by a corporation organized under
the China Trade Act, 1922, is required
unless the dividends are treated as in-
come from sources within the United
States under section 119 and are dis-
tributed 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).

(f) 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) of the Internal Revenue
Code.

(g) Payments made by the United
States or other public or private agencies
or employers to nonresident aliens
brought into the United States for the
purpose of the production and harvest-
ing of agricultural commodities pursu-
ant to Public Law 45 (78th Congress),
approved April 29, 1943, shall not be sub-
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ject to deduction and withholding of
income tax at the source (see section 5
(b) of such Public Law 45).

(h) The following items of fixed or de-
terminable annual or periodical income
from sources within the United States
received before January 1, 1945, by a
citizen of France residing in France or
a corporation organized under the laws
of France, or received on or after Janu-
ary 1, 1945, by a resident of France
(whether or not such resident is a citi-
zen of France) or by a corporation or
other entity organized under the laws
of France, are not subject to the with-
holding provisions of the Internal Reve-
nue Code, since such income is, except
in the case of citizens of the United
States, exempt from Federal income tax,
if received before January 1, 1945, under
the provisions of the tax convention and
protocol between the United States and
France, signed April 27, 1932, and effec-
tive January 1, 1936 (see paragraph 108
of the Appendix to this part) or, if re-
ceived on or after January 1, 1945, under
the provisions of the tax convention and
protocol between the United States and
France, signed July 25, 1939, and effective
January 1, 1945:

(1) Royalties derived as consideration
for the right to use copyrights, patents,
secret processes and formulas, trade-
marks, and other analogous rights: Pro-
vided, however, In the case of such royal-
ties received on or after January 1, 1945,
such resident of France, or corporation
or other entity organized under the laws
of France, does not have a permanent
establishment within the United States.

(2) Private pensions and life annuities.
(I) The person paying such incomes

shall be notified by letter from the French
citizen residing in France, the individual
resident of France, or the corporation or
other entity organized under the laws of
France, as the case may be, that the in-
come is exempt from taxation under the
provisions of the applicable convention
and protocol. Such letter from a citizen
of France, with respect to income re-
ceived before January 1, 1945, shall con-

* tain his address and a statement that
he is a citizen of France residing in
France. The letter of notification from
an individual resident of France shall
contain his address and a statement that
he is a resident of France. The letter
of notification from a corporation or
other entity organized under the laws of
France shall contain the address of its

office or place of business and a statement
that it is a corporation or other entity
organized under the laws of France,
shall be signed by an officer of such cor-
poration or entity, and shall set forth
his official title. In the case of royalties
derived on or after January 1, 1945, the
letter of notification shall also state that
the individual resident of France, or
corporation or other entity organized
under the laws of France, as the case
may be, does not have a permanent es-
tablishment in the United States. The
recipient of the letter of notification
shall immediately forward such letter or
a copy thereof to the Commissioner of
Internal Revenue, Withholding Returns
Section, Washington 25, D. C.

(j) As to items of income received on
or after January 1, 1940, by individual
residents of Sweden or by Swedish cor-

0 porations or other Swedish entities and
not subject to the withholding provi-
sions of the Internal Revenue Code, see
the tax convention between the United
States and Sweden, effective January 1,
1940, and the regulations thereunder.
(See §§ 7.200 to 7.218, of this chapter.)

(k) As to items received on or after
January 1, 1941, by individual residents
of Canada and not subject to the with-
holding provisions of the Internal Reve-
nue Code, see the tax convention and
protocol between the United States and
Canada, effective January 1, 1941, and
the regulations thereunder. (See §§
7.10 to 7.17, of this chapter.)

(1) As to items of income received on
or after January 1, 1945, by residents of
the United Kingdom (including foreign
corporations) and not subject to the
withholding provisions of the Internal
Revenue Code, see the tax convention
and protocol between the United States
and the United Kingdom and Treasury
Decision 5532 (§§ 7.500-7.511 of this
chapter).

(m) A nonresident alien individual not
engaged in trade or business within the
United States at any time within the tax-
able year is subject to the tax imposed
by section 211 (a) on gross income and
is not entitled to any personal exemption
or credit for dependents for taxable years
beginning before January 1, 1944, to the
normal-tax exemption or the surtax ex-
emptions for taxable years beginning
after December 31, 1943, and before Jan-
uary 1, 1946, or to the exemptions under
section 25 (b) for taxable years beginning,
after December 31, 1945. A nonresident
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alien Individual who is engaged in trade
or business within the United States at
any time during the taxable year is en-
titled to the personal exemption for tax-
able years beginning before January 1,
1944, and to the normal-tax exemption
and the surtax exemption allowed by sec-
tion 25 (b) (1) (A) for taxable years
beginning after December 31, 1943, and
before January 1, 1946, and to the ex-
emption allowed by section 25 (b) (1)
(A) for taxable years beginning after
December 31, 1945. If such nonresident
alien is a resident of Canada or Mexico,
he is also entitled to the credit for de-
pendents for taxable years beginning be-
fore January 1, 1944, and to the surtax
exemptions or exemptions for both nor-
mal tax and surtax allowed by section
25 (b) (1) (B) and (C) for taxable years
beginning after December 31, 1943. The
benefit of such exemptions or credit for
dependents 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 un-
der section 143 (b) with respect to re-
muneration paid on or after July 1, 1943,
for labor or personal services performed
within the United States by a nonresident
alien, the benefit of the personal exemp-
tion for taxable years beginning before
January 1, 1944, or the normal-tax and
surtax exemptions or exemption for both
normal tax and surtax for taxable years
beginning after December 31, 1943, shall
be allowed, prorated upon the basis of
$1.40 per day for the period of employ-
ment during any portion of which labor
or personal services are performed with-
in the United States by such alien. Thus
if A, a nonresident alien seaman em-
ployed by the X Shipping Corporation, Is
paid upon the termination of the voyage
and such voyage covers 100 days, and A
performed personal services within the
United States during, or incident to, such
voyage, the amount of $140 will be allo-
cated as the portion of the personal ex-
emption, normal-tax and surtax exemp-
tions, or exemption for normal tax and
surtax to be allowed as a credit against
the remuneration of A for personal serv-
ices performed within the United States
during such voyage, and withholding
shall be applied against the balance, if
any, of such remuneration. If, for ex-
ample, 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 re-

muneration for labor or personal services
performed within the United States, see
section 119 (a) (3) and § 29.119-4. The
amount of the compensation allocable to
labor or personal services performed
within the United States together with
the amount of the personal exemption,
normal-tax and surtax exemptions, or
exemption for both normal tax and sur-
tax, prorated as set forth in this para-
graph, shall be shown on the annual
withholding return, Form 1042.

(n) Under the provisions of the tax
convention between the United States
and Canada (ratifications exchanged
June 15, 1942), annuities and pensions
received by individual residents of Can-
ada are exempt from tax and are exempt
from withholding with respect to pay-
ments of such items made on or after
June 27, 1942.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 18, T. D. 5443, 10 F. 1. 2496,
T. D. 5517, 11 F. R. 6534, T. D. 5580, 12 F. R.
7826, T. D. 5607, 13 F. R. 1454]

§ 29.143-4 Ownership certificates for
bond interest. (a) In accordance with
the provisions of section 147 (b), citizens
and resident individuals 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 corpora-
tion, or a nonresident foreign corpora-
tion having a fiscal agent or a paying
agent in the United States, when pre-
senting interest coupons for payment
shall file ownership certificates for each
issue of such obligations regardless of the
amount of the coupons. However, in the
case of interest coupons presented on or
after January 1, 1943, such ownership
certificates are required to be filed by
such citizens, resident, fiduciaries, and
partnerships only with respect to inter-
est coupons on bonds, mortgages, or
deeds of trust, or other similar obliga-
tions issued prior to January 1, 1934, and
containing a tax-free covenant. In the
case of interest on obligations of the
United States or any agency or instru-
mentality thereof, regardless of the date
of issuance thereof, ownership certifi-
cates shall be filed by such citizens, resi-
dents, fiduciaries, and partnerships only
in the case of interest paid prior to Janu-
ary 1, 1943.

(b) In the case of interest payments
on overdue coupon bonds, the interest
coupons of which have been exhausted
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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 corporation
Is a nonresident alien, a nonresident
partnership composed in whole or in part
of nonresident aliens, a nonresident for-
eign corporation, or where the owner is
unknown, an ownership certificate for
each issue of such obligation shall be filed
when interest coupons for any amount
are presented for payment. The owner-
ship 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 non-
resident alien, a partnership composed
wholly of nonresident aliens, or a non-
resident foreign corporation in connec-
tion with interest payments on such
bonds, mortgages, or deeds of trust, or
other similar obligations of a domestic or
resident foreign corporation qualifying
under section 119 (a) (1) (B), or of a
nonresident foreign corporation. Own-
ership certificates (Form 1001) shall also
be filed in the case of interest paid on or
after January 1, 1942, on obligations of
the United States or any agency or in-
strumentality thereof, regardless of the
date of issuance of such obligations, if
such obligations are owned by the per-
sons 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 inpterest
and its due date, the rate at which tax is
to be withheld, and the date upon which
the interest coupons were presented 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
sections 22 (b) (4).) Ownership certifi-
cates are not required to be filed in con-
nection with interest payments on bonds,
mortgages, or deeds of trust, or other
similar obligations issued by an indi-
vidual or a partnership. Ownership
certificates are not required where the
owner is a domestic corporation, a resi-
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dent foreign corporation, or a foreign
government.

(f) When interest coupons detached
from corporate bonds, or (as to coupons
presented on or after January 1, 1942)
from obligations of the United States or
of any agency or instrumentality there-
of, are received unaccompanied by own-
ership 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 re-
quired to file an ownership certificate,
the bank shall require of the payee a
statement showing the name and ad-
dress of the person from whom the cou-
pons were received by the payee, and
alleging that the owner of the bonds is
unknown to the payee. Such statement
shall be forwarded to the Commissioner
with the monthly (quarterly, for the cal-
endar year 1943 and subsequent calen-
dar years) return on Form 1012. The
bank shall also require the payee to pre-
pare a certificate on Form 1001, crossing
out "owner" and inserting "payee" and
entering the amount of the Interest, and
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.

§ 29.143-5 Form of certificate for citi-
zens or residents. For the purpose of
§ 29.143-4, Form 1000 shall be used in
preparing ownership certificates of citi-
zens 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.

§ 29.143-6 Form of certificate for
nonresident aliens, nonresident foreign
corporations, and unknown owners. For
the purpose of § 29.143-4, Form 1001
shall be used in preparing ownership cer-
tificates (a) of nonresident aliens, (b)
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of nonresident partnerships composed
in whole or in part of nonresident aliens,
(c) of nonresident foreign corporations,
and (d) where the owner is unknown.

§ 29.143-7 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 collector
for the district in which the withhold-
ing agent is located. The withholding
agent shall also make a monthly return
on Form 1012 on or before the 20th day
of the month following that for which
the return is made. The ownership cer-
tificates, Forms 1000 and 1001, must be
forwarded to the Commissioner with the
monthly return. Such of the forms as
report interest from which the tax is to
be withheld should be listed on the
monthly return. While the forms re-
porting interest from which no tax is to
be withheld need not be listed on the
return, the number of such forms sub-
mitted should be entered in the space
provided. However, for the calendar
year 1943 and subsequent calendar years
the withholding. agent 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 which
the return is made. The ownership cer-
tificates, Forms 1000 and 1001, must be
forwarded to the Commissioner with the
quarterly return. 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 en-
tered 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 § 29.143-5), Forms
1012 and 1013 should be likewise modi-
fied. 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
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 collector on
or before March 15 on Form 1042, show-
ing 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. Form
1042 should be filed with the collector for
the district in which the withholding
agent is located. Every United States
withholding agent shall make and file
with the collector, in duplicate, an in-
formation return on Form 1042B, in ad-
dition to the withholding return on Form
1042, with respect to the items of income
from which a tax of only 15 percent was
withheld from persons whose addresses
are in Canada (5 percent in the case of
dividends falling within the scope of
paragraph 2 of Article XI of the conven-
tion). There shall be reported on Form
1042B not only such items of income
listed on Form 1042, but also such items
of interest listed on monthly returns
(quarterly, for the calendar year 1943
and subsequent calendar years) 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 collector on or before June
15 of the following year. For penalties
and additions to the tax attaching upon
failure to make such returns or such
payments, 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 connection with
its tax-free covenant bonds, such per-
son cannot be held liable for the tax
assumed by the debtor corporation
merely by reason of such person's ap-
pointment as withholding agent. If a
duly authorized withholding agent has
become insolvent or for any other reason
fails to make payment to the collector of
internal revenue of money deposited with
it by the debtor corporation to pay taxes,
or money withheld from bondholders,
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the debtor corporation 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.

§ 29.143-8 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 as-
sets 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 ownership cer-
tificate should show the name of the
estate or trust, in addition to the name
and address of the fiduciary. If bonds
are owned jointly by two or more per-
sons, a separate ownership certificate
must be executed in behalf of each of
the owners.

§ 29.143-9 Return of income from
which tax was withheld. (a) The en-
tire 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 be
credited against the total income tax as
computed in the taxpayer's return. (See,
however, § 29.142-5.) If the tax 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 return
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 periodi-
cal 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, 14, or 15 (and, for
a taxable year beginning after December
31, 1942, the victory tax imposed by sec-
tion 450), upon any portion of the in-
come 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 re-
turn, and any excess shall be credited
against any income, war-profits, or ex-
cess-profits tax, or installment thereof,
then due from such person, and any bal-
ance shall be refunded.

§ 29.144-1 Withholding in the case of.
nonresident foreign corporations. (a)
A tax of 30 percent (271/2 percent prior to
October 31, 1942) is required to be with-
held in the case of fixed or determinable
annual or periodical income paid to a
nonresident foreign corporation except
(1) income from sources without the
United States, including interest on de-
posits with persons carrying on the bank-
ing business paid to such corporation,
and (2) interest upon bonds or other
obligations of a corporation containing
a tax-free covenant and issued before
January 1, 1934, where the liability as-
sumed by the obligor exceeds 2 percent
of the interest. However, in accord with
Article VII of the tax convention and
protocol between the United States and
Sweden, effective January 1, 1940, the
rate of withholding shall, for a period
of at least two years beginning with such
date, be 10 percent with respect to divi-
dends paid to a corporation or other en-
tity created or organized under the laws
of Sweden. (See §§ 7.200 to 7.218, of this
chapter.) Under the regulations pre-
scribed pursuant to the tax convention
and protocol between the United States
and Canada, signed March 4, 1942, and
effective generally January 1, 1941, the
tax to be withheld at the source has been
reduced to 15 percent in the case of cor-
porations organized under the laws of
Canada. (See §§ 7.10 to 7.17, of this
chapter.)

(b) Withholding is required in the case
of interest paid on obligations issued by
the United States or any agency or in-
strumentality thereof on or after March
1, 1941. (See §§ 29.22 (b) (4)--4 and 29.22
(b) (4)-6, relating to the taxation of
such interest, and § 29.143-4, relating to
ownership certificates.)

(c) Withholding of a tax at the rate of
2 percent is required in the case of inter-
est paid to a nonresident foreign corpo-
ration, upon bonds or other obligations
of a corporation issued prior to January
1, 1934, and containing a tax-free cove-
nant, 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.
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(d) A tax of 30 percent (271/2 percent
prior to October 31, 1942) is required to
be withheld from dividends (other than
dividends distributed by a corporation
organized under the China Trade Act,
1922, to a resident of China) from sources
within the United States paid to a non-
resident foreign corporation, except that
such rate of 30 percent (271/2 percent
prior to October 31, 1942) shall be re-
duced, in the case of corporations organ-
ized under the laws of any country in
North, Central, or South America, or in
the West Indies, or of Newfoundland, to
such rate (not less than 5 percent) as
may be provided by treaty with such
country. Under the regulations pre-
scribed pursuant to the tax convention
between the United States and Canada
(ratifications exchanged June 15, 1942)
the rate of tax to be withheld at the
source has been reduced to 15 percent
effective June 27, 1942, in the case of
nonresident corporations organized un-
der the laws of Canada. Dividends paid
to such corporations and conforming to
the provisions of paragraph 2 of Article
XI of such convention are after such ef-
fective date subject to withholding at the
reduced rate of 5 percent. See §§ 7.10
to 7.17 of this chapter, approved June 27,
1942. Dividends paid by a foreign cor-
poration are not, however, subject to
withholding unless such corporation is
engaged in trade or business within the
United States (or, in the case of divi-
dends paid before October 31, 1942, if
such corporation was engaged in trade
or business within the United States or
had an office or place of business therein)
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 dec-
laration 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 de-
termined under the provisions of section
119. (See also section 143.)

(e) For withholding in the case of di-
vidends distributed by a corporation or-
ganized under the China Trade Act, 1922,
see §§ 29.143-3 and 29.262-4.

(f) Under the provisions of section 143
(b), as amended by section 108 of the
Revenue Act of 1942, the rate of tax
withheld at the source shall not exceed
271/2 percent in the case of interest on
bonds, mortgages, 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 ma-
turity date of such obligations has been
extended on or after January 1, 1934.

§ 29.144-2 Aids to withholding agents
in determining liability for withholding
of tax. (a) Since no withholding of tax
on bond interest, dividends, or other in-
come is required in the case of a resident
foreign corporation (see § 29.143-3), the
person paying such income should be no-
tified 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 Commissioner of Internal Reve-
nue, Withholding Returns Section,
Washington 25, D. C. The same proce-
dure should be followed in the case of
resident partnerships, composed in whole
or in part of nonresident aliens, not sub-
ject to the withholding provisions of the
Code except in the case of interest on tax-
free convenant bonds. The letter should
be signed by a member of the firm.

(b) When a payor corporation, or any
other person (including a nominee), hav-
ing 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 share-
holder's address is outside the United
States. If the shareholder's address is
within the United States, it may be as-
sumed 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 he is a nonresi-
dent alien, an address in care of another
person in the United States does not of
itself warrant the treatment of the
shareholder as a nonresident 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 withheld unless proof is furnished
showing that he is a citizen or a resident
of the United States. A person's written
statement 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.

(c) The following tables of withhold-
ing rates under the Internal Revenue
Code, as modified by tax conventions be-
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tween the United States and other coun-
tries, have been prepared for the pur-

ernal Revenue

pose of making a summary of such rates
readily available to withholding agents:

I. FOR THE PERIOD PRIOR TO OCTOER 31, 1942

Corporate bond interest

Classes of taxpayers

With tax-free covenant
and issued before
Jan. 1, 1934

If corpora- If corpora-
tion tion

assumes assumes
over 2 per- not over 2
cent of the percent of

tax the tax

Without
tax-free
covenant
or issued

on or after
Jan. 1,

1934, with
tax-free
covenant

Sala
other
pens

fepars
serv

Other fixed
or deter-
minable
annual or

ryor periodicalrcoin- •
ation income,
r including
onal dividends,
ices rom

sources
within the

United
States

I. Citizen or resident individual, fiduciary, or part- Percent Percent Percent Percent Percent
n ersh ip ------ ------------------------ 2 2 .................. ...................

2. Nonresident, individual, fiduciary, or partnership 2 271 27% I 27 - 2 27
3. Domestic corporation or resident foreign corpora-

tion ---.----------------------------------------------- --------------------------
4. Nonresident foreign corporation -------- ---------- 2 27 - 27 27% 7
5. Individual, fiduciary, or partnership, resident of

Canada, and corporation organized under laws
of Canada ------------------------------------ 2 15 15 15 4 15

6. Unknown owner ................................. 2 27 6 276 ------------.............

I Salary or compensation for personal services rendered in the United States is not subject to withholding in the case
of nonresident aliens, residents of Canada or Mexico, who enter and leave the United States at frequent intervals.

, In the case of a resident of Sweden or a corporation or other entity organized under the laws of Sweden the rate
with respect to dividends is 10 percent for at least two years beginning January 1, 1940 (see §§ 7.200 to 7.218, inclusive,
of this chapter).

3 Interest on any noncorporato security the owner of which is unknown to the withholding agent is subject to with-
holding at the rate of 27Y percent.

d Subject to the provisions of Article XI (2) of the tax convention and protocol between the United States and Canada
(see §§ 7.10 to 7.17, inclusive, of this chapter).

II. FOR THE PERIOD ON AND AFTER OCTOBER 31, 1042

Classes of taxpayers

Corporate bond interest

With tax-free covenant
and issued before
Jan. 1, 1934

If corpora-
tion

assumes
over 2 per-
cent of the

tax

If corpora-
tion

assumes
not over 2
percent of

the tax

Without
tax-free
covenant
or issued

on or after
Jan. 1,

1934, with
tax-free
covenant

Salary or
other com-
pensation

for
personal
services

Other fixed
or deter-
minable

annual or
periodical
income,

including
dividends,

from
sources

within the
United
States

* Citizen or resident individual, fiduciary, or part- Percent Percent Percent Percent Percent
nership --------------------------------------- 2 2 ----------.------------------------

2. Nonresident individual, fiduciary, or partnership. 2 30 30 1 30 130
3. Domestic corporation or resident foreign corpora-

tion --------------------------------------------- --------------------------------------------- --- -------------
4. Nonresident foreign corporation ------------------- 2 30 30 30 2 30
5. Nonresident alien, fiduciary, or partnership, resi-

dent of Canada, or nonresident corporation
organized under the laws of Canada ------------- 2 15 15 30 4 15

6. Residents (including corporations) of the United
Kingdom: See Treasury Decision 5532, ap-
proved Aug. 23, 1946 (26 CFR, 1946, Supp., 7.500
to 7.511) ---------------------------------------..--------- .-.----- ...... .... .... .... ...-------------------------

7. Unknown owner --------------------------------- 2 30 30 (I)

I Salary or compensation for personal services rendered in the United States is not subject to withholding in the
case of nonresident aliens, residents of Canada or Mexico, who enter and leave the United States at frequent intervals.

2 In the case of a resident of Sweden or a corporation or other entity organized under the laws of Sweden the rate
with respect to dividends is 10 percent for at least two years beginning Jan. 1, 1940.

3 Interest on any noncorporate security the owner of which is unknown to the withholding agent is subject to with-
holding at the rate of 30 percent.

4 Such rate was effective June 27, 1942. In the case of dividends within the provisions of Article XI (2) of the tax
convention between the United States and Canada, the rate is 5 percent.

[Regs. 111, 8 F. R. 15002, as amended by Te. D. 5580, 12 F. R. 7826]
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§ 29.145-1 Penalties. The penalties
provided for in section 145 cannot be
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 sworn statement required
with reference thereto, make such per-
sons subject to the penalties imposed by
section 145 (a). An individual who will-
fully makes and subscribes a return
which he does not believe to be true and
correct as to every material matter, is
guilty of a felony, and, if convicted, may
be fined not more than $2,000 and im-
prisoned not more than five years (see
Criminal Code, section 125, 18 U. S. C.
231). The privilege against incrimina-
tion in the fifth amendment to the Con-
stitution is not a defense to a charge of
failure to file a return, and does not au-
thorize a refusal to state the amount of
income, though the taxpayer's income
was made through crime.

§ 29.146-1 Termination of the taxable
period by Commissioner. (a) Section
146 provides that in the case of a tax-
payer who designs by immediate depar-
ture 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 satis-
factory 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 personal ex-
emption and credit for dependents, if
otherwise allowable, but the amount al-
lowable as personal exemption and credit
for dependents (for taxable years begin-
ning before January 1, 1944) and the
amount of the normal-tax exemption
and the surtax exemptions (for taxable
years beginning after December 31, 1943)
shall be reduced proportionately 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 pro-
visions of section 146 (a) (1), the Com-
missioner's finding is presumptive evi-
dence of the taxpayer's design. Section
146 (a) (2) provides for a similar ter-

819592-49- 36

mination of the taxable period of a cor-
poration if the Commissioner finds that
the collection of the tax of the corpora-
tion for the current or last preceding
taxable year will be jeopardized by the
distribution of all or a portion of the as-
sets of such corporation in the liquida-
tion of the whole or any part of its
capital stock. Such a finding of the
Commissioner is considered prima face
correct. A taxpayer who is not in de-
fault In making the returns or in paying
other taxes may procure the postpone-
ment until the usual time of the payment
of taxes which are or may be due pur-
suant to this section by depositing with
the Commissioner United States bonds of
a principal amount not exceeding double
the amount of taxes due for the taxable
period, or by furnishing such other se-
curity as may be approved by the Com-
missioner.

(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 certificate
of compliance with income tax obliga-
tions from the collector or internal reve-
nue agent in charge. A certificate of
compliance Is attached to and made a
part of Form 1040C. An alien, whether
resident or nonresident, who intends to
depart from the United States should
appear before the collector or internal
revenue agent in charge for the district'
in which he resides and satisfy all in-
come tax obligations with respect to in-
come received or to be received, deter-
mined as nearly as may be,. up to and
including the date of his intended de-
parture. Upon payment of such obliga-
tions, 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 col-
lector or internal revenue agent in
charge will issue a certificate of compli-
ance to the applicant. A properly exe-
cuted certificate of compliance issued by
the collector or internal revenue agent
must be presented at the point of depar-
ture. An alien presenting himself at
the point of departure without such
certificate of compliance will be exam-
ined by an internal revenue officer at
that point and such taxes as appear to
be due and owing will be collected. Citi-
zens of the United States or of posses-
sions of the United States departing
from the United States will not be re-
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quired to procure certificates of compli-
ance or to present any other evidence
of compliance with income tax obliga-
tions.

(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
making any return, or paying income,
war-profits, or excess-profits tax under
any Act of Congress, may procure a cer-
tificate of compliance as provided in
section 146 (e) by (1) appointing in
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 departure and for the next
preceding taxable year (if not already
made), (2) making on Form 1040D a re-
turn of information for his taxable year
current at the time of his intended de-
parture and a return on that form for
the next preceding taxable year where
the period for making the income tax re-
turn for the next preceding taxable year
has not expired, and (3) either paying
the estimated tax as shown on the in-
formation return (Form 1040D), which
will be credited on account for the year
covered by such return, or furnishing
security approved by the Commissioner
that he will make the required return or
returns and pay the tax or taxes required
to be paid. If such security 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 pay-
ment. 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 cur-
rent at the time of his intended depart-
ure, and for the next 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 Commis-
sioner. In lieu of such surety bond, the
taxpayer 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
tax or taxes in respect of which the bond
is furnished. A form of a "certificate of
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 ap-
proved, and may be accepted in the name
of the Commissioner, by the collector
or internal revenue agent in charge by
signing the Form 1133 as follows:

Commissioner of Internal Reve'nue.
By

(Collector of Internal Revenue.)

(Internal Revenue Agent in Charge.)

A corporation will not be accepted as a
surety on such bond unless the corpora-
tion holds a certificate of authority from
the Secretary of the Treasury as an ac-
ceptable surety on Federal bonds. If the
surety on the bond is an individual or
individuals such bonds shall not be ac-
cepted until an investigation is made as
to the financial and other responsibility
of such surety or sureties and such in-
vestigation shows that the collection of
the tax is amply secured by the bond.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 181

RETURNS AND PAYMENT OF TAX

§ 29.147-1 Return of information as
to payments of $500. (a) All persons
making payment to another person of
fixed or determinable income of $500 or
more in any calendar year must render a
return thereof for such year on or before
February 15 of the following year, except
as specified in §§ 29.147-3 to 29.147-5. A
return shall be made in each case on
Form 1099, accompanied by transmittal
Form 1096 showing the number of returns
filed, except that the return with respect
to distributions to beneficiaries of a trust
or of an estate shall be made on Form
1041 in lieu of Forms 1099 and 1096. Re-
turns of information on Forms 1096, 1099,
and 1099L should be filed with the Com-
missioner of Internal Revenue, Process-
ing Division, 260 East 161st Street, New
York 51, N. Y. For place of filing Form
1041 see section 53. The street and num-
ber where the recipient of the payment
lives should be stated, if possible. If no
present address is available, the last
known post-office address must be given.
Although to make necessary a return of
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information the income must be fixed or
determinable, it need not be annual or
periodical. (See § 29.143-2.)

(b) Sums paid in respect of life insur-
ance, endowment, or annuity contracts
which are required to be included in gross
income under §§ 29.22 (b) (1)-1, 29.22
(b) (2)-1, and 29.22 (b) (2)-2 come
within the meaning of the term "fixed or
determinable income" and are required
to be reported in returns of information
as required by this section, except that
payments in respect of policies surren-
dered before maturity and lapsed policies
need not be reported.

(c) Fees for professional services paid
to attorneys, physicians, and members of
other professions come within the mean-
ing of the term "fixed or determinable
income" and are required to be reported
in returns of information as required
by this section.

(d) For the purposes of a return of in-
formation, an amount is deemed to have
been paid when it is credited 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 which
is made available to him so that it may
be drawn at any time, and its receipt
brought within his own control and dis-
position.
[Regs. 111, 8 F. R. 15002, as amended by T. I).
5313, 8 F. R. 172591

§ 29.147-2 Return of information as to
payments to employees. (a) The names
of all employees to whom payments of
$500 or more are made in any calendar
year, whether such total sum is made up
of wages, salaries, annuities, commis-
sions, or compensation in any other form,
must be reported. In the case of any
such payments of $500 or more made dur-
ing the calendar year 1945 or a subse-
quent calendar year, if a portion thereof
constitutes wages subject to withholding
under section 1622 and such portion is
reported on Form W-2, the remainder of
such payments must be reported on
Form 1099. For example, if such pay-
ments made to an employee by his em-
ployer in 1945 amount to $600 and $400
thereof represent wages subject to with-
holding under section 1622, and the re-
maining $200 represent compensation
not subject to withholding, for instance,
advances or reimbursements for travel-
ing or other expenses, or insurance pre-
miums which in accordance with
§ 29.165-6 are income to the employee for

the year in which the insurance is pur-
chased, the $400 must be reported on
Form W-2 and the $200 must be reported
on Form 1099. Heads of branch offices
and subcontractors employing labor, who
keep the only complete record of pay-
ments therefor, should file returns of in-
formation in regard to such payments
with the Commissioner of Internal Rev-
enue, Processing Division, 260 East 161st
Street, New York 51, N. Y. When both
main office and branch office have ade-
quate records, the return should be filed
by the main office.

(b) For years prior to 1945, amounts
distributed or made available under an
employees' trust governed by the provi-
sions of section 165 to any beneficiary, in
excess of the sum of his personal exemp-
tion and the amounts paid into the fund
by him, must be reported by the trustee.
For the calendar year 1945 and subse-
quent calendar years amounts distrib-
uted or made available under an em-
ployees' trust governed by the provisions
of section 165, or under an annuity plan
to which § 29.22 (b) (2)-5 relates, to a
beneficiary shall be reported to the ex-
tent such amounts are includible in the
gross income of such beneficiary where
the amounts so includible are $500 or
more.

(c) In the case of payments made by the
United States to persons in its' service
(civil, military, or naval) of wages, sal-
aries, or compensation in any other
form, the returns of information shall be
made by the heads of the executive de-
partments and other United States Gov-
ernment establishments.

(d) For cases where no returns of in-
formation are required, see § 29.147.3.
(See also § 29.22 (a)-3.)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5480, 10 F. R. 121891

§ 29.147-3 Cases where no return of
information required. (a) Payments of
the following character, although more
than $500 during a calendar year, need
not be reported in returns of information
on Form 1099:

(1) Payments by a broker to his cus-
tomers;

(2) Payments of any type made to
corporations;

(3) Bills paid for merchandise, tele-
grams, telephone, freight, storage, and
similar charges;

(4) Payments of rent made to real
estate agents (but the agent must report
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payments to the landlord if the amount
paid during the calendar year was $500
or more);

(5) Payments made to alien employees
serving in foreign countries or payments
representing earned income for services
rendered without the United States made
to nonresident citizens entitled to the
benefits of section 116 (a) ;

(6) Salaries and profits paid or dis-
tributed by a partnership to the individ-
ual partners;

(7) Payment of salaries, or other com-
pensation for personal services, aggre-
gating less than $624 for a calendar year
prior to the calendar year 1944 made to
a married individual (citizen or resi-
dent) ;

(8) Payments of commissions made
by fire insurance companies, or other
companies insuring property, to general
agents, except when specifically directed
by the Commissioner to be filed;

(9) Payments of income upon which
income tax has been withheld at the
source and reported on Forms 1012, 1013,
1042, or Forms V-I, V-2, and V-3 or
Forms W-1, W-2, W-2 (Rev.) and W-3;

(10) Amounts paid by the United
States to persons in its service (civil,
military, or naval) as an allowance for
traveling expenses, including an allow-
ance for meals and lodgings, as, for ex-
ample, a per diem allowance in lieu of
subsistence, and amounts paid as reim-
bursements for traveling expenses;

(11) Payments on or after January 1,
1943, of interest on obligations of the
United States or any agency or instru-
mentality thereof; and

(12) (a) Payments on or after January
1, 1943, of interest on corporate bonds, ex-
cept in the case of interest on bonds,
mortgages, deeds of trust, or other sim-
ilar obligations issued prior to January 1,
1934, and containing a tax-free covenant.

(b) If the marital status of the payee
is unknown to the payor, or if the mari-
tal status of the payee changed during
the year (see § 29.25-7), or if the payee is
a resident of Canada or Mexico, the
payee will be considered a single person
for the purpose of filing a return of in-
formation on Form 1099 with respect to
payments of salaries or other compen-
sation for personal services.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 18, T. D. 5310, 8 F. R. 16644,
T. D. 5313, 8 F. R. 172591

§ 29.147-4 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 filed, shall consti-
tute and be treated as returns of infor-
mation and in such cases no return of
information on Form 1099 is required.
(See § 29.143-5.) (As to the require-
ments of filing ownership certificates for
bond interest generally in the case of a
nonresident alien, a nonresident part-
nership composed in whole or in part of
nonresident 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 prior to January 1,
1934, in the case of a citizen or resident
of the United States, a resident part-
nership and nonresident partnership all
the members of which are citizens or
residents of the United States, see
§ 29.143-4.)

§ 29.147-5 Return of information as
to payments to other than citizens or
residents. In the case of payments of
fixed or determinable annual or periodi-
cal 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
§ 29.3797-8), 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.)

§ 29.147-6 Foreign items. The term
"foreign items," as used in this subpart,
means any item of interest upon the
bonds of a foreign country or of a non-
resident foreign corporation not having
a fiscal or paying agent in the United
States, or any item of dividends upon
the stock of such corporation.

§ 29.147-7 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 of
the foreign items paid in any taxable
year to an individual, a partnership, or
a fiduciary is $500 or more. Such forms
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accompanied by transmittal Form 1096
should be forwarded to the Commis-
sioner of Internal Revenue, Processing
Division, 260 East 161st Street, New
York 51, N. Y., on or before February 15
of each year. The term "collection"
includes the following: (a) The pay-
ment 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 transmit-
ting them abroad for deposits. (See
§§ 29.147-1 and 29.147-3.)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5313, 8 F. R. 17259]

§ 29.147-8 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 div-
idends by a record owner, he should exe-
cute Form 1087 to disclose the name and
address of the actual owner or payee.
Form 1087 should be filed with the Com-
missioner of Internal Revenue, Process-
ing Division, 260 East 161st Street, New
York 51, N. Y., not later than February
15 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 § 29.148-1.)

(b) The filing of Form 1087 is not re-
quired (a) 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 (b) if the ac-
tual owner or payee is a nonresident
alien individual, foreign partnership, or
foreign corporation and the tax has been
withheld at the source prior to receipt of
the dividends by the record owner. (See
§ 29.143-1.)
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5313, 8 F. R. 17259]

§ 29.148-1 Return of information as to
payments of dividends. (a) Section 148
provides that every corporation shall,
when required by the Commissioner,
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 re-
spect of dividend payments shall be ren-
dered 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 office 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 $100 or more during each
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 will 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, 260 East 161st
Street, New York 51, N. Y., on or before
February 15 of the following year.

(2) The periodical distributions of
earnings on running installment shares
of stock paid or credited by a building
and loan association to its holders of that
class of stock are dividends within the
meaning of section 115 (a). The sum
received upon withdrawal from a build-
ing and loan association In excess of the
amounts paid in on account of member-
ship fees and stock subscriptions, con-
sisting of accumulated profits, consti-
tutes a dividend within the meaning of
section 115 (a). As to when a stock
dividend is taxable as a dividend see sec-
tion 115. (f).

(b) In the case of a distribution
which is made from a depletion or de-
preciation reserve, or which for any
other reason is deemed by the corpora-
tion to be nontaxable or partly nontax-
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able to its shareholders, the corporation
will fill in the information on both sides
of Form 1096 and forward this form, to-
gether with Forms 1099, to the Commis-
sioner of Internal Revenue, Processing
Division, 260 East 161st Street, New
York 51, N. Y., not later than February 1
of the following year. Upon receipt of
this information the Commissioner will
advise the corporation by letter as to any
apparent errors made by the corporation
in computing the nontaxable portion of
the distribution in order that the cor-
poration may, if time permits, furnish
such advice to its shareholders before the
shareholders file their income tax re-
turns for the year in which the distribu-
tion was made.

(c) In any case in which 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. The request for the
extension of time must be forwarded to
the Commissioner of Internal Revenue,
Practice and Procedure Division, Wash-
ing, D. C., on or before the date pre-
scribed for filing the return.
[Regs. 111, 8 F. 1%. 15002, as amended by T. D.
5313, 8 F. Rt. 17259]

§ 29.148-2 Return o/ information re-
specting contemplated dissolution or liq-
uidation-(a) Making and filing of re-
turns. Within 30 days after the adop-
tion of any resolution or plan for or in
respect of the dissolution of a corpora-
tion or the liquidation of the whole or
any part of its capital stock, the cor-
poration shall file with the 'Commis-
sioner of. Internal Revenue, Washington,
D. C., attention of the Income Tax Unit,
Records Division, a correct return on
Form 966, made under oath or affirma-
tion and 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
resolution or plan for or in respect of the
dissolution of the corporation or the liq-
uidation of the whole or any part of its
capital stock. A return must be filed
under section 148 (d) in respect of a liq-
uidation whether or not any part of the
gain or loss to the shareholders upon the
liquidation is recognized under the pro-
visions of section 112.

(b) Contents of return-(I) General.
There shall be attached to and made a
part of the return required by section
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148 (d) and paragraph (a) of this section
a certified copy of the resolution or plan,
together with any amendments thereof
or supplements thereto, and such return
shall in addition contain the following
information:

Ci) The name and address of the cor-
poration;

Cii) The place and date of incorpora-
tion;

(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 corpo-
ration was filed and the taxable year
covered thereby.

(2) Liquidation within one calendar
month of 1944. In the event that the
corporation is a domestic corporation and
the plan of liquidation, adopted after
February 25, 1944, provides for a distri-
bution in complete cancellation or re-
demption of all the capital stock of the
corporation, and for the transfer of all
the property of the corporation under
the liquidation entirely within some one
calendar month in the calendar year 1944,
and any shareholder claims the benefit of
section 112 (b) (7), such return shall, in
addition to the information required by
paragraph (b) (1) of this section, con-
tain the following:

(i) A statement showing the number
of shares of each class of stock outstand-
ing at the time of the adoption of the
plan of liquidation, together with a de-
scription of the voting power of each
such class;

(ii) A list of all the shareholders own-
ing 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 share-
holders as of December 10, 1943, 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 December 10, 1943, and the date
of the adoption of the plan of liquidation,
both dates inclusive.
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(3) Returns in respect of amendments
or supplements. If a return in respect
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
its capital stock has already been filed
pursuant to section 148 (d), a return in
respect of any amendment thereof or
supplement thereto will be deemed suffi-
cient 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 resolu-
tion or plan which is being amended or
supplemented, the return relative to the
amendment thereof or supplement there-
to shall contain a duly certified copy of
the resolution or plan which is being
amended or supplemented, together with
all amendments thereof and supplements
thereto, and all other information re-
quired by this section and by Form 966.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5356, 9 F. R. 43251

§ 29.148-3 Return of information re-
specting distributions in liquidation. (a)
Unless the distribution is one in respect
of which information is required to be
filed pursuant to § 29.112 (b) (6)-5 (b),
29.112 (g)-6 (a), or 29.371-10, every cor-
poration making any distribution of $500
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 re-
quired by such forms and by these regu-
lations. A separate Form 1099L must be
prepared for each shareholder to. whom
such distribution was made, showing the
name and address of such shareholder,
the number and class of shares owned by
him in liquidation of which such distri-
bution was made, and the total amount
distributed to him 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 money
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.

(b) Such forms, accompanied by
transmittal Form 1096 showing the num-

ber of Forms 1099L filed therewith, shall
be filed with the Commissioner of Inter-
nal Revenue, Processing Division, 260
East 161st Street, New York 51, N. Y.,
on or before February 15 of the year fol-
lowing the calendar year in which such
distribution was made. If the distribu-
tion is in complete liquidation of a do-
mestic corporation pursuant to a plan of
liquidation adopted after February 25,
1944, in accordance with which all the
capital stock of the corporation is can-
celed or redeemed and the transfer of
all the property under the liquidation
occurs within some one calendar month
in the calendar year 1944, and any share-
holder claims the benefit of section 112
(b) (7), 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 distri-"
butions made during such calendar
month, but Including in such computa-
tion all items of income and expense ac-
crued up to the date on which the trans-
fer of all the property under the liquida-
tion 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 acquisition by the
corporation of any stock or securities
distributed to shareholders in the liqui-
dation.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5313, 8 F. B. 17259, T. D. 5356, 9 F. R. 43251

§ 29.148-4 Information respecting
compensation of officers and employees
in excess of $75,000. (a) Every corpora-
tion subject to taxation under chapter 1
which during any taxable year has paid
to any officer or employee of the corpora-
tion, salary, commission, bonus, or other
compensation for personal services ren-
dered, in an aggregate amount in excess
of $75,000 (in whatever form paid), shall
in respect of each such taxable year,
make and file, in duplicate, a schedule
on the form prescribed by the Commis-
sioner, as a part of its income tax return,
in accordance with the instructions con-
tained in the prescribed return. Such
schedule shall contain the following in-
formation: (1) Name of officer or em-
ployee, (2) amount of salary paid, (3)
amount of commission paid, (4) amount
of bonus paid, (5) amount of other com-
pensation paid, and (6) total compensa-
tion paid.
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(b) The term "paid" as used in this
section means "paid or accrued" or "paid
or incurred" which shall be construed
according to the method of accounting
upon the basis of which the net income
of the corporation is computed.

(c) Upon receipt of the returns by the
collector, the schedules will be detached
and forwarded by the collector to the
Commissioner of Internal Revenue, Rec-
ords Division, Washington, D. C.

§ 29.150-1 License to collect foreign
items. Banks or agents collecting for-
eign items, as defined in § 29.147-6, and
required by § 29.147-7 to make returns
of information with respect thereto, must
obtain a license from the Commissioner
to engage in such business. Application
Form 1017 for such license may be pro-
cured from collectors. The license is is-
sued without cost on Form 1010. Any
person holding a license under the Reve-
nue Act of 1938 or any prior Act will not
be required to renew such license.

ESTATES AND TRUSTS

§ 29.161-1 Imposition of the tax-(a)
Scope. Supplement E (sections 161 to
172, inclusive) prescribes that the taxes
imposed upon individuals by chapter 1
shall be applicable to the income of es-
tates 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 trusts.

(1) The several classes enumerated
and described In the four paragraphs of
section 161 (a), and which are introduced
by the word "including," do not exclude
others which also may come within the
general purpose of that subsection.

(2) A guardian, whether of an infant
or other person, is a fiduciary (see section
3797 (a) (6), and, as such, is required
to make and file the return for his ward
and pay the tax, or the return may be
made by the ward. (See §§ 29.51-1 and
29.142-2.) The estate of a ward is not a
taxable entity, in that respect differing
from the estate of a deceased person or
of a trust.

(3) The provisions of sections 161, 162,
and 163 (relating to estates and trusts,
fiduciaries, and beneficiaries) contem-
plate that the corpus of the trust, of the
income therefrom, is, within the meaning
of the Internal Revenue Code, no longer
to be regarded as that of the grantor.
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If, by virtue of the nature and purpose
of the trust, the corpus or Income there-
from 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 sec-
tions 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 section 22 (a) on the in-
come of a trust if he is still In practical
effect the owner of the income. See
§ 29.22 (a)-21. A grantor is also taxable
under section 22 (a) on the Income of a
trust providing for the payment and ap-
plication of such income in satisfaction
of his legal obligations. So-called ali-
mony trusts to which section 22 (k) or
section 171 applies may be of a type to
which the provisions of sections 161, 162,
and 163 also apply, or of a type which is
excluded from the provisions of sections
161, 162, and 163. Except to the extent
that section 22 (k) or section 171 governs
the taxability 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
sections 22 (a), 166, and 167 Is not af-
fected by section 22 (k) or section 171.
See section 165 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 income
of the estate or trust except as otherwise
provided in sections 22 (a), 165, 166, and
167, and §§ 29.22 (a)-21, 29.22 (a)-22,
29.166-1, 29.166-2, and 29.167-1. In de-
termining whether there is any net In-
come subject to tax and the amount
thereof, consideration is to be given to
the additional deductions authorized in
section 162.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5488, 11 F. R. 67]

Caoss REFRENcE: For statement of policy
regarding extent of application of 'Treasury
Decision 5488, relating to taxability of income
of certain trusts, see note to § 29.22 (a)-21.

§ 29.162-1 Income of estates and
trusts. (a) In ascertaining the tax lia-
bility of the estate of a deceased person
or of a trust, there are deductible from
the gross income, subject to exceptions,
the same deductions which are allowed to
individual taxpayers. See generally sec-
tion 23, and the provisions thereof gov-
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erning the right of deduction for depre-
ciation and depletion in the case of
property held in trust. Amounts allow-
able under section 812 (b) as a deduction
in computing the net estate of a decedent
are not allowed as a deduction under sec-
tion 23, except subsection (w), in com-
puting the net income of the estate un-
less there is filed in duplicate with the
return in which the item is claimed as a
deduction 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). For
items not deductible, see section 24.
Against the net income of the estate or
trust there are allowable certain 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 purposes
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.

(2) Any income of the estate or trust
for Its taxable year which is to be distrib-
uted 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 sec-
tion 162 (b) that " income which is to be
distributed currently" Includes income
of the estate or trust which, 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 legatee 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 distribute or to accumulate such in-
come.

(c) Any income of the class described
in either paragraph of this section, which

is currently distributable, or paid or
credited, to a guardian for his ward is
likewise deductible from the gross in-
come of the estate or trust.

(d) 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
himself (see §§ 29.166-1, 29.166-2,
29.167-1, 29.22 (a)-21, and 29.22 (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 (a)
(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 similarly paid or credited during that
year to a legatee, heir, or beneficiary in
case there was vested in the fiduciary a
discretion either to distribute or to ac-
cumulate such income (see paragraph
(b) (3) of this section).

(e) In all such cases the tax with re-
spect to such income included in the
income of the estate or trust for its tax-
able year is payable by the fiduciary,
except where the income is deductible
by the estate or trust for such taxable
year (and Is includible in the Income
of the legatee or beneficiary).

f) Income described in subpara-
graphs (1), (2), (4), and (5) of para-
graph (d) 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
legatee, heir, or beneficiary is deductible
by the estate or trust. Thus, if income
of a trust is to be accumulated until A,
the beneficiary, reaches his twenty-first
birthday, which Is December 31, 1942, the
Income of the trust (assuming the income
tax returns of the trust are made on the
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calendar year basis) for the calendar
year 1942 is to be deducted by the trust
under section 162 (b) in computing its
net income for 1942 and is to be included
in the income of A for his taxable year in
which December 31, 1942, falls. In the
case of a similar trust, where the twenty-
first birthday of B, the beneficiary, was
on July 1, 1942, and the income of the
trust was to be accumulated until that
date and then to be distributed to B at
such time as the trustee in his discretion
decides, if the trustee on December 31,
1942, decides to distribute the accumu-.
lated income to B, the income becomes
payable to B on December 31, 1942,
whether distributed to him or not. In
such a case, the extent to which such
amount is considered to be payable out
of income of the trust for its taxable year
is determined under section 162 (d) (2)
and § 29.162-2 (b).

(g) Any amount described in para-
graph (b) (2) and (3) of this section
as being deductible from the gross in-
come of the estate or trust shall be
included in computing the net income
of the legatees, heirs, or beneficiaries,
whether distributed to them or not. As
to the amount of Income of the estate
or trust which is considered paid, cred-
ited, or to be distributed, and the time
thereof, for the purposes of the deduc-
tion under paragraph (b) (2) and (3)
of this section and the inclusion in In-
come of the legatee, heir, or beneficiary,
see section 162 (d) and § 29.162-2.

(h) Any income of an estate or trust
for its taxable year which during that
year may be used, pursuant to the terms
of the will or trust instrument, in the
discharge or satisfaction, in whole or in
part, of a legal obligation of any person
is, to the extent so used, taxable to such
person as though directly distributed to
him as a beneficiary, except in cases to
which section 22 (k or section 171 ap-
plies. (See §§ 29.167-1, 29.171-1, and
29.171-2.)

(i) The income of an estate of a de-
ceased person, as dealt with in the In-
ternal Revenue Code, is therein described
as received by the estate during the pe-
riod of administration or settlement
thereof. The period of administration or
settlement of the estate is the period re-
quired by the executor or administrator
to perform the ordinary duties pertain-
ing to administration, in particular the
collection of assets *and the payment of
debts and legacies. It is the time actually

required for this purpose, whether longer
or shorter than the period specified in
the local statute for the settlement of
estates. If an executor, who is also
named as trustee, fails to obtain his dis-
charge as executor, the period of admin-
istration continues up to the time when
the duties of administration are complete
and he actually assumes his duties as
trustee, whether pursuant to an order of
the court or not. No taxable income is
realized from the passage of property to
the executor or administrator on the
death of the decedent, even though it
may have appreciated in value since the
decedent acquired it. But see sections
42, 43, and 44. As to the taxable gain
realized, or the deductible loss sustained,
upon the sale or other disposition of
property by an administrator, executor,
or trustee, and by a legatee, heir, or other
beneficiary, see sections 111 and 112. As
to capital gains and losses, see section
117. A statutory allowance paid a widow
is not deductible from gross income, ex-
cept to the extent that under the prin-
ciples of § 29.162-2 such allowance is
taxable to the widow. If real estate is
sold by the devisee or heir thereof,
whether before or after settlement of the
estate, he is taxable individually.on any
profit derived.

(j) The tax upon the net Income of
the estate or trust shall be paid by the
fiduciary (see section 161 (b)). If the
tax has been properly paid on the net
income of an estate or trust for a taxable
year, the net income on which the tax
is so paid is not, generally, in the hands
of the distributee thereof (the legatee,
heir, or beneficiary) taxable as income
to him, but if such income becomes pay-
able in a subsequent taxable year of the
estate or trust it may be required to be
included in the income of the distributee
under section 162 (d) (2) or (3). See
§ 29.162-2 (b), (c) and (d).

(k) Liability for the payment of the
tax attaches to the person of the execu-
tor or administrator up to and after his
discharge if prior to distribution and dis-
charge he had notice of his tax obliga-
tions or failed to exercise due diligence
in ascertaining whether or not such obli-
gations existed. For the extent of such
liability, see section 3467 of the Revised
Statutes, as amended by section 518 of
the Revenue Act of 1934. Liability for
the tax also follows the assets of the
estate distributed to heirs, devisees, lega-
tees, and distributees, who may be re-
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quired to discharge the amount of the
tax due and unpaid to the extent of the
distributive shares received by them.
(See section 311.) The same considera-
tions apply to trusts.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5380, 9 F. R. 7044]
CRoss REFERENcs: For statement of policy

regarding extent of application of Treasury
Decision 5488, relating to taxability of in-
come of certain trusts, see note to § 29.22
(a) -21.

§ 29.162-2 Allocation of estate and
trust income to legatees and benefi-
ciaries-(a) Allocation among annui-
tants, Section 162 (d) (1) applies to all
cases in which the executor or trustee
can or must (for example, by the terms of
the trust instrument or will) pay the
whole or any part of a gift, bequest, de-
vise, or inheritance out of other than in-
come, except that no income is to be allo-
cated under it to a legatee, heir, or bene-
ficiary of a lump sum gift, bequest, de-
vise, or inheritance. It applies in all
cases of annuities where any deficiency
in the amount to be paid can be made up
by a payment out of corpus of the trust.
It also applies in cases where amounts
are to be paid or credited at intervals
and the executor or trustee has discretion
whether to pay or credit such amounts
out of income of corpus, regardless of
the source (income or corpus) to which
the executor or trustee attributes such
amount. If an annuity is paid, credited,
or to be distributed tax-free; that is,
under a provision whereby the executor
or trustee will pay the income tax of the
annuitant resulting from the receipt of
the annuity, the payment of or for the
tax by the executor or trustee will be
income to the annuitant under the rules
of section 162 (d) to the extent such pay-
ment is treated thereunder as out of
Income.

(1) 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 distributed
in such cases out of Income of the estate
or trust for its taxable year if it does not
exceed the distributable income of the
estate or trust for its taxable year. If
the aggregate of such amounts does ex-

ceed 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 income
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 pro-
portion stated in the preceding sentence
applies only to legatees or beneficiaries:
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 inheritance not to be
paid, credited, or distributed at inter-
vals is not to be included.

(2) 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 com-
puted with the deductions allowed under
subsections (b) and (c) of sction 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 distributed to which
section 162 (d) (1) does not apply,
whichever is greater. "Net income," as
thus used, means the statutory net in-
come of the trust under the Internal Rev-
enue Code before the application of sec-
tion 162 (b) and (c) (but, as stated in
the preceding sentence, such amount is
to be reduced by the deductions allowed
under subsections (b) and (c) of section
162 in the case of amounts to which sec-
tion 162 (d) (1) does not apply). "In-
come," as thus used, must be determined
in accordance with the following prin-
ciples: First, such "income" means, in
general, the amount which under the ap-
plicable law of estates and trusts is con-
sidered income available for distribution
to the life tenant, legatee, or beneficiary,
as the case may be. Second, there must
be eliminated from the income of the
estate or trust, determined in accord-
ance with the terms of the trust instru-
ment and State law, items of income
which are not includible in income of an
individual for Federal income tax pur-
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poses. Therefore, 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 purposes are, by the terms of the
trust instrument or.State law, not to be
used to reduce income available for dis-
tribution but to be allocated to corpus.
The application of section 162 (d) (1),
in general, may be illustrated by the fol-
lowing example:

Example. Pursuant to the terms of the
will of A, a trust is established on January
1, 1942, to pay $5,000 a year to B in quar-
terly installments at the end of every three
months, and upon the death of B to pay
the corpus and any accumulated income to
his estate. The returns of the trust and of B
are made on the calendar 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 insuffi-
cient. The receipts and expenditures of the
trust for 1942 are as follows:

Taxable stock dividend ------------ $1,000
Income from rents ----------------- 3,000
Tax-exempt interest from State

bonds -------------------------- 1,000
Gain from sale of capital asset held

10 months --------------------- 1,000
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, gain from sale of a capital
asset held not more than one year is to be
allocated to Income, 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 1942
and included in the beneficiary's income for
such year. is $3,300, the greater of the statu-
tory net income and the available trust in-
come 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 ------------------- 3,000
Long-term capital gain (50

percent taken into ac-
count, section 117 (b)__- 500

$4, 500
Deductions:

Trustees' commissions ----- 200
Other deductible expenses- 1,300

1,500

Net income ------------------- , 000

Trust Income Under Clause (B) o Section
162 (a) (1)

Income:
Rents -------------------- $3, 000
Interest from State bonds-_ 1,000
Gain on sale of asset ---- 1,000

$5, 000
Expenses allocated to income:

Trustee's nmmislnR 200
Eliminating items not in-

cludible in gross income:
Tax-exempt interest -------
Excluded gain on sale of

asset ......

1,000

500
1,700

Income determined under sec-
tion 162 (d) (1) (B) --------- 3,300

(3) "Net income" and "income" 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, es-
tablished In 1925, the trustees are to accumu-
late the income thereof until A reaches his
twenty-first birthday, and then are to pay
A such accumulated income, and on each De-
cember 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 be-
came 21 years of age on June 30, 1942. 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 1942 on 'and before June 30, 1942, is to be
considered income of the trust for 1942 which
is to be distributed currently to A. In com-
puting the distributable income of the trust
for 1942 which is to be considered distributed
to B in payment of the $5,000 annuity, the
amount of income for the first six months of
1942 which is considered to be currently dis-
tributable to A is to be deducted. Although
under section 162 (d) (2) the amount of the
income of the trust for the period July 1,
1941, through JUne 30, 1942, will be consid-
ered income of the trust for 1942 which is to
be deducted by the trust and included in A's
income for 1942 (see paragraph (b) and (d)
of this section), for the purposes of section
162 (d) (1) such amount is not to be de-
ducted from the trust's income for 1942 in
computing its distributable income con-
sidered to be distributed to B and no account
is to be taken of the income of the trust for
the period July 1, 1941, through December
31, 1941.

(b) Allocation among income beneft-
ciaries and legatees. Section 162 (d) (2)
applies in cases where income of the es-
tate or trust for any period becomes pay-
able on a date more than 65 days after
the beginning of its taxable year. It ap-
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plies in every case where income of the
estate or trust is paid, credited, or to be
distributed to a legatee, heir, or benefi-
ciary, other than a legatee, heir, or bene-
ficiary to whom paragraph (a) of this
section applies or a legatee, heir, or ben-
eficiary of a lump sum gift, bequest, de-
vise, 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 addi-
tion to any part of the principal of an
estate, is entitled to receive any income
during the administration of the estate
or upon its termination, whether, pay-
ment of such income is made in accord-
ance with directions in the will, or for
support as allowed under State law, or
by the administrator to the residuary
Iegatee in the ordinary course of ad-
ministration. The rule stated in the
preceding sentence, however, has no ap-
plication in cases where income may be
paid or credited, or is to be distributed
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. Section 162 (d) (2)
also has no application in determining
the amount to be included in the income
of the estate or trust under section 161
but applies only in determining the
amount allowed as deductions under sec-
tion 162 (b) and (c).

(1) 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 bene-
ficiaries in cases in which the income 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
payable within the taxable year, the pe-
riod from which such income is derived
will be presumed to'be a period ended
with the date the income becomes pay-
able. 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 dis-
tributions 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 accumulated income for
such period.

(2) 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 make
distributions of income at a certain date,
or from the exercise of the fiduciary's
discretion to distribute income, or from
a recognized present right under the
local law to obtain income or compel
a distribution of income. Income is not
considered to become payable within a
taxable year where during the entire tax-
able year there is only a future right
to such income. For example, under
valid terms of a trust instrument, in-
come received by a trust during its tax-
able year is to be accumulated 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 tax-
able 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 ac-
tually paid for the use of the distributee.

(3) The application of section 162 (d)
(2), in general, may be Illustrated by the
following examples:

Example (1). An existing trust makes its
returns 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 ac-
cumulations) the income of the trust for the
period of 12 months ended June 30 of each
year is accumulated and the beneficiary has
no right to such income until the last day of
such period (June 30). For the purpose of
the tax for 1941, the entire gross income re-
ceived by the trust in 1941 is required to be
included in its income for 1941, and, under
the law applicable to 1941, the 1941 trust
income distributable on June 30, 1941, is al-
lowed as a deduction, but the 1941 trust in-
come not distributable until June 30, 1942,
is not allowable as a deduction for 1941. For
the purpose of the tax for 1942, the entire
gross income received by the trust in 1942
will be included in its income for 1942. Un-
der section 162 (d) (2), the trust income
for the 12 months ending June 30, 1942,
which under the terms of the trust instru-
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ment, is available for distribution on such
date, will be considered for the purposes of
section 162 (b) as income for the taxable
year 1942 which becomes payable on June
30, 1942, and, accordingly, will be deducted
by the trust for 1942. Assuming the bene-
ficiary makes his income tax returns on the
calendar year basis, he will include this
amount deducted by the trust in 1942 in
his income for 1942, unless he is permitted to
exclude part or all of the income earned
by the trust in the last six months of 1941
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.
Thus, if, in such a case, the entire net in-
come of the trust (determined before the
application of section 162 (b)) is available
for distribution and the trust receives each
month $100 of such income available for dis-
tribution, for 1941 the trust will have $600
of taxable net income (before credits), that
is, the excess of the $1,200 income over the
$600 deduction for the June 30, 1941, dis-
tribution. For the taxable year ended De-
cember 31, 1942, the trust will include $1,200
in its income, which Is its actual income
for 1942 determined under section 161 with-
out inclusion of that part of the 1941 in-
come distributed on June 30, 1942, and
without exclusion of that part of the 1942
income distributable on June 30, 1943. As-
suming that the income distributable on
June 30, 1942, is not to be reduced under the
trust instrument and State law by the
amount of tax paid by the trust with respect
to the 1941 income included in such distribu-
tion, the trust will be allowed a deduction in
computing Its tax for 1942 of the whole $1,200
which becomes payable on June 30, 1942, and
which is included in the beneficiary's income
for 1942. Thus, for 1942 the trust will pay no
income tax and the beneficiary will include
$1,200 in computinig his net income.

Example (2). An estate which came Into
being on January 1, 1941, accumulates the
income received (as is allowed under the
local law) until June 30, 1942, at which time
the executor distributes $6,000 of income to
the residuary legatee. The balance of the
accumulated income becomes payable under
the local law on December 31, 1942, the date
the administration of the estate is termi-
nated, and a final 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 distribution'to the residu-
ary legatee the executor did not attempt to
identify such distribuiions with the income
received during any particular period during
the administration of the estate. Upon such
facts, for the taxable year 1942, the distribu-
tion on June 30, 1942, 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 1942, and

the final distribution of $18,000 on December
31, 1942, will be considered a distribution out
of the income for the entire period of ad-
ministration, of which the last 12 months is
the calendar year 1942 and the most recently
accumulated income is the $6,000 for the
last six months of 1942. Accordingly, for
1942 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 31, 1942.

(4) The rule also applies in the case of
a distribution out of income for a period
which does not include any part of the
current taxable year. Thus, in the case
of a trust established on January 1, 1941,
which accumulates the income in the
first year of the trust and each year
thereafter (more than 65 days after the
close of the prior taxable year) distrib-
utes the prior year's accumulation, the
1941 accumulated income to be distrib-
uted in 1942 will be considered income
of the trust for 1942 which is to be dis-
tributed in 1942.

(5) 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 considered to be
income which is to be distributed during
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, 1943 the trustee distributes to the
beneficiary all the income accumulated from
January 1, 1940 through March 31, 1943.
Pursuant to section 162 (d) (2), the amount
of the income of the trust for the period
April 1, 1942, through March 31 1943, that
is, for the last 12 months of the period of
accumulation, is deductible under section
162 (c) in the return of the trust for the cal-
endar year 1943, and is includible in the
beneficiary's income tax return for that year.
subject to the limitation provided in sectiou
162 (d) (4). The distribution of the accu-
mulated income will include the income of
the trust for the last nine months of 1942
upon which the trust may have paid a tax
for the year 1942, but such income is, If un-
der 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 Federal income tax attributable
to such income and paid by the trustees.
If the deduction taken by the trust for the
distribution to the beneficiary on April 1,
1943 exceeds the net income of the trust for
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the calendar year 1943, see section 162 (d)
(4) and § 29.162-2 (d).

(c) Distributions in first 65 days of
taxable year. Section 162 (d) (3) is de-
signed to apportion amounts paid, cred-
ited, 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.

(1) 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 which thus becomes payable
is considered payable on the last day
of the preceding year. This propor-
tionate 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,
however, 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,
1943, is considered to begin 12 months
preceding December 31, 1942 since the
part of the interval not falling within the
taxable year 1943 (March 2, 1941,
through December 31, 1942) is more
than 12 months. Accordingly, the inter-
val is considered to be the period Jan-
uary 1, 1942, through March 1, 1943, or
425 days, and the part of the interval
not falling within the taxable year is
considered to be the calendar year 1942,
or 365 days. Therefore, of the $4,250
which becomes payable on March 1, 1943,
365/425 of such amount, or $3,650, is
considered to be an amount to be distrib-
uted en December 31, 1942. The provi-
sions of section 162 (d) (1) determine
the extent to which the amount distrib-
uted on March 1 and the amount con-
sidered to be distributed on December
31 are paid, credited, or to be distributed
out of income of the estate or trust for its
taxable year.

(2) 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 begin-
ning 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 distributed 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 in-
come of the trust, but not in excess of
$5,000, to the beneficiary each February
28 received $5.00 of income each month
during the period March 1, 1942, through
February 28, 1943, 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, 1943, will be considered to be dis-
tributed out of the income of the trust
for 1943 (the income of the period Janu-
ary 1, 1943, through February 28, 1943)
and $4,000 will be considered to have been
distributed to the beneficiary on Decem-
ber 31, 1942, out of the income of the trust
for 1942.

(3) Any amount paid, credited, or to be
distributed within the first 65 days of any
taxable year of the estate or trust begin-
ning after December 31, 1941, and which
is allocated under section 162 (d) (3) to
the last day of a taxable year beginning
before January 1, 1942, is not to be re-
flected in the returns of the estate or
trust and of the legatee or beneficiary as
a deduction or as income, as the case may
be, for the taxable year in which such
amount is actually paid, credited, or to
be distributed.

(d) Treatment of excess deductions of
estates and trusts. Section 162 (d) (4)
is designed to avoid a form of double
taxation which can arise through opera-
tion of section 162 (d) (2) and (3)
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(A). It becomes applicable only in cases
where the deductions allowed to an es-
tate or trust for a taxable year under
section 162 (b) or (c) solely upon appli-
cation of section 162 (d) (2) or (3) (A)
exceed the net incomc of the estate or
trust for such year, computed without
the deductions allowed by reason of sec-
tion 162 (d) (2) and (3) (A). The pro-
visions of section 162 (d) (4) do not pre-
vent the taxation of income distributed
to legatees, heirs, or beneficiaries merely
because the income may have been pre-
viously taxed to the estate or trust. See
the example in paragraph (a) (2) of this
section.

(1) It is in the case of an estate which
terminates its administration on a date
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, 1942, 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 residue of the estate.
The return of the estate for the calen-
dar year 1942 will include income of $500
from which there will be deducted under
section 162 (c) pursuantr to section 162
(d) (2) the sum of $1,200 (assuming that
under the local law any income taxes
paid by the estate with respect to the
1941 income are not chargeable to in-
come). 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 1942, 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 1942 computed without such
deduction by the amount of $700, which
amount would be excluded from B's in-
come for the year 1942. B's return for
the calendar year 1942 would include
only the income of $500 received by the
estate in 1942.

(2) 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 type
covered by section 162 (d) (4) also may
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arise by reason of section 162 (d) (2) in
such a case. For example, the income of
a trust for the calendar year 1942
amounted to $10,000 and was properly ac-'
cumulated by the trustee until July 1,
1943, when only the income for the year
1942 was paid to the beneficiary, and no
other distribution was made during the
year 1943 or within the first 65 days of
1944. The net income of the trust for the
year 1943, computed without the deduc-
tion 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 1943, computed without such deduc-
tion, by $2,000. Thus, section 162 (d) (4)
operates so as to exclude from the benefi-
ciary's return the amount of such ex-
cess deduction. The beneficiary, in his
return for the calendar year 1943, would
include $8,000 of the July 1, 1943 dis-
tribution, even though the trust may
have paid taxes on such income for the
year 1942.

(3) 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
received by the estate or trust in the
immediately preceding taxable year of
the estate or trust. Thus, if on Febru-
ary 1, 1943 an estate or trust distributes
the 1942 income to B, the deduction for
such distribution is taken in the return
of the estate or trust for the calendar
year 1942, and in most cases the deduc-
tion allowed will be equal to the net
Income (before such deduction) for the
year 1942. However, if the estate or
trust income (as determined by the will,
trust instrument, or local law) for the
year 1942 payable to B on February 1,
1943 exceeded the net income of the
estate or trust for 1942 before the appli-
cation of section 162 (d) (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 deduction also can arise
upon application of section 162 (d) (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 immediately
preceding taxable year. Thus if a trustee
who accumulated the income for the cal-
endar years 1941 and 1942 distributes to
B oi March 1, 1943 the income of the
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year 1941 only, the trust in its return
for the year 1942 will deduct the amount
of income of the year 1941 distributed
on March 1, 1943. If such deduction
allowed to the trust exceeds the net
income of the trust for the year 1942,
comnputed without such deduction, B will
exclude the amount of such excess from
his return for the calendar year 1942.

(4) The deductions allowed to an estate
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 com-
puted 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 sec-
tion 162 (d) (1) (relating to amounts
paid to annuitants), the amount of the
deduction under section 162 (d) (1) shall
be computed with the application of sec-
tion 162 (d) (3) (A). Such application
of section 162 (d) (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 appli-
cable is shown in the following example
which also illustrates the manner in
which excess deductions are treated
when two or more beneficiaries are in-
volved.

Example. Under an existing trust the
trustee in his discretion may either accumu-
late or distribute the Income to the bene-
ficiaries, 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 of
the trust, the trustee is required to pay an
annuity of $4,000 to C on April 1 of each year.
During the year 1942 the trust had gross
income of $9,000 and expenses of $1,000 which
were deductible in computing the net income
under the Internal Revenue Code and were
chargeable against income under the terms
of the trust instrument.

The following distributions were made by
the trustee during 1942 and the first 65 days
of 1943:

$6,000 was paid to A on April 1, 1942; $5,000
as his share of the trust income during
the last nine months of 1941 and $1,000
as his share of the trust income during
the first three months of 1942.

$2,000 was paid to A on November 1, 1942,
out of income received by the trust after
March 31, 1942.

$3,000 was paid to B on January 5, 1943 out
of his share of trust income for 1942.

$4,000 was paid to C, the annuitant, on
April 1, 1942.

Of the $15,000 distributed, the trust is al-
lowed deductions of only $13,000 by reason

of such distributions, since only $2,000 of the
$4,000 paid to C is deductible by the trust
inasmuch as the distributable income as de-
fined in section 162 (d) (1) is only $2,000,
that Is, $8,000 less: $1,000 of the April 1, 1942
distribution to A, the $2,000 distribution to
A on November 1, 1942 and the $3,000 dis-
tribution to B on January 5, 1943.

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 $5,000 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:

$5,000 paid to A on April 1, 1942 out
of 1941 income, and deductible
under section 162 (d) (2) -------- $5,000

Amount paid to B on Jan. 5, 1943,
deductible for 1942 under section
162 (d) (3) (A) ----------------- 3,000

Total ------------------------ 8,000

(b) The net income, for the purpose of
section 162 (d) (4), is computed without ap-
plying section 162 (d) (2) and (3) (A), ex-
cept that in computing the deduction
allowed under section 162 (d) (1) it is nec-
essary to apply section 162 (d) (3) (A) in
determining the amount of the deduction
allowable to the trust under section 162 (d)
(1). The net income so computed is $3,000,
determined as follows:

(1) Net Income before any deduc-
tions under section 162 ---------- $8,000

(2) Less deductions allowable other
than under section 162 (d) (2)
and (3) (A) :

Paid to A on April 1, 1942 out of
1942 income ------------------ $1,000

Paid to A on November 1, 1942 out
of 1942 income ---------------- 2,000

Portion of the $4,000 paid to C, the
annuitant (the distributable in-
come under section 162 (d) (1)
being only $2,000 in view of the
$3,000 paid to B within the first
65 days of 1943) --------------- 2,000

5, 000

(3) Net income for the purpose of
section 162 (d) (4) -------------- 3,000

(c) The deductions of $8,000 (from (a)
above) exceed the net income of $3,000 (from
(b) (3) above) by $5,000. Such excess is
excluded from the net income of A and B
(the beneficiaries receiving the income in
(a) above) in the following proportions:
5,0008,000 of $5,000 is excluded from A's income.
8,000

-0 of $5,000 is excluded from B's income.8,000
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(5) Section 162 (d) (4) has no applica-
tion to a case where, without applying
section 162 (d) (2) or (3) (A), the deduc-
tions of the estate or trust under section
162 (b) or (c) by reason of distributions
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 aplli-
cable in the case of a trust which receives
a deduction of $10,000 by reason of its
distribution to the beneficiary during 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 deduction
amounted to less than $10,000.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5380, 9 F. R. 7044, T. D. 5458, 10 F. R. 7335]

§ 29.163-1 Credits to estate, trust, or
benefciary-(a) Personal exemption al-
lowed estates and trusts for taxable
years beginning before January 1, 1944.
For taxable years beginning before Jan-
uary 1, 1944, an estate is allowed for
both normal tax and surtax purposes the
personal exemption allowed a single per-
son under section 25 (b) (1). For pro-
ration of the personal exemption in the
case of a taxable year of less than 12
months, see §§ 29.25-7 and 29.47-1. A
trust is allowed for both normal tax and
surtax purposes a credit of $100 against
new income. A credit for dependents is
not allowable for an estate or trust.

(b) Exemption allowed estates and
trusts for taxable years beginning after
December 31, 1943. For taxable years
beginning after December 31, 1943, and
before January 1, 1946, an estate is al-
lowed the same normal tax exemption,
namely, $500, as is allowed a single per-
son under section 25 (a) (3) and the
same surtax exemption, namely, $500, as
is allowed an individual under section
25 (b) (1) (A). For taxable years begin-
ning after December 31, 1945, an estate
is allowed a credit of $500 against net
income for both normal tax and sbrtax
purposes. For proration of such exemp-
tions in the case of a fractional part of
a year resulting from termination by the
Commissioner under section 146 of the
taxable period, see § 29.47-1. A trust is
allowed for both normal tax and surtax
purposes a credit of $100 against net
income. A credit for dependents is not
allowable to an estate or trust.

(c) 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 trust shall be
allowed the credits provided in section
25 (a), in respect of interest upon certain
obligations of the United States. (For
reduction of credits on account of amor-
tizable bond premium, see § 29.125-9.)

(d) 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 benefi-
ciary, he is allowed for the purpose of the
normal tax, in addition to his individual
credits, the proportionate share of the
Interest upon obligations of the United
States and instrumentalities of the
United States which is exempt from nor-
mal tax only and is required to be in-
cluded in computing net income. Any
remaining portion of such interest will
be allowed as a credit for the purpose of
the normal tax to the estate or trust.
Where the amount of the interest speci-
fied in section 25 (a) Is in excess of the
net income of the estate or trust, the pro-
portionate share of such interest which
each beneficiary is required to include in
computing his net income and for which
he is allowed a credit for normal tax pur-
poses is an amount equal to his distribu-
tive share of the net income of the estate
or trust. For taxable years beginning
before January 1, 1944, each beneficiary
is entitled to but one personal exemp-
tion, no matter from how many trusts
he may receive income. For taxable
years beginning after December 31, 1943,
no additional normal-tax exemption or
surtax exemption is allowable to the
beneficiary of a trust by reason of the
receipt of income from such trust. (For
reduction of credits on account of amor-
tizable bond premium, see § 29.125-9.)
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5517, 11 F. R. 6534, T. D. 5425, 10 F. R.
19]

§ 29.165-1 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
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such employees or their beneficiaries to
share in the capital or profits of such
employer's trade or business or to provide
for the livelihood of such employees or
their beneficiaries after the retirement
of such employees.

(2) A pension plan within the meaning
of section 165 (a) is a plan established
and maintained by an employer primarily
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 measured by, and
based on, such factors as years of service
and compensation received by the em-
ployees. The determination of the
amount of retirement benefits and the
contributions to provide such benefits
are not dependent upon profits. Bene-
fits are not definitely determinable if
funds arising from forfeitures on termi-
nation of service or other reason, may
be used to provide increased benefits for
the remaining participants instead of
being used to reduce the amount of con-
tributions by the employer. A plan de-
signed to provide benefits for employees
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 considered a pen-
sion plan if under the plan either the
benefits payable to the employee or the
required contributions by the employer
can be determined actuarially. A profit-
sharing plan, on the other hand, is a plan
established and maintained by an em-
ployer to provide for the participation
in his profits, by his employees or their
beneficiaries, based on a definite pre-
determined formula for determining the
profits to be shared and a definite pre-
determined formula for distributing the
funds accumulated under the plan after
a fixed number of years, the attainment
of a stated age, or upon the prior occur-
rence of some event such as illness, dis-
ability, retirement, death, or severance
of employment. A formula for deter-
mining the profits to be shared is definite,
for example, if it provides for a contribu-
tion equal to (i) a specified percentage
of the annual profits, (ii) a specified per-
centage of the annual profits in excess
of the sum of dividend commitments plus
a fixed amount with an over-all limita-
tion, or (iii) a specified percentage of the
annual profits not to exceed a specified
percentage of the salaries of the partici-
pants or their contributions, if any, to
the fund. A formula for distributing the

accumulated funds among the partici-
pants is definite, for example, if it pro-
vides for a distribution in proportion
to the basic compensation of each par-
ticipant. A stock bonus plan is a plan
established and maintained by an em-
ployer to provide benefits similar to that
of a profit-sharing plan except that the
contributions by the employer are not
necessarily dependent upon profits and
the benefits are distributable in stock of
the employer company. Such a plan,
with respect to determining and distrib-
uting the stock of the employer which is
to be shared among his employees or
their beneficiaries, is subject to the same
requirements as in the case of a profit-
sharing plan. A stock bonus, pension, or
profit-sharing plan, as used in section
165 (a), does not include any plan which
is primarily 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 bene-
fit 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 prohibited under section 165 (a), and
which was abandoned soon after the
pensions for such favored employees had
been provided. The permanency of the
plan will be- indicated by all of the sur-
rounding facts and circumstances, in-
cluding the likelihood of the employer's
ability to continue contributions as pro-
vided under the plan. In the event a
plan is abandoned, the employer should
promptly notify the Commissioner, stat-
ing 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 distribu-
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, although it need
not provide benefits for all of the em-
ployees. Among the employees to be
benefited may be persons who are officers
and shareholders. However, a plan is

Page 557

§ 29.165--1

HeinOnline --  CFR, 1949 557 1949



Title 26-internal Revenue

not for the exclusive benefit of employees
in general if it discriminates either In
eligibility requirements, contributions, or
benefits by any device whatever in favor
of employees who are officers, sharehold-
ers, persons whose principal duties con-
sist in supervising the work of other em-
ployees, or the highly compensated em-
ployees. See section 165 (a) (3), (4),
and (5). Neither is a stock bonus or
profit-sharing plan for the exclusive
benefit of employees in general if the
funds therein may be used to relieve the
employer from contributing to a pension
plan operating concurrently and cover-
ing the same employees. All of the sur-
rounding and attendant circumstances
and the details of the plan will be indica-
tive 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 ex-
ample, in section 165 (a) (5) the law
specifies certain provisions, which of
themselves are not discriminatory, but
this does not mean that a plan contain-
ing these provisions may not be dis-
criminatory in actual operation.

(5) A plan is for the exclusive benefit
of employees or their beneficiaries even
though it may cover former employees
as well as present employees and em-
ployees who are temporarily on leave,
as, for example, in the military or
naval forces. A plan covering only
former employees may qualify under
section 165 (a) if it complies with the
provisions of section 165 (a) (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 "bene-
ficiaries" of an employee within the
meaning of section 165 includes the
estate of the employee, dependents 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 plant after
the death of the employee.

(6) No specific limitations are provided
in section 165 (a) with respect to invest-
ments which may be made by the trus-
tees of a trust qualifying under section
165 (a). The contributions may be used
by the trustees to purchase any invest-
ments permitted by the trust agreement,
to the extent allowed by local law.
Where, however, the trust funds are in-
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vested in stock or securities of the em-
ployer, 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 the
Commissioner may determine whether
the trust serves any purpose other than
constituting part of a plan for the ex-
clusive benefit of employees.

(b) Portions of years; affiliated corpo-
rations. 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
§ 29.165-3. A trust forming part of a
plan of affiliated corporations for their
employees may be exempt if all the re-
quirements are otherwise satisfied.

(c) Proof o1 exemption. (1) Every
trust claiming exemption must prove its
right thereto by filing with the Commis-
sioner: (I) An affidavit showing its char-
acter, purpose, activities, sources and
disposition of corpus and income, and
every fact which might affect its status
for exemption; (ii) verified copies of the
trust instrument and of the employer's
plan, showing all amendments; (iii). the
latest financial statement, showing the
assets, liabilities, receipts, and disburse-
ments of the trust; and (iv) the informa-
tion required under § 29.23 (p)-2 in order
to show that the trust forms part of a
stock bonus, pension, or profit-sharing
plan of an employer for the exclusive
benefit of his employees or their bene-
ficiaries, which plan meets the require-
ments of section 165 (a).

(2) The information required in sub-
paragraph (1) of this paragraph must
be filed for each taxable year of the trust
with respect to which this section is ap-
plicable, but the documents or informa-
tion mentioned in subparagraph (1) (i)
and (ii) of this paragraph need not be
filed with respect to other than the first
of such taxable years, except when nec-
essary to show changes occurring since
the last filing: Provided, however, That
where the information necessary to es-
tablish that the plan meets the require-
ments of section 165 (a) has been filed by
the employer and he so notifies the trus-
tee, the trustee, In lieu of the informa-
tion required by subparagraph (1) of this
paragraph, may file with the Commis-
sioner the following information: (i)
The names and addresses of the parties
to the trust agreement and the date
thereof; (ii) the taxable year involved;
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(iii) a copy of the notification from the
employer with respect to the filing of
such information; (iv) the collector's
office in which the employer files his re-
turns; and (v) a request for exemption of
the trust under section 165 (a).
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5422, 9 F. R. 14669]

§ 29.165-2 Impossibility of diversion
under the trust instrument-(a) In gen-
eral. Under section 165 (a) (2) a trust
is not exempt uhless under the trust
instrument it is impossible (in the tax-
able 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 sec-
tion 165 (a) (2), the phrase "if under
the trust instrument it is impossible',
means that the trust instrument must
definitely and affirmatively make it im-
possible 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 happening of a contingency, by col-
lateral arrangement, or by any other
means. It is not essential that the em-
ployer relinquish all power to modify or
terminate the rights of certain em-
ployees covered by the trust, but it must
be impossible 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 sec-
tion 165 (a) (2), the phrase "purposes
other than for the exclusive benefit of
his employees or their beneficiaries" in-
cludes all objects or alms not solely de-
signed for the proper satisfaction of all
liabilities to employees or their bene-
ficiaries 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 er-
roneous actuarial computations during
the previous life of the trust. A balance
due to an "erroneous actuarial compu-
tation" is the surplus arising because
actual requirements differ from the ex-
pected requirements based upon previous

actuarial valuations of liabilities or de-
terminations of costs of providing pen-
sion benefits under the plan in accord-
ance with reasonable assumptions as to
mortality, interest, etc., and correct pro-
cedures relating to the method of fund-
ing, 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 ac-
ceptable actuarial procedures using rea-
sonable assumptions as to interest, mor-
tality, etc., as being necessary to provide
the benefits in accordance with the pro-
visions of the plan. Upon such liquida-
tion it is found that $950,000 will satisfy
all of the liabilities under the plan. The
surplus of $50,000 arises, therefore, be-
cause of the difference between the
amounts actuarially determined and
the amounts actually required 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 computation. If, however, the
surplus of $50,000 had been accumulated
as a result of a change in the benefit
provisions or in the eligibility require-
ments of the plan, the $50,000 could not
revert to the employer because such sur-
plus would not be the result of an erro-
neous actuarial calculation. The term
"liabilities" as used in section 165 (a) (2)
includes both fixed and contingent obli-
gations to employees. For example, if
1,000 employees are covered by a trust
forming part of a pension plan, 300 of
whom have satisfied all the requirements
for a monthly pension, while the remain-
ing 700 employees have not yet com-
pleted the required period of service, con-
tingent obligations to such 700 employees
have nevertheless arisen which consti-
tute "liabilities" within the meaning of
that term. It must be impossible for the
employer (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 in-
strument must contain a definite affirm-
ative 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 instrument or ar-
rangement forming a part of such plan
and whether such obligations are, tech-
nically speaking, liabilities of the em-
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ployer, of the trust, or of some other
person forming a part of the plan or
connected with it.

§ 29.165-3 Requirements as to cover-
age. (a) In order to insure that stock
bonus, pension, and profit-sharing plans
are utilized for the welfare of employees
in general, and to prevent the trust de-
vice from being used for the principal
benefit of shareholders, officers, persons
whose principal duties consist in super-
vising the work of other employees, 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). See § 26.165-5 as to the ef-
fective date of section 165 (a) (3). The
percentage requirements in section 165
(a) (3) (A) refer to a percentage of all
the active employees, including em-
ployees temporarily on leave, such as
those in the armed forces of the United
States, if such employees are eligible un-
der the plan. The application of section
165 (a) (3) (A) may be illustrated by the
following 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 employees 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 em-
ployees whose customary employment was
for not more than five months in any calen-
dar year. Twenty-five of the employees were
part-time employees whose customary em-
ployment was for not more than 20 hours in
any one week. One hundred and fifty of the
full-time employees who had been employed
for two years or more had not yet reached
age 30.

Section 165 (a) (3) (A) will be met If 540
employees are covered by the plan, as shown
by the following computation:

1. Total employees with respect to
which the percentage requirements
are applicable (1,000 minus (100
plus 50 plus 25))---------------

2. Employees not eligible to partici-
pate because of age requirements--

825

150

3. Total employees eligible to par-
ticipate ------------------------ 675

4. Percentage of employees in item 1
eligible to participate ------------. 81-

5. Minimum number of participating
employees to qualify the plan (80
percent of 675)------------------540
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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 fails to qualify under the
percentage requirements of section 165
(a) (3) (A), it may still qualify under
subparagraph (B) of such section pro-
vided always that (as required by para-
graphs (3) and (4) of section 165 (a))
the plan's eligibility conditions, benefits,
and contributions do not discriminate in
favor of employees who are officers,
shareholders, persons whose principal
duties consist in supervising the work of
other employees, or the highly compen-
sated employees.

(c) Section 165 (a) (5) sets out certain
classifications that will not in themselves
be considered discriminatory. However,
those so designated are not intended 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 em-
ployment for a designated number of
years or are employed in certain desig-
nated departments or are in other classi-
fications: Provided, That the effect of
covering only such employees is not to
discriminate in favor of officers, share-
holders, employees whose principal duties
consist in supervising the work of other
employees, or highly compensated em-
ployees. 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 requirement of section 165 (a)
(3) (B), provided the classification as
established does not discriminate in favor
of shareholders, officers, employees whose
principal duties consist in supervising the
work of other employees, and the highly
paid employees. If a contributory plan
is offered to all of the employees, but the
requirement of contribution by the em-
ployee participants is so burdensome as
to make the plan acceptable only to the
highly paid employees, the classification
will be considered discriminatory in favor
of such highly paid employees.

(d) Section 165 (a) (5) contains a
provision to the effect that a classifica-
tion shall not be considered discrimina-
tory within the meaning of subpara-
graph (B) merely because there are ex-
cluded from the plan employees whose
annual remuneration is $3,000 or less and
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as to which the Social Security Act
applies. This provision, in conjunction
with subparagraph (B), is intended to
permit plans to qualify- which supple-
ment the social security program. A
classification which excludes all em-
ployees the whole of whose remuneration
constitutes wages under section 1426 (a)
(1) (relating to the Federal Insurance
Contributions Act), or a classification in-
cluding such employees in a plan under
which the contributions or benefits based
on that part of an employee's remunera-
tion which is excluded from wages under
such law differs from the contributions
or benefits based on the employee's re-
muneration not so excluded, will not be
a discriminatory classification merely be-
cause of such exclusion or difference.
However, in making his determination
with respect to discrimination in classi-
fication under section 165 (a) (3) (B) the
Commissioner will consider whether the
total benefits resulting to each employee
under the plan and under such law or
under such law only establish an inte-
grated and correlated retirement system
satisfying the tests of section 165 (a).
Thus, a classification of employees under
any plan which results in relatively or
proportionately greater benefits for em-
ployees earning above any specified sal-
ary amount or rate than for those below
such salary amount or rate may be found
to be discriminatory within the meaning
of subparagraph (B) unless such relative
or proportionate differences in benefits
as between employees resulting from
such classification are approximately
offset by the retirement benefits pro-
vided by the Social Security Act. For
this purpose the total Social Security Act
benefits of an employee, in 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 So-
cial Security Act and excluding em-
ployees earning $3,000 per annum or less
will not, however, be deemed discrimina-
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-
ing 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
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 requirements
of section 165 (a) (3), if on at least one
day in each quarter of the taxable 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 se-
cures 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 participants, so as to
meet the requirements of either subpara-
graph (A) or (B) of section 165 (a) (3).

§ 29.165-4 Discrimination as to con-
tributions or benefits. (a) To be exempt
under section 165 (a) a trust must 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-
crimination in contributions or benefits
in favor of officers, shareholders, em-
ployees 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 arising
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 for-
feitures in a pension plan, see § 29.165-1
(a). Section 165 (a) (5) sets out cer-
tain provisions which will not in and of
themselves be discriminatory within the
meaning of section 165 (a) (3) or (4).
(See § 29.165-3.) 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 regu-
lar rate of compensation, or merely be-
cause the contributions or benefits based
on the first $3,000 of annual compen-
sation of employees subject to the Fed-
eral Insurance Contributions Act dif-
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fer from the contributions or benefits
based on the excess of such annual com-
pensation over $3,000. The exceptions
specified in section 165 (a) (5) are not
an exclusive enumeration, but a recital
of provisions frequently encountered
which will not 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 with-
in 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 remuneration
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 dis-
criminatory because of such exclusion or
difference, provided the total benefits
resulting under the plan and under such
law establish an integrated and corre-
lated retirement system 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 provision in the
plan which will preclude such termina-
tion from effecting the prohibited dis-
criminations. This may occur where, for
example, certain officers or highly com-
pensated employees are at the inception
of the plan within a few years of retire-
ment age and the operation of the plan
will fund and vest their benefits in a
short period, thus resulting in such dis-
crimination in favor of such officers or
highly compensated employees.
fRegs. 111, 8 P. R. 15002, as amended by T. D.
5422, 9 P'. R. 146691

§ 29.165-5 Effect of amendments to
section 165 (a) on old and new stock
bonus, pension, profit-sharing, and an-
nuity plans. (a) Section 162 (d) of the
Revenue Act of 1942 (set forth imme-
diately preceding § 29.165-1) makes the
requirements of section 165 (a) (3), (4),
(5), and (6) inapplicable for taxable
years beginning prior to January 1, 1943,
in the case of a stock bonus, pension,
profit-sharing, or annuity plan in effect
on or before September 1, 1942. In such
cases, for such taxable years a trust will
be exempt if it complies with section 165
(a) (1) and (2), except that for taxable
years beginning prior to January 1, 1940,
it need not comply with section 165 (a)
(2). The provisions of 26 CFR, 1938 ed.,
Supps., 19.165-1 (Regulations 103) are
applicable in such a case to a taxable
year beginning after December 31, 1941,
and prior to January 1, 1943. A plan
which requires the use of a trust is not
in effect as of September 1, 1942, if there
was no valid trust in existence at that
time. A plan requiring the purchase of.
an annuity or insurance contract or con-
tracts is not in effect as of September 1,
1942, if there is no such contract or con-
tracts in effect at that time.

(b) In the case of a plan in effect on or
before September 1, 1942, the plan will
be considered as satisfying the require-
ments of section 165 (a) (3), (4), (5),
and (6) for the period beginning with the
beginning of the first taxable year fol-
lowing Deeember 31, 1942, and ending
June 30, 1945, if the provisions of the plan
satisfy such requirements by June 30,
1945, and if by that time all provisions
of such plan which are necessary to sat-
isfy such requirements are in effect and
have been made effective for all purposes
with respect to the portion of such period
after December 31, 1943. Thus, if an
employer having such a plan in effect
makes a return on the basis of the calen-
dar year, he will have until June 30, 1945,
to amend his plan so as to make it sat-
isfy the requirements of section 165 (a)
(3), (4), (5), and (6) for the calendar
years 1943 and 1944 provided that by
June 30, 1945, all provisions of such plan
necessary to satisfy such requirements
are in effect and have been made retro-
active for all purposes to January 1, 1944.
If the employer is on a fiscal year basis,
for example February 1 to January 31,
he will have until June 30, 1945, to amend
his plan so as to make it satisfy the re-
quirements of section 165 (a) (3), (4),
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(5), and (6) for the fiscal years begin-
ning February 1, 1943, and ending Janu-
ary 31, 1944, and beginning February 1,
1944, and ending January 31, 1945, pro-
vided that by June 30, 1945, all provi-
sions of such plan necessary to satisfy
such requirements are in effect and have
been made retroactive for all purposes
to January 1, 1944.

(c) In the case of a plan put into effect
after September 1, 1942, and prior to
January 1, 1945, the plan will be con-
sidered 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 end-
ing with June 30, 1945, if all provisions
of the plan which are necessary 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 portion of such period after Decem-
ber 31, 1943. Thus, if an employer in
1943 adopts such a plan effective as of
January 1, 1943, and makes a return on
the basis of the calendar year he will
have until June 30, 1945, to amend his
plan so as to make it satisfy the require-
ments of section 165 (a) (3), (4), (5),
and (6) for the calendar years 1943 and
1944, provided that by June 30, 1945, all
provisions of such plan necessary to sat-
isfy such requirements are in effect and
have been made retroactive for all pur-
poses to January 1, 1944. If the em-
ployer is on a fiscal year basis, for ex-
ample, July 1 to June 30, and in 1943
adopts such a plan effective as of July 1,
1943, he will have until June 30, 1945,
to amend his plan so as to make it sat-
isfy the requirements of section 165 (a)
(3), (4), (5), and (6) for the fiscal years
beginning July 1, 1943, and ending June
30, 1944, and beginning July 1, 1944, and
ending June 30, 1945: Provided, That by
June 30, 1945, all provisions of such plan
necessary to satisfy such requirements
are In effect and have been made retro-
active for all purposes to January 1,
1944.

(d) In the case of a plan put into effect
after December 31, 1944, the plan will be
considered as satisfying the require-
ments 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 month following the close of the
taxable year of the employer in which
the plan was put in effect, if all provi-
sions of the plan which are necessary to
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satisfy such requirements are in effect
by the end of such period and have been
made effective for all purposes with re-
spect to the whole of such period. Thus
If an employer in 1945 adopts such a plan
effective as of January 1, 1945, and makes
a return on the basis of the calendar
year, he will have until March 15, 1946, 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
1945: Provided, That by March 15, 1945,
all provisions of such plan necessary to
satisfy such requirements are in effect
and have been made retroactive for all
purposes to January 1, 1945, the effec-
tive date of the plan. If an employer is
on a fiscal year basis, for example April
1 to March 31, and in 1945 adopts such a
plan effective as of April 1, 1945, he will
have until June 15, 1946, to amend his
plan so as to make it satisfy the require-
ments of section 165 (a) (3), (4), (5),
and (6) for the fiscal year beginning
April 1, 1945, and ending March 31, 1946:
Provided, That by June 15, 1946, all pro-
visions of such plan necessary to satisfy
such requirements are in effect and have
been made retroactive for all purposes
to April 1, 1945, the effective date of the
plan.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5436, 10 F. R. 1474]

§ 29.165-6 Taxability of beneficiary
under a trust which meets the require-
ments of section 165 (a). (a) Section
165 (b) and (c) 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 re-
quired to include such contributions in
his income except In the year or years in
which such contributions are distributed
or made available to him. It Is imma-
terial in the case of contributions to an
exempt trust whether the employee's
rights In the contributions to the trust
are forfeitable or nonforfeitable 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 pro-
vided in section 22 (b) (2). The provi-
sions of section 165 (b) relate only to
distributions by a trust which is exempt
under section 165 (a) for the taxable
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year of the trust in which the distribu-
tion is made. If a trust is exempt for
the taxable 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 allocated to employer's contri-
butions or earnings of the trust previ-
ously accounted for as taxable income by
the employee or to earnings of the trust
previously accounted for as taxable in-
come by the trust. Where the distribu-
tion occurs in a taxable year of the trust
for which it Is not exempt under section
165 (a), the taxability of such distribu-
tion will depend on the taxable status of
the trust under other provisions 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 connection with any
distribution.

(b) If a trust exempt under section
165 (a) purchases an annuity contract
for an employee and distributes it to the
employee 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.

(c) If pension or annuity payments
are continued after the death of a re-
tired 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 protec-
tion will constitute income to the em-
ployee 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
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excess will be considered current life in-
surance protection. The cost of such
insurance 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). The determination of the cost of
life insurance protection may be illus-
trated by the following example:

Example: A policy is purchased by an em-
ployer for an employee 35 years of age, pro-
viding 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 insurance pay-
able 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. Assuming that
the 1-year term premium for the same in-
surance company is $12.15 per $1,000, the pre-
mium for $10,000 of life insurance 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 is the amount contributed
for the annuity, which is not taxable to the
employee 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 re-
ported 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 included in the
income of the beneficiary when received, and
is not excluded from Income under section
22 (b) (1).

(d) 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
employee's separation from the service,
the amount of such distribution, to the
extent it exceeds the amount contributed
by the employee, shall be considered a
gain from the sale or exchange of a capi-
tal 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 tax-
able year of the trust for which it is ex-
empt to the employee in the year in which
he retires or severs his connection with
his employer, or to his widow If he dies
during the course of his employment, the
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amount received by the employee or wid-
ow 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 taken into account to the extent pro-
vided in section 117 (b). As to adjust-
ments if the trust was not exempt for
one or more taxable years prior to the
year of distribution, see paragraph (a)
of this section.

§ 29.165-7 Treatment of beneficiary
of a trust not exempt under section 165
(a). Any contribution made by an em-
ployer on behalf of an employee to a
trust during a taxable year of the em-
ployer which ends within or with a tax-
able year of the trust for which the
trust is not exempt under section 165
(a), shall be included in income of the
employee for his taxable year during
which the contribution is made if the
employee's beneficial interest in the con-
tribution is nonforfeitable at the time
the contribution is made. An em-
ployee's beneficial interest in the con-
tribution is nonforfeltable 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 pen-
sion plan, an employee upon termina-
tion of his services prior to the retire-
ment date, whether voluntarily or in-
voluntarily, is entitled to a deferred an-
nuity contract to be purchased with the
employer's contributions made on his be-
half, or is entitled to annuity payments
which the trustee is obligated to make
under the terms of the trust instrument
based on the contributions made by the
employer on his behalf, the employee's
beneficial interest in such contributions
'is nonforfeitable. On the other hand,
if, under the terms of a pension plan, an
employee will lose the right to any an-
nuity 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 con-
tributions made by the employer on his
behalf forfeitable. If the employer's

contributions have been irrevocably ap-
plied to purchase an annuity contract
for the employee, or if the trustee is obli-
gated 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5600, 13 F. R. 577]

§ 29.166-1 Trusts with respect to the
corpus of which the grantor is regarded
as remaining in substance the owner;
taxable years beginning prior to Jan-
uary 1, 1946.-(a) Scope. If the grantor
of a trust is regarded, within the mean-
ing of the Internal Revenue Code, as re-
maining in substance the owner of the
corpus thereof, the income therefrom is
not taxable in accordance with the pro-
visions of sections 161, 162, and 163 but
remains attributable and taxable to the
grantor, except as provided in sections
22 (k) and 171. This section deals with
the taxation of such income. As used
in this section, the term "corpus" means
any part or the whole of the property,
real or personal, constituting the subject
matter of the trust.

(b) Test o taxability to grantor. (1)
Section 166 defines with particularity in-
stances in which the grantor is regarded
as in substance the owner of the corpus
by reason of the fact that he has retained
power to revest the corpus in himself.
For the purposes of this section the
grantor is deemed to have retained 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
interest, 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
of:

(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;

(ii) 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
specified event;
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(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, deter-
minable, 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 in both;

(v) When the trust was created.
(2) But the provisions of section 166

are not to be regarded as excluding from
taxation to the grantor the income or
other trusts, not specified therein, in
which the grantor is, for the purposes of
the Internal Revenue Code, similarly re-
garded as remaining in substance the
owner of the corpus. The grantor is re-
garded as in substance the owner of the
corpus, if, in view of the essential nature
and purpose of the trust, it is apparent
that the grantor has failed to part per-
manently and definitively with the sub-
stantial incidents of ownership in the
corpus.

(3) In determining whether the
grantor is in substance the owner of the
corpus, the Internal Revenue Code has its
own standard, which is a substantial one,
dependent neither on the niceties of the
particular conveyancing device used nor
on the technical description which the
law of property gives to the estate or in-
terest transferred to the trustees or bene-
ficiaries of the trust. In that deter-
mination, among the material factors
are: The fact that the corpus is to be
returned to the grantor after a specific
term; the fact that the corpus is or may
be administered in the interest of the
grantor; the fact that the anticipated
income is being appropriated in advance
for the customary expenditures of the
grantor or those which he would ordi-
narily and naturally make; and any other
circumstance bearing on the imper-
manence and indefiniteness with which
the grantor has parted with the substan-
tial incidents of ownership in the corpus.

(4) Thus, the grantor is regarded as
being In substance the owner of the
corpus if, in any case, the trust amounts
to no more than an arrangement whereby
the grantor, in the ordering of his affairs,
finds it expedient to entrust for a period
the title to, and custody or management
of certain of his property to a trustee,
the income from such property to be

used by the trustee during such period
to make those expenditures which the
grantor would customarily or ordinarily
or naturally make and to which the
grantor chooses to commit himself in
advance, while the corpus is to be held
intact, for return in due course to the
grantor. In such a case, it is immaterial
that, at the time of the creation of the
trust, an irrevocable disposition or con-
summated gift was made of those prop-
erty rights which consist of the right to
the expected future income of the corpus
for the specified period. On the other
hand, if the grantor, incident to a defin-
Itive and permanent disposition of cer-
tain of his property, creates the trust in
order to conserve the property, not for
himself but for the donees, who will ulti-
mately enjoy it, the provisions of sec-
tions 161, 162, and 163 are applicable.

Example. A grantor is regarded as remain-
ing in substance the owner of the corpus of
the trust, if he has placed it in trust for his
son, John.

(A) For the term of three years, at the end
of which time the trust might be extended
for a like period at the option of the grantor
and successively thereafter, but in the ab-
sence of such an extension the title is once
more to revest in the grantor in possession
and enjoyment; or

(B) For the term of a year and a day, then
to be distributed to whomsoever the wife of
the grantor shall by deed appoint (the wife
not having a substantial adverse interest in
the disposition of the corpus or the income
therefrom); or

(C) For the term of the grantor's life, then
to be distributed to John, the grantor re-
serving, however, the right to alter, amend,
or revoke any provision of the trust instru-
ment, upon notice of a year and a day.

In these typical cases the grantor is re-
garded as having retained the substan-
tial incidents of ownership with respect
to the income-producing property since
the corpus will or may once more revest.
in himself in (A) upon the expiration of
the trust period if the grantor does not
exercise his option to extend the trust,
in (B) upon the designation of the
grantor as distributee, by a person not
substantially and adversely interested,
and in (C) upon the revocation of the
trust instrument or an alteration or
amendment thereof, resulting in the des-
ignation of the grantor as distributee.

(5) If, however, the grantor strips him-
self of the substantial incidents or attri-
butes of ownership in the corpus retained
by him so that he ceases to be regarded
as in substance the owner of the corpus,
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the income thereof realized after the
effective date of such divesting is not
taxable to the grantor but Is taxable as
provided in sections 161, 162, and 163.

(6) 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 therefrom.
If the power to revest title In the grantor
Is vested in him in conjunction with such
person, or Is vested solely In such per-
son, there Is to be excluded In computing
the net Income of the grantor only he
income of such part.

(c) Income and deductions. If the
grantor is regarded as remaining In sub-
stance the owner of the corpus, except as
provided in sections 22 (k), 23 (u), and
171, the gross income of such corpus shall
be Included In the gross income of the
grantor, and he shall be allowed those
deductions with respect to the corpus as
he would have been entitled to had the
trust not been created.
[Begs. 111, 8 F. R. 15002, as amended by T. D.
5488, 11 F. R. 671

CRoss REFERENCE: For statement of policy
regarding extent of application of this sec-
tion, relating to taxability of income of cer-
tain trusts, see note to § 29.22 (a)-21.

§ 29.166-2 Trusts with power to re-
vest corpus in the grantor; taxable years
beginning after December 31, 1945-(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-
from, 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 taxable to
the grantor, except as provided in sec-
tions 22 (k) and 171. This section deals
with the taxation of such income. As
used in this section the term "corpus"
means any part or the whole of the prop-
erty, real or personal, constituting the
subject-matter of the trust.

(2) For rules applicable to trusts the
income of which Is taxable to the grantor
under section 22 (a) because the grantor
has retained a control of the trust so
complete that he is still in practical ef-
fect the owner of its Income, see § 29.22
(a)-21.

(3) For rules applicable to trusts the
income of which Is taxable under section

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 himself, see
§ 29.22 (a)-22.

(b) Test of taxability to grantor. (1)
Section 166 provides for taxability of in-
come to the grantor by reason of the fact
that he has retained power to revest the
corpus in himself. For the purposes of
this section the grantor is deemed to have
retained 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 interest, 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 provided In sec-
tion 22 (k) or 171) regardless of:

(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;

(ii) 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;

(ii) The time at which the title to the
corpus will revest in the grantor in pos-
session and enjoyment, whether such
time is within the taxable year or not, or
whether such time be fixed, determinable,
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 in 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 therefrom.
If the power to revest title in the grantor
is vested in him in conjunction with such
person, or is vested solely in such per-
son, there is to be excluded in comput-
ing 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
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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.
[T. D. 5488, 11 F. R. 67]

CROSS REFERENCE: For statement of policy
regarding extent of application of this sec-
tion, relating to taxability of income of cer-
tain trusts see note to § 29.22 (a) -21.

§ 29.167-1 Trusts in the income of
which the grantor retains an interest-
(a) Scope. Section 167 prescribes that
the income, or any part of the income,
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 because
of his retention of a certain interest in
the income of the trust. This section
deals with the taxation of such income.
The term "income", as used in this sec-
tion, means any part of the whole of the
income of the trust.

(b) Test 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 himself, permanently and
definitively, of every right which might,
by any possibility, enable him to have
such income, at some time, distributed
to him, either actually or constructively.
Such a distribution to the grantor occurs
within the meaning of section 167 if the
income is paid to him or to another (ex-
cept a wife to whom such income is tax-
able 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 provided
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 inter-
est 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 (k), 167 (c), or 171)
regardless of:

(i) Whether it may be distributed cur-
rently or accumulated for future distri-
bution;

(ii) Whether such distribution, either
current or subject to accumulation, is
fixed by the trust instrument or is de-
pendent on an exercise of discretion;

(iii) Whether, if such distribution is
in any way affected by or dependent on
an exercise of discretion, the person ex-
ercising the discretion is the grantor or
a person not having a substantial in-
terest 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 conditioned on
the precedent giving of notice, or on the
elapsing of an interval of time, or on the
happening of a specified event, or other-
wise;

(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 re-
tained an interest in the income there-
from 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
regarded as excluding from taxation to
the grantor the income of other trusts,
not specified therein, in which the
grantor is, for the purpose of the In-
ternal Revenue Code, similarly regarded
as remaining in substance the owner of
the trust income. See § 29.22 (a)-21.

(5) If the grantor strips himself per-
manently and definitely 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, such income
shall be included in the gross income of
the grantor, and he shall be allowed those
deductions with respect to such income
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as he would have been entitled to had
such income been distributable currently
to him.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5392, 9 F. R. 8008, T. D. 5488, 11 F. R. 68.1

CROSS REFmENCE: For statement of policy
regarding extent of application of this sec-
tion, relating to taxability of income of cer-
tain trusts, see note to § 29.22 (a)-21.

§ 29.167-2 Discretionary t r u s t s for
maintenance or support of certain bene-
ficiaries. (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 merely because such
income, in the discretion of another per-
son, the trustee, or the grantor acting as
trustee or cotrustee, may be applied or
distributed for the support or mainte-
nance 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 actually 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 purposes 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 substantial adverse
interest, be applied in discharge 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 interest, be applied
in the payment of the 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 dis-
cretion 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 § 29.22
(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 dis-
tributed for support or maintenance of
beneficiaries whom the grantor is legally
obligated to support are paid out of cor-
pus or out of other than income for the
taxable year such amounts are to be con-
sidered paid out of income to the extent
of the income of the trust for such tax-
able 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 ob-
ligated 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 trustee's discretion, of
any part 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 premiums,
and $6,000 is applied for the support of
the minor daughter. The grantor is tax-
able under section 167 (c) with respect to
$2,000 of the sum applied to the support
of the daughter, whether paid out of in-
come or out of principal ($12,000 less
$7,000 paid, credited or distributed under
section 162, and less $3,000 taxable to the
grantor under section 167 (a) (3)).

(g) Section 167 (c) is applicable with
respect to taxable years beginning after
December 31, 1942, unless a taxable year
of the trust beginning in 1942 ends with-
in a taxable year of the grantor beginning
in 1943, in which case the section shall
not be applicable to such taxable year
of the grantor except as provided in
§ 29.167-3. Thus, if the returns of the
trust are made on the basis of a fiscal
year ending June 30, and the grantor's
returns are made on the calendar year
basis, section 167 (c) will be effective
with respect to the trust commencing
with its fiscal year beginning July 1, 1943.
Since the grantor's return for the calen-
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dar year 1943 includes the income of
the trust's fiscal year beginning on July
1, 1942, and ending on June 30, 1943, the
amendments will first be applicable with
respect to the grantor to his calendar
year 1944.

(h) If section 167 (c) is not invoked
retroactively by the filing of consents, as
provided in § 29.167-3, the grantor must
include in his tax returns for taxable
years beginning prior to January 1, 1943,
and for a taxable year beginning in 1943
in a case described in the next preceding
paragraph all the income of the trust
which, in the discretion of persons lack-
ing a substantial adverse interest, could
be applied for the support or mainte-
nance of beneficiaries whom the grantor
was legally obligated to support, regard-
less of whether the income was so ap-
plied. The grantor, however, is not tax-
able on such unapplied income of the
trust for those taxable years covered by
any agreement entered into with the
Commissioner pursuant to the provisions
of I. T. 3609, Internal Revenue Bulletin
1943-10, p. 40.
[T. D. 5392, 9 F. R. 8008, as amended by T. D.
5488, 11 F. H. 68]

CRoss RErEcE: For statement of policy
regarding extent of application of this sec-
tion, relating to taxability of income of cer-
tain trusts, see note to § 29.22 (a)-21.

§ 29.167-3 Retroactive application of
section 167 (c). (a) Except for taxable
years of the grantor for which allowance
of credit or refund for any overpayment
of tax by the grantor is barred by section
3760 of the Internal Revenue Code or a
corresponding provision of prior law, re-
lating to closing agreements, or section
3761 of the Internal Revenue Code or a
corresponding provision of prior law, re-
lating to compromises, the grantor may
elect to have section 167 (c) applied
retroactively upon the proper filing of
consents for any taxable period of the
grantor notwithstanding any other pro-
vision of the revenue laws or any rule
of law, such as a prior judicial deter-
mination of the tax for the taxable pe-
riod of the grantor. The election to
have the section so applied is made by
filing in duplicate with the Commissioner
of Internal Revenue at Washington, D.C.,
written consents to the payment of all
taxes under chapter 1 of the Internal
Revenue Code or under the correspond-
ing provisions of prior revenue laws
which would have been paid for the tax-
able years covered by the consents if sec-

tion 167 (c) had been a part of the
revenue laws applicable to such taxable
years.

(b) Such consents must be filed on or
before whichever of the following dates is
the later: (1) January 1, 1945, or (2)
six months after the due date of the re-
turn of the grantor for his last taxable
year to which section 167 (c) is not ap-
plicable unless the required consents are
filed. Such consents must be executed
by the fiduciary of the trust and all bene-
ficiaries who would have been taxable
on any income of the trust if the provi-
sions of section 167 (c) had been a part
of the revenue laws applicable to the
years for which the consents are filed.
If any person required to sign a consent
Is not in existence or is under legal dis-
ability, the consent must be signed by his
legal representative. Amended returns
shall accompany the consents when filed
and the payment of any tax shown by
such returns to be due shall be made at
that time. There shall also be filed with
the consents a statement by the fidu-
ciary and each beneficiary, to the extent
such parties may be entitled to refund or
credit by reason of the taxability of the
trust income to the grantor under the
rule of Helvering v. R. Douglas Stuart
(317 U. S. 154), whereby they agree not
to file or prosecute any claim for refund
or credit based upon such ground and
a statement by the grantor agreeing
to indemnify the Commissioner with re-
spect to any such refund or credit. The
Commissioner may grant a reasonable ex-
tension of time for the making of the
election, if request for such extension is
filed with the Commissioner prior to the
date heretofore fixed for the filing of the
consent or within a reasonable time
thereafter, and a showing is made to his
satisfaction that unusual circumstances
exist, such as a case involving taxation
of the grantor under the rule of Helver-
ing v. Clifford, 309 U. S. 331, and that the
granting of the extension will not jeop-
ardize the interests of the Government.

(c) Consents filed must be applicable
to all taxable years of the trust or benefi-
ciaries corresponding to those taxable
years of the grantor for which the
grantor requests retroactive application
of section 167 (c). Such consents must
also be applicable to all other taxable
years of the trust or beneficiaries for
which the filing of a claim for credit or
refund by the trust or beneficiaries is not
barred by any provision or rule of law or

Page 570

§ 29.167-3

HeinOnline --  CFR, 1949 570 1949



Chapter I-Bureau of Internal Revenue

with respect to which the allowance of a
credit or refund to the trust or benefi-
ciaries without the filing of a claim is not
so barred.

(d) The period of limitations on mak-
ing of assessments and the beginning of
distraint or a proceeding in court for
collection shall with respect to any defi-
ciency resulting from the filing of con-
sents include one year immediately after
the filing of the consents and such as-
sessment and collection may be made
notwithstanding any provision of the
internal revenue laws or any rule of law
(such as a prior judicial determination
of the tax for the taxable period of the
person signing the consent) which would
otherwise prevent such assessment and
collection.

(e) The period within which claim for
credit or refund may be filed, or credit
or refund allowed or made if no claim
is filed, with respect to any overpayment
by the grantor resulting from the con-
sents, shall include one year immediately
after the date of the filing of the con-
sents, and credit or refund may be al-
lowed or made notwithstanding any pro-
vision or rule of law (other than section
134 (b) of the Revenue Act of 1943, sec-
tions 3760 and 3761 of the Internal Rev-
enue Code or corresponding provisions of
prior laws) which would otherwise pre-
vent such credit or refund.

(f) No interest shall be allowed or paid
on any overpayment or assessed on any
deficiency resulting from the filing of the
consents.

(g) The acceptance by the Commis-
sioner of the filing of consents, and of any
payment of tax accompanying the con-
sents, shall not preclude the Commis-
sioner from asserting that the grantor is
taxable on income of the trust for the
taxable years involved under some pro-
vision of law other than section 167 (c).

(h) Regulations 103 (26 CFR, 1938 ed.,
Supps., Part 19) and prior income tax
regulations are amended by incorporat-
ing therein the provision3 of §§ 29.167-2
and 29.167-3 to the extent necessary to
accord with section 134 of the Revenue
Act of 1943 as applicable to years begin-
ning prior to January 1, 1942.
IT. D. 5392, 9 F. R. 8008]

§ 29.169-1 Common trust fund de-
fined. (a) Under section 169 two condi-
tions must be satisfied by a fund main-
tained by a bank (as defined in section
104) before such fund may be designated

819592-49- 38

as a "common trust fund." These con-
ditions are that such fund must be main-
tained 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,
declaration of trust, or order of court,
(ii) as an executor of the will of, or as
an administrator of the estate of, a de-
ceased person, or (iii) as a guardian (by
whatever name known under local law)
of the estate of an infant, of an incompe-
tent individual or of an absent individ-
ual; 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. (See 12 CFR, and 1943
Cum. Supp., 206.10 (c), 206.17 (a) to
206.17 (c).)

(b) Except as otherwise provided in
this section and §§ 29.169-2 to 29.169-5,
the term "participant" refers to any
trust or estate, the moneys of which
have been contributed to the common
trust fund.

§ 29.169-2 Income of participants in
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
six months, computed as provided in
§ 29.169-3, 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
§ 29.169-3, 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
ordinary net income or the ordinary net
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loss of the common trust fund, com-
puted as provided in § 29.169-3.

(b) Each participant's proportionate
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 amortiz-
able bond premium, see § 29.125-9.) 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) 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 ordinary net loss,
the partially exempt interest, and the tax
withheld at the source shall be deter-
mined in accordance with the method of
accounting adopted by the bank In ac-
cordance with the written plan under
which the common trust fund Is estab-
lished and administered, provided such
method clearly reflects the income of
each participant.

(1) 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 participants
in such items are then to be determined.
The provisions of this paragraph may be
illustrated by the following example:

Example. The plan of a common trust
fund provides for quarterly valuation dates
and for the computation and the distribution
of the income upon a quarterly basis, except
that there shall be no distribution of capital
gains. The participants are as follows:
Trusts A, B. C, and D for the first quarter;
Trusts A, B, C, and E for the second quarter;
and Trusts A, B, F, and G for the third and
fourth quarters, the participants having
equal participating interests. As computed
upon the quarterly basis, the ordinary net
income, the short-term capital gain, and the
long-term capital loss for the taxable year
were as follows:
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First Second Third Fourth
quar- quar- quar- quar- Total
tar ter ter ter

Ordinary net in-
come ----------- $200 $300 $200 $400 $1, 100

Short-term capital
gain -------------- 200 100 200 100 600

Long-term capital
loss ------------- 100 200 100 200 600

The participants' shares
income are as follows:

of ordinary net

PARTICIPANTS' SHARES OF ORDINARY NET INCOME

Participant

A ------------
B ------------
C ------------
D ------------
E
F
(a.........

Total..

First
quarter

$50
50
50
0

200

Second
quartet

$75
75
75

75

30

Third
quarter

$50
50

50
50

200

Fourth
quartet

$100
100

100

100

400

Total

$275
Z05
125
50
5

150
150

1,100

The participants' shares of the short-term
capital gain are as follows:

PARTICIPANTS' SHARES OF SHORT-TERAI CAPITAL GAIN

Participant First Second Third Fourth Totalquarter quarter quarter quarter

A ---------- $50 $25 $50 $25 $150
B ------------ 50 25 50 25 150
C ------------ 50 25 ----------------- 75
D ------------ 50 ------------------------ 50
E -------------------- 25 ---------------- 25
F --- 5 25 76
O-50 25 75

Total - 200 100 200 100 600

The participants' shares of the long-term
capital loss are as follows:

PARTICIPANTS' SHARES OF LONG-TERM CAPITAL Loss

Participant First Second Third Fourth Totalquarter quarter quarter quarter

A ------------ $25 $50 $25 $50 $150
B ------------ 25 50 25 50 150
C ------------ 25 50 ----------------- 75
D ------------ 25 ------.----------------- 25
E ------------ ------- 0 -------- -------- 50
F --------------------------- 25 50 75
G -------------------------- 25 50 75

Total ------ 100 200 100 200 600

(2) If in the above example the com-
mon trust fund also had short-term

capital losses and long-term capital
gains, 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.
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(d) The provisions of sections 161,
162, 166, and 167 are applicable in deter-
mining 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 grantor of the participant.

§ 29.169-3 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 un-
der section 23 (o) for charitable con-
tributions.

(b) The gains and losses from sales or
exchanges of capital assets of the com-
mon trust fund are required to be segre-
gated. A common trust fund is not
allowed the benefit of the capital loss
carry-over provided 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 ex-
cluding gains and losses from sales or
exchanges of capital assets.

§ 29.169-4 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 participant,
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 unaf-
fected by such an admission or with-
drawal. If a participant withdraws the
whole or any part of its participating in-
terest from the common trust fund, such
withdrawal shall be treated as a sale or
exchange by the participant of the par-
ticipating Interest or portion thereof
which is so withdrawn. A participant is
not deemed to have withdrawn any part
of its participating interest in the com-
mon trust fund so as to have completed
a closed transaction by reason of the seg-
regation and administration of an invest-
ment of the fund, pursuant to the provi-
sions of 12 CFR 206.17 (c) (7), for the
benefit of all the then participants in the
common trust fund. Such segregated in-
vestment 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
segregation, and any income or loss aris-

ing from its administration and liquida-
tion shall constitute income or loss to the
common trust fund apportionable among
the participants for whose benefit the in-
vestment 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 meas-
ured by the difference between the
amount received upon such withdrawal
and the basis of the participating inter-
est or portion thereof withdrawn (with
proper adjustments as provided in sec-
tion 113 (b) to the date of withdrawal)
plus the additions prescribed in para-
graph (c) of this section and minus the
reductions prescribed in paragraph (d)
of this section. The amount received 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 portion thereof
withdrawn shall be the money contrib-
uted by the participant to the common
trust fund to acquire the participating
interest or portion thereof withdrawn.
Such basis shall not be reduced on ac-
count of the segregation of any invest-
ment in the common trust fund pursuant
to the provisions of 12 CFR 206.17 (c)
(7). For the purpose of making the
adjustments, additions, and reductions
with respect to basis as prescribed in this
paragraph, 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 pur-
suant 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
portion thereof, there shall be added to
the basis of the participating interest or
portion thereof withdrawn an amount
equal to the aggregate of the following
items, to the extent that they were prop-
erly allocaed to the participant for a tax-
able 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
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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 partici-
pating interest or portion thereof with-
drawn shall be reduced by such portions
of the following items as were allocable
to the participant with respect to the
participating interest or portion hereof
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 December
31, 1935, and prior to 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-
ning after December 31, 1937.

§ 29.169-5 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 § 29.161-1 to
29.172-1 and the instructions on the form
or issued therewith. The return of a
common trust fund shall state specifi-
cally with respect to the fund the items
of gross income and the deductions al-
lowed under chapter 1, and shall include
each participant's name and address, the
ordinary net income or loss, and its pro-
portionate share of gains and losses from
sales or exchanges of capital assets. See
§ 29.169-2. 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. Each
such return shall be sworn to in the same
manner as the return filed by the bank
under section 52.

§ 29.170-1 Net operating loss deduc-
tion in the case of estates, trusts, and
common trust junds-(a) Estates 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 computation 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 attributable
to the grantor under section 166 and
§ 29.166-1 (c).

(3) An estate or trust shall not, for
the purposes of section 122, avail itself
of the deductions allowed by section 162.

(b) Common trust funds. The net
operating loss deduction is not allowed
to a common trust fund. Each partici-
pant in a common trust fund, however,
will be allowed the benefits of such de-
duction. 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
§ 29.189-1 in the case of partners.

§ 29.171-1 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 between spouses who are divorced or
legally separated under a court order or
decree. In such cases, the spouse ac-
tually entitled to receive payments from
the trust is considered the beneficiary
rather than the spouse in discharge of
whose obligation such payments are
made. For convenience, the beneficiary
spouse will hereafter in this section and
in § 29.171-2 be referred to as the "wife"
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and the obligor spouse from whom she is
divorced or legally separated as the "hus-
band." (See section 3797 (a) (17).)
Thus, under section 171 (a) income of

a trust:
(1) 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 (k) 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 cre-
ated before the divorce or separation and
not in contemplation of it, while section
22 (k) applies only if the creation of the
trust or payments by a previously cre-
ated trust are in discharge of a legal
obligation Imposed upon or assumed by
the husband (or made specific) under the
court decree or an Instrument incident
to the divorce or legal separation. 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, in 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. Sec-
tion 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 W 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, does not ask for any provision
for her support and none is ordered by the
court; the court, however, has Jurisdiction
under the law of the State to order at any
time prior to an absolute divorce that pro-
vision 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 Includible in
her income and Is deductible by the trust.
No part thereof is includible In H's income
or deductible by him.

Example (2). H transfer property in trust
for the benefit of W, retaining the power to
revoke the trust at any time. H, however,
promises that if he revokes the trust he will
transfer to W property in the value of
$100,000. The transfer in trust and the agree-
ment were not incident to divorce, but some
years later W divorces H. The court decree
is silent as to alimony and the trust. After
the divorce, income of the trust which be-
comes 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 to W, 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 instru-
ment 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 the husband. The
statute prescribes the treatment in cases
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 orig-
inally specified amount of trust income,
such trust income is considered payable
for support of such minor children. This
rule is similar to that provided in the
case of periodic payments under section
22 (k). See § 29.22 (k)-1 (d).
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§ 29.171-2 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 (k) who is entitled
to receive payments attributable to prop-
erty in trust is considered a beneficiary of
the trust, whether or not the payments
are made for the benefit of the husband
in discharge of his obligations.

(b) A periodic payment includible in
the wife's gross income under section 22
(W) 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 under sections
162 and 164. Assume, for example, in a
case in which both the wife and the trust
file income tax returns 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 pos-
sible and, if not, out of corpus) pursuant
to the terms of a divorce decree. Of the
$5,000 distributable on December 31,
1942, $4,000 is payable out of income and
$1,000 out of corpus. The actual dis-
tribution is made in 1943. Although the
periodic payment is received by the wife
in 1943, since under sections 162 and 164
the $4,000 income distributable on De-
cember 31, 1942, is to be included in the
wife's income for 1942, the $1,000 pay-
ment out of corpus is to be included in
her income for 1942.

§ 29.172-1 Amortization of emergency
facility of estate or trust. In the case
of an emergency facility, as defined in
section 124 (e), acquired or completed
by an estate or trust after December 31,
1939, such estate or trust is entitled to
take amortization deductions with re-
spect thereto in the same manner and to
the same extent as in the case of an in-
diyidual. See section 23 (t) and section
124 and the regulations thereunder. The
principles governing the apportionment
of depreciation in the case of property
held in trust are applicable with respect
to the amortization of an emergency fa-
cility of an estate or trust. See § 29.23
(1)-1.

PARTNERSHIPS

§ 29.181-1 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 defini-
tion of what the term "partnership" in-
cludes, see section 3797 (a) (2).

§ 29.182-1 Distributive share 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 provided
in section 183 (b).

(b) If separate returns are made by
the husband and wife domiciled in a
community property State, and the hus-
band only is a member of a partnership,
the part of his distributive share of gains
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.

§ 29.183-1 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 seg-
gregate its gains and losses from sales or
exchanges of capital assets. A partner-
ship 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 in-
come over the deductions, or (2) an ordi-
nary 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 partner-
ship is denied the so-called charitable
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contribution deduction allowed by sec-
tion 23 (o), but each partner is consid-
ered as having made payment, within
his taxable year, of his distributive por-
tion 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 partner-
ship as a deduction if section 183 (c) had
not been enacted. Payments made to a
partner for services rendered and for in-
terest on capital contributions are not
deductible in computing the net income
of the partnership, such payments be-
ing held to represent a division of part-
nership profits.

§ 29.184-1 Credits allowed partners.
The credits against net income provided
in section 25 are not applicable to part-
nerships as such. An individual partner,
however, is entitled for the purpose of
the normal tax to a credit against his net
income, in addition to the credits allowed
to him under section 25, of his propor-
tionate share of such amounts (not in
excess of the net income of the partner-
ship) of interest specified in section 25
(a) as are received by the partnership.
There shall be included in the return
of the partnership a statement of the
amounts of such interest and the pro-
portionate share thereof of each partner.
(For reduction of credit for such interest
on account of amortizable bond premium,
see § 29.125-9.)

§ 29.185-1 Earned income credit of
partners. (a) For the purpose of com-
puting the earned income credit for a
taxable year beginning before January 1,
1944, against net income, a member of a
partnership is entitled to treat a proper
part of his distributive share of the part-
nership net income as earned income.
Such part cannot exceed a reasonable
allowance as compensation for personal
services actually rendered by the partner
in connection with the partnership busi-
ness. In the case of a partnership which
is engaged in a trade or business in which
capital is a material income-producing
factor and in the trade or business of
which the partner renders personal serv-
ices which are material to the earning of
the partnership income, the earned in-
come of the partner from the partnership
is a reasonable allowance as compensa-
tion for the personal services actually
rendered by him, but not In excess of 20
percent of his share of the net profits of
the partnership (computed without de-
duction for so-called salaries to mem-

bers). In such a case, if reasonable com-
pensation is less than 20 percent of the
partner's share of the net profits, the
earned income is the full amount of the
reasonable compensation, but, if reason-
able compensation is more than 20 per-
cent of the partner's share of the net
profits, then the earned income is 20 per-
cent of the partner's share of such profits.

(b) There must be included in the re-
turn of the partnership a statement
showing the names of the members and
the amount (determined in accordance
with paragraph (a) of this section) of
each partner's distributive share of the
partnership net income which consists of
earned income.

Example. A partnership composed of A, B,
and C is engaged in the retail men's clothing
business. Each partner is entitled to one-
third of the net profits, after dqduction of so-
called salaries to members. A devotes most
of his time to the business and is paid a sal-
ary of $10,000. B devotes half of his time to
the business and is paid a salary of $5,000.
C devotes none of his time to the business
and receives no salary. The net profits of
the partnership for the taxable year, com-
puted without deduction for so-called salaries
to members, are $24,000. The earned income
of the partners from the partnership is as
follows: Although A received a salary of $10,-
000 and B a salary of $5,000, since the partner-
ship is engaged in a business in which capital
is a material income-producing factor, the
earned income of each from the partnership
is limited to 20 percent of his share of the net
profits. A's share of the net profits is $13,000
($10,000 (salary) +$3,000 (V3 of net profits
after deduction of $15,000 for salaries)).
Twenty percent of $13,000 is $2,600, to which
amount A's earned income from the partner-
ship is limited. Since B's share of the net
profits is $8,000 ($5,000+$3,000), 20 percent
thereof, or $1,600, is B's earned income from
the partnership. C has no earned income
from the partnership, since he renders no
personal services in connection with the
partnership business.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5373, 9 V. R. 5502]

§ 29.187-1 Partnership returns. Ev-
ery partnership shall make a return of
income, regardless of the amount of its
net income (see section 3797 (a) (2), de-
fining 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 be sworn to by one of
the partners. Such return shall be made
for the taxable year of the partnership,
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that is, for its annual accounting 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 partnership makes any
change in its accounting period, it shall
make its return in accordance with the
provisions of section 47, except that the
return shall not be placed on an annual
basis under section 47 (c).

§ 29.189-1 Net operating loss deduc-
tion in the case of partners. The benefit
of the deduction for net operating losses
provided by section 23 (s) shall not be
allowed to a partnership. In computing
his own net operating loss or his own net
income (where required to be computed
in accordance with the exceptions and
limitations provided in section 122 (d)
(1) to (4), inclusive) for any taxable
year for the purposes of the computa-
tions 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, in-
clusive, with the following exceptions and
limitations:

(a) Exceptions and limitations appli-
cable in computation of partner's net op-
erating loss-(1) Long-term capital gains
and losses. The partnership's gains and
losses from sales or exchanges of capital
assets held for more than six months
shall be taken into account without re-
gard to the percentage provisions of sec-
tion 117 (b). The business gains and
losses from sales or exchanges of capital
assets held for more than six months and
the nonbusiness gains and losses from
such sales or exchanges shall be segre-
gated and his distributive share of the
partnership's business gains or losses
from such sales or exchanges and the
partnership's nonbusiness gains and
losses from such sales or exchanges shall
be included by each partner as business
and nonbusiness gains or 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 nonbusi-
ness gains and losses from such sales or
exchanges shall be segregated, and his
distributive share of such business gains
or losses and such. nonbusiness gains or
losses shall be included by each partner
as business and nonbusiness gains or

losses from sales or exchanges 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 in-
come of the partnership, which shall
consist of the excess of the nonbusiness
gross income over the nonbusiness deduc-
tions; or

(d) A nonbusiness ordinary net loss of
the partnership, which shall consist of
the excess of the nonbusiness deductions
over the nonbusiness gross income.

(ii) In making the computations
shown in subdivisions (i) (a) to d) of
this subparagraph the limitations and
exceptions provided by section 122 (d)
(1) and (2) shall be applied.

(iii) His distributive share of a busi-
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 partner-
ship as an ordinary business deduction.
His distributive share of a nonbusiness
ordinary net income of the partnership
shall be included by each partner as or-
dinary nonbusiness gross income, and of
a nonbusiness ordinary net loss of the
partnership as an ordinary nonbusiness
deduction.

(b) Exceptions and limitations appli-
cable in computation o1 partner's net in-
come. (1) 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 gains and losses from sales or
exchanges of capital assets of the part-
nership shall be taken into account with-
out regard to the percentage provisions
of section 117 (b).

§ 29.190-1 Amortization of emer-
gency facility of partnership. In the
case of an emergency facility, as defined
in section 124 (e), acquired or completed
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by a partnership after December 31, 1939,
the partnership is entitled to take amor-
tization deductions with respect thereto
in the same manner and to the same ex-
tent as in the case of an individual. See
section 23 (t) and section 124 and the
regulations thereunder. Amortization
deductions with respect to an emergency
facility of a partnership are not allowed
to the members of the partnership.

INSURANCE COMPANIES

§ 29.201-1 Tax on life insurance com-
panies. (a) All life insurance com-
panies (including 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 com-
panyp 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 surtax Is imposed
on the adjusted corporation surtax net
income (as defined in section 203) at the
rates provided in section 13 or section 14
(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 turtax net income,
to the credits provided in section 26 in
the manner and to the extent provided
in sections 13 (a) and 15 (a), respectively.
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 appropri-
ate amortization of premium 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 life
insurance company. See section 201 (e)
and § 29.201-9. Such companies are not
subject to the provisions of section 117
(capital gains and losses) nor to the pro-
visions of section 125 (amortizable bond
premiums). For computation of the ad-
justed normal-tax net income from
normal-tax net income and the adjusted
corporation surtax net income from
corporation surtax net Income, see
§§ 29.202-1, 29.202-2 and 29.203-1.

(c) All provisions of the Internal
Revenue Code and of this part not incon-
sistent with the specific provisions of
sections 201 to 203, inclusive, are appli-

cable to the assessment and collection
of the tax imposed by section 201 (a),
and life insurance companies are subject
to the same penalties as are provided in
the case of returns and payment of In-
come tax by other corporations. The
return shall be on Form 1120L.

(d) Foreign 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 sec-
tion 231.

§ 29.201-2 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 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 domestic
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 sec-
tion 26, shall be made on the basis of the
income disbursements, assets, and lia-
bilities 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 Life In-
surance Commissioners. This statement
is presumed clearly to reflect the income
disbursements, assets, and liabilities of
the United States business of the com-
pany and in so far as it is not inconsist-
ent with the provisions of the Internal
Revenue Code will be recognized and
used as a basis for that purpose.

§ 29.201-3 Life insurance companies;
definition. 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 re-
serves (as defined in section 201 (W) (2))
plus any unearned premiums and unpaid
losses on noncancelable life, health, or
accident policies, not included In "life
Insurance reserves" must comprise more
than 50 percent of its total reserves (as
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defined in section 201 (b)). An insur-
ance company writing only noncancel-
able life, health, or accident policies and
having no "life insurance reserves" may
qualify as a life insurance company If its
unearned premiums and unpaid losses on
such policies comprise more than 50 per-
cent of its total reserves. A noncancel-
able insurance policy means a contract
which the insurance company is under
an obligation to renew or continue at a
specified premium and with respect to
which a reserve in addition to the un-
earned premium must be carried to cover
that obligation. A burial or funeral
benefit insurance company qualifying as
a life insurance company shall continue
to be taxed under section 201 for taxable
years beginning prior to January 1, 1944.
For taxable years beginning after De-
cember 31, 1943, any such company en-
gaged directly in the manufacture of
funeral supplies or the performance of
funeral services will be taxable under
section 204 or section 207 as an insurance
company other than life. For the defini-
tion of an insurance company see
§ 29.3797-7.

§ 29.201-4 Life insurance reserves.
(a) The term "life insurance reserves" 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 Insufficient
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
computed or estimated on the basis of
recognized 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 associa-
tion with State or Territorial officers
pursuant to law as guaranty or reserve
funds, and any funds maintained under
the charter or articles of incorporation
or association of such company or asso-
ciation, or by-laws (approved by the
State insurance commissioner) of such
company or association, exclusively for
the payment of claims arising under cer-
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tificates of membership or policies issued
upon the assessment plan and not sub-
ject 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 reg-
ulations of the insurance department of
a State, Territory, or the District of Co-
lumbia when promulgated in the exercise
of a power conferred by statute, but such
requirement, without more, is not con-
clusive; for example, life insurance re-
serves do not include reserves required to
be maintained to provide 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 include the net value of risks
reinsured in other solvent companies;
liability for premiums paid in advance;
liability for annual and deferred divi-
dends declared or apportioned; liability
for dividends left on deposit at interest;
liability for accrued but unsettled policy
claims whether known or unreported; li-
ability for supplementary contracts not
involving, 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 required
by law or insurance department ruling,
which are peculiar to insurance com-
panies, and which are dependent upon
interest earnings for their maintenance
will, except as otherwise specifically pro-
vided in section 201 (c) (2), be consid-
ered as life insurance reserves. A com-
pany 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 must 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
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this particular class of companies but
they need not be required by law.

§ 29.201-5 Interest paid. Interest paid
is one of the elements to be used, to-
gether with adjusted reserves, reserve
earnings rate, and reserve for deferred
dividends, in arriving at the figure to be
determined and proclaimed by the Sec-
retary under the formula set forth in
section 202 (b) (see § 29.202-1). Inter-
est paid consists of (1) interest paid on
indebtedness (except indebtedness in-
curred or continued to purchase or carry
tax-exempt securities as set forth in sec-
tion 201 (c) (6) (A)) and (2) amounts in
the nature of interest paid on certain
contracts, as provided in section 201 (c)
(6) (B). Interest on indebtedness in-
cludes interest on dividends held on de-
posit and surrendered during the taxable
year but does not include interest paid
on deferred dividends the reserve for
which is used in determining the policy
and other liability credit provided in
section 202 (b). Life insurance reserves
as defined in § 29.201-4 are not indebt-
edness. Dividends left with the com-
pany to accumulate 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
guaranteed interest paid within the tax-
able year on insurance or annuity con-
tracts (or contracts arising out of insur-
ance or annuity contracts) which do not
involve at the time of payment, life,
health, or accident contingencies. It is
immaterial whether the optional mode
of settlement specified in the insurance
or annuity contract arises from an op-
tion exercised by the insured during his
or her lifetime or from an option exer-
cised by a beneficiary after the policy has
matured, frequently referred to as a sup-
plementary contract not involving life
contingencies; for example, a contract 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 not merely the guar-
anteed interest is considered as interest
paid.

§ 29.201-6 Adjusted reserves. For the
purpose of determining the figure to be
proclaimed by the Secretary under the
formula set forth In section 202 (b),
certain reserves computed on a prelimi-
nary term method are to be adjusted
by increasing such reserves by 7 percent
(see § 29.202-1). The reserves to be thus

adjusted are reserves computed on pre-
liminary term methods, such as the
Illinois Standard, or the Select and Ulti-
mate methods. Only reserves on policies
in the modification period are to be so
adjusted. Where reserves under a pre-
liminary term method are the same as
on the level premium method, and in the
case of reserves for extended or paid-up
insurance, no adjustment is to be made.
The reserves as thus adjusted, and the
rate of interest on which they are com-
puted should be reported in Schedule A,
Form liZOL.

§ 29.201-7 Net income 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 addition to the limitations on deduc-
tions relating to real estate owned and
occupied by a life insurance company
provided in section 201 (d), the limita-
tions on the adjustment for amortization
of premium and accrual of discount pro-
vided in section 201 (e), and the limita-
tion on the deduction for investment
expenses where general expenses are al-
located to investment income provided
in section 201 (c) (7) (B), life insurance
companies are subject to the limitation
on deductions relating to wholly tax-ex-
empt Income provided in section 24 (a)
(5). Life insurance companies are not
entitled to the net operating loss deduc-
tion 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 company
by section 201 (c) (1) is allowed as a
deduction from gross income by section
201 (c) (7) (A).

(c) Investment expenses. (1) The
term "general expenses" as used in the
Internal Revenue Code means any ex-
pense incurred for the benefit of more
than one department of the company
rather than for the benefit of a particu-
lar department thereof. Any assign-
ment of such expense to the investment
department of the company for which
a deduction is claimed under section 201
(c) (7) (B) subjects the entire deduction
for investment expenses to the limitation
provided in that section. The account-
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Ing procedure employed is not conclu-
sive as to whether any assignment has
in fact been made. Investment expenses
do not include Federal income and ex-
cess profits taxes.

(2) If no general expenses are assigned
to or included In investment expenses
the deduction may consist of investment
expenses actually paid during the tax-
able year In which case an itemized
schedule of such expenses must be ap-
pended 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 section
201 (c) (1). They do not include real
estate owned and occupied, and to the
extent owned and occupied, by the com-
pany. If general expenses are assigned
to or included in investment expenses
the maximum allowance will not be
granted unless it is shown to the satis-
faction of the Commissioner that such
allowance is justified by a reasonable as-
signment of actual expenses.

(4) Wages or salaries included in in-
vestment expenses shall be disallowed as
a deduction if determined by the National
War Labor Board, the Secretary of Ag-
riculture, or the Commissioner to have
been made in contravention of the Act
of October 2, 1942 (56 Stat. 765, 5 U. S. C.,
Sup. 961), entitled "An Act to amend
the Emergency Price Control Act of
1942, to aid in preventing inflation, and
for other purposes," or of the regulations,
orders, or rulings promulgated there-
under.

(d) Taxes and expenses with respect
to real estate. The deduction for taxes
and expenses under section 201 (c) (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 sharehold-
er which Is paid by the company without
reimbursement from the shareholder.
No deduction shall be allowed, however,
for taxes, expenses, and depreciation
upon or with respect to any real estate
owned by the company except to the
extent used for the purpose of produc-
ing Investment income. (See paragraph
(c) of this section.) As to real estate
owned and occupied by the company see
§ 29.201-8.

(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 sec-
tion 23 (1) in the case of life insurance
companies is limited to depreciation sus-
tained on the property used, and to the
extent used, for the purpose of produc-
ing the income specified in section 201
(c) (1).

§ 29.201-8 Real estate owned and oc-
cupied. The amount allowable as a de-
duction for taxes, expenses, and depre-
ciation 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 this 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 not 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 depreciation on account of
the entire property. Where a deduc-
tion is claimed as provided in this sec-
tion, the parts of the property occupied
and the parts not occupied by the com-
pany, together with the respective rental
values thereof, must be shown in a
statement accompanying the return.

§ 29.201-9 Amortization of premium
and accrual of discount. (a) Section
201 (e) provides for certain adjustments
on account of amortization of premium
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 which
are not In default as to principal or In-
terest and which are amply secured. The
question of ample security will be re-
solved according to the rules laid down
from time to time by the National Asso-
ciation of Insurance Commissioners. The
adjustment for amortization of premium
decreases, and for accrual of discount in-
creases, (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 secu-"
rity is the excess of its acquisition value
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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 ex-
cluding any amounts paid for accrued
interest) if purchased for cash, or if not
purchased for cash, then its fair market
value. The maturity value of any such
security is the amount payable there-
under either at the maturity date or an
earlier call date. The earlier call date
of any such security may be the earliest
call date specified therein as a day cer-
tain, the earliest interest 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 company. A life insurance
company which adjusts amortization of
premium or accrual of discount with ref-
erence 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 discount with respect to such secur-
ity unless 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 regularly
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 taxable years beginning prior
to January 1, 1942, or if for taxable
years beginning on or after such date
the company (including a company
which followed a different method in
taxable years beginning prior to Janu-
ary 1, 1942) initiates on or before March
15, 1943, or in the first taxable year for
which the adjustments are made, a rea-
sonable method of amortization of pre-
mium or accrual of discount and con-
sistently follows such method thereafter,
Ordinarily, a company regularly employs
a method in accordance with the statute
of some State, Territory, or the District
of Columbia, in which it operates.

(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 ma-
turity 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 considered as a
month.

§ 29.202-1 Reserve and other policy
liability credit for adjusted normal-tax
net income. (a) Life insurance com-
panies 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 re-
serves, interest paid, and 2 percent of the
reserves held for deferred dividends, as
provided in section 202 (b), for all com-
panies. 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 Secre-
tary 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 has gross
income, consisting of interest and rents, of
$4,000,000, of which $700,000 consists of
wholly tax-exempt interest. It has Invest-
ment expenses of $100,000, real estate ex-
penses of $80,000, and depreciation of $20,000.
Its net income and its normal-tax net income
Is accordingly $3,100,000 ($4,000,000 less in-
vestment expenses, real estate expenses, and
depreciation amounting to $200,000 and
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wholly tax-exempt interest of $700,000).
Since the Secretary has 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
is 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 is $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 ($3,000,000O0.93) and
its adjusted normal-tax net income would
be $210,000 ($3,000,0000-$2,790,000).

§ 29.202-2 Adjustment for certain re-
serves. A life insurance company writing
contracts other than life insurance or
annuity contracts (either separately or
combined with noncancellable health and
accident insurance contracts) must add
to its normal-tax net Income and to
its corporation surtax net income, as an
offset to its reserve and other policy lia-
bility credit, an amount equal to 31 4
percent of the mean of the unearned pre-
miums and unpaid losses at the begin-
ning 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 per-
cent of the net premiums 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 31/4 percent of 25 percent
of the net premiums written during the
taxable year on such other contracts plus
31/4 percent of the mean of the unpaid
losses at the beginning and end of the
taxable year on such other contracts.
The term "unearned premiums" when
used in this section has the same mean-
ing as in section 204 (b) (5) and the
regulations thereunder.

§ 29.203-1 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
reserve and other policy liability credit.
This credit is similar to that provided in
section 202 except that it is based on cor-
poration surtax net income, which in-
cludes partially tax-exempt interest.

See § 20.202-1 for the application and
effect of this provision.

§ 29.204-1 Tax on insurance compa-
nies other than life or mutual and mutual
marine insurance companies and mutual
fire insurance companies issuing perpet-
ual policies. (a) All insurance compa-
nies, other than life or mutual or foreign
insurance companies not carrying on an
insurance business within the United
States, and all mutual marine insurance
companies and mutual fire insurance
companies exclusively issuing either per-
petual policies, or policies for which the
sole premium charged is a single deposit
which, except for such deduction of un-
derwriting costs as may be provided, is
refundable upon cancellation or expira-
tion of the policy, are subject to the tax
imposed by section 204. The term "in-
surance companies" as used in this sec-
tion and §§ 29.204-2 and 29.204-3 means
only those companies subject to the tax
imposed by section 204. For what con-
stitutes an insurance company, see
§ 29.3797-7. The net income of insur-
ance companies is defined in section 204
and differs from the net income of other
corporations. All provisions of the In-
ternal Revenue Code and of this part
not inconsistent with the specific provi-
sions of section 204 are applicable to the
assessment and collection of the tax im-
posed by section 204 (a), and insurance
companies are subject to the same pen-
alties as are provided in the case of
returns and payment of income tax by
other corporations. Since section 204
provides that the underwriting and in-
vestment exhibit of the annual statement
approved by the National Convention of
Insurance Commissioners shall be the
basis for computing gross 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 companies are
entitled, in computing normal-tax net
Income and corporation surtax net in-
come, to the credits provided in section
26 in the manner and to the extent pro-
vided 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 nor-
mal tax shall be at the rate specified in
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section 13 (b) If the company has a nor-
mal-tax net income of more than $25,-
000, or at the rate specified in section
14 (b) if it has a normal-tax net income
of not more than $25,000. For what con-
stitutes normal-tax net income, see
§ 29.13-1. The surtax shall be at the rate
specified in section 15 (b) (1) if the com-
pany has a corporation surtax net in-
come of not more than $25,000, at the
rate specified in section 15 (b) (2), if it
has a corporation surtax net income of
more than $25,000 and not more than
$50,000, or at the' rate specified in section
15 (b) (3) if it has a corporation surtax
net Income of more than $50,000. For
what constitutes corporation surtax net
Income, see § 29.15-1. 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5369, 9 F. R. 51091

§ 29.204-2 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 un-
derwriting and investment exhibit of the
annual statement approved by the Na-
tional Convention of Insurance Commis-
sioners, as well as the gain derived from
the sale or other disposition of property,
and all other items constituting gross in-
come under section 22, except that in the
case of a mutual fire insurance company
described in § 29.204-1 the amount of
single deposit premiums received, but not
assessments, shall be excluded from gross
income. See section 22 (a), (b), and (c)
and sections 28 and 334. It does not in-
clude increase In liabilities during the
year on account of reinsurance treaties,
remittances from the home office of a for-
eign insurance company to the United
States branch, borrowed money, or gross
increase due to adjustments in book value
of capital assets. The underwriting and
investment exhibit is presumed clearly to
reflect the true net income of the com-
pany, and in so far as it is not incon-
sistent 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
insurance company's income as defined
in the Code. By reason of the definition
of investment income, miscellaneous
items which are intended to reflect sur-
plus but do not properly enter into the

computation of income, such as dividends
declared to shareholders in their capac-
ity as such, home office remittances and
receipts, and special deposits, are Ig-
nored. Gain or loss from agency bal-
ances and bills receivable not admitted
as assets on the underwriting and invest-
ment exhibit will be ignored, excepting
only such agency balances and bills re-
ceivable as have been allowed as deduc-
tions for worthless debts or, having been
previously so allowed, are recovered dur-
ing 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 § 29.201-4 pertain-
ing to the life, burial, or funeral insur-
ance, or annuity business of an insurance
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 premiums
under a rate credit or retrospective
rating plan based on experience, such as
the "War Department Insurance Rating
PlAn," and which return premiums are
therefore not earned premiums. In com-
puting "losses incurred" the determina-
tion of unpaid losses at the close of each
year must represent actual unpaid losses
as nearly as it is possible to ascertain
them.

(b) For taxable years beginning after
December 31, 1943 every insurance com-
pany to which this section applies must
be prepared to establish to the satisfac-
tion of the Commissioner of Internal
Revenue that the part of the dedudtion
for "losses incurred" which represents
unpaid losses at the close of the taxable
year comprises only actual unpaid losses
stated in amounts which, based upon
the facts in each case and the com-
pany's experience with similar cases, can
be said to represent a fair and reasonable
estimate of the amount the company
will be required to pay. Amounts in-
cluded in, or added to, the estimates of
such losses which, in the opinion of the
Commissioner, are in excess of the ac-
tual liability determined as provided in
the preceding sentence will be disallowed
as a deduction. For taxable years be-
ginning after December 31, 1943, the
Commissioner may require any such in-
surance company to submit such de-
tailed information with respect to its
actual experience as is deemed necessary
to establish the reasonableness of the
deduction for "losses incurred."
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(c) For taxable years beginning after
December 31. 1946, that part of the de-
duction for "losses incurred" which rep-
resents an adjustment to "losses paid"
for "salvage and reinsurance recoverable"
shall, except as hereinafter provided, in-
clude all salvage In course of liquidation,
and all reinsurance in process of collec-
tion not otherwise taken into account as
a reduction 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 express
statutory provisions (or rules and regula-
tions of an insurance department) of any
State or Territory or the District of Co-
lumbia 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 determined from
a fair and reasonable estimate 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 re-
insurance shall be taken into account in
computing losses paid during such tax-
able year. To the extent attributable
to losses paid prior to January 1, 1947,
salvage and reinsurance shall be ac-
counted for in accordance with the prac-
tice of the company as reflected in its in-
come tax return for the year 1946.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5369, 9 F. R. 5109, T. D. 5387, 9 F. R. 7371,
T. D. 5593, 12 F. R. 82291

§ 29.204-3 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 (c)) as provided in section 23.
The deductions, however, are subject to
the limitation provided in section 24 (a)
(5). The net operating loss deduction
allowed by section 23 (s) is computed
under section 122 and the regulations
thereunder. In computing net operat-
ing loss or net income of insurance com-
panies for the purposes of section 122
"gross income" shall mean gross income
as defined In section 204 (b) (1) and the
allowable deductions shall be those al-
lowed by section 204 (c) with the excep-
tions and limitations set forth in section
122 (d). In addition to the deduction
for capital losses provided in section
117, Insurance companies are allowed
a deduction for losses from capital assets
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sold or exchanged in order to obtain
funds to meet abnormal insurance losses
and to provide for the payment of divi-
dends and similar distributions to policy-
holders. 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 al-
lowed mutual insurance companies sub-
ject to the tax imposed by section 207, see
section 207 (b) (4) (F) and the regula-
tions thereunder. Insurance companies,
other than mutual fire insurance com-
panies described in § 29.204-1, 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 companies
subject to the tax imposed by section 207,
see section 207 (b) (3) and the regula-
tions 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.

(c) In computing net income of Insur-
ance companies, losses sustained during
the taxable year from the sale or other
disposition of property are deductible
subject to the limitation contained in
section 117 (d) (1). The graduated per-
centage reduction of gains and losses
contained in section 117 (b) does not ap-
ply In the case of insurance companies
but they are entitled to the alternative
taxes provided in section 117 (c).
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5369, 9 F. R. 5110]

§ 29.207-1 Tax on mutual insurance
companies other than life or marine or
fire insurance companies subject to the
tax imposed by section 204-(a)General.
(1) All mutual insurance companies, in-
cluding foreign insurance companies
carrying on an insurance business within
the United States, not taxable under sec-
tions 201 or 204 and not specifically
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exempt under the provisions of section
101 (11), are subject to the tax imposed
by section 207 (a) on their investment
Income or on their gross income, which-
ever tax is the greater, except interin-
surers and reciprocal underwriters which
are taxed only on their investment in-
come. For the alternate 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 regulations thereunder.

(2) The taxable income of mutual in-
surance companies other than life or
marine differs from the taxable income
of other corporations. See section 207
(a) (2) and section 207 (b). Such com-
panies are entitled, in computing normal-
tax net income and corporation surtax
net income, to the credits provided in
section 26 in the manner and to the ex-
tent provided in sections 13 (a) and 15
(a). The gross amount of income dur-
ing 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 appropriate amortization of pre-
miums and increased by the appropriate
accrual of discount attributable to the
taxable year on bonds, notes, debentures
or other evidences of indebtedness held
by a mutual insurance company subject
to the tax imposed by section 207. See
section 207 (d) and § 29.207-6.

(3) All provisions of the Internal Rev-
enue Code and of this part not inconsist-
ent with the specific provisions of sec-
tion 207 are applicable to the assessment
and collection of the tax imposed by sec-
tion 207 (a) and mutual insurance com-
panies subject to the tax imposed by
section 207 are subject to the same pen-
alties as are provided in the case of re-
turns and payment of income tax by
other corporations. The return shall be
on Form 1120M.

(4) Foreign mutual insurance com-
panies 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, ex-
cept interinsurers or reciprocal under-
writers, with corporation surtax net in-
comes of over $3,000 or with gross
amounts of income from interest, divi-

dends, rents, and net premiums, minus
dividends to policyholders, minus wholly
tax-exempt interest of over $75,000, are
subject to a tax computed under section
207 (a) (1) or section 207 (a) (2) which-
ever is the greater. Interinsurers and
reciprocal underwriters with corpora-
tion surtax net incomes of over $50,000
are subject to a tax computed under
section 207 (a) (3).

(b) Taxable years beginning prior to
January 1, 1946. (1) For any taxable
year beginning prior to January 1, 1946,
the tax under section 207 (a) (1) and 207
(a) (3), except as hereinafter Indicated,
is computed upon normal-tax net in-
come and- corporation surtax net in-
come at the rates provided in section
13 or section 14 (b) and in section 15
(b) applicable to such year. The tax
under section 207 (a) (2), except as
hereinafter indicated, is a tax equal to
the excess of 1 percent of the gross
amount of income from interest, divi-
dends, rents, and net premiums, minus
dividends to policyholders, minus wholly
tax-exempt interest, over the amount
of the tax imposed under subchapter E
of chapter 2.

(2) Under section 207 (a) (1), com-
panies with normal-tax net incomes of
between $3,000 and $6,153.86, and with
corporation surtax net incomes of be-
tween $3,000 and $6,000, pay a normal tax,
at the rate of 30 percent, and a surtax, at
the rate of 20 percent, on that portion of
the normal-tax net income and the cor-
poration surtax net income, respectively,
in excess of $3,000. Under section 207
(a) (2), companies with gross amounts
of Income from interest, dividends, rents,
and net premiums, minus dividends to
policyholders, minus wholly tax-exempt
interest, of between $75,000 and $150,000,
pay a tax equal to the excess of 2 percent
of that portion in excess of $75,000, over
the amount of the tax imposed under
subchapter E of chapter 2. Under sec-
tion 207 (a) (3) interinsurers and re-
ciprocal underwriters with normal-tax
net incomes and corporation surtax net
incomes of between $50,000 and $100,000
pay a normal tax, at the rate of 48 per-
cent, and a surtax, at the rate of 32 per-
cent, on that portion of the normal-tax
net income and the corporation surtax
net income, respectively, in excess of
$50,000.

(3) Section 207 (a) (4) provides for
an adjustment of the amount computed
under section 207 (a) (1), section 207
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(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 ex-
cess over $75,000 bears to $50,000.

(4) The application of section 207 (a)
(1), (2), (3), and (4) may be illustrated
by the following examples:

Example (1). The X Company, a mutual
casualty insurance company, for the taxable
year 1942 has a corporation surtax net in-
come of $3,500 and due to partially tax-
exempt Interest of $600, a normal-tax net
income of $2,900. The gross amount of in-
come of the X Company from interest, divi-
dends, rents, net premiums, minus dividends
to policyholders, minus wholly tax-exempt
interest is $150,000. Its excess profits net in-
come is $2,900. It is not subject to normal
tax under section 207 (a) (1) for the taxable
year 1942 as its normal-tax net Income does
not exceed $3,000. Its surtax is 20 percent
of $500 ($3,500-$3,000) or $100, since that
amount is less than $350, the surtax com-
puted at the rate provided in section 15 (b).
It has no normal tax and, therefore, its total
tax under section 207 (a) (1) is the surtax
of $100. Its excess profits net income is less
than $5,000 and, therefore, there is no excess
profits tax and the tax under section 207
(a) (2) is 1 percent of $150,000, or $1,500.
Since the tax under section 207 (a) (2)
exceeds the tax under section 207 (a) (1),
the tax under section 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, corporation surtax
net income, and excess profits net income
were each less than $2,900, the gross amount
received from interest, dividends, rents, and
premiums (including deposits and assess-
ments) was $90,000 and the gross amount of
income from interest, dividends, rents, and
net premiums, minus dividends to policy-
holders, minus wholly tax-exempt interest
was $70,000, the X Company would be re-
quired to file an income tax return but due
to section 207 (a) no income tax would be
imposed.

Example (3). The Y Company, a mutual
fire insurance company, subject to the tax
imposed by section 207 for the taxable year
1942 has a normal-tax net income of $6,000,
a corporation surtax net income of $7,000,
and an adjusted excess profits net income of
$1,000. The gross amount received from in-
terest, dividends, rents, and premiums (in-
cluding deposits and assessments) is $120,000
and the gross amount of income from in-
terest, dividends, rents, and net premiums,
minus dividends to policyholders, minus
wholly tax-exempt interest is $100,000. Un-
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der section 207 (a) (1), without applica-
tion of section 207 (a) (4), the normal tax
would be 30 percent of $3,000, or $900 (since
this is less than $920, the tax computed at
the rates provided in section 14 (b); and
the surtax would be 10 percent of $7,000, or
$700 (since this is less than $800, the tax
computed at 20 percent of the excess of the
surtax net income over $3,000). The com-
bined tax of $1,600 would then be reduced
by applying section 207 (a) (4), since the
gross receipts are between $75,000 and $125,-
000. The final tax under section 207 (a)
(1) would be 90 percent of $1,600, or $1,440,
since the $45,000 (the excess of $120,000 over
$75,000) is 90 percent of $50,000. The excess
profits tax on the adjusted excess profits net
income of $1,000 at the rate of 90 percent
is $900 (this being less than the 80 per-
cent limitation under section 710 (a) (1)
(B). Under the provisions of section 710
(a), after applying section 710 (a) (4), the
excess profits tax is $810 (90 percent of
$900) since $45,000 (the excess of $120,000
over $75,000) is 90 percent of $50,000. Un-
der section 207 (a) (2) (A), without ref-
erence to section 207 (a) (4), the tax is 2
percent of $25,000 (the excess of $100,000
over $75,000), or $500, since this is less than
$1,000, 1 percent of $100,000. Applying sec-
tion 207 (a) (4) reduces this to $450, or 90
percent of $500. Since $450 is less than the
amount of the excess profits tax of $810
there is no tax under section 207 (a) (2)
and the tax under section 207 (a) (1) is
applicable. The Y Company would accord-
ingly pay a combined normal tax and sur-
tax of $1,440 and an excess profits tax of
$810 or a total of $2,250.

Example (4). The Z Exchange, an inter-
insurer, for the taxable year 1942 has a cor-
poration surtax net income of $60,000 and,
due to partially tax-exempt interest of $12,-
000, a normal-tax net income of $48,000. The
gross amount received from interest, divi-
dends, rents, and premiums (including de-
posits and assessments) is $2,700,000. The
Z Exchange is not subject to normal tax un-
der section 207 (a) (3) for the taxable year
1942 as its normal-tax net income is less
than $50,000. Its surtax is 32 percent of
$10,000 ($60,000-$50,000) or $3,200, since that
amount is less than $9,600, the surtax com-
puted at the rate provided in section 15 (b).
Since it has no normal tax and is not subject
to the tax imposed by section 207 (a) (2)
nor entitled to the adjustment provided in
section 207 (a) (4), its total tax under section
207 (a) is $3,200.

(c) Taxable years beginning after De-
cember 31, 1945. (1) For any taxable
year beginning after December 31, 1945,
the tax under section 207 (a) (1) and 207
(a) (3), except as hereinafter indicated,
is computed upon normal-tax net income
and corporation surtax net income at the
rates provided in section 13 or section
14 (b) and in section 15 (b) applicable
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to such year. The tax under section 207
(a) (2), except as hereinafter indicated,
is 1 percent of the gross amount of in-
come from interest, dividends, rents, and
net premiums, minus dividends to policy-
holders, minus wholly tax-exempt in-
terest.

(2) Under section 207 (a) (1) com-
panies with normal-tax net incomes of
between $3,000 and $6,153.86 and with
corporation surtax net Incomes of be-
tween $3,000 and $6,000, pay a normal
tax, at the rate of 30 percent, and a sur-
tax, at the rate of 12 percent, on that por-
tion of the normal-tax net income and
the corporation surtax net income, re-
spectively, in excess of $3,000. Under
section 207 (a) (2), companies with gross
amounts of income from interest, divi-
dends, rents, and net premiums, minus
dividends to policyholders, minus wholly
tax-exempt interest, of between $75,000
and $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 nor-
mal-tax net incomes and corporation
surtax net incomes of between $50,000
and $100,000 pay a normal tax, at the
rate of 48 percent, and a surtax, at the
rate of 28 percent, on that portion of the
normal-tax net income and the corpora-
tion surtax net income, respectively, in
excess of $50,000.

(3) Section 207 (a) (4) provides for an
adjustment of the amount computed un-
der 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 depos-
its and assessments) is over $75,000 and
less than $125,000. The adjustment re-
duces 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.

(4) The application of section 207 (a)
(1), (2), (3), and (4) may be illustrated
by the following examples:

Example (1). The X Company, a mutual
casualty insurance company, for the taxable
year 1946 has a corporation surtax net in-
come of $3,500 and due to partially tax-
exempt interest of $600, a normal-tax net
income of $2,900. The gross amount of in-
come of the X Company from interest, divi-
dends, rents, net premiums, minus dividends
to policyholders, minus wholly tax-exempt
interest is $150,000. It is not subject to nor-
mal tax under section 207 (a) (1) for the
taxable year 1946 as its normal-tax net in-

come does not exceed $3,000. Its surtax is
12 percent of $500 ($3,500-$3,000) or $60,
since its surtax net income is not more than
$6,000. It has no normal tax and, therefore,
its total tax under section 207 (a) (1) is the
surtax of $60. The tax under section 207
(a) (2) is 1 percent of $150,000, or $1,500.
Since the tax under section 207 (a) (2) ex-
ceeds the tax under section 207 (a) (1), the
tax under section 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 and the corporation
surtax net income were each less than $2,900,
the gross amount received from interest, divi-
dends, rents, and premiums (including de-
posits and assessments) was $90,000 and the
gross amount of income from interest, divi-
dends, rents, and net premiums, minus divi-
dends to policyholders, minus wholly tax-
exempt interest was $70,000, the X 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 Y Company, a mutual
fire insurance company subject to the tax
imposed by section 207, for the taxable year
1946 has a normal-tax net income of $6,000
and a corporation surtax net income of
$7,000. The gross amount received from in-
terest, dividends, rents, and premiums (in-
cluding deposits and assessments) is $120,000
and the gross amount of income from inter-
est, dividends, rents, and net premiums,
minus dividends to policyholders, minus
wholly tax-exempt interest is $100,000. Under
section 207 (a) (1), without application of
section 207 (a) (4), the normal tax would
be 30 percent of $3,000, or $900, since this
is less than $920, the tax computed at the
rates provided in section 14 (b); and the
surtax would be 6 percent of $7,000, or $420,
the rate provided in section 15 (b) (1), since
its surtax net income exceeds $6,000 but
does not exceed $25,000. The combined tax
of $1,320 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 percent of $1,320, or $1,188, since
$45,000 (the excess of $120,000 over $75.000)
is 90 percent of $50.000.

Under section 207 (a) (2) (A), without
reference to section 207 (a) (4), the tax is
2 percent of $25,000 (the excess of $100,000
over $75,000), or $500, since this is less than
$1,000, 1 percent of $100,000. Applying sec-
tion 207 (a) (4) reduces this to $450, or 90
percent of $500. Since $1,188, the tax under
section 207 (a) (1), as adjusted, 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 $1,188.

Example (4). The Z Exchange, an inter-
insurer, for the taxable year 1946 has a cor-
poration surtax net income of $60,000 and,
due to partially tax-exempt interest of
$12,000, a normal-tax net income of $48,000.
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The gross amount received from interest,
dividends, rents, and premiums (including
deposits and assessments) is $2,700,000. The
Z Exchange is not subject to normal tax
under section 207 (a) (3) for the taxable year
1946 as its normal-tax net income is less than
$50,000. Its surtax is 28 percent of $10,000
($60,000-$50,000) or $2,800, since that
amount is less than $8,400, the surtax com-
puted at the rate provided in section 15 (b).
Since it has no normal tax and is not subject
to the tax imposed by section 207 (a) (2) nor
entitled to the adjustment provided in sec-
tion 207 (a) (4), its total tax under section
207 (a) is $2,800.
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5369, 8 F. R. 5110, T. D. 5497, 11 F. R.
2160, T. D. 5600, 13 F. R. 577]

§ 29.207-2 Net premiums. Net pre-
miums are one of the items used to-
gether with interest, dividends, and
rents, less dividends to policyholders and
wholly tax-exempt interest, in deter-
mining tax liability under section 207
(a) (2). They are also used in section
207 (b) (4) (F) in determining the lim-
itation on certain capital losses and in
the application of section 117 (e). The
term "net premiums" is defined in sec-
tion 207 (b) (2) and includes deposits
and assessments, but excludes amounts
returned to policyholders which are
treated as dividends under section 207
(b) (3).

§ 29.207-3 Dividends to policyholders.
(a) "Dividends to policyholders" is one
of the deductions used, together with
wholly tax-exempt interest, in deter-
mining tax liability under section 207
(a) (2). They are also used in section
207 (b) (4) (F) in determining the lim-
itation on certain capital losses and in
the application of section 117 (e). The
term "dividends to policyholders" is de-
fined in section 207 (b) (3) as dividends
and similar distributions paid or de-
clared to policyholders. It includes
amounts returned to policyholders where
the amount Is not fixed in the insurance
contract but depends upon the experi-
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 deposits
returned to policyholders by factory
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 policyholders) and all items of
income.

(b) If the method of accounting so
employed is the cash receipts and dis-
bursements method, the deduction is lim-
ited to the dividends and similar distri-
butions actually paid to policyholders
in 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 distri-
butions 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 distribu-
tions declared but unpaid at the end of
the taxable year and deduct dividends
and similar distributions 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 rule
as to when dividends are considered paid,
see § 29.27 (b)-2 (a).

§ 29.207-4 Net income and deduc-
tions-(a) In general. The net income
of a mutual insurance company other
than life or marine in its gross invest-
ment income, namely, the gross amount
of income during the taxable year from
interest, dividends, rents, and gains from
sales or exchanges of capital assets to
the extent provided in section 117, less
the deductions provided in section 207
(b) (4) for wholly tax-exempt interest,
investment expenses, real estate ex-
penses, depreciation, interest paid or
accrued, and capital losses. 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 amor-
tization of premium and acrual of dis-
count provided in section 207 (d), and
the limitation on the deduction for in-
vestment expenses where general ex-
penses are allocated to investment in-
come provided in section 207 (b) (4) (B),
mutual insurance companies subject to
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the tax imposed by section 207 are sub-
ject to the limitation on deductions re-
lating to wholly tax-exempt income pro-
vided in section 24 (a) (5). Such com-
panies are not entitled to the net oper-
ating loss deduction provided in section
23 (s).

(b) Wholly tax-exempt interest. In-
terest which in the case of other taxpay-
ers is excluded from gross income by sec-
tion 22 (b) (4) but included in the gross
investment income by section 207 (b) (1)
is allowed as a deduction from gross in-
vestment 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
accrual method of accounting. (See
§ 29.201-7 (c).)

(d) Taxes and expenses with respect
to real estate. The deduction allowed by
section 207 (b) (4) (C) for taxes and ex-
penses 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
§ 29.201-7 (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 § 29.201-7 (e).)

(f) Interest paid or accrued. The
deduction allowed by section 207 (b) (4)
(E) for Interest on indebtedness Is the
same as that allowed other corporations
by section 23 (b). (See § 29.23 (b)-l.)

(g) Capital losses. (1) The deduction
for capital losses under section 207 (b)
(4) (F) includes not only capital losses
to the extent provided in section 117 but
in addition thereto losses from capital
assets sold or exchanged to provide funds
to meet abnormal insurance losses and
to provide for the payment of dividends
and similar distributions to policyhold-
ers. Losses In the latter case may be de-
ducted from ordinary income while the
deduction for losses under section 117
Is limited to the gains. (See section 117
(d) (M).)

(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 inter-
est, dividends, rents, and net premiums
received. If, by reason of a particular
sale or exchange of a capital asset, gross
receipts are greater than such excess, the
gross receipts and the resulting loss
should be apportioned and the excess in-
cluded in capital losses subject to the
provision of section 117. Capital losses
actually used to reduce net income in
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 follow-
ing examples:

Example (1). The X Company, a mutual
fire insurance company subject to the tax
imposed by section 207, in the taxable year
1942 sells capital assets in order to obtain
funds to meet 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, re-
sulting in losses of $20,000. It pays divi-
dends to policyholders of $150,000, losses of
$25,000, and 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, dividends, 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 cap-
ital asset sold, for the purpose therein speci-
fied, resulted In gross receipts of $2,000 and
a loss of $500, the losses allowable as a de-
duction 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 pre-
miums received ($125,000). The gross re-
ceipts 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 receipts
of $2,000, or 50 percent. Fifty percent of the
loss of $500 is deducted from the total loss
of $20,000. The remaining gross receipts of
$1,000 and the proportionate loss of $250
should be reported as capital losses under
section 117..
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Example (3). If in example (1) the X Com-
pany had a corporation surtax net income of
$9,750 and, under the provisions of section
117, had capital losses of $18,000 and capital
gains of $10,000, the net capital loss for the
taxable year 1942 in applying section 117 (e)
for the purposes of section 207 (b) (4) (F),
would be $8,000. This is determined by sub-
tracting from total losses of $38,000 ($18,000
capital losses under section 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 cap-
ital 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 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, com-
puted 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 portion of capital losses
allowable under section 117 of $10,000 minus
capital gains under section 117 of $10,000).
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5369, 9 F. R. 5110, T. D. 5458, 10 F. R. 7335]

§ 29.207-5 Real estate owned and oc-
cupied. The limitation in section 207 (c)
on the amount allowable as a deduc-
tion for taxes, expenses, and depreciation
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 section 201 (d).
(See § 29.201-8.)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5369, 9 F. R. 51101

§ 29.207-6 Amortization of premium
and accrual of discount. Section 207 (d)
makes provision for the appropriate
amortization of premium and the ap-
propriate accrual of discount, attribut-
able to the taxable year, on bonds, notes,
debentures or other evidences of indebt-
edness held by a mutual insurance com-
pany subject to the tax imposed by sec-
tion 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 the regulations thereunder,
see § 29.201-9, except that in determining
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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5369, 9 F. R. 51101

NONRESIDENT ALIEN INDIVIDUALS

§ 29.211-1 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
§ 29.211-7.

§ 29.211-2 Definition. (a) A "non-
resident alien individual" means an in-
dividual:

(1) Whose residence is not within the
United States; and

(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 suf-
ficient 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 ac-
complished is a transient; but if his pur-
pose is of such a nature that an extended
stay may be necessary for its accomplish-
ment, and to that end the alien makes
his home temporarily in the United
States, he becomes a resident, though it
may be his intention at all times to re-
turn to his domicile abroad when the
purpose for which he came has been con-
summated or abandoned. An alien
whose stay in the United States is limited
to a definite period by the Immigration
laws is not a resident of the United States
within the meaning of this section, in the
absence of exceptional circumstances.

§ 29.211-3 Alien seamen, when to be
regarded as residents. In order to de-
termine whether an alien seaman is a
resident within the meaning of chapter
1, it is necessary to decide whether the
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presumption of nonresidence is over-
come by facts showing that he has es-
tablished a residence in the United
States. Residence may be established
on a vessel regularly engaged in coast-
wise trade, but the mere fact that a sailor
makes his home on a vessel flying the
United States flag and engaged in foreign
trade is not sufficient to establish resi-
dence in the United States, even though
the vessel, while carrying on foreign
trade, touches at American ports. An
alien seaman may acquire an actual resi-
dence in the United States within the
rules laid down in § 29.211-4, although
the nature 6f his calling requires him to
be absent for a long period from the place
where his residence Is established. An
alien seaman may acquire such a resi-
dence at a sailors' boarding house or
hotel, but such a claim should be care-
fully scrutinized In order to make sure
that such residence is bona fide. The fil-
ing of Form 1078 or taking out first citi-
zenship 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 showing 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 pay-
able unless the alien who is entering the
country is merely In transit through the
country.

§ 29.211-4 Proof of residence of alien.
The following rules of evidence shall gov-
ern 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 rea-
son of his allenage, Is presumed to be
a nonresident alien. Such presumption
may be overcome:

(a) In the case of an alien who pre-
sents himself for determination of tax
liability prior to departure for his native
country, by (1) proof that the alien, at
least six months prior to 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, (2) proof that the alien, at
least six months prior to the date he so
presents himself, has filed Form 1078 or
its equivalent, or (3) proof of acts and
statements of the alien showing a defi-
nite intention to acquire residence 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;

(b) In other cases by (1) proof that
the alien has filed a declaration of his in-
tention to become a citizen of the United
States under the naturalization laws, (2)
proof that the alien has filed Form 1078
or its equivalent, or (3) proof of acts
and statements of an alien showing a
definite intention to acquire residence 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.
In any case in which an alien seeks to
overcome the presumption of nonresi-
dence under paragraph (a) (3) or (b)
(3) of this section, If the internal-rev-
enue officer who examines the alien Is
in doubt as to the facts, such officer may,
to assist him in determining the facts,
require an affidavit or affidavits setting
forth the facts relied upon, executed by
some credible person or persons, other
than the alien and members of his
family, who have known the alien at least
six months prior to the date of execution
of the affidavit or affidavits.

§ 29.211-5 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 resi-
dence in the United States Is taxable as
a resident for the remainder of his stay
in the United States.

§ 29.211-6 Duty of employer to deter-
mine status of alien employee. If wages
are paid to aliens without withholding
the tax, except as permitted in § 29.143-3,
in the case of a resident of Canada or
Mexico, the employer should be prepared
to prove the status of the alien as pro-
vided in H9 29.211-1 to 29.211-5. An em-
ployer may rely upon the evidence of
residence afforded by the fact that an
alien has filed Form 1078, or an equiva-
lent certificate of the alien establishing
residence. An employer need not secure
Form 1078 from the alien if he is satis-
fied 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
equivalent, is permitted to prove the for-
mer status of the alien by any competent
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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.

§ 29.211-7 Taxation of nonresident
alien individuals. For the purposes of
this section and §§ 29.212-1, 29.213-1,
29.214-1, 29.215-1, and 29.217-2, nonresi-
dent alien individuals are divided into
three classes: 1. Nonresident alien in-
dividuals not engaged In trade or busi-
ness within the United States at any time
during the taxable year and deriving in
the taxable year not more than $15,400
gross amount of fixed or determinable
annual or periodical income from sources
within the United States; 2. nonresi-
dent alien individuals not engaged in
trade or business within the United
States at any time during the taxable
year and deriving in the taxable year
more than $15,400 gross amount of fixed
or determinable annual or periodical in-
come from sources within the United
States; and 3. nonresident alien indi-
viduals who at any time during the tax-
able year are engaged in trade or busi-
ness In the United States.

(a) No United States business; general
rule. (1) A nonresident alien individual
within class 1, referred to in the pre-
ceding paragraph, Is liable to the tax
upon the amount received from sources
within the United States, determined un-
der the provisions of section 119. which
is fixed or determinable annual or pe-
riodical gains, profits, and income. For
the purposes of section 211 (a), the term
"amount received" means "gross in-
come." Specific items of fixed or de-
terminable annual or periodical income
are enumerated in the Internal Revenue
Code as interest (except Interest on de-
posits with persons carrying on the bank-
ing business), dividends, rents, salaries,
wages, premiums, annuities, compensa-
tion, remunerations, and emoluments,
but other fixed or determinable annual
or periodical gains, profits, and Income
are also subject to the tax, as for In-
stance, royalties. As to the determina-
tion of fixed or determinable annual or
periodical income, see § 29.143-2. The
items of fixed or determinable annual or
periodical income from sources within
the United States received before Janu-
ary 1, 1945, by a citizen of France resid-
ing in France which are exempt from
Federal income taxation under the pro-
visions of the tax convention and proto-
col between the United States and
France, signed April 27, 1932, and effec-
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tive January 1, 1936, or received on or
after January 1, 1945, by a resident of
France which are so exempt under the
provisions of the tax convention and
protocol between the United States and
France, signed July 25, 1939, and effec-
tive January 1, 1945, are described in
§ 29.143-3. As to the items of such in-
come received on or after January 1,
1940, by individual residents of Sweden
or by Swedish corporations or other
Swedish entities and exempt from Fed-
eral income taxation, see the tax con-
vention between the United States and
Sweden, effective January 1, 1940, and
the regulations thereunder (see §§ 7.200
to 7.218 of this chapter). Under the
provisions of the tax convention between
the United States and Canada (ratifica-
tions exchanged June 15, 1942) certain
annuities and pensions received on and
after January 1, 1941, by individual resi-
dents of Canada are exempt from tax.
As to items of income received in tax-
able years beginning on or after January
1, 1945, by individual residents of the
United Kingdom, see Treasury Decision
5569, approved July 3, 1947 (Part 182
of this chapter).

(2) The fixed or determinable annual
or periodical Income from sources within
the United States of a nonresident alien
Individual not engaged in trade or busi-
ness within the United States at any
time during the taxable year and deriv-
ing in the taxable year not more than,
$15,400 gross amount of fixed or deter-
minable annual or periodical income
from sources within the United States is
taxable at the rate of 30 percent as to
such income received on and after Octo-
ber 31, 1942 (272 percent as to such
income received before October 31, 1942),
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 percent) as
may be provided by treaty with such
country. (See also § 29.212-1.) Under
the provisions of the tax convention be-
tween the United States and Canada
(ratifications exchanged June 15, 1942)
and effective January 1, 1941, the tax
rates of 271/2 percent or 30 percent, as
the case may be, otherwise imposed by
section 211 (a), were reduced to 15 per-
cent as to items of Income received on or
after April 30, 1941, in the case of a non-
resident alien individual who is a resi-
dent of Canada (see §§ 7.10 to 7.17 of this
chapter).
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(b) No United States business; aggre-
gate more than $15,400. A nonresident
alien individual within class 2, referred
to in the introductory paragraph of this
section, is under the provisions of sec-
tion 211 (c), subject to tax only upon his
fixed or determinable annual or period-
ical income specified in section 211 (a)
determined under the provision of sec-
tion 119, minus (1) the deductions prop-
erly allocable to such income and (2)
the so-called "charitable contributions"
deduction provided in section 213 (c).
Such nonresident alien is entitled to the
credits against net income allowable to
an individual by section 25, subject to
the limitations provided in section 214.
However, the tax thus computed under
sections 11 and 12 shall in no such case
be less than 30 percent (271V2 per cent
prior to October 31, 1942) of the gross
amount of such fixed or determinable
annual or periodical income from
sources within the United States. Non-
resident aliens within class 2 (other than
residents of Canada) are also subject to
the victory tax imposed by section 450.
A nonresident alien, a resident of Can-
ada, within class 2 Is not subject to the
provisions of section 211 (c) of this sec-
tion but is subject to taxation as set forth
in paragraph (a) of this section regard-
less of the amount of his fixed or deter-
minable annual or periodical Income
from sources within the United States
(see §§ 7.10 to 7.17 of this chapter).

(c) United States business. (1) A
nonresident alien individual within
class 3 referred to in the introductory
paragraph of this section, is not taxable
at the rate of 30 percent (271/2 percent
prior to October 31, 1942) upon the items
of gross income enumerated in section
211 (a). The net income from sources
within the United States of such a non-
resident alien individual (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 indi-
vidual by section 25, is subject to the
normal tax, the surtax, and, for taxable
years beginning in 1493, the victory tax.

(2) 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 per-
sonal services within the United States at
any time within the taxable year but
does not include the performance of per-
sonal services for a nonresident alien in-
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dividual, 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 90
days during the taxable year and whose
compensation for such services 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 (in-
cluding hedging transactions) through
a resident broker, commission agent, or
custodian. (See also § 29.212-1.) 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.

(3) 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 19, T. D. 5443, 10 F. R. 2496,
T. D. 5580, 12 F. R. 78261

§ 29.212-1 Gross income of nonresi-
dent alien individuals-(a) General.
(1) In general, in the case of nonresi-
dent alien individuals "gross income"
means only the gross income from
sources within the United States, de-
termined under the provisions of section
119. (See §§ 29.119-1 to 29.119-14.)
The iiems of gross income from sources
without the United States, and therefore
not taxable to nonresident aliens are
described In section 119 (c). As to who
are nonresident alien individuals, see
§§ 29.211-2 to 29.211-6.

(a) Income received by a resident alien
from sources without the United States
is taxable although such person may be-
come a nonresident alien subsequent to
its receipt and prior to the close of the
taxable year. Conversely, income re-
ceived by a nonresident alien from
sources without the United States Is not
taxable though such person may become
a resident alien subsequent to its receipt
and prior to the close of the taxable year.

(b) No United States business. The
gross income of a nonresident alien in-
dividual not engaged in trade or busi-
ness within the United States at any
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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. His taxable income
does not include profits derived from the
effecting of transactions in the United
States in stocks, securities, or commodi-
ties (including hedging transactions)
through a resident broker, commission
agent, or custodian, or profits derived
from the sale within the United States
of personal property or real property
located therein.

(c) United States business. (1) The
gross income of a nonresident alien in-
dividual who at any time within the tax-
able year was engaged in trade or busi-
ness within the United States is not
limited to the items of gross income speci-
fied 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 ex-
empt from taxation 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).)

(2) In general, any nonresident alien
individual who performs personal serv-
ices within the United States is con-
sidered 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, the surtax and, for taxable years
beginning in 1943, the victory tax.
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 foreign corporation, not
engaged in trade or business within the
United States, by a nonresident alien in-
dividual 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 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 exclusion from gross income of
the official compensation received by em-
ployees of foreign governments or of in-
ternational organizations, see section
116 (h).

(3) The effecting of transactions in
the United States in stocks, securities, or
commodities (including hedging trans-
actions) through a resident broker, com-
mission 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 alien 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 in-
clude 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. The term"commodities" as used in section 211
(b) means only goods of a kind custom-
arily 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 P. R. 19, T. D. 5600, 13 F. R. 577]

§ 29.212-2 Exclusion of earnings of
foreign ships or aircraft from gross in-
come-(a) Ships under foreign flag. (1)
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 con-
sists of earnings derived from the opera-
tion of a ship or ships documented un-
der 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 tax,
exempt from taxation so much of the In-
come 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 mean-
ing of this paragraph.
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(2) A nonresident alien individual not
engaged in trade or business within the
United States at any time within the tax-
able 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 ships,
whether or not the foreign country un-
der the laws of which such ships are
documented meets the equivalent ex-
emption requirement of the Internal
Revenue Code.

(b) Aircraft of foreign registry. (1)
For taxable years beginning after Decem-
ber 31, 1945, 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 en-
gaged in trade or business within the
United States as consists of earnings de-
rived from the operation of aircraft reg-
istered under the laws of a foreign coun-
try which grants an equivalent exemp-
tion to citizens of the United States non-
resident in such foreign country and to
corporations organized in the United
States, shall not be included in gross
income. 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 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.

(2) A nonresident alien Individual not
engaged in trade or business 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 aircraft, whether
or not the foreign country under the laws
of which such aircraft are registered
meets the equivalent exemption require-
ment of the Internal Revenue Code.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5667, 13 F. R. 67611

§ 29.213-1 Deductions allowed non-
resident a 1 i e n individuals-(a) No
United States business-Cl) General
rule. In general, a nonresident alien in-
dividual not engaged in trade or business
within the United States at any time
during the taxable year is not allowed
any deductions, the tax being imposed

upon the amount of gross income
received.

(2) Aggregate more than $15,400. A
nonresident alien individual (other than
a resident of Canada) 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 gross amount of fixed or
determinable annual or periodical in-
come from sources within the United
States is allowed for such year only such
deductions as are properly allocable to
such income. He Is also allowed the
contributions or gifts made within the
taxable year whether or not connected
with income from sources within the
United States but only if made to do-
mestic corporations or to community
chests, funds, or foundations created in
the United States of the type specified in
section 23 (o), or to the vocational re-
habilitation fund, subject to the limita-
tions provided in section 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 allowed
by section 23 for business expenses, in-
terest, taxes, losses in trade, bad debts,
depreciation, and depletion 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 taxpay-
ers, 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; (i) losses sustained dur-
ing the taxable year of property not con-
nected with the trade or business if aris-
ing from fires, storms, shipwreck, or
other casualty, or from theft, and if not
compensated for by insurance or other-
wise, are deductible only if the property
was located within the United States;
and (iii) contributions or gifts made
within the taxable year are deductible,
only if made to domestic corporations or
to community chests, funds, or founda-
tions created in the United States of the
type specified in section 23 (o), or to the
vocational rehabilitation fund, subject
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to the limitation provided In section
23 (o).

(2) Losses embraced under paragraph
(a) (2) of this section 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 unab-
sorbed loss may be deducted from the
income apportioned to sources within the
United States under the provisions of
§ 29.119-12. Losses embraced under par-
agraph (a) (1) of this section are deduc-
tible in full (as provided in § 29.119-10 or
§ 29.119-11) when the profit from the
transaction, if it had resulted in a profit,
would have been taxable in full as in-
come from sources within the United
States, but should be deducted under the
provisions of § 29.119-12 when the profit
from the transaction, if It had resulted
in profit, would have been taxable only
in part.

§ 29.214-1 Credits to nonresident alien
individuals-(a) No United States busi-
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 than $15,400. In
the case of a nonresident alien individual
(other than a resident of Canada) not
engaged in trade or business within the
United States at any time during the
taxable year and deriving in such year
gross amount of fixed or determinable
annual or periodical income from sources
within the United States or more than
$15,400, the credits allowed are those ap-
plicable in the case of nonresident alien
individuals engaged in trade or business
within the United States.

(b) United States business-(1) Tax-
able years beginning before January 1,
1944. For taxable years beginning be-
fore January 1, 1944, in the case of a
nonresident alien individual who at any
time within the taxable year was en-
gaged in trade or business within the
United States, the personal exemption
allowed as a credit against net Income by
section 25 (b) (1) shall, except In the
case of a resident of a contiguous coun-
try, be $500, whether such alien is a
single person, a married person living
with husband or wife, or the head of a
family. However, in the case of a resi-
dent of Canada or Mexico the same per-

sonal exemption as in the case of a citi-
zen of the United States applies on the
basis of reciprocity. If, therefore, it is
established to the satisfaction of the
Commissioner that the individual is
married and living with husband or wife
or is the head of a family, as the case
may be, the personal exemption per-
taining to such status will be applicable
provided that the country of which the
individual is a resident, allows a citizen
of the United States not residing in such
country, and who is married and living
with husband or wife or is the head of a
family, the same personal exemption as
is allowed by such country to its own
citizens who occupy such status. The
credit for dependents provided by sec-
tion 25 (b) (2) is allowed to nonresident
alien individuals who at any time within
the taxable year were engaged in trade
or business within the United States only
if they are residents of Canada or Mex-
ico. If the status of the taxpayer as to
dependents changes during the taxable
year, the credit for dependents shall be
determined as provided in § 29.25-7.

(2) Taxable years beginning after
December 31, 1943. In the case of a non-
resident alien individual (except a resi-
dent of Canada or Mexico) who at any
time during the taxable year was engaged
in trade or business within the United
States, the normal tax exemption allowed
as a credit against net income by section
25 (a) (3) and the surtax exemption
allowed as a credit against net income
by section 25 (b) shall, for taxable years
beginning after December 31, 1943, and
before January 1, 1946, each be $500; and,
for taxable years beginning after Decem-
ber 31, 1945, only one exemption under
section 25 (b) for both normal tax and
surtax purposes shall be allowed. In the
case of a resident of Canada or Mexico,
the same normal-tax exemption, surtax
exemptions, and exemptions under sec-
tion 25 (b) for both normal tax and sur-
tax, as in the case of a citizen of the
United States, shall apply.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 19, T. D. 5517, 11 F. R. 6535]

§ 29.215-1 Allowance of deductions

and credits to nonresident alien individ-
uals-(a) No United States business-
(1) General rule. In general, a nonresi-
dent alien individual not engaged in
trade or business within the United
States at any time during the taxable
year is not entitled to any allowance of
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deductions or credits even though he may
file a return of income.

(2) Aggregate more than $15,400.
Unless a nonresident alien individual
(other than a resident of Canada) 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,
fixed or determinable annual or period-
ical income in a gross amount of more
than $15,400 shall file or cause to be filed
with the collector a true and accurate
return of his total fixed or determinable
annual or periodical income from sources
within the United States as required by
paragraph (a) (2) of § 29.217-2, the tax
shall be collected on the basis of gross
amount of such fixed or determinable
annual or periodical income. Where
such nonresident alien has various
sources of fixed or determinable annual
or periodical income from within the
United States, as, for instance, from an
estate or trust, from stocks or bonds held
directly by him, or from securities held
for him by a custodian resident in the
United States, so that his total gross fixed
or determinable annual or periodical in-
come from United States sources is in
excess of $15,400 and a return of income
is not filed by him or on his behalf, the
Commissioner will cause a return of In-
come to be made and include therein
the fixed or determinable annual or peri-
odical income from all sources within the
United States concerning which he has
information without allowance for de-
ductions and credits, and will assess the
tax and collect It from one or more of the
sources of income within the United
States. Such nonresident alien shall
make or have made a full and accurate
return on Form 1040NB-a of all his fixed
or determinable annual or periodical in-
come from sources within the United
States. As to the duty of the representa-
tive or agent of such alien to file the re-
turn and pay the tax, see paragraph (b)
of § 29.217-2, which is hereby made
equally applicable in the case of a non-
resident alien individual coming within
the provisions of this paragraph.

(b) United States business. Unless
a nonresident alien individual who at
any time within the taxable year was
engaged in trade or business within the
United States shall file, or cause to be
filed, with the collector, a true and ac-
curate return of his total income from
sources within the United States, as re-

quired by paragraph (b) of § 29.217-2,
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 nonresident alien has va-
rious sources of income within the
United States, so that his total income
calls for the assessment of a surtax,
and a return of income was not filed by
him or on his behalf, the Commissioner
will cause a return of income to be made
and include therein the income of such
nonresident alien from all sources con-
cerning which he has information, with-
out allowance for deductions or credits,
and will assess the tax and collect it
from one or more of the sources of in-
come of such nonresident alien within
the United States.

§ 29.217-1 Time and place of filing
returns of nonresident alien individuals.
(a) The return In the case of a nonresi-
dent alien individual (but, as to taxable
years beginning after December 31, 1942,
only such individuals who do not have
wages subject to withholding at the
source under section 1622) must be made
on or before the 15th day of the sixth
full calendar month following the close
of the taxable year, except that the re-
turn for a fractional part of a year end-
ing prior to January 1, 1944, must be
filed on or before June 15, 1944. In the
case of any return for a fractional part
of a year the Commissioner may, upon
a showing by the taxpayer of unusual
circumstances, prescribe a later time for
the filing of the return, but such time
shall not be later than the 15th day of
the 18th full calendar month ending after
the beginning of the fractional part of
the year. For provisions relating to cer-
tain cases in which the time for filing the
return is postponed by reason of the war,
see Part 472 of this chapter. The return
must be filed with the collector of inter-
nal revenue for the district in which the
nonresident alien individual has his prin-
cipal place of business in the United
States, or If he has no principal place of
business in the United States, then with
the collector of internal revenue at Bal-
timore, Md. For failure to make and
file return within the time prescribed, see
section 291. For cases in which no re-
turn is required, see paragraph (a) of
§ 29.217-2.

(b) In the case of nonresident alien in-
dividuals who have wages subject to
withholding under section 1622, the gen-
eral rule provided in the first paragraph
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of this section with respect to the filing
of the return has no application to tax-
able years beginning after December 31,
1942. Such latter aliens are required to
file their returns and to pay the tax for
such taxable years at the time prescribed
generally for United States citizens and
residents. Such aliens having been
placed upon a current tax payment sys-
tem applicable generally to United States
citizens and residents, the provisions rel-
ative to the filing of returns and payment
of tax in the case of such citizens and
residents are equally applicable to such
aliens. As to the time of filing the re-
turn in the case of United States citizens
and residents, see section 53 and § 29.53-1.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5305, 8 F. R. 15559. T. D. 5339, 9 F R. 27721

§ 29.217-2 Return of income-(a) No
United States business- (1) General rule.
If the tax liability of a nonresident alien
individual, not engaged in trade or busi-
ness within the United States at any time
during the taxable year, is fully satisfied
at the source a return of income is not
required. A nonresident alien individ-
ual not engaged in trade or business
within the United States at any time
during the taxable year shall make or
have made a return on Form 1040NB with
respect to that portion of his Income re-
ceived 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 withheld at the
source, and with respect to any other
fixed or determinable annual or periodi-
cal income upon which the tax was not
fully satisfied at the source, including
dividends received from a foreign cor-
poration 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 alien individual (other than
a resident of Canada) not engaged in
trade or business within the United
States at any time during the taxable
year deriving in such year more than
$15,400 gross amount of fixed or deter-
minable annual or periodical income
from sources within the United States,
shall make or have made a full and ac-
curate return on Form 104ONB-a of all
his fixed or determinable annual or pe-
riodical income from sources within the
United States. Such return need not
disclose profits derived from the effect-

ing of transactions in the United States
in stocks, securities, or commodities (in-
cluding hedging transactions) through a
resident broker, commission agent, or
custodian, 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) of this
section, which is hereby made equally
applicable in the case of a nonresident
alien coming within the provisions of this
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 $500
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 appointed will
determine how completely the agent is
substituted for the principal for tax pur-
poses. See § 29.51-2. Any person who
collects interest or dividends on deposited
securites 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. 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, in order to
obtain a refund on the basis of the show-
ing made by the return there should be
attached to it a statement showing ac-
curately the amounts of tax withheld,
with the names and post-office ad-
dresses of all withholding agents. (See
§ 29.143-4.)
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§ 29.218-1 Date on which tax shall be
paid by nonresident alien individual.
In the case of a nonresident alien in-
dividual (but, as to taxable years begin-
ning after December 31, 1942, only such
individuals who do not have wages sub-
ject to withholding under section 1622)
the tax shall be paid on or before the
date prescribed by the Internal Revenue
Code and the regulations thereunder for
filing of the return, without regard to
any extension of time granted for the
filing of the return under authority of
section 53. See § 29.217-1. As to pay-
ment of the tax in installments, see
§ 29.56-1. For provisions relating to cer-
tain cases in which the date otherwise
prescribed for the payment of the tax or
an installment thereof is postponed by
reason of the war, see Part 472 of this
chapter. In the case of a nonresident
alien individual who has wages subject to
withholding at the source under the pro-
visions of section 1622 the tax for taxable
years beginning after December 31, 1942,
is to be paid at the time provided in the
case of United States citizens and res-
idents. See § 29.56-1.
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5305, 8 F. R. 15560, T. D. 5339, 9 F. R.
2'72]

§ 29.219-1 Partnerships. Whether a
nonresident alien individual who is a
member of a partnership is taxable under
the provisions of (A) section 211 (a) or
211 (c) or (B) section 211 (b) may (le-
pend on the status of the partnership.
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 provisions
of section 211 (a) or 211 (c), as the case
may be, depending on whether in the
taxable year he derives fixed or determi-
nable annual or periodical income from
sources within the United States of
more than $15,400, if he is not otherwise
engaged in trade or business within the
United States. A nonresident alien in-
dividual who is a member of a partner-
ship which at any time within the
taxable year is engaged in trade or busi-
ness within the United States is con-
sidered as being engaged in trade or
business within the United States and is
therefore taxable under section 211 (b).
For definition of what the term "part-
nership" includes, see section 3797 (a)
(2). The test of whether a partnership
is engaged in trade or business within
the United States is the same as in the

case of a nonresident alien individual.
(See § 29.211-7.)

FOREIGN CORPORATIONS

§ 29.231-1 Taxation of foreign cor-
porations. For the purposes of this sec-
tion and H8 29.231-2, 29.232-1, 29.235-1,
29.235-2 and 29.236-1, foreign corpora-
tions are divided into two classes: (1)
foreign corporations not engaged in trade
or business within the United States at
any time within the taxable year, re-
ferred to in the regulations as nonresi-
dent foreign corporations (see § 29.3797-
8); and (2) foreign corporations which
at any time within the taxable year are
engaged in trade or business within the
United States, referred to in the regula-
tions as resident foreign corporations
(see § 29.3797-8).

(a) 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-
minable annual or periodical gains,
profits, and income. For the purposes
of section 231 (a), the term "amount re-
ceived" means "gross income." Specific
items of fixed or determinable annual
or periodical income are enumerated in
the Internal Revenue Code as interest
(except interest on deposits with persons
carrying on the banking business), divi-
dends, rents, salaries, wages, premiums,
annuities, compensations, remunera-
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 determin-
able annual or periodical income, see
§ 29.143-2. The items of fixed or deter-
minable annual or periodical income
from sources within the United States
received before January 1, 1945, by a cor-
poration organized under the laws of
France, which are exempt from Federal
income tax under the provisions of the
tax convention and protocol between the
United States and France, signed April
27, 1932, and effective January 1, 1936
(see paragraph 108 of the Appendix to
this part), or received on or after Jan-
uary 1, 1945, by a corporation or other
entity organized under the laws of
France, which are so exempt under the
provisions of the tax convention and
protocol between the United States and
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France, signed July 25, 1939, and effec-
tive January 1, 1945, are described in
§ 29.143-3. As to items of such income
received on or after January 1, 1940, by
Swedish corporations and exempt from
Federal income taxation, see the tax con-
vention between the United States and
Sweden, effective January 1, 1940, and
regulations thereunder (see §§ 7.200 to
7.218 of this chapter). Under the pro-
visions of the tax convention between the
United States and Canada (ratifications
exchanged June 15, 1942) the tax rates
of 271/ percent or 30 percent, as the case
may be, otherwise imposed by section 231
(a) are reduced to 15 percent as to items
of income in the case of such corpora-
tions organized under the laws of Can-
ada. As to items of income received in
taxable years beginning on or after Jan-
uary 1, 1945, by foreign corporations
managed and controlled in the United
Kingdom and not having a permanent
establishment in the United States, see
Treasury Decision 5569, approved July 3,
1947 (Part 182 of this chapter).

(2) The 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 (271/2
percent as to such income received prior
to October 31, 1942). In the case of divi-
dends received by a nonresident foreign
corporation organized under the laws of
any country in North, Central, or South
America, or in the West Indies, or of
Newfoundland, the rate shall be reduced
to such rate (not less than 5 percent) as
may be provided by treaty with such
country.

(b) Resident foreign corporations. (1)
A resident foreign corporation is not tax-
able upon the items of fixed or deter-
minable annual or periodical income
enumerated in section 231 (a) at the rate
specified in that section. A resident for-
eign corporation is, under section 14 (c)
(1), liable to a tax of 24 percent of its
normal-tax net income (regardless of the
amount thereof), that is, its net income
from sources within the United States
(gross income from sources within the
United States minus the statutory -de-
ductions provided in sections 23 and 232)
less the credits allowed against net in-
come by section 26 (a) and (b). A resi-
dent foreign corporation is also liable to
the corporation surtax at the following
rates:
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(I) Upon corporation surtax net in-
comes of $25,000 or less, 10 percent of the
amounts thereof.

(ii) Upon corporation surtax net in-
comes over $25,000 but not over $50,000,
$2,500, plus 22 percent of the amount
of such income in excess of $25,000.

(iii) Upon corporation surtax net in-
comes of more than $50,000, 16 percent
of the entire amount thereof.

The corporation surtax net income
of a resident foreign corporation is its
net income from sources within the
United States less the credit allowed by
section 26 (b), which credit is limited in
amount to 85 percent of its net income
from sources within the United States.

(2) 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. Such phrase does not include the
effecting of transactions in the United
States in stocks, securities, or commod-
ities (including hedging transactions)
through a resident broker, commission
agent, or custodian. The term "com-
modities" as used in section 211 (b)
means only goods of a kind customarily
dealt in on an organized commodity ex-
change, such as a grain futures or a
cotton futures market, and does not in-
clude merchandise in the ordinary chan-
nels of commerce.
[Regs. 111, 8 F. R. 15002, as amended by
T. D. 5443, 10 P. R. 2496, T. D. 5580, 12 F. R.
78261

§ 29.231-2 Gross income of foreign
corporations. In the case of a foreign
corporation, including a life insurance
company not carrying on an insurance
business within the United States and
holding no reserve funds upon business
transacted within the United States (see
section 201 (b) (3)), an insurance com-
pany other than life or mutual not
carrying on an insurance business
within the United States (see section 204
(a) (3)), and a mutual insurance com-
pany other than life not carrying on an
insurance business within the United
States (see section 207 (a)), the term
"gross income" means gross Income from
sources within the United States as de-
fined and described in section 119. (See
§§ 29.119-1 to 29.119-14.) The items of
gross income from sources without the
United States and therefore not taxable
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to foreign corporations are described in
section 119 (c). As to the definition of
a foreign corporation see section 3797
(a) (3) and (5). As to foreign life in-
surance companies, see § 29.201 (b)-2.
As to foreign corporations formed or
availed of to avoid surtax, see § 29.102-4.
As to personal holding companies organ-
ized under the laws of foreign countries,
see § 29.505-1. As to foreign personal
holding companies, see sections 331 to
340, and §§ 29.331-1 to 29.339-3.

(a) Nonresident foreign corporations.
A nonresident foreign corporation is tax-
able under section 231 (a) only on fixed
or determinable annual or periodical
gross income received from sources
within the United States. Its taxable
income does not include profits derived
from the effecting of transactions in the
United States in stocks, securities, or
commodities (including hedging transac-
tions) through a resident broker, com-
mission agent, or custodian, or profits
derived from the sale within the United
States of personal property or real prop-
erty located therein.

(b) Resident foreign corporations. (1)
The gross income from sources within
the United States of a resident foreign
corporation is not limited to the items
of fixed or determinable annual or peri-
odical income referred to in section 231
(a), but includes every item of gross in-
come which is treated as income from
sources within the United States, except
those items which are specifically ex-
empt from taxation by statute or treaty
or which are not taxable by the Federal
Government under the Constitution.
(See section 22 (b), 119, and 231 (d).)

(2) A foreign corporation which ef-
fects transactions In the United States in
stocks, securities, or commodities (in-
cluding hedging transactions) through
a resident broker, commission agent, or
custodian Is not merely by reason of
such transactions considered as being
engaged in trade or business within the
United States which would cause it to be
classed as a resident foreign corporation.
However, a foreign corporation which at
any time within the taxable year is
otherwise engaged in trade or business
in the United States, being a resident
foreign corporation, is taxable upon all
income derived from sources within the
United States, including the profits re-
alized from such transactions. A resi-
dent foreign corporation is also required
to include in its gross income capital

819592-49- 40

gains, gains from hedging transactions,
and profits derived from the sale within
the United States of personal property,
or of real property located therein.

§ 29.231-3 Exclusion of earnings of
foreign ships or aircraft from gross in-
come. (a) A resident foreign corpora-
tion may exclude from gross income
under section 231 (d) so much of its in-
come 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 § 29.212-2 with re-
spect to nonresident alien individuals.

(b) 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5667, 13 F. R. 6761]

§ 29.232-1 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 § 29.231-1.)

(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 § 29.201-2. As to for-
eign corporations formed or availed of
to avoid surtax, see § 20.102-4. As to per-
sonal holding companies organized un-
der the laws of foreign countries, see
§ 29.505-1. As to foreign personal hold-
ing companies, see sections 331 to 340,
and §§ 29.331-1 to 29.339-3.
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§ 29.233-1 Allowance of deductions
and credits. The benefit-of the deduc-
tions and credits allowed a resident for-
eign corporation can be had only by
filing or causing to be filed with the col-
lector a true and accurate return of its
total income received from sources
within the United States. Only items of
interest and dividends included In gross
income may be credited under section
26 (a) and (b). Inasmuch as a nonresi-
dent foreign corporation is taxable under
section 231 (a) only upon fixed or deter-
minable annual or periodical gross in-
come received from sources within the
United States, such foreign corporation
may not receive the benefit of the deduc-
tions and credits by filing a return of
income.

§ 29.235-1 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 15th day of the sixth full
calendar month following the close of
the taxable year, except that the re-
turn for a fractional part of a year end-
ing prior to January 1, 1944. shall be
made on or before June 15. 1944. In the
case of any return for a fractional part
of a year the Commissioner may, upon a
showing by the taxpayer of unusual cir-
cumstances, prescribe a later time for the
filing of the return, but such time shall
not be later than the 15th day of the 18th
full calendar month ending after the be-
ginning of the fractional part of the
year. If a nonresident foreign corpora-
tion has an agent in the United States,
the return shall be made by the agent.
The return must be filed with the collec-
tor of internal revenue, Baltimore, Md.
(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 § 29.235-
2 (a). For provisions relating to certain
cases in which the time for filing the re-
turn is postponed by reason of the war,
see Part 472 of this chapter.

(b) Resident foreign corporations.
The return in the case of a resident for-
eign corporation, in lieu of the time pre-
scribed in section 235, shall be made on
or before the 15th day of the third month
following the close of the fiscal year, or
on or before the 15th 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
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filed at the time prescribed in § 29.53-1.
The return must be filed with the col-
lector of internal revenue for the 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. For
provisions relating to certain cases in
which the time for filing the return is
postponed by reason of the war, see Part
472 of this chapter.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5339, 9 F. R. 27721

§ 29.235-2 Return of 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
nonresident foreign corporation shall
make or have made a return on Form
1120NB with respect to that portion of
its income 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 for-
eign corporation which are treated as in-
come 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 corporations. 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.

§ 29.236-1 Dates on which tax shall
be paid by foreign corporations-(a)
Nonresident foreign corporations. In
the case of a nonresident foreign corpo-
ratibfi the total amount of tax imposed
by chapter 1 shall be paid on or before
the date prescribed by the Internal Rev-
enue Code and the regulations thereun-
der for filing of the return, without re-
gard to any extension of time granted
for the filing of the return under author-
ity of section 53. See § 29.235-1. As to
payment of the tax installments, see
§ 29.56-1. For provisions relating to
certain cases in which the date otherwise
prescribed for the payment of the tax
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or an installment thereof is postponed
by reason of the war, see Part 472 of
this chapter.

(b) Resident foreign corporations. In
the case of a resident foreign corpora-
tion the total amount of tax imposed by
chapter 1 shall be paid, in lieu of the
time prescribed in section 236 (a), on
the 15th 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 15th day of the third month, fol-
lowing 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 § 29.56-1. As to pay-
ment of the tax in installments, see
§ 29.56-1. For provisions relating to cer-
tain cases in which the date otherwise
prescribed for the payment of the tax
on an installment thereof is postponed
by reason of the war, see Part 472 of this
chapter.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5339, 9 F. R. 2772, T. D. 5458, 10 F. R. 7335]

POSSESSIONS OF THE UNITED STATES

§ 29.251-1 Citizens 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 possession
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 de-

rived from the active conduct of a trade
or business within a possession of 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
engaged in the management of such cor-
poration, does not represent income de-
rived 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
possession of the United States, is not de-
prived of the benefits of the provisions of
section 116 (a) : Provided, That (1) he is,
with respect to taxable years beginning
prior to January 1, 1943, away from the
United States for more than six months
of the taxable year, or is, with respect to
taxable years beginning after December
31, 1942, a bona fide resident of a foreign
country 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
case none of the provisions of section 251
is applicable in determining the citizen's
tax liability. For what constitutes
earned income, see section 25 (a) (4).

(c) In the case of a husband and wife
making a joint return, the term "gross
income," as used in this section, means
the combined gross income of the
spouses.

(d) For a determination of the income
from sources within the United States,
see section 119. A citizen entitled to the
benefits of section 251 is required to file
with his individual return Form 1040 or
1040A, the schedule on Form 1040E. If
a citizen entitled to the benefits of section
251 has no income from sources within
the United States or does not receive
within the United States any income
whether derived from sources within or
without the United States, he is not re-
quired to file a return or the schedule on
Form 1040E.

(e) A citizen of the United States who
was taken prisoner of war while serving
within a possession of the United States
as a member of the military or naval
forces of the United States, or who was

Page 605

§ 29.251-1

HeinOnline --  CFR, 1949 605 1949



Title 26-Internal Revenue

interned by the enemy while serving as
an employee (whether the employment
is governmental or private) within a pos-
session of the United States is not to be
deprived of the benefits of section 251, if
otherwise qualified for such benefits,
even though his subsequent place or
places of confinement by the enemy were
not within a possession of the United
States.

Example. On July 1, 1942, A, who is a citi-
zen of the United States, went to Puerto Rico
and established a business there which he
actively conducted during the remainder of
that year. His gross income from the busi-
ness during such period was $20,000. In ad-
dition, he made a profit of $12,000 from the
sale during the latter part of 1942 of some
Puerto Rican real estate not connected with
his trade or business. In the first six months
of 1942 he also derived $8,000 gross income
from rental property located in the United
States. He derived a like amount of gross
income from such property during the last
six months of 1942. Inasmuch as for the ap-
plicable part (July 1, 1942, to December 31,
1942) of the 3-year period immediately pre-
ceding the close of the taxable year (the
calendar year 1942), 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 $40,000) for such part of the 3-year period
was derived from the active conduct of a
trade or business within a possession of the
United States, he is required to report in
gross income in his return for 1942 only the
gross Income derived by him from sources
within the United States ($16,000 from the
rental property located in the United States.)
[Regs. 111, 8 P. R. 15002, as amended by T. D.
5645, 13 F. R. 4258]

§ 29.251-2 Income received within the
United States. Notwithstanding the pro-
visions of section 251 (a), there shall be
included in the gross income of citizens
and domestic corporations therein speci-
fied all amounts, whether derived from
sources within or without the United
States, which are'received by such citi-
zens or corporations within the United
States. From the amounts so included
in gross income there shall be deducted
only the expenses properly apportioned
or allocated thereto. For instance, if in
the example given in § 29.251-1, the tax-
payer during the latter part of 1942 re-
turned to the United States for a few
weeks and while there received the pro-
ceeds resulting from the sale of the
Puerto Rican real estate, the profits de-
rived from such transaction should be
reported in gross income. Such receipt
in the United States, however, would not
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deprive the taxpayer of the benefits of
section 251 with respect to other items of
gross income excluded by that section.

§ 29.251-3 Tax in case of corporations.
A domestic corporation entitled to the
benefits of section 251 is, under section
251 (c) (1), subject to the tax imposed
by section 13 if it has a normal-tax net
income of more than $25,000 (see
§ 29.13-1), or to the tax provided by
section 14 (b) if it has a normal-tax
net income of not more than $25,000 (see
§ 29.14-1). Such a corporation is also
subject to the surtax imposed by section
15 (see § 29.15-1).

§ 29.251-4 Definition. The term
"United States" as used in §§ 29.251-1 to
29.252-1 includes only the States, the
Territories of Alaska and Hawaii, and
the District of Columbia. The term"possession of the United States," as used
in sections 251 and 252 and § 29.251-1,
this section, and § 29.252-1, includes
Puerto Rico, the Philippine Islands prior
to July 4, 1946, the Panama Canal Zone,
Guam, American Samoa, Wake, and the
Midway Islands; it does not include the
Virgin Islands. Prior to July 4, 1946,
the Philippine Islands came within the
classification of "possessions of the
United States" for Federal income tax
purposes, notwithstanding the establish-
ment of the Commonwealth of the Phil-
ippines under the Act of March 24, 1934
(48 Stat. 456). The Philippine Islands
on July 4, 1946, became a separate self-
governing nation.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5534, 11 F. R. 9553]

§ 29.251-5 Deductions allowed citizens
and domestic corporations entitled to
the benefits of section 251. In the case
of a citizen entitled to the benefits of
section 251, the deductions allowed by
section 23 for business expenses, interest,
taxes, losses in trade, bad debts, depre-
ciation, and depletion are allowed only if
and to the extent that they are connected
with income from sources within the
United States. The provisions of
§ 29.213-1 relating to the allowance to
nonresident alien individuals who at any
time within the taxable year were en-
gaged in trade or business within the
United States, of the deductions provided
in section 23 (e) (2) and (3) for losses
not connected with the trade or busi-
ness are applicable in the case of citizens
entitled to the benefits of section 251.
The provisions of § 29.213-1 pertaining
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to the allowance to such nonresident
alien individuals of deductions for con-
tributions provided in section 23 (o) are
also applicable in the case of such citi-
zens. Corporations entitled to the bene-
fits of section 251 are allowed the same
deductions from their gross income aris-
ing from sources within the United
States as are allowed to domestic cor-
porations to the extent that such deduc-
tions are connected with such gross in-
come, 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.

§ 29.251-6 Allowance of deductions
and credits to citizens and domestic cor-
porations entitled to the benefits of sec-
tion 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 collector 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 in-
come) from sources within the United
States. Where such a citizen or corpo-
ration 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 income to be made and in-
clude therein the income of such citizen
or corporation from all sources concern-
ing 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 allowance for deductions
or credits.

§ 29.252-1 Status of citizens of United
States possessions. (a) A citizen of a pos-
session of the United States (except the
Virgin Islands), 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.)
For Federal income tax purposes a citi-
zen 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 be-
come a citizen of the United States by
naturalization. The fixed or determi-
nable annual 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 were a non-
resident alien individual is subject to
withholding. (See section 143.)

(b) 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: (1) 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
(2) 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 pro-
visions of §§ 29.211-7 to 29.219-1 ap-
plicable to nonresident alien individuals
not engaged in trade or business 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 possessions fall-
ing within the second class.

(c) The act 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.

CHINA TRADE ACT CORPORATIONS

§ 29.261-1 Tax on China Trade Act
corporations. A China Trade Act cor-
poration is, under section 261 (a), sub-
ject to the tax imposed by section 13 (b)
if it has a normal-tax net income of more
than $25,000 (see § 29.13-1), or to the
tax provided by section 14 (b) if it has
a normal-tax net income of not more
than $25,000 (see § 29.14-1). Such a cor-
poration is also subject to the surtax im-
posed by section 15 (see § 29.15-1).

§ 29.262-1 Income of China Trade Act
corporations. The items of gross income
to be included in the return of a cor-
poration organized under the China
Trade Act and the deductions allowable
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are the same as in the case of other
domestic corporations.

§ 29.262-2 Credits allowed C h i n a
Trade Act corporations. (a) In addi-
tion to the credits allowed under section
26 (a) and (b), a China Trade Act cor-
poration is, under certain conditions, al-
lowed an additional credit for the pur-
pose of computing the taxes Imposed by
section 13 or 14, by section 15, and by
section 600. This credit Is an amount
equal to the proportion of the net Income
derived from sources within China (de-
termined in a similar manner to that
provided in section 119) which the par
value of the shares of stock of the corpo-
ration, owned on the last day of the tax-
able year by (1) persons resident in
China, the United States, or possessions
of the United States, and (2) individual
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 section 13 or 14, and section 15, by
reason of such credit must not, however,
exceed the amount of the special divi-
dend referred to in section 262 (b), and
is not allowable unless the special divi-
dend has been certified to the Commis-
sioner by the Secretary of Commerce.
The decrease in the tax imposed by sec-
tion 600 by reason of such credit must not
exceed the amount by which such spe-
cial dividend exceeds the decrease per-
mitted by section 262 in the tax Imposed
by section 13 or 14, and section 15. A
China Trade Act corporation is not en-
titled to the credit for taxes paid to for-
eign countries and possessions of the
United States allowed to domestic corpo-
rations under the provisions of section
131.

(b) The application of this section
may be illustrated by the following
example:

Example. The A Company, a China Trade
Act corporation, has a net income for the
calendar year 1942 of $200,000 and receives
no dividends from domestic corporations. All
of its stock on December 31, 1942, is owned
on that date by persons resident in China,
the United States, or possessions of the
United States, or individual citizens of the
United States or China. The declared value
of the capital stock of the corporation shown
on its capital stock tax return for the capital
stock tax year ended June 30, 1942, is
$1,500,000. It distributes a special dividend
amounting to $85,000 on February 15, 1943,
which is certified by the Secretary of Com-
merce as provided in section 262 (b).
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For the purpose of the tax imposed by
section 13, it is necessary in this example to
make two computations, first, without allow-
Ing the special credit against net income on
account of income derived from sources
within China, and, second, allowing such
credit. The computations are as follows:

FIRST COMPUTATION-WITHOUT ALLOWING THE
SPECIAL CREDIT AGAINST NET INCOME

Net income subject to tax --------- J200, 000
Normal-tax net income ----------- 200, 000
Normal tax (section 13) ----------- 48, 000
Surtax net income -------------- 200, 000
Surtax (section 15) --------------- 32, 000
Total income tax ----------------- 80,000

SECOND COMPUTATION-ALLOWING SPECIAL
CREDIT AGAINST NET INCOME

Net income -------------------- $200, 000
Since the total net income is de-

rived from sources within China
and since the par value of the
shares of stock of the corpora-
tion owned on the last day of the
taxable year by (1) persons resi-
dent in China, the United States,
or possessions of the United
States and (2) individual citizens
of the United States or China
wherever resident, is 100 per-
cent of the par value of the total
number of shares of stock of the
corporation outstanding on that
day, 100 percent of the net in-
come from sources within China
is deductible as a special credit
against net income.

Special credit against net income-- 200, 000

Amount of income subject
to tax under section 13 -_ None

Since the special dividend ($85,000) ex-
ceeds the diminution of the tax ($80,000) on
account of the allowance of the special credit
against net income, the entire amount of
the special credit Is allowable and the cor-
poration has no income tax liability for
1942.

For the purpose of the declared value
excess-profits tax it is also necessary to make
two computations, first, without allowing
the special credit against net income, and,
second, allowing such credit. The compu-
tations are as follows:

FIRST COMPUTATION-WITHOUT ALLOWING THE

SPECIAL CREDIT AGAINST NET INCOME

Net income -------------------- $200, 000
Less: 10 percent of the value de-

clared in the capital stock tax re-
turn for the capital stock tax
year ended June 30, 1942 (10 per-
cent of $1,500,000) ------------- 150,000

Net income subject to de-
clared value excess-prof-
its tax ----------------- 50,000
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Less: Amount taxable at 6eio per-
cent, portion of net income In
excess of 10 percent and not in
excess of 15 percent of the de-
clared value of the capital stock
($200,000 minus $150,000) -------- $50, 000

Amount taxable at 13 io
percent ----------------- None

Declared value excess-profits tax at
6oI percent (61i0 percent of
$50,000) ------------------------ 3,300

SECOND COMPUTATION-ALLOWING SPECIAL

CREDIT AGAINST NET INCOME

Net income -------------------- $200, 000
Since the total net income is de-

rived from sources within China
and since the par value of the
shares of stock of the corporation
owned on the last day of the tax-
able year by (1) persons resident
in China, the United States, or
possessions of the United States,
and (2) individual citizens of the
United States or China where-
ever resident, is 100 percent of
the par value of the total number
of shares of stock of the cor-
poration outstanding on that
day, 100 percent of the net in-
come from sources within China
is deductible from net income-. 200,000

Amount of income subject
to declared value ex-
cess-profits tax -------- None

Since the diminution of the declared
value excess-profits tax ($3,300) on account
of the special credit against net income does
not exceed the amount by which the spe-
cial dividend ($85,000) exceeds the diminu-
tion of the income tax ($80,000) on account
of such credit, the entire amount of the
special credit ($200,000) is allowable and
the corporation has no declared value ex-
cess-profits tax liability for 1942.

§ 29.262-3 Meaning of terms used in
connection with China Trade Act cor-
porations. (a) A China Trade Act cor-
poration is one organized under the
provisions of the China Trade Act, 1922.

(b) The term "China" means (1)
China, including Manchuria, Tibet, Mon-
golia, and any territory leased by China
to any foreign government, (2) the
Crown Colony of Hong Kong, and (3)
the Province of Macao.

(c) The term "special dividend" means
the amount which, during the year end-
ing on the date fixed by law for the filing
of the corporation's return, is distributed
as a dividend to or for the benefit of such
persons as on the last day of the tax-
able year were resident in China, the

United States, or possessions of the
United States, or were individual citi-
zens of the United States or China, and
owned shares of stock of the corporation.
The time fixed by law for filing the re-
turn includes the period of any exten-
sion of time granted under rules and
regulations prescribed by the Commis-
sioner with the approval-of the Secretary.

(d) For the purposes of section 262 the
shares of stock of a China Trade Act cor-
poration are considered to be owned by
the person in whom the equitable right
to the income from such shares is in good
faith vested.

(e) "Net income derived from sources
within China" is the sum of the net in-
come from sources wholly within China
and that portion of the net income from
sources partly within and partly without
China which may be allocated to sources
within China. The method of computing
this income is similar to that described
in section 119.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5424, 9 F. R. 150391

§ 29.262-4 Withholding by a China
Trade Act corporation. Dividends dis-
tributed by a corporation organized un-
der the China Trade Act, 1922, which
are treated as income from sources
within the United States under the pro-
visions of section 119 of the Internal
Revenue Code are subject to withholding
at the rate of 30 percent (271/2 percent
prior to October 31, 1942) when paid to
persons (other than residents of China)
who are (a) nonresident aliens, (b) non-
resident partnerships composed in whole
or in part of nonresident aliens, or (c)
nonresident foreign corporations. The
30 percent (27/2 percent prior to October
31, 1942) rate of withholding specified in
this section with respect to dividends
shall be reduced in the case of share-
holders who are (1) nonresident aliens
residents of any country in North, Cen-
tral, or South America, or in the West
Indies, or of Newfoundland, or (2) non-
resident foreign corporations organized
under the laws of any such country, to
such rate (not less than 5 percent) as
may be provided by treaty with such
country. As to reduction in rate of with-
holding (I) in the case of nonresident
alien individuals who are residents of
Canada or Sweden, see § 29.143-1; (ii
in the case of corporations or other en-
tities created or organized under the laws
of Canada or Sweden, see § 29.144-1.
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ASSESSMENT AND COLLECTION OF
DEFICIENCIES

§ 29.271-1 Deficiency defined.-(a'
Taxable years beginning prior to Jan-
uary 1, 1943. (1) In defining the term
"deficiency" for taxable years beginning
prior to January 1, 1943, the Internal
Revenue Code recognizes two classes of
cases-one, where the taxpayer makes a
return showing some tax liability; the
other, where the taxpayer makes a re-
turn showing no tax liability, or where
the taxpayer fails to make a return. Ad-
ditional tax shown on an "amended re-
turn," so-called, filed after the due date
of the return for the taxable year, is a
deficiency within the meaning of the
Code.

(2) When a case is considered for the
first time, the deficiency is the excess of
the amount determined to be the correct
amount of the tax over the amount
shown as the tax by the taxpayer on his
return, or, if it is a case where no tax
was reported by the taxpayer, the de-
ficiency is the amount determined to be
the correct amount of the tax. Subse-
quent Information sometimes discloses
that the amount previously determined
to be the correct amount of the tax is less
than the correct amount, and that a re-
determination of the tax is necessary.
In such a case the deficiency on redeter-
mination is the excess of the amount
determined to be the correct amount of
the tax over the sum of the amount of
tax reported by the taxpayer and the de-
ficiency assessed In connection with the
previous determination. If it is a case
where no tax was reported by the tax-
payer, the deficiency is the excess of the
amount determined to be the correct
amount of the tax over the amount of
the deficiency disclosed by the previous
determination. If the previous deter-
mination resulted in a credit or refund
to the taxpayer, the deficiency upon the
second determination is the excess of the
amount determined to be the correct
amount of the tax over the amount of
tax reported by the taxpayer decreased
by the amount of the credit or refund.

(b) Taxable years beginning alter De-
cember 31, 1942. (1) For taxable years
beginning after December 31, 1942, the
term "deficiency" means the excess of the
tax imposed by chapter 1 over the sum of
the amount shown as the tax by the tax-
payer upon his return and the amounts
previously assessed (or collected without
assessment) as a deficiency; but such
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sum shall first be reduced by the amount
of rebates made. If no return is made,
or if the return (except a return on Form
W-2 (Rev.) pursuant to section 51 (f))
does not show any tax, for the purposes
of the definition "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 deficiency
within the meaning of the Code.

(2) For the purposes of the definition,
the tax imposed by chapter 1 and the tax
shown on the return shall both be de-
termined 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 ex-
ceeds 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. For taxable
years beginning in 1943, the credit pro-
vided in section 466 (e) for Victory tax
withheld at the source shall also be dis-
regarded for such purposes.

(3) The computation by the collector,
pursuant to section 51 (f), of the tax im-
posed by chapter 1 shall be considered
as having been made by the taxpayer
and the tax so computed shall be con-
sidered as the tax shown by the tax-
payer upon his return.

(4) 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 allow-
able, the unpaid portion of the tax at-
tributable to such difference will be col-
lected not as a deficiency but as an un-
derpayment of the tax shown on the
return.

(5) The application of these provisions
may be illustrated by the following ex-
amples:

Example (1). The amount of tax shown
by the taxpayer upon his return for the
calendar year 1944 was $1.500. The tax-
payer had no amounts previously assessed
(or collected without assessment) as a de-
ficiency. He claimed a credit in the amount
of $2,000 for tax withheld at source on wages,
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and a refund of $500 (not a rebate under sec-
dlon 271) was made to him as an overpay-
ment of tax for the taxable year. It is later
determined that the correct tax for the
taxable year is $1,750. A deficiency of $250
is determined as follows:

Tax imposed by chapter 1 --------- $1,750
Tax shown on return -------- $1,500
Tax previously assessed (or

collected without assess-
ment as a deficiency ---- None

Total ---------------------- 1,500
Amount of rebates made .... None

Balance -------------------------- 1,500

Deficiency ------------------------- 250

Example (2). The taxpayer made a return
for the calendar year 1944 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 with!"eld at source
on wages under section 1622 avd $60 for tax
paid at source under section 143 upon interest
on bonds containing a tax-free covenant. The
taxpayer had no amounts previously assessed
(or collected without assessment) as a de-
ficiency. The Commissioner 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 Im-
posed by chapter 1 is $1,360 (total tax $1,400
$170 is determined as follows:

Tax imposed by chapter 1 ($1,400
minus $40) --------------------- $1,360

Tax shown on return ($1,250
minus $60) --------------- $1,190

Tax previously assessed (or
collected without assess-
ment) as a deficiency ---- None

Total --------------------- 1,190
Amount of rebates made .... None
Balance -------------------------- 1 , 190

Deficiency -------------------------- 170

Example (3). For the calendar year 1945,
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 taxpayer made a return showing a
tax of $7,860 before any credits for tax with-
held 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
covenant bonds described in section 143 (a).
The Commissioner determines that the 2 per-
cent 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 interest on tax-free covenant
bonds). The Commissioner also determines
that the tax withheld 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

Balance -------------------------- 7,460

Deficiency ----------------------- $3,860

(6) As used in 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 im-
posed by chapter 1 is less than the excess
of (i) the amount shown as the tax by the
taxpayer upon his return increased by the
amount previously assessed (or collected
without assessment) as a deficiency over
(ii) 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 de-
termines that the tax imposed by chap-
ter 1 is $600 and makes a refund of $300
no part of such refund constitutes a "re-
bate" since the refund is not made on the
ground that the tax imposed by chapter
1 is less than the tax shown on the re-
turn. If, however, the Commissioner
determines that the tax imposed by chap-
ter 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 imposed by chapter
1 ($500) is less than the tax shown on
the return ($600). The amount of such
rebate ($100) would be taken into ac-
count in arriving at the amount of any
deficiency subsequently determined.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5447, 10 F. R. 30781

§ 29.272-1 Assessment of a deficiency.
If the Commissioner determines that
there is a deficiency in respect of the
income tax imposed by chapter 1 (see
sections 57 and 271), the Commissioner
is authorized to notify the taxpayer of
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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 estab-
lished, send either a joint or separate
notice of deficiency. If, however, the
Commissioner 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 section 272 (a), relating to sepa-
rate residences, should be addressed to
the Commissioner of Internal Revenue,
Washington 25, D. C., for the attention of
the Income Tax Unit, Records Division.
Within 90 days after notice of the defi-
ciency is mailed (or within 150 days after
mailing in the case of such a notice
mailed after October 21, 1942, and ad-
dressed to a person outside the States of
the Union and the District of Columbia),
as provided in section 272 (a), a petition
may be filed with The Tax Court of the
United States for a redetermination of
the deficiency. In determining such 90-
day or 150-day period, Saturday (on and
after September 8, 1945), Sunday, or a
legal holiday in the District of Columbia
is not to be counted as the ninetieth or
one hundred fiftieth day. Except as
stated in paragraphs (a), (b), (c), (d),
and (e) 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 sec-
tion 1140.

(a) 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 a
petition with The Tax Court upon the
basis of such notice, nor is the assess-
ment of such additional tax prohibited
by the provisions of section 272 (a).

(b) If the Commissioner believes that
the assessment or collection of a defi-
ciency will be jeopardized by delay, such
deficiency shall be assessed immediate-
ly, as provided in section 273. (See
§ 29.273-1.)

(c) 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 Colum-
bia, any deficiency determined by the
Commissioner in respect of the tax shall
be assessed immediately, irrespective of
the provisions of section 272 (a), if such
deficiency has not been assessed in ac-
cordance with law prior to the adjudi-
cation of bankruptcy or the appointment
of a receiver. (See sections 274 and 298
and §§ 29.274-1 and 29.274-2.)

(d) (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 circuit court of appeals (or the
United States Court of Appeals for the
District of Columbia), the filing of the
petition will not operate as a stay of the
assessment of any portion of the defi-
ciency 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
immediately after the filing of such peti-
tion.

(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 tax-
payer, but the necessary bond referred to
in section 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
(iii), immediately after the expiration of
the 3-month period, and in the case of
(iv), immediately after the filing of the
petition for review by the taxpayer.

(e) (1) The taxpayer may at any
time by a signed notice in writing filed
with the Commissioner waive the re-
strictions on the assessment of the whole
or any part of the deficiency. The notice
must in all cases be filed with the Com-
missioner. The filing of such notice with
The Tax Court does not constitute filing
with the Commissioner within the mean-
ing of the Internal Revenue Code. After
such waiver has been acted upon by the
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Commissioner and the assessment has
been made in accordance with its terms,
the waiver cannot be withdrawn.

(2) 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 pe-
tition 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 determining
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 final shall
be assessed by the Commissioner. If the
Commissioner mails to the taxpayer
notice of a deficiency, and the taxpayer
files a petition with The Tax Court
within the prescribed period, the Com-
missioner is barred from determining
any additional deficiency for the same
taxable year except in the case of fraud
and except as provided in section 272
(e) relating to the assertion of greater
deficiencies before The Tax Court or in
section 273 relating to jeopardy assess-
ments.
[Regs. 111, 8 F. R. 15002 as amended by T. D.

5503, 11 F. R. 3081]

§ 29.272-2 Collection of a deficiency.
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 Commis-
sioner has been assessed, the unpaid por-
tion of the amount so assessed shall be
paid upon notice and demand from the
collector. As to cases coming within the
provisions of paragraphs (b), (c), and
(d) of § 29.272-1, see sections 273 (i) and
298 and section 1145. As to interest on
deficiencies, see section 292.
(Regs. 111, 8 F. R. 15002 as amended by T. D.
5447, 10 F. R. 3079]

§ 29.272-3 Extension of time for pay-
ment of a deficiency. (a) If it is shown
to the satisfaction of the Commissioner
that the payment of a deficiency upon
the date or dates prescribed for the pay-
ment thereof will result in undue hard-
ship to the taxpayer, the Commissioner

may grant an extension of time for the
payment of the deficiency or any part
thereof for a period not in excess of 18
months, and in exceptional cases for a
further period not in excess of 12 months.
The extension will not be granted upon
a general statement of hardship. The
term "undue hardship" means more than
an inconvenience to the taxpayer. It
must appear that substantial financial
loss, for example, due to the sale of prop-
erty at a sacrifice price, will result to
the taxpayer from making payment of
the deficiency at the due date. If a mar-
ket exists, the sale of property at the
current market price is not ordinarily
considered as resulting in an undue hard-
ship. The Internal Revenue Code pro-
vides that no extension will be granted
where the deficiency is due to negligence
or intentional disregard of rules and reg-
ulations or to fraud with intent to evade
tax.

(b) An application for an extension of
time for the payment of a deficiency
should be made under oath on Form 1127
and must be accompanied or supported
by evidence showing the undue hard-
ship that would result to the taxpayer if
the extension were refused. A sworn
statement of assets and liabilities of the
taxpayer and an itemized statement un-
der oath showing all receipts and dis-
bursements for each of the three months
immediately preceding the month in
which falls the date prescribed for the
payment of the deficiency are required
and should accompany the application.
The application, with the evidence, must
be filed with the collector, who will trans-
mit it to the Commissioner with his rec-
ommendations as to the extension.
When it is received by the Commissioner,
it will be examined and, if possible,
within 30 days will be denied, granted,
or tentatively granted subject to certain
conditions of which the taxpayer will be
notified. The Commissioner will not
consider an application for an extension
of time for the payment of a deficiency
unless request therefor is made to the
collector on or before the date prescribed
for payment thereof, as shown by the
notice and demand from the collector, 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 will
usually require the taxpayer to furnish
a bond on Form 1127B in an amount not
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exceeding double the amount of the de-
ficiency or to furnish other security sat-
isfactory to the Commissioner for the
payment of the liability on or before the
date or dates prescribed for payment 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 deficiency, in-
terest, and additional amounts assessed
in connection therewith in accordance
with the terms of the extension granted,
and shall be executed by a surety com-
pany holding a certificate of authority
from the Secretary of the Treasury as
an acceptable 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 se-
cured by deposit of bonds or notes of the
United States as provided In section
1126 of the Revenue Act of 1926. The
amount of the deficiency and additions
thereto shall be paid on or before the ex-
piration of the period of the extension
without the necessity of notice and de-
mand from the collector. Payment of
the deficiency and additions thereto be-
fore the expiration of the extension will
not relieve the taxpayer from paying the
entire amount of interest provided for
in the extension. (See section 296.)

§ 29.273-1 Jeopardy assessments. (a)
If the Commissioner believes that the as-
sessment or collection of a deficiency will
be jeopardized by delay, he is required to
assess such deficiency immediately, to-
gether with the interest and other addi-
tional amounts provided by law. If a
deficiency is assessed on account of jeop-
ardy after the decision of The Tax Court
of the United States Is rendered, the
jeopardy assessment may be made only
with respect to the deficiency determined
by The Tax Court. The Commissioner is
prohibited from making a jeopardy as-
sessment after a decision of The Tax
Court has become final (see section
1140), or after the taxpayer 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 assessment may be
made In an amount greater or less than
that included In the deficiency notice.
On the other hand if the assessment on
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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 assess-
ment send the taxpayer notice of the
deficiency by registered mail. The tax-
payer 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 within 150
days after mailing in the case of such a
notice mailed after October 21, 1942,
and addressed to a person outside the
States of the Union and the District of
Columbia) not counting Saturday (on
and after September 8, 1945), Sunday,
or a legal holiday in the District of Co-
lumbia as the ninetieth or one hundred
fiftieth day. The Commissioner may, at
any time before the decision of The Tax
Court is rendered, abate such assess-
ment, or any unpaid portion thereof, to
the extent that he believes the assess-
ment to be excessive in amount. If the
petition of the taxpayer is filed with The
Tax Court, either before or after the
making of the jeopardy assessment, the
Commissioner is required to notify The
Tax Court of such assessment or abate-
ment, and The Tax Court has jurisdic-
tion to redetermine the amount of the
deficiency together with all other
amounts assessed at the same time in
connection therewith. (See section 273
(W).)

c) After a jeopardy assessment has
been made, the list showing such assess-
ment will be immediately transmitted to
the collector. Upon receipt of the list
containing the assessment, the collector
is required to send notice and demand to
the taxpayer for the amount of the jeop-
ardy 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 assess-
ment (to the extent that it has not been
abated) within 10 days after the sending
of notice and demand by the collector,
unless before the expiration of such 10-
day period he files with the collector a
bond on Form 1429 of the character here-
inafter prescribed. The bond must be In
such amount, not exceeding double the
amount for which the stay Is desired, as
the collector deems necessary and must
be executed by sureties satisfactory to
the collector. It must be conditioned
upon the payment 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 in-
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terest 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 col-
lector will be so advised, 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 de-
mand for payment of the amount as-
sessed 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 contemplated by sec-
tion 273 (f), and, while the collector 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 defi-
ciency at the rate of 6 percent per annum
from the date of the jeopardy notice and
demand to the date of payment.

(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 collec-
tion of the whole or any part of the
amount covered by the bond. If as a re-
sult 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 re-
quest 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 collector will be notified of the

action taken. The collector will then
send notice and demand for the unpaid
portion of the amount determined by
The Tax Court, the collection of which
has been stayed by the bond. The col-
lector is required to include in the notice
and demand for the unpaid portion, in-
terest at the rate of 6 percent per annum
from the date of the jeopardy notice and
demand 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 demand from the
collector. If the amount included in the
notice and demand made after the deci-
sion 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 as-
sessment is in excess of the amount de-
termined 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.

(f) As to bankruptcy, proceedings for
the relief of debtors and receivership
cases, see sections 274 and 298 and
§§ 29.274-1 and 29.274-2.
[Regs. 111, 8 F. R. 15002 as amended by T. 1).
5503, 11 F. R. 30811

§ 29.274-1 Bankruptcy and receiver-
ship proceedings. (a) During a bank-
ruptcy 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 pending, and
the collection of taxes cannot be made
by distraining upon such assets. How-
ever, any assets which under applicable
provisions of law are not under the con-
trol of the court may be subject to dis-
traint.

(b) As used in this subpart the term
"bankruptcy proceeding" includes pro-
ceedings under Chapters I to VII of the
Bankruptcy Act, as amended, or under
section 74, 75, 77, or 77B, or Chapters X
to XIII, or Chapter XV, of such act, as
amended; and the term "adjudication of.
bankruptcy" includes, in addition to an
adjudication in a proceeding under
Chapters I to VII, the approval of a pe-
tition as properly filed under section 77
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or 77B or Chapter X by a court of com-
petent jurisdiction or the filing of a pe-
tition under section 74 or 75 or Chapters
XI to XIII or Chapter XV with a court
of competent jurisdiction.

(c) A trustee in bankruptcy (including
a trustee, receiver, debtor in possession,
or other person designated as in control
of the assets of a debtor in any bank-
ruptcy proceeding by order of the court
in which such proceeding is pending) or
a receiver in any receivership proceeding
Is required to give notice in writing to the
Commissioner of Internal Revenue in
Washington 25, D. C., of the adjudication
of bankruptcy or the appointment of a
receiver. (See section 274 (a) and
§ 29.275-1.)

(d) Collectors should, promptly after
notice of outstanding liability against a
taxpayer in any bankruptcy or receiver-
ship proceeding, and in any event within
the time limited by the appropriate pro-
visions of the Bankruptcy Act, as
amended, and the orders of the court in
which such proceeding is pending, file
claim covering such liability in the court
in which such proceeding is pending.
Such claim should be filed whether the
unpaid taxes involved have been as-
sessed or not, except in cases where the
departmental instructions direct other-
wise; for example, where the payment
of the taxes is secured by a sufficient
bond. Such claims should cover the
amount represented by the assessment,
plus interest at the rate of 6 percent per
annum for the period from the date of
filing claim by the collector to the date
of termination of the bankruptcy or re-
ceivership proceeding or to the date of
payment if payment is made in full prior
to such termination. At the same time
claim is filed with the bankruptcy or re-
ceivership court, the collector 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, as amended, taxes
are entitled 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
bankruptcy or receivership proceeding is
pending, may be held personally liable
for failure on his part to protect the
priority of the Government respecting
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taxes of which he has notice. Bank-
ruptcy courts have jurisdiction under the
Bankruptcy Act, as amended, to deter-
mine all disputes regarding the amount
and validity of taxes of a bankrupt or
of a debtor in a proceeding uder the
Bankruptcy Act, as amended. A bank-
ruptcy or receivership proceeding does
not discharge 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, as amended, and
except to the extent which may be pro-
vided in a plan or arrangement duly ef-
fectuated in a bankruptcy proceeding;
and any portion of a claim of the United
States for taxes which has been allowed
by the court in which the bankruptcy or
receivership proceeding is pending and
which remains unsatisfied after the ter-
mination of the bankruptcy or receiver-
ship proceeding shall be collected with
Interest as provided in section 298.

§ 29.274-2 Immediate assessments in
bankruptcy and receivership cases. (a)
If the Commissioner has determined that
a deficiency is due in respect of income
tax and the taxpayer has filed a petition
with The Tax Court of the 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 Tax Court
as to that particular determination. No
petition shall be filed with The Tax
Court for a redetermination of the defi-
ciency after the adjudication of bank-
ruptcy or the appointment of a receiver.

(b) Claim for the amount of a de-
ficiency, 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 decision of
The Tax Court before the termination of
the bankruptcy, debtor, or receivership
proceeding, a copy of The Tax Court's
decision may be filed by the Commis-
sioner with the court in which such pro-
ceeding is pending.

(c) While the Commissioner is re-
quired by section 274 to make immediate
assessment of any deficiency, such as-
sessment is not made as a jeopardy as-
sessment within the meaning of section
273, and consequently the provisions of
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that section do not apply to any assess-
ment made under section 274. There-
fore, 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 des-
ignated by the court in which the bank-
ruptcy or receivership proceeding is
pending as in control of the assets 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 re-
quest 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
as the collector's authority for filing
claim in any bankruptcy or receivership
proceeding.

(d) If any portion of the claim allowed
by the court in a bankruptcy or receiver-
ship proceeding remains unpaid after
the termination of such proceeding, the
collector 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 sub-
ject to the same provisions and limita-
tions as provided in sections 272 (j) and
297. (See § 29.272-3.)

This section deals only with immediate
assessments provided for In section 274
and the procedure in connection with
such assessments.

§ 29.275-1 Period of limitation upon
assessment of tax. The amount of in-
come tax imposed by the Internal Reve-
nue 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 be-
fore the last day prescribed by law for
the filing thereof shall be considered as
filed on such last day. Exceptions to the
period of limitation stated in this para-
graph (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 ex-
piration of three years after the return
was filed. The effect of this provision is
to limit the period in which the Commis-
sioner 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 regu-
lar 3-year period in which the assess-
ment may under ordinary circumstances
be made. The request, in order to be
effective, must be made after the return
is filed and must be in such language as
to make it clear to the Commissioner that
it is desired to take advantage of the
provisions of section 275 (b). In the
case of a corporation the 18-month pe-
riod of limitation shall not apply unless:

(1) The written request notifies the
Commissioner that the corporation con-
templates dissolution at or before the ex-
piration of such period,

(2) The dissolution is in good faith be-
gun 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.
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(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 dis-
tributive share of the undistributed Sup-
plement P net income of a foreign per-
sonal holding company (see sections 331
to 340, inclusive) or an amount properly
includible therein under section 394 (b)
as his distributive share of the Supple-
ment S net income of a personal service
corporation (see sections 391 to 396, in-
clusive), 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 as-
sessment of the tax the Commissioner
and the taxpayer have consented in writ-
ing to the assessment of the tax after
such time, the tax may be assessed at any
time prior to the expiration of the period
agreed upon. The period agreed upon
may be extended by subsequent agree-
ments in writing made before the ex-
piration of the period previously agreed
upon.

(i) If a notice of a deficiency has been
mailed to the taxpayer under the provi-
sions of section 272 (a), then the running
of the statute of limitations on assess-
ment of any deficiency shall be sus-
pended 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 statutory period of limitation
and the taxpayer does not appeal there-
from to The Tax Court, the notice of de-
ficiency so given does not suspend the
running of the period of limitation on
assessment for the purpose of any ad-
ditional deficiency shown to be due in a
subsequent deficiency notice.
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(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 ap-
pointment of a receiver, as the case may
be, to a date 30 days after the date upon
which the notice provided for in -sec-
tion 274 (a) is received by the Commis-
sioner in Washington, D. C., but in no
case shall the suspension be for a period
in excess of two years. S2e section 274
(a) and §§ 29.274-1 and 29.274-2.

With respect to the period of limitation
for assessing the amount of the liability
of a transferee of property, or for assess-
ing the amount of the liability of a fidu-
ciary under section 3467 of the Revised
Statutes, as amended, see section 311.

(k) A special period of limitation is
provided in section 276 (d) within
which a deficiency in any tax (including
a deficiency which may be assessed pur-
suant to the provisions of section 3780
(b) or (c), relating to tentative carry-
back adjustments) which Is attributable
to the application to the taxpayer of a
net operating loss carry-back or an un-
used 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. The period within which such a
deficiency may be assessed depends fur-
ther on whether an excess profits tax
return was required to be filed in the
case of the given taxpayer for the tax-
able year of the net operating loss or the
unused excess profits credit which re-
sulted in the carry-back. It is immate-
rial whether an excess profits tax return
was required to be filed for the taxable
year of the deficiency. The determina-
tive factor is whether an excess profits
tax return was required to be filed for
the taxable year of the loss or unused
credit which resulted in the carry-back.

(1) If an excess profits tax return was
required to be filed for 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 tax-
payer of such carry-back may be assessed
at any time prior to the expiration of the
period within which (under the provi-
sions of section 275 or 276 (a) or (b), and
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sections 603 and 729 (a) respectively
making such sections 275 and 276 (a)
and (b) applicable to subchapters B and
E of chapter 2) a deficiency may be as-
sessed with respect to the same or any
other tax imposed by chapter 1 or sub-
chapter B or E of chapter 2 for the tax-
able year of such loss or unused credit.
In such case, a deficiency attributable to
the application to the taxpayer of a
carry-back thus may be assessed at any
time prior to the expiration of whichever
of the following three periods, each pe-
riod being determined under the appli-
cable provisions of sections 275, 276 (a)
and (b), 603, and 729 (a), expires the
latest:

(1) The period within which a defi-
ciency may be assessed with respect to
the tax imposed by chapter 1 for the tax-
able year of the loss or unused credit
which resulted in the carry-back;

(2) The period within which a defi-
ciency may be assessed with respect to
the declared value excess profits tax, im-
posed by subehapter B of chapter 2, for
the taxable year of the loss or unused
credit which resulted in the carry-back;

(3) The period within which a defi-
ciency may be assessed with respect to
the excess profits tax, imposed by sub-
chapter E of chapter 2, for the taxable
year of the loss or unused credit which
resulted in the carry-back.

(in) If a corporation is not subject to
the declared value excess profits tax for
the taxable year of the loss or unused
credit which resulted in the carry-back,
either because its net income, determined
as provided in section 602, for such tax-
able year is not in excess of 10 percent of
its declared value or because such taxable
year ended after June 30, 1946, the period
within which a deficiency may be as-
sessed with respect to the declared value
excess profits tax for the taxable year of
the loss or unused credit shall be disre-
garded in determining the period within
which a deficiency attributable to the
application to the taxpayer of a carry-
back, resulting from such loss or unused
credit, may be assessed.

(n) If no excess profits tax return was
required to be filed for the taxable year of
the net operating loss or unused excess
profits credit which resulted in the carry-
back, a deficiency in any tax attributable
to the application to the taxpayer of such
carry-back may be assessed at any time
prior to the expiration of the period
within which (under the provisions of

section 275 or 276 (a) or (b), and sec-
tions 508 and 603 respectively making
such sections 275 and 276 (a) and (b)
applicable to subchapters A and B of
chapter 2) a deficiency may be assessed
with respect to the same or any other
tax imposed by chapter 1 or subchapter
A or B of chapter 2 for the taxable year
of such loss or unused credit. It will be
considered that no excess profits tax re-
turn was required to be filed for the tax-
able year of the loss or unused credit If
(1) the taxpayer was exempt from the
excess profits tax for such taxable year
under the provisions of section 727; (2)
the taxpayer, even though subject to the
excess profits tax, was not required to file
an excess profits tax return for such
taxable year under the provisions of sec-
tion 729; or (3) such taxable year began
after December 31, 1945. In such case,
a deficiency attributable to the appli-
cation to the taxpayer of a carry-back
thus may be assessed at any time prior
to the expiration of whichever of the fol-
lowing three periods, each period being
determined under the applicable pro-
visions of sections 275, 276 (a) and (b),
508, and 603, expires the latest:

(I) 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;

(ii) The period within which a de-
ficiency may be assessed with respect
to the surtax on personal holding com-
panies, imposed by subchapter A of chap-
ter 2, for the taxable year of the loss or
unused credit which resulted in the
carry-back;

(iii) The period within which a de-
ficiency may be assessed with respect
to the declared value excess profits tax,
imposed by subchapter B of chapter 2,
for the taxable year of the loss or un-
used credit which resulted in the carry-
back.

(o) If a corporation is not a personal
holding company, as defined in 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 com-
panies for the taxable year of the loss
or unused credit shall be disregarded
in determining the period within which
a deficiency attributable to the applica-
tion to the taxpayer of a carry-back, re-
sulting from such loss or unused credit,
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may be assessed. Similarly, if a corpo-
ration Is not subject to the declared
value excess profits tax for the taxable
year of the loss or unused credit which
resulted in the carry-back, either because
its net income, determined as provided in
section 602, for such taxable year is not
in excess of 10 percent of its declared
value or because such taxable year ended
after June 30, 1946, the period within
which a deficiency may be assessed with
respect to the declared value excess
profits tax for the taxable ;ear of the
loss or unused credit shall be disregarded
in determining the period within which
a deficiency attributable to the applica-
tion to the taxpayer of a carry-back,
resulting from such loss or unused
credit, may be assessed.

(p) It Is immaterial whether an excess
profits tax return in fact was filed for
the taxable year of the loss or unused
credit which resulted in the carry-back,
whether the deficiency is attributable
to the application to the taxpayer of a
net operating loss carry-back or an un-
used excess profits credit carry-back
whether the deficiency is in respect of
the excess profits tax or some other tax,
or whether the deficiency is in respect
of the same tax as that of the carry-
back or In respect of some other tax.
The determinative factor is whether an
excess profits tax return was required
to be filed for the taxable year of the loss
or unused credit which resulted in the
carry-back. It is likewise immaterial
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 resulted in the
carry-back. Thus, if a deficiency for the
calendar year 1943 with respect to the
tax imposed by chapter 1 is attributable
to the application to the taxpayer of a
net operating loss carry-back from 1945,
and if the taxpayer was required to file
an excess profits tax return for 1945 and
if the periods within which deficiencies
with respect to the taxes imposed by
chapter 1, subchapter B of chapter 2, and
subchapter E of chapter 2 for 1945 expire
respectively on March 15, 1949, March
15, 1949, and September 15, 1949, the
period within which such deficiency, at-
tributable to the application to the tax-
payer of the net operating loss carry-
back from 1945, may be assessed with
respect to the tax imposed by chapter 1
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for 1943 will expire on September 15,
1949.

(q) A deficiency attributable to the ap-
plication to the taxpayer of a carry-back
may result from an adjustment to the net
operating loss or the unused excess profits
credit, to the resulting carry-back, or to
the net operating loss deduction or the
unused excess profits credit adjustment.
A deficiency may be attributable to the
application to the taxpayer of a carry-
back even though the net operating 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 result-
ing carry-back. For example, if in com-
puting the net operating loss deduction
the taxpayer fails to make the adjust-
ment required by section 122 (c), the
resulting deficiency will be considered to
be attributable to the application to the
taxpayer of any net operating loss carry-
back which entered into the computation
of such net operating loss deduction. A
deficiency in excess profits tax attribu-
table to the application to the taxpayer
of an unused excess profits credit carry-
back which itself is produced, or which
is increased in amount, by a net operat-
ing loss carry-back is to be considered
as likewise attributable to the applica-
tion to the taxpayer of such net operat-
ing loss carry-back to the extent that
such unused excess profits credit carry-
back is so produced or increased; such
deficiency may be assessed at any time
prior to the expiration of whichever of
the following two periods expires later;
the period prescribed in section 276 (d)
within which a deficiency attributable to
the application to the taxpayer of such
unused excess profits credit carry-back
may be assessed, or the period prescribed
in section 276 (d) within which a defi-
ciency attributable to the application to
the taxpayer of such net operating loss
carry-back may be assessed.

If the period within which a deficiency
may be assessed under any other appli-
cable provision of law, both in the case
where an excess profits tax return was
required to be filed for the taxable year
of the loss or unused credit which re-
sulted in the carry-back and in the case
where no excess profits tax return was
required to be filed for such taxable year,
is longer than the period provided in
section 276 (d), a deficiency attributable
to the application to the taxpayer of such
carry-back may be assessed at any time
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prior to the expiration of such longer
period.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5516, 11 F. R. 5858]

§ 29.275-2 Period of limitation upon
collection o1 tax. In the case of the in-
come taxes imposed by the Internal Rev-
enue Code, a proceeding in court without
assessment for the collection of such tax
must be begun within three years after
the return was filed.

The exceptions to the period of limi-
tation upon collection of the tax without
assessment stated in the preceding para-
graph 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, a proceed-
ing in court for the collection of the tax
without assessment must be begun with-
in 18 months after a written request
therefor by the executor, administrator,
or other fiduciary representing the estate
of the decedent, or by the corporation,
but not after the expiration of three
years after the return was filed. Such
a request does not have the effect of
extending the regular period of limita-
tion within which a proceeding in court
without 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 in paragraph (a) (1), (2),
and (3) of § 29.275-1 also must be met.

(b) A proceeding in court for the col-
lection of the tax without assessment
may be begun at any time:

(1) In case the taxpayer files a false or
fraudulent return with intent to evade
tax; or

(2) In case the taxpayer fails to file a
return.

(c) 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 with-
out assessment at any time within five
years after the return was filed.

(d) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his dis-
tributive share of the undistributed Sup-
plement P net income of a foreign per-

sonal holding company (see sections 331
to 340, inclusive), or an amount properly
includible therein under section 394 (b)
as his distributive share of the Supple-
ment S net income of a personal service
corporation (see sections 391 to 396, in-
clusive), a proceeding in court for the
collection of the tax may be begun with-
out assessment at any time within seven
years after the return was filed.

(e) 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, a proceeding in
court for the collection of the tax may be
begun without assessment at any time
within four years after the return was
filed.

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.

If a notice of a deficiency has been
mailed to the taxpayer under the pro-
visions of section 272 (a) (see § 29.272-1),
then the running of the statute of limi-
tations on the beginning of distraint
after assessment or on the beginning of
a proceeding in court after assessment
or without assessment, in respect of any
deficiency, shall be suspended for the
period during which the Commissioner
is prohibited from beginning such dis-
traint or proceeding in court (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.
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With respect to the period of limita-
tion upon the collection of the tax on
unpaid claims in bankruptcy or receiver-
ship proceedings, see section 274 (b) and
§ 29.274-2.

INTEREST AND ADDITIONS TO THE TAX

§ 29.291-1 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 Com-
missioner to be due to reasonable cause
and not to willful neglect. The amount
to be added to the tax is 5 percent if the
failure is for not more than 30 days, with
an additional 5 percent for each addi-
tional 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 an affidavit which should be filed with
the collector, who, unless otherwise di-
rected by the Commissioner, will forward
the affidavit to the Commissioner, and, If
the Commissioner determines that the
delinquency was due to a reasonable
cause, and not to willful neglect, the ad-
dition to the tax will not be assessed. If
the taxpayer exercised ordinary business
care and prudence and was nevertheless
unable to file the return within the pre-
scribed 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 col-
lectors 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.
PENALTIES IN CONNECTION WITH ESTIMATED

TAX

§ 29.294-1 Additions to the tax-(a)
General. Section 294 (d) provides for
certain additions to the tax in the case
of:

(1) Failure to file timely a declaration
of estimated tax;

(2) Failure to pay within the time pre-
scribed any installment of declared esti-
mated tax; and

(3) Substantial underestimate of the
estimated tax.
These additions to the tax are in addi-
tion to any applicable criminal penalties.

(b) Additions for specific failures on
the part of the taxpayer with respect to
the estimated tax--(l) Failure to file
declaration. Section 294 (d) (1) (A)
provides for an addition to the tax in the
case of a failure to make and file a dec-
laration of estimated tax within the time
prescribed unless such failure is shown
to the satisfaction of the Commissioner
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 1 percent of
the unpaid amount of the installment for
each month (except the first) or frac-
tion thereof during which such amount
remains unpaid. Such addition to the
tax with respect to any installment due
but unpaid shall not exceed 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 in-
stallment shall be the same as if a decla-
ration 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.

The application of section 294 (d) (1)
(A) for taxable years beginning in 1943
in the case of taxpayers not entitled to
elect under section 60 (a), relating to
farmers, may be illustrated by the fol-
lowing examples:

Example (1). An individual filed a declara-
tion on November 15, 1943, for the calendar
year 1943, disclosing an estimated tax of
$2,400, and paid installments of $700 each on
November 15 and December 15, 1943. He had
made payments of $500 each on March 15
and June 15, 1943, on account of tax for 1942
for which he claimed credit as payments on
account of estimated tax. On March 15, 1944,
he filed a return on Form 1040 showing a
correct tax, without regard to section 6 of
the Current Tax Payment Act of 1943, of
$4,000 and paid the balance of the tax due,
$1,600. Examination of his return disclosed
that his entire income consisted of dividends
and interest The failure to file a timely
declaration was not due to reasonable cause.
Hence the individual is subject to the penalty
imposed by section 294 (d) (1) (A). Under
the facts assumed, installments of tax In the
amount of $1,500 each were due and payable
on September 15 and December 15, 1943, that
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Is, one-half of $3,000, the balance of correct
tax remaining after taking into account the
two payments of $500 each made on March 15
and June 15, 1943, respectively. The entire
amount of the September installment of
$1,500 remained unpaid for two months; $800
of the same installment remained unpaid
for four months; and $800 of the December
installment remained unpaid for three
months. The addition to the tax under
section 294 (d) (1) (A), subject to the limi-
tation of 10 percent of the unpaid amount of
each installment, is computed as follows:

Pen-
alty 10% Addi-

Unpaid amount Percentage before limi- tion
limi- tation to tax

tation

Sept --------- $1,500 5%plusl%_- $90

800 4 times 1%.-. 32

122 $150 $122

Dec -------- 800 5% plus 2%_- 56 80 56

Total addition to ---------------------- 178
tax under sec-
tion 294 (d) (1)
(A).

Example (2). A and B. husband and wife,
are each required to file a declaration of
estimated tax on or before September 15,
1943, for the calendar year 1943, but without
reasonable cause fail to do so until October
15, 1943. Upon the latter date A and B
file separate declarations. On the same
date and also on December 15 of such year
A pays $200 and B pays $50 as installments
of estimated tax. A claims $100 as payment
on account of estimated tax for two install-
ments of $50 each paid on March 15 and June
15, 1943, respectively, as installments of tax
for 1942. B likewise claimed $50 as pay-
ment on account of estimated tax for two
installments of $25 each paid on March 15 and
June 15, 1943, respectively, as installments
of tax for 1942. On March 15, 1944, A and
B file a joint return for the calendar year
1943, showing a correct tax without regard
to section 6 of the Current Tax Payment
Act of 1943 in the amount of $750 after credit
for tax withheld at source. Under section
294 (d) (1) (A) the addition to such tax for
failure to file declarations until October 15,
1943, would be $21, that is, the sum of (1)
5 percent of $300, the amount of the first
installment of the correct tax which was
unpaid for one month, (2) 5 times 1 percent
of $50, the amount of the Installment of the
correct tax which was unpaid for six months,
(3) 5 percent of $50, the amount of the second
installment of the correct tax which was
unpaid for one month, and (4) twice 1 per-
cent of $50 the amount of the second in-
stallment of the correct tax which was un-
paid for three months.

Example (3). On September 30, 1943, C
and D file a joint declaration for the calen-

dar year 1943. The delay was not due to
reasonable cause. They file separate income
tax returns for that year. C's correct tax for
1943, without regard to section 6 of the Cur-
rent Tax Payment Act of 1943, amounts to
$550, and D's correct tax for that year, sim-
ilarly determined, amounts to $250. C and
D declared $900 as their estimated tax. They
claimed $100 as payments on account of esti-
mated tax for two installments of $50 each
paid on March 15 and June 15, 1943, respec-
tively, as installments of tax for 1942 on the
basis of a joint return filed for that year.
They paid two installments of estimated tax
of $400 each on September 30 and December
15, 1943. C and D are jointly liable for the
addition to the tax for failure to file a timely
declaration in the amount of $17.50, com-
puted as follows:

C's correct tax -------------------- $550
D's correct tax -------------------- 250

Total ---------------------- $800
Less: Payments made on account of

tax for 1942 -------------------- 100

Balance --------------------- $700

Balance divided by 2 (number
of installments due) -------- $350

Addition to the tax (5% of $350) --- $17.50

(2) Failure to pay installment of de-
clared estimated tax. 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 neg-
lect. Such addition to the tax is appli-

cable to delinquency in payment only
(i) where a timely declaration of esti-

mated tax has been made and filed or
(ii) where the Commissioner has found

that the failure to make and file a timely
declaration was due to reasonable cause
and not to willful neglect. Such addi-
tion to the tax shall be in an amount
equal to 5 percent of the unpaid amount
of each installment of declared esti-
mated tax and in addition 1 percent of
such unpaid amount for each month
(except the first) or fraction thereof
during which such amount remains un-
paid. The addition to the tax is lim-

ited with respect to any installment due
but unpaid to 10 percent of the unpaid
portion of such installment. Such addi-

tion to the tax is not applicable in cases
to which the addition to the tax under
section 294 (d) (1) (A) applies.
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The application of section 294 (d) (1)
(B) for taxable years beginning in 1943
in the case of taxpayers not entitled to
elect under section 60 (a), relating to
farmers, may be Illustrated by the fol-
lowing examples:

Example (1). For the calendar year 1943 E
and F, husband and wife, file timely declara-
tions. E's separate declaration discloses a
balance of estimated tax in the amount of
$200. Instead of making timely payment of
one installment of $100, he pays such amount
ten 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 $100. On the Joint return of
E and F for 1943 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 declaration
of G and H for the calendar year 1943 dis-
closes a balance of estimated tax in the
amount of $250. 0 and H 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 1943. They are jointly and
severally liable for the payment of the addi-
tion to the tax for delay in paying an in-
stallment of estimated tax. Such addition
amounts to $6.25, that is, 5 percent of $125.

(3) Substantial understatement o1 es-
timated tax. Section 294 (d) (2) pro-
vides for an addition to the tax in the
case of a taxpayer who makes a substan-
tial underestimate of tax on his declara-
tion. Such addition to the tax shall not
apply to the taxable year in which falls
the death of the taxpayer.

For taxable years beginning after De-
cember 31, 1942, except as hereinafter
provided:

(I) 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 and the
credit under section 32) is less than 80
percent of the tax imposed by Chapter 1
for the taxable year (determined with-
out regard to such credits). In the event
of a failure to file the required declara-
tion, the amount of the estimated tax for
the purposes of this provision is zero.

(ii) 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 and the credit under section 32
is less than 66% percent of the amount
of the tax (determined without regard to
such credits).

(liI) The addition to the tax in any
case in which there has been such under-
estimate as comes within the scope of
section 294 (d) (2) is an amount equal to:

(a) The excess of 80 percent of the
tax (or 662/ percent in the case of farm-
ers exercising an option under section
60 (a)) determined without regard to
the credit for taxes withheld at source
on wages and the credit under section
32 over the amount of the estimated tax
increased by such credits; or

(b) 6 percent of the excess of the tax
determined without regard to the credit
for taxes withheld at source on wages
and the credit under section 32 over
the amount of the estimated tax in-
creased by such credits,
whichever (a) or (b) is the lesser.

In the case of a taxpayer filing a dec-
laration of estimated tax for a taxable
year beginning in 1944, the term "tax"
as it appears in the expressions "80 per-
cent of the tax" in subdivisions (i) and,
(ii) (a) of this subparagraph, "66% per-
cent of the amount of the tax" in subdi-
vision (ii) of this subparagraph, and
"6 percent of the excess of the tax" in
subdivision (ill) (b) of this subpara-
graph, shall be taken to refer to the
lesser of the following: A tax computed
under the law applicable to such taxable
year without regard to the amendments
made by the Individual Income Tax Act
of 1944, and a tax computed under the
law applicable to such year.

The addition to the tax for substantial
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 before each
quarter of such year in an amount at
least as great as though such estimated
tax were computed under the law ap-
plicable 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 dec-
laration, and on the basis of the tax
withheld, and reasonably expected on
the date of the filing of the declaration
to be withheld, on wages received during
the calendar year ending with or within
the taxable year, but otherwise as though
such estimated tax were computed on
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the basis of the net income and the sur-
tax net income shown on the taxpayer's
return for the preceding taxable year,
adjusted to conform to the law applica-
ble to the taxable year. The net income
and the surtax net income shown on the
taxpayer's return for the preceding tax-
able 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 required to file a
return. In the case of farmers exercising
an election under section 60 (a), such
addition to the tax shall not apply to the
taxable year in which the taxpayer
makes a timely payment 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 tax-
payer's status with respect to the per-
sonal exemption and credit for depend-
ents on the date of filing the declaration,
but otherwise as though computed on
the basis of the net income and the sur-
tax net income shown on the taxpayer's
return for the preceding taxable year,
adjusted to conform to the law applica-
ble to the taxable year. In the case of
a taxable year beginning in 1943, those
quarters of the taxable year which began
before July 1, 1943, are excluded for the
purpose of determining the application
of the relief provision under section 294
(d) (2). As used in this paragraph the
expression "personal exemption and
credit for dependents" shall for taxable
years beginning after December 31, 1943,
be taken to refer to the normal-tax
exemption and surtax exemptions; also
for such years, the expression "each
quarter" shall be taken to Include the
period (ending with the 15th 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 15th day of the first month of
the succeeding taxable year) within
which farmers exercising an election un-
der section 60 (a) are required to pay
the estimated tax.

The application of section 294 (d) (2)
for a taxable year beginning in 1943 in
the case of taxpayers not entitled to elect
under section 60 (a), relating to farmers,
may be illustrated by the following ex-
amples:

Example (1). A, a professional man, on
January 10, 1943, made a return for the cal-
endar year 1942 as the head of a family. On

January 14, 1943, the facts making A the
head of a family ceased to exist. On Septem-
ber 15, 1943, A filed a declaration of estimated
tax on which estimated income and Victory
tax for 1943 is shown In the amount of $8,000;
estimated income and Victory tax withheld,
none; estimated tax $8,000; total payments
to collector in March and June, 1943, on ac-
count of 1942 tax, $3,044; and an unpaid
balance of estimated tax, $4,956. He made
payment of the unpaid balance of estimated
tax in two installments of $2,478 each on
September 15, 1943, and December 15, 1943.
As a result of a transaction occurring on
December 27, 1943, A received taxable income
in an amount which made him subject to a
combined normal tax, surtax, and Victory
tax for the calendar year 1943 in the amount
of $15,000. A's tax at 1943 rates on 1942 in-
come, including $20,000 earned net Income,
amounts to $6,642, computed as follows:

Gross income shown on return for
1942 ---------------------------- $24,424

Less: Deductions ------------------- 6, 724

Net income ---------------------- $17, 900
Less: Personal exemption ---------- 500

Income subject to surtax --------- $17,400
Less: Earned income credit --------- 1 400

Income subject to normal tax ---- $16, 000

Gross income (no Victory tax deduc-
tions) ------------------------- $24, 24

Less: Victory tax exemption -------- 624

Victory tax net income ----------- $24,000
Computation of tax:

Normal tax at 6% on $16,000 -------- $960
Surtax on $17,400 ---------------- 4,782
Victory tax at 3.75 percent on

$24,000 ------------------------ 900

Estimated tax (computed on basis of
1942 income)- 6, (142

Less: Payments made on account of
1942 tax ---------------------- 3,044

Balance (1/ to be paid on or before
Sept. 15, 1943 and 1/2 on or before
Dec. 15, 1943) ----------------- 3,598

Since the installment which was timely
paid within the third quarter of 1943 ($2,478)
is at least as great one-half of $3,598, or
$1,799, that is, one-half of $6.642 reduced by
the amounts paid to the collector, or $3,044
(see section 6 (f) of the Current Tax Pay-
ment Act of 1943), and since the install-
ment which was timely paid within the
fourth quarter of 1943 is also at least as
great as one-half of $3,598, A is not subject
to the penalty for underestimating the tax
for 1943.

Example (2). C, a single individual, not
the head of a family, and with no dependents,
received a salary of $5,000 for the calendar
year 1942. He had no other income for such
calendar year. The only allowable deduction
shown on C's income tax return for such
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calendar year was $200 for contributions.
On September 15, 1943, at which time C's
status for personal exemption and depend-
ents had not changed, he filed a declaration
of estimated tax for the calendar year 1943.
In computing his estimated tax he used the
gross income, deductions, and credits shown
on his 1942 return, adjusted to conform to
the law applicable to 1943, and computed a
tax of $1,033.30 at 1943 rates, without regard
to section 6 of the Current Tax Payment Act
of 1943. Since his salary had been increased
to $6,000 per annum on January 1, 1943, he
computed his estimated income tax withheld
and to be withheld during the entire year
on the excess of $6,000 over the exemption
for withholding of $624 as $672, at the rate of
5 percent for the first half of the year and at
the rate of 20 percent for the second half of
the year. C's declaration showed an estimated
tax of $361.30 and a balance of estimated tax
of zero after taking into account the pay-
ments C made to the collector on account of
tax for 1942 in the amount of $434.60. He
received more income in 1943 than antici-
pated at the time he filed his declaration for
1943, and his correct tax liability for that
year after deducting the amount withheld
was $800, without regard to section 6 of the
Current Tax Payment Act of 1943. The
amount reasonably estimated as tax to be
withheld on 1943 income plus the amounts
paid to the collector on account of C's tax
for 1942 satisfied in full the tax computed on
the basis of his 1942 income but under the
law and at the rates applicable to 1943, and
hence C is not subject to the addition to the
tax for substantial underestimate of esti-
mated tax, even though the estimate was
less than 80 percent of his tax liability for
1943.

[T. D. 5403, 9 F. R. 11054, as amended by T. D.
5420. 9 F. R. 14478]

NoTE: Treasury Decision 5448, 10 F. R. 3399,
provides as follows:

In the application of § 29.294-1, as
amended, to taxable years beginning before
September 1, 1944, the additions to the tax
for failure to file a declaration of estimated
tax within the time prescribed, or for under-
estimate of the estimated tax, shall be com-
puted upon the basis of the tax shown on the
return or the tax as finally determined,
whichever is the lesser.

§ 29.2q4-2 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 pay-
ment of which has been extended under
section 3779 is substantially in excess 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 appli-
cable 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 percent 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
reasonable cause to expect that there
would be no such penalty portion. If
the extension of time under section 3779
relates to more than one tax, any addi-
tion to the tax under section 294 (e) will,
in the discretion of the Commissioner, be
added to any one tax or prorated among
two or more of such taxes in any propor-
tion he deems advisable.

(c) The "penalty portion" is the excess
of:

(1) The amount to which an extension
relates which is not paid by the end of
the taxable year in which the extension
was made, over

(2) 125 percent of (1) the amount to
which such extension relates which is
satisfied by applying or crediting thereto
a decrease in tax determined in respect
of an application for a tentative carry-
back adjustment under section 3780, less
(2) any amounts assessed in respect of
such application which are not so satis-
fied.

(d) 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 payment of which
might properly have been extended is
the net amount to which the extension
relates which is satisfied by applying or
crediting thereto a decrease in tax deter-
mined in respect of an application for a
tentative carry-back adjustment under
section 3780.

(e) Any amount to which an extension
under section 3779 relates which is paid
prior to the end of the taxable year in
which the extension was made shall not
be deemed to be an amount the time for
payment of which was extended in deter-
mining under section 294 (e) whether
the amount the time for payment of
'which was extended was substantially in
excess of the amount the time for pay-
ment of which might properly have been
extended. Interest on any amount so
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paid prior to the end of the taxable year
in which the extension was made will be
payable at the rate of 6 percent per
annum.

(f) 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, 1945 and which keeps
its books and makes its tax rturns on the
calendar year basis, filed a statement under
section 3779 on March 15, 1946 extending the
time for payment of $855 of its excess profits
tax for 1945. The extension was based on an
expected unused excess profits credit carry-
back from 1946, and no part of the amount to
which the extension related was paid prior to
the end of 1946. The corporation in fact had
an unused excess profits credit for 1946, and
on March 31, 1947 it filed an application under
section 3780 (a) for a tentative carry-back
adjustment with respect to the resulting un-
used excess profits credit carry-back from
1946. The application showed that the cor-
poration's excess profits tax for 1945 was
decreased by $855 as a result of such unused
excess profits credit carry-back from 1946.
The application likewise showed that the cor-
poration's income tax for 1945 was increased
by $400 as a result of the decrease in its
excess profits tax for 1945. The Commis-
sioner allowed the application in full on
June 29, 1947, and the $400 increase in the
corporation's income tax for 1945 was assessed
on that date. The $855 decrease in the cor-
poration's excess profits tax for 1945 was
applied against the $855 of its excess profits
tax for 1945 the time for payment of which
had been extended pursuant to the statement
filed under section 3779 on March 15, 1946.
Since the entire decrease in the corporation's
excess profits tax for 1945 was applied against
the amount of its excess profits tax for 1945
the time for payment of which had been
extended under such statement, the corpora-
tion paid the $400 increase in its income tax
for 1945 in cash. The penalty portion is
$286.25, and the addition to the tax is $14.31.
These amounts are computed as follows:
(a) Amount to which extension un-

der section 3779 related which was
not paid prior to the end of 1946-.- $855.00

(b) Amount to which extension un-
der section 3779 related which was
satisfied by applying thereto a de-
crease in tax determined in respect
of the application for a tentative
carry-back adjustment ----------- 855.00

(c) Amount of increase In income
tax for 1945 assessed in respect of
the application for a tentative
carry-back adjustment which was
not satisfied by crediting thereto a
decrease in tax determined in re-
spect of such application -------- 400.00

819592-49-41

(d) Amount of tax the time for pay-
ment of which might properly
have been extended (item (b) less
item (c)) --------------------- $455.00

(e) 125% of $455 ----------------- 568.75

(f) The penalty portion (item (a)
less item (e)) ----------------- 286.25

(g) Addition to the tax (5% of
$286.25) ------------------------ 14.31
Since the reduction, attributable to the

unused excess profits credit carry-back from
1946, in the aggregate of all of Corporation
X's taxes previously determined for taxable
years prior to 1946 was only $455, the corpo-
ration properly should not have extended
under section 3779 the time for payment of
an amount greater than $455. The penalty
portion accordingly is the excess of the
amount the time for payment of which was
extended over 125 percent of the amount
the time for payment of which might prop-
erly have been extended. The above addi-
tion to the tax, in the amount of $14.31, will
be added to the excess profits tax for 1945
and collected as part of such tax unless Cor-
poration X establishes to the satisfaction of
the Commissioner that as of December 31,
1946, there was reasonable cause to expect
that there would be no penalty portion.
Such addition to the tax will be assessed and
collected even though the unused excess
profits credit carry-back from 1946 reduces
the adjusted excess profits net income for
1945 to zero and thus serves in effect to off-
set the entire excess profits tax for 1945
which would otherwise be due.

[T. D. 5498, 11 P. R. 2168]

CLAIMS AGAINST TRANSFEREES AND
FIDUCIARIES

§ 29.311-1 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 Re-
vised Statutes, as amended, in respect
of any income tax imposed by chapter 1,
whether shown on the return of the tax-
payer or determined as a deficiency in
the tax, shall be assessed against such
transferee or such fiduciary, as the case
may be, and 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 chap-
ter 1, except as provided In this section.
The provisions relating to delinquency
in payment after notice and demand and
the amount of interest attaching because
of such delinquency, the authorization
of distraint and proceedings in court for
collection, the prohibition of claims for
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abatement and claims and suits for re-
fund, the filing of a petition with The
Tax Court of the United States, and the
filing of a petition for review of The Tax
Court's decision, are included in the
sections of the Internal Revenue Code
(and regulations pertaining thereto) re-
lating to deficiencies in the tax imposed
by chapter 1.

(b) The term "transferee" as used in
this section includes an heir, legatee, de-
visee, distributee of an estate of a de-
ceased person, the shareholder of a dis-
solved corporation, the assignee or donee
of an insolvent person, the successor of a
corporation, a party to a reorganization
as defined in section 112, and all other
classes of distributees.

(c) The period of limitation for as-
sessment of the liability of a transferee
or of a fiduciary, referred to in para-
graph (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 or a transferee of the prop-
erty of the taxpayer, one year after the
expiration of the period of limitation
for assessment against the preceding
transferee, or three years after the ex-
piration of the period of limitation for
assessment against the taxpayer, which-
ever 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; and

(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 liabil-
ity 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 Com-
missioner and the transferee or fiduciary
have consented in writing to the assess-
ment of the liability 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 expira-
tion 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 existence 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.

§ 29.312-1 Fiduciaries. (a) As soon as
the Commissioner receives notice that a
person is acting in a fiduciary capacity,
such fiduciary must, except as otherwise
specifically provided, assume the powers,
rights, duties, and privileges of the tax-
payer with respect to income tax Im-
posed by chapter 1. If the person is act-
ing as a fiduciary for a transferee or
other person subject to the liability
specified in section 311, such fiduciary 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 liability Is ordinarily
not collectible from the personal estate of
the fiduciary but Is collectible from the
estate of the taxpayer or from the
estate of the transferee or other person
subject to the liability specified in section
311. The "notice to the Commissioner"
provided for in section 312 shall be a
written notice signed by the fiduciary
and filed with the Commissioner. The
notice must state the name and address
of the person for whom the fiduciary is
acting, and the nature of the liability of
such person; that is, whether it is a lia-
bility for tax, and, If so, the year or years
involved, or a liability at law or in equity
of a transferee of property of a tax-
payer, or a liability of a fiduciary under
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section 3467 of the Revised Statutes, as
amended, in respect of the payment of
any tax from the estate of the taxpayer.
Any such written notice which has been
filed with the Commissioner since the
enactment of the Revenue Act of 1926
shall be considered as sufficient notice to
the Commissioner within the meaning of
section 312. Unless there is already on
file with the Commissioner satisfactory
evidence of the authority of the fiduciary
to act for such person in a fiduciary ca-
pacity, such evidence must be filed 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 satisfactory evidence.
When the fiduciary capacity has ter-
minated, the fiduciary in order to be re-
lieved of any further duty or liability as
such, must file with the Commissioner
written notice that the fiduciary capac-
ity has terminated as to him, accom-
panied by satisfactory evidence 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 the preceding para-
graph is not filed with the Commissioner
prior to the sending of notice of a defi-
ciency by registered mail to the last
known address of the taxpayer (see sec-
tion 272 (a)), or the last known address
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 person,
as the case may be, will be a sufficient
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 corporation, has termi-
nated its existence. Under such cir-
cumstances, 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 mailed after
October 21, 1942, and addressed to a
person outside the States of the Union
and the District of Columbia) to the tax-
payer, transferee, or other person, the
tax, or liability under section 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

collector. The term "fiduciary" is de-
fined in section 3797 (a) (6) to mean a
guardian, trustee, executor, administra-
tor, receiver, conservator, or any person
acting in any fiduciary capacity for any
person.

(c) 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.

OVERPAYMENTS

§ 29.322-1 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 im-
posed by chapter 1.

§ 29.322-2 Credit and refund adjust-
ments. Credits or refunds or overpay-
ments may not be allowed or made after
the expiration of the statutory period of
limitation properly applicable unless
prior to the expiration of such period a
claim therefor has been filed by the tax-
payer. The claim, together with ap-
propriate supporting evidence, must be
filed in the office of the collector for the
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 for
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 section 177,
United States Judicial Code, as amended
by section 615 of the Revenue Act of
1928 and section 808 of the Revenue Act
of 1936.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5325, 9 F. R. 3681

§ 29.322-3 Claims 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 short Form
1040A, or by the use of Form W-2 (Rev.),
or Employee's Optional Form 1040A as
provided in this section and should be
filed with the collector of internal reve-
nue. A separate claim shall be made for
each taxable year or period.
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(b) No refund or credit will be allowed
after the expiration of the statutory
period of limitation applicable to the
filing of a claim therefor except upon one
or more of the grounds set forth in a
claim filed prior to the expiration of such
period. The claim must set forth in de-
tail and under oath each ground upon
which a refund is claimed, and facts suf-
ficient to apprise the Commissioner of
the exact basis thereof. For taxable
years beginning after December 31, 1942,
a properly executed return on Form 1040
or short Form 1040A shall, at the election
of the taxpayer, constitute a claim for re-
fund or credit within the meaning of sec-
tion 322 for the amount of the over-pay-
ment disclosed by such return. For the
purposes 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 overpay-
ment and advising whether such amount
shall be refunded 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 the overpayment
shown by his income tax return applied
to his estimated tax for his succeeding
taxable year, no interest shall be allowed
on such overpayment, and the full
amount of the overpayment shall be
applied as a payment on account of the
estimated tax for such year or the in-
stalments thereof. For taxable years
beginning in 1943 the tax imposed by
chapter 1 includes the amount of any in-
creases under section 6 of the Current
Tax Payment Act of 1943, and such in-
creases shall be taken into account in
computing the amount of any overpay-
ment for such years. If the taxpayer
desires the refund or credit of an amount
greater than the overpayment disclosed
by his original return, he should file a
claim on Form 843. The filing of a prop-
erly executed return on Form W-2 (Rev.)
or Employee's Optional Form 1040A shall
constitute an election by the taxpayer 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 over-
payment shown by the collector's com-
putation of the tax on the basis of the
return. For the purposes of section 322

such claim shall be considered as filed on
the date on which such return is consid-
ered as filed. In any case in which a tax-
paper elects to have an overpayment re-
funded to him he may not thereafter
change his election to have the overpay-
ment applied as a payment on account of
his estimated tax. A claim which does
not comply with this paragraph will not
be considered for any purpose as a claim
for refund. With respect to limitations
upon the refunding or crediting of taxes,
see § 29.322-7.

(c) If a return is filed by an individual
and a refund claim is thereafter filed
by a legal representative of the deceased,
certified copies of the letters testamen-
tary, letters of administration, or other
similar evidence must be annexed to the
claim, to show the authority of the ex-
ecutor, administrator, or other fiduciary
by whom the claim is filed. If an ex-
ecutor, 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
or interest is to be paid, letters testa-
mentary, letters of administration, or
other evidence may be required, but
should be submitted only upon the re-
ceipt of a specific request therefor. If a
claim is filed by a fiduciary other tljan
the one by whom the return was filed, the
necessary documentary evidence should
accompany the claim. The affidavit may
be made by the agent of the person as-
sessed, but in such a case a power of
attorney must accompany the claim.

(d) 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 Commis-
sioner may, however, send any such check
direct to the claimant. In this connec-
tion, see section 3477 of the Revised
Statutes.

(e) The Commissioner has no au-
thority to refund on equitable grounds
penalties or other amounts legally col-
lected. As to claims for refund of sums
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recovered by suit, see §§ 29.322-4 to
29.322-6.
fRegs. 111, 8 F. R. 15002, as amended by T. D.
5325, 9 F. R. 368, T. D. 5333, 9 F. R. 2434,
T. D. 5425, 10 F. R. 20, T. D. 5680, 13 F. R. 9328]

§ 29.322-4 Claim for payment of
judgment obtained against collector.
(a) A claim for the amount of a judg-
ment against a collector of internal rev-
enue for the recovery of taxes, penalties,
or other sums should be made under
oath, on Form 843, and filed directly
with the Commissioner of Internal Rev-
enue, Washington, D. C. 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 accom-
pany the claim. With respect to the
certificate of probable cause, section 989
of the Revised Statutes provides:

SEc. 989. When a recovery is had in any
suit or proceeding against a collector or other
officer of the revenue for any act done by
him, or for the recovery of any money exacted
by or paid to him and by him paid into the
Treasury, in the performance of his official
duty, and the court certifies that there was
probable cause for the act done by the col-
lector or other officer, or that he acted under
the directions of the Secretary of the Treas-
ury, or other proper officer of the Govern-
ment, no execution shall issue against such
collector or other officer, but the amount so
recovered shall, upon final judgment,' be
provided for and paid out of the proper ap-
propriation from the Treasury.

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 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.

(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 cer-
tified 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), showing
that the judgment has been satisfied and
specifying the exact sum paid in its satis-
faction, should accompany the claim.
(See further § 29.322-3.)

§ 29.322-5 Claim for payment 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 under oath, on Form 843,
in duplicate, and filed directly with the
Commissioner of Internal Revenue,
Washington, D. C. Two certified copies
of the final judgment should be attached
to the claim. If the judgment specifi-
cally provides for the recovery of costs,
an itemized bill of such court costs 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 judg-
ment will not be paid until the period for
appeal has expired unless a stipulation,
signed by both parties to the suit, waiv-
ing the right to appeal, has been filed
with the clerk of the court, and two cer-
tified copies of such waiver are furnished
to the Commissioner.

§ 29.322-6 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, rep-
resenting taxes, penalties, or other sums
should be made under oath, on Form 843,
in duplicate, and filed directly with the
Commissioner of Internal Revenue,
Washington, D. C., 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
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.

§ 29.322-7 Limitations upon the cred-
iting and refunding of taxes paid-(a)
General rule. Unless a claim for credit
or refund of an overpayment is filed
within three years from the time the re-
turn was filed by the taxpayer or within
two years from the time the tax was
paid, the Commissioner is prohibited
from allowing or making a credit or re-
fund of income tax imposed by chapter
1 for such year after both periods have
expired. If no return Is filed by the tax-
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payer, the Commissioner is prohibited
from allowing or making a credit or re-
fund 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 refund 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 immediately
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
within 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.

For the purposes of this section, a re-
turn filed before the last day prescribed
by law for the filing thereof, or an ad-
vance payment of any portion of the tax
made prior to such date, shall be consid-
ered as filed or made on the last day pre-
scribed by law for the filing of such re-
turn or the payment of such tax. If the
taxpayer elected to pay the tax in in-
stallments, such an advance payment
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 re-
turn or paying the tax shall be deter-
mined without regard to any extension
of time granted the taxpayer for filing
the return or paying the tax.

The provisions of this paragraph are
subject to the exceptions provided in par-
agraphs (b), (c), (d), and (e) of this
section and in Public Law 828 (80th Con-
gress), approved June 29, 1948, extend-
ing to December 31, 1949, the time for
filing a claim for credit or refund based
upon an overpayment of the tax as a
result of the failure to take a war loss
deduction In respect of property consid-
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ered destroyed or seized under section
127 (a) of the Code for a taxable year
beginning in 1941 or 1942.

(b) Limitations in case waiver ex-
ecuted. If the Commissioner 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 section 276 (b) to ex-
tend beyond the period prescribed 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 assess-
ment 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 during
the two years immediately preceding the
execution of the agreement between the
Commissioner and the taxpayer, or, if
such agreement was executed within
three years from the time the return
was filed, during the three years imme-
diately 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
within which the Commissioner might
make an assessment pursuant to such
agreement or any extension theerof; 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.

If any portion of the tax is paid within
six months after the expiration of the
period within which the Commissioner
might make an assessment pursuant to
an agreement between the Commissioner
and the taxpayer or any extension there-
of, and if credit or refund is allowed or
made after such payment and before the
end of such 6-month period, or if claim
for credit or refund is filed after such
payment and before the end of such
6-month period, then the limitations on
such credit or refund are those set forth
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in the preceding provisions of this sub-
paragraph.

Credit or refund may be allowed or
made more than six months after the
expiration of the period within which the
Commissioner might make an assess-
ment pursuant to an agreement between
the Commissioner and the taxpayer or
any extension thereof (in cases other
than those described in the immediately
preceding paragraph) only if such credit
or refund is allowed or made within six
months after the tax was paid or if claim
for such credit or refund is filed within
six months after such payment. In such
case, the amount of the credit or refund
shall not exceed the portion of the tax
paid during the six months immediately
preceding the filing of the claim, or, if no
claim was filed, the amount of the credit
or refund shall not exceed the portion of
the tax paid during the six months im-
mediately preceding the allowance of the
credit or refund. The 2-year period pro-
vided in section 322 (b) (1) and (2) is
not applicable in any case in which the
tax was paid after the execution of such
an agreement.

If a claim for credit or refund is filed
or if credit or refund is allowed or made
before the execution of any agreement
between the Commissioner and the tax-
payer to extend the period within which
the Commissioner might make an assess-
ment, the limitations on such credit or
refund shall be those specified in para-
graph (a) of this section.

The agreement referred to in this sub-
paragraph will not be considered to have
been executed until the date it is signed
by or for the Commissioner.

(c) Overpayment on account of bad
debts, worthless securities, etc. If the
claim for credit or refund relates to an
overpayment on account of:

(1) 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, un-
der section 23 (g) (2) or (k) (2), of a
loss from the worthlessness of a secu-
rity, or

(2) 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 capital
loss carry-over provided in section 117
(e), a net operating loss carry-over pro-
vided in section 122 (b), or an unused

excess profits credit carry-over provided
in section 710 (c) (3),

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 para-
graph (a) of this section, the period shall
be seven years from the date prescribed
by law for filing the return (determined
without regard to any extension of time
for filing such return) for the taxable
year for which the claim is made or the
credit or refund allowed or made. If the
claim for credit or refund relates to an
over-payment on account of the effect
that the deductibility of a debt or loss
described in subparagraph (1) of this
paragraph has on the application to the
taxpayer of a net operating loss carry-
back provided in section 122 (b) or an
unused excess profits credit carry-back
provided in section 710 (c) (3), such
period shall be whichever of the follow-
ing two periods expires later:

(i) Seven years from the date pre-
scribed by law for filing the return
(determined without regard to any ex-
tension of time for filing such return)
for the taxable year of the net operating
loss or the unused excess profits credit;
or

(ii) The period prescribed in para-
graph (e) of this section.

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 para-
graph (a) or (b) of this section, which-
ever is applicable, to the extent of the
amount of the overpayment attributable
to the deductibility of items described in
this section. Such a credit or refund can
not exceed the sum of the following:

(a) The portion, if any, of the tax
paid within the period provided in para-
graph (a) or (b) of this section, which-
ever is applicable, and

(b) The amount of overpayment due
to the deductibility of items described in
this paragraph.

The portion of an overpayment due to
items described in this paragraph shall
be determined by treating the proper
deduction of such items as the first ad-
justment to be made in computing such
overpayment.

If claim for credit or refund is not filed
within the applicable period described in
the preceding paragraph, then credit or
refund may be allowed or made only if
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claim therefor is filed, or if such credit
or refund is allowed or made, within any
period prescribed in paragraph (a) or
(b) of this section, whichever is appli-
cable, subject to the provisions of para-
graph (a) or (b) of this section 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 allowed or
made within such applicable period as
prescribed in paragraph (a) or (b) of
this section.

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.

The provisions of this paragraph with
regard to an overpayment caused by the
deductibility of a bad debt under sec-
tion 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 ap-
plicable 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.

For the limitation on the allowance of
interest for an overpayment where credit
or refund is subject to the provisions of
section 322 (b) (5), see section 3771 (d).

(d) Overpayment determined by The
Tax Court. In any case where a person
having a right to file a petition with The
Tax Court of the United States with re-
spect to a deficiency in income tax im-
posed by chapter 1 filed such petition
within the prescribed time, no credit or
refund of the tax for the year to which
the deficiency relates shall be allowed or
made, and no suit for the recovery of
any part of such tax shall be instituted
by the taxpayer, subject to the following
exceptions:

(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), 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
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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 pre-
scribed in section 275 the time within
which the Commissioner 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, which-
ever event occurs first in point of time,
If the claim was filed, the notice of de-
ficiency mailed' or the agreement exe-
cuted within 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 (i) of this subparagraph, but the
notice of deficiency was mailed within
seven years from the time prescribed for
filing the return (determined without
regard to any extension of time for filing
such return), or a claim of the type de-
scribed in paragraph (c) of this section
was filed, that such portion of the tax
does not exceed the amount of the over-
payment attributable to the deductibil-
ity of items described in paragraph (c)
of this section; or

(iII) If such portion of the tax was not
paid within the period described in sub-
division (i) of this subparagraph, but the
notice of deficiency was mailed within
the period prescribed in paragraph (e) of
this section for the filing *of a claim for
credit or refund of an overpayment at-
tributable to a net operating loss carry-
back or an unused excess profits credit
carry-back, or such a claim was filed,
that such portion of the tax does not
exceed the amount of the overpayment
attributable to the carry-back.

The amount of the overpayment at-
tributable to the deductibility of items
described in paragraph (c) of this sec-
tion or to a carry-back shall be deter-
mined under the provisions of para-
graphs (c) and (e), respectively, of this
section. For the limitation on the al-
lowance of interest for any portion of
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an overpayment described in subdivision
Cii) or (iii) 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 subparagraph
(1) of this paragraph.

(3) If the amount of the deficiency de-
termined by The Tax Court (in a case
where collection has not been stayed by
the filing of a bond) is disallowed In
whole or In part by the reviewing 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 respect
to the time of payment as stated in para-
graph (d) (1) of this section. (See sec-
tion 1146.)

(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 beginning of distraint or a proceeding
in court for collection has expired (see
§ 29.275-2), the taxpayer may file a
claim for refund of the amount so col-
lected 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 col-
lection of the tax expired before notice
of the deficiency was mailed shall, when
the decision becomes final, be conclusive.

(e) Overpayment on account of net
operating loss carry-backs and unused
excess profits credit carry-backs-l)
Special period of limitation. If the claim
for credit or refund relates to an overpay-
ment 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 710 (c)
(3), then In lieu of the three-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

819592-49--42

in paragraph (a) of this section, the
period shall be whichever of the fol-
lowing two periods expires later:

(i) The period which ends with the
expiration of the 15th day of the 39th
month following the end of the taxable
year of the net operating loss or the un-
used excess profits credit which resulted
in the carry-back; or

(ii) The period which ends with the
expiration of the period prescribed in
paragraph (b) of this section within
which a claim for credit or refund may
be filed with respect to the taxable year
of the net operating loss or the unused
excess profits credit which resulted In
the carry-back.

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
prescribed in paragraph (a) or (b) of
this section, whichever is applicable, to
the extent of the amount of the overpay-
ment attributable to the carry-back.
Such a credit or refund cannot exceed the
sum of the following:

(a) The portion, if any, of the tax paid
within the period provided in paragraph
(a) or (b) of this section, whichever is
applicable, and

(b) The amount of the overpayment
attributable to the carry-back.

The portion of an overpayment attrib-
utable to a carry-back shall be deter-
mined by treating the net operating loss
reduction and the unused excess profits
credit adjustment, to the extent that
they are Increased by the net operating
loss carry-back or the unused excess
profits credit carry-back, as the first ad-
justments to be made in computing 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 the
preceding paragraph, then credit or re-
fund 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 paragraph (a) or
(b) of this section, whichever is appli-
cable, subject to the provisions of para-
graph (a) or (b) of this section, 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
allowed or made within such applicable
period.

In the case of an overpayment of ex-
cess profits tax attributable to an un-
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used excess profits credit carry-back
which itself is produced, or is increased
in amount, by a net operating loss carry-
back, such overpayment is to be con-
sidered as attributable to the net operat-
ing loss carry-back to the extent that
there would have been no overpayment
of excess profits tax if there had been
no net operating loss carry-back. Claim
for credit or refund of that portion of
the overpayment of excess profits tax
which is thus attributable to the net
operating loss carry-back may be filed,
or credit or refund allowed or made, at
any time prior to the expiration of the
period within which claim for credit or
refund of an overpayment attributable
to the net operating loss carry-back
may be filed or such credit or refund
allowed or made if no claim is filed.

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) (6), see section
3771 (e).

(2) Barred overpayments. If the al-
lowance of a credit or refund of an over-
payment of tax attributable to a net op-
erating 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 pe-
riod provided in section 322 (b) (6) and
subparagraph (1) of this paragraph 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 application,
credit or refund may be allowed or made
if an application for a tentative carry-
back adjustment is filed within the period
provided in section 3780 (a). Thus, for
example, even though the tax liability for
a given taxable year has previously been
litigated before The Tax Court of the
United States, credit or refund of an
overpayment 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) subparagraph 1 of this para-
graph. In the case of a claim for credit
or refund of an overpayment attributable

to a carry-back, or in the case of an ap-
plication for a tentative carry-back ad-
justment, the determination of iny 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 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
deduction or adjustment is affected by a
carry-back which was not in issue in such
proceeding. The provisions of section 322
(g), however, are not to apply to any tax-
able year with respect to which the Com-
missioner and the taxpayer have entered
into a closing agreement under section
3760 prior to July 31, 1945, the date of
enactment of the Tax Adjustment Act
of 1945, in which it is expressly provided
that the tax liability for such taxable
year is not to be affected by a net operat-
ing loss carry-back or by an unused ex-
cess profits credit carry-back.

The provisions of section 322 (g) may
be illustrated by the following example:

Example. Corporation A, which keeps its
books and makes its tax returns on the
calendar year basis, filed Its income and ex-
cess profits tax returns for 1944 on March
15, 1945. The corporation claimed $100,000
as a deduction for depreciation on such re-
turns. The Commissioner asserted that only
$60,000 was properly allowable as a deduc-
tion for depreciation, and he further asserted
that the corporation had realized certain
long-term capital gains in 1944 which it im-
properly failed to include In its gross in-
come. These issues were litigated before
The Tax Court of the United States which
sustained the Commissioner's determina-
tions with respect to both the deduction for
depreciation and the capital gains. Pursu-
ant to the decision of The Tax Court, which
became final on December 15, 1946, deficiency
judgments were entered for the Commis-
sioner with respect to both the income tax
and the excess profits tax of the corporation
for the year 1944. In computing the de-
ficiency in excess profits tax, proper adjust-
ment was made by The Tax Court for an un-
used excess profits credit carry-back from the
year 1945 to 1944. The corporation did not
appeal The Tax Court's decision. In a de-
cision which became final on May 1, 1947, the
Supreme Court decided that gains of the type
held taxable as long-term capital gains by
The Tax Court in the above proceeding are
not subject to tax. The corporation sus-
tained net operating losses in both 1946 and
1947 and had an unused excess profits credit
for 1946. The net operating loss sustained
by the corporation in 1947, when carried
back to 1945, increased the unused excess
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profits credit for 1945. If proper claims for
credit or refund axe filed within the period
provided in section 322 (b) (6) and § 29.-
322-7 (e) (1), the corporation may be al-
lowed credit or refund of such portions of the
overpayments of its income tax, its excess
profits tax, and any other tax affected, for
1944 as are attributable to the net operating
loss carry-back or unused excess profits credit
carry-backs which result from the above
losses and unused credits. In computing
such overpayments, no adjustment is to be
made with respect to the gains held tax-
able as long-term capital gains by The Tax
Court or with respect to any other item,
except the net operating loss deduction
and the unused excess profits credit ad-
justment, which entered into the determina-
tion of the corporation's income tax and ex-
cess profits tax for 1944. The net operating
loss deduction and excess profits credit ad-
justment, however, may be adjusted to the
extent that they are affected by a carry-back
which was not in issue in the above pro-
ceeding before The Tax Court. Likewise,
adjustments may be made to reflect the effect
of such net operating loss deduction and un-
used excess profits credit adjustment on any
other items which enter into the determina-
tion of the tax liability. Thus, for example,
any deduction limited by net income or ad-
justed gross income, such as the deduction
for charitable contributions, is to be recom-
puted on the basis of the net income or ad-
justed gross income as affected by the carry-
back. The portion of the overpayment at-
tributable to the net operating loss carry-
back or the unused excess profits credit carry-
back is to be determined by treating the
net operating loss deduction and the unused
excess profits credit adjustment, to the ex-
tent that they are increased by a net oper-
ating loss carry-back or an unused excess
profits credit carry-back, as the first adjust-
ments to be made in computing such over-
payment.
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5447, 10 F. R. 3079, T. D. 5516, 11 F. R. 5859,
T. D. 5645, 13 F. R. 4258, T. D. 5657, 13 F. R.
5877]

§ 29.322-8 Crediting of accounts of
collectors 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 tem-
porarily relieving the collector from lia-
bility under section 3950, may authorize
him to take credit temporarily with re-
spect to the assessments not specifically
paid. Such action, however, shall not
constitute an abatement and shall not
discharge the liability of the persons
concerned.

FOREIGN PERSONAL HOLDING COMPANIES

§ 29.331-1 Definition of foreign per-
sonal holding company. (a) A foreign
personal holding company is any foreign
corporation (other than a corporation
exempt from taxation under section 101)
which for the taxable year meets (a) the
gross income requirement specified in
§ 29.331-2, and (b) the stock ownership
requirement specified in § 29.331-3.
Both requirements must be satisfied and
both must be met with respect to each
taxable year.

(b) A foreign corporation which comes
within the classification of a foreign per-
sonal holding company is not subject to
taxation either under section 102 or sec-
tion 500. The fact that a foreign cor-
poration is a foreign personal holding
company does not relieve the corporation
from liability for the taxes imposed gen-
erally under section 231 upon foreign
corporations, since such taxes apply re-
gardless of the classification of the for-
eign corporation as a foreign personal
holding company.

§ 29.331-2 Gross income requirement.
To meet the gross income requirement, it
is necessary that either of the following
percentages of gross income of the cor-
poration for the taxable year (including
the additions to gross income provided in
section 334 (b) as required by section
334 (c) (2) be foreign personal holding
company income as defined in section
332:

(a) 60 percent or more; or
(b) 50 percent or more if the foreign

corporation has been classified as a for-
eign personal holding company for any
taxable year ending after August 26,
1937, unless:

(1) 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 speci-
fied in section 331 (a) (2) exists; or

(2) Three consecutive years have in-
tervened since the last taxable year for
which it was so classified, during each of
which its foreign personal holding com-
pany income was less than 50 percent of
its gross income.

In determining whether the foreign
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 not synon-
ymous with gross receipts. For a further
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discussion of what constitutes "gross in-
come," see section 22 (a) and §§ 29.22
(a)-I to 29.22 (a)-20.

§ 29.331-3 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
percent in value of the outstanding stock
of the foreign corporation be owned, di-
rectly or indirectly, by or for not more
than five individuals who are citizens or
residents of the United States, referred
to in this subpart as "United States
group." For such purpose, the owner-
ship of the stock must be determined as
provided in section 333 and §§ 29.333
(a)-1 to 29.333 (a)-7, and § 29.333 (b)-1.

(b) In the event of any change in the
stock outstanding during the taxable
year, whether in the number of shares
or classes of stock, or whether in the
ownership thereof, the conditions exist-
Ing immediately prior and subsequent to
each change must be taken into consid-
eration, since a corporation comes within
the classification if the statutory condi-
tions with respect to stock ownership are
present at any time during the taxable
year.

(c) In determining whether the statu-
tory conditions with respect to stock own-
ership are present at any time during 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 de-
termined upon the basis of the company's
net worth, earning and dividend paying
capacity, appreciation of assets, together
with such other factors as have a bear-
ing upon the value of the stock. If the
value of the stock which is used is greatly
at variance with that reflected by the
corporate books, the evidence 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 therein.

§ 29.332-1 Foreign personal holding
company income. For the purposes of
Supplement P (sections 331 to 340, in-
clusive) and this part the term "foreign
personal holding company income"
means the portion of the gross income
determined for the purposes of section
331 (a) (1) and § 29.331-2 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 § 29.115-1.

(b) Interest. The term "interest"
means any amounts, Includible in gross
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 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 332 (b) ap-
plies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or
exchange of stock or securities includ-
ible in gross income. The term "stock
or securities" as used in section 332
(b) includes shares or certificates of
stock, or interest in any corporation
(including any joint-stock company,
Insurance company, association, or
other organization classified as a cor-
poration 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
lease, collateral trust certificates, voting
trust certificates, stock rights or war-
rants, bonds, debentures, certificates of
indebtedness, notes, car trust certificates,
bills of exchange, and obligations issued
by or on behalf of a Government, State,
Territory, or political subdivision there-
of. In the case of "regular dealers in
stock or securities" the term does not in-
clude gains derived from the sale or ex-
change of stock or securities made in
the normal course of business. The
term "regular dealers in stock or securi-
ties" as used in section 332 (b) means
corporations with an established place
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of business regularly engaged in the pur-
chase of stock or securities and their
resale to customers, but such corpora-
tions are not dealers with respect to
stock or securities held for speculation or
investment.

(f) Gains from futures transactions in
commodities. Gains from futures trans-
actions in commodities include gains
from futures transactions in any com-
modity 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 neces-
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 specula-
tive. Futures contracts representing
true hedges against price fluctuations in
spot goods are not speculative transac-
tions, though not concurrent with spot
transactions. Futures contracts which
are not hedges against spot 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 interest in an estate or trust.

(h) Amounts received under personal
service contracts. Amounts includible
in foreign personal holding company in-
come as amounts received under per-
sonal service contracts consist of
amounts received pursuant to a contract
under which the corporation is to fur-
nish personal services, and amounts re-
ceived from a sale or other disposition of
such a contract, if:

(1) 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 serv-
ices is designated (by name or by de-
scription in the contract) ; and

(2) At some 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
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 § 29.333
(a)-1 to 29.333 (a)-7, and § 29.333
(b)-1.

The application of section 332 (e) may
be illustrated by the following examples:

Example (1). A, whose profession is that
of an actor, owns all of the outstanding cap-
ital stock of the M Corporation, a foreign
corporation. The MW Corporation enacted
into a contract with A under which A was
to perform personal services for the person
or persons which the M 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 1W
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 cap-
ital stock of which is owned by four individ-
uals, is engaged in engineering. The N Cor-
poration entered into a contract with the 0
Corporation to perform engineering services
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 designated
(by name or by description) in the contract
and no one but the N Corporation had the
right to designate (by name or by descrip-
tion) such individual. The $50,000 received
by the N Corporation from the 0 Corporation
does not constitute foreign 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 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 owned, directly or indirectly, by
or for an individual entitled to the use
of the property, whether such right is ob-
tained directly from the corporation or
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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-
tions 331 (a) (2) and 333 and §§ 29.333
(a)-1 to 29.333 (a)-7, and § 29.333 (b)-1.

(j) Rents. The rents which are to be
included in foreign personal holding
company income consist of compensa-
tion, however designated, including char-
ter 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 holding
company income under section 332 (f)
and paragraph (1) of this section. How-
ever, rents do not constitute foreign per-
sonal holding company income if con-
stituting 50 percent or more of the gross
income of the corporation.

§ 29.333 (a)-1 Stock ownership. For
the purpose of determining whether:

(a) A foreign corporation is a foreign
personal holding company, in so far as
such determination is based on the stock
ownership requirements specified in sec-
tion 331 (a) (2) and § 29.331-3, or

(b) Amounts received under a personal
service contract or from the sale of such
a contract constitute foreign personal
holding company income in so far as such
determination is based on the stock
ownership requirement specified in sec-
tion 332 (e) and paragraph (h) of
§ 29.332-1, or

(c) Compensation for the use of prop-
erty constitutes foreign personal holding
company income in so far as such deter-
mination is based on the stock ownership
requirement specified in section 332 (f)
and paragraph (I) of § 29.332-1,

stock owned by an individual includes
stock constructively owned by him as
provided in section 333. For such pur-
pose constructive ownership of stock
shall be determined and applied in ac-
cordance with the rules provided in sec-
tion 333 and §§ 29.333 (a)-2 to 29.333
(a)-7. and § 29.333 (b)-1. All forms and

classes of stock, however denominated,
which represent the interests of share-
holders, members, or beneficiaries in the
corporation shall be taken into consid-
eration.

§ 29.333 (a)-2 Stock not owned by
individual. In determining the owner-
ship of stock for any of the purposes set
forth in § 29.333 (a)-1, stock owned,
directly or indirectly, by or for a corpora-
tion, partnership, estate, or trust shall
be considered as being owned proportion-
ately 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 Corporation, and
if the M Corporation in turn owns the
entire capital stock of the N Corporation,
then the stock of both the M Corpora-
tion and the N Corporation shall be con-
sidered as being owned equally by A and
B as the individuals owning the beneficial
interest therein. See also § 29.333 (a)-6.

§ 29.333 (a)-3 Family and partnership
ownership. (a) In determining the own-
ership of stock for any of the purposes set
forth in § 29.333 (a)-1, 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 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 set
forth in paragraph (a) of § 29.333 (a)-
1 is illustrated by the following example:

Example. The M Corporation at some time
during the taxable 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 part-
ners, and the remaining 1,350 were held by
51 shareholders as follows:

Relationships Shares Shares Shares Shares Shares

An individual ---------------------------- A 100 B 20 C 20 D 20 E 20
His father ------------------------------- AF 10 BF 10 CF 10 DF 10 EF 10
His wife ---------------------------------- AW 10 BW 40 OW 40 DW 40 EW 40

His brother ------------------------------- AB 10 BB . 10 OB 10 DB 10 EB 10

His son ----------------------------------- AS 10 BS 40 CS 40 DS 40 ES 40
His daughter by former marriage (son's

half-sister) ------------------------------ ASHS 10 BSHS 40 CSHS 40 DSHS 40 ESHS 40

His brother's wife ----------------------- ABW 10 BBW 10 CBW 10 DBW 160 EBW 10
His wife's father -------------------------- AWF 10 BWF 10 CWF 110 DWF 10 EWF 10
His wife's brother --------------------- AWB 10 BWB 10 CWB 10 DWB 10 EWB 10
His wife's brother's wife ------------------ AWBW 10 BWBW 10 CWBW 10 DWBW 10 EWBW 110
Individual's partner ---------------------- AP 10 --------------.............................- -.............
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By applying the statutory rule provided in
section 333 (a) (2) five individuals own more
than 50 percent of the outstanding stock
as follows:
A (including AF, AW, AB, AS, AS-S, AP) - 160
B (including BF, BW, BB, BS, BSHS)--- 160
CW (including C, CS, CWF, CWB) ---- 220
DB (including D, DF, 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 the 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 marriage.
Individual E represents the case where the
preponderant holdings of others eliminate
that individual from the group.

(C) The method of applying the family
and partnership rule as illustrated in the
foregoing example also applies in deter-
mining the ownership of stock for the
purposes stated in (b) and (c) of
§ 29.333 (a)-1.

§ 29.333 (a)-4 Options. In determin-
ing the ownership of stock for any of
the purposes set forth in § 29.333 (a)-l,
if any person has an option to acquire
stock, such stock may be considered as
owned by such person. The term "op-
tion" 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 considered
as the owner of the stock.

§ 29.333 (a)-5 Application of family-
partnership and option rules. The fam-
ily and partnership rule provided in sec-
tion 333 (a) (2) and § 29.333 (a)-3 and
the option rule provided in section 333
(a) (3) and §29.333 (a)-4 shall be
applied:

(a) For the purpose stated in para-
graph (a) of § 29.333 (a)-l, if, but only
if, the effect of such application is to
make the foreign corporation a foreign
personal holding company, or

(b) For the purpose stated in para-
graph (b) of § 29.333 (a)-1, if, but only
if, the effect of such application is to
make the amounts received under a per-
sonal service contract or from the sale of

such a contract foreign personal holding
company income, or

(c) For the purpose stated in para-
graph (c) of § 29.333 (a)-1, if, but only
'if, the effect of such application is to
make the compensation for the use of
property foreign personal holding com-
pany income.
The family and partnership rule and the
option rule must be applied independ-
ently for each of th1e purposes stated in
§ 29.333 (a)-1.

§ 29.333 (a)-6 Constructive owner-

ship as actual ownership. In determin-
ing the ownership of stock for any of the
purposes set forth in § 29.333 (a)-1:

(a) 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 § 29.333 (a)-2) shall be con-
sidered as actually owned by such per-
son for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section 333
(a) (2) (see § 29.333 (a)-3) in order to
make another person the constructive
owner of such stock, and

(b) Stock constructively owned by a
person by reason of the application of
the option rule provided in section 333
(a) (3) (see § 29.333 (a)-4) shall be con-
sidered as actually owned by such per-
son for the purpose of applying either the
rule provided in section 333 (a) (1), re-
lating 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

(c) 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 an-
other individual the constructive owner
of such stock.

The application 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
M Corporation, which in turn owns all the
stock of the 0 Corporation. The 0 Corpo-
ration 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 in-
dividual, the stock in the P Corporation
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owned by the 0 Corporation is considered to
be owned constructively by the M Corpora-
tion, the sole shareholder of the 0 Cor-
poration. Such constructive ownership of
the stock by the M Corporation is consid-
ered as actual ownership for the purpose of
again applying such rule in order to make
AW, the sole shareholder of the M Corpora-
tion, the constructive owner of the stock of
the P Corporation. Similarly, the construc-
tive ownership of the stock by AW is con-
sidered as actual ownership for the purpose
of applying the' family and partnership rule
provided in section 333 (a) (2) in order to
make A the constructive owner of the stock
of the P Corporation, if such application is
necessary for any of the purposes set forth
in § 29.333 (a)-l. But the stock thus con-
structively owned by A may not be consid-
ered as actual ownership for the purpose of
again applying the family and partnership
rule in order to make another member of A's
family, for example A's father, the construc-
tive owner of the stock 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 stock
of the S Corporation, a foreign corporation,
owned by C, an individual, who is not related
to B.

Under the option rule provided in section
333 (a) (3) the R Corporation may be con-
sidered as owning constructively the stock of
the S Corporation owned by C. Such con-
structive ownership of the stock by the R
Corporation is considered as actual owner-
ship for the purpose of applying the rule
provided in section 333 (a) (1), relating to
stock not owned by an individual, in order
to make B, the sole shareholder of the R
Corporation, the constructive owner 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) likewise is considered as actual
ownership for the purpose, if necessary, of
applying the family and partnership rule
provided in section 333 (a) (2), in order to
make another member of B's family, for
example, B's wife, BW, the constructive owner
of the stock of the S Corporation. However,
the family and partnership 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 partnership rule.

§ 29.333 (a)-7 Option rule in lieu of
family and partnership rule. If, in de-
termining the ownership of stock for any
of the purposes set forth in § 29.333 (a)-
1, stock may be considered as construc-
tively owned by an individual by an ap-
plication of both the family-partnership
rule provided in section 333 (a) (2) (see
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§ 29.333 (a)-(3) and the option rule pro-
vided In section 333 (a) (3) (see § 29.333
(a)-4) such stock shall be considered as
owned constructively by the individual
by reason of the application of the option
rule.

The application of this section may be
illustrated by the following example:

Example. Two brothers, A and B, each own
10 percent of the stock of the M Corpora-
tion, a foreign corporation, and A's wife,
AW, also owns 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 necessary, for one of the
purposes stated in § 29.333 (a)-l, to deter-
mine the stock ownership of B in the M
Corporation.

If the family and partnership rule were the
only rule that applied in the case, B would
be considered, under that rule, as owing
20 percent of the stock of the M Corporation,
namely, his own stock plus the stock owned
by his brother. In that event, B could not
be considered as owning the stock held by
AW since (1) AW is not a member of B's
family and (2) the constructive ownership
of such stock by A through the application
of the family and partnership 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
§ 29.333 (a)-6.)

However, there is more than the family
and partnership rule involved in this ex-
ample. As the holder of an option upon the
stock, A may be considered the constructive
owner of his wife's stock by the application
of the option rule and without reference 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 § 29.333 (a)-6, such constructive own-
ership by A is regarded as actual ownership
for the purpose of applying the family and
partnership rule so as to make another mem-
ber of A's family, for example, B, the con-
structive owner of the stock. Hence, since
A may be considered as owning his wife's
stock by applying both the family-partner-
ship 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-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.

§ 29.333 (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
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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 com-
pany. Such convertible securities shall
be considered as outstanding stock for
the purpose of section 332 (e), relating
to amounts received under personal serv-
ice contracts, or of section 332 (f), re-
lating 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
convertible securities as outstanding
stock is subject to the exception 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 considered, but no convertible
securities shall be considered as out-
standing stock unless all outstanding se-
curities having a prior conversion date
are also so considered. For example, if
outstanding securities are convertible in
1942, 1943, and 1944, those convertible in
1942 can be properly considered as out-
standing stock without so considering
those convertible in 1943 or 1944, and
those convertible in 1942 and 1943 can be
properly considered as outstanding stock
without so considering those convertible
in 1944. However, the securities con-
vertible In 1943 could not be properly con-
sidered as outstanding stock without so
considering those convertible in 1942 and
the securities convertible in 1944 could
not be properly considered as outstand-
ing stock without so considering those
convertible in 1942 and 1943.

§ 29.334-1 Gross income in general for
purposes of Supplement P. For all pur-
poses of Supplement P (sections 331 to
340, inclusive) and the regulations per-
taining thereto, the gross income of a
foreign corporation shall be computed as
if the corporation were a domestic cor-
poration and without regard to the pro-
visions of Supplement I (sections 231 to
238, inclusive) and the regulations per-
taining thereto, relating to the taxation
of foreign corporations generally. Hence,
for such purposes, the gross income In-
cludes income from all sources, whether
within or without the United States,

which Is not excluded from gross income
by section 22 (b) and the regulations
pertaining to that section. The gross
income thus includes the interest on
bonds, notes, and certificates of indebted-
ness of the United States, even though
owned beneficially by a foreign corpora-
tion not engaged In trade or business in
the United States, and even though such
interest otherwise would come within the
exemption 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.

§ 29.334-2 Additions to gross income
for purposes of Supplement P. If, for
any taxable year:

(a) A foreign corporation meets the
stock ownership requirement specified in
.§ 29.331-3, regardless of whatever day
in its taxable year is the last day on which
the required United States group exists,
and

(b) 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:

(c) Determining whether the first
company meets the gross income require-
ment specified in § 29.331-2, so as to
come within the classification of a for-
eign personal holding company, and

(d) 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 holding
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 com-
pany would have received as a dividend,
if on the last day referred to in paragraph
(b) of this section there had been dis-
tributed by the second company, and
received by the shareholders, an amount
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which bears the same ratio to the un-
distributed Supplement P net Income of
the second company for its taxable year
as the portion of such taxable year up
to and including such last day bears to
the entire taxable year. The regulations
in this section apply to any chain of
foreign corporations regardless of the
number of corporations included in the
chain.

The application of this section may be
illustrated by the following examples:

Example (1). The X Corporation is a for-
eign corporation whose stock is owned by A,
a United States citizen. The X Corporation
year and the taxable year of the Y Corpora-
another foreign corporation. The taxable
year of the X Corporation is the calendar
year and the taxable year of the Y Corpora-
tion is the fiscal year ending June 30. For
the fiscal year ending June 30, 1943, more
than the required percentage of the Y Corpo-.
ration'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, 1943. The X Corporation meets the
stock ownership requirement and constitutes
a foreign personal holding company for 1943,
if it also meets the gross income require-
ment.

For the purpose of determining whether
the X Corporation meets the gross income
requirement, the entire undistributed Sup-
plement P net income of the Y Corporation
for the fiscal year ending June 30, 1943, must
be included as a dividend in the gross in-
come of the X Corporation for 1943, since-

(a) The X Corporation was a shareholder
in the Y Corporation on a day (June 30, 1943)
in the taxable year of the Y Corporation end-
ing 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,

(b) 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 Corporation up
to and including such last day Is equal to 100
percent of the taxable year of the Y Corpo-
ration, 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

(c) The X Corporation being the sole
shareholder of the Y Corporation must in-
clude such portion in its gross income for
1943, the taxable year in which or with which
the taxable year of the Y Corporation ends.

If (after the inclusion of the presumptive
dividend in its gross income, the X Corpora-
tion is a foreign personal holding company
for 1943, then the undistributed Supplement

ernal Revenue

P net income of the Y Corporation must also
be included as a dividend in the gross income
of the X Corporation in determining its un-
distributed 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 pre-
sumptive dividend, the X Corporation does
not constitute a foreign personal holding
company, the undistributed Supplement P
net income of the Y Corporation is not in-
cludible in the gross income of the X Corpo-
ration.

Example (2). The X Corporation referred
to in example (1) sold the stock in the Y
Corporation to other interests on September
30, 1943, so that after that date no United
States group existed with respect to the Y
Corporation. For the fiscal year ending June
30, 1944, more than the required percentage
of the gross income of the Y Corporation
consists of foreign personal holding company
income. The net Income of the Y Corpora-
tion for such fiscal year amounts to $1,000,-
000, of which $900,000 is distributed in
dividends after September 30, 1943. The
undistributed Supplement P net income of
the Y Corporation for such fiscal year
amounts to $100,000. Upon the basis of
these facts the Y Corporation is a foreign
personal holding company for the fiscal year
ending June 30, 1944, since at one time in
such fiscal year, or from July 1 to and includ-
ing September 30, 1943, it meets the stock
ownership requirement, and the gross in-
come requirement is also satisfied.

In determining whether the X Corporation
constitutes a foreign personal holding com-
pany for 1944, a portion of the undistributed
Supplement P net income of the Y Corpora-
tion for the fiscal year ending June 30, 1944
(;Y2 of $100,000, or $25,000), must be included
as a dividend in the gross income of the X
Corporation, since-

(a) The X Corporation was a shareholder
in the Y Corporation on September 30, 1943,
or on a day in the taxable year of the Y Cor-
poration ending with or within the taxable
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 Corporation existed.

(b) The portion of the taxable year of the
Y Corporation up to and including such day
is three-twelfths of the entire taxable year
of the Y Corporation and, therefore, the por-
tion 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

(c) The X Corporation, being the sole
shareholder of the Y Corporation at the time
the United States group with respect to the
Y Corporation last existed, must include all
of such portion in its gross income for 1944,
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
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of the Y Corporation for the entire taxable
year and not the earnings realized by the Y
Corporation up to and including September
30, 1943, 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 stock in the Y
Corporation to other interests on September
30, 1943, so that after that date a different
United States group existed with respect to
the Y Corporation. Assuming that the Y
Corporation is a foreign personal holding
company for the fiscal year ending June 30,
1944, no part of the undistributed Supple-
ment P net income of the Y Corporation
for such fiscal year would, in this instance,
be includible in the gross income of the X
Corporation for the year 1944, in determin-
ing whether the X Corporation is a foreign
personal holding company for that year.
In such case, the undistributed Supplement
P net income of the Y Corporation is in-
cludible 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, 1943, which was the
last day in the taxable year of the Y Cor-
poration on which the United States group
with respect to the Y Corporation existed.

If, however, the X Corporation sells 90
percent of its stock in the Y Corporation and
thus is a minority shareholder in the Y
Corporation on the last day of the taxable
year of the Y Corporation on which the
United States group with respect to the Y
Corporation exists, the portion of the undis-
tributed Supplement P net income allocable
to the minority interest of the X Corpora-
tion would be includible in the gross in-
come of the X Corporation, even though on
such last day the United States group is not
the same with respect to both corporations.

Example (4). If the Y Corporation in ex-
ample (1) owns all of the stock of the Z Cor-
poration, another foreign corporation, there
would be a chain of three foreign corpora-
tions. In such case, assuming that the Z
Corporation is a foreign personal holding
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 Y Cor-
poration for the purpose of determining
whether the Y Corporation comes within the
classification of a foreign personal holding
company. If, after the Inclusion of such
presumptive dividend, the Y Corporation is a
foreign personal holding company, the undis-
tributed Supplement P net income of the Z
Corporation would be included in the gross
income of the Y Corporation in determining
the undisputed Supplement P net income
of the Y Corporation which is includible in
the gross income of its shareholder, the X
Corporation. The same process would be re-
peated with respect to determining whether

the X Corporation is a foreign personal hold-
ing company and in determining its undis-
tributed Supplement P net income. If all
three corporations are foreign personal hold-
ing companies, the undistributed Supple-
ment P net income of each would, in this
manner, be reflected as a dividend In the
gross Income of A, the ultimate beneficial
shareholder of the chain.

In the event that after the inclusion of the
undistributed Supplement P net income of
the Z Corporation in the gross income of
the Y Corporation, the Y Corporation is not
a foreign personal holding company, 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 X Cor-
poration. In that event, whether the X Cor-
poration is a foreign personal holding com-
pany, and its undistributed Supplement P
net income, would be determined inde-
pendently of the income of the Y Corporation
and the Z Corporation.

§ 29.336-1 Supplement P net income.
The term "Supplement P net income"
means the gross income as defined in sec-
tion 334 less the deductions provided in
section 23 (computed without regard to
the provisions of Supplement I (sections
231 to 238, inclusive)), subject to the
qualifications, limitations, and excep-
tions 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
336 (a) and 336 (b) (1), a foreign per-
sonal holding company is subject to the
provisions of sections 336 (b) (2), 336
(b) (3), and 336 (c), in the computation
of its Supplement P net income. Sec-
tion 336 (b) (3) provides that the net
operating loss deduction provided by sec-
tion 23 (s) shall not be allowed. Sec-
tion 336 (c) provides the same treatment
to foreign personal holding companies
with respect to capital gains and losses

as ordinary corporations except that no
capital loss carry-over from the last tax-
able year beginning in 1941 is 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 main-
tenance 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
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the right to use, the property, unless it is
established to the satisfaction of the
Commissioner:

(a) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was
obtainable;

(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
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.

The burden of proof will rest upon the
taxpayer to sustain the deduction
claimed. If a United States share-
holder, in computing his distributive
share of the undistributed Supplement P
net income of a foreign personal holding
company to be included in gross income
in his individual return (see section 337
and § 29.337-1), claims deductions for
expenses and depreciation allocable to
the operation and maintenance of prop-
erty 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 prop-
erty, he shall attach to his income tax
return a statement setting forth his
claim for allowance of the additional de-
ductions together with a complete state-
ment of the facts and circumstances per-
tinent to his claim 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 cor-

poration 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 per-
son permitted to use the property, and
the number of shares of stock, if any,
held by such person and the members of
his family;

(5Y 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 sus-
tained on, the property for such years;
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(6) Evidence that the rent or other
compensation was the highest obtain-
able and, If none was received, a state-
ment 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 tax-
able year and for each of the five pre-
ceding years;

(10) A statement of any reasons which
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.

§ 29.336-2 Illustration of computation
of Supplement P net income and undis-
tributed Supplement P net income. The
method of computation of the Supple-
ment P net income and undistributed
Supplement P net income may be illus-
trated as follows:

Example. The following facts exist with
respect to the M Corporation, a foreign per-
sonal holding company, for the calendar year
1942:

The gross income of the corporation as
defined in section 334 amounts to $300,000,
of which $85,000 represents its distributive
share of the undistributed Supplement P
net income of another foreign personal hold-
ing company in which it Is a shareholder,
$200,000 consists of dividends, $10,000 con-
sists of interest, and the remainder ($5,000)
consists of rent received from the principal
shareholder of the corporation for the use
of property owned by the corporation.

The expenses of the corporation amount to
$85,000, of which $75,000 is allocable to the
maintenance and operation of the property
used by the principal shareholder and $10,000
consists of ordinary and necessary office ex-
penses allowable as a deduction. The claim
for deduction for the expenses of, and de-
preciation on, the rented property in excess
of the rent received for its use is not estab-
lished as provided in section 336 (b) (2).
The yearly depreciation on the rented prop-
erty amounts to $30,000.

Federal income tax withheld at the source
on the income of the corporation from
sources within the United States amounts
to $59,125.
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No gain from the sale or exchange of stock
or securities is realized during the taxable
year, but losses in the amount of $10,000 are
sustained from the sale of stock or securities
which constitute capital assets. Such losses
are not allowed as a deduction in any amount
under the provisions of sections 117 and
336 (c).

Contributions payment of which is made
to or for the use of donees described in sec-
tion 23 (q), for the purposes therein speci-
fied, amount to $15,000, of which $5,000 is
deductible in computing net income under
section 21.

Dividends paid by the corporation to its
shareholders during the taxable year amount
to $50,000.

The net income for the purposes of com-
puting the Supplement P net income of the
corporation (including the distributive share
of the undistributed Supplement P net in-
come 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) :

Income (Section 22)

Dividends --------------------- $200, 000
Interest -------------------------- 0, 000
Rent ---------------------------- 5,000

Gross income as defined in
section 22 ---------------- 215,000

Add:
Distributive share of undistrib-

uted Supplement P net income
of the other foreign personal
holding company (considered
as a dividend) --------------- 85, 000

Gross income as defined in
section 334 -------------- 300, 000

Deductions (Section 23)

Expenses allocable to op-
eration of the rented
property -------------- $75,000

Depreciation of the rented
property -------------- 30, 000

Ordinary and necessary ex-
penses (office) --------- 10,000

Contributions (within the
5 percent limitation
specified in section
23 (q) ----------------- 5,000

120, 000

Net income for purposes of
computing Supplement P
net income -------------- 180,000

The Supplement P net income and the un-
distributed Supplement P net income of the
corporation are $210,875 and $160,875, respec-
tively, computed as follows:

f Internal Revenue § 29.337-1

Net income for purposes of comput-
ing Supplement P net income- $180, 000

Add (see section 336 (b)) :
Contributions deductible

in computing net in-
come under section 21- $5,000

Excess property expenses
and depreciation over
amount of rent receiv-
ed for use of property
($105,000-$5,000) --- 100, 000

105,000
Deduct (see sec-

tion 336 (a)):
Federal income

taxes ------- $59,125
Contr ibut ions

within the 15
percent limita-
tion specified in
section 336 (a)
(2) ------------ 15,000

74, 125

Net additions under section 336. - 30, 875

Supplement P net income -------- 210,875
Less:

Basic surtax credit for dividends
paid (see section 335) ------ 50,000

Undistributed Supplement P

net income --------------- 160, 875

§ 29.337-1 Income of foreign personal
holding companies taxed to United
States shareholders-(a) Supplement P
(sections 331 to 340, inclusive) does not
impose a tax on foreign personal holding
companies. The undistributed Supple-
ment P net income of such companies,
however, must be included in the manner
and to the extent set forth in this sec-
tion, in the gross income of their "United
States shareholders," that Is, the share-
holders who are individual citizens or
residents of the United States, domestic
corporations, domestic partnerships (see
section 3797 (a), and estates or trusts
other than estates or trusts the gross
income of which under chapter 1 in-
cludes only income from sources within
the United States.

(b) Amount includible in gross income.
Each United States shareholder, who
was a shareholder on the day in the
taxable year of the foreign personal hold-
ing company which was the last day on
which a United States group (see sec-
tion 331 (a) (2) and § 29.331-3) existed
with respect to the company, shall in-
clude in his gross 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
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as a dividend if on such last day there
had been distributed by the company
and received by the shareholders an
amount which bears the same ratio to
the undistributed Supplement P net in-
come of the company for the taxable year
as the portion of such taxable year up to
and including such last day bears to the
entire taxable year.

(c) The undistributed Supplement P
net income of the foreign personal hold-
ing company is includible only in the
gross income of the United States share-
holders who were shareholders in 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 regardless
of whether the United States shareholder
is included within 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 in the undistributed
Supplement P net income even though
the domestic corporation cannot be in-
cluded within the United States group
since, under section 333 (a) (1) and
§ 29.333 (a)-2, the stock it owns in the
foreign corporation is considered as be-
ing owned proportionately by its share-
holders for the purpose of determining
whether the foreign corporation is a
foreign personal holding company.

(d) 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 company
which is equal in ratio to that which the
portion of the taxable year up to and
including the last day on which 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 percent
and in such case, the United States
shareholders would be required to return
their distributive shares in the entire
undistributed Supplement P net income.
But if the last day on which the required
United States group existed was Septem-

ber 30, and the taxable year was a cal-
endar year, the portion of the taxable
year up to and including such last day
would be equal to nine-twelfths and in
that case, the United States shareholders
would be required to return their distrib-
utive shares in only nine-twelfths of the
undistributed Suoplement P net income.

(e) The amount which each United
States shareholder must return is that
amount which he would have received as
a dividend if the above specified portion
of the undistributed Supplement P net
income had in fact been distributed by
the foreign personal holding company
as a dividend on the last day of its tax-
able year on which the required United
States group existed. Such amount is
determined, therefore, by the interest of
the United States shareholder in the for-
eign 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 out-
standing. 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 allocated as a divi-
dend on the common stock.

(f) 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 in which or with which the
taxable year of the foreign personal hold-
ing company ends. For example, if the
M Corporation whose taxable year is the
calendar year is a foreign personal hold-
ing company for 1942, 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 1942, and B must return
his distributive share as income for the
fiscal year ending November 30, 1943.
In applying this rule, the date as of
which the United States group last
existed with respect to the company is
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immaterial. Thus, in the foregoing ex-
ample, if September 30, 1942, was the
last day on which the United States
group with respect to the M Corporation
existed, B would still be required to re-
turn his assumed dividend as income for
the fiscal year ending November 30, 1943,
even though September 30, 1942, the date
as of which the distribution is assumed
to have been made, does not fall within
such fiscal year.

§ 29.337-2 Credit for obligations of
the United States. (a) Each United
States shareholder required to return his
distributive share in 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, 14, 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 § 29.334-2. (For reduction
of credit for such interest on account of
amortizable bond premium, see
§ 29.125-9.)

(b) For example, the M Corporation is
a foreign personal holding company
which owns all the stock of the N Corpo-
ration, another foreign personal holding
company. Both companies receive in-
terest on obligations of the United States
or its instrumentalities as specified in
section 25 (a) (i) 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 re-
ceived 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 divi-
dend under section 334 (b).

§ 29.337-3 Information in r e t u r n.
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 such
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.

§ 29.337-4 Effect on capital account
of foreign personal holding company and
basis of stock in hands of shareholders.
Sections 337 (e) and 337 (f) are de-
signed to prevent double taxation with
respect to the undistributed Supplement
P net income of foreign personal hold-
ing companies. The application of such
sections may be illustrated by the fol-
lowing examples:

Example (1). The M Corporation is a for-
eign personal holding company. Seventy-
five percent in value of its capital stock is
owned by A, a citizen of the United States,
and the remainder, or 25 percent, of its
stock is owned by B, a nonresident alien
individual. For the calendar year 1942 the
M Corporation has an undistributed Supple-
ment 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
1942. The $100,000 is treated as paid-in sur-
plus or as a contribution to the capital of
the M Corporation and its accumulated earn-
ings and profits as of the close of the calendar
year 1942 are correspondingly reduced. If
after treating such $100,000 as paid-in sur-
plus or as a contribution to capital, the M
Corporation has no accumulated earnings
and profits at the close of 1942, and if for
the calendar year 1943, the M Corporation
had no earnings and profits, but distributed
$100,000, the amount so distributed would
be tax-free in the hands of both A and B. If,
however, after treating the $100,000 as paid-in
surplus or as a contribution to capital, the
M Corporation had accumulated earnings
and profits of $100,000 at the close of '1942,
the facts otherwise being the same, the dis-
tributions in 1943 would be taxable to A,
and the taxability of such distributions to B
would depend upon the application of sec-
tion 119 (a) (2) (B), relating to the treat-
ment of dividends from a foreign corporation
as Income from sources within or without the
United States.

Example (2). In example (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 1942, $75,000 as a constructive
dividend from the M Corporation, the basis
of his stock would be $375,000. After the
$75,000 is 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 In-
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ternal 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 $225,000,
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 of limita-
tions, thus increasing or decreasing the
amount A would have to include in his gross
income, proper adjustment is required to be
made to the basis of A's stock on account of
such readjustment.

§ 29.338-1 Information returns by of-
ficers and directors of certain foreign
corporations- (a) Requirement for filing
returns-(1) General. Under section 338
(a), on the 15th day of each month each
individual who on such day is an officer
or a director of a foreign corporation
which, with respect to its taxable year
preceding the taxable year in which such
month occurs, was a foreign personal
holding company, is required to file with
the Commissioner a monthly informa-
tion return as provided in section 338 (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 as defined in
section 336, or which has no such net
income for such taxable year, the follow-
ing periods are prescribed with respect
to which information returns on Form
957 shall be filed during the following
year. The return for the last month of
the preceding taxable year shall be filed
on the 15th day of the first month follow-
ing the close of such taxable year. Sub-
sequent returns shall be filed for each
6-month period following the close of
such taxable year and shall be filed
on the 15th day of the first month fol-
lowing such period. If any change in
the stock holdings or in the holdings of
securities convertible into stock of the
corporation occurs during such periods
or if a resolution or plan (including
any amendments thereof or supplements
thereto) for the dissolution of the cor-
poration or for the liquidation of the
whole or any part of its capital stock is
adopted during such periods a monthly
information return must also be filed on
the 15th day of the month following each
month In which the change occurs or
the resolution or plan is adopted. In

any case under this paragraph where the
date for filing a monthly return coin-
cides with the date for filing the return
for a 6-month period only the return for
the 6-month period need be filed.

(3) Returns jointly made. If two or
more officers or directors of a foreign
corporation are required to file Informa-
tion returns for any period under section
338 (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 return.

(b) Form of return. The return under
section 338 (a) and this section shall be
made on Form 957, copies of which, upon
request, may be procured from any col-
lector. Each officer or director 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 requirements of the In-
ternal 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 in-
formation:

(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 cu-
mulative 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;

(9) The name and address of each
holder of securities convertible into stock
of the corporation, the class, number,
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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.

If a person is required to file a return
under section 338 (a) and this section
with respect to more than one foreign
corporation, a separate return must be
filed with respect to each foreign corpo-
ration.

(d) Verification of returns. All re-
turns required by section 338 (a) and this
section shall be verified under oath or
affirmation in the same manner as pre-
scribed in § 29.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required by
section 338 (a) and this section, see sec-
tion 340.

§ 29.338-2 Annual information re-
turns by offlicers and directors of certain
foreign corporations- (a) Requirement
for filing returns-() General. Under
section 338 (b), on the sixtieth day after
the close of the taxable year of a foreign
personal holding company each indi-
vidual who on such sixtieth day is an
officer or director of the corporation shall
file with the Commissioner an annual
information return as provided In sec-
tion 338 (b) and this section.

(2) Returns Jointly made. If two or
more officers or directors of a foreign
corporation are required to file annual
information returns under section 338
(b) and this section for any taxable year
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 under
section 338 (b) and this section shall be
made on Form 958, copies of which, upon
request, may be procured from any col-
lector. Each officer or director 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 requirements of the In-
ternal 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 following informa-
tion:

(1) The gross Income, deductions and
credits, net income, Supplement P net
income, and undistributed Supplement P
net income of the foreign personal hold-
ing company for such taxable year, in
complete detail;

(2) The same information with re-
spect to such taxable year which is re-
quired by section 338 (a) and § 29.338-1
(c), except that if all the required re-
turns with respect to such year have been
filed under section 338 (a) and § 29.338-1,
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. All re-
turns required by section 338 (b) and
this section shall be verified under oath
or affirmation in the same manner as
prescribed in § 29.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section-338 (b) and this section, see
section 340.

§ 29.338-3 Time and place of filing re-
turns. Returns required by section 338
and §§ 29.338-1 and 29.338-2 shall be
filed with the Commissioner of Internal
Revenue, Washington, D. C., attention
Income Tax Unit, Records 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, prop-
erly addressed and postage paid, pro-
vided they are actually received in the
office of the Commissioner of Internal
Revenue, Washington, D. C., even though
received after such time or times.

§ 29.339-1 Information returns by
shareholders of certain foreign corpora-
tions-(a) Requirement for filing re-
turns-l) General. On the 15th day
of each month each United States share-
holder, 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
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members of his family, as defined in sec-
tion 333 (a) (2), if such foreign corpo-
ration with respect to its taxable year
preceding the taxable year in which such
month occurs was a foreign personal
holding company, shall file with the
Commissioner 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 which infor-
mation returns under section 339 (a)
shall be filed shall be the same as the
periods prescribed in § 29.338-1 (a) (2).

(3) Duplicate returns. If a share-
holder in a foreign corporation files, as
an officer or director in such corpora-
tion, the returns required by section 338
(a) and § 29.338-1, such returns shall be
considered as returns filed under section
339 (a).

(b) Form of return. The return un-
der section 339 (a) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
collector. 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. Returns which have not
been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. (1) The re-
turn shall, in accordance with the provi-
sions 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 § 29.338-1 (c).

(2) If a person Is required to file a re-
turn under section 339 (a) and this sec-
tion with respect to more than one for-
eign corporation, a separate return must
be filed with respect to each foreign cor-
poration.

(d) Verification of returns. All re-
turns required by section 339 (a) and
this section shall be verified under oath
or affirmation In the same manner as
prescribed in § 29.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section 339 (a) and this section, see
section 340.

§ 29.339-2 Annual information re-
turns by shareholders of certain foreign
corporations- (a) Requirement for filing
returns-(1) General. Under section
339 (b), on the sixtieth day after the
close of the taxable year of a foreign per-
sonal 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 owned, directly or indirectly
(including in the case of an individual,
stock owned by members of his family
as defined in section 333 (a) (2)), shall
file with the Commissioner an informa-
tion 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 corpora-
tion, the returns required by section
338 (b) § 29.338-2, such returns shall
be considered as returns filed under sec-
tion 339 (b).

(b) Form of return. The return un-
der section 339 (b) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
collector. Each shareholder should care-
fully prepare his return so as to set forth
fully and clearly the information called
for therein and by the applicable regu-
lations. Returns which have not been
so prepared will not be considered as
meeting the requirements of the Internal
Revenue Code.

(c) Contents of return. (1) The re-
turn shall, in accordance with the pro-
visions of this section and the instruc-
tions on the form, set forth with respect
to the taxable year of the foreign per-
sonal holding company the same infor-
mation which is required under section
339 (a), § 29.338-1 (c), and § 29.339-1
(c), except that if all the required re-
turns with respect to such year have been
filed under section 339 (a) and § 29.339-1,
no return under section 339 (b) and this
section is required.

(2) If a person is required to file an
annual return under section 339 (b) and
this section with 'respect to more than
one foreign personal holding company, a
separate return must be filed with respect
to each foreign personal holding com-
pany.

(d) Verification of returns. All re-
turns required by section 339 (b) and
this section shall be verified under oath
or affirmation in the same manner as
prescribed in § 29.51-4.
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(e) Penalties. For criminal penalties
for failure to file the returns required by
section 339 (b) and this section, see sec-
tion 340.

§ 29.339-3 Time and place of filing
returns. Returns required by section
339 and §§ 29.339-1 and 29.339-2 shall be
filed with the Commissioner of Internal
Revenue, Washington, D. C., attention
Income Tax Unit, Records 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 pad, ,
provided they are actually received in
the office of the Commissioner of Inter-
nal Revenue, Washington, D. C., even
though received after such time or times.

REGULATED INVESTMENT COVPANIES

§ 29.361-1 Definition of a regulated
investment company-(a) Limitations
upon source of income. Section 361 (b)
(1) and (2) provides that at least 90 per-
cent of the corporation's gross income
for the taxable year shall be derived from
dividends, interest, and gains from the
sale or other disposition of stock or se-
curities, and less than 30 percent of the
corporation's gross income shall have
been derived from the sale or other dis-
position of stock or securities held for
less than three months. As to the defi-
nition of the term "corporation", see sec-
tion 3797 (a) (3). In determining the
percentage of the corporation's gross in-
come which has been derived from such
sources, a loss from the sale or other dis-
position of stock or securities does not
enter into the computation. A deter-
mination of the period for which stock
or securities have been held shall be
governed by the provisions of section
117 (h) insofar as applicable.

(b) Limitations requiring diversifica-
tion of investments. (1) Section 361 (b)
(3), with respect to diversification of in-
vestments, requires, in clause (A) - that at
the close of each quarter of the taxable
year at least 50 percent of the value of
the total assets of the corporation be rep-
resented by cash and cash items (includ-
ing receivables), Government securities,
securities of other regulated investment
companies, and other securities. For
the purpose of this calculation, invest-
ments in securities other than Govern-
ment securities or securities of other reg-
ulated 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 corpo-
ration and to not more than 10 percent of
the outstanding voting securities of such
issuer. Assuming that at least 50 per-
cent 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 requirements of section 361
(b) (3), notwithstanding that the re-
maining assets do not satisfy the diversi-
fication requirements of clause (A). For
example, a corporation may own all the
stock of another corporation, provided It
otherwise meets the requirements of
clauses (A) and (B).

(2) 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 cor-
poration (including the 50 percent or
more mentioned in clause (A)) in the
securities (other than Government secu-
rities or the securities of other regulated
investment companies) of any one issuer,
or of two or more issuers, which the cor-
poration controls and which are engaged
in the same or similar trades or businesses
or related trades or businesses, including
such issuers that are merely a part of a
unit contributing to the completion and
sale of a product or the rendering of a
particular service. Two or more issuers
are not considered as being in the same
or similar trades or businesses merely
because they are engaged in the broad
field of manufacturing or of any other
geneXa classification of industry, but
issuers shall be construed to be engaged
in the same or similar trades or busi-
nesses if they are engaged in a distinct
branch of business, trade, or manufac-
ture 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 economic need.
If two or more issuers produce 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 de-
termining whether they are in the same
trade or business. The term "controls,"
"controlled group," and "value" are de-
fined for the purposes of this paragraph
in section 361 (b) (3). All other terms
used in this section have the same mean-
ing as when used in the Investment Com-
pany Act of 1940, or that Act as amended.
In determining the value of the invest-
ment company's investment in the secu-
rities of any one issuer, there shall be
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included its proper proportion of the
investment of any other corporation, a
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 invest-
ment company shall keep sufficient rec-
ords 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 Bureau of Internal Revenue, and
shall be retained as long as the contents
thereof may become material in the ad-
ministration of any internal-revenue
law.

(3) The requirements as to diversifica-
tion under section 361 (b) (3) are illus-
trated 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 per-
cent in cash, 10 percent in Government se-
curities, 20 percent in the securities of regu-
lated investment companies as defined in
section 361, 10 percent in the securities of
Corporation A, 15 percent in Corporation B,
20 percent in Corporation C, and the balance,
20 percent, in the securities of various corpo-
rations, not exceeding 5 percent of its assets
in any one company. Investment 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 corpo-
rations Is a member of a controlled group.
Investment Company W meets the require-
ments 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 in-
vested as provided in clause (A). It com-
plies 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 taxa-
bl6 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 fails
to meet the requirements of clause (A) of
section 361 (b) (3) since its assets invested

nal Revenue

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 par-
ticular 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, 6 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 per-
cent of the voting power of all of the corpo-
rations, 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 distributor and
also distributes radios for other companies.
Investment Company X fails to meet the re-
quirements of section 361 (b) (3) since it
has 35 percent of its assets invested in the
securities of two issuers which it controls
and which are engaged in related trades or
businesses.

Example (4). Investment Company Y at
the close of the particular quarter has 15 per-
cent of its assets invested in cash and Gov-
ernment securities, 30 percent in Corpora-
tion K, a regulated investment company, 10
percent in Corporation A, 20 percent in Cor-
poration B, and the remaining 25 percent in
various corporations in none of which is
more than 5 percent of its assets invested.
Corporation K has 20 percent of its assets In-
vested in Corporation I, and Corporation L
has 40 percent of its assets invested in Cor-
poration B. Corporation A also has 30 per-
cent of its assets invested in Corporation B,
and owns more than 2q percent of the voting
power in Corporation B. Investment Com-
pany Y owns more than 20 percent of the
voting power of Corporations A and X. Cor-
poration K owns more than 20 percent of the
voting power of Corporation L, and Corpora-
tion L owns more than 20 percent of the
voting power of Corporation B. Investment
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:

Percentage of assets invested directly in
Corporation B, 20.

Percentage invested through the controlled
group, Y-K-I-B, 2.4, determined as follows:

40 percent of 20 percent of 30 percents2.4.
Percentage invested in the controlled

group, Y-A-B, 3, determined by taking 30
percent of 10 percent.

Total percentage of assets of Investment
Company Y invested in Corporation B, 25.4.

Example (5). Investment Company Z at
the close of the its first full quarter after Oc-
tober 21, 1942 (the date of enactment of the
Revenue Act of 1942) meets the requirements
of section 361 (b) (3) and has 20 percent of
its assets invested in Corporation A. Later
during the taxable year it makes distributions
to its shareholders and because of such dis-
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tributions 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
because of such distributions.

(c) Requirements as to election. 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 Supplement
Q unless it elects to be a regulated in-
vestment company for such taxable year,
or has made such an election for a previ-
ous taxable year. The election shall be
made by the taxpayer by computing in-
come as a regulated investment company
in its return for the first taxable year to
which it desires the election to be ap-
plicable. 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.

§ 29.362-1 Earnings and profits of a
regulated investment company. In the
determination of the earnings and profits
of a regulated investment company, such
earnings and profits shall not be reduced
by any amount which is not allowable as
a deduction In computing its net income
for such taxable year. See section 362
(a). Thus, if a corporation would have
had earnings and profits of $500,000 for
the taxable year except for the fact that
it had a net capital loss of $100,000,
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
$500,000. However, in determining 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 distri-
bution 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 Sup-
plement Q.

§ 29.362-2 Method of taxation of reg-
ulated investment companies. If a reg-
ulated investment company distributes
during the taxable year to Its sharehold-
ers as taxable dividends other than cap-
ital 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 § 29.362-3 (relating to
records required to be kept for the pur-
pose of ascertaining the actual owner-
ship of Its outstanding stock), It is tax-
able upon its Supplement Q net income
(as defined in section 362 (b) (1) at the
rate of 24 percent of the amount thereof,
upon its Supplement Q surtax net income
(as defined in section 362 (b) (2) at the
rate of 16 percent of the amount thereof,
for taxable years beginning before Janu-
ary 1, 1946, and at the rate of 14 percent
of the amount thereof for taxable years
beginning after December 31, 1945, and
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 defined in
section 362 (b) (7) paid during the year,
at the rate of 25 percent of such excess.
If a regulated investment company does
not In a particular year distribute as tax-
able dividends, other than capital gain
dividends, to its stockholders at least 90
percent of its net income computed with-
out regard to net long-term and net
short-term capital gains, it will, in spite
of being classified as a regulated invest-
ment company, be taxed in that year as
an ordinary corporation (that is, it will
be entitled to the dividends received
credit, but will not be entitled to the basic
surtax credit). The term "taxable divi-
dends" means dividends (as defined in
section 115 after the application of sec-
tion 362 (a)) which are taxable in the
hands of such shareholders as are subject
to taxation under chapter 1. A taxable
dividend is not distributed to its share-
holders during the taxable year within
the meaning of section 362 (b), unless the
dividend is received by the shareholders
during the taxable year of the company.
See § 29.27 (b)-2, relating to when divi-
dends are considered paid. Due to the
provisions in section 362 (a) with respect
to the concept of earnings and profits of
a regulated investment company, even
though such a company has no accumu-
lated earnings and profits if it makes dis-
tributions during the taxable year of an
amount equal to its net income for that
year, regardless of the amount of losses
which are not deductible against such
net income, it will be allowed a basic sur-
tax credit equal to its net income, and
thus not be liable for any income tax for
the taxable year provided it otherwise
satisfies the requirements of Supplement
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Q. 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.
[Regs. 111, 8 F. R. 15002, as amended by T. D.

5517, 11 F. R. 65351
§ 29.362-3 Records to be kept for

purpose o1 determining whether a cor-
poration claiming to be a regulated in-
vestment company is a personal holding
company. Every regulated investment
company shall maintain in the collec-
tion district in which it is required to
file its income tax return permanent rec-
ords showing the information relative to
the actual owners of its stock contained
in the written statements required by
these regulations to be demanded from
the shareholders. The term "actual
owner of stock," as used in this part,
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 author-
ized officer or employee of the Bureau of
Internal Revenue, and shall be retained
as long as the contents thereof may be-
come material in the administration of
any internal-revenue law. For the pur-
pose of determining whether a domestic
corporation claiming to be a regulated
investment company is a personal hold-
ing company as defined in section 501,
the permanent records of the company
shall show the maximum number of
shares of the corporation (including the
number and face value of securities con-
vertible into stock of the corporation)
to be considered as actually or construc-
tively owned by each of the actual own-
ers of any of its stock at any time dur-
ing the last half of the corporation's tax-
able year, as provided in section 503.
Statements giving such information
shall be demanded not later than 30
days after the close of the corporation's
taxable year or the approval of this part,
whichever is later, as follows:

(a) In the case of a corporation having
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 having
less than 2,000 and more than 200 record
owners of its stock, on any dividend rec-
ord date, from each record holder of 1
percent or more of its stock; or
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(c) In the case of a corporation having
200 or less record owners of its stock, on
any dividend record date, from each rec-
ord holder of one-half of 1 percent or
more of its stock.

§ 29.362-4 Additional information re-
quired in returns of shareholders. Any
person who fails or refuses to comply
with the demand of a regulated invest-
ment company for the written state-
ments which § 29.362-3 requires the com-
pany to demand from its shareholders
shall submit as a part of the income tax
return required by the Internal Revenue
Code of such person a statement show-
ing, to the best of his knowledge and
belief:

(a) The number of shares actually
owned by him at any and all times dur-
ing the period for which the return is
filed in any company claiming to be a
regulated investment company;

(b) The dates of acquisition of any
such stock during such period and the
names and addresses of persons from
whom it was acquired;

(c) The dates of disposition of any
such stock during such period and the
names and addresses of the transferees
thereof;

(d) The names and addresses of the
members of his family (as defined in sec-
tion 503 (a) (2)); the names and ad-
dresses 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 reg-
ulated investment company, at any time
during the last half of the taxable year
of such company;

(e) 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 ac-
tually owned by each;

(f) 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
constructively owned by such individual
at any time during the last half of the
corporation's taxable year, as provided
in section 503 and §§ 29.503 (a)-I to
29.503 (a)-7, and § 29.503 (b)-1; and
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(g) The amount and date of receipt of
each dividend received during such pe-
riod from every corporation claiming to
be a regulated investment company.

When making demand for the written
statements required of each shareholder
under these regulations, the company
shall inform each of the shareholders
of his duty to submit as a part of his
income tax return the statements which
are required 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 records required by this
part. A company which fails to keep
such records to show the actual owner-
ship of its outstanding stock as are re-
quired by this part, or which may be
required from time to time by any rule
or regulation prescribed by the Com-
missioner, with the approval of the Sec-
retary, for such purpose, shall not be
taxable as a regulated investment
company.

Nothing in this section shall be con-
strued to relieve regulated investment
companies or their shareholders from the
duty of filing information returns re-
quired by regulations prescribed under
sections 147 and 148.

§ 29.362-5 Method of taxation of
shareholders of regulated investment
companies. Shareholders who receive
capital gain dividends from a regulated
investment company distributed during
a taxable year of the regulated invest-
ment company for which it is taxable
under section 362 (b) shall treat such
dividends as gains from the sale or ex-
change of capital assets held for more
than six months. A capital gain divi-
dend is defined in section 362 (b) (7)
as any dividend or part thereof which is
designated by a regulated investment
company as a capital gain dividend 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 amounts 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 por-
tion 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 cap-
ital loss bears to the aggregate amount

so designated. Thus, if a regulated in-
vestment company making its return on
the calendar year basis advised its share-
holders by written notice mailed Decem-
ber 30, 1942, that of a distribution of
$500,000 made December 15, 1942, $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 be-
ing $200,000 it was $100,000, then instead
of each shareholder having received a
capital gain dividend of $2 per share he
would have received a capital gain divi-
dend of $1 per share.

EXCHANGES AND DISTRIBUTIONS IN OBEDIENCE
TO ORDERS OF SECURITIES AND EXCHANGE
COMMISSION

§ 29.371-0 Terms used. The follow-
ing terms are defined in section 373 and
when used in this section and §§ 29.371-1
to 29.373-1, shall have the meanings
therein assigned to them: "Order of the
Securities and Exchange Commission";
"registeredholding company"; "holding-
company system"; "associate company";
"majority-owned subsidiary company";
"system group"; "nonexempt property";
and "stock or securities." Any other
term used in this section and § § 29.371-1
to 29.373-1, which is defined in the In-
ternal Revenue Code, shall be given the
respective definition contained in the
Code.

§ 29.371-1 Purpose and scope of ex-
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 Securities
and Exchange Commission, which is is-
sued to effectuate the provisions of sec-
tion 11 (b) of the Public Utility Holding
Company Act of 1935. Section 115 (c)
provides that a distribution in liquidation
of a corporation shall be treated as an
exchange, and such a distribution is to
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be so treated under the provisions of
Supplement R (sections 371 to 373, inclu-
sive). The order of the Securities and
Exchange Commission must be one re-
quiring or approving action which the
Commission finds to be necessary or ap-
propriate to effect a simplification or
geographical integration of a particular
public utility holding-company system.
For specific requirements with respect to
an order of the Securities and Exchange
Commission, see section 371 (f).

(b) The requirements for nonrecogni-
tion of gain or loss as provided in section
371 are precisely stated with respect to
the following four general types of
transactions:

(1) The exchange that is provided for
in section 371 (a), in which stock or se-
curities in a registered holding company
or a majority-owned subsidiary company
are exchanged for stock or securities.

(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 shareholder
in a corporation which is a registered
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.

(c) Certain rules with respect to the
receipt of nonexempt property on an ex-
change described in section 371 (a) are
prescribed in section 371 (e).

(d) These new exceptions to the gen-
eral rule are to be strictly construed as in
the case of the other exceptions in sec-
tion 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 distri-
bution will not be postponed under Sup-
plement R. Moreover, even though a
taxable transaction occurs in connec-
tion or simultaneously with a realization
of gain or loss to which nonrecognition
Is accorded, nevertheless, as under the
various provisions of section 112, non-
recognition will not be accorded to such
taxable transaction. In other words, the
provisions of section 371 do not extend

in any case to gain or loss other than
that realized from and directly attrib-
utable to a disposition of property as
such, or the receipt of a corporate dis-
tribution as such, in an exchange, sale,
or distribution specifically described in
section 371.

(e) The application of the provisions
of Supplement R (sections 371 to 373, in-
clusive) 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 sec-
tion 372 with respect to the continuation
of basis and the reduction in basis are
designed to effect these results. Although
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 in such a way as to
defeat this purpose.

§ 29.371-2 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 sec-
tion 371 (a) must be one in which stock
or securities in a corporation which is
a registered holding company or a ma-
jority-owned subsidiary company are ex-
changed solely for stock or securities
other than stock or securities which
constitute nonexempt property. An ex-
change is not within the provisions of
section 371 (a), unless the stock or se-
curities transferred and those received
are stock or securities as defined by
section 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 cor-
poration which issued the stock or se-
curities. 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 company.
In either case, the nonrecognition pro-
visions of section 371 (a) apply only to
the holder of the stock or securities.
However, the transferee corporation
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must be acting in obedience to an order
of the Securities and Exchange Commis-
sion directed to such corporation, if no
gain or loss is to be recognized to the
holder of the stock or securities who
makes the exchange with such corpora-
tion. See also section 371 (b), in case
the holder of the stock or securities is a
registered holding company or an asso-
ciate company of a registered holding
company. An exchange is not within the
provisions of section 371 (a) if it is within
the provisions of section 371 (d), relating
to transfers within a system group. For
further limitations, see section 371 (f).

§ 29.371-3 Exchanges of property for
property by corporations- (a) Applica-
tion of section 371 (b). Section 371 (b)
applies only to the transfers specified
therein 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 effected
by such transfers. If loss is realized the
subsection is inapplicable and the ap-
plication of other provisions of the Code
must be determined. (See section 371
(g).) If section 371 (b) is applicable, the
provisions of section 112 (other than the
provisions of paragraph 8 of subsection
(b)) are inapplicable, and the conditions
under, and the extent to which, the real-
ized gain is not recognized are set forth
in paragraphs (b), (c), (d), and (e) of
this section.

(b) Nonrecognition of gain; no non-
exempt proceeds. No gain is recognized
to a transferor corporation upon the sale
or other disposition of property trans-
ferred by such transferor corporation in
exchange solely for property other than
nonexempt property, as defined in sec-
tion 373 (e), but only if all of the follow-
ing -requirements are satisfied:

(1) The transferor corporation is, un-
der the definition in section 373 (b), a
registered holding company or an as-
sociate company of a registered holding
company;

(2) Such transfer is in obedience to
an order of the Securities and Exchange
Commission (as defined in section 373
(a) ) and such order satisfies the require-
ments of section 371 (f) ;

(3) The transferor corporation has
filed the required consent to the regula-
tions under section 372 (a) (2) (see sub-
section (f) of this section) ; and

(4) The entire amount of the gain, as
determined under section 111, can be

81,9592-49- 43

applied in reduction of basis under sec-
tion 372 (a) (2).

(c) Nonrecognition of gain; nonex-
empt proceeds. If the transaction would
be within the provisions of paragraph (b)
of this section if it were not for the fact
that the property received in exchange
consists in whole or in part of nonexempt
property (as defined in section 373 (e)),
then no gain is recognized if such non-
exempt property, or an amount equal to
the fair market value of such nonexempt
property at the time of the transfer,

(1) Is expended within the required
24-month period for property other than
nonexempt 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 invest-
ment is made

(3) In accordance with an order of the
Securities and Exchange Commission
(as defined in section 373 (a)) which
satisfies the requirements of section
371 (f) and which recites that such ex-
penditure or investment by the trans-
feror corporation is necessary or appro-
priate 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. See
paragraphs (f) and (g) of this section.
The following, for the purposes of this
paragraph and paragraph (d) of this
section, are treated as expenditures for
property other than nonexempt prop-
erty: "

(5) 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);

(6) A payment in complete or partial
retirement or cancellation of securities
representing indebtedness of the trans-
feror or a complete or partial retire-
ment or cancellation of such securities
which is a part of the consideration for
the transfer; and

(7) 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.

(d) Recognition of gain in part; insuf-
ficient expenditure or investment in case
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o1 nonexempt proceeds. If the transac-
tion would be within the provisions of
paragraph (c) of this section if it were
not for the fact that the amount ex-
pended 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 prop-
erty at the time of the transfer exceeds
the amount so expended and invested.

(e) Recognition of gain in part; inabil-
ity 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 can-
not be so applied in reduction of basis. If
the transaction would be within the pro-
visions of paragraph (d) 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 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 cannot
be applied in reduction of basis under
section 372 (a) (2).

(f) Consent to regulations under sec-
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 § 29.372-2), in ac-
cordance with the provisions of the regu-
lations in effect at the time of filing of
the return for the taxable year in which
the transfer occurs. Such consent shall
be made in duplicate on Form 982A in ac-
cordance with these regulations and the
instructions on the form or issued there-
with.

(g) Requirements with respect to ex-
penditure or investment. If the full
amount of the expenditure or investment
required for the application of para-
graph (c) of this section has not been
made by the close of the taxable year in
which such transfer occurred, the tax-

payer shall file with the return for such
year an application for the benefit of the
24-month period for expenditure and in-
vestment, reciting the nature and time
of the proposed expenditure or invest-
ment. When requested by the Commis-
sioner, the taxpayer shall execute and
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 be-
ginning 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 excess profits taxes which
would be payable if the corporation does
not make the required expenditure or
investment within the required 24-
month period.

§ 29.371-4 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 majority-owned sub-
sidiary company receives stock or securi-
ties in such corporation or owned by
such corporation, no gain to the share-
holder will be recognized with respect
to the stock or securities received by
such shareholder which do not consti-
tute nonexempt property, If the distribu-
tion to such shareholder is made by the
distributing corporation in obedience to
an order of the Securities and Exchange
Commission directed to such corpora-
tion. A distribution is not within the
provisions of section 371 (c) if it is within
the provisions of section 371 (d), re-
lating to transfers within a system
group. A distribution is also not within
the provisions of section 371 (c) if it in-
volves a surrender by the shareholder
of stock or securities or a transfer by
the shareholder of property in exchange
for the stock or securities received by
the shareholder. For further limita-
tions, see section 371 (f).

§29.371-5 Transfers within system
group. (a) The nonrecognition of gain
or loss provided for in section 371 (d) (1)
is applicable to an exchange of property
for other property (including money and
other nonexempt property). In order
for any exchange to come within such
section, all the parties to the exchange
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must be corporations which are mem-
bers of the same system group. The term
"system group" is defined in section
373 (d).

(b) Section 371 (d) (1) also provides
for nonrecognition of gain 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 surren-
der by such shareholder of stock or se-
curities in the distributing corporation.

(c) As stated in § 29.371-1, nonrecog-
nition of gain or loss will not be accorded
to a transaction not clearly provided for
in Supplement R (sections 371 to 373, in-
clusive), even though such transaction
occurs simultaneously or in connection
with an exchange, sale, or distribution
to which nonrecognition is specifically
accorded. Therefore, nonrecognition
will not be accorded to any gain or loss
realized from the discharge, or the re-
moval of the burden, of the pecuniary
obligations of a member of a system
group, even though such obligations are
acquired upon a transfer or distribution
specifically described in section 371 (d)
(1); but the fact that the acquisition of
such obligations was upon a transfer or
distribution specifically described in sec-
tion 371 (d) (1) will, because 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 provide for the nonrecog-
nition of any gain or loss realized from
the discharge of the Indebtedness of a
member of a system group as the result
of the acquistion 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).

Example. Suppose that the A Corpora-
tion and the B Corporation are both mem-
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, $1,000;
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 Corporation

if the property transferred to it had been
something other than its own securities
(see § 29.372-5) will, in this type of trans-
action, reflect the cost to the B Corporation
of effecting a retirement of its own $1,000
bond. The $100 gain of the B Corporation
reflected in the retirement will therefore be
recognized.

(d) 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 distribution
are acting in obedience to an order of the
Securities and Exchange Commission.
If an exchange or distribution is within
the provisions of section 371 (d) (1) and
also may be considered to be within some
other provision of section 371, it shall be
considered that only the provisions of
section 371 (d) (1) apply and that the
nonrecognition or gain or loss upon such
exchange or distribution is by virtue of
that section.

§ 29.371-6 Sale of stock or securities
received upon exchange by members of
system group. Section 371 (d) (2) pro-
vides that to the extent that property re-
ceived upon an exchange by corporations
which are members of the same system
group consists of stock or securities is-
sued 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 system group,
without the recognition of gain or loss
to the selling corporation. The non-
recognition of gain or loss is limited, in
the case of stock, to a sale of stock which
is preferred as to both dividends and as-
sets. The stock or securities must have
been received upon an exchange with
respect to which section 371 (d) (1) oper-
ated to prevent recognition of gain or
loss to any party to the exchange. Non-
recognition of gain or loss upon the sale
of such stock or securities is permitted
only if the proceeds derived from the
sale are applied in retirement or cancel-
lation of stock or securities of the selling
corporation which were outstanding at
the time the exchange was made. It Is
also essential to nonrecognition of gain
or loss upon the sale that both the sale
of the stock or securities and the applica-
tion 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 apiplied in making the required
retirement or cancellation of stock or
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securities and if the sale is otherwise
within the provisions of seotion 371 (d)
(2), the gain resulting from the sale shall
be recognized, but in 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 se-
curities exceed the fair market value of
such stock or securities at the time of the
exchange through which they were ac-
quired 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 indebtedness for a
consideration less than the issuing price
thereof. Also, that section does not pro-
vide for the nonrecognition of gain or loss
upon the sale of any stock or securities
received upon a distribution or otherwise
than upon an exchange.

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, 1942, 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.Corporation
is $75,000. On December 1, 1942, in obedi-
ence to an appropriate order of the Secu-
rities and Exchange Commission, the X Cor-
poration sells all at such stock to the pub-
lic for $100,000 and applies $95,000 of this
amount to the retirement of its own bonds,
which were outstanding on June 1, 1942. The
remaining $5,000 is not used to retire any of
the X Corporation's stock or securities. Of
the total gain of $25,000 realized on the dis-
position of the Y Corporation stock only
$10,000 is recognized, being the difference
between the fair market value of the stock
when acquired and the amount for which
it was sold, since such amount is greater
than the portion ($5,000) of the proceeds not
applied to the retirement of the X Corpora-
tion's stock or securities.

If in the above example the stock acquired
by the X Corporation had not been stock of
the Y Corporation issued to the X Corpora-
tion 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 dis-
position would have been recognized, regard-
less of what was done with the proceeds.

§ 29.371-7 Exchanges in which money
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 major-
ity-owned subsidiary are exchanged for
stock or securities as provided for in sec-
tion 371 (a), there is received by the tax-
payer money or other nonexempt prop-
erty (in addition to property permitted
to be received without recognition 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 nonex-
empt property, but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be recog-
nized to any extent.

(b) If money or other nonexempt
property is received from a corporation
in an exchange described in this section
and if the distribution of such money or
other nonexempt property by or on be-
half of such corporation has the effect of
the distribution of a taxable dividend,
then, as provided in section 371 (e) (2),
there shall be taxed to each distributee
(1) as a dividend, such an amount of the
gain recognized 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 property.

§ 29.371-8 Requirements with respect
to order of Securities and Exchange Com-
mission. The term "order of the Secu-'
rities and Exchange Commission" is de-
fined in section 373 (a). In addition to
the requirements specified in that defini-
tion, section 371 (f) provides that the
provisions of section 371 shall not apply
to an exchange, expenditure, investment,
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 necessary or ap-
propriate to effectuate the provisions of
section 11 (b) of the Public Utility Hold-
ing Company Act of 1935.

(b) The order shall specify and item-
ize the stocks and securities and other
property (Including money) which are
ordered to be acquired, transferred, re-
ceived, or sold upon such exchange, ac-
quistion, expenditure, distribution, or
sale, and, in the case of an investment,
the Investment to be made, so as clearly
to identify such property.
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(c) The exchange acquisition, expend-
iture, investment, distribution, or sale
shall be made in obedience to such order
and shall be completed within the time
prescribed in such order.
The requirements in paragraphs (a), (b)
and (c) of this section 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 loss
is not to be recognized upon the trans-
action.

§ 29.371-9 NonapPlication o1 other
provisions of the Internal Revenue Code.
The effect of section 371 (g) is that an
exchange, sale, or distribution which is
within section 371 shall, with respect to
the nonrecognition of gain or loss and
the determination of basis, be governed
only by Supplement R (sections 371 to
373, inclusive), the purpose being to pre-
vent overlapping of the provisions of
such supplement and other provisions of
the Internal Revenue Code. In other
words, if by virtue of section 371 any
portion of a person's gain or loss on any
particular exchange, sale, or distribution
is not to be recognized, then the gain
or loss of such person shall be nonrecog-
nized only to the extent provided in sec-
tion 371, regardless of what the result
might have been under section 112 if
Supplement R had not been enacted;
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, regardless
of what the basis of such property might
have been under section 113 if Supple-
ment R had not been enacted. On the
other hand, if section 371 does not pro-
vide for the nonrecognition of any por-
tion of a person's gain or loss (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 recognized 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.

§ 29.371-10 Records to be kept and
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 ex-
change shall, if the exchange is made
with a corporation acting in obedience
to an order of the Securities and Ex-
change Commission, file as a part of 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:

(1) A clear description of the stock or
securities transferred in the exchange,
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 securi-
ties were received in the exchange.

(3) A statement of the amount of
stock or securities and other property
(including money) received from the ex-
change. 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
exchange, 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 Securities
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
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corporation, a copy of any order of the
Securities and Exchange Commission di-
rected to the other corporation, in obe-
dience to which the exchange was made
by such other corporation.

(7) If the corporation transfer 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 dis-
tributions 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.

(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, wher-
ever occurring in this subsection (other
than this paragraph), be read as "ex-
change, 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 and Exchange
Commission shall file as a part of his in-
come tax return for the taxable year in
which such distribution is received a
complete statement of all facts pertinent
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
shareholder. 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 majority-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
return 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 obe-
dience to which the distribution was
made.

(2) A certified copy of the corporate
resolution 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 ac-
quired by the distributing corporation
in obedience to an order of the Securi-
ties and Exchange Commission, a copy
of such order.

(5) 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
obedience to an order of the Securities
and Exchange Commission sells stock
or securities 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 com-
plete statement of all facts pertaining
to the nonrecognition of gain or loss
upon such sale, including:
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(1) A copy of the order of the Secu-
rities and Exchange Commission in
obedience to which the sale was made.

(2) A copy of the order of the Securi-
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 ac-
quisition, and a copy of all orders of the
Securities and Exchange Commission in
obedience to which such stock or securi-
ties were acquired.

(6) The amount of the proceeds de-
rived from such sale.

(7) The portion of the proceeds of such
sale which was applied in retirement or
cancellation of its stock or securities, to-
gether with a statement showing how
long such stock or securities wete out-
standing prior to retirement or cancella-
tion.

(8) The issuing price of its stock or
securities which were retired or can-
celed.

(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 Commission,
showing the cost or other 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.

§ 29.372-0 Basis for determining gain
or loss. Section 113 (a) (17) provides
that if property is acquired in a taxable
year beginning before January 1, 1942, in
any manner described in section 372,
prior to its amendment by the Revenue
Act of 1942, the basis shall be that pro-
vided in such section, prior to its amend-
ment by such act, with respect to such

property. If the property was acquired
in a taxable year beginning after Decem-
ber 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-
tion 372 therefore expands section 113
(a) in order to make adequate provisions
with respect to the basis of property ac-
quired in a transfer made in obedience
to an order of the Securities and Ex-
change Commission in connection 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 except as pro-
vided in § 29.372-2, it is intended that the
basis for determining gain or logs per-
taining to the property prior to its
transfer, as well as the basis for deter-
mining the amount of depreciation or
depletion deductible and the amount of
earnings or profits available for distri-
bution, shall continue notwithstanding
the nontaxable conversion of the asset
in form or its change in ownership. The
continuance of the basis may be reflected
in a shift thereof from one asset to an-
other in the hands of the same owner,
or in its transfer with the property from
one owner into the hands of another.
See also § 29.371-1.

§ 29.372-1 Basis of property acquired
upon exchanges under section 371 (a),
371 (b) (prior to amendment by the Rev-
enue Act of 1942), or 371 (e). (a) In the
case of 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), prior to its amendment by the
Revenue Act of 1942 and in a taxable
year beginning prior to January 1, 1942,
if no part of the gain or loss upon such
exchange was recognized under section
371, 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) If, in an exchange of stock or se-
curities as described in sectiori 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 beginning
prior to January 1, 1942, gain to the tax-
payer was recognized under section 371
(e), on account of the receipt of money,
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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 was recog-
nized under section 371 (e), the basis
(adjusted to the date of the exchange)
of the property transferred by the tax-
payer, decreased by the amount of money
received and increased by the amount of
gain recognized, 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 the nonexempt prop-
erty (other than money) 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 securities
as described in section 371 (a), or on an
exchange of property for property as de-
scribed in section 371 (b), prior to its
amendment by the Revenue Act of 1942
and in a taxable year beginning prior
to January 1, 1942, although the tax-
payer receives money or other nonex-
empt property from the transaction.
However, the basis of the property
(other than money) received by the tax-
payer 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 the nonexempt property (other than
money) an amount of such basis equiva-
lent 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 considera-
tion in whole or in part for the transfer
of the property to it. For the rule in
such cases, see section 372 (b).

§ 29.372-2 Reduction of basis of prop-
erty by reason of gain not recognized
under section 371 (b) -(a) Introductory.
In addition to the adjustments provided
in section 113 (b), and the sections of
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these regulations relating thereto, which
are required to be made with respect to
the cost or other basis of property, sec-
tion 372 (a) (2) provides that a further
adjustment shall be made in any case
in which there shall have been a non-
recognition of gain under section 371
(b), realized in a taxable 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) relates, and on account
of which expenditure or investment gain
is not recognized. 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 acquisition. The effect of applying
an amount in reduction of basis of prop-
erty under such subsection is to reduce
by such amount the basis for determin-
ing gain upon sale or other disposition,
the basis for determining loss upon sale
or other disposition, the basis for depre-
ciation and for depletion, and any other
amount which the Internal Revenue
Code prescribes shall be the same as any
of such bases. For the purposes of the
application of an amount in reduction
of basis under such subsection, property
is not considered as having a basis capa-
ble of reduction:

(1) If it is money, or
(2) If its adjusted basis for determin-

ing gain at the time the reduction is to
be made is zero, or becomes zero at any
time in the application of such subsec-
tion.

(b) General rule. Section 372 (a) (2)
sets forth seven categories of property,
the basis of which for determining gain
or loss shall be reduced in the order
stated.

(1) The first category consists of all
property of a character subject to the al-
lowance for depreciation under section
23 (1) which is either in the hands of the
transferor immediately after the trans-
fer, or is acquired within 24 months after
such transfer by an expenditure or in-
vestment resulting in the nonrecognition
in whole or in part of gain, under section
371 (b). If any of the property in such
category has a basis capable of reduc-
tion, the reduction must first be made
before applying an amount in reduction
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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.

(2) 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 property in
the category as follows: The cost or other
basis (at the time immediately after the
transfer or, if the property is not then
held but is thereafter acquired, at the
time of such acquisition) of each unit
of property in the first category shall
be decreased (but the amount of the de-
crease shall not be more than the amount
of the adjusted basis at such time for
determining gain, determined without
regard to this section) in an amount
equal to such proportion of the unrecog-
nized gain as the adjusted basis (for
determining gain, determined without
regard to this section) at such time of
each unit of property 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 unabsorbed in such reduction of the
basis of the property in such category; in
reducing 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 succeeding
category.

(c) Special cases. (1) With the con-
sent of the Commissioner, the taxpayer
may, however, have the basis of the vari-
ous units of property within a particular
category specified in section 372 (a) (2)
adjusted in a manner different from the
general rule set forth in paragraph (b)
of this section. Variations from such
general rule may, for example, involve
adjusting the basis of only certain 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-
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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 provided
in the next sentence) be deemed to be a
consent to the application of such gen-
eral rule, and such general rule shall
apply in the determination 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).

§ 29.372-3 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 ex-
change of property for property as de-
scribed in section 371 (b), or an ex-
change 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 deter-
mined under section 372 (b). If the
corporation issued its stock or securities
as part or sole consideration for the
property acquired, the basis of the prop-
erty in the hands of the acquiring cor-
poration is the basis (adjusted, to the
date of the exchange) which the prop-
erty would have had in the hands of
the transferor if the transfer 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 corporation
from a shareholder as paid-in surplus,
or from any person as a contribution
to capital, the basis of the property to
the corporation is the basis (adjusted
to the date of acquisition) of the prop-
erty in the hands of the transferor.

§ 29. 372-4 Basis of stock or securities
acquired by shareholder upon tax-free
distribution under section 371 (c). Un-
der section 372 (c), if there was distrib-
uted to a shareholder in a corporation
which is a registered holding company
or a majority-owned subsidiary company
stock or securities (other than stock or
securities which are nonexempt prop-
erty), and if by virtue of section 371 (c)
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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. 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:

(a) 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
the same character and preference as
the stock in respect of which the dis-
tribution 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.

(b) 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 in respect of which the distribution
is 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 dis-
tributed 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 belongs, divided
by the number of shares or units in the
class. Within the meaning of the fore-
going provisions stocks or securities in
one corporation are different in class
from stocks or securities in another cor-
poration, and, in general, any material
difference in character or preference or
terms sufficient to distinguish one stock
or security from another stock or security
so that different values may properly be
assigned thereto, will constitute a dif-
ference in class.. As to the basis of stock
or securities distributed by one member
of a system group to another member
of the same system group, see section
372 (d).

§ 29.372-5 Basis of property acquired
under section 371 (d) in transactions
between corporations of the same sys-
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tern 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.

(b) Except as otherwise indicated in
this section, this rule will apply equally to
cases in which the consideration for the
property acquired consists of stock or
securities, money, and other property,
or any of them, but it is contemplated
that an ultimate true reflection of in-
come will be obtained in all cases, not-
withstanding any peculiarities in form
which the various transactions may as-
sume. See the example in § 29.371-5.

(c) An exception to this general rule is
provided for in case the property ac-
quired consists of stocks or securities is-
sued by the corporation from which such
stock or securities were received. If such
stock or securities were the sole consider-
ation for the property transferred to the
corporation issuing such stock or securi-
ties, then the basis of the stock or se-
curities 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 mar-
ket value of such stock or securities at
the time of their receipt, whichever is
the lower. If such stock or securities
constituted only part consideration for
the property transferred to the corpora-
tion issuing such stock or securities, then
the basis shall be an amount which bears
the same ratio to the basis of the prop-
erty transferred as the fair market value
of such stock or securities on their re-
ceipt bears to the total fair market value
of the entire consideration received, ex-
cept 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.

Example. Suppose the A Corporation has
property with an adjusted basis of $600,000
and in an exchange in which section 371 (d)
(1) is. applicable, transfers such property
to the B Corporation in exchange for a tatal
consideration of $1,000,000, consisting of (1)
cash in the amount of $100,000, (2) tangible
property having a fair market value of $400,-
000 and an adjusted basis in the hands of the
B Corporation of $300,000, and (3) stock or
securities issued by the B Corporation with
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a par value and fair market value as of the
date of their receipt in the amount of $500,-
000. The basis to the B Corporation of the
property received by it is $600,000, 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
property, $300,000, the adjusted basis of such
property to the B Corporation, the former
owner; stock or securities issued by the B
Corporation, $300,000, an amount equal to
500,000/1,000,000ths of $600,000.

Suppose that the property of the A Cor-
poration transferred to the B Corporation
had an adjusted basis of $1,100,000 Instead
of $600,000, and that all other factors in the
illustration in the preceding paragraph re-
main the same. In such case the basis to
the A Corporation of the stock or securities
in the B Corporation is $500,000, which was
the fair market value of such stock or securi-
ties at the time of their receipt by the A
Corporation, and not the amount estab-
lished as 500,000/1,000,000ths of $1,100,000, or
$550,000.

§ 29.373-1 Definitions-(a) "Order of
the Securities and Exchange Commis-
sion." 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 to effec-
tuate the provisions of section 11 (b) of
such act. In all cases the order must
become or have become final in accord-
ance with law; i. e., it must be valid, out-
standing, and not subject to further
appeal. See further sections 373 (a)
and 371 (f). Section 11 (b) of the Pub-
lic Utility Holding Company Act of 1935
provides:

(b) It shall be the duty of the Commission,
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

f Internal Revenue § 29.373-1

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
located 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-utility systems the re-
tention.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 regis-
tered holding company, and each subsidiary
company thereof, shall take such steps as
the Commission shall find necessary to en-
sure that the corporate structure or con-
tinued existence of any company in the
holding-company system does not unduly
or unnecessarily complicate the structure,
or unfairly or inequitably distribute voting
power among security holders, of such hold-
ing-company system. In carrying out the
provisions of this paragraph the Commis-
sion shall require each registered holding
company (and any company in the same
holding-company system with such holding
company) to take such action as the Com-
mission shall find necessary In order that
such holding company shall cease to be a
holding company with respect to each of
its subsidiary companies which itself has a
subsidiary company which is a holding com-
pany. Except for the purpose of fairly and
equitably distributing voting power among
the security holders of such company, noth-
ing in this paragraph shall authorize the
Commission to require uny change in the
corporate structure or existence of any com-
pany 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 oppor-
tunity for hearing, it finds that the condi-
tions upon which the order was predicated
do not exist. Any order made under this sub-
section shall be subject to judicial review as
provided in section 24.

Section 11 (e) of the Public Utility
Holding Company Act of 1935 provides:

(e) In accordance with such rules and
regulations or order as the Commission may

Page 669

HeinOnline --  CFR, 1949 669 1949



Title 26-Internal Revenue

deem necessary or appropriate in the public
Interest or for the protection of investors
or 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 ac-
tion by such company or any subsidiary com-
pany thereof for the purpose of enabling
such company or any subsidiary company
thereof to comply with the provisions of sub-
section (b). If, after notice and opportu-
nity for hearing, the Commission shall find
such plan, as submitted or as modified, nec-
essary to effectuate the provisions of subsec-
tion (b) and fair and equitable to the per-
sons affected by such plan, the Commission
shall make an order approving such plan; and
the Commission, at the request of the com-
pany, may apply to a court, in accordance
with the provisions of subsection (f) of sec-
tion 18, to enforce'and carry out the terms
and provisions of such plan. If, upon any
such application, the court, after notice and
opportunity for hearing, shall approve such
plan as fair and equitable and as appro-
priate 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 appolft 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 in accordance with the plan
theretofore approved by the court and the
Commission, the assets so possessed.

(b) "Registered holding company,"
"holding-company system," and "asso-
ciate company." (1) Under section 5 of
the Public Utility Holding Company Act
of 1935 any holding company may reg-
ister by filing with the Securities and Ex-
change Commission a notification of
registration, in such form as the Com-
mission 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 Securities and Ex-
change Commission of such notification
of registration. The term "registered
holding company" as used in this part
means a holding company whose
notification of registration has been so
received and whose registration 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,
a corporation is a holding company (un-
less it is declared not to be such by the

Securities and Exchange Commission),
if such corporation directly or indirectly
owns, controls, or holds with power to
vote 10 percent or more of the outstand-
ing voting securities of a public-utility
company (i. e., an electric utility com-
pany or a gas utility company as defined
by such act) or of any other holding
company. A corporation is also a hold-
ing company if the Securities and Ex-
change 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 con-
trolling 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
necessary or appropriate in the public
interest or for the protection of investors
or consumers that such corporation be
subject to the obligations, duties, and
liabilities imposed upon holding com-
panies by the Public Utility Holding
Company Act of 1935. An electric utility
company is defined by section 2 (a) (3)
of the Public Utility Holding Company
Act of 1935 to mean a company which
owns or operates facilities used for the
generation, transmission, or distribution
of electrical energy for sale, other than
sale of 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 to mean a company
which owns or operates facilities used
for the distribution 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 natural or manufactured
gas for heat, light, or power. However,
under certain conditions the Securities
and Exchange Commission 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 com-
pany shall not be considered an elec-
tric 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, and hence
means any holding company, together
with all its subsidiary companies (i. e.,
subsidiary companies within the mean-
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Ing of section 2 (a) (8) of such act, which
in general include all companies 10 per-
cent of whose outstanding voting securi-
ties is owned directly or indirectly by
such holding company) -and all mutual
service companies of which 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.
The term "member company" is defined
by section 2 (a) (14) of such act to
mean a company which is a member of
an association or group of companies
mutually served by a mutual 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, and hence an as-
sociate company of a company is any
company in the same holding-company
system with such company.

(c) "Majority-owned subsidiary com-
pany." The term "majority-owned sub-
sidiary company" is defined in section
373 (c). Direct ownership by a registered
holding company of more than 50 per-
cent of the specified stock of another
corporation is not necessary to constitute
such corporation a majority-owned sub-
sidiary 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 percent
of the common stock of the B Corpora-
tion, and the A Corporation owns 20 per-
cent of the common stock of the B Cor-
poration (the common stock in each case
being the only stock entitled to vote),
both the A Corporation and the B Cor-
poration are majority-owned subsidiary
companies.

(d) "System group." The term "sys-
tem group" is defined in 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 stock preferred as to both
dividends and assets) of each of the cor-
porations (except the common parent
corporation) is owned directly by one
or more of the other corporations and
the common parent corporation owns di-
rectly at least 90 percent of each class
of such stock of at least one of the other
corporations; but no corporation is a
member of a system group If it is not

either a registered holding- company or
a majority-owned subsidiary company.
It is to be observed that while the type
of stock which must be at least 90 per-
cent owned for the purpose of this defi-
nition (i. e., stock not preferred *as to
both dividends and assets) may be differ-
ent 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), yet as a general rule both types
of ownership tests must be met under
section 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 (e) 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 transferor).
To illustrate, if in obedience to an order
of the Securities and Exchange Commis-
sion the X Corporation, a registered hold-
ing company, transfers property to the
Y Corporation in exchange for property
(not nonexempt property) with a fair
market value of $500,000, the X Corpora-
tion receives $100,000 of nonexempt
property, if for example:

(i) The Y Corporation cancels $100,000
of indebtedness owed to it by the X Cor-
poration;

(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).
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(4) Stock or securities which are ac-
quired from' a registered holding com-
pany which acquired such stock or secu-
rities after February 28, 1938, or an asso-
ciate company of a registered ,holding
company which acquired such stock or
securities after February 28, 1938, unless
such stock or securities were acquired in
obedience to an order of the Securities
and Exchange Commission (as defined
in section 373 (a), as amended) or were
acquired with the authorization or ap-
proval of the Securities and Exchange
Commission under any section of the
Public Utility Holding Company Act of
1935, and are not nonexempt 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, ac-
counts 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.

TAX OF SHAREHOLDERS OF PERSONAL SERVICE
CORPORATIONS

§ 29.391-1 Applicability of Supple-
ment S. If a personal service corpora-
tion (as defined in section 725 and the
regulations thereunder) elects not to be
subject to the excess profits tax for any
taxable year, then Supplement S (sec-
tions 391 to 396, inclusive) shall be ap-
plicable with respect to each person who
was a shareholder of such corporation at
the close of the taxable year of the cor-
poration. (See section 725 (b).)

§ 29.392-1 Undistributed Supplement
S net income. The term "undistributed
Supplement S net income" means Sup-
plement S net income (as defined in sec-
tion 393) minus the amount of dividends
paid by the corporation during the tax-
able year. For the method of computing
dividends paid, see subsections (d), (e),
(f), (g), (h), and (i) of section 27 and
the regulations thereunder.

§ 29.393-1 Supplement S net income.
(a) The term "Supplement S net in-
come" means the net income as defined
In section 21, but computed without the

deduction allowed under section 23 (q),
minus 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 corporation, the
corporate net income, as defined in sec-
tion 21, is computed on the basis of the
period included in the taxable year, and
Is not placed on an annual basis under
the provisions of section 47 (c).

(b) The deductions allowed under sec-
tion 393 for contributions or gifts made
to or for the use of donees described 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 contributions or gifts
are actually paid, regardless 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 § 29.23 (o)-i 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 contribu-
tions or gifts by corporations under sec-
tion 393.

(d) The method of computing Supple-
ment S net income may be illustrated by
the following example:

Example. The X Corporation, a personal
service corporation, has for the calendar year
1942 a net income, as connected under chap-
ter 1, of $190,000. The Federal income tax
payable under chapter 1 for that year
amounts to $76,000. Contributions or gifts
payment of which is made during the taxable
year to or for the use of donees described in
section 23 (q) for the purposes therein speci.
fied amount to $35,000. The Supplement S
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net income of the corporation is $94,000, com-
puted as follows:
Net income under chapter 1 ----- $190,000
Add: Contributions deductible in

computing net income under sec-
tion 21 ------------------------ 10,000

Net income computed without the
benefit of any deduction for con-
tributions -------------------- 200,000

Less:
Federal income tax -- $76, 000
Contributions deductible

under section 393 (b)
(15 percent of $200,-

000) ----------------- 30,000
- $106, 000

Supplement S net Income --------- 94,000
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5458, 10 F. R. 7335]

§ 29.394-1 Taxability of shareholders.
If, by reason of an election under section
725, a personal service corporation is ex-
empt for any taxable year from the ex-
cess profits tax imposed under subchap-
ter E of chapter 2, the undistributed
Supplement S net income of the corpora-
tion shall be treated as a dividend re-
ceived 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 to 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 outstand-
Ing and the preferred shareholders are
entitled to a specified dividend before any
distribution may be made to the holders
of the common stock, then the assumed
distribution of the undistributed Sup-
plement 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 common stock.

§ 29.394-2 Credit for interest on obli-
gations of the United States and its in-

strumentalities. 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 in-
come of the corporation shall, for the
purpose of the tax imposed by section 11
(normal income tax), section 13 (tax on
corporations in general), section 14 (tax
on special classes of corporations), sec-
tion 201 (tax on life insurance com-
panies), section 204 (tax on insurance
companies other than life or mutual, and
mutual marine insurance companies),
section 207 (tax on mutual insurance
companies other than life or marine), or
section 362 (tax on regulated Investment
companies), be allowed a credit against
net income of his proportionate share of
the interest specified in section 25 (a)
(1), interest on United States obliga-
tions, 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 amortizable bond premium,
see § 29.125-9.)
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5458, 10 F. R. 73361

§ 29.394-3 Effect on capital account of
personal service corporation. If the un-
distributed 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-
tributed Supplement S net income shall,
for income tax and excess profits tax pur-
poses, be treated as paid-in 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.

§ 29.394-4 Basis of stock in hands of
shareholders. If a shareholder of a per-
sonal service corporation is required to
include in his gross income his propor-
tionate part of the undistributed Supple-
ment S net income of the corporation,
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 reinvestment
In the corporation by the shareholder.
It shall, however, be so treated only to
the extent to which such amount is In-
cluded in the return of the shareholder,
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increased or decreased by any adjust-
ment of such amount in the last deter-
mination of the tax liability of the share-
holder made before the expiration of
seven years after the date prescribed by
law for the filing of his return.

§ 29.396-1 Tax of certain sharehold-
ers paid by the corporation. Since a
shareholder's proportionate share of the
undistributed Supplement S net income
of a corporation electing not to be sub-
ject to the excess profits tax is taxable to
such shareholder, the corporation is re-
quired, at the time of filing its income tax
return under chapter 1, to pay to the col-
lector an amount equal to the amount
that would be required by section 143 (b)
or section 144 to be deducted and, with-
held by the corporation had its undis-
tributed Supplement S net income been
actually paid in cash to its shareholders
as a divdend on the 'last day of its tax-
able year.

INDIVIDUALS WITH GROSS INCOME FROM
CERTAIN SOURCES OF $3,000 OR LESS

§ 29.400-P Scope and application of
Supplement T-(a) Calendar years 1942
and 1943. (1) For the calendar years
1942 and 1943, in lieu of the tax imposed
under sections 11 and 12, an individual
who makes his return on a cash basis
may elect to pay the tax imposed under
section 400, if his gross income does not
exceed $3,000, and if his gross income
consists wholly of one or more of the fol-
lowing: Salary, wages, compensation for
personal services, dividends, interest, or
annuities. For the purposes of the $3,000
limitation in effect for the calendar
years 1942 and 1943, the amount of an
individual's gross income shall be deter-
mined without subtracting any amount
on account of such individual's depend-
ents. For example, A, a single person
who is not the head of -a family, has a
gross income, consisting of salary, of
$3,200 for 1942. He has two dependents.
For the purpose of the $3,000 limitation,
his gross income is $3,200, not $2,430
($3,200 minus $770), and consequently
he may not compute his tax under Sup-
plement T (sections 400 to 404, inclu-
sive). An individual deriving any other
kind of income, such as income from the
conduct of a business or from a trust of
which he is a beneficiary, or gains from
the sale or exchange of property, may
not compute his tax under Supplement
T. If an individual derives income from
a.partnership of which he is a member
or from a trust of which he is a bene-
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ficiary, and the partnership or trust pre-
viously derived the income distributed to
him from, for example, interest, he will
be considered to have received income
from a partnership or trust, rather than
from interest, and consequently will not
be entitled to compute his tax under
Supplement T.

(2) If the taxable year is the calendar
year 1942 or the calendar year 1943, a
husband and wife living together on July
1 of such taxable year may file separate
returns on Form 1040A, if the gross in-
come of each is from the prescribed
sources and does not exceed $3,000, or
they may file a single joint return on
such form if their combined gross in-
come is from the prescribed sources and
does not exceed $3,000. A married per-
son living with husband or wife at any
time during the calendar year may not
compute the tax under Supplement T
if the other spouse makes an income tax
return without regard to such Supple-
ment (see § 29.404-1).

(3) If an individual dies before the
close of the calendar year, his tax may
not be determined under Supplement T.
Nor may the tax of the surviving spouse
of an individual who has gross income
and who dies before the close of the cal-
endar year be determined under Supple-
ment T. (See sections 404 and 47 (g).)

(4) If the taxable year is the calendar
year 1942 or the calendar year 1943, the
following paragraph is applicable in de-
termining the amount of tai under sec-
tion 400.

(5) In order to determine the amount
of his tax an individual merely ascertains
the amount of his gross income, sub-
tracts $385 for each dependent for whom
a credit is allowable and refers to the
schedule set forth in section 400, as
amended by section 104 (a) of the Rev-
enue Act of 1942, to find the amount of
his tax. If the taxpayer is the head of
a family only by reason of his having one
or more dependents, he may subtract
from his gross income $385 for all except
one of such dependents (see example (4)
in § 29.401-1). If the taxpayer is a single
person who is not the head of a family,
his tax is set forth in the third column
of such schedule. If the taxpayer is a,
married person making a separate re-
turn, but not including a taxpayer whose
spouse makes a return without regard to
Supplement T, the tax is set forth in the
fourth column of .such schedule. If the
taxpayer is (i) a married person whose
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spouse has no gross income, (ii) a mar-
ried person making a joint return, or (iii)
the head of a family, the tax is set forth
in the fifth column of such schedule. Un-
der such schedule no tax is imposed upon
a single person whose gross income, less
credit for dependents, does not exceed
$525, or upon a married person making a
separate return whose gross income (less
credit for dependents) does not exceed
$650, or upon (i) a married person whose
spouse has no gross income, (ii) a mar-
lied person making a joint return, or (iii)
the head of a family, whose gross income
(less credit for dependents) does not
exceed $1,275.

(b) Taxable years beginning after De-
cember 31, 1943. (1) For taxable years
beginning after December 31, 1943, in lieu
of the taxes imposed by sections 11 and
12, an individual may elect to pay the
tax imposed by section 400 if his adjusted
gross income is less than $5,000, regard-
less of the sources from which such in-
come is derived and regardless of whether
such income is computed on the cash
basis or on the accrual basis. The appli-
cation of this paragraph may be illus-
trated by the following example:

Example. A is employed at a salary of
$4,600 for the calendar year 1945. In addi-
tion to his salary he received $750 as reim-
bursement for expenses incurred in the
course of his employment during the cal-
endar year. Such items constitute his sole
income for 1945. In such case the gross
income is $5,350 but the amount of $750 is
deducted from gross income in the deter-
mination of adjusted gross income and thus
A's adjusted gross income for 1945 is $4,600.
Hence, the adjusted gross income being less
than $5,000, he may elect to pay his tax for
1945 under Supplement T. Similarly, in the
case of an individual engaged in trade or
business (excluding from the term "engaged
in trade or business" the performance of
personal services as an employee) there may
be deducted from gross income in ascertain-
ing adjusted gross income those expenses di-
rectly relating to the carrying on of such
trade or business.

(2) For the purposes of determining
whether a taxpayer may elect to pay the
tax under Supplement T for taxable
years beginning after December 31, 1943,
the amount of the adjusted gross income
is controlling, without reference to the
number of exemptions or surtax exemp-
tions, as the case may be, to which the
taxpayer may be entitled. Thus, for
example, if X has, for 1945 as his only
income, a salary of $5,800 and his spouse
has no gross income and derives her en-

tire support from X, then X's adjusted
gross income is $5,800 (not $5,800 minus
$1,000, or $4,800) and he is not, for such
year, entitled to pay his tax under Sup-
plement T. If, however, X has for 1945
a salary of $6,000 and incident to his
employment he incurs expenses in the
amount of $1,200 for travel, meals, and
lodging while away from home, the ad-
justed gross income is $6,000 minus
$1,200, or $4,800. In such case his ad-
justed gross income being less 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 $5,000 and his wife joins
in a joint return, the taxpayer cannot
elect to pay the tax under Supplement T.

(3) In the case of husband and wife
living together, if their aggregate ad-
justed 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
Supplement 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,
the latter spouse may elect to pay the
tax under Supplement T provided that
the other spouse elects to take the stand-
ard deduction provided in section 23 (aa).

(4) These restrictions upon the right
of a married person to elect to pay the
tax under Supplement T are applicable
only if such person is married and living
with his spouse 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 re-
strictions, see § 29.23 (aa)- (c).

(5) To determine the amount of the
tax for a taxable year beginning after
December 31, 1943, the individual ascer-
tains the amount of his adjusted gross
income, refers to the schedule 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 (or
surtax exemptions) applicable to his
case, finds the tax in the vertical column
having at the top thereof a number cor-
responding to the number of exemptions
(or surtax exemptions) to which the
taxpayer is entitled. Thus, if for 1946
A has adjusted gross income of $4,415
and has three exemptions, including his
own exemption, his tax is $481.
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(6) If, for a taxable year beginning
after December 31, 1943, and before Jan-
uary 1, 1946, the taxpayer and his spouse
elect to pay the tax imposed by Supple-
ment T on the basis of a joint return and
the return includes income of both hus-
band and wife, the tax determined under
the table shall be reduced by 3 percent of
the smaller adjusted gross income but in
an amount not In exce s of $15.

(7) For taxable years beginning after
December 31, 1943, 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 ap-
plication of Supplement T in the de-
termination of the tax for such period.
[T. D. 5360, 9 F. R. 4327, as amended, by T. D.
5425, 10 F. R. 21, T. D. 5517, 11 F. R. 6536]

§ 29.401-1 Rules for application of
schedule in section 400-(a) Calendar
years 1942 and 1943. (1) For the calen-
dar years 1942 and 1943, the determina-
tion of whether a taxpayer is a single
person, a married person, or the head of
a family, or whether he has a dependent,
is to be made as of July 1 of such tax-
payer's taxable year.

Example (1). For the calendar year 1942,
A, an unmarried person, has a gross income of
$2,832 derived wholly from salary and inter-
est. During the first five months of 1942,
A's status is that of head of a family, but
on July 1, 1942, his status is that of a single
person not the head of a family. To deter-
mine the tax imposed upon him for the
calendar year 1942 under section 400, A re-
fers to column 3 of the schedule (applicable
to a single person who is not the head of a
family) and finds that the tax imposed upon
a taxpayer whose gross income falls within
the bracket running from $2,825 to $2,850 is
$401. Since $2,832 is within this bracket, A's
tax is $401.

Example (2). For the calendar year 1942,
B has a gross income of $2,312, derived wholly
from salary and dividends, and C, his wife,
has gross income of $671, derived wholly from
wages and an annuity. On July 1, 1942, they
are living together and B is supporting two
dependent children, both of whom are un-
der the age of 18. B and C file separate re-
turns under Supplement T. To determine
his tax for the calendar year 1942, B sub-
tracts $770 from $2,312, refers to column 4
of the schedule (applicable to married per-
son making separate return), and finds that
the tax imposed upon a taxpayer whose gross
income falls within the bracket running
from $1,525 to $1,550 is $152. Since $1,542
($2,312 minus $770) is within this bracket,
B's tax is $152. To determine her tax for
such year, C refers to column 4 of the sched-
ule (applicable to married person making
separate return) and finds that the tax im-

posed upon a taxpayer whose gross income
falls within the bracket running from $650
to $675 is $3. Since $671 is within this
bracket, C's tax is $3. Under such facts, if
B and C file a joint return under Supplement
T, their combined gross income is $2,983.
To determine their tax, they subtract $770
and refer to column 5 of the schedule (ap-
plicable to married person making joint re-
turn) and find that the tax imposed upon a
taxpayer whose gross income falls within the
bracket running from $2,200 to $2,225 is $155.
Since $2,213 ($2,983 minus $770) is within
this bracket, the combined tax of B and C iq,
$155.

Example (3). For the calendar year 1942,
D has a gross income of $1,860, derived wholly
from wages. He was married on April 1,
1942, and he and his wife were living to-
gether on July 1, 1942. He has no de-
pendents. His wife, who has no gross income
in 1942, dies on December 1, 1942. To deter-
mine his tax for the calendar year 1942, D
refers to column 5 of the schedule (applica-
ble to a married person whose spouse has no
gross income), and finds that the tax imposed
upon a taxpayer whose gross income falls
within the bracket running from $1,850 to
$1,875 is $94. Since $1,860 is within this
bracket, D's tax is $94.

Example (4). For the calendar year 1942,
E has a gross income of $2,965. His wife,
who has no gross income in 1942, dies on
May 15, 1942, and on July 1, 1942, he is sup-
porting and maintaining a home for two de-
pendent children both of whom are under
the age of 18. Since E would not occupy
the status of head of a family except for
the fact that he maintains a home for such
children, no amount may be subtracted from
gross income on account of one of such chil-
dren. To determine his tax for the calendar
year 1942, E subtracts only $385 and refers
to column 5 of the schedule (applicable to
head of family) and finds that the tax in the
case of a taxpayer whose gross income falls
in the bracket running from $2,575 to $2,600
is $220. Since $2,580 ($2,965 minus $385) is
within this bracket, E's tax is $220. If the
wife had had gross income, the tax of neither
spouse could be determined under Supple-
ment T.

(2) Payments to a wife in the nature
of, or in lieu of, alimony which are in-
cludible In her gross income under sec-
tions (22) (k) and 171 may not be con-
sidered as a payment by her husband for
the support of any dependent (for defini-
tion of husband and wife for purposes of
this sentence, see section 3797 (a) (17)).

(b) Taxable years beginning alter De-
cember 31, 1943. (1) The term "number
of surtax exemptions" means the num-
ber of the exemptions allowed under
section 25 (b) as credits for surtax pur-
poses. One surtax exemption is allowed
for the taxpayer; one surtax exemption
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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 in-
come for the calendar year in which the
taxable year of the taxpayer begins and
is not the dependent of another taxpayer
for such calendar year; and one surtax
exemption for each dependent whose
gross income is less than $500 for such
calendar year. After the number of sur-
tax exemptions is ascertained, the tax
under Supplement T is determined by
reference to the table contained in sec-
tion 400 in the column appropriate to
such number and on the line appropriate
to the taxpayer's adjusted gross income.
The term "number of exemptions", which,
for taxable years beginning after Decem-
ber 31, 1945, is used instead of the term
"number of surtax exemptions," means
the number of exemptions allowed under
section 25 (b) for such years as credits
against net income for the purpose of
the normal tax and the surtax imposed
by sections 11 and 12. See § 29.25-3.

(2) The application of the provisions
of this paragraph may be illustrated by
the following examples:

Example (1). A, a married man whose du-
ties as an employee require traveling away
from his home, has as his sole gross income a
salary of $5,600 for the .calendar year 1945.
His traveling expenses, including cost of meals
and lodging, amount in such year to $750,
and, hence, his adjusted gross income is $4,-
850. His wife, B, has as her sole income
dividends of $85, and thus the aggregate ad-
justed gross income of A and B is $4,935. A
has two dependent children neither of whom
has any income. A and B file a joint re-
turn for 1945 on Form 1040, electing not to
use the optional return Form W-2 (Rev.). In
such case four surtax exemptions are allow-
able. The adjusted gross income falls within
the tax bracLket $4,900--$4,950. By referring to
the bracket and to the column headed "4"
in the tax table, the tax is found to be $613.
However, since B has adjusted gross income of
$85, such tax must be reduced by 3 percent
of $85, or $2.55, thus producing a net tax
of $610.45.

Example (2). C, a married man, has as his
sole income in 1945 wages of $4,600, and has
two dependent children neither of whom has
any income. His wife, D, has adjusted gross
income of $400. C files a separate return for
1945 and is entitled to claim three surtax
exemptions. C's income falls within the tax
bracket $4,600-$4,650, and hence, with three
surtax exemptions his tax is $656. No surtax
exemption is allowed with respect to D since
D had gross income and a joint return was
not filed.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 22, T. D. 5517, 11 F. R. 65361

§ 29.402-1 Manner of election to com-
pute tax under Supplement T-(a) Cal-
endar years 1942 and 1943. (1) For the
calendar years 1942 and 1943, a tax-
payer elects to compute his income tax
under Supplement T (section 400 to 404,
inclusive) by filing a return of his gross
income on Form 1040A, the form pre-
scribed for this Supplement. If a hus-
band and wife both make such an elec-
tion, they may file a joint return report-
ing their aggregate gross income or they
may file separate returns reporting their
respective gross Incomes. If they file
separate returns, the tax of each shall
be computed by reference to the fourth
column of the schedule set forth in sec-
tion 400.

(2) An election under Supplement T
once made for the taxable year may not
be revoked by an amended return or
otherwise, but a new election is allowed
for each subsequent taxable year. If for
any taxable year the taxpayer makes a
return without regard to Supplement T,
he may not thereafter elect to have his
tax computed under such supplement for
that taxable year.

(b) Taxable years beginning alter De-
cember 31, 1943. For taxable years be-
ginning after December 31, 1943, the
taxpayer elects to pay his income tax
under Supplement T either by (1) filing
a return of his gross income on Form
W-2 (Rev.), prescribed in § 29.51-2, or
(2) by filing a return on Form 1040 and
electing in such return, in the manner
prescribed in § 29.23 (aa)- (b), to take
the standard deduction provided in sec-
tion 23 (aa). In the case of husband and
wife, if the aggregate gross income of
the spouses is less than $5,000, the elec-
tion may be made by the filing of a re-
turn on Form W-2 (Rev.), or by the
filing of a return on Form 1040 and elect-
ing thereon to take the standard deduc-
tion. 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 return,
claims the standard deduction provided
in section 23 (aa), then the former
spouse may file on Form W-2 (Rev.) and
such filing shall constitute an election
by such spouse to pay the tax imposed
under Supplement T. If, however, the
spouse with gross income of $5,000 or
more, In filing his or her return, does
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not elect to take such standard deduc-
tion, then the other spouse may not elect
to pay the tax imposed by Supplement T.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 22]

§ 29.404-1 Taxpayers to whom Sup-
plement T is applicable-(a) Calendar
years 1942 and 1943. For the calendar
years 1942 and 1943, the following tax-
payers are not entitled to file a return
and pay tax under Supplement T:

(1) A nonresident alien individual;
(2) An estate or trust;
(3) An individual who files a return

for a period of less than 12 months or
for any taxable year other than a cal-
endar year;

(4) An individual who is married and
living with husband and wife at any
time during the calendar year and whose
spouse files an income tax return for
such year without regard to Supple-
ment T.

(b) Taxable years beginning after De-
cember 31, 1943. For taxable years be-
ginning after December 31, 1943, the
following taxpayers are ineligible to file
a return and pay the tax under Supple-
ment 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
required for a fractional part of a year
under section 146 (a).

See section 23 (aa) (4) for provisions
making both husband and wife ineligible
to elect to pay the tax under Supplement
T if either spouse does not elect to take
the standard deduction.
[Regs. 111, 8 F. R. 15002, as amended by T. D.
5425, 10 F. R. 221

ABATEMENT OF TAX

§ 29.421-1 Abatement of tax for mem-
bers of armed forces on death. (a) If
an individual dies on or after December
7, 1941, and before January 1, 1948, while
in active service as a member of the mili-
tary or naval forces of the United States
or of any of the other United Nations,
then:
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(1) The tax liability in the case of
such individual under chapter 1 for the
taxable year in which occurs the date of
death is cancelled and if the tax (includ-
ing interest, additions to the tax, and
additional amounts) is assessed, the as-
sessment shall be abated and if the
amount of such tax is collected (regard-
less of the date of collection) the amount
so collected shall be credited or refunded
as an overpayment;

(2) The tax liability in the case of
such individual under chapter 1 for any
taxable year (ending on or after Decem-
ber 7, 1941) prior to the year in which
occurs the date of death during any part
of which he was a member of such forces
is cancelled and if the tax (including
interest, additions to the tax, and addi-
tional amounts) is assessed, the assess-
ment shall be abated and if the amount
of such tax is collected, the amount so
collected shall be credited or refunded as
an overpayment and if at any time prior
to January 1, 1948, the allowance of a
credit or refund of an overpayment of
such amount is barred (except for the
provisions of section 3801) by the opera-
tion of any law or rule of law, a credit or
refund of the overpayment of such
amount may be allowed or made pro-
vided claim therefor is filed before Jan-
uary 1, 1949; and

(3) That amount of tax for taxable
years preceding those specified in sub-
paragraphs (1) and (2) of this paragraph
under chapter 1, or corresponding pro-
visions of prior revenue laws, which re-
mains unpaid as at the date of death
shall not be assessed, and if any such
unpaid tax (including Interest, additions
to the tax, and additional amounts) has
been assessed, such assessment shall be
abated and if the amount of any such
unpaid tax is collected subsequent to the
date of death, the amount so collected
shall be credited or refunded as an over-
payment.

(b) If such individual and his spouse
have for any such year filed a joint re-
turn, the tax abated, credited, or re-
funded pursuant to the provisions of
section 421 for such year shall be an
amount equal to that portion of the joint
tax liability which is the same percent-
age of such joint tax liability as a tax
computed upon the separate income of
such individual is of the sum of the taxes
computed upon the separate incomes of
such individual and his spouse, but with
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respect to taxable years during which
such individual was at no time a member
of the military or naval forces of the
United States or any of the other United
Nations and with respect to taxable
years ending before December 7, 1941, the
amount so abated, credited, or refunded
shall not exceed the amount unpaid at
the date of death. For such purpose the
separate tax of each spouse shall be the
tax computed under chapter 1 before
the application of sections 32, 35, and 466
(e), but after the application of section
31, as if such spouse were required to
make a separate return, except that each
spouse shall be entitled to one-half of
the personal exemption allowed on the
joint return.

(c) If an individual whose tax is can-
celled under section 421 and his spouse
filed a joint declaration of estimated tax
for the taxable year in which occurs the
date of death of such individual, the es-
timated tax paid pursuant to such dec-
laration may be treated as the estimated
tax of either such individual or his
spouse, or may be divided between them,
according as his legal representative and
his spouse may agree. Should they
agree to treat the estimated tax paid pur-
suant to such joint declaration as the
estimated tax of such individual, the es-
timated tax so paid shall be credited or
refunded as an overpayment for the tax-
able year ending with the date of death
of such individual.

(d) This section applies only if the
death occurs while the individual is In
active service. A person is in the active
service of the military or naval forces if
he is actually serving in such forces, not
necessarily in the field or in the theater
of war. Personnel in the inactive re-
serves or on retirement are not in active
service. Periods during Which a person
is absent from duty on account of sick-
ness, wounds, leave, internment by the
enemy or other lawful cause are periods
of active service.
[T. D. 5305, 8 F. R. 15560, as amended by T. D.
5645, 13 F. R. 42581

SUBPART E-PERSONAL HOLDING
COMPANIES

AuTHoRiTy: §§ 29.500-1 to 29.508-2 issued
under 53 Stat. 32, 467; 26 U. S. C. 62, 3791.

SouRcE: §§ 29.500-1 to 29.508-2 contained
in Regulations 111, 8 F. R. 15220, except as
noted following sections affected.

§ 29.500-1 Surtax on personal holding
companies. (a) Section 500 imposes (in

addition to the taxes imposed by chapter
1) a graduated income tax or surtax upon
corporations classified as personal hold-
ing companies and, under the circum-
stances specified in section 501 (c), upon
an affiliated group of railroad corpora-
tions. Corporations so classified are ex-
empt from the surtax on corporations
improperly accumulating surplus im-
posed by section 102, but are not exempt
from the other taxes imposed by chapter
1. Unlike the surtax imposed by sec-
tion 102, the surtax imposed by section
500 applies to all personal holding com-
panies defined as such in section 501
and § 29.501-1, regardless of whether or
not they were formed or availed of to ac-
cumulate earnings or profits for the pur-
pose of avoiding surtax upon sharehold-
ers. The surtax imposed by section 500
is 75 percent of the amount of the un-
distributed subchapter A net income not
in excess of $2,000, and 85 percent of the
amount of the undistributed subchapter
A net income 'in excess of $2,000. For
the alternative tax where the net long-
term gain for any taxable year exceeds
the net short-term capital loss, see sec-
tion 117 (c) and the regulations there-
under.

(b) A foreign corporation, whether
resident or nonresident, which is classi-
fied as a personal holding company
under section 501 (not including a for-
eign 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
States even though such income is not
fixed or determinable annual or periodi-
cal income specified in section 231 (a).
(See section 119.) The term "personal
holding company," as used in subchap-
ter 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 section
119 (a) (2) (B) is less than 50 percent
of its total gross 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.

§ 29.501-1 Definition of personal hold-
ing company. (a) A personal holding
company is any corporation (other than
a corporation specified in section 501 (b))
which for the taxable year meets (1) the
gross income requirement specified in
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§ 29.501-2, and (2) the stock ownership
requirements specified in § 29.501-3.
Both requirements must be satisfied and
both must be met with respect to each
taxable year.

(b) A loan or investment corpora-
tion, as defined in section 501 (b) (7),
is not taxable as a personal holding com-
pany. If, for any prior taxable year (or
years) beginning after December 31, 1938,
and before January 1, 1942, such a cor-
poration classifies as a personal holding
company under section 501 (a), it is not
subject to the surtax imposed by section
500 for such taxable year (or years) if it
elects, within one year after October 21,
1942, not to be so taxed. The election
can be made only by the filing of a notice
In writing with the Commissioner of
Internal Revenue, Washington, D. C.,
attention Income Tax Unit, within such
1-year period, requesting that the ex-
emption granted by section 501 (b) be
applied to such prior taxable year (or
years) with respect to which the corpora-
tion was otherwise subject to surtax as
a personal holding company.

§ 29.501-2 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 be
personal holding company income as de-
fined 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, un-
less:

(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
requirement specified in section 501 (a)
(2) exists; or

(ii) 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 in-
come 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 receipts,
since gross income is not synonymous
with gross receipts. For a further dis-
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cussion of what constitutes "gross in-
come," see section 22 (a) and §§ 29.22
(a)-I to 29.22 (a)-20.

§ 29.501-3 Stock ownership require-
ment. (a) To meet the stock ownership
requirement, it is necessary that at some
time during the last half of the taxable
year more than 50 percent in 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 §§ 29.503 (a)-1 to 29.503
(a)-7, and § 29.503 (b)-1.

(b) In the event of any change in the
stock outstanding during the last half
of the taxable year, whether in the num-
ber of shares or classes of stock, or
whether in the ownership thereof, the
conditions existing immediately prior
and subsequent to each change must be
taken into consideration.

(c) In determining whether the stat-
utory conditions with respect to stock
ownership are present at any time dur-
ing the last half of the taxable year, the
phrase "in value" shall, in the light of all
of 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-
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 amoiig the different classes ac-
cording to the relative value of each
class therein.

(d) The rules stated in paragraphs (b)
and (c) of this section are equally appli-
cable in determining the stock owner-
ship requirement specified in section 502
(e), relating to personal service con-
tracts, 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.
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§ 29.502-1 Personal holding company
income. The term "personal holding
company income" means the portion of
the gross income which consists of the
following:

(a) Dividends. The term "dividends"
includes dividends as defined in section
115 (a), and amounts required to be in-
cluded in gross income under section 337
(b). See § 29.115-1.

(b) Interest (other than interest con-
stituting rent). The term "interest"
means any amounts, includible in gross
income, received for the use of money
loaned except that it does not include
interest constituting rent (see para-
graph (j) of this section).

(c) Royalties (other than mineral, oil,
or gas royalties). The term "royalties"
includes amounts received for the
privilege of using patents, copyrights,
secret processes and formulas, good will,
trade marks, trade brands, franchises,
and other like property. It does not in-
clude rents, or overriding royalties re-
ceived by an operating company. As
used in this paragraph the term "over-
riding royalties" means amounts re-
ceived from the sublessee by the oper-
ating company which originally leased
and developed the natural resource
property in respect of which such over-
riding royalties are paid.

(d) Annuities. The term "annuities"
includes annuities only to the extent in-
cludible in the computation of gross
income. (See section 22 (b) (2).)

(e) Gains from the sale or exchange
of stock of securities. The term "gains
from the sale or exchange of stock or
securities" as used in section 502 (b) ap-
plies 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) in-
cludes shares or certificates of stock, 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 lease, collateral
trust certificates, voting trust certifi-
cates, stock rights or warrants, bonds,
debentures, certificates of indebtedness,

notes, car trust certificates, bills of ex-
change, obligations issued by or on be-
half of a Government, 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. The term "regular
dealer in stock or securities" means cor-
porations with an established place of
business regularly engaged in the pur-
chase of stock or securities and their
resale to customers, but such corpora-
tions 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 ex-
change, but do not include gains from
cash transactions or gains by a pro-
ducer, processor, merchant, or handler
of the commodity, which arise out of
bona fide hedging transactions reason-
ably necessary to the conduct of its
business in the manner in which such
business is customarily and usually con-
ducted by others. In general, personal
holding company income includes gains
on futures contracts which are specula-
tive. Futures contracts representing
true hedges against price fluctuations
in spot goods are notspeculative trans-
actions, though not concurrent with spot
transactions. Futures contracts which
are not hedges against spot transac-
tions 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 incltided in personal hold-
ing company income consists of the in-
come from estates and trusts which is
required to be included in the gross in-
come of the corporation under sections
161 to 169, inclusive, together with the
gains derived by the corporation from
the sale or other disposition of any in-
terest in an estate or trust.

(h) Amounts received under personal
service contracts. Amounts includible
in personal holding company income as
amounts received under personal serv-
ice contracts consist of amounts received
pursuant to a contract under which the
corporation is to furnish personal serv-
ices, and amounts received from a sale
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or other disposition of such a contract,
if:

(1) 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

(2) At some 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
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 503 and §§ 29.503
(a)- to 29.503 (a)-7, § 29.503 (b)-1, and
paragraph (d) of § 29.501-3.

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 M
Corporation entered into a contract with A
under which A was to perform personal serv-
ices for the person or persons whom the M
Corporation might designate, -in considera-
tion of which A was to receive $10,000 a year
from the M Corporation. The M Corpora-
tion entered into a contract with the 0
Corporation in which A was designated to
perform personal services for the 0 Corpo-
raation in consideration of which the 0
Corporation was to pay the M Corporation
$500,000 a year. The $500,000 received by the
M Corporation from the 0 Corporation con-
stitutes 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 Corpo-
ration, 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 in-
dividual. The $50,000 received by the N
Corporation 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 §§ 29.503 (a)-1 to 29.503
(a)-7, § 29.503 (b)-1, and paragraph (d)
of § 29.501-3.

(j) Rents (including interest consti-
tuting rent). The rents which are to be
included in personal holding company
income consist of compensation, how-
ever designated, including charter fees,
etc., for the use of, or the right to use,
real property, or any other kind of prop-
erty 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 roy-
alties is to be included as personal hold-
ing company income, unless (i) the
aggregate amount of such royalties con-
stitutes 50 percent or more of the gross
income of the corporation for the taxable
year and (li) the aggregate amount of
deductions allowable for expenses under
section 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
royalties" means all royalties, except
overriding royalties, received from any
interest in mineral, oil, or gas properties.
The term "mineral" includes the miner-
als specified in § 29.23 (m)-1 (d). As
used in this paragraph the term "over-
riding royalties" means amounts re-
ceived from the sublessee by the operat-
Ing company which originally leased and
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developed the natural resource property
In respect of which such overriding roy-
alties are paid.
[Regs. 111, 8 F. R. 15220, as amended by T. D.
5458, 10 F. R. 7336]

§ 29.503 (a)-1 Stock ownership. For
the purpose of determining whether:

(a) A corporation is a personal hold-
ing company, in so far as such determi-
nation is based on the stock ownership
requirement specified in section 501 (a)
(2) and § 29.501-3, or

(b) Amounts received under a per-
sonal service contract or from the sale of
such a contract constitute personal hold-
ing company, income in so far as such
determination is based on the stock own-
ership requirement specified in section
502 (e) and paragraph (h) of § 29.502-1,
or

(c) Compensation for the use of prop-
erty constitutes personal holding com-
pany income in so far as such determi-
nation is based on the stock ownership
requirement specified in section 502 (f)
and paragraph (i) of § 29.502-1,
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 §§ 29.503 (a)-2 to 29.503
(a)-7, and § 29.503 (b)-1. All forms and
classes of stock, however denominated,
which represent the interests of share-
holders, members, or beneficiaries in the
corporation shall be taken into consid-
eration.

§ 29.503 (a)-2 Stock not owned by
individual. In determining the owner-

ship of stock for any of the purposes set
forth in § 29.503 (a)-1, stock owned,
directly or indirectly, by or for a cor-
poration, partnership, estate, or trust
shall be considered, as being owned pro-
portionately by its shareholders, part-
ners, or beneficiaries. For example, if
A and B, two individuals, are the exclu-
sive and equal beneficiaries of a trust or
estate, and if such trust or estate owns
the entire capital stock of the M Cor-
poration, 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
shall be considered as being owned
equally by A and B as the individuals
owning the beneficial interest therein.
See also § 29.503 (a)-6.

§ 29.503 (a)-3 Family and partner-
ship ownership. In determining the
ownership of stock for any of the pur-
poses set forth in § 29.503 (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 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 descendants.

The application of the family and
partnership rule in determining the
ownership of stock for the purpose set
forth in paragraph (a) of § 29.503 (a)-1
is illustrated by the following example:

Example. The M Corporation at some time
during the last half of the taxable year had
1,800 shares of outstanding stock, 450 of
which were held by various individuals hav-
ing no relationship to one another and none
of whom were partners, and the remaining
1,350 were held by 51 shareholders as follows:

Relationships Shares Shares Shares Shares Shares

An individual ----------------------- 100 B 20 C 20 D 20 E 20
His father -------------------------- AF 10 BF 10 CF 10 DF 10 EF 10
His wife --------------------------- AW 10 BW 40 CW 40 DW 40 EW 40
His brother ------------------------- AB 10 BB 10 CB 10 DB 10 EB 10
His son ----------------------------------- AS 10 BS 40 CS 40 DS 40 ES 40
His daughter by former marriage (son's

half-sister) ------------------------------ ASHS 10 BSHS 40 CSHS 40 DSHS 40 ESHS 40
His brother's wife ------------------------ ABW 10 BBW 10 CBW 10 -DBW 160 EBW 10
His wife's father -------------------------- AWF 10 BWF 10 CWF 110 DWF 10 EWF 10
His wife's brother -------------------- AWB 10 BWB 10 CWB 10 DWB 10 EWB 10
His wife's brother's wife ------------------ AWBW 10 BWBW 10 CWBW 10 DWBW 10 EWBW 110
Individual's partner ---.------------------ AP 10 1 .------------------------.----------------------------

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 AF, AW, AB, AS, ASHS, AP) - 160
B (including BF, BW, BB, BS, BSHS) ___ 160
CW (including C, CS, CWF, CWB) ---- 220

DB (including D, DF, 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
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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 be-
cause of the ownership of stock by his im-
mediate family. Individuals C and D repre-
sent 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 prepon-
derance of holdings on 'the part of relatives
by marriage. Individual E represents the
case where the preponderant holdings of
others eliminate that individual from the
group.

The method of applying the family and
partnership rule as illustrated in the
foregoing example also applies in deter-
mining the ownership of stock for the
purposes stated in paragraphs (a) and
(b) of § 29.503 (a)-1.

§ 29.503 (a)-4 Options. In determin-
ing the ownership of stock for any of the
purposes set forth in § 29.503 (a)-I, if
any person has an option to acquire
stock, such stock may be considered as
owned by such person. The term "op-
tion" 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 considered
as the owner-of the stock.

§ 29.503 .(a)-5 Application of family-
partnership and option rules. The fam-
ily and partnership rule provided in sec-
tion 503 (a) (2) and § 29.503 (a)-3 and
the option rule provided in section 503
(a) (3) and § 29.503 (a)-4 shall be
applied:

(a) For the purpose stated in para-
graph (a) of § 29.503 (a)-1, If, but only
if, the effect of such application is to
make the corporation a personal holding
company, or

(b) For the purpose stated in para-
graph (b) of § 29.503 (a)-1, if, but only
if, the effect of such application-is to
make the amounts received under a per-
sonal service contract or from the sale
of such a contract personal holding com-
pany income, or

(c) For the purpose stated in para-
graph (c) of § 29.503 (a)-1, if, but only if,
the effect of such application is to make
the compensation for the use of the prop-
erty personal holding company income.
The family and partnership rule and the
option rule must be applied independ-
ently for each of the purposes stated in
§ 29.503 (a)-1.
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§ 29.503 (a) -6 Constructive ownership
as actual ownership. (a) In determining
the ownership of stock for any of the
purposes set forth in § 29.503 (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 § 29.503 (a)-2) shall be con-
sidered as actually owned by such per-
son for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section 503
(a) (2) (see § 29.503 (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 § 29.503 (a)--4) shall be
considered as actually owned by such
person for the purpose of applying either
the rule provided in section 503 (a) (1),
relating 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 constructive
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 503 (a) (2) shall not be
considered as actually owned by such
individual for the purpose of again ap-
plying sVch rule in order to make an-
other individual the constructive owner
of such stock.

(b) The application of this section
may be illustrated by the following
examples:

Example (1). A's wife, AW, owns all the
stock of the M Corporation, which in turn
owns all 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 stock in the P Corporation
owned by the 0 Corporation is considered to
be owned constructively by the M Corpora-.
tion, the sole shareholder of the 0 Corpora-
tion. Such constructive ownership of the
stock of the M Corporation is considered as
actual ownership for the purpose of again
applying such rule in order to make AW, the
sole shareholder of the M Corporation, the
constructive owner of the stock of the P Cor-
poration. Similarly, the constructive owner-
ship of the stock by AW is considered as
actual ownership for the purpose of apply-
ing the family and partnership rule provided
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in section 503 (a) (2) In order to make A
the constructive owner of the stock of the P
Corporation, if such application is necessary
for any of the purposes set forth in § 29.503
(a)-l. But the stock thus constructively
owned by A may not be considered as actual
ownership for the purpose of again applying
the family and partnership rule in order to
make another member of A's family, for
example, A's father, the constructive owner
of the stock of the P Corporation.

Example (2). B, an individual, owns all
the stock of the R Corporation which has an
option to acquire all the stock of the S Cor-
poration, owned by C, an individual, who is
not related to B.

Under the option rule provided in section
503 (a) (3) the R Corporation may be con-
sidered as owning constructively the stock of
the S Corporation owned by C. Such con-
structive ownership of the stock by the R
Corporation is considered as actual owner-
ship'for the purpose of applying the rule
provided in section 503 (a) (1), relating to
stock not owned by an individual, in order
to make B, the sole shareholder of the R
Corporation, the constructive owner 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
503 (a) (1) likewise is considered as actual
ownership for the purpose, if necessary, of
applying the family and partnership rule pro-
vided in section 503 (a) (2), in order to make
another member of B's family, for example,
B's wife, BW, the constructive owner of the
stock of the S Corporation. However, the
family and partnership rule could not again
be applied so as to make still another indi-
vidual the constructive owner of the stock of
the S Corporation, that -is, the stock con-
structively owned by BW could not be con-
sidered 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 partnership rule.

§ 29.503 (a)-7 Option rule in lieu of
family and partnership rule. (a) If, in
determining the ownership of stock for
any of the purposes set forth in § Z9.503
(a)-1, 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 § 29.503 (a)-3) and the option
rule provided in section 503 (a) (3) (see
§ 29.503 (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 following
example:

Example. Two brothers, A and B, each
own 10 percent of the stock of the M Cor-

poration, and A's wife, AW, also owns 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 necessary, for one of the purposes
stated in §29.503 (a)-l, to determine the
stock ownership of B in the M Corporation.

If the family and partnership rule were
the only rule that applied in the case, B
would be considered, under that rule, as
owning 20 percent of the stock of the M Cor-
poration, namely, his own stock plus the
stock owned by his brother. In that event,
B could not be considered as owning the
stock held by AW since (1) AW is not a mem-
ber of B's family and (2) the constructive
ownership of such stock by A through the
application of the family and partnership
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 § 29.503 (a)-6.)

However, there is more than the family and
partnership rule involved in this example.
As the holder of an option upon the stock,
A may be considered the constructive owner
of his wife's stock by the application of the
option rule and without reference 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
§ 29.503 (a)-6, such constructive ownership
by A is regarded as actual ownership for the
purpose of applying the family and partner-
ship 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 ap-
plying both th4 family-partnership rule and
the option rule, the provisions of section .503
(a) (6) apply and accordingly A must be con-
sidered 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 AWIs 10 per-
cent constructively owned by A as the holder
of an option on the stock.

§ 29.503 (b)-1 Convertible securities.
Under section 503 (b), outstanding se-
curities 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 con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock
ownership requirement provided in sec-
tion 501 (a) (2), but only if the effect
of such consideration is to make the
corporation a personal holding company.
Such convertible securities shall be con-
sidered as outstanding stock for the
purpose of section 502 (e), relating to
amounts received under personal service
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contracts, or of section 502 (f), relating
to compensation for the use of property,
but only if the effect of such considera-
tion is to make the amounts therein re-
ferred to includible under such sections
as personal holding company income.
The consideration of convertible securi-
ties as outstanding stock is subject to
the exception that, if some of the out-
standing securities are convertible only
after a later date than in the case of
others, the class having the earlier con-
version date may be considered as out-
standing stock although the others are
not so considered but no convertible
securities shall be considered as out-
standing stock unless all outstanding
securities having a prior conversion
date are also so considered. For exam-
ple, if outstanding securities are con-
vertible in 1942, 1943, and 1944, those
convertible in 1942 can be properly con-
sidered as outstanding stock without so
considering those convertible in 1943 or
.1944, and those convertible in 1942 and
1943 can be properly considered as out-
standing stock without so considering
those convertible in 1944. However, the
securities convertible in 1943 could not
be properly considered as outstanding
stock without so considering those con-
vertible in 1942 and the securities con-
vertible in 1944 could not be properly
considered as outstanding stock without
so considering those convertible in 1942
and 1943.

§ 29.504-1 Undistributed subchapter
A net income. The term "undistributed
subchapter A net income" means the
subchapter A net income (as defined in
section 505 and § 29.505-1) minus (a)
the amount of the dividends paid credit
provided in section 27 (a) without the
benefit of paragraph (3), relating to the
deficit credit, and paragraph (4), relat-
ing to the debt credit, thereof (computed
without its reduction, under section 27
(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 § 29.504-2),
(c) 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 the return, but
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only to the extent and subject to the
limitations contained in that section,
and (d) amounts distributed in redemp-
tion of preferred stock outstanding prior
to January 1, 1934 (including preferred
stock subsequently issued in lieu
thereof), but only if such distributions
are made before January 1, 1944, for
taxable years beginning after Decem-
ber 31, 1940, by a corporation specified
in section 504 (d). In computing the
dividends paid credit for the purposes
of subchapter A of chapter 2, the amount
allowed under section 504 (W) in the
computation of the tax under subchap-
ter A for any preceding taxable year is
considered a dividend paid in such pre-
ceding taxable year and not in the year
of distribution.

§ 29.504-2 Amounts used or irrevo-
cably set aside to pay or to retire indebt-
edness of any kind incurred prior to Jan-
uary 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 prior to 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 indebted-
ness 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
or irrevocably set aside in that year. The
use or irrevocable setting aside must be
to effect the extinguishment or discharge
of indebtedness. In the case of refund-
ing, 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.
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As long as all other conditions are satis-
fied, 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) irrevocably set aside,
irrespective of whether in cash or other
medium. Double deductions 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 reference
to the size and terms of the particular in-
debtedness. Hence, all the facts and
circumstances with respect to the nature,
scope, conditions, amount, maturity, and
other terms of the particular indebted-
ness 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 in
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 re-
quired 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 in-
debtedness in accordance with and pur-
suant to the terms of the obligation, for
example, the annual contribution to
trustees required by the provisions of a
mandatory sinking fund agreement, will
be considered as complying with the
statutory requirement of reasonableness.
To be considered reasonable it is not
necessary that the plan of retirement
provide for a retroactive setting aside of
amounts for years prior to that in which
the plan is adopted. However, if a
voluntary plan was adopted prior to 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 de-
duction claimed. Therefore, the tax-
payer must furnish the information re-
quired by the return, and such other in-
formation as the Commissioner may re-
quire in substantiation of the deduction
claimed.
[Regs. 111, 8 F. R. 15220, as amended by T. D.
5460, 10 F. R. 7524]

§ 29.504-3 Retroactive application.
If any distribution, which is a dividend

solely by reason of the last sentence of
section 115 (a), was made prior to Octo-
ber 21, 1942, by a corporation which, un-
der the revenue law applicable to the
taxable year in which the distribution
was made, was a personal holding com-
any, or which, for the taxable year in
respect of which it is made under section
504 (c) or section 506 or a corresponding
provision of a prior income tax law, was
a personal holding company under the
law applicable to such taxable year, the
corporation is entitled to a dividend paid
credit for any taxable year in which, or
with respect to which, the distribution
was made, provided:

(a) The corporation files with the
Commissioner of Internal Revenue,
Washington, D. C., attention Income Tax
Unit, Records Division, within one year
after October 21, 1942, a claim for the
benefit of section 186 of the Revenue Act
of 1942, on account of any distribution,
which is a dividend by reason of the last
sentence in section 115 (a), made before
October 21, 1942;

(b) Such claim is accompanied by
signed consents made on oath or affirma-
tion on Form 972 as provided in
§ 29.504-5, by each shareholder to whom
the corporation made such distribution
agreeing to the inclusion of the amount
of such distribution as a taxable dividend
in his gross income for the taxable year
in which it is made; and

(c) Each such consent filed is accom-
panied by payment of an amount equal to
that which would be required by section
143 (b) or 144 of the applicable revenue
law to be deducted and withheld by the
corporation if the amount of the distribu-
tion to the shareholder had been paid
to the shareholder in cash as a dividend.

§ 29.504-4 Claim for benefit of section
186 of the Revenue Act of 1942-(a) Gen-
eral. A claim for the benefit of section
186 of the Revenue Act of 1942 must be
filed within one year after October 21,
1942, claiming credit for any distribu-
tion, which is a dividend solely by rea-
son of the last sentence of section 115
(a).

(b) Form of claim. The claim for
such credit shall be made in duplicate,
under oath or affirmation, on Form 973B,
copies of which, upon request, may be
procured from any collector.

(c) Contents of claim. The claim
shall, in accordance with the provisions
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of this section and the instructions on
the form, set forth the following in-
formation:

(1) The name and address of the cor-
poration;

(2) Taxable year or years for which
the benefit of a credit is claimed;

(3) Amount of distribution which is a
dividend solely by reason of the last sen-
tence of section 115 (a) and date of pay-
ment thereof;

(4) Amount of distribution previously
allowed, if any, as a dividends paid
credit, and amount of distribution pre-
viously disallowed as a dividends paid
credit and for which signed consents
accompany the claim;

(5) Whether the corporation was a
personal holding company under the law
applicable to the taxable year in which
the distribution was made or for the
taxable year in respect of which it was
made under sections 504 (c) or 506 or a
corresponding provision of a prior in-
come tax law;

(6)Amount of tax to be eliminated,
refunded, or credited; and

(7) Such other information as may be
required by the claim form.

§ 29.504-5 Making and filing of con-
sents. (a) A consent shall be made in
duplicate on oath or affirmation on Form
972 in accordance with this part and the
instructions on the form or issued there-
with and may be made only by or on be-
half of the shareholder to whom the cor-
poration made the distribution. In the
consent it must be agreed that such dis-
tribution shall be included as a taxable
dividend in the gross Income for the tax-
able year in which the distribution is
made.

(b) A consent may be made at any
time not later than one year after Octo-
ber 21, 1942. Within such time the cor-
poration must file two duly executed
duplicate originals of each consenting
shareholder's consent, and a return on
oath or affirmation on Form 973B, show-
ing the class and number of shares of
each class held at date of dividend pay-
ment, amount previously considered tax-
able, amount previously considered non-
taxable, and all other information
required by the form.

(c) In the event that any consent filed
by the corporation is made by a share-
holder from whom, if the amount of the
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distribution had been paid In cash as a
dividend, the corporation would have
been required 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 of the distribu-
tion had been paid in cash as a dividend.
Such payment must be in one of the foi-
ling.forms:

(1) Cash;
(2) United States postal money order;
(3) Certified check drawn on a domes-

tic bank, 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.

(d) The amount of such payment
shall be credited against the tax im-
posed by section 211 (a) or 231 (a) upon
the shareholder.

§ 29.504-6 Overpayments and deft-
ciencies-(a) Overpayments. If, as a
result of the application of section 186
of the Revenue Act of 1942, any overpay-
ment is established or determined with
respect to the personal holding company
tax for any year and a claim is filed
within one year after October 21, 1942,
for the credit or refund of such over-
payment, and if, on October 21, 1942, or
within one 'year thereafter, such credit
or refund would otherwise be prevented,
then notwithstanding any other provi-
sion of law or rule of law (other than
section 186 (h) of the Revenue Act of
1942, and other than section 3761 of the
Internal Revenue Code or section 3229 of
the Revised Statutes, or such section as
amended by section 815 of the Revenue
Act of 1938, relating to compromises),
such overpayment shall be refunded or
credited in the same manner as in the
case of an income tax erroneously col-
lected.

(b) Deficiencies. If, as a result of the
application of section 186 of the Revenue
Act of 1942, a deficiency is established or
determined with respect to the personal
holding company tax for any year, and
if, on the date of the filing of the con-
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sents referred to in subsection (e) of
that section, or on the date of filing of
the claim referred to in subsection
(g) (1) of that section, or within one
year from the date of filing such consents
or claim, as the case may be, the assess-
ment or collection of such deficiency is
prevented, then notwithstanding any
other provision of law or rule of law, the
deficiency shall be assessed and collected
if assessment is made within one year
from the filing of such consents or claim,
as the case may be.

(c) Amounts not included in share-
holder's return. If a shareholder fails
to include In his gross income for the
proper taxable year the amount speci-
fied in section 186 (g) (2) of the Revenue
Act of 1942, such failure shall have the
same effect with respect to the deficiency
resulting therefrom as is provided in sec-
tion 272 Cf) of the Internal Revenue
Code with respect to a deficiency result-
ing from a mathematical error appear-
ing on the face of the return.

§ 29.505-1 Subchapter A net income.
(a) The term "subchapter A net in-
come" means, in the case of a domestic
corporation, the gross income as defined
in section 22 less the deductions pro-
vided in section 23 subject to the quali-
fications, limitations, and exceptions
provided in section 505. In the case of
a foreign corporation, whether resident
or nonresident, which files or causes a
return to be filed, 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 de-
ductions) 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 "sub-
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 Ca) 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 in 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 instru-
mentality of the United States, except as
provided in 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-
sions 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 sec-
tion 500. However, the deduction of
foreign taxes under section 23 (c) is
permitted for the purposes of the surtax
even if for the purposes of the corporate
tax imposed by chapter 1 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), (c), and (d) in the com-
putation of its subchapter A net income.
Section 505 Cc) provides that the net
operating loss deduction provided by
section 23 (s) shall not be allowed. Sec-
tion 505 (d) provides the same treat-
ment to personal holding companies with
respect to capital gains and losses as
ordinary corporations, except that no
capital loss carry-over pursuant to sec-
tion 117 (e) (2) is allowed from the last
taxable year beginning in 1941. Under
section 505 (b) the aggregate of the de-
ductions allowed under section 23 (a),
relating to expenses, and section 23 (1),
relating to depreciation, which are al-
locable 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 com-
pensation 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
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the property was necessary to the con-
duct 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 to-
gether 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 cor-

poration 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 per-
son permitted to use the property, and
the number of shares of stock, if any,
held by such person and the members 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 sus-
tained 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 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 reason which
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.

§ 29.505-2 Illustration of computation
of subchapter A net income, undistrib-
uted subchapter A net income, and sur-
tax. (a) The method of computation
of the subchapter A net income, the un-
distributed subchapter A net income,
and the surtax under subchapter A of
chapter 2 may be illustrated as follows:

(1) The following facts exist with re-
spect to the 0 Corporation, a personal
holding company which is on the cash
receipts and disbursements basis, for the
calendar year 1942:

(i) The net income, as computed
under chapter 1, amounts of $190,000.

(ii) Federal income tax imposed by
sections 13 and 15 was paid March 15,
1942, in the amount of $17,500.

(2) Contributions or gifts payment of
which is made to or for the use of donees
described in section 23 (q) for the pur-
poses therein specified amount to $35,000,
of which $10,000 is deducted in arriving
at the net income under chapter 1.

(3) Rent in the amount of $10,000 was
received from the principal shareholder
of the corporation for the use of a coun-
try estate which had been previously ac-
quired from such shareholder in ex-
change for its capital stock. The ex-
penses of the corporation allocable to
the maintenance and operation of the
country estate amount to $30,000. The
yearly depreciation on the depreciable
property of the estate anfounts to $5,000.
The corporation has not established its
right to claim the entire amount of the
expenses and depreciation applicable to-
the estate as provided in section 505 (b)
and § 29.505-1.

(4) Dividends paid by the corporation
to its shareholders during the taxable
year which are allowable as a credit
under section 27 (a) amount to $125,000.

(5) The amount used during the year
to pay indebtedness incurred by the cor-
poration prior to January 1, 1934, is
$31,250.

(6) On March 1, 1943, the corporation
paid its shareholders a taxable dividend
of $15,000 and in its return, on Form
1120H, claimed a deduction under section
504 (c) of $12,500, that being 10 percent
of the dividends paid during the taxable
year 1942.
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(b) The subchapter A net income, the
undistributed subchapter A net income,
and the surtax are computed as follows:

Net Income under chapter 1- -.... $190,000
Add:

Contributions deductible in com-
puting net income under sec-
tion 21 --------------------- 10,000

Aggregate of expenses and de-
preciation relating to the
country estate In excess of
the Income derived therefrom. 25,000

Net income computed without the
benefit of a deduction for con-
tributions and without the bene-
fit of the amount disallowed un-
der section 505 (b) ----------- 225,000

Less:
Federal income tax -- $17, 500
Contributions deducti-

ble under section 505
(a) (2) (15 percent
of $225,000) -------- 33,750

51,250

Subchapter A net income --------- 173, 750
Less:

Dividends paid credit-- $125, 000
Amount used to pay

Indebtedness -------- 31,250
156, 250

Undistributed subchapter A net
income before applying section
504 (c) ---------------------- 17, 500

Dividends paid March 1, 1943
(subject to limitation in sec-
tion 504 (c) (3) -------------- 12,500

Undistributed subchapter A net in-
come -------------------------- 5,000

Amount taxable at 75 percent (not
in excess of $2,000) -------------- 2,000

Amount taxable at 85 percent
($5,000 minus $2,000) ---------- 3,000

Surtax on $2,000 at 75 percent ----- 1,500
Surtax on $3,000 at 85 percent .... 2, 550

Total surtax ------------------- 4,050

§ 29.506-1 Purpose and scope of deft-
ciency dividend credit. (a) Section 506
provides a method under which, by vir-
tue of dividend distributons, a corpora-
tion may, under certain conditions (see
§ 29.506-3), be relieved from the payment
of a deficiency in the surtax imposed by
subchapter A of chapter 2, or, if any por-
tion of such deficiency has been paid,
may be entitled, under certain conditions
(see § 29.506-4), 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

819592-49-----45

or within 60 days thereafter. For what
constitutes payment of a dividend, see
§ 29.27 (b)-2.

(b) The benefit of section 506 is not
extended to the satisfaction of any inter-
est, 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 (f).

§ 29.506-2 Date when decision by Tax
Court or court becomes final and date of
closing agreement. (a) The date upon
which a decision by The Tax Court of the
United States becomes final is prescribed
in section 1140.

(b) 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
allowed 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 petiton for certiorari if no such peti-
tion is duly filed within such time.

(c) The date of the closing agreement,
made under section 3760, is the date such
agreement is approved by the Secretary,
the Under Secretary, or an Assistant
Secretary.

§ 29.506-3 Credit against unpaid de-
ficiency-(a) General. If the amount
of a deficiency with respect to the tax
imposed by subchapter A of chapter 2
has been established as provided in sec-
tion 506 (a) (1), (2), or (3), the corpo-
ration, under certain circumstances, is
entitled to a deficiency dividends credit
which, though it may not exceed the
amount of the deficiency, is to be applied
against the amount of such deficiency
and all interest, additional amounts, and
additions to the tax provided 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 deficiency dividends
credit is computed at the rates pre-
scribed in section 506 for the taxable
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year for which the deficiency was estab-
lished, and the allowance of the credit is
subject to the following conditions, qual-
ifications, and limitations:

(1) The corporation is required under
section 506 (c), within 30 days after the
date of the closing agreement 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 shall specify the
amount of the credit intended to be
claimed;

(2) The corporation is required under
section 506 (d), 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, to file
a claim with respect to the credit for de-
ficiency dividends;

(3) The deficiency dividends are re-
quired under section 506 (c) to be paid
prior to the filing of the claim for a
deficiency dividends credit and such divi-
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 1 for the
year in which paid (see section 27 Ci) and
must be nonpreferential (see section 27
(h)); and

(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 judg-
ment becomes final, as the case may be.

(b) Form of notification. 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, under oath or
affirmation, on Form 975, copies of
which, upon request, may be procured
from any collector.

(c) Contents of notification. The
notification shall, in accordance with the
provisions of this section and the in-
structions 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
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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 intended
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 In-
ternal Revenue, Washington, D. C., at-
tention Income Tax Unit, Records 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 deficiency dividends
credit. For claims for deficiency divi-
dends credits, see § 29.506-5.

§ 29.506-4 Credit or refund of deft-
ciency 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
corporation has paid any portion of such
asserted deficiency, the corporation un-
der 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 de-
ficiency 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 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
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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
exceed 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 refunds
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.

§ 29.506-5 Claim for deficiency divi-
dends credit or credit or refund-(a)
General. A claim for a deficiency divi-
dends credit under section 506 (a), re-
lating 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, under
oath or affirmation, on Form 976, copies
of which, upon request, may be procured
from any collector.

(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 dividend
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
corporation;

(2) The place and date of incorpora-
tion;

(3) The amount of the deficiency de-
termined with respect to the tax imposed
by subchapter 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 deflicency at the
time when paid and in either case
whether it was by closing agreement, Tax
Court decision or court judgment and
the date thereof; if -stablished by a final
judgment in a suit against the United
States for refund, the date of payment
of the deficiency, the date claim for re-
fund 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
various 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 divi-
dend 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 R e v e n u e,
Washington, D. C., attention Income
Tax Unit, Records Division, within 60
days after the date of the closing agree-
ment, or the date upon which the deci-
sion of The Tax Court or judgment be-
comes final, as the case may be.

§ 29.506-6 Effect of deficiency divi-
dends on dividends paid credit, No du-
plication of credit allowances with
respect to any "deficiency dividends" is
permitted. If a corporation claims and
receives 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

Page 693

§ 29.506-6

HeinOnline --  CFR, 1949 693 1949



Title 26-Internal Revenue

chapter 2; nor is it made the basis of
the 21/2 -month carry-back credit pro-
vided for In section 504 (c).

§ 29.506-7 Suspension of statute of
limitations and stay of collection-Ca)
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
determination of the amount thereof.
If within such 30-day period the cor-
poration files with the Commissioner the
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
notification if not, in excess of the
amount allowable under section 506 (a),
is, except in cases of jeopardy, stayed
for a period of 60 days subsequent to the
final determination of the a m o u n t
thereof. The filing of a claim for a de-
ficiency dividends credit under section
506 (d) effects a further stay of collec-
tion of that portion of the established
deficiency covered by the claim if not in
excess of the amount allowable under
section 506 (a), until the date the claim
is disallowed (in whole or in part) by
the Commissioner. The Code further
provides that where collection has been
stayed as above indicated no distraint
or proceeding in court shall be begun
for the collection of the amount stayed
during the period for which it is stayed.
The Commissioner, notwithstanding the
provisions of section 272 (b), may re-
frain from assessing the subehapter A
deficiency (plus i n t e r e s t, additional
amounts, and additions to the tax) un-
til the claim for the deficiency dividends
credit is disposed of. After such claim
is allowed or rejected, either in whole
or in part, the entire amount of the de-
ficiency (plus i n t e r e s t, 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.

§ 29.506-8 Retroactive application.
For regulations relating to making and
filing of the claims and consents re-
ferred to in subsections (d) (1) and (g)
of section 186 of the Revenue Act of
1942, see §§ 29.504-3, 29.504-4, and
29.504-5.

§ 29.506-9 Overpayments and defi-
ciencies. For the refund or credit of any
overpayment, and the assessment or col-
lection of any deficiency referred to in
section 186 (h) of the Revenue Act of
1942, see § 29.504-6.

§ 29.506-10 Election to have a certain
dividend considered as a deficiency divi-
dend. Section 506 CQ) is designed to be
used particularly in those cases where a
corporation was a personal holding com-
pany for certain taxable years beginning
prior to January 1, 1942, and the per-
sonal holding company tax has been paid
in whole or in part prior to October 21,
1942, for such taxable years. In such
a case the corporation may elect to have
the amount of a dividend paid within six
months after October 21, 1942, to share-
holders to whom the distribution is made,
considered as a deficiency dividend un-
der the following conditions, qualifica-
tions, and limitations:

(a) It must be established by the cor-
poration that its income, upon which the
personal holding company tax is imposed,
exceeds the sum of (1) the earnings and
profits accumulated after February 28,
1913, as of the beginning of the taxable
year and (2) the earnings and profits
of the taxable year (computed as of the
close of such year without diminution
by reason of any distributions made dur-
ing the taxable year) ;

(b) The corporation is required to
make an election within six months after
October 21, 1942, to have the amount of
a dividend paid within such 6-month
period treated as a deficiency dividend;

(c) The election must be made by the
filing of a claim for credit or refund
within such 6-month period;

(d) The dividend must be paid prior
to the filing of the claim for credit or
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refund and the shareholders to whom the
distribution is made must include such
distribution as a taxable dividend In their
returns for the taxable year In which
such distribution is made;

(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 refunds
or credits), or section 322 (c) (relating
to the effect of petitions to The Tax
Court of the United States on refunds or
credits);

(f) No credit or refund shall be made
under section 506 (j), with respect to
any amount of tax paid on or after Oc-
tober 21, 1942; and

(g) No interest shall be allowed on the
credit or refund.

§ 29.506-11 Claim for additional credit
or refund for prior taxable year-(a)
General. A claim for additional credit or
refund under section 506 (j), relating to
election to have a certain dividend
treated as a deficiency dividend, must be
filed within six months after October
21, 1942, claiming the benefit of that sec-
tion by reason of a dividend paid within
such 6-month period.

(b) Form of claim. The claim for ad-
ditional credit or refund under this sec-
tion shall be made in duplicate, on oath
or affirmation, on Form 976A, copies of
which, upon request, may be procured
from any collector.

(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 au-
thority, authorizing the payment of the
dividend 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 personal hold-
ing company tax imposed for each of
the taxable years involved; if tax paid
(in whole or in part), date of payment
and amount thereof;

(4) The amount of the income, upon
which the personal holding company tax
is imposed, in excess of the sum of the
earnings and profits accumulated after
February 28, 1913, as of the beginning

of the taxable year, and the earnings
and profits of the taxable year (com-
puted as of the close of such year with-
out diminution by reason of any dis-
tributions made during the taxable
year) ;

(5) A statement setting forth the var-
ious 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 divi-
dend with respect to which the claim is
filed, and the amount of such dividend
paid to each shareholder;

(6) The date the dividend was paid,
the taxable year or years with respect
to which such dividend applies, and the
amount of the dividend to be appor-
tioned to each taxable year;

(7) The amount claimed as a credit
or refund; and

(8) Such other information as may be
required by the claim form.

§ 29.506-12 Effect of election. If the
corporation elects to have a distribution
made within six months after October
21, 1942, considered as a deficiency divi-
dend as provided in section 506 (j), and
files the claim required by that section:

(a) The credit or refund shall be com-
puted, and credited or refunded with-
out interest, as provided in section 506
(b) and at the rates provided therein
or in section 506 (g), as the case may
be. However, such credit or refund shall
not be allowed with respect to any de-
ficiency attributable, in whole or in part,
to fraud with intent to evade the tax or
to a failure to file a timely return with-
out reasonable cause for such failure.
See section 506 (f). In any case where
a dividend is apportioned to more than
one taxable year the credit or refund
shall be determined for each taxable year
on the basis of the amount of the divi-
dend apportioned thereto; and

(b) The dividends paid credit for the
taxable year in which paid and for a
prior taxable year or years shall be de-
termined in the manner prescribed in
section 506 (c) (2).

§ 29.508-1 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 which is a domestic corporation, the
return is required to be made within the
time provided by section 53 and in the
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case of a foreign corporation within the
time provided in section 235. The tax
shown by the corporation on its return
must be paid in the case of a domestic
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 provisions of law
relating to the period of limitations for
assessment and collection which govern
the taxes imposed by chapter 1 also apply
to the surtax imposed under subchapter
A of chapter 2. However, since the surtax
imposed under subchapter A of chapter 2
is a distant 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 surtax imposed under subchapter
A of chapter 2. If the corporation sub-
ject to section 500 fails to file a return
the tax may be assessed at any time. If
the Commissioner finds a deficiency in
respect of the tax imposed by section 500,
he is required to follow the same pro-
cedure which applies to deficiencies in
income tax under chapter 1. The penal-
ties applicable to the income taxes im-
posed under chapter 1, as well as the
provisions of chapter 1 relating to inter-
est and additions to the tax, also apply to
the surtax imposed by section 500. The
administrative provisions applicable to
the surtax imposed by section 500 are
not confined to those contained in chap-
ter 1 but embrace all administrative pro-
visions of law which have any applica-
tion to income taxes.

§ 29.508-2 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.

SUBPART F-DEFINITIONS
AuTHoRIY: §§ 29.3797-1 to 29.3797-11 is-

sued under 53 Stat. 32, 467; 26 U. S. C. 62,
3791.

SouRcE: §§ 29.3797-1 to 29.3797-11 con-
tained in Regulations 111, 8 F. R. 15232,
except as noted following section affected.

§ 29.3797-1 Classification of taxables.
For the purpose of taxation the Internal
Revenue Code makes its own classifi-
cation 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 cor-
poration), depending upon its nature or
its activities. (See § 29.3797-3.) The
term "partnership" is not limited to the
common law meaning of partnership,
but is broader in its scope and includes
groups not commonly called partner-
ships. (See § 29.3797-4.) The t e r m
"corporation" is not limited to the ar-
tificial entity usually known as a cor-
poration, but includes also an associa-
tion, a trust classed as an association
because of its nature or its activities, a
joint-stock company, an insurance com-
pany, and certain kinds of partnerships.
(See §§ 29.3797-2 and 29.3797-4.) The
definitions, terms, and classifications, as
set forth in section 3797, shall have the
same respective meaning and scope in
this part.

§ 29.3797-2 Association. The term
"association" is not used in the Internal
Revenue Code in any narrow or techni-
cal sense. It includes any organization,
created for the transaction of desig-
nated affairs, or the attainment of some
object, which, like a corporation, con-
tinues notwithstanding that its mem-
bers or participants change, and the
affairs of which, like corporate affairs,
are conducted by a single individual, a
committee, a board, or some other group,
acting in a representative capacity. It
is immaterial whether such organiza-
tion is created by an agreement, a dec-
laration of trust, a statute, or otherwise.
It includes a voluntary association, a
joint-stock association .or company, a
"business" trust, a "Massachusetts"
trust, a "common law" trust, an inter-
insurance exchange operating through
an attorney in fact, a partnership asso-
ciation, and any other type of organiza-
tion (by whatever name known) which
is not, within the meaning of the Code,
a trust or an estate, or a partnership.
An "investment" trust of the type com-
monly known as a management trust is
an association, and a trust of the type
commonly known as a fixed investment
trust is an association if there is power
under the trust agreement to vary the
investment of the certificate holders.
See Commissioner v. North American
Bond Trust, 122 F. (2d) 545, cert. denied
314 U. S. 701. If the conduct of the
affairs of a corporation continues after
the expiration of its charter, or the ter-
mination of its existence, it becomes an
association.
[Regs. 111, 8 F. R. 15232, as amended by
T. D. 5468, 10 F. R. 99471
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§ 29.3797-3 Association distinguished
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-
ficiaries do create such a trust, it is ordi-
narily done to conserve the trust property
without undertaking any activity not
strictly necessary to the attainment of
that object.

(b) As distinguished from the ordinary
trust described in paragraph (a) of this
section there is an arrangement whereby
the legal title to the property is con-
veyed to trustees (or a trustee) who, un-
der 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 arrangement
is designed (whether expressly or other-
wise) to afford a medium whereby an in-
come or profit-seeking activity may be
carried on through a substitute for an
organization such as a voluntary asso-
ciation or a joint-stock company or a
corporation, thus obtaining the advan-
tages of those forms of organization
without their disadvantages. The na-
ture and purpose of a cooperative un-
dertaking 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 beneficiaries are to
be treated as voluntarily joining or co-
operating with each other in the trust,
just as do members of an association, and
the undertaking or arrangement is
deemed to be an association classified by
the Internal Revenue Code as a corpora-
tion. However, the fact that the capital

or property of the trust is not supplied
by the beneficiaries is not sufficient rea-
son in itself for classifying the arrange-
ment as an ordinary trust rather than
as an association.

(d) By means of such a trust the disad-
vantages of an ordinary partnership are
avoided, and the trust form affords the
advantages of unity of management and
continuity of existence which are char-
acteristic of both associations and cor-
porations. This trust form also affords
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 char-
acteristic of a corporation; and also fre-
quently affords the limitation of liability
and other advantages characteristic of
a corporation. These advantages which
the trust form provides are frequently
referred to as resemblance to the general
form, mode of procedure, or effectiveness
in action, of an association or a corpora-
tion, or as "quasi-corporate form." The
effectiveness in action in the case of a
trust or of a corporation does not de-
pend upon technical arrangements or
devices such as the appointment or elec-
tion of a president, secretary, treasurer,
or other "officer," the use of a "seal," the
issuance of certificates to the benefici-
aries, the holding of meetings by man-
agers or beneficiaries, the use of a
"charter" or "by-laws," the existence of
"control" by the beneficiaries over the
affairs of the organization, or upon other
minor elements. They serve to empha-
size the fact that an organization pos-
sessing them should be treated as a cor-
poration, but they are not essential to
such classification, for the fundamental
benefits enjoyed by a corporation, as out-
lined above, are attained, in the case of a
trust, by the use of the trust form itself.
The Internal Revenue Code disregards
the technical distinction between a trust
agreemet (or declaration) and ordinary
articles of association or a corporate
charter, and all other differences of de-
tail. It treats such a trust according to
the essential nature, namely, as an as-
sociation. This is true whether the
beneficiaries form the trust or, by pur-
chase or otherwise, acquire an interest
in an existing trust.

(e) The mere size or amount of capi-
tal invested in the trust is of no impor-
tance. Sometimes the activity of the
trust is a small venture or enterprise,
such as the division and sale of a parcel
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of land, the erection of a building, or
the care and rental of an office building
or apartment house; sometimes the ac-
tivity is a trade or business on a much
larger scale. The distinction is that be-
tween the activity or purpose for which
an ordinary strict trust of the traditional
type would be created, and the activity
or purpose for which a corporation for
profit might have been formed.

§ 29.3797-4 Partnerships. The Inter-
nal Revenue Code provides its own con-
cept of a partnership. Under the term
"partnership" it includes not only a part-
nership as known at common law, but,
as well, a syndicate, group, pool, joint
venture, or other unincorporated organ-
ization which carries on any business,
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 or-
ganization 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 as-
sociation, taxable as a corporation. As
to the characteristics of an association,
see also §§ 29.3797-2 and 29.3797-3. The
following examples will illustrate some
phases of these distinctions:

(a) 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.

(b) A, B, and C contribute $10,000 each
for the purpose of buying and selling
real estate. If A, B, C, or D, an outside
party (or any combination of them as
long as the approval of each participant
is not required for syndicate action),
takes control of the money, property, and
business of the enterprise, and the syn-
dicate is not terminated on the death
of any of the participants, the syndicate
is classified as an association.

§ 29.3797-5 Limited partnerships. (a)
A limited partnership is classified for the
purpose of the Internal Revenue Code as
an ordinary partnership, or, on the other
hand, as an association taxable as a
corporation, depending upon its charac-
ter in certain material respects. If the

organization is not interrupted by the
death of a general partner or by a change
in the ownership of his participating in-
terest, and if the management of its
affairs is centralized in one or more per-
sons acting in a representative capacity,
it is taxable as a corporation. For want
of these essential characteristics, a lim-
ited partnership is to be considered as an
ordinary partnership notwithstanding
other characteristics conferred upon it
by local law.

(b) The Uniform Limited Partnership
Act has been adopted in several States.
A limited partnership organized under
the provisions of that act may be either
an association or a partnership depend-
ing upon whether or not in the particu-
lar case the essential characteristics of
an association exist.

§ 29.3797-6 Partnership association.
A partnership association of the type au-
thorized by the statutes of several States,
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 provisions un-
der which it was organized, the charac-
teristics essential to an association
within the meaning of the Internal Rev-
enue Code, is taxable as a corporation.

§ 29.3797-7 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 reliev-
ing sick and aged members and the de-
pendents of deceased members is an in-
surance company, whether the fund for
such purpose is created wholly by mem-
bership dues or partly by contributions
from the employer. A corporation
which merely sets aside a fund for the
insurance of its employees is not re-
quired to file a separate return for such
fund, but the income therefrom shall be
included in the return of the corpora-
tion.

(b) Though its name, charter pow-
ers, and subjection to State insurance
laws are significant in determining the
business which a corporation is author-
ized and intends to carry on, the charac-
ter of the business actually done in the
taxable year determines whether it is
taxable as an insurance company under
the Internal Revenue Code. For exam-
ple, during the year 1942 the M Corpora-
tion, incorporated under the insurance
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laws of the State of R, carried on the
business of lending money in addition to
guaranteeing the payment of principal
and interest of mortgage loans. Of its
total income for the year, one-third was
derived from its insurance business of
guaranteeing the payment of principal
and interest of mortgage loans and two-
thirds was derived from its noninsur-
ance business of lending money. The
M Corporation is not an insurance com-
pany for the year 1942 within the mean-
ing of the Code and this part.

§ 29.3797-8 Domestic, foreign, resi-
dent, and nonresident persons. A do-
mestic 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
within the United States is referred to
in this part as a resident foreign corpo-
ration, and a foreign corporation not
engaged in trade or business within the
United States, as a nonresident foreign
corporation. A partnership engaged in
trade or business within the United
States is referred to in this part as a res-
ident partnership, and a partnership not
engaged in trade or business within the
United States, as a nonresident partner-
ship. 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 this part, includes a nonresident alien
individual and a nonresident alien
fiduciary.

§ 29.3797-9 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 another
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 of the property of an incom-
petent person is a fiduciary.

819592--49-----46

§ 29.3797-10 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
entire 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
Revenue Code. In cases where no legal
trust has been created in the estate con-
trolled by the agent and attorney, the
liability to make a return rests with the
principal.

§ 29.3797-11 Military or naval forces
of the United States. The term "mili-
tary or naval forces of the United States"
is defined in section 3797 (a) (15). The
term includes, among other organiza-
tions, the Coast Guard, which in turn in-
cludes the Coast Guard Reserve, of
which the Women's Reserve is a branch.
The definition in section 3797 (a) (15) is
inclusive only and not exclusive.

SUBPART G-MITIGATION OF EFFECT OF LIMI-
TATION AND OTHER PROVISIONS IN INCOME
TAX CASES
AUTHORITY: §§29.3801 (a) (1)-1 to

29.3808-4 issued under 53 Stat. 32, 467; 26
U. S. C. 62, 3791.

SOURcE: §§ 29.3801 (a) (1)-1 to 29.3808-4
contained In Regulations 111, 8 F. R. 15234,
except as noted following sections affected.

§ 29.3801 (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 §§ 29.3801 (b)-1 to 29.3801
(b)-5 when one or more provisions of
the internal revenue laws, such as the
statute of limitations, would otherwise
prevent such correction. Corrections
are authorized under section 3801 only
when the Commissioner, if the correc-
tion 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
result in an additional assessment for
such year, has maintained a position in-
consistent with the error. No correc-
tion is permissible unless the inconsistent
position is adopted by a determination
made on or after August 27, 1938.
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§ 29.3801 (a) (1)-2 Closing agree-
ment as a determination. For the
purposes of section 3801, a determina-
tion may take the form of a closing
agreement authorized by section 3760.
Such an agreement may relate to the
total tax -liability of the taxpayer for a
particular taxable year or years or to one
or more separate items affecting such
liability. If it becomes necessary or de-
sirable to effect a determination in order
to obtain or 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 ap-
proval by the Secretary, the Under Sec-
retary, or an Assistant Secretary.

§ 29.3801 (a) (1)-3 Decision by The
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
jurisdiction, 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 de-
termined upon the basis of the facts in
the particular case. Ordinarily, a judg-
ment of a United States district court
becomes final upon the expiration of the
time allowed 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 petition is duly filed within such
time.

§ 29.3801 (a) (1)-4 Final disposition
of claim for refund as a determination.
A determination may take the form of a
final disposition of a claim for refund.
Such disposition may result in a deter-
mination with respect to two classes of
items, i. e., items included by the tax-
payer in a claim for refund and items
applied by the Commissioner to offset
the alleged overpayment. The time at
which a disposition in respect of a par-
ticular item becomes final may depend
not only upon what action is taken with
respect to that item but also upon
whether the claim for refund is allowed
or disallowed.

(a) 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 net
result is a disallowance 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.

(b) Items with respect to which 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 re-
spect to an item is denied and with re-
spect to other items is sustained so that
the net result is an allowance of refund
or credit; or

(3) The taxpayer's contention 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,
under the Commissioner's computation
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but under the Commissioner's computa-
tion the consequent overpayment 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 allow-
ance of the $2,000 overpayment and the
denial of the $500, becomes final upon
the expiration of the time for institut-
ing suit on the claim for refund unless
suit is instituted prior to the expiration
of such period.

(c) 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) (ii), but subse-
quent action taken with respect to such
deficiency may result in a determination
under section 3801 (a) (1) (A) or (B).

The necessity of waiting for the expira-
tion of the 2-year period of limitations
provided in section 3772 may be avoided
in such cases as are described under para-
graph (b) or (c) of this section by the
use of a closing agreement to effect a
determination.

§ 29.3801 (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
section 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 appli-
cation 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 respect to a transaction possible
only by reason of the existence of the
relationship. 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 tax-
payer 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
married before the end of the taxable
year, an adjustment may be permissible
if the determination relates to such
rents despite the fact that they were
not husband and wife at the time of
the assignment. See § 29.3801 (b)-8 for
the requirement in certain cases that
the relationship exists at the time an
inconsistent position is first maintained.

§ 29.3801 (b)-0 Circumstances of ad-
justment. (a) Section 3801 may be ap-
plied to correct the effect of an error if,
on the date of the determination, correc-
tion of the effect of the error is prevented
by the operation, whether before, on, or
after May 28, 1938 (the date of enact-
ment of the Revenue Act of 1938), of any
provision of the internal revenue laws
other than section 3801 and other than
section 3761 of the Internal Revenue
Code and the corresponding provisions
of prior revenue acts (relating to com-
promises). Examples of such provisions
are: Sections 275, 311 (b) and (c), 322
(b) and (d), 1117 (e), 3746, and 3772 of
the Internal Revenue Code and the cor-
responding provisions of prior revenue
acts (relating to periods of limitation);
sections 272 (f) and 322 (c) of the In-
ternal Revenue Code and the corre-
sponding provisions of prior revenue
acts (relating to effect of petition to The
Tax Court of the United States on fur-
ther deficiency letters and on credits or
refunds) ; section 3760 of the Internal
Revenue Code and the corresponding
provisions of prior revenue acts (re-
lating to closing agreements) ; and sec-
tions 3770 (a) (2), 3774, and 3775 of the
Internal Revenue Code and the corre-
sponding provisions of prior revenue
acts (relating to payments, refunds or
credits after period 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
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corresponding provisions of prior reve-
nue 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, correc-
tion of the effect of the error is permis-
sible 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 1 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 year 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 im-
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.

§ 29.3801 (b)-1 Double inclusion of
item of gross income. Section 3801 (b)
(1) applies if the determination requires
the inclusion, in a taxpayer's gross in-
come, of an item which was erroneously
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.

Example (1). A taxpayer who keeps his
books on the cash basis erroneously included
In his return for 1934 an item of accrued
rent. In 1939, after the period of limitations
on refunds for 1934 has expired, the Com-
missioner discovers that the taxpayer received
his rent in 1935 and asserts a deficiency for
the year 1935, which is sustained by The Tax
Court of the United States In 1942. An
adjustment is authorized with respect to the
year 1934. If the taxpayer had returned the
rent for both 1934 and 1935 and by a de-
termination was denied a refund claimed for
1935 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
1940. The wife included such salary in her
separate return for that year and the hus-

band omitted it. The Commissioner assert-
ed a deficiency against the wife for 1940 with
respect to a different item and she contested
that deficiency before The Tax Court. The
wife would therefore be barred by section
322 (c) from filing a claim for refund for
1940. Thereafter, the Commissioner asserts
a deficiency against the husband on account
of the omission of such salary from his
return for 1940. The husband unsuccess-
fully contests the deficiency before The Tax
Court in 1942. An adjustment is authorized
with respect to the wife's tax for 1940.

§ 29.3801 (b)-2 Double allowance of a

deduction or credit. Section 3801 (b) (2)
applies if the determination allows the
taxpayer a deduction or credit which
was erroneously allowed the same tax-
payer for another taxable year or a re-
lated taxpayer for the same or another
taxable year.

Example (1). A taxpayer in his return for
1937 claimed and was allowed a deduction
for destruction of timber by a forest fire.
Subsequently it was discovered that the
forest fire occurred in 1938 rather than in
1937, After the expiration of the period of
limitations for the assessment of a deficiency
for 1937, the taxpayer files a claim for refund
for 1938 based upon a deduction for the fire
loss in that year. The Commissioner in 1942
allows the claim for refund. An adjustment
is authorized with respect to the year 1937.

Example (2). The beneficiary of a testa-
mentary trust in his return for 1936 claimed,
and was allowed, a deduction for deprecia-
tion of the trust property. The Commis-
sioner asserted a deficiency against the bene-
ficiary for 1936 with respect to a different
item and final decision of The Tax Court of
the United States was rendered in 1938, so
that the Commissioner was thereafter barred
by section 272 (f) of the Revenue Act of 1936
from asserting a further deficiency against
the beneficiary for 1936. The trustee there-
after filed a timely refund claim contending
that under the terms of the will the trust,
and not the beneficiary, was entitled to the
allowance for depreciation. The court in
1942 sustains the refund claim. An adjust-
ment is authorized with respect to the bene-
ficiary's tax for 1936.

§ 29.3801 (b)-3 Erroneous exclusion
of item of gross income with respect to
which tax was paid. Section 3801 (b)
(3) applies if the determination requires

the exclusion, from a taxpayer's gross
income, of an item with respect to which
tax was paid and which was erroneously
excluded or omitted from the gross in-
come of the same taxpayer for another
taxable year or of a related taxpayer for
the same or another taxable year.

Example (1). A taxpayer received pay-
ments in 1939 under a contract for the per-
formance of services and included the pay-
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ments in his return for that year. A closing
agreement was thereafter made with respect
to the tax liability of the taxpayer for 1938.
The taxpayer subsequently filed claim for
refund for the year 1939, asserting that he
kept his books on the accrual basis and that,
as the payments had accrued in 1938, they
were properly taxable in that year. The
claim for refund is allowed in 1942. An ad-
justment is authorized with respect to the
year 1938. If the taxpayer had not included
the payments in any return and the Com-
missioner had asserted a deficiency for 1939
with respect to the payments, and the
deficiency is not sustained by The Tax Court
of the United States in its final decision in
1943, no adjustment is authorized with re-
spect to the year 1938. Although the deter-
mination requires the exclusion of the item
from gross income, no tax has been paid with
respect thereto. If the taxpayer, however,
had paid the deficiency and thereafter suc-
cessfully contested it before The Tax Court
or successfully sued for refund in court, an
adjustment is authorized.

Example (2). A father 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
partnership in his return for 1935 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 1935, the
father filed a claim for refund of that portion
of his 1935 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 1942. An
adjustment is authorized with respect to the
son's tax for 1935.

§ 29.3801 (b)-4 Correlative deductions
and inclusions specified in section 162
(b) and (c) and corresponding provisions
of prior revenue acts. Section 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 pro-
visions of a prior revenue act, for
amounts distributable to the benefici-
aries, heirs, or legatees of an estate or
trust, and such determination requires:

(a) The allowance to the estate or
trust of such additional deduction when
such amounts have been erroneously
omitted or excluded from the income of
the beneficiaries, heirs, or legatees.

(b) 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;

(c) 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

(d) 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.

The provisions of paragraph (a) of
this section may be illustrated as follows:

Example. For the taxable year 1936, 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 not include
the trust income in his return for the year
1936. In 1938 a State court held invalid the
clause directing accumulation. In 1940 the
trustee, relying upon the court decision, files
a claim for refund of the tax paid on behalf
of the trust for the year 1936. The claim is
sustained by the court in 1942, after the ex-
piration of the period of limitations upon
deficiency assessment against the benefi-
ciary for the year 1936. An adjustment is
authorized with respect to the beneficiary's
tax for the year 1936.

The provisions of paragraph (b) of
this section may be illustrated as follows:

Example. Assume the same facts as in the
example under paragraph (a), except that,
instead of the trustee's filing a refund claim,
the Commissioner, relying upon the decision
of the State court, asserts a deficiency against
the beneficiary for 1936. The deficiency is
sustained by final decision of The Tax Court
of the United States in 1942, after the expira-
tion of the period for filing claim for re-
fund on behalf of the trust for 1936. An
adjustment is authorized with respect to the
trust for the year 1936.

The provisions of paragraph (c) of
this section may be illustrated as follows:

Example. A trustee claimed in the return
for 1936 a deduction for income distributed
to the beneficiary. The income was Included
b& the beneficiary in his return for 1936.
In 1940 the Commissioner asserts a deficiency
against the trust on the ground that the
amount distributed to the beneficiary repre-
sented 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 1942, after the
expiration of the period for filing claims for
refund by the beneficiary for 1936. An ad-
justment is authorized with respect to the
beneficiary's tax for the year 1936.

The provisions of paragraph (d) of
this section may be illustrated as follows:

Example. Assume the same facts as in
the example under paragraph (c), except that,
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instead of the Commissioner's asserting a
deficiency, the beneficiary files a refund
claim for 1936 on the same ground. The
claim is sustained by the court in 1942, after
the expiration of the period of limitations
upon deficiency assessments against the
trust for 1936. An adjustment is authorized
with respect to the trust for the year 1936.

§ 29.3801 (b)-5 Determination of basis
of property in case of erroneous treat-
ment o/ transaction relating to acquisi-
tion thereof, Section 3801 (b) (5) ap-
plies if the determination establishes the
basis of property for income tax pur-
poses and in respect* of the transaction
upon which such basis depends there
was an erroneous inclusion in or omis-
sion from gross income or an erroneous
recognition or nonrecognition of gain
or loss with respect to the taxpayer with
respect to whom the determination is
made, or any person who acquired title
to such property in such transaction
and the taxpayer with respect to whom
the determination is made mediately
or immediately derived title from such
person subsequent to such transaction.
Section 3801 (b) (5) applies with respect
to the person who acquired the prop-
erty and any subsequent transferees or
donees who have a substituted basis
ascertained by reference to the basis
in the hands of such person. No ad-
justment is authorized with respect to
the transferor of the property in the
transaction upon which the basis of the
property depends, when the determina-
tion is with respect to the original trans-
feree, or a subsequent transferee of such
original transferee.

Example (1). In 1936 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 return
for 1936 taxpayer A treated the exchange as
one in which gain or loss was not recog-
nizable;

(a) In 1942 the X Corporation claims that
gain should have been recognized on the ex-
change in 1936 and therefore the property it
received had a $10,000 basis for depreciation.
Its contention is confirmed by a closing agree-
ment. No adjustment is authorized with
respect to the tax of the X Corporation for
1936, as there was no "erroneous inclusion in
or omission from the gross income of, or an
erroneous recognition or nonrecognition of
gain or loss to" the X Corporation with re-
spect to the exchange in 1936. Moreover no
adjustment is authorized with respect to
taxpayer A, as he is not the taxpayer with
respect to whom the determination is made,
nor does the determination relate to the
property which taxpayer A acquired in the

exchange in 1936, but, rather, to the property
which he transferred in such exchange.

(b) In 1942 the X Corporation transfers
the property to the Y Corporation in a tax-
free exchange. In 1943 the Y Corporation
sells the property and computes its profit on
the basis of $10,000, which basis is sustained
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 (a).

(c) In 1944 taxpayer A sells the stock
which he had received in 1936 and claims
that, as gain should have been recognized on
the exchange in 1936, the basis for comput-
ing 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 1936, as the
basis for computing gain on the sale depends
upon the transaction in 1936 and in respect
of that trangaction there was an erroneous
nonrecognition of gain to taxpayer A, "the
taxpayer" with respect to whom the deter-
mination is made.

(d) Taxpayer 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 authorized
with respect to the tax of taxpayer A for
1936, as the basis for computing gain on the
sale by taxpayer B depends upon the trans-
action in 1936 and in respect of that transac-
tion there was erroneous nonrecognition of
gain to taxpayer A, the "person who acquired
title to such property in such transaction and
from whom * 0 * immediately" tax-
payer B, with respect to whom the determina-
tion is made, "derived title subsequent to
such transaction."

Example (2). In 1937 taxpayer A sold
property acquired at a cost of $5,000 to tax-
payer B for $10,000. In his return for 1937
taxpayer A failed to include the profit on
such sale. In 1942 taxpayer B sells the prop-
erty for $12,000 and in his return for 1942
reports a gain of $2,000 upon the sale, which
is confirmed in a closing agreement. No
adjustment is authorized with respect to
the tax of taxpayer A for 1937, as taxpayer A
is not the taxpayer with respect to whom
the determination is made; nor does the
determination relate to property which tax-
payer A acquired in the transaction in 1937,
but rather to property which he transferred
in such transaction.

Example (3). In 1936 a taxpayer received
as additional compensation shares of stock
in a corporation but did not include any
amount in his return for that year on ac-
count of the receipt of such stock. In 1942,
after the expiration of the period of limita-
tions on deficiency assessments for 1936, he
sells the stock for $15,000 and reports $5,000
in his return for 1942 as profit on the sale.
A deficiency is asserted by the Commissioner
on the theory that the basis is zero and the
recognized gain is $15,000. The Tax Court
sustains the taxpayer's contention that the
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transaction was erroneously treated in 1936
in that the property then had a fair market
valuation of $10,000. An adjustment is au-
thorized with respect to the year 1936.

Example (4). In 1933 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
$12,000. In his return for 1933 the taxpayer
treated the exchange as one in which gain
or loss was not recognizable. The taxpayer
sold 50 shares of the X Corporation stock
in 1934 and in his return for that year treated
such shares as having a $6,000 basis. In 1939
the taxpayer sells the remaining 50 shares
of stock of the X Corporation for $7,500 and
reports $1,500 gain in his return for 1939.
After the expiration of the period of limita-
tions on deficiency assessments and on re-
fund claims for 1933 and 1934, the Commis-
sioner asserts a deficiency for 1939 on the
ground that the loss realized on the exchange
in 1933 was erroneously treated as non-
recognizable, and that the basis for com-
puting gain upon the sale in 1939 is $2,500,
resulting in a gain of $5,000. The deficiency
is sustained by The Tax Court in 1943. An
adjustment is authorized with respect to the
year 1933 as to the entire $7,000 loss realized
on the exchange. No adjustment is author-
ized with respect to the year 1934 as the basis
for computing gain upon the sale of the 50
shares in 1939 does not depend upon the
transaction in 1934.

,§ 29.3801 (b)-6 Law applicable in de-
termination of error. The question
whether there was an erroneous inclu-
sion, exclusion, omission, allowance, dis-
allowance, recognition, or nonrecogni-
tion is determined under the provisions
of the internal revenue laws applicable
with respect to the year as to which the
inclusion, exclusion, omission, allowance,
disallowance, recognition, or nonrecog-
nition, as the case may be, was made.
The fact that the inclusion, exclusion,
omission, allowance, disallowance, recog-
nition, or nonrecognition, as the case
may be, was in pursuance of an inter-
pretation, either judicial or administra-
tive, accorded such provisions of the in-
ternal 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 interpretation so that such action
was contrary to such provisions of the
internal revenue laws as later inter-
preted, the inclusion, exclusion, omis-
sion, allowance, disallowance, recogni-
tion, or nonrecognition, as the case may
be, is erroneous within the meaning of
section 3801.

§ 29.3801 (b)-7 Operation dependent
upon maintenance of inconsistent posi-

tion-(a) Adjustments resulting in ad-
ditional assessments. An adjustment
which would result in an additional as-
sessment is authorized only if (1) the
taxpayer, with respect to whom the de-
termination is made, has, in connection
therewith, maintained a position which
is inconsistent with the erroneous in-
inclusion, exclusion, omission, allowance,
disallowance, recognition, or nonrecog-
nition, as the case may be, and (2) such
inconsistent position is adopted in the
determination.

Example (1). A taxpayer in his return for
1937 claimed and was allowed a deduction
for a loss arising from a casualty. After the
-taxpayer had filed his return for 1938 and
after the period of limitations upon the
assessment of a deficiency for 1937 had ex-
pired, it was discovered that the loss actually
occurred in 1938. The taxpayer; therefore,
filed a claim for refund for the year 1938
based upon the allowance of a deduction
for the loss in that year, and the claim was
allowed by the Commissioner in 1942. The
taxpayer thus has maintained a position in-
consistent with the allowance of the deduc-
tion for 1937 by filing a claim for refund
for 1938 based upon the same deduction. As
the determination-the allowance by the
Commissioner of the claim for refund-
adopts such inconsistent position, an adjust-
ment is authorized for the year 1937.

An adjustment which would result in an
additional assessment is not authorized if
the Commissioner, and not the taxpayer, has
maintained such inconsistent position.

Example (2). In example (1) above, as-
sume that the taxpayer did not file a claim
for refund for 1938 but the Commissioner
issued a notice of deficiency for 1938 based
upon other items. The taxpayer filed a
petition with The Tax Court of the United
States and the Commissioner in his answer
voluntarily proposed the allowance of a
deduction for the loss previously allowed for
1937. The Tax Court took the deduction into
account In its redetermination in 1942 of the
tax for the year 1938. In such case no ad-
justment would be authorized for the year
1937 as the Commissioner, and not the tax-
payer, has maintained a position inconsistent
with the allowance of a deduction for the
loss in that year.

(b) Adjustments resulting in refund
or credit. An adjustment which would
result in the allowance of a refund or
credit is authorized only if (1) the Com-
missioner, in connection with a deter-
mination, has maintained a position
which is inconsistent with the erroneous
inclusion exclusion, omission, allow-
ance, disallowance, recognition, or non-
recognition, as the case may be, and (2)
such inconsistent position is adopted in
the determination:
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Example (1). A taxpayer who keeps his
books on the cash basis erroneously included
in his return for 1936 an item of accrued in-
terest. After the period of limitations on re-
funds for 1936 had expired, the Commissioner
asserted a deficiency for the year 1937 on the
ground that the item of interest was re-
ceived 'in 1937, and, therefore, was properly
includible in gross income for that year. The
taxpayer appealed to The Tax Court, which
in 1942 sustained the deficiency. By as-
serting a deficiency for 1937 based upon the
inclusion of the interest item in that year,
the Commissioner has maintained a position
inconsistent with the inclusion of the inter-
est item In 1936. As the determination-the
decision of The Tax Court sustaining the
deficiency-adopted such inconsistent posi-
tion, an adjustment is authorized for the year
1936.

An adjustment which would result in the
allowance of a refund or credit is not au-
thorized if the taxpayer with respect to
whom the determination Is made, and not
the Commissioner, has maintained such in-
consistent position.
Example (2). In example (1) above, as-

sume that the Commissioner asserted a de-
ficiency for 1937 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 tax-
payer appealed to The Tax Court and in his
petition asserted that the interest item
should be included in gross income for 1937.
The Tax Court in 1942 included the item of
Interest in its redetermination of the tax for
the year 1937. In such case, no adjustment
would be authorized for 1936 as the taxpayer,
and not the Commissioner, has maintained
a position inconsistent with the erroneous
inclusion of the item of interest in the gross
income of the taxpayer for that year.

§ 29.3801 (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 deficiency
assessment shall be made with respect to
a related taxpayer unless the relationship
existed both in the taxable year with re-
spect to which the error was made and
at the time the taxpayer with respect
to whom the determination is made first
maintained, in 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 re-
lationship must exist on the date of filing
such document. If the inconsistent po-
sition 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 inconsistent
position was not thus maintained then
the relationship must exist on the date
of the determination, as, for example,
where at the instance of the taxpayer a
deduction is allowed, the right to which
was not asserted in a return, claim for
refund, or petition to The Tax Court, and
a determination is effected by means of
a closing agreement.

§ 29.3801 (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 to be treated as if it were a deficiency
determined by the Commissioner with re-
spect 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 under the law
and regulations applicable to the assess-
ment and collection of deficiencies, sub-
ject, however, to the limitations imposed
by section 3801 e). Notice of deficiency,
unless waived, must be issued with re-
spect to such amount and the taxpayer
may contest the deficiency before The
Tax Court of the United States or, if he
chooses, may pay the deficiency and later
file claim for refund. If the amount of
the adjustment ascertained pursuant to
section 3801 (d) represents a decrease in
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 taxable year with respect to which
the error was made. Such amount may
be recovered under the law and regula-
tions applicable to overpayments of tax,
subject, however, to the limitations im-
posed by section 3801 (e). The taxpayer
must file a claim for refund thereof, un-
less 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
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limitation upon the making of an as-
sessment 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, re-
gardless of whether or not such period
had expired prior to the date of the de-
termination. The Commissioner thus
has one year from the date of the de-
termination within which to mail a no-
tice of deficiency in respect of the
amount of the adjustment where such
amount is treated as if it were a defi-
ciency. The issuance of such notice of
deficiency, in accordance with the law
and regulations applicable to the assess-
ment of deficiencies, will suspend the
running of the 1-year period of limita-
tions provided by section 3801 (c). In
accordance with the applicable law and
regulations governing the collection of
deficiencies (see section 276 (c) of the
Internal Revenue Code and the corre-
sponding provisions of prior revenue
acts), the period of limitation for col-
lection 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 claim for refund
in respect of the amount of the adjust-
ment where such adjustment is treated
as if it were an overpayment. Where
the amount of the adjustment is treated
as if it were a deficiency and the tax-
payer 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).

§ 29.3801 (d)-I Ascertainment of
amount of adjustment. (a) In computing
the amount of 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 ac-
count. In such cases, the tax previously

determined will be ascertained as fol-
lows:

(1) For taxable years beginning before
January 1, 1943, the tax previously deter-
mined will be the tax shown on the re-
turn, increased by any amounts previ-
ously 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
previously determined will be the sum of
the amounts previously assessed, or col-
lected without assessment, as deficiencies
decreased by any amounts previously
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 tax-
payer upon his return and the amounts
previously assessed (or collected with-
out assessment) as deficiencies, reduced
by the amount of any rebates made.
The amount shown as the tax by the tax-
payer upon his return and the amount
of any rebates shall be determined in
accordance with the provisions of sec-
•tlon 271 and § 29.271-1 (b).

(b) The tax previously determined may
consist of tax for any taxable year be-
ginning 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.

(c) After the tax previously determined
has been ascertained, a recomputation
must then be made to ascertain the in-
crease or decrease in tax, if any, result-
ing from the correction of the error.
The difference between the tax pre-
viously determined and the tax as re-
computed after correction of the error
will be the amount of the adjustment.

(d) With the exception of the items
upon which the tax previously determined
was based and the item or items with re-
spect to which the error was made, no
other item shall be considered in com-
puting the amount of the adjustment.
If the treatment of any item upon which
the tax previously determined 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., charitable contributions,
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foreign tax credit, earned income
credit), readjustment in these particu-
lars will be necessary as part of the re-
computation 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.

(e) 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.

Example. For the taxable year 1936 a
married man with no dependents, who kept
his books on the cash receipts and disburse-
ments basis, filed a return disclosing gross
income of $42,000, deductions amounting to
$12,000, and a net income of $30,000. 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 $10,000 to the American Red
Cross and in his return claimed a deduction
of $5,294.12 on account thereof, representing
the maximum deduction allowable under the
15 percent limitation imposed by section
23 (o), Revenue Act of 1936. In computing
his net income he omitted interest income
amounting to $6,000 and neglected to take a
deduction for interest paid in the amount
of $4,500. The return disclosed a tax liability
of $3,565, which was assessed and paid. After
the expiration of the period of limitations.
upon the assessment of a deficiency or the
allowance of a refund for 1936, the Commis-
sioner included the item of rental income
amdunting to $5,000 in the taxpayer's gross
income for the year 1937 and asserted a
deficiency for that year. As a result of a final
decision of The Tax Court of the United
States in 1942 sustaining the deficiency for
1937, an adjustment is authorized for the
year 1936. The amount of the adjustment is
computed as follows:
Tax previously determined for

1936 ----------------------- $3,565.00

Net income for 1936 upon which
tax previously determined was
based ---------------------- 30,000.00

Less: Rents erroneously included 5, 000. 00

Balance ---------------------- 25,000.00
Adjustment for contributions (add

15 percent of $5,000) ------------ 750.00

Net income as adjusted ------- 25,750.00

Tax as recomputed ------------- 2,646.50
Tax previously determined ------- 8,565.00

Difference ---------------------- 918.50
Amount of adjustment to be re-

funded or credited ------------- 918. 50
In accordance with the provisions of section
3801 (d), the recomputation to determine the

amount of the adjustment does not take into
consideration the item of $6,000 representing
interest received, which was omitted from
gross income, or the item of $4,500 represent-
ing interest paid, for which no deduction
was allowed.
[Regs. 111, 8 F. R. 15234, as amended by T. D.
5447, 10 F. R. 3080]

§ 29.3801 (e)-1 Effect of other items
on amount of adjustment. The amount
of the adjustment ascertained under
section 3801 (d) shall not be diminished
by any credit or set-off based upon any
item inclusion, deduction, credit, exemp-
tion, or gain or loss with respect to the
year as to which the error was made.

Example (1). In the example set forth in
§ 29.3801 (d)-l, if, after the amount of the
adjustment has been ascertained, the tax-
payer filed a refund claim for the amount
thereof, the Commissioner could not di-
minish the amount of that claim by offset-
ting against it the amount of tax which
should have been paid with respect to the
$6,000 interest item omitted from gross in-
come for the year 1936; nor could the court,
if suit were brought on such claim for re-
fund, offset against the amount of the ad-
justment the amount of tax which should
have been paid with respect to such interest.

Example (2). Assume that a taxpayer in-
cluded in his gross income for the year 1943
an item which should have been included in
gross income for the year 1942. After ex-
piration of the period of limitations upon
the assessment of a deficiency or the allow-
ance of a refund for 1942 the taxpayer filed
a claim for refund for the year 1943 on the
ground that such item was not properly in-
cludible in gross income for that year. The
claim for refund was allowed by the Com-
missioner and as a result of such determina-
tion an adjustment was authorized under
section 3801 with respect to the tax for 1942.
If, in such case, the Commissioner issued a
notice of deficiency for the amount of the
adjustment and the taxpayer contested the
deficiency before The Tax Court of the
United States, the taxpayer could not in
such proceeding claim an offset based upon
his failure to take an allowable deduction
for the year 1942; nor could The Tax Court
in its decision offset against the amount of
the adjustment any overpayment for the
year 1942 resulting from the failure to take
such deduction.

If the Commissioner has refunded the
amount of an adjustment under section
3801, the amount so refunded may not sub-
sequently be recovered by the Commissioner
in a suit for erroneous refund based upon
any item, inclusion, deduction, credit, ex-
emption, gain, or loss (other than the one
which was the subject of the error) with re-
spect to the year as to which the error was
made.

Example (3). In the example set forth in
§ 29.3801 (d)-l, if the Commissioner had re-
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funded the amount of the adjustment, no
part of the amount so refunded could subse-
quently be recovered by the Commissioner by
a suit for erroneous refund based on the
ground that there was no overpayment for
1936, as the taxpayer had failed to include in
gross income the $6,000 item of interest re-
ceived in that year.

If the Commissioner has assessed and col-
lected the amount of an adjustment, no
part thereof may be recovered by the tax-
payer in any suit for refund based upon any
item, inclusion, deduction, credit, exemp-
tion, 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 (4). In example (2) above, if
the taxpayer had paid the amount of the
adjustment, he could not subsequently re-
cover any part of such payment in a suit
for refund based upon his failure to take an
allowable deduction for the year 1942.

If the amount of the adjustment is
considered as an overpayment, it may be
credited, under the applicable law and
regulations thereunder, against any in-
come or excess-profits tax, or installment
thereof, due from the taxpayer. Like-
wise, if the amount of the adjustment is
considered as a deficiency, any overpay-
ment by the taxpayer of income or ex-
cess-profits tax may be credited against
the amount of such adjustment in ac-
cordance with the applicable law and
regulations thereunder. (See section
322 of the Internal Revenue Code and
the corresponding provisions of prior
revenue acts.) Accordingly, it may be
possible in one transaction between the
Commissioner and the taxpayer to settle
the taxpayer's tax liability for the year
with respect to which the determination
is made and to make the adjustment
under section 3801 for the year with re-
spect to which the error was made.

§ 29.3808-1 Deferment of certain
taxes of members of the military or naval
forces-(a) In general. (1) Section 3808
provides that, in the case of members
of the military or naval forces of the
United States, that portion of the tax
under chapter 1 which is attributable to
service pay for a war year, may, in lieu
of the time otherwise prescribed by law,
be paid in 12 equal quarter-annual in-
stallments beginning with the "first in-
stallment date". As to what constitutes
the "first installment date" for the pur-
poses of section 3808 see § 29.3808-2.

(2) The term "war year" as defined in
section 3808 (a) (2) means, in the case
of tax attributable to service pay, any

taxable year beginning after December
31, 1939, and before January 1, 1947.

(3) For the purposes of section 3808 the
military or naval forces of the United
States include (but are not necessarily
limited to) the Army, the Navy, the
Marine Corps, the Coast Guard, the
Army Nurse Corps, Female, the Navy
Nurse Corps, Female, the Women's Army
Auxiliary Corps or the Women's Army
Corps, the Women's Reserve branch of
the Naval Reserve, the Marine Corps
Women's Reserve, and the Coast Guard
Reserve, including the Coast Guard
Women's Reserves. Such forces do not
include the Army Specialist Corps.

(4) Section 3808 is applicable only to
the individual who performs service as a
member of the military or naval forces
of the United States. Hence, it has no
application to the spouse of such indi-
vidual, unless the spouse also performs
such service.

(5) Nothing contained in section 3808
shall be construed to require payment of
the tax for any taxable year before the
postponed due date of the tax for such
year under section 3804, if such section is
applicable, nor before the last day of any
period of extension allowed under the
provisions of section 513 of the Soldiers'
and Sailors' Civil Relief Act of 1940.

(b) Application for deferred pay-
ments. In order to obtain the privilege
of deferred payments under section 3808
with respect to tax for a taxable year,
the taxpayer must make written appli-
cation, prior to the first installment
date, to the collector of internal revenue
for the district in which the return for
such taxable year is filed. No particular
form is required but the application
should contain a complete statement of
the facts necessary to determine the tax-
payer's eligibility for the benefits of sec-
tion 3808, the taxable years and the
amounts of tax involved, and the due
date of the first payment. The essential
facts include:

(1) Rank and organization.
(2) Whether the taxpayer is an officer

of the regular component of the Army,
Navy, Marine Corps or Coast Guard.

(3) Date of induction or entrance into
armed forces.

(4) Date of release from active duty, if
so released.

(5) If the taxpayer performed service
outside the continental United States or
on sea duty, the date on which the tax-
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payer left the continental United States
or commenced to serve on sea duty and
the date on which he returned to the con-
tinental United States or ceased to serve
on sea duty.

(6) If, under the provisions of section
513 of the Soldiers' and Sailors' Civil Re-
lief Act, an extension of time for pay-
ment of the tax for a war year has been
granted, the date upon which such period
of extension expires.

(7) The amount of tax for which de-
ferment is claimed for each taxable year
involved.

(c) Interest. (1) If deferred payments
are authorized under the provisions of
section 3808, 1A2 of the tax in respect of
which deferment is authorized is payable
on the first installment date, M2 thereof
on the corresponding date of the third
month following the first installment
date, and %2 on the corresponding date of
each succeeding third month after the
preceding installment date until the full
amount of the tax is paid.

(2) No interest shall be charged or paid
if the tax is paid upon the prescribed
dates. Interest at the rate of 6 percent
per annum shall be charged on install-
ments not paid at the time prescribed
from the date the installment became due
until the installment is paid. If the tax-
payer fails to pay an installment of the
tax on the prescribed date, such failure
shall not accelerate the due date of the
remaining installments.

(3) Any interest paid prior to Novem-
ber 8, 1945, on that portion of the tax for
any taxable year which could be deferred
under the provisions of section 3808 shall
be credited or refunded to the taxpayer,
if claim therefor is filed prior to January
1, 1947, with the collector of internal
revenue as the authorized representative
of the Commissioner.

(d) Suspension of period of limitation.
If deferred payments in respect of the tax
for any taxable year are authorized in
accordance with the provisions of section
3808, the running of the period of limita-
tions under section 276 (c) on the collec-
tion of such tax is suspended for the
period beginning with the date of filing
of the application under section 3808 (b)
and ending six months after the date
prescribed for payment of the last in-
stallment of such tax.
[T. D. 5508, 11 F. R. 42311

§ 29.3808-2 First installment date-
(a) General rule. Under the definition

contained in section 3808 (a) (4), if
neither section 3804 and the regulations
thereunder nor section 513 of the
Soldiers' and Sailors' Civil Relief Act is
applicable, the "first installment date"
with respect to tax for a war year is as
follows:

(1) Taxpayers released from active
duty prior to December 1, 1945. In the
case of taxpayers released from active
duty in the military or naval forces of
the United States prior to December 1,
1945, the first installment date with re-
spect to tax for a war year is May 15,
1946, or the 15th day of the third month
following the close of such war year.
whichever is the later.

(2) Other taxpayers. In the case of
taxpayers released from active duty in
the military or naval forces of the United
States on or after December 1, 1945, and
in the case of taxpayers who have not
been released from such active duty, the
first installment date with respect to tax
for a war year is (i) June 15, 1947, or
(ii) the 15th day of the sixth month
which begins after the date of the tax-
payer's release from active duty, which-
ever is the earlier, but in no case shall
the first installment date be earlier than
the 15th day of the third month follow-
ing the close of such war year. In the
case of taxpayers who make their returns
on a calendar year basis the "first install-
ment date", if neither section 3804 and
the regulations thereunder nor section
513 of the Soldiers' and Sailors' Civil Re-
lief Act is applicable, is as follows:

CALENDAR YEARS 1940 TO 1945, INCLUSIVE

Released from active First installment
duty: date

Before Dec. 1, 1945 ---- May 15, 1946.
On or after Dec. 1, 1945, 15th day of sixth

but not later than month which
,Kov. 30, 1946. begins a ft e r

date of release.
On or after Dec. 1, 1946-- June 15, 1947.

CALENDAR YEAR 1946

Released from active First installment
duty: date

Before October 1, 1946.-- March 15, 1947.
During October 1946 ... April 15, 1947.
During November 1946-- May 15, 1947.
On or after Dec. 1, 1946-- June 15, 1947.
(b) Special provisions. If, by reason of

service on sea duty or outside the con-
tinental United States, the due date of
the tax for a war year is postponed under
the provisions of section 3804 and the
regulations thereunder or, if collection of
the tax for a war year is deferred under
the provisions of section 513 of the
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Soldiers' and Sailors' Civil Relief Act, the
"first installment date" may be later than
the date determined under the general
rule set forth in paragraph (a) of this
section. In such event the first install-
ment date with respect to tax for such
war year shall be whichever of the fol-
lowing is the latest:

(1) The date determined under para-
graph (a) of this section, or

(2) The postponed due date of the tax
determined under section 3804 and the
regulations thereunder, or

(3) The last day of the period of de-
ferment allowed under section 513 of the
Soldiers' and Sailors' Civil Relief Act.
[T. D. 5508, 11 F. R. 4232]

§ 29.3808-3 Tax attributable to service
pay. (a) The term "tax attributable to
service pay" is used in section 3808 to
characterize that portion of the tax im-
posed under chapter 1 for a war year
which results from the inclusion in gross
income of the compensation for active
service as a member of the military or
naval forces of the United States. Under
the definition contained in section 3808
(a) (1) the term "tax attributable to
service pay" for a war year means:

(1) If the taxpayer had no gross in-
come for such war year other than the
compensation for active service in such
forces, the tax imposed under chapter
1, or

(2) If the taxpayer had gross income
for such war year in addition to the
compensation for active service in such
forces, the excess of the tax imposed
under chapter 1 for such year over the
tax that would be imposed were such
compensation excluded from the gross
income.

(b) A member of the military or naval
forces of the United States is in active
service if he is actually serving in such
forces, not necessarily in the field or
in the theater of war. Personnel in the
inactive reserve or on retirement are
not in active service. Periods during
which a person is absent from duty on
account of sickness, wounds, leave, in-
ternment by the enemy, or other law-
ful cause are periods of active service.

(c) In computing the amount of the
"tax attributable to service pay" for a war
year the tax imposed under chapter 1
shall be determined without regard to
the credit under section 31 for taxes paid
to a foreign country or a possession of

the United States and without regard to
the credits provided in sections 32 and
35 for taxes withheld at the source.

(d) For the purposes of section 3808,
the term "tax attributable to service pay"
has no application to commissioned of-
ficers of the regular component of the
Army, Navy, Marine Corps, or Coast
Guard for any war year unless, by rea-
son of service on sea duty or outside the
continental United States, the due date
of the tax for such year is postponed
under the provisions of section 3804 and
the regulations thereunder. For exam-
ple, a commissioned officer of the regu-
lar component of the Army was assigned
to duty in Great Britain in February
1942 and served continuously in the Eu-
ropean theater thereafter until he re-
turned to the United States in July 1945.
Assuming that the officer makes his re-
turns on the calendar year basis, the
regular due dates of the taxes under
chapter 1 for the war years 1942 to 1944,
inclusive, fall prior to January 15, 1946,
which is the 15th day of the sixth month
after the date of his return to the United
States. Accordingly, under the provi-
sions of section 3804, the due dates of
the taxes for the taxable years 1942 to
1944, inclusive, are postponed and the
taxpayer is eligible for the benefits of
section 3808 with respect to the taxes for
such years. However, inasmuch as the
regular due date of the tax for the tax-
able year 1945 is March 15, 1946, and
such date is later than January 15, 1946,
there is no postponement of the due date
of the tax for such taxable year under
the provisions of section 3804 and pay-
ment of the tax for 1945 may not be de-
ferred under the provisions of section
3808.

(e) The computation of the "tax at-
tributable to service pay" may be illus-
trated by the following example:

Example. Captain B, a reserve officer in
the United States Navy, is a married man
and has no dependents. During the calendar
years 1942 and 1943 he received compensa-
tion for active service on sea duty. His
base pay amounts to $1,500 in 1942 and
$4,000 in 1943. In addition to his service pay,
he received income in the form of dividends
which amounts to $6,000 in each of the
calendar years 1942 and 1943. His allow-
able deductions for each year for income
tax purposes amount to $400 and he had no
Victory tax deductions. His wife had no
income or deductions for either year. His
tax liability for the calendar year 1943 and
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the amount of such tax attributable to serv-
ice pay is computed as follows:

1942

Compensation for active service --- $1,500
Dividends ------------------------ 6,000

Gross income --------------------- 7,500
Less: Allowable deductions --------- 400

Net income ---------------------- 7, 100
Less: Personal exemption ---------- 1,200

Surtax net income ---------------- 5,900
Less: Earned income credit (not less

than $300) ----------------------- 300

Normal tax net income ------------- 5,600

Normal tax at 6 percent ------------- 336
Surtax on $5,900 -------------------- 960

Total tax ------------------ 1,296

1943

INCOME TAX

Compensation for active service-- $4, 000
Less: $1,500 exclusion under sec-

tion 22 (b) (13) --------------- 1,500

Balance of service pay ------------ 2, 500
Dividends ----------------------- 6,000

Gross income ------------------- 8, 500
Less: Allowable deductions ------- 400

Net income --------------------- 8, 100
Less: Personal exemption --------- 1,200

Surtax net income --------------- 6, 900
Less: Earned income credit (not

less than $300) ----------------- 300

Normal tax net income ------------ 6,600

Normal tax at 6 percent ---------- 396
Surtax on $6,900 ------------------ 1,196

Total tax under sections 11
and 12 ------------------- 1,592

VICTORY TAX

Gross income -------------------- $8,500
Deductions ---------------------- None

Victory tax net income ----------- 8, 500

Less: Victory tax exemption ------ 624

Income subject to Victory tax --- 7, 876

Victory tax at 5 percent on $7,876-- 393.80
Less: Victory tax credit (40 per-

cent of tax) ------------------- 157.52

Net Victory Tax ----------------- 236.28

Tax for 1943 after giving effect to section 6
of the Current Tax Payment Act of 1943

Income tax under sections 11
and 12 --------------------- $1,592.00

Net Victory tax ------------------ 236.28

Total tax ----------------- 1,828.28

ernal Revenue

Increase in 1943 tax under
section 6 (a) of Cur-
rent Tax Payment Act
of 1943:

Total tax for 1942 ---- $1,296
Less amount forgiven

(3/4 of $1,296) ------- 972

Unforgiven portion added to

1943 tax --------------------- $324.00

Tax liability for 1943------------ 2, 152.28

Computation of tax for 1943 after excluding
compensation for active service in armed
forces

1942

Gross income -------------------- $7,500
Less: Service pay included in gross

income ------------------------ 1,500

Gross income (exclusive of service
pay) -------------------------- 6,000

Less: Allowable deductions ------- 400

Net income ---------------------- 5,600
Less: Personal exemption --------- 1,200

Surtax net income ---------------- 4,400
Less: Earned income credit (not

less than $300) ---------------- 300

Normal tax net income ------------ 4,100

Normal tax at 6 percent ---------- 246
Surtax on $4,400 ----------------- 660

Total tax ------------------ 906

1943

INCOME TAX

Gross income -------------------- $8,500
Less: Service pay included in gross

income ------------------------ 2,500

Gross income (exclusive of service
pay) -------------------------- 6,000

Less: Allowable deductions ------- 400

Net income ---------------------- 5,600
Less: Personal exemption ---------- 1,200

Surtax net income --------------- 4, 400
Less: Earned income credit (not

less than $300) ----------------- 300

Normal tax net income ----------- 4, 100

Normal tax at 6 percent ---------- 246
Surtax on $4,400 ----------------- 660

Total tax under sections 11
and 12 ------------------- 906

VICTORY TAX

Gross income (exclusive of service
pay) -------------------------- $6,000

Less: Deductions ----------------- None
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Victory tax net income ----------- $6, 000
Less: Victory tax exemption ------ 624

Income subject to Victory tax ----- 5,376

Victory tax at 5 percent on $5,376- 268.80
Less: Victory tax credit .(40 per-

cent of $268.80) ---------------- 107.52

Victory tax ---------------- 161.28

Tax for 1943 after excluding service pay and
giving effect to section 6 of the Current
Tax Payment Act of 1943

Income tax under sections 11 and
12 --------------------------- $906.00

Victory tax ---------------------- 161.28

Total tax ---------------- 1,067.28
Increase in 1943 tax under section

6 (a) of the Current Tax Pay-
ment Act of 1943:

Tax for 1942 ---------- $906.00
Less: Amount forgiven

(3/4 of $906) -------- 679.50

Unforgiven portion added to
1943 tax ---------------- 226.50

Tax for 1943 if compensation for
active service excluded --------- 1,293.78

Tax liability for 1943 ------------ $2,152.28
Tax liability for 1943 if compensa-

tion for active service excluded-- 1,293.78

Tax attributable to service pay
under section 3808 ------------- 858.50

[T. D. 5508, 11 F. R. 4232]

§ 29.3808-4 Estimated tax for war
years. (a) Section 3808 (d) contains spe-
cial rules for the application of section
58, relating to declarations of estimated
tax, and section 294 (d), relating to pen-
alties in connection with estimated tax,
in the case of certain members of the
military or naval forces of the United
States who are eligible for the benefit of
deferred payments under section 3808.
Under the rules prescribed, if all or part
of the tax under chapter 1 for a war year
could be deferred under the provisions of
section 3808, the amount of the compen-
sation for active service as a member of
the military or naval forces of the United
States shall not be taken into account:

(1) In determining the gross income
reasonably expected for such year for the
purpose of ascertaining whether a dec-
laration of estimated tax is required un-
der the provisions of section 58 (a) ;

(2) In determining the amount of the
estimated tax for such year under the
provisions of section 58 (b); and

(3) In determining the amount of the
tax for such year for the purposes of sec-
tion 294 (d), relating to penalties in con-
nection with estimated tax.

(b) If the taxpayer is eligible for the
benefits of section 3808 the provisions of
section 3808 (d) are applicable even
though the taxpayer does not take ad-
vantage of the authorized deferment or
does not make application therefor.

(c) The provisions of section 3808 d)
and this section have no application to a
member of the military or naval forces
who at the time prescribed for making
the declaration of estimated tax for a
taxable year is a commissioned officer
(or a commissioned warrant officer) of
the regular component of the Army,
Navy, Marine Corps, or Coast Guard.
[T. D. 5508, 11 F. R. 4233]

SUBPART H-MISCELLANEOUS PROVISIONS

§ 29.6000 Extension of time for making
certain elections. If in this part a time
is fixed on or before which an election or
an application for relief may be made by
the taxpayer and such time is not ex-
pressly provided in the law, the Commis-
sioner in his discretion may, for good
cause shown, except as provided in the
next paragraph, grant a reasonable ex-
tension of time for the making of such
election or application if request for such
extension is filed with the Commissioner
prior to the time fixed for making such
election or application or within such
time thereafter as the Commissioner may
consider reasonable under the circum-
stances and it is shown to the satisfaction
of the Commissioner that the granting
of the extension will not jeopardize the
interests of the Government.

The time fixed in this part will not
be extended by the Commissioner in
such cases as the following: (a) An elec-
tion required to be made in or with the
taxpayer's original income tax return;
(b) an election required to be exercised
by the filing of a claim for credit or re-
fund unless such election is required to
be exercised at a time fixed by this
part, which time is before the date
of the expiration of the period of limita-
tions provided in section 322, or an
election required to be filed in a petition
to The Tax Court; (c) an appplication
for permission to change a previous
election; or (d) an application for per-
mission to change an accounting method
as described in §§ 29.41-2 and 29.123-1,
an application for permission to change
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an accounting period as described in
§ 29.46-1, or an application for permis-
sion to change the method of treating
bad debts as described in § 29.23 (k)-1.
(53 stat. 32, 467; 26 U. S. C. 62, 3791) [T. D.
5391, 9 F. R. 8009. as amended by T. D. 5400,
9 F. R. 10297. Redesignation noted at 14 F. R.
5199]

Part 32-Establishment of Con-
struction Reserve Funds

Sec.
32.1 Definitions.
32.2 Scope of statute.
32.3 Requirements as to operation.
32.4 Application to establish fund.
32.5 Tentative authorization to establish

fund.
32.6 Establishment of fund.
32.7 When reimbursement out of a con-

struction reserve fund permitted.
32.8 Investment of funds in securities.
32.9 Valuation of securities in fund.
32.10 Withdrawals from fund.
32.11 Time deposits.
32.12 Election.
32.13 Deposit of proceeds of sales or in-

demnities.
32.14 Deposit of earnings and receipts.
32.15 Time for making deposits.
32.16 Tax liability as to earnings deposited.
32.17 Allocation of gain for tax purposes.
32.18 Requirements as to new vessels.
32.19 Contracts obligating deposits.
32.20 Period for construction.
32.21 Noncompliance with requirements.
32.22 Extent of tax liability.
32.23 Assessment and collection of defi-

ciencies.
32.24 Reports by taxpayers.
32.25 Construction or acquisition by con-

trolled corporation.
32.26 Basis of new vessel.
32.27 Administrative jurisdiction.

AUTHORTy: H§32.1 to 32.27 issued under
53 Stat. 467; 26 U. S. C. 3791. Interpret or
apply see. 511, 54 Stat. 1106, as amended; 46
U. S. C. and Sup., 1161.

SouRcE: §§ 32.1 to 32.27 contained in Treas-
ury Decision 5330, 9 F. R. 1088, except as noted
following sections affected.

NoTE: Regulations for the establishment
of construction reserve funds are also codified
as Part 287 of Title 46.

§ 32.1 Definitions. As used in the
regulations in this part, except as other-
wise indicated by the context:

(a) The term "act" means the Mer-
chant Marine Act, 1936, as amended;

(b) The term "statute" means section
511 of the Merchant Marine Act, 1936,
as amended;

(c) The term "section" means one of
the sections of the regulations in this
part;
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(d) The terms "Commission" and
"Maritime Commission" mean the United
States Maritime Commission;

(e) The term "citizen" means a person
who, if an individual, was born or natu-
ralized as a citizen of the United States
or, if other than an individual, meets the
requirements of section 905 (c) of the act
and section 2 of the Shipping Act, 1916,
as amended;

(f) The term "taxpayer" means a citi-
zen who has established or seeks to
establish a construction reserve fund
under the provisions of the statute and
this part, and may include a partnership;

(g) The term "corporation" includes
associations and joint stock companies;

(h) The term "stock" includes the
share in an association or joint-stock
company.

(I) The terms "contract", "contract
for the construction", and "construction
contract", shall include, in the case of
a taxpayer who constructs a new vessel
in a shipyard owned by such taxpayer,
an agreement between such taxpayer and
the Commission with respect to such
construction and containing provisions
deemed necessary or advisable by the
Commission to carry out the purposes
and policy of the statute.

Insofar as the computation and collec-
tion of taxes are concerned, other terms
used in this part, except as otherwise
indicated by the context, have the same
meaning as in the Internal Revenue Code
and the regulations thereunder.
IT. D. 5330, 9 F. R. 1088, as amended by T. D.
5445, 10 F. R. 26081

§ 32.2 Scope of statute. (a) The stat-
ute provides, under conditions specified,
for the nonrecognition for income and
excess-profits tax purposes of the gain
realized from the sale or indemnification
for loss of certain vessels including cer-
tain vessels in course of construction, or
shares therein. It also permits the ac-
cumulation of the proceeds of such sales
or indemnifications and of certain earn-
ings without liability under section 102
of the Internal Revenue Code. (For the
normal application of section 102, see
§§ 29.102-1 to 29.102-4 of this chapter,
and the corresponding provisions of prior
regulations.)

(b) The benefits of the statute are
available to any citizen as defined In
§ 32.1 (e), who, during any taxable year
beginning after December 31, 1939, owns,
in whole or in part, a vessel or vessels
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within the scope of § 32.3. A citizen op-
erating such a vessel or vessels owned by
any other person or persons can derive
no benefit from the provisions relating to
the nonrecognition of gain from the sale
or loss of such vessel or vessels so owned,
but may establish a construction reserve
fund in which he may deposit earnings
from the operation of such vessel or
vessels.

(c) The statute applies only with re-
spect to sales or losses of vessels within
the scope of § 32.3 occurring within a
taxable year beginning after December
31, 1939, or in respect of earnings de-
rived from the operation of such vessels
during a taxable year beginning after
December 31, 1939. A loss to be within
the statute must be an actual or con-
structive total loss. Whether there is a
total loss, actual or constructive, will be
determined by the Maritime Commission.
As to what proceeds, earnings, or receipts
may be deposited in the construction re-
serve fund, see §§ 32.13 and 32.14. The
loss of a vessel which occurs during a
taxable year beginning prior to Decem-
ber 31, 1939, is not within the scope of the
statute, even though the taxpayer is in-
demnified during a later year.

§ 32.3 Requirements as to operation.
The statute applies with respect to ves-
sels operated in the foreign or domestic
commerce of the United States or in the
fisheries, and vessels acquired or being
constructed for the purpose of such op-
eration. The foreign commerce of the
United States includes commerce or trade
between the United States (including the
District of Columbia), the Territories
and possessions which are embraced
within the coastwise laws, and a foreign
country or other Territories and posses-
sions of the United States. The domes-
tic commerce of the United States in-
cludes commerce or trade between ports
of the United States and its Territories
and possessions, embraced within the
coastwise laws. The fisheries include the
fisheries of continental United States and
its Territories and possessions, except the
Philippine Islands (see section 5, 39 Stat.
547; 48 U. S. C. 1003). The statute does
not apply to vessels operated in the for-
eign commerce or fisheries of any coun-
try other than the United States.

§ 32.4 Application to establish fund.
Any person claiming to be entitled to
the benefits of the statute may make
application, in writing, to the Commis-

sion for permission to establish a con-
struction reserve fund. The application
shall be in such form and substance as
the Commission may prescribe and shall
designate, among other things, the de-
pository or depositories with which the
applicant proposes to establish the said
fund. The original application shall be
executed and verified by the taxpayer,
or if the taxpayer is a corporation, by
one of its principal officers, in triplicate,
and shall be accompanied by eight (8)
conformed copies when filed with the
Commission.

§ 32.5 Tentative authorization to es-
tablish fund. Where the time between
the receipt by the Commission of the ap-
plication for permission to establish a
construction reserve fund and the date
prior to which an amount received from
the sale or loss of a vessel must be de-
posited to come within the scope of the
statute is insufficient to permit a deter-
mination of the eligibility of the appli-
cant, the Commission may tentatively
authorize the establishment of a con-
struction reserve fund and the deposit
of such amount therein. Such tenta-
tive authorization shall be subject to
rescission by the Commission, if sub-
sequently it is determined that the ap-
plicant is not entitled to the benefit of
the statute, and, upon such determina-
tion, the fund shall be closed and all
amounts on deposit therein shall be
withdrawn.

§ 32.6 Establishment of fund. (a) If
the application is approved by the Com-
mission, the Commission will adopt a
resolution authorizing the establishment
of a construction reserve fund with the
depository or depositories designated by
the taxpayer and approved by the Com-
mission. The resolution will provide for
joint control by the Commission and the
taxpayer over such fund, will set forth
the conditions governing the establish-
ment and maintenance of the fund and
the making of deposits therein and with-
drawals therefrom, and will designate the
representatives authorized to execute in-
struments of withdrawal on behalf of the
Commission.

(b) A certified copy of the resolution
of the Commission will be furnished the
taxpayer. If the taxpayer is a corpora-
tion, it shall promptly adopt, through its
board of directors, a resolution satis-
factory in form and substance to the
Commission, authorizing the establish-
ment and maintenance of the fund in
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conformity with the action of the Com-
mission. If the taxpayer is not a cor-
poration it shall promptly execute an
agreement with the depository satis-
factory in form and substance to the
Commission to conform to the action of
the Commission as set forth in the reso-
lution. Certified copies of the resolu-
tions of the Commission and of the tax-
payer (if it is a corporation) will be
furnished to the depository by the Com-
mission and the taxpayer respectively for
its guidance in maintaining the fund and
honoring instruments of withdrawal.
The taxpayer, if a corporation, shall also
furnish the Commission with a certified
copy of its resolution, or if not a corpora-
tion, a duplicate original of its agree-
ment with the depository.

§ 32.7 When reimbursement out of a
construction reserve fund permitted. If,
prior to the establishment of a construc-
tion reserve fund under the regulations
in this part, a taxpayer has made neces-
sary payments under a contract, which
satisfies the provisions of the regula-
tions in this part and the statute, for
the construction or acquisition of a new
vessel, such taxpayer may, if subse-
quently authorized to establish a con-
struction reserve fund under these regu-
lations, draw against such fund as re-
imbursement for the amount, if any, of
other funds which, with the approval or
ratification of the Commission, the tax-
payer used prior to the establishment of
the fund for the purpose of making such
necessary payments.

§ 32.8 Investment of funds in securi-
ties. Interest-bearing direct obligations
of the United States, or obligations fully
guaranteed as to principal and Interest
by the United States, may be deposited in
the construction reserve fund in lieu of
cash, and such obligations may also be
purchased with cash on deposit in the
fund. In instances where the taxpayer
desires to deposit any other securities in
the fund in lieu of cash, or to purchase
such other securities with cash on deposit
in the fund, the taxpayer shall make
written application to the Commission
and shall not consummate the trans-
action until the written consent of the
Commission shall have been received.
The application shall describe the securi-
ties fully. Every approval of such appli-
cation by the Commission shall be con-
ditioned upon agreement by the tax-
payer forthwith to dispose of such
securities upon subsequent request by

the Commission. Immediately upon the
purchase of any securities for deposit in
the fund, the taxpayer shall advise the
Commission, giving the date of purchase,
a description of the securities, and the
price paid therefor (net, brokerage and
other charges, and gross). Ordinarily,
the Commission will not approve the
deposit in the fund in lieu of cash, or the
purchase with cash on deposit in the
fund, of securities not actively traded in
on exchanges registered under the
"Securities Exchange Act of 1934", or
securities which are not legal for invest-
ment of trust funds.

§ 32.9 Valuation of securities in fund.
(a) In cases where securities are deposited
in the fund in lieu of cash, or are pur-
chased with cash on deposit in the fund,
the "market value" of such securities
must not be less than the amount of cash
in lieu of which they are so deposited
or with which they are so purchased.
For the purpose of determining the
amount in the fund, the "market value"
of securities shall be determined in the
following manner:

(1) In instances where no actual pur-
chase is involved, such as the initial
deposit of securities in the fund in lieu
of cash, the last sales price thereof on
the principal exchange on the day the
deposit was made shall be deemed to
be the "market value" thereof, or, if
no such sales were made, the "market
value" thereof will be determined by
the Commission on such basis as it may
deem to be fair and reasonable in each
case.

(2) With respect to transactions in-
volving the purchase of securities with
cash on deposit in the fund, "market
value" shall be the gross price paid (ad-
justed for accrued interest) : Provided,
That if such securities are purchased
otherwise than upon a registered ex-
change the price shall be within the
range of transactions on the exchange
on the date of such purchase, or, if there
were no such transactions, then the
"market value" thereof will be deter-
mined by the Commission on such basis
as it may deem to be fair and reason-
able in each case.

(b) If the securities on deposit in the
fund are replaced by cash from the gen-
eral funds of the taxpayer, the amount
of cash to be deposited in the fund in
lieu thereof shall be not less than the
amount at which such securities were
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valued at the time of their deposit in
the fund.

(c) Purchase money obligations secured
by vessels sold or irrevocable commit-
ments to finance the construction or
acquisition of new vessels which are de-
posited in the construction reserve fund
as provided in § 32.13 ordinarily will be
considered as equivalent to their face
value.

§ 32.10 Withdrawals from fund. (a)
Checks, drafts, or other instruments of
withdrawal to meet obligations under a
contract for the construction or acquisi-
tion of a new vessel or vessels, after hav-
ing been executed by the taxpayer, shall
be forwarded to the Commission at
Washington with appropriate explana-
tion of the purpose of the proposed with-
drawal, including properly certified in-
voices or other supporting papers. Such
instruments of withdrawal, if payable to
the Commission, will be deposited by the
Commission for collection, and the pro-
ceeds thereof, upon collection, will be
credited to the appropriate contract with
the Commission; but if drawn to the or-
der of payees other than the Commis-
sion, after countersignature on behalf of
the Commission, will ordinarily be for-
warded to the payees.

(b) An amount obligated under a con-
tract for the construction or acquisition
of a new vessel or vessels, whether the
obligor has the entire or a partial interest
therein within the scope of the statute,
may not, so long as the contract con-
tinues in full force and effect, be with-
drawn except to meet payments due or to
become due under such contract.

(c) Checks, drafts, or other instru-
ments of withdrawal executed by the tax-
payer for purposes other than to meet
obligations under a contract for the con-
struction or acquisition of a new vessel or
vessels, whether the taxpayer has the en-
tire or a partial interest therein, shall be
drawn by the taxpayer to its own order
and forwarded to the Commission at
Washington, with appropriate explana-
tion of the purpose of the proposed with-
drawal. Such withdrawals may occur
by reason of a determination by the Com-
mission that the applicant is not entitled
to the benefits of the statute (see § 32.5),
or that a particular deposit has been im-
properly made (see § 32.13), or by reason
of the election of the taxpayer to make
such withdrawals. Upon receipt of such
checks, drafts, or other instruments of
withdrawal, the Commission shall give

notice thereof to the Commissioner of
Internal Revenue. The Commissioner
shall advise the Commission of the re-
ceipt of the notice and the date it was
received. The Commission shall not
countersign such checks, drafts, or other
instruments of withdrawal or transmit
them to the taxpayer until the expira-
tion of 30 days from the date of receipt
of the notice by the Commissioner, un-
less the Commissioner or such official of
the. Bureau of Internal Revenue as he
may designate for the purpose consents
in writing to earlier countersignature by
the Commission and transmittal to the
taxpayer.

(d) Upon the expiration of such 30-day
period, or prior thereto if the aforesaid
consent of the Commissioner has been
obtained, the Commission will counter-
sign the check, draft, or other instru-
ment of withdrawal and forward it to
the taxpayer.

(e) The provisions of this section shall
not be applicable to transactions deemed
to be withdrawals by reason of the sale of
securities held in the fund, for an
amount less than the market value
thereof at the time of their deposit (see
§ 32.21), nor to the cancellation of an
irrevocable commitment deposited in the
fund, upon proof satisfactory to the
Commission that the terms of such com-
mitment have been fully satisfied.

§ 32.11 Time deposits. (a) Deposits in
the construction reserve fund not in-
vested in securities may be placed in time
deposits when, in the judgment of the
taxpayer, it is desirable and feasible so to
do.

(b) The taxpayer shall promptly advise
the Commission of any time deposit ar-
rangements made with the depository.
The Commision reserves the right at any
time to require the termination or modi-
fication of any such arrangements.

§ 32.12 Election-(a) General. (1) As
a prerequisite to nonrecognition of gain
on the sale or loss of a vessel, or a part in-
terest therein as provided by the stat-
ute, the taxpayer, after establishing a
construction reserve fund, must make an
election with respect to such vessel or
share therein.

(2) Deposit of an amount equal to the
net proceeds of the sale or loss of the ves-
sel or of the taxpayer's interest therein
must be made within the period specified
in § 32.15 and may not be delayed beyond
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the specified period to await the execu-
tion or filing of a statement of election.

(b) Manner of election-(1) General.
Except in cases of certain Government
payments covered by subparagraph (2)
of this paragraph an election shall be
made in accordance with this subpara-
graph: The election shall be made in the
taxpayer's income tax return, or in case
of a partnership in the parnership return
of income, for the taxable year in which
the gain is realized. The election shall
be shown by a statement to that effect,
submitted as a part of, and attached to,
the return. The statement, which need
not be on any prescribed form, shall set
forth a computation of the amount of the
realized gain, the identity of the vessel,
the nature and extent of the taxpayer's
interest therein, whether such vessel was
sold or lost and the date of sale or loss,
the full sale price or full amount of in-
demnity, and the amount and date of
each payment thereof, the basis for tax
purposes and any other data affecting the
determination of the realized gain.

(2) Certain Government payments.
In case a vessel is purchased or requisi-
tioned by the United States, or is lost, in
any taxable year beginning after Decem-
ber 31, 1939, and prior to January 1, 1944,
and the taxpayer receives payment for
the vessel so purchased or requisitioned,
or receives from the United States in-
demnity on account of such loss, subse-
quent to the end of such taxable year,
the taxpayer may make his election by
filing notice thereof with the Commis-
sioner of Internal Revenue, Washington
25, D. C., prior to March 31, 1945, or
prior to the expiration of sixty days after
receipt of the payment or indemnity,
whichever is later. The taxpayer should
file a copy of the notice with the Secre-
tary, United States Maritime Commis-
sion, Washington 25, D. C. The form of
the notice of election, which form shall
be prepared by the taxpayer, shall be
substantially as follows:
ELECTION RELATIVE TO NONRECOGNITION OF

GAIN UNDER SECTION 511 (c) (2), MERCHANT
MARINE ACT, 1936
Pursuant to the provisions of section 511

of the Merchant Marine Act, 1936, as
amended by the Act approved December 23,
1944, Public Law 552, Seventy-eighth Con-
gress, notice is hereby given that the under-
signed taxpayer elects that gain fn respect
of the sale to the United States, or identi-
fication received from the United States on
account of the loss, of the vessel named below
or share therein shall not be recognized. The
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circumstances involved in the computation
of such gain are as follows:

Name and other identification of vessel
----------------------------------------

Nature and extent of the taxpayer's interest
in the vessel

Nature of disposition, i. e., sale or loss

Date of disposition
Full sale price or full amount of indemnity

received by taxpayer
Amount and date of each payment of sale

price or indemnity received by taxpayer
----------------------------------------

Amount and date of each previous deposit of
such payments in construction reserve
fund

Identification of each check or other instru-
ment by which payment made to tax-
payer

Tax basis of taxpayer's interest in ves-
s e l ------ --------------------------------

Any other data affecting the determination
of the realized gain ........

Amount of gain (submit computa-
tion)

(Name of taxpayer)
By

(Authorized representative)

(Date of execution)

IT. D. 5445, 10 F. R. 2608]

§ 32.13 Deposit of proceeds of sales or
indemnities. (a) The deposit required by
the statute must be made in a construc-
tion reserve fund, established with a de-
pository or depositories approved by the
Commission and subject to the joint con-
trol of the Commission and the tax-
payer. It is not necessary to establish a
separate fund with respect to each ves-
sel or share in a vessel sold or lost. How-
ever, with respect to any vessel sold or
lost, or a share therein, the deposit must
be in an amount equal to the "net pro-
ceeds" of the sale, or the "net indemnity"
for the loss. By "net proceeds" and "net
indemnity" is meant (1) the depositor's
interest in the adjusted basis of the ves-
sel plus (2) the amount of gain which
would be recognized for tax purposes In
the absence of the statute. In determin-
ing "net proceeds" the amount neces-
sarily paid or incurred for brokers' com-
missions is to be deducted from the gross
amount of the sales price. In deter-
mining "net indemnity", the amount
necessarily paid or incurred purely for
collection, or rate of exchange discounts
on the payment, of the indemnity is to
be deducted from the gross amount of
collectible Indemnity. Where the pro-
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ceeds from the sale of a vessel include
purchase money obligations, such obli-
gations together with the entire collat-
eral therefor, or in case of deposit of the
proceeds of a share in the vessel a pro-
portionate part of the obligations and
collateral as determined by the Commis-
sion, shall be deposited, with the re-
mainder of the proceeds, in the con-
struction reserve fund as a part of the
"net proceeds". The depository shall re-
ceive payment of all amounts due on
such purchase money obligations and
such amounts shall be placed in the fund
in substitution for the portion of the
obligations paid. If the taxpayer so de-
sires, he may deposit in the construction
reserve fund cash or approved securities
in an amount equal to the face value of
any purchase money obligations in lieu
of depositing such obligations.

(b) The taxpayer must deposit the full
amount of each payment (including cash,
notes, or other evidences of indebted-
ness) as a single deposit in the construc-
tion reserve fund. A payment divided
between two or more depositories will be
regarded as a single deposit. Amounts
received by the taxpayer prior to the
date of consummation of the sale of the
vessel shall be considered as having been
received by the taxpayer at the time the
sale is consummated.

(c) Where a vessel is subject to a mort-
gage or other encumbrance at the time of
its sale or loss and the taxpayer actually
receives only an amount representing the
equity therein or a share in such equity
corresponding to his share in the vessel,
he shall deposit in the construction re-
serve fund the amount received and con-
currently therewith other funds in an
amount equal to the difference between
the amount received and the "net pro-
ceeds" or "net indemnity". Such other
funds may be in the form of cash, or,
subject to the approval of the Commis-
sion, (1) interest-bearing securities, or
(2) an irrevocable commitment to
finance the construction or acquisition of
a new vessel in whole or in part by an
obligor approved by the Commission in
an amount equal to the amount by which
the "net proceeds" exceeds the cash or
securities deposited in the fund.

(d) In case of the sale or loss of sev-
eral vessels or shares therein, a deposit
of the "net proceeds" or "net indemnity"
with respect to one or more of the vessels
or shares is permissible. Where several
vessels or shares are sold for a lump sum,

the "net proceeds" allocated to each ves-
sel or share shall be determined in ac-
cordance with any reasonable rule satis-
factory to the Commissioner of Internal
Revenue.

(e) A deposit which is not provided for
by the statute shall, without unreason-
able delay, be withdrawn from the fund
and tax liability will be determined as
though such deposit had not been made.
(See §§ 32.10 and 32.22.)

§ 32.14 Deposit of earnings and re-
ceipts. (a) A citizen may deposit all or
any part of earnings derived from opera-
tion, within the scope of § 32.3, of a vessel
or vessels owned either by himself or any
other person. Such earnings may in-
clude payments received by an owner,
as compensation for use of his vessel,
from other persons by whom it is so oper-
ated. Earnings from other sources may
not be deposited. Only earnings in-
tended for construction or acquisition of
new vessels may be deposited. The earn-
ings deposited must be of taxable years
beginning after December 31, 1939.

(b) The earnings from operation of
vessels which are eligible for deposit are
the net earnings determined without re-
gard to any deduction for depreciation,
obsolescence, or amortization with re-
spect to such vessels. Receipts from de-
posited funds, in the form of interest or
otherwise, may be deposited.

§ 32.15 Time for making deposits. (a)
Deposits of amounts representing pro-
ceeds of the sale or indemnification for
loss of a vessel or share therein must be
made within 60 days after receipt by the
taxpayer, except that (1) amounts re-
ceived on or before December 9, 1940, may
be deposited not later than February 7,
1941, and (2) amounts, received at any
time between May 27, 1941, and June 17,
1943, the deposit of which is authorized
by the amendments to subsection (b) of
section 511 of the act, made by Public Law
78, approved June 17, 1943, may be de-
posited not later than October 15, 1943,
and the Commission may approve any
such deposit previously made between
May 27,1941, and June 17,1943, if in other
respects it complies with the provisions of
the statute and the regulations In this
part.

(b) Earnings and receipts, within the
scope of the statute, of taxable years
beginning after December 31, 1939, may
be deposited at any time. (See § 32.14.)
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§ 32.16 Tax liability as to earnings
deposited. Deposit in the construction
reserve fund of earnings from operation
of a vessel or vessels, or receipts, in the
form of interest or otherwise, with re-
spect to amounts previously deposited
does not exempt the taxpayer from tax
liability with respect thereto. Earnings
and receipts deposited in a construction
reserve fund established in accordance
with the provisions of the statute and
the regulations in this part do not con-
stitute an accumulation of earnings or
profits within the meaning of section 102
of the Internal Revenue Code as long
as the requirements of the statute and
the regulations in this part relative to
the use of the fund in the construction or
acquisition of new vessels are satisfied.
For application of the statute in case
earnings or receipts so deposited are later
withdrawn for purposes other than the
construction or acquisition of new ves-
sels, or there is failure otherwise to com-
ply with the statute or the regulations
in this part, see § 32.21.

§ 32.17 Allocation of gain for tax
purposes. (a) If the "net proceeds" of a
sale or the "net indemnity" in respect of
a loss are deposited in more than one
deposit, the gain will be considered as
first deposited. Amounts expended, ob-
ligated, or withdrawn will be applied
against the amounts deposited in the
order of deposit. If any deposit con-
sists in part of gain not recognized under
the statute, any expenditure, obligation,
or withdrawal applied against such de-
posit will be considered to consist of gain
in the proportion that the part of the
deposit consisting of gain bears to the
total amount of the deposit. If amounts
on deposit in a construction reserve fund
are expended, obligated, or withdrawn
for construction or acquisition of new
vessels, the portion thereof which repre-
sents gain will be applied in reduction of
the basis of such new vessels for deter-
mining gain or loss, and for depreciation,
for the purpose of Federal income or
excess-profits taxes. If any amounts are
withdrawn for purposes other than the
construction or acquisition of new ves-
sels, the portion thereof which repre-
sents gain, if otherwise constituting tax-
able income under the law applicable to
the taxable year in which such gain was
realized, will be included in the gross in-
come for such taxable year, except for
the purpose of the declared value excess-
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profits tax and the capital stock tax.
(See § 32.22.)

(b) The date funds are obligated un-
der a contract for the construction or ac-
quisition of a new vessel, rather than the
date of payment from the fund, will de-
termine the order of application against
the deposits in the fund. When a con-
tract for the construction or acquisition
of a new vessel is entered into, amounts
on deposit in the construction reserve
fund will be deemed to be obligated to
the extent of the amount of the tax-
payer's liability under the contract. De-
posits will be deemed to be so obligated
in the order of deposit, each new con-
tract obligating the earliest deposit not
previously expended, obligated, or with-
drawn. If the liability under the con-
tract exceeds the amount in the con-
struction reserve fund, the contract will
be deemed to obligate, to the extent of
that part of such excess not otherwise
satisfied, the earliest deposit or deposits
thereafter made.

Example. A taxpayer who makes his re-
turns on the calendar year basis sells a ves-
sel in 1941 for $1,000,000, realizing a gain of
$400,000. $100,000 of the sale price is received
in March 1941 when the contract is signed,
and the balance of $900,000 is received in
June 1941 on delivery of the vessel. The
$1,000,000 is deposited in a construction re-
serve fund in July 1941. In December 1941
the taxpayer also deposits $150,000, repre-
senting earnings of that year. In 1942 he
sells another vessel for $1,000,000, realizing
a gain of $250,000. The sale price of $1,000,000
is received on delivery of the vessel in Feb-
ruary 1942 and deposited in the construction
reserve fund in March 1942. In September
1942 the taxpayer purchases for cash out of
the construction reserve fund a new vessel
for $1,750,000. To the cost of this vessel must
be allocated the 1941 deposits of $1,150,000
and $600,000 of the March 1942 deposit. This
leaves in the fund $400,000 of the March 1942
deposit. The amount of the unrecognized
gain to be applied against the basis of the
new vessel is as follows: $400,000 gain repre-
sented in the 1941 deposits, plus the same
proportion of the $250,000 gain represented
in the March 1942 deposit ($1,000,000) which
the amount ($600,000) allocated to the vessel
is of the amount of the deposit, I. e., $400,000
plus 600,000 of $250,000, or $150,000, a total

1,000,000
of $550,000. This reduces the basis of the new
vessel to $1,200,000 ($1,750,000 less $550,000).

In 1943 the taxpayer sells a third vessel for
$3,000,000, realizing a gain of $900,000. The
$3,000,000 is received and deposited in the
construction reserve fund in June 1943, mak-
ing a total in the fund $3,400,000. In Decem-
ber 1943 the taxpayer contracts for the con-
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struction of a second new vessel to cost a
maximum of $3,200,000, thereby obligating
that amount of the fund, and In June 1944
receives permission to withdraw the unob-
ligated balance amounting to $200,000. To
the cost of the second new vessel must be
allocated the $400,000 balance of the March
1942 deposit and $2,800,000 of the June 1943
deposit. The unrecognized gain to be applied
against the basis of such new vessel is that
proportion of the gain represented in each de-
posit which the portion of the deposit allo-
cated to the vessel bears to the amount of

400,000
such deposit, i. e., 400,000 of $250,000, or

28 ,00000
$100,000 plus 3,00,000 of $900,000, or $840,000,

making a total of $940,000. The $200,000
withdrawn is applied against the June 1943
deposit and the portion thereof which repre-
sents gain will be recognized as income for
1943, the year in which realized. The com-
putation of the recognized gain is as follows:

200,00020,- of $900,000, or $60,000.

3,000,000

§ 32.18 Requirements as to new ves-
sels. (a) For the purposes of the statute
and the regulations in this part, the new
vessel must be:

(1) Documented under the laws of the
United States when it is acquired by the
taxpayer, or the taxpayer must agree
that when acquired it will be documented
under the laws of the United States;

(2) (i) Constructed in the United
States after December 31, 1939, or (ii)
its construction must have been financed
under Title V or Title VII of the act, or
(iii) its construction must have been
aided by a mortgage insured under Title
XI of the act; and

(3) Either (i) of such type, size, and
speed as the Maritime Commission de-
termines to be suitable for use on the
high seas or Great Lakes in carrying out
the purposes of the act, but of not less
than 2,000 gross tons or of less speed
than 12 knots, except that a particular
vessel may be of lesser tonnage or speed
if the Maritime Commission determines
and certifies that the partciular vessel
is desirable for use by the United States
in case of war or national emergency, or
(ii) constructed to replace a vessel or
vessels requisitioned or purchased by the
United States, in which event it must be
of such type, size, and speed as to con-
stitute a suitable replacement for the
vessel requisitioned or purchased, but if
a vessel already built is acquired to re-
place a vessel or vessels requisitioned or
purchased by the United States. such

vessel must meet the requirements set
forth in subdivision (i) of this subpara-
graph.

(b) A vessel will be deemed to be con-
structed after December 31, 1939, only if
construction was commenced after that
date. Subject to the provisions of this
section, a new vessel may be built by or
for the taxpayer, or may be acquired after
it is built.

(c) It is not necessary that vessels
shall be replaced vessel for vessel. The
new vessels may be more or less in num-
ber than the replaced vessels, provided
the other requirements of this section
are met.
[T. D. 5330, 9 F. R. 1088, as amended by T. D.
5445, 10 F. R. 26081

§ 32.19 Contracts obligating deposits.
(a) A contract for the construction or
acquisition of a new vessel entered into
prior to October 10, 1940, or a contract
which supersedes, amends, or supple-
ments such a contract, is not within the
scope of the statute. Unless otherwise
authorized by the Commission, contracts
for the construction of new vessels must
be for a fixed price, or provide for a base
price that may be adjusted for changes
in labor and material costs up to but not
exceeding 15 percent of the base price.
Plans and specifications for the new
vessel or vessels must be approved by the
Commission to the extent it deems neces-
sary. A deposit in a construction reserve
fund may be expanded or obligated for
expenditure for procurement under an
acquisition or construction contract of a
part interest in a new vessel or vessels,
but only after obtaining the written
consent of the Commission. The grant-
ing of such consent shall be entirely in
the discretion of the Commission and
it may impose such conditions with re-
spect thereto as it may deem necessary
or advisable for the purpose of carrying
out the provisions of the statute. Appli-
cations for such consent shall be exe-
cuted in triplicate, and, together with
eight conformed copies thereof, filed
with the Commission.

(b) Within two years from the date of
any deposit in a construction reserve
fund, unless extension is granted as pro-
vided in this section, such deposit must be
obligated under a contract for the con-
struction or acquisition of a new vessel or
vessels (or in the discretion of the Com-
mission for a share therein), and at least
121/2 percent of the construction or con-
tract price of the entire vessel or vessels
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must be actually paid or irrevocably com-
mitted on account thereof. Amounts on
deposit in a construction reserve fund will
be deemed to be obligated for expendi-
ture when a binding construction or pur-
chase contract has been entered into and
will be deemed to be irrevocably com-
mitted when due and payable in accord-
ance with the terms of the contract of
construction or acquisition. The Com-
mission may, upon application and a
showing of proper circumstances, allow
an extension or extensions of time with-
in which the contract shall be entered
into and the deposits expended or obli-
gated, or the 12/2 percent of the con-
struction or contract price paid or ir-
revocably committed, not to exceed two
years in the aggregate, except that until
the termination of the present war or
until such earlier date as the Congress
by concurrent resolution or the President
may designate, further extensions may
be granted by the Commission. Such
further extensions may not run longer
than six months after such termination
or earlier date.

(c) A taxpayer seeking an extension
shall make application therefor, and
transmit it with an appropriate state-
ment of the circumstances, and appro-
priate documents in substantiation of the
statement, to the Maritime Commission.
The Commission will notify the Commis-
sioner of Internal Revenue of any exten-
sion granted. In case an application for
extension is denied, the taxpayer will be
liable for delay as though no application
had been made.

§ 32.20 Period for construction. (a) A
new vessel constructed otherwise than
under the provisions of Title V of the
act, and not purchased from the Mari-
time Complission, must, within six
months from the date of the construction
contract, or within the period of any
extension, be completed to the extent
of not less than 5 percent as estimated by
the Maritime Commission and certified
by it to the Secretary of the Treasury.
In case of a contract covering more than
one vessel it will be sufficient if one of
the vessels is 5 percent completed within
the six months' period from the date of
the contract or within the period of any
extension, and so certified. All construc-
tion must be completed with reasonable
dispatch as determined by the Maritime
Commission. If, for causes within the
control of the taxpayer, the entire con-
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struction is not completed with reason-
able dispatch, the Commission will so
certify to the Secretary of the Treas-
ury. For the effect of such certification,
see § 32.21.

(b) The Maritime Commission may,
upon application and a showing of satis-
factory reasons therefor, grant an exten-
sion or extensions of time within which
the 5 percent of construction shall be
completed, but such extensions shall not
aggregate more than one year, except
that until the termination of the present
war or until such earlier date as the Con-
gress by concurrent resolution or the
President may designate, further exten-
sions may be granted by the Commission.
Such further extensions may not run
longer than six months after such ter-
mination or earlier date. Application
for extension shall be made in accord-
ance with the procedure indicated by
§ 32.19. In case an application for ex-
tension is denied, the taxpayer will be
liable for delay as though no application
had been made.

§ 32.21 Noncompliance with require-
ments. (a) Withdrawal from the con-
struction reserve fund for purposes other
than the construction or acquisition of
new vessels, or failure to comply with the
requirements of the statute or the regula-
tions relative to the utilization of such
funds in the construction or acquisition
of new vessels, will result in the recogni-
tion, for the taxable year in which real-
ized, of the amount of the gain rep-
resented in that portion of the fund
involved. If securities on deposit in a
construction reserve fund are sold and
the amount placed in the fund in lieu
thereof is less than the market value of
the securities at the time of their de-
posit, the difference between such market
value and the amount placed in the
fund in lieu of the securities will be
deemed to have been withdrawn.

(b) In the event of noncompliance with
the prescribed conditions relative to any
contract for construction or acquisition
of new vessels, recognition will extend
to the entire amount of the gain repre-
sented in that portion of the construc-
tion reserve fund obligated under such
contract. Thus, if the Maritime Com-
mission determines and certifies to the
Secretary of the Treasury that for
causes within the control of the tax-
payer construction under a contract is
not completed with reasonable dispatch,
the entire amount of the gain repre-
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sented in the portion of the construction
reserve fund obligated under the con-
tract will be recognized even though all
other conditions have been satisfied. In
case of noncompliance with the require-
ments of the statute or the regulations
in this part, see § 32.17 as to the alloca-
tion of gain.

(c) Noncompliance with the provisions
of the statute or the regulations in this
part relative to the utilization of the de-
posited amounts may also, inasmuch as
the statutory presumption of subsection
(f) is then inapplicable, warrant an
examination to ascertain whether such
amounts constitute an unreasonable ac-
cumulation of earnings and profits with-
in the meaning of section 102 of the In-
ternal Revenue Code. Under that sec-
tion and the regulations thereunder, if
such amounts are deposited and the fund
maintained in good faith for the purpose
of the construction or acquisition of new
vessels, such amounts will not constitute
an unreasonable accumulation.

§ 32.22 Extent of tax liability. (a) In-
clusion of gain in gross income shall be
for all income and excess-profits tax pur-
poses, but not for the purposes of the
declared value excess-profits tax and the
capital stock tax. In lieu of any adjust-
ment with respect to the declared value
excess-profits tax, there is imposed for
the taxable year in which the gain was
realized (see § 32.17) an additional tax
of 1.1 percent of the amount of the gain.
No additional capital stock tax liability
is Incurred.

(b) In the case of deposits in the con-
struction reserve fund of amounts de-
rived from sources other than those
specified in the statute, or in the case
of failure to deposit an amount equal to
the "net proceeds" or "net indemnity"
within the prescribed statutory period,
the taxpayer obtains no suspension or
postponement of any tax liability and
the tax is collectible without regard to
the provisions of the statute. (See
§ 32.13.)

(c) If an election is made under subdi-
vision (c) (2) of section 511, as amended,
and § 32.12 (b) (2), and if computation
or recomputation in accordance there-
with is otherwise allowable but is pre-
vented, on the date of filing of notice of
such election, or within six months
thereafter, by any statute of limitation,
such computation or recomputation nev-
ertheless shall be made notwithstanding
such statute if a claim therefor is filed

819592-49-----47

within six months after the date of mak-
ing such election. If as the result of
such computation or recomputation an
overpayment is disclosed, a claim for re-
fund on Form 843 should also be filed
within such six months' period.
IT. D. 5330, 9 F. R. 1088, as amended by T. D.
5445, 10 F. R. 2608]

§ 32.23 Assessment and collection of
deficiencies. Any additional tax, includ-
ing the 1.1 percent of the amount of the
gain imposed in lieu of declared value
excess-profits tax, due on account of
withdrawal from a construction reserve
fund, or failure to comply with the pro-
visions of the statute or the regulations,
is collectible as a deficiency. Interest
upon such deficiency will run from the
date the withdrawal or noncompliance
occurs. The amount of any deficiency,
including interest and additions to the
tax, determined as a result of such with-
drawal or noncompliance, may be as-
sessed, or a proceeding in court for the
collection thereof may be begun without
assessment, at any time and without re-
gard to any period of limitations or any
other provisions of law or rule of law, in-
cluding the doctrine of res judicata.

§ 32.24 Reports by taxpayers. (a)
With each income tax return filed for a
taxable year during any part of which a
construction reserve fund is in existence
the taxpayer shall submit a statement
setting forth a detailed analysis of such
fund. The statement, which need not
be on any prescribed form, shall include
the following information with respect
to the construction reserve fund:

(1) The actual balance in the fund at
the beginning and end of the taxable
year;

(2) The date, amount, and source of
each deposit during the taxable year;

(3) If subparagraph (2) of this para-
graph (2) consists of proceeds from the
sale, or Indemnification of loss, of a vessel
or share thereof, the amounts of the un-
recognized gain;

(4) The date, amount and purpose of
each expenditure or withdrawal from the
fund; and

(5) The date and amount of each con-
tract, under which deposited funds are
deemed to be obligated during the tax-
able year, for construction or acquisition
of a new vessel and the identification of
such vessel.

(b) Taxpayer shall keep such records
and make such additional reports as the
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Commissioner of Internal Revenue or the
Maritime Commision may require.

§ 32.25 Construction or acquisition by
controlled corporation. For the purposes
of the statute and the regulations in this
part a new vessel is considered as con-
structed or acquired by the taxpaper if
constructed or acquired by a corporation
at a time when the taxpayer owns not
less than 95 percent of the total number
of shares of each class of stock of the
corporation.

§ 32.26 Basis o1 new vessel. The basis
for determining gain or loss and for
depreciation for the purpose of Federal
income or excess-profits taxes with re-
spect to a new vessel constructed or ac-
quired by the taxpayer with funds depos-
ited in the construction reserve fund, Is
reduced by the amount of the unrecog-
nized gain represented in the funds allo-
cated under the provisions of the regu-
lations in this part to the cost of such
vessel. (See § 32.17.)

§ 32.27 Administrative jurisdiction.
Sections 32.3 to 32.11, inclusive, and
§§ 32.18 to 32.20, Inclusive, deal primarily
with matters under the jurisdiction of
the Maritime Commission. Sections
32.12, 32.16, and 32.17 and §§ 32.21 to
32.26, inclusive, deal primarily with mat-
ters under the jurisdiction of the Com-
missioner of Internal Revenue. Gener-
ally, matters relating to the establish-
ment, maintenance, expenditure, and
use of construction reserve funds and
the construction or acquisition of new
vessels are under the jurisdiction of the
Maritime Commission; and matters re-
lating to the determination, assessment
and collection of taxes are under the
jurisdiction of the Commissioner of In-
ternal Revenue. Correspondence should
be addressed to the particular authority
having jurisdiction in the matter.

Part 37-Carry-Overs of Rail-
roads

Sec.
37.1 Allowance of carry-overs to certain suc-

cessor railroad corporations.
37.2 Limitation on effect of carry-overs.
37.3 Rule where two or more predecessors or

two or more successors.
37.4 Extension of period of limitation on

refunds and deficiencies.
AuTHORITY: §H 37.1 to 37.4 issued under 53

Stat. 467, 61 Stat. 324; 26 U. S. C. and Sup.,
3791, 122 note.

SouRcE: H§ 37.1 to 37.4 contained in T. D.
5642, 13 F. R. 3861.

§ 37.1 Allowance of carry-overs to cer-
tain successor railroad corporations-
(a) In general. (1) The act applies only
to railroad corporations (as defined in
section 7m of the National Bankruptcy
Act, as amended) which acquired, prior
to January 1, 1950, property of one or
more other railroad corporations (as so
defined) in a receivership proceeding or
in a proceeding under section 77 of the
National Bankruptcy Act, as amended,
and where the basis of the property so ac-
quired is determined under section 113
(a) (20) of the Code. A railroad corpo-
ration which has thus acquired property
is referred to in this part as the "succes-
sor corporation" or the "successor" and
the corporation from which the property
was so acquired is referred to as the
"predecessor corporation" or the "pred-
ecessor".

(2) In the case of a successor corpora-
tion, the net operating losses and unused
excess profits credits of the predecessor
corporation are allowed, as provided
under section 1 of the act and the regu-
lations in this part, as carry-overs to the
successor corporation for the purposes
of the determination under the Code of
the "net operating loss carry-over" from
any taxable year beginning after Decem-
ber 31, 1938, and the "excess profits credit
carry-over" and the "unused excess
profits credit carry-over" from any tax-
able year beginning after December 31,
1939, in each case under the law appli-
cable to such taxable year. Thus, the
method of computation of the carry-
overs as well as the years for which such
carry-overs are available (except as pro-
vided in subsections (b) and (c) of sec-
tion 1 of the act) and the computation
of the net operating loss deduction and
the unused excess profits credit adjust-
ment (called the "excess profits credit
carry-over" for taxable years beginning
in 1940) are governed by the provisions
of the applicable law under the Code.

(3) In general, the carry-over to which
the predecessor was entitled at the time
of the acquisition will be available to the
successor. Moreover, in general the suc-
cessor corporation will not be allowed a
carry-over for a taxable year, or a carry-
over from a taxable year, which would
not be allowed to the predecessor corpo-
ration under the Code if the predecessor
corporation had been made use of under
the receivership proceedings or the pro-
ceedings under section 77 of the Bank-
ruptcy Act instead of the successor cor-
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poratlon. Thus, except as provided in
subsections (b) and (c) of section 1 of
the act, carry-overs will be allowed as
provided under the Code only for the two
immediately succeeding taxable years,
and carry-overs will not be created from
any year if the otherwise applicable pro-
visions of the Code provide no carry-over
from such year. For example, a net
operating loss carry-over will not be al-
lowed from a taxable year beginning
prior to January 1, 1939, and will not
be allowed from any subsequent year if
a carry-over from such year would not
be allowed under the Code to the reor-
ganized railroad corporation if it had
come out of the receivership or bank-
ruptcy proceeding under the same char-
ter instead of being reorganized under
a new charter.

(4) The provisions of subsection (a) of
section 1 of the act to the effect that
there shall be carried over to the succes-
sor corporation the net operating losses
and unused excess profits credits of the
predecessor corporation from the second
taxable year preceding its taxable year in
which acquisition occurred are applica-
ble as to such second preceding year only
if subsection (c) of section 1 of the act
is applicable. See paragraph (c) of
this section.

(5) Section 1 of the act does not apply
to any carry-back of a successor corpora-
tion or of a predecessor corporation.
Thus, a net operating loss or unused ex-
cess profits credit of a successor corpora-
tion cannot be carried back for the use of
a predecessor corporation. As to a limi-
tation on the reduction of tax of the suc-
cessor corporation for a taxable year for
which it has a carry-back, where such
carry-back is made available or increased
in amount by reason of the use in a prior
taxable year of a carry-over provided for
by section 1 of the act, see section 2 of
the act and § 37.2.

(6) For application of section 1 of the
act and of this section where there are
two or more predecessor corporations or
two or more successor corporations, see
section 3 of the act and § 37.3.

(b) Rules for determining manner and
extent of allowance of carry-overs to
successor corporation. (1) The net oper-
ating losses and unused excess profits
credits of a predecessor corporation shall
be carry-overs to its successor corporation
in the manner and to the extent provided
in the act and in the regulations in this
part so far as possible as if the prede-

cessor corporation had been made use
of in the receivership or bankruptcy pro-
ceeding instead of the successor corpora-
tion.

(2) In determining the taxable years
for which there are such carry-overs, the
taxable year of the successor in which the
acquisition occurred is the first taxable
year succeeding the taxable year of the
predecessor in which the acquisition oc-
curred and subsequent taxable years of
the successor follow in order. Any such
succeeding taxable year may also be an
"intervening" taxable year for the pur-
poses of the application of sections 122
and 710 (c) of the Code. As a general
rule, therefore, a net operating loss or
unused excess profits credit of the prede-
cessor corporation:

(I) For the taxable year of the prede-
cessor immediately preceding its tax-
able year in which the acquisition oc-
curred, will be a carry-over for the tax-
able year of the predecessor in which the
acquisition occurred and for the taxable
year of the successor in which the ac-
quisition occurred;

(ii) For the taxable year of the pred-
ecessor in which the acquisition oc-
curred, will be a carry-over for the tax-
able year of the successor in which the
acquisition occurred and for the next
immediately succeeding taxable year of
the successor following such taxable year
of the successor in which the acquisition
occurred.

(3) A variation from such general rule
stated in the immediately preceding
sentence may arise under the special rule
of subsection (c) of section 1 of the act,
under which there may be a carry-over
for three taxable years. For application
of this special rule, see paragraph (c) of
this section.

(4) Another variation to the above
stated general rule may arise in cases In
which the predecessor has continued
after the acquisition with a taxable year
or taxable years subsequent to the taxable
year of the predecessor in which the ac-
quisition occurred. In such cases, the
carry-overs shall not be denied to the
predecessor for such subsequent year or
years if available to the predecessor un-
der the otherwise applicable law. How-
ever, the amount of any net operating
loss or unused excess profits credit of the
predecessor available as a carry-over to
the successor under section 1 of the act
shall be reduced in order to prevent du-
plication of the use of a carry-over.
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Such reduction shall be the amount by
which such carry-over would be reduced
if such subsequent year or years of
the predecessor were an intervening
taxable year or intervening taxable years
of the successor, succeeding the tax-
able year of the predecessor In which
the acquisition occurred and preced-
ing the taxable year of the successor
in which the acquisition occurred. Not-
withstanding this treatment, however,
such subsequent year or years of the
predecessor shall not be counted for the
purpose of determining the number of
years for which there may be such a
carry-over to the successor. The method
of computing a carry-over where there is
more than one intervening taxable year
is set forth in paragraph (c) of this sec-
tion and this method shall be applicable
for the purposes of this paragraph. The
pro rata reduction of the adjusted excess
profits net income for an intervening
taxable year provided for in certain cases
under paragraph (c) of this section
where the intervening taxable year is a
period of less than 12 months is ap-
plicable, however, only where such an
intervening taxable year is a taxable year
in which the acquisition occurred and is
not applicable to subsequent taxable
years of the precedessor which are con-
sidered intervening taxable years for the
purposes of this paragraph.

(5) There are no carry-overs to a suc-
cessor corporation under this section from
a predecessor corporation's taxable year
beginning after the taxable year of the
predecessor in which the acquisition oc-
curred. Moreover, the net operating
losses and unused excess profits credits of
the predecessor shall not be carry-overs
for any taxable year of the successor
prior to the taxable year of the successor
in which the acquisition occurred.

(6) In applying section 1 of the act, the
computation of the taxes of the successor
corporation shall be made under the facts
as they actually exist in the case of the
successor corporation, except for the al-
lowance of the carry-overs provided for
by the act. The amounts to be included
on account of such carry-overs in the net
operating loss deduction and unused ex-
cess profits credit adjustment (called the
"excess profits credit carry-over" for tax-
able years beginning in 1940) of the suc-
cessor for its taxable year in which the
acquisition occurred (except as provided
in subparagraph (4) of this paragraph
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to prevent duplication and except as
provided in paragraph (c) of this sec-
tion) shall be the same amounts as would
be included if such taxable year were
the taxable year of the predecessor im-
mediately succeeding the taxable year
of the predecessor in which the acquisi-
tion occurred, except that the reduction
of such carry-overs required under sec-
tion 122 (c) in determining the net op-
erating loss deduction shall be made upon
the basis of the net income and normal
tax net income (both computed as pro-
vided in section 122 (c)) of the successor
corporation. If the taxable year of the
successor immediately following its tax-
able year in which the acquisition oc-
curred is the second succeeding taxable
year for which there is a carry-over, the
amounts to be included for such taxable
year (except as provided in subpara-
graph (4) of this paragraph to prevent
duplication and except as provided in
paragraph (c) of this section) shall be
the same amounts as if such year were
the second succeeding taxable year of the
predecessor to which there was such
carry-over, except that the reduction
under section 122 (c) and the reduction
relating to intervening years provided
for under sections 122 (b) (2) and 710
(c) (3) (B) (or section 710 (c) (2) for
taxable years beginning in 1940) shall
be made upon the basis of the Items of
the successor.

The operation of the above provisions
of the regulations in this part may be
illustrated by the following example:

Example. The A Railroad Corporation,
which made its returns on the calendar year
basis, for 1941 sustained a net operating loss
of $100,000 and had an unused excess profits
credit of $1,000,000. A did not have any
carry-overs from any prior years. The B
Railway Corporation was organized on July
1, 1941, and made its first return on the
basis of the fiscal year ended June 30, 1942.
It received permission to change its account-
ing period to a calendar year basis and made
returns for the short taxable year, July 1,
1942-December 31, 1942, and for the calendar
year 1943. On August 31, 1941, B acquired
all the assets of A, the basis of which is de-
termined under section 113 (a) (20) of the
Code. A terminated its existence as of De-
cember 31, 1941. B did not have any net
operating loss or any unused excess profits
credit from its operations.

The net operating loss of A for 1941 is a
net operating loss carry-over of B for its
fiscal year ended June 30. 1942, and for its
short taxable year ended December 31, 1942,
but not thereafter. The net operating loss
carry-over for B's fiscal year ended June 30,
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1942, is $100,000; and the net operating loss
deduction of B for such fiscal year is such
carry-over reduced, however, by the amount,
if any, by which B's net income for such
fiscal year exceeds B's normal tax net income
for such fiscal year, both being computed as
provided under the applicable provisions of
section 122 (c) of the Code. The net oper-
ating loss carry-over for the short taxable
year ended December 31, 1942, is the excess
of $100,000, if any, over the net income of
B for its fiscal year ended June 30, 1942, com-
puted as provided in section 122 (b) (2) )f
the Code under the applicable law; and the
net operating loss deduction of B for such
short taxable year is such excess, reduced,
however, by the amount, if any, by which
B's net income for such short year exceeds
B's normal tax net income for such short
year, both being computed as provided under
the applicable provisions of section 122 (c)
(and section 47 (c), relating to income placed
on an annual basis).

The unused excess profits credit of A for
1941 is an unused excess profits credit carry-
over of B for its fiscal year ended June 30,
1942, and for its short taxable year ended
December 31, 1942, but not thereafter. The
unused excess profits credit carry-over for B's
fiscal year ended June 30, 1942, is $1,000,000
and the unused excess profits credit adjust-
ment for such fiscal year is such carry-over.
The unused excess profits credit carry-over
for the short taxable year ended December
31, 1942, is the excess, if any, of $1,000,000
over the adjusted excess profits net income of
B for its fiscal year ended June 30, 1942 (com-
puted as provided in section 710 (c) (3) (B)
of the Code under the applicable law), and
the unused excess profits credit adjustment
of B for such short taxable year is such
excess.

(c) Special rule where taxable years of
predecessor and successor in which ac-
quisition occurred begin and end in same
period of not more than 12 months.
(1) Under subsection (c) of section 1 of
the act it is possible to have a carry-over
for three taxable years. The provisions
of subsection (c) of section 1 apply only
where the period beginning on the first
day of the taxable year of the predecessor
corporation in which the acquisition oc-
curred and ending on the last day of the
taxable year of the successor corporation
in which the acquisition occurred is not
more than 12 months. In such a case,
where a net operating loss or an unused
excess profits credit of the predecessor
arose in:

(i) The predecessor's taxable year in
which the acquisition occurred, there
may be a carry-over for the successor's
taxable year in which the acquisition oc-
curred and for its next two taxable
years;

(ii) The predecessor's first taxable
year preceding its taxable year in which
the acquisition occurred, there may be a
carry-over for the successor's taxable
year in which the acquisition occurred
and for its next taxable year;

(iii) The predecessor's second taxable
year preceding its taxable year in which
the acquisition occurred, there may be a
carry-over for the successor's taxable
year in which the acquisition occurred.

(2) The rule of subsection (c) of sec-
tion 1 is directed to situations in which,
in effect, the period in which fall the tax-
able years (of predecessor and of suc-
cessor) in which the acquisition occurred
would have been but one taxable year of
the predecessor if the railroad had been
reorganized under the old charter. Fre-
quently one or both of such taxable years
in which the acquisition occurred are
periods of less than twelve months, but
such periods nevertheless are counted as
taxable years for the purpose of deter-
mining the number of years for which
carry-overs are permitted.

(3) In any case in which there is a car-
ry-over to a third succeeding taxable year
under subsection (c) of section 1 of the
act, it is necessary to treat each of the
first and second taxable years succeeding
the taxable year in which the net operat-
ing loss or unused excess profits credit
arose as intervening taxable years for
purposes of section 122 (b) (2) and sec-
tion 710 (c) (3) (B). In applying these
sections of the Code, the carry-over for
the third succeeding taxable year shall be
the excess, if any, of the carry-over for
the second succeeding taxable year over,
in the case of a net operating loss carry-
over, the net income for the second suc-
ceeding taxable year (computed as pro-
vided in section 122 (b) (2) ), or, in the
case of an unused excess profits credit
carry-over, the adjusted excess profits
net income for the second succeeding
taxable year (computed as provided in
section 710 (c) (3) (B)).

(4) The application of subsection (c)
of section 1 may be illustrated by the fol-
lowing example:

Example: The M Railroad Corporation Is
the predecessor corporation and the N Rail-
way Corporation is the successor corporation,
both within the meaning of the act, with N
having acquired the property of M on May
31, 1941. Both M and N make their returns
on the calendar year basis. N was organized
on April 1, 1941, and made its first return for
the short taxable year, April 1, 1941-Decem-
ber 31, 1941. M was dissolved on August 31,

Page 727

§ 37.1

HeinOnline --  CFR, 1949 727 1949



Title 26-Internal Revenue

1941, and made its last return for the short
taxable year ending on that date.

For 1940 M sustained a net operating loss
in the amount of $150,000, and for its short
taxable year ended August 31, 1941, it had
net income, computed as provided in section
122 (b) (2), of $50,000. For N's short taxable
year ended December 31, 1941, It had $70,000
of net income (and no adjustments under
section 122 (d) (1), (2), (4) and (6) are
applicable. There are no carry-backs.

Under the above facts, there is a carry-
over of $150,000 for the taxable year of M
ended August 31, 1941. There is a carry-over
to N for its first taxable year (ended Decem-
ber 31, 1941) of $100,000 (that is, the excess
of $150,000 over $50,000). There is a carry-
over to N for its taxable year ended December
31, 1942, of $30,000 (that is, the excess of
$100,000 over $70,000).

(5) In the application of subsection (c)
of section 1, additional steps are neces-
sary in some cases in computing the un-
used excess profits credit carry-over for
the taxable year of the successor in which
the acquisition occurred and for succeed-
ing taxable years of the successor. In a
case where the taxable year in which the
acquisition occurred (of the predecessor
or successor) is a period of less than
twelve months, then under section 711 (a)
(3) of the Code the excess profits net in-
come for such short taxable year is re-
quired to be computed upon the basis of a
period of 12 months, and accordingly
the adjusted excess profits net income is
on an annual basis. In such a case under
subsection (c) of section 1 of the act, the
adjusted excess profits net income for
such a short taxable year (of the pred-
ecessor or successor, or such short tax-
able years of both, as the case may be,
taken separately), when computed for
the purposes of section 710 (c) (3) (B)
(for an intervening taxable year) shall
be reduced to an amount which is the
same proportion thereof as the excess
profits net income for the short taxable
year is of the excess profits net income
for such short taxable year computed on
an annual basis.

(7) The application of the above rule in
cases under subsection (c) of section 1
involving unused excess profits credit
carry-overs is illustrated by the following
example:

Example: The X Railroad Corporation and
Y Railroad Corporation make their returns
on the calendar year basis. For 1943, X
had an unused excess profits credit (after
being reduced by reason of its use as a
carry-back as provided in section 710 (c)
(3) (B) of the Code) of $60,000 available as
a carry-over. Y was organized and corn-
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menced business on July 2, 1944. The prop-
erty of X (the predecessor) was acquired by
Y (the successor) on August 31, 1944. X was
dissolved on August 31, 1944.

For its taxable year ending August 31,
1944, X had an excess profits credit of $336,000
and an excess profits net Income of $244,000
before being placed on an annual basis. For
its short taxable year ending December 31,
1944, Y had an excess profits credit of $224,000
and an excess profits net income of $122,000
before being placed on an annual basis. Y
had no carry-backs for any year.

X will pay no excess profits tax for its
taxable year ending August 31, 1944, as
shown by the following computation:

Excess profits net income placed on
an annual basis under section 711
(a) (3) (A) ------------------ $366,000

Specific exemption ----- $10,000
Excess profits credit ----- 336,000
Unused excess profits credit

adjustment ------------ 60,000 406,000

Adjusted excess profits net income- 0

The unused excess profits credit adjustment
of Y will be the amounts of the carry-overs
computed below:

For the Short Taxable Year Ending December
31, 1944

(1) Unused excess profits credit of X_ $60, 000
(2) Adjusted excess profits net in-

come of X for its taxable year end-
ing August 31, 1944, computed for
the purposes of section 710 (c) (3)
(B) ($366,000 less $336,000) ------- 30,000

(3) Amount in (2) placed on basis
of X's short taxable year ended
August 31. 1944 (244/366ths of
$30,000) ----------------------- 20,000

(4) Unused excess profits credit
carry-over for short taxable year
of Y ending December 31, 1944
(excess of amount in (1) over
amount in (3)) ---------------- 40,000

For the Taxable Year Ending December
31, 1945

(I) Unused excess profits carry-over
for second intervening year (item
(4) in computation for year ended
December 31, 1944) ------------- $40,000

(i) Excess profits net income of Y
for its taxable year ended Decem-
ber 31, 1944, placed on an annual
basis as provided in section 711
(a) (3) (A) of the Code --------- 244,000

(iII) Adjusted excess profits net in-
come of Y for its taxable year
ended December 31, 1944, com-
puted for the purposes of section
710 (a) (3) (B) ($244,000 less
$224,000) ---------------------- 20,000

(iv) Amount in (iII) placed on basis
of Y's short taxable year ended
December 31, 1944 (183/366ths of
$20,000) ------------------------ 10, 000
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(v) Unused excess profits
credit carry-over for the
taxable year of Y ended
December 31, 1945:

Unused excess profits
credit carry-over for
second intervening tax-
able year (item (1) $40, 000

Less:
Adjusted excess profits

net income for second
intervening taxable
year (item (iv)) ------ 0,000

-$30.000

§ 37.2 Limitation on effect o carry-
overs. (a) Section 2 of the act limits the
effect of the carry-overs otherwise per-
mitted under section 1 of the act, both
for any taxable year of the successor cor-
poration for which there is a carry-over
permitted by section 1 of the act and for
certain later taxable years described
below.

(b) Subsection (a) of section 2 provides
for a comparison of the aggregate of the
income and excess profits taxes of the suc-
cessor corporation for any taxable year,
determined without regard to any carry-
overs permitted by this act, with the
aggregate of the Income and excess
profits taxes that wonld have been im-
posed on the predecessor corporation for
such taxable year if the predecessor cor-
poration had been made use of in the
proceeding instead of the successor cor-
poration. If for any taxable year the
successor's aggregate so determined
without regard to the carry-overs per-
mitted by the act is less than the aggre-
gate of the predecessor for such year,
then any carry-over permitted by the act
shall be disregarded in computing the
successor's taxes for such taxable year.

Subsection (b) of section 2 provides
that If the successor's aggregate as de-
termined in the preceding paragraph,
though not less than the aggregate of
the predecessor, would be reduced to a
lesser amount than the predecessor's ag-
gregate by an application of section 1 of
the act (which permits a carry-over),
then the successor's taxes for that year
shall be the taxes that would have been
imposed on the predecessor corporation,
that is, the same amounts as the taxes
that make up the predecessor's aggre-
gate.

(c) Subsection (c) of section 2 provides
that subsections (a) and (b), described
above, shall apply to those taxable years
of the successor corporation for which
there is a carry-over under section 1, and

to any later taxable year for which a net
operating loss deduction or unused excess
profits credit adjustment results or is
increased by reason of the use in another
year of such a carry-over. Thus, for ex-
ample, if a net operating loss carry-over
from the predecessor corporation to the
successor corporation, which is on the
calendar year basis is permitted under
section 1 for 1941, section 2 of the act
applies to 1941. If there is an unused
excess profits credit carry-over for 1942
from 1941, which is Increased by the net
operating loss carry-over from the pred-
ecessor for 1941, then section 2 applies
to 1942. If there is an unused excess
profits credit for 1944 which is a carry-
back for 1942 and 1943, and if the amount
of the carry-back for 1943 (the portion
of the carry-back which is not applied
against adjusted excess profits net in-
come for 1942) is increased by reason of
the unused excess profits credit carry-
over for 1942 which in turn was increased
by the net operating loss carry-over from
the predecessor corporation to the suc-
cessor corporation for 1941, then section
2 also applies to 1943.

(d) Section 2 of the act is operative only
to limit the net tax reduction that would
otherwise result from an application of
the provisions of section 1 of the act.
Any carry-overs permitted by section 1
are considered as having been used for
the year to which section 2 applies to the
extent that they would have been used
had section 2 not been applicable.

(e) The comparisons required to be
made under this section shall first be
made for the taxable year of the succes-
sor in which the acquisition occurred.
The taxes that would have been imposed
on the predecessor corporation had it
been made use of in the proceeding in-
stead of the successor corporation shall
be determined by adjusting the items
which enter into the computation of the
successor corporation's taxes to accord
with the amounts such items would have
been for such taxable year if the charter
of the predecessor corporation had been
used. The comparisons shall be made on
the basis of the taxable year of the suc-
cessor in which the acquisition occurred.
Such adjustment shall be made in the
items which enter into the computation
of the successor's taxes as are necessary to
give effect for the period of Its taxable
year on and after the date of the acquisi-
tion to such computations as would be
proper for the predecessor for such period
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if the predecessor had not transferred the
property and had continued under its old
charter for such period. Similar adjust-
ments shall be made for all taxable years
of the successor subsequent to the acqui-
sition, following in order, for which com-
parisons are required to be made under
this section, regardless of the accounting
periods of the predecessor or whether
the predecessor continues in existence.

(f) The adjustments in the items of the
successor referred to immediately above
and in this paragraph are to be made for
the purposes of determining the taxes
that would have been imposed on the
predecessor corporation and are not ac-
tual adjustments to be made for all pur-
poses in determining the taxes of the
successor. If the successor corporation
uses a different method of computing de-
preciation from the predecessor corpo-
ration or if the successor corporation
uses a depreciation method of account-
ing and the predecessor used the retire-
ment method, adjustments shall be made
to the extent which would be required if
the successor corporation had first been
bound by the predecessor corporation's
method and had then changed its method
to that of the successor, with the adjust-
ments required for such change, after ob-
taining the permission of the Commis-
sioner. If the same depreciation method
is used by the predecessor and the suc-
cessor, then the depreciation shall be
computed in the same manner as the
successor would have been required to
compute it if it were the predecessor op-
erating under the predecessor's charter,
that is, by using the same reserves and
the same percentages as would have been
proper in such case. Similarly, the ex-
cess profits credit of the successor shall
be adjusted to reflect the excess profits
credit which it would have if its capital
structure were obtained by using the
predecessor's charter and making the
necessary changes in the capital struc-
ture of the predecessor. Furthermore,
adjustments shall also be made by in-
cluding or excluding such additional
items as would be included or excluded if
the charter of the predecessor were used.
Thus, if the predecessor were incorpo-
rated in State A, and the successor in
State B, and If the State taxes imposed
on the successor are greater than the
taxes which would be imposed if it were
incorporated in State A, then the de-
duction for State taxes shall be the
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amount which would be imposed if the
corporation were incorporated in State A.

(g) Section 2 may be illustrated by the
following examples in which it is as-
sumed that the corporations made their
returns on the calendar year basis:

Example (1). As of the beginning of Janu-
ary 1. 1942, the successor corporation ac-
quired all the properties of the predecessor
corporation, the predecessor corporation be-
ing dissolved immediately thereafter. The
successor corporation was a new corporation
having no capital, no Income, and no deduc-
tions prior to this acquisition. For 1942,
under section 1 of the act the successor is
allowed a net operating loss carry-over and
an unused excess profits credit carry-over
from Its predecessor. There are no other
carry-overs or carry-backs. The taxes of the
successor for 1942 computed without regard
to the carry-overs provided by the act are
as follows:

Excess profits tax -------------- $1,800,000
Normal tax -------------------- 1,920,000
Surtax ----------------------- 1,280,000

Aggregate of taxes -------- 5,000,000

Assume for the purpose of this example
that, if the predecessor corporation had been
used in place of the successor in the proceed-
ing, its deductions and its excess profits
credit would be less than that of the suc-
cessor. The taxes that would have been im-
posed upon the predecessor for 1942. com-
puted with its carry-overs, had it been used
in place of the successor are as follows:

Excess profits tax -------------- $2,250,000
Normal tax -------------------- 1.920,000
Surtax --------------------- 1,280,000

Aggregate of taxes ------- 5,450,000

Since the aggregate of the taxes imposed
on the successor without regard to the act
($5,000,000) Is less than the aggregate that
would have been imposed on the predecessor
if it had been used in place of the successor
($5,450,000), the successor is not entitled to
any carry-over under the act in computing its
taxes for the taxable year 1942.

Example (2). In this example, involving
the same corporations for the same taxable
year, as in example (1), there is no net
operating loss carry-over from the predeces-
sor corporation but there is an unused excess
profits credit carry-over, and the excess
profits credit of the predecessor if It had
been used in place of the successor is more
than such credit in example (1). The taxes
that would have been imposed on the pred-
ecessor for 1942 are as follows:

Excess profits tax --------------- $900,000
Normal tax --------------------- 2,160,000
Surtax ------------------------ 1,440,000

Aggregate of taxes -------- 4,500,000
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Section 2 (a) of the act, illustrated in ex-
ample (1), does not apply since the aggregate
of the taxes imposed on the successor with-
out regard to the act ($5,000,000) is not less
than the aggregate that would have been
imposed on the predecessor had it been used
in place of the successor in the proceeding
($4,500,000). However, the taxes of the suc-
cessor computed with the carry-overs for
1942 provided by section 1 of the act are as
follows:

Excess profits tax ...............
Normal tax ------------------- $2,400, 000
Surtax ----------------------- 1,600, 000

Aggregate of taxes -------- 4. 000,000

The aggregate of the taxes of the successor
computed with the carry-overs provided by
section 1 of the act ($4,000,000) is less than
the aggregate of the taxes that would have
been imposed on the predecessor if it had
been used in the proceeding in place of the
successor ($4,500,000). Subsection (b) of
section 2 provides that in such a case, where
subsection (a) of section 2 does not apply,
the taxes of the successor corporation shall
be the taxes that would have been imposed
on the predecessor corporation if it had been
so used in place of the successor. Accord-
ingly, the taxes of the successor corporation
for the taxable year 1942 are as follows:

Excess profits tax --------------- $900,000
Normal tax -------------------- 2,160,000
Surtax ------------------------ 1,440,000

If in this example the aggregate of the taxes
of the successor computed with the carry-
overs provided by section 1 of the act had
not been less than the aggregate of the taxes
that would have been imposed on the prede-
cessor if it had been used in the proceeding
in place of the successor, the taxes of the
successor would be its taxes computed with
the carry-overs provided by section 1.

Example (3). In this example the taxes
are computed for 1943, and the facts as to
1942 are the same as in example (2). There
Is no unused excess profits credit carry-bver
for 1943 as computed under section 710 (c)
(3). Although section 2 (b) operated to
limit the tax reduction for 1942 which would
have resulted from the full use of the carry-
over for 1942, the extent to which the carry-
over Is considered used is computed under
section 710 (c) (3) without regard to that
limitation. The successor corporation had
an unused excess profits credit for 1944 which
is a carry-back for 1942 and 1943. Since the
amount of the carry-back for 1943 depends
on the extent to which the carry-back was
used for 1942, and since such use depends
on the effect of the carry-over for 1942 per-
mItted under section 1 of the act, subsection
(c) of section 2 requires that section 2 be
applied as a limitation on the tax for 1943.
Accordingly, the tax of the successor cor-
poration for 1943 must be computed first
without regard to the carry-over under sec-
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tion 1 for 1942. The taxes of the successor
so computed for 1943 are as follows:

Excess profits tax -------------- $450,000
Normal tax -------------------- 2,280,000
Surtax ----------------------- 1,520.000

Aggregate of taxes -------- 4, 250,000

The taxes of the predecessor corporation
for 1943 must be computed also with the
carry-back which would be applicable in the
case of the predecessor corporation (if it had
been used in the proceeding in place of the
successor corporation) taking into account
the use of the carry-back for 1942 as affected
by the carry-over for 1942. The taxes of the
predecessor corporation for 1943 as so com-
puted are:
Excess profits tax -------------- $1,350, 000
Normal tax ------------------- 2,040,000
Surtax ----------------------- 1,360,000

Aggregate of taxes -------- 4, 750,000

Since the aggregate of the taxes of the suc-
cessor for 1943 computed without regard to
the carry-overs provided by the act ($4,250,-
000) is less than the aggregate of the taxes
which would be imposed on the predecessor
if it had been used in place of the successor
($4,750,000) section 2 (a) provides that the
taxes of the successor are to be computed
without regard to the carry-over permitted
under the act. Accordingly, such taxes will
be the amounts shown above as the taxes of
the successor computed without regard to the
carry-overs permitted by the act.

§ 37.3 Rule where two or more prede-
cessors or two or more successors-(a)
Allowance of carry-overs-(1) Two or
more predecessor corporations. If the
successor corporation has acquired the
properties of two or more other railroad
corporations so that each of the latter are
predecessor corporations within the
meaning of the act, then section 1 of the
act and § 37.1 shall be applied to the
carry-over from any such predecessor
corporation. If there are carry-overs
from more than one predecessor corpora-
tion, then the following rules shall apply:

(i) There shall be determined under
§ 37.1 for each predecessor corporation
both (a) those taxable years of the suc-
cessor to which such carry-over or carry-
overs are permitted, and (b) the amount
of the carry-over or carry-overs from
such predecessor for the taxable year of
the successor in which the acquisition
occurred.

(ii) If for any taxable year in which an
acquisition occurred amounts are allowed
as net operating loss carry-overs or
unused excess profits credit carry-overs
from two or more predecessor corpora-
tions, such amounts in each case shall
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be aggregated and treated as one net
operating loss carry-over or unused ex-
cess profits credit carry-over, as the case
may be, for such taxable year and for
each succeeding taxable year for which
the carry-overs making up the aggregate
are permitted, reduction being made for
such succeeding year for the use of the
carry-over In the intervening year or
years. If for any succeeding taxable
year one or more but not all of such
carry-overs are permitted, then the
amount of the carry-over permitted (or
aggregate of the carry-overs, if more
than one) shall be computed by taking
into account in determining the net in-
come, or adjusted excess profits net in-
come, as the case may be, for any inter-
vening taxable year the carry-overs per-
mitted for such intervening taxable year
which are not permitted for the succeed-
ing taxable year.

An example of the operation of the
above rules is given in the following case:

Example: The X Corporation which makes
its returns cn the calendar year basis, was
organized on January 1, 1944. X acquired
on April 1, 1944. the properties of the A Cor-
poration and of the B Corporation, and on
June 30, 1945, the properties of the C Cor-
poration so as to be the successor of A, B,
and C within the meaning of the act.

The A Corporation, which made its returns
on the calendar year basis, had a net oper-
ating loss for 1942, which, after reduction by
its use as a carry-back (section 122 (b) (2)),
was $100.000. A had net income for 1943 of
$30,000 and for 1944 of $0,000, both com-
puted without regard to such net operating
loss. A was dissolved as of December 31,
1944.

The B Corporation, which mace its returns
on the calendar year basis, had a net oper-
ating loss for 1944 which, after reduction by
its use as a carry-back (section 122 (b) (2)),
was $30,000. B was dissolved as of December
31, 1944.

The C Corporation, which made its returns
on the basis of a fiscal year ending June 30,
had a net operating loss for its fiscal year
ending June 30, 1945, which, after reduction
by its use as a carry-back (section 122 (b)
(2)), was $90,000. C was dissolved as of
June 30, 1945.

The net income of X without regard to
any net operating loss deduction is $25.000
for 1944 and $80,000 for 1945. X has no
carry-backs.

The adjustments provided for under sec-
tion 122 (d) (1), (2), (4), and (6) are not
applicable in the case of the net income of
X, A. B, and C.

Under § 37.1, the net operating loss of A is
a carry-over to X for 1944, the year of acquisi-
tion.

The amount of such carry-over is $20,000
computed as follows:

Net operating loss for 1942 -------- $100, 000
Net income of A for 1943 (computed

as provided in section 122 (b) (2)
for an intervening year) -------- 30,000

Net operating loss carry-over for
1944 (second succeeding taxable
year)

Net income for 1944 (computed un-
der section 122 (b) (2); see
§ 37.1 (c) )

Net operating loss carry-over to X
for 1944 (see §37.1)

70,000

50,000

20,000

Under § 37.1 the net operating loss of B
is a carry-over to X for 1944, the year of
acquisition, and for 1945 and 1946. the next
two succeeding taxable years. The amount
of such carry-over to X for 1944 is $30,000, the
net operating loss of B for 1944. Under § 37.1,
the net operating loss of C for 1945 is a carry-
over to X for 1945, the year of acquisition,
and for 1946, the next succeeding taxable
year. The net operating loss carry-over "om
C to X for 1945 is $90,000.

The net operating loss carry-over (from
A and B) for X's taxable year 1944 is $50,000,
computed as follows:

(a) Net operating loss carry-over
from A's taxable year 1942 -------- $20,000

(b) Net operating loss carry-over
from B's taxable year 1944 ------- 30,000

(c) Aggregate of carry-overs for tax-

able year (items (a) and (b) .... 50.000

The net operating loss carry-over (from B
and C) for X's taxable year 1945 is $115,000.
computed as follows:

(1) Net operating loss carry-over from B
for 1945:

Net operating loss carry-over from
B for 1944, year of acquisition
(item (b) above) --------------- $30,000

Net-income of X for intervening year
1944, computed without net oper-
ating loss deduction ------------- 25. 000

Net operating loss deduction for in-
tervening year 1944. taking into
account carry-over from A permit-
ted for 1944 but not for 1945 --- 20,000

Net income for intervening year
1944 under section 122 (b) (2) -- 5,000

Carry-over from B for 1945 .... 25,000
(2) Net operating loss carry-over

from C ------------------------ 90,000

(3) Aggregate of carry-overs for the
taxable year (items (1) and (2f)_ 115,000

The net operating loss carry-over (from B
and C) for X's taxable year 1946 is $35,000.
computed as follows:
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Aggregate of net operating loss
carry-overs from B and C for
1945 ------------------------ $115,000

Net income for 1945, computed as
an intervening year ------------ 80, 000

Net operating loss carry-over for
1946 -------------------------- 35, 000

(2) Two or more successor corpora-
tions. If property of a railroad corpora-
tion has been acquired by two or more
other railroad corporations so that each
of the latter are successor corporations
within the meaning of the act, then sec-
tion 1 of the act and § 37.1 shall be ap-
plied to the carry-overs from the prede-
cessor corporation. The net operating
losses and unused excess profits credits
of such predecessor shall be allowed as
carry-overs to each of the successor cor-
porations as provided in § 37.1, but only
to the extent that such net operating
losses and unused excess profits credits
are attributable to the property of the
predecessor so acquired by such succes-
sor. As a general rule, the net operating
losses and unused excess profits credits
of the predecessor shall be attributed to
the property of the predecessor acquired
by a successor in the ratio which the
adjusted basis for determining loss of
such property bears to the adjusted basis
for determining loss of all the property
of the predecessor, each determined as
of the close of the taxable year for which
there was such net operating loss or
unused excess profits credit, or as of the
date of acquisition if the loss or the
unused credit arose in the year of acqui-
sition. If, however, the successor estab-
lishes to the satisfaction of the Commis-
sioner (and submits, unless waived by
the Commissioner, appropriate consents
by the other successors) an amount
which, in the opinion of the Commis-
sioner, both more clearly reflects the por-
tion of the net operating loss or unused
excess profits credit of the predecessor
attributable to the property so acquired
and does not duplicate the use of such
loss or credit by another successor or
the predecessor, such an amount may be
used by the successor in the computation
of the carry-over.

(b) Limitations on effect of carry-
overs. (1) The limitations under section
2 of the act on the tax effect of carry-
overs are applicable to the extent pro-
vided in this paragraph in cases where
there are two or more predecessors or two
or more successors. For this purpose,
the rules of § 37.2 shall be applicable, ex-
pect as provided in this section.

(2) If a comparison in taxes for a tax-
able year prescribed under § 37.2 is to be
made for a corporation which is the suc-
cessor of two or more predecessors (see
paragraph (a) (1) of this section), for
the purposes of section 2 "the taxes that
would have been Imposed on the pred-
ecessor corporation for such taxable
year if the predecessor corporation had
been made use of in such proceeding in-
stead of the successor corporation" shall
be the aggregate of the totals of each tax
of the predecessors for the taxable year
for which the comparison is to be made,
determined as to each such predecessor
as provided in § 37.2. The successor must
accordingly establish with respect to each
such predecessor the taxes that would
have been imposed on such predecessor
for such taxable year as if the predecessor
corporation had emerged from the bank-
ruptcy or receivership proceeding with
its old charter and continued its separate
existence.

The following specific rules are also
applicable:

(I) The elections, methods of account-
ing, etc., of the successor shall be con-
sidered as if made or used by each prede-
cessor, subject to such conditions as
would be imposed in the case of the pred-
ecessor;

(ii) In the case of any acquisition of
additional property and other transac-
tions by the successor (after the acquisi-
tion of the predecessors' property), all
such acquisitions and transactions shall
be considered to have been made by the
predecessors, with particular acquisitions
and other transactions to be attributed to
each predecessor on the basis of busi-
ness reasons which might have motivated
such predecessor so to act;

(iii) The aggregate of the separate
totals may be adjusted to reflect the ef-
fect of additional factors established by
the taxpayer, such as decreased over-
head, if any, resulting from the opera-
tion of the properties of the separate
predecessors by one corporation.

(3) If a comparison in aggregate taxes
for a taxable year prescribed under § 37.2
is to be made for a corporation which
is one of several successor corporations
with respect to a predecessor (see para-
graph (a) (2) of this section), then for
the purposes of section 2 "the taxes that
would have been imposed on the prede-
cessor corporation for such taxable year
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if the predecessor corporation had been
made use of in such proceeding instead
of the successor corporation" shall be de-
termined as provided In § 37.2 by adjust-
ing the items which enter into the com-
putation of the successor's taxes to ac-
cord with the amounts such items would
have been If the charter of the predeces-
sor had been used and such predecessor
had only the property of the successor.

§ 37.4 Extension of period o1 limita-
tion on refunds and deficiencies. Section
4 of the act extends, for not more than
one year after July 15, 1947, the period of
limitation as to all years affected by the
act if the refund or credit of any over-
payment to the extent resulting from the
application of the act is prevented on
July 15, 1947, or within one year from
such date, except where refund or credit
is prevented by section 3761 of the In-

ternal Revenue Code, relating to com-
promises. In such cases where section
4 extends the period of limitation, such
overpayment shall be refunded or cred-
ited if claim therefor is filed within one
year from July 15, 1947. Such over-
payment shall be credited or refunded in
the manner provided in the Internal
Revenue Code. However, no interest
shall be allowed or paid on any over-
payment or deficiency resulting from the
application of the act. If an overpay-
ment resulting from the application of
the act (for example, in an amount of
excess profits tax) gives rise to a defi-
ciency in a related tax (for example, in
an amount of income tax) which defi-
ciency, however, would be barred by the
statute of limitations, such deficiency
may be assessed and collected as pro-
vided in section 3807 of the Internal
Revenue Code.
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Exercise of privilege of making consolidated return, 26 § 23.10
Failure to comply with regulations, 26 § 23.18
Liability for tax, 26 § 23.15
Making consolidated return (forms designated), and filing other

forms, 26 § 23.12
Proceedings under Tax Adjustment Act of 1945, 26 § 23.19
Subsequent years, consolidated returns for; requirements, 26 § 23.11
Waivers; acceptance, effect, etc., 26 § 23.17

Computation of tax; recognition of gain or loss, and basis, 26 §§ 23.30-
23.44

Accounting, methods of, 26 § 23.44
Computation; bases, method, etc., 26 §§ 23.30-23.32
Foreign taxes; credit for, 26 § 23.43
Gain or loss, recognition of:

Bad debts, 26 § 23.40
Inventories, 26 § 23.39
Property; sale, depletion, etc., 26 § 23.38
Stocks, bonds, and other obligations:

Capital losses, 26 § 23,42
Corporation's bonds, sale and retirement of, 26 § 23.41
Liquidations, 26 § 23.27
Sales of, 26 §§ 23.33-23.36

Definitions and general provisions respecting affiliated corporations in-
cluded and excluded, for consolidated tax returns, 26 § 29.141-1

General provisions, 26 §§ 23.0-23.3
Applicability of other provisions of law, 26 § 23.3
Definitions, 26 § 23.2
Introductory statement, 26 § 23.0
Privilege of making consolidated returns, 26 § 23.1

Construction reserve funds for vessels, establishment of. See Vessels.
Conventions with various countries (Canada, France, Sweden, United King-

dom); income taxation pursuant to. See Treaties, taxation pursuant
to.
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Corporations:
Consolidated returns for affiliated corporations. See Consolidated

income tax returns.
General provisions, for computation of net income, etc. See under

Income tax.
Railroads. See Railroads.
Supplemental provisions, for application of income tax regulations to

special classes of taxpayers. See under Income tax.
Treaties with Canada, France, Sweden, United Kingdom; taxation

pursuant to. See Treaties.
Estates and trusts; income tax regulations. See Income tax: supplemental

provisions.
Excess profits:

Army and Navy contracts, for aircraft or vessels; excess profit liability
respecting:

Army contracts for aircraft, regulations under section 14 of act
of April 3, 1939, and other provisions; computation of excess
profit liability, cost of performing contract, credits, etc., 26
§§ 16.1-16.18

Navy contracts for naval vessels or aircraft, regulations for income-
taxable years ending after April 3, 1939; determination of ex-
cess profits liability, cost of performing contract, credits, etc.,
26 §§ 17.1-17.19

Railroads; carry-overs of excess profits credits of predecessor corpora-
tions. See Railroads.

Foreign corporations or foreign personal holding companies; income tax
regulations. See Income tax: supplemental provisions.

France; income taxation pursuant to convention with. See Treaties, taxa-
tion pursuant to.

Great Britain; income taxation pursuant to convention with. See Treaties,
taxation pursuant to.

Income tax; taxable years beginning after December 31, 1941, 26 Part 29
Affiliated corporations; consolidated income tax returns for. See Con-

solidated income tax returns, above, and Supplemental provisions,
below.

Applicability of regulations, scope, etc.; introductory provisions, 26
§§ 29.1-1, 29.3-1, 29.4-1

Special classes of taxpayers (estates and trusts, partnerships, Insur-
ance companies, foreign corporations, investment com-
panies, personal service companies, etc.); application of
regulations to, 26 § 29.4-1

See also Supplemental provisions.
Armed forces, members of; provisions respecting military and naval

forces of United States, and veterans. See Definitions; General
provisions; Mitigation of effect of limitation and other provisions;
and Supplemental provisions.

Definitions:
See also specific subjects under General provisions, and Supple-

mental provisions.
Associations, 26 §§ 29.3797-2, 29.3797-3
Classification of taxables, 26 § 29.3797-1
Domestic, foreign, resident, and nonresident person, 26 § 29.3797-8
Fiduciary, 26 §§ 29.3797-9, 29.3797-10
Insurance company, 26 § 29.3797-7
Military or naval forces of United States, 26 § 29.3797-11
Partnerships, 26 §§ 29.3797-4--29.3797-6

Elections; extensions of time for making, 26 § 29.6000
General provisions, 26 §§ 29.11-1-29.58-11

See also Supplemental provisions.
Accounting; methods and periods (fiscal year, calendar year, etc.),

26 §§ 29.41-1-29.47-2
Change of accounting period, 26 § 29.46-1
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Income tax-Continued
General provisions-Continued

Accounting-Continued
Computation of net income; bases and accounting methods

and periods in general, 26 §§ 29.41-1-29.41-4
Controlled taxpayer; determination of net income of, 26

§ 29.45-1
Deductions and credits, period for which taken, 26 § § 29.43-1,

29.43-2
Gross income, period for inclusion of items of, 26 §§ 29.42-1-

29.42-7
Long-term contracts, 26 § 29.42-4
Non-interest-bearing obligations issued at discount, 26

§ 29.42-6
Possession, income not reduced to, 26 § 29.42-2
Receipt, constructive, 26 § 29.42-3
Short-term obligations issued on discount basis, 26

§ 29.42-7
Trading stamps, redemption of; subtraction for, 26

§ 29.42-5
Returns for periods of less than twelve months, 26 §§ 29.47-1,

29.47-2
Sales of personal or real property; installment and deferred-

payment sales of property, obligations, etc., 26
§§ 29.44-1-29.44-5

Gain or loss upon disposition of installment obligations,
26 § 29.44-5

Computation of net income, 26 §§ 29.21-1-29.35-1
Adjusted gross income. See Gross income.
Alimony and separate maintenance payments:

Income to former wife, 26 § 29.22 (k)-
Periodic; deduction for, 26 § 29.23 (u)-1

Armed forces; exclusion of certain allowances and payments
from gross income. See Exclusions from gross income.

Blind individuals, special deduction for, 26 § 29.23 (y)-1
Child; income from services of, 26 § 29.22 (m)-1
Credits, 26 § 29.25-1-29.35-1

Corporations:
Consent dividends credits, 26 § 29.28 (a) (1)--

29.28 (i)-i
Dividends paid credit, 26 §§ 29.26-5, 29.27 (a)-1-

29.27 (M)-I
For tax-free interest, losses, etc., 26 § § 29.26-1-29.26-4

Individuals; personal exemption, credit for dependents,
etc., 26 §§ 29.25-1-29.25-7

Public utilities; credit for dividends paid on preferred
stock, 26 § 29.26-5

Withholding of tax on wages at source, credit for, 26
§ 29.35-1

Deductions, 26 §§ 29.23 (a)-1-29.24-9
Alimony; periodic payments, 26 § 29.23 (u)-1
Bad debts; securities, nonbusiness debts, uncollectible de-

ficiency upon sale of mortgaged property, etc., 26
§§ 29.23 (k)-1-29.23 (k)-6

Blind individuals; special deduction for, 26 § 29.23 (y)-I
Capital expenditures, etc., not deductible, 26 §§ 29.24-2,

29.24-5
Contributions, 26 §§ 29.23 (o)-1-29.23 (q)-I

By corporations, 26 § 29.23 (q)-
By employers, to employees' trusts, pension, and an-

nuity plans, etc., 26 §§ 29.23 (p)-1-29.23 (p)-12
By individuals, 26 § 29.23 (o)-1
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Income tax-Continued
General provisions-Continued

Computation of net income-Continued
Deductions, 26 §§ 29.23 (a)-l-29.24-9--Continued

Cooperative apartment corporation; amounts represent-
ing taxes and interest paid to, 26 § 29.23 (z)-1

Dental expenses, 26 § 29.23 (x)-i
Depletion, of mines, oil and gas wells, timber, etc. (in-

cluding improvements), 26 §9§29.23 (m)-1-29.23
(m)-28

Depreciation:
See also Depletion.
Allowances for exhaustion, wear and tear, and ob-

solescence of various types of property (trade or
business property, patents, copyrights, farm
property, livestock, Investment property, etc.),
26 §§ 29.23 (1)-1-29.23 (1)-10

Employees' pensions, annuities, etc.; employers' contribu-
tions to. See Contributions.

Expenses, 26 §§ 29.23 (a)-1-29.23 (a)-16
Business, trade, banking corporations', professional,

farmers', etc., 26 §§ 29.23 (a)-1-29.23 (a)-14
Corporate charitable contributions, 26 § 29.23

(a)-13
Wage and salary payments, bonuses, pensions, etc.,

26 § 29.23 (a)-6-29.23 (a)-9, 29.23 (a)-16
Nontrade or nonbusiness expenses, 26 § 29.23 (a)-15
Personal and family expenses not deductible, 26

§ 29.24-1
Unpaid expenses not deductible, 26 § 29.24-7

Insurance; certain items not deductible:
Business insurance premiums, 26 § 29.24-3
Single premium life or endowment, 26 § 29.24-9

Interest, 26 § 29.23 (b)-1
Unpaid interest not deductible, 26 § 29.24-7

Life or terminable interests not deductible, 26 § 29.24-8
Losses:

Bad debts. See Bad debts.
Nondeductible losses; sales or exchanges between cer-

tain classes of persons, 26 § 29.24-6
Uncompensated losses, 26 §§ 29.23 (e)-1-29.23 (l)-i

Of corporations, 26 §§ 29.23 (f)-1-29.23 (g)-2
Of farmers, 26 § 29.23 (e)-5
Of individuals, 26 §§ 29.23 (e)-i-29.23 (e)-5
Wagering losses, 26 § 29.23 (h)-i

Medical, dental, etc., expenses, 26 § 29.23 (x)-1
Nondeductible items, 26 §§ 29.24-1-29.24-9
Btandard deduction; election, etc., 26 § 29.23 (aa)-1
Taxes:

Capital Items not deductible, 26 § 29.24-5
Federal duties and excise taxes, tax on stock, tax for

local benefits, etc., 26 §§ 29.23 (c)-1-29.23 (d)-1
Dependents, credit for. See Credits.
Exclusions from gross income, 26 §§ 29.22 (b)-1-29.22 (b)

(14)-1
Alimony payments. See Alimony and separate mainte-

nance payments.
Annuities, 26 §§ 29.22 (b) (2)-2-29.22 (b) (2)-5
Child, income from services of, 26 § 29.22 (m)-1
Discharge of indebtedness, income from, 26 §§ 29.22 (b)

(9)-l-29.22 (b) (9)-2
Railroad corporation, 26 § 29.22 (b) (10)-1

Gifts, bequests, etc., 26 § 29.22 (b) (3)-1
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Income tax-Continued
General provisions-Continued

Computation of net income-Continued
Exclusions from gross income-Continued

Improvements by lessee on lessor's property, value of, 26
29.22 (b) (11)-1

Interest and dividends on bonds, stocks, etc., of United
States, States, or Federal agencies or instrumentali-
ties, 26 § 29.22 (b) (4)-1-29.22 (b) (4)-6

Inventories. See Inventories.
Life insurance, annuities, etc., 26 § 29.22 (b) (1)-i-

29.22 (b) (2)-5
Military and naval personnel:

Additional allowance for, 26 § 29.22 (b) (13)-i
Mustering-out payments of, 26 § 29.22 (b) (14)-1

Recovery of bad debts, prior taxes, etc., previously de-
ducted, 26 § 29.22 (b) (12)-1

Gross income:
Adjusted gross income, 26 § 29.22 (n)-i
Deductions from. See Deductions.
Exclusions from. See Exclusions.
General; various types of compensation or income in-

cluded in gross income, 26 §§ 29.22 (a)-1-29.22 (a)-22
Inventories, 26 §§ 29.22 (c)-1-29.22 (d)-7

Elective method, 26 §§ 29.22 (d)-1-29.22 (d)-7
Of certain groups:

Farmers, 26 § 29.22 (c-6
Livestock raisers, 26 § 29.22 (c)-6
Manufacturers, 26 § 29.22 (c)-7
Miners, 26 § 29.22 (c)-7
Retail merchants, 26 § 29.22 (c-8
Securities, dealers in, 26 § 29.22 (c)-5

Valuation of (at cost or market), etc., 26 §§ 29.22 (c)-1-
29.22 (c)-4

Military and naval personnel; certain exclusions from gross
income. See Exclusions.

Net income, meaning of, 26 § 29.21-1
Personal exemption for individuals. See Credits.

Corporations, provisions applicable to. See Accounting; Computa-
tion of net income; Rates of tax; and Returns and payment
of tax.

Deductions. See Computation of net income.
Dependents, credits for. See Computation of net income.
Estimated tax, 26 §§ 29.58-1-29.58-11

Declarations of estimated tax:
Filing of declaration; time and place:

Extension of time for filing, 26 § 29.58-8
Years beginning after December 31, 1943, 26 § 29.58-7
Years beginning prior to January 1, 1944, 26 § 29.58-6

Form and contents of declaration, 26 § 29.58-3
Use of prescribed form, 26 § 29.58-5

Joint declarations by husband and wife, 26 § 29.58-4
Taxable year beginning after December 31, 1944, 26

§ 29.58-2
Taxable year beginning prior to January 1, 1945, 26

§ 29.58-1
Payment of estimated tax:

Years beginning after December 31, 1943, 26 § 29.58-11
Years beginning prior to January 1, 1944, 26 § 29.58-10

Returns, publicity of, 26 § 29.58-9
Inventories, valuation of, in computation of net income. See Com-

putation of net income.
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Income tax-Continued
General provisions-Continued

Military and naval personnel; exclusion of certain allowances and
payments in computation of net income. See Computation of
net income.

Mitigation of effect of limitation and other provisions in income
tax cases. See Mitigation of effect of limitation and other
provisions, below.

Net income. See Computation of net income.
Payments of tax. See Returns and payment of tax.
Personal exemption for individuals. See Computation of net

income: credits.
Rates of tax, 26 §§ 29.11-1-29.15-1

Citizens or residents of United States liable to tax, 26 §§ 29.11-
1-29.11-3

Corporations:
Special corporations, tax on, 26 § 29.14-1
Surtax, 26 § 29.15-1
Tax on corporations in general, 26 § 29.13-1

Surtax, 26 §§ 29.12-1-29.12-3, 29.15-1
Returns and payment of tax, 26 §§ 29.51-1-29.57-1

Corporation returns, 26 §§ 29.52-1, 29.52-2
Receivers, returns by, 26 § 29.52-2

Examination of return and determination of tax by Commis-
sioner, 26 § 29.57-1

Filing of returns, time and place for, 26 §§ 29.53-1-29.53-5
Individual returns, 26 §§ 29.51-1-29.51-5

Minors, returns of income of, 26 § 29.51-3
Inspection, public, of returns, 26 § 29.55 (b)-I
Payment of tax; time for, receipts, etc., 26 §§ 29.56-1-29.56-4
Records and forms, 26 § 29.54-1

Surtax. See Rates of tax.
Mitigation of effect of limitation and other provisions in income tax

cases, 26 §§ 29.3801 (a) (1)-1-29.3808-4
Adjustment:

Ascertainment of amount of, 26 § 29.3801 (d)-1
Circumstances of, 26 § 29.3801 (b)-0

Correlative deductions and inclusions in net income of
estates and trusts specified in revenue acts, 26
§ 29.3801 (b)-4

Determination of basis of property in case of erroneous
treatment of transaction relating to acquisition there-
of, 26 § 29.3801 (b)-5

Double allowance of a deduction or credit, 26 § 29.3801
(b)-2

Double inclusion of item of gross income, 26 § 29.3801 (b)-1
Erroneous exclusion of item of gross income with respect

to which tax was paid, 26 § 29.3801 (b)-3
Effect of other items on amount of, 26 § 29.3801 (e)-1
Method of, 26 § 29.3801 (c)-1

Determinations, 26 §§ 29.3801 (a) (1)-2-29.3801 (a) (1)-4
Related taxpayer, 26 § 29.3801 (a) (3)-1
Veterans and servicemen; deferment of certain taxes, 26 §§ 29.3808-

1-29.3808-4
Personal holding companies (including certain affiliated railroad cor-

porations) ; surtax regulations, 26 §§ 29.500-1-29.508-2
See also Supplemental provisions.
Deficiency dividends; credits and refunds, 26 § § 29.506-1-29.506-12
Determination, assessment, and collection of tax, 26 § 29.508-1
Net income, 26 § 29.505-1

Computation; illustration, 26 § 29.505-2
Undistributed net income, 26 §§ 29.504-1-29.504-6

Computation; illustration, 26 § 29.505-2
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Personal holding companies-Continued

Return and payment of tax, 26 § 29.508-1
Stock ownership:

Constructive ownership, 26 §§ 29.503 (a)-1-29.503 (a)-7
Convertible securities, 26 §§ 29.503 (b)-1

Supplemental provisions; certain exceptions and additions to general
provisions of regulations, with respect to special classes of tax-
payers, etc., 26 §§ 29.101-29.421-1

Abatement of tax for certain members of armed forces, on death,
26 § 29.421-1

Addition to tax; penalty for delinquency. See Penalties.
Affiliated corporations, consolidated returns for. See Returns and

payment of tax.
Allen individuals, nonresident. See Nonresident alien Individuals.
Armed forces, members of:

Abatement of tax on death. See Abatement of tax.
Deferment of certain taxes. See under Mitigation of effect of

limitation, above.
Carrybacks; penalties for substantial overestimate of. See Pen-

alties.
China Trade Act corporations, tax on, 26 §§ 29.261-1-29.262-4

Credits allowed, 26 § 29.262-2
Dividends, subject to withholding, 26 § 29.262-4

Claims:
Against transferees and fiduciaries, 26 §§ 29.311-1, 29.312-1
Against United States, involving acquisition of property; surtax

on. See Rates of tax.
Collection of foreign items; license for, 26 § 29.150-1
Computation of net income, 26 §§ 29.111-1-29.128-1

Acquisitions to avoid tax. See Deductions.
Commodity Credit loans; election to include loans in income,

etc., 26 §§ 29.123-1, 29.123-2
Decedents, income in respect of, 26 §§ 29.126-1-29.126-4
Deductions:

Acquisitions to avoid tax, 26 §§ 29.129-1-29.129-5
Bond premium, amortization deduction, 26 §§ 29.125-1-

29.125-9
Charitable and other contributions; unlimited deduction,

26 § 29.120-1
Emergency facilities, amortization deductions for. 26

§§ 29.124-1-29.124-10
Limitations on deductions allowable in certain cases, 26

§ 29.130-1
Net operating loss deduction, 26 §§ 29.122-1-29.122-5

Depletion, basis for allowance for, 26 §§ 29.114-1, 29.117-8
Depreciation, basis for allowance for, 26 § 29.114-1
Distributions (dividends, etc.) by corporations, 26 §§ 29.115-1-

29.115-14
Emergency facilities; amortization deduction for. See

Deductions.
Exclusions from gross income; earned income derived from

sources outside United States, etc., 26 §§ 29.116-1-29.116-5
Gain or loss:

Basis for determining gain or loss (property acquired by
gift, transfer, exchange, etc.), 26 §§ 29.113 (a)-1-
29.113 (a) 22-r

Adjusted basis; cancellation or discharge of indebted-
ness, etc., 26 §§ 29.113 (b) (1)-1-29.113 (b) (4)-1

Property on which lessee has made improvements, 26
§ 29.113 (c)-1

Capital gains and losses, 26 §§ 29.117-1-29.117-8
Computation; general rule, 26 § 29.111-1
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provisions of regulations, with respect to special classes of
taxpayers, etc.-Continued

Computation of net income-Continued
Gain or loss-Continued

Sales or exchanges:
Determination of amount and recognition of, 26

§§ 29.112 (a)-1-29.112 (m)-4
Control of corporation; definition, 26 § 29.112

(h)-1
Exchanges not solely in kind, 26 §§ 29.112 (c)-1-29.112 (e)-1
Exchanges solely In kind, 26 §§ 29.112 (a)-1-

29.112 (b) (10)-2
Federal Communications Commission; gain from

sale or exchange pursuant to policies of, 26
§§ 29.112 (m)-1-29.112 (m)-4

Foreign corporations; reorganization or transfer
of property to or from foreign corporation,
26 § 29.112 (M)-1

Insolvent corporations, certain; reorganization of,
26 § 29.112 (1)-1

Involuntary conversions; reinvestment of pro-
ceeds, etc., 26 §§ 29.112 (c)-1, 29.112 (f)-2,
29.117-7

Liability, assumption of, not recognized, 26 § 29.112
(k)-1

Reorganizations, mergers, etc., 26 §§ 29.112 (g)-
1-29.112 (g)-6

Property used in trade or business, 26 § 29.117-7
Short sales, 26 § 29.117-6
Wash sales of stock or securities, 26 § 29.118-1

Timber, cutting and disposal of, 26 § 29.117-8
War losses, 26 §§ 29.127 (a)-1-29.127 (f)-1

Income from sources within or without United States (inter-
est, dividends, rents, royalties, compensation for labor or
services, sale of property, etc.), 26 §§ 29.119-1-29.119-15

Taxes; recovery of unconstitutional taxes, 26 § 29.128-1
War losses, 26 H9 29.127 (a)-1-29.127 (f)-1
Wash sales, of stocks or securities; loss from, 26 § 29.118-1

Credits against tax, 26 §§ 129.131-1-129.131-9
For overpayments. See Overpayments.
Joint return by husband and wife, 26 § 129.131-9
Taxes paid by subsidiary corporation, 26 § 129.131-7
Taxes paid to foreign country or possession of United States,

26 §§ 129.131-5, 129.131-8
Deficiencies, assessment and collection of, 26 §§ 29.271-1-29.275-2

Assessment, 26 § 29.272-1
Jeopardy assessments, 26 § 29.273-1

Bankruptcy and receivership cases, 26 §§ 29.274-1, 29.274-2
Collection, 26 § 29.272-2
Payment of deficiencies, extension of time for, 26 § 29.272-3
Period of limitation:

On assessment of tax, 26 § 29.275-1
On collection of tax, 26 § 29.275-2

Delinquencies; penalties for. See Penalties.
Distributions in obedience to orders of Securities and Exchange

Commission. See Exchanges and distributions.
Emergency facilities:

Deductions for. See Computation of net income.
Of estates and trusts. See Estates and trusts.
Of partnerships. See Partnerships.
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provisions of regulations, with respect to special classes of
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Estates and trusts, taxation of, 26 §§ 29.161-1-29.172-1
See also Fiduciaries.
Amortization of emergency facility of estate or trust; deduc-

tion, 26 § 29.172-1
Common trust funds, 26 § 29.169-1-29.169-5
Credits against net income, 26 § 29.163-1
Deductions:

Amortization of emergency facility of estate or trust,
26 § 29.172-1

Net operating losses, 26 § 29.170-1
Divorce cases (alimony payments, etc.) ; taxability of income

of trusts, 26 §§ 29.171-1, 29.171-2
Emergency facility of estate or trust; amortization, 26

§ 29.172-1
Employees' trusts (pension, profit-sharing plans, etc.), 26

H3 29.165-1-29.165-6
Net income (allocation to legatees and beneficiaries, etc.), 26

§§ 29.162-1, 29.162-2
Net operating losses; deductions, 26 § 29.170-1
Revocable trusts; power to revest, taxability of grantor, etc.,

26 §§ 29.166-1, 29.166-2
Tax, imposition of; application, computation, etc., 26 § 29.161-1
Trusts where income benefits grantor, 26 §§ 29.167-1-29.167-3

Discretionary trusts for maintenance or support of certain
beneficiaries, 26 § 29.167-2

Estimated tax; penalties in connection with. See Penalties.
Exchanges and distributions in obedience to orders of Securities

and Exchange Commission, 26 §§ 29.371-0-29.373-1
Basis for determining gain or loss, 26 §§ 29.372-0-29.372-5
Nonrecognition of gain or loss, 26 §§ 29.371-0-29.371-10

Fiduciaries:
Claims against, 26 § 29.312-1
Returns by. See Returns and payment of tax.

Foreign corporations, taxation of, 26 § 29.231-1-29.236-1
Deductions, 26 § 29.232-1, 29.233-1
Formed or utilized to avoid surtax; rates of tax, 26 § § 29.102-1-

29.102-4
Gross income, 26 § 29.231-2

Exclusions; earnings of foreign ships or aircraft, 26
§ 29.231-3

Insurance companies, 26 § 29.231-2
Payment of tax; dates for, 26 § 29.236-1
Personal holding companies. See Personal holding companies.
Returns, 26 §§ 29.235-1, 29.235-2

Foreign items (interest or dividends), collection of; license for,
26 § 29.150-1

Foreign personal holding companies, 26 §§ 29.331-1-29.339-3
Gross income, 26 §§ 29.334-1, 29.334-2
Income, described, 26 § 29.332-1
Income taxed to United States shareholders, 26 §§ 29.337-1-

29.337-4
Illustration of computation of undistributed net income,

26 § 29.336-2
Net income, 26 §§ 29.336-1, 29.336-2

Illustration of computation, 26 § 29.336-2
Returns, information:

By officers and directors, 26 §§ 29.338-1-29.338-3
By shareholders, 26 §§ 29.339-1-29.339-3

Stock ownership:
Constructive ownership, 26 § 29.333 (a)-1-29.333 (a)-7
Convertible securities, 26 § 29.333 (b)-1Page 744
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provisions of regulations, with respect to special classes of
taxpayers, etc.-Continued

Holding companies:
Foreign. See Foreign personal holding companies.
Recognition of gain or loss for exchanges or distributions in

obedience to orders of Securities and Exchange Com-
mission, pursuant to Public Utility Holding Company Act
of 1935. See Exchanges and distributions.

Surtax on personal holding companies. See Personal holding
companies, above.

Husband and wife; joint return by. See Credits against tax.
Individuals with gross income from certain sources of $3,000 or

less; election to use Form 1040A, 26 §§ 29.400-1-29.404-1
Ineligibility of certain taxpayers, 26 § 29.404-1

Insurance companies, tax on, 26 §§ 29.201-1-29.207-6
Adjusted corporation surtax net income; reserve and other

policy liability credit, 26 § 29.203-1
Adjusted normal-tax net income:

Adjustment for certain reserves, 26 § 29.202-2
Reserve and other policy liability credit, 26 § 29.202-1

Foreign insurance companies:
See also Foreign corporations, above.
Life insurance companies. See Life insurance companies.

Insurance companies other than life or mutual and mutual
marine or fire insurance companies, 26 §§ 29.204-1-
29.204-3

Deductions, 26 § 29.204-3
Gross income, 26 § 29.204-2

Life insurance companies, 26 §§ 29.201-1-29.201-9
Adjusted reserves, 26 § 29.201-6
Discount, accrual of, 26 § 29.201-9
Foreign life insurance companies, 26 § 29.201-2

See also Foreign corporations, above.
Interest paid, 26 § 29.201-5
Net income and deductions, 26 § 29.201-7
Premium, amortization of, 26 § 29.201-9
Real estate owned and occupied, 26 § 29.201-8
Reserves, life insurance, 26 § 29.201-4

See also Adjusted reserves.
Mutual insurance companies other than life or marine or fire

insurance companies, 26 §§ 29.207-1-29.207-6
Discount, accrual of, 26 § 29.207-6
Dividends to policyholders, 26 § 29.207-3
Net income and deductions, 26 § 29.207-4
Net premiums, 26 § 29.207-2
Premium, amortization of, 26 § 29.207-6
Real estate owned and occupied, 26 § 29.207-5

Interest and additions to tax for delinquencies; penalties. See
Penalties.

Investment companies registered under Investment Company Act
of 1940. See Regulated investment companies.

Mitigation of effect of limitation and other provisions in income
tax cases. See Mitigation, above.

Nonprofit organizations; exemption from tax on corporations. See
Rates of tax.

Nonresident alien individuals, taxation of, 26 §§ 29.211-1-29.219-1
Aliens, tax of; seamen, residents and nonresidents, status of

employees, loss of residenc6, etc., 26 §§ 29.211-1-29.211-7
Credits, 26 §§ 29.214-1, 29.215-1
Deductions, 26 §§ 29.213-1, 29.215-1
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Income tax-Continued
Supplemental provisions; certain exceptions and additions to general

provisions of regulations, with respect to special classes of
taxpayers, etc.-Continued

Nonresident alien individuals-Continued
Gross income of nonresident alien individuals, 26 § 29.212-1-

29.212-2
Exclusion from, of earnings of foreign ships or aircraft,

26 § 29.212-2
Partnerships, 26 § 29.219-1
Payment, date of, 26 § 29.218-1
Returns, 26 §§ 29.217-1, 29.217-2

Overpayments; credits and refunds, 26 §§ 29.322-1-29.322-8
Adjustments, credit and refund, 26 § 29.322-2
Authority for abatement, credit, and refund of tax, 26 § 29.322-1
Claims:

For payment of Judgment:
Against collector, 26 § 29.322-4
Against United States:

Judgment obtained in Court of Claims, 26
§ 29.322-6

Judgment obtained in United States district court,
26 § 29.322-5

For refund; claims by taxpayers, 26 § 29.322-3
Crediting of accounts of collectors temporarily in cases of as-

sessments against several persons covering same liability,
26 § 29.322-8

Limitations upon crediting and refunding, 26 § 29.322-7
Partnerships, taxation of, 26 §§ 29.181-1-29.190-1

Computation of partnership income, 26 § 29.183-1
Credits allowed partners against net income, 26 § 29.184-1

Earned income credit, 26 § 29.185-1
Deductions:

Amortization of emergency facility of partnership, 26
§ 29.190-1

Net operating loss, 26 § 29.189-1
Distributive share of partners, 26 § 29.182.1
Emergency facility of partnership; amortization deduction, 26

§ 29.190-1
Income tax liability, 26 § 29.181-1
Net operating loss; deduction, 26 § 29.189-1
Partnerships; individual tax liability, partnership returns, etc.

26 § 29.181-1
Returns, partnership, 26 §§ 29.181-1, 29,187.1

Payment of tax. See Returns and payment of tax.
Penalties:

Estimated tax:
Additions to, 26 § 29.294-1
Carrybacks; penalties for substantial overestimate of, 26

§ 29.294-2
Interest and additions to tax, for delinquencies, 26 § 29.291-1-

29.294-2
Personal holding companies:

Foreign; income taxed to individual United States sharehold-
ers. See Foreign personal holding companies.

Regulated investment companies, records to be kept by, for de-
termination as to whether company is personal holding
company. See Regulated investment companies.

Surtax on. See Personal holding companies, above.
Personal service corporations; tax of shareholders, 26 §§ 29.391-1-

29.396-1
Corporation income taxed to shareholders, 26 §§ 29.394-1-

29.394-4
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Income tax-Continued
Supplemental provisions; certain exceptions and additions to general

provisions of regulations, with respect to special classes of
taxpayers, etc.-Continued

Personal service corporations-Continued
Net income of corporation, 26 §§ 29.392-1, 29.393-1
Shareholders' tax paid by corporations, 26 § 29.396-1

Possessions of United States, 26 §§ 29.251-1-29.252-1
Credit for taxes paid to. See Credits against tax.
Income from sources within possessions of United States; taxa-

tion of citizens and domestic corporations, 26 §§ 29.251-
1-29.251-6

Credits, 26 § 29.251-6
Deductions, 26 §§ 29.251-5, 29.251-6

Status of citizens of United States possessions, 26 § 29.252-1
Rates of tax, 26 §§ 29.101-1-29.109-1

Banks and trust companies, tax on, 26 § 29.104-1
Claims against United States involving acquisition of property;

surtax on certain amounts received, 26 § 29.106-1
Corporations (domestic or foreign) improperly accumulating

surplus; surtax on, 26 §§ 29.102-1-29.102-4
Fiscal-year computation of tax:

Taxable years beginning in 1943 and ending in 1944, 26
§ 29.108-1

Taxable years beginning in 1945 and ending in 1946, 26
§ 29.108-2

Nonprofit organizations; exemption from tax on corporations:
Proof of exemption:

On or after January 1, 1943, 26 § 29.101-2
Prior to January 1, 1943, 26 § 29.101-1

Various types of organizations eligible for exemption, de-
scription of, 26 §§ 29.101 (1)-1-29.101 (18)-i

Oil and gas properties; surtax on amounts received from sale of,
26 § 29.105-1

Personal services, artistic work or invention (for period of
thirty-six months or more); compensation and back pay,
26 §§ 29.107-1-29.107-3

Surtax:
On amnoants received from claims against United States

involving acquisition of property, 26 § 29.106-1
On amounts received from sale of oil and gas properties,

26 § 29.105-1
On corporations formed to avoid surtax, 26 §§ 29.102-1-

29.102-4
Western Hemisphere trade corporations; exemptions, 26

§ 29.109-1
Refunds, in case of overpayments. See Overpayments.
Regulated investment companies, taxation of, 26 §§ 29.361-1-

29.362-5
Personal holding company; records to be kept for purpose of

determining whether corporation claiming to be regulated
investment company is a personal holding company, 26
§ 29.362-3

Returns and payment of tax, 26 §§ 29.141-1-29.150-1
Consolidated returns of affiliated corporations, 26 § 29.141-1
Fiduciary returns; by guardian, by receiver, for nonresident

alien beneficiary, etc., 26 §§ 29.142-1-29.142-6
Information returns:

By corporations; information as to dividends, contem-
plated dissolution or liquidation, compensation of
officers and employees, etc., 26 §§ 29.148-1-29.148-4

By individuals; information respecting payments of $500
or more to any person as fixed income, 26 §§ 29.147-1-
29.147-8
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Income tax-Continued
Supplemental provisions; certain exceptions and additions to general

provisions of regulations, with respect to special classes of
taxpayers, etc.-Continued

Returns and payment of tax-Continued
Penalties; enforceable by suit or prosecution, 26 § 29.145-1
Taxable period, termination of, by Commissioner; tax in

jeopardy, etc., 26 § 29.146-1
Withholding of tax at source:

Foreign corporations, nonresident, 26 §§ 29.144-1, 29.144-2
In case of tax-free covenant bonds, and in case of income

of nonresident aliens, from sources outside United
States, 26 §§ 29.143-1-29.143-9

Securities and Exchange Commission orders, exchanges and dis-
tributions in obedience to. See Exchanges and distributions.

Stock or securities, exchanges of. See Exchanges and distributions.
Surtax. See Rates of tax.
Transferred assets; claims against transferees and fiduciaries, 26

§§ 29.311-1, 29.312-1
Trusts. See Estates and trusts.

Surtax. See General provisions; Personal holding companies; and
Supplemental provisions.

Withholding of tax at source, in case of nonresident aliens, foreign
corporations, etc. See Supplemental provisions: returns and
payment of tax.

Insurance companies; income tax regulations. See Income tax: supple-
mental provisions.

Investment companies registered under Investment Company Act of 1940;
income tax regulations. See Income tax: supplemental provisions.

Navy contracts for aircraft or naval vessels; taxation of excess profits in
connection with. See Excess profits.

Nonresident aliens:
Income tax regulations. See Income tax: supplemental provisions.
Taxation pursuant to treaties with Canada, France, Sweden, United

Kingdom. See Treaties.
Partnerships; income tax regulations. See Income tax: supplemental

provisions.
Personal holding companies; income tax regulations. See Income tax:

supplemental provisions.
Personal service corporations; income tax regulations. See Income tax:

supplemental provisions.
Possessions of United States; income tax regulations respecting. See

Income tax: supplemental provisions.
Railroads:

Carry-overs of net operating losses and unused excess profits credits of
predecessor corporations, available to successor corporations,
26 Part 37

Allowance of carry-overs, 26 §§ 37.1, 37.3
Limitation on effect of carry-overs, 26 §§ 37.2, 37.3
Refunds and deficiencies, extension of period of limitation on, 26

§ 37.4
Two or more predecessors or two or more successors:

Allowance of carry-overs to, 26 § 37.3
Limitation on effect of carry-overs, 26 § 37.3

Consolidated income tax returns of certain affiliated corporations. See
Consolidated income tax returns.

Income tax regulations, for taxable years beginning after December 31,
1941. See Income tax.

Surtax; certain affiliated railroad included in regulations for personal
holding companies. See Income tax: personal holding companies.

Sweden; income taxation pursuant to convention with. See Treaties, taxa-
tion pursuant to.
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Treaties, taxation pursuant to, 26 Part 7
Canada, 26 §§ 7.10-7.39

Excess tax withheld, release of, and reduction in rate of withhold-
in, in case of residents of, and corporations organized under
laws of Canada, 26 H§ 7.10-7.17

Addressees in Canada:
Addressee not actual owner, 26 § 7.15
Presumed to be residents of Canada, or corporations or-

ganized under laws of Canada, 26 § 7.14
Tax withheld from persons whose addresses are in Can-

ada; return of, 26 § 7.16
Rate of withholding, 26 § 7.13

Reduction in rate, 26 § 7.31
Refund of excess tax for 1941, 26 § 7.12
Release of excess tax withheld at source, 26 § 7.11
Resident of Canada or corporation organized under the laws

of Canada; addressees in Canada presumed to be, 26 § 7.14
Withholding agents, Canadian; returns filed by, etc., 26 § § 7.17,

7.511
Foreign corporations not engaged in trade or business within United

States, taxation of. -See Nonresident alien individuals, and
foreign corporations.

Nonresident alien individuals, and foreign corporations not en-
gaged in trade or business within United States and not
having office or place of business therein; taxation of,
26 §§ 7.20-7.39

Accumulated surplus or undistributed income of Canadian
corporations; exemptions, 26 § 7.33

Adjustment of tax liability, of Canadians for 1940 and prior
years, 26 § 7.34

Aircraft or ships, income from operation of, 26 § 7.26
Annuities (life) and pensions; exemptions, 26 § 7.27
Capital gains and remittances, 26 § 7.29
Commercial profits. See Profits.
Compensation, for labor or personal services:

Allocation of, in computing gross income, 26 § 7.24
Exemptions of, from tax, 26 §§ 7.27, 7.28
Wages, salaries and similar compensation; exemptions,

26 § 7.27
Control of domestic enterprise by Canadian enterprise, 26 § 7.25
Credit against United States tax liability for income tax paid

to Canada, 26 § 7.35
Definitions, 26 § 7.22
Dividends and interest paid by Canadian corporations, 26

§ 7.32
Domestic enterprise, control of, by Canadian enterprise, 20

§ 7.25
Industrial profits. See Profits.
Information:

In specific cases, 26 § 7.39
To be furnished in due course, 26 § 7.38

Interest and dividends paid by Canadian corporations, 26
§ 7.32

Organizations, exempt, 26 § 7.30
Pensions and life annuities; exemptions, 26 § 7.27
Profits, industrial and commercial, of nonresident alien indi-

vidual resident of Canada, or of Canadian corporation or
other entity carrying on Canadian enterprise in United
States; scope of convention with respect to, 26 § 7.23

Reciprocal administrative assistance, 26 § 7.37
Reciprocal regulations, 26 § 7.36
Salaries. See Compensation.
Ships or aircraft, income from operation of, 26 § 7.26
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Treaties, taxation pursuant to-Continued
Canada-Continued

Nonresident alien individuals, and foreign corporations'not engaged
in trade or business within United States-Continued

Tax withheld at source, rate of, reduction in, 26 § 7.31
Undistributed income or accumulated surplus of Canadian

corporations; exemptions, 26 § 7.33
Wages. See Compensation.

Withholding of Income tax; reduction in rate of withholding, and
release of excess tax withheld. See Excess tax withheld.

France; regulations effective January 1, 1945, 26 §§ 7.410-7.426
Adjustment of tax liability of residents of France and French cor-

porations, 26 § 7.424
Aircraft or ships, income from operation of, 26 § 7.416
Annuities (life) and pensions, 26 § 7.419
Commercial profits. See Profits.
Compensation, for labor or personal services, 26 § 7.420

Government wages, salaries, and similar compensation, 26
§ 7.419

Control of domestic enterprise by French enterprise, 26 § 7.415
Copyright and patent royalties, 26 § 7.418
Credit against United States tax liability for income tax paid to

France, 26 § 7.423
Definitions, 26 § 7.413
Domestic enterprise, control of, by French enterprise, 26 § 7.415
Industrial profits. See Profits.
Mineral royalties, 26 § 7.417
Patent and copyight royalties, 26 § 7.418
Pensions and life annuities, 26 § 7.419
Profits, industrial and commercial, of nonresident alien Individual

resident of France, or of a French enterprise In United States;
scope of convention with respect to determination of, 26 § 7.414

Real property, including mineral royalties; income from, 26 § 7.417
Reciprocal administrative assistance, 26 § 7.425
Reciprocal regulations, 26 § 7.426
Royalties:

Mineral, 26 § 7.417
Patent and copyright, 26 § 7.418

Salaries. See Compensation.
Securities, stocks, and commodities, 26 § 7.421
Ships or aircraft, income from operation of, 26 § 7.416
Stocks, securities, and commodities, 26 § 7.421
Students, remittances to, 26 § 7.422
Wages. See Compensation.

Great Britain. See United Kingdom.
Sweden, 26 §§ 7.200-7.218

Aircraft or ships, income from operation of, 26 § 7.205
Annuities (life) and pensions; exemptions, 26 § 7.211
Article XIV (double taxation); affect upon other articles of con-

vention, 26 § 7.214
Capital gains, 26 § 7.210
Commercial profits. See Profits.
Compensation, for labor or personal services, 26 § 7.212

Wages, salaries and similar compensation; exemptions, 26
§ 7.211

Control of domestic enterprise by Swedish enterprise, 26 § 7.204
Copyright and patent royalties, 26 § 7.208
Definitions, 26 § 7.202
Dividends and interest, 26 § 7.209
Domestic enterprise, control of, by Swedish enterprise, 26 § 7.204
Industrial profits. See Profits.
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Treaties, taxation pursuant to-Continued
Sweden-Continued

Information:
In specific cases, 26 § 7.217
To be furnished in the ordinary course, 26 § 7.216

Interest and dividends, 26 § 7.209
Mineral royalties, 26 § 7.207
Mutual assistance. See Reciprocal assistance.
Patent and copyright royalties, 26 § 7.208
Pensions and life annuities; exemptions, 26 § 7.211
Profits, industrial and commercial, of nonresident alien individual

resident of Sweden, or of Swedish corporation or other entity
carrying on Swedish enterprise in United States; scope of con-
vention with respect to determination of, 26 § 7.203

Real property, income from, 26 § 7.206
Reciprocal assistance:

Administrative assistance, 26 § 7.215
Collection of taxes; mutual assistance, 26 § 7.218

Remittances, 26 § 7.213
Royalties:

Mineral, 26 § 7.207
Patent and copyright, 26 § 7.208

Salaries. See Compensation.
Ships or aircraft, income from operation of, 26 § 7.205
Wages. See Compensation.

United Kingdom, 26 § 7.500-7.532
Regulations effective July 30, 1946, 26 §§ 7.512-7.532

Accumulated profits or undistributed income of United King-
dom corporations; exemptions, 26 § 7.525

Adjustment of tax liability of nonresident aliens who are resi-
dents of United Kingdom, and of United Kingdom corpora-
tions, 26 § 7.529

Aircraft and ships, income from operation of, 26 § 7.518
Annuities (life) and pensions, 26 § 7.522
Capital gains, 26 § 7.523
Commercial profits. See Profits.
Compensation, for labor or personal services, 26 § 7.521

Government wages, salaries, pensions, and similar remu-
nerations, 26 § 7.520

Control of domestic enterprise by United Kingdom enterprise,
26 § 7.517

Credit against United States tax liability for income tax paid
or deemed to have been paid to United Kingdom, 26 § 7.528

Definitions, 26 § 7.515
Dividends:

Paid by United Kingdom corporation, 26 § 7.524
Received from sources within United States; exemption

from or reduction in rate of United States tax, 26
§ 7.519

Domestic enterprise, control of, by United Kingdom enterprise,
26 § 7.517

Industrial profits. See Profits.
Information:

In specific cases, 26 § 7.532
To be furnished in due course, 26 § 7.531

Interest:
Paid by United Kingdom corporation, 26 § 7.524
Received from sources within United States; exemption

from or reduction in rate of United States tax, 26
§ 7.519

Natural resource royalties; exemption from or reduction In
rate of United States tax, 26 § 7.519

Pensions, 26 §§ 7.520, 7.522
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Income and excess profits taxes regulations-Continued

Treaties, taxation pursuant to-Continued
United Kingdom-Continued

Regulations effective July 30, 1946-Continued
Professors, visiting, 26 § 7.526
Profits, commercial or industrial, determination of; scope of

convention with respect to, 26 § 7.516
Real property rentals; exemption from or reduction in rate of

United States tax, 26 § 7.519
Reciprocal administrative assistance, 26 § 7.530
Remittances, 26 § 7.527
Royalties, natural resource; exemption from or reduction in

rate of United States tax, 26 § 7.519
Salaries. See Compensation.
Ships and aircraft, income from operation of, 26 § 7.518
Teachers, visiting, 26 § 7.526
Undistributed income of United Kingdom corporations; exemp-

tions, 26 § 7.525
Wages. See Compensation.

Taxable years beginning after December 31, 1944, 26 §§ 7.500-7.511
Addressees in United Kingdom:

Addressee not actual owner, 26 § 7.507
Information return with respect to persons whose ad-

dresses are in United Kingdom, 26 § 7.508
Annuities (life) and pensions, 26 § 7.505
Beneficiaries of domestic estate or trust, 26 § 7.509
Canadian withholding agents, 26 § 7.511
Copyright and patent royalties, 26 § 7.503
Dividends, 26 § 7.501
Estate, domestic; beneficiaries of, 26 § 7.509
Excess tax withheld:

Refund of, 26 § 7.510
Release of, 26 § 7.506
Returns respecting.26 § 7.508

Film rentals, 26 § 7.503
Interest, 26 § 7.502
Natural resources royalties, 26 § 7.504
Patent and copyright royalties, 26 § 7.503
Pensions and life annuities, 26 § 7.505
Real property rentals, 26 § 7.504
Return of tax withheld and information return with respect

to persons whose addresses are in United Kingdom, 26
§ 7.508

Royalties:
Natural resource, 26 § 7.504
Patent and copyright, 26 § 7.503

Trust, domestic; beneficiaries of, 26 § 7.509
Withholding agents, Canadian, 26 § 7.511

Trusts and estates; income tax regulations. See Income tax: supplemental
provisions.

United Kingdom; income taxation pursuant to convention with. See
Treaties, taxation pursuant to.

Vessels:
Construction reserve funds, establishment of; joint regulations of In-

ternal Revenue Bureau and Maritime Commission:
Administrative jurisdiction; Internal Revenue Bureau, Maritime

Commission, 26 § 32.27
Deficiencies, assessment and collection of, 26 § 32.23
Definitions, 26 § 32.1
Deposits:

Earnings and receipts, deposit of, 26 § 32.14
Tax liability as to earnings deposited, 26 § 32.16
Time for making deposits, 26 § 32.15
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Internal Revenue Bureau-Continued
Income and excess profits taxes regulations-Continued

Vessels-Continued
Construction reserve funds, establishment of-Continued

Deposits-Continued
Proceeds of sales or indemnities, deposit of, 26 § 32.13

Time for making deposits, 26 § 32.15
Time deposits, 26 § 32.11

Establishment of fund:
Agreement, resolution, etc., 26 § 32.6
Application to establish fund, 26 § 32.4
Authorization for, tentative, 26 § 32.5

Gain:
Allocation of, for tax purposes, 26 § 32.17
Election relative to nonrecognition of gain for income and

excess-profits tax purposes, 26 § 32.12
Investment of funds in securities, 26 § 32.8
New vessels:

Basis for determining gain or loss and for depreciation of, 26
§ 32.26

Construction or acquisition by controlled corporation, 26
§ 32.25

Contracts obligating deposits, 26 § 32.19
Period of construction, 26 § 32.20
Requirements concerning; documentation, financing, type, etc.,

26 § 32.18
Noncompliance with requirements; effect of, on tax liability, 26

§ 32.21
Operation of vessels; requirements respecting, 26 § 32.3
Reimbursement, from fund; payments prior to establishment of

fund, 26 § 32.7
Reports by taxpayers, 26 § 32.24
Scope of statute, 26 § 32.2
Securities

Investment of funds in, 26 § 32.8
Valuation of securities in fund for purposes of replacement,

etc., 26 § 32.9
Withdrawals from fund; noncompliance with requirements, effect

on tax liability, 26 § 32.10
Income from operation of, by nonresident aliens; taxation pursuant to

treaties with Canada, France, Sweden, United Kingdom. See
Treaties.

Navy contracts for naval vessels; taxation of excess profits In connec-
tion with. See Excess profits.

Investment companies registered under Investment Company Act of 1940; income
and excess profits taxes regulations. See Internal Revenue Bureau.

M

Maritime Commission, United States:
Vessels, construction reserve fund for; joint income and excess profits taxes

regulations with Internal Revenue Bureau. See Internal Revenue Bureau.
Military and naval forces; income tax provisions affecting members of armed forces.

See Internal Revenue Bureau.

N
Navy contracts for aircraft or vessels; taxation of excess profits In connection with.

See Internal Revenue Bureau.
Nonresident aliens; income and excess profits taxes regulations. See Internal

Revenue Bureau.

P
Partnerships; income and excess profits taxes regulations. See Internal Revenue

Bureau.
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Personal holding companies or personal service corporations; income and excess
profits taxes regulations. See Internal Revenue Bureau.

Possessions of United States; income and excess profits taxes regulations. See
Internal Revenue Bureau.

R
Railroads; income and excess profits taxes regulations. See Internal Revenue

Bureau.
Registered investment companies, registered under Investment Company Act of 1940;

income and excess profits taxes regulations. See Internal Revenue Bureau.

S
Sweden; income taxation pursuant to convention with. See Internal Revenue

Bureau.

T
Treaties with various countries (Canada, France, Sweden, United Kingdom); income

taxation pursuant to. See Internal Revenue Bureau.
Trusts and estates; income and excess profits taxes regulations. See Internal

Revenue Bureau.

U
United Kingdom; income taxation pursuant to convention with. See Internal Reve-

nue Bureau.

V
Vessels:

Construction reserve fund for, establishment of; income and excess profits
taxes regulations. See Internal Revenue Bureau.

Income from operation of, by nonresident aliens; taxation pursuant to treaties
with Canada, France, Sweden, United Kingdom. See Internal Revenue
Bureau.

Naval vessels, excess profits on Navy contracts for; income and excess profits
taxes regulations. See Internal Revenue Bureau.

Veterans; income tax provisions affecting members of armed forces. See Internal
Revenue Bureau.

0
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