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Washington, Friday, February 10, 1939

The President

CLOSED AREa UNDR THE MIGRAToRY Bn
TREATY ACT-LOUL.LUMs

BY THE PRESIDENT OF THE UNITED STATES C
AMERICA

A PROCLAMATION
WHEREAS the Secretary of Agricu

ture has submitted to me for approval tl
following regulation adopted by him o
January 9, 1939, under authority of tl
Migratory Bird Treaty Act of July

-1918 (40 Stat. 755):
Regulation Designating as Closed An

Part of Lacassine Bayou Adjacenti
Lacassine Migratory Waterfowl Re,
uge, Louisiana
By virtue of and pursuant to the at

thority vested in me by section 3 of tt
Migratory Bird Treaty Act of July 3, 191
(40 Stat. 755, 16 U. S. C. 704), I, H. 4
Wallace, Secretary of Agriculture, e
hereby designate as a closed area in
on which pursuing, hunting, taking, cal
turing, or killing, or attempting to tak
capture, or kill migratory birds is n
permitted, all that part of Lacassir
Bayou from its intersection with tl
north boundary of Sec. 15, T. 12 ., R.
W., Louisiana Meridian, to its mouth (
point of confluence with Grand Lak
and lying adacent to the areas I
Cameron Parish, La, established as tt
Lcassine Migratory Waterfowl Refug
by Executive Order No. 7780, dated D(
cember 30, 1937; 1

AND WHEREAS upon consideration
appears that the foregoing regulatio
will tend to effectuate the purposes of tt
aforesaid Migratory Bird Treaty Act
July 3, 1918:

NOW, THEREFORE, I, FRANKIE I
ROOSEVELT, President of the Unite
States of America, under and by virtu
of the authority vested in me by t
aforesaid Migratory Bird Treaty A(
of July 3, 1918, do hereby approl
and proclaim the foregoing regulation c
the Secretary of Agriculture.

IN WITNESS WHEREOF I have her(
unto set my hand and caused the sec
of the United States of America to I
affixed.

1$3ELRI1 D

DONE at the City of Washington this
seventh day of February In the year Of
our Lord nineteen hundred and thirty-

LI nine, and of the Independence of the
United States of America

)F [SEAL] the one hundred and sixty-
third.

FILanHIN D Roos0EvELT
i- By the President:
ie CORDELL HULL

S Secretary of State.
e [No. 23221

IF. R. Do. 39-475; Filed, February 9. 1939;
12:31 p. m.),a

to

!- Rules, Regulations, Orders

te TITLE 10--ARM1Y
8 WAR DEPARTMENTk.
io CmTER I-Am or Crvx AuTroRvrrs
or AND PUBLIC RELJITIONS
- PART 7-MAMFPACTURE OF DECORATIOS

SEc. 7.01 General. Under the author-A ity contained in the act of February 24,Le 1923 (42 Stat. 1286), as amended by acte April 21, 1928 (45 Stat. 437) ; 10 U. S. C.5 1425 The Adjutant General, by authority
of the Secretary of War under regula-

e, tions hereinafter prescribed, will grant
n certificates of authority to private indi-
L viduals, firms, and corporations for the

e, sae or the manufacture and sale of serv-
- Ice medals, service ribbons, miniatures,

miniature oak-leaf clusters, bronze stars,
it lapel buttons, badges, War Department
It General Staff Identification, and similar
Le articles covered by the act.* #
of SEC. 7.02 Decorations may not be a an-

ufacturedf or sold. No authority will be
). granted to any private individual, firm,
4 or corporation to sell or to manufacture
Le and sell the Congressional Medal of Hon-
Le or, the Distincuished-Service Crozs, the
It Distinguished-Servlce Medal, the Silver
re Star, the Purple Heart, the Soldier's
)f Medal, the DIstinguished-Flying Crozs,

- These regulations supercdo Part 7, Title
a 10, Code of Federal Rezulatlons

l Sections 7.01 to 7.10 Irzucd undcr theLa authority contained In 42 Stat. 1250, as
amended by 45 Stat. 437; 10 U. S. C. 1 .

#The source of sections 7.01 to 7.10 Ia AR
600-90, December 23, 1938.
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TITLE 26-INTERNAL REVENUE

BUREAU OF INTERNAL REVENUE
[Regulations 1011

INCOnE TAX UNDER THE REvENUE ACT
op 1938

INTRODUCTORY

These regulations deal with the in-
come tax imposed by the Revenue Act of
1938.

The main body of these regulations
deals with Titles I, IA, and VI of that
Act. Certain provisions of the Act found
in Titles III and V and regulations in-
terpretative thereof have been inserted
in the Appendix, for example, section
820, relating to mitigation of effect of
limitation and other provisions in in-
come tax cases, and section 602, relating
to the excess-profits tax. In addition,
certain general provisions of prior Acts,
and the regulations issued thereunder,
which are applicable to the income taxes
imposed by the Revenue Act of 1938,
have been inserted in the Appendix.
The table of contents immediately pre-
ceding the Appendix shows the scope
and nature of the material included
therein.

The numbering of the respective
articles in the body of the regulations
follows the plan adopted in Regulations
86, prescribed under the Revenue Act of
1934, and used in Regulations 94, pre-
scribed under the Revenue Act of 1936.
In accordance with this plan, the num-
bers of the sections of the Act are used
as key numbers, followed by a dash (-),
with the number of the article placed
after the dash. By this means anyone
who desires to learn how a given sec-
tion or subsection of the Act has been
interpreted by the Bureau can readily
and quickly find that interpretation by
using the key number. Thus, if bne de-
sires to learn what interpretation has
been placed on section 21 of the Act, he
should turn to article 21-1 of the regu-
lations. In some cases several articles
are necessary in the interpretation of
different phases of one section or sub-
section or paragraph of the Act. For
example, section 23 (m), dealing with
"Depletion," requires many articles.
Each of them, however, is designated by
the key 23 (in); for example, article 23
(m)-1, article 23 (m)-2.

The regulations proper have been di-
vided into' chapters. The material to
be found- in each respective chapter is
shown in the "Contents." The classifi-
cation of the material by chapters fol-
lows the arrangement of the correspond-
Ing sections of the Act.

CONTENTS

cHAPTER I
Scope of Regulatins

Title I-Income Tax, Subtitle A-Introduc-
tory Provisions

[The section numbers refer to the Revenue
Act of 1938 and the *article numbers to
Regulations 101]

Section 1. Application of title.
Article 1-1. Scope of regulations.

Section 2. Cross references.
Section 3. Classification of provisions.

Article 3-1. Division of regulations.
Section 4. Special classes of taxpayers.

Article 4-1. Application of regulations to
special classes of taxpayers.

CHAPTER n

Rates of Tax

Subtitle B-General Provisions, Part I-
Rates of Tax

Section 11. Normal tax on individuals.
Article 11-1. Income tax on individuals.

11-2. Citizens or residents of the
United States liable to tax.

11-3. Who is a citizen.
Section 12. Surtax on individuals.

Article 12-1. Surtax.
12-2. Computation of surtax.

Section 13. Tax on corporations in general.
Article 13-1. Tax on corporations in gen-

eral.
13-2. Tax under general rule.
13-3. Alternative tax (corporations

with net incomes slightly
more than $25,000).

13-4. Corporations in bankruptcy
or receivership, joint-stock
land banks, and rental
housing corporations.

Section 14. Tax on special classes of corpora-
tions.

Article 14-1. Tax oh special corporations.
Section 15..Corporate taxes effective for two

taxable years.

CHAPTER ie

Gross Income-Net Income

Part 1I--Computation of Net Income

Section 21. Net income.
Article 21-1. Meaning of net income.

Section 22 (a). Gross income: General defni-
tion.

Article 22 (a)-1. What included in gross
income.

22 (a)-2. Compensation for personal
services.

22 (a) -3. Compqnsation paid other
than in cash.

22 (a)-4. Compensation paid in
notes.

22 (a)-5. Gross income from busi-
ness.

22 (a)-6. State contracts.
22 (a)-7. Gross income of farmers.
22 (a)-8. Sale of stock and rights.
22,(a)-9. Sale of patents and copy-

rights.
22 (a)-10. Sale of good will.
22 (a)-11. Sale of real property in

lots.
22 (a)-12. Annuities and insurance

policies.
22 (a)-13. Improvements by lessees.
22 (a)-14. Cancellation of indebted-

ness.
22 (a)-15. Creation of sinking fund

by corporation.
22 (a)-16. Acquisition or disposition

by a corporation of its
own capital stock.

22 (a)-17. Contributions to corpora-tion by shareholders.
22 (a)-18. Sale and purchase by cor-

poration of its, bonds.
22 (a)-19. Sale of capital assets by

corporation.
22 (a)-20. Income to lessor corpora-

tion from leased prop-
erty.

22 (a)-21. Gross income of corpora-
tion in liquidation.

Section 22 (b). Gross income: Exclusions
from gross income. I

Article 22 (b)-1. Exemptions - Exclusions
from gross income.

22 (b) (1)-1. Life insurance-Amounts
paid by reason of the
death of the insured.

22 (b) (2)-1. Life insurance -Endow-
ment contracts-
Amounts paid other
than by reason of the
death of the insured.

22 (b) (2)-2. Annuities.
22 (b) (3)-l. Gifts and bequests.
22 (b) (4)-1. Interest upon State obli-

gations.
22 (b) (4)-2. Dividends and interest

from Federal land
banks, Federal inter-
mediate credit banks,
national farm-loan as-
sociations, banks for co-
operatives, and produc-
tion credit corporations
and associations.

22 (b) (4)-3. Dividends from Federal
reserve banks.

22 (b) (4)-4. Interest upon United
States obligations,

22 (b) (4)-5. Treasury bond exemption
in the case of trusts or
partnerships.

22 (b) (4)-6. Interest upon United
States obligations in
the case of nonresident
aliens and certain for-
elgn organizations.

Section22 (c). Gross Income: Inventories.
Article-22 (c)-l. Need of inventories,

22 (c)-2. Valuation of inventories.
22 (c)-3. Inventories at cost.
22 (c)-4. Inventories at cost or

market, whichever Is
lower.

22 (c)-5. Inventories by dealers in
securities.

22 (c)-O. Inventories of live stock
raisers and other farm-
ers.

22 (c)-7. Inventories of minors and
manufacturers.

22 (c)-8. Inventories of retail mer-
chants.

Section 22 (d). Gross income: Inventories In
certain industries.

Article 22 (d)-l. Inventories of tanners,
and producers and proc-
essors of certain non-
ferrous metals,

22 (d)-2. Time and manner of
making election.

22 (d)-3. Adjustments to be made
by taxpayer.

22 (d)-4. Revocation of election,
Section 22 (e). Gross income: Distributions

by corporations.
Section 22 (f). Gross income: Determination

of gain or loss.
Section 22 (g). Gross Income: Gross Income

from sources within and without United
States.

Section 22 (h) Gross income: Foreign per-
sonal holding companies.

Section 22 (1) Gross income: Consent divi-
dends.

CHAPTER IV

,Deductions From Gross Income

Section 23 (a). Deductiohs from gross In-
come: Expenses.

Article 23 (a)-i. Business expenses,
23 (a)-2. Traveling expenses.
23 (a)-3. Cost of materials.
23 (a)-4. Repairs.
23 (a)-8. Professional expenses.
23 (a)-6. Compensation for personal

- services.
23 (a)-7. Treatment of excessive

compensation.
23 (a)-8. Bonuses to employees.-
23 (a)-9. Pensions - Compensation

for Injuries,
23 (a)-10. Rentals.
23 (a)-l1. Expenses of farmers.
23 (a)-12. Dapositors' gu aranty

fund.
23 (a)-13. Corporate contributions.

Section23 (b). Deductions from gross in-
come: Interest.

Article 23 (b)-1. Interest.
Section 23 (c) .Deductlons from gross Income:

Taxes generally.
Article 23 (c)-1. Taxes.

23 (c)-2. Federal duties and excise
taxes.

23 (c)-3. Taxes for local benefits.
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Section 23 (d). Deductions from gross In-
come: Taxes of shareholder paid by
corporation.

Article 23 (d)-1. Tax on bank or otherstock.
Section 23 (e). Deductions from gross In-

come: Losses by individuals.
Article23 (e)-i. Losses by Individuals.

23 (e)-2. Voluntary removal of
buildings.

23 (e)-3. Loss of useful value.
23 (e)-4. Shrinkage In value of

stocks.
23 (e)-5. Losses of farmers.

Section 23 (f). Deductions from gross In-
come: Losses by corporations.

Article23 (f)-l. Losses by corporations.
Section 23 (g). Deductions from gross In-

come: Capital losses.
Article 23 (g)-l. Capital losses.

Section 23 (h). Deductions from gross in-
come: Wagering losses.

Section 23 (i). Deductions from gross In-
come: Basis for determining loss.

Article 23 (i)-1. Basis for determining loss.
Section 23 (j). Deductions from gross in-

come: Loss on vwash sales of stock or
securities.

Section 23 (k). Deductions from gross in-
come: Bad debts.

Article 23 (k)-i. Bad debts.
23 (k)-2. Examples of bad debts.
23 (k)-3. Uncollectible deficiency

'upon sale of mortgaged
or pledged property.

23 (k)-4. Worthless bonds and simi-,
lar obligations.

23 (k)-5. Reserve for bad debts.
Section 23 (1). Deductions from gross in-

come: Depreciation.
Article 23 (1)-1. Depreciation.

23 (1)-2. Depreciable property.
23 (1)-S. Depreciation of intangible

property.
23 (1)-4. Capital sum recoverable

through depreciation
allowances.

23 (1)-5. Method of computing de-
preciation allowance.

23 (1)-6. Obsolescence.
23 "(1)-7. Depreciation of patent or

copyright.
23 (1)-8. Depreciation of drawings

and models.
23 (l)-9. Records of depreciable

property.
23 (1)-10. Depreciation in the case

of farmers.
Section 23 (m). Deductions from gross In-

come: Depletion.
Section 23 (n). Deductions from gross in-

come: Basis for depreciation and deple-
tion.

Article23 (m)-l. Depletion of mines, oil
and gas wells, other
natural deposits, and
timber; depreciation
of improvements.

23 (m)-2. Computation of deple-
tion of mines, ol and
gas wells, and other
natural deposits with-
out reference to dis-
covery value or per-
centage depletion.

23 (m)-3. Computation of deple-
tion of mines (other
than metal, coal, or
sulphur mines) on
the basis of discovery
value.

23 (m)-4. Computation of deple-
tion based on a per-
centage Of income in
the case of oil and gas
wells. .

23 (m)-5. Computation of deple-
tion based on a per-
centage of income in
the case of coal mines,
metal mines, and sul-
phur mines or de-
posits.

23 (m)-6. Determination of cost of
deposits.

23 (m)-7. Determination of fair
market value of min-
eral propzrt L, Includ-
ing oil and gas proper-
tics.

23 (m)-8. Revaluation of mineral
deposits not allowed.

23 (m)-9. Determination of mineral
contents of mines and
of oil or gas wells.

23 (m)-1O. DepletIon-Adjustments
of accounts ba.cd on
bonus or advanccd
royalty.

23 (m)-l1. Depletion and depreci-
ation accounts on
books.

23 (m)-12. Statement to be at-
tached to return when
valuation, depletion.
or depreciation of
mineral property Is
claimed.

23 (m)-13. Statement to be at-
tached to return
when depletion is
claimed on per entage
basis.

23 (m)-14. Discovery of mines other
than coal, metal. or
sulphur mines.

23 (m)-15. Allowable capital addl-
tion in ca of mines.

23 (m)-16. Charges to capital and
to expane In the cace
of oil and gas wells.

23 (m):-17. Depreciation in the cace
of mines.

23 (m)-18. Depreciation of Improve-
ments in the caseu of
oil and gas wells.

23 (m)-19. Depletion and deprecia-
tion of ol and Gas
wells in years before
1916.

23 (m)-20. Capital recoverable
through depletion al-
lowance in the cse of
timber.

23 (m)-21. Computation of allow-
ance for depletion of
timber for given year.

23 (m)-22. Revaluation of timber
not allow-d.

23 (m)-23. Depreciation of Improve-
ments In the cam of
timber.

23 (m)-24. Information to be fur-
nishcd by taxpayer
claiming depletion of
timber.

23 (m)-25. Determination of fair
market value of
timber.

23 (m)-26. Determination of quan-
tity of timber.

23 (m)-27. Aggregating timber and
land for purposes of
valuation and ac-
counting.

23 (m)-28. Timber depletion and
depreciation accounts
on books.

Section 23 (a). Deductions from g In-
come: Charitable and other contribu-
tons.

Article23 (a)-1. Contributions or gifts by
indlviduals.

Section 23 (p). Deductions from gross In-
come: Pension trusts.

Article 23 (p)-i. Payments to employce'
pension trusts.

23 (p)-2. Information to be fur-
nished by employer
claiming deductions.

Section 23 (q). Deductions from gross in-
come: Charitable and other contrlbu-
tions by corporations.

ArtIcle23 (q)-l. Contributions or gifts by
corporations.

Section 24. Items not deductible.
Article 24-1. Personal and family expens.'.

24-2. Capital expnditures.
24-3. Premiums on busines insur-

an=,.

24. Amounts allocable to exempt
income, other than interest.

21-5. lceses from sales or exchanges
tctween certain claw-es of
perons.

21--. Disallowance of deductions for
unpaid expenses and Inter-
eat

24-7. Life or terminable interes+.

MArP=r v
Credits Agaf,_t Income

Section 25. Credits of individual against net
income.

Article 25-1. Credits of individual agaInst
net income.

25-2. Earned income credit.
25-3. Amount of personal exemp-

tion allowable.
25-4. Personal exemption of head of

family.
25-5. Personal exemption of mar-

fled person.
25-6. Credit for dependents.
25-7. Peronal exemption and credit

for dependents where status
chang.

Section 26. Credits of corporations.
Article-26-1. Credit of corporation for in-

trest on obligations of the
United States and its, In-
rtriumentalitics.

2C-2. Credit of corporation for net
operating loss of preceding
year.

2C-3. Bank afMiates.
Section 17 (a). Corporation dividends paid

credit: Definition in general.
Article 27 (a)-l. Dividends paid credit.

27 (a)-2. Deficit credit.
27 (a)-3. Amounts used or Irrevoc-

ably zet aside to pay or
to retire indebtedness.

Section 27 (b). Corporation dividen - 
paid

credit: Bazic surtax credit.
Article 27 (b)-i Basic surta% credit.

27 (b)-2. Divldends paid.
Section 27 Cc). Corpomtion dividends paid

credit: Dividend cary-over.
Article 27 (c)-l. Dividend carry-ovr.

Section 27 (d). Corporation dividends paid
credit: Dividends in kind.

Article 27 (d)-L Dividends in kind.
Sccton 27 (e): Corporation divfdends paid

credit: DMisdands In obliZations of the
corporation.

Article 2 (a)-i. Dividend- in obligations
of the corporation.

Section 27 (f). Corpration dividends paid
credit: Taxable stock dividend.

Article 27 (f)-i. Taxable stock dividends.
Section 27 (g). Coporation dividends paid

credit: DLstributions in liquidation.
Artilce27 (G)-1. Dividends paid credit for

distributions in liquid,-
tion.

SectIon 27 (h). Corporation dividends paid
credit: Pre_,erential dividends.

Article 27 (h)-. Prfarential distributions.
Section 27 (1). Corporation dividends paid

credit: lontaxable distributions.
Article 27 (1)-1. Nlontaxable distributions.

Section 23 (a). Consnt dividends credit:
Definitions.

Article 23 (a) (1)-i. Conznt sfccLk
23 (a) (2)-1. Preferred dlvidends.
23 (a) (3)-i. Consent dividends- day.
23 (a) (4)-L Con=nt distribution.
23 (a) (5)-1. Partial distribution.
23 (a) (0)-I. Preferential di-tribu-

tion.
Section 23 (b). Consent dividends credit:

Corporations not entitled to credit.
Article 23 (b)-l. Payment of preferred divi-dends.

23 (b)-2. Liquidation of consent
Stock.

SEccton 23 (c). Consent dividends credit:
Allo-ance of credit.

Article 23 (c)-I. Amount of consent divi-
dends credit.

Section 23 (d). Cos-nt dividends credit:
Sharehcldera' con=-nts.

Article 23 (d)-l. Makin. and filing of cn-
cents.
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28 (d)-2. Consent distribution must
be nonpreferential.

Section 28 (e). Consent dividends credit:
Consent distribution as part of entire
distribution.

Article 28 (e)-1. Consent and partial dis-
tributions to be con-
sidered together.

Section 28 (f). Consent dividends credit:.
Taxability of amounts specified in con-
sents.

Article 28 (f)-1. Taxability of amounts
specified in consents.

Section 28 (g). Consent dividends credit:
Corporate shareholders.

Article 28 (g)-1. Treatment of amount
specified in consent of
corporate shareholder.

Section 28 (h). Consent dividends credit:
Basis of stock in hands of shareholders.

Section 28 (i). Consent dividends credit:
Effect on capital account of corporation.

Article 28 (1)-1. Effect on basis of stock in
,hands* of shareholders
and capital 'account of
corporation.

Section 28 (J). Consent dividends credit:
Amounts not included in, shareholder's
return.

CHAPTER Vi

Cre its Against Tax

Part m--Credits Against Tax

Section 31. Taxes of foreign countries and
possessions of United States.

Section 32. Taxes withheld at source.
Section 33. Credit for overpayments.

CHALPTE vn

Accounting Periods and MetAodds

Part IV-Accounting Periods and Methods of
Accounting

Section41. General rule.
Article 41-1. Comuntation of net income.

41-2. Bases of computation and
changes in accounting
methods.

41-3. Methods of accounting.
41-4. Accounting period.-

Section 42. Period In which items of gross
income included.

Article42-1. When included in gross in-
come.

42-2. Income not reduced to posses-
sion.

42-3. Examples of constructive re-.
ceipt,

42-4. Long-term contracts.
42-5. Subtraction for redemption of

trading stamps.
Section 43. Period for which deductions and

credits taken.
Article 43-1. "Paid or incurred" and "paid

or accrued."
43-2. When charges deductible.

Section 44. Installment basis.
Article 44-1. Sale of personal property on

installment plan.
44-2. Sale of real property involving

deferred payments.
44-3. Sale of real property on in-

stallment plan.
44-4. Deferred-payment sale of real

property not on installment
plan.

44-4. Gain or loss upon disposition
of installment obligations.

Section 45. Allocation of income and deduc-
tions.

Article 45-1. Determination of the taxable
net income of a controlled
taxpayer.

Section 46. Change of accounting period.
Article 46-1. Change in accounting period.

Section 47. Returns for a period of less than
twelve months.

Article47-'l. Returns for periods of less
than 12 months.

Section 48 (a). Definitions: Taxable year.
Section48 (b). Definitions: Fiscal year.
Section 48 (c). Definitions: 'Paid or in-

curred" ."paid or accrued."
Section 48 (d). Definitions: Trade or busi-

ness.

CHAPTER V1i

Returns and Payment of Tax

Part V-Returns and Payment of Tax
Section 51. Individual returns.

Article 51-1. Individual returns.
51-2. Form of return.

- 51-3. Return of income of minor.
51-4. Verification of returns.
51-5. Use of prescribed forms.

Section 52. Corporation returns.
Article 52-1. Corporation returns.

52-2. Returns by receivers.
Section 53. Time and place for filing returns.

Article 53-1. Time for filing returns.
- 53-2. Extensions of time for filing

returns.
53-3. Extensions of time in the case

of foreign organizations,
certain domestic corpora-
tions, and citizens of United
States residing or traveling
-abroad.

53-4. Due date of return.
53-5. Place for filing indiviqual re-

turns.
Section 54. Records and special returns.

Article 54-1. Records and income tax
forms.

Section 55. Publicity of returns.
Article 55 (l )-l- Definitions.

55 (b)-2. Copies of income returns.
55 (b)-3. Inspection of copies of re-

turns.
55 (b)-4. Request for permission to

inspect copies.
55 (b)-5. Inspection of original re-

turns.
Section 56. Payment of tax.

Article 5-1. Date on which tax shall be
paid.

56-2. Extension of time for payment
of the tax or installment
thereof.

56-3. When fractional part of cent
may be disregarded.

56-4. Receipts for tax payments.
Section 57. Examination of return and deter-

mination of tax.
Article 57-1. Examination of return and

determination of tax by the
Commissioner.

Section 58. Additions to tax and penalties.
Section 59. Administrative proceedings.

CHAP=E 1x

Miscellaneous Provisions

Part VI-Mscellaneous Provisions

Section 61. Laws made applicable.
Section 62. Rules and regulations.
Section 63. Taxes in lieu of taxes under 1936

Act.

CHAMPTER X

Corporations Exempt From'Tax

Subtitle C--Supplemental Provisions, Sup-
plement A-Rates of Tax (Supplementary
to Subtitle B, Part I)

Section 101. Exemptions from tax on corpora-
tions.

Article 101-1. Proof of exemption.
101 (1)-1. Labor, agricultural, and

horticultural organiza-
tions.

101 (2)-i. Mutual savings banks.
101 (3)-i. Fraternal beneficiary so-

cieties.
101 (4)-1. Building and loan associa-

tions and cooperative
banks.

101 (5)-i. Cemetery companies.
101 (6)-1. Religious, charitable, scien-

tific, literary, and educa-
tional organizations and

cmuity chests.
101 (7)-i. Busness leagues, chambers

of commerce, real estate
boards, and boards of
trade.

101 (8)-i. Civic leagues and local as-
sociations of employees.

A01 (9)-1. Social clubs.

101 (10)-i. Local benevolent lilfe insur-
ance associations, mutual
irrigation and telephone
companies, and like or-
ganizations.

101 (11)-1. Farmers' or other mutual
hail, cyclone, casualty, or
fire insurance companies
or associations.

101 (12)-l. Farmers' cooperative mar-
keting and purchasing as-
soclations.

101 (13)-I. Corporations organized to
finance crop operations.

101 (18)-i. Religious or apostolic as-
sociations or corporationS.

CHAPaTE Xi

Corporations Used to Avod Surtax

Section 102. Surtax on corporations improp-
erly accumulating surplus.

Article 102-1. Taxation of corporation
formed or utilized for
avoidance of surtax.

102-2..Purposo to avoid surtax: evi-
dence; burden of proof:
definition Of holding or
investment company.

102-3. Unreasonable accumulation
of profits.

102-4. Computation of undistrib-
uted section 102 net in-
come.

CHAPTER xin

Tax on Citizens and Corporations of Forcign
Countries-Banks and Trust Companies--
Sale of Oil or Gas Properties

Section 103. Rates of tax on citizens and cor-
porations of certain foreign countries.

Section 104. Banks and trust companies.
Section 105. Sale of oil or gas properties.

Article 105-1. Surtax on sale of oil or gas
properties.

Section 106. Claims against United States
involving acquisition of property.

Article 10-1. Surtax on certain amounts
received from the United
States.

CIHPTR Xi

Gain or Loss-Recognition, Basis,
Determination

Supplement B--Computation of Not Income
(Supplementary to Subtitle B, Part II)

Section 111. Determination of amount of,,
and recognition of, gain or loss.

Article 111-1. Computation of gain or loss,
Section 112 (a). Recognition of gain or loss:

General rule.
Article 112 (a)-. Sales or exchanges.

Section 112 (b). Recognition of gain or loss:
Exchanges solely in kind.

Article 112 (b) (1)-1. Property held for
productive use in
trade or business
or for investment,

112 (b) (2)-i. Stock for stock of the
same corporation.

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

112 (b) (5)-2. Records to be kept
and information to
be filed.

112 (b) (6)-1. Distribution in liq-
uidation of subsid-
lary corporation.

112 (b) (6)-2. Liquidations orm -
pleted within one
taxable year.

112 (b) (6)-3. Liquidations cover-
ing more than one
taxable year,

112 (b) (6)-4. Distributions in liq-
uidation as affect-
ing minority in-
terests.

112 (b) ()-5. Records to be kept
and information to
be filed with re-
turn.
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112 (b) (7)-i. Corporate liquida-
tlions in December,
1938.

112 (ly) (7)-2. Qualil ed electing
shareholder.

112 (b) (7)-3. Making and filing of
written elections,

112 (b) (7)--4. Treatment of gain.
112 (b) (7)--&. Records to be kept

and information to
be fled with re-
turn.

Section 112-(c). Recognition of gain or loss:
Gain from exchanges not solely in kind.

Article 112 (c)-1. Receipt of other property
or money in tax-free
exchange not con-
nected with corporate
reorganization.

Section 112(d). Recognition of gain or loss:
Same--Gain of corporation.

Section 112(e). Recognition of gain or loss:
Loss from exchanges not solely in kind.

Article 112 (e)-l. Nonrecognition of loss.
Section 112 (f). Recognition of gain or loss:

Involuntary convers-ions.
Article 112 (f)-l. Reinvestment of pro-

ceeds of involuntary
conversion.

112 (f)-2. Replacement funds.
Section 112 (g). Recognition of gain or loss:

Definition of reorganization.
Article 112 (g)-l. Purpose and scope of ex-

ception of reorganiza-
tion exchanges.

112 (g)-2. Definition of terms.
112 (g)-3. Exchanges solely of stock

or securities, or prop-
erty, solely for stock
or securities, in pursu-
ance of plan of reor-
ganizaton.

112 (g)-4. Exchanges in reorgani-
zation for stock or
securities and other
property or money.

112 (g)-5. Receipt of stock or se-
curities in reorganiza-
tion without surrender
of stock by share-
holder.

112 (g)-6. Records to be kept and
information to be filed
with returns.

Section 12 (h). Recognition of gain or loss:
Definition of controL

Article 112 (h)-I. Control of corporation.
Section.112 (i). Recognition of gain or loss:

Foreign corporations.
Article 112 (i)-1. Reorganization with, or

transfer of property to,
a foreign corporation.

Section 112 (j). Reccgnition of gain or loss:
Installment obligations.

Section 113 (a). Adjusted basis for deter-
mining gain or loss: Basis (unadjusted)
of property.

Article 113 (a)-. Scope of basis for deter-
mining gain or loss.

IMa (a)-2. General rule.
113 (a) (1)-I. Property included in in-

ventory.
113 (a) (2)-. Property transmitted by

gift after December 31,
1920.

13 (a) (3)-i. Transfer in trust after
December 31, 1920.

113 (a) (4)-1. Gift or transfer in tiust
prior to January 1,
1921.

113 (a) (5)-i. Basis of property ac-
quired by bequest. de-
vise, or inheritance.

113 (a) (6)-i. Property acquired upon
a tax-free exchange.

113 (a) (7)-1. Property acquired by
corporation, in reorgan-
ization after December
31, 1917.

113 (a) (8)-i. Property acquired by a
corporation after De-
cember 31. 1920.

113 (a) (9)-i. Property acquired as a
result of an involuntary
conversion.

No. 28-2

113 (a) (10)-i. Stocks or ccurltics ac-
quired In 'war-h sales.."

113 (a) (11)-i. Basi- of propcrty ac-
qulred durir. aefilla-
tlIon.

113 (a) (12)-i. Ba'iss of propertY Cstab-
liEhed by Revenuo Act
of 1932.

11a (a) (13)-i. Property contributed In
kind by a parlanr to a
partncrship.

113 (a) (13)-2. Readjustmcnt of partner-
chip interests.

113 (a) (14)-i. P opcrty acquired prior
to March 1. 1913.

113 (a) (15)-i. Basist of property r~elved
by a corporation in
complete liquidation of
another corporation.

113 (a) (16)-i. Basis of property estb-
libed by Revenue Act
of 1934.

113 (a) (18)-1. Basis of property rcelved
in certain corporate
liquidations.

Section 113 (b). Adjusted basis for determin-
ing gain or ln: Adjusted bzis.

Article 113 (b)-i. Adjusted basis: General
rule.

113 (b)-2. Adjustcd basis: Cancella-
tion of ndebtcdne:.

113 (b)-3. Substituted b'si .
cH -rm zxv

Depreciation ad Depletion

Section 114. Bads for depreciation and de-
pletion.

Article 114-1. Basis for allowance of de-
predation and depletlon.

cHrArrm1 xv

Distributions by Corportioue--Dlrfdend.s

Section 115. Distributions by corporations.
Article 115-1. Dividends.

115-2. Sources of distributions in

115-3. Earninga or proflts.
115-4. Distributions other than a

dividend.
115-5. Distributlons In liquldatZon.
115-6. DistributIons from depletion

or dcprcciatlon rezrves.
115-7. Stock dividends.
115-8. Election of shareolders as to

medium of payment.
115-9. Distribution In redemption

or cancellation of ctock
taxablo as a divided.

115-10. Dlvldends paid in property.
115-11. EMct on carings or proflts

of certain tax-free ex-
chanZes and t"x-fre" dis-
tributions.

Additional Ezclusionz From Gross Income

Section 116. Excluclons from grow Income.
Article 11C-i. Incomo of foreign govrn-

ments. ambas dors, and
consuls.

116-2. CompensatIon of State of-
ficers and employes.

116-3. Bridges to be acquired by
State or political subdivl-
sions.

Capital Gafs and Lcsses

SectIon 117. Capital gains and Icscs.
Article 117-1. hicaning of terms.

117-2. Percentage of capital Cain or
loss takrn Into account:
iNet low- carry-over.

117-3. Alternative tax in caze of net
long-term capital gain or

117-4. Determination of priod for
which capital asseta ore

hold.
117-5. Application of rection 117 In

the care of husband and
wife.

117-6. GzIns and Iarzs fro exet
czlcz.

ca'r mmult
Ioe s From WVth sales

Section 113. Iwesz f ro=. ML-3 of stck Or
cccuritles.

Article 119-1. I(_oe from ush sales of
etcaa or securities.

Income From Sor~es Wi~It~ zn United States

Section 119. Incans from sources within
United State-.

Article 119-1. Income from sources within
tM2 United States.

119-2. Inter-t.
119-3. Dlvidcnds.
119-C. Cinmmatlon for labor or

larsnal' Cervices._
119-5. Rentals and royalties.
119-6. Sale of real property.
119-7. Income from sources without

the Unite-I States.
119-8. Sale of persmmnl property.
119-9. Dcductlons in general.

119-10. Apportionment of deduc-
ions.

113-11. Ohcr income from sources
w7ithin the United States.

119-12. Income from the ale of per-
canA property derived
from cources partly within
and pertly without the
United States.

119-13. Tran ortatIon earrice.
119-14. T(C2eaMph and cable service.
119-15. CZmputation of Income.

OIMPM ZZ
Certain' Dssiezcthoze for Ch-srltotbZe and O~r

Contributionq, and Dfrfdc-r Paid

Section 120. Unllmitcd dcduction for chant-
able and other contributions.

Section 121. DeductIon of dividends paid on
certain pr ferred toz of certain corpo-
rations.

cHlr'rx
Credits Asir-t Ta=-Supplemental

Supplement C--Credit Against, Tax (Supple-
mentary to Subtitle B, Part III)

Sectfon 131. T==e of foreign countries and
pos=sms of United States-

ArtIcle 131-1. Analys' of credit for taxes.
131-2. i.feaning of tems.
131-3. Conditions of allowance of

credit.
131-4. Rc-etermination of tax when

crcdit proves incorrcct.
131-. Countric- which do or do not

satsfy the similar cr-edit
requirement.

131-6. When credit for taxes may be
taken.

131-7. ,Dom-tIc corporation owning
a razlority of the stock of
forelrn corporation.

131-8. I.mftation3 on credit for
foreign taxes.

Rceturns cand Paijnncnt of Tan
Supplcment D--Returns and Payment of
Tax (Supplementary to Subtitle B, P rt V)

ecation 141. Conmolldatod returns of railroad
mrzratlons.

Article 141-1. Ccn=sIfdatcd returns of af-
filiated corparatiens for
taxable years- beginning
after December 31, 1937.

141-2-1 Fcrmation of and changes in
affiliated group.

141-3. Ctrporations to be included
In consoli1dated return far-
t.---ble year. beginning
after December 31, 1937.

141-4. Foreign corportions which
may be treated as domez-
tic corporations.
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Section 142. Fiduciary returns.
Article 142-1. Fiduciary returns.

142-2. Return by guardian or com-
mittee.

142-3. Returns where two trusts.
142-4. Return by receiver.
142-5. Return for nonresident alien

beneficiary.
142-6. Time for filing return upon

death, or termination of
trust.

Section 143. Withholding of tax at source.
Article 143-1. Withholding tax at source.

143-2. Fixed or determinable ad-
nual or periodical income.

143-3. Exemption from withhold-
ing.

143-4. Ownership certificates for
bond interest.

143-5. Form of certificate for citi-
zens or residents.

143-6. Form of certificate for non-
resident aliens, nonresi-
dent foreign corporations,
and unknown owners.

143-7. Return and payment of tax
withheld.

143-8. Ownership certificates in the
case of fiduciaries and
joint owners.

143-9. Return of income from which
tax was withheld.

Section 144. Payment of corporation income
tax at source.

Article 144-1. Withholding in the case of
nonresident foreign corpo-
rations.

141-2. Aids to withholding agents
in determining liability for
withholding of tax.

Section 145. Penalties.
Article 145-1. Penalties.

Section 146. Closing by Commissioner of tax-
able year.

Article 146-1. Termination of the taxable
period by Commissioner.

Section 147. Information at source.
Article 147-1. Return of information as to

payments of $1,000.
147-2. Return of information as to

payments to employees.
147-3. Cases where no return of in-

formation required.
147-4. Return of information as to

interest on corporate
bonds.

147-5. Return of information as to
payments to other than
citizens or residents.

147-6. Foreign items.
147-7. Return of information as to

foreign items.
147-8. Information as to actual

owner.
Section 148. Information by corporations.

Article 148-1. Return of information as to
payments of dividends.

148-2. Return of information re-
specting. contemplated dis-
solution or* liquidaticn.

148-3. Return of information re-
specting distributions in
liquidation.

148-4. Information respecting com-
pensation of officers and
employees in excess of
$75,000.

Section 149. Returns of brokers.
Article 149-1. Return of information by

brokers.
Section 150. Collection of foreign items.

Article 150-1. License to collect foreign
items.

Section 151. Foreign personal holding com-
panies.

CHAxPTER x

Estates and Trusts

Supplement E-Estates and Trusts

Section 161. Imposition of tax.
Article 161-1. Imposition of thd tax.

Section 162. Net income.
Article 162-1. Income of estates and trusts.

Section 163. Credits against net income.
Article 163-1. Credits to estate, trust, or

beneficiary.
Section 164. Different taxable years.
Section 165. Employees' trusts.

Article 165-1. Employees' trusts.
Section 166. Revocable trusts.

Article 166-1. Trusts with respect to the
corpus of which the grant-
or is regarded as remaining
in substance the owner.

Section 167. Income for benefit of grantor.
Article 167-1. Trusts in the income of

which the grantor retains
an interest.

Section 168. Taxes of foreign countries and
possessions of United States.

Section 169. Common trust funds.
Article 169-1. Common trust fund defined.

169-2. Income of participants in
common trust fund.

169-3. Computation of common
trust fund income.

169-4. Admission and withdrawal of
participants from the com-
mon trust fund.

169-5. Returns of common trust
funds.

CHAPT',a xXIV

Partnfeships

Supplement P-Partnerships

Section 181. Partnership not taxable.
Article 181-1. Partnerships.

Section 182. Tax of partners.
Article 182-1. Distributive share of part-

ners.
Section 183. Computation of partnership in-

come:
Article 183-1. Computation of partnership

income.
Section 184. Credits against net income.

Article 184-1. Credits allowed partners.
Section 185. Earned Income.

Article 185-1. Earned income credit of
partners.

Section 186. Taxes "of foreign countries and
possessions of United States.

Section 187. Partnership returns.
Article 187-1. Partnership returns.

Section 188. Different taxable years of part-
ner and partnership.

CHAPTER XXV

Insurance Companies

Supplement G-Insurance Companies

Section 201 (a). Tax on life insurance com-
panies: Definition.

Article 201 (a)-1. Life i n s u r a n c e com-
panies: Definition.

Section 201 (b). Tax on life insurance com-
panies: Imposition of tax.

Article 201 (b)-1. Life i n s u r a n c com-
panies: Rate of tax.

201 (b)-2. Foreign life insurance
companies: Net income.

Section 202. Gross income of life insurance
companies.

Section 203 (a). Net income of life insur-
ance companies: General rule.

Article 203 (a)-1. Limitation on deduc-
tions.

203 (a) (1)-i. Tax-free interest.
203 (a) (2)-1. Reserve funds.
203 (a) (4)-1. Investment expenses.
203 (a) (5)-i. Taxes and expenses with

respect to real estate.
203 (a) (6)-i. Depreciation.
203 (a) (7)-i. Interest.

Section 203 (b). Net income of life insur-
ance companies: Rental value of real
estate.

Article203 (b)-i. Real estate owned and
occupied.

Section 204 (a). Insurance companies other
than life or mutual: Imposition of tax.

Article 204 (a)-1. Tax on insurance com-
panies other than life
or mutual.

Section 204 (b). Insurance companies other
than life or mutual: Definition of in-
come, etc.

Article 204 (b)-1. Gross income of insur-
ance companies other
than life or mutual.

Section 204 (c). Insurance companies other
'than life or mutual: Deductions allowed.

Section 204 (d). Insurance companies other
than life or mutual: Deductions of
foreign corporations.

Section 204 (e). Insurance companies other
than life or mutual: Double deductions,

Article204 (c)-. Deductions allowed in-
surance companlos
other than life or
mutual.

Section 205. Taxes of foreign countries and
possessions of United States.

Section 206. Computation of gross income.
Section 207. Mutual insurance companies

other than life.
Article207-1. Tax on mutual insurance

companies other than life,
207-2. Gross income of mutual In-

surance companies other
than life.

207-3. Deductions allowed mutual
insurance companies other
than life Insurance com-
panies.

207-4. Required addition to reserve
funds of mutual insurance
companies (other - than
life).

207-5. Special deductions allowed
mutual marine insurance
companies.

207-6. Special deductions allowed
mutual insurance compa-
nies (other than life or
marine).

207-7. Returns of mutual lnsuranco
companies (other than
life).

CIAzR xxvr

Nonresident Aliens

Supplement H-Nonresident Allen
Individuals

Section 211. Tax on nonresident alien indi-
viduals.

Article 211-1. Taxation of aliens in general,
211-2. Definition.
211-3. Allen seamen, when to be re-

garded as residents,
211-4. Proof of residence of alien.
211-5. Loss of residence by alien.
211-6. Duty of employer to deter-

mine status of alien em-
ployee.

211-7. Taxation of nonresident alien
individuals.

Section 212. Gross income..
Article 212-1. Gross income of nonresident

alien individuals.
212-2. Exclusion of earnings of for-

eign ships from grols in-
come.

Section 213. Deductions.
Article 213-1. Deductions allowed nonresi-

dent alien individuals.
Section 214. Credits against net income.

Article 214-1. Credits to nonresdont alien
individuals,

Section 215. Allowance of deductions and
credits.

Article 215-1. Allowance of deductions and
credits to nonresident alien
individuals.

Section 216. Credits against tax.
Section 217. Returns.

Article 217-1. Time and place for filing re-
turns of nonresident alien
individuals.

217-2. Return of Income.
Section 218. Payment of tax.

Article 218-1. Date on which tax shall be
paid by nonresident alien
individual.

Section 219. Partnerships.
Article 219-1. Partnerships.
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Foreign Corporation
Supplement I-orelgn Corporations

Section 231. Tax on foreign corporations.
Article 231-1. Taxation of foreign corpora-

tions.
231-2. Gross income of foreign cor-

porations.
231-3. Exclusion of earnings of for-

eign ships from gross in-
come.

Section 232. Deductions.
Article232-1. Deductions allowed foreign

_ corporations.
Section.233. Allowance of deductions and

credits.
Article 233-1. Allowance of deductions and

credits.
Section 234. Credits against t
Section 235. Returns.

Article 235-4. Time and place for filing re-
turns of foreign corpora-
tions.

235-2. Return of income.
Section 236. Payment of tax.

Article 236-1. Dates on which tax shall be
paid by foreign corpora-
tons.

Section 237. Foreign insurance companies.
Section 238. Ablilation.

Income from Sources Within Possessions of
United States

Supplement J-Possesslons of the United
States

Section.251. Income from sources within
possessions of United States.

Article 251-1. Citizens of the United States
and domestic corporations
deriving i n c o m e from
sources within a possess-on
of the United States.

251-2. Income received within the
United States.

251-3. Tax In case of corporatlons.
251-4. Definition.
251-5. Deductions allowed citizens

and domestic corporations
entitled to the benefits of
section 251.

251-6. Allowance of deductions and
credits to citizens and do-
mestic corporations en-
titled to the benefits of
section 251.

Section 252. Citizens of possessions of United
States.

Article 252-i. Status of citizens of United
States possession.

CHAPTE xxIX
China Trade Act Corporations

Supplement K---China Trade Act Corpora-
tions

Section 261. Taxation in general.
Section 262. Credit against net income.
Section 263. Credits against the tax.
Secticn 264. Affiliation.
Section 265. Income of shareholders.

Article 262-1. Income of China Trade Act
corporations.

262-2. Credits allowed China Trade
Act corporations.

262-3. Meaning of terms used in
connection with China

Trade Act corporations.
262-4. Withholding by a China

Trade Act corporation.

CHAPTE xx

Assessment and Collection of Deficiencies
Supplement L--Assessment and Collection of

Deficiencies

Section 271. Definition of deficiency.
Article 271-1. Deficiency defined.

Section 272. Procedure in general.
Article 272-1. Assessment of a deficiency.

272-2. Collection of a deficiency.
272-3. Extension of time for pay-

ment of a deficiency.

Section 273. Jeopardy as ncnts.
Article 273-1. Jeopardy n.escnts.

Section274. Bankruptcy and rceiver-hps.
Article 274-1. Bankruptcy and rccelvership

proccdings.
274-2. Immediate aszssmenta In

bnriuptcy and receiver-
shicp caZs.

Section275. Period of limitation upon as-
remment and collection.

Section 276. Same--Ezccptlons.
Section 277. Suspension of running of ntatute.

Article 275-1. Period of limitation upon as-
Ee-sment of tax.

275-2. Period of limitation upon col-
lection of tax.

cMAPm XX

Intercst and Additions to Tax

Supplement M-Interest and Additions to the
Tax

Section 291. Failure to file return.
Article 291-i. Addition to the tax in cas, of

failure to file return.
Section292. Intere-t on dellcIcncles.
Section 293. Additions to the tax in c=3 of

deficiency.
Section 294. Additions to the tax In cas2 ot

nonpayment.
Section295. Time extended for payment of

tax shown on return.
Section296. Time extended for payment of

deficiency.
Section 297. Interest In casa of Jeopardy as-

=essments.
Section 298. Banlruptcy and reelvrhip.
Section299. Removal of propcrty or dcpar-

ture from United States.

CHAPIM OOZ
Claims Against Transferecs and Fiduearies
Supplement N---Claims Agalnst Transferce

and FIduciarles

Section 311. Transferrcd a-ssts.
Article 311-1. Claims in c _s of transferred

a=ets-.
Section 312. Notice of fiduciary relatlonhip.

Article 312-i. Flduclarlz.

Orerpayn-nts

Supplement O-Overpayments

Section 321. Overpayment of Instillment.
Section 322. Refunds and credits.

Article 322-1. Authority for abatement,
credit, and refund of tax.

322-2. Credit and refund adjust-
ments.

322-3. Claims for refund by tax-
payer.

322-4. Claim for payment of Judg-
ment obtained fainst c-
lector.

322-5. Claim for payment of Judg-
ment obtained in United
States district court
against the United States.

322-6. Claim for payment of Judg-
ment obtained In the
Court of Claims against
the United Statc.

322-7. Limitations upon the cred-
Iting and refunding of
taxcs paid

322-8. Crediting of account- of col-
lectors In ca23 of ae-
ments aainst roveral pzr-
cons covering ame labll-
ity.

CHAPM35 NIV
For-ign Personal Holding Compznic3

Supplement P-Foreign Pmrsonal Holding
Companies

Section 331. Deflnition of forelgn personal
holding company.

Article 331-1. Dflnitlon of foreign psr-
Eonnl holding company.

331-2. Gross Income requirement.
331-. Stock onvrmhp require

mpnt.

Section 332. Forel personal holding com-
pany income.

Article 332-i. Foreign personal holding
company Income.

Section 333 (a). Stock ownerhip: Construc-
tive owne=h p.

Article333 (a)-I. Stock ownership.
333 (a)-2. Stock not owned by In-

dividual.
333 (a)-3. Family and partnership

ownership.
3 (a)-4. Options-
333 (a)-5. Application of family-

partnership and option
rules.

333 (a)-0. Constructive ou.ership
as actual ownership.

333 (a)-7. Option rule in lieu of
family and partner-
ship rule.

Section333 (b). Stock ownher-hlp: Conv-t-
Ible securtlis.

Article 333 (b)-l. Convertible securities.
SEctIon 334. Gross Income of foreign personal

holding companies.
Articlo 334-1. Gross income In general for

purp-,se of Supplement P.
33--2. Additions to grozs Income for

purposes of Supplemant P.
SEctlon 335. Undi-trlbuted Supplement P net

income.
Sectlon =3. Supplement P net Incame.

Article 33C-i. Supplement P net Income.
33C-2. Illu.tration, of computation

of Supplement P net n-
coma and undletriouted
Supplement P net income.

StcUon 337. Corpsration inccme taxed to
United States charcholdera.

Article 337-1. Income of foreagn personal
holding companies taxed to
United States shareholds...

337-2. Credt for obligations of tha
United States.

337-3. Information in raturn.
337-4. Effcct on capital account of

foreln peronal holding
company and bazs of stock
in hands of Eharehlders.

Saction 333. Informatnm returns by oM=..
and dirc-,trs.

Article =8-i. Information returns by cM-
cers and director. of cer-
talin forelgn corporations.

33?-2. Annual information returns
by cf ers and directors of
certain foreign crpio--
tionz.

C33-3. Time and place of flin_-
returns.

S:ction 332. Information returns by share-
holdero.

Article 339-1. Information returns by
Ebarehoid~rs of certain
foreign corp-ations.

333-2. Annual Information returns
by shareholders of certain
foreign corporations.

339-3. Time and place of fiing;
returns.

Scction 340. Penaltes,

CILUPrna Z=I'

Mutual Inrcatment Companies

Supplement Q--lutual Invaztment
Companies

Section 361. Definition.
Article 301-I. Definition of a mutual in-

vestment company.
301-2. Pre r of status of a mutual

inveatment company.
301-3. Records to be kept for pur-

po:e of ascertaining actual
ownership of outstanding
stcck of mutual investment
companies.

261-4. Records to be kept for pur-
pa-- of determining
whether a corporation
claiming to be a mutual
investment company i3 a
parsonal holding company.

801-5. Additional information re-
quired in returns of share-
holders
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Section 362. Tax on mutual investment
companies.

Article 362-1. Tax on mutual investment
companies.

Exchanges and Distributions in Obedience to
Orders of Securities and Exchange Commis-
sion

Supplement -Exchanges and distributions
in obedience to orders of Securities and
Exchange Commission

Section 371. Nonrecognition of gain or loss.
Article 371-4. Terms used.

371-1. Purpose and scope of excep-
tion.

371-2. Exchanges of stock or se-
curities solely for stock or
securities.

371-3. Exchahges of property for
property by corporations.

371-4. Distribution solely of stock
or securities.

371-6. Transfers within s y s t e m
group.

.371-6. Sale of stock or securities re-
ceived upon exchange by
members of system group.

371-7. Exchanges in which money
or other nonexempt prop-
erty is received.

371-3. Requirements with respect to
order of Securities and Ex-
change Commission.

371-9. Nonapplication of other pro-
visions of the Act.

371-10. Records to be kept and in-
formation to be filed with
returns.

Section 372. Basis for determining gain or
loss.

Article 372-0. Basis for determining gain
or loss.

372-1. Basis of property acquired
upon exchanges under sec-

-tion 371 (a), 371 (b), or
371 (e).

372-2. Basis of property acquired
by corporation under sec-
tion 371 (a), 371 (b), or
371 (e) as contributions of.
capital or surplus, or in
consideration for its own
stock or securities.

372-3. Basis of stock or securities
acquired by shareholder
upon tax-free distribution
under section 371 (c).

372-4. Basis of property acquired
under section 371 (d) in
trantactions between cor-
porations of the same sys-
tem group.

Section 373. Definitions.-
Article 373-1. Definitions.

CHAPTER XXXVII

Surtax on Persontal Holding Companies

Title IA-Personal Holding Companies

Section 401. Surtax on personal holding corn-.
paaiies.

Article 401-1. Surtax on personal holding
companies.

Section 402. Definition of personal holding
company.

Article 402-1. Definition of personal hold-
ing company.

402-2. Gross income requirement.
402-3. Stock ownership require-

ment.
Section 403. Personal holding company in-

come.
Article 403-1. Personal holding - company

income.
Section 400 (a). Stock ownership: Construc-

tive ownership.
Article 404 (a)-l. Stock ownership.

404 (a)-2. Stock not owned by in-
dividual.

404 (a)-3. Family and partnership
ownership.

404 (a)-4. Options.

404 (a)-5. Applcation of family-
partnership and option
rules.

404 (a)-6. Constructive ownership
as actual ownership.

404 (a)-7. Option rule In lieu of
family and partnership
rule.

Section 404 (b). Stock ownership: Convert-
ible securities.

Article 404 (b) -1. Convertible securities.
Section 405. Undistributed Title IA net in-

come.
Article 405-1. Undistributed Title IA net

income.
405-2. Amounts used or Irrevocably

set aside to pay or to re-
tire indebtedne.% of any
kind incurred prior to
January 1, 1934.

Section 406. Title IA. net income.
Article 405-1. Title IA net income.

406-2. Illustration of computation
of Title IA net income, un-
distributed Title IA net in-
come, and surtax.

Section 407. Deficiency dividends - credits
and refunds.

Article407-1. Purpose and scope of defi-
ciency dividend credit.

407-2. Date when decision by
Board or court becomes
final

407-3. Credit against unpaid de-
ficiency.

407-4. Credit or refund of deficiency
paid..

407-5- Claim for deficiency divi-
dends credit or credit or
refund.

407-6. Effect of deficiency divi-
dends on dividends, paid
credit.

'407-7. Suspension of statute of
limitations and stay of col-
lection.

Section 408. Meaning of terms used.
Section 409- Administrative provisions.

Article 409-1. Return and payment of tax.
409-2. Determination of tax, assess-

ment, collection.
Section 410. Improper accumulation of sur-

plus.
Section 411. Foreign personal holding com-

panies.
CHAPTER Xvm

Title VI-General Provisions

Section 901. Definitions.
Article 901-1. Classification of taxables.

901-2. Association.
901-3. Association distinguished

. from trust.
901-4. Partnerships.
901-5. Limited partnership as cor-

poration.
901-6. Limited partnership as part-

nership.
901-7. Insurance company.
901-8. Domestic, foreign, resident,

and nonresident persons.
901-9. Fiduciary.

.901-10. Fiduciary distinguished from.
agent.

Section 902. Separability clause.
Section 903. Effective date of Act.

Article 903-1. Effective date of Act.

CERTAMn GENERAL PROVISIONS OP LAW REAMTRn;
TO INCOzE TAXES FOR 1938 AND SUsEQVENT
TAXABLE EARS
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CHAPTER I

scope of Regulations
Be it enacted by the Senate and House of

Representatives of the United States of
America in Congress assembled, That this
Act, divided into titles and sections accord-
ing to the following Table of Contents. may
be cited as the "Revenue Act of 1938":

Title I-Income Tax, Subtitle A-Intro-
ductory Provisions

Sm. 1. Application of title.-The provi-
sions of this title shall apply only to tax-
able years beginning after December,31, 1937.
Income, war-profits, and excess-profits taxes
for taxable years beginning prior to January
1, 1938, shall not be affected by the pro-
visions of this title, but shall remain subject
to the applicable provisions of prior revenue
Acts, except as such provisions are modified
by Title V of this Act or by legislation en-
acted subsequent to this Act.

ARTIcLE 1-1. Scope of regulations.-
These regulations deal with the taxes
upon net income imposed by Title I of
the Revenue Act of 1938, including the
tax imposed by section 102 of Title I of
that Act upion the net income of certain
corporations, and the tax imposed by
Title 1A of that Act upon the undis-
tributed adjusted net income of per-
sonal holding companies (see section
401).

The articles of these regulations have
been given key numbers corresponding
to the numbers of the sections, subsec-
tions, or paragraphs of the Act. For
example, articles 23 (a)-l to 23 (a)-13,
relating to deduction for expenses, bear
the key number 23 (a), which corre-
sponds to subsection 23 (a) of the Act.
The articles bearing a given key num-
ber are the regulations prescribed with
respect to the corresponding section,
subsection, or paragraph of the Act; and
the section, subsection, or paragraph of
the Act sha1l be considered as a part of
the respective articles to which it
corresponds.

Sm. 2. Cross references.-The cross refer-
ences in this title to other portions of the
title, wvhere the word "see" is used, are made
only for convenience, and shall be given no
legal effect.

Sm. 3. Classification of provisios..-The
provisions of this title are herein classified
and designated as--

Subtitle A-Introductory provisions.
Subtitle B-General provisions, divided

into Parts and sections.
Subtitle C--Supplemental provisions, di-

vided into Supplements and sections.

ART. 3-1. Division of .reguations.-
These regulations have been divided into
38 chapters. Chapter I relates to Intro-
ductory Provisions, Subtitle A of Title I
Chapters II to IX relate to General Pro-
visions, Subtitle B of Title L Chapters
X to XXII relate to Supplements A to D
of Supplemental Provisions, Subtitle C ol
Title L Chapters XXEI to XXIX relatE
to Supplements E to K of Supplementa]
Provisions, Subtitle C of Title L Chap-
ters XXX to 2E= relate to Supple-
ments L to R of Supplemental Provisions
Subtitle C of Title L Chapter =V]
relates to Title IA, Surtax on Persona:

Holding Companies. Chapter 2OCV111
relates to Title VI, General Provisions of
the Act.

SEC. 4. Special class of taspay=cT.-The
application of the General Provisions and
of Supplements A to D, incluive, to each
of the following special clazc3 of taxpayerc,
shall be subject to the exceptions and addi-
tional provisions found In the Supplement
applicable to such cla,. as followa:

(a) Estates and trusts and the beneficiar-
les thereof.-Supplement E.

(b) Mfembers of partnerchlpz,--Suppla-
ment F.

(c) Insurance companles-Supplement G.
(d) Nonresident alien IndvLIduals.-Sup-

plement H.
(e) Foreign corporation s-Supplement L
(f) Individual citizens of any po=C=-ion of

the United States who are not otherwiz3
citizens of the United States and who are
not residents of the United States.-Supple-
ment J.

(g) Individual citizens of the United
States or domestic corporations st3sfying
the conditions of section 251 by reason of
deriving a large portion of their grcs In-
come from sources within a po==-foa of
the United States.-Supplement J.

(h) China Trade Act corporatIons.-Sup-
plement IL

(1) Foreign personal holding companle
and their sbareholders.--Supplement P.

() Mutual investment companie.-Sup-
plement Q.

ART. 4-1. AppUication of reguLations to
special cLasses of taxpaycrs.-With re-
spect to certain classes of taxpayers, the
application of the provisions of Chap-
ters IE to 3= Is subJect to certain ex-
ceptions and additional provisions, which
are discussed in Chapters II to
XXIX and Chapters XXXEV and XXXV,
as follows:

Chapter 'I--Estates and trusts.
Chapter XX'V-Partncrships.
Chapter XXV-Insurance companies.
Chapter XXVI-Nonresldent alien in-

dividuals.
Chapter X VII-F ore I g n corpora-

tions.
Chapter 2XVI-Income from sources

in possessions of the United States.
Chapter :X -China Trade Act cor-

porations.
Chapter 2XZIV-oreIgn personal

holding companies.
Chapter X V- utual investment

companies.
For provisions interpretative of Title

IA, surtax on personal holding compa-
nies, see articles 401-1 to 409-2, Inclu-
sive. For provisions relating to the tax-
ation to shareholders of the income of
foreign personal holding companies and
requiring certain Information returns,
see articles 331-1 to 339-3, inclusive.
For provisions relative to surtax on cor-
porations improperly accumulating sur-
plus, see articles 102-1 to 102-4, inclu-
sive.

CHAPTER II
Rates of Tax

Subtitle B-General Provisions, Part I-
Rates of Tax

Sm. 11. Normal tax on indivfduals.-There
shall be levied, collected, and paid for each

L taxable year upon the net Income of every
Individual a normal tax of 4 per centum of

the amount of the net Income in excezs of
the credits a,-anmt net income provided In
cction. 23.

ART. 11-1. Income tax on individ-
vals.-Title I of the Act, which applies
only to taxable years begirming after
December 31, 1937 (see section 1), im-
Pozez an income tax on individuals, in-
cluding a normal tax (section 11) and a
surtax (section 12). The tax is upon nat
income which Is determined by subtract-
ing the allowable deductions from the
gro-s income. (Sea general sections 21-
24.) In certain cases credits are allowed
against the net income before computing
the tax (section 25) and in other cases
aafist the amount of the tax (sections
31, 32, and 131). In general, the tax is
payable upon the basis of returns render-
ed 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 (section 143). Exceptions
and additional provisions applicable to
certain special classes of taxpayers are
listed in section 4. See section 102 as to
shareholders of corporations formed or
availed of to prevent imposition of sur-
tax.

See Supplement P as to shareholders
of foreign personal holding companies.
See section 117 as to the treatment of
capital gains and capital lozses.

AnT. 11-2. Citizens or -residents of the
Unitcd 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 as-ets within the United States and
may receive no income from sources
within the United States. Every resident
allen individual Is liable to the tax, even
though his income is wholly from sources
outside the United States. As to non-
resident alien individuals, see sections
211-219.

Anr. 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
hbs 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 presumtplon does not ap-
ply, however, to residence abroad while
the United States was at war, nor does
it apply in the case of individuals born
In the United States subject to Its juris-
diction. However, even though an indi-
vidual born in the United States, subject
to Its Jurisdiction, of either citizen or
allen parents, resided in a foreign coun-
try for a number of years, he would still
be a citizen of the United States, unless
he had become naturalized in, or taken
an oath of allegiance to, the foreign
country of residence or some other for-
eign state. A foreigner who has fled
his declaration of intention of becoming
a citizen of the United States but who
has not yet received his final citizenship
papers Is an alien. See articles 211-2 to
211-5 for distinction between a resident
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alien individual and a nonresident alien
Individual.

SEc. 12. Surtax on individuals.-(a) Defi-
nition of "surtax net income"-As used in
.this section the term "surtax net income"
means the amount of the net income in ex-
cess of the credits against net income pro-
vided in section 25 (b).

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

Upon a surtax net Iuicome of $4,000 there
shall be no surtax; upon surtax net incomeg
in excess of $4,000 and not in excessof $6,000,
4 per centum of such excess.

$80 uipon surtax net incomes of $6,000; and
upon surtax net Incomes in excess of $6,000
and not in excess of $8,000, & per centum in
addition of such excess.

$180 upon surtax net incomes of $8,000;
and upon surtax net incomes in excess of
$8,000 and not in excess of $10.000, 6 per
centum In addition of such excess.

$300 upon surtax net incomes of $10,000;
and upon surtax net incomes in excess of
$10,000 and not.in excess of $12,000, 7 per
centum in addition of such excess.

$440 upon surtax net incomes of $12,000;
and upon surtax net incomes in excess of
$12,000 and not in excess of $14,000, 8 per
centum in addition of such excess.

$600 upon surtax net incomes of $14,000;
and upon surtax net incomes In dxcess of
$14,000 and not In excess of $16,000, 9 per
centum in addition of such excess.

$780 upon surtax net incomes of $16,000;
and upon surtax net incomes in excess of
$16,000 and not in excess of $18,000, 11 per
centum in addition of such excess.

$1,000 upon surtax net incomes of $18,000;
and upon surtax 'net incomes in excess of
$18,000 and not in excess of $20.000, 13 per
centum in addition of such excess.

$1,260 upon surtax net incomes of, $20,000;
and upon surtax net incomes in excess of
$20,000 and not in excess of $22,000, 15 per
centum in additlon of such excess.

$1,560 upon surtax net incomes of $22,000;
and upon surtax net incomes in excess of
$22,000 and not in excess of $26,000, 17 per
centum in addition of such excess.

$2,240 upon surtax net incomes of $26,000;
and upon surtax net incomes in excess of
$26,000 and not in excess of $32,000, 19 per
centum in addition of such excess.

$3,380 upon surtax net incomes of $32,000;
and upon surtax net incomes in excess of
$32,000 and not in excess of $38,000, 21 per
centum in addition of such excess.

$4,640 upon surtax net incomes of $38,000;
and upon surtax net incomes in excess of
$38,000 and not in excess of $44,000, 24 per
centum. in addition of such excess.

$6,080 upon surtax net incomes of $44,000;
and upon surtax net Incomes in excess of
$44,000 and not in excess of $50.000, 27 per
centum In addition of such excess.

$7,700 upon surtax net incomes of $50,000;
and upon surtax net incorpes in excess of
$50,000 and not in excess of $56,000, 31 per
centum in addition of such excess. -

$9,560 upon surta$ net incomes of $56,000;
and upon surtax net incomes in excess of
$56,000 and not in excess of $62,000, 35 per
centum in addition of such-excess.

$11,660 upon surtax net Incomes of $62,000;
and upon surtax net Incomes in excess of
$62,000 and not in excess of $68,000, 39 per
centum in addition of such excess.

$14,000 upon surtax net incomes of $68,000;
and upon surtax net incomes in excers of
$68,000 ,and not in excess of $74,000, 43 per
centum In addition of such excess.

"$16,580 upon surtax net incomes of $74,000;
and upon surtax net incomes in excess of
$74,000 and not in excess of $80,000, 47 per
centum in addition of such excess.

$19,400 upon surtax net incomes of $80,000;
and upon surtax net incomes in excess of
$80,000 and not in excess of $90,000, 51 per
centum In addition of such excess.

$24,500 upon surtaxnet inbzomes of $90,000;
and upon surtax net incomes In excess of

$90,000 and not in excess of $100,000, 55 per over the first figure In the surtax net-
centum in addition of such excess. Income column. The last column gives

$30,000 upon surtax net incomes of $100,-
000; -and upon surtax net incomes in excess the total surtax on a surtax not Income
of $100,000 and not in excess of $150,000, 58 equal to the second figure In the surtax
per centum in addition of such excess, net-income column.

$59,000 upon surtax net incomes of $150,-
000; and upon surtax net Incomes in excess Surta Table
of $150,000 and not in excess of $200,000, 60 ______ ._ Tabe
per centum in addition of such excess.

$89,000 upon surtax net incomes of $200,- Surtax net Income Percent Total sur(ax
000; and upon surtax net Incomes in excess
of $200,000 and not in excess of $250,000, 62
per centum in addition of such excess. $0 to $4,000 .............................

$120,000 upon surtax net incomes of $250,- S4,00 to $6,000 --------------- 4
000; and upon surtax net incomes in excess S6,000 to $3,000 .............. a V0

IS8,00 o $1,00 .......... 0300of $250,000 and not in excess of $300,000, 64 S16,000 to $12,000 ............ 7 440per centurn in addition of such excess. $12,000 to $14,000 ------------ 8 coo$152,000 upon surtax net Incomes of $300,- 814,00 to $16,000 ............ 9 780
000; and upon surtax net Incomes, in excess $10,000 to $18,000 ------------ 11 1,000
of $300,000 and not in excess of $400,000, 66 818,000 to $20,000- ......... 13 1, 2C0
per centum in addition of such excess. 820,000 to $22,000 ............ 17 1,00

822,000 to $28,000--------------17 2,2,M$218,000 upbn surtax net incomes of $400,- 828,000 to $32,000--------------19 3, 30
000; and upon surtax net incomes in excess $32,0O to$,080.-......... 21 4,640
of $400,000 and not in excess of $500,000, 68 838,000 to $44,000 ............ 24 0,00
per centum in addition of such excess. $44,000 to $.0,000 ------------ 27 7,700

$286,000 upon surtax net incomes of $500,- $50,000 to $38,000... ........ 31 9, tGO
$56,000 to $62,000 ............ 3 11, (i'D000; and upon surtax net incomes in excess $62,000 to $88,000 ............ 39 14,0COof $500,000 and not In excess of $750,000, 70 8,000 to $74,000 ------------ 43 10, &60

per cntum in addition of such excess. $74,000 to $30,000 ------------ 47 19,400
$461,000 upon surtax net incomes of $750,- $30,000 to $80,000 ------------ 51 24, 0

000; and upon surtax net incomes in excess $90,000 to $100,000 ------------ 5 30,000$100,000 to $159,000 ....... 43 w,, coo
of $750.000 and not in excess of $1,000,000, 72 $150,0Oto S0,20000 .......... 60 88,000
per centum In addition of such excess. $200,000 to$2.0,000 ..........so 62 120, 00$641,000 upon surtax net ihcomes of $1,- V5,o0 to S300,00o .......... 4 162,000
000,000; and upon surtax net incomes in ex- $300,000 to $400,000 .......... ca 21H,000
cess of $1,000,000 and not In excess of $2,000,- $400,000 to W500,000 88--------- 6 r0. 000
000, 73 per centum in addition of such excess. 50,000 to $760,000 ...... 70 41, Oo

$700,000 to $1,1008,000 72...00$1,371,000 upon surtax net incomes of 1,00,000 to 2,000,000 . 73 ,37, 00
$2,000,000; and upon surtax net Incomes in ,000,00 to $8,000,000 ....... 74 3,1,000
excess of $2,000,000 and not in excess of $5,000,000up- .............. 78 ..............
$5,000,000, 74 per centum in addition of such
excess.

$3,591,000 upon surtax net incomes of The surtax for any amount of surtax
$5,000,000; and upon surtax net incomes in net income not stated In round figures in
excess of $5,000,000, 75 per centum in addl- the table is computed by adding to the sur-
tion of such excess.

(c) Taxin case of capital gains or l.es, tax for the largest amount stated which
For rate and computation of alternative tax is less than the surtax net Income, the sur-
In lieu of normal tax and 'surtax In the case tax upon the excess over that amount at
of a capital gain or loss from the sale or the rate indicated in the table. Accord-
exchange of capital assdts held for more than ingly, the surtax due for taxabie Years
eighteen months, see section 117 (c).

(d) Sale of oil or gas properties.-For llmi- beginning after December 31, 19317, upon
tation of surtax attributable to the sale of a surtax net Income of $63,128 would be
oil or gas properties, see section 105, $12,099.92, computed as follows:

(e) Tax on personal holding companies.-
For surtax on personal holding companies, Surtax on $62,000 from table .... $11,06Q.00
see Title IA. Surtax on $1,128 at 39 pbreent... 430.02

(f) Avoidance of surtaires by incorpora-
tion -For surtax on corporations which ac- Total 12,000.02
cumulate surplus to avoid surtax on share- SEC. 13. Tax on corporations in gcncral.-
holders, see section 102. (a) Adjusted net income.--or the purposes

ART. 12-1. uSrtax.--In addition to the of this title the term "adjusted not income"
means the net Income Ininus the credit pro-normal tax imposed by section 11 a sur- vided in section 26 (a), relating to 'Interest

tax is imposed at the rates specified In on certain obligations of the United States
section 12 upon the surtax net income of and Government corporations. -
every individual, resident or nonresident, (b) Imposition of tac.-Thero shall belevied, collected, and paid for each taxableexcept nonresident alien individuals sub- year upon the net income of every corpora-
ject to the tax imposed by section 211 (a). tion the net Income of which Is more than
The surtax net income is the amount of $25,000 (except a corporation subject to tho

tax imposed by section 14, section 231 (a),the net income in excess of the personal Supplement 0, or Supplement Q) a tax com-exemption and credit for dependents. puted under subsection (a) of this section
(See generally articles 25-1 to 25-7.) For or a tax computed under subsection (d) of
surtax on corporations improperly ac- this section, whichever tax Is the lessor,(c) General rule.-The tax computed undercumulating surplus see section 102. As to this subsection shall be as follows:
surtax on personal holding companies, (1) A tentative tax shall first be computed
see Title IA. equal to 10 per centum of the adjusted not

ART. 12-2. Computation of surtax,.-- income.
The following table shows the surtax due (2) The tax shall be the tentative tax
for taxable years beginning after Decem- reduced by the sum of-
ber 31, 1937, upon certain sliecifled (A) 161/ per centum of the credit forSdividends received provided In section 20 (b);
amounts of surtax net income. In each and
instance the first figure of the surtax (B) 2/2 per centum of the dividends paid
net Income in the surtax net-income col- credit provided In section 27, but not to

exceed 2y/ per centum of the adjusted noturmn is 'to be excluded and the second income.
figure included. The percentage given (d) Alternative tax (corporations with not
opposite applies to the excess of income income slightly more than $25,000).-(1) If
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no portion of the gross Income consists of in-
terest allowed as a credit by section 26 (a)
(relating to nterest on certain obligations of
the United States and Government corpora-
tions), or of dividends of the class with re-
spect to which credit is allowed by section
26 (b), then the tax computed under this
subsection shall be equal to $3,525, plus 32
per centum of the amount of the net income
in excess of $25,000.

(2) If any portion of the gross income con-
si of such interest or dividends, then the
tax computed under this subsection shall be
as follows:

(A) The net income shall be divided into
two divisions, the first division consisting of
$25,000, and the second division consisting of
the remainder of the net income.

(B) To the first division shall be allocated,
until an aggregate of $25,000 has been so al-
located: First, the portion of the gross In-
come consisting of such interest; second, the
portion of the gross income consisting of
such dividends; and third, an amount equal
to the excess, if any, of $25,000 over the
amounts already allocated to the first divi-
slon.

(C) To the second divison shall be allo-
cated, until there has been so allocated an
aggregate equal to the excess of the net in-
come over $25,000: First, the portion of the
gross income consisting of such interest
'which-is not already allocated to the first
division; second, the portion of the gross in-
come consisting of such dividends which is
not already allocated to the first division;
and third, an amount equal to the excess, If
any, of the net income over th sum of $25,000
plus the amounts already allocated to the
second division.

(D) The tax shall be equal to the sum of
the following:

(i) A tax on the $25,000 allocated to the
first division, computed under section 14 (c),
on the basis of the allocation made to the
first division and as if the amount so allo-
cated constituted the entire net income of
the corporation. I

(ii) 12 per centum of the dividends re-
ceived allocated as such to the second divi-
sion.

(iii) 32 per centum of the remainder of
the amount allocated to, the second division,
except interest allowed as a credit under
section 26 (a).

(e) Corporations in bankruptcy and re-
ceivership.-if a domestic corpomticn is for
any portion of the taxable year In bank-
ruptcy under the laws of the United States,
or insolvent and In receivership in any court
of the United States or of any Stata, Terri-
tory, or the District of Columbia, then, when
the tax is computed under subsection (c),
the tentative tax shall be reduced by 21,s
per centum of the adjusted net income, In-
stead of by 2

Y/ per centum of the dividends
paid credit.

(f) Jointstock and bankc.-In the case
of a joint-stock land bank organized under
the Federal Farm Loan Act, as amended.
when the tax is computed under subsection
(c), the tentative tax shall be reduced by
2A per centum of the adjusted net income,
instead of by 23 per centum of the divi-
dends paid credit.

(g) antal housing corpoations-In the
case of a corporation which at the close of
the taxable year is regulated or restricted by
the Federal Housing Administrator under
section 207 (b) (2) of the National Housing
Act, as amended, whan the tax is computed
under subsection (c), the tentative tax shall
be reduced by 21 per centum of the ad-
Justed net income, instead of by 2Y per
centum of the dividends paid credit; but only
if such Administrator certifies to the Com-
missioner the fact that such regulation or
restriction existed at the close of the taxable
year. It shall be the duty of such Adminis-
trator promptly to make such certification to
the Commissioner after the close of the tax-
able year of each corporation which is so
regulated or restricted by him.

(h) Exempt corpotto"n PFcr corpora-
tions exempt from taxation undcr this title.
see section 101.

(i) Tax on pcrsotzal lzokling camp=crfs&
For surtax on personal holding companies,
see Title IA.

(1) Improper accu lxtiom of surplus.-
For surtax on corporations which ac-umu-
late surplus to avoid surtax on cbareholdera ,
see section 102.

ART. 13-1. Tax on corporations in gen-
eral.-Section 13 imposes an Income tax
on corporations in general the net In-
come of which is more than $25,000.
Every such corporation is liable to the
tax imposed by that section, except (1)
corporations expressly exempt from tax-
ation under Title I (see section 101); (2)
corporations subject to tax under sec-
tion 14, being (A) corporations having
net incomes of not more than $25,000,
(B) banks, as defined in Eection 104, (C)
corporations organized under the China
Trade Act, 1922, (D) corporations which
by reason of deriving a large portion of
their gross income from sources within a
possession of the United States are en-
titled to the benefits of section 251, and
(E) foreign corporations; (3) Insurance
companies (see Supplement G); and (4)
mutual investment companies (see Sup-
plcment Q).

It makes no difference that a domestic
corporation subject to any tax Imposed
by section 13 may derive no income from
sources within the United States. The
tax imposed by section 13 Is computed
upon the "adjusted net income," that Is,
the net income as defined in section 21
minus the credit provided in section 26
(a), relating to interest on certain obll-
gations of the United States and its In-
strumentalities. The term "adjusted net
income" is used elscwhere In the regula-
tions under Title I and where so used has
the meaning here given to It.

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 "corpo-
ration" includes and for the difference
between domestic and foreign corpora-
tions, see section 901. For surtax on
personal holding companies, see Title
IA, For surtax on corporations im-
properly accumulating surplus, see sec-
tion 102. For the duration of the op-
eration of section 13, see section 15.

The tax imposed shall ba computed
under subsection (c) (the general rule)
or subsection (d) (the alternative tax)
of section 13, whichever computation
produces the lesser tax. Subsection (d)
is designed primarily for corporations
having net incomes of slightly more than
$25,000. In the case of such corpora-
tions, subsection (d) will frequently pro-
duce a lesser tax, although the result
in any given case depends upon the facts
and figures involved (see article 13-3).

ART. 13-2. Tax under general rule,
Subsection (c) of section 13 provides for
the tax computation under what is

termed the "general rule." A tentative
tax i- first computed upon the adjusted
net income at the rate of 19 percen..,
Two credits are allowed against this
tentative tax. The more important of
theze credits, in the majority of cases, is
the one which allows a reduction in the
tentative tax by 21 percent of the divi-
dends paid credit provided for in section
27. However, this credit may not be al-
lowed in excess of 2 £ percent of the ad-
Justed net income. For definition of the
term "dividends paid credit" and compu-
tation thereof, see article 27 (a)-l. The
other credit allowed against the tenta-
tive tax Is computed by taking 16',
percent of the credit for dividends
received as described in section 26 (b),
relating to dividends received from do-
mEstic corporations.

The application of the general rule set
out In subsection (c) of section 13 may
be Illustrated by the following example:

Example: The A Corporation, a do-
meztic corporation, which is not a banTk
affiliate referred to In section 26 (d), h.-
for the calendar year 1938 a net income
of $110,000, Including Interest on United
States obligations In the amount of $10,-
000 allowable as a credit under section
26 (a) and dividends amounting to $10,-
00 from domestic corporations subject
to taxation under Title I. The corpora-
tion pays to Its shareholders, during tha
taxable year, $30,000 In dividends. Ii is
not entitled to any dividend carry-ver
under section 27. Its tax for the calen-
dar year 1938 Is $17,097.50, computcd as
follows:

Computatfin of Tax

Tentative tax:
let income -_ _ $110, 000
L-_ credit for Int r-

-st on United
Statea oblga-
tions 10,000

Adjusted net In-
come ------- 100,000

Tentative tax under caction 13
(c) (19 psrcent of $100,000).. $19,000.00

CrCdita on account of dividends
received and dividends paid:

(1) Dividends re-
ceived (85
percent of
010.000 X
161 per-
cent) ____ 01, 402. 50

(2) Dividends paid
(030,000-
810,000 Ix
22 per-
cnt) _ £00.00

Total credict (cction 13 (c)
(2)) 1n022.53

Total ta- 17,007.53

ART. 13-3. Alternativas tax (corPora-
tions with net incomes slightly morc
than $25,000).-Subzection (d) of sec-
tion 13 provides an alternative method
for computing the tax In the case of
corporations having net incomes of
slightly more than $25,000. If no por-
tion of the gross Income consists of in-
terezst on obligations of the United States
and Its instrumentalities allowable as a

HeinOnline -- 4 Fed. Reg. 625 1939



FEDERAL REGISTER, Friday, February 10, 1939

credit under section 26 (a), or of divi-
dends of the class with respect to which
the credit is allowable under section 26
(b), the alternative tax is equal to
$3,525 plus 32 percent of the amount of
the net income in excess of $25,000. If
any portion of the gross-income consists
of interest or dividends referred to in the
preceding sentence, it is necessary, in
order to determine the amount of net
income subject to tax and the rate of
tax applicable thereto, first to divide the
income into two parts, or divisions, the
first division consisting of $25,000 and
the second division consisting of the bal-
ance of the net income in excess of
$25,000.

The first division is composed, first, of
gross income from interest on obliga-
tions of the United States and its in-
strumentalities, allowable as a credit
under section 26 (a); second, the p6r-
tion of the gross income consisting of
dividends of the class with respect to
which credit is allowable under section
26 (b); and, third, an amount equal to
the excess, if any, of $25,000 over the
sum of the gross income from interest
on such obligations and dividends as are
already allocated to the. first division.
For the purposes of section 13, this ex-
cess is referred to in these regulations
as "ordinary income." In segregating
the portion of the net income allocated
to the second division, the portion of the
gross income from, interest on certain
obligations of the United States and its
Instrumentalities, credit for which is
allowable under section 26 (a), which
has not already been allocated to the
first division is allocated to the second
division. Gross income from dividends
of the class with respect to which credit
Is allowable under section 26 (b), not
already allocated to the first division, is
next assigned as a portion of the net
income in the second division. The ex-
cess, if any, of the portion assigned to
the second division over the sum of the
gross income from such interest and
dividends, allocated to the second di-
vision, is considered' to be ordinary in-
come for the purposes of section 13.
The alternative tax in such a case is the
sum of three items: First a tax is com-
puted under section 14 (c) on the
$25,000 as allocated to the first division,
as if this amount constituted the entire
net income of the corporation To this
tax there is added 12 percent of the div-
idends allocated to the second division
and 32 percent of the amount of the
ordinary income allocated to the second
division. The following examples illus-
trate the computation of the alternative
tax In such a case, and demonstrate
that in some cases the tax imposed un-
der the general rule will be less than the
alternative tax, while in other cases the
alternative tax will be less than the tax
imposed under the general rule:

Example (1): The A Corporation, a
domestic corporation '(not a bank af-
fWate), has for the calendar year 1938

a net income of $34,000, including inter-
est on United States obligations (allow-
able as a credit under section 26 (a))
in the amount of $15,000 and dividends
amounting to $12,000 (allowable as a
credit under section 26 (b)). It is not
entitled to a dividends paid credit under
section 27. Since, as will hereinafter ap-
pear, the alternative tax is more than
the tax computed under the general rule,
the correct tax is the tag computed un-
der the gejieral rule, that is, $1,937. The
tax is computed as follows:

Tax Under General Rule
Net income ......---------------- $34, 000.00
Less interest on United States

obligations --------.. --- 15,000.00

Adjusted net income-- 19, 000.00

Tentative tax (19 percent of
$19,000.00) ----------------- 3,610.00

Less credit for dividends received
(161/2 percent of 85 percent
of $12,000.00) --------------- 1,683.00

Total tax under general
rule ----------------- 1,927.00

Alternative Tax
Total net income ------------- $34 000. 00
Less net income allocated to first

division .------------------- 25,000.00

Net income allocated to
second division ------- 9,000. 00

Tax on first division:
Total net income ------------ 25,000.00
Less interest on United States

obligations -------------- 15, 000. 00

Adjusted pet income --------- 10,000.00
Less credit for dividends re-'

celved (85 percent of $10,-
000) --------------------- 8,500.00

Special class net income (sec-
tion 14 (a)) ------------- 1, oo.00

Tax under section 14 (121,S
percent of $1,500) -------- 187.50

Tax on second division:
Total income allocated to sec-

ond division- 9,000.00
Less dividends received allo-

cated to second division. 2, 000. 00

Ordinary income -------------- 7,000.00

Tax:
(12 percent of $2,000) --------- - 240. 00
(32 percent of $7,000) -------- 2,240.00

Total tax on second divi-sion ----------------- 2,480:00

Total, alternative tax: -
Tax on first division ..---------- 187.50
Tax on second division ..-------- 2,480.00

Total alternative tax ------ 2, 667. 50

Example (2): The A Corporation, a
domestic corporation (not a bank afffli-
ate), has for the calendar year 1938 a
net income of $27,000, including interest
on United States obligations (allowable
as a credit under section 26 (a)) in
the amount of $10,000, but no dividends
allowable as a credit under section 26
(b). It paid dividends during the year
in the amount of $15,000. It is not en-
titled to any dividend carry-over under
section 27. Since the alternative tax Is
less than the tax computed under the

general rule, the correct tax is the al-
ternative tax, that is, $2,665, Tl1e tax
is computed as follows:

Alternative Tax
Allocation of income:

First division:
Interest on United States obli-

gations ------------------- 810, 0oo
Ordinary income -------------- 16,000

Total --------------------- 25,000
Second division:

Ordinary income --------------- 2,000

Total income --------------- 27,000

Tax under alternative plan:
First division:

122 percent of $5,000 ---------- 825
14 percent of $10,000 ---------- 1,400

Total tax on first division .... 2,025
Tax on second division (32 per-

cent of $2,000) -------------- 640

Total tax under alternative
plan -------------------- 2,605

Tax Under General Rule

Total net income- --- --------- $27,000
Less interest on United States obli-

gations ---------------------- 10,000

Adjusted net Income --------- 17,000

Tentative tax (19 percent of
$17,000) ---------------------- 3,230

Less credit for dividends paid (2/
percent of $15,000-$10,000) --- 125

Tax ---------------------- 3,105

ART. 13-4. Corporations in bancruptcy
or receivership, joint-stock land banks
an'i rental housing corporations.-In any
case in which the tax Is computed under
subsection (c) of section 13 and the tax-
payer is-

(1) a domestic-corporation which for
any portion of the taxable year Is in
bankruptcy under the laws of the United
States, or insolvent and In receivership
in any court of the United States or of
any State, Territory, or the District of
Columbia, or 9.

(2) a joint-stock land bank organ-
ized under the Federal Farm Loan Act,
as amended, or

(3) a corporation which at the close of
the taxable year Is regulated or restricted
by the Federal Housine Administrator
under section 207 (b) (2) of the National
Housing Act, as amended, and such ad-
ministrator certifes to the Commissioner
the fact that such regulation or restric-
tion existed at the close of the taxable
year,

then In lieu of the credit against the ten-v
tative tax as computed under subsection
(c) on account of dividends paid, there
shall be allowed a credit of 2'/2 percent
of the adjusted net Income. If the not
income of any such corporation is $25,000
or less, it is taxed under section 14, and if
its net income Is slightly more than
$25,000, it may be subject to the alterna.
tive tax under section 13 (d). ,

Generally, in the case of any proceed-
ings under the Bankruptcy Act of 1898, a
amended, the corporation Is in bank-
ruptcy If It has been adjudicated bank-
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rupt, if a petition for reorganization of
the corporation has been filed by the cor-
poration or its creditors and has been
approved by the court having jurisdiction
thereof, or if the corporation has filed a
petition for an arrangement of its in-
debtedness under Chapter XI of the Act
in a court having jurisdiction thereof.
In such case, the provisions of subsection
(e) of section 13, allowing a credit of 2 ,
percent of the adjusted net income, in
lieu of the credit on account of dividends
paid, shall not apply to-

(a) the debtor corporation if the pro-
ceeding is dismissed prior to the con-
firination by the court of a plan of re-
organization or an arrangement;

(b) any corporation organized pursu-
ant to the provisions of the plan;

(c) any corporation which pursuant to
the plan or arrangement acquires any of
the properties of the debtor corporation
by way of consolidation or merger or any
corporation which is merged or consoli-
dated with the debtor corporation pursu-
ant to the plan; or

(W) the debtor corporation for any tax-
able year subsequent to the taxable year
during which any of the properties dealt
with by the plan either

(1) are transferred and conveyed by
the trustee or trustees to the debtor cor-
poration-or the other corporation or cor-
porations provided for by the plan, or,

"(2) if no trustee has been appointed,

are retained by the debtor corporation,

free and clear of all claims of the debtor
corporation, its shareholders and cred-
itors, except such claims as may consist-
entiy with the plan be reserved in the
order confirming the plan or directing
the transfer and conveyance or retention
of such properties.

The term "insolvent" means insolvency
in the sense of excess of liabilities over
assets and in the sense of inability to
meet obligations as they mature.

Any corporation claiming the credit
under subsection (e), (f), or (g) of sec-
tion 13, that is, seeking to reduce the
tentative tax by 2Y2 percent of the ad-
justed net income, instead of by 21 per-
cent of the dividends paid credit, shall
file as a part of its return for each taxa-
ble year for which such credit is claimed
a statement under oath of all facts per-
tinent to its claim.

Smc. 14. Tax oan special classes of corpo-
rations-(a) Special class 7et income-
For the purposes of this title the term "spe-
cial class net income" means the adjusted
net income minus the credit for dividends
received provided In section 26 (b).

(b) There shall be levied, collected, and
paid for each taxable year upon the special
class net income of the following corpora-
tions (in lieu of the tax imposed by section
13) the tax hereinafter In this section
specified.

(c) Corporations with vet incomes of not
more than $25,000.-1f the net income of
the corporation Is not more than $25,000.
and if the corporation does not came within
one of the cas es specified in subsection

No. 28----3

(d). (e), (f). or (g) of this section, th2 tax
shall be as follows:

Upon special class net Incomcs not in
excess of $5000, 121A per centum.

$625 upon special clrss net incomes of
$5,000. and upon special class net incomes
In excess of $5.000 and not In c5ceaC of
$20,000, 14 per centum In addition of such
excws.

$2.725 upon special clns net Income- of
$20.000, and upon special claz3 not Income3
in excess of *20.000, 16 par centum in addi-
tion bf such exccs.

(d) Special classes of corporations-n
the case of the following corporat!ons the
tax shall be an amount equal to 161 per
centum of the speclal class net Income, re-
gardlezs of the amount thereof:

(1) Banks, as defined In cectIon 10-
(2) Corporations organizcd under the

China Trade Act, 1922.
(3) Corporations which, by rcaon of de-

riving a large portion of their gro income
from souroes within a po=sion of the
United States, are entitled to the beneflts of
section 251.

(e) Foreign corpoations.-(l) In the ca
of a foreign corporation enga,-ed in trade
or business within the United Statea or
having an ofllce or place of busine- therein.
the tax shall be an amount equal to 10 per
centum of the special cla net income, re-
gardless of the amount thereof.

(2) In the case of a foreign corporation
not engaged In trade or businss within the
United States and not having an oirce or
place of business therein, the tax hall b as
provided in section 231 (a).

(f) Insurance comanics.-In the case of
Insurance companies, the tax nball be os pro-
vided in Supplement G.

(g) Mutual inrestment compncs-ln the
case of mutual investment companies, as

used cls-here in the regulations under
Title I and where -o used has the mean-
Ing here given It.

As in the case of corporations subiect
to the tax under section 13, it makes no
difference that a domestic corporation
subJect to any tax imposed by section
14 may derive no income from sources
wlthin the United States. So also, the
tax Is payab'e upon the basis of returns
rendered by the corporations liable
therEto, except that In 'some cases a
tax Ls to be plid at the source of the
Income (se also sEctions 47, 52, 53, 144,
and 235). For what the term "corpora-
tion" Includes and for the difference be-
twe2n domestic and foreign corporations,
see -section 901. For surtax on personal
holding companies, see Title IA. For
surtax on corporations improperly aecu-
mulating surplus, see smctlon 102. For
the duration of the operation of section
14, see section 15.

Example: The A Corporation, a domes-
tic corpration, has for the calendar year
1938 a net income of $24,000, Including
interL-t on United States obligations
(allowable as a credit under section
2G (a)), ,in the amount of $9,000 and
dividends received of the class allowable
as a credit under ssction 26 (b) in the
amountm of $5,000. The corporation pays
to Its shareholders, during the taxable
year, $5,000 in dividends. The tax upon
the corporation is $1,430, computed as
follows:

__3 Supplement 1%. Total net Income--... $24,000provided In such Supplement.
(h) Exempt corporations.-For corpora- i oU -

tions exempt from taxation under this title, 9,00
see section 101. c Adjusted met Income .- 15,00
(f) Tax on personal lolding -Dduct credit undar aection 26 (b)

For surtax on personal holding companl:, (85 prent of 8Z.(0)_ 4,2
see Title IA.

(1) Improper accumulation of curplu3.-- Spcial a nct Income_ - 10,750
For surtax on corporations which accumulate
surplus to avoid surtax an hareholder, rca Tax on C5.,033 from table on p. 623- 625
section 102. Tax on $5,730 at 14 percent__ _ E05

ART. 14-1. Taz on mcclal corpora-
tio.-Section 14 imposes an income tax Tot tax-. 1.43o
upon (1) corporations having net in- Subsection d) of section 14 relates to
comes of not more than $25,000, (2) cer- (1) banks, as defined In section 104,
tan special classes of corporations, and (2) corporations organzd under the
(3) certain foreign corporations. The China Trade Act, 1922, and (3) corpo-
special classes of corporatlors are banks, rations which, by reason of deriving a
as defined In section 104, corporations large pordon of their gross income from
organized under the China Trade Act, sourcas within pozze zlons of the United
1922, and corporations which, by reacon Statez, are entitled to the benefits of see-
of deriving a large portion of their gross tIon 251. That subsection imposes an
income from sources within a pozzezzlon income tax upon such corporations in an
of the United States, are entitled to the amount equal to 16!1 percent of the
benefits of section 251. The tax imposed cp:clal class net Income, regardlezs of the
by section 14 is n lieu of the tax Imposed amount thereof.
by section 13. Corporations expressly Subsection (e) of section 14 provides
exempt from taxation under Title I (see for a t x on foreign corporations engaged
section 101) are not subject to tax under in trade or business within the United
section 14. States or having an offce or place of

The tax is imposed upon the "special businss therein, equal to 19 percent of
class net income," that Is, the adjusted the special class net income, regardles-
net income minus the credit for dlvi- of the amount thereof. In the case of
dends received provided in section 26 (b), foreign corporations not engaged in trade
relating to dividends received from a or business within the United States and
domestic corporation which s subject to not having an ofie or place of busines
taxation under Title I (85 percent of therein, the tax Is as provided in se.-tion
dividends received, but not in excess of 231 (a). In the casa of Insurance com-
85 percent of the adjusted net Income). panie3, the tax Is as providEd in Supple-
The term "special class net income" is ment G. In the case of mutual invest-
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ment companies, as defined in Supple-
ment Q, the tax is as provided in Supple-
ment Q. I

Subsection (c) of section 14 Imposes a
tax at graduated rates on corporations
which do not have net incomes of more
than $25,600 and which do not come
within one of the classes specified in sub-
section (d) (special classes of corpora-
tions), (e) (foreign corporations), WD
(insurance companies), or (g) (mutuui
Investment companies) of section 14.
The tax Is the same whether or not the
corporation distributes any dividends
during the taxable year.

The following table shows the income
tax due from corporations coming within
the terms of subsection c) bf section 14
upon certain specified amounts of special
class net Income. In each instance the
first figure of the special class net income
in the special class 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 special class net-in-
come column. The last column gives the
total tax on a special class net income
equal to the second figure in the special
class net-income column:

Table of Corporation Income Tax Under
Section 14 (c)

special clas not Income Percent Total tax

to to $5,000 ----------------- 124 $625
ss,00o to W000 --------------- 14 ,725
$20,000 to $25,000----------- 1 3,5

The tax under subsection (c) of sec-

tion 14 for any amount of special class
net income not shown in the table is
computed-by adding to the tax for the
largest amount shown which is less than
the special class net income, the tax
upon the excess over that amount at the
rate indicated in the table.

SEc. 15. Corporate taxes effective for two
taxableyjears.-The tates imposed by section
13, section 14 (except' subsection (e) (2)),
Supplement G, or Supplement Q, of this Act,
or by section 13, section 14, or Supplement G
of the Revenue Act of 1936, shall not apply
to any taxable year beginning after Decem-
ber 31, 1939.

CHAPTER IM
Gross Income-Net Income

Part I-Computation of Net Income

SEc. 21. Net incon.--"Net Income" means
the gross income computed under section 22,
less the deductions .allowed by section 23.
For definition of "adjusted net income", see
section 13 (a); for definition of "specl
class net income", see section 14 (a).

ART. 21-1. Meaning of net income.-
The tax imposed by Title I is upon in-
come. Neither income exempted by
statute or fundamental law, nor expenses
incurred in connection therewith, other
than interest, enter into the computa-
tion of net income as defined by section
21. (See section 24 (a) (5).) In the

computation of the tax various classes
of income must be considered:

(a) Income (in the broad sense),
meaning all wealth which flows in to
the taxpayer other than as a mere re-
turn of capital. It includes the forms of
income specifically described as gains
and profits, including gains derived from
the sale or other disposition of capital
assets. Cash receipts alone do ndt al-
ways accurately reflect income, for the
Act recognizes as income-determining
factors other items, among which are
inventories, accounts receivable, prop-
erty exhaustion, and accounts payable
for expenses incurred. (See sections 22,
23, 24, and 117.)

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

c) Net income, meaning gross in-
come less statutory deductions. The
statutory deductions are in general,
thbugh not exclusively, expenditures,
other than capital expenditures, con-
nected with the production of income.
(See sections 23 and 24.)

d) Net income less credits. (See
sections 25, 26, 27, and 28.)

The normal taxes and surtaxes im-
posed 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
computed in accordance with the
method-of accounting regularly employed
in keeping the books of the taxpayer.
(See section 41.)

The net income of corporations is de-
termined 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 al-
lowed individuals. (See sections 23, 24,
102, 118, 121, 203, 204, 207, 232, 336, and
Title IA.)

SEc. 22. Gross income-(a) General dft-
nition.-"Gross Income" includes gains, prof-
its, and income derived from salaries, wages,
or compensation for* personal service, of
whatever kind and in whatever form paid,
or from professions, vocations, trades, busi-
nesses, commerce, or sales, or dealings In
property, whether'real or personal, growing
out of the ownership or use of or interest in
such property; also from interest, rent, divi-
dends, securities, or the transaction of any
business carried on for gain or profit or
gains or profits and income derived from
any source whatever. In the case of Presi-
dents of the United States and judgeg of
courts of the United States taking oMce
after June 6, 1932, the compensation re-
ceived as such shall be included In gross
income; and all Acts fixing the compensa-
tion of such Presidents and judges are
hereby amended accordingly.

ART. 22 (a)-L. What neluded in gross
income.-Gross income includes In gen-
eral compensation for personal and pro-
fessional services, business income, prof-
its from sales of and dealings in prop-
erty, 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 de-
rived from capital, from labor, or from
both combined, provided- It be under-
stood to include profit gained through a
sale or conversion of capital assets,
Profits of citizens, residents, or domestic
'corporations derived from sales in for-
eign commerce must be included in their
gross income; but special provisions are
made for nonresident aliens and foreign
corporations by sections 211-238 and, in
certain cases, by section 251, for citizens"
and domestic corporations deriving In-
come from sources within possessions 6f
the United States. Income may be In
the form of cash or of property.

If property is transferred by a corpo-
ration to a shareholder, or by an em-
ployer to an employee, for an amount
substantially less than its fair markOt
value, regardless of whether the transfer
is in the guise of a sale or exchange, such
shareholder or employee shall include In
gross income the difference between the
amount paid for the property and the
amount of its fair market value to the exr
tent that such difference is in the nature
of (1) compensation for services rendered
or to be rendered or (2) a distribution of
earnings or profits taxable as a dividend,
as the case may be. 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. This paragraph does
not apply, however, to the Issuance by a
corporation to its shareholders of the
right to subscribe to Its stock, as to which
see article 22 (a)-8.

The fact that a dividend is declared
shortly after the sale of corporate stock
and the sale price Is Influenced by the
expectation of the payment of a dividend,
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 divi-
dend payment Is an investment of capital
and may not be claimed as a deduction
from gross income. As to the amount of
,income tax paid for a bondholder by the
obliger 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 disposition of property,
see sections 111-113.

As to Insurance companies and foreign
corporations, see sections 202, 204, 206,
207, and 231.

ART. 22 (a)-2. Compensation for per-
sona=l services.-Commisslons paid sales-
men, compensation for services on the
basis of a percentage of profts, commis-
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sions on insurance premiums, tips, pay of
persons in the military or naval forces of
the United States, retired pay of Federal
and other officers, and pensions or retir-
ing allowances paid by private persons or
by the United States are income to the
recipients; as are also marriage fees,
baptismal offerings, sums paid for say-
ing masses for the dead, and other con-
tributions received by a clergyman, evan-
gelist, or religious worker for services
reidered. However, so-called pensions
awarded by one to whom no services have
been rendered are mere gifts or gratuities
and are not taxable. The salaries of Fed-
eral officers and employees are subject to
tax. See article 116-2 as to compensa-
tion of State officers and employees.

ART. 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
rendered at a stipulated price, in the
absence of evidence to the contrary such
price will be prestfrned to be the fair value
of the compensation received. If a cor-
poration transfers to its employees its
own stock as compensation for services
rendered by the employee, the amount of
such compensation to be included in the
gross income of the employee is the fair
market value of the stock at the time of
the transfer. If living quarters such as
camps are furnished to employees for the
convenience of the employer, the ratable
value need not be added to the cash com-
pensation of the employees, but if a per-
son receives as compensation for services
rendered a salary and in addition thereto
living quarters, the value to such person
of the quarters furnished constitutes in-
come subject to tax. The value of quar-
ters 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 Serv-
ice, or amounts received by them as com-
mutation of quarters, are to be excluded
from gross income. (See also section 22
(b) (6).) Premiums paid by an em-
ployer on policies of group life insur-
ance covering the lives of his employees,
the beneficiaries of which are designated
by the employees, are not income to the
employees. (See article 24-3.)

ART. 22 (a)-4. Compensati o paid in
notes.-Notes or other evidences of in-
debtedness received in payment for serv-
ices constitute income to the amount of
their fair market value. A taxpayer re-
ceiving as compensation a note regarded
as good for its face value at maturity,
but not bearing interest, shall treat as
income as of the time of receipt the fair
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.

ART' 22 (a)-5. Gross income from
business.--In the case of a manufactur-
ing, merchandising, or mining business
"gross income" means the total sales, less
the cost of goods sold, plus any income
from investments and from incidental or
outside operations or sources. In deter-
mining the gross Income subtractions
should not be made for depreciation, de-
pletion, selling expenses, or losses, or for
items not ordinarily used in computing
the cost of goods sold. But see article
23 (m)-1 (g).

ART. 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 thi
year in which realized.

ART. 22 (a)-7. Gross income of farm-
ers.-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 prop-
erty received during the taxable 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 in-
come 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 occurs, except that in
the case of the sale of animals purchased
as draft or work animals or solely for
breeding or dairy purposes and not for
resale, the profit shall be the amount of
any excess of the sales price over the
amount representing the difference be-
tween the cost and the depreciation
theretofore allowed (but not less than
the amount allowable) in resp-ct of such
property as a deduction in computing
net income.

In the case of a farmer reporting on
the accrual basis (in which an inventory
is used to determine profits), his gross
profits are ascertained by adding to the
inventory value of live stock and prod-
ucts on hand at the end of the year the
amount received from the sale of live

stock and products, and miscellaneous
receipts for hire of teams, machinery,
and the like, during the year, and de-
ducting from this sum the inventory
value of live stock and products on hand
at the beginning of the year and the cost
of live stock and products purchased
during the year. In such cases all live
stock raised or purchased for sale shall
be included In the inventory at their
proper valuation determined in accord-
ance with the method authorized and
adopted for the purpose. Also live stock
acquired, for draft, brEeding, or dairy
purposes and not for smle, may be in-
cluded in the inventory, instead of bang
treated as capital assets subject to de-
preciation, provided such practice is fol-
lowed 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. (Sze
article 22 ()-6.)

In every case of the sale of machinery,
farm equipment, or other capital assets
purchased after February 28, 1913 (which
are not to be Included in an inventory if
one is used to determine profits), any
excess over the cost thereof less the
amount of depreciation theretofore al-
lowed (but not less than the amount al-
lowable) in respect of such property as
a deduction in computing net income.
shall be included as gross Income. If
farm produce is exchanged for merchan-
dise, groceries, or the like, the market
value of the article received In exchange
Is to be included in gross income. Rents
received in crop shares shall be returned
as of the year in which the crop shares
are reduced to money or the equivalent
of money. Prcceeds of insurance, such
as bail and fire insurance on growing
crops, should be included in gross income
to the amount received in cash or its
equivalent for the crop injured or de-
stroyed. If a farmer is engaged in pro-
ducing crops which take more than a.
year from the time of planting to the
time of gathering and disposing, the in-
come therefrom may, with the consent of
the Commissioner (see article 41-2), ba
computed upon the crop basis; but in any
such cases the entire cost of producing
the crolf must be taken as a deduction
for the year In which the gross income
from the crop is realized.

As herein used the term "farm" em-
braces the farm in the ordinarily ac-
cepted sense, and includes stock, dairy,
poultry, fruit, and truck farms; als9
plantations, ranches, and all land used
for'farming operations. All individuals,
partnerships, or corporations that culti-
vate, operate, or manage farms for gain
or profit, either as owners or tenants, are
designated as farmers. A person culti-
vating or operating a farm for recreation
or pleasure, the result of which Is a con-
tinual loss from year to year, Is not re-
garded as a farmer.

Form 1040F should he filld in and
attached to his income tax return by
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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 articles 23 (a)-
11, 23 (e)-5, and 23 ()-10.)

ART. 22 (a)-8. Sale of stock and
rights.-If shares of stock in a corpora-
tion are sold from lots purchased at dif-
ferent dates or at different prices and the
Identity of the lots can not be determined,
the stock sold shall be charged against the
earliest purchases of such stock. In the
determination of the earliest purchases
of stock the rules prescribed in para-
graphs (1), (2), (3), and-(4) of 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. In the case
of stock In respect of which wa paid a
stock dividend which did not -constitute
income under the Constitution, the basis
for determining gain or loss from a sale
of either the stock in respect of which
the distribution was made or the stock
dividend shall be ascertained 'in accord-
ance with the principles set forth in
article 113 (a) (12)-i. 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 se-
curities purchased for the purpose of
determining -the portion of the cost at-
tributable to each class of stock or secur-
ities, but if that should be impracticable
in any case, no profit on any subsequent
sale of any-partof the stock or' securities
will be realized until out of the proceeds
of sales shall have been recovered the
total cost..

Although the issuance by a corporation
to its shareholders of rights to subscribe
to its stock may not under section 115 (f)
give rise to taxable income,, gain may be
derived or loss sustained by the share-
holder from the sale of such rights. In
the case of stock in respect of which were
issued stock subscription rights which did
not constitute income under the Consti-
tution, and in the case of such rights, the
following rules are to be applied:

(1) If the shareholder does not exer-
cise, but-sells, his rights to subscribe, the
cost or other basis of the stock in respect
of which the rights are issued shall be
apportioned between the rights and the
stock in proportion to the respective
values thereof at the time the rights are
issued, and the basis for determining
gain or loss from the sale of a right on
one hand or a share of stock on the other
will be the quotient of the cost-or other
basis assigned, to the rights or the stock,
divided, as the case may be, by the num-
ber of rights issued or by the number of
shares held. -

Example: A taxpayer in 1933 pur-
chased 500 shares of common stock at
$125 a share, and in" 1938, by reason of'
the ownership of such stock, received 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 issued had a fair
market value of $120, and the rights had
a fair market value of $3 each. Instead
of subscribing to the additional shares,
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 re-

-spect of which
the rights were
Issued)

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

stack
500 (rights) X$3 =$1,500-, market

value of rights
60.000 ,61--00of $62,500

-1:500
6150of $62,500

=$60,975.61, cost of
old stock ap-
portioned to
such stock, af-
ter issuance of
rights "

=$1,524.39, cost of
old stock ap-
portioned - 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
wete issued, the adjusted cost of each
share is $12.95-that is, $60,975.61--500.

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

Example: A taxpayer in 1935 pur-
chased 500 siares of common stock at
$125 a share, and in 1938, br reason of
the ownership of such stock, received 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 issfied had a fair
market value of $120, and the rights had
a fair market value of $3 each. The tax-
payer 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 (1))
+$10,000 (subscription price of addi-
tional shares) =$11,524.39, basis for de-

termining gain or loss from sale of addi-
tional shares.

$11,524.39-100=$115.24, basis for de-
termining gain or loss from sale of each
share of additional stock.

$140 (proceeds of sale of share of ad-
ditional stock) less $115.24-$24.70,
profit.

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

If the stock In respect, of which the
rights are Issued was purchased at dif-
ferent times or at different prices and
the identity of the lots. cannot be deter-
mined, or If the stock In respect ofwhich
the rights are Issued was purchased at
different times or at different prices and
the stock rights issued in respect of such
stock cannot be identified as having been
issued in respect of any partcular lot of
such stock, the basis for determining the
gain or loss from the sale of the old
shares, or the rights in cases where the
rights are sold, or from the sale of the
old or new shares In cases where the
rights axe exercised, shall be ascertained
In accordance with the principles laid
down in article 113 (a) (12)-i. -

If a stock right Is distributed tax free
under Section 115 (f), the taxpayer
may at his option Include the entire pro-
ceeds from the sale of nontaxable stock
rights In gross Income, In which case the
basis for determining gain or loss from
the subsequent sale of the stock in respect
of which the rights were issued shall be
the same as though the rights had not
been issued.

As to deductions for losses from sales
or exchanges of stocks or bonds, in-
cluding losses from sales or exchanges of
rights to subscribe to stock, see article
-23 (e)-1.

ART. 22 (a)-9. Sale of Patents and
copYrights.-A taxpayer disposing of
patents or copyrights by sale should de-
termine 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 articles
111-1, 113 (a) (14)-1, 113 (b)-i, and
113' (b)-2.

ART. 22 (a)-10. Sale of good will.-
Gain or loss from a sale of good will
results only when the business, or a part
of it, to which the good will attaches
is sold, In which case the gain or loss
will be determined by comparing the
sale price with the cost or other basis
of the assets, including good will, (See
articles 111-1, 113 (a) (14)-1, 113 (b)-1,
113 (b)-2, and 113 (b)-3.) If Specific
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 taxnayer to es-
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tablish the cost or other basis of the
good will sold.

ART. 22 (a)-1l. Sale of real property
in ots .- 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 entire tract may be recovered be-
fore any taxable income shall be re-
turned. The sale of each lot or parcel
will be treated as a separate transaction,
and gain or loss computed accordingly.

ART. 22 (W)-12. Annuities and in=siL-
ance policies-Annuitfies paid by reli-
gious, charitable, and educational corpo-
rations under an annuity contract are, in
general, subject to tax to the same extent
as annuities from other sources paid un-
der similar contracts. (See section 22
(b) (2) and article 22 (b) (2)-2.) An
annuity charged upon devised land is
taxable to a donee-annuitant if payable
only out of the rents or other income of
the land. 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 received
as a return of premiums paid under life
insurance, endowment, or annuity con-
tracts, and the so-called "dividend" of
a mutual insurance company which may
be credited against the current premium,
are not subject to tax.

ART. 22 (a)-13. Improvements by les-
sees.-If buildings are erected or im-
provements made by a lessee and such
buildings or improvements immediately
become the property of the lessor, as, for
instance, if they are not subject to re-
moval by the lessee, the lessor may at his
option report the income therefrom upon
any one of the following bases:

(a) The lessor may report as income
for the taxable year in which such build-
ings or improvements are completed their
fair market value at the time of their
completion.

(b) The lessor may report as income
at the time when such buildings or im-
provements are completed the fair mar-
ket value of such buildings or improve-
ments subject to the lease.

(c) The lessor may spread over the
life of the lease the estimated depre-
ciated value of such buildings or im-
provements at the expiration of the lease
and report as income for each year of
the lease an aliquot part thereof.

Except in cases where the lessor has
reported income upon basis (a), if the
lease is terminated so that the lessor
comes into possession or control of the

property prior to the time originally
fixed for the expiration of the leae, the
lessor shall report Income for the year
in which the lease Is so terminated to the
extent that the value of such buildings
or improvements when he becomes en-
titled to such poss e sion exceeds the
amount already reported as Income on
account of the erection of such buildings
or improvements. No appreciation in
value due to causes other than the terml-
nation of the lease shall be Included.

If the buildings or improvements are
destroyed prior to the expiration of the
lease, the lessor Is entitled to deduct as a
loss for the yeai when such destruction
takes place the amount previously re-
ported as income because of the erection
of such buildings or Improvements, les
proper adjustment for depreciation In
case option (a) was exercised, and less
any salvage value subject to the lease to
the extent that such loss Is not compen-
sated for by Insurance or otherwise.
(See sections 23 (e) and f) and 113 (a)
(14).)

Ar,. 22 (a)-14. Cancellation of in-
debtedness-(a) In gencraL-The can-
cellation of indebtedness, in whole or In
part, may result in the realization of in-
come. If, for example, an individual per-
forms services for a creditor, who in con-
sideration thereof cancels the debt, in-
come 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 obli-
gations at less than their face value.
(See article 22 (a)-18.) 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.

(b) Proceedings under BanZsxp
Act--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-

(1) a plan of corporate reorganization
confirmed under either section 77B3 or
Chapter X of the Bankruptcy Act, as
amended;

(2) a composition agreement confirmed
under either section 12 or 74 of the Bank-
ruptcy Act, as amended;

(3) an "arrangement" or a "real
property arrangement" confirmed under
Chapter X or XII respectively, of the
Bankruptcy Act, as amended; or

(4) a "wage earner's plan" confirmed
under Chapter = of the Bankruptcy
Act, as amended.

If, however, such plan of corporate re-
orcanizatlon or ar'eement of composi-
tion referred to in (1) to (4) above had
for one of its principal purposes the
avoidance of income ta, the cancalla-
tion or reduction of indebte dnes, under
such plan or agreement confirmed un-
der section 12, 74, or 77B or under
Chapter X, XI, XII, or XII of the
Bankruptcy Act, as amended, may result
in the realization of income. (See page
665 of the Appendix to these regula-
tions.)

For adjustment of basis of certain
property in the case of cancellation or
reduction of indebtedness required by
the Bankruptcy Act, as amended by the
Act of June 22, 1938 (Public, No. 696,
Seventy-fifth Congrezs), see article 113
(b)-2.

AnT. 22 (a)-15. Creation of sinT-zg
fund by corporaton-If a corporation,
in order solely to secure the paymnmt of
its bonds or other indebtedness, plac-
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
corporation, and any gain arising there-
from is income of the corporation and
shall be Included as such in its gross
income.

AnT. 22 (a)-16. Acqusition or dlspas-
tion by a corporation of its own capi2ta
stocal-Whether the aquisition or dispo-
sition by a corporation of shares of its
own capital stocl gives ris- to taxable
gain or deductible loss depends upon the
real nature of the transaction, which is
to be azcertained from all its facts and
circumstances. The receipt by a cor-
poration of the subscription price of
hares of Its capital stocks upon their

original Issuance gives rise to neither
taxable gain nor deductible loss, whether
the subzcrlptlon or Lue price be in ex-
cez of, or less than, the par or stated
value of such stock.

But If a corporation deals in its own
shares as It might in the shares of an-
other corporation, the resulting gain or
loss Is to be computed in the same man-
ner as though the corporation were deal-
ing in the hares of another. So also if
the corporation receives its own stock as
consideration upon the sale of property
by It, or in satisfaction of indebtedness
to It, the gain or lozs 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 los3 sustained is allowable as a de-
duction where permitted by the provi-
sions of the Act.

ArT. 22 (a)-1l. Contribitios to cor-
poration by charehoders.-If a corpora-
tion requires additional funds for con-
ducting Its businezs and obtains su-_h
needed money through voluntary pro
rata payments by its shareholders, the
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amounts so received being credited to
its surplus account or to a special capi-
tal account, such amounts will not be
considered income, although there is no
increase in the outstanding shares of
stock of the corporation. The pay-
ments under such circumstances are in
the nature of voluntary assessments
upon, and represent 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 operating capital of the company.
(See articles 22 (a)-14 and 24-2.)

ART. 22 (a)-18. Sale and purchase by
corporation of its bonds.-() (a) If
bonds are issued by a corporation at their
face value, the corporation realizes no
gain or loss. (b) If the corporation pur-
chases 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. (c) If,
however, the corporation purchases any
of such bonds at a price less than the
Issuing price or face value, the excess of
the issuing price or face value over the
purchase price is gain or income for the
taxable year.

(2) (a) 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. (b) If the corporation
purchases 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. (c) 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.

(3) (a) 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. (b) If the corporation pur-
chases any of such bonds at a price in
excess of the issuing price plus any
amount of discount already deducted, the
excess of the purchase price over the
issuing price plus any amount of discount
already deducted (or over the face value
minus any amount of discount not yet
deducted) is a deductible expense for the
taxable year. (c) If, however, the cor-
poration purchases any of such bonds at
a price less than the issuing price plus
any amount of discount already deducted,
the excess of the issuing price, plus any
amount of discount already deducted (or

of the face value minus any amount of
discount not yet deducted), over the pur-
chase price is gain or income for the
taxable year.

(4) (a) If bonds were issued by a cor-
poration prior to March 1, 1913, at a
premium, the net amount of such pre-
mium was gain or income for the year
in which the bonds were issued and
should not be prorated or amortized over
the life of the bonds. (b) If the corpora-
tion 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 ex-
pense for the taxable year. (c) If, how-
ever, the corporation purchases any of
such bonds at a price less than the face
value the excess of the face value over
the purchase price is gain or income for
the taxable year.

ART. 22 (a)-19. 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 corpora-
tion sells its capital assets in whole or in
part, it shall include in its gross income
for the year in which the sale was made
'the gain from such sale, computed as
provided in sections 111-113. If the pur-
chaser takes over all the assets and
assumes the liabilities, the amount so
assumed is part of the selling price.

ART. 22 (a)-20. 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,
together with taxes, insurance, or other
fixed charges, such payments shall be
considered rental payments and shall be
returned by the lessor corporation as in-
come, notwithstanding the fact that the
dividends and interest are paid by the
lessee directly to the shareholders and
bondholders of the lessor. The fact that
a corporation has conveyed 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 rent-
als received in the other), to the bond-
holders and the shareholders such
amounts are interest and dividend pay-
ments received as from the lessor and
as such shall be accounted for in their
returns.

ART. 22 (a)-21. Gross income of cor-
poration in liquidation.--When a corpo-
ration is dissolved, its affairs are usually
wound up by a receiver or trustees in
dissolution. The corporate existence is
continued for the purpose of liquidating
the assets and paying the debts, and
such receiver or trustees stand in the
stead of the corporation for such 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 article 44-5. (See further article
52-2.)

ISEc. 22. Gross income.]
(b) Exclusions from gross income.-Tho

following items shall not be included in
gross Income and shall be exempt from tax-
ation under this title:

ART. 22 (b)-1. 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 ex-
empt from gross Income except (1) those
items of income which are, under the
Constitution, not taxable by the Federal
Government; (2) those items of income
which are exempt from tax ohv Incmhe
under the provisions of any Act of Con-
gress not inconsistent with or iepealed by
the Act; (3) the income exempted under
the provisions of section 116. Since the
tax is imposed on net incomie, the ex-
emption referred to above is not to be
confused with the deductions allowed by
section 23 and other provisions of the
Act to be made from gross Income in
computing net Income. As to other items
not to be included in gross Income, see
sections 112 and 119 and Supplements
G, H. I, and J.

[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 title:]

(1) Life insurance-Amounts received
under a life insurance contract paid by rea-
son of the death of the insured, whether in
a single sum or otherwise (but if such
amounts are held by the insurer under an
agreement to pay interest thereon, the In-
terest payments shall be Included in gross
income);

AAT. 22 (b) (1)-1. Life insurance-
Amounts paid by reason of the death of
the insured.-The proceeds of life in-
surance policies, paid by reason of the
death of an insured to his estate or to
any beneficiary (individual, partnership,
or corporation, but not a transferee for
valuable consideration), directly or in
trust, are excluded from the gross in-
come of the beneficiary. While it is Im-
material whether the proceeds of a life
insurance policy payable upon the death
of the insured are paid to the beneficiary
in a single sum or In Installments, only
the amount paid solely by reason of the
death of the insured is exempted. The
amount exempted Is the amount payable
had the insured or the beneficiary not
elected to exercise an option to receive
the proceeds of the policy or any part
thereof at a latter date or dates. If the
policy provides no option for payment
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upon the death of the insured, or pro-
rides only for payments in installments,
there is exempted only the amount
which the insurance company would
have paid immediately after the death
of the insured had the policy not pro-
vided for payment at a later date or
dates. Any increment thereto is taxable.
In any mode of settlement the portion
of each distribution which is to be so
included in gross income shall be deter-
mined as follows:

(a) Proceeds held by the insurer.-If
the proceeds are held by the insurer un-
der an agreement (whether with the in-
sured or with a beneficiary) to distribute
either the increment to such proceeds
currently, or the proceeds and incre-
ment in equal installments until both are
exhausted, there shall be included in
gross income, the increment so paid to
the beneficiary, or so credited to the
fund in each year by the insurer.

(b) Proceeds payable in 'installments
for a fxed number of years.-If the pro-
ceeds" are payable in installments for a
fixeii-nunber of years, the amount that
would h aye been payable by the insur-
ance company immediately upon the
death of the insured (if payment at a
later date had not been provided for) is
to be divided by the total number of in-
stallments payable over the fixed number
of years for which payment is to be made,
and the quotient represents the portion
of each irtallment to be excluded from
gross income. The amount of each in-
stallmenbin excess of such excluded por-
tion is to be included in gross income.
For example, if, at the insured's death,
$1,000 would have been payable in a
single installment, but 10 equal annual
payments are made in lieu thereof, the
portion of the installment received dur-
ing any taxable year to be excluded from
gross income is $100 ($1,000 divided by
10). Any amount received as an install-
ment in excess of $100 is to be included in
gross income.

(c) Proceeds payable in installments
during the life of the beneficiary.-If the
proceeds axe payable in installments
during the life of the beneficiary the
amount of each installment that is to be
included in gross income will be deter-
mined as in paragraph (b) of this article,
except that the number of years to be
used in the specified computation will
be determined by the life expectancy of
the beneficiary, as calculated by the table
of mortality used by the particular insur-
ance company in determining the amount
of the annuity.

(W) Proceeds payable for a fixed num-
ber of years and for continued life.-If
the proceeds are payable in installments
for a fixed number of years and for con-
tinued life, the amount of each install-
ment that is to be included in gross in-
come will be determined either as pro-
vided in paragraph- (b) of this article
if the fixed number of years for which
payment is to be made exceeds the life

expectancy of the benefciary, as cal-
culated by the table of mortality used
by the particular insurance company in
determining the amount of the annuity;
or, as provided n paragraph (c) of this
article if such life expectancy exceeds
the specified fixed period.

If a mode of settlement has been In
effect prior to the first taxable year which
begins after December 31, 1933 (or after
December 31, 1935, In the case of a mode
of settlement described in paragraph
(W) of this article), the entire amount
received and excluded from gross income
in such prior years sall be deducted
from the proceeds payable upon the
death of the insured; the remainder shall
be divided by the number of Installments
unpaid at the beginning of such taxable
year (whether over the remaining por-
tion of the fixed period or over the life
expectancy as of that date, depending on
the mode of settlement adopted); and
that quotient shall be the excludible por-
tion of each Installment. As soon as the
aggregate of the amounts received and
excluded from gross Income under the
methods of computation provided for in
this article equals the amount of the pro-
ceeds payable upon the death of the In-
sured, the entire amount received there-
after n each taxable year must be In-
cluded in gross income.

[Sac. 22. Gross incomc.l
I (b) Exclson. from gro s frncom.-The

following items Ehall not ha Included In grc3
Income and shall be excmpt from taxation
under this title:]

(2) Annuities, ctc.-Amountn received
(other than amounts paid by r,=n of the
death of the Incrured and Interet paymcnts
on such amounts and other thnn amounts
received as annuities) under a life Innurance
or endowment contract, but If such amounts
(when added to amounts rc-Avcd b:,foro the
taxable year under such contract) cxceed the
aggregate premiums cr consideration paid
(whether or not paid during the taxable year)
then the exc s-lhaU be Included in gress
income. Amounts received as an annuity
under an annuity or endowment contract
shall be Included in gross Income; except
that there shall be excluded from gro:3 in-
come the excess of the amount recclvcd in
the taxable year over an amount equal to 3
per centum of the aggrc-ato prcmiums or
consideration paid for cuch annuity (whether
or not paid during such year). until the ag-
gregate amount excludcd from gress income
under this title or prior income tax la3 In
respect of such annuity cquals the agr-3ato
premiums or conidcration paid for such
annuity. In the caze of a tranfer for a
valuablo consideration, by ass-ignment or
otherise, of a life Insuranc,. cndowmcnt, or
annuity contract, or any nterc t therein,
only the actual value of such consldcration
and the -mount of the premiums and othr
sums subsequently paid by the transfcree
shall be exempt from taxation undr para-
graph (1) or this paragaDh

ART. 22 (b) (2)-1. Lifc insrancc-
Endowmnt contracts-Amounta paiZ
other than by reason of the deatl of the
insurcd..-Amounts received under a life
insurance or endowment policy (other
than amounts paid by reazon of the
death of the insured, Interest payments
on such amounts, and amounts received
as annuities) are not taxable until the
aggregate of the amounts so received

(when added to the amounts received
before the taxable year under such
policy) ezceed the aggrezate premiums
or consideration paid, whether or not
paid during the taxable year.

AnT. 22 (b) (2)-2. Annuities.-
Amounts received as en annuity under
an annuity or endowment contract in-
clude amounts received In periodical
installments, whether annually, semi-
annually, quarterl, monthly, or other-
rise, and whether for a fixed period,
such as a term of years, or for an in-
definite period, such as for life, or for
life and a guaranteed fixed period, and
which Installments are payable or may
be payable over a period longer than one
year. Such portion of each installment
payment of an annuity shall be included
in grozs income as is not in exces of 3
percent of the aggregate premiums or
consderation paid for such annuity,
whether or not paid during the taxable
year, divided by 12 and multiplied by the
number of months in respect of which
the Installment Is paid. As soon as the
aggregate of the amounts received and
excluded from gros income equals the
aggregate premiums or consideration
paid for such annuit, the entire amount
received thereafter in each taxable year
must be included in gros income. The
provisions of this article may be ilus,
trated by the following exampls:

Example (1): A bought in 1935, for
$50,000 consideration, a life annuity, pay-
able In annual installments of $5,000.
For the calendar year 1933 he would be
required to Include in grozs income $1,503
of the $5,000 rccelved during that year
(3 percent of $50,000), $3,500 being e=-
empt. If A should live long enough to
r eve as exempt $50,000, then all
amounts he receives thereafter under the
annuity contract would be included in
grozs income.

E xmPIc (2): A bought an annuity on
October 1, 1938, paying $100,000 as eon-
cideration therefor. The annuity
amounts to $7,824 a year, payable in
semiannual installments of $3,912, and
on December 1, 1938, A received $1,04,
the first Payment under the contract
bcing for a 2-month period. A shall in-
clude In his grozs income for the calendar
year 1933 the sum of $500, being 3 parcent
of $100,000 (the consideration paid) di-
vided by 12 and multiplied by 2 (the
number of months in respect of which the
Installment was paid).

Examp!e (3): A bought an increasin-
annuity on August 1, 1933, 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 thereafter, payable in
quarterly installmentz. A received the
first quarterly Installment on November
1, 1938, amounting to $250. A shall in-
clude In his cro-s income for the calendar
year 1938 the sum of $250, being such
portion of the Installment as is not in
excezs of 3 percent of $40,000 (the con-
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sideration paid) divided by 12 and multi-
plied by 3 (the number of months in re-
spect of which the installment was paid).

[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 title:]

(3) Gifts, bequests, and devises.-The
value of property acquired by gift, bequest,
devise, or Inheritance (but the income from
such property shall be included in gross
Income);

ART. 22 (b) (3)-1. Gifts and be-
quests.-Property received as a gift, or
received under a will or under statutes of
descent and distribution, is exempt from
the income tax, although the income
therefrom derived from investment, sale,
or otherwise is not. An amount of prin-
cipal paid under a marriage settlement is
a gift. Neither alimony nor an allow-
ance based on a separation agreement is
taxable income. (See article 24-1.)

[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 title:]

(4) Tax-free interest.-Interest upon (A)
the obligations of a State, Territory, or any
political subdivision thereof, or the District
of Columbia; or (B) obligations of a corpo-
ration organized under Act of Congress, if
such corporation is an instrumentality of
the United States; or (C) the obligations of
the United States or its possessions. Every
person owning any of the obligations enu-
merated In clause (A), (B), or (C) shall, in
the return required by this title, submit a
statement showing the number and amount
of such obligations owned by him and the
income received therefrom, in such form and
with such information as the Commissioner
may require. In the case of obligations of
the United States issued after September 1,
1917 (other than postal savings certificates
of deposit) and In the case of obligations of
a corporation organized under Act of Con-
gress, the Interest shall be exempt only if
and to the extent provided in the respective
Acts authorizing the issue thereof as
amended and supplemented, and shall be
excluded from gross income only if and to
the extent it is wholly exempt from the
taxes imposed by this title;

ART. 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 ob-
ligations, are the obligations of a State
or Territory or a political subdivision
thereof. Special tax bills issued for spe-
cial benefits to property, if such tax bills
are legally collectible only from owners
of the property benefited, are not the ob-
ligations of a State, Territory, or political
subdivision. The term "political subdi-
vision," within the meaning of the ex-
emption, denotes any division of the
State or Territory which is a municipal
corporation, or to which has been dele-
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 cre-

ated, 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.

ART. 22 (b) (4)-2. Dividends and in-
terest from Federal land banks, Federal
intermediate credit banks, national
farm-loan associations, banks for coop-
eratives, and production credit corpora-
tions and associations.-Section 26 of the
Federal Farm Loan Act of July 17, 1916
(39 Stat., 360), as amended by an Act
approved March 4, 1923 (42 Stat., 1454),
provides that Federal land banks, Federal
intermediate credit banks, and national
farm-loan associations, including the
capital and reserve or surplus therein
and the income derived therefrom, shall
be exempt from taxation, except taxes
upon real estate, and that first mortgages
executed to Federal land banks, Federal
intermediate credit banks, or to joint
stock land banks, and farm-loan bonds,
and debentures issued by intermediate
credit banks, with the income therefrom,
shall be exempt from taxation. Accord-
ingly, the income derived from dividends
on stock of Federal land banks, Federal
intermediate credit banks, and national
farm-loan associations and from interest
on promissory notes secured by such first
mortgages, or from such farm-loan bonds
or debentures, is not subject to the in-
come tax. However, dividends on the
stock of the central bank for coopera-
tives, the production credit corporations,
production credit associations, and banks
for 'cooperatives, organized under the
provisions of the Farm Credit Act of
1933, constitute income to the recipients,
subject to both normal tax and surtax.
Dividends on share accounts of Federal
savings and loan associations are exempt
from the normal tax under the provi-
sions of section 5 (h) of the Home Own-
ers' Loan Act of 1933 (48 Stat., 133).

ART. 22 (b) (4)-3. Dividends from Fed-
eral reserve banks.-Section 7 of the
Federal Reserve Act of December 23,
1913, provides that Federal reserve
banks, including the capital stock and
surplus therein and the income derived
therefrom, shall be exempt from taxa-
tion, except taxes upon real estate. This
exemption attaches to and follows the
income derived from dividends on stock
of Federal reserve banks in the hands
of the shareholders, so that the divi-
dends received on the stock of Federal
reserve banks are not subject to the in-
come tax. Dividends paid by member
banks, however, are treated like divi-
dends of ordinary corporations.

ART. 22 (b) (4)-4. Interest upon
United States obligations.-Although in-
terest upon the obligations of the United
States and its possessions and upon obli-
gations of a corporation organized under
Act of Congress, if such corporation is an
instrumentality of the United States, is
generally exempt from tax, 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.

Every person owning any of the obli-
gations enumerated In clause (A), (B),
or (C) of paragraph (4) of subsection 22
(b) shall submit In his Income tax re-
turn a statement showing the number
and amount of such obligations owned
and the income received therefrom,
For the purpose of such statement, In
the case of Treasury bills Issued after
June 17, 1930, (1) the "amount of such
obligations" Is their par (maturity)
value and (2) 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 being
unnecessary.

The interest on Treasury certificates of
indebtedness Is entirely exempt from
Federal income taxes. Interest upon
Treasury notes is exempt only to the ex-
tent provided In the terms of the Issue.
Interest (discount at which Issued) on
Treasury bills and any gain from the
sale or other disposition of such bills are
also entirely exempt from Federal in-
come taxes. With respect to the nonde-
ductibility of losses from the sale or
other disposition of such bills, see article
23 (e)-1.

The interest on Treasury bonds is ex-
empt from Federal income taxes except
surtaxes imposed upon the Income or
profits of individuals, partnerships, as-
sociations, or corporations.

Treasury bonds are entitled to a lim-
ited exemption from surtaxes Imposed
by the United States. Interest on an
aggregate of not exceeding $5,000 prin-
cipal amount of these obligations Is ex-
empt from the surtaxes imposed by the
Act. Interest In excess of the inter-
est on an aggregate of not exceeding
$5,000 principal amount of such obliga-

Itions is subject to surtax and must be
Included in gross Income.

Interest credited to postal savings ac-
counts upon moneys deposited in postal
savings banks Is wholly exempt from
income tax.

ART. 22 (b) (4)-5. Treasury bond ex-
emption in the case of trusts or partner-
ships.-(a) When the Income of a trust
is taxable to beneficiaries, as in the case
of a trust the income of which Is to be
distributed to the beneficiaries currently,
each beneficiary Is entitled to exemption
as if he owned directly a proportionate
part of the Treasury bonds held in trust,
When, on the other hand, income is tax-
able to the trustee, as In the case of a
trust the Income of which is accumulated
for the benefit of unborn or unascer-
tained persons, the trust, as the owner
of the bonds held in trust, is entitled
to the exemption on account of such
ownership.
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(b) As the income of a partnership is sirnment but should anclude from in- tion to adopt the basis of either (a) co+
taxable to the individual partners, each ventory goods sold, title to which has or (b) costormarket, whicheverislower,
partner is entitled to exemption as if he passed to the purcbazer. A purcha er for their 1920 Inventories. Me basis
owned directly a proportionate part of should include in inventory merchandiz2 proerly adopted for that. ye-r or any
the bonds held by the partnership. purchased, title to which has pazz-d to subzsquent year Is controlling, and a

ART. 22 (b) (4)-6. Interest upon him, although such merchandise I- In change can no7 be made only after per-
United States obligations in the case of transit or for other reasons has not beon mission is Secured froam the Commls-
nonresident aliens and certain foreign reduced to physical po-zzssson, but cloner. Application for parmiL-son to
organizations.-By virtue of section 4 of should not include goods ordered for change the b2ss of valuing in-entories
the Victory Liberty Loan Act of March future delivery, transfer of title to which saLl be made in writing and filed with
3, 1919, amending section 3 of the Fourth has not yet been effected. the Commizzloner as provided in article
Liberty Bond Act of July 9, 1918, the in- A.T. 22 (c)-2. Valuation of inrcnto- 41-2. Goods tahen in the inventory
terest received on and after March 3, ries.-Section 22 (c) provides two tcsts which have b en so intermingled that
1919, on bonds, notes, and certificates of to which each Inventory must conform: they cannot be Idantified with spcscfio
indebtedness of the United States while (1) It must conform as nearly as may invoices will be deaned to be the goods
beneficially owned by a nonresident alien be to the best accounting practice in mot recently purchased or produced,
individual, or a foreign corporation, part- the trade or busines, and and the cost thereof will be the actual
nership, or association, not engaged in (2) It must clearly reflect the income. cost of the goods purchazs or prciuced
business in the United States, is exempt during the period in which the quantity
from income taxes. It follows, therefore, that Inventory of gods In the inventory has ben ac-

[SEC. 22. Gross rules cannot be uniform but must give quired. But see section 22 (d) as to in-
(b) Exclusions from gross income.-The effect to trade customs which come ventorle3 in certain Induetries. Where

following items shall not be included in gros within the scope of the best accounting the ta7xpayer maintains book inventories
income and shall be exempt from taxation practice in the particular trade or bus[- in accordance with a sound acco'.mting
under this title:] ness. In order clearly to reflect income, syztem in which the respective inventory

(5) Compensation for infturies or sica- the inventory practice of a taxpayer accounts are charged with the actual cost
ness.-Amounts received, through accident or should be consistent from year to year, of the good, purchasd or lroduced and
health insurance or under workmen's com- and greater weight Is to be given to con- credited with the value of gad used,
pensation acts, as compensation for personal
injuriesoralckness, plus the amount of any sistency than to any particular method transferrd or sold, calculated upon the
damages received whether by suit or agree- of inventorying or basis of valuation so bai of the actual cost of the goods ac-
ment on account of such Injuries or siclmess; long as the method or basis used is sub- quired during the taxable year (includ-

(6) Ministers-The rental value of
dwelling house and appurtenances thereof stantially in accord with these regula- Ing the inventory at the beginning of the
furnished to a inister of the gospel as part tions. An inventory that can be used year), the net value as chown by such
of his compensation; under the best accounting practice in a Inventory accounts will be deemed to be

(7) 'ncon eePt under ftreY.--nomae balance sheet showing the financial posi- the cozt of the goods on hand. The bhl-
of any kind, to the extent required by any
treaty obligation of the United States; tion of the taxpayer can, as a general ances shown by such book inventories

(8) Miscelaneous items-The following rule, be regarded as clearly reflecting his should be verified by physcal nventorie
items, tD the extent provided in section 116: income, at reasonable intervals and adjusted ta

Earned' Income from sources without the The bases of valuation most commonly conform therewith.
ie f certain Territorial employee; used by business concerns and which Inventories should be recorded in a

The Income of foreign governments; meet the requirements of section 22 (c) lc--ible manner, properly computed and
Income of States, municipalities, and other are (a) cost and (b) cost or market, summarized, and should be presarved as

political subdivisions; whichever Is lower. (For Inventories by a part of the accounting records of the
and indemnity associations; dealers In securItle, see article 22 (c) -5.) tayer. The inventories of taxpayem

Dividends from China Trade Act corpora- Any goods in an inventory which are on whatever ba-is taken will be subject
tions; unsalable at normql prices or unusable to Investigation by the Commissioner

Compensation of employees of foreign gov- In the normal way because of damage,' and the taxpayer must satisfy the Cont-
ernments. imperfections, shop wear, changes Of mi-,oner of the correctne of the price

(c) Irventories.-Whenever in the opinion imeeons sope a, ches m i oeof
of the Commissioner the use of inventories style, odd or broken lots, or other simi- adopted.
is necessary in order clearly to determine the lar causes, Including second-hand goods The following methods, among others,
income of any taxpayer, inventories shall be taken in exchange, Should be valued at are sometime used in taking or valuing
taken by such taxpayer upon such basis as bona fide selling prices less direct cost inventories, but are not In accord with
the Commissioner, with the approval of the
Secretary, may prescribe as conforming as of disposition, whether basis (a) or (b) these regulations, viz:
nearly as may be to the best accounting is used, or if such goods consist of raw
practice in the trade or business and as mast materials or partly finished goods held (1) Deducting from the inventory a
clearly reflecting the income, for use or consumption, they Shall be re erve for price changes, or an estimated

ART. 22 (c)-1. Need of inventories.- valued upon a reasonable basis, takling depredtion In the value thereof.
In order to reflect the net income cor- into consideration the usability and the (2) Taking work in process, or other
rectly, inventories at the beginning and condition of the goods, but in no cIas parts of the nventory, at a nominal price
end of each taxable year are necessary shall such value be less than the scrap or at lez than its proper value.
in every case in which the production, value. Bona fide selling price means (3) Omitting portions of the stock on
purchase, or sale of merchandise is an actual offering of goods during a period hand.
income-producing factor. The inventory ending not later than 30 days after in- (4) Using a constant price or nominal
should include all finished or partly fin- ventory date. The burden of proof will value for co-called normal quantity of
ished goods and, in the case of raw ma- rest upon the taxpayer to show that such materal or goods in Stock.
terials and supplies, only those which exceptional goods as are valued upon (5) Including -toc: in transit, either
have been acquired for sale or which will such Selling basis come within the des- shipped to or from the taxpayer, ths
physically become a part of merchan- sifications indicated above, and he :all title to which Is not vested in the ta--
dise intended for sale. Merchandise maintain such records of the dispositlon payer.
should be included in the Inventory only of the goods as will enable a verification AnT. 22 (c)-3. Inventories at co,-t
if title thereto is vested in the taxpayer. of the inventory to be made. Cos means:
Accordingly, the seller should include in In respect of normal goods, whichever
his inventory goods under contract for bass is adopted must be applied with (1) In the case of merchandise on hand
sale but not yet segregated and applied reasonable consistency to the entire In- at the beginning of the t a-ThIe year,
to the contract and goods out upon con- ventory. Taxpayers were given an op- the inventory price of such goods.
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(2) In the case of merchandise pur-
chased since the beginning of the taxa-
ble year, the invoice price less trade or
other discounts, except strictly cash dis-
counts approximating a fair interest
rate, which may be deducted or not at the
option of the taxpayer, provided a con-
sistent course is followed. To this net
invoice price should be added transpor-
tation or other necessary charges in-
curred in acquiring possession of the
goods.

(3) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (a) the cost of
raw materials and supplies entering into
or consumed in connection with the prod-
uct, (b) expenditures for direct labor,
(c) 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
any cost of selling or return on capital,
whether by way of interest or profit.

(4) In any industry in which the usual
rules for computation of cost of 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 in-
dustry. Among such cases are (a) farm-
ers and raisers of live stock (see article
22 (c)-6), (b) miners and manufacturers
who by a single process or uniform series
of processes derive a product of two or
more kinds, sizes, or grades, the unit cost
of which is substantially alike (see article
22 (c)-7), and (c) retail merchants who
use what Is known as the "retail method"
in ascertaining approximate cost (see
article 22 ()-8).

ART. 22 (c)--4. Inventories at cost or
market, whichever is lower.-Under or-
dinary 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-

(a) Of goods purchased and on hand,
and

(b) Of basic elements of cost (mate-
rials, labor, and burden) in goods in
process of manufacture and in finished
goods on hand; exclusive, however, of
goods on hand or in process of manufac-
ture for delivery upon firm sales contracts
(i. e., those not legally subject to can-
cellation by either party) at fixed prices
entered into before the date of the in-
ventory, under which the taxpayer is pro-
tected against actual loss, which goods
must be inventoried at cost.

Where no open market exists or where
quotations are nominal, due to stag-
nant market conditions, the taxpayer
must use such evidence of a fair mar-
ket price at the date or dates nearest
the inventory as may be available, such
as specific purchases or sales by the
taxpayer or others in reasonable volume
and made in good faith, or compensa-

tio paid for cancellation of contracts
for purchase commitments. Where the
taxpayer in the regular course of busi-
ness has offered, for sale such mer-
chandise at prices lower than the cur-
rent price as above defined, the inven-
tory may be valued at such prices less
direct cost of disposition, and the cor-
rectness of such prices will be deter-
mined by reference to the actual sales
of the taxpayer for a reasonable period
before and after the date of the in-
ventory. Prices which vary materially
from the actual prices so ascertained
will not be accepted as reflecting the
market.

Where the inventory is valued upon
the basis of cost or market, whichever
is lower, the market value of each arti-
cle 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.

ART. 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; pro-
vided that a description of the method
employed 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 anothermethod
be authorized by the Commissioner pur-
suant to a written application therefor
filed with the Commissioner as provided
in article 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
article, as regularly inventorying his se-
curities at cost. For the purpose of this
rule a dealer in securities is a merchant
of securities, whether an individual, part-
nership, or corporation, with an estab-
lished place of business, regularly en-
gaged in the purchase of securities 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 derived
therefrom. If such business is simply a
branch of the activities carried on by
such person, the securities inventoried
as here provided may include only those
held for purposes of resale and not for
investment. Taxpayers who buy and sell
or hold securities for investment or spec-
ulation, irrespective of whether such buy-
ing or selling constitutes the carrying on
of a trade or business, and officers of cor-
porations and members of partnerships
who in their individual capacities buy
and sell securities, are not dealers in se-
curities within the meaning of this rule.

ART. 22 (C)-6. Inventories of live stock
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
adjustments are made In accordance
with one of the two methods outlined
in (1) and (2) below. It Is optional
with the taxpayer which method is used,
but, having elected one method, the
option so exercised will be binding upon
the taxpayer, and he will be precluded
from filing amended returns upon the
basis of the other method.

(1) Opening and closing Inventories
shall be used for the year in which the
change Is made. There should be in-
cluded in the opening Inventory all farm
products (including live stock) 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
assessed 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
reflect Income, adjustments for earlier
years may be accepted or required. If
It is impossible to render complete inven-
tories for the preceding year or years, the
Commissioner w I ll 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.

(2) No adjustment sheets will be re-
quired, but the net income for the tax-
able year in which the change is made
must be computed without deducting
from the sum of the closing Inventoty
and the sales and other receipts, the in-
ventory of live stock, crops, and products
at the beginning of the year; provided,
however-

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

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

Because of the difficulty of ascertain-
ing actual cost of live stock and other
farm products, farmers who render their
returns updh an inventory basis may
value their inventories according to the
"farm-price method," which provides for
the valuation of inventories at market
price less direct cost of disposition. If
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the use of the "farm-price method" of
valuing inventories for any taxable year
involves a change in method of valu-
ing inventories from that employed in
prior years, permission for such change
shall first be secured from the Commis-
sioner as provided in article 41-2. In
such case the opening inventory for the
taxable year in which the change is made
should be brought in at the same value
as the closing inventory for the preceding
taxable year. If such valuation of the
opening inventory for the taxable year
in which the change is made results in
an abnormally large income for that year,
there may be submitted with the return
for such taxable year an adjustment
statement for the preceding year. This
statement shall be based on the "farm-
price method" of valuing inventories,
upon the amount of which adjustments
the tax, if any be due, shall be assessed
and paid at the rate of tax in effect for
such preceding year. If an adjustment
for the preceding year is not, in the
opinion of the Commissioner, sufficient
clearly to reflect income, adjustment
sheets' for prior years may be accepted
or required

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-
fustments shall be made as are neces-
sary to bring the closing inventory for
the prec.ding year into argeement with
the op nlng complete inventory for the
current taxable year. If necessary
clearly to reflect income, similar adjust-
ments may be made as at the beginning
of the preceding year or years, and the
tax, if any be due, shall be assessed and
paid at the rate of tax in effect for such
year- or years.

AR= 22 (c)-7. Iventories of miners and
maunfacturers.-A taxpayer engaged in
mimng or manufacturing who by a single
process or uniform series of processes de-
xives a product of two or more kinds,
sizes, or grades, the unit cost of which
Is substantially alike, and who in con-
formity to a recognized trade practice
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 reasonable rela-
tion to the respective selling values of
thi different kinds of product. See sec-
tion 22 (d) as to inventories of producers
and processors of certain non-ferrous
metals and of tanners.

Ale. 22 (c)-8. Inventories of retail
merchant.--Retail merchants who em-
ploy what is known as the "retail
method" of pricing inventories may make
their returns upo that basis, provided
(1) that the use of such method is desig-
nated upon the return, (2) that accurate

accounts are kept, and (3) that cuch
method is consistently adhered to unlz3
a change Is authorized by the CommL-
sioner as provided in article 41-2. Un-
der 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 therfrom
an amount which bears the same ratio to
such total as-

(a) the total of the retail selling prices
of goods Included in the opening inven-
tory 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

(b) the cost of the goods Included in
the opening Inventory plus the cost of
the goods purchased during the year,
bears to (a).

This amount should represent as ac-
curately as may be the amounta added
to the cost price of the goods to cover
selling and other expenses of doing busi-
ness and for the margin of profit.

A taxpayer maintaining more than one
department In his store or dealing In
classes of goods carrying different per-
centages of gross profit should not use
a percentage of profit based upon an
average of his entire business, but should
compute and use In valuing his inventory
the proper percentages for the respective
departments or classes of goods.

ISC. 22. Gross fncomnc.]-
(d) Invcntories in cartain fnduatrfes.-

(1) Producers and proc&rs of ccrtain non-
frosmctals&-A taspayer d"al bo entitled

to elect the method of takdng Inventorles
provided In paragraph (2) If Ill principal
business is-

(A) Smelting non-scrrous ores or concen-
tratcs, or refining non-ferrous metals, or
both; or

(B) Producing bra-s, copper prcducW, or
brass products, or any one or more of them,
not further advanced than rods, sheets,
tube, bar platcs or srps.

(2) Znrentorfsq of raw matcrials.-A tax-
payer entitled to elect, and who has co
elected, shall, In tatig his inventory as of
the close of any taxable year beginning aftcr
Deember 31, 1938, of raw materials which
are-

(A) used in a busine- describcd In par-
agraph (1); and

(B) not yet Included In gcods in prcems
or finished goods; and

(C) so intermingled that they cannot be
identified with speciflc invoice;

treat such raw matcrials remaining on hand
as being: First, those Included In the Inven-
tory as of the beglnning of the taxable year
(In the order of acquisitlon) to the extent
thereof, and second. those acquired in the
taxable year, In the order of acquLkltion.

(3) T=nc.-A taxpayer whoeo principal
business Is tanning hldc or ci, or both,
shall be entitled to elcct (vith r-pct to
any taxable year beginning after D-cember
31, 1938) the method provided in paragaph
(2) as to the raw materials (Including thao
Included in goods in process and In finished
goods) in the buslnc:s of tanning hldes, or
sdns, or both, If ro Intermingled that they
cannot be identld with pcclflo invoce.

(4) Inwenztorics at cc.t.- n the cas of the
application of the proviLons of paraGraph
(2) or (3) all nventorIC3 of such materials

chall te taen at cos;,t, Includin- th- inv=z-
tory as of the cl-2 of the Trccsdln.ZtGLbe
year.

(5) Eletfon of irclhd.-The method pro-
vldcd In paragraph (2) or (3) shall not bz
appUcd unless the ta payer, at or bafore tbhe
Wiin,- of his- return for the preceding tazahie

year. " fled rith the Camml oa-r his
elction to have It apply.

(0ncgttfons as to chan~l..-The- ch.:nga
to sch method shall be made In accordezn;
with such regulatIons as to the Commis-
stoner, with the approval of the Secretary,
may Prcssrlba 03 necssary to prevent the
avoldance of tax.

(7) Change to diffcrsrzt irethed.-An el;c-
tion made under this ub:s Ction chall be
Irrevocable and the methad so elected ael
bo applied In all sub:cquent taxable years
notttandIng any change in the prindpal
busines of the taxpayer, unlezs with the
approval of the Commlssoner change to a
dlffccnt method I- authorized, and then
upon such terms and conditions and in ac-
cordance with such regulatits as the Com-
missioner, with the approval of the Secre-
tary, may prmcriba.

AnT. 22 (d)-L nvntories of tanners,
and Producer.- and Processors' of certain
notz-fcrrow metai-(a ETectfts met1h-
oc.-The general rule Is that goods taken
In the inventory which have been so in-
termingled that they cannot be identified
with specific invoices will be deemed to
be the goop most recently acquired
which cannot be so Identified. An ex-
ception to this general rule Is provided
for in section 22 (d), which permits cer-
tain specifically described taxpayers to
elect to treat certain raw materials re-
maining on band at the close of the
taxable year as being: first, those in-
cluded In the inventory as of the begin-
ning of the taxable year (in the order
of acquisition) to the extenat thereof,
and recond, those acquired In the tax-
able year, In the order of acquisition.
No Item in an inventory of raw materials
to which this method is applied shafl be
valued at marlet. All inventories of
such raw materials (Including the in-
ventory as of the close of the preceding
taxable year) shall be tnken at cost.
The opening inventory of such raw ma-
teriaI for the taxable year for which
an election Is made shall be brought In
at the scame cost as the closing inventory
of such raw materials for the preceding
taxable year.

A taxpayer shall be entitled to elect
to have such method applied in taking-
his inventory as of the close of any tax-
able year beginning after Decarber 31,
1938, if his principal business at the be-
glining of such taxable year (as shon
by all transactions during the preceding
taxable Year and any other facts and cir-
cumstances relevant to the determina-
tIon of the principal business) is-

(1) Smelting non-ferrous ores or con-
centrates, or reflning non-ferrous metals,
or both;

(2) Produclng bra s, copper products,
or bra.- products, or any one or more of
them, not further advanced than rods,
sheets, tubes, ba, plates, or strips; or

(3) Tanning hides or Jskns, or both.

(b) estrctions upon ue oef et 1w d.-
Excepb in the case of a taxpauer whose
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principal business is tanning hides or
skins, or both, if a taxpayer elects to
have the method provided for in sectiOn
22 (d) applied, such method shall be
applied in taking inventory of all raw
materials used in (1) smelting non-fer-
rous ores or concentrates, or refining
non-ferrous metals, or both, or (2) pro-
ducing brass, copper products, or brass
products, or any one or more of them,
not further advanced than rods, sheets,
tubes, bars, plates, or strips; and it shall
be applied only in taking inventory of
such raw materials. To illustrate, sup-
pose the principal business of the M
Corporation is refining non-ferrous met-
als and such corporation is also engaged
in producing copper products. If the
M Corporation elects to use the method
provided for in section 22 (d), it shall
use such method in taking inventory of
(1) all raw materials used in refining
non-ferrous metals and (2) all other raw
materials which are of a kind used in
producing copper products, not further
advanced than rods, sheets, tubes, bars,
plates, or strips, and which are used by
it in producing copper products, even
though the copper products produced by
It are further advanced than rods, sheets,
tubes, bars, plates, or strips. In the case
of a taxpayer whose principal business is
tanning hides or skins, or both, such
method shall be applied only in taking
inventory of raw materials used in the
business of tanning hides, or skins, or
both.
The method provided for in section

22 (d) is to be applied only to raw ma-
terials which are so intermingled that
they cannot be identified with specific
Invoices. There is a further restriction
that the method provided for in section
22 (d) "shall be applied only to raw ma-
terials not yet included in goods in
process or finished goods, but this re-
striction does not apply in the case of
a taxpayer whose principal business is
tanning hides or skins, or both. Each
taxpayer to whom these restrictions are
applicable shall maintain such account-
ing records as will enable him to comply
with such restrictions. If the taxpayer's
principal business is tanning hides or
skins, or both, the method provided for
In section 22 (d), if elected by the tax-
payer, shall be applied to all raw ma-
terials (including those included in goods
in process and in finished goods) used
in the business of tanning hides or skins,
or both, if such raw materials are so
intermingled that they cannot be identi-
fied with specific invoices.

ART. 22 (d) -2. Time and manner of
making election.-The method of taking
inventory provided for in section 22 (d)
shall not be applied, unless the taxpayer
at or before the filing of his return for
the taxable year preceding the taxable
year as of the close of which the method
is first to be applied, has filed with the
Commissioner his election to have it ap-
plied. Such election shall be made under
oath or affirmation on Form 970 in tripli-
cate in accordance with the instructions
printed thereon and with these regula-

tions and shall be accompanied by a com-
plete statement of all facts pertaining to
the taxpayer's right to make such elec-
tion, including-

1. A description of each business car-
ried on by the taxpayer during the tax-
able year preceding the taxable year as
of the close of which the method pro-
vided for in section 22 d) is first to be
applied, together with a description of
the functions and operations performed
by each department of each such busi-
ness.

2. A statement describing any changes
made, during the preceding taxable year,
in the nature of the business or businesses
carried on by the taxpayer.

3. A balance sheet as of the beginning
of the taxable year as of the close of
which such method is first to be applied,
and a balance sheet as of the beginning of
the preceding taxable year.

4. An analysis of all inventories as of
the beginning of the taxable year as of
the close of which such method is first to
be applied, and of all inventories as of
the beginning of the preceding taxable
year. Such analysis shall include a de-
scription and the amount of each kind
of raw materials. In the case of a tax-
payer who claims that his principal busi-
ness is producing brass, copper products,
or brass products, or any one or more of
them, not further advanced than rods,
sheets, tubes, bars, plates, or strips, the
analysis of finished goods shall show the
amount of each product of a given style,
shape, or use. In the case of any other
taxpayer, the analysis of finished goods
shall show one of the following: (a) The
cost of each group of products going
through the same processes in the fac-
tory; (b) the cost of each group of prod-
ucts requiring the same kind of raw ma-
terials; or (c) the cost of each group of
products having the same style, shape,
or use. Each group of products shall be
clearly described.

5. An analysis of all sales made during
the taxable year preceding the taxable
year as of the close of which such
method is first to be applied. In the
case of a taxpayer who claims that his
principal business is producing brass,
copper products, or brass products, or
any one or more of them, not further
advanced than rods, sheets, tubes, bars,
plates, or strips, such analysis shall show
the sales of each product of a given style,
shape, or use. In the case of any other
taxpayer, such analysis shall show one
of the following: (a) The sales of each
group of products going through the
same processes in the factory; (b) the
sales of each group of products requir-
ing the same kind of raw materials; or
(e) the sales of each group of products
of a given style, shape, or use. Each
group of products shall be clearly
described.

6. A profit and loss statement for the
taxable year preceding the taxable year
as of the close of which such method is
first to be applied, including therein all
items of tax-exempt income.

ART. 22 (d)-3. Adjustments to be
made by taxpayer.-A taxpayer may not
change to the method of taking inven-
tories provided for In section 22 (d)
unless he agrees to and makes such ad-
justments, and pays such taxes with
respect to such adjustments, in the in-
ventories of prior taxable years or other-
wise, as the Commissioner deems neces-
sary to prevent the change In method
from resulting in avoidance of tax. See
section 22 d) (6).

ART. 22 d).-4. Revocation of decc-
tion.-An election made under section 22

d) Is irrevocable and the method so
elected shall be applied In all subsequent
taxable years in taking Inventory of raw
materials used In the business to which
such method Is applicable under the elec-
tion, notwithstanding any change In the
principal business of the taxpayer, unless
another method be authorized by the
Commissioner pursuant to a written ap-
plication therefor filed with him. Appli.
cation for permission to change the
method of taking Inventory after an elec-
tion has been made under section 22 d)
shall be filed within 90 days after the
beginning of the first taxable year for
which such change Is to be effective. The
permission to make the change will not
be granted unless the taxpayer and the
Commissioner agree to the terms and
conditions under which the change will
be effected.

[SEc. 22. Gross income.]
(e) Distributions by corporations.-Dlatr-

butions by corporations shall be taxable to
the shareholders as provided in section 116.

(f) Determination of gain or loss..-In the
case of a sale or other disposition of property,
the gain or loss shall be computed as pro-
vided In section 111.

(g) Gross income from sources within and
without United States.--For computation of
gross income from sources within and with-
out the United States, see section 119.

(h) Foreign personal lwlding companies.-
For provisions relating to gross Income of
foreign personal holding companies and of
their shareholders, see section 334.

(i) Consent divdcnds.-For inclusion In
gross income of amounts specified in share-
holders' consents, see section 28.

CHAPTEI IV

Deductions from Gross income
SEC. 23. Deductions from gross itnome,--

In computing net income there shall be
allowed as deductions:

(a) Expenses.-(1) I n gencral,-All the
ordinary and necessary expenses paid or In-
curred during the taxable year in carrying
on any trade or business, including a reason-
able allowance for salaries or other compen-
sation for personal services actually ren-
dered; traveling expenses (including the en-
tire amount expended for meals and lodg-
ing) while away from home In the pursul
of a trade or business; and rentals or other
payments required to be made as a condition
to the continued use or possession, for pur-
poses of the trade or busine s, of property
to which the taxpayer has not taken or is
not taking title or in which he has no
equity.

(2) Corporate charitable contributions,-
No deduction shall be allowable under para-
graph (1) to a corporation for any contribu-
tion or gift which would be allowable as a
deduction under subsection (q) were it not
for the 5 per centum limitation therein con-
tained and for the requirement therein that
payment must be made within the taxable
year.
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ART. 23 (a)-l. Business expenses.-
Business expenses deductible from gross
income include the ordinary and neces-
sary expenditures directly connected
with or pertaining to the taMxpayer's
trade or business, except the classes of
items which are deductible under the
provisions of articles 23 (b)-l to
23 (q)-l. Double deductions are not
permitted. Amounts deducted under
one provision of the Act cannot again be
deducted under any other provision of
the Act. As to charitable contributions
by corporations not deductible under
section 23 (a), see article 23 (a)-13.
The cost of goods purchased for resale,
with proper adjustment for opening and
closing inventories, is deducted from
gross sales in computing gross income.
(See article 22 (a)-5.) Among the
items included in business expenses are
management ex p en s e s, commissions,
labor, supplies, incidental repairs, oper-
ating expenses of automobiles used in
the trade or business, traveling expenses
while away from home solely in the pur-
suit of a trade or business (see article
23 (a)-2), advertising and other selling
expenses, together with insurance pre-
miums against fire, storm, theft, acci-
dent, or other similar losses in the case
of a business, 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 allow-
able deduction for ordinary and neces-
sary expenses in carrying on a business
is nevertheless deductible, even though
such expenses exceed the gross income
derived during the taxable year from
such business. As to items not deducti-
ble under any provision of section 23, see
section 24.

ART. 23 (a)-2. Traveling expenses.-
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 busi-
ness, 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 al-
lowance, his traveling expenses, includ-
ing the entire amount expended for
meals and lodging, are deductible from
gross income.

(b) If an individual receives a salary
and is also repaid his actual traveling
expenses, he shall include in gross in-
come 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- penzes Paid in the operation and repair
lowance in lieu of subsistence, the of an automobile used in maling profes-
amount of the allowance should be In- slonal calls, dues to profe sional societies
cluded in gross income and the cost of and subZcriptions to professional jour-
such meals and lodging may be deducted nals, the rent paid for office rooms, the
therefrom, cost of the fuel, light, water, telephone,

A payment for the use of a sample etc., used in such offices, and the hire of
room at a hotel for the display of goods office anssstants. Amounts currently ex-
is a business expense. Only such ex- panded for books, furniture, and profes-
penses as are reasonable and necezsary donal instruments and equipment, the
in the conduct of the business and dl- usful life of which is short, may be
rectly attributable to it may be de- deducted.
ducted. A taxpayer claiming the ben- AnT. 23 (a)-6. Compensation for per-
efit of the deductions referred to herein conal crVlces. -Among the ordinary and
must attach to his return a statement necez-ary expenses paid or incurred in
showing (1) the nature of the business carrying on any trade or business may be
in which engaged; (2) the number of ncluded a reasonable allowance for sal-
days away from home during the taxable arles or other compensation for personal
year on account of business; (3) the to- services actually rendered. The test of
tal amount of expenses incident to meals deductibility in the case of compensation
and lodging while absent from home on payments is whether they are reasonable
business during the taxable year; and and are in fact payments purely for
(4) the total amount of other expen-ss E-rvices. This test and its practical ap-
incident to travel and claimed as a plication may be further stated and it-
deduction. lustrated as follows:

Claim for the deductions referred to (1) Any amount paid in the form of
herein must be substantiated, when re- compensation, but not in fact as the pur-
quired by the Commissioner, by evi- chase price of services, is not deductible.
dence showing in detail the amount and (a) An ostensible salary paid by a cor-
nature of the expenses incurred. poratlon may be a distribution of a divi-

Commuters' fares are not considered dend on stock. This is likely to occur
as business expenses and are not In the caze of a corparation having few
deductible. shareholders, practically all of whom

ART. 23 (a)-3. Cost of materials. -Tax- draw salaries. If In such a case the
payers carrying materials and supplies salaries are in excess of those ordinarily
on hand should include in expenses the paid for similar servicss, and the excez-
charges for materials and supplies only sive payments correspond or bear a close
to the amount that they are actually relationship to the stock holdings of the
consumed and used in operation during offeers or employees, it would seem Ekely
the year for which the return Is made, that the salaries are not paid wholly for
provided that the cost of such materials -ervices rendered, but that the exce-ive
and supplies has not been deducted in payments are a distribution of earnings
determining the net income for any pre- upon the stock. (b) An ostensible salary
vious year. If a taxpayer carries Incl- may be in part payment for property.
dental materials or supplies on hand for This may occur, for example, where a
which no record of consumption Is kept partnership sells out to a corporation,
or of which physical inventories at the the former partners agreeing to continue
beginning and end of the year are not in the service of the corporaion. Insuch
taken, it will be permisslble for the tax- a case It may b found that the salares
payer to include in his expenses and de- of the former partners are not merely
duct from gross income the total cost for services, but in part constitute pay-
of such supplies and materials as were mrnt for the transfer of their business.
purchased during the year for which the (2) The form or method of fixing corn-
return is made, provided the net income pensation is not decisive as to deducti-
is clearly reflected by this method. bilty. While any form of contingent

ART. 23 (a)-4. Rcpairs.-The cost of compensation Invites scrutiny as a ps-
incidental repairs which neither materi- dble distribution of earnings of the en-
ally add to the value of the property nor terprise, It does not follow that payments
appreciably prolong Its life, but keep It on a contingent basis are to be treated
in an ordinarily efficient operating con- fundamentally on any basis different
dition, may be deducted as expenze, pro- from that applying to compensation at a
vided the plant or property account is flat rat. Generally speakling, if con-
not increased by the amount of such ex- tingent compensation is paid pursuant to
penditures. Repairs in the nature of re- a free bargain between the employer and
placements, to the extent that they the individual made before the services
arrest deterioration and appreciably pro- are rendered, not influenced by any con-
long the life of the property, should be zideratlon on the part of the employer
charged against the depreciation re- other than that of securing on fair and
serve if such account Is kept.. (See arti- advantageous terms the services of the
ces 23 ()-1 to 23 (1)-10.) Individual, It should be allowed as a de-

ART. 23 (a)-5. Professional cxnscs.-- duction even though in the actual work-
A professional man may claim as de- Ing out of the contract It may prove to
ductions the cost of supplies used by him be greater than the amount which would
in the practice of his profezslon, ex- ordinarily be paid.
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(3) In any event the allowance for the a specified sum, the purchaser may take
compensation paid may not exceed what as a deduction in his return an aliquot
Is reasonable under all the circumstances. part of such sum each year, based on the
It Is in general just to assume that rea- number of years the lease has to run.
sonable and true compensation is only Taxes paid by a tenant to or for a land-
such amount as would ordinarily be paid lord for business property are additional
for like services by like enterprises under rent and constitute a deductible item to
like circumstances. The circumstances the tenant and taxable income to the
to be taken into consideration are those landlord, the amount of the tax being
existing at the date when the contract deductible by the latter. The cost borne
for services was made, not those existing by a lessee in erecting buildings or mak-
at the date when the contract is ques- ing permanent improvements on ground
tioned. of which he is lessee is held to be a capi-

ART. 23 (a)-7. Treatment of excessive tal investment and not deductible as a
compensation.-The income tax liability business expense. In order to return to
of the recipient in respect of an amount such taxpayer his investment of capital,
ostensibly paid to him as compensation, an annual deduction may be made from
but not allowed to be deducted as such gross income of an amount equal to the
by the payor, will depend upon the cir- total cost of such improvements divided
cumstances of each case. Thus, in the by the number of years remaining of the
case of excessive payments by corpora- term of lease, and such deduction shall
tions, if such payments correspond or be in lieu of a deduction for depreciation.
bear a close relationship to stock hold- If the remainder of the term of lease is
ings, and are found to be a distribution greater than the probable life of the
of earnings or profits, the excessive pay- buildings erected, or of the improvements
ments will be treated.as a dividend. If made, this deduction shall take the form
such payments constitute payment for of an allowance for depreciation. (See
property, they should be treated by the article 22 (a)-13.)
payor as a capital expenditure and by ART. 23 (a)-11. Expenses of farmers.-
the recipient as part of the purchase A farmer who operates a farm for profit
price. In the absence of evidence to jus- is entitled to deduct from gross income
tify other treatment, excessive payments as necessary expenses all amounts ac-
for salaries or other compensation for tually expended in the carrying on of
personal services will be included in gross the business of farming. The cost of
income of the recipient and subjected to ordinary tools of short life or small cost,
both normal tax and surtax, such as hand tools, including shovels,

ART. 23 (a) -8. Bonuses to employees, rakes, etc., may be deducted. The cost
Bonuses to employees will constitute al- of feeding and raising live stock may be
lowable deductions from gross income treated as an expense deduction, In so
when such payments are made in good far as such cost represents actual out-
faith and as additional compensation for lay, but not including the value of farm
the services actually rendered by the em- produce grown upon the farm or the la-
ployees, provided such payments, when bor of the taxpayer. Where a farmer
added to the stipulated salaries, do not is engaged in producing crops which take
exceed a reasonable compensation for more than a year from the time of plant-
the services rendered. It is immaterial ing to the process of gathering and dis-
whether such bonuses are paid in cash posal, expenses deducted may, with the
or In kind or partly in cash and partly consent of the Commissioner (see article
in kind. Donations made to employees 41-2), be determined upon the crop ba-
and others, which do not have in them sis, and such deductions must be taken
the element of compensation or are in In the year in which the gross income
excess of reasonable compensation for from the crop has been realized. The
services, are not deductible from gross cost of farm machinery, equipment, and
income, farm buildings represents a capital in-

ART. 23 (a)-9. Pensions-Compensa- vestment and is not an allowable de-
tion for injuries.-Amounts paid by a duction as an item of expense. Amounts
taxpayer for pensions to retired employ- expended in the development of farms,
ees or to their families or others depend- orchards, and ranches prior to the time
ent upon them, or on account of injuries when the productive state is reached may
received by employees, and lump-sum be regarded as investments of capital.
amounts paid or accrued as compensa- Amounts expended in purchasing work,
tion for injuries, are proper deductions breeding, or dairy animals are regarded
a , ordinary and necessary expenses. as investments of capital, and may be
Such deductions are limited to the depreciated unless such animals are in-
amount not compensated for by insur- cluded in an inventory in accordance
ance or otherwise. When the amount of with article 22 (a)-7. The purchase
the salary of an officer or employee is price of an automobile, even when wholly
paid for a limited period after his death used in carrying on farming operations,
to his widow or heirs, in recognition of is not deductible, but is regarded as an
the services rendered by the individual, investment of capital. The cost of
such payments may be deducted. As to gasoline, repairs, and upkeep of an au-
deductions for payments to employees' tomobile if used wholly in the business
pension trusts, see section 23 (p). of farming is deductible as an expense;

ART. 23 (a)-10. Rentals.-If a lease- if used partly for business purposes and
hold is acquired for business purposes for 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 attribut-
able to business purposes Is deductible
as a necessary expense. If a farm is
operated for recreation or pleasure and
not on a commercial basis, and if the
expenses incurred In connection with the
farm are In excess of the receipts 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 articles 22 (a)-7,
23 (e)-5, and 23 (1)-10.)

ART. 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 insolvent 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.

ART. 23 (a)-13. Corporate con tribu-
tions.-No deduction Is allowable under
section 23 (a) for a contribution or gift
by a 'corporation if any part thereof is
deductible under section 23 (q). Thus,
for example, If a corporation makes a
contribution of $5,000, only $4,000 of
which is deductible under section 23 (q)
(whether because of the 5 percent limi-
tation or requirement of actual payment,
or both), no deduction Is allowable under
section 23 (a) for the remaining $1,000.

The limitations provided In paragraph
(2) of section 23 (a) and in this article
apply only to payments which are in fact
contributions or gifts to organizations
described in section 23 (q). For example,
payments by a street railway corporation
to a local hospital (which is a charitable
organization within the meaning of sec-
tion 23 (q)) In consideration of a bind-
ing 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
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of that section are otherwise satisfied.
Donations to organizations other than
those described in section 23 (q) which
bear a direct relationship to the corpora-
tion's business and are made with a rea-
sonable expectation of a financial return
commensurate with the amount of the
donation may constitute allowable de-
ductions as business expenses. For ex-
ample, a street railway corporation may
donate a sum of money to an organiza-
tion (of a class not referred to in section
23 (q)) intending to hold a convention in
the city in which it operates, with a rea-
sonable expectation that the holding of
such convention will augment its income
through a greater number of people using
its cars.

ISEe. 23. DeaucUons ftom gross n ]
[In computing net income there shall be

allowed as deductions: ]
(b) Isterest.-All Interest paid or accrued

within the taxable year on indebtedness,
except on indebtedness incurred or con-
tinued to purchase or carry obligations
(other than obligations of the United States
issued Ster September 24, 1917, and origi-
nally subscribed for by the taxpayer) the
interest upon which is wholly exempt from
the-taxes Imposed by this title.

ART.- 23 (b)-1. Interest-Interest paid
or accrued within the year on indebted-
ness may be deducted from gross income,
except that interest on indebtedness in-
curred or continued to purchase or carry
obligations, such as municipal bonds,
Panama Canal loan 3 percent bonds, or
(in case of a taxpayer not an original
subscriber) obligations of the United
States issued after September 24, 1917,
the interest upon which is wholly ex-
empt from tax, is not deductible. In-
terest paid or accrued within the year on
indebtedness incurred or continued to
purchase or carry (a) obligations of the
United States issued after September 24,
1917. the interest upon which s not
wholly exempt from the taxes imposed
by Title I, or (b) (in the case of an orig-
inal subscriber) obligations of the United
States issued after September 24, 1917,
the interest upon which is wholly ex-
empt from the taxes imposed by Title I,
is deductible in accordance with the
general rule.

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 made for Mary-
land or Pennsylvania ground rents are
not deductible as interest but may, if a
proper business expense, be deducted as
rent.

Interes, calculated for cost-keeping or
other purposes on account of capital or
surplus invested in the business which
does not represent a charge arising un-
der an interest-bearing obligation, is not
an allowable deduction from gross in-
come. Interest paid by a corporation on
scrip dividends is an allowable deduc-
tion. So-called Interest on preferred
stock, which is in reality a dividend

thereon, cannot be deducted In comput-
Lug net income. (S&e, however, article
22 (a)-18 and section 121.) In the case
of banks and loan or trust companies In-
terest paid within the year on deposits
such as interest paid on moneys received
for investment and secured by interest-
bearing certificates of indebtednes Issued
by such bank or loan or trust company
may be deducted from gross income. As
to other amounts of nterest not de-
ductible under section 23 (b), see section
24 (c).

IS=o. 23. Deductos from g roxomc.]
IIn computing net Income thear hall ba

allowed as deductIcns:]
(c) Taxes gnerally.-Taxca paid or accrued

within the taxable year, excpt-
(1) Federal income, war-pro fts, and ezeeo-

profits taxes (other than the exc=-proui
tax Impozed by zcctlon 106 of the Ecvenue
Act of 1935 or by scctlon C02 of this Act);

(2) Income, war-profits, and e:ec-prolita
taxes Imposed by the authority of any foreign
country or pozzE-.ion of the United Statczs:
but this deduction Ehall be allowed In the
case of a taxpayer who d= not dignify In
his return his decire to have to any extent
the benefits of section 131 (relattng to credit
for taxes of foreign countrlc3 and pozza=soa
of the United Statc);

(3) estate, inheritance, I-acy, auccazzlon,
and gift taxes; and

(4) taxes ascsed a_-ainat local b:nelts of
a kind tending to increase the value of the
property assecd; but ths paxrzgph chall
not exclude the allowance as a deduction
of so much of such taxs as Is properly al-
locable to maintenance or Inter zt charaes.
ART. 23 (c)-1. Taxes.--SubJect to the

exceptions stated in this article and arti-
cles 23 (c)-2 and 23 (c)-3, taxes Im-
posed by the United States, any State or
Territory, or political 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 section 43). Estate, in-
heritance, legacy, succession, and gWt
taxes and Federal income, war-profits,
and excess-profits taxes (other than the
excess-profits tax imposed by section 106
of the Revenue Act of 1935 or by section
602 of the Revenue Act of 1938) 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 grozs income
in cases where the taxpayer does not sig-
nify In his return his desire to lve to
any extent the benefits of section 131 (re-
lating to credit for taxes of foreign coun-
tries or possessions of the United States).
See generally articles 131-1 to 131-8 as
to tax credits. Postace Is not a tax.
Amounts paid to States or Territories
under secured debts laws in order to
render securities tax exempt are deduct-
ible. Automobile license fees are ordi-
narily taxes. In general taxes are de-
ductible only by the peron upon whom
they are imposed. As to tax paid at the
source on interest from tax-frea covenant
bonds, see section 143 (a) (3).
Ai. 23 (0)-2. Federal dies and

excise taxes.-Import or tariff duties
paid to the proper customs ofllicers, and

buinezs, licenze, privile., exci-e, and
stamp taxes Paid to internal revenue
collectors, are deductible as taxes im-
posed by the authority of the United
States, provided they are not added to
and made a part of the expenses of the
business or the cost of articles of mer-
chandise with respect to which they are
paid, in which case they canno he
separately deducted. (See article 23
(a)-1.)

AnT. 23 (c)-3. Taxes for local bene-
JZl.--So-called taxes, more properly
sszessments, paid for local benefits, such

as street, sidewalk, and other lie im-
provements, imposed because of and
measured by some benefit inurin. di-
rectly to the property against which the
as.sesment is levied, do not constitute
an allowable deduction from gross in-
come. A tax Is considered aszsesed
against local benefits when the property
subjcet to the tax is limited to property
benefited. Special ass ments are not
deductible, even thou3h an incidental
benefit may inure to the public welfare.
The real property taxes deductible are
those levied for the general public wel-
fare by the proper taxing authorities at
a like rate arainst all property in the
territory over which such authorities
have jurisdiction. Assessments under
the statuits of California relating to ir-
rifation and of Iowa relating to drain-
age, and under certain statutes of Ten-
ne=2e relating to levees, are limited to
proparty benefited, and If the as.-ss-
ments are so limited, the amounts paid
thereunder are not deductible as taxes.
The above statements are subject to tha
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 interet charges
with respect to such benefits, they are
deductible. In such cases the burden. is
on the taxpayer to show the alIoe-.tion
of the amountz a =essed to the different
purposes. If the allocation cannot be
made, none of the amounts so paid is
deductible.

IS=c 23. DedtLns fron, gross fxncome.l
Un computing net income there shall be

allowcd a deductiona:l
(d) Tarea of chareholderz paid by, corysra-

tfla-Te deduction for taes rllowx3 by
suz-zction c) thU b:2 allowed to a corpora-
ton In the case Of taxzs Impo:zd upu a
sharebOlder oi the corporation upon hs in-
tr as Zharehoder which are paid by the
corporation Without relmb ur ent from the
sharholder, but In cuch cases no de.duction
sha11 ba allo d the rh.rehclder for the
amount of ouch taxe.

Ar. 23 (d)-1. Tax on banT: or other
stoOT:.-Ban' or other corporations pay-
ing taxes a=ezsed against their share-
holders on account of their ownership of
the shares of stoch Issued by such cor-
porations without reimbursement from
such shareholders may deduct the
amount of taxes so paid. The Act
specifically provides, however, that. in
such ca s the shareholders may not de-
duct the amount of the taxes. The
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amount so paid should not be included in
the income of the shareholder.

[SEC. 23. Deductions from gross income.]
[In computing net income there shall be

allowed as deductions:]
(c) Losses by indiviauals--In the case of

an Individual, losses sustained during the
taxable year and not compensated for by
Insurance or otherwise-

(1) If incurred In trade or business; or
(2) If incurred in any transaction entered

into for profit, though not connected with
the trade or business; or

(3) of property not connected with the
trade or business, if the loss arises from
fires, storms, shipwreck, or. other casualty,
or from theft. No loss shall be allowed as
a deduction under this paragraph if at the
time of the filing of the return such loss has
been claimed as a deduction for estate tax
purposes in the estate tax return.

ART. 23 (e)-1. Losses by individuals.-
Losses sustained by individual citizens or
residents of the United States and not
compensated for by insurance or other-
wise are fully deductible if (a) incurred
in the taxpayer's trade or business, or
(b) incurred in any transaction entered
into for profit, or (c) arising from fires,
storms, shipwreck, or other casualty,
or theft, and a deduction therefor has
not prior to the filing of the return been
claimed for estate tax purposes in the
estate tax return, or (W) if not prohibited
or limited by any of the following sec-
tions of the Act: Sections 23 (g) and
117, relating to capital losses; section
23 (h), relating to wagering losses; sec-
tion 24 (b), relating to losses from sales
or exchanges of property between per-
sons designated therein; section 112,
relating to recognition of gain or loss
upon sales or exchanges of property;
section 118, relating to losses on wash
sales of stock or securities; section 251,
relating to income from sources within
possessions of United States; and sec-
tion 252, relating to citizens of posses-
sions of United States. See section 213
as to limitation upon losses sustained by
nonresident aliens.

In general losses for which an amount
may be deducted from gross income must
be evidenced by closed and completed
transactions, fixed by identifiable events,
bona fide and actually sustained during
the taxable period for which allowed.
Substance and not mere form will gov-
ern in determining deductible losses.
Full consideration must be given to any
salvage value and to any insurance or
other compensation received in deter-
mining the amount of losses actually
sustained. See section 113 (b).

A loss occasioned by damage to an au-
tomobile 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 com-
putation of net income. If damage to a
taxpayer's automobile results from the
faulty driving of the operator of an auto-
mobile with which the automobile of the
taxpayer collides, the loss occasioned to
the taxpayer by such damage is likewise
deductible.

No loss is realized by the transfer of
property by gift or by death. But see sec-
tion 44 (d).

A loss on the sale of residential prop-
erty purchased or constructed by the
taxpayer for use as his personal residence
and so used by him up to the time of the
sale is not deductible. If, however, prop-
erty so purchased or constructed is prior
to its sale rented or otherwise appropri-
ated to income-producing 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 sec-
tion 111, is, subject to the limitations
provided in section 117, an allowable de-
duction in an amount not to exceed the
excess of the value of the property at
the time it was appropriated to income-
producing purposes (with proper adjust-
ment for depreciation) over the amount
realized from the sale.

Example (1): Residential property was
purchased by a taxpayer in 1928 for use
as his personal residence at a cost of
$25,000, of which $15,000 was allocable
to the building. The property was so
used by the taxpayer until January 1,
1935. From that date to January 1, 1938,
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, 1935, was $22,000, of which
$12,000 was allocable to the building.
The building had an estimated life of
20 years on January 1, 1935. The prop-
erty was sold on January 1, 1938, for
$16,000. The loss from the sale allowable
as a deduction except as limited by sec-
tion 117 is $4,200, computed as follows:
Cost of property in 1928 ----------- $25, 000
Less depreciation allowed (not less

than amount allowable) in re-
spect of the building (deprecia-
tion for 3 years at 5 percent based
on $12,000, value of building when
converted 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, 1935 -------- 22,0

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 circum-

stances 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 section 117, is
$2,500, computed as follows:
Cost of property in 1928 ......- ------- $20, 000
Less depreciation allowed (not less

than amount allowable) In re-
spect of the building (deprecia-
tion for 3 years at 5 percent based
on $10,000, cost of building)_ 1, 500

8, 500

Selling price of property ----------- 10, 000

Loss computed as provided in sec-
tIon 111 ----------------------- 2,500

Deductible loss, except as limited by
section 117 ---------------------. 2,500

Losses from the sale or other disposi-
tion of Treasury bills issued after June
17, 1930, are not deductible.

ART. 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 pro-
ceeds 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 demo-
lition of the old building, and no deduct-
ible expense on account of the cost of
such removal, the value of the real es-
tate, exclusive of old improvements, be-
ing presumably equal to the purchase
price of the land and building plus the
cost of removing the useless building,

ART. 23 (e)-3. Loss of useful value.-
When, through some change in business
conditions, the usefulness in the business
of some or all of the capital assets is sud-
denly terminated, so that the taxpayer
discontinues the business or discards such
assets permanently from use In such
business, he may claim as a loss for the
year in which he takes such action the
difference between the basis (adjusted
as provided in section 113 (b) and ar-
ticles 113 (a) (14)-1, 113 (b)-1, 113 (b)-2,
and 113 (b)-3) and the salvage value of
the property. This exception to the rule
requiring a sale or other disposition of
property in order to establish a loss re-
quires 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 manufac-
ture, to which special machinery is ex-
clusively devoted, or where new legisla-
tion directly or Indirectly makes the con-
tinued profitable use of the property im-
possible. This exception does not extend
to a case where the useful life of prop-
erty terminates solely as a result of those
gradual processes for which deprecia-
tion allowances are authorized. It does
not apply to inventories or to other than
capital assets. The exception applies to
buildings only when they are perma-
nently abandoned or permanently de-
voted to a radically different use, and to
machinery only when its use as such is
permanently abandoned. Any loss to be
deductible under this exception must be
fully explained in the return of income.
The limitations provided in section 117
with respect to the sale or exchange of
capital assets have no application to
losses due to the discarding of capital
assets.

If the depreciable assets of a taxpayer
consist of more than one item and de-
preciation, whether In respect of items
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or groups of items, is based upon the
average lives of such assets, losses
claimed on the normal retirement of such
assets are not allowable inasmuch as the
use of an average rate contemplates a
normal retirement of assets both before
and after the average life has been
reached and there is, therefore, no possi-
bility of ascertaining any actual loss un-
der such circumstances 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 retired, adjusted for salvage,
will be charged to the depreciation re-
serve account, which will enable the full
cost or other basis of the property to be
recovered.

In cases in which depreciable property
Is disposed of due to causes other than
exhaustion, wear and tear, and normal
obsolescence, such as casualty, obso-
lescence other than normal, or sale, a
deduction for the difference between the
basis of the property (adjusted as pro-
vided in section 113 (b) and articles 113
(a) (14)-1, 113 (b)-1, 113 (b)-2, and
113 ()-3) and its salvage value and/or
amount realized upon its disposition may
be lowed subject to the limitations pro-
vided in the Act upon deductions for
losses, but only if it is clearly evident that
such disposition was not contemplated
in the rate of depression.

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
depreciation is based on the maximum
expected life of the asset, a deduction for
the basis of the asset (adjusted as pro-
vided in section 113 (b) and articles 113
(a) (14)-1, 113 ()-1, 113 (b)-2, and 113
(b)-3) less its salvage value is allowable
upon Its retirement. (See articles 23
(D-1 to 23 ()-o.)

ART. 23 (e)-4. Shrinkage in value of
stocls.--A person possessing stock of a
corporation cannot deduct from gross in-
come any amount claimed as a loss
merely on account of shrinkage in value
of such stock through fluctuation of the
market or otherwise. The loss allowable
in such cases is that actually suffered
when the stock is disposed of. If stock
of a corporation becomes worthless, Its
cost or other basis as determined and ad-
justed under section 113 and articles 113
(b)-1 to 113 (b)-3 is deductible by the
owner for the taxable year in which the
stock became worthless, provided a satis-
factory showing is made of its worthless-
ness. Federal or State authorities inci-
dent to the regulation of banks and cer-
tain other corporations may require that
stock be charged off as worthless or writ-
ten down to a nominal value. If, in any
such case, the basis of the requirement
is the worthlessness of the stock, such
charging off or writing down will, for
income tax purposes, be considered prima
facie evidence of worthlessness; but If

No. 28--5

the charging off or writing down is due
to market fluctuations, or If no reazoa-
able attempt has been made to deter-
mine worthlessness, no deduction for in-
come tax purposes of the amount so
charged off or written down can be al-
lowed. For dealers in securities, see arti-
cle 22 (c)-5. For limitations on deduc-
tions for losses from sales or exchanigs
of capital assets generally, Including
stocks and bonds, see section 117.

AxT. 23 (e)-5. Losses of farmera.-
Losses incurred in the operation of
farms as business enterprises are de-
ductible from gross income. If farm
products are held for favorable mar-
kets, no deduction on account of shrink-
age in weight or physical value or by
reason of deterioration in storage shall
be allowed, except as such shrinlage
may be reflected in an inventory if used
to determine profits. The total lom by
frost, storm, flood, or fire of a prompec-
tive crop is not a deductible loss in com-
puting net income. A farmer engaged
in raising and selling stocl, 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 live stock has been purchased
after February 28, 1913, for any pur-
pose, 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 live stock, less any depreciation
allowable as a deduction in rezpect of
such perished live stock, may be de-
ducted as a loss if the loss is not com-
pensated for by Insurance or otherwise.
The actual cost of other property (with
proper adjustment for depreciation)
which is destroyed by order of the au-
thorities of a State or of the United
States, may in like manner be claimed as
a loss. If rembursement is made by a
State or the United States In whole or
in part on account of stock killed or
other property destroyed in respect of
which a loss was claimed for a prior
year, the amount received shall be re-
ported as income for the year in which
reimbursement Is made. The cost of
any feed, pasture, or care which has
been deducted as an expence of oper-
ation shall not be included as pmt of
the cost of the stock for the purpose of
ascertaining the amount of a deductible
loss. If gross income Is ascertained by
inventories, no deduction can be made
for live stock or products lost during the
year, whether purchased for resale or
produced on the farm, as such lc=s will
be reflected in the inventory by reduc-
ing the amount of live steck or products
on hand at the cloe of the year. If an
individual owns and operates a farm, in
addition to being engaged in another
trade, business, or calling, and suntain
a loss from such operation of the farm,
then the amount of loss sustained may
be deducted from gross income received

from all rourceq, provided the farm 1z
not operated for recreation or pleasure.
Ac to losses clnmed as deductionz for
estate ta- purposes, see article 23 (e)-1.
See also articles 22 (a)-7, 23 a)-11,
and 23 (1)-10.

IZsa. 23. Deductf=w from M.ras fzcome.l
11A1 camputli3z ncf, ineaze2 thsra r1-1 b3

allor~cd ra dcductien:)
(1) Lasx3 by tfu.I the -a

of a corporati-on. I= -ustudd during th3
taxble ycr and nat cimp-natcd far by In-
curanc2 or othrvh&e.

AnT. 23 ()-1. Z,-sse by coarvra-
tfons.-Lzss sustained by domestic cor-
porationa during the taxable year and
not compez-ated for by insurance or
otherwise are deductible in so far as not
prohibited or limited by sections 23 (g),
23 (h), 24 (b), 112, 117, 118, and 251.
The provisions of articles 23 (e)-1, 23
(e)-2, 23 (e)-3, 23 (e)-4, 23 (e)-5, and
23 ()-1 are n general applicable to
corporations as well as lndividuals. See
section 232 as to deductions by foreign
corporations.

IS=e 23. Dceuctfotzs from aros income.]
irn computing net Income there zhai be

alloTcd as deductins:J
(g) Capital osssst-(1) Limi -Loses

from =elas or exchan~eo of capital ats
ball bo allw.--d only to the extent provided

In ecztion 117.
(2) 5ccrfs becomfing orthle_..--If any

&xurities (as da incd In p=ap-h (3) of
ths usetin b-eame worthles during
the taxable yr and are capital a=ets, the
lc:: rc:ultlng thberfrom sfl, for the par-
paes of thls ttle, te considred a. a lee
from the sale oc exchange. on the last day
of such taxable year, of caplItl rseta.

(3) Definhiof czWlis-_As used in
this subs.ction the tcsm nts mean
(A) shares of sftce In a co-poation, and
(B) rights to subscribe for or to receive such

Ar. 23 (g)-L Catal Tosces.--Section
23 (g) provides In effect that deductions
allowed to individuals under section 23
(e) and to corporations under section 23
(f) for losses sustained on the sale or
exclange of a capital asset shall be
limited in amount to the extent provided
in section 117. Lossez sustained by vir-
tue of sEcuritiez becoming worthlez dur-
inc the taxable year are, under section
23 (g), made subject to the limitations
provided in section 117 with re=pect to
sales or exchanges. For purpozss of com-
puing the net income of any taxpzyer,
.uch Io=-.s are to be considered as being
sustained from the sale or exchange of
the -ccurities on the last day of the tax-
able y= Irrespactive of when during
the t,-)able year such s-zurities actually
became worthlcss.

As used in setIon 23 (g) and this
art!cle the term "securities" means
shares of stac-a in a domestic or foreign
corporation and rights to subscribe for
or to receive such shares, which shares
or rifgts are capital azsets within the
meaning of cection 117 (a).

The application of section 23 (g) may
be Illustrated as follows:

DZm Pi: A, an Individual, who Is not
a daler in corporate stcclz or stccl
rights and whoze taxable year is the
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calendar year, purchased 120 shares of
stock In the X Corporation on February
1, 1937, for which he paid $3,000. In
June, 1938, the stock became worthless.
A is entitled to a deduction of $2,000 in
computing his net income for 1938. The
deduction Is computed as follows:
Purchase price------- .........- $3, 000
Amount realized None
Actual loss $3, 000
Period stock considered to have been

held (February 1, 1937, to Decem-
ber 31, 1938) --------------- 23 months

Percentage of loss taken into account
under section 117 (b) ----- 66% percent

Long-term capital loss (66% per-
cent of $3,000) (section 117 (a)
(5)) -------------------------- $2,000
[Sc. 23. Deductions from gross income.]
[In computing net income there shall be

allowed as deductions:]
(h) Wagering losses.-Losses from wager-

ing transactions shall be allowed only to
the extent of the gains from such transac-
tions.

(i) Basis for determining loss.-The basis
for determining the amount of deduction
for losses sustained, to be allowed under sub-
section (e) or (f), and for bad debts, to be
allowed under subsection (k), shall be the
adjusted basis provided in section 113 (b)
for determining the loss from the sale or
other disposition of property.

ART. 23 (1)-1. 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 individ-
uals and corporations under section 23
(k), is the same as is provided in sec-
tion 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, obsoles-
cence, amortization, or depletion. (See
section 113 (b) and articles 113 (b)-1
to 113 (b)-3).

[SEc. 23. Deductions from gross income.]
[In computing net Income there shall be

allowed as deductions:]
(1) Loss on wash sales of stock or secur-

itles.For disallowance of loss deduction in
the case of sales of stock or securities where
within thirty days before or after the date
of the sale the taxpayer has acquired sub-
stantially Identical property, see section 118.

(k) Bad debts-(1) General rule.-Debts
ascertained to be worthless and charged off
within the taxable year (or, in the discretion
of the Commissioner, a reasonable addition
to a reserve for bad debts); and when satis-
fled that a debt is recoverable only in part,
the Commissioner may allow such debt, in
an amount not In excess of the part charged
off within the taxable year, as a deduction.
This paragraph shall not apply in the case
of a taxpayer, other than a bank, as defined
in section 104, with respect to a debt evi-
denced by a security as defined in paragraph
(3) of this subsection.

(2) Securities becoming worth.ess.-If any
securities (as defined In paragraph (3) of
this subsection) are ascertained to be worth-
less and charged off within the taxable year
and are capital assets, the loss resulting
therefrom shall, in the case of a taxpayer
other than a bank, as defined in section 104,
for the purposes of this title, be considered
as a loss from the sale or exchange, on the
last day of such taxable year, of capital
assets.

(3) Definition of securMeT-As used In
this subsection the term "securities" means
bonds, debentures, notes, or certificates, or
other evidences of indebtedness, issued by
any corporation (including those issued by a
government or political subdivision thereof),
with interest coupons or in registered form.

ART. 23 (k)-L Bad debts.-(a) Bad
debts may be treated in either of two
ways-

(1) By a 'deduction from income in
respect of debts ascertained'to be worth-
less in whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

Taxpayers were given an option for
1921 to select either of the methods men-
tioned for treating such debts. (See
article 151, Regulations 62.) The meth-
od used in the return for 1921 must be
used in returns for subsequent years and
in returns under the Revenue Act of
1938 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 Com-
missioner upon examination of the re-
turn. If the method selected is approved,
it must be followed In returns for subse-
quent years, except as permission may be
granted by the Commissioner to change
to another method. Application for per-
mission 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 effective. (See
also article 23 (k) -5.)

(b) If all the surrounding and attend-
ing circumstances indicate that a debt
is worthless, either wholly or in part,
the amount which is worthless and
charged off or written down to a nomi-
nal amount on the books of the taxpayer
shall be allowed as a deduction in com-
puting net income. There should ac-
company the return a statement showing
the propriety of any deduction claimed
for bad debts. No deduction shall be al-
lowed for the part of a debt ascertained
to be worthless and charged off prior to
January 1, 1921, unless and until the debt
is ascertained to be totally worthless and
is finally charged off or is written down to
a nominal amount, or the loss is deter-
mined in some other manner by a closed
and completed transaction. Before a
taxpayer may charge off and deduct a
debt in part, he must ascertain and be
able to demonstrate, with a reasonable
degree of certainty, the amount thereof
which is uncollectible. Any amount sub-
sequently received on account of a bad
debt or on account of a part of such debt
previously charged off and allowed as a
deduction for income tax purposes, must
be included in gross income for the tax-
able year in which received. In deter-
mining whether a debt is worthless in
whole or in part the Commissioner will
consider all pertinent evidence, Includ-
ing the value of the collateral, If any, se-
curing the debt and the financial condi-
tion of the debtor. Partial deductions

will be allowed with respect to speciflo
debts only.

Where the surrounding circumstances
indicate that a debt is worthless and un-
collectible and that legal action to en-
force payment would in all probability
not result in the satisfaction of execution
on a judgment, a showing of these facts
will be sufficient evidence of the worth-
lessness of the debt for the purpose of
deduction. Bankruptcy Is generally an
indication of the worthlessness of at
least a part of an unsecured and unpre-
ferred debt. Actual determination of
worthlessness in bankruptcy cases Is
sometimes possible before and at other
times only when a settlement In bank-
ruptcy shall have been had. Where a
taxpayer ascertained a debt to be worth-
less and charged it off in one year, the
mere fact that bankruptcy proceedings
instituted against the debtor are termi-
nated in a later year, confirming the con-
clusion that the debt Is worthless, will not
authorize shifting the deductions to such
later year. If a taxpayer computes his
income upon the basis of valuing his
notes or accounts receivable at their fair
market value when received, which may
be less than their face value, the amount
deductible for bad debts In any case is
limited to such original valuation.

(c) 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 be conclusively presumed, for In-
come tax purposes, to be worthless or re-
coverable only in part, as the case may
be, but In order that any amount of the
charge-off may be allowed as a deduction
for any taxable year it must be shown
that the charge-off took place within such
taxable year.

(M) The provisions of subdivisions (a)
and (b) of this article apply to all tax-
payers, except that In the case of tax.
payers 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 securities as
defined in article 23 (k)-4.

ART. 23 (k)-2. Examples of bal
debts.-Worthess debts arising from
unpaid wages, salaries, rents, and similar
Items of taxable income will not be al-
lowed as a deduction unless the Income
such items represent has been Included
in the return of Income for the year for
which the deduction as a bad debt Is
sought to be made or for a previous year,
Only the difference between the amount
received in distribution of the assets of
a 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
considered a worthless debt. A pur-
chaser of accounts receivable which can
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not be collected and are consequently
charged off the books as bad debts is
entitled to deduct them, the amount of
deduction to be based upon the price he
paid for them and not upon their face
value.

ART. 23 k)-3. Uncollectible deficiency
upon sale of mortgaged or pledged prop-
erty.-If mortgaged or pledged property
is lawfully sold (whether to the creditor
or another purchaser) for less than the
amount of the debt, and the mortgagee
or pledgee ascertains that the portion of
the indebtedness remaining unsatisfied
after such sale is wholly or partially un-
collectible, and charges it off, he may.
deduct such amount (to the extent that
it constitutes capital or represents an
item the income from, which has been
returned by him) as a bad debt for the
taxable year in which it is ascertained to
be wholly or partially worthless and
charged off. In addition, if the creditor
buys in the mortgaged or pledged prop-
erty, loss or gain is realized measured
by the difference between the amount of
those obligations of the debtor which are
applied to the purchase or bid price of
the property (to the extent that such
obligations constitute capital or repre-
sent 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 ab-
sence of clear and convincing proof to
the contrary. If the creditor subse-
quently sells the property so acquired,
the basis for determining gain or loss is
the fair market value of the property at.
the date of acquisition.
Accrued interest may be included as

part of the deduction only if it has pre-
viously been returned as income.

AnT. 23 (k)-4. Worthless bonds and
similar obligations.-Except only in the
case of a bank, as defined in section 104,
no deduction is allowable under para-
graph (1) of section 23 (k) to any tax-
payer with respect to a debt (evidenced
by a security) which has become worth-
'less in whole or in part. If a security is
ascertained to be worthless and is
charged off during the taxable year, a
deduction for the loss resulting there-
from is allowable under paragraph (2)
of section 23 (W0. Such a loss, however,
is made subject to the limitations pro-
vided in section 117 with respect to sales
or exchanges. For the purposes of com-
puting 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 ex-
change of the security on the last day of
the taxable year, irrespective of when
during the taxable year such security
was ascertained to be worthless and
charged off as required. No deduction
is allowable under paragraph (2) of sec-
tion 23 (10 with respect to a debt evi-
denced by a security which is recover-
able in part.

As used in section 23 (k) and this arti-
cle the term "security" means a bond,
debenture, note, or certificate, or other
evidence of indebtedness to pay a fixed
or determinable sum of money, which
(1) is a capital asset as defined in sec-
tion 117 and (2) has been issued at any
time by a domestic or forelgn corpora-
tion (including that issued by any gov-
ernment or political subdivision thereof),
either in registered form or accompanied
by interest coupons.

A bond Issued by an individual, if as-
certained to be worthless, may be treated
as a bad debt. A bond of an Insolvent
corporation secured only by a mortgage
from which on foreclosure nothing Is
realized for the bondholders is regarded
as ascertained to be worthless not later
than the year of the foreclosure sale, and
no deduction for a bad debt Is allowable
in computing a bondholder's income for
a subsequent year.

A taxpayer (other than a dealer In
bonds or other similar obligations) pos-
sessing debts evidenced by bonds or other
similar obligations cannot deduct from
gross Income any amount merely on ac-
count of market fluctuation. If a tax-
payer ascertains, however, that due, for
instance, to the financial condition of the
debtor, or conditions other than market
fluctuation, he will recover upon ma-
turity none or only a part of the debt
evidenced by the bonds or other similar
obligations (which bonds or other obli-
gations are not securities as defined in
this article) and so demonstrates to the
satisfaction of the Commissloner, he
may deduct in computing net income
the uncollectible part of the debt evi-
denced by the bonds or other imlar
obligations. A bank as defined in sec-
tion 104 may deduct such uncollectible
part of the debt even though the evi-
dence of the debt is a security as defined
in this article.

The application of section 23 (10 to
deductions for worthless bonds and sim-
flar obligations which are securlties may
be illustrated by the following examples:

Example (1) : On February 1, 1937, A,
an individual, who is not a dealer In
corporate bonds, purchased bonds of the
X Corporation bearing interest coupons
payable semiannually, for which he paid
$3,000. During the calendar year 1930
(his taxable year) the bondz became
worthless and he made a proper charge-
off during that year. A Is entitled to a
deduction of $2,000 in computing his net
income for 1938. The computation of
the amount of the deduction is the same
as the computation in the example under
article 23 (g)-1.

Example (2): If the facts in example
(1) are the same except that because of
the financial condition of the X Cor-
poration the debt evidenced by Its bonds
became recoverable only in part no de-
duction is allowable to A under either
paragraph (1) or (2) of section 23 (W)
with respect to the uncollectable part of
such debt.

AnT. 23 (W0-5. Recrre for bad debts,-
Taxpavers who have established the re-
serve method of treating bad debts and
maintained proper reserve accounts for
bad debts, or who, in accordance with
article 23 (W0-1 adopt the reserve
method of treating bad debts, may de-
duct from groz income a reasonable
addition to a rezs've for bad debts in
lieu of a deduction for specific bad debt
items.

What constitutes a reasonable addi-
tion to a reserve for bad debts must be
determined in the light of the facts, and
will vary as between classes of businass
and with conditions of business prosper-
ity. It will depend primarily upon the
total amount of debts outstanding as of
the close of the taxable year, thosa aris-
ing currently as well as those arising in
prior taxable years, and the total amount
of the existing reserve. In case subst-
quent realizations upon outstanding
debts prove to be more or less than esti-
mated at the time of the creation of the
existing reserve, the amount of the ex-
cess or Inadequacy in the existing re-
serve should be reflected in the deter-
mination of the reasonable addition nec-
essary in the taxable year. A taxp yer
usng the reserve method should make a
statement In his retum showing the vol-
ume of his charge sales (or other busi-
nezs transactions) for the year and the
parcentage of the reserve to such
amount, the total amount of notes and
accounts receivable at the beginning and
close of the taxable year, and the
amount of the debts which have been
ascertained to be wholly or partially
worthless and charged against the re-
serve account during the taxable year.

[Szc. 23. Dcductfio2 from groa incoie.
Ira computing net income there shall be

allowed as ceductlons:l
(5) Dcprccatfon--A reonable allowance

for the exbaustlon, we-ar and tear of prop-
crty uzzd In the trade or busuness, Including
a rca=nable allowance for obzolez ence. In
the ca2 of property held by one pazron for
ifWe vlth rcmainder to another parson, the
dcduction hMl be commuted _- if the life
tenant were the absolute o-.,--.r of the prop-
crty and shall b- allowed to the life tenant.
In the c-a of property held In trus-t the
allowable deduction -hall be appr ioned e-
twcan the Income benuflclarles and the
tru-tCe in accrdnce with the pertinnt
prov slons of the InsLrumsnt creating the
trust, or. In the absence of such prov-sions.
on the basis of the trust Income ailcable
to o2ch.

AnT. 23 (1)-1. Depreciation--A rea-
sonable allowance for the exhaustion,
wEar and tear, and obsolescence of prop-
erty used in the trade or business may
be deducted from gross income. For con-
venience such an allowance will usually
be referred to as depreciation, excluding
from the term any Idea of a mere reduc-
tion in market value not resulting from
exhaustion, wear and tear, or obsoles-
cence. The proper allowance for such
depreciation of any property used in the
trade or business Is that amount which
should be set aside for the taxable year
in accordance with a reasonable consist-
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ent plan (not necessarily at a uniform
rate), whereby the aggregate of the
amounts so set aside, plus the salvage
value, will, at the end of the useful life
of the property in the business, equal the
cost or other basis of the property deter-
mined in accordance with section 113.
Due regard must also be given to expend-
itures 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 com-
puted as if the life tenant were the abso-
lute owner of the property so that he will
be entitled to the deduction during his
life, and thereafter the deduction, if any,
will be allowed to the remainderman. In
the case of property held in trust, the
allowable deduction is to be apportioned
between the income beneficiaries and the
trustee in accordance with the pertinent
provisions of the will, deed, or other in-
strument creating the trust, or, in thle
absence of such provisions, on the basis
of the trust income which is allocable to
the trustee and the beneficiaries, respec-
tively. For example, if the trust instru-
ment provides that the income of the
trust computed without regard to depre-
ciation shall be distributed to a named
beneficiary, such beneficiary will be en-
titled to the depreciation allowance to
the exclusion of the trustee, while if the
instrument provides that the trustee in
determining the distributable income
shall first make due allowance for keep-
ing the trust corpus intact by retaining
a reasonable amount of the current in-
come for that purpose, the allowable de-
duction will be granted in full to the
trustee.

ART. 23 (1)-2. Depreciable property.-
The necessity for a depreciation allow-
ance arises from the fact that certain
property used in the business gradually
approaches a point where its usefulness
is exhausted; The allowance should be
confined to property of this nature. In
the case of tangible property, it applies
to that which is subject to wear and tear,
to decay or decline from natural causes,
to exhaustion, and to obsolescence due
to the normal progress of the art, as
where machinery or other property must
be replaced by a new inventiodi, or due
to the inadequacy of the property to the
growing needs of the business. It does
not apply to inventories or to stock in
trade, or to land apart from the improve-
ments or physical development added to
it. It does not apply to bodies of min-
erals which through the process of re-
moval suffer depletion, other provisions
for this being made in the Act. (See sec-
tions 23 (m) and 114.) Property kept in
repair may, nevertheless, be the subject
of a depreciation allowance. (See article
23 (a)-4.) The deduction of an allow-
ance for depreciation is limited to prop-
erty used in the taxpayer's trade or busi-
ness. No such allowance may be made in
respect of automobiles or other vehicles
used solely for pleasure, a building used
by the taxpayer solely as his residence,

or in respect of furniture or furnishings
therein, personal effects, or clothing; but
properties and costumes used exclusively
in a business, such as a theatrical busi-
ness, may be the subject of a deprecia-
tion allowance.

ART. 23 (1)-3. Depreciation of intan-
gible property.-Intangibles, the use of
which in the trade or business is defi-
nitely limited in duration, may be the
subject of a depreciation allowance. Ex-
amples are patents and copyrights, li-
censes, and franchises. Intangibles, the
use of which in the business or trade
is not so limited, will not usually be a
proper subject of such an allowance. If,
however, an intangible asset acquired
through capital outlay is known from
experience to be of value in the business
for only a limited period, the length of
which can be estimated from experience
with reasonable certainty, such intangi-
ble asset may be the subject of a depre-
ciation allowance, provided the facts are
fully shown in the return or prior thereto
to the satisfaction of the Commissioner.
No deduction for depreciation, including
obsolescence, is allowable in respect of
good will.

ART. 23 (1)-4. Capital sum recoverable
through depreciation allowances.-The
capital sum to be replaced by deprecia-
tion allowances is the cost or other basis
of the property in respect of which the
allowance is made. (See sections 113 (a)
and 114.) To this amount should be
added from time to time the cost of 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
allowance. (See section 113 (b).) In
the case of the acquisition on or after
March 1, 1913, of a combination of de-
preciable and nondepreciable property
for a lump price, as, for example, build-
ings and land, the capital sum to be
replaced is limited to an amount which
bears the -same proportion to the lump
price as the value of the depreciable
property at the time of acquisition bears
to the value of the entire property at
that time. If the lessee of real property
erects buildings, or makes permanent
improvements which become part of the
realty and income has been returned by
the lessor as a result thereof, as provided
in paragraphs (b) and (c) of article 22
(a)-13, the capital sum to be replaced
by depreciation allowances is held to be
the same as though no such buildings
had been erected or such improvements
made. In the case of property which
has been the subject of deductions for
amortization under sections 214 (a) (9)
and 234 (a) (8) of the Revenue Acts of
1918 and 1921, depreciation deductions
will be computed after the close of the
amortization period upon the cost or
other basis of such property after the
amortization allowance has been de-

ducted. No depreciation deduction will
be allowed in the case of property which
has been amortized to its scrap value
and is no longer in use.

ART. 23 (1)-5. Method of comiitng
depreciation allowance.-The capital sum
to be recovered shall be charged off over
the useful life of the property, either in
equal annual installmentz or in accord-'
ance with any other recognized trade
practice, such as an apportionment of
the capital sum over units of production.
Whatever plan or method of apportion-
ment is adopted must be reasonable and
must have due regard to operating con-
ditions during the taxable period. The
reasonableness of any claim for depre-
ciation 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 depreciation
or other allowances no further deduction
for depreciation shall be allowed. 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 remain-
ing useful life of the property the unre-
covered cost or other basis. The burden
of proof will rest upon the taxpayer to
sustain the deduction claimed. There-
fore, taxpayers must furnish full and
complete information with respect to the
cost or other basis of the assets in re-
spect 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 tax-
able years, and such other Information
as the Commissioner may require In sub-
stantlation of the deduction claimed.

A taxpayer Is not permitted under the
law to take advantage in later years of
his prior failure to take any depreciation
allowance or of his action in taking an
allowance plainly Inadequate under the
known facts in prior years. This para-
graph may be illustrated by the follow-
ing example:

Example: An asset was purchased Jan-
uary 1, 1933, at a cost of $10,000. The
useful life of the asset Is 10 years. It
has no salvage value. Depreciation was
deducted and allowed for 1933 to 1937 as
follows:
1933 ----------------------- $10.00
1934 ----------------------------- ..---- ...
1935 ---------------------------- 2,000,00
1936 ---------------------------- 2,000.0o
1937------------------------------ .........

Total amount allowed ------ 5,0 00
The correct amended reserve as of

December 31, 1937, Is computed as
follows:
December 31:

1933 -------------------------- $1,000. O
1934--- -....... ------- 1, oo. 00
1935 - - 2,000. c0
1936 -------------------------- 2,000.00
1937------------------- ------ 660.67

neserva December 31, 1937.. 0,666.67
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Depreciation for 1938 and subsequent
taxable years is $666.67 computed as
follows:

Cost .. ..------------------ $10,000.00
Reserve as of December 31, 1937_. 6,666.67

Unrecovered cost ---------- 3,333.33
Duepreciaton allowaole zor 1938

and each subsequent taxable
year (62 per cent of $10,000)-- 666.67

APT. 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 be-
ing 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 ap-
plicable to an entire property unless all
portions thereof are affected by the con-
ditions to which obsolescence is found to
be due.

ART. 23 (1)--7. Depreciation of patent or
copyright-In computing a depreciation
allowance in the case of a patent or copy-
right, the capital sum to be replaced is
the cost or other basis of the patent or
copyright. The allowance should be com-
puted by an apportionment of the cost or
other basis of the patent or copyright
over the life of the patent or copyright
since its grant, or since its acquisition
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 aftirmative
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
as the number of years of its remaining
life bears to the whole number of years
intervening between the basic date and
the date when it legally expires may be
deducted, if permission so to do is specifi-
cally secured from the Commissioner.
Owing to the difficulty of allocating to a
particular year the obsolescence of a pat-
ent, such permission will be granted only
if affirmative and satisfactory evidence
that the patent became obsolete in the

year for which the return is made Is sub-
mitted to the CommiLsioner. The fact
that depreciation has not been taken in
prior years does not entitle the taxpayer
to deduct in any taxable year a greater
amount for depreciation than would
otherwise be allowable.

A r. 23 (1)-8. Deprcoiation of drawings
and mcdes.-If a taxpayer has incurred
expenditures in his business for designs,
drawings, patterns, models, or work of
an experimental nature calculated to
result in improvement of his facilities
or his product, and if the period of use-
fulness of any such asset may be esti-
mated from experience with reasonable
accuracy, it may be the subject of de-
preciation 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.

ART. 23 ()-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 taxpay-
er's books, the amount measuring a rea-
sonable allowance for depreciation either
being deducted directly from the book
value of the assets or preferably being
credited to a depreciation reserve ac-
count, 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 depreciable
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 ac-
quisition (as, for example, if the prop-
erty was acquired by gift or transfer 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 ad-
justments thereto. If a taxpayer does
not desire to have his regular books of
account show all of the factors entering
into the computation of depreciation
allowances, such factors shall be re-
corded in permanent auxiliary records
which shall be kept with and reconciled
with the regular books of account.

AnT. 23 (1)-10. Depreciation in the case
of farmers.&-A reasonable allowance for
depreciation may be claimed on farm
buildings (other than a dwelling occu-
pled by the owner), farm machinery, and
other physical property. A reasonable
allowance for depreciation may also be
claimed on live stock acquired for work,

brecding, or dairy purpos s, unless they
are included in an Inventory used to de-
termine profits in accordance with article
22 a)-7. Such depreciation should be
b=sed on the cost or other basis and the
estimated life of the live stock. If such
live stock be included in an inventory no
depreciation thereof will ba allowed, as
the corresponding reduction in their
value will be reflected in the inventory.
(See also articles 23 (a)-11 and 23
(e)-5.)

[Sac. 23. Deduction from gross income]
Iln computing net income there shall be

allowed a: deductionz:]
(m) Dspldefc.-In the case of mines, oil

and Sao wells, other natural deposits, -nd
timbr , a rea.nable allowance for depletion
and for depreciation of improvements, ac-
cording to the pccullar conditions In each
c2ze: -uch reasonable allowance In all cases
to be made under rules and regulations to
be prescrlb-d by the Commnusioner, with the
approval of the Szretary. In any case In
which It I- sc:rtained as a result of opar-
ationo or of development work that the re-
coverable units are greater or le-4 than the
prior estimate thereof, then such prior esti-
mate (but not the b'-.,- for depletion) shall
ba revired and the allo-ance under this
subsection for subsquent taxable years shall
be based upon such revizd estimate. In the
case of le=2z the deductions shall be equi-
tably apport d between the lessr and
lesse. In the case of property held by one
person for life with remainder to another
pa-con, the deduction shall be computed st
If the life tenant, were the abzolute oweer of
the property and shall be allowed to the life
tenant. In the cas of property held in trust
the allovable d duction shall be apportioned
bewcean the ncome beneficiaries and the
truwat in accordance with the pertinEnt
provsl=ons of the Instrument creating the
tru5t , or, In the abzence of such provisons,
on the baasis of the trust Income allocable
to ec2h. (ror percentage depletion allo-
able under this subse-ction, see section I1l
(b), (3) and (4).)

(n) Basis for depreciation and dcplctfoun-
The basi upon which depl-tion. exhaustion,
wear and tear, and obcoleccance are to be
allowed in r-pect of any property shall be
as provided in sectton 114.

AnT. 23 (m)-l. Depletion of mzes, cil
and gas wells, other natural depocits,
and timber; depreciation of imprcvrz-
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. S=cton 114 prescribBs
the bases upon which depreciation and
depletion are to be allowed.

Under these provisions of the Act the
owner of an interest in mineral deposits,
mineral properties, or timber, whether
freehold or lezaehold, Is allowed annual
depletion and depreciation deductions
which, In the aggregate, will return to
him the cost or other basis of such prop-
erty as provided in section 113, plus, in
either case, subsequent allowable capital
additions (see articles 23 (m)-15 and
23 (m)-16) with the following exceptions
and qualifications:

(1) In the case of coal mines, metal
mines, sulphur mines or deposits, and
oil and gas wells the aggregate annual
allowable deductions may, because of
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percentage depletion, ultimately exceed
the cost or other basis;

(2) In the case of coal mines, metal
mines, and sulphur mines or deposits
the aggregate annual allowable deduc-
tions may never be as great as the cost
or other basis, if an election of the
percentage depletion method is made in
his first return under Title I of the Act;
and

(3) In the case of mines other than
metal, coal, or sulphur mines the ag-
gregate annual allowable deductions may
exceed the cost or other basis because
of the discovery provision.

Operating owners, lessors, and lessees,
whether corporations or individuals, are
entitled to deduct an allowance for de-
pletion and depreciation, but a share-
holder in a mining or oil or gas cor-
poration is not allowed such deductions
with respect to the property of the cor-
poration. But see article 115-6.

The principles governing the appor-
tionment of depreciation in the case of
property held by one person for life with
remainder to another person and in the
case of property held in trust are also
applicable to depletion. (See article 23
(1) -1.)

When used in these articles (23 (m)-1
to 23 (m)-28) covering depletion and
depreciation-

(a) The "fair market value" of a
property is that amount which would
induce a willing seller to sell and a will-
ing 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
necessary for purposes of mineral ex-
traction. The value of a mineral prop-
erty Is the combined value of its com-
ponent parts.

(c) A "mineral deposit" refers to min-
erals only, such as the ores only in the
case of a mine, to the oil only in the
case of an oil well, and to the gas only
in the case of a gas well, and to the
oil and gas in the case of a well pro-
ducing both oil and gas. The cost of
a mineral 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.

(W) "Minerals" includes ores of the
metals, coal, oil, gas, and such nonmetal-
lic substances as abrasives, asbestos, as-
phaltum, barytes, borax, building stone,
cement rock, clay, crushed stone, feld-
spar, fluorspar, fuller's earth, graphite,
gravel, gypsum. limestone, magnesite,
marl, mica, mineral pigments, peat, pot-
ash, precious stones, refractories, rock
phosphate, salt, sand, silica, slate, soap-
stone, soda, sulphur, and talc.

(e) "Operating profits" is the net
amount received from the sale of min-
erals before depletion and depreciation
are deducted. It is distinct from net
income, as defined in section 21, and
from the net income from the property

as defined in paragraph (A) of this
article.

() The term "mine" does not include
oil and gas wells.

(g) "Gross income from the property"
as used in section 114 (b) (3) and (4)
and articles 23 (m)-l to 23 (m)-28, in-
clusive, means the amount for which
the taxpayer sells (a) the crude mneral
product of the property or (b) the prod-
uct derived therefrom, not to exceed in
the case of (a) the representative mar-
ket or field price (as of the date of sale)
of crude mineral product of like kind
and grade before transportation from
the immediate vicinity of the mine or
well, or in the case of (b) the represen-
tative market or field price (as of the
date of sale) of a product of the kind
and grade from which the product sold
was derived, before the application of
any processes (to which the crude min-
eral product may have been subjected
after emerging from the mine or well)
with the exception of those listed below,
and before transportation from the place
where the last of the processes listed
below was applied. If there is no such
representative market or field price (as
of the date of sale), then there shall be
used in lieu thereof the representative
market or field price of the first mar-
ketable product resulting from any
process or processes minus the costs (in-
cluding transportation costs) of the
processes not listed below. The proc-
esses excepted are as follows:

(1) In the case of coal-cleaning,
breaking, sizing, and loading at the mine
for shipment;

(2) In.the case of sulphur-pumping
to vats, cooling, breaking, and loading
at the mine for shipment;

(3) In the case of iron ore and ores
which are customarily sold in the form
of the crude mineral product-sorting or
concentrating to bring to shipping grade,
and loading at the mine for shipment;
and

(4) In the case of lead, zinc, copper,
gold, or silver ores and ores which are
not customarily sold in the form of the
crude mineral product--crushing, con-
centrating (by gravity or flotation), and
other processes to the extent to which
they do not beneficiate the product in
greater degree (in relation to the crude
mineral product on the one hand and
the refined product on the other) than
crushing and concentrating (by gravity
or flotation).

In the case of oil and gas, if the crude
mineral product is not sold on the prop-
erty but is manufactured or converted
into a refined product or is transported
from the property prior to the sale, then
the "gross income from the property"
shall be assumed to be equivalent to the
market or field price of the oil or gas
before conversion or transportation.

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 or advanced royalties (see article
23 (m)-10) have been paid in respect
of the property In the taxable year or In
prior years, the amount excluded from
"gross Income from the property" for the
taxable year on account of such pay-
ments shall be an amount equal to that
part of such payments which Is allocable
to the products sold during the taxable
year.

(h) "Net income of the taxpayer
(computed without allowance for deple-
tion) from the property," as used In Sec-
tion 114 (b) (2), (3), and (4) and ar-
ticles 23 (m)-l to 23 (m)-28, Inclusive,
means the "gross income from the prop-
erty" as defined In paragraph (g) less
the allowable deductions attributable to
the mineral property upon which the de-
pletion is claimed and the allowable de-
ductions attributable to the processes
listed In paragraph (g) In so far as they
relate to the product of such property,
including overhead and operating ex-
penses, development costs properly
charged to expense, depreciation, taxes,
losses sustained, etc., but excluding any
allowance for depletion. Deductions not
directly attributable to particular prop-
erties or processes shall be fairly allo-
cated. To illustrate: In cases where the
taxpayer engages in activities In addi-
tion to mineral extraction and to the
processes listed In paragraph (y), deduc-
tions for depreciation, taxes, general ex-
penses, and overhead, which cannot be
directly attributed to any specific activ-
ity, shall be fairly apportioned between
(1) the mineral extraction and the proc-
esses listed In paragraph (g) and (2) the
additional activities, taking into account
the ratio which the operating expenses
directly attributable to the mineral ex-
traction and the processes listed In para-
graph (g) bear to the operating expenses
directly attributable to the additional ac-
tivities. If more than one mineral prop-
erty Is involved, the deductions appor-
tioned to the mineral extraction and the
processes listed In paragraph (g) shall,
in turn, be fairly apportioned to the seV-
eral properties, taking into account their
relative production.

(i) "Crude mineral product," as used
in paragraph (g) of this article, means
the product in the form In which It
emerges from the mine or well.

(j) "The property," as used in sec-
tion 114 (b) (2), (3), and (4) and ar-
ticles 23 (m)-1 to 23 (m)-19, Inclusive,
means the interest owned by the tax-
payer, freehold or leasehold, in any min-
eral property. The taxpayer's interest in
each separate mineral property Is a sep-
arate "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 prop-
erties may be considered to be a single
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"property," provided such treatment is
consistently followed.

ART. 23 (m)-2 . Computation of deple-
tion of mines, oil and gas wells, and other
natural deposits without reference to
discovery value or percentage deple-
tion.-The basis upon which depletion,
other than discovery depletion or per-
centage depletion, s to be allowed in re-
spect of any property is the basis pro-
vided in section 113 (a), adjusted as
provided in section 113 (b) for the pur-
pose of determining the gain upon the
sale or other disposition of such prop-
erty. (See articles 113 (a)-1 to 114-1.)
If the amount of the basis as adjusted
applicable to the mineral deposit has
been determined for the taxable year,
the depletion for that year shall be com-
puted by dividing that amount by the
number of units of mineral remaining as
of the taxable year, and by multiplying
the depletion unit, so determined, by the
number of units of mineral sold within
the taxable year. In the selection of a
unit of fiineral for depletion, preference
shall be given to the principal or custo-
mary unit or units paid for in the prod-
ucts sold, such as tons of ore, barrels of
oil, or thousands of cubic feet of natural
gas.

As used in this article the phrase,
"number of units sold within the taxable
year," in the case of a taxpayer report-
ing income on the cash receipts and
disbursements 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 tax-
able year. The phrase does not include
units with respect to which depletion
deductions were allowed or allowable
prior to the taxable year.

"The number of units of mineral re-
maining 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 article.

In determining the amount of the
basis as adjusted applicable to the min-
eral deposit there shall be excluded (a)
amounts representing the cost or value
of the land for purposes other than min-
eral production, (b) the amount recov-
erable 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 article 23 (m)-16, are recover-
able through depletion.

In the case of a natural gas well
where the annual production is not
metered and is not capable of being es-
timated with reasonable accuracy, the
taxpayer may compute the depletion al-
lowance (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 denomi-
nator 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 comput-
ing depletion by this method must keep
accurate records of periodical pressure
determinations.

Anr. 23 (m)-3. Computation of deple-
tion of mines (other than metal, coal,
or sulphur mines) on the basis of dis-
covery value.-The basis upon which de-
pletion Is to be computed In the case
of mines (other than metal, coal, or
sulphur mines) discovered by the tax-
payer 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 purchase of a proven tract or
lease, and If the fair market value of
the property is materially disproportion-
ate to cost. The value must be equitably
apportioned between the lessor and the
lessee. For the method of determining
whether a discovery has been made, see
article 23 (m)-14. For the method of
determining the fair market value, see
article 23 (m)-7.

With respect to any property for which
discovery value is the tapayer's basis
for depletion, the depletion for any tax-
able year hall be computed by (1) add-
ing to the discovery value of the min-
eral 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
remainder by the number of units of
mineral remaining as of the taxable
year, and (4) multiplying the depletion
unit, thus determined, by the number of
units of mineral sold within the taxable
year.

The depletion allowance based on dis-
covery value under this article shall not
exceed 50 percent of the net Income of
the taxpayer (computed without allow-
ance for depletion) from the property
upon which the discovery was made, ex-
cept that in no case shall the depletion
be less than it would be f computed
without reference to discovery value.
For definition of "net income of the tax-
payer (computed without allowance for
depletion) from the property," see ar-
ticle 23 (m)-1 (h).

This article does not apply to metal
mines, coal mines, sulphur mines or de-
posits, or to oil or gas wells.

As used in this article the phrase,
"number of units sold within the tax-
able year," in the case of a taxpayer re-
porting income on the cash receipts and
disbursements basis, includes units for
which payments were received within the
taxable year although produced and sold

prior to the taxable year, and excludes
units sold but not paid for in the tax-
able year. The phrase does not include
units with respect to which depletion de-
ductions were allowed or allowable prior
to the taxable year.

"The number of units of mineral re-
maninig 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 article.

AnT. 23 (m)-4. Computation of deple-
tion based on a percentage of income in
the case of oil and gas wells.-Under
section 114 (b) (3), In the case of oil
and gas wells, a taxpayer may deduct
for depletion an amount equal to 27-
percent of the gross income from the
property during the taxable year, but
such deduction shall not exceed 50 per-
cent of the net income of the taxpayer
(computed without allowance for deple-
tion) from the property. (For defini-
tions of "gross income from the prop-
erty" and "net income of the taxpayer
(computed without allowance for deple-
tion) from the property," see article
23 (m)-1 (g) and (W).) In no case
shall the deduction computed under this
article be less than It would be if com-
puted upon the cost or other basis of
the property provided in section 113.

Anyr. 23 (m)-5. Computation of deple-
tion based on a percentage of income in
the case of coal mines, metal mines, and
sulphur mines or deposfts.-Under sec-
tion 114 (b) (4) a taxpayer may deduct
for depletion an amount equal to 5 per-
cent of the gross income from the prop-
erty during the taxable year in the case
of coal mines, an amount equal to 15 per-
cent of the gross income from the prop-
erty during the taxable year in the case
of metal mines, and an amount equal to
23 percent of the gross income from the
property during the taxable year in the
case of sulphur mines or deposits, but
such deduction shall not in any case ex-
ceed 50 percent of the net income of the
taxpayer (computed without allowance
for depletion) from the property. (For
definitions of "groz income from the
property" and "net income of the tax-
payer (computed without allowance for
dcpletion) from the property," see arti-
cle 23 (m)-1 (g) and (iM.)

Subject to the qualfcation specified
In the last sentence of this paragraph, a
taxpayer making his first return under
Title I of the Act (for a taxable year
beginning after December 31, 1937) in
respect of a property muzt state as to
each such property whether he elects to
have the depletion allowance for each
such property for the taxable year com-
puted with or without reference to per-
centage depletion. For the purpose of
this article the taxpayer's first return
under Tftie I of the Act In respect of a
property is the return made under that
ttle for his first taxable year (beginning
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after December 31, 1937) for which he
has any item of income or deduction
with respect to such property. An elec.
tion once exercised under section 114 (b)
(4) and this article cannot thereafter
be changed by the taxpayer, and the de-
pletion allowance in respect of each such
property will for all succeeding taxable
years be computed in accordance with
the election so made. If the taxpayer
fails to make such statement in the re-
turn in which the election should be so
Indicated, the depletion allowance for
the year for which an election must be
first exercised and for all succeeding
taxable years will be computed without
reference to percentage depletion. The
method, determined under section 114
(b) (4) and this article, of computing
the depletion allowance shall be applied
In the case of the property for all tax-
able years in which it is in the hands of
such taxpayer, or of any other person
if the basis of the property (for deter-
mining gain) in his hands is, under
section 113, determined by reference to
the basis in the hands of such taxpayer,
either directly or through Qne or more
substituted bases, as defined in that sec-
tion. The right of election specified in
this paragraph is subject to the quali-
fication that section 114 (b) (4) shall,
for the purpose of determining whether
the method of computing the depletion
allowance follows the property, be con-
sidered , continuation of section 114 (b)
(4) of the Revenue Act of 1934 and the
Revenue Act of 1936, and as giving no
new election in cases where either of
such sections would, if applied, give no
new election.

ART. 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 mine, mineral deposit, min-
eral right, or leasehold was acquired, the
owner or lessee will be required to show
that the cost or price at which the prop-
erty was bought was fixed for the pur-
pose of a bona fide purchase and sale by
which the property passed in fact as well
as in form to an owner other than the
vendor. No fictitious or inflated cost or
price will be permitted to form the basis
of any calculation of a depletion or de-
preciation deduction, and in determining
whether the price or cost at which any
purchase or sale was made represented
the actual market value of the property
sold, due weight will be given to the re-
lationship or connection existing be-
tween the person selling the property and
the buyer thereof.

ART. 23 (m)-7. Determination of fair
market vahue 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, subjec
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 assum-
ing 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,
market value of stock or shares, royalties
and rentals, value fixed by the owner for
purpbse 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 de-
posit can be determined upon the basis
of cost or replacement value, (2) if the
knowledge of the presence of the mineral
has not greatly enhanced the value of
the mineral property, (3) if the removal
of the mineral does not materially reduce
the value of the property from which it
is taken, or (4) if the profits arising from
the exploitation of the mineral 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 ascer-
tained as of a certain date, analytic ap-
praisal methods will not be used if the
fair market value can reasonably be de-
termined by any other method.

(b) To determine the fair market value
of a mineral property by the present
value method, the essential factors must
be determined for each deposit included
in the property. The factors essential in
the case of all mineral deposits are
(1) the total operating 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 (A) the total
quantity of oil and gas in terms of the
principal or customary unit (or units)
paid for in the product marketed, (B)
the quantity of oil and gas expected to
be recovered during each operating pe-
riod, (C) the average quality or grade of
the oil and gas reserves, (D) the ex-
pected percentage of recovery in each
process or operation necessary for the.
preparation of the oil and gas for market,
(E) the probable operating life of the de-
posit in years, (F) the unit development
cost, that is, cost of development exclu-
sive of depreciation and depletion, and
(G) the unit operating cost, that is, cost
of production exclusive of depreciation
and depletion. In order to estimate the
total operating profit for mines it is nec-

essary to determine the quantity, quality,
and recoverable mineral 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 recoverable 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 production 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) may be determined
from past operating experience, In the
application of factors derived from past
experience full allowance should be made
for probable future variations in the rate
of exhaustion, quality or grade of the
mineral, percentage 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 deter-
mined 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 deduced from concur-
rent evidence, such as the general type
of the deposit, the characteristics of the
district in which It occurs, the habit of
the mineral deposits in the property it-
self, 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 tending
to establish a reasonable estimate of the
required factors.

(d) Mineral deposits of different
grades, locations, and probable dates of
extraction In a mineral property should
be valued separately. The mineral con-
tent of a deposit shall be determined in
accordance with article 23 (m)-9. In
estimating the average grade of the de-
veloped and prospective mineral, ac-
count should be taken of probable in-
creases or decreases as Indicated by the
operating history, The rate of exhaus-
tion of a mineral deposit should be de-
termined with due regard to the limita-
tions imposed 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 reasonably to be expected for
future operations. The operating life of
a mineral deposit is that number of years
necessary for the exhaustion of both the
developed and prospective mineral con-
tent at the rate determined as above.
The operating life of oil and gas wells Is
influenced by the natural decline in pres-
sure and flow, and also by voluntary or
enforced curtailment of production. The
operating cost Includes all current ex-
pense of producing, preparing, and mar-
keting the mineral product sold (due con-
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sideration being given to taxes) exclu-
sive of allowable capital additions as de-
fined in article 23 (m)-15 and 23 (m)-16
and deductions for depreciation and de-
pletion, but including cost of repairs.
For definitions of "development expenses"
and "operating expenses" in the case of
oil and gas wells, see article 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 equip-
ment is returned to the taxpayer free
from tax. In general, no estimates of
these factors will be approved by the
Commissioner which are not upported by
the operating experience of the property
or which are derived from different and
arbitrarily selected periods.

(e) The number of units of mineral
recoverable in marketable form multi-
plied by the estimated operating profit
per unit gives the total expected oper-
ating profit. The value of each mineral
deposit is, then, the total expected op-
erating profit from that deposit reduced
to a present value as of the date as of
which the valuation is made at the rate
of interest commensurate with the risk
for the operating life, and further re-
duced by the value at that date of the
depreciable assets and of the capital ad-
ditions, 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 prop-
erty prior to the date as of which the
valuation is made; relatively higher risks
attach to appraisals upon any other
basis.

(f) For the purpose of the equitable
apportionment of depletion between
lessor and lessee provided by section 23
(m), when the value of any leased min-
eral property must be ascertained as of
any specific date for the determination
of the basis for depletion, the values of
the equities of lessor and lessee may be
determined separately, but, when deter-
mined as of the samo date, shall together
never exceed the value at that date of
the mineral property in fee simple.

ART. 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 miner-
als, other than coal, sulphur, oil, or gas,
as defined in article 23 (m)-14, or of
misrepresentation or fraud or gross
error as to any facts known on the date
as of which the valuation was made.
Revaluation on account of misrepresen-
tation or fraud or such gross error will
be made only with the written approval
of the Commissioner. The value should,
however, be corrected when a virtual
change of ownership of part of the prop-
erty results as the outcome of litigation.
The value should be redistributed-

No. 28-----6

(a) If a revision of the number of
remaining recoverable units of mineral
in the property has been made In ac-
cordance with section 23 (m) and article
23 (m)-9, and

(b) In case of the sale of a part of
the property, between the part sold and
the part retained.

ARr. 23 (m)-9. Determination of mn-
eral contents of mines and of oft or gas
weZls.-If it is necessary to estimate or
determine with respect to any property
as of any specific date the total recover-
able units (tons, pounds, ounces, barrels,
thousands af cubic feet, or other meas-
ure) 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 informa-
tion 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-

(a) The ores and minerals "In sight,"
"blocked out," "developed," or "assured,"
in the usual or conventional meaning of
these ter=n with respect to the type of
the deposit, and
(b) 'Probable" or "prospective" ores

and minerals (in the corresponding
sense), that is, ores and minerals that
are believed to exist on the basis of good
evidence although not actually known to
occur On the basis of existing develop-
ment; but "probable" or "prospective"
ores and minerals may be estimated (1)
as to quantity, only in case they are
extensions of known deposits or are new
bodies or masses whose existence is In-
dicated by geological or other evidence
to a high degree of probabllity, and (2)
as to grade, only as accords with the
best indications available as to richness.

If the number of recoverable units of
mineral in the property have 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 recov-
erable units of mineral In the property as
of the end of the taxable year will be the
number remaining from the prior esti-
mate, but when it is ascertained either
by the taxpayer or the Commissioner as
the result of operations or development
work that the recoverable mineral units
are materially greater or less than the
prior estimate thereof, then such prior
estimate shall be revised and the annual
depletion allowance with respect to the
property for subsequent taxable years will
be based upon the revised estimate.
Such revised estimate will not., however,
affect the basis for depletion.

ART. 23 (m)-10. Depltion-Adjust-
ments of accounts based on bonus or ad-

r anced royalty---(a) If a lessor receivas
a bonus in addition to royalties, there
,hall be allowed as a depletion deduction
in respect of the bonus an amount equal
to that proportion of the basis for deple-
tion 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 lessor's basis
for depletion, and the remainder is re-
coverable through depletion deductions
on the basis of royalties thereafter
received.

(b) If the owner has leased a mineral
property for a term of years with a re-
quirement In thq lease that the lessee
;hall extract and pay for, annually, a
specified number of tons, or other agreed
units of measurement, of such mineral,
or shall pay, annually, a specified sum
of money which shall be applied in pay-
ment of the purchase price or royalty per
unit of such mineral whenever the same
,hall thereafter be extracted and re-
moved from the leased premises, an
amount equal to that part of the basis
for depletion allocable to the number of
units so paid for In advance of extrac-
tion will constitute an allowable deduc-
tion from the gross income of the year
in which such Payment or payments shall
be made; but no deduction for depletion
by the lessor shll be claimed or allowed
in any subsequent year on account of the
extraction or removal In such year of
any mineral so paid for in advance and
for which deduction has once been made.

(a) If for any reason any such mineral
lease expires or terminates or is aban-
doned before the mineral which has been
paid for in advance has been extracted
and removed, the lessor 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 the lease expires,
terminates, or is abandoned.

(M) In. lieu of the treatment provided
for in the above paragraphs the lesor of
oil and gas wells may take as a depletion
deduction in respect of any bonus or ad-
vanced royalty from the property for the
taxable year 271 percent of the amount
thereof; and the lessors of sulphur mines,
metal mines, and coal mines may take as
a depletion deduction in respect of any
bonus or advanced royalty from the prop-
erty for the taxable year beginning after
Deembar 31, 1937, for which he first
makes return in respect of the property
(and for subsequent taxable years in case
an election to have depletion computed
on a percentage basis has been exercised
in the proper return) 23 percent., 15 per-
cent, and 5 percent, respectively, of the
amount thereof; but the deduction shall
not in any case exsceed 50 percent of the
net Income of the taxpayer (computed
,without allowance for depletion) from
the property.

AnT. 23 (m)-11. Depletion and depre-
clatfon accounts on books.--Every tax-
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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 allowable
capital additions to each account and all
of the other adjustments required by sec-
tion 113 (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 article
23 (m)-2, 23 (m)-3, 23 (m)-4, or 23
(m)-5; or the amounts of the depletion
and depreciation so computed shall be
credited to depletion and depreciation
reserve accounts, to the end that when
the sum of the credits for depletion and
depreciation equals the cost or other
basis of the property, plus subsequent
allowable capital additions, no further
deductions for depletion and deprecia-
tion with respect to the property shall
be allowed, except such depletion deduc-
tions as may thereafter be allowable un-
der section 114 (b) (2), (3), or (4) and
article 23 (m)-3, 23 (m)-4, or 23 (m)-5.

Every taxpayer to whom section 114
(b) (2) and article 23 (m)-3 are appli-
cable shall keep similar accounts with re-
spect to discovery value.

ART. 23 (m)-12. Statement to be at-
tached to return when -vauation, de-
pietion, or depreciation of mineral prop-
erty is claimet-(a) Except as provided
in article 23 (m)-13, there shall be at-
tached to the return of every taxpayer
asserting a value for any mineral prop-
erty as of a specific date or claiming a
deduction for depletion or depreciation a
statement setting forth with respect to
each mineral property (including oil and
gas property) :

(1) The name, description, location,
and identifying number, if any, of the
property;

(2) Whether taxpayer is a fee owner,
lessor, or lessee;
1 (3) The date of acquisition and, if un-
der lease, the exact terms and date of ex-
piration 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 valu-
ation is made, together with an explana-
tion of the method used in the estimation,
the name and address of the person mak-
ing the estimate, and an average analysis
which will indicate the quality of the
mineral valued, including the grade or
gravity in the case of oil;

(9) The number of units sold and the
number of units for which payment was
received during the year for which the
return is made (in the case of newly de-
veloped oil and gas properties it is desir-
able that this Information be furnished
by month);

(10) The gross amount received from
the sale of mineral;

(11) The amount of depreciation for
the taxable year and the amount of de-
pletion for the taxable year computed
without reference to percentage depletion
or discovery value;

(12) The amounts of depletion and de-
preciation, stated separately, which for
each and every prior year (A) were al-
lowed, (B) were allowable, and (C) would
have been allowable without reference to
percentage depletion or discovery value;
and

(13) Any other data which will be
helpful in determining the reasonableness
of the valuation asserted or of the de-
duction claimed.

(b) To the return of every taxpayer
claiming a deduction for depletion in re-
spect of (1) property in which he owns a
fractional interest only, or (2) a lease-
hold, or (3) property subject to lease,
there shall also be attached a statement
setting forth the fraction of the gross
production to which the taxpayer is en-
titled, the name and address and the
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 prop-
erty, or the holder of an interest purport-
ing 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 fur-
nish a certified copy of the instrument or
instruments by which it was acquired.

(c) In the case of oil and gas proper-
ties the statement attached to the re-
turn shall contain, in addition to the
foregoing, the following information with
respect to each property:

(1) The number of acres of producing
oil or gas land and, if additional acreage
is claimed to be proven, the amount of
such acreage and the reasons for believ-
ing it to be proven;

(2) The number of wells producing at
the beginning and end of the taxable
year;

(3) The date of completion of wells
finished during the taxable year;

(4) The date of abandonment of all
wells abandoned during the taxable year,

(5) A property map showing the loca-
tion of the property and of the producing
and abandoned wells, dry holes, and
proven oil and gas lands, the map should
show depth, initial production, and date
of completion of each well, to the extent
that such data are available) ;

(6) The number of pay sands and 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 begln.
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, usa
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 reser-
voir 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.

(M) 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 article which has been previously
filed by the taxpayer need not be filed
again but the statement attached to the
return must Indicate clearly when and
in what form the Information was pre-
viously filed. When a taxpayer has filed
adequate maps with the Commissioner
he may be relieved of filing further
maps of the same properties, provided
all additional information necessary for
keeping the maps up to date is filed
each year. This includes records of dry
holes, as well as producing wells, to-
gether with logs, depth and thickness of
sands, location of new wells, etc,

ART. 23 (m)-13. Statement to bc at-
tached to return when depiction is
claimed on percentage bass.-(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
article 23 (m)-4, or depletion of coal
mines, metal mines, or sulphur mines or
deposits under section 114 (b) (4) and
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article 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 determi-
nation of the "gross income from the
property" as defined in paragraph (g) of
article 23 (m)-1, including the amounts
paid to lessors as rents or royalties, the
amounts paid to holders of other inter-
ests 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 paragraph (h) of article
23 (m)-1; and

(3) The information required by para-
graphs (a) (1), or (a) (2), (a) (3), and
(b) of article 23 (m)-12. The other in-
formation required by article 23 (m)-12
shall also be furnished if necessary in
determining the gain or loss from the
sale or other disposition of the property
during the taxable year or if a valua-
tion of the property is necessary for any
purpose. The taxpayer may find it de-
sirable 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.

ART. 23 (m)-14. Discovery of mines
other than coal, ntal, or sulphur
mmes.-(a) To entitle a taypayer to a
valuation of his property, for the pur-
pose of depletion allowances, by reason
of the discovery of a mine (other than a
coal, metal, or sulphur mine) or minerals
(other than oil or gas, coal, sulphur,
metal, or metallic ores), it must appear
that the mine or minerals were not ac-
quired as the result of the purchase of
a proven tract or lease; also, the dis-
covery must be made by the taxpayer
after February 28, 1913, and must re-
sult in the fair market value of the prop-
erty becoming disproportionate to the
cost. 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 rea-
sonable expectation of return to the tax-
payer of an amount materially in excess
of the capital expended in making such
discovery plus the cost of future devel-
opment, equipment, and exploitation.

(b) A mine or minerals of a kind not
excepted by this article may be said to
be 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 exist
and the existence of which was so im-
probable that such deposit had not and
could not have been included in any pre-
vious valuation for the purpose of de-
pletion, and which in either case exists

in quantity and grades sufficient to Jus-
tify commercial exploitation.

(W) In determining whether a dlscov-
cry entitling the taxpayer to a valuation
has been made, the Comissioner will
take into account the peculiar condi-
tions of each case; but no discovery, for
the purposes of depletion, can be al-
lowed as to minerals which constitute
merely uninterrupted extensions of con-
tinuing commercial veins or deposits al-
ready known to exist, which have bEen
or should have been Included In "prob-
able" or "prospective" mineral, 6r 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 there-
for has resulted or will result in exces-
sive allowances 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 tax-
payer after February 28, 1913, but such
vein or deposit must not be merely the
uninterrupted extension of a continu-
ing commercial vein or deposit already
known to exist, and the newly dLcov-
ered minerals must be of sufficient value
and quantity that they could be sep-
arately 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 article
23 (m)-7, based on what Is evident
within 30 days after the commercially
valuable character and extent of the
discovered deposits of mineral have
with reasonable certainty been estab-
lished, determined, or proved.

ART. 23 (m)-15. Allowable capital ad-
ditions in case of mins.-(a) All ax-
penditures in excess of net receipts
from minerals sold shall be charged to
capital account recoverable through de-
pletion while the mine Is in the develop-
ment stage. The mine will be consid-
ered to have passed from a development
to a producing status when the major
portion of the mineral production is ob-
tained from workings other than those
opened for the purpose of development,
or when the principal activity of the
mine becomes the production of de-
veloped ore rather than the develop-
ment of additional 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 produc-
tion of mineral units, or (3) do not

represent an amount expended in re-
storing property or in making good the
exhaustion thereof for which an. allow-
ance Is or has b~en made, shall be
deducted as ordinary and necessary
business expenses.

AnT. 23 (m)-16. Charges to capital
and to expense in the case of oil and gas
wells.-(a) Items chargeable to capital
or to expense at taxpayer's option:

(1) Option with respect to intangible
drilling and development costs 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
capital account. Such expenditures have
for convenience been termed intangible
drilling and development costs. Exam-
ples of Items to which this option ap-
plies are, all amounts paid for labor,
fuel, repairs, hauling, and supplies, or
any of them, which are used (A) in the
drilling, shooting, and cleaning of wells;
(B) in such clearing of ground, drain-
ing, road making, surveying, and geo-
logical work as are necessary in prepa-
ration for the drilling of wells; and (C)
In the construction of such derricks,
tanks, pipe lines, and other physical
structures as are necessary for the drill-
Ing of wells and the preparation of wells
for the production of oil or gas. In
general, this option applies only to ex-
penditures for those drilling and de-
veloping Items which in themselves do
not have a salvage value. For the pur-
poze 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. 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 par foot or other unit of
measurement.

(2) 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
throu3h depletion and depreciation as
in the case of productive wells.

(3) If deductions for depreciation or
depletion have either on the books of
the t xpayer 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 expense in lieu of deprecia-
tion or depletion, a statement indicating
the extent to which this practice has
been carried should accompany the
return.
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(b) Recovery of optional items, if
capitalized:

(1) Items returnable through deple-
tion: If in exercising these options, or
either of them, the taxpayer charges such'
expenditures as fall within the options
to capital account, the amounts so capi-
talized in so far as they are not repre-
sented by physical property, are return-
able through depletion. For the purposes
of this article the expenditures for
clearing ground, draining, road making,
surveying, geological work, excavation,
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.

(2) Items returnable through depre-
ciation: If in exercising these options,
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 phy-
sical property, are returnable through
depreciation. Such expenditures are
amounts paid for wages, fuel, repairs,
hauling, supplies, etc., used in the instal-
lation of casing and equipment and in
the construction on the property of der-
ricks and other physical structures.

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred 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.

(c) Nonoptional items distinguished:
(1) Capital items: The option with

respect to intangible drilling and de-
velopment costs in general does not
apply to expenditures by which the tax-
payer acquires tangible property ordi-
narily 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 property, and the cost
of drilling tools, pipe, casing, tubing,
tanks, engines, boilers, machines, etc.
The options do not apply to any expen-
diture for wages, fuel, repairs, hauling,
supplies, etc., in connection with equip-
ment, facilities, or structures, not in-
cident to or necessary for the drilling
of wells, such as structures for storing
or treating oil or gas. These are cap-
ital items and are returnable through
depreciation.

(2) Expense items: Expenditures
which must be charged off as expense,
regardless of the options provided by
this article, 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. Gen-
eral overhead expense, taxes, and depre-
ciation of drilling equipment, are not
considered as capital items, even when
Incurred during the development of the
property.

(W) This article 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 is, by such election or elections,
bound with respect to all optional ex-
penditures whether made before January
1, 1938, or after December 31, 1937, in
connection with oil and gas wells. Any
taxpayer who has never made expendi-
tures for drilling oil or gas wells prior to
the first taxable year beginning after
December 31, 1937, must make an elec-
tion as to intangible drilling and develop-
ment costs in general in the return
for the first taxable year in which
the taxpayer makes such expendi-
tures, and a taxpayer who has never
made expenditures for a nonproductive
Well prior to the first taxable year
beginning after December 31, 1937, must
make an election as to the cost of such
wells in the return for the first taxable
year in which the taxpayer completes
such a well. Any election so made is
binding for all subsequent years. A tax-
payer is considered to have made an
election in accordance with the manner
in which the respective types of optional
items are treated (1) in his return for
the first taxable year ending after De-
cember 31, 1924, in which optional
expenditures of the respective types are
or were made, or (2) in an amended
return filed between June 18,_1927, and
December 18, 1927, in accordance with
Treasury Decision 4025. Any taxpayer
who has made expenditures for optional
drilling and development costs must
attach to his return for the first taxable
year beginning after December 31, 1937,
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.

APT. 23 (m)-17. Depreciation in the
case of mines.-(a) The Act provides
that deductions for depreciation of im-
provements "according to the peculiar
conditions in each case" may be taken
by a taxpayer owning or leasing mining
property. This is deemed to include ex-
haustion and wear and tear of the prop-
erty used in mining of deposits, includ-
ing a reasonable allowance for obsoles-
cence. (See articles 23 (1)-1 to 23 (1)-10
as to deductions for depreciation and
obsolescence generally. See particularly
article 23 (1)-5 with regard to informa-
tion which must be furnished in sub-
stantiation of deductions claimed for de-
preciation 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 current

exhaustion of mineral, or (2) by reason-
able charges for depreciation (see ar-
ticle 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 b, 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 im-
provements whose principal use Is in
connection with the mining or treatment
or other necessary handling of mineral
products) may be defined as the esti-
mated time such plant, or unit, when
given proper care and repair, can be
continued in use despite physical de-
terioration, decay, wear, and tear.

() 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 salv-
age value of plant and equipment and
the basis provided In section 113 (a),
adjusted as provided In section 113 (b),
remaining at the termination of mining
operations shall be returned as profit or
loss in the year in which it is realized,

(W Nothing in these regulations shall
be interpreted as meaning (1) that the
cost or other basis of a mining plant and
equipment may be reduced by deprecla-
ion deductions to a sum below the value
of the salvage when the property shall
have become obsolete or shall have been
abandoned for the purpose of mining, or
(2) that proper deductions for deprecia-
tion on account of obsolescence and de-
cay shall not be made during periods
when the mine Is idle or is producing at
a rate below its normal capacity. In esti-
mating the salvage value of the equip-
ment at the end of its estimated eco-
nomic life due consideration may be
given to its specialized character and the
cost of dismounting and dismantling
and transporting It to market.

(g) Nothing in these regulations shall
be interpreted to permit expenditures
charged to expense in any taxable year
or any part of the value of land for pur-
poses other than mining to be recovered
through depletion or depreciation.

ART. 23 (m)-18. Depreciation of im-
provements in the case o1 oil and gas
wills.-Both owners and lessees operat-
ing oil or gas properties will, in addi-
tion to and apart from the deduction
allowable for depletion as hereinbefore
provided, be permitted to deduct a rea-
sonable allowance for depreciation of
physical property, such as machinery,
tools, equipment, pipes, etc., so far as
not in conflict with the option exer-
cised by the taxpayer under article 23
(m)-16. The amount deductiblQ on this
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account shall be such an amount based
upon its cost or other basis equitably
distributed over its useful life as will
bring such property to its true salvage
value when no longer useful for the
purpose for which such property was
acquired. Accordingly, where it can be
shown to the satisfaction of the Com-
missioner that the reasonable expecta-
tion of the economic life of the oil or
gas deposit with which the property is
connected is shorter than the normal
useful life of the physical property, the
amount annually deductible for depreci-
ation on such property may be based
upon the length of life of the deposit.
(See articles 23 (1)-1 to 23 )-O as
to deductions for depreciation and ob-
solescence generally. See particularly
article 23 (1)-5 with regard to informa-
tion which must be furnished in sub-
stantiation of deductions claimed for de-
preciation and obsolescence.)

ART. 23 (m)-19. Depletion and depre-
ciation of oil and gas wells in zears be-
fore 1916.-If upon examination it is
found that in respect of the entire drill-
ing cost of wells, including physical
property and incidental expenses, be-
tween March 1, 1913, and December 31,
1915, a taxpayer has been allowed a
reasonable deduction sufficient to pro-
vide 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 sep-
arately in these years the portions of
such deduction representing depletion
and depreciation, respectively. Such
separation will be required to be made
of the reserves for depreciation at Jan-
uary 1, 1916, and proper allocation be-
tween depreciation and depletion must
be maintained after that date.

ART. 23 (m)-20. Capital recoverable
through depletion allowance in the case
of timber.-In general, the capital re-
maining in any year recoverable through
depletion allowances is the basis pro-
vided by section 113 (a) adjusted as
provided by section 113 Cb). For cap-
italization of carrying charges, see arti-
cle 113 (b)-l. In the case of leases the
apportionment of deductions between
the lessor and lessee will be made as
specified in article 23 (m)-7. The cost
of timber properties shall be determined
in accordance with the principles indi-
cated in article 23 (m)-6. For method
of determining fair market value and
quantity of timber, see articles 23 (m) -25
to 23 (m)-27. For depletion purposes
the cost of the timber shall not include
any part of the cost of the land.

ART. 23 (m)-21. Computation of al-
lowance for depletion of timber for given
yrear.-The allowance for depletion of
timber in any taxable year shall be based
upon the number of units of timber
felled during the year and the deple-
tion unit of the timber in the timber
account or accounts pertaining to the
ithnbr cut. The depletion unit of the
timber for a given timber account in a,

given year shaTl be the quotient obtained
by dividing (a) the basis, provided by
section 113 (a) and adjusted as pro-
vided 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 (b) the total
number of units of timber on hand In
the given account at the beginning of
the year plus the number of units ac-
quired during the year plus (or minus)
the number of units required to be
added (or deducted) by way of correct-
ing the estimate of the number of units
remaining available in the account. The
amount of the deduction for depletion
in any taxable year with respect to a
given timber account shall be the prod-
uct of the number of units of timber
cut from the given account 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 ac-
counts on a monthly basis, in which
case the amount deductible on account
of depletion for a given month will be
determined in the manner outlined
above for a given year. The total
amount of the deduction for depletion
in any taxable year shall be the sum of
the amounts deductible for the several
timber accounts. For description of
timber accounts, see articles 23 (m)-27
and 23 (m)-28.

The depletion of timber takes place at
the time the timber is felled. Since,
however, It is not ordinarily practicable
to determine the quantity of timber im-
mediately after felling, depletion for
purposes of accounting will be treated
as taking place at the time when, in the
process of exploitation, the quantity of
timber felled is first definitely deter-
mined.

ART. 23 (m)-22. Rvaluation of tim-
ber 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 dur-
ing the continuance of the ownership
under which the value was so deter-
mined and approved, except in the case
of misrepresentation or fraud or gross
error as to any facts known on the date
as of which the valuation was made.
Revaluation on account of misrepre-
sentation or fraud or such gross error
will be made only with the written ap-
proval of the Commissioner. The
depletion unit should be changed when
a revision of the remaining number of
units of recoverable timber In the prop-
erty has been made in accordance with
article 23 (m)-26.

ART. 23 (m)-23. Deprccatibn of im-
provements in the case of t mbcr-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-

(a) 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

(b) Whether the cost or other basis
shall be recovered by appropriate charges
for depreciation calculated by the usual
rules for depreciation or according to
the peculiar conditions of the taxpayer's
case by a method satisfactory to the
Commissioner.

In no c--,e may charges for deprecia-
tion be based on a rate which will ex-
tingulsl the cost or other basis of the
property prior to the termination of its
useful life. Nothing in these regulations
shall be interpreted to mean that the
value of a timber plant and equipment
may be reduced by depreciation deduc-
tions to asum below the value of the sal-
vage 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 depreciation.
(See articles 23 (1)-1 to 23 (D-1O as to
deductions for deprecation and obsoles-
cence generally. Sec particularly article
23 (1)-5 with regard to information
which mus be furnished In substantia-
tion of deductions claimed for deprecia-
tion and obsolescence.)

AnT. 23 (m)-24. Information to be
furnfshed by taxpayer claning deple-
ibm of tmbenr.--To the income tax re-
turn of the taxpayer claiming a deduc-
ton 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:

(a) Map showing timber and land ac-
quired, timber cut, and timber and land
sold;

(b) Dicriptfon of, cost of, and terms
of purchase or lease of, timber and land
acquired;
(c) Proof of profit or loss from sale

of capital assets;
(d) De cription of timber with respect

to which claim for loss, if any, is made;
(e) Record of timber cut;
(W Changes in each timber account as

the result of purchase, sale, cutting, re-
estimate, or loss;

(g) Changes in physcal property ac-
counts as the result of additions to or
deductions from capital and deprecia-
tion;

(h,) Operation data with respect to
raw and finsh ed material handled and
Inventoried;

Ul) Unit production costs; and
(J) Any other data which will be help-

ful in determining the reasonableness of
the depletion or depreciation deductions
claimed In the return.

SimTlar information is required for
certain years prior to the 1919 taxable
year from those taxpayers who have not
already furnished It. The specifinature
of the information required for the ear-
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lier years is given in detail in Form T-
General forest industries questionnaire
for the years prior to 1919.

ART. 23 (m)-25. Determination of lair
market value of timber.-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 accurate
information available with reference to
the condition of the property as it
existed at that date, regardless of all
subsequent changes, such as changes in
surrounding circumstances, in methods
of 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
consideration:

(a) Character and quality of the tim-
ber as determined by species, age, size,
condition, etc.;

(b) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber in ques-
tion w th reference to other timber;

(c) 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 ex-
ploitation, the probable cost of exploita-
tion, and the climate and the state of
Industrial development of the locality);
and

(M) The freight rates by common car-
rier to important markets.

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 fac-
tors as those mentioned above, will be
consistent with that of the other timber
in the region. The Commissioner will
give due weight and consideration to
any and all facts and evidence having a
bearing on the market value, such as
cost, actual sales and transfers of sim-
ilar properties, the margin between the
cost of production and the price real-
ized 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 ac-
countings, records of litigation in which
the value of the property has been in-
volved, the amount at which the prop-
erty may have been inventoried or ap-
praised in probate or similar proceed-
ings, disinterested appraisals by ap-
proved 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.

For the purpose of the equitable ap-
portionment of depletion between lessor

and lessee provided by section 23 (m),
when the value of any leased property
must be ascertained as of any specific
date for the determination of the basis
for depletion, the values of the equities
of lessor and lessee may be determined
separately, but, when determined as of
the same date, shall together never ex-
ceed the value at that date of the
property in fee simple.

ART. 23 (m)-26. Determination of
quantity of timber.-Each taxpayer
claiming or expecting to claim a deduc-
tion for depletion is required to esti-
mate with respect to each separate tim-
ber account the total units (feet board
measure, 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 speci-
fied 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 tim-
ber had been cut and utilized in accord-
ance with the standards of utilization
prevailing i 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
depletion allowance with respect to the
property for subsequent taxable years
shall be based upon the revised estimate.

ART. 23 (m)-27. Aggregating timber
and land for purposes of valuation and
accounting-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
timber which would logically go to a
single given point of manufacture. In
those cases in which the point of manu-
facture is at a considerable distance, or
in which the logs or other products will
probably be sold In a log or other mar-
ket, the block may be a logging unit
which includes all of the taxpayer's
timber which, would logically be removed
by a single logging development. In
exceptional cases, provided there are
good and substantial reasons, and sub-
ject to approval or revision by the Com-
missioner 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 pur-
chased since that date In several dis-,
tinct transactions may be kept In sev-
eral 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 accessibil-
ity, or scattered tracts may be Included
In separate accounts. If such a divi-
sion is made, a proper portion of the
total value or cost, as the case may be,
shall be allocated to each account,

The timber accounts mentioned In the
preceding paragraph shall not Include
any part of the value or cost, as the case
may be, of the land. In a manner shit-
lar to that prescribed In the foregoing
part of this article the land In a given
"block" may be carried In a single land
account or may be divided Into two or
more accounts on the basis of Its char-
acter 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.

The total value or total cost, as tho
case may be, of land and timber shall be
equitably allocated to the timber and
land accounts, respectively.

Each of the several land and timber
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.

For good and substantial reasons sat-
isfactory to the Commissioner, or as re-
quired by the Commissioner, the timber
or the land accounts may be readjusted
by dividing Individual accounts, by com-
bining two or more accounts, or by di-
viding and recombining accounts.

ART. 23 (m)-28. Timber deplction and
depreciation accounts on books.-Every
taxpayer claiming or expecting to claim
a deduction for depletion or depreciation
of timber property (including plants, Im-
provements, and equipment used in con-
nection therewith) shall keep accurate
ledger accounts In which shall be re-
corded the cost or other basis provided
by section 113 (a), as the case may be,
of the property, and the plants, improve-
ments, and e~ulpment, together with
subsequent allowable capital additions to
each account and all of the other ad-
justments provided by section 113 (b)
and articles 113 (a) (14)-1, 113 (b)-1,
113 (b)-2, and 113 (b)-3.

In such accounts there shall be set up
separately the quantity of 'timber, the
quantity of land, and the quantity of
other resources, if any, and a proper part
of the total cost or value shall be allo-
cated to each. (See article 23 (m)-2.7.)
These accounts shall be credited with
the amount of the depreciation and de-
pletion deductions computed in accord-

HeinOnline -- 4 Fed. Reg. 656 1939



FEDERAL REGISTER, Friday, February 10, 1939

ance with article 23 (m)-20 each year,
or the amount of the depreciation and
depletion shall be credited to deprecia-
tion 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.

[SEc. 23. Deduction-s from gross income.]
[In computing net income there shall be

allowed as deductions:]

(a) Charitable and other cotributions.-
In the case of an individual, contributions
or gifts payment of which is made within
the taxable year to ,or for the use of:

(1) the United States, any State, Terri-
tory, or any political subdivision thereof, or
the District of Columbia, for exclusively.
public purposes;

(2) a domestic corporation, or domestic
trust, or domestic community chest, fund,
or foundation, organized and operated ex-
clusively for religious, charitable, scientific,
literary, or educational purposes, or for the
prevention of cruelty to children or animals,
no part of the net earnings of which ilures
to the benefit of any private shareholder or
Individual, and no substantial part of the
activities of which Is carrying on propa-
ganda, or otherwise attempting, to influence
legislation;

_(3) the special fund for vocational rehabil-
itation authorized by section 12 of the World
War Veterans' Act, 1924;

(4) posts or organizations of war veterans,
or auxiliary units or societies of any such
posts or organizations, if such posts, or-
ganizations, units, or societies are organized
in the United States or any of its posses-
sions, and if no part of their net earnings
inures to the benefit of any private share-
holder or individual; or

(5) a domestic fraternal society, order, or
association, operating under the lodge sys-
tem, but only if such contributions or gifts
are to be used exclusively for religious,
charitable, scientific, literary, or educational
purposes, or for the prevention of cruelty
to children or animals;
to the amount which in all the above cases
combined does not exceed 15 per centum
of the taxpayer's net income as computed
without the benefit of this subsection. Such
contributions or gifts shall be allowable as
deductions only if verified under rules and
regulations prescribed by the Commissioner,
with the approval of the Secretary. (For
unlimited deduction if contributions and
gifts exceed 90 per centum of the net in-
come, see section 120.)

ART. 23 (o)-1. Contributions or gifts
by indfividuals.-A deduction is allowable
under section 23 (o) only with respect
to contributions -or gifts which are
actually paid during the taxable year,
regardless of when pledged and regard-
less of the method of accounting em-
ployed by the taxpayer in keeping his
books and records. A deduction is not
allowable, however, for the actual pay-
ment of a contribution or gift if the
amount of such payment already has
been deducted on the accrual basis in
computing net income for any taxable
year beginning before January 1, 1938.
A contribution or gift to a domestic or-
ganization described in section 23 (o) is
deductible even though some portion of
the funds of such organization is or may
be used in foreign countries for chari-
table and educational purposes. This
article does not apply to contributions

or gifts by estates and trusts (see sec-
tion 162).

No deduction is allowed in computing
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 organilzations 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 net income computed without the
benefit of the deduction for contribu-
tions. In the case of a nonresident
alien individual or a citizen of the
United States entitled to the benefits of
section 251, see sections 213 (c) and
251. For contributions or gifts by cor-
porations, see article 23 (q)-i.

Whether a husband and wife make a
joint return or separate returns, the 15
percent limitation on the deduction for
contributions or gifts is based on the
separate net income (computed without
regard to such contributions or gifts)
of the spouse making the contributions
or gifts. (See article 51-1.)

A donation made by an individual to
an organization other than one referred
to in section 23 (o) which bears a direct
relationship to his business and Is made
with a reasonable expectation of a finan-
cial return commensurate with the
amount of the donation may constitute
an allowable deduction as business
expense.

Sums of money expended for lobbying
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.

If the contribution or gift is other
than money, the basis for calculation
of the amount thereof shall be the fair
market value of the property at the time
of the contribution or gift.

In connection with claims for deduc-
tions 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 contibu-
tion or gift and the date of the actual
payment thereof, and by such other in-

formation as the Commizzzoner may
deem necessary.

(Szc. 23. Dcuctfo. from gros income.]
[In computing net incoma there shall be

allowcd a- deductions:]

(p) Pension truats.-(1) General ruled-
An employer e-t*abblhing or maintaining a
pe-aIon trust to prorIde for the payment of
reasonable p2nolons to his employees shall
be allowed a a dduction (in addition to
the contributions to cuch trust during the
taxable year to cover the pension liability
nccruln5 during the year. allowed as a de-
duction under nub.ecton (a) of this sec-
tion) a reasonable amount tranzferred or
paid into such trust during the taxable year
In excess of such contributions, but only If
such amount (1) has not theretofore been
allowable 'ns a deduction. and (2) is appor-
tioned In equal parts over a period of ten
conccutive years beginning with the year
in which the transfer or payment Is made.

(2) Deductior- under prior income taz
act--Any deduction allowable under section
23 (q) of the Revenue Act of 1923 or the
Revenue Act of 1932 or the Revenue Act
of 1934. or under cection 23 (p) of the Rev-
enue Act of 1036, whIch under such sction
was apportioned to any taxable year be-
ginning after Dcember 31, 1937, shall be
allowed as a deduction in the years to which
ro apportioned to the extent allowable under
such ection if It had remained In force with
rezpcct to ouch year.

(3) Exemption of trust, under section
I65M-The provisions of paragmaphs (1) and
(2) of this cubszctlon chall be subject to the
quallcation that the deduction under either
paragraph shall ba allowable only with re-
spect to a taxable ycar (wheth-r the year of
the transfer or payment or a subsequent
year) of the employer ending within or with
a tayale year of the trust with respect to
which the trust is exempt from tax under
section 105.

AlIT. 23(p)-1. Payments to employees'
Pension trust.--An employer who adopts
or has adopted a reasonable pension
plan, actuarily sound, and who estab-
llshe3, or has established, and maintains
a pension trust for the payment of
reasonable pensions to his employees (if
the trust is exempt from tax under sec-
tion 165, relating to trusts created for
the exclusive benefit of employees) shall
be allowed to deduct from gross income
reasonable amounts paid to such trust,
in accordance with the pension plan
(including any reasonable amendment
thereof), as follows:

(a) If the plan contemplates the pay-
ment to the trust, in advance of the
time when pensions are granted, of
amounts to provide for future pension
payments, then (1) reasonable amounts
paid to the trust during the taxable
year representing the ppension liability
applicable to such year, determined in
accordance with the plan, shall be al-
lowed as a deduction for such year as
an ordinary and necezary business ex-
pense, and In addition (2) one-tenth of
a reasonable amount transferred or paid
to the trust during the taxable year to
cover in whole or In part the pBnsion lia-
bility applicable to the years prior to
the taxable year, or so transferred or
paid to place the trust on a sound finan-
cial basis. shall be allowed as a deduction.
for the taxable year and for each of
the nine succeeding taxable years.
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(b) If the plan does not contemplate
the payment to the trust, in advance
of the time when pensions are granted,
of amounts to provide for future pen-
sion payments, then (1) reasonable
amounts paid to the trust during the
taxable year representing the present
value of the expected future payments
In respect of pensions granted to em-
ployees retired during the taxable year
shall be allowed as a deduction for such
year as an ordinary and necessary busi-
ness expense, and in addition (2) one-
tenth of a reasonable amount trans-
ferred or paid to the trust during the
taxable year to cover in whole or in
part the present value of the expected
future payments in respect of pensions
granted to employees retired-prior to the
taxable year, or so transferred or poaid
to place the trust on a sound financial
basis, shall be allowed as a deduction for
the taxable year and for each of the
nine succeeding taxable years.

Deductions under 'section 23 (p) of
the Revenue Act of 1938 or under a
similar section of a prior Revenue Act
and apportioned to any taxable year be-
ginning after December 31, 1937, shall
be allowable only with respect to a tax-
able year (whether the year of the trans-
fer or payment or a subsequent year)
of the employer which ends with or
within a taxable year of the trust with
respect to which the trust is exempt
from tax under section 165. As to what
constitutes an exempt employees' trust,
see article 165-1.

If any portion of the funds of an
exempt pension trust reverts to the pos-
session, ownership, or control of the em-
ployer by reason of the termination of
the trust or otherwise, such amount (ex-
cept to the extent that it represents a
payment to the pension trust made by
the employer in accordance with the
pension plan and pursuant to the first
paragraph of this article, and not there-
tofore allowed as a deduction to the em-
ployer) shall be returned as income by
the employer for the taxable year in
which it so reverts, unless prior to the
close of such year it shall again be
placed in trust for the benefit of employ-
ees under provisions satisfactory to the
Commissioner.

Reasonable payments made by an em-
ployer during the taxable year directly
to pensioners on account of pensions in
respect of which no payment has been
made to a pension trust shall be allowed
as a deduction from gross income for
such year as an ordinary and necessary
business expense.

In no case will any amount be allowed
as a deduction under section 23 (p) and
this article for the taxable year which
was allowable as a deduction from gross
income for any prior taxable year.

The application of section 23 (p) may
be illustrated by the following examples:

Example (1)-Accruals in advance of
pensions granted: In 1939 the Mi Com-
pany adopted a reasonable pension plan

and established a pension trust which
was exempt from tax under section 165.
During the year and upon the basis of
an actuarial computation the company
paid $8,950,000 to the trust. At the
time of the payment and in accordance
with the pension plan of the company,
the pension liability applicable to \the
years prior to 1939, in respect of em-
ployees then on the retired roll, for pen-
sions to be paid in the future, was
$2,000,000; the pension liability appli-
cable to the years prior to 1939, in re-
spect of employees on the active roll,
for pensions to be paid in the future,
was $6,500,000; the payment required to
cover the pension liability applicable to
the taxable year 1939 for pensions to
be paid in the future, was $450,000. The
amount paid to retired employees of the
M Company by the pension trust as
pensions during 1939 was $360,000.

The deduction for 1939 is computed
as follows:
(a) Entire amount paid to pen-

sion trust representing the
pension liability applicable
to 1939 for pensions to be
paid in the future .------- $450.000

(b) One-tenth of $8,500,000,
amount transferred to pen-
sion trust to cover the pen-
sion liability applicable to
the years prior to 1939, in
respect of employees on
either the retired roll or the
active roll, for pensions to
paid in the future ......- 850,000

Total deduction-.... 1, 300, 000
The amount of $360,000 paid to pen-

sioners is not allowable as a deduction
for incpme tax purposes since it was
paid by the pension trust and not by
the M Company.

Example (2)-Accruals on basis of
pensions granted: In 1939 the N Com-
pany adopted a reasonable pension plan
and established a pension trust which
was exempt from tax under section 165.
During the year and upon the basis of
an actuarial computation the company
paid $2,300,000 to the trust. At the time
of the payment the present value of the
expected future payments in respect of
pensions granted to employees retired
prior to 1939 was $2,000,000; the present
value of the expected future payments
in respect of pensions granted to em-
ployees retired during 1939 was $300,000.
The amount paid to retired employees of
the N Company by the pension trust as
pensions during 1939 was $360,000.

The deduction for 1939 is computed as
follows:
(a) Entire amount paid to the pen-

sion trust representing the
present value of the expected
future payments in respect
of pensions granted to em-
ployees retired during 1939 $300, 000

(b) One-tenth of $2,000,000, the
amount transferred to the
pension trust to cover the
present value of the expected
future payments in respect
of pensions granted to em-
ployees retired prior to 1939- 200,000

Total deduction. -..... 500, 000

The amount of $360,000 paid to pen-
sioners is not allowable as a deduction
for income tax purposes, since It was
paid by the pension trust and not by the
N Company.

Example (3): In 1937 the Y Company
adopted a reasonable pension plan and
established a pension trust exempt from
tax under section 165 of the Revenue Aob
of 1936 but which would not be exempt
from tax for taxable years beginning
after December 31, 1938, under section
165 of the Revenue Act of 1938. The
Y Company and the trust make their
income returns on a calendar year basis.
On July 1, 1937, the Y Company pays
$50,000 into the trust, for which under
section 23 (p) of the Revenue Act of
1936 it is entitled to a deduction of
$5,000 for each of the 10 consecutive
years beginning with the calendar year
1937. On December 31, 1938, the Y
Company makes all necessary changes
in the trust so as to satisfy the require-
ments of section 165 of the Revenue Ac
of 1938. The Y Company Is entitled to
an annual deduction of $5,000 for the
remaining portion of the 10-year period
which began in 1937. If, however, the
Y Company does not make the neces-
sary changes so as to satisfy the re-
quirements of section 165 of the Rev-
enue Act of 1938 with respect to tax-
able years beginning after December 31,
1938, it is not entitled to any further de-
ductions under section 23 (p). If it did
not make such necessary changes until
December 31, 1939, it is not entitled to
a deduction of $5,000 for the year 1939
but is entitled to such annual deduction,
however, for all subsequent taxable
years up to and including the calendar
year 1946.

ART. 23 (p)-2. Information to be fur.
nished by employer claiming deduc.
tions.-f a deduction from gross income
is claimed under section 23 (p) in an
income return or in a claim for refund
on account of payments to an employees'
pension trust, the employer shall file
with such return or claim for refund a
statement describing the pension trusb
plan, including the basis and method of
its operation, together with a copy of
the trust indenture, with any amond
ments thereto, and other documents con-
stituting a part of the plan. If all em-
ployees are not included as beneficiaries
of the pension trust, a statement show-
ing what classes of employees are ex-
cluded, and the general nature of their
respective employment and duties, to-
gether with the reason why all em-
ployees are not covered by the pension
trust plan, shall likewise be fied. If
such statements have once been filed and
if the return contains a statement when
and where such statements were filed,
they need not again be filed; but, how-
ever, if changes in the pension trust
plan have been made, a statement show-
ing the nature of such changes (to-
gether with copies of any amendments
to the trust indenture and other docu-
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ments constituting a part of the plan)
must be filed with the return for the
first taxable year for which allowance
of deductions under section 23 (p) may
be affected by such changes in the pen-
sion trust plan.

In addition the following described
data and information shall be kept at all
times available for inspection by inter-
nal revenue officers at the main office
or principal place of business of the
employer:

1. Schedules or work sheets showing
the derivation of the basic valuation
factors, or, if such data are not avail-
able, a statement giving the source of
the factors from which the actuarial
valuations were made.

2. (a) Schedules showing the compu-
tation of the reserve liability for all em-
ployees in the active service as deter-
mined from the most recent actuarial
valuation. For taxable years beginning
after December 31, 1937, the most
recent actuarial valuation, for the pur-
poses of this article, means such a valua-
tion made not earlier than five years
prior to the filing of the return.

(b) A similar schedule based on the
next preceding valuation if such a
valuation has been made.

3. A schedule showing by ages the in-
dividual current liability factors and the
application of these factors in deter-
mining the liability accrued during the
current taxable year.

4. (a) A schedule showing the compu-
tation of the pension liability for all
employees retired on pension at the. date
of the last actuarial valuation-

(b) A schedule showing, by calendar
years, the present value of pensions
granted from the date of the last
actuarial valuation to the end of the
taxable year for which the deduction is
claimed in an income return or in a
claim for refund.

5. A schedule showing the receipts and
disbursements of the pension fund dur-
ing each taxable year carried forward
from the date the pension trust was
established. The receipts should in-
elude the accruals mentioned in para-
graph 3, interest, and any other moneys
credited to the fund. The disbursements
should include actual pension payments
made to retired employees and any other
expenditures charged to the pension
fund.

If the valuation factors are changed
at any time, either because of a change
in the pension plan or because of a
change in the assumptions upon which
the valuation factors are based, the
data indicated under 2, 3, and 4 above
should be available showing the applica-
tion of both the old and the new valua-
tion factors to the pay roll as of the val-
uation date coinciding with or next fo1-

. lowing the date of the change.
If the pension plan does not contem-

plate the payment to the trust in ad-
vance of the time when pensions are

i' granted, of amounts to provide for fa-
No. 28- ,7

ture pension payments, the data de-
scribed under 2 and 3 above need not
be furnished.

fS=. 23. Deductions from gro_ incme.]
[In computing net Income there shall b

allowed as deductions:]
(q) Charitable and other contrMutions by

corporationz.-In the case of a corporation,
contributions or gifts payment of which is
made within the taxable year to or for the
use of a domestic corporation, or dome3tic
trust, or domestic community che3t, fund. or
foundation, organized and operated exclu-
sively for religious, charitable, sclentiflo, lit-
erary, or educational purposes or the preven-
tion of cruelty to children (but In the ca-
of contributions or gifts to a truzt, chest,
fund, or foundation, only if such contribu-
tions or gifts are to be used within the
United States exclusively for such purpoe),
no part of the net earnings of which nures
to the benefit of any private chareholder or
Individual, and no substantial part of the
activities of which is carrying on propa-
ganda, or otherwise attempting, to Influence
legislation; to an amount which docs not ex-
ceed 5 per centum of the taxpayer's net
income as computed without the benefit of
this subsection. Such contributions, or giftz
shall be allowable as deductions only If
verified under rules and regulations pre-
scribed by the CommL'ioner, with the ap-
proval of the Secretary.

(r) For deduction of dividends paid by
certain banking corporations, see cection
121.

ART. 23 (q)-1. Contribution or giftS
by corporations.-A corporation may de-
duct from its gross income contributions
or gifts to organizations described in
section 23 (q), and to the extent pro-
vided by that section, only for the tax-
able year in which such contributions or
gifts are actually paid, regardlem of
when pledged and regardless of the
method of accounting employed by the
corporation in keeping its books and
records. As to charitable contributions
by corporations not deductible under
section 23 (a), see article 23 a)-13.
Sums of money expended for lobbying
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.

The provisions of the first paragraph
of article 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 contribu-
tion or gift, (2) the substantiation of
the claims for deductions when required
by the Commissioner, and (3) the basis
for calculation of the amount of a con-
tribution or gift which is other than
money, are equally applicable to claims
for deductions of contributions or gifts
by corporations under section 23 (q).

Sm. 24. Items not dcductiblP.-(a) Gen-
eraZ rule.-In computing net income no de-
duction shall in any care be allowed in
respect of-

(1) Personal, living, or family expns
(2) Any amount paid out for new build-

ings or for permanent improvements, or bet-
terments made to increase the value of any
property or estate;

(3) Any amount cspended In restoring
property or In mnlnj gCod the esiaustisn
thereof for which an allowance is or has
ben made;

(4) Premiums paid on any life insurance
policy covering the life of any ccer or
employe, or of any person financially In-
term cd In any trade or business carfed on
by the taxpayer, when the taxpayer is dl-
rcctly or ndirectly a beneflc ary under such
policy; or

(5) Any amount othcrt-L allowable as
deduction which is allocmble to one or more
ch
1  

s of Income other than ntercst
(whether or not any amount of Income of
that cli or clae i, received or accrued)
wholly exempt from the taxes imposed by
this title.

(b) Lvoss from cale3 or exchcnge- of
propcrfy!I) Lossc3 dfcaltowcd.In comn-
puting net Income no dcduction shall in any
case b3 allowed In rcpect of losses from.
ales or exchanges of proparty, directly or

indirectly-
(A) Bctween members of a family, a-s de-

fined In paragraph (2) (D);
(B) Except In the cace of distributions in

liquidation, between an ndividual and a
corporation more than 59 per centum in
value of the outstanding stoc of which is
owned. directly or Indirectly, by or for such
ndividual;

(C) Except in the caz of distributlons inliquidation, between two corporations more
than 60 per centum In value of the out-
standing stock of each of which is owned.
directly or indirectly, by or for the -ame
Individua l if either one of such corpora-
tlons, with re-pect of the taxable yar of
the corporation preceding the date of the
sale or exchange =., under the law ap-
plicable to such taxable year, a personal
holding company or a foreign personal hold-
ing company;

(D) Between a grantor and a fiduciary of
any trult;
(E) Betwen the fiduciary of a trust and

the fiduclary of another trunt, if the same
person is a rantor with respect to each
'ust; or

(P) Bet7.eu a fiduciary of a trust and
beneficiary of such trust.

(2) Stcdk~ owmerhip, family, and partner-
Zhfp rue.-For the purpose of detcrinlng,
In applying paragraph (1), the ownership of

(A) Stock owned, directly or Indirectly,
by or for a corporation, partnership. estate,
or tru-t, sall be conIdered as- being o-ned
proportionately by or for Its shareholders,
partners, or beneficlar e ;

(B) An Individual shall be considered as
owning the rto% owned, directly or Indi-
rectly, by or for his family.

(C) An individual owning (othzerise than
by the application of subpauagraph (B))
any sct: in a corpastion shall be con-
sidered as o-ning the -tccT ovned, directly
or Indirectly, by or for hi partner;

(D) The family of an Individual nhall in-
elude only his brothers and sisters (whether
by the whole or half blood), spuse, ances-
tor, and lineal descendant-; and

(Ei) Coietrufctirc ocrsleip as actuaL
owncrsdp.--Stcc constructively owned by
a panon by re=on of the application of
subparagraph (A) shall, for the purpose of
applying subparearaph (A), (B), or (C),
be treated as actually owned by such per-
con. but rtck constructively owmed by an
Individual by re-_on of the application of
subparagraph (B) or (C) shall not be treated
as oned by him for the purpose of again
applying ither of such cubparagraphs in
order to mae another the constructive
owner of such ct--.

(c) Unpoid cxpeses and iuteret--i
computing net incom2 no deduction shall
be anowed under sectlon 23 (a). reLating to
exp2 Incurred. or under :ction 23(b),
relating to Interest accrud-

(1) If such exp nse or interest are not
paid withln the taxable year or within two
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and one-half months after the close thereof;
and

(2) If, by reason of the method of ac-
counting of the person to whom the pay-
ment is to be made, the amount thereof is
not, unless paid, includible in the gross in-
come of such person for the taxable year In
which or with which the taxable year of
the taxpayer ends; and

(3) If, at the close of the taxable year of
the taxpayer or at any time within two and
one-half months thereafter, both the tax-
payer and the person to whom the pay-
ment is to be made are persons between
whom losses would be disallowed under sec-
tlon 24 (b).

(d) Holders o1 life or terminable inter-
est.-Amounts paid under the laws of any
State, Territory. District of Columbia, pos-
session of the United States, or foreign coun-
try as income to the holder of a life or ter-
ninable nterest acquired by gift, bequest,
or inheritance shall not be reduced or di-
minished by any deduction for shrinkage
(by whatever name called) in the value of
such interest due to the lapse of time, -nor
by any deduction allowed by this Act (ex-
cept the deductions provided for in subsec-
tions (1) and (m) of section 23) for the
purpose of computing the net income of
an estate or trust but not allowed under the
laws of such -State, Territory, District of
Columbia, possession of the United States,
or foreign country for the purpose of com-
puting the income to which such holder is
entitled.

(e) Tax withheld on tax-free covenant
bonds.--or nondeductibility of tax with-
held on tax-free covenant bonds, see sec-
tion 143 (a) (3).

ART. 24-1. Personal and family ex-
penses.-nsurance 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 prop-
erty for residential purposes, but inci-
dentally receives clients, patients, or
callers there in connection with his pro-
fessional work (his place of business
being 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
deductible. If the father is entitled to
the services of his minor children, any
allowances which he gives them, whether
said to be in consideration of services
or otherwise, are not allowable deduc-
tions 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, attor-
neys' fees paid in a suit for separation,
alimony, and an allowance paid under
a separation agreement are not deduct-
ible from gross income. (See article 22
(b) (3)-1.) The cost of equipment of
an Army officer to the extent only that
It is especially required by his profes-
sion and does not merely take the place
of articles required In civilian life is
deductible. Accordingly, the cost of a
sword is an allowable deduction, but the
cost of a uniform is not.

AnT. 24-2. Capital expenditures.-
Amounts paid for increasing the capital
value or for making good the deprecia-
tion (for which a deduction has been
n ade) of property are not deductible
from gross income. (See section 23 (1).)

Amounts expended for securing a copy-
right and plates, which remain the
property of the person making the pay-
ments, are investments of capital. The
cost of defending or perfecting title to
property constitutes a part of the cost
of the property and Is not a deductible
expense. The amount expended for
architects' services is part of the cost
of the building. Commissions paid in
purchasing securities are a part of the
cost price of such securities. ComnMls-
sions paid in selling securities, when such
commissions are not an ordinary and
necessary business expense, are an off-
set against the selling price. Expenses
of the administration of an estate, such
as court costs, attorneys' fees, and
executors' commissions, are chargeable
against the corpus of the estate and
are not allowable deductions. Amounts
to be assessed and paid under an agree-
ment between bondholders or share-
holders of a corporation, to be used in
a reorganization of the corporation, are
investments of capital and not deduct-
ible for any purpose in returns of in-
come. (See article 22 (a)-7.) An
assessment paid by a shareholder of a
national bank on account of his statu-
tory liability is ordinarily not deductible
but, subject to the provisions of the
Act, may in certain cases represent a
loss. Expenses of the organization of a
corporation, such as incorporation fees,
attorneys' and accountants' charges, are
capital expenditures and not deductible
from gross income. A holding company
which guarantees dividends at a speci-
fied rate on the stock of a subsidiary
corporation for the purpose of securing
new capital for the subsidiary and in-
creasing the value of its stock holdings
in the subsidiary may not deduct
amounts paid in carrying! out this guar-
anty in computing its net income, but
such payments may be added to the
cost of its stock in the subsidiary.

AnT. 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 fi-
nancially 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 in-
sured are not deductible from the tax-
payer's gross income. If, however, the
taxpayer is not a beneficiary under such
a policy, the premiums so paid will not
be disallowed as deductions merely be-
cause the taxpayer may derive a benefit
from the increased efficiency of the of-
ficer or employee insured. (See articles
22 (a)-3 and 23 (a)-6 to 23 (a)-9.) In
either case the proceeds of such policies
paid by reason of the death of the in-
sured may be excluded from gross in-
come whether the beneficiary is an in-
dividual or a corporation, provided the
beneficiary is not a transferee of the
policy for a valuable consideration. (See
section 22 (b) (1) and (2) and. article
22 (b) (1)-1.)

ART. 24-4. Amounts allocable to ex-
empt income, other than intcrest.-(a)
Class of exempt income.-As used In
this article, the term "class of exempt
income" means any class of Income,
other than Interest (whether or not any
amount of Income of that class or classes
is received or accrued), wholly exempt
from the taxes Imposed by Title I of
the Act. Included are any Item or class
of income, other than interest, constitU-
tionally exempt from the taxes Imposed
by Title I; any item or class, other than
interest, excluded from gross income
under any provision of section 22 or sec-
tion 116 of the Act; and any item or
class of income, other than Interest, ex-
empt under the provisions of any other
law from the taxes imposed by Title X.

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
exempt from tax. Accordingly, just as
exempt items of income are excluded
from the computation of gross Income
under section 22, so this provision of the
Act excludes from the computation of
deductions under section 23 all Items
referable to the production of exempt
income, other than exempt Interest,

(b) Determination o! amouwts al.
locable to a class of exempt fncome-
No deduction may be allowed for the
amount of any Item or part thereof
allocable to a class or classes of exempt
income. Items, or parts of such items,
directly attributable to any class or
classes of exempt Income, shall be
allocated thereto; and items, or parts of
such Items, directly attributable to any
class or classes of taxable income, shall
be allocated thereto.

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,

For example, If the compensation of
an officer or employee of a State Is Im-
mune from the Federal taxing power,
such compensation Is disregarded In
computing the gross Income of the officer
or employee, and no deductions from
gross Income may be made for his ex-
penses in performing the service f or
which the compensation Is paid, or for
State Income taxes imposed on the com-
pensation, or for losses or depreciation
attributable to the property used in per-
forming such service, or for any portion
of overhead expenses so attributable.

(c) Statement of items of exempt in-
come-nRecord&s-A taxpayer receiving
any class of exempt Income or holding
any property or engaging in any activity
the income from which Is exempt shall
submit with his return as a part thereof
an itemized statement, In detail, show-
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Ing (1) the amount of each class of ex-
empt income, and (2) the amount of
items, or parts of items, allocated to each
such class (the amount allocated by ap-
portionment. being shown separately) as
required by paragraph (b). If an item
is apportioned between a class of ex-
empt income and a class of taxable in-
come, the statement shall show the basis
of the apportionment. Such statement
shall also recite that each deduction
claimed in the return is not in any way
referable to exempt income. The tax-
payer shall keep such records as will en-
able him to make the allocations re-
quired by this article (see section 54).

ART. 24-5. Losses from satles or ex-
changes between certain classes of per-
sons.(a) Individuals (including fMdu-
ciaries) .- In the case of sales or ex-
6hanges of property, directly or indi-
rectly, between individuals (including
fiduciaries) section 24 (b) (1) provides
that no deduction shall be allowed with
respect to losses arising therefrom in the
following cases: (1) between members
of a family as defined in section 24 (b)
(2) (D); (2) between fiduciaries of
trusts having a common grantor; (3)
between a grantor and a fiduciary of the
same trust; or (4) between a fiduciary
of a trust and a beneficiary 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
capacity is a party to the transaction,
section 24 (b) (1) also provides that
under certain circumstances no deduc-
tion shall be allowed with respect to
losses arising from such sales or ex-
changes, directly or indirectly, between
a corporation and an individual share-
holder (see section 24 (b) (1) (B)) or
between two corporations (see section
24 (b) (1) (C)). Under section 24 (b)
(1) (B) it is necessary that there be
owned, directly or indirectly, by or for
the individual a party to the transac-
tion, more than 50 percent in value of
the stock of the -other party to the
transaction on the date of the sale or
exchange. Under section 24 (b) (1) (C),
however, 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 in-
directly, on the date of the sale or ex-
change by or for the same individual,
but one of the corporations must be
either a personal holding company as
defined in section 402, or a foreign per-
sonal holding company as defined in sec-
tion 331, for the taxable year preceding
the date of the sale or exchange. It is
not necessary that either of the corpora-
tions be a personal holding company or
a foreign personal holding company on
the date of the sale or exchange.

(c) Stock ownership rule.-For the
purpose of paragraph (b) of this article,
the ownership of stock shall be deter-

mined in accordance with the rules pro-
vided in section 24 (b) (2). In order
that an individual shall be considered
under section 24 (b) (2) (C) as con-
structively owning the stock of a cor-
poration owned, directly or indirectly,
by or for his partner, such individual
must himself own, directly or indirectly,
stock of such corporation. On the other
hand, under section 24 (b) (2) (B) an
individual need not own any stock of a
corporation, either directly or indirectly,
in order to be considered as construc-
tively owning the stock of such corpora-
tion which is owned, directly or Indi-
rectly, by or for any member of his
family.

d) Illustrations of the application of
section 24 Cb).--The application of Ecc-
tion 24 (b) may be illustrated by the
following examples:

Example (1): On July 1, 1938, the M
Corporation owned all of the stock of
the 0 Corporation which for the
calendar year 1937 was a personal hold-
ing company under section 352 of Title
IA of the Revenue Act of 1936. as
amended by the Revenue Act of 1937.
On that day all of the outstanding stock
of the Al 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 construc-
tive ownership of the stock of the 0 Cor-
poration 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 construc-
tive ownership of the 0 Corporation
stock by AW may not be considered as
actual ownership by AW for the pur-
pose 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 determining the
ownership of stock in the Al Corpora-
tion.

Accordingly, assuming that A, AW,
AW'F, the M Corporation and the 0 Cor-
poration make their income returns on
the basis of a calendar year and that
there was no distribution in complete or
partial liquidation of the M or 0 Corpo-
ration, no deduction is allowable under
section 24 (b) (1) with respect to losses
from sales or exchanges of property
made on July 1, 1938, between any of
such individuals or corporations, except
as between A and AWF and between
AWF and the M or 0 Corporation.

Example (2): On June 15, 1938, 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 dis-
tributions in complete or partial liquida-
tion by the N Corporation, no deduction

is allowable with respact to losses from
roles or exchanges of property made on
June 15, 1938, between A and the N Cor-
poration or AP and the IT Corporation
inasmuch as, by the application of s-c-
tion 24 (b) (2) (C), each partner is
considered as having owned the stock
owned by the other and, therefore, is
considered as having owned more than
50 percent in value of the outstanding
stock of the N Corporation. Deductions
for loszes from sales or exchanges be-
tween A's brother, AB, and the N Cor-
poration, or between AP and A, or AP
and AB are not prohibited by section
24 (b).

An. 24-6. Dcallowance of deductions
for unpaid expenses and interest.-The
application of section 24 c) may be 11-
lustrated by the following example:

Example: A Is the holder and owner
of an intere--bearing note executed by
the M Corporation all of the stock of
which Is owned by him. A and the M
Corporation make their income returns
on the basis of a calendar year but the
M Corporation makes Its returns on the
accrual basis and A makes his returns on
the cash receipts and disbursements
basis. The M Corporation does not pay
any interest on such note during the
calendar year 1938 or within two and
one-half months after the close thereof,
but claims a deduction for the year 1938
with reopect 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 re-
turn for the year 1938. By the applica-
tion of section 24 (c), no deduction for
such interest is allowable in computing
the net income of the M Corporation
for the year 1938. The provisions of
such section 24 C) do not otherwise af-
fect the general rules governing the al-
lowance of deductions under the accrual
basis. Hence, In the event the M Cor-
poration should pay such interest after
March 15, 1939, no deduction therefor
would be allowable in computing its net
income for the year in which the pay-
ment was made.

AnT. 24-7. Life or terminable inter-
ests.-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 shrink-
age (whether called depreciation or any
other name) in the value of such in-
terest due to the lapse of time. In other
words, the holder of such an interest so
acquired may not set up the value of
the expected future payments as corpus
or principal and claim deductions for
shrinkage or exhaustion thereof due to
the pasmage of time. (See section 113
(a) (5).)

No deductions shall be allowed in the
case of a life or terminable interest ac-
quired by gift, bequest, or inheritance, if
the estate or trust Is entitled to a de-
duction under the Act but there is no
reduction of the Income of the life or
terminable interest. For example, an
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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 es-
tate or trust is permitted to deduct such
loss in making its return, the benefi-
ciary whose income has not been dimin-
ished thereby -is not entitled to a deduc-
tion on account of such loss, but must
include in his return the full amount
distributed or distributable. (See sec-
tion 162.) However, 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,
see section 23 (1) as to depreciation and
section 23 (in) as to depletion.

CHAPTER V

Credits Against Income
SEc. 25. Credits of individual against net

fncome.-(a) Credits for normal tax onlj.--
There shall be allowed for the purpose of
the normal tax, but not for the surtax, the
following credits against the net income:

(1) Interest oan United States obliga-
tons-The amount received as interest
upon obligations of the United States which
is included in gr income under section 22.

(2) Intrest on obzgaton of e-talities of the United States.--The amount
received as interest on obligations of a cor-
poration organized under Act of Congress,
If (A) such corporation is an instrumen-
tarity of the United States; and (B) such
interest is included in gross Income under
section 22; and (C) under the Act authoriz-
Ing the Issue thereof, as amended and sup-
plemented, such interest is exempt from
normal tax.

(3) Earned income credit.-IQ per centum
of the amount of the earned net income,
but not In excess of 10 per centum of the
amount of the net income.

(4) Earned income definitions-For the
purposes of this section--

(A) "Earned income" means wages, sala-
ries, professional fees, and other amounts re-
ceived as compensation for personal services
actually rendered, but does not include any
amount not included in gross income, nor
that part of the compensation derived by
the taxpayer for personal services rendered
by him to a corporation which represents a
distribution of earnings or profits rather
than a reasonable allowance as compensation
for the personal services actually rendered.
In the case of a taxpayer engaged in a trade
or business In which both personal services
and capital are material income producing
factors, a reasonable allowance as compen-
sation for the personal services actually
rendered by the taxpayer, not in excess of 20
per centum of his share of the net profits
of such trade or business, shall be consid-
ered as earned income.

(B) "Earned income deductions" means
such deductions as are allowed by section 23
for the purpose of computing net income,
and are properly allocable to or chargeable
against earned income.

(C) "Earned net Income" means the ex-
cess of the amount of the earned income
over the sum of -the earned income deduc-
tions. If the taxpayer's net income is not
more than $3,000, his entire net income shall
be considered to be earned net income, and
if his net income is more than $3,000, his
earned net income shall not be considered
to be less than $3,000. In no case shall
the earned net income be considered to be
more than $14,000.

(b) Credits for both normal tax and sur-
tax.-There shall be allowed for the pur-
poses of the normal tax and the surtax
the following credits against net income:

(1) Personal exemption--In the case of a
single person or a married person not llv-

ing with husband or wife, a personal ex-
emption of $1,000; or in the case of the
head of a family or a married person living
with husband or wife, a personal exemp-
tion of $2,500. A husband and wife living
together shall receive but one personal ex-
emption. The amount of such personal ex-
emption shall be $2,500. If such husband
and wife make separate returns, the personal
exemption may be taken by either or divided
between them.

(2) Credit for dependents--$400 for each
person (other than husband or wife) de-
pendent upon and receiving his chief sup-
port from the taxpayer if such dependent
person is under eighteen years of age or is
incapable of self-support because mentally
or physically defective.

(3) Change of status.-If the status of
the taxpayer, insofar as it affects the per-
sonal exemption or credit for dependents,
changes during the taxable year, the per-
sonal exemption and credit shall be appor-
tioned, under rules and regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary, in accordance with
the number of months before and after
such change. V'or the purpose of such ap-
portionment 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.

ART. 25-. Credits of individal against
net income.-For the purpose of com-
puting the normal tax the taxpayer's
net income as determined pursuant to
sections 21-24 is first reduced by the
sum of the allowable credits. These
include interest exempt from normal tax
only (and hence included in gross In-
come) received upon (1) obligations of
the United States and (2) obligations of
corporations organized under Act of
Congress which are instrunentalities 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 com-
puting the surtax the taxpayer's net
income is entitled to none of these
credits, except the credit for personal
exemption and credit for dependents.

ART. 25-2. Earned income credt.-
Under section 25 (a) (3) the earned In-
come credit allowable 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 percent of the
amount of the entire net income.

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
services, provided the clients or patients
are those of the taxpayer and look to
the taxpayer as the person responsible
for the services performed. In the case
of a husband and wife domiciled in a
so-called community property State and
rendering separate income tax returns
on the community income basis, one-half
of the income derived from personal
services rendered by one spouse may be
treated as earned income in the separate
return of the other spouse.

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 resonable

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
prescribed defining the trades or busi-
nesses in which personal services and
capital axe material Income-producing
factors, but this question must be de-
termined with respect to the facts of the
individual cases.

The provisions of sections 25 (a) (3)
and 25 (a) (4) may be illustrated gen-
erally by the following examples:

Example (1): An individual received
income from Interest on bonds during
the calendar year 1938 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 ------ ------ ,000
Allowable deductions 2,000

Entire net income ------- 4,000
Earned net income allowable under

section 25 (a) (4) (0) ----------- ,000
Earned income credit allowable (10

percent of $3,000) -------------- 800
Example (2): An Individual received

a salary of $20,000 as a traveling sales-
man for the calendar year 1938. His
allowable deductions under section 23
for that year amounted to $12,000, of
which $2,000 was for traveling expenses
in the course of his business and $10,000
was for a loss 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 deductione ....... 2,000

Earned net income before ap-
plying limitation in section
25 (a) (4) (0) ----------- 10,000

Earned net income as limited to
maximum amount prescribed by
section 25 (a) (4) (C) ---------- 14,000

Earned income credit before apply-
Ing limitation in section 25 (a)
(3) (10 percent of $14,000) ...... 1,400

Earned income credit allowable ns
limited by section 25 (a) (3) (10
percent of $8,000, net income)-.. 800
Example 3: During the calendar year

1938 an Individual was engaged In a
business In which both personal services
and capital were income-producing fac-
tors. A reasonable allowance as com-
pensation for the personal services
actually rendered by the taxpayer in the
conduct of the business for that year was
$10,000. The net profits of the business
were $35,000, which constituted his net
income for the year. He is entitled to
an earned income credit of $700, com-
puted as follows:
Earned income before applying limi-

tation in section 25 (a) (4) (A)- 10,000
Earned income as limited by section

25 (a) (4) (A) (20 percent of
*35.000)------------------------'1,000
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Earned income credit allowable (10
percent of $000)- 700

ART. 25-3. Amo nt of personal exe7P-
tion all3o7e.-A single person or a
married person not living with husband
or wife is entitled to a personal exemp-
tion of $1,000 and the head of a family
or a married person living with husband
or wife to $2,500, regardless of the
amount of the net income. A husband
and wife living together have but one
personal exemption, which is $2,500. If
they make separate returns, each may
claim one-half of the personal exemp-
tion, or such exemption may, in accord-
ance with an agreement entered into by
them, be taken by either or divided be-
tween them in any proportion.

AnT. 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, ,rela-
tionship by mariage, or by adoption,
and whose right to exercise family con-
trol and provide for these dependent
individuals is based upon some moral or
legal obligation. In the absence of con-
tinuous actual residence together,
whether or not a person with dependent
relatives is a head of a family within
the meaning of the Act must depend
on the character of the separation. If
a father is absent on business, or a
child or other dependent is away at
school or on a visit, the common home
being still maintained, the additional
exemption applies. If, moreover,
through force of circumstances a parent
is obliged to maintain his dependent
children with relatives or in a boarding
house while he lives elsewhere, the addi-
tional exemption may still apply. If,
however, without necessity the depend-
ent continuously makes his home else-
where, his benefactor is not the head of
a family, irrespective of the question of
support. A resident alien with children
abroad is not thereby entitled to credit
as the head of a family. As to the
amount of the exemption, see article
25-3.

ART. 25-5. Personal exemption of mar-
-ried person.-In the case of a married
man or married woman the joint ex-
emption 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 Act 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 nntained, the
additional exemption applies. The un-
avoidable absence of a wife or husband
at a sanatorium or asylum on account
of illness does not preclude claiming
the exemption. If, however, the hus-
band voluntarily and continuously makes
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his home at one place and the wife
hers at another, they are not living to-
gether within the meaning of the Act,
irrespective of their personal relations.
A resident alien with a wife residing
abroad is not entitled to the Joint ex-
emption.

ART. 25-6. Credit for dependt.-A
taxpayer, other than a nonresident allen
who is not a resident of Canada or
Mexico (see section 214), receives a
credit of $400 for each person (other
than husband or wife), whether related
to him or not and whether living with
him or not, dependent upon and receiv-
ing his chief support from the taxpayer,
provided the dependent is either (a)
under 18, or (b) incapable of self-sup-
port because defective,

The credit is based upon actual finan-
cial dependency and not mere legal de-
pendency. 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.

ART. 25-7. Personal exemption and
credit for dependents where status
clanges-If the status of the taxpayer
changes during the taxable year, the
personal exemption allowed by section 25
(b) (1) to a single person, a married
person not living with husband or wife,
a head of a family, or a married person
living with husband or wife, and the
credit for dependents allowed by section
25 (b) (2) will be apportioned accord-
ing to the number of months during
which the taxpayer occupied each status.
A taxpayer not having the status of a
head of a family or the status of a mar-
ried person living with husband or wife
shall be considered as having the status
of a single person. For the purpoze of
the apportionment of the personal ex-
emption and credit for dependents a
fractional part of a month shall be dis-
regarded 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 de-
pendents 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.

Example (1): A, who had been single
during the preceding months of 1938,
married B on July 20 and lived with her
during the remainder of the year. If a
joint return is made by A and B on the
calendar year basis for 1938, the personal
exemption will be $2,208.33; that is, 712
of $1,000 for A while single, plus 1L of
$1,000 for B while single, plus r1i of
$2,500 for the period during which they
were married. If separate returns are
made by A and B on the calendar year
basis for 1938, each may claim a per.-onal
exemption of $1,104.17; that is, 7J2 of
$1,000, plus , of t9n of $2,500. In the
latter case, however, the Joint e emption
of r'A2 of $2,500 may by agreement be
taken either by A or B or divided between
them in any proportion.

Example (2): A and B, who were heads
of families during th2 first six months of
1938, were married on July 1, 193, 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
1938, the personal exemption = be
$3,750; that is, 3 of $2,500 for A while
the head of a family, plus 1/2 of $2,500
for Bwhile the head of a family, Plus /

of $2,500 for the period during which
they were married and living together.
If separate returns are made by A and
B on the calendar year basis for 1938,
each may claim a personal exemption of
$1,875; that is, I of $2,500, plus 'A of
% of $2,500. In the latter case, however,
the joint exemption of IS of $2,500 may
by agreement be taken either by A
or B or divided between them in any
proportion.

Example (3): A and B were married
and living together until November 30,
1938, when B, the wife, died. They had
no dependents. The executor or admin-
istrator n malng a return for B may
claim a personal exemption of $1,229.16;
that is, 3A4 of "A. of $2,500, or $1,145.83,
for the period from the beginning of the
taxable year to the date of the dece-
dent's death, plus ',A of $1,000, or $83.33,
for the period from the date of the dece-
dent's death to the close of the taxable
year. If A, the surviving spouse, makes
a return for 1938 on the calendar year
basis, he may claim a personal exemp-
tion of $1,29.16; that is, I of 1 1

,iz of
$2,500, or $1,1453, plus 'qs of $1,000, or
$83.3. However, the combined personal
exemption of A and B for the period
during which they were married and liv-
ing together, that :1s, ly= of $2,500, or
$2,291.67, may by agreement be taken
either by A, or by B's executor or ad-
ministmtor in behalf of B, or divided
between them in any proportion.

Example (4): A furnished the chief
support of a child under 18 years of age
until the death of the child on June 20,
1938. If A makes a return on the cal-
endar year basis for 1938, he is entitled,
in addition to the personal exemption
allowed under section 25 (b) (1), to a
credit for dependents in the amount of
$200; that Is, 912 of $400.

Example (5): A and B were married
and living together until June 30, 1938,
when A, the husband, died. Prior to the
date of death, A was the chief support
of a child 10 year. of age. B, the sur-
viving spouase, wa' the chief support of
the child during the remainder of the
year. If B makes a return for 1938 on
the calendar year basis, she is entitled,
in addition to a personal exemption, to
a credit for dependents in the amount
of $200; that is, %2s of $400. The execu-
tor or administrator In making a return
for A is entitled, in addition to a per-
conal enanmptlon, to a credit for depend-
ents in the amount of $200; that Is, j2

of $00.

c . 20. Credits of ca rcatfc=.n the
cazj cl a carp*orstion, th2 folczng credits
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shall be allowed to the extent provided in
the various sections imposing tax-

(a) Interest on obligations of the United
States and its instrumentalities.-The
amount received as interest upon obligations
of the United States or of corporations
organized under Act of Congress which is
allowed to an individual as a credit for pur-
poses of normal tax by section 25 (a) (1)
or (2).

(b) Dividends received.-85 per centum of
the amount received as dividends from a
domestic corporation which is subject to
taxation under this title, but not in excess
of 85 per centum of the adjusted net in-
come. The credit allowed by this subsec-
tion shall not be allowed in respect of divi-
dends received, from a corporation organ-
ized under the China Trade Act, 1922, or
from a corporation which under section 251
is taxable only on its gross income from
sources within the United States by reason
of its receiving a large percentage of its
gross income from sources within a posses-
sion of the United States.

(c) Net operating loss of preceding year.-
(1) Amount of credt.-The amount of the
net operating loss (as defined in paragraph
(2)) of the corporation for the preceding
taxable year, but not in excess of the ad-
justed net income for the taxable year.

(2) Definition..-As used in this title the
term "net operating loss" means the ex-
cess of the deductions allowed by this title
over the gross income, with the following
exceptions and limitations-

(A) The deduction for depletion shall not
exceed the amount which would be allow-
able if computed without reference to dis-
covery value or to percentage depletion
under section 114 (b) (2), (3), or (4);

(B) There shall be included in computing
gross income the amount of interest re-
ceived which is wholly exempt from the
taxes imposed by this title, decreased by
the amount of interest paid or accrued
which is not allowed as a deduction by sec-
tion 23 (b), relating to interest on indebted-
ness incurred or continued to purchase or
carry certain tax-exempt obligations.

(d) Bank afflates.-In the case of a hold-
Ing company affiliate (as defined in section 2
of the Banking Act of 1933), the amount
of the earnings or profits which the Board
of Governors of the Federal Reserve System
certifies to the Commissioner has been de-
voted by such affiliate during the taxable
year to the acquisition of readily marketable
assets other than bank stock in compliance
with section 5144 of the Revised Statutes.
The aggregate of the credits allowable under
this subsection for all taxable years begin-
ning after December 31, 1935, shall not exceed
the amount required to be devoted under
such section 5144 to such purposes, and the
amount of the credit for any taxable year
shall not exceed the adjusted net income for
such year.

(e) Dividends paid credit-For corpora-
tion dividends paid credit, see section 27.

(f) Consent dividends credit-For corpo-
ration consent dividends credit, see section
28.

ART. 26-1. Credit of corporation for
interest on obligations of the United
States and its instrumentalities.-The
credit allowed by section 26 (a) is an
amount equal to the interest received
upon obligations of the United States or
of a corporation organized under Act of
Congress (if such corporation is an In-
strumentality of the United States and
under the Act authorizing the issue of
such obligations, as amended and sup-
plemented, such interest is in the case of
Individuals exempt from normal tax)
which is included in gross income under
section 22.

ART. 26-2. Credit of corporation for
net operating loss of preceding year.-
Since the net operating loss credit al-
lowed by section 26 (c) cannot exceed
the adjusted net income for the taxable
year, .it is the smaller of the following
amounts:

(a) The excess of the deductions al-
lowed by Title I for the preceding tax-
able year over gross income for such
year, bbth computed in accordance with
the exceptions and limitations provided
by section 26 (c) (2).

(b) The adjusted net income for the
taxable year, I. e., the net income minus
the credit provided by section 26 (a) (see
section 13 (a)).

In computing deductions for the pre-
ceding 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 article 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
determining the gain upon the sale
or other disposition of the property
involved.

In coniputing the gross income for the
preqeding 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
Title I 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 con-
tinued to purchase or carry certain tax-
exempt obligations.

Example: For 1939 the X Corporation,
which makes its income tax returns on
the calendar year basis, has a net income
of $10,000, included in which Is $2,000
of interest on United States obligations
allowed as a credit under section 26 (a).
For 1938 its gross income was $5,000,
and its allowable deductions were $10,-
000. Included in such deductions was
$3,000 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 $1,000.
For 1938 the corporation had $3,000 of
wholly tax-exempt interest, and paid
$2,000 in interest on indebtedness in-
curred to carry the obligations from
which such tax-exempt interest was de-
rived. The net operating loss credit
available to such corporation for 1939s
$2,000, computed as follows:
Deductions for 1938 ------- $10,000
Less excess of depletion de-

duction computed on basis
of discovery value over
amount allowable for de-
pletion without reference
to discovery value or per-
centage depletion ($3,000-
$1,0O) ------ 2,000

Deductions as limited by section 26
(c) (2) (A) .8, 000

Gross Income for 1938. .-... $5, 000
Plus tax-exempt Interest mi-

nus interest paid ($3,000-
$2,000) ------------------- 1,000

Gross Income contemplated by sec-
tion 26 (c) (2) (B) -------------- 0,000

Excess of deductions over gross in-
come for 1938 ------------------- 2,000

Net income for 1939 -------------- 10, oo
Less credit under section 26 (a) for

interest received ----------------- 2,000

Adjusted net Income for 1039 ------- 8,000

The net operating loss credit Is $2,000,
that amount not being In excess of the
adjusted net income for 1939.

ART. 26-3. Bank af~iliates.--The credit
provided in section 26 (d) Is allowed-

(1) to a holding company afiliato of
a bank, as defined In section 2 of the
Banking Act of 1033, which holding
company affiliate holds, at the end of
the taxable year, a general voting permit
granted by the Board of Governors of
the Federal Reserve System;

(2) in the amount of the earnings or
profits of such holding company affiliate
which, in compliance with section 5144
of the Revised Statutes, has been de-
voted by it during the taxable year to
the acquisition of readily marketable as-
sets other than bank stock;

(3) upon certification by the Board of
Governors of the Federal Reserve Sys-
tem to the Commissioner that such an
amount of the earnings or profits has
been so devoted by such affiliate during
the taxable year.
No credit Is allowable under section 26
(d) for the amount of readily marketable
assets acquired and on hand at the be-
ginning of the first taxable year subject
to the Revenue Act of 1938, whether or
not a credit was allowed for all or part
of such amount under section 20 (d)
of the Revenue Act of 1930, or for an
amount of readily marketable assets in
excess of what is required by such section
5144 to be acquired by such affiliate, or
in excess of the adjusted net income for
the taxable year. Nor may the aggre-
gate of the credits allowable under sec-
tion 26 (d) of the Revenue Acts of 1936
and 1938 exceed the amount required to
be devoted under section 5144 to the ac-
quisition of readily marketable assets
other than bank stock.

Every taxpayer claiming and making 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 Informa-
tion upon which the claim is predicated,
including such facts and information as
the Board of Governors of the Federal
Reserve System may prescribe as neces-
sary to enable it, upon the request of
the Commissioner subsequent to the fil-
ing of the return, to certify to the Com-
missioner the amount of earnings or
profits devoted to the acquisition of such
readily marketable assets. A certified
copy of such supplementary statement
shall be forwarded by the taxpayer to
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the Board of Governors at the time of
the filing of the return The holding
company affiliate shall also furnish the
Board of Governors such further infor-
mation as the Board shall require. For
the requirements with respect to the
amount of such readily marketable as-
sets which must be acquired and main-
tained by a holding company affiliate to
which a voting permit has been granted,
see subsections (b) and c) of section
5144 of the Revised Statutes (paragraph
64 of the Appendix to these regulations).

Sin. 27. Corporation dividends paid credft-
(a) Definition in generaL-As used in this
title with respect to any taxable year the
term "dividends paid credit" means the sum
of:

(1) The basic surtax credit for such year,
computed as provided in subsection (b);

(2) The dividend carry-over to such year,
computed as provided in subsection (c);

(3) The amount, if any, by which any
deficit in the accumulated earnings and
profits, as of the close of the preceding tax-
able year (whether beginning on, before, or
after January 1, 1938), exceeds the amount
of the credit provided in section 26 (c) (re-
lating to net operating losses), for such
preceding taxable year (if beginning after
December 31, 1937); and

(4) Amounts used or irrevocably set aside
to pay or to retire indebtedness of any kind,
if such amounts are reasonable with re-
spect to the size and terms of such indebted-
ness. As used In this paragraph the term
"indebtedness" means only an ndebtednes
of the corporation existing at the close of
business on December 31, 1937, and evidenced
by a bond, note, debenture, certificate of
indebtedness, mortgage, or deed of trust,
Issued by the corporation and in existence
at the close of business on December 31,
1937, or by a bill of exchange accepted by

-the corporation prior to, and In existence at,
the close of business on such date. Where
the indebtedness is for a principal sum, with
interest, no credit shall be allowed under
this paragraph for amounts used or set aside
to pay such interest.

ART. 27 (a)-l. Divideds paid credit,-
The amount of the dividends paid credit
provided by section 27 (a) is an amount
equivalent to the sum of the following:

(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).

(3) The deficit credit provided by sec-
tion 27 (a) (3).

(4) Amounts used or irrevocably set
aside to pay or to retire indebtedness as
provided in section 27 (a) (4).

ART. 27 (a)-2. Deftcit credit.-Includ-
ed in the dividends paid credit is an
amount equal to the excess of any deficit
in accumulated earnings and profits as
of the close of the preceding taxable year
(whether beginning on, before, or after
January 1, 1938) over the net operating
loss credit allowed by section 26 (c) for
such preceding taxable year (if begin-
ning after December 31, 1937). The full
amount of such deficit is includible in
computing the dividends paid credit for
the first taxable year beginning after
December 31, 1937, since no net oper-
ating loss credit will be available until

the second taxable year subJect to the
Act.

A deficit in accumulated earnings and
profits can arise only out of the opiera-
tion of the business at a lo-s and cannot
be caused by distributions to sharehold-
ers in excess of the amount of accumu-
lated earnings and profits. If distribu-
tions are made to shareholders out of
accumulated earnin-s and profits, how-
ever, such distributions may contribute
to the creation of a deficit by so ex-
hausting the accumulated Earnings and
profits that they are incapable of ab-
sorbing a loss thereafter resulting from
the business. It is the subsequent op-
erating loss, however, and not the dis-
tribution which creates the deficit. For
example, the X Corporation, which
makes its income tax returns on the cal-
endar year basis, has on January 1, 1938,
accumulated earnings and profits of
$100,000. During 1938 there are no
further earnings and profits. On Feb-
ruary 1, 1938, operating losses have re-
duced the accumulated earnings and
profits account to $50,000. On March 1,
1938, $90,000 is distributed to sharehold-
ers. On April 1, 1938, an operating lo-
of $40,000 is incurred. There is no fur-
ther change during the taxable year.
Though the corporation closez its year
with total assets of $180,000 less than it
had on January 1, 1938, and $90,000 of
that amount was attributable to oper-
ating losses, only $40,000 constitutes a
deficit In accumulated earnings and
profits as of the close of the year. If.
however, no operating lozes were in-
curred up to February 1, $90,000 was
distributed to shareholders on February
1, a $50,000 operating loss was incurred
on March 1, and a $40,000 operating
loss on April 1, the corporation's deficit
in accumulated earnings and profits
would be $80,000 as of the close of the
year.

ArT. 27 (a)-3. Amounts t cd or irre-
vocably set aside to pay or to rcao in-
debtedness - (a) Indebtcdncs.- The
term "indebtedn " means an cbllga-
tion of the corporation, absolute and not
contingent, to pay, on demand or within
a given time, in cash or other medium,
a fixed amount, existing at the cloz of
business on December 31, 1937, and evi-
denced at the time payment Is made or
amounts are irrevocably set aside by a
bond, note, debenture, certificate of in-
debtedness, mortgage, or deed of trust,
issued by the corporation and in exist-
ence at the close of busines on Decem-
bar 31, 1937, or by a bill of exchange ac-
cepted by the corporation prior to, and
in existence at, the close of business on
December 31, 1937. The mere cubzltu-
tion, after December 31, 1937, of czveral
instruments for one instrument, or one
instrument for several Instruments, ex-
isting at the close of business on such
date, where there Is no change in terms
except the substitution of a series of dif-
ferent amounts equal in the aggregate

to the total principal amount of the In-
strament or instruments surrendered (as,
for example, where two $50,000 bonds
are Issued In exchange for one $100,000
bond, or where one. $100,000 bond is
Is ued in exchange for two $50,000
bonds), or the reisue of a lost or de-
-troyed instrument, or the issue of a
new instrument to a transferee, will not
deprive a corporation of the benefits
of section 27 (a) (4).

Double credits are not permitted,
either for the same year or for separate
year-. Thus, amounts which have been
or may be properly taken as a credit
purstuant to section 27 (e) of the Act
or section 27 d) of the Revenue Act of
1936 (both sections relating to dividends
in obligations of the corporation) may
not again be included in the dividends
paid credit under section 27 (a) (4)
when the obligations are paid. No credit
may be allowed under section 27 (a) (4)
for amounts used or irrevocably set aside
to pay or retire indebtedness which rep-
rezents an Item which is allowable as a
deduction from gross income, either for
the same year or a different year. Thus
the aggregate of the credits allowable
under section 27 (a) (4) for amounts
used or Irrevocably sat aside to pay or to
retire obligations Issued at a discount
may not exceed the Issue price of such
obligations.

The credit provided by section 27 (a)
(4) extends only to amounts used or
irrevocably set aside to pay or to retire
the principal of indebtedness evidenced
by the types of obligations enumerated
In that section. The denial of a credit
for amounts uzed or set aside to dis-
charge an obligation to pay interest ap-
plies whether the interest involved be-
came due on, before, or after January
1. 1938. If Interest is allowable as a
deduction under section 23 (b) or a cor-
rezponding section of a prior income tax
law when paid or accrued or would be
so allowable if it were not for the ex-
ception contained in such section or
section 24 (c), no credit will be allowed
under section 27 (a) (4) with respect
to such interest., despite the fact that
such interest may have been funded and
forms part or all of the principal amount
of an obligation of the character de-
scribed in section 27 (a) (4).

Indebtedness incurred through the as-
sumption of the liabilities of another
Is not indebtedness within the meaning
of section 27 (a) (4), even though such
assumption took place prior to January
1, 1938, unlez:s evidenced by one or more
of the instruments enumerated in such
section, issued by the taxpaer prior to,
and in e.dstence at, the close of bus-
ness on December 31, 1937. Similarly,
Indebtednes repreented by a renewal
obligation Issued after December 31,
1937, wll not be clasmed as indebtedness
for the purposes of section 27 (a) (4).

Mb) Amounts vzed or irrevocably set
aslde.-The credit Is allowable, in any
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taxable year, only for amounts used oi
irrevocably set aside in that year. ThE
use or irrevocable setting aside must bE
to effect the extinguishment or dis-
charge of indebtedness. The issuancE
of a renewal obligation will, therefore
not result in an allowable credit. 11
amounts are set aside in one year, nc
credit is allowable for such amounts foi
a later year in which actually paid. Ac
long as all other conditions are satis-
fied, the aggregate amount allowable as
a credit for any taxable year includes all
amounts (from whatever source) used
and, as well, all amounts (from what-
ever source) irrevocably set aside,
irrespective of whether in cash or
other medium. Double credits are not
permitted.

(c) Reasonableness of the amounts
with reference to the size and terms of
the indebtedness.The reasonableness 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.

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 credit 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 retire-
ment of the same indebtedness.

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 1938,
no adjustment is allowable in respect of
the amounts set aside in the years prior
to 1938.

[SEC. 27. Corporation dividends paid
credit. ]

(b) Basic surtax credit.-As used in this
title the term "basic surtax credit" means
the sum of:

(1) The dividends paid during the taxable
year, increased by the consent dividends
credit provided in section 28, and reduced
by the amount of the credit provided in sec-
tion 26 (a), relating to interest on certain
obligations of the United States and Gov-
ernent corporations;

(2) In the case'of a taxable year begin-
ning after December 31, 1938, the net op-
erating loss credit provided in section 26 (c)
(1);

(3) The bank afmliate credit provided In
section 26 (d).

The aggregate of the amounts under para-
graphs (2) and (3) shall not exceed the ad-
Justed net income for the taxable year.

. ART. 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
deduction under section 121 (relating to
the deduction of dividends paid on
certain preferred stock of certain
corporations) :

1 (1) The dividends paid during the
* taxable year (subject to the qualifica-

tions, limitations, and exceptions pro-
vided in sections 27 (d) to 27 (i), both
inclusive) plus the consent dividends
credit provided by section 28, less the
credit for interest on certain obligations
of the United States and its instrumen-
talities, provided by section 26 (a); and

(2) The smaller of the following:
(a) The sum of the net operating loss

credit for the preceding taxable year
provided in section 26 (c) (1) (if the cur-
rent taxable year began after December
31, 1938) and the bank affiliate credit
provided in section 26 (d).

(b) The adjusted net income for the
taxable year.

ART. 27 (b)-2. Dividends paid-(a)
When dividends are considered paid.-
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.

If a dividend is paid by check and the
check bearing a date within the taxable
year is deposited in the mails, in a cover
properly stamped and addressed to the
shareholder at his last known address,
at such time that in the ordinary han-
dling of the mails the check would be
received by the shareholder within the
taxable year, a presumption arises that
the dividend was paid to the share-
holder in such year.

The payment of a dividend during the
taxable year to the authorized agent of
the shareholder will be deemed payment
of the dividend to the shareholder dur-
ing such year.

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 allow-
ance for a dividend paid will not be
permitted unless it be shown to the sat-
isfaction-of the Commissioner that such
crediting constituted payment of the
dividend to the shareholder within the
taxable year.

An allowance will not be permitted
for the amount of a dividend credited
during the taxable year upon an obli-
gation of the shareholder to the corpora-
tion unless it is shown to the satisfac-
tion of the Commissioner that such,
crediting constituted payment of the

dividend to the shareholder within the
taxable year.

In the case of a stock dividend, If
the shares (other than fractional shares
payable to bearer) constituting the
dividend are not entered or registered
on the books of the corporation In the
name of the shareholder (or his nom-
inee or transferee) within the taxable
year, the dividend 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 fale evidence of the
payment of the dividend.

If the dividend Is payable in obliga-
tions 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 nominee
or transferee), and, In the case of obli-
gations payable to bearer, should be re-
ceived In the taxable year by the share-
holder (or his nominee or transferee),
to constitute payment of the dividend
within the taxable year.

In the case of a dividend from which
the tax has been deducted and with-
held as required by section 143 or 144,
the dividend is considered as paid when
such deducting and withholding occur.

(b) Methods of accounting.-The do-
termination of whether a dividend has
been paid to the shareholder by the cor-
poration during its taxable year is In no
way dependent upon the method of ac-
counting regularly employed by the cor-
poration In keeping Its books or upon
the method of accounting upon the basis
of which the net Income of the corpo-
ration is computed. See section 43,

Cc) Records.-Every c o r p o r a t I on.
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 al-
lowance 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 corpo-
ration. Such corporation shall file with
its return (a) a copy of the dividend
resolution; and (b) a concise statement
of the pertinent facts relating to the pay-
ment of the dividend, clearly specifying
(1) the medium of payment and (2),
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 receiptsobtained from share-
holders acknowledging payment of divi-
dends 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.

[SEC. 27. Corporation dcVidenda paid
credit.]

(0) Dividend camj-ovcr.-Thero shall be
computed with respect to each taxable year
of a corporation a dividend carry-over to
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such year from the two preceding taxable
years, which shall consist of the sum of-

(1) The amount of the basic surtax credit
for the second preceding taxable year, re-
duced by the adjusted net income for such
year. and further reduced by the amount,
if any, by 'hich the adjusted net income
for the frst preceding taxable year exceeds
the sum of-

(A) The basic surtax credit for such year;
and

(B) The excess, if any, of the basic sur-
tax credit for the third preceding taxable
year (if not beginning before January 1.
1936) over the adjusted net income for
such year; and

(2) The amount, if any, by which the
basic surtax credit for the first preceding
taxable year exceeds the adjusted net In-
come for such year.

In the case of a preceding .taxable year,
referred to in this subsection, which begins
in 1936 or 1937, the adjusted net Income
shall be the adjusted net incomeas defined
In section 14 of the Revenue Act of 1936,
and the basic surtax credit shall be only
the dividends paid credit computed under
the Revenue Act of 1936 without the benefit
of the dividend carry-over provided In sec-
tion 27 (b) of such Act.

Anx. 27 (c)-1. Dhvind carry-over.-
The dividend carry-over to a given tax-
able year is computed as follows:

(a) If the basic surtax credit for the
preceding taxable year exactly equals
the adjusted 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 adjusted net income for such year.

(b) If the basic surtax credit for the
preceding taxable year exceeds the ad-
justed 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 adjusted net in-
come for such year.

(c) If the basic surtax credit for the
preceding taxable year is less than the
adjusted 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 adjusted net income for such year
reduced by the excess of the adjusted 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 (if beginning
after December 31, 1935) over the ad-
justed net income for such year.

In computing the dividend carry-over
the adjusted net income for a preced-
ing taxable year which begins in 1936
or 1937 shall be the adjusted net in-
come as defined in section 14 (a) (1)
of the Revenue Act of 1936 and the
basic surtax credit for such preceding
taxable year shall be only the dividends
paid credit computed under section 27
of, the Revenue Act of 1936 without the
benefit of the dividend carry-over pro-
vided in section 27 (b) of such Act.

No. 2a--8

Every corporation claiming a dividend
carry-over for any taxable year shall
file with its return for such year a con-
cise statement setting forth the amount
of the dividend carry-over claimed and
all material and pertinent facts relative
thereto, including a detailed schedule
showing the computation of the divi-
dend carry-over claimed.

The computation of the dividend car-
ry-over may be illustrated by the follow-
Ing examples:

Example (): The X Corporation,
which makes its income tax returns on
the calendar year basis, has an adjusted
net income of $150,000 and a dividends
paid credit (computed without regard to
any dividend carry-over) of $225,000 for
1937. For 1938 its adjusted net income
is $200,000 and its basic surtax credit
is $350,000, and for 1939 Its adjusted
net income and its basic surtax credit
are each $175,000. Its dividend carry-
over to 1940 is $150,000, computed as
follows:
(1) Basic surtax credit for 1938. 309,070
(2) Less adjusted net income for

1938 .09, 000
(3) Dividend carry-over to 1940

((1) minus (2)) ........ 20oO

Since the basic surtax credit for 1939
exactly equals the adjusted net income
for that year, neither that year nor the
year 1937 need be taken into account.
The preceding taxable year (1939) Is
taken into account only if the bslc sur-
tax credit for such year exceed- the
adjusted net income for such year or if
the adjusted net income for such year
exceeds the sum of the basic surtax
credit for such year and the excezs of the
basic surtax credit (dividends paid credit
if in 1936 or 1937) for the third pre-
ceding taxable year (1937), if beginning
after December 31, 1935, over the ad-
justed net income for such year. The
third preceding taxable year (1937) is
taken into account only if it bgan after
December 31, 1935, and if the adjusted
net income for the first preceding tax-

able year (1939) enceeds the basic surtax
credit for such year, in which case i.
opezates to reduce the amount of such:
excez3 which must ba deducted from the
carry-over from the second preceding
taxable year (1933).

Example (2): The Y Corporation,
which makes its income tax returns on
the calendar year basis, has an ad-
justed net income of $100,000 and a
dividends paid credit (computed with-
out regard to any dividend carry-over)
of $150,000 for 1937. For 1938 its ad-
Justed net income is $50,000 and its basic
surta: credit is $75,000, and for 1939 its
adjusted net income and bsic surtax
credit are $25,000 and $100,000, respec-
tively. Its dividend carry-over to 1949
is $100,000, computed as follows:

Year 1938
(1) B-7c mntax credit $75..o
(2) L-as adljztd net in-

come_ 50,000

(3) Ex'cs of baz.c surtx credit ov
cdjusted net income.-.-. s25, coo

Year 1939
(4) Bslc smrtax cr-l.U. $ICO, COO
(5) s adju ad net in-

come-- 23,000

(0) Exces of basic curtax credit over
adjusted net Income - - 75, 000

(7) DIvidend carry-o-vr to 1940

(sum of (3) and (6)__ _ le. Coo

For reason why the year 1937 is not
taken into account, see e-planation at
end of example (1).

ExampLe (3): The Z Corporation,
which makes its income tax returns on
the calendar year bas, has an adjusted
net income of $90,000, and a dividends
paid credit (computed without rezard
to any dividend car-over) of $150,000
for 1937. For 1933 its adjusted net in-
come is $0,000 and its basic surtax
credit is $160,000, and for 1939 its ad-
justed net income and basic surtax credit,
are $120,000 and $25,000, resp ctively.
Its dividend carry-over to 1940 is $65,-
000, computed as follows:

Year 1938
(1) B3sIc surtax crd.t. ..... ... .. sico, o00
(2) Less adjusted net Income__ _ Co. CU3

(3) Excess of basic surt=x credit over adjucted net
income...

Year 1939
(4) Adjusted net ncome
(5) Basic surtax credit

$10oaoo0

$120,000
23, 000

Year 1937
(6) Dividends paid credit. $150. 000
(7) Less adjusted net Income_-- 9.00 G 0O

(8) Exces of dividends paid credit over adjusted net

Sum of (5) and (8)
$33, 000

(9) Excess of adjusted net Income over cum of ltems (G) and (8) $35,000

(10) Dividend carry-ovcr to 1940 ((3) mInus (9)) 63,000

Example (4) : If the facts in example I involved were 1935, 1936, 1937, and 1938,
(3) were the same except that the Years I instead of 1937, 1938, 1939, and 1940,

m
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respectively, the dividend carry-over to
1938 would be $5,000, computed as
follows:

Year 1936
(1) Basic surtax credit (I.

e., dividends paid
credit) ----------- $160, 000

(2) Less adjusted -net in-
come ----------- 60,000

(3) Excess of basic surtax
credit over adjust-
ed net income ------------- $100,000

Year 1937
(4) Adjusted net income. $120, 000
(5) Less basic surtax

credit (i. e., divi-
dends paid credit) - 25,000

(6) Excess of adjusted
net income over
basic surtax credit ----------

(7) Dividend carry-over
to 1938 ((3) minus
(6)) ----------------------- 5, oo

The year 1935 cannot be taken into
account because it began prior to Jan-
uary 1, 1936.

[SEc. 27. Corporation dividends paid
credit.]

(d) Dividends in kind-If a dividend is
paid in property other than money (includ-
ing stock of the corporation if held by the
corporation as an investment) the amount
with respect thereto which shall be used in
computing the basic surtax credit shall be
the adjusted basis of the property in the
hands of the corporation at the time of the
payment, or the fair market value of the
property at the time of the payment, which-
ever is the lower.

ART. 27 (d)-1. Dividends in inda.--
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:

(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.

As used in this article the term "prop-
erty" includes shares of capital stock of
the corporation making the dividend
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 ac-
quired by the corporation in any manner
whatsoever, but not retired, shall be
deemed to be held by the corporation
as an investment. The term "prop-
erty" also includes obligations upon

95,000

which the corporation making the dis-
tribution is liable as a guarantor, in-
dorser, or surety.

The application of section 27 (d) may
be illustrated by the following example:

Example: The S Corporation, in 1930,
purchased stock of the Y Corporation
for $100,000. In 1938 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 Corporation accumu-
lated before March 1, 1913. In 1938 the
corporation used such stock for the pay-
ment of a dividend. The allowance for
dividends paid for purposes of inclusion
in the basic surtax credit for 1938 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 1938 ----------- 70,000

Since the fair market value of the
stock ($70,000) at the time of the divi-
dend payment 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 allow-
ance for dividends paid for purposes of
computing the basic surtax credit for
1938 with respect to such stock.

[SEc. 27. Corporation dividends paid
credit.]

(e) Dividends in obZlgations ol the corpo-
ration.-If a dividend is paid in obligations
of the corporation, the amount with respect
thereto which shall be used in computing
the basic surtax credit shall be the face
value of the obligations, or their fair market
value at the time of the payment, which-
ever is the lower. If the fair market value
of any such dividend paid in any taxable
year of the corporation beginning after De-
cember 31, 1935, is lower than the face value,
then when the obligation is redeemed by the
corporation in a taxable year of the corpo-
ration beginning after December 31, 1937,
the excess of the amount for which re-
deemed over the fair market value at the
time of the dividend payment (to the extent
not allowable as a deduction in comenting
net income for any taxable year) shall be
treated as, a dividend paid in the taxable
year in which the redemption occurs.

ART. 27 (e) -1. Dividends in obZiqations
of the corporation.-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 (regard-
less of the form of the corporate resolu-
tion by which the dividend is declared),
the amount of the allowance for divi-
dends 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 In a tax-
able year beginning after December 31,
1937, the corporation becomes entitled
to an additional allowance for dividends
paid in computing the basic surtax credit
for the taxable year In which it redeems
such obligations, but only in the event
that the amount at which such obliga-
tions are redeemed Is higher than their
fair market value at the time of the dis-
tribution. The amount of such addi-
tional allowance is the excess of the
price at which such obligations are re-
deemed over their fair market value at
the time of the distribution, subject to
the restriction that such excess be di-
minished by any amounts which were
allowable as deductions for amortized
bond discount or bond Issue commissions
and expenses allocable to the obligations
redeemed In computing the net Income
of the corporation for any taxable year,
A corporation Is entitled to such addi-
tional allowance regardless of the iden-
tity of the holders of the obligations at
the time of their redemption.

The term "obligations" as used In this
article means any legal liability on the
part of the corporation (not including
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 article Includes (1) re-
purchase in the open market for invest-
ment or sinking fund purposes, (2) re-
tirement, or (3) cancellation of the ob-
ligations before, at, or after maturity,

The application of section 27 (e) may
be illustrated by the following example:

Example: The X Corporation, which
makes its income tax returns on the cal-
endar 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 ag-
gregate face value of $100,000 were Is-
sued during 1936 In payment of the divi-
dend. 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 pay-
ment ($75,000), since such fair marketb
value was lower than the face value
($100,000) of the obligations.

The bonds were redeemed In 1938,
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 dividends paid for
purposes of computing the basic surtax
credit with respect to the bond redemp-
tion for the taxable year 1938, in which
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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, 00e
Less bond discount allowed as a

deduction in computing net in-
come 15,000

Amount treated as dividend
paid in 1938 ......... 1-, - 00

[SEc. 27. Corporation dividend paid
credit.]

(f) TaxabZe stock divIdends.-In case of
a stock dividend or stock right which Is a
taxable dividend in the hands of sharehold-
ers under section 115 (f), the amount with
respect thereto which shall be used in com-
puting the basic surtax credit shall be the
fair market value of the stock or the stock
right at the time of the payment.

ART. 27 (f)-l. Taxable stock divi-
dendsThe allowance for dividends
paid provided by section 27 (b) (1) is
limited by section 27 (f), in the case of
distributions in stock dividends or stock
rights, to distributions 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 stack or stock
rights at the time of the payment of the
dividend. As to a distribution by a cor-
poration of its own capital stock held as
an investment, see article 27 (d)-1.

[SEc. 27. Corporation dividends paid
credit.]

(g) Distb in iq - the
case of amounts distributed in liquidation
the part of such distribution which is prop-
erly chargeable to the earnings or profits ac-
cumulated after February 28, 1913, shall,
for the purposes of computing the basic
surtax credit under this section, be treated
as a taxable dividend paid.

ART. 27 (g)-1. Dividends paid credit
for distributions in Ziquidation--(a) Dis-
tributions which diminish earnings or
proftsl-To the general rule that an
allowance for dividends paid is permit-
ted only with respect to taxable divi-
dends paid, section 27 (g) makes one
exception, namely, for that part of an
amount distributed in liquidation which,
under the Act, constitutes a distribution
of, and is properly chargeable to, earn-
ings or profits accumulated after Feb-
ruary 28, 1913. Thus, a distribution
either in complete or partial liquidation
of a corporation is treated by the Act
as one constituting in part a distribu-
tion of, and being properly chargeable
to, earnings or profits, if-

(1) Under the provisions of section
115 (c), the amounts distributed in
liquidation are treated as treceived in
payment in exchange for the stock; and

(2) 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).

In such a case, an allowance for divi-
dends paid may be included in the basic
surtax credit for the amount actually
involved in such distribution which is

properly chargeable to the earnings or
profits accumulated after February 28,
1913, even though the method of tax-
ation of the distribution is that ordi-
narily employed with respect to the gain
or loss realized and recoMnized upon an
exchange, rather than that employed
with respect to a taxable dividend.

On the other hand, certain transac-
tions described in sections 112 and 115
are treated, for the purposes of the Act,
not as distributions to the -hareholder
of earnings or profits, but as transfers
of such earnings or profits intact to
another corporation in whoe hands
such earnings or profits, being available
for distribution by it as dividends to its
shareholders, have esentlally the same
status-for the purposes of the Act as
earnings or profits derived from its own
operations. Characteristic of these
transactions is the circumstance that
the gain or loss realized from the re-
ceipt by the shareholders of property Is
not recognized by the Act. No allow-
ance for dividends paid Is permissble
with respect to such transactions.

(b) Amount properly chargeable to
earnigs or pro-its.-In the case of a
distribution in liquidation with respect to
which an allowance for dividends paid is
permissible (see paragraph (a) of this
article) the amount of the allowance
is equal to the part of such distribution
which is properly chargeable to the
earnings or profits accumulated after
February 28, 1913. To determine the
amount properly chargeable to the earn-
ings or profits accumulated since Feb-
ruary 28, 1913, there must be deducted
from the amount of the distribution that
part allocable to capital account. The
capital account, for purposes of these
regulations, includes not only amounts
representing the par or stated value of
the stock with respect to which the liqui-
dating distribution is being made but
also that stock's proper share of the
paid-in surplus, and such other corpo-
rate Items, if any, which, for purposes
of income tamtion, are treated like capi-
tal in that they are not taxable divi-
dends when distributed but are applied
against and reduce the basis of the
stock. The remainder of the distribu-
tion 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 participating
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 corporation in priority to any pay-
ments on common stock, and was to
participate equally with the common

stock in either Instance after the com-
mon stock had received a simia
amount. HowevEr, the preferred stack
was redeemable in whole or in part at
the option of the board of directors at
any time at $106 per share plus its pro-
portion of the earnings of the company
at the time of such redemption. In 1910
the preferred stcck was Iszued at $105
par share, for a total of $108,000, and
the common stack was issued, at $103
per share, for a total of $200,000. On
July 15, 1938, the company had a paid-in
surplus of $6,000, consisting of the
premium received on the preferred stck,
earninas or profits of $30,000 accumu-
lated prior to March 1, 1913, and earn-
ings or profits accumulated since Feb-
ruary 23, 1913, of $75,000. On July 15,
1938, the option with res,-Pet to the
preferred stock was exercised and the
entire amount of such stack was re-
deemed at $141 per shre or a total of
$141,000 in a transaction upon which
gain or loss to the distributees resulting
from the exchan7e was determined and
recognizead under the Act, such transac-
tion being only a partial liquidation
under section 115 (c). The amount of
the distribution allocable to capital ac-
count 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 distri-
bution, less $116,000, the amount al-
locable to capital account) is properly
chargeable to the earnings or profits
accumulated since February 28, 1913,
and Is allowable as dividends paid.

(e) Credit in rez-pect of earnings or
Proflts transferred under certain tax-free
tranzactions.-If, as a result of one or
more transactions described in section
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 cor-
poration subject to distribution as divi-
dends 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 trans-
action may, subject to the provisions of
section 115, be apportioned and allo-
cated to the transferor as a distribu-
tion out of such earnings or profits of
the transferor. The resolution of the
board of directors of the transferee shall
specifically desinate the distribution, or
part thereof, so apportioned and allo-
cated. For the purposes of the allow-
ance for dividends paid, any such dis-
tribution so allocated shall be treated
as a dividend paid only in the computa-
tion of the basic surtax credit allowable
to the transferor, and must be consist-
ently so treated by both corporations for
the current and succeeding tazable
years. Each corporation shall file as a
part of Its return for the taxable year in-
volved, (1) a statement setting forth
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concisely all of the material facts, In-
cluding the date and the character of
the transaction under section 112, the
status at that time of the earnings or
profits of both corporations, the date and
amount of all dividend distributions sub-
sequently made, and the particular dis-
tribution or portion thereof designated
as effecting a distribution of the earn-
ings or profits of the transferor corpora-
tion; and (2) a certified copy of the reso-
lution of the board of directors of the
transferee corporation with respect to
the distribution. No allowance for divi-
dends paid based upon such apportion-
ment and allocation will be permitted
unless the Commissioner is satisfied that
the transferor corporation is entitled
thereto pursuant to the provisions of
this paragraph and that there has been
a full compliance with the requirements
of this paragraph. 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 Corporation, which
makes its returns on the calendar year
basis, was completely liquidated on De-
cember 1, 1938. At that time, the S
Corporation had earnings or profits ac-
cumulated subsequent to February 28,
1913, in the amount of $50,000, in addi-
tion to earnings or profits for 1938 of
$20,000, and an adjusted net income of
$45,000. It had paid no dividends prior
to its liquidation. The P Corporation
had earnings or profits accumulated
subsequent to February 28, 1913, in the
amount of $60,000 in addition to earn-
ings or profits of the taxable year com-
puted 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 fol-
lows: June 15, 1938, $25,000; September
15, 1938, $25,000; December 15, 1938,
$25,000; and March 15, 1939, $25,000.
No portion of the dividends paid on
June 15 and September 15 prior to the
liquidation and no portion of the divi-
dend paid on March 15, 1939, after the
close of the taxable year of the S Cor-
poration may be allocated to the S Cor-
poration. The dividend paid on Decem-
ber 15 may, by appropriate corporate ac-
tion, be made as one effecting a distribu-
tion out of the current earnings or
profits of the S Corporation to the ex-
tent of $20,000. No part of that distri-
bution may be allocated to the S Cor-
poration's accumulated earnings or
profits since, under section 115 (b), the
earnings or profits of the P Corporation
and the S Corporation for the taxable
year ($100,000) are sufficient in amount
to cover all the distributions made dur-
ing that year ($100,000).

[SEc. 27. Corporation dividends paid
credit.]

(h) Preferential dividends.-The amount
of any distribution (although each portion
thereof Is received by a shareholder as a tax-

able dividend), not made in connection with
a consent distribution (as defined in section
28 (a) (4)), shal not be considered as divi-
dends paid for the purpose of computing
the basic surtax credit, unless such distri-
bution is pro rata, with no preference to
any share of stock as compared with other
shares of the same class, and with no pref-
erence to one class of stock as compared
with another class except to the extent that
the former is entitled (without reference to
waivers of their rights by shareholders) to
such preference. For a distribution made in
connection with a consent distribution, see
section 28.

ART. 27 (h)-l. Preferential distribu-
tions.-Section 27 (h) imposes a limita-
tion upon the general rule that a corpo-
ration is entitled to an allowance for
dividends paid with respect to all divi-
dends 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 distribu-
tion 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 the Act Is unqualified,
except in the case of a partial distribu-
tion (see section 28 (a) (5)) made in
connection with a consent distribution as
defined in section 28 (a) (4), if the en-
tire distribution composed of such par-
tial distribution and consent distribution
(see section 28 (e)) is not preferential.
The existence of a preference is sufficient
to prohibit allowance regardless of the
fact (1) that such preference is author-
ized by all the shareholders of the cor-
poration, or (2) that the part of the
distribution received by the shareholder
benefited by the preference is taxable to
him as a dividend. A corporation will
not be entitled to an allowance for divi-
dends paid with respect to any distribu-
tion 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 compared with
any other class of stock. A preference
exists if any rights to preference inher-
ent in any class of stock are violated.
The disallowance, where any preference
in fact exists, extends to the entire
amount of the distribution and not
merely to a part of such distribution.
The term "distribution," as used in this
article, includes a dividend as defined in
section 115, and a distribution in liqui-
dation referred to in section 27 (g).

The application of the provisions of
section 27 (h), relating to distributions
which are preferential, may be illus-
trated by the following examples:

Example (1): A, B, C, and D are the
owners of all the shares of class A com-
mon stock In the M Corporation, which
makes its income tax returns on a cal-
endar year basis. With the consent of
all the shareholders, the M Corpora-
tion, on July 15, 1938, declared a divi-
dend of $5 a share payable In cash on
August 1, 1938, to A. On September 15,
1938, it declared a dividend of $5 a
share payable in cash on October 1, 1938,
to B, C, and D. No allowance for divi-
dends paid for the taxable year 1938 Is
permitted to the M Corporation with
respect to any part of the dividends
paid on August 1, 1938, and October 1,
1938.

Example (2): The N Corporation,
which makes its Income tax returns on
the calendar year basis, has a capital
of $100,000 (consisting of 1,000 shares
of common stock of a par value of
$100) and earnings or profits accumu.i
lated after February 28, 1913, In the
amount of $50,000. In the year 1938,
the N Corporation distributes $7,500 In
cancellation of 50 shares of the stock
owned by three of the four shareholders
of the corporation. No dividends paid
credit is allowable 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, 1938,
the corporation distributes a dividend of
$125, $50 to E and $75 to F. The cor-
poration is entitled to no allowance for
any part of such dividend paid, since
there has been a preference to F. If,
however, the corporation had distrib-
uted $100 to E and $25 to F, it would
have been entitled to include $125 in Its
basic surtax credit as a dividend paid.

[SEc. 27. Corporation dividends paid
credit.]

(i) Nontazable distributions.-If any part
of a distribution (including stock dividends
and stock rights) is not a taxable dividend
in the hands of such of the shareholders
as are subject to taxation under this title
for the period in which the distribution In
made, such part shall not be included in
computing the basic surtax credit.

ART. 27 (1)-I. Nontaxable distribu-
tions.-No allowance for dividends paid
is permitted with respect to any part of
the distribution by a corporation to Its
shareholders which is-

(a) not out of earnings or profits of
the taxable year or out of earnings or
profits of the corporation accumulated
subsequent to February 28, 1913 (se
section 115), or, in the case of distribu-
tions in liquidation, not properly charge-
able to earnings or profits of the corpo-
ration accumulated after February 28,
1913, under article 27 (g)-1;

(b) in the case of a corporation which
was classified as a personal service cor-
poration under the Revenue Act of 1018
or the Revenue Act of 1921, out of earn-
ings or profits which were taxable In
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accordance with the provisions of sec-
tion 218 of the Revenue Act of 1918 or
section 218 of the Revenue Act of 1921
(see section 115 (e)); or

(c) 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 articles 115-3
and 115-4).

The effect of subsections (h) and (I)
of section 27 is that no allowance for
dividends paid may be included in the
basic surtax credit with respect to any
distribution unless each of the share-
holders of that class, who are subject to
taxation under Title I for the period in
which the distribution is made, receives
a taxable dividend as a result of the dis-
tribution. (See also section 27 (g).)

The application of section 27 (i) may
be illustrated by the following examples:

Eaxmpe (1): A, B, C, and D are the
shareholders of the Y Corporation, which
makes its income tax returns on the
calendar year basis, D being an educa-
tional corporation exempt from income
tax under section 101. On July 15, 1938,
the Y Corporation paid a dividend with-
in the meaning of section 115) in cash
of $1,000. A and B make their returns
on the calendar year basis, but C makes
his return on the basis of the fiscal year
ending July 31. The Y Corporation is
entitled to an allowance for dividends
paid in the amount of $1,000 with respect
to the dividends paid on July 15.

Example (2): If the facts in the pre-
ceding example are the same, except
that A and B make their returns on the
basis of the fiscal year ending July 31,
the Y Corporation is entitled to an al-
lowance for dividends paid in the amount
of $1,000 with respect to the dividends
paid on July 15.

SEq. 28. Consent dividends credit.
(a) Definitions.-As used in this section-
(1) Consent stock The term "consent

stock" means the class or classes of stock
entitled, after the payment of preferred div-
idends (as defined in paragraph (2)), to a
share in the distribution (other than In
complete or partial liquidation) within the
taxable year of all the remaining earnings
or profits, which share constitutes the same
proportion of such distribution regardless
of the amount of such distribution.

ART. 28 (a) 1)-1. Consent stock.-
The term "consent stock," as defined in
section 28 (a) (1), includes what is
generally known as common stock. It
also includes participating preferred
stock, the participation rights of which
are unlimited. The application of sec-
tion 28 (a) (1) may be illustrated as
follows:

If in the case of X Corporation there
is only one class of stock outstanding,
ii would all be consent stock. If, on
the other hand, there were two classes
of stock, class A and class B, and class
A was entitled to 6 percent before any
distribution could be made on class B,
but class B was entitled to everything
distributed after class A had received

its 6 percent, only class B stock would
be consent stock. Similarly, if class A,
after receiving its 6 percent, was to par-
ticipate equally or in some fixed pro-
portion with class B until it had re-
ceived a second 6 percent, after which
class B alone was entitled to any further
distributions, only class B stock would
be consent stock. The same result
would follow if the order of preferences
were class A 6 percent, then class B 6
percent, then class A a second 6 percent,
either alone or in conjunction with class
B, then class B the remainder. If, how-
ever, class A stock is entitled to ulti-
mate participation without limit as to
amount, then it, too, may be consent
stock. For example, if class A is to re-
ceive 3 percent and then share equally
or in some fixed proportion with class
B in the remainder of the earnings or
profits distributed, both class A stock
and class B stock are consent stock.

[Sno. 28. Consent dividends credlt]
[(a) Denftion-As used in this Eec-

tio--]
(2) Preferred dirfdends .- Tho term "pre-

ferred dividends" means a distribution
(other than in complete or partial liquida-
tion), limited In amount, which must be
made on any class of stock before a further
distribution (other thnn In complete or
partial liquidation) of earnings or profita
may be made within the taxable Fear.

ART. 28 (a) 2)-1. Preferred dki-
dends.-The term "preferred dividends,"
as defined in section 28 (a) (2), Includes
all fixed amounts (whether determined
by percentage of par value, a stated re-
ture expressed in a certain number of
dollars per share, or otherwise) the dis-
tribution (other than in liquidation) of
which on any class of stock Is a condi-
tion precedent to a further distribution
(other than in liquidation) of earnings
or profits. A distribution, though ex-
pressed in terms of a fixed amount, is
not a preferred dividend, however, un-
less it is preferred 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 ap-
plication of section 28 (a) (2) may be
illustrated as follows:

f, 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 distribut-
able on class B exclusively, clas As 6
percent is a preferred dividend. If the
order 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, then
class B the remainder, all of class A's
$9 per share and $6 per share of the
amount distributable on class B are pre-
ferred dividends. The amount which
class B is entitled to receive in conjunc-
tion with the payment to class A of Its
last $3 per shae is not a preferred divi-
dend, because the payment of such
amount is preferred over no subsequent
distribution except one made on class

13 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.

[S=. 28. Con-znt dfrfZI d credit.l
[(a) Dcyfnfotf.--As used in this zsc-

tion-I
(3) Corset dir leds dzyj-The term

"con a:t dividnd3 lay" means the las- day
of the tixable year of the corporation, un-
les_ during the a1-t month of such year
there have occurred one or more dYs on
which was payable a p tlal dst~ributon (as
defined in pararaph (5)), in which ca.e
It mmns the Iast or such days.

Anr. 28 (a) (3)-1. Cowent divdends
day.-The term "consent dividends day"
s 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.

[S.. 28. Cons cnt dfiOen ceditI.
1(a) Deflrfffrj--As used in this sec-

tlon-]
(4) Co-rnt d_,itrf buton.-The term "con-

cent diLtribution" mean the distribution
which would have been made if on the con-
cant dividends day (as dflined in paraZ'aph
(3)) there had actually been dis-tributed In
cah nd recived by each srhareholder m-k-
Ing a con ,t filed by the cMTotion undr
aub=tlon (d), the Epecifc atmount stated
In -uch consent.

AnT. 28 (a) (4)-1. Coment dlstrfbu-
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-
gre-ate 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
ex ple:

E=ia!e: The X Corporation, which
makes Its income tax returns on the
calendar year basis, has only one class
of stock outstanding, consistinz of 500
sharez, 200 of which are owned by A,
and 300 by B. On December 15, 1938,
the corporation distributes to A $5 per
siare, or $1,000. On December 31, 1938,
B executes a consent to include $1,500 in
his gros income as a taxable dividend.
At the beginning of 1938 the corporation
had no accumulated earninzs or Profits.
For the taxable year 1938 the earnin.s
or profits are $2,000. Nevertheless the
corporation wlll be deemed to have made
a consent distribution of $1,500 on De
cembar 15.
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[SEC. 28. Con-sent dividends credit.]
[(a) Definitions.-As used in this sec-

tion-]
(5) Partial distribution--The term "par-

tial distribution" means such part of an ac-
tual distribution, payable during the last
month of the taxable year of the corpora-
tion, as constitutes a distribution on the
whole or any part of the consent stock (as
defined In paragraph (1)), which part of
the distribution, if considered by Itself and
not in connection with a consent distribu-
tion (as defined In paragraph (4)), would
be a preferential distribution, as defined in
paragraph (6).

ART. 28 (a) (5)-1. Partial distribu-
tion.-The term "partial distribution,"
as defined in section 28 (a) (5), does
not include preferred dividends even
though payable on consent stock. The
application of section 28 (a) (5) may be
illustrated 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 outstanding, 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 re-
ceive $3 per share, whereupon class A
and class B are entitled to share equally
in any further distributions of earnings
or profits. On December 15, 1938, 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.

[SEc. 28. Consent dividends credit.]
[(a) Definitions.-As used in this sec-

tion-]
(6) Preferential distribution-The term

"preferential distribution" means a distri-
bution which is not pro rata, or which is
with preference to any share of stock as
compared with other shares of the same
class, or to any class of consent stock as
compared with any other class of consent
stock.

ART. 28 (a) (6)-1. Preferential dis-
tribution.-A preferential distribution is
an actual distribution (other than the
distribution of a preferred dividend as
defined in section 28 (a) (2)), or a con-
sent distribution, or a combination of
the two, upon consent stock, which in-
volves a preference to one or more
shares of stock as compared with other
shares of the same class or to one class
of consent stock as compared with any
other class of consent stock. Such a
preference exists if there is distributed
to any shareholder (in proportion to
the number of shares held by him) more
or less than his pro rata part of a dis-
tribution as compared with the distri-
bution made to any other shareholdef
of the same class, or if there is distrib-
uted to all the shareholders of one class
of consent stock in the aggregate more
or less than their pro rata part of a
distribution as compared with the dis-
tribution made to all the shareholders
of any other class of consent stock. If
such preference exists, the entire distri-
bution is preferential.

Section 28 (a) (6) may be illustrated
by the following examples:

Example (1): The X Corporation,
which makes its income tax returns on
the calendar year basis, has one class of
consent stock outstanding, owned in
equal amounts by A, B, and C. On De-
cember 15, 1938, the corporation makes
a distribution in cash of $5,000 each to
A and B, and $3,000 to C. The distribu-
tion is preferential. If A and B each re-
ceives a distribution in cash of $5,000
and C consents to include $3,000 in gross
income as a taxable dividend, the com-
bined actual and consent distribution is
preferential. Similarly, if no one re-
ceives a distribution in cash, but A and
B each consents to inclide $5,000 as a
taxable dividend in gross income but C
agrees to include only $3,000, the con-
sent distribution is preferential.

Example (2): The Y Corporation,
which makes its income tax returns on
the calendar year basis, has only two
classes of stock outstanding, 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 dis-
tribution of earnings and profits. On
December 15, 1938, 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 distribution is
preferential, inasmuch as the class B
stock has received more than its pro
rata share of the distribution:

[SEc. 28. Consent dividends credit.)
(b) Corporations not entitled to credit.-

A corporation shall not to' be entitled to
a consent dividends credit with respect to
any taxable year-

(1) Unless, at the close of such year, all
preferred dividends (for the taxable year
and, if cumulative, for prior taxable years)
have been paid; or

(2) If, at any time during such year, the
corporation 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.

ART. 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 div-
idend before the close of the taxable
year, see article 27 (b)-2. For what
constitutes a preferred dividend see sec-
tion 28 (a) (2). A preferred dividend
will be considered paid for the purposes
of this requirement, even though it is
paid as part of a preferential dividend

So in original.

as defined In section 27 (h), and the
corporation receives no credit for divi-
dends paid in consequence thereof.

ART. 28 (b)-2. Liquidation of consent
stocl.-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, 1938, 1,000 shares of class
A stock, the dividend rights of which
are limited to an annual return of $0
per share. It also has outstanding 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, 1938, the
corporation makes a distribution In par-
tial liquidation, whereby five shares of
class B stock (consent stock) are can-
celed or redeemed. The corporation is
barred from obtaining a consent divi-
dends credit for the taxable year, re-
gardless of compliance with other re-
quirements of section 28. If, however,
class A stock (not consent stock), in-
stead of class B stock, had been can-
celed or redeemed In the liquidation,
the corporation would not be barred,
because of such liquidation, from ob-
taining a consent dividends credit.

The mere purchase by a corporation
of its own stock for investment Is not,
within the meaning of section 28 (b) (2),
the taking of any step in, or in pur-
suance of a plan of, complete or partial
liquidation and will not prevent a cor-
poration from obtaining a consent divi-
dends credit for the taxable year.

[SEC. 28. Consent dividends credit.]
(c) Allowance of crcdlt.-Thoro shall be

allowed to the corporation, as a part of
its basic surtax credit for the taxable year,
a consent dividends credit equal to such
portion of. the total sum agreed to be in.
cluded in the gross Income of shareholders
by their consents iled under subsection (d)
as It would have been entitled to include In
computing Its basic surtax credit if actual
distribution of an amount equal to such
total sum had been made In cash and each
shareholder making such a consent had re-
ceived, on the consent dividends day, the
amount specified in the consent,

ART. 28 (c)-1. Amount of consent divi-
dends credit.-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
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
consent dividends credit, therefore, can-
not exceed the sum of the amounts spcc-
ified In the several consents. It may,
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however, 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.

The provisions of section 28 (c) may
be illustrated by the following example:

Example: The X Corporation, which
makes its income tax returns on the cal-
endar year basis, has only one class of
stock outstanding, owned in equal
amounts by A and B. It makes no dis-
tributions during the taxable year. Its
earnings and profits for the calendar
year 1938 amount to $8,000, there being
at the beginning of the year 1938 no ac-
cumulated 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, 1938.
The sum of the amount specified in the
consents executed by A and B is $10,000,
but if $10,000 had actually been distrib-
uted by the X Corporation on December
31, 1938, only $8,000 would have con-
stituted a dividend. The allowance for
dividends paid, includible in the compu-
tation of the basic surtax credit, would
have amounted to only $8,000. The con-
sent dividends credit of the corporation,
therefore, is limited to $8,000.

[SC. 28. Cosent dividends credit.]
(d) Shareholdrs' conents.-The corpora-

tion shall not be entitled to a consent divi-
dends credit with respect to any tamable
year-

(1) Unless it files with its return for such
year (in accordance with regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary) signed consents
made under oath by persons who were
shareholders, on the last day of the taxable
year of the corporation, of any class of con-
sent stock; and

(2) Unless in each such consent the
shareholder agrees that he will include as a
taxable dividend, in his return for the tax-
able year in which or with which the tax-
able year of the corporation ends, a specific
amount; and

(3) Unless the consents filed are made by
such of the shareholders and the amount
specified in each consent is such, that the
consent distribution would not have been a
preferential distribution-

(A) If there was no partial distribution
during the last month of the taxable year of
the corporation, or

(B) If there was such a partial distribu-
tion, then when considered In connection
with such partial distribution; and

(4) Unless in each consent made by a
shareholder who is taxable with respect to
a dividend only if received from sources
within the United States, such shareholder
agrees that the specific amount stated in
the consent shall he considered as a divi-
dend received by him from sources within
the United States; and

(5) Unless each consent filed is accom-
panied by cash, or such other medium of
payment as the Commissioner may by reg-
ulations authorize, In an amount equal to
the amount that would be required by sec-
tion 143 (b) or 144 to be deducted and
withheld by the corporation if the amount
specified in the consent had been, on the
last day of the taxable year of the corpora-
tion, paid to the shareholder in cash as a

dividend. The amount accompanying the
consent ehall be ercdIted -,lndt the tas
Impasd by section 211 (a) or 231 (a) Upzn
the shareholder.

ART. 28 (W)-l. Making and filing of
con.sents.-A consent shall be made in
duplicate on oath or affirmation on Form
972 in accordance with these regua-
tions and the instructions on the form
or issued therewith and may be mada
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 prsmn
who would have been required to In-
clude 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.

A consent may be made at any time
not later than the due date of the cor-
poration's income tax return for the tax-
able year for which the credit is claimed.
(See article 53-4.) With such return,
and not later than the due date thereof,
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, showing by classes the stock out-
standing on the first and last days of the
taxable year, the dividend rights of such
stock, distribution made during the tax-
able year to shareholders, and giving all
the other information required by the
form.

In the event that any consent fied by
the corporation is made by a shareholder
in the payment to whom of a dividend in
cash, on the last day of the taxable year
of the corporation, the corporation
would have been required to deduct and
withhold any amount as a tax underz ec-
tion 143 (b) or 144, such consent, when
filed by the corporation, must be ac-
companied 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 taxable year,
been paid to the shareholder in cash as
a dividend. Such payment must be in
one of the following forms:

(a) cash;
(b) United States postal money order;
(c) certified check drawn on a do-

mestic bank, provided that the law of
the place where the bank is located does
not permit the certification to be re-
scinded prior to presentation;

(W) a cashier's check of a domestic
bank; or

(e) a draft on a dometic bank or a
forign banik maintainin a United
States agency or branch and payable
in United States fund3.

The amount of such payment shall be
credited agJ1n the tax imposed by sec-
tion 211 (a) or 231 (a) upon the share-
holder.

AnrM. 23 (d)-2. Consent distribution
must bc nonpreferentiL-The applica-
tion of section 28 (d) (3) may be illus-
trated as follows:

Examr2e: The X Corporation, which
make" Its Income tax returns on the
calendar year basis, has 200 shares of
stcc cutstanding, owned by A and B
in equa amounts. On Dacember 15,
193, the corporation distributes $S00 to
B and $100 to A. On Dzcmbar 31,
1933, A executes a consent to include
$500 in his grozs income as a taxable
dividend, though such amount is not
distributed to him. The X Corpration,
a-sming the other requirements of sec-
tion 28 have been complied with, is en-
titled to a consent dividends credit of
0500. Thou7-h considered by th-mselves,
bath the partial distribution of $700 and
the consent distribution cf $500 are pref-
erential, when considered tc-ether they
constitute a single nonpreferential dis-
tribution of $1,200.

16=". 23. Concent dfvid enzL credit.1
Ic) Conrsnt dLatributio.s Cs p:rt of cx-

TC dLstrnbzuffon.-If during th2 last mantii
of the tamable year with reep-ct to which
chevrbc!dcra' coneents are fid by the cor-
poratlon under zub::ct cn (d) there 1z med3
a p-rtia dLtribution, then, for the pur-
po:e of this title, ouch partial dL-troution
and the consent distributlon shall be con-
aldrc ao having been made in conneatlan
with each other and each shrl he conzd-
ercd to7cthcr with the other a- one entire
distrbutfon.

AnT. 28 (e)-l. Consent and partiaZ dis-
trou ffons to bc considred tether--
The rule provided in section 23 (e), that
a conssnt distribution and a partial dis-
tribution are to be considered as having
bsen made in connection with each other
and as together forming parts of one
entire distribution, s no' limited to the
purozes of section 28, but is applicable
in connection with any of the purposes
of Title I. Thus, such rule is to be ap-
plied to determine whcthar a partial dis-
tribution is a preferential dividend un-
der section 27 (h). See article 27 (h)-1.

[S=c. 23. Consent dfvidcnd credit.]
(1) Taabiliiy of amrcuzts spcfied in co-

cn.,-The total amount cyesfied in a con-
rent fllcd under cutzection (d) Ehall be in-
cludAd a taxable dlvldend in the grozs n-
co=e of the c"'ehold2r ,T-ing sucl coa-
cent. and, if the shareholder is tazable with
resp:ct to a dividend only if received from
rources within the United States, shall be
Included in the computation of his ta- as a
divIdend receiv d from cources within the
United Stateo; reg-ardl__ of-

(1) VWhether he actually so Include it in
his return: and

(2) Whether the distributlon by the c=_ a-
ration of an amount equal to the total s=
included in all the consents filed, had actual
d1stributlon been made, vuld have bean
In wThole or In part a taxable dividend: mnd

(3) Whether the corporation is entitled to
any coient dividends credit by reaon. of
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the filing of such consents, or to a credit
less than the total sum included In all the
consents filed.

ART. 28 (f)-1. Taxability of amounts
specified in consents.-Once a share-
holder's consent is filed, the full amount
specified therein shall be included in his
gross income as a taxable dividend, and,
In cases where the shareholder is tax-
able on a dividend only if received from
sources within the United States, shall
be treated as a dividend so received; re-
gardless of-

(1) whether he actually so includes it
in his return;

(2) whether he would have been tax-
able on all or any part of such amount
as a dividend if it had 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.

The ground upon which a consent
dividends credit is denied the corpora-
tion does not affect the taxability to a
shareholder whose -consent has been
filed of the amount specified in his con-
sent. Thus, he is taxable on the full
amount so specified, though the corp.-
ration 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 earnings and
profits than the sum of the amounts
specified in the consents. The full
amount specified in a shareholder's con-
sent which has been filed is also tax-
able to him as a dividend though a con-
sent dividends credit is denied the cor-
poration because (a) preferred dividends
have not been paid, (b) part or all of
the consent stock has been in a state of
liquidation at any time during the tax-
able year, (c) the distribution of which
the consent distribution is a part is
preferential, (d) a consenting share-
holder 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 con-
sent shall be considered as a dividend
received by him from sources within the
United States, or (e) payment has not
been made as required by section 28 (d)
(5) and article 28 (d)-1.

[SEc. 28. Consent dividends credit.l]
(g) Corporate shareholders.-If the share-

holder who makes the consent is a corpora-
tion, the amount specified in the consent
shall be considered as part of its earnings
or profits for the taxable year, and shall be
Included In the computation of its accumu-
lated earnings and profits.

ART. 28 (g)-1. Treatment of amount
specified in consent of corporate share-
hoder.-From the standpoint of com-
puting a shareholder's income for a tax-
able 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:

Example: The X Corporation has one
shareholder, the Y Corporation, whose
consent to include $10,000 in its gross
income for the calendar year 1938 has
been duly made and filed. The earnings
and profits of the X Corporation for the
calendar year 1938 amount to only
$8,000, there being at the beginning of
the year 1938 no accumulated earnings
or profits. The Y Corporation must nev-
ertheless Include in its gross income
$10,000 as a taxable dividend. Assume
the Y Corporation to have begun the
year 1938 with $5,000 accumulated earn-
ings and profits, to have made no dis-
tributions during the year, and (with-
out 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.

[SEc. 28. Consent dividends credit.]
(.) Basis of stock in hands of sharehold-

ers--The amount specified in a consent
made under subsection (d) shall, for the
purpose of adjusting the basis of the con-
sent stock with respect to which the con-
sent was given, be treated as having been
reinvested by the shareholder as a contri-
bution to the capital of the corporation; but
only in an amount which bears the same
ratio to the consent dividends credit of the
corporation as the amount of such share-
holder's consent stock bears to the total
amount of consent stock with respect to
which consents are made.

(i) Effect on capital account of corpora-
tion.-The amount of the consent dividends
credit allowed under subsection (c) shall be
considered as paid in surplus or as a contri-
bution to the capital of the corporation, and
the accumulated earnings and profits as of
the close of the taxable year shall be corre-
spondingly reduced.

ART. 28 Ci)-1. Effect on basis of stock
in hands of shareholders and capital ac-
count of corporation.-The application
of sections 28 (h) and 28 (i) may be
illustrated by the following example:

Example: The X Corporation, which
makes its income tax returns on the cal-
endar year basis, has only one class of
stock outstanding, owned entirely by A
and B in equal amounts. A makes a
consent to include $50 in his gross in-
come as a dividend, but B refuses to do
so. The X Corporation therefore dis-
tributes $50 to B in cash during the last
month of its taxable year 1938. The
consent distribution evidenced by A's
consent and the actual distribution to B
are treated together, as though one dis-
tribution of $100 had been made. The
earnings and profits of the X Corpora-
tion for 1938, however, amount to only

$80, there being at the beginning of the
year 1938 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, In-
cludible 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 Corpora-
tion-

(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 preced-
Ing year and no bank affiliate credit, is
$80, composed of a consent dividends
credit of $40 and an allowance for divi-
dends paid of $40;

(c) The amount of Its accumulated
earnings and profits as of the close of
the taxable year Is zero, because of the
transfer of $40 (the amount of the con-
sent dividends credit) from earnings and
profits to capital account and the deduc-
tion of an additional $40 on account of
dividends paid to B. If, therefore, In
the following year the X Corporation
has no earnings and profits but never-
theless makes a distribution to share-
holders, 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 consent 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.
[SEC. 28, Consent dividends credit.]
(J) Amounts not included in shareholder's

return-The failure of a shareholder of con-
sent stock to include In his gross income for
the proper taxable year the amount speilled
In the consent made by him and filed by
the corporation, shall have the same effect,
with respect to the deficiency resulting
therefrom, as is provided In section 272 (f)
with respect to a deficiency resulting from
a mathematical error appearing on the fdco
of the return.

CHAPTER VI

Credits Against Tax

Part Ill-Credits Against Tax
Sm. 31. Taxes of foreign countries and pov-

sessions of United States.-The amount of
income, war-profits, and excess-profits taxes
imposed by foreign countries or possessions
of the United States shall be allowed as a
credit against the tax, to the extent provided
in section 131.

SEC. 32. Taxes withheld at source.-Tho
amount of tax withheld at the source under
section 143 or 144 shall be allowed as a
credit against the tax.

Sm. 33. Credit for overpayments.-For
credit against the tax of overpayments of
taxes imposed by this title for other taxable
years, see section 322.
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CHAP=E Vfl

Accounting Periods and fethods

Part WV-Accounting Periods and Meth-
ods of Accounting

SEc. 41. General rule-The net income
shall be computed upon the basis of the tax-
payer's annual accounting period (fiscal year
or calendar year, as the case may be) in ac-
cordance with the method of accounting
regularly employed in keeping the books of
such taxpayer; but If no such method of ac-
counting has been so employed, or If the
method employed does not clearly reflect the
income, the computation shall be made in
accordance with such method as in the opin-
ion of the Commissioner does clearly reflect
the income. If the taxpayer's annual ac-
counting period is other than a fiscal year as
defined in section 48 or if the taxpayer has
no annual accounting period or does not keep
books, the net income shall be computed on
the basis of the calendar year. (For use of
inventories, see section 22 (c).)

AnT. 41-1. Computation of net in-
come.-Net income must be computed
with respect to a fixed period. Usually
that period is 12 months and is known
as the taxable year. Items of income
and of expenditures which as gross in-
come and deductions are elements in the
computation 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 deduc-
tion is to be accounted for must be de-
termined 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 ac-
counting 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 articles 42-1 to 42-3.) If the
taxpayer does not regularly employ a
method of accounting which clearly re-
flects his income, the computation shall
be made in such manner as in the opin-
ion of the Commissioner clearly re-
flects it.

ART. 41-2. Bases of computation and
changes in accounting methods.-Ap-
proved standard methods of accounting
will ordinarily be regarded as clearly
reflecting income. A method of account-
ing 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 tax-
payer, and deductions taken accordingly,
unless in order clearly to reflect income
such amounts are to be properly ac-
counted 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 pur-
chases and sales will correctly reflect
income except an accrual method. A

NO. 28- 9

'taxpayer is deemed to have rcceived
items of gross income which have bczn
credited to or set apart for him without
restriction. (See articles 42-2 and 42-3.)
On the other hand, appreciation in value
of property is not even an accrual of
income to a taxpayer prior to the reall-
zation of such appreciation through sale
or conversion of the property. (But ce
article 22 (c)-5.)

The true income, computed under the
Act and, if the taxpayer keeps books of
account, in accordance with the method
of accounting regularly employed In
keeping such books (provided the method
so used is properly applicable In deter-
mining 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 ta-able
year and for the preceding year the
classes of Items differently treated under
the two systems, specifying In particular
all amounts duplicated or entirely
omitted as the result of such change.

A taxpayer who changes the method
of accounting employed in keeping his
books shall, before computing his income
upon such new method for purposes of
taxation, secure the consent of the Com-
missioner. For the purposes of this ar-
ticle, a change in the method of ac-
counting employed in keeping books
means any change In the accounting
treatment of items of Income or deduc-
tions, such as a change from cash re-
ceipts and disbursements method to the
accrual method, or vice versa; a change
involving the basis of valuation em-
ployed in the computation of inven-
tories (see articles 22 (c)-1 to 22 (c)-) ;
a change from the cash or accrual
method to the long-term contract
method, or vice vem; a change in the
long-term contract method from the
percentage of completion b s to the
completed contract basis, or vice ver-a
(see article 42-4); or a change involv-
ing the adoption of, or a change in the
use of, any other specialized basis of
computing net income such as the crop
basis (see articles 22 (a)-7 and 23
(a)-11). Application for permizsion to
change the method of accounting em-
ployed and the b asis upon which the re-
turn is made shall be filed within g0
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 meth-
ods 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 unles
the taxpayer and the Commfssoner
agree to the terms and conditions under
which the change will be effected. Sae
article 22 (d)-1 with respect to changing
to the method of taking nventorle pro-
vided in section 22 (d) in the case of

producers and pro=:sars of cartain nou-
ferrou3 metals ind n the caze of
tanners.

Sectlon 44 contains speial provisions
for rEporting the profit derived from the
sale of property on the installment pTan.

The forezoing rEquirements relative
to a change of accounting method are
not applicable if a taxpayer dessires to
adopt the installment basis of returning
income, as provided In article 44-1, but
are applicable if a taxpayer desires to
change from such basis to a straight
accrual basis. In cles where permission
to male such change is granted, the
taxpayer will be required to return as ad-
ditional income for the taxable year in
which the change Is made all the profit
not theretofore returned as income per-
taining to the payments due on install-
ment cales contracts as of the close of
the preceding taxable year.

AnT. 41-3. Method.- of accounting.-It
Is recognized that no uniform method of
accounting can be prezcribed for all tax-
payers, and the law contemplates that
each taxpayer shall adopt such form
and sysems 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 article 54-IJ
Among the esentials are the following:

(1) In all cases in which the prcduc-
tion, purchase, or sale of merchandise
of any kind is an income-producin- fac-
tor, inventories of the merchandisa on
hand (including finished goods, vork In.
procezz, raw materals, and supplies)
should be taken at the beginning and
end of the year and used in computing
the net income of the year (see section
22 (c) and articlez 22 (c)-1 to 22 (c)-8) ;

(2) Eapanditures made during the
year should be properly classified as be-
twe n capital and exense; 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

(3) In any caze in which the cost of
capital asets is being recovered through
deductions for wear and tear, depletion,
or obsolezcence, any expenditure (other
than ordinary repars) made to restore
the property or prolon- its useful life
should be added to the property account
or charged against the appropriate re-
serve and not to current expenses.

AnT. 41-4. Acccunting pericd.-Tbn
return of a taxpayer is made and hiz
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 43.)
The term "fiscal year" means an ar,
counting period of 12 months ending o-
the last day of any month other than
December. No fiscal year will, hawever,
be rccomizd unlez3 tefore its cleza it
was definitely established as an account-
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Ing period by the taxpayer and the books
of such taxpayer were kept in accord-
ance therewith. A person having no
such fiscal year must make his return
on the basis of the calendar year. Ex-
cept in the case of a first return for in-
come tax a taxpayer shall make his re-
turn on the basis upon which he made
his return for the taxable year immedi-
ately preceding, unless, with the ap-
proval of the Commissioner, he has
changed his accounting period. See
article 46-1.

SEc. 42. Period in which items of gross
income included-The amount of all items
of gross Income shall be included in the
gross Income for the taxable year in which
received by the taxpayer, unless, under
methods of accounting permitted under
section 41, any such amounts are to be
properly accounted for as of a different
period. In the case of the death of a tax-
payer there shall be included in computing
net Income for the taxable period In which
falls the date of his death, amounts ac-
crued up to the date of his death If not
otherwise properly included in respect of
such period or a prior period.

ART. 42-1. When included in gross in-
come.-Except as otherwise provided in
section 42 in the case of the death of a
taxpayer, gains, profits, and income are
to be included in the gross income for
the taxable year in which they are re-
ceived by the taxpayer, unless they are
included as of a different period in ac-
cordance with the approved method of
accounting followed by him. (See arti-
cles 41-1 to 41-3.) If a taxpayer has
died there shall also be included in com-
puting net income for the taxable period
in which he died amounts accrued up to
the date of his death if not otherwise
properly includible in respect of such
period or a prior period, regardless of the
fact that the decedent may have kept his
books and made his returns on the basis
of cash receipts and disbursements. If
no determination of compensation 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 rendered 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 recovered on a judgment
therefor in a later year, income is real-
ized In the later year, assuming that the
money or property would have been in-
come in the earlier year if then received.
This Is true of a recovery for patent in-
fringement. Bad debts or accounts
charged off subsequent to March 1, 1913,
because of the fact that they were de-
termined to be worthless, which are
subsequently recovered, whether or not
by suit, constitute income for the year
in which recovered, regardless of the
date when the amounts were charged off.
(See article 23 (k)-1.) Such items as
claims for compensation under canceled
Government contracts constitute income
for the year in which they are allowed
or their value is otherwise definitely de-

termined, if the return is rendered on
the accrual basis; or for the year in
which received, if the return is rendered
on the basis of cash receipts and dis-
bursements.

ART. 42-2. Income not reducea to pos-
session.-Income which is credited to
the account of or set apart for a tax-
payer 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 re-
ceipt 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 pay-
ment 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 contin-
gently credits its employees with bonus
stock, but the stock is not available to
such employees until some future date,
the mere crediting on the books of the
corporation does not constitute receipt.

ART. 42-3. Examples of constructive
receipt.-If interest coupons have ma-
tured and are payable, but have not
been cashed, such interest, though not
collected when due and payable, shall
be included in gross income for the year
during which the coupons mature, un-
less it can be shown that there are no
funds available for payment of the in-
terest during such year. The interest
shall be included in gross income even
though the coupons are exchanged for
other property instead of eventually be-
ing cashed. The amount of defaulted
coupons 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 pay-
able on December 31 and the corpora-
tion intended to and did follow its prac-
tice of paying the dividends by checks
mailed so that the shareholders would
not receive them until January of the
following year, such dividends are not
considered to have been unqualifiedly
made subject to the demand of the
shareholders prior to January, when the
checks were actually 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 nomi-
nally has a rule, seldom or never en-
forced, that it may require so many days'
notice before withdrawals are permitted,
is income to the depositor when cred-
ited. An amount credited to share-
h6lders of a building and loan associa-
tion, when such credit passes without
restriction to the shareholder, has a tax-
able status as income for the year of
the credit. If the amount of such ac-
cumulations 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.

ART. 42-4. Long-term contracts.-n-
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
article the term "long-term contracts"
means building, installation, or construc-
tion contracts covering a period In ex-
cess of one year. Persons whose income
is derived in whole or In part from such
contracts may, as to such income, pre-
pare their returns upon either of the
following bases:

(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 engi-
neers showing the percentage of comple-
tion during the taxable year of the en-
tire work to be performed under the
contract. There should be deducted
from such gross income all expenditures
made during the taxable year on ac-
count 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 under the contract but
not yet so applied. If, upon completion
of a contract, It Is found that the tax-
able net income arising thereunder has
not been clearly reflected for any year
or years, the Commissioner may permit
or require an amended return.

(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 con-
tract 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.

A taxpayer may change his method of
accounting to accord with paragraph
(a) or (b) of this article only after per-
mission Is secured from the Commis-
sioner as provided in article 41-2.

ART. 42-5. Subtraction lor redemption
of trading stamps.-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
redemption of such part of the total
Issue of trading stamps or premium cou-
pons Issued during the taxable year as
will eventually be presented for redemp-
tion. This amount will be determined In
the light of the experience of the tax-
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payer In his particular business and of
other users of trading stamps or pre-
mium coupons engaged In similar busi-
nesses. The taxpayer shall file for each
of the five preceding years, or such num-
ber of these years as stamps or coupons
have been issued by him, a statement
showing-

(a) The total issue of stamps during
each year;

(b) The total stamps redeemed in
each year; and

(c) The rate, in percentage, which the
stamps redeemed in each year bear to
the total stamps issued in such year,
regardless of the year when such re-
deemed stamps were issued.

A similar statement shall also be pre-
sented showing the experience of other
users of stamps or coupons whose expe-
rience is- relied upon by the taxpayer to
determine the amount to be subtracted
from the proceeds of sales. The Com-
missioner 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 exces-
sive, appropriate adjustment will be
made.

Smc. 43. Period for whfich deductions and
creats tale-The deductions and credits
(other than the corporation dividends paid
credit provided In section 27) provided for
in this title shall be taken for the taxable
year in which "paid or accrued" or "paid
or incurred", dependent upon the method oi
accounting upon the basis of which the net
income Is computed, unless In order to
clearly reflect the income the deductions or
credits should be taken as of a different
period. In the case of the death of a tax-
payer there shall be allowed as deduction
and credits for the taxable period In whicb
falls the date of his death, amounts ac-
crued up to the date of his death (except
deductions under section 23 (0)) If not
otherwise properly allowable in respect o1
such period or a prior period.

ART. 43-1. "Paid or incurred" and
"Paid or accrue"-(a) The terms "paid
or incurred" and 'paid or accrued" will
be construed according to the method o1
accounting upon the basis of which the
net income Is computed by the taxpayer,
(See section 48 (0).) The deductions
and credits provided for in Title I (othei
than the dividends paid credit provided
in section 27) must be taken for the tax-
able year in which "paid or accrued'
or "paid or incurred," unless in ordei
clearly to reflect the income such de-
ductions or credits should be taken as oJ
a different period. If a taxpayer de-
sires to claim a deduction or a credit a.
of a period other than the period it
which it was "paid or accrued" or "paie
or incurred," he shall attach to his re-
turn a statement setting forth his re-
quest for consideration of the case b3
the Commissioner together with a com-
plete statement of the facts upon whicl
he relies. However, in his income ta.
return he shall take the deduction oi
credit only for the taxable period 1i
which it was actually '"aid or incurred,'
or "paid or accrued." as the case may be
Upon the audit of the return, the Coal

missioner will decide whether the c-se is
within the exception provided by the
Act, and the taxpayer will be advised
as to the period for which the deduction
or credit Is properly allowable.

(b) The provisions of paragraph fa)
of this article in general are not appli-
cable with respect to the taxable period
during which the taxpayer dies. In such
case there shall also be allowed as de-
ductions and credits for such taxable
period amounts (except deductions
under section 23 (o)) accrued up to the
date of his death if not othervis allo:-
able with respect to such period or a
prior period, regardles of the fact that
the decedent was required to keep his
books and make his returns on the
basis of cash receipts and disburzements.

ART. 43-2. T7ze. charges dcductible-
Each year's return, so far as practicable,
both as to gross income and deductions
therefrom, should be complete in itself,
and taxpayers are expected to make
every reasonable effort to ascertain the
facts necessary to make a correct re-
turn. The expenses, liabilities, or def-
icit of one year cannot be used to rc-
duce the income of a subsequent year.
A taxpayer has the right to deduct all
authorized allowances, and It follows
that if he does not within any year
deduct certain of his expensez, losaes,
interest, taxes, or other charges, he can-
not deduct them from the income of the
next or any succeeding year. It Is re-
ognized, however, that particularly in a
going business of any maunitud2 thera
are certain overlapping Items both of
income and deduction, and so long as
these overlapping Items do not mate-
rially distort the income they may be

i included in the year In which the tax-
payer, pursuant to a consistent policy,
takes them into his accounts. Judg-
ments or other binding adjudicationa,
such as decisions of referee and boards
of review under workmen'ls comp:nsa-
ton laws, on account of damage for
patent infringement, personal injuries,
or other cause, are deductible from gross
income when the claim is so adjudicated

* or paid, unless taken under other meth-
ods of accounting which clearly reflect
the correct deduction, lezs any amount
of such damages as may have b-en com-
pensated for by insurance or otherwzhe.
If subsequent to its occurrence, however,
a taxpayer first ascertains the amount
of a loss sustained during a prior tax-

- able year which has not been deducted
from gross income, he may render an
amended return for such preceding taz-
able year including such amount of los

- in the deductions from gros income and
- may file a claim for refund of the crcc-

tax paid by reason of the failure to
" deduct such loss in the orlinal return.

(See section 322.) A loss from theft or
embezzlement occurring in one year and

r discovered in another Is ordinarily de-
n ductible for the year in which sustained.

SEc. 44. Installment basL.-(a) Dcacra in
porsonal p7opert.-Undcr reulatlons pre-

- ecribed by the Commisoncr with the ap-

prcral of the Z5cctary. a p=rco ha regu-
M~ly vaor othamr'Le dlszsee of personal
pr o :ty on the innltamt plan may return
cz income thcrcronm In any ta-able ycar that
pro liorzn of the Inctallment payments actu-
ally rcceircd in thrt year which the gczs
profit ralLzd or to be rc3lizd whan pay-
ment I- completcd. bnr to the total con-
tract price.

(b) Safc3 of rc dty and caal calez of
xrCrratyl-In th ca-z (1) of a cau l sale
or other i_==1a d!:pozit11on of yrconal prop-
crty (othcr thin proprty of a kind whIch.
would properly ta Included In the inventory
of the taxp yer If on hand at tha cra of
the taxable year). for a price =ceedu:n
OLO, or (2) of a ,22 or othr disp3ition of
rcal property, if in either cae th Initial
pm mnt d3 not eccecd 30 pr c:ntum of
the cAlin, pri(-c (or, In ca- the zala or other
dtper:ilcn ma In a taxable yar baEennIng
prior to January 1. 1934, the percentae of
the csllln price prc=ribd in the law ap-
picable to cuch y-r), the income may, un-
der rcaulatlonw prcz.rIbed by the Commis
loner with the approvalI of the S=cretary,

b2 returned on the bt:taV and In the manner
abtove prea1b.r-bd In this =con. As uz:d In
thit; =ctlon the term "initlal payments"
means the payments received In eazh or
propcrty other than evidentcs of Indebted-
aces of the purcharr during the 'ab e
pcrl-d In which the =12 or other dLepzettn
is macda.

(c) Clccnge from accruo to frstacTrMnt
bsas-If a taxpzar entitled to the baneffts
of CuWZ:ctlon ( ) el:ca for any taxab:e year
to rcport his nct Income on the Inutalment,
beets, then In comPutw:; his income for the
year of chan,e or any subezauent year,
amsunt actuilly received durin, any such
year on account of calez or other psit13-as
of property made In any prior year ihall not
h2 ex-cluded.

(d) Gain or Zo= upo.on dipoft(n of t-
otallment ol gatfcs -If an instalhamet ob-
llIaton i- zatbe:le at other thnIts face
wlua n or dciributcd tran ytted. sld, or
cther=ie dacrpd of, gcln or Ices. shall re-
Cult to the eftent of the fuferaoca btzween
tM2 uz, of the obllaTIh n a-1 (1) In the
caea of catisfactlon at(, the than f c value
cr a ale or ercha -the amount realzel
or (21 In cace of a it ion tassion,
or diznceition othcnrwLse tban by sale or ex-
cl=5:-he fair mozizet value of the cbll-
Laton at the time of uzh distributi)n ,

tranrnl'in, or dLle'oetbon. Any gain cr l1es
ra rccliltin3- chall ?;,! considered as resulting
from the sale or exechanga of the property
In reepect of which the installment -
tion mas rceeled. The bsis of the obllta-
tion Chan o thcxcra of the face value of
the obligation ovcr an amount equal to the
Income which would L rcturn bse cr the
obhiutlon atiuild In full. This dubzectbe

tall no'. apply to tha tranmlsion at dath
of in1tallmeni obl)(atle If there I- :d
wIthl me CommIsioner, at such tbim aso he
may by re,,alatlon precribe, a bond In such
amount and with curch auretics as The maY
deem, necessary, condioncd upon the return
rs Income, by the ern rcevin- any paiy-
rmt on such obligation, of the mUe- Po-
portion of such p-ymontn- vuld be re-
turnable as income! by the decedent If he
had lived and had rece-ived such payme-nt.
If an n-1.allment obli--tion 1 L-rbuted
by one corpmration to another cozparation
in the course of a crdation, and under
s-etion 112 (b) (I no gain or la with
res-.e.ct to the receipt of sehb obligaition is
rcocnuLzd in the case or the recipient corp -
rati6n, le no galn or les with rezpect to
the dLstribution of such obligation shall be
rcv~uIza-d in the case3 of the distributing
corporation.

AnT. 44-1. Sale of ~pVzonaZ proZserti
oni rfltatimet pn.-Daalers in personal
property ordinarily sell either for cash
or on the personal credit of the pur-
chaser or on the Installment Plan.
33ealers who sell on the Installment plan
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usually adopt one of four ways of pro-
tecting themselves in case of default-

(a) By an agreement that title is to
remain in the vendor until the purchaser
has completely performed his part of the
transaction;

(b) By a form of contract in which
title is conveyed to the purchaser im-
mediately, but subject to a lien for the
unpaid portion of the selling price;

(c) By a present transfer of title to
the purchaser, who at the same time ex-
ecutes a reconveyance in the form of a
chattel mortgage to the vendor; or

(d) By conveyance to a trustee pend-
ing performance of the contract and
subject to its provisions.

The general purpose and effect being
the same in all.of these cases, the same
rule is uniformly applicable. The gen-
eral 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-
stallnent 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
realized on the total installment sales
made during each year bears to the total
contract price of all such sales made
during that respective year. No pay-
ments received in the taxable year shall
be excluded in computing the amount of
Income to be returned on the ground
that they were received under a sale the
total profit from which was returned as
income during a taxable year or years
prior to the change by the taxpayer to
the installment basis of returning in-
come. But In the case of any taxpayer
who, by an original return made prior
to February 26, 1926, changed the
method of reporting his net income for
the taxable year 1924 or any prior tax-
able year to the installment 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 particular year are to be
returned as income, but must be de-
ducted for the taxable year in which the
items are "paid or incurred" or "paid
or accrued," as provided by sections
43 and 48. A dealer who desires to com-
pute his income on the installment basis
shall maintain books of account in such
a manner as to enable an accurate com-
putation to be made on such basis in
accordance with the provisions of this
article.

The income from a casual sale or
other casual disposition of personal
property (other than property of a kind
which should properly be included in
inventory) may be reported on the in-
stallment basis only if (1) the sale price
exceeds $1,000 and (2) the initial pay-
ments do not exceed 30 percent of the
selling price.

If for any reason the purchaser de-
faults 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 obliga-
tions of the purchaser which are sat-
isfied or discharged upon the reposses-
sion 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 obligations of the purchaser which
are so satisfied, discharged, or applied,
with proper adjustment for any other
amounts realized or costs incurred in
connection with the repossession. (See
also article 44-5.) The basis in the
hands of the vendor of the obligations
of the purchaser satisfied, discharged,
or applied upon the repossession of the
property shall be the excess of the face
value of such obligations over an amount
equal to the income which would be re-
turnable were the obligations paid in
full. No deduction for a bad debt shall
in any case be taken on account of any
portion of the obligations of the pur-
chaser which are treated by the vendor
as not having been satisfied, discharged,
or applied upon the repossession, unless
it is clearly shown that after the prop-
erty was repossessed the purchaser re-
mained liable for such portion; and in
no event shall the amount of the de-
duction exceed the basis in the hands
of the vendor of the portion of the ob-
ligations with respect to which the pur-
chaser remained liable after the repos-
session. (See also article 23 (k)-1.) If
the property repossessed is bid in by the
vendor at a lawful public auction or
judicial sale, the fair market value of
the property shall be presumed to be
the purchase or bid price thereof in the
absence of clear and convincing proof to
the contrary. The property repossessed
shall be carried on the books of the
vendor at its fair market value at the
time of repossession.

If the vendor chooses as a matter of
consistent practice to return the income
from installment sales on the straight
accrual or cash receipts and disburse-
ments basis, such a course is permissible.

ART. 44-2. Sale of real property in-
volving deferred payments.-Under sec-
tion 44 deferred-payment sales of real
property include (a) agreements of pur-
chase and sale which contemplate that

a conveyance is not to be made at the
outset, but only after all or a substantial
portion of the selling price has been paid,
and (b) sales in which there is an imme-
diate transfer of title, the vendor being
protected by a mortgage or other lien as
to deferred payments. Such sales, either
under (a) or (b), fall into two classes
when considered with respect 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 prop-
erty other than evidences of indebted-
ness of the purchaser during the taxable
year in which the sale Is made exceed 30
percent of the selling price.

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 as-
sumed by the purchaser, shall be included
as a part of the "selling price," but the
amount of the mortgage, to the extent It
does not exceed the basis to the vendor of
the property sold, shall not be considered
as a part of the "initial payments" or
of the "total contract price," as those
terms are used In section 44, in articles
44-1 and 44-3, and in this article, Tile
term "initial payments" does not Include
amounts received by the vendor In the
year of sale from the disposition to a
third person of notes given by the ven-
dee as part of the purchase price which
are due and payable In subsequent years,
Commissions and other selling expenses
paid or incurred by the vendor are not to
be deducted or taken Into account in de-
termining the amount of the "initial pay-
ments," the "total contract price," or the
"selling price." The term "Initial pay-
ments" contemplates at least one other
payment In addition to the initial pay-
ment. If the entire purchase price is to
be paid in a lump sum in a later year,
there being no payment during the first
year, the income may not be returned on
the installment basis. Income may not
be returned on the installment basis
where no payment in cash or property,
other than evidences of indebtedness of
the purchaser, is received during the first
year, the purchaser having promised to
make two or more payments in later
years.

ART. 44-3. Sale of real property on in.
stallment plan.-In transactions In-
cluded in class (1) In article 442 the
vendor may return as income from such
transactions In any taxable year that
proportion of the installment payments
actually received in that year which the
total profit realized or to be realized
when the property is paid for bears to
the total contract price.

HeinOnline -- 4 Fed. Reg. 678 1939



FEDERAL REGISTER, Friday, February 10, 1939

If the purchaser defaults in any of his
payments, and the vendor returning in-
come on the installment basis reacquires
the property sold, whether title thereto
had been retained by the vendor or
transferred to the purchaset, gain or
loss for the year in which the reacquisi-
tion occurs is to be computed upon any
installment obligations of the purchaser
which are satisfied or discharged upon
the reacquisition or are applied by the
vendor to the purchase or bid price of
the property. Such gain or loss is to be
measured by the difference between the
fair market value of the property reac-
quired (including the fair market value
of any fixed improvements placed on the
property by the purchaser) and the basis
in the hands of the vendor of the obli-
gations of the purchaser which are so
satisfied, discharged, or applied, with
proper adjustment for any other
amounts realized or costs incurred in
connection with the reacquisition. (See
also article 44-5.) The basis in the
hands of the vendor of the obligations
of the purchaser satisfied, discharged, or
applied upon the reacquisition of the
property will be the excess of the face
value of such obligations over an amount
equal to the income which would be re-
turnable were the obligations paid in full.
No deduction for a bad debt shall in any
case be taken on account of any por-
tion of the obligations of the purchaser
which are treated by the vendor as not
having been satisfied, discharged, or ap-
plied upon the reacquisition of the prop-
erty, unless it is clearly shown that after
the property was reacquired the pur-
chaser 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 ob-
ligations with respect to which the
purchaser remained liable after the re-
acquisition. (See article 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 con-
vincing proof to the contrary. If the
property reacquired is subsequently sold,
the basis for determining gain or loss
is the fair market value of the property
at the date of reacquisition (including
the fair market value of any fixed im-
provements placed on the property by
the purchaser).

If the vendor chooses as a matter of
consistent practice to return the income
from installment sales on the straight
accrual or cash receipts and disburse-
ments basis, such a course is permissible,
and the sales will be treated as deferred-
payment sales not on the installment
plan.

ART. 44-4. Deferred-payment sale of
real property not on installment plan -
In transactions included in class (2) in
article 44-2, the obligations of the pur-
chaser received by the vendor are to be
considered as the equivalent of cash to

the amount of their fair market value in
ascertaining the profit or loss from the
transaction.

If the vendor has retained title to the
property and the purchaser defaults in
any of his payments, and the vendor re-
possesses the property, the -difference
between (1) the entire amount of the
payments actually received on the con-
tract and retained by the vendor plus
the fair market value at the time of re-
possession of fixed improvements placed
on the property by the purchaser and
(2) the sum of the profits previously
returned as income in connection there-
with and an amount representing what
would have been a proper adjustment
for exhaustion, wear and tear, obsoles-
cence, amortization, and depletion of the
property 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 prop-
erty is repossessed, and the bad;s of the
property in the hands of the vendor will
be the original basis at the time of the
sale plus' the fair market value at the
time of repossession, of fixed improve-
ments placed on the property by the
purchaser. If the vendor has previously
transferred title to the purchaser, and
the purchaser defaults in any of his pay-
ments and the vendor reacquires the
property, such reacquisition shall be re-
garded as a transfer by the vendor, In
exchange for the property, of such of the
purchaser's obligations as are applied by
the vendor to the purchase or bid price
of the property. Such an exchange will
be regarded as having resulted In the
realization by the vendor of gain or los,
as the case may be, for the year of re-
acquisition, measured by the difference
between the fair market value of the
property reacquired, including the fair
market value of fixed improvements
placed on the property by the purchaser,
and the basis in the hands of the vendor
of the obligations of the purchaer (gen-
erally, the fair market value thereof
which was previously recognized in com-
puting income) which were applied by
the vendor to the purchase or bid price
of the property. The fair market value
of the property reacquired shall be pre-
sumed to be the amount for which It Is
bid in by the vendor In the absence of
clear and convincing proof to the con-
trary. If the property reacquired is sub-
sequently sold, the basis for determining
gain or loss is the fair market value of
the property at the date of reacquisition
including the fair market value of the
fixed improvements placed on the prop-
erty by the purchaser.

If the obligations received by the ven-
dor have no fair market value, the pay-
ments in cash or other property having
a fair market value shall be applied
against and reduce the basis of the
property sold, and, If in excess of such
basis, shall be taxable to the extent of
the excess. Gain or loss is realized when

the cbligations are disposed of or satis-
fied, the amount being the difference be-
tween the reduced basis as provided
above and the amount realized therefor.
Only in rare and extraordinary cases
does property have no fair market value.

AnT. 44-5. Gain or loss upon disposl-
tion of installment ob!igations.-The en-
tire amount of gain or loss resulting
from the disposition or satisfaction of
installment obligations, computed in ac-
cordance with section 4 (d), is reccg-
nized under the Act, unless the disposi-
tion Is within one of the exceptions
made by the Act. Such an exceptien
is provided in section 44 (d with respact
to distributions under section 112 (b)
(6), and in section 112 (b) (4) and (5)
with respEct to exchanges.

The application of subsection (d) of
section 44 may be illustrated by the
following examples:

Example (1): In 1936 the M Cor-
Partion sold a piece of unimproved real
estate to B for $20,000. The company
acquired the property in 1918 at a cost
of $10,000. During 1936 the company
received $5,000 cash and vendees notes
for the remainder of the selling price,
or $15,000, payable in subsequent years.
In 1938, before the vendee made any
further payments, the company sold the
notes for $13,000 in cash. The corpora-
tion makes Its returns on the calendar
year basis. The income to be reported
for 1938 is $5,500, computed as follows:
Procc.d-, of ea3o of nOte ........ $13,000
8elllnt price of property__ $20,coo
Cost of property----- - 10, 000

Total profit ..... 1 0,00
Total contract price-_ 29, 00

Perc nt of profit, cr propor-
tion of each payment re-
turnable as Income, $10,-
003 dlrlded by *20,000,

9 per-nt.
Face value of not---.... 15,000
Amount of income return-

abI were the notes cats-
flcd in full. V9 percent of

10. 3 .. ..... .... 7, 500

Excczs of face value of notca over
amount of income returnable were
the notes catisfled In fufl__. 7,500

Taxable Income to ba reported

for 192. 5,509
Example (2): Suppose in the example

given above the M Corporation, instead
of selling the notes, distributed them in
1933 to its shareholders as a dividend,
and at the time of such distribution the
fair market value of the notes was $14,-
000. The income to be reported for
1933 is $6,500, computed as follows:
Fair market value of not-.__ $14,00
mxccza of face value of notes over

amount of Income returnable were
the notes scatizfid n full (com-
puted as in example (1))__ 7,500

Txable income to be rported

for 1928. - 6,500

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
as $5,500 and $6,500, respectively, would
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have been limited to 50 percent thereof
by section 117 (b), the real estate hav-
ing been held for more than 24 months
prior to its sale in 1936. See also section
117 (c).

In the 'case of decedents who die pos-
sessed 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 es-
tate of the decedent or any of the next
of kin or legatees files with the Com-
missioner a bond on Form 1132 in an
amount .not less than the amount by
which the tax of the decedent for the
year of his death would have been in-
creased had no such bond been filed.
The bond shall be conditioned upon the
return as income, by any person receiv-
ing 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 had received such payment. The
bond 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,
shall be subject to the approval of the
Commissioner, and must be filed at the
time of filing the return of the decedent
for the year of his death. See section
1126 of the Revenue Act of 1926, as
amended (paragraph 35 of the Appen-
dix to these regulations), providing that
where a bond is required by law or reg-
ulations, in lieu of surety or sureties
there may be deposited bonds or notes
of the United States.

See section 117 as to the limitation
on capital losses sustained by corpora-
tions and the limitation as to both
capital gains and capital losses of
individuals.

SEC. 45. Allocation of income and deduc-
tions.-In any case of two or more organiza-
tions, trades, or businesses (whether or not
Incorporated, whether or not organized in the
United States, and whether or not affiliated)
owned or controlled directly or indirectly by
the same interests, the Commissioner is au-
thorized to distribute, apportion, or allocate
gross income or deductions between or among
such organizations, trades, or businesses, if he
determines that such distribution, apportion-
ment, or allocation is necessary in order to
prevent evasion of taxes or clearly to reflect
the income of any of such organizations,
trades, or businesses.

ART. 45-1. Determination of the tax-
able net income of a controlled tax-
payer-(a) Defnitions.-When used in
this article-

(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 Act
or these regulations), irrespective of the
place where organized, where operated,
or where its trade or business is con-
ducted, and regardless of whether do-
mestic or foreign, whether exempt,

whether affiliated, or whether a party
to a consolidated return.

(2) The terms "trade" or "business"
include any trade or business activity
of any kind, regardless of whether or
where organized, whether owned 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 arbi-
trarily shifted.

(4) The term "controlled taxpayer"
means any one of two or more organi-
zations, 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,
transaction, arrangement, or other act)
dealt with the other member or mem-
bers of the group at arm's length. It
does not mean the income, the deduc-
tions, or the item or element of either,
resulting to the controlled taxpayer by
reason of the particular contract, trans-
action, or arrangement, the controlled
taxpayer, or the interests controlling it,
chose to make (even though such con-
tract, transaction, or arrangement be
legally binding upon the parties
thereto).

(b) Scope and purpose.-The purpose
of section 45 is to place a controlled
taxpayer on a tax parity with an un-
controlled taxpayer, by determining, ac-
cording to the standard of an uncon-
trolled taxpayer, the true net income
from the property and business of a con-
trolled taxpayer. The interests control-
ling a group of controlled taxpayers are
assumed to have complete power to
cause each controlled taxpayer so to
conduct its affairs that its transactions
and accounting records truly reflect the
net income from the property and busi-
ness of each of the controlled taxpay-
ers. If, however, this has not been done,
and the taxable net incomes axe thereby
undertated, the statute contemplates
that the Commissioner shall intervene,
and, by making such distributions, ap-
portionments, or allocations as he may
deem necessary of gross income or de-
ductions, or of any item or, element af-
fecting net income, between or among
the controlled taxpayers constituting
the group, sha'" _:etermine the true net

income of each controlled taxpayer.
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 article apply to
the case of any controlled taxpayer,
whether such taxpayer makes a sepa-
rate or a consolidated return. If a con-
trolled 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 coil-
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
distribution, apportionment, or alloca-
tion of gross income, deductions, or any
item of either, as would produce a re-
sult equivalent to a computation of con-
soldated net income under section 141.

(c) Application.-Transactlons be-
tween one controlled taxpayer and an-
other will be subjected to special soria-
tiny to ascertain whether the common
control is being used to reduce, avoid,
or escape taxes. In determining the
true net income of a controlled taxpayer,
the Commissioner is not restricted to
the case of improper accounting, to the
case of a fraudulent, colorable, or sham
transaction, or to the case of a device
designed to reduce or avoid tax by shift-
ing or distorting income or dcductiong.
The authority to determine true net In-
come extends to any case In which either
by inadvertence or design the taxable
net income, in whole or in part, of a
controlled taxpayer, Is other than it
would have been had the taxpayer in
the conduct of his affairs been an un-
controlled taxpayer dealing at arm's
length with another uncontrolled tax-
payer. ',

Sc. 46. Change of accounting perioc.-If
a taxpayer changes his accounting period
from fiscal year to calendar year, from cal-
endar year to fiscal year, or from one fiscal
year to another, the net Income shall, with
the approval of the Commissioner, be com-
puted on the basis of such new accounting
period, subject to the provisions of ection
47.

ART. 46-1. Change in accounting ve-
riod.-If a taxpayer changes his ac-
counting period he shall, prior to the
expiration of 30 days from the close
of the proposed period for which a re-
turn would be required to effect the
change, furnish to the collector, for
transmission to the Commissioner, the
information required on Form 1128.
The due date of the separate return
for such period s the 15th day of the
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third month following the close of that
period. If the change is approved by
the Commissioner, the taxpayer shall
thereafter make his returns and com-
pute his net income upon the basis of
the new accounting period. (See sec-
tion 47.)

SEC. 47. Returns for a period of less than
twelve months-(a) Returns for short pe-
iod reszlting from change of accounting

Period.-If a taxpayer, with the approval
of the Commissioner, changes the basis of
computing net income from fiscal year to
calendar year a separate return shall be
made for the period between the close of
the last fiscal year for which return was
made and the following December 31. If
the change is from calendar year to fiscal
year a separate return shall be made for
the period -between the close of the last
calendar year for which return was made
and the date designated as the close of the
fiscal year. If the change is from one fiscal
year to another fiscal year a separate return
shall be made for the period between the
close of the former fiscal year and the date
designated as the close of the new fiscal
year.

(b) Income computed oan basis of short
perod.-Where a separate return is made
under subsection (a) on account of a change
in the accounting period, and n all other
cases where a separate return is required
or permitted, by regulations prescribed by
the Commissioner with the approval of the
Secretary, to be made for a fractional part of
a year, then the Income shall be computed
-on the basis of the period for which sep-
arate return is made.

(e) Income placed on annual basis.-If a
separate return is made (except returns of
the income of a corporation) under subsec-
tion (a) on account of a change n the
accounting period, the net income, computed
on the basis of the period for which separate
return is made, shall be placed on an an-
nual basis by multiplying the amount
thereof by twelve and dividing by the num-
bar of months included in the period for
which the separate return Is made. The tax
shall be such part of the tax computed on
such annual basis as the number of months
in such period is of twelve months.

(d) Earned income.-The Commissioner
with the approval of the Secretary shall by
regulations prescribe the method of apply-
ing the provisions of subsections (b) and
(c) (relating to computing income on the
basis of a short period, and placing such In-
come on an annual basis) to cases where
the taxpayer makes a separate return under
subsection (a) on account of a change in
the accounting period, and it appears that
for the period for which the return is so
made he has received earned income.

(e) Reduction of credits against ne7t in-
come.-In the case of a return made for a
fractional part of a year, except a return
made under subsection (a), on account of
a change in the accounting period, the per-
sonal exemption and credit for dependents
shall be reduced respectively to amounts
which bear the same ratio to the full credits
provided as the number of months in the
period for which return is made bears to
twelve months.

(f) Closing of taxable year in case of
yeopardy--For closing of taxable year in case
of jeopardy, see section 146.

ART. 47-1. Returns for perods of Zess
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 rezpect
to the filing of a separate return and the
payment of tax for a part of a year are
the same as for the filing of a return and
the payment of tax for a full taxable year
closing at the same time. (See sections
53 and 56.) If a return is made for a
fractional part of a year, except where
a return is made for a period of less than
12 months by reason of a change In ac-
counting period, the personal exemption
and credit for dependents shall be re-
duced to that proportion of the full credit
which the number of months In the
period for which the return is made beam
to 12 months.

In case of a change In accounting pe-
riod the net income computed on the re-
turn for the fractional part of a year (ex-
cept the return of a corporation) shall
be placed on an annual basis and the tax
computed as provided In seceion 47 (c).

Example: A citizen of the United States
made a return for a 10-month period by
reason of a change In accounting period.
His net income ncluding 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 exemption of $2,500 but
not to a credit for dependents. His tax
for the period is $525.67, computed as
follows:

Net income for 10-month pariod_ $10, 0. 00
multiplied by 12 .......... 120.COO. O0

Net income on annual basis
($120,000 -10) 12,000.00

Earned net income for
10-month period--.. $4,000.00

Multiplied by 1-.-__ 48, 000. 00
Earned not In-

come on n-
nual basis
($48.000-.-10) - 4,800.00

Subtracting:
Earned income credit

(10 percent of $4.-
800) 480. 00

Personal exemption- 2, 500.00
2, 980.00

Net Income subject to nor-
mal tax ......- --------- ,020.00

Normal tax (4 percent of t9.020). 30.80

Surtax net Income ($12,000 less
personal exemption of $200). 9,500.00

Surtax on 9,00 ........... 270.00

Total tax on annual bs
($360.80+8470)-. .

Amount of tax for perlod
($630.80 X 10/12)

630.80

525.67

The return of a decedent or of his
estate for the year in which he died Is
a return for 12 months and not for a
fractional part of a year.

Sc. 48. Definifns.-When uzed in this
title-

(a) Taxable ycar.-"Taxable year" msans
the calendar year, or the flcal year ending
during such calendar year, upon the basis
of which the net income is computed unde
this Part. "Taxablo ycar" includc, In the
case of a return made for a fractional part
of a year under the provisions of this title
or under regulations prescribed by the Com-
missioner with the approval of the Secretary,
the period for which such return is made.

(b) Fiscal ycar.--lscal yer" means an
accounting period of twelve months ending

on tha last day of any month othsr than
(c) "Paid or incurre,," "Pid oraccrued.--

The terms "paid or ncurred" and "paid
or accrued" shall be construed according to
the method of accounting upon the basi
of which the net Income Is computed under
this Part.

(d) Trade or busiszea-The term "trade or
builne.S' includes the performance of the
functions of a public ol11cc.

CHAEPTI VM

Returns and Pazment of Tax

Part V-Returns and Payment of Tax
S=c. 51. Individual return,-(a) Require-

mecnt-Tha follo.ing individuals shall each
make under oath a return stating specifically
the Items of his Mrass income and the deduc-
tiono and credits allowed under this title
and such other information for the purpose
of carrying out the provisions of this title
a" the Commssoner with the approval of
the SEcretary may by regulations prescribe-

(1) Every Individual who Is single or who
is married but not living with husband or
wife, if-

(A) Having a net income for the taxable
year of $1,009 or overn or

(B) Having a gros income for the taxable
year of $5,000 or over, regardless of the
amount of the net Income.

(2) Every Individual who is married and
living with husband or wife, If no joint re-
turn L made under subsectlon (b) and If-

(A) Such individual has for the taxable
year a net income of $500 or over or a
gros3 income of $5,000 or over (regardless
of the amount of the net income), and the
other ,pous, ha, no gross income; or

(B) Such individual and his spouse each
has for the taxable year a groz income (re-
gardlezs of the amount of the net Income)
and the aggreate net income of the two is
$2.500 or over; or

(C) Such individual and his spouse each
has for the taxable year a gros income (re-
Curdle-- of the amount of the net income)
and the agreate gross income is $5,000 or
over.

(b) Hus bad and wfe.-In the case of a
husband and wife living together the income
of each (even though one has no gross In-
come) may be included In a single return
made by them jointly. In which case the tax
shall be computed on the aggregate Income,
and the liability with respect to the tax
chall be joint and saveral. No joint return
may be made if either the husband or wife
LI a nonresident allen.

(c) Percon.? under dLrbf ty-If the tax-
payer Is unable to make his own return, the
return shall be made by a duly authorized
agent or by the guardlan or other pers=n
ch~argd with the care of the person or prop-
erty of such taxpayer.

(d) Signature prezumed coanrct-The fact
that an Individual's name 13 signed to a
ied return shall be prima face evidence for

all purpoe that tha return was actually
signed by him

(a) Fiduciarlea.-For returns to be made
by fiduclaries, see cection 142.

AnT. 51-1. Indl'iduaZ returns-(a) In
general.-For each taxable year a re-
turn of Income shall be made by each
citizen of the United States, whether re-
siding at home or abroad, and every in-
dividual residing within the United
States though not a citizen thereof,
whether or not such citizen or resident
is the head of a family or has depend-
ents--

(1) If single or married but not living
with husband or wife for any part of
the taxable year, and if-
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(a) having for the taxable year a
gross income (as defined in sections 22
and 116) of $5,000 or over (regardless
of the amount of the net income); or

(b) having for the taxable year a net
income (as defined in section 21) of
$1,000 op over.

(2) 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 net
income of $2,500 or over or a gross in-
come of $5,000 or over (regardless of the
amount of the net income), 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 (regardless of the amount
of the net income) and the aggregate
net income of the two is $2,500 or over;
or

(a) such individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income) and the aggregate
gross income is $5,000 or over.-

(3) If married and living with hus-
band or wife for any part of the tax-
able 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 net
income equal to, or in excess of, the
credit allowed him or her by section
25 (b) (1) and (3) (computed without
regard to any credit to which he or she
may be entitled as the head of a family
(see article 25-7)), or a gross income
of $5,000 or over (regardless of the
amount of the net income) 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 (regardless of the amount
of the net income), and the aggregate
net Income of the two is equal to, or
in excess of, the credit allowed them
by section 25 (b) (1) and (3) (com-
puted without regard to any credit to
which either or both may be entitled as
the head of a family (see article 25-7));
or

(c) such Individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income), and their aggregate
gross income is $5,000 or over.

(b) Joint returns-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 return made by
them jointly the income and deductions
of each, even though one has no gross
income. In such a case, the tax shall
be computed on the aggregate income
and all deductions and credits to which
either is entitled shall be taken from
such aggregate income. 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 nonresident
alien.

A joint return of a husband and wife
(if not made by an agent other than
husband or wife, see article 51-2) shall
be signed by both spouses, except that
one spouse may sign the return as the
agent for the other, if the return is ac-
companied by a power of attorney on
Form 936, authorizing such action. The
spouse acting as agent shall,, with the
principal, assume the responsibility for
making the return and incur liability for
the penalties provided for erroneous,
false, or fraudulent returns.

The joint return of a husband and
wife shall be sworn to before a person
duly authorized to administer oaths (see
article 51-4) by the spouse preparing
the return. The spouse who fills in the
return shall be considered to have pre-
pared the return within the meaning of
this paragraph. If the return is pre-
pared by both spouses, or is prepared
by neither spouse, then both spouses
shall swear to the return, except where
one spouse acts for the other under a
power of attorney submitted on Form
936, or the return is made by an agent
by reason of illness or absence, as pro-
vided in article 51-2.

For xeturns by fiduciaries, see section
142; by partnerships, see section 187;
and by nonresident alien individuals, see
section 217. For time and place for
filing returns, see section 53.

ART. 51-2. Form of return.-The re-
turn shall be bn Form 1040 except that
it shall be on short Form 1040A if. (1)
the net income does not exceed $5,000,
and is derived solely from interest, divi-
dends, annuities, and salaries, wages,
commissions, bonuses, and other com-
pensation for personal services, and (2)
the taxpayer does not own a business or
practice a profession on his own account
and renders a return on the cash re-
ceipts and disbursements basis for the
calendar year. The return shall be made
on Form 1040 in all cases in which the
taxpayer claims any deductions for losses
from the renting of, or sale or exchange
of, property. The forms may be had
from the collectors of the several dis-
tricts. The return may be made by an
agent if, by reason of illness, the person
liable for the making of the return is
unable to make it. The return may
also be made by an agent if the tax-
payer is unable to make the return 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 return. Whenever
a return is made by an agent it must
be accompanied by the prescribed power
of attorney, Form 935. The taxpayer
and his agent, if any, are responsible
for the return as made and incur liabil-

ity for the penalties provided for er-
roneous, false, or fraudulent returns,
For returns of nonresident aliens, see
articles 217-1 and 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 tho
name and address of the taxpayer, A
taxpayer having a permanent business
address may give that address' as the
principal or mailing address, provided
that the complete home or residential
address is also given within the space
provided.

ART. 51-3. Return of income of
minor.-An individual, although a
minor, who Is single, is required to ren-
der a return of income if he has a net
income of his own of $1,000 or over, or
a gross income of $5,000 or over, for
the taxable year. If the aggregate of
the net income of such a minor from
any property which he possesses, and
from any funds held In trust for him by
a trustee or guardian, and from his
earnings which belong to him, Is at
least $1,000, or his gross Income is at
least $5,000, 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 person or property. (See article
142-2.) If he Is married, see article
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 re-
turn of the parent. In the absence 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.

ART. 51-4. Verification of returns.-
(a) All income tax returns must be ver-
ifled under oath or affirmation. The
oath or affirmation may be administered
by any person duly authorized to ad-
minister 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 Co-
lumbia, wherein such oath or affirma-
tion is administered, or by a consular
officer of the United States. Persons in
the naval or military service of tho
United States may verify their returns
before any official authorized to admin-
ister oaths for the purposes of those re-
spective services. Income tax returns
executed abroad may be attested free
of charge before United States consular
officers. If a foreign notary 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 appoint-
ment and official character of the at-
testing officer.

(b) If any person or persons actually
prepare an Income return for another
person, the prescribed form of affidavit
on the return shall be subscribed and
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sworn to by such person or persons pre-
paring the return. Such affidavit is re-
quired on all income returns required
under the Act except the following:

(1) Returns required to be made by
individuals on Form 1040A;

(2) Returns required under sections
143 and 144 (relating to withholding of
tax at the source);

(3) Returns required to be made by
departing aliens under section 146;

(4) Returns required under sections
147, 148, and 149 (relating to informa-
tion at source);

(5) Returns by subsidiary corpora-
tions included in consolidated returns;
and

(6) Returns required under sections
338 (a), 339, and 803 (relating to
monthly information returns filed by
officers and directors, and also monthly
and annual information returns filed by
certain shareholders, of certain foreign
corporations, and returns as to the
formation of foreign corporations).

Such affidavit is not required if the ac-
tual preparation of the return is a reg-
ular and usual incident of the employ-
ment 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 em-
ployee is not regularly or continuously
employed by the person for whom the
return is made for the full time, or the
actual preparation of the return is not
a regular and usual incident of such em-
ployment, the requirements of this para-
graph apply. Thus, if the return is pre-
pared by an accountant or firm of ac-
countants making periodical audits of
the accounts of the person for whom the
return is prepared, the affidavit is re-
quired. If the return is a separate
return of a married person, the affidavit
is required, although the one actually
preparing the return is the husband or
wife of the taxpayer. A person who
renders mere mechanical assistance 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 offi-
cer or employee of the Bureau of In-
ternal Revenue actually prepares the re-
turn, the person for whom the return is
made shall make in the return a brief
statement to that effect, and it will not
be necessary to make the sworn state-
ment required by this paragraph.

ART. 51-5. Use of Prescribed form.-
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, how-
ever, 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 pre-
parbd, verified, and filed with the collec-
tor on or before the due date. Each tax-
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payer should carefully prepare his re-
turn so as fully and clearly to set forth
the data therein called for. Returns
which have not been so prepared will not
be accepted as meeting the requirements
of the Act. In lack of a prescribed form
a statement made by a taxpayer dis-
closing his gross income and the deduc-
tions 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 unneces-
sary delay such a tentative return is sup-
plemented by a return made on the
proper form. (See further articles 53-2
to 53-4.)

Smc. 52. Corporation return&.-Erery cor-
poration subject to taxation under this title
shall make a return, atating rpeclificlly the
items of Its gro s Income and the deductions
and credits allowcd by this title and cuch
other Information for the purpose of carry-
Ing out the provisions of this title as the
Commislioner with the approval of the Sec-
retary may by regulations prescribe. The re-
turn shal be sworn to by tho prezdent, vice
president, or other principal oMcer and by
the treasurer, amsistant treasurer, or chkIc ac-
counting officer. Xi cas where receivera,
trustees In bankruptcy, or as__gnces are op-
erating the property or business of corpora-
tions, such receivers, trustees, or a.signee3
shall make returns for such corporations In
the same manner and form as corporations
are required to mak returns. Any tax due
on the basis of such returns made by receiv-
ers, trustees, or assignee chnll be collected
in the same manner as if collected from the
corporations of whoze busines or property
they have custody and controL

ART. 52-1. Corporation returns,--
Every corporation not expressly exempt
from tax must make a return of Income,
regardless of the amount of Its net In-
come. In the case of ordinary corpora-
tions, the return shall be on Form 1120
or Form 1120A. Fbr returns of Insur-
ance companies, see articles 201 (b)-l,
204 (a)-1, and 207-7; of foreign corpo-
rations, see section 235; and of affiliated
corporations, see section 141 and article
141-1. A corporation having an exist-
ence during any portion of a taxable
year is required to make a return. A
corporation which has received a char-
ter, but has never perfected its organi-
zation, 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 neces-
sity of making a return as long as it
remains in an unorganized condition. In
the absence of a proper showing to the
collector such a corporation will be re-
quired to make a return. A corporation
which was dissolved in 1938 prior to the
enactment of the Revenue Act of 1938 Is
not relieved from the necessity of ren-
dering returns thereunder for any period
or periods of Its existence for which the
Act is effective. For information returns
by corporations contemplating dissolu-
tion or liquidation, see section 148 (d).
For information returns by corporations
of distributions In liquidation, see section
148 (e). For information returns by
corporations relating to profits of the
taxable year declared as dividends, see

section 148 C). For verification of re-
turns and use of prescribed forms, see
articles 51-4 and 51-5.

AnT. 52-2. Returns by recevers.-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 busines 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 businezz for which the corpora-
tion was organized or only in marshaling,
selling, and disposing of its assets for
purpoes of liquidation. Notwithstand-
ing that the powers and functions of a
corporation are suspended and that the
property and business are for the time
being in the custody of the receiver,
tfustee, or assignee, subJect to the order
of the court, such receiver, trustee, or
a.ssignee stands in the place of the cor-
porate officers and is required to per-
form all the duties and assume all the
liabilities which would devolve upon the
officers of the corporation were they in
control. (See sections 274 and 298 and
articles 274-1 and 27-2J A receiver
in charge of only part of the property
of a corporation, however, as, for ex-
ample, a receiver In mortgage foreclosure
proceedings involving merely a small por-
tion of Its property, need not make a
return of income.

Smc. 53. Time and pZc for fls"ng re-
turw&-(a) Time for fllfng-(1) General
rzle.--Rteturns made on the basis of the
calendar year hal be made on or before the
15th day of March follow7ing the close of
the calendar year. Returno made on the
bass of a fizal year chall be made on or
before the 15th day of the third month
following the close of the f=-cal year.

(2) Extension of tme.-The Commissioner
may grant a rea omnable extension of time for
filing returns, under such rules and regula-
tions as he shall prescibo with the approval
of the Secretary. Except in the case of tax-
payers who are abread, no such extension
rhall be for more than dlx months.

(b) To whom return -nade-C() Indfvid-
uolEeturns (other than corporation re-
turns) chal be made to the collector for the
d strict In which Is located the legal resi-
dence or principal place of business of the
pcron making the return, or, f he has no
legal reAdence or principal place of busi-
nesa In the United Statw, then to the col-
lector at Baltimore, Maryland.

(2) Corporatfow.--et rs of corpora-
tions rhall be made to the collector of the
dLtricb In which i- located the principal
place of bu-iness or principal office or agency
of the corporation, or, f It has no principal
place of busine-3 or principal office or agency
n the United States, then to the collector
at Baltimore, Marylanid.

ART. 53-1. Time for filing returns -
Returns of income (except in the case
of nonresident alien individuals, as to
which see section 217, and foreign cor-
porations, as to which see section 235)
must be made on or before the 15th day
of the third month following the close
of the taxable year. A corporation go-
ing Into liquidation during any taxable
year may, upon the completion of such
liquidation, prepare a return for that
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year covering its income for the part of
the year during which it was engaged in
business and may immediately file such
return with the collector. See also sec-
tion 148 (d) and (e).

ART. 53-2. Extensions of time for fil-
ing returns.-It is important that the
taxpayer render on or before the due
date a return as nearly complete and
final as it is possible for him to prepare.
However, the Commissioner is author-
ized to grant a reasonable extension of
time for filing returns under such rules
and regulations as he shall prescribe
with the approval of the Secretary. Ac-
cordingly, authority, for granting exten-
sions of time for filing income tax re-
turns is hereby delegated to the various
collectors of internal revenue. Appli-
cation for extensions of time for filing
income tax returns 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. Ex-
cept 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 articles 53-3, 56-2,
and 272-3.

AIT. 53-3. Extensions of time in the
case of foreign organizations, certain do-
mestic corporations, and citizens of
United States residing or traveling
abroad.-An extension of time for fling
returns of income for taxable years
begun after December 31, 1937, is hereby
granted up to and including the 15th
day of the sixth month following the
close of the taxable year in the case
of:

(a) Foreign partnerships regardless of
whether they maintain an office or place
of business within the United States;

(b) Foreign corporations which main-
tain an office or place of business within
the United States;

(c) Domestic corporations which
transact their business and keep their
records and books of account abroad;

(d) Domestic corporations whose
principal income is from sources within
the possessions of the United States;
and

(e) 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 an affidavit must be
attached to the return, stating the cause
of the delay in filing.

Taxpayers who take advantage of this
extension of time will be charged with
Interest at the rate of 6 percent per
annum on the first installment of tax
from the original due date until paid.

ART. 53-4. Due date of return-The
due date is the date on or before which
a return is required to be filed in ac-
cordance with the provisions of the Act
or the last day of the period covered by
an extension of time granted by the

Commissioner or a collector. When the the amount of tax duo in exceza of that
due date falls on Sunday or a legal holi- shown by the taxpayer upon a return In

the case of a mathematical error appearingday, the due date for filing returns will on the face of the return. Copies of returns
be the day following such Sunday or filed or prepared pursuant to this subsee-
legal holiday. If placed in the mails, the tion shall remain on file for a period of not
returns should be posted in ample time less than two years from the date they nre

required to be filed, and may be destroyedto reach the collector's office, under or- at any time thereafter under the direction
dinary handling of the mails, on or be- of the Commissioner.
fore the date on which the return is re- (e) Foreign personal holding companies.-

For Information returns by officers, direc-
quired to be filed. If a return is made tors, and large shareholders, with respect
and placed in the mails in due course, to foreign personal holding companies, see
properly addressed and postage paid, in sections 338, 339, and 340.
ample time to reach the office of the ART. 54-1. Records and income tax
collector on or before the due date, no forms.-Every person subject to the tax,
penalty will attach should the return except persons whose gross income (1)
not actually be received by such officer consists solely of salary, wages, or simi-
until subsequent to that date. If a ques- lar compensation for personal services
tion may be raised as to whether the re- rendered, or (2) arises solely from the
turn was posted in ample time to reach business of growing and selling prod-
the collector's office on or before the due ucts of the soil, shall, for the purpose of
date, the envelope in which the return enabling the Commissioner to determino
was transmitted will be preserved by the the correct amount of income subject to
collector and forwarded to the Commis- the tax, keep such permanent books of
sioner with the return. As to additions account or records, Including inven-
to the tax in the case of failure to file tories, as are sufficient to establish the
return within the prescribed time, see amount of the gross Income and the do-
-section 291. ductions, credits, and other matters re-

ART. 53-5. Place for fling individual quired to be shown In any return under
returns.-Section 53 (b) (1) provides Title I of the Act. Such books or rec-
that individual returns shall be made to ords shall be kept at all times available
the collector for the district in which is for inspection by internal-revenue offi-
located the legaf residence or principal cers, and shall be retained so long as
place of business of the person making the contents thereof may become mate-
the return, or, if he has no legal resi- rial in the administration of any Inter-
dence or principal place of business in nal-revenue law.
the United States, then to the collector Income-tax forms shall be prescribed
at Baltimore, Md. by the Commissioner and shall be exe-

An individual employed on a salary or cuted and filed in accordance with these
commission basis who is not also engaged regulations and the instructions on the
in conducting a commercial or profes- form or issued therewith.
sional enterprise for profit on his own Sze. 5. Publiety 01 returns.-(a) Re-
account does not have a "principal place turns made under this title shall be open
of business" within the meaning of s- to inspection in the same manner, to the
on 5(b ) (1),han shall maeisg re-n same extent, and subject to the same provi-tion 53 (b) (1), and shall make his return sions of law, Including penalties, as returns
to the collector for the district In which made under Title I of the Revenue Act of
is located his legal residence, or, if he has 1926; and all returns made under this Act

shall constitute public records and shall beno lego residence in the United States open to public examination and Inspeotlonthen to the collector at Baltimore, Md. 'to such extent as shall be authorized In
SEc. 54. Records and special returns.---(a) rules and regulations promulgated by the

By taxpayer.-Every person liable to any tax President.
imposed by this title or for the collection (b) (1) All income returns filed under
thereof, shall keep such records, render this title (or copies thereof, if so prescribed
under oath such statements, make such by regulations made under this subsection),
returns, and comply with such rules and shall be open to Inspection by any official,
regulations, as the Commissioner, with the body, or commission, lawfully charged with
approval of the Secretary, may from time to the administration of any State tax law,
time.prescribe. If the Inspection Is for the purpose of stoh

(b) To determine liability to tax.-When- administration or for the purpose of ob-
ever in the judgment of the Commissioner taining Information to be furnished to local
necessary he may require any person, by no- taxing authorities as provided In paragraph
tce served upon him, to make a return, (2). The inspection shall be permitted only
render under oath such statements, or keep upon written request of the Governor of
such records, as the Commissioner deems such State, designating the representative
sufficient to show whether or not such per- of such oficial, body, or commission to
son Is liable to tax under this title, make the Inspection on behalf of such ol1-

(c) Information at the source.-For re- cial, body, or commission, The Inspection
quirement of statements and returns by one shall be made In such manner, and at such
person to assist In determining the tax times and places, as shall be prescribed by
liability of another person, see sections 147 regulations made by the Commissioner with
to 150. the approval of the Secretary,

(d) Copies of Tetums.-If any person, re- (2) Any Information thus secured by any
quired by law or regulations made pursuant official, body, or commission of any State
to law to file a copy of any income return may be used only for the administration
for any taxable year, falls to file such copy of the tax laws of such State, except that
at the time required, there shall be due and upon written request of the Governor of
assessed against such person $5 In the case such State any such Information may be
of an individual return or $10 in the case furnished to any official, body, or commis-
of a fiduciary, partnership, or corporation sion of any political subdivision of such
return, and the collector with whom the State, lawfully charged with the admin-
return is filed shall prepare such copy. Istratlon of the tax laws of such political
Such amount shall be collected and paid, subdivision, but may be furnished only for
without Interest, n the same manner as the purpose of, and may be used only for,
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the administration of such tax laws. Any
officer, employee, or agent of any State or
political subdivision, who divulges (except
as authorized in this subsection, or when
called upon to testify in any judicial or
administrative proceeding to which the
State or political subdivision, or such State
or local official, body, or commission, as such,
is a party) any information acquired by
him through an inspection permitted him
or another under this subsection shall be
guilty of a misdemeanor and shall upon
conviction be punished by a fine of not
more than $1,000, or by imprisonment for
not more than one year, or both.

ART. 55 (b)-1. Deftnitions.-Any word
or term used in this article and articles
55 (b)-2 to 55 (b)-5, inclusive, which
is defined in the Act shall be given the
respective definition contained in the
Act.

ART. 55 (b)-2. Copies of income re-
turns.-Every person (except nonresi-
dent alien individuals, nonresident alien
fiduciaries, nonresident foreign partner-
ships, and nonresident foreign corpora-
tions) required to file an income return
(including affiliation schedules) under
the provisions of section 51, 52, 141, 142,
or 187 of Title I, or Title IA, or section
602 of Title IIL, shall file with the return
a copy thereof on a duplicate form on
colored paper which will be provided for
that purpose. The copy on such dupl-
cate form shall be a complete duplicate
of the return as filed except that the
affidavits on the duplicate form need
not be filled in. There shall be at-
tached to the copy on the duplicate
form a copy of any schedule or state-
ment attached to the original return ex-
cept (1) Schedule H-1 in the case of a
corporation return, (2) the copy of the
will or trust instrument in the case of a
fiduciary return, (3) the power of at-
torney on Form 935 or Form 936 in the
case of a return made by an agent, and
(4) the copy of the annual statement
made to the insurance department of
the State, Territory, or District of Co-
lumbia in the case of a return of an
insurance company. In lieu of filling in
the duplicate form on colored paper, a
legible photostat or photograph of the
return and related schedules as filed may
be filed with the return provided such
photostat or photograph is not of larger
dimensions than the return and is se-
curely fastened to the duplicate form.
For amounts to be assessed and col-
lected in the case of the failure to file a
copy of any income return required by
law or regulations, see section 54 (d).

ART. 55 (b)-3. Inspection of copies of
returns.-Within a reasonable time after
the returns are filed the copies thereof
(including photostats and photographs),
under such procedure as may be pre-
scribed by the Commissioner, shall be
made available for inspection in the
office of the collector of internal revenue
in which the returns are filed, by any
official, body, or commission, lawfully
charged with the administration of any
State tax law, or by the representatives
of such official, body, or commission
designated in writing by the governor

of the State, for the purpose of such
administration or for the purpoze of ob-
taining information to be furnished to
local taxing authorities as provided In
section 55 (b) (2). The governors of
the respective States shall be notified by
the Commissioner of the date the copies
of the returns are available for inspec-
tion and inspection thereof shall not be
permitted after one year from such
date.

ART. 55 (b)-4. Request for pemission
to inspect copics.-Requests for pernls-
sion to inspect the copies of returns must
be in writing signed by the governor
under the seal of his State, and must be
addressed to the Commissioner of Inter-
nal Revenue, Records Division, Wash-
ington, D. C. The request must state
(a) the kind of returns It is deAred to
inspect, (b) the taxable year or years
covered by the copies of returns It is
desired to Inspect, (W) the name of the
official, body, or commission by whom or
which the inspection is to be made, d)
the name of the representative of such
official, body, or commrilon, designated
to make the inspection, (e) by specific
references, the State tax law which such
official, body, or commission is charged
with administering and the law under
which he, she, or it is so charged, (W
the purpose for which the Inspection is
to be made, and (g) If the inspection Is
for the purpose of obtaining information
to be furnished to local taxing authori-
ties, (1) the name of the official, body,
or commission of any political subdivi-
sion of the State, lawfully charged with
the administration of the tax laws of
such political subdivision, if any, to
whom or to which the Information se-
cured by the inspection is to be fur-
nished, and (2) the purpose for which
the information is to be used by such
official, body, or commission.

ART. 55 (b)-5. Inspection of original
returns-In addition to the Inspection
of copies of returns provided for in ar-
ticle 55 (b)-3, any properly authorized
official, body, or commission, lawfully
charged with administration of any State
tax law, or properly designated repre-
sentatives of such official, body, or com-
mission, may, in the discretion of the
Commissioner, inspect original income
returns for any taxable year ending on
or after July 31, 1938, for the purpoze
of such administration. For the pur-
poses of this article the word "returns"
shall include information returns, sched-
ules, lists, and other written statements
filed with the Commissioner designed to
be supplemental to or to become a part
of income returns. When permission to
inspect original returns is requested, the
application of the governor of the State
shall conform to the requirements speci-
fied in article 55 (b)-4.

In any case where inspection of the
original returns is authorized In accord-
ance with the provisions of this article,
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.

For inspection of returns, other than
on behalf of Statea or political subdivi-
slons thereof, and furnishing copies of
returns so open to inspection, see Treas-
ury Declsion 4373, approved by the Pres-
ident on November 12, 1938, and Treas-
ury Decision 4878, approved January 4,
1939 (pages 699 and '710 of the Appendix
to these regulations).

Ssc. CO. Paijnent of t=x.(a) Time of payj-
7ct.-Tha total amount of tax Imposed by
this title shall be paid on the fifteenth day
or Mlarch followin3 the close of the calendar
year. or, if the return should be made on
the b"*' of a fiscal ycacr, then on the fif-
teenth day of the third month following
the chs of the fiscal yar.

(b) IrwtaUllnt papmncrt Tha taxpayer
may elect to pay the tax In four equal In-
ctallments, In which cace the first Install-
ment chall ba pil on the date preszcribe-d
for the payment of the tax by the taxpayer,
the mcond in-ntallmnt shall be paid on the
fifteenth day of the third month, the third
Int Allment on the fifteenth day of the sixth
month, and the fourth Installment on the
fifteenth day of the ninth month, after such
date. If any ins+allment Is not paid on or
bafor the date flxed for its paymsnt , the
whole amount of the tax unpaid shall be
paid upon notice and demand from the
collector.

(a) Eztcnaor. of tim for pmet--(1)
Geral ruIc.-At the request of the tax-
payer, the Comm'sloner may extend the
time for payment of the amount determined
as the tax by the taxpayer, or any Install-
ment thereof. for a pcriod not to exceed six
months from the date przscrlbed for the
payment of the tax or an installment
thereof. In such cas the amount In respect
of which the extension is granted shall be
paid on or before the date of the explratio
of the period of the extension.

(2) Liquidation of Vemronal hoing cor-
pnie3.-At the request of the taxpayer, the
Commilioner may (under regulations pre-
ecribcd by the CommLsioner with the ap-
pro-al of the Secretary) extend (for a period
not to exceed five years from the date pre-
rr'end for the payment of the tax) the time
for the payment of such portion of the
amount determined ns the tax by the tax-
payer as 13 attributable to the short-term or
long-term capital gain derived by the tax-
payer from the re-lpt by him of property
other than money upon the complete liqui-
dation (as defined in sectfon 115 (c)) of a
corpzration. Tbi paragraph shall apply
only f the corporatlon, for Its taxable year
preceding the year In which occurred the
complete liquidation (or the first of the
serle of distributions referred to In such
c:ction), avm, under the law applicable to
such taxable year, a personal holding com-
pany or a foreign p rsonal holding company.
An extension under thLs paragraph shall be
granted only if It is chow-n to the satlsfac-
tion of the Commisioner that the failure to
grant It will rul:t In undue hardship to the
taxpayer. If an extension is granted the
amount with respect to which the exteason
i granted shall be paid on or before the
date of the expiration of th3 extension. If
an cstenslon is granted under this paragraph
the CommLioner may require the taxayar
to furnish a bond in such amount, not ex-
ceedin 3 double the amount rth respect to
which the extension is granted, and with
such suretln a: the Commissoner daens
n ,ecessary conditioned upon the payment of
the amount with respect to which the exten-
eoln L granted in accordacc Tith the terms
of the extenson.

(d) Vo!untarij adrance payment.-A tax
Impo ed by this title, or any Installment
thereof. may be paid, at the election of the
taxpayer, prior to the date prescribed for its
payment.
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(e) Advance payment in case of leop-
ardy.-For advance payment in case of jeop-
ardy, see section 146.

(f) Tax withheld at source.-For require-
ment of withholding tax at the source In
the case of nonresident aliens and foreign
corporations, and in the case of so-called
"tax-free covenant bonds", see sections 143
and 144.

(g) Fractional parts of cent.-In the pay-
ment of any tax under this title a. frac-
tional 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.

(h) Receipts.-Every collector to whom
any payment of any income tax is made
shall upon request give to the person mak-
Ing such payment a full written or printed
receipt therefor.

ART. 56-1. Date on which tax shall be
paid.-The tax, unless it is required to
be withheld at the source (see sections
143 and 144) 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. But see
article 53-3. The tax may, at the option
of the taxpayer, be paid in four equal
installments instead of in a, single pay-
ment, in which case the first installment
is to be paid on or before the date pre-
scribed for the paymeit 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 Act or by the
Commissioner in accordance with the
terms of an extension, the whole amount
of the tax unpaid shall be paid upon
notice and demand from the collector.

ART. 56-2. Extension of time for pay-
ment of the tax or installment thereof.-
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
insallment, 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 referred
to in section 115 (c)), was, under the law
.applicable to'such taxable year, a per-
sonal holding company or a foreign per-
sonal holding company. An extension
will not be granted upon a general state-
ment of hardship. The term "undue
hardship" means more than an incon-
venience to the taxpayer. It must ap-
pear that substantial financial loss, for
example, due to the sale of property at a
sacrifice price, will result to the taxpayer
from making payment of the amount at
the due date. If a market exists, the sale
of property at the current market price
is not ordinarily considered as resulting
in an undue hardship.

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 there-
for is made to the collector on or before
the date prescribed for payment of the
tax or installment thereof for which the
extension is desired, or on or before the
date or dates prescribed for payment in
any prior extension granted.

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
exceeding 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 as-
sessed in connection therewith in ac-

cordance with the terms of the extension
granted, and shall be executed by a
surety company holding a certificate of
authority from the Secretary of the
Treasury as an acceptable surety on
Federal bonds, and shall be subject to
the approval of the Commissioner. In
lieu of such a, bond, the taxpayer may
file a bond secured by deposit of bonds
or notes of the United States equal in
their total par value to an amount not
exceeding double the amount of the tax,
or installment thereof, (See section
1126 of the Revenue Act of 1926, as
amended, paragraph 35 of the Appendix
to these regulations.) A request by the
taxpayer for an extension of time for the
payment of one installment does not op-
erate to procure an extension of time fbr
payment of subsequent installments,
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 thq
payment should have been made If no
extension had been granted until the ex-
piration of the period of the extension,
(See section 295.)

ART. 56-3. When fractional part of
cent may be disregardede.-In the pay-
ment of taxes a fractional part of a
cent shall be disregarded unless it
amounts to one-half cent or more, in
which case It shall be increased to 1 cent,
Fractional parts of a cent should not be
disregarded in the computation of taxes,

ART. 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 sufflicient re-
ceipt. In the case of payments in cash,
however, the taxpayer should in every
Instance require and the collector should
furnish a receipt.

sEc. 57. Examination of return and deter.
minaiam of tax.-As soon as practicable
after the return Is iled the Commissioner
shall examine It and shall determine the
correct amount of the tax.

ART. 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 deter-
mined under such procedure as may be
prescribed from time to time by the
Commissioner. (See section 272.)

SEc. 58. Additions to tax and pcnaltlcs-
(a) For additions to the tax In case of neg-
ligence or fraud In the nonpayment of tax
or failure to file return therefor, see Supple-
ment M.

(b) For criminal penalties for nonpaymenU
of tax or failure to file return therefor, oo
section 145.

SEc. 59. Administrative procecdinqs,-For
administrative proceedings In respect of the
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nonpayment or overpayment of a tax im-
posed by this title, see as foUows:

(a) Supplement L, relating to assessment
and collection of deficiencies.

(b) Supplement M, relating to interest
and additions to tax.

(c) Supplement N, relating to claims
against transferees and fiduciaries.

(d) Supplement 0, relating to overpay-
ments.

CHAPTER IX

Miscellaneous Provisions

Part VI-Miscellaneoub Provisions
Sm. 61. Laws made applicable-All ad-

ministrative, special, or stamp provisions of
law, including the law relating to the as-
sessment of taxes, so far as applicable, are
hereby extended to and made a part of
this title.

Sm. 62. Rules and fegulations.-The Com-
missioner, with the approval of the Secre-
tary, shall prescribe and publish all needful
rules and regulations for the enforcement
of this title.

SEC. 63. Taxes in lieu of taxes under 1936
Act.-The taxes imposed by this title and
Title IA shall be in lieu of the taxes im-
posed by Titles I and IA of the Revenue
Act of 1936, as amended.

[Chapters X-XXXIII (Supplemental
Provisions, Subtitle C of Title I) will
appear in the "Federal Register" for Sat-
urday, February 11, 1939. Chapters
XX ,iV-XXXVII and the Appendi
will appear in the "Federal Register" for
Tuesday, February 14, 1939.1

[SEAL] Guy T. HELVERING,
Commissioner of Internal Revenue.
Approved, February 7, 1939.

I. MORGENTHAU, Jr.
Secretary of the Treasury.

[F. R. Doe. 39-450; Filed, February 7, 1939;
4:01 p. m.]

Notices

TREASURY DEPARTMENT.

Federal Alcohol Administration Divi-
sion.

PURCHASING CAPITAL STOCK IN RETAIL
CORPORATION

FEBRUARY 8, 1939.
To all Industry Members:

The Administration is in receipt of in-
quiries from the trade as to whether or
not, under the Federal Alcohol Adminis-
tration Act, industry members subject to
the Administration's jurisdiction may ac-
quire and hold stock in a corporation en-
gaged in business as a retail liquor dealer.
In view of the fact that the acquisition of
a part of the capital stock of a corpora-
tion engaged in retailing alcoholic bever-
ages would automatically convey to the
purchaser thereof an interest in the prop-
erty of the retailer, the Administration
has concluded that the provisions of sec-
tion 5 (b) of the Federal Alcohol Admin-
istration Act would be applicable to such
transactions.

It follows that if the acquiring or hold-
ing of such an interest operates to affect
the purchasing policies of the retail cor-
poration, in the manner proscribed by

the statute, a violation of the statute
would result.

[SEAL] W. S. ALrANDmn,
Afministrator.

[P. n. Doc. 39-466: Filed, February 8, 1939;
3:55 p. M.]

DEPARTMENT OF AGRICULTURE.

Agricultural Adjustment Administra.
tion.

[NCR-as5-JI
1939 JoNEs Couryz, Souvn D.%orA,

RANGE Co s TIvAOuN ProoR= BULL:-
TINl

Coz.=-T3s
Smnoro I. Range-Building Allowance.

II. Payment for Full Performance.
IIL Conditions of Payment.
IV. Changes in Leasing Arrangement-

and Other Devices.
V. Eligibility for Payment.

VI. Payment Restricted to Effectua-
tion of the Purpac of tho
Program.

VIL Payments Computed and Made
Without Regard to Claims.

VyII. Increase In Small Payments.
IX. Payments Limited to $10.000.
X. Deductions for Association Ex-

penses.
Xr. Assignments.

XII. Establishment of Graning Ca-
pacities.

XIII Establishment of Range-Building
Goals.

XIV. Appeals.
XV. State and Regional Bulletins, In-

structions, and Forms.
XVI. Definitions.

This bulletin sets forth provisions for
continuing the special range conserva-
tion program administered in Jones
County, South Dakota, In 1938 as the
first of three years during which the
program was designed to operate.
-That program prescribed "provisions
for establishing an individual range-
building goal to be attained as quickly
as possible and at least by the end of
three years, and yearly cumulative
goals which should be attained by the
end of each respective year and which
accumulate to equal the three-year
range-building goal. Subject to the pro-
visions of this bulletin and within the
yearly range-building allowance, pay-
ment will be made for the attainment
of these separate yearly goals. Goals in
all cases include the retention of 20 per-
cent of the annual growth of palatable
forage at the end of the grazing season,
the showing of performance of a desig-
nated quantity of practices listed in this
bulletin, and may include at the dis-
cretion of the committee the perform-
ance of additional nonlisted range-
building practice considered esental to
the conservation of the range land in
the ranching unit. All payments are
contingent upon the attaining of the
yearly cumulative goal; there is no pro-
vision for partial performance. For
those ranches for which the number of
units of listed practices in the cumulative
goal for the year in question Is no larger
than the number of units of such prac-
tices in the cumulative goal for the pre-

vlous year, a payment of 75 percent of
the annual range-building allowance will
be made, provided the requirements of
the goal for that year are met."

Pursuant to the authority vested in
the Secretary of Agriculture under Sec-
tions 7 to 17, inclusive, of the Soil Con-
servation and Domestic Allotment Act
(49 Stat. 1148), as amended, and in con-
nection with the effectuation of the pur-
poaes of Section 7 (a) of said Act in
1939, payments will be made for partici-
pation in the 1939 Jones County Range
Conservation Prcgra in accordance
with the provisions hereof and such
modifications therof or other revisions as
may hereafter be made.

The provisions of this program are
necezzarily subJect to such legislation
affecting said program as the Congress
of the United States may hereafter en-
act; the making of the payments herein
provided is contingent upon such appro-
priaton as the Congrecs may hereafter
provide for such purpose; and the
amounts of such payments will neces-
sarily be within the limits finally deter-
mined by such appropriation, the appor-
tionment of such appropriation under
the provisions of the Soil Conservation
and Domestic Allotment Act, as amended,
and such payments may be Increased or
decreased by not more than 10 percent,
depending upon the extent of participa-
tion in the 1939 Range Conservation
Program.

The provisions of the 1939 Jones
County, South Dakota, Range Conserva-
tion Program contained in this Bulletin
are not applicable (1) to counties other
than Jones County, South Dakota, and
(2) to public domain of the United
States, and other lands in which the
beneficial ownership is in the United
States.

The provisions of this bulletin are to
be renewed in 1940 except n case the
Agricultural Adjustment Administration
finds that (1) the national range pro-
gram has been modified in such man-
ner as to adopt the essential provisions
of the Jones County, South Dakota, Pro-
gram or Is otherwise modified in such
manner as to indicate a continuation of
the Jones County Program is unnecessary
or undesirable, or (2) the resulting per-
formance under this program has proven
It Is not administratively feasible, and
that it is not contributing to the im-
provement of the national range pro-
gram, or for other reasons indicates its
continuation is undesirable, or (3) mcdi-
fications of the Soil Conservation and
Domestic Allotment Act, as amended, or
the Agricultural Adjustment Act of 1938,
as amended, are such as to prohibit its
continuation, or are such as to indicate
Its continuation is not administratively
advisable.

SECTioN I. Range-buiding allowance.-
The range-building allowance shall be
$1.40 times the grazing capacity (ex-
pressed as animal units) of the range
land in the ranching unit, provided, that
this Item sball not be calculated on more
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Washington, Saturday, February 11, 1939

The President

EXECUTIfVE ORDER

AUHOMZnG THE APPOUINENT OF FED-
ERICK MORGM DAVENPORT TO A CLASSI-

ED POSIrON HI THE CIVL SERVICE
CosMssIoN a IMNATnTG HM AS
A MERER AM CHAMUnN OF T3E COUN-
OIL OF PERSOmL ADT TrAToN

By virtue of and pursuant to the
authority vested In me by paragraph
Eighth, subdivision SECOND, section 2
of the Civil Service Act (22 Stat. 403,
404), and as President of the United
States, it Is hereby ordered that Freder-
ick Morgan Davenport may be appointed
to a classified position in the Civil Serv-
ice Commission; and I hereby designate
the said Frederick Morgan Davenport as
a member and Chairman of the Coun-
c I of Personnel Administration estab-
lished by section 7 of Executive Order
No. 7916 of June 24, 1938,1 such desig-
nation to become effective upon his ac-
ceptance of the appointment herein
authorized.

FwusIND ROOSEVELT
TEm WEE HOUSE

February 8, 1939.

[No. 80451

IF. R? Doc. 39-476; lIed. February 9, 1939;
2:49p.m.]

Rules, Regulations, Orders

TITLE 16-COMERCIAL PRACTICES

FEDERAL TRADE CODMKSSION

[Docket Io. 32321

IN TE Bt T ER OF oAERCAN OPTICAL
COLMANY ET AL.

SEc. 3.45 (e) (2) Discriminating in
2ce- Imirect discrimination -Cumu-
lative fscounts. - Discriminating in
price, in connection with distribution
and sale of optical and ophthalmic prod-
ucts in commerce bet~een the states and

13 F.R. 1526DI.

in District of Columbia, and on the part
of respondent association and respond-
ent corporatlon, their officers, etc., be-
tween different purchasers of such
products of like grade and quality, by
(a) granting or allowing, under re-
spondents' "big dealer" (retailer) dis-
count plan, cumulative or volume dis-
counts on stock lenses, frames and
mountings (Items or types in greatest
demand and making up bulk of pur-
chases of respondents' customers), on
basis certain monthly or yearly aggre-
gate purchases of all Items Included,
whether themselves Subject or not to
such discounts, and irrespective of ize
or number of orders thus aggregated,
and including among Said Items last re-
ferred to as not themselves subject to
such discounts, prescription purchases
and purchase of machinery and oph-
thalmological equipment; or by (b) con-
tinuing in effect, as described, respond-
ents' "big dealer" (retailer) discount
plan, differentials of which plan failed
to make only due allowances for or to
bear any consistent relation to differ-
ences, If any, in cost of sale or delirory
of stock merchandise resulting from the
differing quantities in which sale and
delivery is made to different cuztomers
under said plan; with result that, while
substantial number of respondents' cus-
tomers were able to secure dLcounts
provided in their "big dealer" discount
schedule, many other customers, ca-
gaged in competition with such "big
dealers" In use and sale of respondents'
said products, did not receive benefit of
such discounts, and with result that ef-
fect of such discrimination In price had
been to injure and might be to injure,
destroy or prevent competition with re-
spondents' retailer customers receiving
benefit of such dis rimination, and -f-
fect thereof was and might be sub-
stantially to lessen competition or tend
to create a monopoly In the line of com-
merce in which respondents were en-
gaged, or to injure, destroy or pre-
vent competition with respondents in
both the wholesale and manufacturing
fields; prohibited. (Sec. 2 (a), 59 Stat.
1526; 15 U. S. C., Supp. IV, Sec. 13 (a))
[Cease and desist order, American Op-
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THE PRESIDENT

Esecutive Order:
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gan Davenport; designation
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of Council of Personnel Ad-
minLstration

RULES, REGULATIONS.
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Trrr= 16-CZE=.uAac PEACrxcrS:
Federal Trade Commission:

Cease and dezIst orders:
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et aL-- -- _
TTl-- 17-Co' onnz Aim Szcu r-
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TITLE 26-INTERNAL REVENUE

BUREAU OF INTERNAL REVENUE
[Regulations 101]

Ixcosm TAX UNDER THE Rzvzwu ACT or
1938

EThe Table of Contents ancl Chapters
I-IX appeared in thes Federal Register
for Friday, February 10, 1939.1

CHAPTER X

Corporations Exempt From Tax

Subtitle C-Supplemental Provisions,
Supplement A-Rates of Tax (Supple-
mentary to Subtitle B, Part I)
Szc. 101. Exemptions from tax on corpo-

rations.-The following organizations shall
be exempt from taxation under this title--

ART. 101-1. Proof of exemptio.-A
corporation is not exempt merely be-
cause It is not organized and operated for
profit. In order to establish its exemp-
tion and thus be relieved of the duty of
filing returns of income and paying the
tax, it is necessary that every organiza-
tion claiming exemption file an affidavit
with the collector of the district in which
it is located, 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
inure to the benefit of any private share-
holder or individual, and in general all
facts relating to its operations which
affect its right to exemption. To such
affidavit should be attached a copy of the
charter or articles of incorporation, the
by-laws of the organization, and the
latest financial statement, showing the
assets, liabilities, receipts, and disburse-
ments of the organization. The words
"private shareholder or individual" in
section 101 refer to individuals having a
personal and private interest in the ac-
tivities of the corporation. Although re-
ligious or apostolic associations or corpo-
rations exempt under section 101 (18)
are relieved from paying the tax, they
are required to file returns of income (see
article 101 (18)-1).

In the case of the particular classes
of organizations listed below, the fol-
lowing additional information should be
embodied in or attached to, and made a
part of, the affidavit referred to above:

(1) Fraternal beneficiary societies,
orders, or associations: (a) The num-
ber of subordinate lodges in active op-
eration, (b) whether periodical meetings
are actually held;

(2) Building and loan associations and
cooperative banks: These associations
and banks shall submit the information
required by Questionnaire, Form 1027,
copies of which may be obtained from
any collector;

(3) Corporations, community chests,
funds, or foundations claiming exemp-
tion under section 101 (6): To what ex-
tent the activities of the organization in-

volve carrying on propaganda, or other-
wise attempting, to influence legislation;

(4) Educational organizations: In ad-
dition to the information called for in
(3) above, whether any of the sharehold-
ers are paid by the organization, and if
so, the reason for each such payment
and the amount thereof;

(5) Hospitals: In addition to the in-
formation called for in (3) above,
whether part-pay or non-pay patients
are, accepted and whether the amounts
paid by part-pay patients are more than
nominal;

(6) Business leagues: (a) A statement
of the services performed for members,
(b) a statement of the services performed
for nonmembers;

(7) Clubs: The income received from
the use of the facilities by the general
public;

(8) Benevolent life insurance associa-
tions: (a) The number of counties in
which the association accepts risks, (b)
copies of the policies or certificates of
membership;

(9) Mutual insurance companies: (a)
Copies of the policies or certificates of
membership; (b) if any substantial
amount of income is claimed to be held
for the payment of losses or expenses, a
statement based upon a reliable table of
loss experience demonstrating that the
amount so held for the payment of losses
is reasonably necessary; or in the case of
expenses, a statement based upon relia-
ble statistics showing that the expenses
were incurred or that in all probability
they will be incurred;

(10) Farmers' cooperative associa-
tions: These associations shall submit
the information required by Question-
naire, Form 1028, copies of which mAy
be obtained from any collector;

(11) Holding companies: (a) The
name of the organization for which it
holds title, (b) the information necessary
to establish the exemption, under sec-
tion 101, of the organization for which
title is held.

The collector, upon receipt of the
affidavit and other papers, will forward
them to the Commissioner for decision
as to whether the organization is ex-
empt.

When an organization has established
its right to exemption, it need not there-
after 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. But see article 101
(18)-1 with respect to religious or apos-
tolic associations or corporations. Col-
lectors will keep a list of all exempt
corporations, to the end that they may
occasionally inquire into their status and
ascertain whether or not they are ob-
serving the conditions upon which their
exemption is predicated.

The exemption under section 101 re-
ferred to In this article and articles 101
(2)-i to 101 (13)-i from filing returns

of Income does not apply to returns of
information (see sections 147 to 149),

[SEc. 101. Exemptions from tax on corpora-
tions.]

[The following organizations shall be eX-
empt from taxation under this title--]

(1) Labor, agricultural, or horticultural
organIzations;

ART. 101 (1)-1. Labor, agricultural, and
horticultural organizations.-The organ-
izations 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 develop-
ment of a higher degree of effiiency In
their respective occupations.

Organizations such as county fairs and
like associations of a quasi publiq char-
acter, which are designed to encourage
the development of better agricultural
and horticultural products through a sys-
tem 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, asso-
ciations 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 agricultural or horti-
cultural products for profit are not ex-
empt from tax.

[SEc. 101. Exemptions from tax an corpo-
rations.l

[The following organizations shall be ex-
empt from taxation under this titlo-I

(2) Mutual savings banks not having a
capital stock represented by shares;

ART. 101 (2)-1. Mutual savings
bancs.-In order that a corporation may
be entitled to exemption as a mutual sav-
ings bank, it must appear that It Is an
organization-

(1) Which has no capital stock rep-
resented by shares, and

(2) 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
incorporated or be under public super-
vision, 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 desig-
nated class of individuals, such as em-
ployees of a single corporation, without
losing its exempt status.

[Src. 101. Exemptions from tax on corpo-
rations.)

[The following organizations shall be
exempt from taxation under this title--I
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(3) Fraternal beneficlary societies, orders,
or associations, (A) operating under the
lodge system or for the exclusive benefit of
the members of a fraternity itself operating
under the lodge system; and (B) providing
for the payment of life, sick, accident, or
other benefits to the members of such society.
order, or association or their dependents;

ART. 101 (3)-1. Fraternal beneficiary
socie.--A fraternal beneficiary society
is exempt from tax only if operated under
the "lodge system," or for the exclusive
benefit of the members of a society so
operating. "Operating under the lodge
system" means carrying on its activities
under a form of organization that com-
prises local branches, chartered by a
parent organization and largely self-
governing, called lodges, chapters, or the
like. In order to be exempt it is also
necessary that the society have an estab-
lished system for the payment to its
members or their dependents of life, sick,
accident, or other benefits.

[SBEc. 101. Exemptios from tax on cor-
porations.]

[The following organizations shall be ex-
empt from-taxation under this title-]

(4) Domestic building and loan associa-
tions substantially all the business of which
is confined to making loans to members;
and cooperative banks without capital stock
organized and operated for mutual purposes
and without profit;

ART. 101 (4)-1. Building and loan as-
sociations and cooperative banks.-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.

Cooperative banks without capital
stock organized and operated for mu-
tual purposes and without profit are
exempt. Credit unions such as those
organized under the laws of Mlassachu-
setts, being in substance and in fact the
same as cooperative banks, are likewise
exempt from tax.

[Sm. 101. Exemptions from tax on cor-

[The following organizations shall be ex-
empt from taxation under this title-]

(5) Cemetery companies owned and oper-
ated exclusively for the benefit of their
members or which are not operated for
profit; and any corporation chartered solely
for burial purposes as a cemetery corpora-
tion and not permitted by its charter to
engage in any business not necessarily in-
cident to that purpose, no part of the net
earnings of which Inures to the benefit of
any private shareholder or individual;

ART. 101 (5)-1. Cemetery companies.-
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.

Any cemetery corporation chartered
solely for burial purposes and not per-
mitted 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 requirements
of the Act may be exempt, even though
it issues preferred stock entitling the
holders to dividends at a fixed rate, not
exceeding the legal rate of Interest in the
State of incorporation, 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
incorporation 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 re-
tirement of preferred stock shall be used
by the company for the care and Im-
provement of the cemetery property.

[Smc. 101. Elcmptions from tax oa coypo-
ration.]

[The following organizations rhall b ex-
empt from taxation under this title-]

(6) Corporation,, and any community
chest, fund, or foundation, organlzsd and
operated exclusively for religlous, charitable,
scientific, literary, or educational purpozzz.
or for the prevention of cruelty to children
or animals, no part of the not earniing of
which inures to the bnefit of any private
shareholder or Individual, and no cubatantlal
part of the activities of which Is carrying
on propaganda, or othcrwise attempting, to
influence legilation;

ART. 101(6)-i. ReligioUs, charitable,
scientific, literary, and cducational or-
ganizations and community chests.-In
order to be exempt under section 101 (6),
the organization must meet three tests:

(1) It must be organized and oper-
ated exclusively for one or more of the
specified 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.

troverdial or p2ti-an propaganda is not
an educational organization within the
meaning of the Act. However, the pub-
lication of books or the giving of lac-
turw advocating a cause of a contra-
verxal nature shall not of itself be suf-
ficient to deny an organization the ex-
emptlon, if carrying on propagand-, or
otherwie attempting, to influence legis-
lation form no substantial part of its
activities, its principal purpose and sub-
ztantlaly all of Its activities being clearly
of a nonpartisan, noncontroversial, and
educational nature.

Since a corporatlon to be exempt un-
der section 101 (6) must be organizad
and operated exclusively for one or more
of the specified purposes, an organiza-
tion which has certain religious purposes
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 organiza-
tion. See section 101 (18) as to religious
or apostolic associations or corporations.

A corporation otherwise exempt under
section 101 (6) does not lose Its status
as an exempt corporation by receivlng
income such as rent, dividends and inter-
est from Investments, provided such in-
come Is devoted exclusively to one or
more of the purposes specified in that
section.

Money contributed by members of an
organization to a common fund to be
applied to the relief of the particular
members of the organization or their
families when in sickness, unemployed, in
want, or under other disability, is not-a
charitable fund.

1 SC. 101. ExCMp~tlon from tax on eorvcra-

The following organization3 shall be ex-
empt from taxation under ths titl.-

(7) BuslJn= leagum, chambers of com-
merce, real--;tate boards, or boards of trade,
not organizsd for profit and no part of the
net earnings of which Inure to the benefit
or any private char holder or individual;

Corporations organized and operated chambe of commzerce, real estate
exclusively for charitable purposes con- boards, and boards of trade.-A busi-
prise, in general, organizations for the nc.s league Is an a=ociation of person
relief of the poor. The fact that a cor- having some common business interest,
poraton established for the relief of in- the purpose of which is to promote such
digent persons may receive voluntary common Interest and not to engage in
contributions from the persons intended a regular business of a kind ordinarily
to be relieved will not necessarily de- carried on for profit. It is an organi-
prive it of exemption. zation of the same general class as a

An educational organization within the chamber of commerce or board of trade.
meaning of the Act Is one designed pri- Thus Its activites should be directed to
manly for the improvement or develop- the improvement of business conditions
ment of the capabilities of the individ- of one or more lines of business as dis-
ual, but, under exceptional circum- tingulohed from the performance of pear-
stances, may include an aszocation ticular services for individual persons.
whose sole purpose is the instruction of An organization whose purpose is to en-
the public, or an asoiation whoZe pri- gage in a regular business of a kind
mary purpose is to give lectures on sub- ordinarily carried on for profit even
jects useful to the individual and bone- though the business Is conducted on a
ficial to the community, even though an cooperative basis or produces only suf-
association of either class has Incidental ficient income to be self-pustalning, Is
amusement features. An organizatin not a business league. An association
formed, or availed of, to disseminate con- engaged in furnishing information to
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prospective investors, to enable them to
make sound investments, is not a busi-
ness 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 law and is not ex-
empt from tax.

[SEc. 101. Exemptions from tax on corpo-
rations.]

[The following organizations shall be ex-
empt from taxation under this title-]

(8) Civic leagues or organizations not or-
ganized for profit but operated exclusively
for the promotion of social welfare, or local
associations of employees, the membership
of which is limited to the employees of a
designated person or persons in a particular
municipality, and the net earnings of which
are devoted exclusively to charitable, edu-
cational, or recreational purposes;

ART. 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 Act pre-
scribes as conditions to exemption (1)
that the membership of such an associa-
tion be limited to the employees of a
designated person or persons in a par-
ticular municipality, and (2) that the
net earnings of the association be de-
voted exclusively to charitable, educa-
tional, or recreational purposes. See
article 101 (6)-1 with reference to the
meaning of "charitable" and "educa-
tional" and article 101 (10)-i as to the
meaning of "local" as used in the Act.

[Sac. 101. Exemptions from tax on corpo-
rations.]

[The following organizations shall be ex-
empt from taxation under this title--]

(9) Clubs organized and operated exclu-
sively for pleasure, recreation, and other
nonprofitable purposes, no part of the net
earnings of which inures to the benefit of
any private shareholder;

ART. 101 (9)-1. Social cluDs.--he ex-
emption 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 agricul-
ture or horticulture, or in the sale of
real estate, timber, etc., for profit, such
club Is not organized and operated ex-
clusively for pleasure, recreation, or
social purposes. Generally, an incidental
sale of property will not deprive the club
of the exemption.

[Sac. 101. Exemptions from tax oa corpo-
rations.]

[The following organizations shall be ex-
empt from taxation under this title-]

(10) Benevolent life Insurance associations
of a purely local character, mutual ditch or
Irrigation companies, mutual or cooperative
telephone companies, or like organizations;

but only if 85 per centum or more of the
income consists of amounts collected from
members for the sole purpose of meeting
losses and expenses;

ART. 101 (10)-l. 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 issue policies for stipu-
lated cash premiums, or if it requires
advance deposits to cover the cost of the
insurance and maintains investments
from which more than 15 percent of its
income is derived, it is not entitled to
exemption. On the other hand, an or-
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 or-
ganizations specified in section 101 (10).
It applies, however, to any organization
seeking exemption on the ground that it
is an organization similar to a benevo-
lent life insurance association. An or-
ganization of a purely local character is
one whose business activities are con-
fined to a particular community, place,
or district, irrespective, however, of po-
litical subdivisions. If the activities of
an organization are limited only by the
borders of a State it cannot be consid-
ered to be purely local in character.

[SEc. 101. Exemptions from tax on corpo-
rations.]

[The following organizations shall be ex-
empt from taxation under this title--]

(11) Farmers' or other mutual hail, cy-
clone, casualty, or fire insurance companies
or associations (including interinsurers and
reciprocal underwriters) the income of which
is used or held for the purpose of paying
losses or expenses;

ART. 101 (11)-1. Farmers' or other
mutual hail, cyclone, casualty, or fire
insurance companies or associations.-
To be exempt under section 101 (11) the
business of the organization must be
purely mutual and its income must be
used or held solely for the purpose of
paying losses or expenses. Neither the
extent of the territory in which the com-
pany may properly operate nor the fact
that it accepts premium deposits instead
of assessments is decisive as to its ex-
emption. The writing of nonmutual In-
surance regardless of amount will deprive
a company of the exemption.

The term "casualty" as used in section
101 (11) is limited to those forms of in-
demnity insurance providing for pay-
ment of loss or damage to property or
personal injury to third persons resulting
from accident or some such unantici-
pated contingency other than fire or the

elements, and does not Include indemnity
from loss through accident resulting In
bodily injury to, or death of, the Insured,

[SEc. 101. Exemptions Irom tax on corpo-
rations.]

[The following organizations shall be eX-
empt from taxation under this title--]

(12) Farmers', fruit growers', or like as-
sociations organized and operated on a co-
operative basis (a) for the purpose of mar-
keting the products of members or other
producers, and turning back to them the
proceeds of sales, less the necessary market-
Ing expenses, on the basis of either the
quantity or the value of the products fur-
nished by them, or (b) for the purpose of
purchasing supplies and equipment for the
use of members or other persons, and turn-
ing over such supplies and equipment to
them at actual cost, plus necessary expenses.
Exemption shall not be denied any such
association because It has capital stock, if
the dividend rate of such stock is fixed at
not to exceed the legal rate of interest in
the State of Incorporation or 8 per centum
per annum, whichever is greater, on the value
of the consideration for which the stock
was Issued, and If substantially all such
stock (other than nonvoting preferred stock,
the owners of which are not entitled or
permitted to participate, directly or Indi-
rectly, in the profits of the association, upon
dissolution or otherwise, beyond the fixed
dividends) is owned by producers who mar-
ket their products or purchase their supplies
and equipment through the association: nor
shall exemption be denied any such associa-
tion because there is accumulated and main-
tained by it a reserve required by State
law or a reasonable reserve for any necessary
purpose. Such an association may market
the products of nonmembers In an amount
the value of which does not exceed the value
of the products marketed for members, and
may purchase supplies and equipment -for
nonmembers in an amount the value of
which does not exceed the value of the
supplies and equipment purchased for mem-
bers, provided tleh value of the purchases
made for persons who are neither members
nor producers does not exceed 15 per contum
of the value of all Its purchases. Business
done for the United States or any of Its
agencies shall be disregarded in determining
the right to exemption under this paragraph:

ART. 101 (12)-i. Farmers' cooperative
marketing and purchasing associations.-
(a) Cooperative associations engaged in
the marketing of farm products for
farmers, fruit growers, live-stock 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 and shall not be required to
file returns. For instance, cooperativo
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 Act and Is
not exempt. In other words, nonmem.
ber patrons must be treated the same as
members in so far as the distribution of
patronage dividends Is concerned, that
is, if products are marketed for nonmem-
ber producers, the proceeds of the sale,
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less necessary operating expenses, must stock are not entitled or permitted to
be returned to the patrons from the sale participate, directly or indirectly, in the
of whose goods such proceeds result, profits of the association, upon dissolu-
whether or not such patrons are'mem- tion or otherwise, beyond the fixed dvi-
bers of the association. In order to show dends. The accumulation and mainte-
its cooperative nature and to establish nance of a reserve required by State
compliance with the requirement of the statute, or the accumulation and mainte-
Act that the proceeds of sales, less neces- nance of a reasonable reserve or surplus
sary expenses, be turned back to all for any necessary purpose, such as to
producers on the basis of the products provide for the erection of bullding. and
fumished by them, it is necessary for facilities required in business or for the
such an association to keep permanent purchase and installment of machinery
records of the business done both with and equipment or to retire indebtedness
members and nonmembers. The Act incurred for such purposes, will not de-
does not require, however, that the asso- stroy the exemption. An asoclation will
ciation keep ledger accounts with each not be denied exemption because it mar-
producer selling through the association. kets the products of nonmembers, pro-
Any permanent records which show that vided the value of the products marketed
the association was operating during the for nonmembers does not exceed the
taxable year on a cooperative basis in value of the products marketed for mem-
the distribution of patronage dividends bers. Anyone who shares in the profits
to all producers will suffice. While under of a farmers' cooperative marketing asso-
the Act patronage dividends must be paid ciatlon, and is entitled to participate in
to all producers on the same basis, this the management of the association, must
requirement is complied with if an asso- be regarded as a member of such associa-
ciation, instead of paying patronage divi- tion within the meaning of section 101
dends to nonmember producers in cash, (12).
keeps permanent records from which the (b) Cooperative associations engaged
proportionate shares of the patronage in the purchasing of supplies and equip-
dividends due to nonmember producers ment for farmers, fruit growers, live-
can be determined, and such shares are stock growers, dairymen, etc., and turn-
made applicable toward the purchase Ing over such supplies and equipment to
price of a share of stock or of a mem- them at actual cost, plus the necessary
bership in the association, operating expenses, are exempt. The

An association which has capital stock term "supplies and equipment" as used
will not for such reason be denied exemp- in section 101 (12) includes groceries
tion, (1) if the dividend rate of such stock and all other goods and merchandise used
is fixed at not to exceed the legal rate of by farmers in the operation and main-
interest in the State of incorporation or tenance of a farm or farmer's household.
8 percent per annum, whichever is The provisions of (a) relating to a re-
greater, on the value of the considera- serve or surplus and to capital stock
tion for which the stock was issued, and shall apply to associations coming under
(2) if substantially all of such stock this paragraph. An association which
(with the exception noted below) is purchases supplies and equipment for
owned by producers who market their nonmembers will not for such reason be
products or purchase their supplies and denied exemption, provided the value of
equipment through the association. Any the purchases for nonmembers does not
ownership of stock by others than such exceed the value of the supplies and
actual producers must be satisfactorily equipment purchased for members, and
explained in the association's application provided the value of the purchases made
for exemption. The association will be for nonmembers who are not producers
required to show -that the ownership of does not exceed 15 percent of the value
its capital stock has been restricted as of all its purchases.
far as possible to such actual producers. (c) In order to be exempt under either
If by statutory requirement all officers of (a) or (b) an association must establish
an association must be shareholders, the that it has no net income for Its own
ownership of a share of stock by a non- account other than that reflected in a
producer to qualify him as an officer will reserve or surplus authorized in (a).
not destroy the association's exemption. An association engaged both in market-
Likewise, if a shareholder for any reason ing farm products and in purchasing
ceases to be a producer and the associa- supplies and equipment is exempt if as
tion is unable, because of a constitutional to each of its functions It meets the re-
restriction or prohibition or other reason quirements of the Act. Business done
beyond the control of the association, to for the United States or any of Its agen-
purchase or retire the stock of such non- cies shll be disregarded in determining
producer, the fact that under such cir- the right to exemption under section 101
cumstances a small amount of the out- (12) and this article. An association to
standing capital stock is owned by share- be entitled to exemption must not only
holders who are no longer producers will be organized but actually operated in
not destroy the exemption. The restric- the manner and for the purposes pecl-
tion placed on the ownership of capital fled in section 101 (12).
stock of an exempt cooperative associa- (W) Cooperative organizations engazcd
tion shall not apply to nonvoting pre- in occupations dissimfla from thoze of
ferred stock, provided the owners of such farmers, fruit growers, and the like, such

No. 29- 2

as marketing building materials, are not
exempt,

[Sxc. 101. Exempth3 from tan or, corora-

[The followIng organIzations Eliall be ex-
cmpt from taxation under this titI -I

(13) Corpirations organiz d by an ass-ci-
tion cempt under the provizlons of para-
graph (12), or member. thereof, for the pur-
p:a of financing the ordinary crop opera-
tions of such, m=mb=r or other p c:usrs.,
and operated In conjunctlon ;Ith such area-
clation. 1iemptlon chall not be denied any
such corporatlon becauze it h- capitoal sto-.7
If the dividend rate of such stock is fixed at
net to ecxced the legal rate of Interest in the
State of Incorporatlon or 8 par centum per
annum, whichever i gr e ater. on the -clue
of the conzIderatIon for which the stcc2: was
issued, and If substantially all such ztce-
(other than nonvoting preferred stos2ic the
owner of whIch are not entitled or per-
mltted to participate, directly or Indirectly,
In the profits of the corporation, up= dl-
colutlon or otherwise, beyond the fixed divi-
dends) b owned by such assocIatlon, or
memberG thereof; nor shall exemption be
denied any cuch corporation beauze there
Is accumulated and maintaln by it a re-
carv required by State law or a reazonable
reserve for any necezary purpose;

AnT. 101 (13)-1. Corporatiorns orga fzed
to finance crop operations.--Corpora-
Hions 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 as-oclation is exempt under
scction 101 (12), and the financing cor-
poration is operated in conjunction with
the marketing or purchasing association.
The provisions of artlcle 101 (12)-i re-
lating to a rcserve or surplus and to cap-
Ital St',L- dhall. also apply to corpora-
tlions coming under this article.

I[=. 101. Ezcmpffos. from tax on corpora-

[The follow-ing organizatons shall be ex-
empt ffrQM taxatfon under this title---I

(14) Corponatlons organlid for the excu-
sive purp e of holding title to pro '-y, coi-
lcting Income therefrom. and turning over
the entire amount thereof, lezs expe-se, to
an organization which it-elf Is ecmpt from
the tax impozed by this title;

J1) CorporatIono orCanized under Act of
Congress, If such corporations are instu-
mentalities of the UnIted States and if, un-
der such Act, a- amendcd and supplemented,
-uch corporations are exempt from Federal
income taxes;

(10) Voluntary employaes' beneficiary as-
seolations providing for the payment of life,
Ich, accident, or other beefit3 to the m-m-

bher of such aoclation. or th2ir dependents,
If (A) no part of their net earnin.,s Inures
(other than through Luch ayments) to the
benefit of any private shareholder or Indi-
vidual, and (B) 85 per cantum, or mzze of
the Income con-Lt of amounzt collected
from me mbes for the cole purpcs of m--
Ing such payments and meting exp=nz_;

(17) Te chers' retirement fund asocla-
tlino of a purely local character, if (A) no
Part their net eazings Inures (other th=n
throu3h Payment of retirement benefts) to
the- b2ne it of any prvate shareholder or in-
dividual, and (B) the Income cons l -ly
of amounts recaived from public ta.aton,
amount- reccived from ass--7nenta upon the
teacbng saaries of members, and income in
re-pect of inve-tmentz;

(18) llallouz or auctolic a-oclation o
cM _aow, If such as'ciation or corpo-
ratio= have a common tre-a-y or commu-
nity treasury, even, it such ass cijatIons or-
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corporations engage in business for the com-
mon benefit of the members, but only If the
members thereof include (at the time of fil-
ing their returns) in their gross income
their entire pro-rata shares, whether dis-
tributed or not, of the net Income of the
association or corporation for such year.
Any amount so included in the gross income
of a member shall be treated as a dividend
received.

ART. 101 (18)-I. Religious or apostolic
associations or corporations.-Religious
or apostolic associations or corporations
are exempt from taxation under Title I
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 includes (at the time of filing
his return) in his gross income his en-
tire pro rata share, whether distributed
or not, of the net income of the associa-
tion or corporation for the taxable year
of the association or corporation ending
with or during his taxable year. Any
amount so included in the gross income
of a member shall be treated as a divi-
dend received.

Every association or corporation
claiming exemption as a religious or
apostolic association or corporation un-
der the provisions of section 101 (18)
and this article shall make for each
taxable year a return stating specifically
the items of its gross income and deduc-
tions, and its net income, and there shall
be attached to the return as a part
thereof a statement showing the name
and address of each member of the as-
sociation or corporation and the amount
of his distributive share of the net in-
come of the association or corporation
for such year. If the taxable year of
any member is different from the tax-
able year of the association or corpora-
tion, the distributive share of the net
income of the association or corporation
to be included in the gross income of
the member for his taxable year shall be
based upon the net income of the as-
sociation or corporation for the taxable
year of the association or corporation
ending within the taxable year of the
member.

CHAPTER Xi

Corporations Used to Avoid Surtax
SEc. 102. Surtax on corporations improp-

erly accumulating surplus -(a) Imposition
of tax.-There shall be levied, collected, and
paid for each taxable year (in addition to
other taxes imposed by this title) upon the
net income of every corporation (other than
a personal holding company as defined in
Title IA or a foreign personal holding com-
pany as defined in Supplement P) if such
corporation, however created or organized,
Is formed or availed of for the purpose of
preventing the imposition of the surtax
upon its shareholders or the shareholders of
any other corporation, through the medium
of permitting earnings or profits to accumu-
late instead of being divided or distributed,
a surtax equal to the sum of the following:

25 per centum of the amount of the undis-
tributed section 102 net Income not in ex-
cess of $100,000, plus

35 per centum of the undistributed sec-
tion 102 net income in excess of $100,000.

(b) Prima face evfdence.-The fact that
any corporation is a mere holding or in-
vestment company shall be prima facie evi-
dence of a purpore to avoid surtax upon
shareholders.

(c) Evidence determinative of purpose.-
The fact that the earnings or profits of a
corporation are permitted to accumulate be-
yond the reasonable needs of the business
shall be determinative of the purpose to avoid
surtax upon shareholders unless the corpo-
ration by the clear preponderance of the
evidence shall prove to the contrary.

(d) Deftnitions.-As used in this title-

(1) Section 102 net incom.-The term
"section 102 net income" means the net In-
come minus the sum of-

(A) Taxes.-Federal income, war-profits,
and excess-profits taxes paid or accrued dur-
ing the taxable year, to the extent not
allowed as a deduction by section 23, but
not including the tax imposed by this sec-
tion or a corresponding section of a prior
income-tax law.

(B) Disallowed charitable, etc., contribu-
tions.-Contributions or gifts payment of
which is made within the taxable year, not
otherwise allowed as a deduction, to or for
the use of donees described in section 23 (o),
for the purposes therein specified.

(C) Disallowed losses.-Losses from sales
or exchanges of capital assets which are dis-
allowed as a deduction by section 117 (d).

(2) Undistributed section 102 net in-
come.--The term "undistributed section 102
net income" means the section 102 net in-
come minus the basic surtax credit provided
in section 27 (b), but the computation of
such credit under section 27 (b) (1) shall
be made without its reduction by the
amount of the credit provided In section
26 (a), relating to Interest on certain obli-
gations of the United States and Govern-
ment corporations.

(e) Tax oan personal holding companies.-
For surtax on personal holding companies,
see Title IA.

ART. 102-1. Taxation of corporation
formed or utilized for avoidance of sur-
tax.--Section 102 imposes (in addition to
other taxes imposed by Title I) a grad-
uated income tax or surtax upon any
domestic or foreign corporation formed
or availed of to avoid the imposition of
the individual surtax upon its share-
holders or the shareholders of any other
corporation through the medium of per-
mitting earnings or profits to accumu-
late instead of dividing or distributing
them. However, personal holding com-
panies, as defined in Title IA, and
foreign personal holding companies, as
defined in Supplement P, are excepted
from taxation under section 102. The
surtax imposed by section 102 applies
whether the avoidance was accomplished
through the formation or use 'of only
one corporation or a chain of corpora-
tions. For example, if the capital stock
of the M Corporation is held by the N
Corporation so that the dividend distri-
butions of the M Corporation would not
be returned as income subject to the
individual surtax until distributed in
turn by the N Corporation to its indi-
vidual shareholders, nevertheless the
surtax imposed. by section 102 applies
to the iM Corporation, if that corporation
is formed or availed of for the purpose
of preventing the imposition of the in-

dividual surtax upon the Individual
shareholders 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
therefore subject to the surtax with re-
spect 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 corporation 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 in-
directly by any shareholder specified in
(1) or (2). On the other hand, the tax
imposed by section 102 will not apply
even though a foreign corporation,
whether resident or nonresident, derives
income from sources within the United
States, if all of Its shareholders are
nonresident alien Individuals who, by the
application of section 211 (a) as
amended, would not be subject to surtax
with respect to distributions of the cor-
poration if made.

For the computation of the surtax see
article 102-4.

ART. 102-2. Purpose to avoid surtax;
evidence; burden of Proof; definition of
holding or investment company.-The
Commissioner's determination that a
corporation was formed or availed of for
the purpose of avoiding the Individual
surtax Is subject to disproof by compe-
tent evidence. The existence or nonex-
istence of the purpose may be indicated
by circumstances other than the evi-
dence specified In the Act, and whether
or not such purpose was present de-
pends upon the particular circumstances
of each case. In other words, a corpora-
tion is subject to taxation under sec-
tion 102 if It Is formed or availed of
for the purpose of preventing the im-
position of surtax upon shareholders
through the medium of permitting earn.
ings or profits to accumulate, even
though the corporation Is not a mere
holding or investment company and does
not have an unreasonable accumulation
of earnings or profits; and on the other
hand, the fact that a corporation Is
such a company or has such an accumu-
lation is not absolutely conclusive
against it if, by clear and convincing
evidence, the taxpayer satisfies the Com-
missioner that the corporation was
neither formed or availed of for the
purpose of avoiding the individual sur-
tax. All the other circumstances which
might be construed as evidence of the
purpose to avoid surtax cannot be out-
lined, but among other things the fol-
lowing will be considered: (1) Dealings
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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
corporation was not formed or availed
of to avoid surtax upon shareholders.

If the Commissioner determines that
the corporation was formed or availed
of for the purpose of avoiding the indi-
vidual surtax through the medium of
permitting earnings or profits to ac-
cumulate, and the taxpayer contests
such determination of fact by litiga-
tion, the burden of proving the determi-
nation wrong by a preponderance of
evidence, together with the correspond-
ing burden of first going forward with
evidence, is on the taxpayer under prin-
ciples 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 accumulation of
earnings or profits. However, if the
corporation is . mere holding or invest-
ment company, then the Avt gives fur-
ther weight to the presumption of cor-
rectness already arising from the Com-
missioner's determination by expressly
providing an additional presumption of
the existence of a purpose to avoid sur-
tax upon shareholders, while if earnings
or profits are permitted to accumulate
beyond the reasonable needs of the busi-
ness, then the Act adds still more weight
to the Commissioner's determination by
providing that irrespective of whether
or not the corporation is a mere hold-
ing or investment company, the exist-
ence of such an accumulation is deter-
minative of the purpose to avoid sur-
tax up o n shareholders unless the
taxpayer proves the contrary by sucl a
clear preponderance of all the evidence
that the absence of such a purpose is
unmistakable.

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
include, or consist substantially of, buy-
ing and selling stocks, securities, real
estate, or other investment property
(whether upon an outright or a margi-
nal basis) so that the income is derived
not only from the investment yield but
also from profits upon market fluctua-
tions, the corporation shall be considered
an investment company within the
meaning of section 102.

ART. 102-3. Unreasonable acuua-
Pions of rojlt.-An accumulation of
earnings or profits (including the un-

distributed eaminzs or proflts of prior
years) is unreasonable If it Is not re-
quired for the purposes of the busins,
considering all the circumstances of tha
case. It is not intended, however, to pre-
vent accumulations of surplus for the
reasonable needs of the busine if the
purpose is not to prevent the imposition
of the surtax. No attempt is here made
to enumerate all the ways in which earn-
ings or profits of a corporation may be
accumulated for the reasonable needs
of the business Undistributed income
is properly accumulated if retained for
working capital needed by the busines;
or if invested in additions to plant rea-
sonably required by the business; or if
in dceordance with contract obligations
placed to the credit of a sinking fund
for the purpose of retiring bonds issued
by the corporation. The nature of the
investment of earnings or profits is im-
material 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 clze
of the taxable year, and the use of the
undistributed earnings or profits will be
considered in determining the reason-
ableness of the accumulations.

The business of a corporation is not
merely that which It has previously car-
ried 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 al-
though not in legal form the business of
the first corporation. Earnings or profit-
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 of its own
business. Investment by a corporation
of its income in stock and securities of
another corporation is not of itself to
be regarded as employment of the income
in its business. The business of one cor-
poration may not be regarded as includ-
ing the business of another unless the
other corporation Is a mere Instrumen-
tality of the first; to establish this it Is
ordinarily essential that the first corpo-
ration own all or substantially all of the
stock of the second.

The Commissioner, or any collector
upon direction from the CommIsfoner,
may require any corporation to furnimh
a statement of its accumulated earnings
and profits, the name and address of, and
number of shares held by each of its
shareholders, and the amounts that
would be payable to each, if the income
of the corporation were distributed.
(See section 148 (c)J

ART. 102-4- ComPutation of undist ib-
uted section 102 net bnome.-In ascer-
taining the tax basis for corporations

subject to the proisions of section 102,
the '1s ction 102 net income" Is fi t com-
puted. This Is accomplished in the case
of a domestlc corporation by subtractinz
from the corporate net income, as de-
fined in -actions 21 and 204, (a) Federal
Income, vwar-proflts, and excess-profits
taxes paid or accrued during the taxable
year, to the extent not allowed as a de-
duction by section 23 (c), but not includ-
ing the graduated income tax or surtax
imposed by section 102 or corresponding
sections of prior Revenue Acts; (b) con-
tributions or gifts payment of which is
made within the taxable yea, not other-
wise allowed as a deduction, to or for the
use of donees desrnbd in section 23 (o),
for the purposes therein specified; (c)
losses from sales or erchanges of capital
assets which are disalloved as a deduc-
tion by section 117 (d). In the case of a
foreign corporation, whether resident or
nonresident, which files or causes to be
filed a return the "section 102 net in-
come" means the net income from
sources within the United States (gross
income from sources within the United
Statez, as defined in section 119 and the
reg3ulations thereunder, less statutory de-
ductions) minus the amount of the de-
ductions enumerated in (a), (b), and (c)
above. In the case of a foreign corpora-
tion, whether resident or nonresident,
which fles no return the "section 102 net
income" means the Cross income from
sources within the United States, as de-
.fined In section 119, and the regulations
thereunder, without the benefit of the de-
ductions enumerated in (a), (b), and (c)
above, or any other deductions. (See
section 233.)

The "section 102 net income" includes
interezt 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 s.c-
tion 22 (b) (4). The "section 102 net
income" doez not Include interest on
obligations of States or Territories of the
United States or any political subdivision
thereof or of the itrict 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
redit 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 (a), relating to interest on certain
obligations of the United States and Gov-
ernment corporations.

cuZAPrr

Tax on Citizes and Corporations of For-
eign Countr e,--En7;s and Trust Con-
patties-ale of Mi or Gas Proparties
5!:v 103. ?.ac3 of tan on citizens and co-

pomtfotz of certain foreign countrLer.-
Whenever te Prlodent finds tbnt, under the
law1= f any foreign country, eitimans or cr-
p=uttl= of the UnitedLStat ae beng b sb-
jectcd to dLdm~mator or eztrte=ntozka

HeinOnline -- 4 Fed. Reg. 705 1939



FEDERAL REGISTER, Saturday, February 11, 1939

taxes, the President shall so proclaim and the
rates of tax imposed by sections 11, 12, 13, 14,
201 (b), 204 (a), 207, 211 (a), 231 (a), and
362 shall, for the taxable year during which
such proclamation is made and for each tax-
able year thereafter, be doubled in the case
of each citizen and corporation of such for-
eign country; but the tax at such doubled
rate shall be considered as imposed by sec-
tion 11, 12, 13, 14, 201 (b), 204 (a), 207, 211
(a), 231 (a), or 362, as the case may be. In
no case shall this section operate to increase
the taxes imposed by such sections (com-
puted without regard to this section) to an
amount in excess of 80 per centum of the
net income of the taxpayer. Wheiever the
President finds that the laws of any foreign
country with respect to which the President
has made a proclamation under the preced-
ing provisions of this section have been modi-
fied so that discriminatory and extraterri-
torial taxes applicable to citizens and corpo-
rations of the United States have been re-
moved, he shall so proclaim, and the provi-
sions of this section providing for doubled
rates of tax shall not apply to any citizen or
corporation of such foreign country with re-
spect to any taxable year beginning after
such proclamation is made.

SEc. 104. Banks and trust companies.-(a)
Deflnitton.-As used in this section the term
"bank" means a bank or trust company in-
corporated and doing business under the
laws of the United States (including laws
relating to the District of Columbia), of any
State, or of any Territory, a substantial part
of the business of which consists of receiving
deposits and making loans and discounts, or
of exercising fiduciary powers similar to those
permitted to national banks under section
11 (k) of the Federal Reserve Act, as
amended, and which is subject by law to
supervision and examination by State, Ter-
ritorial, or Federal authority having super-
vision over banking institutions.

(b) Rate o1 tax.-Banks shall be taxable
under section 14 (d).

SEc. 105. Sale of oil or gas propertes.--In
the case of a bona fide sale of any oil or
gas property, or any interest therein, where
the principal value of the property has been
demonstrated by prospecting or exploration
or discovery work done by the taxpayer, the
portion of the tax imposed by section 12
attributable to such sale shall not exceed 30
per centum of the selling price of such
property or interest.

ART. 105-1. Surtax on sale of oil or gas
properties.-If the taxpayer by prospect-
ing and locating claims, or by exploring
or discovering undeveloped claims, has
demonstrated the principal value of oil
or gas property, which prior to his efforts
had a relatively minor value, the portion
of the surtax imposed by section 12 at-
tributable 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 property do not con-
stitute an interest in such pyoperty. To
determine the application of section 105
to a particular case, the taxpayer should
first compute the surtax imposed by sec-
tion 12 upon his entire surtax net in-
come, including the net income from any
sale of such property or interest therein,
without regard to section 105. The pro-
portion of the surtax, so computed, in-
dicated by the ratio which the taxpay-
er's net income from the sale of the
property or interest therein, Computed
as prescribed in this article, 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.

In determining the portion of the net
income attributable to the sale of such
oil or gas property or interest therein,
the taxpayer shall allocate to the gross
income derived from such sale, and to
the gross income derived from all other
sources, the expenses, losses, and other
deductions properly appertaining thereto
and shall apply any general expenses,
losses, and deductions (which cannot
properly be otherwise apportioned) rata-
bly 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 ap-
pertaining thereto and less its propor-
tion of any general -deductions, shall be
the net income attributable to such sale.
The taxpayer shall submit with his re-
turn a statement fully explaining the
manner in which such expenses, losses,
and deductions are allocated or appor-
tioned.

SEc. 106. Claims against United States in-
volving acquistion of property.-In the case
of amounts (other than interest) received by
a taxpayer from the United States with re-
spect to a claim against the United States
involving the acquisition of property and
remaining unpaid for more than fifteen years,
the portion of the tax imposed by section 12
attributable to such receipt shall not exceed
30 per centum of the amount (other than
interest) so received.

ART. 106-1. Surtax on certain amounts
received from the United States.-The
method of computation provided for in
article 105-1, relating to the limitation
on surtax on the sale bf oil or gas prop-
erties, shall be applicable in computing,
under section 106, the surtax imposed
by section 12 attributable to certain
amounts received by the taxpayer from
the United States under a claim involv-
ing acquisition of his property. The
surtax limitation provided in section 106
is not applicable to any amount received
from the United States which consti-
tutes interest, whether such .interest
was included in the claim or in any
judgment thereon or has accrued on
such judgment.

CHAPTER XIIm

Gain or Loss-Recognition, Basis,
Determination

Supplement B--Computation of Net In-
come [Supplementary to Subtitle B,
Part II]
SEc. 111. Determination of amount of, and

recognition of, gain or loss.-(a) Computa-
tion of gain or loss-The gain from the sale
or other disposition of property shall be the
excess of the amount realized therefrom
over the adjusted basis provided in section
113 (b) for determining gain, and the loss
shall be the excess of the adjusted basis
provided in such section for determining
loss over the amount realized.

(b) Amount realize--The amount real-
ized from the sale or other disposition of
property shall be the sum of any money
received plus the fair market value of the
property (other than money) received.

(e) Recogntao of pain or Zo=.-In the
case of a sale or exchange, the extent to

which the gain or loss determined under this
section shal be recognized for the purposen
of this title, shall be determined under the
provisions of section 112.

(d) Installment sake.Nothng In this
section shall be construed to prevent (in
the cae of property sold under contract
providing for payment in installments) the
taxation of that portion of any installment
payment representing gain or profit In the
year in which such payment is received,

ART. 111-1. Computation of gain or
loss.-Except as otherwise provided, the
Act regards as Income or as loss sus-
tained, the gain or loss realized from
the conversion of property Into cash, or
from the exchange of property for other
property differing materially either In
kind or in extent. The amount realized
from a sale or other disposition of prop-
erty is the sum of any money received
plus the fair market value of any prop-
erty which is received. The fair market
value of property is a question of fact,
but only in rare and extraordinary cases
will property be considered to have no
fair market value. The general method
of computing such gain or loss Is pre-
scribed by section 111, which contem-
plates that from the amount realized
upon the sale or exchange there shall
be withdrawn a sum sufficient to restore
the adjusted basis prescribed by section
113 (b) and articles 113 (b)-1 to 113
(b) -3 (. e., the cost or other basis
provided by section 113 (a), adjusted
for receipts, expenditures, losses, allow-
ances, and other Items chargeable
against and applicable to such cost or
other basis). The amount which re-
mains after the adjusted basis has been
restored to the taxpayer constitutes the
realized gain. If the amount realized
upon the sale or exchange Is Insufficient
to restore to the taxpayer the adjusted
basis of the property, a loss is sustained
in the amount of the Insufficiency. The
basis may be different depending upon
whether gain or loss Is being computed.

Even though property Is not sold or
otherwise disposed 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
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 thereof
the Act takes no account of It. The
provisions of this paragraph may be il-
lustrated by the following example:

Example: A purchased certain shares
of stock subsequent to February 28, 1913,
for $10,000. On January 1, 1938, A's ad-
justed basis for the stock had been re-
duced to $1,000, by reason of receipts
and distributions described in section
113 (b) (1) (A) and (D). He received
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in 1938 a further distribution of $5,000,
being a distribution described in section
113 (bl (1) (D). This distribution ap-
plied against the adjusted basis as re-
quired by section 113 (b) (1) (D) ex-
ceeds that basis by $4,000. The amount
of the excess, namely, $4,000, is a gain
realized by A in 1938 includible, as a
gain from the stock, in gross income in
his return for that calendar year. In
computing gain from the stock, as in
adjusting basis, no distinction is made
between items of receipts or distributions
described in section 113 (b). If A sells
the stock in 1939 for $5,000, he realizes
in 1939 a gain of $5,000, since the ad-
justed basis of the stock for the purpose
of computing gain or loss from the sale
is zero.

In the case of property sold on the
installment plan, special rules for the
taxation of the gain are prescribed in
section 44.

Sm. 112. Becognifon of gain or loss-(a)
General rule.-Upon the sale or exchange of
property the entire amount of the gain or
loss, determined under section 111, sabll be
reccgnlzed, except as hereinafter provided.
in this section.

ART. 112 (a)-1. Sales or exchages.-
The extent to which the amount of gain
or loss, determined under section 111,
from the sale or exchange of property
is to be recognized is governed by the
provisions of section 112. The general
rule is that the entire amount of such
gain or loss is to be recognized.

An exception to the general rule is
made by section 112 (b) (1) to (5), in-
clusive, 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 Act
provides that such differences shall not
be deemed controlling, and that gain or
loss shall not be recognized at the time
of the exchange. The underlying as-
sumption of these exceptions is that the
new property is substantially a continua-
tion of the old investment still unliqul-
dated; and, in the case of reorganiza-
tions, that the new enterprise, the new
corporate structure, and the new prop-
erty are substantially continuations of
the old still unliquidated.

The Act makes specific provision for
the case in which, in addition to prop-
erty which may be received 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
bcot (see section 112 (c) and (d)), but
no loss of any kind is recognized (see
section 112 (e)).

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 ap-
plication, are strictly construed and do
not extend either beyond the words or
the underlying assumptions and pur-

poses of the exception. Nonrecognition
is accorded by the Act only if the ex-
change Is one which satisfies both (1)
the specific description in the Act of an
excepted exchange, and (2) the under-
lying purpose for which such exchange
is excepted from the general rule. The
exchange must be germane to, and a
necessary incident of, the Investment or
enterprise in hand. The relationship of
the exchange to the venture or enterprise
is always material, and the surroundling
facts and circumstances must be shown.
As elsewhere, the taxpayer claiming the
benefit of the exception must show him-
self within the exception.

To constitute an exchange within the
meaning of section 112 (b) (1) to (5), In-
clusive, the transaction must be a reclp-
rocal transfer of property, as distin-
guished from a transfer of property for
a money consideration only.

See section 112 (b) (6) and (7) with
respect to nonrecognition of gain or loss
upon the receipt of property distributed
in complete liquidation of a corporation
under certain specifically described cir-
cumstances. See sections 112 (b) (8)
and 371 with respect to nonrecognition
of gain or loss upon exchanges and
distributions made in obedience to
orders of the Securities and Exchange
-Commission.

[Sm. 112. Recognition of gain or los.)]
(b) Ezchngcs coicly in kzd.-(l) Prop-

erty hld~c for productire wec or investmcent.-
No gain or loss rhal be recognlzed If prop-
erty held for productive uzse In trade or busi-
ness or for investment (not including stock
in trade or other property held primarily for
sale. nor stocks, bonds, notco, chozez In
action, certificates of truat or beneficial Inter-
est, or other zecurites or evidencrs of In-
debtedness or Interest) is exchanged rolely
for property of a like kind to be held ither
for productive use In trade or business or for
investment.

Ar. 112 (b) (1)-1. Property 7wld for
productive use in trade or business or for
investment.-As used in section 112 (b)
(1), the words "like Idnd" have reference
to the nature or character of the prop-
erty and not to its grade or quality. One
kind or class of property may not., under
this paragraph, be exchanged for prop-
erty 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 a dealer for fu-
ture use or future realization of the In-
crement in value is held for investment
and not primarily for sale.

No gain or loss Is recognized If (1) a
taxpayer exchanges property held for
productive use in his trade or busine,
together with cash, for other proparty
of like kind for the same use, such as a
truck for a new truck or a passenger
autamobile for a new pa-enger auto-
mobile to be used for a like purpose, or
(2) a taxpayer who is not a dealer in
real estate exchane city real estate for
a ranch or farm, or a leasehold of a fee

with 30 yeam or more to run for real
estate, or Improved real estate for u-
Improved real estate, or (3) a taxpayer
exchanges Investment property and cash
for investment proparty of a like kird.

Gain or los Is recoznized if a tax-
payer exchanges (1) Treasury bonds
maturing October 15, 1945, for Treasury
bonds. maturing June 15, 1963, or (2) a
real estate mortgage for bonds of the
Home Owners' Loan Corporation.

[Src. 112. ecayritfon of gafn or to=.]
I1(b) Excharngss co!elr in Y.-fre.-l
(2) Stc:ai for stca': of came corporatim-

lo gain or lc= shafl ba recoznizad if con-
mon afcc_ in a corporation Is ech=.- .d
solely for common stc- in the _am corpa-
ration, or If preferred cstock in a corpora-
tion is exchan-ed solely for preferred c
In the same corpration.

AnT. 112 (b) (2-1. Stoc: for stcel of
the ame corporation.- e exchange,
without the recog-nition 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 ex-
change between two individual stock-
holders. However, the provisions of sec-
tion 112 (b) (2) do not apply if stock
Is exchanged for bonds, or preferred
stock Is exchanged for common stock, or
common stock Is exchanged for preferred
stock, or common stock in one corpora-
tion Is exchanged for common stock In
another corporation.

[Src. 112. R.ecg7zr=o of gain or Zo-.)
I (b) Etcangss co!ely in 7dzd-
(3) Stavc. for stck or reorgao .=ato.-

No gain or loss shall be recgnLzed if stcck
or ccuriftl in a corporation a party to a
reorgmimtIon are, n pmamce of the plan
of rEoranIzation, exchamed aolel% for stcc%
or ccurities in such corpozation or in an-
other corporation a party to the reorganiza-
ton.

(4) Samc-.Gain of corporctim--lo gain
or lc shall be recc-nizad if a corporton
a party to a rcganization exchanges prop-
crty. in pur=uance of the plan of reogani-
raon, s1ely for stck. or securities In
another carportion a party to the reomgan-
Lzatlon.

(5) frcmnfer to ..coratcaint roiod L-y
trasfcror.-No gain or loss shall ba reccrg-
nLz---d if property is tran.ferred to a corgo-
ration by one or more pe ns oLely in ex-
c hang for stck or securities in such
corporation, and Immediately after the ex-
ch2ng such person or per-=o are In control
of the coporatlon; but In the case of an
:zchang by t.o or more p=ao= this
patraga ph shal apply only if the amount
of the -tc-I and rscurit_ received by each
I- cumbtantlflly In proportion to his Inter-s+
in the propcrty prior to the exchange.

AnT. 112 (b) (5)-1. Transfer of Prop-,
erty to corroration contrcled by trans-
fcror.-As used in section 112 (b) (5),
the phrase "one or more pa-sons" In-
cludes individuals, trusts or estates, part-
nerJip3 and corporations (sea s ection
901) ; and to be in "control" of the trans-
feree corporation such pzrson or person
muzt own immediately after the transfer
stock p=-a-ning at least 80 percent ofthe fttl 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 c of stock of
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such corporation. (See section 112 (h).)
The phrase "immediately after the ex-
change" does not necessarily require si-
multaneous 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 expedi-
tion consistent with orderly procedure.

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 1938. He transfers this
property to the M Corporation, a newly
formed company, for all the latter's
capital stock. No gain or loss is recog-
nized on the transaction.

Example 2: C owns a patent right
worth $25,000 and D owns a manufac-
turing plant, worth $75,000. C and D
organize the R Corporation with an au-
thorized capital stock of $100,000. C
transfers his patent right to the R Cor-
poration 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 1938. He transfers the property
to the N Corporation in 1938 for 78 per-
cent of each class of stock of the cor-
poration, the remaining 22 percent of
the stock of the corporation having 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).)

ART. 112 (b) (5)-2. Records to be kept
and information to be filed.-Every per-
son who receives the stock or securities
of a controlled corporation for property
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 trans-
ferred, or of his interest in such prop-
erty, 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. 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.

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, together with a full
statement of the amount of the issued
and outstanding stock and securities of
such controlled corporation immedi-
ately after the exchange and of the
ownership of each transferor of each
class of stock of such controlled corpora-
tion immediately after the exchange
(showing as to each class the number of
shares and percentage owned and the
voting power of each share).

Permanent records in substantial form
shall be kept by every taxpayer who par-
ticipates in a tax-free exchange under
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.

[Sm. 112. Recognition ol gain. or loss.]
[ (b) Exchanges solely ink nd.- ]
(6) Property received by corporation on

complete liquidation of another.-No gain or
loss shall be recognized upon the receipt by
a corporation of property distributed in com-
plete liquidation of another corporation. For
the purposes of this paragraph a distribution
shall be considered to be In complete liquida-
tion only If-

(A) the corporation receiving such prop-
erty was, on the date of the adoption of the
plan of liquidation, and has continued to be
at all times until the receipt of the property,
the owner of stock (in such other corpora-
tion) possessing at least 80 per centum of the
total combined voting power of all classes of
stock entitled to vote and the owner of at
least 80 per centum of the total number of
shares of .all other classes of stock (except
nonvoting stock which is limited and pre-
ferred as to dividends), and was at no time
on or after the date of the adoption of the
plan of liquidation and until thereceipt of
the property the owner of a greater per-
centage of any class of stock than the per-
centage of such class owned at the time of the
receipt of the property; and

(B) no distribution under the liquidation
was made before the first day of the first tax-
able year of the corporation beginning after
December 31, 1935; and either

(C) the distribution is by such other cor-
poration in complete cancellation or redemp-
tion of all its stock, and the transfer Of all
the property occurs within the taxable year;
in such case the adoption by the shareholders
of the resolution under which is authorized
the distribution of all the assets of such cor-
poration in complete cancellation or redemp-
tion of all its stock, shall be considered an
adoption of a plan of liquidation, even though
no time for the completion of the transfer of
the property Is specified in such resolution; or
(D) such distribution Is one of a series of

distributions by such other corporation in
complete cancellation or redemption of all
its stock in accordance with a plan of liqui-
dation under which the transfer of all the
property under the liquidation is to be com-
pleted within three years from the close of
the taxable year during which is made the
first of the series of distributions under the
plan, except that if such transfer is not com-
pleted within such period, or if the taxpayer
does not continue qualified under subpara-
graph (A) until the completion of such
transfer, no distribution under the plan shall
be considered a distribution in complete
liquidation.
If such transfer of all the property does not
occur within the taxable year the Commis-
sioner may require of the taxpayer such bond,

or waiver of the statute of limitations on
assessment and collection, or both, as he may
deem necessary to insure, if the transfer of
the property is not completed within such
three-year period, or if the taxpayer does not
continue qualified under subparagraph (A)
until the completion of such transfer, the
assessment and collection of all income, war-
profits, and excess-profits taxes then Imposed
by law for such taxable year or subsequent
taxable years, to the extent attributable to
property so received. A distribution other-
wise constituting a distribution In complete
liquidation within the meaning of this para-
graph shall not be considered as not consti-
tuting such a distribution merely because it
does not constitute a distribution or liquida-
tion within the meaning of the corporato
law under which the distribution Is made,
and for the purposes of this paragraph a
transfer of property of such other corpora-
tion to the taxpayer shall not be considered
as not constituting a distribution (or one of
a series of distributions) in complete can-
cellation or redemption of all the stock of
such other corporation, merely because the
carrying out of the plan Involves (1) the
transfer under the plan to the taxpayer by
such other corporation of property, not at-
tributable to shares owned by the taxpayer,
upon an exchange described In paragraph
(4) of this subsection, and (U1) the complete
cancellation or redemption under the plan, as
a result of exchanges described In paragraph
(3) of this subsection, of the shares not
owned by the taxpayer.

ART. 112 (b) (6)-1. Distributions it
liquidztion 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 n 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 (W).
Section 112 (b) (6) excepts from the
general rule property received, under
certain specifically described clrcun-
stances, by one corporation as a distri-
bution in complete liquidation of another
corporation and provides for the non-
recognition of gain or loss In those cases
which meet the statutory requirements.
Section 112 (1) places a limitation on the
application of section 112 (b) (6) In the
case of foreign corporations. See article
113 (a) (15)-1 for the basis for deter-
mining gain or loss from the subsequent
sale of. property received upon complete
liquidations such as described in this
article.

(b) Requirements for nonrecognition
of gain or loss.-The nonrecognition of
gain or loss Is limited to the receipt of
such property by a corporation which Is
the actual owner of stock (in the 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 percent
of the total number of shares of all other
classes of stock (except nonvoting stock
which Is limited and preferred as to
dividends). The Act expressly requires
that the recipient corporation must have
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been the owner of the specified amount
of such stock on the date of the adop-
tion of the plan of liquidation and have
continued so to be at all times until the
receipt of the property. The Act also
expressly requires that the recipient cor-
poration 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 re-
ceipt of the property. If the recipient
corporation does not continue qualified
with respect to the ownership of stock
of the liquidating corporation and if the
failure to continue qualified occurs at
any time prior to the completion of the
transfer of all the property, the provi-
sions for the nonrecognition of gain or
loss do not apply to any distribution re-
ceived under the plan.

The provisions of section 112 (b) (6)
do not apply to any liquidation if any dis-
tribution in pursuance thereof has been
made before the first day of the first tax-
able year of the recipient corporation be-
ginning after December 31, 1935.

To constitute a distribution in complete
liquidation within the meaning of section
112 (b) (6), the distribution must be
(a) made by the liquidating corporation in
complete cancellation or redemption of
all its stock in accordance with a plan of
liquidation or (b) one of a seriis of dis-
tributions in complete cancellation or re-
demption of all its stock in accordance
with a plan of liquidation. It is essential
that a itatus of liquidation exist at the
time the first distribution is made under
the plan and that such status continue
to the date of dissolution of the corpora-
tion.- A status of liquidation exists when
the corporation ceases to be a going con-
cern and its activities are merely for
the purpose of winding up its affairs, pay-
ing its debts and distributing any remain-
ing balance to its shareholders. A liqui-
dation may be completed prior to the
actual dissolution of the liquidating cor-
poration but no liquidation is completed
until the liquidating corporation and the
receiver or trustees in liquidation are
finally divested of all the property (both
tangible and intangible). (See article
22 (a)-21.)

If a transaction constitutes a distribu-
tion in complete liquidation within the
meaning of the Act and satisfies the re-
quirements of section 112 (b) (6), it is
not material that it is otherwise described
under the local law. If a liquidating cor-
poration distributes all of its property in
complete liquidation and if pursuant to
the plan for such complete liquidation a
corporation owning the specified amount
of stock in the liquidating corporation
receives property constituting amounts
distributed in complete liquidation within
the meaning of the Act 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 dlstribu-
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 purpose3 of
those provisions in section 112 relating
to reorganizations the amount received
by the recipient corporation in encezs of
its ratable share is regarded as acquired
upon the issuance of its stock or securi-
ties in a tax-free exchange as dezcribed
in section 112 (b) (4) and the cancella-
tion or redemption of the stock not owned
by the recipient corporation Is treated
as occurring as a result of a tax-free ex-
change described in section 112 (b) (3).
The application of this paragraph may
be Illustrated by the following example:

Example: On July 1, 1938, the M Cor-
poration had outstanding capital stock
consisting of 3,000 shares of common
stock, par value $100 a shr, and 1,000
shares of preferred stock, par value $100
a share, which preferred stock was
limited and preferred as to divideands
and had no voting rights. On July 1,
1933, and thereafter until the date of
dissolution of the AT Corporation, the
0 Corporation owned 2,500 shares of
the common stock of the M Corpora-
tion. By a statutory merger consum-
mated on August 1, 1938, pursuant to a
plan of liquidation adopted on July 1,
1938, the M1 Corporation was merged
into the 0 Corporation, the 0 Corpora-
tion under the plan Issuing stock which
was received by the holders of the stock
of the M. Corporation not owned by the
0 Corporation in exchange for their
stock in the M Corporation. The re-
ceipt by the 0 Corporation of the prop-
erties of the AT Corporation s a distri-
bution received by the 0 Corporation in
complete liquidation of the AT Corpora-
tion within the meaning of section 112
(b) (6). and no gain or loss Is recog-
nized as the result of the receipt of such
properties.

Asr. 112 (b) (6)-2. LirqUdations com-
pleted within one taxable vcar.-If in a
liquidation completed within one tax-
able year, pursuant to a plan of com-
plete liquidation, distributions in com-
plete liquidation are received by a cor-
poration which owns the specified
amount of stock in the liquidating co,-
poration and which continues qualified
with respect to the ownership of such
stock until the transfer of all the prop-
erty within such year Is completed (see
article 112 (b) (6)-1), then no gain or
loss shall be recognized with respect to
the distributions received by the recipi-
ent corporation. In such case no waiver
or bond Is required of the recipient cor-
poration under section 112 (b) (6).

AnT. 112 (b) (M)-3. Lqdat io corer-
ing more than one taxable ,rar.--If the
plan of liquidation is consummated by
a series of distributions covering a period
of more than one taxable year, the non-
recognition of gain or loss with respect
to the distributions In liquidation shall

in addition to the requirements of article
112 (b) ()-1, be subject- to the following
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 lozs with respect to amounts received
In liquidation of a corporation, the en-
tire property of the corporation shall be
transferred In accordance with a plan of
liquidatioh, which plan shall include a
statement showing the period within
which the transfer of the property of the
liquidating corporation to the recipient
corporation Is to be completed. The
transfer of all the property under the liq-
uidation must be completed within three
years from the close of the taxable year
during which Is made tlie 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 corporation
shall, at the time of filing its return, file
with the collector for transmittal to the
Commissioner a waiver of the statute of
limitations on aszesment. The waiver
shall be executed on such form as may
ba prescribed by the Commissioner and
shall extend the period for assessment
of all income and profits taxes for each
such year to a date not earlier than one
year after the last date of the period
for a'ez:sment of such taxes for the last
taxable year in which the transfer of
the property of the liquidating corpora-
tion to the controlling corporation may
be completed in accordance with section
112 (b) (6). Such waiver shal also con-
tain such other terms with respect to
a.-ezzment as may be considered by the
Commics.oner to be necezzary to insure
the a-sa nent and collection of the cor-
rect t-x 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 cor-
poration shall file a bond, the amount
of which shall be fixed by the Commis-
sioner. The bond shall contain all
terms specified by the Commissioner,
including provisions unequivecally as-
suring prompt payment of the excess
of income and profits taxes (plus
penalty, if any. and interest) as
computed by the Commissoner without
rezard to the provisions of sections 112
(b) (6) and 113 (a) (15) over such taxes
comput-d with regard to such provisions,
r g rdlez of whether such exces may
or may not be made the subject of a
notice of deficiency under section 212
and rezardlezs of whether it may or may
nobt be as- d. Any bond required unm
der section 112 (b) (6) shall have such
surety or sureties as the Commissioner
may require. However, see section 1126
of the Revenue Act of 1926, as amended
(paragraph 35 of the Appendix to these
regulations), providing that where Pa

bond is required by law or regulations,
In lieu of surety or sureties there may
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be deposited bonds or notes of the
United States. Only surety companies
holding certificates of authority from
the Secretary as acceptable sureties on
Federal bonds will be approved as sure-
ties. The bonds shall be executed in
triplicate so that the Commissioner, the
taxpayer, and the surety or the deposi-
tary may each have a copy.

Pending the completion of the liquida-
tion, if there is a compliance with para-
graphs (a), (b), and (c) of this article
and article 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 distributions in liquidation. In
such determination, the basis of the
property or properties received by
the recipient corporation shall be de-
termined in accordance with section
113 (a) (15). (See article 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 corpora-
tion does not continue qualified with re-
spect to the ownership of stock of the
liquidating corporation as required by
that section, gain or loss shall be recog-
nized 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 provisions of section 112
(b) (6) or section 113 (a) (15) and the
amount of any additional tax due upon
such recomputation shall be promptly
paid.

AnT. 112 (b) (6)-4. Distributions in liq-
uidation as affecting minority interests.-
Upon the liquidation of a corporation in
pursuance of a plan of complete liqui-
dation, the gain or loss of minority
shareholders shall be determined without
regard to section 112 (b) (6), since it
does not apply to that part of distribu-
tions in liquidations received by minority
shareholders.

ART. 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 liqui-
dation within the exception provided in
section 112 (b) (6) showing the informa-
tion required by this article to be sub-
mitted with its return. The plan of liq-
uidation must be adopted by each of the
corporations parties thereto; and the
adoption must be shown by the acts of
its duly constituted responsible officers,
and appear upon the official records of
each such corporation.

(b) For the taxable year in which the
liquidation occurs, or, if the plan of liq-
uidation provides for a series of distribu-
tions 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 the properties re-
ceived 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
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 distribution in liquidation, and
the cost or other basis of such stock.

[SEC. 112. Recognition of gain or loss.]
[ (b) Exchanges solely in c .in--]
(7) Election as to recognition of gain in

certain corporate liquidations.-(A) GeneraZ
rule.-In the case of property distributed In
complete liquidation of a domestic corpora-
tion, if-

(I) the liquidation is made in pursuance
of a-plan of liquidation adopted after the
date of the enactment of this Act, whether
the taxable year of the corporation began
on, before, or after January 1, 1938; and

(ii) the distribution is in complete can-
cellation or redemption of all the stock, and
the transfer of all the property under the
liquidation occurs within the month of De-
cember, 1938-
then in the case of each qualified electing
shareholder (as defined in subparagraph (C))
gain upon the shares owned by him at the
time of the adoption of the plan of liquida-
tion shall be recognized only to the extent
provided in subparagraph (E) and (F).

(B) Excluded corporation.-The term "ex-
cluded corporation" means a corporation
which at any time between April 9, 1938,
and the date of the adoption of the plan of
liquidation, both dates inclusive, was the
owner of stock possessing 50 per centum or
more of the total combined voting power of
all classes of stock entitled to vote on the
adoption of such plan.

(C) Qualified electing shareholders.-The
term "qualified electing shareholder" means
a shareholder (other than an excluded cor-
poration) of any class of stock (whether or
not entitled to vote on the adoption of the
plan of liquidation) who is a shareholder
at the time of the adoption of such plan,
and whose written election to have the bene-
fits of subparagraph (A) has been made
and filed in accordance with subparagraph
(D), but--
(1) in the case of a shareholder other than

a corporation, only if written elections have
been so filed by shareholders (other than
corporations) who at the time of the adop-
tion of the plan of liquidation are owners of
stock possessing at least 80 per centum of
the total combined voting power (exclusive
of voting power possessed by stock owned
by corporations) of all classes of stock en-
titled to vote on the adoption of such plan
of liquidation; or

(I) in the case of a shareholder which
Is a corporation, only if written elections

have been so filed by corporate sheroholdro
(other than an excluded corporation) which
at the time of the adoption of such plan of
liquidation are owners of stock possesing at
least 80 per centum of the total combined
voting power (exclusive of voting power pos-
sessed by stock owned by an excluded cor-
poration and by shareholders who are not
corporations) of all classes of stock entitled
to vote on the adoption of such plan of
liquidation.

(D) Making and filing of clections.-Tho
written elections referred to in subparagraph
(C) must be made and filed In such manner
as to be not in contravention of regulations
prescribed by the Commissioner with the ap-
proval of the Secretary. The filing must be
within thirty days after the adoption of the
plan of liquidation, and may be by th0
liquidating corporation or by the share-
holder.

(E) Noncorpr ate sharcholders.-In the
case of a qualified electing shareholder other
than a corporation-

(i) There shall be recognized, and taxed
as a dividend, so much of the gain as Is
not In excess of his ratable share of the
earnings and profits of the corporation ac-
cumulated after February 28, 1913, such
earnings and profits to be determined as of
December 31, 1938, but without diminution
by reason of distributions made during the
month of December, 1938; and

(i) There shall be recognized, and taxed
as short-term or long-term capital gain, as
the case may be, so much of the remainder
of the gain as is not in excess of the amount
by which the value of that portion of the
assets received by him which consists of
money, or of stock or securities acquired by
the corporation after April 9, 1938, exceeds
his ratable share of such earnings and profits.

(F) Corporate shareholders.-In the case
of a qualified electing shareholder which is
a corporation the gain shall be recognized
only to the extent of the greater of the two
following-

(i) The portion of the assets received by
it which consists of money, or of stoel or
securities acquired by the liquidating cor-
poration after April 9, 1938; or

(Ii) Its ratable share of the earnings and
profits of the liquidating corporation ac.
cumulated after February 28, 1913, such
earnings and profits to be determined as of
December 31, 1938, but without diminution
by reason of distributions made during the
month of December, 1938.

ART. 112 (b) (7)-1. Corporate liquida-
tions in December, 1938,-(a) Gen.
eral.-Section 112 (b) (7) provides a
special rule, in the case of certain spe-
cifically described complete liquidations
of domestic corporations occurring with-
in the month of December, 1938, for the
treatment of gain on the shares of stock
owned by qualified electing shareholders
on the date of the adoption of the plan
of liquidation. The effect of such sec-
tion is in general to postpone the recog-
nition of that portion of a qualified
electing shareholder's gain on the liqui-
dation which would otherwise be rec-
ognized and which Is attributable to ap-
preciation in the value of certain cor.
porate assets unrealized, by the cor-
poration at the time such assets are dis-
tributed in complete liquidation. Only
qualified electing shareholders are en-
titled to the benefits of section 112 (b)
(7). The determination of who Is a
qualified electing shareholder is to be
made under section 112 (b) (7) (C) and
article 112 (b) (M)-2. For the basis of
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property received on such liquidations, least 80 percent of the total combined
see section 113 (a) (18). voting power of all classes of stock owned

(b) Type of liquidation.-The liquida- by shareholders of the same group on
tion must be in pursuance of a plan of the date of, and entitled to vote upon,
liquidation adopted after May 28, 1938. the adoption of the plan of liquidation,
Such plan may be adopted at any time whether or not the shareholder. making
after May 28, 1938, and before the first such elections actually realize gain upon
distribution under the liquidation oc- the cancellation or redemption of such
curs, even though the date of adoption stock upon the liquidation.
falls in a taxable year of the liquidating Example: The R Corporation has out-
corporation to which the Revenue Act standing 20 shares of common stock on
of 1936 applies. The Act specifically July 1, 1938, the date of the adoption of
requires that the distribution be in a plan of liquidation within the provi-
complete cancellation or redemption of sions of section 112 (b) (7), each en-
all the stock of the corporation. The titled to one vote upon the adoption of
Act also requires that the transfer of all such plan of liquidation. Ten of such
the property, both tangible and intangi- shares are owned by the S Corporation,
ble, of the corporation under the liqui- two each by the X Corporation and the
dation occur entirely within the month Y Corporation, one by the Z Corporation,
of December, 1938, but if proper ar- and one each by A, B, C, D, and E, ndi-
rangements are made in good faith for viduals. There are also outstanding two
the payment, after December 31, 1938, shares of preferred stock, not entitled to
of unascertained or contingent liabilities vote on liquidation, one share being
and expenses, this requirement will be owned by F, an Individual, and one share
considered to have been complied with, by the P Corporation. The S Corpora-
The assets reserved for this purpose tion, being a corporate shareholder and
must be in cash and must be reasonable the owner of 50 percent of the voting
in amount. Though it is not necessary stock, may not be a qualified electing
that the corporation dissolve in Decem- shareholder under any circumstances.
ber, 1938, it is essential that a status of In order for any other corporate Jsare-
liquidation exist at the time the first holder to be a qualified electing share-
distribution is made under the plan and holder, it is necessary that the X Cor-
that such status continue to the date of poration and the Y Corporation file their
dissolution of the corporation. A status written elections to be governed by sec-
of liquidation exists when the corpora- tion 112 (b) (7). If this Is done, the P
tion ceases to be a going concern and its Corporation will also be a qualified elect-
activities are merely for the purpose of ing shareholder if It has filed a like elec-
winding up its affairs, paying its debts, tion. Similarly, in the case of the indi-
and distributing any remaining balance vidual shareholders, some combination of
to its shareholders, four of the individual holders of the
- If a transaction constitutes a distribu- common stock must have filed their writ-
tion in complete liquidation within the ten elections, before any individual
meaning of the Act and satisfies the re- shareholder may be considered a quali-
quirements of section 112 (b) (7), it is fled electing shareholder, but if this is
immaterial that it is otherwise described done, F will also be a qualified electing
under the local law. shareholder if he has filed a like election.

ART. 112 (b) (7)-2. Qualified electing An election to be governed by the pro-
sharehohler.-No corporate shareholder visions of section 112 (b) (7) relates to
may be a qualified electing shareholder the treatment of gain realized upon the
if at any time between April 9, 1938, and cancellation or redemption of stock upon
the date of the adoption of the plan of liquidation and can therefore be made
liquidation, both dates inclusive, it is the only by or on behalf of the person by
owner of stock of the liquidating corpora- whom gains, if any, will be realizcd.
tion possessing 50 percent or more of the Thus, the shareholder who may make
total combined voting power of all such election must be the actual owner
classes of stock entitled to vote upon the of the stock and not a mere record
adoption of the plan of liquidation. All holder, such as a nominee.
other shareholders are divided into two A shareholder is entitled to make an
groups for the purposes of determining election relative to the gain only on stock
whether they are qualified electing owned by him at the time of the adop-
shareholders: (a) shareholders other tion of the plan of liquidation. The elec-
than corporations, and (b) corporate tion is personal to the shareholder mak-
shareholders. Any shareholder of either ing it and does not follow such stock into
of such two groups (whether or not the the hands of a transferee.
stock he owns is entitled to vote on the ArT. 112 (b) (7)-3. Maling and filing
adoption of the plan of liquidation) is a of Written electfons.-An election to be
qualified electing shareholder if- governed by section 112 (b) (7) shall

(1) His written election to be governed be made in duplicate under oath or
by the provisions of section 112 (b) (7) affirmation on Form 964 in accordance
(which cannot be withdrawn or revoked) with the instructions printed thereon
has been made and filed as prescribed in and with these regulations. Such dupli-
article 112 (b) (7)-3; and cate originals shall be filed by the share-

(2) Like elections have been made and holder or by the liquidating corporation
fled by owners of stock possessing at with the Commissioner of Internal Rev-

No. 28----3

enue, W',hington, D. C., attention of
the Income Tae: Unit, Records Division,
wthin 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.

Anr. 112 (b) (7)--. Treatment of
gan.-(a) ComputatiOn, of gain.-As in
the case of shareholders generally, for
the purpoze of computing gain, amounts
received 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 re-
celpt 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 on the date of the
adoption of the plan of liquidation. The
limited recognition and special treat-
ment accorded by section 112 (b) (7)
applUe only to the gain on such shares
of stock upon which gain was realized
and not to net gain computed by setting
off lozses realized on some shares against
gain on others.

(b) Recognition of gaim-Pursuant to
section 112 (b) (7) only so much of the
gain on each share of stock owned by a
qualified electing shareholder on the date
of the adoption of the plan of liquida-
tion s recognized as does not exceed the
greater of the following-

(1) Such share's ratable share of the
earnings and profits of the corporation
accumulated after February 28, 1913,
computed as of December 31, 1938, with-
out diminution by reason of distributions
made during the month of December,
1938; or

(2) Such share's ratable share of the
sum of the amount of money received by
such shareholder on shares of the same
clazz and the fair market value of all
the stock or securities so received which
were acquired by the liquidating corpo-
ration after April 9, 1938. The mere re-
placement after April 9, 1938, of lost or
destroyed certificates or instruments ac-
quired on or before April 9, 1938, or the
mere conver-on of certificates or instru-
ments into certificates or instruments of
larger or smaller denominations will not
constitute an acquisition within the
meaning of the phrase "acquired after
April 9, 1938." Nor will such an acquisi-
tion result from the -ssuance after April
9, 1938, of certificates of stock in con-
nection with a subscription made and
accepted on or before April 9, 1938.

(c) Treatment of recognized gain.-In
the c-ae of a qualified electing share-
holder other than a. corporation that part
of the recognized gain on a share of
stock owned on the date of the adoption
of the plan of liquidation which Is not
in exces of Its ratable share of the earn-
ings and profits of the liquidating corpo-
ration accumulated after February 28,
1913, determined as provided in section
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112 (b) (7) E) (i) is treated and taxed
to him as a dividend. It retains its
character as a dividend for all tax pur-
poses. The remainder of the gain which
is recognized is treated and taxed to him
as a short-term or long-term capital
gain, as the case may be. In the case of
a qualified electing shareholder which
is a corporation, the entire amount of
the gain which is recognized is treated
and taxed as a capital gain.

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 $50, each having bought
his stock in a single bloc prior to the date
of the adoption of a plan of liquidation
conforming to the requirements of sec-
tion 112 (b) (7). One of such share-
holders is an individual and two are cor-
porations and all are qualified electing
shareholders. The X Corporation has
earnings and profits accumulated after
February 28, 1913, of $60, its assets con-
sisting of property (other than stock or
securities acquired after April 9, 1938,
and money) with a fair market value of
$240, cash of $75, and stock and securi-
ties acquired after April 9, 1938, with a
fair market value of $90, all of which
assets are distributed in December, 1938,
to the shareholders pro rata in com-
plete liquidation of the corporation, as
provided in section 112 (b) (7). Each
shareholder, therefore, receives, in cash
and property, $135 and his gain is $85. '

In the case of each shareholder $55 of
this gain is recognized, since such amount
represents the sun of the cash received
by him and the fair market value of the
stock and securities received by him
which were acquired by the X Corpora-
tion after April 9, 1938, and is greater
than his ratable share of the earnings and
profits ($20). In the case of the cor-
porate 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 recog-
nized and treated as a short-term or
long-term capital gain, as the case may
be. The remainder of each shareholder's
gain, $30, Is not recognized. If the basis
of each shareholder's stock had been
$100, instead of $50, the corporate share-
holders would be taxed on only $35 as
capital gain and the individual share-
holder 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 bancellation or redemption of his
stock.

ArT. 112 (b) (7)-5. Records to be kept
and information to be f)led 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 tax-
able 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 on the date of the adoption
of the plan of liquidation, including-

(a) A statement of his stock ownership
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 April 9, 1938;

(c) A statement of his ratable share
of the earnings and profits of the liqui-
dating corporation accumulated after
February 28, 1913, computed without
diminution by reason of distributions
made during the month of December,
1938; and

(W) A copy of such shareholder's writ-
ten election to be governed by the pro-
visions of section 112 (b) (7). (See arti-
cle 112 (b) (7)-3.)

For information to be filed by the liq-
uidating corporation, see section 148 (e).

[SEc. 112. Recognition of gain or loss.]
[ (b) Exchanges solely In kind.-]
(8) Exchanges and distributions in obei-

ence to orders of securities and exchange
commission.-In the case of any exchange
or distribution described in section 371, no
gain or loss shall be recognized to the extent
specified in such section with respect to such
exchange or distribution.

[SE. 112. Recognition of gain or loss.]
(c) Gain from exchanges not solely in

kincI--(1) If an exchange would be within
the provisions of subsection (b) (1), (2).
(3), or (5) of this section if it were not for
the fact that the property received In ex-
change consists not only of property per-
mitted by such paragraph to be received
without the recognition of gain, but also of
other property or money, then the gain, If
any, to the recipient shall be recognized, but
in an amount not in excess of the sum of
such money and the fair market value of
such other property.

(2) If a distribution made in pursuance of
a plan of reorganization is within the provi-
sions of paragraph (1) of this subsection
but has the effect of the distribution of a
taxable dividend, then there shall be taxed
as a dividend to each distributee such an
amount of the gain recognized under para-
graph (1) as is not in excess of his ratable
share of the undistributed earnings and
profits of the corporation accumulated after
February 28, 1913. The remainder, if any,
of the gain recognized under paragraph (1)
shall be. taxed as a gain from the exchange
of property.

AnT 112 ()-1. Receipt of other prop-
erty or money in tax-free exchange not
connected with. corporate reorganiza-
tion.-If in any transaction in which
(a) property held for investment or pro-
ductive use in trade or business is ex-
changed for property of like kind to be
held either fQr productive use or for in-

vestment; or (b) common stock Is
exchanged for common stock, or pre-
ferred stock for preferred stock, in the
same corporation and not in connection
with a corporate reorganization; or (c)
property Is transferred by one or more
persons to a corporation for Its stock
or securities, within the meaning of sec-
tion 112 (b) (5), there Is received by the
taxpayer other property (in addition to
property permitted to be received with-
out 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 stun 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
recognized to any extent (see section
112 (e)).

Example: A, who Is not a dealer in
real estate, In 1938 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 trans-
action Is $3,000, but Is recognized only
to the extent of the cash received of
$2,000.

See article 113 (a) (6)-1 for the basis
for determJning the gain or loss from
the subsequent sale of the property re-
ceived In exchanges such as described
in this article.

As to the receipt of other property or
money on an exchange of stock or so-
curities in connection with a reorgani-
zation, and as to distributions In pur-
suance of a plan of reorganization which
have the effect of a taxable dividend, see
article 112 (g).-4.

SEc. 112. Recognition of gain or loss,]
a) Same-Gain of corporation.-If an ex-

change would be within the provisions of
subsection (b) (4) of this section If It were
not for the fact that the property received
in exchange consists not only of stool or
securities permitted by such paragraph to be
received without the recognition of gain, but
also of other property or money, then-

(1) If the corporation receiving such other
property or money distributes It In pursu-
ance of the plan of reorganization, no gain
to the corporation shall be recognized from
the exchange, but

(2) If the corporation receiving such other
property or money does not distribute It In
pursuance of the plan of reorganization, the
gain, if any, to the corporation shall be rec-
ognized, but in an amount not In excess of
the sum of such money and the fair markot
value of such other property so received,
which is not so distributed.

(e) Loss from exchanges not solely ln
lcnd -If an exchange would be within the
provisions of subsection (b) (1) to (5), In-
clusive, of this section If It were not for the
fact that the property received In exchange
consists not only of property permitted by
such paragraph to be received without the
recognition of gain or loss, but also of other
property or money, then no loss from the
exchange shall be recognized.

ART. 112 (e)-1. Nonrecognition of
Zoss.-The Act provides that In no event
shall a loss be recognized from a tax-free
exchange of property under section 112
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(b) (1) to (5), inclusive, notwithstanding are income In the same manner that the the applicant, and the surety or deposi-
the fact that there is received in the ex- profits for which they are substituted tary may each have a copy.
change other property or money in addi- would have been. [Smc. 112. Recogit of gain or lozz-l
tion to property permitted to be received There Is no investment in property (g) Defnitton of reorgaitcfon-As used
without recognition of gain or loss. similar in character and devoted to a in this cctlon and rection 13--

As to the effect on the basis of the similar use if- (1) The term "reorg lion" mears (A)
property received in such an exchange (1) The proceeds of unimproved real a Gtatutory merg.:r or conzolidation, or (B)
for the purpose of determining gain or estate taken upon on ton pro-!the acquistIon by one corporation In ex-estae tken poncondmnaion ro-change volely for anl or a prtr of Its voting

loss from the subsequent sale thereof, see ceedings, are invested in improved real ctcn: of at f--t al per cantum of the vo-aice13(a) (6)-1. aok fa es 0prcti fte~t
article 113 oa M-1. estate. ing stlo and at leIst 80 per ceontm. of the

As to the nonrecognition of loss upon (2) The proceeds of conversion of real ttal number of shares of all other s e of
the receipt of property by one corpora- (2 Teprope a e ed in edton of In- =tlary another corporation: or of substan-

incompletaproperty are appied in reduction of in- tnll the prope of another corpora-
tion in complete liquidation of another debtedness previously incurred in the tion. or (C) a transfer by a corporation of
corporation under certain specifically de- all or a part of Its assets to another corpora-
scribed circumstances, see section 112 purchase of a leasehold. non If immeiiately after the transfer the
(bed (6s s(3) The owner of a requisitioned tug transferor or Its shareholders or both are in
(b) (6). uses the proceeds to buy barges, control of the corporation to which the as-
!SEc. 112. Recognition of gain or loss.] (4) An award for property taken for 4t or ) a tmnerred, or (D) hn recpity, for-

Ivoltar coversions.-If propertyor (E) mre ch e In dentty frm,
(as a result of its destruction in whole or street widening is applied toward pay- or place of organlzaton, however effected.
in part, theft or seizure. or an exercise of ment of special assessments for benefits (2) The term "a party to a reorganization"
the power of requisition or condemnation, or accruing to the remaining property. Include, a corporation resulting from a re-
the threat or imminence thereof) is com- organization and includes both corporations
pulsorily or involuntarily converted into It is incumbent upon a taxpayer in the c=s2 of a reorganization resulting from
property similar or related in service or use "forthwith" to apply for and receive per- acqution by one corporation of soc
to the property so converted, or into money miso t apl or properties of another.
which is forthwith in good faith, under reg- mison to establish a replacement fund
ulations prescribed by the Commissioner In every case where It is not possible to AnT. 112 (g)-l. Purpose and scope of
with the approval of the Secretary, expended replace immediately. If an expenditure except ion of reorganization exclanges.-
in the acquisition of other property similar in actual replacement would be too late, Purpose: Under the general rule, upon
or related in service or use to the property
so converted, or in the acquisition of control a request for the establishment of a re- the exchange of property, gain or loss
of a corporation owning such other property, placement fund would likewise be too must be accounted for if the new property
or in the establishment of a replacement late. differas in a material particular, either in
fund, no gain or loss shall be recognized. If
any part of the money is not so expended. ART. 112 (f)-2. Replaccient funds- kind or in extent, from the old property.
the gain, if any, shall be recognized, but n In any case where the taxpayer elects The purpose of the reorganization provi-
an amount not in excess of the money which to replace or restore the converted prop- sions of the Act Is to except from the gen-
is not so expended. erty but it is not practicable to do so eral rule certain specifically described

ART. 112 (f-1. Reinvestment of Pro- immediately, he may obtain permission exchanges incident to such readjustments
ceeds of involuntary conversion.-In or- to establish a replacement fund in his of corporate structures, made In one of
der to avail himself of the benefits of accounts in which part or all of the the particular ways specified In the Act,
section 112 (f) it is not sufficient for the compensation so received shall be held, as are required by business exigencies,
taxpayer to show that subsequent to the without deduction for the payment of and which effect only a readjustment of
receipt of money from a condemnation any mortgage. In such a case the tax- continuing interests in property under
award he purchased other property simi- payer should make application to the modifled corporate forms. Requisite to
lar or related in use. The taxpayer must Commissioner on Form 1114 for peis- a reorganization under the Act are a con-
trace the proceeds of the award into thP sion to establish such a replacement tinulty of the business enterprise under
payments for the property so purchased. fund, and in his application should re- the modified corporate form, and a con-
It is not necessary that the proceeds be cite all the facts relating to the trans- tinulty of interest therein on the part of
earmarked, but the taxpayer must be action and declare that he Will proceed those persons who were the owners of
able to prove that the same were actually as expeditiously as possible to replace the enterprise prior to the reorganization.
reinvested in such other property similar or restore such property. The taxpayer The Act recognizes as a reorganization
or related in use to the property con- will be required to furnish a bond with the change (made in a specified way)
verted. The benefits of section 112 (f) such surety as the Conmiiloner may from a businezs enterprise conducted by
cannot be extended to a taxpayer who require in an amount not in excess of a single corporation to the same business
does not purchase other property similar double the estimated additional income enterprise conducted by a parent and a
or related in service or use, notwith- taxes which would be payable if no re- subsidiary corporation, but not the cre-
standing the fact that there was no placement fund were established. See atlon of a temporary subsidiary as a de-
other such property available for section 1126 of the Revenue Act of 1926, vice for the making of an ordinary divi-
purchase. as amended (paragraph 35 of the Ap- dend. TheActrecogilzesasareorganiza-

If, in a condemnation proceeding, the pendix to these regulations), providing tion the amalgamation (cccuring in a
Government retains out of the award that where a bond is required by law or sPecifled way) of two corporate enterprises
sufficient funds to satisfy liens and mort- regulations, in lieu of surety or sureties under a sinle corporate structure if
gages against the property and itself there may be deposited bonds or notes there exists among the holders of the
pays the same, the amount sb retained of the United States. The estimated ad- stock and securities of either of the old
should be included in determining the ditional taxes, for the amount of which corporations the requisite continuity of
amount of the net award. An amount the applicant is required to furnish se- interest in the new corporation, but there
expended for replacement of an asset, in curity, should be computed at the rates Is not a reorganization if the holders of
excess of the recovery for loss, represents at which the applicant would have been the stock and securities of the old cor-
a capital expenditure and is not a de- obliged to pay, taking into consideration poration are merely the holders of short-
ductible loss for income tax purposes. the remainder of his net income and term notes in the new corporation. In

The provisions of section 112 (f) are resolving against him all matters in dis order to exclude" transactions not in-
applicable to property used for residen- pute affecting the amount of the tax tended to be included, the specifications
tial or farming purposes. Only surety companies holding certifi- of the reorganization provisions of the

The proceeds of a use and occupancy cates of authority from the Secretary of law are precise. Both the terms of the
insurance contract, which by its terms the Treasury as acceptable sureties on specifications and their underlying as-
insured against actual loss sustained of Federal bonds will be approved as sure- sumptions and purposes must be satis-
net profits in the business, are not pro- ties. The application should be executed fled in order to entitle the taxpayer to
ceeds of an involuntary conversion but in triplicate, so that the Commissoner, the benefit of the exception from the gen-
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eral rule. Accordingly, under the Act, a short-term notes, the transaction Is a tion J, even though such acquisition by
short-term purchase money note is not a sale and not an exchange. Corporation H is from Corporation K.
security of a party to a reorganization, The words "statutory merger or con- The term "plan of reorganization" has
an ordinary dividend is to be treated as solidation" refer to a merger or consoli- reference to a consummated transaction
an ordinary dividend, and a sale is never- dation effected in pursuance of the specifically defined as a reorganization
theless to be treated as a sale, even corporation laws of the United States or under section 112 (g) (1). The term Is
though the mechanics of a reorganiza- a State or Territory or the District of not to be construed as broadening the
tion have been set up. Columbia. definition of "reorganization" as set

Scope: The nonrecognition of gain or In order to qualify as a "reorganiza- forth In section 112 (g) (1), but is to be
loss is prescribed for two specifically de- tion" under section 112 (g) (1) (B), the taken as limiting the nonrecognition of
scribed types of exchanges, viz: The ex- acquisition by the acquiring corporation gain or loss to such exchanges aS are
change that is provided for in section 112 of the required amount of the stock, or directly a part of the transaction specif-
(b) (3) In which stock or securities in of substantially all the properties, of the ically described as a reorganization in
a corporation a party to the reorganiza- other corporation. must be in exchange that subsection. Moreover, the trans-
tion are, in pursuance of a plan of re- soZely for all or a part of the voting action, or series of transactions, em-
organization, exchanged for the stock or stock of the acquiring corporation. If, braced in a plan of reorganization must
securities in a corporation a party to the for example Corporation X exchanges not only come within the specific lan-
same reorganization; and the exchange nonvoting preferred stock or bonds in guage of section 112 (g) (1), but the
that is provided for in section 112 (b) (4) addition to all or a pert of its voting readjustments Involved in the exchanges
In which a corporation a party to the re- stock in the acquisition of the required effected in the consummation thereof
organization exchanges property, in pur- amount of stock, or of the properties, of must be undertaken for reasons germane
suance of a plan of reorganization, for Corporation Y, the transaction is not a to the continuance of the business of a
stock or securities in another corpora- "reorganization" under section 112 (g) corporation a party to the reorganization.
tion a party to the same reorganization. (1), (B). Section 112 (g) (1) contemplates genuine
Section 112 (g) limits the definition of A "recapitalization," and therefore a corporate reorganizations which are de-
the term "reorganization" to five kinds reorganization, takes place if, for ex- signed to effect a readjustment of con-
of transactions and excludes all others, ample, tinuing interests under modified corpo-
From Its context, the term "a party to a rate forms.
reorganization"(1) A corporation with $200,000 par As used in section 112, as well as into a transaction specifically defined value of bonds outstanding, instead of
reorganization by section 112 (g). Cer- paying them off in cash, discharges them so requires, the conjunction "or" denote
tain rules respecting boot received in by issuing preferred shares to the bond- both the conjunctive and the disjunctive,
either of the two types of exchanges pro- holders; and the singular Includes the plural. For
vided for in section 112 (b) (3) and (4) (2) There is surrendered to a corpora- example, the provisions of the statute
are prescribed in subsections (c) and (d) tion for cancellation 25 percent of its are complied with if "stock and securi-
of section 112. Under section 112 (i) a preferred stock in exchange for no par ties" are received In exchange as well as
limitation is placed on all these provisions value common stock; if "stock or securities" are received.
by providing that except under specified (3) A corporation issues preferred ART. 112 (g)-3. Exchanges solelyi of
conditions foreign corporations shall not stock, previously authorized but unissued, stock or securities, or property, solely for
be deemed within their scope, for outstanding common stock; or stock or securities, in pursuance of plan

The provisions of the Act referred to (4) An exchange is made of a corpora- of reorganization.-No taxable Income Is
In the preceding paragraph of this article tion's outstanding preferred stock, having received, nor Is a deductible loss sus.
are inapplicable unless there is a plan of certain priorities with reference to the taned, if the shareholders in a corpora-
reorganization. A plan of reorganiza- amount and time of payment of dividends tion a party to the following reorganiza-
tion must contemplate the bona fide and the distribution of the corporate tion transactions exchange stock or so-
execution of one of the transactions assets upon liquidation, for a new issue curities solely for stdck or securities of
specifically described as a reorganiza- of such corporation's common stock hay- the same corporation, or of another cor-
tion in section 112 (g) and for the bona ing no such rights. poration mentioned, or If one of such cor-
fide consummation of each of the requi- The term "a party to a reorganization" porations transfers property to another
site acts under which nonrecognition of includes, -n addition to a corporation of the corporations solely for stock or
gain is claimed. Such transaction and which performs the specific act constitut- securities of such other corporation, In
such acts must be an ordinary and neces- ing the reorganization as described and pursuance of the plan of reorganization:
sary incident of the conduct of the enter- defined in section 112 (g) (1), only a cor- (1) The merger of Corporation A, in
prise and must provide for a continua- poration specified in section 112 (g) (2). accordance with statutory authority, Into
tion of the enterprise. A scheme which Both corporations are parties to the reor- Corporation B;
Involves an abrupt departure from nor- ganization if under statutory authority (2) The consolidation, pursuant to
mal reorganization procedure, devised Corporation A is merged into Corpora- statutory authority, of Corporations C
and adopted with reference to a transac- tion B; and all three of the corporations and D into Corporation E, a nev
tion on which the imposition of the are parties to the reorganization if, pur- corporation;
tax is imminent, is not a plan of suant to statutory authority, Corpora- (3) The acquisition by Corporation V,
reorganization, tions C and D are consolidated into Cor- in exchange solely for all or a part of Its

ART. 112 (g)-2. Definition of terms.- poration E. Both corporations are par- voting stock, of at least 80 percent of the
The application of the term "reorgani- ties to the reorganization if it consists of voting stock and at least 80 percent of
zation" is to be strictly limited to the the transfer by Corporations F and G of the total number of shares of all other
specific transaction set forth in section part of the assets of Corporation F in classes of the stock of Corporation G, or
112 (g) (1). The term does not em- exchange for all of the capital stock of substantially all of the properties of Cor-
brace the mere purchase by one corpo- Corporation G. Only Corporations H poration G;
ration of the properties of another cor- and J are parties to the reorganization if (4) The transfer by Corporation 11 of
poration, for It imports a continuity of it consists of the acquisition by Corpora- all or a part of Its assets to Corporation
interest on the part of the transferor or tion H in exchange solely for all or a K, if immediately after the transfer Cor-
its stockholders in the properties trans- part of its voting stock of at least 80 poration H or its stockholders, or both,
ferred. If the properties are transferred percent of -the voting stock and at least are in control of Corporation K ("con-
for cash and deferred payment obliga- 80 percent of the total number of shares trol" for the purpose of this transaction
tions of the transferee evidenced by of all other classes of stock of Corpora- being defined in section 112 (I) as tho
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ownership by Corporation H or its stock-
holders, or both, of the stock of Cor-
poration K to the extent of at least 80
percent of the total combined voting
power of all classes of stock entitled to
vote and at least 80 percent of the total
number of shares of all other classes
thereof); or

(5) The exchange of stock or securi-
ties solely for stock or securities of the
same corporation in the case of (a) a re-
capitalization of a corporation, or (b) a
mere change in the identitfy, form, or
place of organization of a corporation,
however effected.

ART. 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 re-
organization, there is received by the
taxpayer other property (not permitted
to be received without the recognition
of gain or money, then

(1) As provided in section 112 (c)
(1), the gain, if any, to the taxpayer
will be recognized in an amount not in
excess of the sum of money and the
fair market value of the other property,
but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be
recognized to any extent (see section
112 (e)).

Example: A, in connection with a re-
organization, in 1938, exchanges a share
of stock in the X Corporation purchased
in 1928 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 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
received had a fair market value of $70,
the loss from the transaction of $10
would not be recognized.

If the distribution of such other prop-
erty or money by or on behalf of a cor-
poration in the course of a reorganiza-
tion has the effect of the distribution
of a taxable dividend, then, as provided
in section 112 (c) (2), there shall be
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 distributees ratable share of the
undistributed earnings and profits of the
corporation accumulated after Febru-
ary 28, 1913, and (2) as a gain from
the exchange 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 Feb-
ruary 28, 1913. The X Corporation in
1938 transfers all of its assets to the Y
Corporation in exchange for the issuance
of all of the stock of the Y Corpora-

tion 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
1928 paid $100, receives a share of stock
in the Y Corporation worth $100 and
the sum of $50 in cash in addition. A
gain of $50 is recognized to A.

If, in pursuance of a plan of reor-
ganization, property is exchanged by a
corporation a party to the reorganiza-
tion for stock or securities in another
corporation a party to the reorganiza-
tion and other property or money, then.
as provided in section 112 (d) (1), if
the other property or money received by
the corporation is distributed by it pur-
suant to the plan of reorganization, no
gain to the corporation will be recog-
nized. If the other property or money
rdceived by the corporation is not dis-
tributed by it pursuant to the plan of
reorganization, the gain, if any, to the
corporation from the e.xchange will be
recognized, under the provisions of sec-
tion 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 section 112 (e)).

ART. 112 (g)-5. Receipt of stockz or
securities in reorganizatloa without aur-
render of stock by shareholdcr.-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 cecur-
ities (other than Its own stock, which
is not taxable as a dividend under se-
tion 115 (f)) or of stock or securities
of another corporation a party to the
reorganization, shall be taxed to such
shareholders 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 distribu-
tion is not in excess of (1) the earnings
or profits of the corporation of the tax-
able year computed without regard to
prior years and (2) the earnings or
profits of the corporation accumulated
after February 23, 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 ap-
plied against and used to reduce the
basis provided in section 113 of the
stock in respect of which the dLribu-
tion 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 article
111-1.)

ART. 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 con-
stituted responsible officers, and appear
upon the omficial records of the corpora-

tion. Each corporation a party to a re-
organization shall file as a part of its
return for Its taxzable 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
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 incident
to the plan.

3. A statement of the amount of stock
or securities and other property or money
received from the exchange, including a
statement of all distributions or other
disposition made thereof. The amount
of each kind of stock or securities and
other property received shall be stated
on the basis of the fair market value
thereof at the date of the exchange.

(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 transferred
in the exchange, and

2. A statement in full of the amount
of stock or securities and other proparty
or money received from the exchange.
Tie amount of each kind of stock or
securities and other property received
chall be set forth upon the basis of the
fair market value thereof at the date
of the exchange.

1e) 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 or other basis
of the transferred property and the
amount of stock or securities and other
property or money received, in order to
facilitate the determination of gain or
l]os from a subsequent disposition of
such stock or securities and other prop-
erty received from the exchange.
IS=. 112. Reccntfrzn. of gain or Zos j.
(? ) Dsinition of control-As ued in this

cectlon the term "control" me-= the o--
ecrhip of ootc"lu pezze-ng at least 80 per
centum of the total comblned voting pow.er
of all clnt= of eoclz entitled to vote and
at 1-=O, E9 per cantumn of the total number
of charez of all other cla o stock of the
corporation.

AnT. 112 (h)-1. ControZ of corpora-
tion.--Section 112 (h) defines the term
"control" in reference to the phrase
"control of the corporation," as used in
section 112 (b) (5) and section 112 (g)
(1). It is provided specifically that this
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definition is limited to the meaning of
the term "control" as that term is used
in section 112.

[Src. 112. Recognition of gain or loss.]
(i) Foreign corporations.-I3 determining

the extent to which gain shall be recognized
in the case of any of the exchanges described
in subsection (b) (3), (4), (5), or (6), or
described In so much of subsection (c) as
refers to subsection (b) (3) or (5), or de-
scribed in subsection (d), a foreign corpo-
ration shall not be considered as a corpora-
tion unless, prior to such exchange, it has
been established to the satisfaction of the
Commissioner that such exchange is not in
pursuance of a plan having as one of its
principal purposes the avoidance of Federal
income taxes.

ART. 112 (i)-1. Reorganization with, or
transfer of property to, a foreign corpo-
ration.--A foreign corporation will not
be considered a corporation to which a
tax-free transfer of property for stock
or securities may be made, or a corpo-
ration a party to a reorganization with
which a tax-free reorganization ex-
change may be made, or a corporation a
party to which a tax-free liquidation dis-
tribution may be made, unless, prior to
the transfer, exchange, or liquidation, it
has been established to the satisfaction
of the Commissioner that such transfer,
exchange, or liquidation, is not in pur-
suance of a plan having as one of its
principal purposes the avoidance of Fed-
eral Income taxes. The term "Federal
Income taxes" includes 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 Rev-
enue Act of 1938.

Whether any of the exchanges or dis-
tributions 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
desires to establish that the exchange
or distribution is not in pursuance of
such a plan, a statement under oath of
the facts relating to the plan under
which the exchange or distribution is to
be made, together with a copy of .the
plan, shall be forwarded to the Connas-
sioner of Internal Revenue, Washington,
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 deter-
mining the extent to which gain is rec-
ognized from the exchange or distribu-
tion. If the reorganization or the trans-
fer is not carried out in accordance with
the plan submitted, the "Commissioner's

approval will not render the transaction
tax-free.

[Sac. 112. Recognition of gain or loss.]
(j) Installment obligations.-For nonrecog-

nition of gain or loss In the case of the in-
stallment obligations, see section 44 (d).

SEc. 113. Adjusted basis for determining
"gafn or loss.-(a) Basis (unadjusted) of
property.-The basis of property shall be the
cost df such property; except that-

ART. 113 (a)-1. 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 pre-
scribed in section 113 (a), adjusted for
the various applicable items specified in
section 113 (b). Unless otherwise indi-
cated, the word "basis," as used in this
article and articles 113 (a) -2 to 113 (a)
(18)-1, inclusive, has reference to the un-
adjusted basis.

ART. 113 (a)-2. General re .- n gen-
eral, the basis of property is the cost
thereof. This rule is subject, however,
to the exceptions stated in paragraphs
(1) to (18) of section 113 (a).

[SEc. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-
The basis of property shall be the cost of
such property; except that-]

(1) Inventory value-If the property
should have been included in the last inven-
tory, the basis shall be. the last inventory
value thereof.

ART. 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
articles 22 (c)-1 to 22 (d)-4, inclusive.

[SEc. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that-]

(2) Gifts after December 31, 1920-If the
property was acquired by gift after December
31,- 1920, the basis shall be the same as it
would be in the hands of the donor or the
last preceding owner by whom it was not
acquired by gift, except that for the purpose
of determining loss the basis shall be the
basis so determined or the fair market value
of the property at the time of the gift, which-
ever is lower. If the facts necessary to deter-
mine the basis in the hands of the donor or
the last preceding owner are unknown. to the
donee, the Commissioner shall, if possible,
obtain such facts from such donor or last
preceding owner, or any other person cogni-
zant thereof. If the Commissioner finds it
impossible to obtain such facts the basis In
the hands of such donor or last preceding
owner shall be the fair market value of such
property as found by the Commissioner as
of the date or approximate date at which,
according to the best information that the
Corniasioner is able to obtain, such property
was acquired by such donor or last preceding
owner.

ART. i (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, whether by
transfer in trust or otherwise. It does
not apply to pioperty acquired by

(1) devise or bequest (see section 113
(a) (5)) ; or

(2) an instrument which, under sec-
tion 113 (a) (5), is to be treated as
though It were a will.

Section 113 (a) (2) applies to all gifts
of whatever description; whether by a
transfer In trust or otherwise, whenever
and however made, perfected, or taking
effect; whether In contemplation of or
intended to take effect in possession or
enjoyment at or after the donor's death;
whether subject at any time to any
change through the exercise of any power
of appointment, revocation or other-
wise; or whether made by means of the
exercise (other than by will) of a power
of appointment or revocation, or any
other power.

(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 purpose of
determining loss, the basis is as so deter-
mined, or the fair market value of the
property at the time of the gift,.whlch-
ever is lower.

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 per-
son acquiring property by gift, the basis is
always the same, whether such person be
the trustee under the gift Instrument, the
beneficiary, or any other person to whom
such uniform basis is applicable, and
whether during the term of the trust or
after distribution of the trust corpus,
Adjustments to basis, as required by sec-
tion 113 (b), are to be made as respects
the period prior to the gift, and the period
after the gift. With respect to the lat-
ter period, the adjustments to the un-
form basis are to be made in accordance
with paragraph (e) of article 113 (a)
(5)-1.

The time of the gift Is the time when
the gift is consummated. Delivery, actual
or constructive, Is requisite to a gift, In
determining the time of the gift, the
passing of title by the donor Is not de-
cisive; the time when the donor relin-
quishes substantial dominion over the
property Is decisive.

(c) Fair market value.-For the pur-
poses of this article, the value of prop-
erty as appraised for the purpose of the
Federal gift tax, or If the gift Is not
subject to such tax, its value as ap-
praised for the purpose of a State gift
tax shall be deemed to be the fair mar-
ket value of the property at the time of
the gift.

d) Reinvestments by flcuciary.-If
the property is an Investment by the
fiduciary under the instrument of gift
(as, for example, In the case of a sale
by the fiduciary of property transferred
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under the instrument of gift, and the
reinvestment of the proceeds), the cost.
or other basis to the fiduciary is taken
in lieu of the basis specified in para-
graph (b).

(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 ta deter-
mine the cost of the property and, if
pertinent, its fair market value as of
March 1, 1913.

[Sac. 113. Adjusted basis for determining
gain or loss.]

I (a) Basis (unadjusted) of proparty. -
The basis of property shall be the cost of
such property;, except that-]

(3) Transfer in trust after December 31,
1920-If the property was acquired after
December 31, 1920, by a transfer in trust
(other than by a transfer in trust by a be-
quest or devise) the basis shall be the samge
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
applicable to the year in which the trans-
fer was made.

ART. 113 (a) (3)-1. Transfer in trust
after December 31, 1920 (a) Property
included.-Section 113 (a) (3) applies in
general to all property acquired after De-
cember 31, 1920, by transfer in trust. It
does not apply to property acquired as a
gift by transfer in trust, or by bequest or
devise; or by an instrument which, under
section 113 (a) (5), is to be treated as
though it were a wilL With these excep-
tions, section 113 (a) (3) applies to all
property acquired after December 31,
1920, by any transfer in trust of whatever
description. If the transfer in trust be a
gift, it is not within section 113 (a) (3),
but is within section 113 (a) (2) or sec-
tion 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 ap-
plicable to the year in which the trans-
fer 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 bene-
ficiary, and whether prior to the termina-
tion of the trust and distribution of the
property, or thereafter.

(c) Reinvestments by ftduciary.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 rein-
vestment of the proceeds), the cost or
other basis to the fiduciary is taken in
lieu of the basis specified in paragraph
(b).

[SEa. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of pr-perty-The
basis of property shall be the cost of such
property;, except that-]

(4) Gift or transfer in trust before January
1, 1921 -f the property was acquired by gift

or transfer in trust on or before Dc-zembcr 31,
1920, the basis shall be the fair maket value
of such property at the time of cuch
acquisition.

ART. 113 (a) (4)-1. Gift or transfer in
trust prior to January 1, 1921.-(a)
Property included.--Section 113 (a) (4)
applies to all property acquired before
January 1, 1921, by gift or transfer in
trust. It does not apply to property ac-
quired by a devise or bequest; or by an
Instrument which, under section 113 (a)
(5) is to be treated as though It were u
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 article 113 (a)
(2)-1, or by equivalent methods.

[Src. 113. Adjusted basis for determinfng
gain or loss.]

[(a) Basis (unadjusted) of property-The
basis of property shall be the cozt of such
property; except that-]

(5) Property transmitted at dcath-If the
property was acquired by bequest, devie, or
inheritance, or by the decedent'a estate from
the decedent, the basis shall be the fair
market value of such property at the time
of such acquisition. In the c=e of property
transferred in trust to pay the income for
life to or upon the order or direction of the
grantor, with the right rezerved to the grantor
at all times prior to his death to revoke the
trust, the basis of such property in the hands
of the persons entitled under the terms of
the trust Instrument to the property after
the grantor's death shall, after such death.
be the same as If the trust Instrument had
been a will executed on the day of the
grantor's death. For the purpose of this
paragraph property pa~lng without lull and
adequate consideration under a general power
of appointment exerclscd by will Ehall be
deemed to be property pa.ssing from the Indl-
vidual exercising such power by bequest or
devise. If the property wa3 acquired by be-
quest, devise, or inheritance, or by the de-
cedent's estate from the decdent, and if the
decedent died after August 26, 1937, and if
the property consists of stock or securitea
of a foreign corporation, which with repecet
to its taxable year next preceding the date
of the decedent's death wa-, under the law
applicable to such year. a foreign pmrsonal
holding company, then the bazis shall be the
fair market value of such property at the
time of such acquisition or the basi In the
hands of the decedent, whichever I- lower.

ART. 113 (a) (5)-1. Basis of Property
acquired by bequest, devise, or inheri-
tance-(a) Property included.--ctlon
113 (a) (5) applies-

(1) to all property passing from a de-
cedent by his will or under the law gov-
erning the descent and distribution of
property of decedents; and

(2) to property passing under = 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 two rules for determining the basis
of property transmitted at death, a rule
governing property generally and a
special rule governing stock in a foreign
personal holding company.

(1) Gera! rle.-- Except as pre-
scribed in paragraph (2) the basis of
property acquired from a decedent by
will or under the law governing the
descent and distribution of the property
of decedents Is the fair market value
at the time of such acquisition. Since
under the law governing wills and the
distribution of the property of dece-
dents, all titles to property acquired by
bequest, devise, or inheritance relate
back to the death of the decedent, even
though the Interest of him who takes
the title was, at the date of death of
the decedent., legal, equitable, vested,
contingent, general, specific, residual,
conditional, executory, or otherwise, the
time of the acquisition of such property
Is the death of the decedent. For ex-
ample, If distribution of personal prop-
erty left by a decedent is not made until
one year after his death, the basis of
such property in the hands of the legatee
is Its fair market value at the time when
the decedent died, and not when the
lezatee actually received the property;
or, if the bequest Is of the residue to
trustees in trust, and the executors do
not distribute the residue to such trustees
until five years after the death of the
decedent, the basis of each piece of
property left by the decedent and thus
received, in the hands of the trustees,
is Its fair market value at the time when
the decedent dies; or, if the bequest is
to trustees in trust to pay to A during
his lifetime the income of the property
bequeathed, and after his death to dis-
tribute such property to the survivors of
a class, and upon A's death the property
is distributed to the taxpayer as the
sole survivor, the basis of such property.
in the hands of the taxpayer, is its fair
market value at the time when the de-
cedent died.

The purpose of the Act, in prescribing
a general uniform basis rule for prop-
erty acquired by bequest, devise, or in-
herltance, Is, on the one hand, to tax the
gain, in respect of such property, to
him who realiz - It (without regard to the
circumstance that at the death of the
decedent It may have been quite uncer-
tain whether the taxpayer would take
or gain anything); and, on the other
hand, not to recognize as gain any ele-
ment of value solely from the circum-
stance that the possezsion or enjoyment
of the taxpayer was postponed. Such
postponement may be, for example, until
the administration of the decedent's es-
tate is completed, until the period of the
pozzesson or enjoyment of another has
terminated, or until an uncertain event
has happened. It is the increase or
decrease In the value of property re-
flected in a sale or other disposition
which section 113 (a) (5) recognizes as
the measure of gain or loss.

(2) Special rule uth respect to stoeck
in. a foreign personal hordEng comnpay.--
In the case of decedents dying after
August 26, 1937, the basis of stock of a
foreign corporation acquired from the
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decedent by will or under the law gov-
erning descent and distribution of prop-
erty of decedents, where such foreign
corporation with respect to its taxable
year next preceding the date of the de-
cedent's death was a foreign personal
holding company, is the fair market
value of such stock at the time of such
acquisition, 1. e., the date of the de-
cedent's death, or the basis in the hands
of the decedent (with proper adjust-
ments to the- date of the decedent's
death), whichever is lower.

(c) Fair market vahue.-For the pur-
poses of this article, the value of property
as of the date of the death of the dece-
dent as appraised for the purpose of the
Federal estate tax or if the property is
not appraised as of the date of death of
the decedent for such purpose or if the
estate is not subject to such tax, its value
as 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 the death of the decedent.

(d) Property acquired before March
1, 1913; reinvestments by flduclary.-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 mar-
ket value at the time when the decedent
died.

(e) Adjustments to basis.-n the hands
of every person who acquires the prop-
erty of a decedent (or any estate or inter-
est therein) by bequest, or devise, or
inheritance, the basis of the property is
always the same,

(1) whether such person be the execu-
tor or administrator, the heir, the legatee,
the devisee, the trustee of a trust created
by the will, or any beneficiary of such
trust; and whatever the nature of any
such person's interest or estate may be;

(2) whether during or after adminis-
tration and settlement of the estate of
the decedent, during or after the term of
any trust under the will, or before or
after the distribution by the executor or
administrator, or the trustee.

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 de-
pletion allowed or allowable, under sec-
tion 23 (1) and section 23 (m), to a
legal life tenant as if the life tenant were
the absolute owner of the property, con-
stitute an adjustment to the basis of the
property in the hands not only of the
life tenant, but also in the hands of the

remainderman 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 bene-
ficiaries 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 without
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
allowed 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 article is applicable,
shall make and maintain tecords show-
ing in detail all deductions, distribu-
tions, or other items for which adjust-
ment to basis is required to be made by
section 113 (b), and shall furnish to the
Commissioner information with respect
to such matters in such detail at such
time and in such manner as the Com-
missioner may require.

(f) Sales of remainder and other in-
terests in property transmitted at
death.-The following is an illustration
of the rule stated in paragraph (b) of
this article that, under section 113 (a)
(5), the measure of gain or loss resulJng
from a sale or other disposition of prop-
erty transmitted at death is the increase
or decrease in the value of the property
as reflected in such sale or other disposi-
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 proceeds
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 assign-
able to such sale of B's remainder inter-
est. The part of the uniform basis as-
signable to such a sale by B is the part of
the uniform basis (adjusted to the time
of the sale) of the land transmitted from
the decedent which bears the same pro-
portion to such uniform basis as B's re-
mainder interest, at the time of the sale,
bears to the whole estate in the land
transmitted from the decedent.

[SEC. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that--]

(6) Tax-free exchanges gcneraUy.--If the
property was acquired, after February 28,
1913, upon an exchange described In section
112 (b) to (e), inclusive, the basis (except al
provided in paragraph (15), (17), or (18) of
this subsection) shall be the same as in the
case of the property exchanged, decreased In
the amount of any money received by the
taxpayer and increased In the amount of
gain or decreased in the amount of loss to
the taxpayer that was recognized upon such
,exchange under the law applicable to the
year in which the exchange was made. If
the property so acquired consisted in part of
the type of property permitted by sectlon
112 (b) to be received without the recogni-
tion of gain or loss, and in part of other
property, the basis provided in thIs para-
graph shall be allocated between the prop-
erties (other than money) received, and for
the purpose of the allocation there shall be
assigned to such other property an amount
equivalent to Its fair market value at the
date of the exchange. This paragraph shall
not apply to property acquired by a corpora-
tion by the issuance of its stock or securities
as the consideration in whole or in part for
the transfer of the property to it.

ART. 113 (a) (6)-1. Property acquired
upon a tax-free exchange.-In the caso
of an exchange, after February 28, 1913,
of property solely of the type described
in section 112 (b), If no part of the gain
or loss was recognized under the law ap-
plicable to the year in which the ex-
change was made, the basis of the prop-
erty acquired is the same as the basis of
the property transferred by the taxpayer
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), gain to the taxpayer
was recognized under the provisions of
section 112 (c) or (d) or a similar pro-
vision 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 thb ex-
change. For example: A purchased a
share of stock In the X Corporation in
1926 for $100. Pursuant to a plan of re-
organization, A in 1938 exchanged his
share for one share in the Y Corporation,
worth $90, and $a0 in cash. Under the
provisionjs of section 112 (c), A realized
a taxable gain of $20 from the exchange,
As to the amount of such gain to be
taken into account In computing net In-
come, see section 117. The basis of the
share of stock in the Y Corporation Is
$90; that is, the basis of the share In the
X Corporation ($100) less the amount of
money" received by A ($30) plus the
amount of gain recognized on the eX-
change ($20).

If, upon an exchange of properties of
the type described in section 112 (b),
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) or (d) or a similar
.provision of a prior Revenue Act, the
basis (adjusted to the date of the ex-
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change of the property transferred by
the taxpayer, decreased by the amount
of money received and increased by the
amount of gain recognized, must be ap-
portioned to and is the basis of the
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 1924 for
$100. Upon a reorganization of the X
Corporation in 1938, A received in place
of his stock in the X Corporation a
share of stock in the Y Corporation
worth $60, a Treasury bond worth $50,
and in addition $20 in cash. Under
section 112 (c) (1), A realized a gairi
of $30 from the exchange.- As to the
amount of such gain to be taken into
account in computing net income, see
section 117. The basis of the property
received in exchange is the basis of the
old stock ($100) decreased in the amount
of-money received ($20) and increased
in the amount of gain that was real-
ized ($30), which results in a basis for
the property received of $110. This
basis of $110 is apportioned between
the Treasury bond and the share of
stock, the basis of the Treasury bond
being its fair market value at the date
of thd exchange, $50, and of the share
of stock, the remainder, $60.

Section 112 (e) of the Act, and simi-
lar provisions of prior Revenue Acts,
provide that no loss may be recognized
on an exchange of properties of a type
described in section 112 (b), although
the taxpayer receives other property or
money from the transaction. How-
ever, the basis of the property or prop-
erties received by the taxpayer (other
than money) is the basis (adjusted to
the date of the exchange) of the prop-
erty transferred, decreased by the
amount of money received. This basis
must be apportioned to the properties
received, and for this purpose there must
be allocated to such other property
(not permitted to be exchanged tax
free) an amount of such basis equiva-
lent to the fair market value of such
other property at the date of the
exchange.

Paragraph (6) of section 113 (a) does
not apply in ascertaining the basis of
property acquired by a corporation by
the issuance of its stock or securities as
the consideration in whole or in part
for the transfer of the property to it.
But see paragraphs (7) and (8) of sec-
tion 113 (a).

[SEc. 113. Adjusted basis for determining
gain or Ioss.]

[ (a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that-]

(7) Transfers to corporation.-If the prop-
erty was acquired-

(A) after December 31, 1917, and In a
taxable year beginning before January 1,

No. 28-4

1936, by a corporation in connection with
a reorganization, and Immedia.ely aftcr the
transfer an Interest or control In such prop-
erty of 50 per centum or more remai nd
in the rame perons or any of them, or

(B) in a taxable year beginning after
December 31, 1935, by a corporation in con-
nection with a reorgani=tion,
then the basis shall be the same as It would
be in the hands of the transferor. Incre-=d
in the amount of gain or dccreaed in the
amount of loss rcconizzed to the tranferor
upon such transfer under the law applicable
to the year in which the transfer was made.
This paragraph shall not apply If the prop-
erty acquired consists of stock or EcurItIe
in a corporation a party to the reorganiza-
ton, unles acquired by the Issuanca of
stock or securities of the transferce as the
consideration In whole or n part for the
transfer.

ART. 113 (a) (7)-1. Property acquirct
by corporation in reorganization after
December 31, 1917.-Section 113 (a) (7)
sets forth the conditions under which the
basis of property acquired by a corpora-
tion after December 31, 1917, in connec-
tion with a reorganization as defined in
section 112 is the same as it would be
in the hands of the transferor, increased
or decreased as therein provided in the
amount of gain or loss recognized to the
transferor under the applicable revenue
law. In the case of property so acquired
in a taxable year 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 interest or control in
such property of 50 percent or more.
In the case, however, of property so ac-
quired in a taxable year beginning after
December 31, 1935, section 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.

The application of the provisions of
section 113 (a) (7) (A) may be illustrated
by the following examples:

Example (W): In 1925 the = Corpora-
tion caused the organi tion of the Y
Corporation and transferred to the Y
Corporation, in exchange for all the capi-
tal stock of that corporation, property
which it had previously purchased for
$10,000. The basis of the property In the
hands of the Y Corporation Is $10,000.

Example (2): In 1925 the Af Corpora-
tion exchanged 10 percent of Its voting
stock for all the property of the N Cor-
poration which had a basis of $10,000
in the hands of the N Corporation. The
basis of the property in the hands of the
Al Corporation is cost thereof to it at the
time of the transfer, that is, the fair mar-
ket value of the M stock exchanged for
the property.

Section 113 (a) (7) does not apply if,
irrespective of when acquired, the prop-
erty consists of stock or securities in a
corporation a party to a reorganization
as defined in section 112, unless such
stock or securities are acquired by the
issuance of stock or securities of the
transferee as the consideration in whole
or in part for the transfer. The applica-

tion of the last sentence of section 113
(a) (7) to a casa where such stock or
securit ies are acquired by the issuance
of stock or securIti es of the transferee
may be Illustrated as follow.:

Example (3): The Y Corporation owns
all of the stock of the X Corporation,
which stock It acquired in 1938 by the
Isuance of all of Its own voting stock
to the individual shareholders of the X
Corporation. The stock of the X Corpo-
ration 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
exchanged in 1938 for the stock of the X
Corporation. The fair market value of
the stock of the X Corporation at the
time of the exchange in 1938 was alho
$1,000,000. The basis to the Y Corpora-
tion of the stock 6f the X Corporation is
the bads which such stock would have
had in the hands of the individuals from
which It was acquired by the Y Corpora-
tion, that is, $200,000.

Sc. 113. Adjustcd bt.s for determining

[(a) Ba=is (-mdfusied) of property.-
The bsis of property shall be the cost of
such proparty; except that-I

(8) Property acquired by issuancc of stcc'z
or as paid-in' -urplua.-If the property was
acquired a ter D:cenb r 31, 1920, by a
corparation-

(A) by the issnncao f lt - tccl or scuri-
tes In connection with a trm - on de-
scribe d In scation 112 (b) (5) (ncludlnZ.
also. case where part of the consideration
for the transfer of such propaty to the coar-
poratlon wa3 property or money, in addl-
tion to such =-ck or c:xuritics), or

(B) as paid-n -urplus or as a contribu-
tion to capital, then the baass chal b the
same a- It would b2 in the hand:, of the
transferor, ncr- d In the amount of rlin
or dccre .ed In the amount of loss recognizzd
to the tranzfror upon such transfer undar
the law applicable to the year In which the
trancfer v a made.

AnT. 113 (a) (M)-1. Property acquired
by a corportfon after Docember 31,
1920.-The acquisition of proparty by a
corporation after Decmber 31, 1917, by
the smance of Its stock or securities may
not fall within the provisions of para-
graph (7) of -ectIon 113 (a), because of
the fact that the property was not ac-
quired In connection with a reorganiza-
tion. If, however, the acquisition of such
property occurred after Dacember 31,
1920, and falls within the provisions of
paragraph (3) of section 113 (a), the
limitations therein imposed upon the
badis of such property are applicable.

In respect of property acquired by a
corporation after December 31, 1920,
from a shareholder as paid-in surplus,
or from any pearson 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 sect=
113 (a) (2).
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[SEC. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-
The basis of property shall be the cost of
such property; except that-]

(9) Involuntary conversion.-If the prop-
erty was acquired, after February 28, 1913,
as a result of a compulsory or involuntary
conversion described in section 112 (f), the
basis shall be the same as in the case of the
property so converted, decreased in the
amount of any money received by the tax-
payer which was not expended in accord-
ance with the provisions of law (applicable
to the year in which such conversion was
made) determining the taxable status of the
gain or loss upon such conversion, and in-
creased in the amount of gain or decreased
in the amount of loss to the taxpayer recog-
nized upon such conversion under the law
applicable to the year in which such conver-
sion was made.

ART. 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 in
1926 for $100,000 is destroyed in 1938
and A receives insurance in the amount
of $200,000. Disregarding, for the pur-
pose of this example, 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 ex-
pended in the acquisition of the new
property, such amount may be added to
the basis otherwise determined.

[SEc. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that--]

(10) Wash sales of stock--If the property
consists of stock or securities the acquisition
of which (or the contract or option to ac-
quire which) resulted in the.nondeductibil-
Ity (under section 118 of this Act or corre-
sponding provisions of prior Income tax laws,
relating to wash sales) of the loss from the
sale or other disposition of substantially
identical stock or securities, then the basis
shall be the basis of the stock or securities
so sold or disposed of, increased or decreased,
as the case may be, by the difference, if any,
between the price at which the property was
acquired and the price at which such sub-
stantally identical stock or securities were
sold or otherwise disposed of.

AT. 113 (a) (10)-1. Stocks or securi-
ties acquired in "wash sales"--The appli-
cation of section 113 (a) (10) may be
Illustrated by the following examples:

Example (1): A purchased a share of
common stock of the X Corporation for
$100 In 1926, which he sold January 15,
1938, for $80. On February 1, 1938, he
purchased a share of common stock of
the same corporation for $90. No loss
from the sale is recognized under sec-
tion 118. The basis of the new share is
$110; that is, the basis of the old share
($100) increased by $10, the excess of

the price at which the new share was
acquired ($90) over the price at which
the old share was sold ($80).

Example (2): A purchased a share of
common stock of the Y Corporation for
$100 in 1926, which he sold January 15,
1938, for $80. On February 1, 1938, he
purchased a share of common stock of
the same corporation for $70. No loss
from the sale is recognized under sec-
tion 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).

[SEC. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that-]

(11) Property acquired during affiliation-
In the case of property acquired by a cor-
poration, during a period of affiliation, from
a corporation wlth which it was affiliated, the
basis of such property, after such period of
affiliation, shall be determined, in accord-
ance with regulations prescribed by the
Commissioner with the approval of the Sec-
retary, without regard to. intercompany
transactions in respect of wnicn gam or ioss
was not recognized. For the purposes of
this paragraph, the term "period of affilia-
tion" means the period during which such
corporations were affiliated (determined in
accordance with the law applicable thereto)
but does not include any taxable year be-
ginning on or after January 1, 1922, unless
a consolidated return was made, nor any
taxable year after the taxable year 1928.
The basis in case of property acquired by
a corporation during any period, In the tax-
able year 1929 or any subsequent taxable
year, In respect of which a consolidated re-
turn is made by such corporation under
section 141 of this Act or the Revenue Act
of 1928 or the Revenue Act of 1932 or the
Revenue Act of 1934 or the Revenue Act
of 1936, shall be determined in accordance
with regulations prescribed under section
141 (b) of this Act or the Revenue Act of
1928 or the Revenue Act of 1932 or the
Revenue Act of 1934 or the Revenue Act
of 1936. The basis in the case of property
held by a corporation during any period, in
the taxable year 1929 or any subsequent
taxable year, in respect of which a consoli-
dated return is made by such corporation
under section 141 of this Act or the Reve-
nue Act of 1928 or the Revenue Act of 1932
or the Revenue Act of 1934 or the Revenue
Act of 1936, shall be adjusted in respect of
any items relating to such period, in accord-
ance with regulations prescribed under sec-
tion 141 (b) of this Act or the Revenue Act
of 1928 or the Revenue Act of 1932 or the
Revenue Act of 1934 or the Revenue Act of
1936, applicable to such period.

ART. 113 (a) (11)-1. Basis of property
acquired during afiliation.-The basis of
property acquired by a corporation dur-
ing a period of affiliation from a cor-
poration with whichit 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 article, the term
"period of affliation" means the period
during which such corporations were
affliated (determined in accordance

with the law applicable thereto, but does
not include any taxable year beginning
on or after January 1, 1922, unless a
consolidated return was made, nor any
taxable year after the taxable year 1928.

Example: The X Corporation, the Y
Corporation, 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
corporation during any period, In the
taxable year 1929 or any subsequent
taxable year, in respect of which a con-
solidated return was made or was re-
quired under Regulations 75, Regula-
tions 78, Regulations 89, Regulations 97,
or Regulations 102, relating to consoli-
dated 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 subsquent tax-
able year, in respect of which a consoli-
dated return Is made or Is required un-
der Regulations 75, Regulations 78,
Regulations 89, Regulations 97, or Regu-
lations 102, shall be adjusted In respeot
ofPany Items relating to such period In
accordance with such regulations.

The basis of property after a consoli-
dated return period shall be the same as
immediately prior to the close of such
period. For example, if a corporation
has been a member of an afilliated group
which has made a consolidated return
on the calendar year basis for the tax-
able year 1937 and makes a separate
return for the taxable year 1938 and
succeeding taxable years, the value of
the opening inventory to be used in com-
puting such corporation's net Income
for the taxable year 1938 Is the proper
value of the closing Inventory used In
computing the consolidated net Income
for the preceding taxable year.

[SEc. 113. Adjusted basis for dctermiting
gain or loss.]

[(a) Basis (unadjusted) of propctty,-
The basis of property shall be the cost of
such property; except that-]

(12) Basis established by RaVenUd Aof 01
1932-If the property was acquired, after
February 28, 1913, in any taxable year be-
ginning prior to January 1, 1934, and the
basis thereof, for the purposes of the 1ev-
enue Act of 1932 was prescrlbed by eoction
113 (a) (6), (7), or (9) of such Act, then
for the purposes of this Act the basias hall
be the same as the basis therein prescribed
in the Revenue Act of 1032.

ART. 113 (a) (12)-l. Basis o1 property
established by Revenue Act of 1932.-
Section 113 (a) (12) provides that If the
property 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
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Revenue Act of 1932, was prescribed by
section 113 (a) (6), (7), or (9) of that
Act, then for the purposes of the Rev-
enue Act of 1938 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 ap-
portioned between such stock and the
stock or securities so distributed to the
shareholder. The basis of the old shares
and the new shares or securities shall be
determined in accordance with the fol-
lowing rules:

(1) If the stock distributed in reor-
ganization consists solely of stock in the
distributing corporation and is all of sub-
stantially the same characer and pref-
erence as the stock in respect of which
the distribution is made, the basis of
each share will be the quotient of the
cost or other basis of the old shares of
stock divided by the total number of the
old and the new shares.

(2) If the stock distributed in reorgani-
zation is in whole or in part stock in a
corporation a party to the reorganization
other than the distributing corporation,
or where the stock distributed in reorgan-
ization is in whole or in part stock of a
character or preference materially differ-
ent from the stock in respect of which
the distribution is made, or if the dis-
tribution 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 distributed in pro-
portion, as nearly as may be, to the re-
spective 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 num-
ber of shares or units in the class With-
in the meaning of the foregoing pro-
visions, securities are different in class
from stocks and stocks or securities in
one corporation are different in class
from stocks or securities in another cor-
poration. In general, any material dif-
ference in character or preference or
terms sufficient to distinguish one stock
or security from another stock or se-
curity so that different values may prop-
erly be assigned thereto, will constitute
a difference in class.

(3) 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
article 22 (a)-8), and any sale of the
stock or securities distributed In reor-
ganization will be presumed to have been
made from the stock or securities dis-
tributed in respect of the earliest pur-
chased stock.

(4) 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, 1937, without the surrender
of his stock there is acquired by a share-
holder in a corporation a party to a re-
organization, as a distribution in pur-
suance of the plan of reorganization,
stock or securities in a corporation a
party to the reorganization, such acqui-
sition of new shares or securities by the
shareholder will be treated as a dividend
to the extent described in article' 112
(g)-5.

[Smc. 113. Adustcf basis for determining
gain or loss.]

[(a) Basis (unadJstcd) of propertj.- The
basis of property shall be the cast of such
property; except that-]

(13) Partncrships.-If the property was
acquired, after February 28. 1913, by a part-
nership and the basis Is not otherwie detcr-
mined under any other paragraph of this
subsection, then the basis shall be tho came
as It would be in the hands of the tranrfcror,
Increased in the amount of gain or decreared
n the amount of lozs recognized to the

transferor upon such transfer under the law
applicable to the year In which the transfer
was made. If the property was dlstributcd
In kind by a partnership to any partner, the
basis of such property in the hand3 of the
partner shall be such part of the basis In his
hands of his partnerahip Interest as is prop-
erly allocable to such property.

ART. 113 (a) (13)-1. Property conirib-
uted in kind by a partner to a partner-
ship.-The basis of property contributed
in kind by a partner to partnership capi-
tal after February 28, 1913, Is the cost or
other basis thereof to the contributing
partner. Annual allowances to the part-
nership for depletion and depreciation
are to be computed on such basis. If
such basis is greater than the fair market
value of the property at the date of the
transfer to the partnership, the annual
depletion or depreciation allowances sh=ll
be allocated to and included in the deter-
mination of the distributive shares of the
partners In accordance with their agree-
ment 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
depreciation are to be limited to such
basis and may be apportioned among the

partners according to their agreement
with rcspect to the sharing of gains or
lo2ses affecting partnership capital. On
the sale or other disposition of such con-
tributed property by the partnership the
gain or los, determined on such trans-
ferred basis, adjusted as required by sec-
tion 113 (b), shall be prorated in deter-
mlalng the distributive shares of the
partners according to their gain or lo;s
ratios on the disposition of a part-
nership asset under the partnership
agreement.

Ara. 113 (a) (13)-2. Readusftment of
partnerhip interests.When a partner
retires from a partnership, or the part-
nership 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 part-
nership plus the amount of his share in
any undistributed partnership net in-
come earned since he became a partner
on which the income tax has been paid.
However, if such interest in the partner-
ship was acquired prior to March 1, 1913,
both the cost or other basis as hereinbe-
fore provided and the value of such inter-
eat as of such date, plus the amount of
his share in any undistributed partner-
ship net income earned since February
28, 1913, on which the income tax has
been paid, shall be ascertained, and the
gain derived or the los sustained shall
be computed as provided in article 111-1.
See also section 117. If the partnership
distributes its assets in kind and not in
cash, the partner realizes no gain or Ios
until he disposes of the property received
in liquidation. The basis of such proper-
ty in the hands of the partner shall be
such part of the basis in his hands of his
partnership interest as is properly allo-
cable to such property.

If a new partner Is admitted to the
partner-hip, 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 determine
whether any gain has been realized or
loss sustained by any partner.

[Scc. 113. Adjusted basfs for determining
gain or loss.]

[(a) Vasi (unadjusted) of property.-The
b.l:, of prop-rty shall be the cost of such
propcrty; except that-]

(14) rop-srti acquired bcf ore farls 1,
1913.-In the ca=_ of property acquired be-
fore March 1. 1913, if the basis otherwie
determined under tht cubzs-cton, adjusted
(for the pcrlod prior to march 1, 1913) as
provIdd in subccction (b), i less; than the
fair ma et value of the property as of zarch
1. 1913, then the bazis for dtermining gain
Lhall ba -uch fair mnrhct value. In deter-
mlning the fair marqe value of stach in a
corporation as of March 1, 1913, due rejard
shall b iven to the fair mar-et value of
the aset3 of the corporation as of that date.

An. 113 (a) (14)-1. Property acquired
prior to :.frcl 1, 1913.-7e basis as of
March 1, 1913, for determining gain in
the case of property acquired prior to
that date, is the basis otherwise pro-
vided for such property under section 113
(a), adjusted for the period prior to
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March 1, 1913, or the fair market value
of the property as fo March 1, 1913,
whichever is higher.

The basis as of March 1, 1913, for de-
termining 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.

Example: A, who makes his returns
upon the calendar year basis, in 1908

.purchased property for $100,000. Assum-
ing, for the purposes of this example,
that there are no additions and better-
ments 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 prop-
erty was $94,000. (a) For the purpose of
determining gain from the sale or other
disposition of the property on March 1,
1938, the basis of the property is the fair
market ialue 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 de-
preciation deductions allowed (not less
than the amount allowable) after Febru-
ary 28, 1913, to the year 1938 is in the
aggregate sum of $43,240, the adjusted
basis for determining gain in 1938 ($94,-
000 less $43,240) Is $50.760. (b) For the
purpose of determining a loss from the
sale or other disposition of such property
in 1938, the basis of the property is the
cost of the property, without reference to
-the fair market value as of March 1, 1913,
adjusted for depreciation before March 1,
1913, and after February 28, 1913. The
amount of depreciation sustained prior
to March 1, 1913, in this example is $10,-
000, and if the amount of depreciation to
be accounted for after February 28, 1913,
Is assumed to be $43,240, the aggregate
amount of depreciation for which adjust-
ment of such cost must be made is $53,-
240. The adjusted basis for determining
the loss in 1938 ($100,000 less $53,240) is
$46,760.

What the fair market value of property
was on March 1, 1913, is a question of
fact to be established by competent evi-
dence. In determining the fair market
value of stock in a corporation, due re-
gard 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 particular
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 ascertaining 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.

[SEc. 113. Adjusted basis for determining
gain or loss.]

[(a) Basis (unadjusted) of property.-The
basis of property shall be the cost of such
property; except that-]

(15) Property received by a corporation on
complete liquidation of another.-If the prop-
erty was received by a corporation upon a
distribution in complete liquidation of an-
other corporation within the meaning of
section 112 (b) (6), then the basis shall be
the same as It would be in the hands of the
transferor. The basis of property with re-
spect to which election has been made in
pursuance of the last sentence of section
113 (a) (15) of the Revenue Act of 1936, as
amended, shall, in the hands of the corpora-
tion making such election, be the basis pre-
scribed in the Revenue Act of 1934, as
amended.

ART. 113 (a) (15)-1. Basis of property
received by a corporation in complete
liquidation of another corporation.-Ex-
cept as otherwise provided in this article,
the basis of property received in complete
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 liq-
uidating 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-

(1) Such property was received in a
liquidation which was completed before
June 23, 1936;

.(2) Such liquidation constituted a
complete liquidation within the meaning
of section 112 (b) (6) of the Revenue
Act of 1934, as added by the Revenue
Act of 1935;

(3) No -gain or loss would have been
recognized under section 112 (b) (6) of
the Revenue Act of 1934, as amended,
upon the receipt of such property; and

(4) The recipient corporation (within
180 days after the enactment of the Reve-
nue Act of 1938) under regulations pre-
scribed under section 808 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 surrendered
in exchange for the property, decreased
in the amount of money received and in-
creased in the amount of gain or de-
creased in the amount of loss to the re-
cipient corporation that was recognized
upon the liquidation under the Revenue
Act of 1936. If such property consists
of more than one class of property the
basis shall bQ allocated among the sev-

eral properties (other than money) ro-
ceived, in the proportion that the fair
market value of each such property as of
the date of distribution bears to the fair
market value of all such properties onl
that date.

[Szo. 113. Adjusted basis for detcrmin ln
gain or loss.]

[ (a) Basis (unadjusted) of propcrty-Tho
basis of property shall be the cost of suoh
property; except that-]

(16) Basis established by Revenue Aot of
1934-If the property was acquired, after
February 28, 1913, In any taxable year be-
ginning prior to January 1, 1936, and the basis
thereof, for the purposes of the Revenue Act
of 1934 was prescribed by section 113 (a) (0),
(7), or (8) of such Act, then for the purposes
of this Act the basis shall be the same as
the basis therein prescribed In the Revenue
Act of 1934.

ART. 113 (a) (16)-1. Basis of property
established by Revenue Act o1 1934.-
Section 113 (a) (16) provides that if
property 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 Reve-
nue Act of 1938 the basis shall be the
same as the basis therein prescribed
under the Revenue Act of 1934. For
example, if after December 31, 1920, and
in any taxable year beginning 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 Act but which
Is described in section 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 adjustments to
the date of the exchange.

[Szo. 113. Adjusted basis for determining
gain or loss.]

[ (a) Basis (unadjusted) of propcriy,-Tho
basis of property shall be the cost of ouch
property; except that-]

(17) Property acquired in connection witlh
exchanges and distributions in obedience to
certain orders of Securities and Exchange
Commission.-If the property waa acquired
in any manner described in section 372, the
basis shall be that prescribed n such section
with respect to such property.

(18) Property received f certain corporate
liqufdations.-If the property v/as acquired
by a shareholder in the liquidation of a cor-
poration In cancellation or redemption of
stock with respect to which gain was real-
ized, but with respect to which, as the result
of an election made by him under paragraph
(7) of section 112 (b), the extent to which
gain was recognized was determined under
such paragraph, then the basis shall be the
same as the basis of such stocl cancelled or
redeemed In the liquidation, decreased In
the amount of any money received by him,
and increased in the amount of gain recog-
nized to him.

ART. 113 (a) (18)-1. Basis of property
received in certain corporate liquiddci-
tions.-(a) Property included.--Sectlon
113 (a) (18) applies only to property
(other than money) acquired (1) by a
qualified electing shareholder, (2) upon a
distribution in complete liquidation of a
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domestic corporation pursuant to a plan
of liquidation adopted after May 28, 1938,
in accordance 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, and
(3) in cancellation or redemption of only
those shares of stock which were owned
by such qualified electing shareholder on
the date 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 property
may consist in whole or in part of stock
or securities acquired by the liquidating
corporation after April 9, 1938.

(b) Basis.-The basis of such property
so acquired is the same as the basis of the
shares of stock, in cancellation or re-
demption of which such property was re-
ceived, with proper adjustments to the
date of acquisition, decreased in the
amounit 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). If such property consists of
more than one class of property, the
basis shall be allocated among the several
properties (other than money) acquired
in the proportion that the fair market
value of each such property as of the date
of acquisition bears to the fair market
value of all such properties on that date.
The application of this paragraph may
be illustrated by the following example:

Example: The X Corporation dis-
tributed all its property in complete
liquidation during the month of Decem-
ber, 1938, pursuant to the provisions of
section 112 (b) (7). A, an individual
and a qualified electing shareholder, re-
ceived, in cancellation or redemption of
100 shares of stock owned by him on
the date of the adoption of the plan of
liquidation, $1,000 in cash, property
(other than stock or securities acquired
by the corporation after April 9, 1938)
with a fair market value of $12,000, and
stock acquired by the liquidating cor-
poration after April 9, 1938, 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 Cor-
poration accumulated after February 28,
1913 (computed as provided in section
112 (b) (7)), was $2,500. His gain is
$7,000, but under section 112 (b) (7)
only $5,000 of this gain is recognized,
$2,500 thereof being taxed as a dividend.
The basis of all the property other than
money received by A is $14,000, com-
puted as follows:
Adjusted basis of stock canceled or

redeemed- $10, 000
Less money received--- - - 1, 00

Remainder ......... 9,000
Plus gain recognized-_.... 5,000

Basis oproperty acqulreL__ 14,000

This basis will be apportioned among
the classes of property (other than
money) received as follows: 12,000/
16,000 of $14,000, or $10,500, to the prop-
erty other than stock; 4,000/16,000 of
$14,000, or $3,500, to the stock.

[S=. 113. Adjusted basis for detcrminAng
gain or loss.]

(b) Adjusted basis.-The adjusted basis
for determining the gain or 105 from the
sale or other disposition of property, when-
ever acquired, shall be the basis determined
under subsection (a), adjusted as herein-
after provided.

(1) General rulc.-Proper adjustment in
respect of the property shall In all cazes be
made-

(A) for expenditures, receipts, laczen. or
other items, properly chargeable to capital
account, Including taxes and other carrying
charges on unimproved and unproductive
real property, but no such adjustment shall
be made for taxes or other carrying charges
for which deductions have been taken by the
taxpayer in determining net Income for the
taxable year or prior taxable years:

(B) in respect of any period since Febru-
ary 28, 1913, for exhaustion, wear and tear,
obsolescence, amortizatlon, and depletion, to
the extent allowed (but not le s than the
amount allowable) under this Act or prior
income tax laws. Where for any taxable
year prior to the taxable year 1932 the de-
pletion allowance was based on discovcry
value or a percentage of Income, then the
adjustment for depletion for such year shall
be based on the depletion which would have
been allowable for such year if computed
without reference to discovery value or a
percentage of Income;

(C) In respect of any period prior to
March 1, 1913, for exhaustion. wear and tear,
obsolescence, amortatlon, and deplotion, to
the extent sustained

(D) in the case of stock (to the extent
not provided for in the foregoing subpara-
graphs) for the amount of distributions pre-
viously made which, under the law appl-
cable to the year in which the distribution
was made, either were tax-free or were ap-
pilcable in reduction of basis (not Includ-
ing distributions made by a corporation.
which was classified as a perzonal ervlce:
corporation under the provisions of the Rev-
enue Act of 1918 or 1921, out of Its earnlnp
or profits which were taxable In accordance
with the provisions of sectIon 218 of the
Revenue Act of 1918 or 1921);
(E) to the extent provided In section 337

(f) In the case of the stock of United States
shareholders In a foreign personal holding
company; and

(F) to the extent provided in sction 28
(h) in the case of amounts rpecifled In a
shareholder's consent made under sectlon 28.

(2) Substituted bass.-The term "substi-
tuted basis" as used in this Subsection
means a basis determined under any pro-
vision of subsection (a) of this section or
under any corresponding provision of a prior
ncome tax law, providing that the basis

shall be determined-

(A) by reference to the basi In the hands
of a transferor, donor, or grantor, or

(B) by reference to other property hold at
any time by the person for whom the basis
Is to be determined.
Wvhenever it appears that the basis of prop-
erty in the hands of the taxpayer is a sub-
stituted basis, then the adjustment- pro-
vided in paragraph (1) of this ubsection
shll be made after first naing In rcspcct
of such substituted basis proper adjustments
of a imila nature In respect of the perlcd
during which the property was held by the
tmnsferor, donor, or grantor, or during
which the other property vas held by the
person for whom the basis Is to be deter-

mined. A similar rule shall be applied in
the Case of a series of aub-+Ituted bases.

AnT. 113 (b)-1. Adjucted basis: Gen-
eral rule.-The adjusted basis for de-
termining 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 para-
graphs (1) to (18), inclusive, of section
113 (a), the basis therein provided, ad-
Justed to the extent provided in section
113 (b).

The cost or other basis shall be prop-
erly adjusted for any expenditure, re-
ceipt, loss, or other item, properly
chargeable to capital account, includ-
ing the cost of improvements and bet-
terments made to the property. In the
care of mines and oil or gas wells the
following shall not be considered as
Items properly chargeable to capital ac-
count: (1) ExpendItures made in the
taxable yearD1932 or subsequent taxable
years which are allowable under article
235 or article 236 of Regulations 77, arti-
cle 23 (m)-15 or 23 (m)-16 of Regula-
tions 86, article 23 (m)-15 or 23 (m)-16
of Regulations 94, and article 23 (m)-
15 or 23 (m)-16 of these regulations as
deductions in computing net income;
(2) expenditures made in taxable years
prior to 1932 which were allowed, or
which may hereafter be allowed, as de-
ductions in computing the net income of
the taxpayer for such taxable years. In
the case of unimproved and unproduc-
tive real property, carrying charges,
such as taxes and interest, which have
not been taken as deductions by the tax-
p yer in determining net income for
the taxable year, or a prior taxable year,
are properly chargeable to capital
account.

Example: A, who makes his returns on
the calendar year basis, purchased prop-
erty In 1929 for $10,000. He subsequent-
ly expended $6,000 for improvements.
Disr arding, for the purpose of this ex-
ample, the adjustments required for de-
preciation, the adjusted basis of the
property is $16,000. If A sells the prop-
erty in 1938 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
computing net Income, see section 117.

The cost or other basis must also be
decreased by the amount of the deduc-
tions for exhaustion, wear and tear, ob-
solezcence, amortization, and depletion
to the extent such deductions have in
respect of any period since February 23,
1913, been allowed (but such decrease
shall not be less than the amount of
deductions allowable) under the Revenue
Act of 1938 or prior income tax lavs.
The adjustment required for any taxable
year or period is the amount allowed
or the amount allowable for such year or
period under the law applicable thereto,
whichever s the greater amount. A tax-
payer is not permitted to take advantage
In a later year of his prior failure to
take any depreciation allowance or of
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his action in taking an allowance plain-
ly inadequate under the known facts in
prior years. The determination of the
amount properly allowable shall, how-
ever, be made on the basis of facts rea-
sonably 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 of Corporation A
discloses the following facts as of Janu-
ary 1, 1938:

Allowed, but
Year Allowed Allowable nont al-

lowable

1931 ------------ $6,000 $5,000 $6,000
1932 ------------ 7,000 , 500 7,000
193 ------------ 6,500 6,500 6,500
1934 ------------ 6,500 6,000 6,500
1935 ------------ 5, 0D 6,000 6,000
193 ------------ 4,500 6, 0 6,000
1937 ------------ 4,000 0,000 fl,000

39,500 42,000 44,000

The depreciation allowed but not less
than the amount allowable in this ex-
ample as of January 1, 1938, 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 Reve-
nue Act of 1932, the Revenue Act of
1934, the Revenue Act of 1936, and the
Revenue Act of 1938, for the taxable
year 1932 and subsequent taxable years,
but the amount of the diminution in re-
spect of depletion for, taxable years
prior to 1932 shall not exceed a deple-
tion deduction computed without refer-
ence 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.

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 pe-
riod prior to March 1, 1913.

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 re-
duction of basis (not including distri-
butions 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).

Examl p: A, who makes his returns
upon the calendar year basis, purchased
stock In 1923 for $5,000. He received
in 1924 a distribution of $2,000 paid out
of earnings and profitd of the corpora-
tion accumulated prior to March 1,
1913. The adjusted basis for determim-

ing the gain or loss from the sale or
other disposition of the stock in 1938 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 between $3,000 and the
amount realized from the sale or other
disposition. But see section 117.

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).

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.

In determining basis, and adjustments
to basis, the principles of estoppel apply,
as elsewhere under the Act. ,

ART. 113 (b) -2. Adjusted basis: Cancel-
lation of indebtedness.-In addition to
the adjustments .provided in section 113
(b) (1) and article 113 (b)-1 which are
required to be made with respect to the
cost or other basis of property, a further
adjustment shall be made in any case in
which there shall have been a cancella-
tion 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, Xr, or XII of
the Bankruptcy Act of 1898, as amended.
(See page 665 of the Appendix to these
regulations.) Such further adjustment
shall be made in the following manner
and order:

(1) 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 indebt-
edness, which' indebtedness shall have
been canceled or reduced in any such
proceeding, 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 article) by the
amount by which the indebtedness so
incurred with respect to such property
shall have been canceled or reduced;

(2) In the case of specific propeity
(other than inventory or notes or accounts
receivable), against which, at the time of
the cancellation or reduction of the In-
debtedness, there is a lien (other than a
lien securing indebtedness incurred to
purchase such property) the cost or other
basis of such property shall be decreased
(but the amount of the decrease shall
not be more than the amount of the
adjusted basis without reference to this
article) by the amount by which the in-
debtedness secured by such lien shall
have been canceled or reduced;

(3) Any excess of the total amnunt by
which the indebtedness shall have been

so canceled or reduced In such proceed-
ing over the sum of the adjustments
made under (1) and (2) shall next be
applied to reduce the cost or other basis
of the property of the debtor (other than
inventory and notes and accounts re-
ceivable, but including property covered
by (1) and (2)) 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 article) in an amount
equal to such proportion of such excess
as the adjusted basis (without reference
to this article) of each such unit of prop-
erty bears to the sum of the adjusted
bases (without reference to this article)
of all the property of the debtor other
than inventory and notes and accounts
receivable; and

(4) 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 (1), (2),
and (3) shall next be applied to reduce
the cost or other basis of Inventory and
notes and accounts receivable, as fol-
lows: The cost or other basis of Inventory
or notes or accounts receivable, as the
case may be, shall be decreased (but the
amount of the decrease shall not be more
than the amount of the adjusted basis
without reference to this article) In an
amount equal to such proportion of such
excess as the adjusted basis of Inventory,
notes receivable or accounts receivable,
as the case may be, bears to the sum of
the adjusted bases of such inventory and
notes and accounts receivable.

For the purposes of this article-

(A) Basis shall be determined as of
the date of confirmation of the plan,
composition or arrangement under
which such indebtedness shall have been
canceled or reduced;

(B) Except where the context other-
wise requires, property means all of the
debtor's property, other than money;

(C) No adjustment shall be made by
virtue of the cancelation or reduction of
any accrued interest unpaid which shall
not have resulted in a tax benefit In any
income tax return; and

(D) The phrase "Indebtedness In-
curred to purchase" Includes (1) Indebt-
edness for money borrowed and applied
in the purchase of property and (ii) an
existing indebtedness secured by a lion
against the property which the debtor,
as purchaser of such property, has as-
sumed to pay.

The basis of any of the debtor's prop-
erty which shall have been transferred
to a person required to use the debtor's
basis in whole or in part shall be deter-
mined in accordance with the provisions
of this article.

ART. 113 (b)-3. Substituted basis.-
Whenever It appears that the basis of
property in the hands of the taxpayer Is
a substituted basis, as defined in section
113 (b) (2), the adjustments indicated
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in article 113 (b) -I shall be made after
first making in respect of such substi-
tuted 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
during which the other property was
held by the person for whom the basis
is to he determined. In addition, when-
ever it appears that the basis of prop-
erty in the hands of the taxpayer is a
substituted basis, as defined in section
113 (b) (2) (A), the adjustment indi-
cated in article 113 (b)-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 1926
purchased the X Building and subse-
quently gave it to his son B. B ex-
changed the X Building for the Y Build-
ing 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
1938, is required to reduce the basis of
the building by deductions for deprecia-
tion 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 allowable) to
herself during her ownership of the Y
Building.

CHAPTER XIV

Depreciation and Depletion

SEc. 114. Basis for depreciation and deple-
tion.-(a) Basis for depreciatiom-The basis
upon which exhaustion, wear and tear, and
obsolescence are to be allowed in respect of
any property shall be the adjusted basis pro-
vided in section 113 (b) for the purpose of
determining the gain upon the sale or other
disposition of such property.

(b) Basis for depletion- (1) General
rule.-The basis upon which depletion is to
be allowed in respect of any property shall
be the adjusted basis provided in section 113
(b) fo the purpose of determnin the gain
upon the sale or other disposition of such
property, except as provided in paragraphs
(2), (3), and (4) of this subsection.

(2) Discovery value in case of mines.-In
the case of mines (other than metal, coal,
or sulphur nines) discovered by the taxpayer
after February 28, 1913, the basis for deple-
tion shall be the fair market value of the
property at the date of discovery or within
thirty days thereafter, if such mines were
not acquired as the result of purchase of a
proven tract or lease, and if the fair market
value of the property is materially dispro-
portionate to the cost. The depletion allow-
ance under section 23 (in) based on discovery
value provided in this paragraph shall not
exceed 50 per centum of the net income of
the taxpayer (computed without allowance
for depletion) from the property upon which
the discovery was made, except that in no
case shall the depletion allowance under sec-
tion 23 (in) be less than it would be if com-
puted without reference to discovery value.
Discoveries shall include minerals in com-
mercial quantities contained within a vein
or deposit discovered in an existing mine or

mining tract by the taxpayer after February
28, 1913, if the vein or deposit thus dLs-
covered was not merely the uninterrupted
extension of a continuing commercial vein
or deposit already known to exLt. and If the
discovered minerals are of sulilcient value
and quantity that they could be 2eparately
mined and marketed at a profit,

(3) Percentage depy-etion for oil and ga3
uU.-In the case of oil and gas wells the
allowance for depletion und section 23
(m) shall be 27, per centum of the gross
income from the property during the taxable
year. excluding from such gros3 Income an
amount equal to any rents or royalties paid
or incurred by the taxpayer in respect of the
property. Such allowanca shal not exceed
50 per centum of the net income of the tax-
payer (computed without allowance for de-
pletion) from the property, except that In no
case shall the depletion allowance under
section 23 (m) be lezs than it would be If
computed without reference to this para-
graph.

(4) Percentage depletion for coal and
metal mines and sulphur.-The allowance
for depletion under section 23 (m) rhall be,
in the case of coal mines, 5 per centum, in
the case of metal mines, 15 per centum, and,
in the case of sulphur mines or deposita,
23 per centum, of the grs income from the
property during the taxable year, excluding
from such gross income an amount equal to
any rents or royalties paid or incurred by the
taxpayer n respect of the property. Such
allowance shall not exceed 50 per centum
of the net income of the taxpayer (computed
without allowance for depletion) from the
property. A taxpayer making his first return
under this title in respect of a property shall
state whether he elects to have the depletion
allowance for such property for the taxable
year for which the return Is made computed
with or without regard to percentage deple-
tion, and the depletion allowance in rez;pct
of such property for such year nal be com-
puted according to the election thu made.
If the taxpayer falls to make such utate-
ment in the return, the depletion allowance
for such property for such year shall be com-
puted without reference to percentage deple-
tion. The method, determined as above,
of computing the depletion allowance shall
be applied in the case of the property for
all taxable years in which It is in the hands
of such taxpayer, or of any other perron if
the basis of the property (for determining
gain) in his hands is, under secUon 113, de-
termined by reference to the basis In the
hands of such taxpayer, either directly or
through one or more substituted b as
defined in that section. The above right of
election shall be subject to the qualification
that this paragraph shall, for the purpose
of determining whether the method of com-
puting the depletion allowance follow the
property, be considered a continuation of
section 114 (b) (4) of the Revenue Act of
1934 and the Revenue Act of 1930, and as
giving no new election in c3se where either
of such sections would, If applied, give no
new election.

ART. 114-1. Basis for allo za ce of de-
preciation and depletion.The bacis
upon which exhaustion, wear and tear,
obsolescence, and depletion will be al-
lowed in respect of any property Is the
same as is provided in section 113 (a), ad-
justed as provided in section 113 (b), for
the purpose of determining the gain from
the sale or other disposition of such prop-
erty, except as provided in article 23
(m)-3, relating to depletion based on dis-
covery value, in article 23 (m)--4, relat-
ing to percentage depletion in the case of
oil and gas wells, and in article 23 (m)-5,
relating to percentage depletion in the
case of coal mines, metal mines, and sul-
phur mines or deposlt.

OHAPTEMt XV

Dbsrn luions by Corpcratzon-Dftfden&
Sm. 115. D Itrbuifonz by corpratfon--

(a) DCf,=ft=s of di-ende--The term "divi-
dend" when uzed in this title (except in sec-
tion 203 (a) (3) and scctlon 297 (c) (1), re-
lating to in-urace companle) means any
distributlon made by a corporation to its
shareholders, whether in money or in other
proparty, (1) out of It, earnings or profits
accumulated after February 23, 1913, or (2)
out of the earings or profits of the taxable
year (computed as of the close of the tax-
able year without diminution by reazon of
any dstributions made during the taxable
year), without recard to the amount of the
earning7 and profits at the time the distribu-
tion was made. ,

(b) Source of distributfon.--For the pur-
pzces of this Act every distribution is made
out of earnings or profits to the extent there-
of. and from the mo-t recently accumulated
earning3 or profits. Any earnings or profits
accumulated, or inereae in value of property
accrucd, before March 1, 1913, may be dis-
tributed exempt from tax, after the earni g3
and proflts accumulated after February 23,
1913. have been diributed. but any such tax-
free distribution chall be applied against and
reduce the adju:ted basis of the stcck pro-
vided in section 113.

(c) Distributions in lquidation.-Amamnts
dtiLstributed in complete liquidation of a cor-
poration shall be treated as In full payment
In exchange for the ctock, and amounts dis-
tributed In partial liquidation of a corpora-
tion shall be treated as in part or full
payment in exchange for the stock. The gain
or lo=s to the dIstributee resulting from such
exchange sha1 be determined under section
111, but rhall be recaziled only to the ex-
tent provided in section 112. Despite the
provisions of section 117. the gain so recog-
nized shall be considered as a short-term
capital gain, except In the case of amounts
distrbuted in complete liquidation. For the
purpose of the preceding sentence, "complete
liquidation" includes any one of a series of
distributions made by a corporation in com-
plete cancellation or redemption of all of Its
stock in accordance with a bona fide plan
of liquidation and under which the transfer
of the property under the liquidation is to be
completed within a time specified in the
plan, not exceeding, from the close of the
taxable year during which is made the first
of tbp sriem of distributions under the plan.
(1) three years, If the first of such series of
diztributlons is made in a taxable year begin-
ning after December 31. 1937, or (2) two
Yeas, If the first of such rerie of dlstribu-
tions- "as made in a taxable year begnning
before January 1, 138. In the case of
amunta distributed (whether before Janu-
ary 1. 1938. or on or after such date) in
partial liquidation (other than a distribution
to which the provlions of zubzection (h)
of this section are applicable) the part of
such di-ributIon which is properly charge-
able to capital account chall not be consid-
ered a distribution of earnings or profits.
If any distribution in complete liqudation
(including any one of a series of distributions
made by the corporation In complete cancel-
lation or redemption of all its stock) Is made
by a foreiga corporation which with respect
to any taxable year b-ginning on or b3fcr
and ending after, August 26, 1937, was a
foreign perzonal holding company, and with
rczpect to which a United States group (as
defined in section 331 (a) (2)) existed after
Auust 20, 1937, and before January 1, 1933,
then, dcsplte the foregoing prov;ions of this
subsection. the gain recogalzed resulting
from such distribution shall b2 considered as
a chort-term capital gan-

(1) Unle such liquidation is completed
before July 1 1938; or

(2) Unless (f It is estali-hed to the s-ati-
faction of the CommIon=r by evidence sub-
mitted before July 1, 1938, that due to the
laws of the foreln country in which such
corpm-ation Is Incorporated, or for other rea-
con, it is or will be Imp-xolbla to complete
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the liquidation of such company before such
date) the liquidation is completed on or be-
fore such date as the Commissioner may find
reasonable, but not later than December 31,
1938.

(d) Other distributions from capftal.--f
any distribution (not in partial or complete
liquidation) made by a corporation to its
shareholders is not out of increase in value
of property accrued before March 1, 1913,
and is not a dividend, then the amount of
such distribution shall be applied against and
reduce the adjusted basis of the stock pro-
vided In section 113, and If in excess of such
basis, such excess shall be taxable in the
same manner as a gain from the sale or ex-
change of property.
(e) Distributions by personal service cor-

porations-Any distribution made by a cor-
poration, which was classified as a personal
service corporation under the provisions of
the Revenue Act of 1918 or the Revenue
Act of 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 section 218 of the Revenue Act of
1921, shall be exempt from tax to the dis-
tributees.

(f) Stocke dividends.-(1) General rule.-
A distribution made by a corporation to its
-shareholders in Its stock or in rights to ac-
quire its stock shall not be treated as a divi-
dend to the extent that It does not constitute
income to the shareholder within the mean-
Ing of the Sixteenth Amendment to the Con-
stitution.

(2) Election of shareholders as to medium
of payment.-Whenever a distribution by a
corporation Is, at the election of any of the
shareholders (whether exercised before or
after the declaration thereof), payable either
(A) in its stock or in rights to acquire its
stock, of a class which if distributed without
election Would be exempt from tax under
paragraph (1), or (B) in money or any other
property (including its stock or in rights to
acquire its stock, of a class which if dis-
tributed without election would not be ex-
empt from tax under paragraph (1)), then
the distribution shall constitute a taxable
dividend in the hands of all shareholders,
regardless of the medium in which paid.

(g) Redemption of stoc.-If a corporation
cancels or redeemd 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 redemp-
tion in whole or in part essentially equiva-
lent to the distribution of a taxable dividend,
the amount so distributed in redemption
or cancellation of the stock, to the extent
that It represents a distribution of earnings
or profits accumulated after February 28,
1913, shall be treated as a taxable dividend.

(h) Effect n earnings and profts of dis-
tributions of stock.-The distribution
(whether before January 1, 1938, or on or
after such date) to a distTibutee by or on
behalf of a corporation of its stock or securi-
ties, of stock or securities in another corpora-
tion, or of property or money, shall not be
coniderCd a distribution of earnings or
profits of any corporation-

(1) if no gain to such distributee from the
receipt of such stock or securities, property
or money, was recognized by law, or

(2) if the distribution was not subject to
tax in the hands of such distributee because.
It did not constitute Income to him within
the meaning of the Sixteenth Amendment
to the Constitution or because exempt to
him under section 115 (f) of the Revenue
Act of 1934 or a corresponding provision of
a prior Revenue Act.
As used In this subsection the term "stock
or securities" includes rights to acquire stock
or securities.

(i) Definition, of partial Ltqudation.-As
used in this section: the termn "amounts dis-
tributed in partial liquidation!' means a dis-
tribution by a corporation in complete
cancellation 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.

11) Valuation of dividend-If the whole or
any part of a dividend is paid to a share-
holder in any medium other than money the
property received other than money shall be
included in gross income at Its fair market
value at the time as of which it beconaks
income to the shareholder.

(k) Consent distributions.-For taxability
as dividends of amounts agreed to be in-
cluded in gross income by shareholders' con-
sents, see section 28.

ART. 115-1. Divideitu.-The term
"dividend" for the purpose of Title I (ex-
cept when used in sections 203 (a) (3)
and 207 (c) (1) thereof) 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
reason of any distributions made dur-
ing the taxable year. For the purpose
of determining whether a distribution
constitutes a dividend, it is unnecessary
to ascertain the amount of the earn-
ings and profits accumulated since Feb-
ruary 28, 1913, if the earnings and profits
of the taxable year are equal to or in
excess of the total amount of the dis-
tributions made within such year.

A taxable distribution made by a cor-
poration to its shareholders shall be in-
cluded in the gross income of the dis-
tributees when the cash or other prop-
erty is unqualifiedly made subject to
their demands.

The application of section 115 (a) may
be illustrated by the following example:

Example: At the beginning of the
calendar year 1938, 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, 1938, the corporation made
quarterly distributions during the tax-
able 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 earn-
ings or profits of the year ($100,000).

AR7!. 115-2. Sources of distribtins i-n
genera -For the purpose of income tax-
ation every distribution made by a cor-
poration 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, ourth,
to sources other than earnings or profits
only after the earnings or profits have
been distributed.

If the earnings or profits of the tax-
able year (computed as of the close of
the year without diminution by reason of
any distributions made during the year
and without regard to the amount of
earnings or profits at the time of the dis-
taibution) are sufficient in amount to
cover all the distributions made during
that year, then each distribution is a tax-
able dividend. (See article 115-1.) If
the distributions made during the tax-
able year exceed the earnings or profits
of such year, then that proportion of
each distribution which the total of the
earnings or profits of the year bears to
the" total distributions made during the
year shall be regarded as out of the earn-
ings 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 extent of the
earnings or profits accumulated since
February 28, 1913, and available on the
date of the distribution. In any case in
which It Is necessary to determine the
amount of earnings or profits accumu-
lated since February 28, 1913, and the
actual earnings or profits to the date of
a distribution within any taxable year
(whether beginning before January 1,
1938, or, in the case of an operating def-
icit, 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 dis-
tribution not counting the date on which
the distribution was made. The provi-
sions of this article may be Illustrated by
the following example:

Example: At the beginning of the
calendar year 1938, the M Corporation
had $12,000 In earnings and profits ac-
cumulated since February 28, 1913. Its
earnings and profits for 1938 amounted to
$30,000. During the year it made quar-
terly distributions of $15,000 each. Of
each of the four distributions made,
$7,500 (that portion of $15,000 which the
amount of $30,000, the total earnings and
profits of the taxable year, bears to $60,-
000, the total distributions made during
the year) was paid out of the earnings
and profits of the taxable year; and of
the first and second distributions, $7,500
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and $4,500, respectively, were paid out of
the earnings and profits accumulated
after February 28, 1913, and prior to the
taxable year, as follows:

Distributions during Ing Portioncut ofPortion earnu

out of cl-
earn- nulated amountings or since o

Fe.2,ofeach
Date Amount ofthe 1913,

taxable nd bution
year prior to

year

Wiar. 10 - $15,000 $7,00 $7,500 $15,03
lune 10__ - 15,000 7,500 4,500 12,000
Sept. 10. 15,000 7,500 _.. 7. W,
Dec. 10.... 15,030 7,00 7., 0

Total amount
taxable as
dividends.._ 42,000

Any distribution by a corporation out
of earnings or profits accumulated prior
to March 1, 1913, or out of increase in
value of properk accrued prior to March
1, 1913 (whether or not realized by sale
or other disposition, and, if realized,
whether prior to or on or after March 1,
1913), is not a dividend within the
meaning of Title I.

ART. 115-3. Earnings or pro .-ts-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 mere bookkeeping entries in-
creasing or decreasing surplus will not
be conclusive. Among the items enter-
ing into the computation of corporate
earnings or profits for a particular pe-
riod are all income exempted by statute,
income not taxable by the Federal Gov-
ernment under the Constitution, as well
as all items includible in gross income
under section 22 (a) of the Act or corre-
sponding provisions of prior Acts.
Gains and losses within the purview of
section 112 or corresponding Provisions
of prior Acts are brought into the earn-
ings and profits at the time and to the
extent such gains and loses are recog-
nized under that section. Interest on
State bonds and certain other obliga-
tions, although not taxable when re-
ceived by a corporation, is taxable to the
same extent as other dividends when
distributed to shareholders in the form
of dividends.

In the case of a corporation in which
depletion is a factor in-the determina-
tion of income, the only depletion de-
ductions to be considered in the compu-
tation of earnings or profits are those
based on (1) cost or other basis, if the
depletable asset was acquired subsequent
to February 28, 1913, or (2) adjusted
cost or March 1, 1913, value, whichever
is higher, if acquired prior to March 1,
1913. Thus, discovery and percentage
depletion under all Revenue Acts for
mines and oil and gas wells should not
be taken into consideration in comput-

No. 28- 5

ing the earnings or profits of a corpora-
tion.

A loss sustained for a year prior to the
taxable year does not affect the earn-
ings or profits of the taxable year.
However, In determining the earnings
or profits accumulated since February
28, 1913, the excess of a loss sustained
for a year subsequent to February 28.
1913, over the undistributed earnings or
profits accumulated since February 28,
1913, and 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 sufeent to abzorb
such excess, distributions to share-
holders 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.

With respect to the effect on the earn-
ings or profits accumulated since Feb-
ruary 28, 1913, of distributions made 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
Revenue Act of 1917.

ART. 115-4. Dtributions other than a
dividend.-Under section 115 (d), any
distribution (including a distribution out
of earnings or profits accumulated be-
fore March 1, 1913) other than

(1) a dividend (see articles 115-1 and
115-2),

(2) a distribution out of increase in.
value of property accrued prior to March
1, 1913 (see article 331-1), or

(3) a distribution in partial or com-
plete liquidation (see article 115-5)

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 pro-
visions of this article are applicable to
such distributions received by one cor-
poration from another corporation.

Example: In 1938 the M Corporation
purchased certain shares of stock in the
0 Corporation for $10,000. During that
year the M Corporation received a dis-
tribution from the 0 Corporation of
$2,000 paid out of earnings or profits of
the 0 Corporation accumulated prior
to March 1, 1913. This distribution must
be applied by the M Corporation against
the basis of its stock in the 0 Corpora-
tion 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 con-
stitutes a part of its earnings or profits
for the year in which the stock Is sold.
If the distribution had amounted to
$14,000, the gain of $4,000 would be tax-

able to the M, Corporation and would
have constituted a part of the earnings
or profits of that corporation for the
yea in which the distributicn was made.

AnT. 115-5. Ditribuo s in Zquida-
tfn-(a) Gcne .- Amounts distrib-
uted in complete liquidation of a corpa-
ration are to be treated as in full pay-
ment in exchange for the st.ock, and
amounts distributed in partial liquida-
tion are to be treated as in part or full
payment in exchange for the stock so
canceled or redeemed. The gain or loss
to a shareholder from a distribution in
liquidation is to be determined, as pro-
vided in section 111 and article 111-1,
by comparing the amount of the distribu-
tion 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 provided in section 112.

(b) Complete Zlqudation.-In the case
of amounts distributed in complete liq-
uidation of a corporation, the amount of
the gain or loss so recognized is subject
in general to the limitations contained
in section 117. For this purpose the
term "complete liquidation" includes any
one of a series of distributions made by
a corporation in complete cancellation
or redemption of all of its stock in ac-
cordance with a bona fide plan of liq-
uidation and under which the transfer
of the property under the liquidation is
to be completed within a time specified
in the plan, not exceeding, from the
cloze of the taxable year during which
is made the first of the series of distri-
butions under the plan, (1) three years
f the first of such series of distributions

Is made in a taxable year beginning
after December 31, 1937, or (2) two
years, if the first of such series of dis-
tributions was made in a taxable year
beginning prior to January 1, 1933.

For the purpazes of the last sentence
of section 115 (c), a liquidation may be
completed prior to the actual dL-solu-
tion of the liquidating corporation but
no liquidation is completed until the
liquidating corporation and the receiver
or trustees in liquidation are finally
divested of all the property (both tangi-
ble and Intangible).

For the purpose of this article the- da-
termination of whether a foreign cor-
poration was a foreign personal holding
company with respect to a taxable year
beginning on or before, and ending after
August 26, 1937, shall be made under
sction 331 of the Revenue Act of 1936,
added to such Act by sction 201 of the
Revenue Act of 1937, and articles 331-1,
331-2, and 331-3 of Chapter XX,
added to Regulations 94 by Treasury
Dcz!sion 4782, approved December 7,
1937 (C. B. 1937-2, p. 163).

Example: A, an Individual whose tax-
able year is the calendar year, owns 20
shares of itcck of the N Corporation, a
domestic corporation, 10 shares of which
were acquired in 1921 at a cost of $1,250
and the balance of 10 shares in June.
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1936, at a cost of $3,000. He receives in
May, 1938, a .distribution of $200 per
share in complete liquidation, or $2,000
on the 10 shares acquired in 1924, and
$2,000 on the 10 shares acquired in June,
1936. The gain of $750 on the shares
acquired in 1924 should be included in
A's gross income to the extent of 50
percent, or $375; the loss of $1,000 on
the shares acquired in 1936 should be
deducted In computing A's net income
to the extent of 66% percent, or $666.67.
(See section 117 (b). See also section
117 (0).)

(c) Partial liquidation.-In the case
of amounts distributed in partial liqui-
dation of a corporation, the amount of
the loss recognized is subject to the
limitations contained in section 117 but
the entire amount of the gain recog-
nized shall be considered as a shot-
term capital gain despite the provisions
of section 117. The term "amounts dis-
tributed in partial liquidation" means a
distribution by a corporation in com-
plete cancellation 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 re-
demption of a part of the corporate stock
may be accomplished, for example, by
the complete retirement of all the shares
of a particular preference or series, or
by taking up all the old shares of a par-
ticular preference or series and issuing
new shares to replace a portion thereof,
or by the complete retirement of any
part of the stock, whether or not pro
rata among the shareholders.

In the case of amounts distributed in
partial liquidation, the part of such dis-
tribution which is properly chargeable
to capital account shall not be consid-
ered a distribution of earnings or profits
within the meaning of section 115 (b)
for the purpose of determining taxabil-
ity of subsequent distributions by the
corporation. (See articles 2"7 (g)-1 and
115-11.)

Example: A, an individual whose tax-
able year is the calendar year, owns 20
shares of participating preferred stock of
the Y Corporation, 10 shares of which he
purchased in 1924 for $1,060 and 10 shares
of which he purchased in June, 1936, at
$2,000. On May 15, 1938, the corpora-
tion in a transaction qualifying as a
partial liquidation redeemed the entire
issue of preferred stock by paying the
holders thereof $141 per share. A re-
ceiving $2,820 upon the surrender of his
20 shares of such stock. The gain of
$350 on the shares acquired in 1924
should be included in its entirety in A's
gross income; but the loss of $590 on the
shares acquired in 1936 should be de-
ducted in computing A's net income to
the extent of 662 percent, or $393.33.
(See section 117 (b). See also section 117
(0).)

ART. 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 distribu-
tion made from a depletion or a deprecia-
tion reserve based upon the cost or other
basis of the property will not be con-
sidered as having been paid out of earn-
ings 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 distribution is
in excess of the basis, the excess shall
be taxed as a gain from the sale or other
disposition of property as provided in
article 111-1. A distribution from a de-
pletion reserve based upon discovery
value to the extent that such reserve
represents the excess of the discovery
value over the cost or other basis for
determining gain or loss, is, when re-
ceived by the shareholders, taxable as an
ordinary dividend. The amount by
which a corporation's percentage deple-
tion allowance for any year exceeds de-
pletion sustainedon cost or other basis,
that is, determined without regard to dis-
covery or percentage depletion allow-
ances for the year of distribution or prior
years, constitutes a part of the corpora-
tion's "earnings or profits accumulated
after February 28, 1913," within the
meaning of section 115, and, upon dis-
tribution 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
reserve 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 article 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.

ART. 115-7. Stock dividends-A distri-
bution made by a corporation to its share-
holders in its stock or in rights to ac-
quire its stock shall be treated as a divi-
dend to the full extent that it constitutes
income to the shareholders within the
meaning of the sixteenth amendment to
the Constitution. The Supreme Court
has pointed out some of the characteris-
tics distinguishing a stock dividend which
constitutes income from one which does
not constitute income within the meaning
of the Constitution.' The distinction be-
tween a stock dividend which does not,

ISee Eisner v. Macomber (252 U. S., 189,
T. D. 3010, C. B. 3, 25 (1920)); and Kosh-
land v. Helvering (298 U. S., 441, Ct. D. 1124,
C. B. VX-1, 219 (1936)). Compare United
States v. Phellis (257 U. S., 156, T. D. 3270,
C. B. 5, 37 (1921)); Rockefeller v. United
States (257 U. S., 176, T. D. 3271, C. B. 5, 34
(1921)); Cullinan v. Walker (262 U. S., 134,
T. D. 3508, C. B. II-2, 55 (1923)); Weiss v.
Steam (265 U. S., 242, T. D. 2609, C. B. 111-2,
51 (1924)); and Marr v. United States (268
U. S., 536, T. D. 3755, C. B. IV-2, 116 (1925)).

and one which does, constitute income
to the shareholder within the meaning
of the sixteenth amendment to the Con-
stitution is the distinction between a
stock dividend which works no change
in the corporate entity, the same inter-
est in the same corporation being repre-
sented after the distribution by more
shares of precisely the same character,
and a stock dividend where there either
has been a change of corporate Identity
or a, change in the nature of the shares
issued as dividends whereby the propor-
tional Interest of the shareholder after
the distribution Is essentially different
from his former Interest. A stock divi-
dend constitutes Income if It gives the
shaxeholder an Interest different from
that which his former stock holdings rep-
resented, A stock dividend does not con-
stitute income If the new shares confer
no different rights or interests than did
the old-the new certificates plus the old
representing the same proportionate In-
terest in the net assets of the corporation
as did the old.

Example (1): The X Corporation had
an authorized capital stock of $300,000 of
common stock, par value $10 a share, and
$100,000 of 7 percent cumulative pre-
ferred stock, par value $100 a share,
which is preferred as to dividends, has
no voting rights, and may be redeemed
at any time at $105 per share, The
articles of incorporation provide that the
annual dividend on the preferred stock
may be paid In cash or, at the option of
the corporation, In one share of common
stock for each share of preferred, On
July 1, 1938, the X Corporation had out-
standing $200,000 of common stock and
$100,000 of preferred stock, earnings and
profits of $60,000 accumulated since Feb-
ruary 28, 1913, and earnings and profits
of the taxable year amounting to $15,000.
On July 1, 1938, it distributed 1,000
shares of its common stock of an aggre-
gate par value (and fair market value)
of $10,000 to the holders of Its preferred
stock in payment of the annual dividend
on such stock. The stock so distributed
constitutes a taxable stock dividend to
the holders of the preferred stock.

Example (2): On July 1, 1938, the Y
Corporation had an authorized capital
stock consisting of 1,000 shares of com-
mon stock, par value $100 a share, of
which 500 shares were outstanding. It
had earnings and profits of $40,000 ac-
cumulated since February 28, 1913, and
$5,000 of earnings and profits of the tax-
able year. On July 1, 1938, the Y Cor-
poraticn issued and divided among Its
shareholders 250 additional shares of Its
common stock of a total par value of
$25,000 and transferred an equivalent
amount from surplus account to capital
stock account. The stock so distributed
does not constitute a taxable stock divi-
dend to the shareholders.

Example (3): The Z Corporation had
an authorized capital stock of 30,000
shares of common, without par value,
and 10,000 shares of 7 percent cumula-
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tive preferred stock, par $100, which is
preferred as to dividends, has voting
rights and may be redeemed on the 1st
of January or July of any year by the
payment of $105 per share and accrued
dividends. On July 1, 1938, the com-
pany's issued and outstanding stock
amounted to 20,000 shares of common
and 6,000 shares of preferred, and it had
$250,000 earnings and profits accumu-
lated since February 28, 1913, and $90,-
000 earnings and profits of the taxable
year. On July 1.1938, it paid a dividend
on its common stock in preferred stock
at the rate of .'2 share of preferred on
each share of common outstanding. The
preferred stock so distributed constitutes
a taxable stock dividend to the holders
of common stock.

ART. 115-8. Election of shzrel olders as
to medium of Payment.-If the share-
liolder 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 distribution -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 declara-
tion of the distribution; or

(3) whether the declaration of the
dividend provides that payment will be
made in one medium unless the share-
holder specifically requests payment in
the other.

The term "any other property" as used
in this article includes stock of the cor-
poration or rights to acquire its stock,
of a class which if distributed without
an election, would constitute income
within the meaningi of the sixteenth
amendment to the Constitution. (See
article 115-7.)

ART. 115-9. Distribru in redemnptiom
or cancellation of stock taxable as a
div iez7u--f- a corporation cancels or
redeems its stock (whether or not such
stock was issued as a stock dividend) at
such time -and in such manner as to
make the distribution and cancellation
or redemption in whole or in part es-
sentially equivalent to the distribution
of a taxable dividend, the amount so
distributed in redemption or cancellation
of the stock, to the extent that it rep-
resents a distribution of earnings or
profits accumulated after February 28,
1913, shall be treated as a taxable
dividend.

The question whether a distribution in
connection with a cancellation or re-
demption of stock is essentially equivalent
to the distribution of a taxable dividend

[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 dareholders will gen-
erally 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 cor-
poration 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
corporation, or one of a series of bona fide
distributions in complete cancellation or
redemption of all of the stock of a cor-
poration, is not essentially equivalent to
the distribution of a taxable dividend.
If a distribution is made pursuant to a
corporate resolution reciting that the dis-
tribution is made in liquidation of the
corporation, and the corporation is com-
pletely liquidated and dissolved within
one year after the distribution, the distri-
bution will not be considered essentially
equivalent to the distribution of a taxable
dividend; in all other cases the facts and
circumstances should be reported to the
Commissioner for his determination
whether the distribution, or any part
thereof, is essentially equivalent to the
distribution of a taxable dividend.

ART. 115-10. Dividewls paid in jrop-
erty.-I-f the whole or any part of the div-
idend Is paid to a shareholder in any
medium other than money, the property
received other than money shall be in-
clqded in gross income at Its fair market
value at the time as of which It becomes
income to the shareholder. (See article
42-3.) Scrip dividends are subject to tax
in the year in which the warrants are
issued.

ART. 115-11. Effect on earningis or
lProJits of certain tax-free exchanges and
tax-free distrifbzions.-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 4 complete liquidation under
section 112 (b) (6) and intercompany
transfers of property during a period of
affiliation), gain or loss was not recog-
nized (or was recognized only to the ex-
tent of the property received other than
that permitted by such law to be received
without the recognition of gain), then
proper adjustment and allocation of the
earnings or profits of the transferor shall
be made as between the transferor and
transferee corporations.

The general rule provided In section
115 (b) that every distribution Is made
out of earnings or profits to the extent
thereof and from the most recently ac-
cumulated earnings or profits, does not
apply to:

(1) The distribution, in pursuance of
a plan of reorganization, by or on be-

half of a corporation a Party to the re-
organization, to its sharehold.r of stock
or securities in such corporation or in
another corporation a party to the re-
organization-

(A) in any taxable year beginning be-
fore January 1, 1934, without the sur-
render by the di-tributees of stock or
securities in such corporation (see sec-
tion 112 (g) of the Revenue Act of
1932); or

(B) in any taxable year (beginning
before January 1, 1938, or on or after
such date) in exchange for its stock or
securitie (see section 112 (b) (3))
if no gain to the distributees from the
receipt of such stock or securities was
reccrized by law.

(2) The distribution in any taxable
year (beginning before January 1, 1933,
or on or after such date) of stock or
securities, or other property or money,
to a corporation in complete liquidation
of another corporation, under the cir-
cumstances dezcnbed in section 112 (b)
(G) of the Revenue Act of 1936 or section
112 (b) (6) of the Revenue Act of 1938.

(3) The distribution in any taxable
year (beginning after December 31,
1937) of stock or securities, or other prop-
erty or money, in the case of an ex-
change or distribution described in sec-
tion 371 (relating to exchanges and
distributions in obedience to orders of
the Securities and Echange Commis-
slon), If no gain to the dlstributees 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-
trlbutee because either It did not consti-
tute income to him within the meaning
of the sixteenth amendment to the Con-
stitution or becauze exempt to him un-
der section 115 (f) of the Revenue Act
of 1934 or a corresponding provision of
a prior Revenue Act.

A distribution d-scribed in paragraph
(1), (2), (3), or (4) above does not
diminish the earnings or profits of any
corporation. In such cases, the earnings
or profits remain intact and available
for distribution as dividends by the cor-
poraton making such distribution, or
by another corporation to which the
earnings or profits are transferred upon
such reoreanition or other exchange.
In the case, however, of amounts dis-
tributed In liquidation (other than a
tx-free liquidation or reorganization
described in paragraph (1), (2), or (3)
above) the earnings or profits of the cor-
poration making the distribution are
dimInhed by the portion of such dis-
tribution properly chargeable to earn-
ings or profits accumulated after Feb-
ruary 28, 1913, after first deducting from
the amount of such distribution the por-
tion thereof allocable to capital account-

For the purpozes of this article, the
taras "reorganizntion" and "party to the
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reorganization" shall, for any taxab
year beginning before January 1, 193
have the meanings assigned to sul
terms in section 112 of the Revenue A
of 1932; for any taxable year beginnil
after December 31, 1933, and before Jal
uary 1, 1936, have the meanings assigns
to such terms in section 112 of the Rev
nue Act of 1934; and for any taxable ye
beginning after December 31, 1935, at
before January 1, 1938, have the meal
ings assigned to such terms in sectio
112 of the Revenue Act of 1936.

CHAPTER XVI

Additional Exclusions From Gross Incon
Src. 116. Exclusions from gross income.-

In addition to the items specified in sectlo
22 (b), the following items shall not be in
cluded in gross income and shall be exemi
from taxation under this title:

(a) Earned income from sources withos
United States-In the case of an individu
citizen of the United States, a bona fide nor
resident of the United States for more tha
six months during the taxable year, amount
received from sources without the Unite
States (except amounts paid by the Unite
States or any agency thereof) if suc
amounts would constitute earned income
defined In section 25 (a) if received fror
sources within the United States; but suc
individual shall not be allowed as a deduc
tion from his gross income any deduction
properly allocable to or chargeable agains
amounts excluded from gross income unde
this subsection.

(b) Teachers in Alaska and Hawaff.-I
the case of an individual employed by Alaslo
or Hawaii or any political subdivision thereo
as a teacher In any educational institution
the compensation received as such. Thi
subsection shall not exempt compensation
paid directly or indirectly by the Govern-
ment of the United States.

(c) Income of foreign governments.-The
income of foreign governments received from
investments in the United States in stocks
bonds, or other domestic securities, owned
by such foreign governments, or from in.
terest on deposits in banks in the United
States of moneys belonging to such foreign
governments, or from any other source
within the United States.

(d) Income of States, municipalities, etc.-
Income derived from any public utility or
the exercise of any essential governmental
function dnd accruing to any State, Terri-
tory, or the District of Columbia, or any
political subdivision of a State or Territory,
or income accruing to the government of
any possession of the United States, or any
political subdivision thereof.

Whenever any State, Territory, or the Dis-
trict of Columbia, or any political subdivision
of a State or Territory, prior to September
8, 1916, entered in good faith into a contract
with any person, the object and purpose
of which is to acquire, construct, operate, or
maintain a public utility-

(1) If by the terms of such contract the
tax Imposed by this title is to be paid out
of the proceeds from the operation of such
public utility, prior to any division of such
proceeds between the person and the State,
Territory, political subdivision, or the Dis-
trict of Columbia, and if, but for the im-
position of the tax imposed by this tifle, a
part of such proceeds for the taxable year
would accrue directly to or for the use of
such State, Territory, political subdivision,
or the District of Columbia, then a tax
upon the net income from the operation of
such public utility shall be levied, assessed,
collected, and paid in the manner and at
the rates prescribed in this title, but there
shall be refunded to such State, Territory,
political subdivision, or the District of Co-

b1e lumbla (under rules and regulations to be tive) received as compensation for offcial4, prescribed by the Commissioner with the services to such government-
approval of the Secretary) an amount which
bears the same relation to the amount of (A) If such employee is not a citizen of.ct the tax as the amount which (but for the the United States; and

g Imposition of the tax imposed by this title) (1) If the services are of a character siml-a- would have accrued directly to or for the lar to those performed by employees of the
use of such State, Territory, political sub- Government of the United States In foreigned division, or the District of Columbia, bears countries; and

e- to the amount of the net income from the (C) If the foreign government whoso em-r operation of such public utility for such ployee is claiming exemption grants antaxable year. equivalent exemption to employees of thed (2) If by the terms of such contract no Government of the United States perform-1- part of the proceeds from the operation of Ing similar services In such foreign country.In the public utility for the taxable year would, (2) Certificate by Secretary of State,-Thoirrespective of the tax Imposed by this title, Secretary of State shall certify to the Sec-accrue directly to or for the use of such retary of the Treasury the names of the for-State, Territory, political subdivision, or the eign countries which grant an equivalentDistrict of Columbia, then the tax upon the exemption to the employees of the Govern-r.e net Income of such person from the opera- mert of the United States performing serv-tion of such public utility shall be levied, Ices In such foreign countries, and the char-- assessed, collected, and paid in the manner acter of the services performed by empioyeesn and at the rates prescribed in this title. of the Government of the United States in
pt (e) Bridges to be acquired by State or foreign countries.politica subdivision-.Whenever any State
t or political subdivision thereof, in pursu- ART. 116-1. Income of foreign govern-

ance of a contract to which it is not a party 2nentS, ambassadors, and consus.-Tho
L- entered into before the enactment of the exemption of the Income of foreign gov-n Revenue Act of 1928, is to acquire a bridge- ernmentz applies also to their politicalt (1) If by the terms of such contract the subdivisions. Any income collected bytax imposed by this title is to be paid out of foreign governmen from Investmentsd the proceeds from the operation of suchh bridge prior to any division of such proceeds, in the United States In stocks, bonds,Ls and if, but for the imposition of the tax ia- or other domestic securities, which aren posed by this title, a part of such proceeds not actually owned by but are loanedfor the taxable year would accrue directly to
- or for the use of or would be applied for the to such foreign governments, Is subJectZ benefit of such State or political subdivision, to tax.then a tax upon the net income from the Ambassadors and ministers accreditedr operation of such bridge shall be levied,

assessed, collected, and paid in the manner to the United States and the members ofand at the rates prescribed in this title, but their households (including secretaries,there shall be refunded to such State or attachs, and servants) who are not citi-f political subdivision (under rules and regu-I lations to be prescribed by the Commissioner zens of the United States, ar exempts with the approval of the Secretary) an from the payment of Federal Income taxI amount which bears the same relation to upon their salaries, fees, or wages. Their- the amount of the tax as the amount which income from all sources other than a busi-(but for the imposition of the tax imposede by this title) would have accrued directly to ness carried on by them In the Unitedor for the use of or would be applied for the States Is also exempt. These provisionsbenefit of such State or political subdivision, are also applicable to the wives and minorbears to the amount of the net income from- the operation of such bridge for such tax- children of foreign ambassadors and min-able year. No such refund shall be made isters and the members of their house-unless the entire amount of the refund is to holds, including secretaries, attach6s, andbe applied in part payment for the acquisi- servants.tion of such bridge.
(2) If by the terms of such contract no All employees of a foreign governmentpart of the proceeds from the operation of (including consular or other officers, orthe bridge for the taxable year would, irre- nondiplomatic representatives) who arespective of the tax imposed by this title, not citizens of the United States are ox-accrue directly to or for the use of or beapplied for the benefit of such State or polit- empt from Federal Income tax with re-ical subdivision, then the tax upon the net spect to wages, fees, or salaries receivedincome from the operation of such bridge by them as compensation for offlicial serv-shall be levied, assessed, collected, and paid ices rendered in the United States to suchin the manner and at the rates prescribed inthis title, foreign government, provided (1) the(f) -Dividend from "China Trade Act" cor- services are of a character similar toporation.-In the case of a persons, amounts those performed by employees of thedistributed as dividends to or for his benefit Government of the United States in suchby a corporation organized under the China

Trade Act, 1922, if, at the time of such dis- foreign country and (2) the foreign gov-tribution, he is a resident of China, and eminent whose employees are claimingthe equitable right to the income of the exemption grants an equivalent exemp-shares of stock of the corporation is in good tion to employees of the Government offaith vested in him. the United States performing similar(g) ShiPowners' protection and indemnity services in such foreign country. Sectionassriations.-The receipts of shipowners' 116 (h) (2) provides that the Secretarymutual protection and indemnity associa-
tions not organized for profit, and no part of State shall certify to the Secretary of
of the net earnings of which inures to the the Treasury the names of the foreignbenefit of any private shareholder, but such countries which grant an equivalent ex-corporations shall be subject as other per- emption to the employees of the Govern-sons to the tax upon their net Income from ment of the United States performinginterest, dividends, and rents. services in such foreign countries, and(h) Compensation of employees of foreign the character of the services performedgovernments. - (1) Rule for exclusion. -
Wages, fees, or salary of an employee of a by employees of the Government of the
foreign government (including a consular or United States in foreign countries. Theother officer, or a nondiplomatic representa- income received by employees of foreign
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governments (other than ambassadors,
ministers and members of their house-
holds including secretaries, attaches and

-servants) from sources other than their
salaries, fees, or wages, referred to above,
is subject to Federal income tax. The
compensation of citizens of the United
States who are officers or employees of a
foreign government Is not exempt from
income tax. (But see section 116 (a).)
Under the provisions of the tax conven-
tion between the United States and
France, and without regard to any other
provision of this article, compensation
paid by France to FPench citizens for
labor or -personal services performed In
the United States is exempt from Fed-
eral income tax. (See page 680 of the
Appendix to these regulations.)

ART. 116-2. Compensation of State opl-
cers and employees--Compensation re-
ceived for services rendered to a State

"is to be included in gross income unless
the person receives such compensation
from the State as an officer or employee
thereof and such compensation is Im-
mune from taxation under the Consti-
tution of the United States.

One is not an officer or employee of a
State merely by reason of rendering serv-
ices to the State and receiving compensa-
tion therefor. Persons employed by a
State, under a contract for the rendering
of services of a special nature, such as
those performed by a consulting enginee"
who is employed to advise a State with re-
spect to water supply or sewage disposal
systems, whose duties are prescribed by
the contract and whose work is not of
a permanent or continuous character,
are not officers or employees of the State.

If all or part of the compensation of
an officer or employee of a State Is paid
directly or indirectly by the United
States, such compensation (or part) is
taxable, as, for example, any compensa-
tion paid by the United States to officers
of the National Guard of a State, or com-
pensation paid by a State to officers or
employees of an agricultural school or
college wholly or partly out of grants
from the United States.

The commissions of receivers ap-
pointed by the State courts and the fees
xeceived 'by notaries public are taxable.
As used in this article, the term "State"
includes a political subdivision of a State.

ART. 116-3. Bridges to be acquirea by
State or Volitical sUbaW1isoi.--(l) 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 man-
ner and at the rates prescribed in Title I,
shal file a claim therefor on Form 843
(to which there shall be attached as
exhibits the matter hereinafter pre-
scnied) with the collector of internal
revenue for the district in which the
tax was paid, which claim shall be exe-
cuted on behalf of such State or political

" subdivision 'thereof by the treasurer or

other fiscal officer thereof and shall der cection 116 (e) and this article is
contain- not considered an overpayment within

(a) A statement of the name of the the meaning of section 614 of the Rev-

taxpayer, of the amount of tax levied, enue Act of 1928 (paragraph 42 of the

assessed, collected, and paid for the tax- Appendix to these regulations), relating

able year or period in respect of which to Interest on overpayments and no in-

the claim Is made, and the amount of terest shall be allowed or paid upon the

refund thereby sought; amount of the refund.
(3) A check or voucher in p3yment

(b) A full statement of the facts con- of a. claim for refund allowed under se.-
sidered by the claimant sufficent to en- tion 116 (e) will be drawn in the name
title it to receive the refund, including of the fiscal officer or officers having an-
copies of all contracts and other dccu- thorjty, as establshed under paragraph
ments bearing on the case, and a state- (1) c) hereof, to receive the same, and
ment that the claim Is submitted under wil contain an express provision that
the provisions of section 116 (e); It Is Iszued for the cole purpoze and sub-
(c) A showing which will eablish to ject to the conditions prescribed in that

the satisfaction of the Commi. ioner section and this article.
that the fiscal officer presenting the
claim has authority to receive the MAP=
amount of the refund on behalf of the CaIeaW Gains and Losses
State or political subdivision which he 6= 117. Caio gath a a, -(a)
assumes to represent and to apply With- Definitiana5-As uzd in thia title-
out delay the entire amount of such re- (1) Cato -- Te tm. -capital as-
fund in part payment for the acquisition Lmt" men property h2ld by the txpayer
of such bridge, including copies of the (whether or not connected with his tde. or
laws, ordinances, or similar enactments buIne::), but do= not include stoek in trade

of the taxpayer or other property of a Ind
considered by the claimantb sufcient to w nclued in the In-
establish Its authority to receive the re- vcntory of the taxpayer if on hand at the
fund and so to apply It, together with a clr:2 of the taxable year. or property held by

the taxpayer primarily for sale to customer
statement that such fisca officer will in the ordinary cour-e of h tade or hue!-
receive and immediately so apply the nszz, or propr-ty, uzed in the trade or Iue!-
entire amount of the refund; and ncze, of a character rhlch I- subject to the

A a1ohnca for depreciation provided in e-
(4) An adavit made by or on bhalf tion 23 (1);

of the taxpayer, which affidavit Shall (2) Short-terme capital gat.-The term
state that the taxpayer thereby joins 'tor-term capital gain" xms gain from,

the salo or exch an of a capital st heldwith and concurs in the reqtuest of the for not more than 18 months. if and to the
State or political subdivision thereof that cxtent such gain-, taen into account in
a refund of an amount equal to all or m computing net inconm;
portion of the tax previously paid by such , (3) Short-te ca2pitat l.--The term.

tuhort-term capital iz" Y li from theataxpayer be made to such State or politi- sale or czehange of a capital =---t held for
cal subdivision, that the taxpayer agrees not more than 18 m=tb. if and to the extent
to receive the amount refunded from the such l0= Is taken, into account In computing
State or political subdivision to which it nae income;
is paid and immediately to apply the en- )o-t frm c apita l ain" mfr g rom

tire amount of such refund in part pay- the cale or """""ge of a capital m et held for
ment for the acquisition of such bridge, mre than IS months, If and to the extent

much Gain Ls taken into account in computingand that if for any reason the contract ne Icome;
which Is the basis of the claim for refund (S) ron-tcra capital ls--Tna term
is not fully executed and performed the "long-tcrm capital lo-s' means Ice from the
taxpayer will repay to the United States sale or exchanse of a capltal =-at held for

more than 18 month-. If and to the extent
upon its demand the entire amount of such lo- I talken into account in comput-
the refund with interest at 6 percent per n nemt income;
annum from the date the refund is made (0) NVet dzOt-trh capitdl ,7ab---

term Itnet short-terma capital gain" meansm the
without seeking or claiming the benefit Lx- of sort-term capita gains for the
of any statute of limitations which prior taxable y-ar over the qum of (A) short-term
thereto may have run against the United capital Iose- for the taxable ye=r, plus (B)
t t athe net chort-term capital las of the pre-States. ccn,- taal year. to the extent broua=ht

f to the taxable year under sub-ac-
(2) No refund shall be made of any tlion (c);

amount in excess of the amount of the (7) Met chort-tcm capital o.-The
term "net short-termt capital laz-.1 means thetax levied, assessed, collected, and paid xces of short-term capital los2s for the tax-

by the taxpayer for any taxable year or able year over the short-term capital gains for
period. A separate claim shall be made such yar

,("I Net long-term capta gf.---Te termin respect of each separate taxable year tet nGDZ-tcr Capital gan!* e= tl e-

or period. If by.the terms of the con- cec- of long-tcrm capital gatns for the tax-able year over
-  the lon.-tera capitl ta=,eI

tract on which the claim is based two for uch t n r ao
or more States or Political subdivisions (9) iiet Zon-tem capital Zle.,-Te term.
of a State or States are entitled to ac- "nct long-term capital lw-" Tans th ex-

cecs of Iong-term capital for the tax-quire the bridge the claim for refund able year over the long-tern capital gains
in respect of each separate taxable year for such year.
or period must be made jointly by the (b) Percentage ta-n into accout-M.,

the cace of a taxpzyer, other than a corpora_.
onl te olowng_ percentages of theState or political subdivison thereof on ny t fcnlin upntal o t-

SO enUttted- The amount refunded Un- CaM or lamre g tm upon the sale or e=.
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change of a capital asset shall be taken into
account in computing net income:

100 per centum If the capital asset has
been held for not more than 18 months;

662 per centum if the capital asset has
been held for more than 18 months but not
for more, than 24 months;

50 per centum if the capital asset has been
held for more than 24 months.

(c) Alternative taxes-(I) In case of net
long-term capital gain.-If for any taxable
year a taxpayer (other than a corporation)
derives a net long-term capital gain, there
shall be levied, collected, and paid, in lieu
of the tax imposed by sections 11 and 12, a
tax determined as follows, if and only if
such tax Is less than the tax imposed by
such sections:

A partial tax shall first be computed upon
the net Income reduced by the amount of
the net long-term capital gain, at the rates
and in the manner as if this subsection had
not been enacted, and the total tax shall be
the partial tax plus 30 per centum ot the
net long-term capital gain.'

(2) in case of net long-term capital loss.-
If for any taxable year a taxpayer (other
than a corporation) sustains a net long-term
capital loss, there shall be levied, collected,
and paid, in lieu of the tax imposed by sec-
tions 11 and 12, a tax determined as follows,
if and only if such tax is greater than the
tax imposed by such sections:

A partial tax shall first be computed upon
the net Income increased by the amount of
the net long-term capital loss, at the rates
and In the manner as if this subsection had
not been enacted, and the total tax shall be
the partial tax minus 30 per centum of the
net long-term capital loss.

(d) Limitation on capital losses.-(1) Cor-
porations.-In the case of a 0corporation,
losses from sales or exchanges of capital
assets shall be allowed only to the extent of
$2,000 plus the gains from such sales or ex-
changes. If a bank or trust company incor-
porated under the laws of the United States
(including laws relating to the District of
Columbia) or of any State or Territory, a
substantial part of whose business is the
receipt of deposits, sells any bond, debenture,
note, or certificate or other evidence of in-
debtedness issued by any corporation (in-
cluding one issued by a government or politi-
cal subdivision thereof), with interest cou-
pons or in registered form, any loss resulting
from such sale (except such portion of the
loss as does not exceed the amount, if any,
by which the adjusted basis of such instru-
ment exceeds the par or face value thereof)
shall not be subject to the foregoing limita-
tion and shall not be included in determin-
ing the applicability of such limitation to
other losses.

(2) Other taxpayers-In the case of a tax-
payer other than a corporation, short-term
capital losses shall be allowed only to the
extent of short-term capital gains.

(e) Net short-term capital loss carry-
over.-If any taxpayer (other than a corpo-
ration) sustains in any taxable year a net
short-term capital loss, such loss (in an
amount not in excess of the net income for
such year) shall be treated in the succeeding
taxable year as a short-term capital loss,
except that it shall not be included in com-
puting the net short-term capital loss for
such year.

(f) Retirement of bonds, etc.-For the
purposes of this title, amounts received by
the holder upon the retirement of bonds,
debentures, notes, or certificates or other
evidences of indebtedness issued by any cor-
poration (including those issued by a gov-
ernment or political subdivision thereof),
with interest coupons or in registered form,
shall be considered as amounts received in
exchange therefor.

(g) Gains and losses from short sales, etc.-
For the purpose of this title-

(1) gains or losses from short sales of
property shall be considered as gains or losses
from sales or exchanges of capital assets; and

(2) gains or losses attributable to the
failure to exercise privileges or options to
buy or sell property shall be considered as
short-term capital gains or losses.

(h) Determination of period for which
held-For the purpose of this section-

(1) In determining the period for which
the taxpayer has held property received on
an exchange there shall be included the
period for which he held the property ex-
changed, if under the provisions of section
113, the property received has, for the pur-
pose of determining gain or loss from a sale
or exchange, the same basis in whole or in
part in his hands as the property exchanged.

(2) In determining the period for which
the taxpayer has held property however ac-
quired there shall be included the period
for which such property was held by any
other person, if under the provisions of sec-
tion 113, such property has, for the purpose
of determining gain or loss from a sale or
exchange, the same basis in whole or in part
in his hands as it would have in the hands
of such other berson.

(3) In determining the period for which
the taxpayer has held stock or securities re-
ceived upon a distribution where no gain
was recognized to the distributee under the
provisions of section 112 (g) of the Revenue
Act of 1928 or the Revenue Act of 1932, or
under the provisions of section 371 (c) of this
Act, there shall be included the period for
which he held the stock or securities in the
distributing corporation prior to the receipt
of the stock or securities upon such
distribution.

(4) In determining the period for which
the taxpayer has held stock or securities the
acquisition of which (or the contract or
option to acquire which) resulted in the non-
deductibility (under section 118 of this Act
or section 118 of the Revenue Act of 1928 or
the Revenue Act of 1932 or the Revenue Act
of 1934 or the Revenue Act of 1936, relating
to wash sales) of the loss from the sale or
other disposition of substantially identical
stock or securities, there shall be included
the period for which he held the stock or
securities the loss from the sale or other
disposition of which was not deductible.

ART. 117-1. Meaning of term.s.-The
term "capital assets" includes all classes
of property not specifically excluded by
section 117 (a) (1). In determining
whether property is a "capital asset,"
the period for which held is immaterial.

The exclusion from the term "capital
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 (1) is
limited to property used by the taxpayer
in the trade or business at the time of
the sale or exchange. It has no appli-
cation to gains or losses arising from the
sale of real property used in the trade
or business to the extent that such gain
or loss is allocable to the land, as dis-
tinguished from depreciable improve-
ments upon the land. To such gain or
loss allocable to the land the limitations
of sections 117 (b), (c), and (d) apply
(such limitation may be inapplicable to
a dealer in real estate, but, if so, it is
because he. holds the land primarily for
sale to customers in the ordinary course
of his trade or business, not because land
is subject to a depreciation allowance).
Gains or losses from the sale or ex-
change of property used in the trade or
business of the taxpayer of a character
which is subject to the allowance for
depreciation provided in section 23. (1),
will not be subject to the percentage pro-

visions of section 117 (b) and losses
from such transactions'will not be sub-
ject to the limitations on losses pro-
vided In section 117 (d). The term
"ordinary net income" as used In these
regulations for the purposes of section
117 means net Income exclusive of gains
and losses from the sale or exchange of
capital assets.

Section 117 (a) (2) to (9), inclusive,
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 cap-
ital loss," "net long-term capital gain,"
and "net long-term capital loss." These
terms are used In the subsequent subsec-
tions of section 117. The phrase "short-
term" applies to the category of gains
and losses arising from the sale or ex-
change of capital assets held for 18
months or less; the phrase "long-term"
to the category of gains and losses aris-
Ing from the sale or exchange of capital
assets held for more than 18 months.
The fact that some part of a short-term
capital loss may be finally disallowed be-
cause of the operation of section 117
(d) (2) does not mean that such loss is
not "taken into account in computing
net Income" within the meaning of that
phrase as used In section 117 (a) (3).

In the definition of "net short-term
capital gain," as provided in section 117
(a) (6), reference is made In clause (B)
thereof, to the net short-term capital
loss of the preceding taxable year to the
extent brought forward to the taxable
year under subsection (e). The amount
so provided for Is the net short-term
capital loss carry-over, which is treated
In the taxable year In question as a
short-term capital loss. In this compu-
tation, the carry-over enters into the
computation of the net short-term cap-
ital gain only in clause (B). The amount
thereof is not to be included under clause
(A) of section 117 (a) (6). Thus, for
the purposes of clause (A), the short-
term capital losses for the taxable year
are computed without reference to, or
including, the amount provided for in
subsection (e). For example, during the
taxable year 1939 an Individual has a
short-term capital gain of $10,000 and
a short-term capital loss In that year of
$4,000. During the taxable year 1938
he sustained a net short-term capital
loss of $2,500 which was not In excess of
his net income for that year. His net
short-term capital gain for the taxable
year 1939 Is computed as follows:

1939 short-term capital gain ----- $10,000
Less:

1939 short-term, capital loss
to be allowed under
section 117 (a) (6) (A) $4,000

Net short-term capital loss
of proceeding taxable
year to extent brought
forward Under section
117 (b) and allowed
under section 117 (a)
(6) (B) -------------- 2,600

0,500

Net short-term capital gain
for 1939 --------------- 3,600
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In the case of individuals, gains and
losses from the sale or exchange of capi-
tal assets held for not more than 18
months (described as short-term capital
gains and short-term capital losses) shall
be segregated from gains and losses aris-
ing from the sale or exchange of such
assets held for more than 18 months
(described as long-term capital gains and
long-term capital losses). This segre-
gation is applicable only to the capital
gains and capital losses of individuals
and does not apply to corporations, since
the percentage brackets of section 117
(b) have no application to corporations,
corporate gains and losses being taken
into account to the full extent, 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).

See section 23 (g) and (k), under
which losses from worthless stocks, bonds,
and other securities (if they constitute
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.

AnRT. 117-2. Percentage of capital gain
or loss taken into account: Net loss carry-
over.-in computing the net Income of a
taxpayer, other than a corporation, the
amount of the gain or loss, computed
under section 111 and recognized under
section 112, upon the sale or exchange
of a capital asset shall be taken into
account only to the extent provided in
section 117 (b). The percentage of the
gain or loss to be taken into account
ranges from 100 percent to 50 percent,
depending upon the period for which the

'asset was held. Fo instance, If unim-
proved real estate purchased by an in-
dividualfor $20,000 is a capital asset and
is sold by him for $25,000 after having
been held for more than two years, 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.

Section 117 (d) (1) provides a limita-
tion on deductions for capital losses af-
fecting corporations, that is, losses from
sales or exchanges of capital assets shall
be allowed as deductions only to the ex-
tent of $2,000 plus the gains from such
sales or exchanges. However, in the
case of certain banks or trust companies,
this limitation is subject to the modifl-
cation provided In that section. Section
117 (d) (2) provides a further limitation
on deductions for short-term capital
losses of taxpayers other than corpora-
tions, that is, losses from sales or ex-
changes of capital assets held for 18
months or less shall be allowed as deduc-
tions only to the extent of the gains from
sales or exchanges of capital assets held
for 18 months or less. However, sub-
section (e) of section 117 provides that,

a taxpayer (other than a corporation)
having in any taxable year (beginning
after December 31, 1937) a net short-
term capital loss, may carry over such
loss, in an amount not in exes of his
net income for such year (the year in
which the loss is realized), to the next
succeeding taxable yer and treat it in
such succeeding year as a short-term
capital loss. The carry-over is thus ap-
plied In such succeeding year to offset
any short-term capital gains in such
succeeding year not already offset by
short-term capital losses in such year.
The carry-over is restricted to one
year. namely, the succeeding taxable

year, and hence the amount of the net
short-term capital loss carry-over may
not be Included in computing a new net
short-term capital loss which can be
carried over to the second succeeding
taxable year.

The practical operation of the provi-
stons of this article may be illustrated
by the following examples:

Example (1): During the taxable year
1938, A, an individual, has ordinary net
Income (net income exclusive of gains or
losses from sales or exchanges of capital
assets) of $6,000 and gains and losses
resulting from sales or exchanges of
capital a.sets as follows:

Shwrt-Term Capital Gains and Loes

Amsni taken into
Gain Le ss ~ ~ e nn

dan 117(b)
()Gala L-:3

Corporation sto .........______. _____ 12 1 s cco
Corporation bowl' . C0 _2 103 $1,CC4
Government bonds..- 5CO - 10 NO McC

Scn-temeptalp alntoonlnt..... irk - Ioc
shortr emapt -rl .- . _ _Ft cc n_7,EW0

Long-Term Capital Giins and Us=

Amzt take into

Clin Lc I I
t b n 1 U7 (b ) G a i 0 =

Corporation stck -~..,.... $2C. 19 Cri% Is. cco
CoCCoratlanbon.. 40 ro CCO

Goe-nmn bonds. $tCn C'3 ¢out. . ...... 23 (0t ,C

Leagtam plQl 23tinto ieanuL.._ .=-Lcnpterzacapltallalntakcalcto cacont.... - orco
I -N -no aanc4

Computation of Net Income
Ordinary net income_ -....... V D000
Sbat-term capital ga7n .... ,000
Long-term capital J S... O o0

Tota..............----19, 800
Deduct:

Short-term capital lozs (to
extent of chort-tcrm
capital galns) $7,000

Long-term capital lozs.... 11, 000 18, 000

Net income . 1,800

Example (2): For the taxable year
1939 the same individual as in Example
(1) has ordinary net income (net in-
come other than gains or losses from
sales or exchanges of capit3l asets) of
$6,000; short-term capital gains of
$5,500; and short-term capital Iozzw of
$5,00. His long-term capital gains and
losses to be taTen into account In com-
puting net income consist of the follow-
Ing: Long-term capital gains:, $7,000;
long-term capital losses,, $6,000. His net
income Is computed as follows:
Ordinary net Income. ..... . O, CO
Short-tern capItal g" . .. 5,800
Long-term capital g ns 7, 000

Tt' s18, CO0

Deduct:
Short-term capital l=:

(1) V43-11id durlng taxa-
ble year (subl.c to
rsctlon 117 (d) (2)_ 1$5,080

(2) Net chort-term capi-
tel lcs ca=y-over
(not In excs of net
income for 1938. $1.-
800). but not to es-
cced excass of caor-
term calital gains
over short-tarm capl-
t3l losse for 1939--_ 58O

Long-term Capital I=--..... 6,0800
-11,500

N1et incomo. . 7,000
Nct short-term calltal loz. carry-over

to 2840 -___ _ _0Won

ART. 117-3. Alternative tax in case of
net long-temr capital gain or low--In
the cace of a net long-term capital gain
of a taxpy er other than a corporation,
subOection (c) (1) of section 117 imposes
an alternative tax In lieu of the tax ha-
posed by ssctious 11 and 12, If and only
If such alternative tax Is less than the
tax imposed by sections 11 and 12. This
alternative tan 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
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this purpose the amount of such net long-
term capital gain, plus (2) 30 percent of
the net long-term capital gain.

In the case of a net long-term capital
loss of a taxpayer other than a corpora-
tion, an alternative tax is imposed in lieu
of the tax imposed by sections 11 and 12,
if and only if such tax is greater than the
tax imposed by sections 11 and 12. This
alternative tax is the excess of (1) a tax,
at the rates provided by sections 11 and
12, on the net income of the taxpayer, but
excluding from the computation of such
net income, the amount of the net long-
term capital loss over (2) 30 percent of
the net long-term capital loss.

The following examples will illustrate
the practical operation of the provisions
of this article:

Example (1): Suppose that A, an in-
dividual, has for the calendar year 1938
an ordinary net income of $100,000, none
of which consists of interest on the ob-
ligations of the United States or its in-
strumentalities. He is entitled to a per-
sonal exemption of $2,500 and to no credit
for dependents, and his earned net in-
come is $3,000. He realizes in that year
a gain of $45,000 on a capital asset held
for 19 months and a gain of $40,000 on
a capital asset held for 26 months. Sup-
pose, also, that A has no losses from the
sale or exchange of capital assets. 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, $47,513. The tax is com-
puted as follows:

Tax Under Sections 11 and 12
Ordinary net income ------------- $100, 000
Capital gains:

66% percent of $45,000-- $30, 000
50 percent of $40,000 .... 20, 000

50, 000

Total net income ----------- 150, 000
Less credit for personal exemption- 2, 500

Surtax net income ---------- 147,500
Less earned income credit (10 per-

cent of $3,000) ------------------ 300

Income subject to normal
tax --------------------- 147,200

Normal tax (4 percent of $147,200)- 5, 888
Surtax on $147,500 ---------------- 57, 550

Total tax ------------------ .63,438

Alternative Tax Under Section 117
(c) (1)

Net income -------------------- 150, 000
Less net long-term capital gain---- 50. 000

Ordinary net income ------- 10, 000
Less credit for personal exemption 2, 500

Surtax net income ---------- 97, 500
Less earned income credit (10 per-

cent of $3,000) ----------------- 300

Income subject to normal
tax ---------------------- 97,200

Normal tax (4 percent of $97,200)- 3, 888
Surtax on $97,500 ---------------- 28, 625

Partial tax under sections 11
and 12 on $100,000 -------- 32,513

Plus 30 percent of $50,000 -....... 15, 000

Total alternative tax-..... 47,513

. Example (2): Suppose that in exam-
ple (1) the facts with respect to net
income and credits are the same, except
that the taxpayer has for the calendar
year 1938 an ordinary net income of
$200,000, and that he realizes in that
year a loss of $100,000 on a capital asset
held for 5 years, and that he has no
gains from the sale or exchange of cap-
ital assets. Since the alternative tax Is
greater than the tax otherwise computed
under sections 11 and 12, the correct tax
is the alternative tax, that is,. $80,388.
The tax is computed as follows:

Tax Under Sections 11 and 12
Ordinary net income ------------- $200,000
Less net long-term capital loss (50

percent of $100,000) ------------ 50,000

Net income subject to tax -------- 150,000
Less credit for personal exemp-

tion --------------------------- 2,500

Surtax net income --------------- 147,500
Less earned income credit (10 per-

cent of $3,000) ------------------ 300

Net income subject to normal tax-. '147, 200

Normal tax (4 percent of $147,200) - 5,888
Surtax on $147,500 --------------- 57,550

Total tax ------------------ 63,438

Alternative Tax Under Section
117 (W) (2)

Net income (excluding from the
computation $50,000, the amount
of the net long-term capital
loss) ------------------------ $200, 000

Less credit for personal exemption- 2, 500

Surtax net income -------------- 197, 500
Less earned income credit (10 per-

cent of $3,000) ----------------- 300

Income subject to normal tax____- 197,200

Normal tax (4 percent of $197,200)_ 7,888
Surtax on $197,500 --------------- 87, 500

Partial tax under sections 11 and
12 on $200,000 ----------------- 95,388

Less 30 percent of $50,000 --------- 15, 000

Alternative tax ...------------- 80,388
ART. 117-4. Determination of period

for which capital assets are held.-Under
section 117 (h) if property is acquired
in certain transactions described in sec-
tions 112, 113, 118, and 371 (c), the
period for which such property is con-
sidered to have been held by the tax-
payer is not computed from the date
such property was acquired by the tax-
payer but from a prior date. For in-
stance: In the case of stock or securi-
ties in a corporation a party to a reor-
ganization received pursuant to a plan
of reorganization in exchange solely for
stock or securities in another corpora-
tion a party to the reorganization, 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 De-
cember 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 prop-
erty was held by the donor must be in-
cluded In the period for which the prop-
erty was held by the taxpayer. In the
case of stock or securities the acquisi-
tion of which resulted in the nondeduc-
tibility (under section 118, Revenue Act
of 1928, 1932, 1934, 1936, or 1938) of
the loss from the sale or other disposi-
tion of substantially identical stock or
securities, the period for which the stock
or securities the loss from the sale or
other disposition of which was not de-
ductible were held must be included In
the period for which the stock or securi-
ties acquired were held by the taxpayer.

The period for which the taxpayer has
held stock issued to him as a nontaxable
stock dividend shall be determined as
though the stock dividend were the stock
In respect of which the dividend was
issued.

ART. 117-5. Application of section 117
in the case of husband and wi/e-(a)
Short-term capital gains and losses,-
Under 'the general rule with respect to
taking deductions in a joint return of
husband and wife (see article 51-1), a
deduction which is not allowable in com-
puting the net income of one spouse
making a separate return Is not allow-
able in a joint return made by both
spouses. Hence, the limitation under
section 117 (d) (2), relating to the al-
lowance of short-term capital losses, IS,
in the case of one spouse, to be com-
puted without regard to the short-term
capital gains and losses of the other
spouse, regardless of whether a joint re-
turn or separate returns are filed.

(b) Long-term capital gains and
losses.-In the case of a joint return, the
tax under sections 11 and 12 is imposed
upon the aggregate net Income of both
spouses, after giving effect to the deduc-
tions to which each spouse would be en-
titled in a separate return (see article
51-1). The allowance of a long-term
capital loss is not subject to a limita-
tion such as that contained in section
117 (d) (2). Accordingly, in the case
of a joint return, the long-term capital
losses of either spouse may be deducted
from the aggregate income in comput-
ing the tax imposed under sections 11
and 12. The alternative taxes computed
under section 117 () are in lieu of the
tax imposed by sections 11 and 12 and
must be compared with the tax imposed
by such sections to determine which tax
is applicable. Therefore, in computing
the alternative taxes under section 117
(c) in the case of a Joint return, the do-
termination of the "net long-term cap-
ital gain" or the "net long-term capital
loss" is to be made by first aggregating
the long-term capital gains, and the
long-term capital losses, respectively, of
both spouses.

ART. 117-6. Gains and losses from
short sales.-For Income tax purposes, a
short sale is not deemed to be consum-
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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 accord-
ing to the period for which the property
so delivered was held. Thus, if a tax-
payer made a short sale of shares of
stock and covered the short sale by pur-
chasing and delivering shares which he
held for not more than 18 months, 100
percent of the recognized gain or loss
would be taken into account under sec-
tion 117 (b), even though he had on
hand other shares of the same stock
which he held for more than 18 months.
f, however, he covered the short sale

by delivering shares which he held for
more than 18 months but not for more
than 24 months, only 66 23 percent of
the recognized gain or loss would be
taken into account. 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.

AEPE XVIII

Loss From Wash. Sales

SEc. 118. Loss from wa, sales of stock-
or securities--(a) In the case of any loss
claimed to have been sustained from any
sale or other disposition of shares of stock
or securities where it appears that, within
a period beginning 30 days before the date
of such sale or disposition and ending 20
days after such date, the taxpayer has ac-
quired (by purchase or by an exchange upon
which the entire amount of gain or loss
was recognized by law), or has entered into
a contract or option so to acquire, substan-
tially identical stock or securities, then no
deduction for the loss shall be allowed under
section 23 (e) (2); nor shall such deduc-
tion be allowed under section 23 (f) unless
the claim is made by a corporation, a dealer
in stocks or securities, and with respect to
a transaction made In the ordinary course
of its business.

(b) If the amount of stock or securities
acquired (or covered by the contract or
option to acquire) is less than the amount
of stock or securities sold or otherwise dis-
posed of, then the particular shares of stock
or securities the loss from the sale or other
disposition of which is not deductible shall
be determined under rules and regulations
prescribed by the Commissioner "ith the
approval of the Secretary.

(c) If the amount of stock or securities
acquired (or covered by the contract or op-
tion to acquire) is not less than the amount
of stock or securities sold or otherwise dis-
posed of, then the particular shares of stock
or securities the acquisition of which (or
the contract or option to acquire which)
resulted in the nondeductibility of the loss
shall be determined under rules and regula-
tions prescribed by the Commissioner with
the approval of the Secretary.

AnT. 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 disposi-
tion 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

No.28---6

this article as the 61-day period), he has
acquired (by purchase or by an exchange
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 identical stock or
securities. However, this prohibition
does not apply (1) in the case of a tax-
payer, not a corporation, if the sale or
other disposition of stock or securities Is
made in connection with the taxpayer's
trade or business, or (2) in the case of a
corporation, a dealer in stock or securi-
ties, if the sale or other disposition of
stock or securities is made in the ordi-
nary course of its business as such dealer.
See article 22 (a)-8 as to stock or se-
curities sold from lots purchased at dif-
ferent dates or at different prices where
the identity of the lots cannot be deter-
mined and article 113 (a) (10)-1 for the
basis for determining gain or loss from
the subsequent sale or other disposition
of stock or securities acquired in con-
nection 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 article shall be applied to
the losses in the order in which the stock
or securities the disposition of which re-
sulted in the respective losses were dis-
posed of (beginning with the earliest
disposition). If the order of disposition
of stock or securities disposed of at a
loss on the same day cannot be deter-
mined, 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).

(0) Where the amount of stock or
securities acquired within the 61-day
period is less than the amount of stock
or securities sold or otherwise disposed
of, then the particular shares of stock
or securities the loss from the sale or
other disposition of which is not deduct-
ible slall be those with which the stock
or securities acquired are matcbed in
accordance with the following rule:

The stock or securitiez 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 stock or securities
sold or otherwise disposed of.

(d) Where the amount of stock or
securities acquired within the 61-day
period is not less than the amount of
stock or securities sold or otherwise dis-
posed of, then the particular shares of
stock or securities the acquisition of
which resulted in the nondeductibility
of the loss shall be those with which the
stock or securities disposed of are
matched in accordance with the follow-
ing rule:

The stock or securities sold or other-
wise disposed of will be matched with
an equal number of the shares of stock
or securities acquired in accordance with
the order of acquisition (beginning

with the earlIes acquisition) of the stock
or sccurities acquired.

(e) The acquisition of any share of
stock or any security which results in
the nondeductibility of a loss under the
provisions of this article shall be disre-
garded in determining the deductibility
of any other loss.

(D The word "acquired" as used in
this article means acquired by purchase
or by an exchange upon which the en-
tire amount of gain or loss was recog-
nized by law, and comprehends cases
where the taxpayer has entered Into a
contract or option within the 61-day
period to acquire by purchase or by
such an exchange.

Example (): A, whose taxable year
is the calendar year, on December 1,
1937, purchased 100 shares of common
stock In the M Company for $10,000 and
on December 15, 1937, purchased 100
additional shares for $9,000. On January
2, 1938, he sold the 100 Jares purchased
on December 1, 1937, for $9,000. Be-
cause of the provisions of section 118 no
loss from the sale s allowable as a
deduction.

Examp!a (2): A, whose taxable year
Is the calendar year, on September 21,
1937, purchased 100 shares of the com-
mon stock of the M Company for $5,000.
On December 21, 1937, he purchased 50
shares of substantially Identical stock
for $2,750, and on December 26, 1937,
he purchased 25 additional shares of such
stock for $1,125. On January 2, 1938,
he sold for $4,000 the 100 shares pur-
chased on September 21, 1937. There
s an indicated loss of $1,000 on the sale
of the 100 shares. Since within the 61-
day period A purchased 75 Oares of sub-
stantially Identical stock, the loss on the
sale of 75 of the shares ($3,750-$3,000, or
$750) Is not allowable as a deduction be-
cause of the provisions of section 118.
The loss on the sale of the remaining 25
shares ($1,250-$1,000, or $250) is de-
ductible subject to the limitations pro-
vided in sections 24 (b) and 117. The
b-.ss of the 50 shares purchased Decem-
ber 21, 1937, the acquisition of which re-
sulted In the nondeductiblity of the loss
($500) sustained on 50 of the 100 shares
sold on January 2, 1938, is $2,500 (the
cost of 50 of the shares sold on January
2, 1938), plus $750 (the difference be-
tween the purchase price of the 50 shares
acquired on December 21, 1937 ($2,750)
and the seiling price of 50 of the shares
sold on January 2, 1938 ($2,000)), or
$3,250. Similarly the basis of the 25
shares purchased on DEcember 26, 1937,
the acquisition of which resulted in the
nondeductibility of the loss ($250) sus-
tained on 25 of the shares sold on Jan-
uary 2, 1938, is $1,250 plus $125, or
$1,375. (See articla 113 (a) (10)-1.)

Example (3): A, whose taxable year Is
the calendar year, on September 15, 1936,
purchased 100 shares of the stock of the
Mi Company for $5,009. He soid there
shares on February 1, 1938, for $4,009.
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On each of the four days from February
15, 1938, to February 18, 1938, he pur-
chased 50 shares of substantially identi-
cal stock- for $2,000. There is an indi-
cated loss of $1,000 from the sale of the
100 shares on February 1, 1938, but, since
within the 61-day period A purchased not
le~s than 100 shares of substantially iden-
tical stock, the loss is not deductible.
The particular shares of stock the pur-
chase of which resulted in the nonde-
ductibility of the loss are the first 100
shares purchased within such period, that
is, the 50 shares purchased on February
15, 1938, and the 50 shares purchased on
February 16, 1938. In determining the
period for which the 50 shares purchased
on February 15, 1938, and the 50 shares
purchased on February 16,1938, were held,
there is to be included the period for
which the 100 shares purchased on Sep-
tember 15, 1936, and sold on February 1,
1938, were held.

CHAPTER XIX

Income From Sources Within United
States

SEc. 119. Income from sources within
United States.-(a) Gross income from
sources in United States.-The following
items of gross income shall be treated as in-
come from sources within the United States:

(1) Interest.-Interest from the United
States, any Territory, any political subdivision
of a Territory, or the District of Columbia,
and Interest on bonds, notes, or other inter-
est-bearing obligations of residents, corporate
or otherwise, not including-

(A) interest on deposits with persons car-
rying on the banking business paid to per-
sons not engaged in business within the
United States and not having an office or
place of business therein, or

(B) interest received from a resident allen
individual, a resident foreign corporation, or
a domestic corporation, when it is shown to
the satisfaction of the Commissioner that
less than 20 per centum of the gross income
of such resident payor or domestic corpora-
tion has been derived from sources within
the United States, as determined under the
provisions of this section, for the three-year
period ending with the close of the taxable
year of such payor preceding the payment of
such Interest, or for such part of such period
as may be applicable, or

(C) income derived by a foreign central
bank of issue from bankers' acceptances;

(2) Dividends.-The amount received as
dividends-

(A) from a domestic corporation other than
a corporation entitled to the benefits of
section 251, and other than a corporation
less than 20 per centum of whose gross in-
come is shown to the satisfaction of the
Commissioner to have been derived from
sources within the United States, as deter-
mined under the provisions of this section,
for the three-year period ending with the
close of the taxable year of such corpora-
tion preceding the declaration of such divi-
dends (or for such part of such period as the
corporation has been In existence), or

(B) from a foreign corporation unless less
than 50 per centum of the gross income
of such foreign corporation for the three-year
period ending with the close of its taxable
year preceding the declaration of such divi-
dends (or for such part of such period as the
corporation has been in existence) was de-
rived from sources within the United States
as determined under the provisions of this
section; but only in an amount which bears
the same ratio to such dividends as the gross
income of the corporation for such period de-

rived from sources within the United States
bears to its gross income from all sources;
but dividends from a foreign corporation
shall, for the purposes of section 131 (relating
to foreign tax credit), be treated as income
from sources without the United States;

(3) Personal services.-Compensation for
labor or personal services performed in the
United States, but in the case of a non-resi-
dent alien individual temporarily present in
the United States for a period or periods not
exceeding a total of ninety days during the
taxable year, compensation received by such
an individual (if such compensation does not
exceed $3,000 in the aggregate) for labor or
services performed as an employee of or under
a contract with a nonresident allen, foreign
partnership, or foreign corporation, not en-
gaged in trade or business within the United
States, shall not be deemed to be income from
sources within the United States;

(4) Rentals and royalties.-Rentals or roy-
alties from property located in the United
States or from any interest in such property,
including rentals or royalties for the use of
or for the privilege of using in the United
States, patents, copyrights, secret processes
and formulas, good will, trade-marks, trade
brands, franchises, and other like property;
and

(5) Sale of real property.-Gains, profits,
and income from the sale of real property
located in the United States.

(6) Sale of personal property.-or gains,
profits, and income from the sale of personal
property, see subsection (e).

(b) Net income from sources in United
States .From the Items of gross income
specified in subsection (a) of this section
there shall be deducted the expenses, losses,
and other deductions properly apportioned or
allocated thereto and a ratable part of any
expenses, losses, or other deductions which
can not definitely be allocated to some item
or class of gross income. The remainder, if
any, shall be included in full as net income
from sources within the United States.

(c) Gross income from sources without
United States.-The following Items of gross
income shall be treated as income from
sources without the United States:

(1) Interest other than that derived from
sources within the United States as provided
in subsection (a) (1) of this section;

(2) Dividends other than those derived
from sources within the United States as
provided in subsection (a) (2) of this section;

(3) Compensation for labor or personal
services performed without the United States;

(4) Rentals or royalties from property 1o-
cated without the United States or from any
interest in such property, including rentals or
royalties for the use of or for the privilege of
using without the United States, patents,
copyrights, secret processes and formulas,
good will, trade-marks, trade brands, fran-
chises, and other like properties; and

(5) Gains, profits, and income from the
sale of real property located Without the
United States.

(d) Net income from sources without
United States.-From the Items of gross in-
come specified in subsection (c) of this sec-
tion there shall be deducted the expenses,
losses, and other deductions properly appor-
tioned 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 remainder,
if any, shall be treated in full as net income
from sources without the United States.

(e) Income from sources partly within and
partly without United States.-Items of gross
income, expenses, losses and deductions, other
than those specified in subsections (a) and
(c) of this section, shall be allocated or ap-
portioned to sources within or without the
United States, under rules and regulations
prescribed by the Commissioner with the ap-
proval of the Secretary. Where items of gross
income are separately allocated to sources
within the United States, there shall be de-
ducted (for the purpose of computing the net
income therefrom) the expenses, losses, and

other deductions properly apportioned or al-
located thereto and a ratable part of other
expenses, losses or other deductions which
cannot definitely be allocated to some Item or
class of gross Income. The remainder, if any,
shall be included In full as net income from
sources within the United States. In the case
of gross income derived from sources partly
within and partly without the United States,
the net income may first be computed by
deducting the expenses, losses, or other de-
ductions apportioned or allocated thereto and
a ratable part of any expenses, losses, or other
deductions which cannot definitely be al-
located to some items or class of gross In-
come; and the portion of such net income
attributable to sources within the United
States may be determined by processes or
formulas of general apportionment prescribed
by the Commissioner with the approval of the
Secretary. Gains, profits, and Income from-

(1) transportation or other services ren-
dered partly within and partly without the
United States, or

(2) from the sale of personal property pro-
duced (in whole or in part) by the taX-
payer within and sold without the United
States, or produced (in whole or in part)
by the taxpayer without and sold within the
United States,
shall be treated as derived partly from
sources within and partly from sources with-
out the United States, Gains, profits, and
income derived from the purchase of per-
sonal property within and Its sale without
the United States or from the purchase of
personal property without and Its sale with-
in the United States, shall be treated as
derived entirely from sources within the
country In which sold, except that gains,
profits, and income derived from the pur-
chase of personal property within a posses-
sion of the United States and Its sale with-
in the United States shall be treated as
derived partly from sources within and partly
from sources without the United States,

() Defnftions.-As used in this seotion
the words "sale" or "sold" Include "ex-
change" or "exchanged"; and the word "pro-
duced" includes "created", "fabricated","manufactured", "extracted", "processed",
"cured", or "aged".

ART. 119-1. Income from sources witht-
in the United States.-Nonresldent alien
Individuals, foreign corporations, and
citizens of the United States or domestic
corporations entitled to the benefits of
section 251 are taxable only upon Incomo
from sources within the United States.
Citizens of the United States and domes-
tic 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 Act divides the income of such
taxpayers Into three classes:

(1) Income which Is derived In full
from sources within the United States;

(2) Income which Is derived In full
from sources without the United States;
and

(3) 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-
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cated or apportioned to sources within
the United States.

ART. 119-2. Interest.-There shall be
included in the gross income from sources
within the United States, of nonresident
alien individuals, foreign corporations,
and citiens of the United States or do-
mestic corporations which are entitled
to the benefits of section 251, all interest
received or accrued, as the case may be,
from the United States, any Territory,
any political subdivision -of a Territory,
or the District of Columbia, and interest
on bonds, notes, or otherinterest-bearing
obligations of residents of the United
States, whether corporata or otherwise,
except:

(a) Interest paid on deposits with per-
sons, including individuals, partnerships,
or corporations, carrying on the banking
business, to persons (nonresident alien
individuals, foreign corporations, and cit-
izens of the United States or domestic
corporations entitled to the benefits of
section' 251) not engaged in business
within the United States, and not having
an office or place of business therein;

(b) Interest received from a reident
alien individual, a resident foreign cor-
poration, or a domestic corporation,
when it is shown to-the satisfaction of
the Commissioner that less than 20 per-
cent of the gross income of such resident
payor or domestic corporation has been
derived from sources within the United
States (as determined under the provi-
sions of section 119) for the 3-year period
ending with the close of the taxable year
of the payor which precedes the payment
of such interest, or for such part of that
period as may be applicable; and

(c) Income derived by a foreign cen-
tral bank of issue from bankers' accep-
tances. A foreign central bank of issue
means a bank which is by law or gov-
ernment sanction the principal author-
ity (other than the government itself)
issuing instruments intended to circulate
as currency. Such banks are generally
the custodians of the banking reserves of
their countries.

Any taxpayer who excludes from gross
income from sources within the United
States income of the type specified it
paragraph (a), (b), or (e) shall file witl
his return a statement setting forth the
amount of such income and such infor-
mation as may be necessary to show thal
the income is of the type specified it
those paragraphs.

Interest received from the Unitee
States by a foreign corporation or E
nonresident alien on a refund of Fed-
eral income taxes is taxable as incom
from sources within the United States.

As to the inclusion in gross income o
items received in the United States evex
though representing income from source
without the United States, in the casi
of citizens of the United States and do.
mestic corporations entitled to the bene-
fits of section 251, see article 251-2.

ART. 119-3. Dividends.-Gross incomi
from sources within the United State

includes dividends, as defined by sec-
tion 115:

(a) From a domestic corporation
other than one entitled to the benefits of
section 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
less than 50 percent of its gross income
for the 3-year period ending with the
close of Its taxable year preceding the
declaration of such dividends, or for
such part of such period as It has been
in existence, was derived from sources
within the United States; but only In an
amount which bears the same ratio to
such dividends as the grozs income of
the corporation for such period derived
from sources within the United States
bears to its gross income from all
sources. However, for the purposes of
section 131, relating to credits for taxes
of foreign countries and pessessions of
the United States, dividends from a for-
eign corporation shall be treated as In-
come 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 (a)
or (b) of this article. (See also rection
116 (f).)

ArT. 119--4. Compensation for labor or
personal srwvices.-Except as provided
in section 119 (a) (3), 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

L of the payor, of the place in which the
L contract for service was made, or of

the place of payment. If a sp,-cific
amount is paid for labor or per.onal
services performed in the United States,
such amount (if income from sources
within the United States) shall be in-
cluded in the gross income. If no ac-
curate allocation or segregation of com-
pensation for labor or personal services

- performed in the United States can be
made, or when such labor or service if
performed partly within and partls
without the United States, the amount

n to be included in the gross income shat
be determined by an apportionment or
the time basis, L e., there shall be in-
cluded in the gross income an amount
which bears the same relation to the

e total compensation as the number W1
s days of performance of the labor o3

servlcez within the United States bears
to the total number of days of parform-
ance of labor or services for which the
payment is made. Except as provided in
section 119 (a) (3), wages received 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.

Ant. 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 royal-
ties for the use of or the privilege of
usAng in the United States, patents, copy-
rights, secret prccesses and formulas,
good will, trad-martls, trade brands,
franchies, 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.

AnT. 119-6. Sale of real property.-
Gross income from sources within the
United States includes gain, computed
under the provisions of sections 111-
113, derived from the -ale or other dis-
position of real property located in the
United States. For the treatment of
capital gains and losses, see section 117.

An. 119-7. Income from sources with-
out the United States.-Gross income
from cources without the United States
includes:

(1) Interest other than that specified
in section 119 (a) (1), as being derived
from sources within the United States;

(2) Dividends other than those de-
rived from sources within the United
States as provided in section 119 (a)
(2);

(3) 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 article 119-4);

(4) Rentals or royalties derived from
property without the United States or
from any interest in such property, in-
eluding rentals or royalties for the use
of or for the privileze of using without
the United States, patents, copyrights,
secret processes and formulas, good will,
trade-marlks, trade brands, franchises,
and other like property (see article 119-
5) ; and

(5) Gain derived from the sale of real
property located without the United
States (cee sections 111-113).

AnT. 119-8. Sale of personal prope-rty.-
Income derived from the purchase and
sale of personal property shall be treated
as derived entirely from the country in
which sold, except that Income derived
from the purchase of personal property
within a possession of the United States
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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 constitutes a "coun-
try," within the meaning of this article,
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 "exchanged." The
"country in which sold" ordinarily means
the place where the property is mar-
keted. This article does not apply to
income from the sale of personal prop-
erty 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
article 119-12.)

ART. 119-9. Deductions in general.-
The deductions provided for in Title I
shall be allowed to nonresident alien indi-
viduals and foreign corporations engaged
in trade or business within the United
States or having an office or place of
business therein, and to citizens of the
United States and domestic corporations
entitled to the benefits of section 251,
only If and to the extent provided in sec-
tions 213, 215, 232, 233, and 251.

"ART. 119-10. Apportionment of deduc-
tions.-From the items specified in
articles 119-1 to 119-6 as being derived
specifically from sources within the
United States there shall be deducted the
expenses, losses, and other deductions
properly apportioned or allocated there-
to and a ratable part of any other ex-
penses, losses, or deductions which can
not 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 alient individ-
ual (engaged in trade or business within
the United States or having an office or
place of business therein) whose taxable
year is the calendar year, derived gross
Income from all sources for 1938 of
$180,000, including therein:
Interest on bonds of a domestic cor-

poration_ ..---------------------- $9, 000
Dividends on stock of a domestic cor-

poration ------------------------ 4,000
Royalty for the use of patents within

the United States --------------- 12,000
Gain from sale of real property located

within the United States --------- 11, 000

Total .......---------------- 36,000

that is, one-fifth of the total gross in-
come was from sources within the United
States. The remainder of the gross in-
come was from sources without the
United States, determined under article
119-7.

The expenses of the taxpayer for the
year amounted to $78,000. Of these ex-
penses the amount of $8,000 is prolierly
allocated to income from sources within
the United States and the amount of
$40,000 is properly allocated 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
computihg net income from sources with-
in the United States. Thus, there are
deducted from the $36,000 of gross in-
come from sources within the United
States expenses amounting to $14,000
(representing $8,000 properly apportioned
to the income from sources within the
United States and $6,000, a ratable part
(one-fifth) of the expenses which could
not be allocated to any item or class of
gross income). The remainder, $22,000,
is the net income from sources within the
United States.

ART. 119-11. Other income from sources
within the United States.-Items of gross
income other than those specified in sec-
tion 119 (a) and (c) shall be allocated or
apportioned to sources within or without
the United States, as provided in section
119 (e).

The income derived from the owner-
ship or operation of any farm, mine, oil
or gas well, other natural deposit, or
timber, located within the United States,
and from the sale by the producer of the
products thereof within or without the
United States, shall ordinarily be in-
cluded in gross income from sources
within the United States. If, however,
it is shown to the satisfaction 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 article 119-12.

Where items of gross income are sepa-
rately 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 thereto
and a ratable part of other expenses,
losses, or other deductions which cannot
definitely be allocated to some item or
class of gross income.

ART. 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 articles 119-1 to 119-8
or 119-11 to sources within or without
the United States shall (unless unmis-
takably from a source within or a source
without the United States) be treated as
derived from sources partly within and
partly without the United States. Such
income derived from the sale of personal

property may be divided into two classes:
(A) income derived from sources partly
within the United States and partly
within a foreign country, and (B) in-
come derived from sources partly within
the United States and partly(lwlthin a
possession of the United States.

A. The portion of such income derived
from sources partly within the United
States and partly within a foreign coun-
try which is attributable to sources
within the United States shall be deter-
mined according to the following rules
and cases:

Personal qproperty produced and sold.-
Gross income derived from the sale of
personal property produced (in whola
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 shall be treated as derived partly
from sources within the United States
and partly from sources within a for-
eign country under one of the cases
named below. As used herein the word
"produced" includes created, fabricated,
manufactured, extracted, processed,
cured, or aged.

Case 1-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 es-
tablished-unaffected by considerations
of tax liability, and the selling or distrib-
uting branch or department of the busi-
ness is located in a different country
from that in which the factory Is located
or the production carried on, the not
income attributable to sources within
the United States shall be computed by
an accounting which treats the prod-
ucts as sold by the factory or productive
department of the business to the dis-
tributing or selling department, at the
independent factory price so established.
In all such cases the basis of the ac-
counting shall be fully explained in a
statement attached to the return.

Case 2-A.-Where an independent fac-
tory 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 derived
from the sale of personal property pro-
duced (in whole or in part) by the tax-
payer 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-
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ance with the value of the taxpayer's
property within the United States and
within the foreign country, the pjortion
attributable to sources within the United
States being determined by multiplying
such one-half by a fraction the numer-
ator 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 re-
maining one-half of such net income
shall be apportioned in accordance with
the gross sales of the taxpayer within
the United States and within the 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 de-
nominator of which consists of the tax-
payer's gross sales for the taxable year
or period both within the United States
and within the foreign country. The
"gross sales of the taxpayer within the
United States" means the gross sales
made during the taxable year which
were principally secured, negotiated, or
effected by employees, agents, offices, or
branches of the taxpayer's business resi-
dent or located in the United States.
The term "gross sales" as used in this
paragraph refers only to the sales 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, 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 prop-
erty valued or appraised for purposes of
inventory, depreciation, depletion, or
other purposes 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 ab-
sence of affirmative evidence showing
such value to be greater or less than the
actual value. The average value during
the taxable year or period shall be em-
ployed. The average value of property
as above prescribed at the beginning and
end of the taxable year or period ordi-
narily may be used, unless by reason of
material changes during the taxable
year or period such average does not
fairly represent the average for such
year or period, in -which event the aver-
age shall be determined upon a monthly
or daily basis. Bills and accounts re-
ceivable shall (unless satisfactory rea-
son for a different treatment is shown)
be assigned or allocated to the United
States when the debtor resides in the
United States, unless the taxpayer has
no office, branch, or agent in the United
States.

Case 3-A.-Application for permislion
to base the return upon the taxpayer's
books of account will be considered by
the Commissioner in the case of any tax-
payer who, in good faith and unaffected
by considerations of tax liabity, regu-
larly employs in his books of account a
detailed allocation of receipt- and ex-
penditures 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 derived
from sources partly within the United
States and partly within a possesion of
the United States which Is attributable
to sources within the United States shall
be determined according to the following
rules and cases:

Personal property roluccd and col.-
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 posses-
sion of the United States, or produced
(in whole or in part) by the taxpayer
within a possion of the United States
and sold within the United States shall
be treated as derived partly from Eources
within the United States and partly from
sources within a possession of the United
States under one of the cases named be-
low. As used herein the word "produced"
includes created, fabricated, manufac-
tured, extracted, processed, cured, or
aged.

Case 1-B.-Same as case I-A.
Case 2-B.-Whbre an independent fac-

tory or production price has not been
established as provided under cae 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 posseslon of the United
States, or produced (in whole or in part)
by the taxpayer within a posezion of
the United States and sold within the
United States, the e.xpenes, loses, or
other deductions properly apportioned
or allocated thereto and a ratable part
of any expenses, losses, or other deduc-
tions which can not deinitely be al-
located to some item or class of gross
income. Of the amount of net income
so determined, one-half shall be appor-
tioned in accordance with the value of
the taxpayer's propertywithin theUnited
States and within the pomession 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 pozszezzon of the United
States, the portion attributable to
ources within the United States be:,;

determined by multiplying such one-half
by a fraction the numerator of which
consists of the amount of the taxpayer's
busIness for the taxable year or period
within the United States, and the da-
nominator of which consists of the
amount of the taxpayer's business for
the taxable year or period both within
the United States and vthin the pos-
sesion 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 tar-able year or period
for wages, slaries, and other compen-
cation of employees and for the pur-
chase of goods, materials, and supplies
consuned in the re3ular course of busi-
ness, plus the amounts received during
the taxable year or period from gross
sales, such exp-, purchases, and
gross mles being limited to those at-
tributable to the production (in whole
or in part) of personal property with-
in the United States and Its sale with-
in a pozzession of the United States or
to the production (in whole or in part.)
of personal property within a possession
of the United States and its sale within
the United States. The term 'property"
as used In this paragraph includes only
the property held or used to produce in-
come which is derived from such sales.

Case 3-B.-Same as case 3.-A.
PMrsonal PrOPs^rtY PUrchased cr4

o~d,.--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 possesion of the United
States under one of the following cas es:

Case I-B.--The net income shall first
be computed by deducting from such
gross income the expenses, loss..es, and
other deductions properly apportioned
or allocated thereto and a ratable part
of any expenses, losses, or other deduc-
tions which cannot definitely be allo-
cated to some Item or class of gross
income. The amount of net income so
determined shall be apportioned in ac-
cordance with the total business of the
taxpayer within the United States and
within the possecsion of the United
States, the portion attributable to sources
within the United States being that per-
centage of such net income which the
amount of the taxpayer's business for
the taxable year or period vithin 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 po.session of the
United States. The "business of the tax-
payer" as that term is used in this par-
agraph shall be measured by the amounts
which the taxpayer paid out during the
taxable year or period for wages, salazies,
and other compensation of employees
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and for the purchase of goods, mate-
rials, and supplies sold or consumed in
the regular course of business, plus the
amount received during the taxable year
or period from gross sales, such expenses,
purchases, and 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.

Case II-B.--Same as case 3-A.
ART. 119-13. Transportation service.-

A foreign corporation carrying on the
business of transportation, service be-
tween 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.

(1) 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 (a) the sum of the
costs or expenses of such transportation
business carried on by the taxpayer
within the United States and a reason-
able return upon the property used in
its transportation business while within
the United States bears to (b) the sum
of the total costs or expenses of such
transportation business carried on by the
taxpayer and a reasonable return upon
the total property used in such trans-
portation business. Revenues from oper-
ations 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 services
which was wholly rendered in the United
States should be assigned to the cost
of transportation business within the
United States. For example, expenses 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
voyage. 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
services rendered, for the reason that the
return upon the property used measures
the extent to which such borrowed capi-
tal is the source of the income. For
other expenses entering into the cost of
services, only such expenses as are allow-
able deductions under the Revenue Act
of 1938 should be taken.

The value of the property used should
be determined upon the basis of cost
less depreciation. Eight percent may
ordinarily be taken as a reasonable rate
of return to apply to such property.
The property taken should be the aver-
age property employed in the transpor-
tation service between points in the
United States and points outside the
United States during the taxable year.
Current assets should be decreased by
current liabilities and allocated to serv-
ices between the United States and for-
eign countries and to other services.
The part allocated to services between
the United States and foreign countries
should be based on the proportion which
the gross receipts from such services
bear to the gross receipts from all
services. The amount so allocated to
services between the United States and
foreign countries should be further allo-
cated to services rendered within the
United States and to services rendered
without the United States. The portion
allocable to services rendered within the
United States should be based on the
proportion which the expenses incurred
within the territorial limits of the
United States bear to the total expenses
incurred in services between the United
States and foreign countries. For ships
the average should be determined upon
a daily basis for each ship and the
amount to be apportioned for each ship
as 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 taxable period. For other
assets employed in the transportation
business, the average 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 rea-
son of material changes during the tax-
able year, fairly represent the average
for such year either for the assets em-
ployed in the transportation business in
the United States or in total, the aver-
age must be determined upon a monthly
or daily basis.

(2) In computing net income from
sources within the United States there
shall be allowed as deductions from the
gross income as determined in accord-
ance with paragraph (1), (a) the ex-
penses of the transportation business

carried on within the United States as
determined under paragraph (1), and
(b) the expenses determined in accord-
ance with paragraphs (3) and (4).

(3) Interest and Income, war-profits,
and excess-profits taxes should be ex-
cluded from the apportionment process,
as explained in paragraph (1); but for
the purpose of computing net income
there may be deducted from the gro~s
income from sources wlthn the United
States, after the amount of such gross
Income has been determined, a ratable
part (a) of all Interest (deductible un-
der section 23 (b)), and (b) of all In-
come, war-profits, and excess-profits
taxes (deductible under section 23 (a)
and (d)), paid or accrued In respect of
the business of transportation service
between points in the United States and
points outside the United States. Such
ratable part should ordinarily be based
upon the ratio of gross income from
sources within the United States to the
total gross income from such transpor-
tation service.

(4) If a foreign corporation subject to
this article 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 (1);
but, for the purpose of determining not
Income, a ratable part of any general
expenses, losses, or deductions, which
cannot definitely be allocated to some
item or class of gross Income, may be
deducted from the gross income from
sources within the United States after
the amount of such gross income has
been determined. Such ratable part
should ordinarily be based upon the ra-
tio of gross income from sources within
the United States to the total gross
income.

(5) Application for permission to base
the return upon the tax'payer's books of
account will be considered by the Com-
missioner in the case of any taxpayer sub-
ject to this article, who, In good faith
and unaffected by considerations of tax
liability, regularly employs in his books
of account a detailed allocation of re-
ceipts and expenditures which reflects
more clearly than the process prescribed
in paragraphs (1)-(4), the Income de-
rived from sources within the United
States.

ART. 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.

(1) Gross income.-The gross Income
from sources within the United States de-
rived from such services shall be doter-
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mined by adding (a) its gross revenues
derived from messages originating in the
United States and (b) amounts collected
abroad on collect messages originating in
the United States and deducting from
such sum amounts paid or accrued for
transmission of messages beyond the
company's own circuit. Amounts re-
ceived by the company in the United
States with respect to collect messages
originating without the United States
shall be excluded from gross ncome.

(2) Net incom.-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 (1), (a) all
expenses incurred in the United States
(not including any general overhead ex-
penses) incident to the carrying on of the
business in the United States, (b) all di-
rect expenses incurred abroad in the
transmission of messages originating in
the United States (not including any gen-
eral overhead expenses or maintenance,
repairs, and depreciation of cables and
not including any amount already de-
ducted in computing gross income), ()
depreciation of property (other than
cables) located in the United States and
used in the trade or business therein, and
(d) a proportionate part of the general
overhead expenses (not including any
items incurred abroad corresponding to
those enumerated in (a), (b), and (c))
and of maintenance, repairs, and de-
preciation of cables of the entire cable
system of the enterprise based on the
ratio which the number of words orig-
inating in the United States bears to the
total words transmitted by the enterprise.

ART. o19-5: Computation of income.-
If a taxpayer has gross income from
sources within or without the United
States as defined by section 119 (a) or
(e) 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 investments applicable
thereto, shall be segregated, and the net
income from sources within the United
States shall be separately computed
theref rom.

or trust company organized under the laws of
any State, Territory, poss-esion of the United
States, or the Canal Zone, or of any other
banking corporation engaged In the business
of Industrial banking and under the supcr-
vision of a State banking department or of
the Comptroller of the Currency, or of any
Incorporated domestic insurance company,
there shall be allowcd as a deduction from
gross Income, In addition to deductions other-
vplse Provided for in this title, any dividend
(not Including any distribution in liquida-
tion) paid, within the taxable year, to the
United States or to any instrumentality
thereof exempt from Federal Income tax., on
the preferred stock of the corporation owned
by the United States or such Instrumentality.
The amount allowable as a deduction under
this section shall be deducted from the bs-loc
surtax credit otherwise computed under sec-
tion 27 (b).

CHAPTER S=

Credits Againszt Tax-Suppremental
Supplement C-Credits Against Ta%

[Supplementary to Subtitle B, Part
Ml

SE. 131. Taxes of f1mrgn countries and
Possesslon of United Stat.-( a) Allcexnce
Of credl-f the t=axpyer srgnifie In, his re-
turn his desire to have the beneflts of this
section, the tax Imposed by this title shall
be credited with:

(1) Ciitien and domestic corporation.-
In the case of a citizen of the United Staten
and of a domestic corporation. the amount
of any income, war-profits, and excz-proflts
taxes paid or accrued durlng the taxable year
to any foreign country or to any peasslon
of the United States: and

(2) Resident of Unite Statc.--Ia the
case of a resident of the United Statcs, the
amount of any such taxe pad or accrued
during the taxablo year to any poseon of
the United States; and

(3) Alie resident of United Stat cs-I
the case of an allen resdcnt of the United
States, the amount of any -Uch taxes, paid
or accrued during the taxable year to any
foreign country, If the foreign country of
which such alien resoidnt Is a cltizen or
subject. In Imposing such taxs allowa a
simnlar credit to citizens of the United Stat_
residing in such country; and

(4) PartnerVufps and cstatp.-n the case
of any such Individual who Is a member of
a partnership or a beneficiary of an estata
or trust, his proportionate thare of -uch
taxes of the partnership or the eztate or
trust paid or accrued during the taxalo
year to a foreign country or to any pazc:-
slon of the United State-, as the cas may be.

(b) Limit on crcdlt--The amount of the
credit taken under this section rhall be sub-
Ject to each of the following limitatons:

(1) The amount of the credit in respect
CHAPTER XX of the tax paid or accrued to any country

shall not exceed the san proportion of the
Certain Deductions for ChTritable and tax against which such credit I- tak

Otzer Contribtons and Dividends which the taxpayes net income from
ources within such country ber to hL

Paid entire net Income for the smo taxable year,

S=. 120. Unlimited deduction for chari- and
table and other coiutributio&-In the case (2) The total amount of the credit shall
of an individual if In the taxable year and not exceed the same proportion of the tax
in each of the ten preceding taxable years against which such credit Ls ta-e, -which
the amount of'the contributions or gifts de- )the taxpayer's net income from soure
scribed in section 23 (o) (or corresponding without the United States bears to his entire
provisions of prior revenue Acts) plus the net income for the same taxable year.

amount of income, war-profits, or excess-prof- (c) Adjustmcnts on 1puym _, of accrucd
its taxes paid during such year in respect of taxes.-If accrued tax rhen paid difer
preceding taxable years, exceeds 90 per from the amounts dclmd as credits by the
centum of the taxpayer's net income for each taxpayer, or If any tax paid Is refunde-d In
such year, as computed without the benefit whole or in part, the tasp yCr shll notify
of the applicable subsection, then the 15 the Commslsoner, who rhall redetermine the
per centum limit imposed by section 23 (o) amount of the tax for the year or yea=
shall not be applicable, affected, and the amount of ax duo upon

Sac. 121. Deduction of dividends paid on such redetermination, if any, shall be paid
certain preferred stock of certmin coiora- by the taxpayer upon notice and d and
t-ona-In computing the net income of any by the colector, or the amount of x over-
national banking association, or of any bank paid, it any, shall be credited or efundC tc

the t-xpayer In accordance with the pro-
vison o &section 322. In the case_ of such a
tax accrued but not pali. the Camratzcner.,
as a condition prc::dsnt to the allowance
of thL-, credit. may requlre the tazpayer to
give a bond! with cureties, sai'aotcxry to and
to b2 approved by thMe CommLzzsoner in such
sum as the Commlssioner my require, con-
ditioned upon the payment by the taxpayer
of any amount of tax found due upon any
such red3aemInatton; and the bond herein
prescrlbd bAl contain such further condi-
tions- a the Commissioner may require.

(d1) Year in wssli. credit talen.-The
crcdits provided for In this 1ction y. at
the option of the taxpayer and Irrespective
of the method of accountng e=ployed In
Ihsplng is bco be taken In the year in

hich t& taxes cf the foreign country or

the p=osssGln of the United States accruead,
subjet howuver, to the conditions precribed
In fubsactlofs (C) of this sectio uf the tax-
payer c llet to tae such crdits in the y-"r
in m h the taxes of the atorign country or
the posem-ion of the United Staes accrued,
the credit, for all subsequent years shall
be taken up= the came bas"s and no par-
tion of any such taxes e'ball be allowed as a
douccton In the sa i or any succeeding
year.

(e) proof of crzitso-T credits provided
in thL sectionL hall be allow-ed Only if the
taxpayer .establihes to the atio Sactlon o
the COamlsiotlSS (1) the total amount Of
income derived fro- surces withuit the
United states,, detrmied as- provided in szc-
tion 11, (2) the amount of Income derived
ftoM each Country, the tax paid or accrued
to wch L claimed as a credit under th1
rectlon. ue amount to be detealind Un-
der rules and latlons presrcibed by the
CaMinLsionar With the approval of the Sec-
retary, and (3) all other i.formatinee
sary for tho verlilcatlon and computation Of
su ni credit , uoor iith r tWI Tae of fo-es sucdart-O the
pturhesu of thL s: etion a domestic corpor-

tionwhic on a majority of the votin-g
atock of a f Toreil corpotion f rm ich it

receives dividends In ay taxable Year shall
be demed to have paid the came proportion
of any income, var-proilto. or exces-profits
taxcs paid by such foreign, corporation to
any fozheai country or to any poes zeson of
the United States, upon or vith respect tO
the accumulated prolits of such foreign cor-
portion ftom which such dividen.s were
paid, whch the amount of such dividends
bears to the mnount of such accumulated
profits: ro vied1 That the amount of ta
dlced to bae bcen paid under this sub-
sEction shall in no r- exceed the same pro-
portion of the tax against rWich credit I3
t-,_1en which the amou nt of suchL dividends
bears to the amount of the entire net incom
of the domestic corporation in 'Which such
dividends, are included. The ter "ccumu-
lated profM-s Whenxiized In this subsection In
referenc to afoelig corporation. marns the
amount of Its Cain, profits. or inco2e in
eXCess of the Income, wr-profit, and exccsZ-
profits ta xs nz Ipr d upon or iith rCspet
to such prof or income; nd the Commi-
soner with the approl of the Secretary
shall have full power to odermine from, the
accumulated proflts of what year or yas
such dividends were paid; tneatin divideds
paid in the liret ctxty days of ay 7Yar a:
having bc-= Paid from the accumulated
profits of the preceding year or years (un-es
to his- satisfaction cbo-. r' otherw;ise), and In
other respe-cts treating- dividendsas ha lving-
been Paid from the most recently "ccumu-
lated rpaln,, proffts, or earmnng. In the cafe
of a foreign corportion, the IncoQm?, war-
profit, end exces-profits taxes: of which =re
detcrmined on the hsasls of an accounting
ps-rlcd of lIs than one2 Ye, the word "er
as use d in this subsectionhell be co-strued
to me-an, such accounting period.

(U) Corporations treated cs foreigs.-EOr
the purpsses of this- sction the following
corporationa alal be treated cs foreigna
corparatlonzs

(1) A corpoation entitled to the3 beneftS
of section 251, by r==so of receiving a- Larg3
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percentage of its gross income from sources
within a possession of the United States;

(2) A corporation organized under the
China Trade Act, 1922, and entitled to the
credit provided for in section 262.

ART. 131-1. Analysis of credit for
taxes.-If the taxpayer signifies in his
return his desire 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 corporation, is as follows:
(a) 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 (b) an individ-
ual's proportionate share of any such
taxes of a partnership of which he is a
partner or of an estate or trust of which
he is a beneficiary paid or. accrued during
the taxable year to a foreign country or
to any possession of the United States,
as the case may be.

In the case of an alien resident of the
United States who signifies in his return
his desire to claim a credit for such taxes
the basis of the credit is as follows: (a)
The amount of, any such taxes paid or
accrued during the taxable year to any
possession of the United States; (b) 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 sub-
ject, in imposing such taxes, allows a
similar credit to citizens of the United
States residing in such country; and (e)
his proportionate share of any such taxes
of a partnership of which he is a partner
or of an estate or trust of which he is a
beneficiary paid or accrued during the
taxable year to any possession of the
United States, or to any foreign country,
as the case may be, if the foreign coun-
try of which such alien resident is a citi-
zen or subject, in imposing such taxes,
allows a similar credit to citizens of the
United States residing in such country.

If a taxpayer signifies in his return his
desire to claim a credit for taxes, such
action will be considered to apply to in-
come, war-profits, and excess-profits
taxes paid' to all foreign countries and
possessions of the United States, and no
portion of any such taxes shall be allowed
as a deduction from gross income.

A citizen of the United States or a
domestic corporation entitled to the ben-
efits of section 251, or a China Trade Act
corporation, is not allowed any of the
credits provided by section 131.

Aar. 131-2. Meaning of terms.-The
"amount of any income, war-profits, and
excess-profits taxes paid or accrued dur-
ing the taxable year" means taxes proper
(no credit being given for amounts rep-
resenting interest or penalties) paid or
accrued during the taxable year on be-
half of the taxpayer claiming credit.
"Foreign country" means any foreign
state or political subdivision thereof,
or any foreign political entity, which
levies and collects income, war-profits,
or excess-profits taxes. "Any posses-

sion of the United States" includes,
among others, Puerto Rico, the Philip-
pines, and the Virgin Islands. But see
section 251. As to the meaning of
"sources," see section 119. (See also
section 901.)

ART. 131-3. Conditions of allowance of
credit.-If the taxpayer signifies in his
return his desire to claim credit for in-
come, war-profits, or excess-profits taxes
paid other than to the United States, the
income tax return must be accompanied
by Form 1116 in the case of an individ-
ual, and by Form 1118 in the case of a
corporation. The form must be care-
fully filled in with all the information
there calledfor and with the calculations
of credits there indicated, and must be
duly signed and sworn to or affirmed. If
credit is sought for taxes already paid
the form must have attached to it the
receipt for each such tax payment. If
credit-is sought for taxes accrued, the
form must have attached to it the return
on which each such accrued tax was
based. This receipt or return so at-
tached must be .either the original, a
duplicate original,' a duly certified or
authenticated copy, or a sworn copy. In
case only a sworn copy of a receipt or
return is attached, there mustbe 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.

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 Commis-
sioner may prescribe, and shall be con-
ditioned for the payment bk the tax-
payer of any amount of tax found due
upon any redetermination of the tax
made necessary by such credit proving
incorrect, with such further conditions
as-the Commissioner may require. This
bond shall be executed by the taxpayer,
or the agent or representative of the
taxpayer, as principal, and by sureties.
satisfactory to and approved by the
Commissioner. (See also section 1126 of
the Revenue Act of 1926, as amended,
paragraph 35 of the Appendix to these
regulations.)

For credit where taxes are paid by a
foreign corporation controlled by a do-
mestic corporation, see article 131-7. A
clain for credit in such a case Is also
to be made on Form 1118. See article

131-6 with reference to the option
granted by section 131 (d).

If It is the desire of the taxpayer to
claim as a credit and not as a deduction
accrued Income, war-profits, and excess-
profits taxes Imposed by the authority of
any foreign country or possession of the
United States but at the time the return
is made It Is Impossible to estimate the
amount of such taxes that may have ac.
crued for the period for which the re-
turn is made, Form 1116 In the case of
an Individual, and Form 1118 in the
case of a corporation, may be filed at a
later date but a credit cannot be allowed
for such taxes unless the taxpayer signi-
fies In his return his desire to have to
any extent the benefits of section 131.

ART. 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
notify 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
redetermination shall be paid by the
taxpayer 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.

ART. 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 coun-
try, either by allowing to citizens of the
United States residing In such country a
credit for the amount of income taxeg
paid to the United States, or, In impos-
ing such taxes, by exempting from taxa-
tion the incomes received from sources
within the United States by citizens of
the United States residing in such coun-
try. A country does not satisfy the simi.
lar 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 in-
come taxes paid to the United States,
or if such country does not impose any
income taxes. If the country of which
a resident 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 foreign country.

ART. 131-6. When credit for taxes may
be taken.-The credit for taxes provided
by section 131 (a) may ordinarily be
taken either in the return for the year
in which the taxes accrued or In which
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the taxes were, paid, dependent upon
whether the accounts of the taxpayer are
kept and his returns filed upon the ac-
crual basis or upon the cash receipts
and disbursements basis. Section 131 (d)
allows the taxpayer, at his option and ir-
respective of the method of accounting
employed in keeping his books, to take
such credit for taxes as may be allow-
able in the return for the year in which
the taxes accrued. An election thus
made under this section or under section
222 () or 238 (c) of the Revenue Act
of 1924 or 1926, or under section 131 d)
of the Revenue Act of 1928,1932,1934, or
1936, must be followed in returns for all
subsequent years, and no portion of any
such taxes will be allowed as a deduction
from gross income.

ART. 131-7. Domestic corporation own-
ing a 7mnaority of the stock of 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 corpora-
tion, but also income, war-profits, and
excess-profits taxes deemed to have been
paid determined by taking the same pro-
portion of any income, war-profits, and
excess-profits taxes paid or accrued by
such controlled foreign corporation to
Any foreign country or to any possession
of the United States, upon or with re-
spect to the accumulated profits of such
foreign corporation from which such
dividends were paid, which the amount
of any such dividends received bears to
the amount of such accumulated profits.
The amount of taxes deemed to have
been paid is limited, however, to an
amount which shall in no case exceed
the same proportion of the tax against
which the credit for foreign taxes is
taken, which the amount of such divi-
dends bears to the amount of the entire
net income of the domestic corporation
in which such dividends are included.
if dividends are received from more than
one controlled foreign corporation, the
limitation is to be computed separately
for the dividends received from each con-
trolled foreign corporation. If the credit
for foreign taxes includes taxes deemed
to have been paid, the taxpayer must
furnish the same information with re-
spect to the taxes deemed to have been
paid as it is required to furnish with
respect to the taxes actually paid or ac-
crued by it. Taxes paid or accrued by
a controlled foreign corporation are
deemed to have been paid by the do-
mestic corporation for purposes of credit
only.
ART. 131-8. Limitations on credit for

foreign taxes.-The amount of the in-
come and profits taxes paid or accrued
(including the taxes which, in accord-

No. 2-7

ance with the provisions of section 131
(f), are deemed to have been paid) dur-
ing the taxable year to each foreign
country or posseslon 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 posseasion
bears to his entire net income for the
same taxable year, Is the tentative credit
in respect of the taxes paid or accrued
to such country or poseslon. 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 tax-
payer's net Income from sources without
the United States bears to his entire net
income for the same taxable year, Is the
amount allowable as a credit against the
Income tax under Title I for income or
profits taxes paid or accrued to foreign
countries or possessions of the United
States.

The operation of the limitations on
the credit for foreign taxes may be fl-
lustrated by the following examples:

Example (M): In 1938, 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 entitled to a
personal exemption of $1,000. The credit
for foreign taxes allowable to A In his
return for the calendar year 1938 Is
$6,494.67, computed as follows:
Income from sources within the

United States ----------------. 0,0CO.00
Income from sources within Great

Britain ................... -", O00. 00

Total net Income ......- . 0, 000. 00
United States Income tax on

-10.484.00
British Income and profits taxes.. 7 500. 00
iTmtation on Brtish Income and

profits taxes under mection 131
(b) (1) and (2) to determine

credit 20 of $19,44

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))---

0,494.67

0.42-1.67
Example (2) : If, in example (1), above,

A had a net income from sources within
Great Britain of $15,000 and a net In-
come from sources within Can,d% of
$10,000 and the income and profits taxes
paid or accrued to Great Britain and
Canada were $4,000 and $1,200, respec-
tively, the credit for foreign taxes allow-
able to A would be $5,096.80, computed
as follows:
Income from sources within the

United Stat30.00........... 80,000.00
Income from sourccs within

Great Britain.. 15.000.00
Income from sources within Ca-

nad 0................ 10,00.0
Total net Income - - 75, 000. 00

United States Income tax on
$75,000 ..--.----- 19,481.00

BritLzh Income and profits tax. 4,00O. 0
LmItatlon on Brltizh Incom? and

profits taxes under metion 131
(b) (1) to datcrmine tentative('15,000
creditim of $19,44. 3.8.6.

(75,000 ,8o
Tentative credit for British In-

come and profits taxes (total
Britis Income and profits
tax, reduced In accwdancs.
with the limitation under eac-
tlon 131 (b) (M)) .3,8.83

Canadian Income and profits
ta-- 1. . , 200. 0

Limitation on Canadin incom.
and profit- taxes under ction
131 (b) (1) to dstermlne tenta-

tihe credit (!020 cf0$9).. 2,537.85
Tentative credit for Canadian in-

come and proflit taxes (total
Canadian Income and profits
taxes. since such amount Is
within the lImitation under
rection 131 (b) (1)) .1,200.00

Sum of tentative credits (83.-
0.80 plus 01 06) 5,096.80

Limitation on m- of tentative
credits under cection 131
(b) (2) to determine credit
/23.0 3To of $l19d4i) .......... 6,491.67

Total amount of credit allowable
(sum of tentative credits, since
vuch sum Is within the limita-
tion under -ecUon 131 (b)

Example (3): The net income for the
calendar year 1938 and the Income and
profits taxes paid or accrued to foreign
countries and poszesslons of the United
States in the case of a domestic corpora-
tion were as follows:

Total~ ~ ~ ~ ~ Ino 7oeg n=t Inoe.... 19

Insey om

op1 to .iied . .. 0.0. .....

msjry of the voin I-st o wh-ch

Etre eInch $3oe- 000
Toe ((an pro n------- -- ice

Uaned byam tax an r adtona dvdn

30fou rdi for shareho4de

heirncome td onm from. he laoregn

taUnJ itehhta efor allnceai t

countriea and posessions of the United
States: except the dividend from sources
within France, w ere derived from branch
operations. Dividends of $50,000 rare
received from a French corporation, a
majority 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 beiJng withheld and paid at the
source.

The computation of the credit is as
follows:
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Great Britain
Income and profits taxes paid or accrued -------- $7, 500.00

Limitation under section 131 (b) (1) (3000 of $48,340 4,394.55
Tentative credit --------- ----- 4,394.55

Canada
Income and profits taxes paid or accrued .-- -----..------------ $------ $1, 800.00( 20,000
Limitation under section 131 (b) (1) 30 of $48,340 2,929.70
Tentative credit -------- ----- ------ 1, 800. 0

Brazil
Income and profits taxes paid or accrued ----------------------------.------ 2, 400. 00
Limitation under section 131 (b) (1) (40000 of $48,340 5, 859.40
Tentative credit --------------------------------- ------------------ 2,400.00

Argentine Republic
T entative credit - . ..----------------------. ... .... .-.... .... ...

Mexico
Tentative credit ---------.............................-----------.......

None.

None.
Puerto Rico

Income and profits taxes paid or accrued ------- ^ ------------------------------- $1, 250.00

Limitation under section 131 (b) (1) 30,000 of $48,340 )1,464.85

Tentative credit -------------------- -----.. . .- 1 2 0 n

France
Dividend tax paid at source ------------------------------------------------- $9, 000. 00
Income and profits taxes paid or accrued on branch operations ---------------- 3,000.00
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 profitsdt / 50,000 / 170000 \
ibuted 0, of , 

of $30,000 -- - 7,500.00
disribte '/2500,000 of -

Limitation under section 131 (f) (50000 of $48,340) - 7,324.24

Income and profits taxes deemed to have been paid (French taxes applicable to
accumulated profits distributed to domestic corporation, reduced in accord-
ance with the limitation under section 131 (f) --------------------------- 7,324.24

Total Income and profits taxes paid or accrued and deemed to have been paid

to France ------------ _ ----------------------------------------- - - 19,324.24

Limitation under section 131 (b) (1) (330,000 of $48,340 )---------10,253.94

Tentative credit- -....-- _..10,253.94

. Sun of Tentative Credits
Britain ...------------------------------------------------ -----

Rico-----------------------------------------------------
--------------------------------------------

$4, 394.55
1,800.00
2,250.00
1,250.00

10,253.94

20 000 Ao
Limitation on sum of tentative credits under section 131 (b) (2) to determine130000

credit -3,0 of $48,340-------- - ----- 19,043.03(330,000 )' - - - - - - - --- - - - - - - ---Total amount of credit allowable (sum of tentative credits reduced in accordance
with the limitation under section 131 (b) (2)) --------------------------- 19,043.03

CHAPTER

Returns and Payment of Tax

Supplement D-Returns and Payment of
Tax [Supplementary to Subtitle B,
Part VJ
SEc. 141. Consolidated returns of railroad

corporations.--(a) Privilege to file consoli-
dated returns-An affiliated group of cor-
porations shall, subject to the provisions of
this section, have the privilege of making a
consolidated return for the taxable year In
lieu of separate returns. The making of a
consolidated return shall be upon the condi-
tion that all the corporations which have
been members of the affiliated group at any
time during the taxable year for which the
return Is made consent to all the regulations
under subsection (b) (or, in case such regu-

lations are not prescribed prior to the mak-
ing of the return, then the regulations pre-
scribed under section 141 (b) of the Revenue
Act of 1936 insofar as not inconsistent with
this Act) prescribed prior to the making of
such return; and the making of a consoli-
dated return shall be considered as such
consent. In the case of a corporation which
is a member of the aftiated group for a
fractional part of the year the consolidated
return shall include the income of such
corporation for such part 'of the year as it
is a member of the affiliated group.

(b) Regulations-The Commissioner, with
the approval of the Secretary, shall prescribe
such regulations as he may deem necessary
in order that the tax liability of any affili-
ated group of corporations making a con-
soldated return and of each corporation ii
the group, both during and after the period
of affiliation, may be determined, computed,

assessed, collected, and adjusted in such
manner as clearly to reflect the Income and
to prevent avoidance of tax liability.

(c) Computation and paymmnt of tax,-In
any case in which a consolidated return Is
made the tax shall be determined, computed,
assessed, collected, and adjusted In accord-
ance with thq regulations under subsection
(b), (or, in case such regulations are not
prescribed prior to the making of the return,
then the regulations prescribed under sec-
tion 141 (b) of the Revenue Act of 1030
insofar as not Inconsistent with this Act)
prescribed prior to the date on which such
return is made.

(d) Definition of "ajllated group".-As
used In this section an "aflliated group"
means one or more chains of corporations
connected through stock ownership with a
common parent corporation if-

(1) At least 95 per centum of the stok
of each of the corporations (except the com-
mon parent corporation) Is owned directly
by one or more of the other corporations;
and

(2) The common parent corporation owns
directly at least 95 per centum of the stoo,
of at least one of the other corporations:
and

(3) Each of the corporations Is either (A)
a corporation whose principal business is
that of a common carrier by railroad or
(B) a corporation the assets of which con-
sist principally of stock In such corporations
and which does not itself operate a business
other than that of a common carrier by
railroad. For the purpose of determining
whether the principal business of a corpora-
tion is that of a common carrier by railroad,
if a common carrier by railroad ha leased
Its railroad properties and such properties
are operated as such by another common
carrier by railroad, the business of receiving
rents for such railroad properties shall be
considered as the business of a common car-
rier by railroad. As used In this paragraph,
the term "railroad" Includes a street, subur-
ban, or Interurban electric railway, or a
street or suburban trackless trolley system
of transportation, or a street or suburban
bus system of transportation operated as
part of a street or suburban electric rail-
way or trackless trolley system.

As used In this subsection (except in para-
graph (3)) the term "stock" does nob In-
clude nonvoting stock which Is limited and
preferred as to dividends.

(e) Foreign corporatons.-A foreign cor-
poration shall not be deemed to be affilated
with any other corporation within the mean-
Ing of this section.

(f) China Trade Act Corporations,--A cor-
poration organized under the China Trade
Act, 1922, shall not be deemed to be afiliated
with any other corporation within the moan-
Ing of this section.

(g) Corporations deriving income from
possessions of United States.--For the pur-
poses of this section a corporation entitled to
the benefits of section 251, by reason of re-
ceiving a large percentage of Its income fron
possessions of the United States, shall bo
treated as a foreign corporation.

(h1) Subsidiary' formed to comply with
foreign law--In the case of a domestic corpo-
ration owning or controlling, directly or In-
directly, 100 per centum of the capital stock,
(exclusive of directors' qualifying shares) of
a corporation organized under the laws of a
contiguous foreign country and maintained
solely for the purpose of complying with the
laws of such country as to title and opera.
tion of property, such foreign corporation
may, at the option of the domestic corpora-
tion, be treated for the purpose of this title
as a domestic corporation.

(i) Suspension of running of statute of
limitations.-If a notice under section .072
(a) In respect of a deficiency for any taxablo
year Is mailed to a corporation, the suspen-
sion of the running of the statute of limita-
tions, provided In section 277, shall apply
in the case of corporations with which such

Great
Canada
Brazil
Puerto
France

I .
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corporation made a consolidated return for are operated as such by another corn- the above requlruiment. Such fduiarys
such taxable year.

() Receiversip cases.-I the m c b r the business of tthe indvidua. e&-ate.
parent corporation of an affilated group mak-r eceiving rents for such properties is or trnzt for which the return is made, to
Ing a consolidated return would, if filing a considered as the business of a common enable him to mQ the return, and (2) that
separate return, be entitled to the benefits carrier by railroad, the return is, to the b4t*. of his knowledge
of section 13 (e), the affiliated group shsll and belief, true and correct.
be entitled to the benefits of such subsection. A consolidated return must include (c) Law appliebUbc to fldudarLes.-Any
In all other cases the affiliated group making every domestic corporation which Is a fiduciary required to make -- return under
a consolidated return shall not be entitled to member of the "affiated group"; but this hall be subject to all the prooi-
the benefits of such subsection, regardless of m olona of law which apply to Indviduaha
the fact that one or more of the corpora- shall not include a foreign corporation
tions in the group are in bankruptcy or in (except as provided in section 141 (h) ; AnT. 142-1. Fiducia J returms-Everyreceivership.

(r ) Aeeaion o income an . a corporation organized under the China fiduciary, or at least one of Joint fldu-

For allocation of income and deductions of "iade Act, 1922; or a corporation entitled clarie., must make a return of income-
related trades or businesses, see section 45. to the benefits of section 251. (a) For the individual whose income

ART. 141-1. Consolidated returns of ART. 141-4. Foreign corporations which i- in his charge, if the gross income of
affll ed corporations for taxable years may be treated as domestic corpora- such individual Is $5,000 or over, or if
beginning after December 31, 1937.-The tins.-In the case of a domestic corpo- the net income of such individual is
regulations prescribed under section ration owning or controlling, directly or $1,000 or over if single or if married and
141 (b) have been promulgated as Reg- indirectly, the entire capital stock (ex- not living With husband or wife for any
ulations 102 and are applicable to the clusive of directors' qualifying shares) part of the taxable year; or if such indi-
making, after the promulgation of such of a corporation described n section 141 vidual is married and was living with
regulations, of consolidated returns by (d) (3) and organized under the laws of husband or wife for any part of the tax-
affiliated corporations for taxable years Canada or of Mexico and maintained able year but not at the close of the
beginning after December 31, 1937, and solely for the purpose of complying with taxable year and his gross income for
to the determination, computation, as- the laws of such country as to title and the taxable year is $5,000 or over, or his
sessment, collection, and adjustment of operation of property, such foreign cor- net income Is equal to, or in excess of,
tax liabilities under consolidated returns poration may, at the option of the domes- the credit allowed him by section 25 (b)
for such years. For definition of taxa- tic corporation, be treated for taxable (1) and (3) (computed without regard
ble year, see section 48. years beginning after December 31, 1937, to his status as head of a family) ; or

ART. 141-2. Formation of and chages as a domestic corporation. The option if such individual is married and was
in afiliated group.-An affiliated group to treat such foreign corporation as a living with husband or wife for the en-

of corporations, within the meaning of domestic corporation must be exercised tire tax-able year and the aggregate
section 141, is formed at the time that at the time of making the first consoli- gross income of both husband and wife
the common parent corporation becomes dated return under the Act, and cannot is $5,000 or over, or the aggregate net

the owner directly of at least 95 percent be exercised at any time thereafter. If income of both husband and wife is

of the stock (as defined by section 141 the election Is exercised to treat such for- $2,500 or over; or if such individual is

(d)) of another corporation. A cor- elgn corporation as a domestic corpora- married and was living with husband or
poration becomes a member of an affll- tion it must be included In the consoll- wife at the close of the taxable year but
ated group at the time that one or more dated return of the affiliated group of not during the entire taxable year and

members of the group become the own- which it is a member for each year for the aggregate gross income of both hus-
ers directly of at least 95 percent of its which such group makes or is required band and wife s $5,000 or over, or the

stock- A corporation ceases to be a to make a consolidated return. aggregate net income of both husband

member of an affiliated group at the Sm. 142. Fiduclaj rcturns.-(a) iequire- and wife is equal to, or n excess of, the
time that the aggregate of its stock IitO of return.-Every fiduciary (except a credit allowed them by section 25 (b)

receiver appointed by authority of law in (1) and (3) (computed without regardowned directly- by the members of the possession of part only of the property of an to the status of either of them as headgroup becomes less than 95 percent. Individual) shall mnle under oath a return
ART. 141-3. Corporation to be included for any of the following Individuals, estate of a family, or

in consolidated returns for taxable years or trusts for which he act3, stating pecicany (b) For the estate for which he acts
the Items of gros Income thereof and the if the net income of such estate is $1,000beginning after December 31, 1937- deductions and credits allowed under this

The privilege of filing consolidated re- title and such other information for the or over, as computed under section 162,
turns for taxable years beginning after purpoe of carrying out the provU ons of and for the trust for which he acts if the

this title as the Commissioner with the ap- net income of such trust is $100 or over,
December 31, 1937, is limited to corpo- proval of the Secretary may by regulations as computed under section 162, or if the
rations constituting an "affiliated group" prescribe- gs ncompue ofter eta or ftt
as defined in section 141 (d). The Act (1) Every individual having a nct Income $5000 or over, reardes of the amo untt
requires each corporation to be either for the taxable year of $1.000 or over, if
(1) a corporation whose principal busi- single, or if married and not living with of the net income, or if any beneficiary
ness is that of a "common carrier by husband or wife; of such estate or trust Is a nonresident

(2) Every individual having a net income alien.
railroad" or (2) a corporation whose as- for the taxable year of $2,500 or over, if
sets consist principally of stock in such married and living with husband or wife; The return in case (a) shall be on
corporations and which does not itself (3) Every individual having a gresa income Form 1040 or 1040 A. In case Wb) a

for the taxable year of $o0o0 or over, re-operate a business other than that of a gardies of the amount of his net eturn Is required on Form 1041. A
,.common carrier by ralroad." The (4) Every estate the net income of which copy of the will or trust instrument
term "common carrier by railroad" in- for the taxable year is $1,00 or over; sworn to by the fiduciary as a true
eludes steam and electric railroads, (5) Every trust the net income of which and complete copy in cases in which

for the taxable year is $10D or over;
street, suburban, and interurban electric (6) Every estate or trust the grozs ncome the grass income of the estate or trust
railways, street and suburban trackless of which for the taxable yr Is $5,000 or Is $5,000 or over, must be filed with
trolley systems of transportation, and over, regardless of the amount of the net the fiduciary return of the estate orstret o suurbn bs sstes o trns-income, and
street or suburban bus systems of trans- (7) E estate or trst of which any trust, together with a statement by the
portation operated as a part of street beneficiary is a nonrsdent alien. fiduciary indicating the provisions of
or suburban electric railway or trackless (b) Joint flducarics.--Under suh regnla- the will or trust Instrument which, in
trolley systems, but does not include ex- t1ons as the Com-- ioer with the ap his opinion, determine the extent to
press, refrigerator, or sleeping car corn- proval of the Secretary may prescribe a re- which the income of the estate or trust
panies. If a "common carrier by rail- turn made by one of two or mere joint is taxable to the estate or trust, thefiduciaries and filed In the oMco of the col-
road" as above defined has leased its lector of the district where such fiducary beneficiaries, or the grantor, respec-
railroad properties and such properties resides shal be sufcient compliance with tively. If, however, a copy of the will
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or trust instrument, or statement relat-
ing to the provisions of the will or trust
instrument, -has once been filed, it need
not again be filed if the fiduciary re-
turn contains a statement showing
when and where it was filed. If the
trust Instrument is amended in any way
after such copy has been filed, a copy
of the amendment, together with a
statement by the fiduciary, indicating
the effect, if any, in his opinion, of
such amendment on the extent to
which the income of the estate or trust
is taxable to the estate or trust, the
beneficiaries, or the grantor, respec-
tively, must be fiMed with the return for
the taxable year in which the amend-
ment was made. See article 142-5 for
returns in cases where any beneficiary
is a nonresident alien. If the net in-
come of a 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), or if
his gross income for the same period
was $5,000 or over, the executor or ad-
ministrator shall make a return for
such decedent. (See article 25-7.)

For information returns required to
be made by fiduciaries under' section
147, see article 147-1.

As to further duties and liabilities,
of fiduciaries, see section 312.

AT. 142-2. Return by guardian or
committee.-A fiduciary acting as the
guardian of a minor, or as the guardian
or committee of an insane person, hav-
ing a net income equal to, or in excess
of, the credit allowed such person by see-
tion 25 (b) (1) and (3) (computed with-
out regard to the status of the minor or
insane person as head of a family), or
having a gross Income of $5,000 or over,
must make a return for such person on
Form 1040 or 1040 A and pay the tax,
unlegs in the case of a minor the minor
hims&lf makes a return or causes it to be
made.

For the purpose of determining the lia-
bility of a fiduciary to render a return
under the provisions of the preceding
paragraph In cases where the minor or
the incompetent is married and was liv-
ing with husband or wife at the close of
the taxable year, it is the aggregate gross
Income or the aggregate net income of
both husband and wife which is con-
trolling. (See article 51-1.)

ART. 142-3. Returns where 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
single return on Form 1041 for all such
trusts, notwithstanding that they may
arise from different instruments. If,
however, one person acts as trustee for
trusts created by different persons for
the benefit of the same beneficiary, he
shall make a return on Form 1041 for
each trust separately.

APR. 142-4. Return by recwiver.--A re-
ceiver who stands in the stead of an indi-
vidual or corporation must render a
return of income and pay the tax for his
trust, but a receiver of only part of the
property of an individual or corporation
need not. If the receiver acts for an
individual the return shall be on Form
1040 or 1040A. When acting for a cor-
poration a receiver is not treated as a
fiduciary, and in such a case the return
shall be made as if by the corporation
itself. (See section 52.) A receiver In
charge of the business of a partnership
shall render a return on Form 1065. A
receiver of the rents and profits ap-
pointed to hold and operate a mortgaged
parcel of real estate, but not in control
of all the property or business of the
mortgagor, and a receiver in partition
proceedings, are not required to render
returns of income. In general, statutory
receivers and common law receivers of all
the property or business of an individual
or corporation must make returns. (See
also sections 147 and 148 (a).)

ART. 142-5. Return for nonresident
alien beneficiary.-(a) United States
business or oaflce.-f a citizen or resident
fiduciary has the distribution of the in-
come of an estate or trust any beneficiary
of which is a nonresident allen engaged
in trade or business within the United
States or having an office or place of
business therein at any time within the
taxable year, the fiduciary shall make a
return on Form 1040B for such non-
resident alien and pay any tax shown
thereon to be due. (See sections 143 and
211.) Unless such return is a true and
accurate return of the nonresident alien
beneficiary'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 return filed by the fiduciary. (See
sections 215 and 251.) If the beneficiary
appoints 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 non-
resident alien engaged in trade or busi-
ness within the United States or having
an office or place of business therein at
any time within the taxable year the
fiduciary shall make a return on Form
1041, as well as on Form 1040B. If there
are two or more such nonresident alien
beneficiaries, the fiduciary shall render a
return on Form 1041 and also a return on
Form 1040B for each nonresident allen
beneficiary. (See further article 217-1.)

(b) No United States business or of-
fice.A-A citizen or resident fiduciary hav-
ing the distribution of the income of- an
estate or trust will not be required to
make a return for any beneficiary of the
estate or trust who is a nonresident alien

not engaged in trade or business within
the United States and not having an of-
fice or place of business therein at any
time within the taxable year if the entire
amount of the tax on the income pay-
able to such beneficiary has been with-
held at the source (see sections 143 and
211 (a)). A citizen or resident fiduciary
having the distribution of the income of
an estate or trust shall make a return on
Form 1040 NB-a if a beneficiary, other
than a resident of Canada, has gross in-
come for the taxable year of more than
$21,600 from the sources specified in sec-
tion 211 (a), regardless of the amount of
tax withheld at the source. If the grgss
income from such sources Is $21,600 or
less, the return (if a return Is required to
be filed) for the beneficiary shall be on
Form 1040 NB. If a return is required
to be fied for a beneficiary who Is a resi-
dent of Canada, such return also shall be
on Form 1040 NB. 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 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. The fidu-
ciary shall make a return on Form 1042
of the tax at 10 percent on the entire
amount of the income payable to the
beneficiary, except that in the case of a
'beneficiary, resident of Canada, the rate
shall be 5 percent. In addition to such
return or returns, the fiduciary shall
make a return on Form 1041 for the es-
tate or trust, irrespective of the number
of beneficiaries.

ART. 142-6. Time for filing return upon
death, or termination of trust.-After
his appointment and qualification, an
executor or administrator may immedi-
ately file a return for the decedent with-
out waiting for the close of the taxable
year. Upon the completion of the ad-
ministration of an estate and final ac-
counting, an executor or administrator
may immediately file a return of Income
of the estate for the taxable year in
which the administration was closed.
Similarly, upon the termination of a
trust, the trustee may immediately make
a return without waiting for the close
of the taxable year. Any Income return
required to be filed for a decedent cov-
ering the taxable year during which the
decedent dies, or for the year In which
an estate is closed or a trust terminated,
Is due on the 15th day of the third
month following the close of the taxable
year during which the decedent dies, the
estate Is closed, or the trust Is termi-
nated, which date shall also be the due
date for payment of the tax or the first
installment thereof if payment is made
under the provisions of section 56 (b).
The payment of the tax before the end
of the taxable year under such circum-
stances does not relieve the taxpayer
from liability for any additional tax
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found to be due upon income of the tax-
able year. (See sections 57 and 272.)

The domiciliary representative is re-
quired to include in the return rendered
by him as such domiciliary representa-
tive the entire income of the estate.
Consequently the only return required
to be filed by the ancillary representa-
tive 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 other-
wise required of the domiciliary repre-
sentative.

SEc. 143. Withholding of tax at source--
(a) Tax-free covenant bonds.-(1) Require-
ment of withholdng.-In any case where
bonds, mortgages, or deeds of trust, or other
similar obligations of a corporation, Issued
before January 1, 1934, contain a contract or
provision by which the obligor agrees to pay
any portion of the tax imposed by this title
upon the obligee, or to reimburse the obligee
for any portion of the tax, or to pay the in-
terest without deduction for any tax which
the obligor may be required or permitted to
pay thereon, or to retain therefrom under any
law of the United States, the obligor shall
deduct and withhold a tax equal to 2 per
centun of the interest upon such bonds,
mortgages, deeds of trust, or other obligations,
whether such interest is payable annually or
at shorter or longer periods, if payable to an
individual, a partnership, or a foreign cor-
poration not engaged in trade or business
within the United States and not having any
office or place of business therein: Provided,
That if the liability assumed by the obligor
does not exceed 2 per centum of the inter-
est, then the deduction and withholding shall
be at the following rates: (A) 10 per centum
in the case of a nonresident alien individual
(except that such rate shall be reduced, in
the case of a resident of a contiguous country,
to such rate, not less than 5 per centua, as
may be provided by treaty with such coun-
try), or of any partnership not engaged in
trade or business within the United States
and not having any office or place of business
therein and composed in whole or in part of
nonresident aliens, (B) in the case of such
a foreign corporation, 15 per centum, and
(C) 2 per centum in the case of other in-
dividuals and partnerships: Provided further,
That if the owners of such obligations are
not known to the withholding agent the
Commissioner may authorize such deduction
and withholding to be at the rate of 2 per
centum, or, if the liability assumed by the
obligor does not exceed 2 per centum of the
interest, then at the rate of 10 per centum.

(2) Beneflt of credits against net income.
Such deduction and withholding shall not
be required in the case of a citizen or resi-
dent entitled to receive such interests, if he
files with the withholding agent on or be-
fore February 1 a signed notice in writing
claiming the benefit of the credits provided
in section 25 (b); nor in the case of a non-
resident alien individual If so provided for
in regulations prescribed by the Connis-
sioner under section 215.

(3) Income of obligor and obligee-The
obligor shall not be allowed a deduction for
the payment of the tax imposed by this title,

or any other tax paid pursuant to the tax-
free covenant claue, nor sha such tax be
included in the gross income of the oblJZe.

(b) Nonresident alcns.-All person, in
whatever capacity acting, including lessee.
or mortgagors of real or personal property.
fiduciaries, employers, and all ofc and
employees of the United State. having the
control, receipt, custody, dlspcsal, or payment
of interest (except interet on depccit with
persons carrying on the banking bu2.ln--
paid to persons not engaged In bu-ines In
the United States and not having an ofic or
place of business therein), dividend, r.nt,
salaries, wages, premiums, annultic, com-
pensations, remuneration, emoluments, or
other fixed or determinable annual or period-
lcal gains, profits, and income (but only to
the extent that any of the above it ras con-
stitutes gross income from rources within
the United States), of any nonrcIdent alien
individual or of any partnership not enaged
in trade or business within the United States
and not having any ofce or place of busineso
therein and composed in whole or in part of
nonresident aliens, shall (except in the cases
provided for in subsection (a) of this on
and except as otherwise provided in regula-
tions prescribed by the CommIsioner under
section 215) deduct and withhold from such
annual or periodical gains, profits, and income
a tax equal to 10 per centum thereof. ex-
cept that such rate shall be reduced, In the
case of a nonresident allen individual a re -
dent of a contiguous country, to such rate
(not less than 5 per centum) as may be
provided by treaty with such country: Pro-
vided, That no such deduction or withhold-
ing shall be required in the case of dividends
paid by a foreign corporation unles (1) such
corporation is engaged in trade or business
within the United States or has an office or
place of busina therein, and (2) more than
85 per centum of the gross income of such
corporation for the thrm-year parcd ending
with the close of Its taxble year precding
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 deter-
mined under the provisions of sectIon 119:
Provided further, That the Commissioner
may authorize such tax to be deducted and
withheld from the interest upon any cc url-
ties the owners of which are not lmown to
the withholding agent. Under re-gulations
prescribed by the Commislioner. with the
approval of the Secretary, there may ba ex-
empted from such deduction and withholding
the compensation for personal srvlces of
nonresident alien Individuals who enter and
leave the United States at frequent intervals.

(c) Return and pwjmcnt.-Every person
required to deduct and withhold any tax
under this section shall make return thereof
on or before March 15 of each year and shall
on or before June 15. In lieu of the time
prescribed In section 56, pay the tax to the
official of the United States Government au-
thorized to receive It. Every such perzon is
hereby made liable for such tax and Is hereby
indemnifled against the claims and demands
of any person for the amount of any pay-
ments made in accordance with the provi-
sions of this section.

(d) Income of reciplen-Incom upon
which any tax is required to ba withheld at
the source under this section Ehall be in-
cluded in the return of the recipient of such
income, but any amount of tax so withheld
shall be credited against the amount of In-
come tax as computed in such return.

(e) Tax paid by rccpLcnt.-If any tax re-
quired under this section to be deducted and
withheld Is paid by the reclplent of the in-
come, It shall not be re-collect d from the
withholding agent; nor in cases In which the
tax is so paid shall any penalty be impoced
upon or collected from the recipient of the
income or the withholding cgent for failure
to return or pay the same, unle such fail-
ure was fraudulent and for the purpose of
evading payment.

(f) Refunds and ardtts.-Where there has
been an overpayment of tax under this sec-
tion any refund or credit mad under the

pro-ilions, of section 322 shall he made to the
withholding aqent unless th2 amount of
such tax was actually withheld by the with-
holding agent.

AnT. 143-1. Withho 'ding tax at
cource.-(a) Withholding in general-
Withholding of a tax of 10 percent is re-
quired In the case of fixed or determin-
able 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 has an office or place of business there-
in) or to a nonresident partnership,
composed In whole or in part of non-
resident alien individuals, except (1) in-
come from sources without the United
States, including interest on deposits
with persons carrying on the banking
business paid to persons not engaged in
business In the United States and not
having any office or place of business
therein. (2) interest upon bonds or other
obligations of a corporation containing a
tax-free covenant and issued before
January 1, 1934 (but see paragraph (b)
of this article), (3) dividends paid by
a foreIgn corporation unless (A) such
corporation is engaged In trade or busi-
ness within the United States or has an
office or place of business therein, and
(B) more than 85 patent 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, (4)
dividends distributed by a corporation
organized under the China Trade Act,
1922, to a resident of China, and (5)
except that such rate of 10 percent shall
be reduced, In the case of a resident of a
contiguous country, to such rate, not less
than 5 percent, as may be provided by
treaty with such country. Under the
regulations prescribed pursuant to the
tax convention between the United
States and Canada, the rate of tax to be
withheld at the source has been reduced
to 5 Percent in the case of residents of
Canada. (See page 663 of the Appendix
to these regulations.)

Tne 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 distribu-
tion in partial or complete liquidation,
without regard to any claim that all or
a portion of such distribution is not tax-
able. Appropriate adjustments, if any,
will be made upon the filing of claims
for refund.

The tax must be withheld at the
crued Interest paid in connection with
the sale of bonds between interest dates.

A tax of 10 percent, must be withheld
from Interest on bonds or securities not
containing a tax-free covenant, or con-
taining a tax-free covenant and issued
on or after January 1, 1934, if the owner
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Is unknown to the withholding agent,
except where such interest represents
income from sources without the United
States.

For withholding in the case of income
paid to nonresident foreign corporations,
see article 144-1.

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
estate or trust are citizens or residents
of the United States.

The income of a trust created by a
nonresident alien individual and taxable
to the grantor under the provisions of
section 166 or 167 is subject to with-
holding even though the beneficiaries
of such trust are citizens or residents
of the United States, and regardless of
whether the beneficiaries are exempt
from income tax.

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 withholding
provisions of the Act, is required to file
notice of such appointment with the
Commissioner-of Internal Revenue, Sort-
ing Section, Washington, D. C., giving
the name and address of the agent.

If, in connection with the sale of its
property, payment of the bonds or other
obligations of a corporation is assumed
by the assignee, such assignee, whether
an Individual, partnership, or corpora-
tion, must deduct and withhold such
taxes as would be required to be with-
held by the assignor had no such sale or
transfer been made.

For determining income from sources
within the United States, see section 119.

As to who are nonresident alien indi-
viduals, see articles 211-2 and 901-8.
Fo r classification of foreign corpora-
tions, see articles 231-1 and 901-8. As
to what partnerships are deemed to be
nonresident partnerships, see article
901-8.

For withholding in the case of divi-
dends distributed by a corporation or-
ganized under the China Trade Act, 1922,
see articles 143-3 and 262-4.

(b) Tax-free covenant bonds issued
before January 1, 1934.-The withhold-
Ing 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 similar
obligations of a corporation, are issued
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.

In order that the date of issue of bonds,
mortgages, or deeds of trust, or other
similar obligations of corporations, con-
taining a tax-free covenant may be read-
ily determined by the owner, for the
purpose of preparing the ownership cer-
tificates required under articles 143-1 to
143-9 the "issuing" or debtor corporation
shall indicate, by an appropriate nota-
tion, 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 obli-
gation.

In cases where on or after January 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 interest on
such obligations is not subject to the
withholding provisions of section 143 (a)
but falls within the class of interest de-
scribed in section 143 (b).

In the case of interest upon bonds or
other obligations of a corporation con-
taining a tax-free covenant and issued
before January 1, 1934, paid to an in-
dividual, a fiduciary or a partnership,
whether resident or nonresident, with-
holding of a tax of 2 percent is required,
except that if the liability assumed by
the obligor in connection with such a
covenant does not exceed 2 percent of
the interest, withholding is required at
the rate of 10 percent 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 ap-
plicable 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 interest
on such obligations issued by a domestic
corporation or a resident foreign corpo-
ration. However, withholding is not re-
quired in the case of interest payments
on such bonds or obligations if such
interest is not to be treated as income
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 non-
resident aliens. A nonresident foreign
corporation having a fiscal or paying
agent in the United States Is required to
withhold a tax of 2 percent upon the
interest on its tax-free covenant bonds
issued before January 1, 1934, paid to an
individual "or fiduciary who is a citizen
or resident of the United States, or to a
partnership any member of which is a
citizen or resident, or to an unknown
owner.

For withholding in the case of inter-
est upon bonds or other obligations of

a corporation containing a tax-free cove-
nant and issued before January 1, 1934,
paid to nonresident foreign corporations,
see article 144-1.

Bonds issued under a trust deed con-
taining a tax-free covenant are treated
as if they contain such a covenant. If
neither the bonds nor the trust deeds
given by the obligor to secure them con-
tained a tax-free covenant, but the orig-
inal trust deeds were modified prior to
January 1, 1934, by supplemental agree-
ments containing a tax-free covenant
executed by the obligor corporation and
the trustee, the bonds Issued prior to
January 1, 1934, are subject to the pro-
visions of section 143 (a), provided ap-
propriate authority existed for the modi-
fication of the trust deeds In this manner,
The authority must have been contained
in the original trust deeds or actually
secured from the bondholders.

In the case of corporate bonds or other
obligations containing a tax-free cove-
nant, issued before January 1, 1934, the
corporation paying a Federal tax, or any
part of it, for someone else pursuant 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
bondholder. 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 thereof (including the
grantor of a trust subject to section 166
or 167) is allowable, pro rata, as a credit
against (1) the tax required to be with-
held by the fiduciary from the income of
nonresident alien beneficiaries and (2)
against the total tax computed in the
returns of the beneficiaries required to
make returns. In the case, however, of
corporate bonds or other obligations con-
taining an appropriate tax-free cove-
nant, the corporation paying for some
one else, pursuant to Its agreement, a
State tax or any tax other than a Fed-
eral tax may deduct such payment as
interest paid on indebtedness.

ART. 143-2. Fixed or determinable an-
nual or periodical income.-Only fixed
or determinable annual or periodical in-
come is subject to withholding. The Act
specifically includes in such income, in-
terest, dividends, rent, salarleA. wages,
premiums, annuities, compensations, re-
munerations and emoluments. But
other kinds of income are Included, as,
for instance, royalties.

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
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time during which the payments are to
be made may be increased or diminished
in accordance with someone's will or
with the happening of an event does not
make the payments any the less deter-
minable or periodical. A salesman
working by the month for a commission
on sales which is paid or credited
monthly receives determinable periodical
income. The share of the income of an
estate or trust from sources within the
United States which is distributable,
whether distributed or not, or which has
been paid or credited during the tax-
able year to a nonresident alien bene-
ciary of such estate or trust constitutes
fixed or determinable annual or periodi-
cal income within the meaning of sec-
tion 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 in-
come. Such items as taxes, interest on
mortgages, or premiums on insurance
Paid to or for the account of a nonresi-
dent alien landlord by a tenant, pursu-
ant to the terms of the lease, constitute
fixed or determinable annual or periodi-
cal income.

ART. 143-3. Exemptin from withhd-
ing.-Withhoding 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 in the case of a citizen or
resident if he files with the witholding
agent when presenting interest coupons
for payment, or not later than February
1 of the followinz year, an ownership
certificate on Form 1OO stating that his
net income does not exceed his personal
exemption and credit for dependents.
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,
Sorting Section, Washington, D. C., with
a letter of transmittal.

The income of domestic corporations
and of resident foreign corporations is
free from withholding.

No withholding from dividends paid
by a corporation organized under the
China Trade Act, 1922, is required unless
the dividends are treated as income from
sources within the United States under
section 119 and are distributed to--

(1) A nonresident alien other than a
resident of China at the time of such
distribution;

(2) A nonresident partnership com-
posed in whole or in part of nonresident
aliens (other than a partnership resident
in China); or

(3) A nonresident foreign corporation
(other than a corporation resident in
China).

The salary or other compensation for
personal services of a nonresident alien
individual who enters and leaves the
United States at frequent intervals, shall
not be subject to deduction and with-

holding of income tax at the source, pro-
vided he Is a resident of Canada or
Mexico.

The following items of fixed or deter-
minable annual or periodical income
from sources within the United States
received by a citizen of France residing
in France, or a corporation organized
under the laws of France, are not subject
to the withholding provisions of the
Revenue Act of 1938, since such Income
is exempt from Federal Income tax
under the provisions of the tax conven-
tion between the United States and
France, signed April 27, 1932, and effec-
tive January 1, 1936 (see page 680 of
the Appendix to these regulations):

(1) Amounts paid as consideration for
the right to use patents, secret processes
and formulas, trade-marks, and other
analogous rights;

(2) Income received as copyright
royalties; and

(3) Private pensions and life annuties.

The person paying such income should
be notified by letter from the French
citizen or corporation, as the case may be,
that the income Is exempt from taxation
under the provisions of the convention
and protocol referred to above. Such let-
ter from a citizen of France shall contain
his address and a statement that he is a
citizen of France residing in France. The
letter from such corporation shall con-
tain the address of its office or place of
business and a statement that it is a cor-
poration organized under the laws of
the Republic of France, and shall be
signed by an officer of the corporation
giving his offlcial title. The letter of
notification or a copy thereof should be
immediately forwarded by the recipient to
the Commissioner of Internal Revenue,
Sorting Section, Washington, D. C,

A nonresident alien individual not en-
gaged in trade or business within the
United States and not having an office
or place of business therein at any time
within the taxble year s subject to the
tax imposed by section 211 (a) on gross
income and is not entitled to any per-
sonal exemption or credit for dependents.
Although a nonresident alien individual
who is engaged in trade or busineas with-
in the United States or has an office or
place of business therein is entitled to
the personal exemption of $1,000 (and a
credit for dependents if he Is a resident
of Canada or Mexico), he is subject to the
normal tax and the surtax impozed by
sections 11 and 12 of the Act by reason
of the provisions of section 211 (b) and
the benefit of the personal e-xemption and
credit for dependents may not be received
by filing a claim therefor with the with-
holding agent..

ART. 143-4. Ownersldp certiflcates for
bond interat.-n accordance with the
provisions of section 147 (b), citizens and
resident individuals and fiduciaries, rezi-
dent partnerships and nonresident part-
nerships all of the members of which are
citizens or residents, owning bonds, mort-

gages. or deeds of trust, or other similar
obligations Lssd by a domestic coipa-
ration, a resident foreign corporation, or
a nonresident foreign corporation hating
a fizcal agent or a paying agent in the
United States, when presenting interest
coupons for payment shall file ownership
certificates for each Issue of such obli-
gations regardless of the amount of the
coupons.

In the case of interest payments on
overdue coupon bonds, the interest cou-
pons of which have been exhausted,
ownership certificates are required to
be filed when collecting the interest in
the same manner as if interest coupons
were prezented for collection.

In all cases where the owner of bonds,
mortgages, or deeds of trust, or other
similar obligations of a corporation is a
nonrezident alien, a nonresident partner-
ship compozed in whole or in part of non-
re-ident aliens, a nonresident foreign
corporation, or where the owner is un-
known, an ownership certificate for each
Issue of such obligations shall be filed
when Intertst coupons for any amount
are presented for payment. The owner-
ship certificate is required whether or
not the obligation contains a tax-free
covenant. However, ownership certid-
cates need not be filed by a nonresident
alien, a partnership composed wholly of
nonresident aliens, or a nonresident for-
elgn corporation in connection with in-
terest payments on such bonds, mort-
gages, or deeds of trust or other simla
obligations of a domestic or resident for-
eign corporation quallfying under section
119 (a) (1) (3), or of a nonresident for-
eigin corporation.

The ownership certificate shall show
the name and address of the debtor cor-
poration, the name and addrezs of the
owner of the obligations, a description of
the obligations, the amount of interest
and its due date, the rate at which tax is
to be withheld, and the date upon which
the interest coupons were presented for
payment.

Ownership certificates need not be filed
in the c=se of Interest payments on obli-
gations of a State, Territory, or any po-
]tical subdivision thereof, or the District
of Columbia; or obligations of a corpo-
ration organized under Act of Congress,
If such corporation Is an Instrumentality
of the United States; or the obligations
of the United States or its po.--zions.
(See section 22 (b) (4).) Ownership cer-
tIflcates are not required to be filed in
connection with interest payments on
bonds, mortgages, or deeds of trust, or
other similar obligations Issued by an
individual or a partnership. Ownership
certificates are not required whare the
owner Is a domestc corporation, a resi-
dent foreign corporation, or a foreign
government.

When nterent coupons detached from
corporate bonds are received unaccom-
panied by ownership certificates, unless
the owner of the bonds Is known to the
first bank to which the coupons are pre-
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sented for payment, and the bank is sat-
Isfied that the owner is a person who is
not required to file an ownership certifi-
cate, 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 al-
leging that the owner of the bonds is
unknown to the payee. Such statement
shall be forwarded to the Commissioner
with the monthly return on Form 1012.
The bank shall also require the payee to
prepare a certificate on Form 1001, cross-
Ing out "owner" and inserting "payee"
and entering the amount of the interest
on line 3, and shall stamp or write across
the face of the certificate "Statement
furnished," adding the name of the bank.

Ownership certificates are required
in connection with interest payments
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
certificates must be prepared by the
withholding agent.

ART. 143-5. Form of certificate for
citizens or residents.-For the purpose
of article 143-4, Form 1000 shall be used
in preparing ownership certificates of
citizens or residents of the United States
(individual or fiduciary), resident part-
nerships, and nonresident partnerships
all of the members of which are citizens
or residents. If the obligations are is-
sued by a nonresident foreign corpora-
tion having a fiscal or paying agent in
the United States, Form 1000 should be
modified to show the name and address
of the fiscal agent or the paying agent
in addition to the name and address of
the debtor corporation.

ART. 143-6. Form of certificate for
nonresident aliens, nonresident foreign
corporations, and unknown owners-
For the purpose of article 143-4, Form
1001 shall be used in preparing owner-
ship certificates (a) of nonresident al-
iens, (b) of nonresident partnerships
composed in whole or in part of non-
resident aliens, (c) of nonresident for-
eign corporations, and (d) where the
owner is unknown.

Aar. 143-7. Return and payment of
tax withheld.-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. This return
should be filed with the collector for the
district in which the withholding 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 re-
turn is made. The ownership certifi-
cates, Forms 1000 and 1001, must be for-
warded 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. If Form 1000 is modified to
show the name and address of a fiscal or
paying agent in the United States (see
article 143-5), Forms 1012 and 1013
should be likewise modified.

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 be-
fore March 15 on Form 1042, showing the
amount of tax required to be withheld
from each nonresident alien, nonresident
partnership composed in whole or in part
of nonresident aliens, or nonresident for-
eign 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 information return on Form
1042B, for the calendar year 1938 and
each subsequent calendar year, in addi-
tion to the withholding return on Form
1042, with respect to the items of income
from which a tax of only 5 percent was
withheld from Canadian addressees.
There shall be reported on Form 1042B
not only such items of income listed on
Form 1042, but also such items of inter-
est listed on monthly returns on Form
1012, including items of interest where
the liability for withholding is only 2 per-
cent. In the case of corporations whose
addresses are within Canada, only the
fixed or determinable annual or periodi-
cal income from sources within the
United Stats consisting of dividends
should be reported.

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 fail-
ure to make such returns or such pay-
ments, see sections 145 and 291.

If -a debtor corporation has designated
a person to act for it as withholding
agent, and such person has not withheld
any tax from the income nor received
any funds from the debtor corporation
to pay the tax which the debtor corpora-
tion assumed in connection with its tax-
free covenant bonds, such person can-
not be held liable for the tax assumed
by the debtor corporation merely by
reason of such person's appointment as
withholding agent. If a duly authorized
withholding agent has become insolvent
or for any other reason fails to make
payment to the collector of internal
revenue of money deposited with it by
the debtor corporation to pay taxes, or
money withheld froml bondholders, 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.

In any case where income is payable
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,

ART. 143-8. Ownership certificates in
the case of fiduciaries and joint
owners.-If fiduciaries have the control
and custody of more than one estate
or trust, and such estates and trusts
have as assets bonds of corporations and
other securities, a certificate of owner-
ship shall be executed for each estate
or trust, regardless of the fact that the
bonds are of the same Issue. The owner-
ship certificate should show the name
of the estate or trust, In addition to the
name and address of the fiduciary. If
bonds are owned jointly by two or more
persons, a separate ownership certificate
must be executed In behalf of each of
the owners.

ART. 143-9. Return of income from
which tax was withheld.-The entire
amount of the income from which the
tax was withheld shall be Included in
gross income in the return required to
be made by the recipient of the income
without deduction for such payment of
the tax but any tax so withheld shall be
credited against the total income tax as
computed in the taxpayer's return. (See,
however, article 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, regardles
of the original liability therefor, and In
such event no penalty will be asserted
against either person for failure to re-
turn or pay the tax where no fraud or
purpose to evade payment Is Involved.

Tax withheld at the source upon fixed
or determinable annual or periodical In-
come paid to nonresident alien fiduci-
aries is deemed to have been paid by the
persons ultimately liable for the tax
upon such income. Accordingly, If a
person is subject to the taxes imposed
by section 11, 12, 13, or 14 upon any
portion of the Income of a nonresident
alien estate or trust, the part of any tax
withheld at the source which Is properly
allocable to the income so taxed to such
person shall be credited against the
amount of the Income tax computed
upon his return, and any excess shall be
credited against any Income, war profits,
or excess-profits tax, or installment
thereof, then due from such person, and
any balance shall be refunded.

SEc. 144. Payment of corporation income
tax at source.-In the case of foreign cor-
porations subject to taxation under this
title not engaged in trade or business with.
in the United States and not having any
office or place of business therein, there
shall be deducted and withheld at the
source in the same manner and upon the
same items of income as is provided In sec-
tion 143 a tax equal to 15 per centum
thereof, except that in the case of dividends
the rate shall be 10 per centum, and except
that In the case of corporations organized
under the laws of a contiguous country such
rate of 10 per centum with respect to divi-
dends shall be reduced to such rate (not less
than 5 per centum) as may be provided by
treaty with such country; and such tax shal
be returned and paid in the same manner
and subject to the same conditions as pro-
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vided in that section: Provided, That In the of its office or place of business in the cl
case of interest desced in subsection (a) of United States and be signed by an officer nc
that section (relating to tax-free covenant
bonds) the deduction and withholding shall of the corporation giving his official title. su
bR at the rate specifted in such subsection. Such letter of notification, or copy there- n

ART. 144-1. Wi og i the case of, should be Immediately forwarded

of nonrestient foreign Cortor 7Z.--A by the recipient to the Commimtoner of n
tax of 15 percent is required to be with- Internal Revenue, Sorting Section, Wash-
held in the case of fixed or determinable ingbon, D. C. The same procedure should sb
annual or periodical income paid to a be followed in the care of resident part- p1
nonresident foreign corporation except nerships, composed in whole or in part p1
(1) income from sources without the of nonresident aliens, not subject to the

United States, including interest on de- withholding provisions of the Act except
posits with persons carrying on the i n the case of interest on tax-free coven- re
banking business paid to such corpora- ant bonds. The letter should be ogned v
tion, (2) interest upon bonds or other by a member of the firmo or
obligations of a corporation containing When a payor corporation, or any r
a tax-free covenant and issued before other person (including a nominee), hay- p
January 1, 1934, where the liability as- Ing the control, receipt, custody, disposal, re

sumned by the obliger exceeds 2 percent or payment of dividends has no definite
of the interest, and (3) dividends. knowledge of the status of the share- rWithholdingof ataxat the inte t ad () dholder, the tax should be withheld If the th

Withholding of a tax at the rate of 2 sarehmider's address is outside the St

percent is required in the case of interest United States. If the shareholder's ad- th

paid to a nonresident foreign corpora- dress is within the United States, It may su

tion, upon bonds or other obligations of be assumed that such shareholder is a in

a corporation issued prior to January 1,

1934, and containing a tax-free cove-
nant, if the liability assumed by the cOVcnlo L d
obligor exceeds 2 percent of the interest
and the interest is treated as income wV#ith.a.eCove-
from sources within the United States. u=% acd =

A tax of 10 percent is required to be
withheld from dividends (other than Chm of taxpyers
dividends distributed by a corporation
organized under the China Trade Act,
1922, to a resident of China) from over 2 tot over
sources within the United States paid to sf-rm o t
a nonresident foreign corporation, ex-
cept that such rate of 10 percent shall
be reduced, in the case of corporations . cltlzc or re.dent 2ndIvdu.l, fld- Prert Paceaf
organized under the laws of a contigu- 2.No rendtpa3ivi i 2wmterhp (LC~pt as sttv to

ous country, to such rate (not less than tm 5 bow) ................. 2 10
5 percent) as may be provided by treaty 3. DomestW corpomtion or rcldcntforef~a corpomatf on ...............
with such country. (See page 668 of the 4. Nondent freg corFrtln (ex.

Appendix to these regulations.) Dlvi- c ptuta tdlntn O o .... 2 15
dends paid by a foreign corporation are drdntofi = ............ 2 5
not, however, subject to withholding un- 0. Nonreddcnt orprat1 n coron1

un&rawsofC ...... 2 15
less such corporation is engaged in trade 7. Unmowowcr...... . 2 10
or business within the United States or
has an office or place of business therein 1 salory or e ammc n for "rzrnl =vl= rendued i
and more than 85 percent of the gross the ca e of nonrezidcnt alicn, rcde ta 0 Cada er :fexd
income of such foreign corporation for nubL

the 3-year period ending with the close sac. 145. Penau.is--(a) Any perzon re-
of its taxable year preceding the declara- quired under this title to pay any tax, or ti

tion of such dividends (or for such part required by law or regulations made under pr
authority thereof to naim a return, heep any n

of such period as the corporation has records, or supply any information, for the o
been in existence) was derived from purpoIes of the computation, aInent, or
sources within the United States as de- collection of any tax mpczed by this title,

termined under the provisions of section who willfully fals to pay sh taxI M11
such return, keep such r rds, or supply such

119. (See also section 143.) information, at the tima or tim required p
For withholding in the case of divi- by law or regulations, shall, In addition to

other penalties provided by law, be gullty of
dends distributed by a corporatilon or- aL nfldemeanor and. upon conviction thereof, p
ganized under the China Trade Act, 1922, be fined not more than $10.000. or Imprizancd
see articles 143-3 and 262-4. for not more than one year. or both, to-ether

ART. 144-2. Aids to withloWldng agents with the costs of prosecution. O
(b) Any pereon required under this title

in determining liability for withholding to collect, account for, and pay over any tax W
of t=.--Since no withholding of tax on imposed by this title, who willfully falls A
bond interest, dividends, or other income to collect or truthfully account for and pay Jover such tax, and any pc=-o who wilfly
is required in the case of a resident for- attempt inayannner to vadeordefeatany ti
eign corporation (see article 143-3), the tax imposed by this title or the payment r
person paying such income should be thereof, shall, in addition to other penalties s
notified by a letter from such corporation provided by law, be guilty of a felony and, u
that it is not subject to the withholding upon conviction thereof, be fined not mora

than $10,000, or imprisoned for not mor3
provisions of the Act. The letter from than live years, or both, together with the
the corporation shall contain the address costa or prosecution.

No. 28----8

tizen or a resident thereof. Unless the
une and style of the shareholder are
ch as to Indicate clearly that he Is a
onresident alien, an address in care of
aother person in the United States does
)t of Itself warrant the treating of the
archolder as a nonresident alie. If a
areholder changes his address from a
ace without the United States to a
ace within the United States, the tax
Lould be withheld unless proof is fur-
shed showing that he is a citizen or a
sident of the United States. A persons
ritten statement that he is a citizen,
resident of the United States, may be
i upon by the payor of Income as

rcof that such person is a citizen or
sdent of the United States.
The following table of withholding
tes under the Revenue Act of 1938 and
e tax convention between the United
tales and Canada has been prepared for
e purpose of making a summary of
ch rates readily available to withhold-
g agents:

Intemt

Wtsx.e
covenantor 'Ln=d
Qacraltcr

Ton. 1.
ISM, with

tax-fto
covenant

FaeeafI

Dlv.-
laend-

from do.

DlV-

from

it din
143-1

"sin- o
cfr

Ott=r
fiszd or

froen

withi
United
States

Pererj I Pcr~ arn 1ec

1I I [ 10 I 0 I 1

M3a United State3 13 =1i Enb't to withbaidin- In
2, who cetr a d lve tto UIO State at fecnn

(c) The term pxa' a3 uo--d in this mc-
on Includle an ocar or employee of a cor-
antlon or a member or employee of a part-
ezr9, ~who as such offcer, employae, or
emb is1 under a duty to paform the act
re pest of which the violation cecur--
(d) For ponaltle3 for failure to le- in-
rutation returna with resp-ct to forelgn
nnal holdlng compant2s and foreign cr-
,matonz, mee cectlon 340.

AnT. 145-1. Penaltiw.--The penalties
rovided for in section 145 cannot be as-
'sed but are enforceable only by suit
prczecution. For limitations on prose-

itions, see the Act of July 5, 184, as
nended by section 1103 of the Revenue
ct of 1932 (paragraph 51 of the Appen-
Ix to these regulations). The willful
diure of a taxpayer to give Information
quilred in his return as to advice or as-
stance rendered in the preparation of
he return, and the willful failure of the
=rson preparing a return for another to

Kecute the sworn statement required
Ith reference thereto, make such per-
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sons subject to the penalties imposed by
section 145 (a). The privilege against
incrimination in the fifth amendment to
the Constitution is not a defense to a
charge of failure to file a return, and
does not authorize a refusal to state the
amount of income, though the taxpayer's
income was made through crime.

SEc. 146. Closing by commissione r of tax-
able year.-(a) Tax in feopardy.-(1) De-
parture of taxpayer or removal of property
from United States.-If the Commissioner
finds that a taxpayer designs quickly to de-
part from the United States or to remove his
property therefrom, or to conceal himself or
his property therein, or to do any other act
tending to prejudice or to render wholly or
partly ineffectual proceedings to collect the
tax for the taxable year then last past or the
taxable year then current unless such pro-
ceedings be brought without delay, the Com-
missioner shall declare the taxable period for
such taxpayer immediately terminated and
shall cause notice of such finding and decla-
ration to be given the taxpayer, together with
a demand for immediate payment of the tax
for the taxable period so declared terminated
and of the tax for the preceding taxable year
or so much of such tax as is unpaid, whether
or not the time otherwise allowed by law for
filing return and paying the tax has expired;
and such taxes shall thereupon become im-
mediately due and payable. In any proceed-
Ing in court brought to enforce payment of
taxes made due and payable by virtue of the
provisions of this section the finding of the
Commissioner, made as herein provided,
whether made after notice to the taxpayer or
not, shall be for all purposes presumptive
evidence of the taxpayer's design.

(2) Corporation in liquidation.-If the
Commissioner finds that the collection of the
tax of a corporation for the current or last
preceding taxable year will be jeopardized by
the distribution of all or a portion of the
assets of such corporation in the liquidation
of the whole or any part of its capital stock,
the Commissioner shall declare the taxable
period for such taxpayer immediately ter-
minated and shall cause notice of such find-
ing and declaration to be given the taxpayer,
together with a demand for immediate pay-
ment of the tax for the taxable period so
declared terminated and of the tax for the
last preceding taxable year or so much of
such tax as is unpaid, whether or not the
time otherwise allowed by law for filing re-
turn and paying the tax has expired; and such
taxes shall thereupon become immediately
due and payable.

(b) Se*Urity for payment-A taxpayer who
Is not In default in making any return or
paying income, war-profits, or excess-profits
tax under any Act of Congress may furnish
to the United States, under regulations to
be prescribed by the Commissloner, with the
approval of the Secretary, security approved
by the Commissioner that he will duly make
the return next thereafter required to be
filed and pay the tax next thereafter required
to be paid. The Commissioner may approve
and accept In like manner security for re-
turn and payment of taxes made due and
payable by virtue of the provisions of this
section, provided the taxpayer has paid in
full all other income, war-profits, or excess-
profits taxes due from him under any Act of
Congress.

(c) Same-Exemption from section.-If
security is approved and accepted pursuant
to the provisions of this section and such
further or other security with respect to the
tax or taxes covered thereby is given as the
Commissoner shall from time to time find
necessary and require, payment of such taxes
shall not be enforced by any proceedings
under the provisions of this section prior to
the expiration of the time otherwise allowed
for paying such respective taxes.

(d) Citizen.-In the case of a citizen of
the United States or of a possession of the
United States about to depart from the
United States the Commissioner may, at his

discretion, waive any or all of the require-
ments placed on the taxpayer by this section.

(e) Departure of alien.-No alien shall de-
part from the United States unless he first
procures from the collector or agent in
charge a certificate that he has complled
with all the obligations Imposed upon him
by the income, war-profits, and excess-profits
tax laws.

(f) Addition to tax.-If a taxpayer violates
or attempts to violate this section there
shall, In addition to all other penalties, be
added as part of the tax 25 per centum of
the total amount of the tax or deficiency In
the tax, together with interest at the rate
of 6 per centum per °annum from the time
the tax became due.

ART. 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 de-
parture from the United States or other-
wise to avoid the payment of the tax
for the preceding or current taxable
year, the Commissioner may upon evi-
dence satisfactory to him, declare the
taxable period for such taxpayer in-
mediately 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 un-
paid. In such a case the taxpayer Is
entitled to the personal exemption and
credit for dependents, if otherwise al-
lowable, but the amount allowable as
personal exemption and credit for de-
pendents shall be reduced proportion-
ately to the length of the period for
which the return is made. If suit is
necessary to collect a tax made due and
payable by the provisions of section 146
(a) (1), the Commissioner's finding Is
presumptive evidence of the taxpayer's
design. -ection 146 (a) (2) provides for
a similar termination of the taxable
period of a corporation if the Commis-
sioner finds that the collection of the
tax of the corporation for the current
or last preceding taxable year will be
jeopardized by the distribution of all
or a portion of the assets of such cor-
poration in the liquidation of the whole
or any part of its capital stock. Such
finding of the Commissioner is consid-
ered prima facie correct. A taxpayer
who is not in default in making the re-
turns or in paying other taxes may pro-
cure the postponement until the usual
time of the payment of taxes which are
or may be due pursuant to this article
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 security as may
be approved by the Commissioner.

(b) Except as provided in paragraph
(c) of this article 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 obligations
from the collector or internal revenue
agent in charge. A certificate of com-
pliance is attached to and made a part

of Form 1040C. An pllen, whether resi-
dent or nonresident, who intends to de-
part from the United States should ap-
pear before the collector or Internal
revenue agent In charge for the district
in which he resides and satisfy all Income
tax obligations with respect to income
received or to be received, determined as
nearly as may be, up to and Including the
date of his Intended departure. Upon
payment of such obligations, or upon the
furnishing of such security as may be
approved by the Commissioner for the
payment of such obligations, or upon sat-
isfactory evidence that no tax Is due and
payable, the collector or internal revenue
agent In charge will Issue a certificate of
compliance to the applicant. A properly
executed 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 certifi-
cate of compliance will be examined by
an internal revenue officer at that point
and such taxes as appear to be due and
owing will be, collected. Citizens of the
United States or of possessions of the
United States departing from the United
States will not be required to procure
certificates of compliance or to present
any other evidence of compliance with
income tax obligations.

(c) An alien who intends to depart
from the United States and whose tax-
able year has not been terminated by
the Commissioner as provided in sec-
tion 146 (a), and who Is not in default
in maing 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 sec-
tion 146 (e) by (1) appointing in writ-
ing 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 pre-
ceding taxable year (if not already
made), (2) making on Form 1040D a
return of information for his taxable
year current at the time of his intended
departure and a return on that form
for the next preceding tan:able year
where the period for making the income
tax return for the next preceding tax-
able year has not expired, and (3)
either paying the estimated tax as shown
on the Information return (Form
1040D), which will be credited on ac-
count for the year covered by such re-
turn, 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 al-
lowed for their payment. The depart-
ing alien may furnish as security a
surety bond on Form 1133 In an amount
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not exceeding double the amount of tax
for his taxable year current at the time
of his intended departure, and for the
next preceding taxable year (if not al-
ready paid), conditioned upon the mak-
ing 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 in-
terest that may accrue thereon, such
bond to be executed by a surety or sure-
ties approved by the Commissioner. In
lieu of such a surety bond, the taxpayer
may furnish as security a penal bond
(Form 1133), approved by the Com-
missioner, 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 Farm
1040D. Bonds complying with the pro-
visions of this article, if properly exe-
cuted and with adequate surety, are ap-
proved, and may be accepted in the
name of the Commissioner, by the col-
lector or internal revenue agent in
charge by .signing the Form 1133 as
follows:

Commissioner of Internal Revenue.
By ----------------

(Collector of Internal Revenue.)

(Internal R venue Agen 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 bond 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.

Sm. 147. Information at source-(a) Pay-
inents of $1,000 or more.A-ll persons, in
whatever capacity acting, including lessees
or mnortgagors of real or personal property,
fiduciaries,. and employers, making payment
to another person, of interest, rents, salaries,
wages, premiums, annuities, compensations,
remunerations, emoluments, or other fixed
or determinable gains, profits, and income
(other than payments described in section
148 (a) or 149), of $1,000 or more in any
-taxable year, or, In the case of such payments
made by the United States, the officers or
employees of the United States having infor-
mation as to such payments and required to
make returns in regard thereto by the regula-
tions hereinafter provided for, shall render
a true and accurate return to the Commis-
sioner, under such regulations and n such
form and manner and to such extent as may
ba prescribed by him with the approval of
the Secretary, setting forth the amount of
such gains, profits, and income, and the
name and address of the recipient of such
payment.

(b) Returns regardless of amount of pay-
mnent.-Such returns may be required, re-
gardless of amounts, (1) in the case of pay-
ments of interest upon bends, mortgages.
deeds of trust, or other similar obligations of
corporations, and (2) in the case of collec-
tions of items (not payable in the United
States) of interest upon the bonds of foreign

countries and Interest upon the bonds of
and dividend from foreign corporations by
persons undertaling as a mnatter of buzin.
or for profit the collection of foreign pay-
ments of such interest or dividends by means
of coupons, checks, or bills of cchange.

(c) Recipient to furnkh name and ad-
dress.-en necessary to make effective thv
provisions of this section the nmo and
address of the recipient of Income shall be
furnished upon demand of the person p3ying
the income.

(d) Obligations of Unitc Statcs.-The
provisions of this section shall ont apply to
the payment of Interest on obligations or the
United States.

ART. 147-1. Return of information as
to payments of $1,O000.-AI persons mak-
ing payment to another person of fixed
or determinable income of $1,000 or
more in any calendar year must render
a return thereof to the Commissioner
for such year on or before February 15
of the following year, except as specified
in articles 147-3 to 147-5. A return shall
be made in each case on Form 1099, ac-
companied by transmittal Form 1096
showing the number of returns filed, ex-
cept that the return with respect to dis-
tributions to beneficiaries of a trust or
of an estate shall be made on Form 1041
in lieu of Forms 1099 and 1096. The
street and number where the reciplent of
the payment lives should be stated, if
possible. If no present address is avail-
able, the last known post-office address
must be given. Although to make neces-
sary a return of information the income
must be fixed or determinable, it need
not be annual or periodical. (See article
143-2.)

Sums paid in respect of life insurance,
endowment or annuity contracts which
are required to be included in gross in-
come under articles 22 (b) (1)-1, 22 (b)
(2)-1, and 22 (b) (2)-2 come within the
meaning of the term "fixed or determi-
nable income" and are required to be re-
ported in returns of information as re-
quired by this article, except that pay-
ments in respect of policies surrendered
before maturity and lapsed policies need
not be reported.

Fees for professional services paid to
attorneys, physicians, and members of
other professions come within the mean-
ing of the term "fixed or determinable in-
come" and are required to be reported in
returns of information as required by
this article.

For the purposes of a return of infor-
mation, 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 di-
position.

ART. 147-2. Return of information as
to payments to em pljees.-The names
of all employees to whom payments of
$1,000 or over a year are made, whether
such total sum Is made up of wages, sal-
aries, commissions, or compensation in

any other form, must be reported.
Heads of branch offices and subcontrac-
tors employing labor, who keep the only
complete record of payments therefor,
should file returns of information in re-
gard to such payments directly with the
CommLssioner. When both main Office
and branch office have adequate rec-
ords, the return should be filed by the
main office. Amounts distributed or
made available under an employees'
trust governed by the provisions of sec-
tion 165 to any beneficiary in any tax-
able year, in excess of the sum of his
personal exemption and the amounts
paid into the fund by him, must be re-
ported by the trustee. But see article
147-3. (See also article 22 (W)-3.)

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
departments and other United States
Government establishments.

Any. 147-3. Cases where no return of
informaton required.-Payments of the
following character, although over
$1,000, need not be reported in returns
of information on Form 1099:

(a) Payments of interest on obliga-
tions of the United Statez;

b) Payments by a broker to his cus-
tomers;

(c) Payments of any type made to
corporations;

(d) Bills paid for merchandise, tele-
grams, telephone, freight, storage, and
similar charges;

(e) Payments of rent made to real
estate agents (but the agent must report
payments to the landlord if the amount
pad during the year was $1,000 or more) ;

(f) Payments made to alien employees
serving in foreign countries or payments
reprezenting earned income for services
rendered without the United States made
to nonresident citizens entitled to the
benefits of section 116 (a);

(g) Salaries and profits paid or dis-
tributed by a partnership to the individ-
ual partners;

(W) Payments of sahles, or other com-
pensation for personal services aggregat-
ing lezs than $2,500 made to a married
individual (citizen or resident);

() Payments of commissions made by
fire Insurance companies, or other com-
paniWe in-uring property, to general
agents, except when specifically directed
by the Commissioner to be filed;

(J) Payments of income upon which
income tax has been withheld at the
source and reported on Forms 1012,
1013, or 1042; and

:) Amounts paid by the United States
to persons in its service (civil, military,
or naval) as an allowance for traveling
expenses, including an allowance for
meals and lodging, as, for example, a
per diem allowance in lieu of subsistence,
and amounts paid as reimbursements for
traveling expenses.
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If the marital status of the payee is

unknown to the payor, or if the marital
status of the payee changed during the
year (see article 25-7),-or .1f 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 compensa-
tion for personal services.

ART. 147-4. Return of information as
to interest on corporate bonds.-In the
case of payments of interest, regardless
of amount, upon bonds and similar obli-
gations of corporations, the ownership
certificates, when duly filed, shall consti-
tute and be treated as returns of infor-
mation. (See article 143-5.)

ART. 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 article
901-8), the returns filed by withholding
agents on Form 1042 shall constitute and
be treated as returns of information.
(See sections 143 and 144.)

ART. 147-6. Foreign items.-The term
"foreign items," as used in these regu-
lations, means any Item of interest upon
the bonds of a foreign country or of a
nonresident foreign corporation not hav-
ing a fiscal or paying agent in the United
States, or any item of dividends upon the
stock of such corporation.

ART. 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 $1,000 or more. Such forms
accompanied by Form 1096 should be
forwarded to the Commissioner of In-
ternal Revenue, Sorting Section, Wash-
ington, D. C., on or before February 15
of each year. The term "collection" in-
cludes the following: (a) The payment
by the licensee of the foreign item in
cash; (b) the crediting by the licensee
of the account of the person presenting
the foreign item; (c) the tentative credit-
ing by the licensee of the account of the
,person presenting the foreign item until
the amount of the foreign item is re-
ceived by the licensee from abroad; and l
(M) the receipt of foreign items by the
licensee for the purpose of-transmitting
them abroad for deposits. (See-articles I
147-1 and 147-3.) e

ART. 147-8. Information as to actual
oumer.-When the person receiving a
payment falling within the provisions of
the Act for information at the source is

not the actual owner of the income re-
ceived, the name and address of the ac-
tual owner or payee shall be furnished
upon demand of the individual, corpo-
ration, br partnership paying the income,
and in default of a compliance with such
demand the payee becomes liable for the
penalties provided. (See section 145.)
Dividends on stock are prima facie the
income of the record owner of the stock.
Upon receipt of dividends by a record
owner, he should execute Form 1087 to
disclose the name and address of the
actual owner or payee. Form 1087
should be filed with the Commissioner
of Internal Revenue, Sorting Section,
Washington, D. C., not later than Feb-
ruary 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 article
148-1.)

The filing of Form 1087 is not required
(a) if the record owner is required to file
a fiduciary return on Form 1041, or a
withholding return on Form 1042, dis-
closing the name and address of the ac-
tual owner or payee, or (b) if the actual
owner or payee is a nonresident alien in-
dividual, foreign partnership, or foreign
corporation and the 10 percent tax has
been withheld at the source prior to re-
ceipt of the dividends by the rhcord
owner. (See article 143-1.)

SEC. 148. Information by corporations-(a) Dividend payments-Every corporation
shall, when required by the Commissioner,
render a correct return, duly verified under
oath, of its payments of dividends, statingthe name and address of each shareholder,
the number of shares owned by him, and the
amount of dividends paid to him.(b) Paoflts decaj r= dividns-E.very
corporation shall, when required by the
Commissioner, furnish him a statement of
such facts as will enable him to determinethe portion of the earnings or profits of
the corporation (including gains, profilts, andIncome not taxed) accumulated during suchperlods as the Comnissioner may specify,

hich have been distributed or ordered to be
distributed, respectively, to its shareholders
during such taxable years as the Commis-
sioner may specify.

(c) Accumula~ted earnings9 and prafit&-When requested by the Commissioner, or anyCollector, every corporation shall forward to
him a correct statement of accumulatedearnings and profits and the names and ad-
dresses of the individuals or shareholders
who would be entitled to the same if dividedor distributed, and of the amounts that 1
would be payable to each.

(d) Contemplated dissolution or liquida-
tiOn.-Every corporation shall, within thirtydays after the adoption by the corporation Eof a resolution or plan for the dissolution of p
the corporation or for the liquidation of thewhole or any part of Its capital stock, rendera correct return to the Commissioner, verl-fed under oath, setting forth the terms of tsuch resolution or plan and such other In- cformation as the Commissioner shall,. with
the approval of the Secretary, by regulations Cprescribe. y

(e) Distributions in liquidation.-Every
corporation shall, when required by the Com-
nissioner, render a correct return, duly verl-
led under oath, of its distributions in 5
iquidation, stating the name and address of 14
each shareholder, the number and class of
shares owned by him, and the amount paid C
to him or, if the distribution Is in property
other than money, the fair market value (as
f the date the distribution is made) of the r
property distributed to him. I]

(f) Compensation o ofi cars and cm-
ployees.-Tnder regula ons prescribed by the
Commissioner with the approval of the Sec-
retary, every corporation subject to taxation
under this title shall, n Its return, submit
a list of the names of all officers and em-
ployees of such corporation and the re-
spective amounts paid to them during the
taxable year of the corporation by the cor-
poration as salary, commission, bonus, or
other compensation for personal services
rendered, If the aggregate amount so paid to
the individual Is In excess of $75,000. The
Secretary of the Treasury shall compile from
the returns made a list containing the names
of, and the amounts paid to, each such
officer and employee and the name of the
paying corporation, and shall make such
list available to the public.

ART. 148-1. Return of information as
to payments of dividends.-Section 148
provides that every corporation shall,
when required by the Commissioner,
render a correct return, duly verifled
under oath, of Its payments of dividend,
stating the name and address of each
shareholder, the number of shares
owned by him, and the amount of divi-
dends paid to him. In accordance with
that section, returns of information in
respect of dividend payments shall be
rendered for each calendar year as
follows:

"(a) Except as provided in paragraph
(b) below, every domestic corporation
or foreign corporation engaged In busi-
ness within the United States or having
an office or place of business or a fiscal or
paying agent in the United States, mak-
ing payments of dividends and distrIbtu-
tions (other than distributions In liqu-l-
dation) (1) out of its earnings or profitS
accumulated after February 28, 1913, or
(2) out of earnings or profits of the tax-
able year (computed as of the close of
;he taxable year without diminution by
reason of any distributions made dur-
ing the taxable year) without regard
o the amount of the earnings and profits
it the time the distribution was made,
;o any shareholder who Is an Individual
(citizen or resident of the United
States), a resident fiduciary, or a resi-
ient partnership any member of which
s a citizen or resident, amounting to
$100 or more during each calendar year,
shall render an Information return on
"orms 1096 and 1099. A separate Form
1099 must be prepared for each share-
iolder, upon which will be shown the
name and address of the shareholder to
vhom such payment was made, and the
amount paid. These forms, accom-
anied by a letter of transmittal on
'orm 1096 showing the number of Forms
.099 filed therewith, shall be filed with
he Commissioner of Internal Revenue,
3orting Section, Washington, D. C., on
ir before February 15 of the following
'ear.
The periodical distributions of earn-

ng on running installment shares of
tock paid or credited by a building and
Oan association to its holders of that
lass of stock are dividends within the
aeaning of section 115 (a), The sum
eceived upon withdrawal from a build-
ng and loan association in excess of
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the amounts paid in on account of
membership fees and stock subscrip-
tions, consisting of accumulated profits,
constitutes a dividend within the mean-
ing of section 115 (a). As to when a
stock dividend is taxable as a dividend
see section 115 (f).

(b) In cases of distributions which are
made from a depletion or depreciation
reserve, or which for any other reason
are deemed by the corporation to be
nontaxable or partly nontaxable to its
shareholders, the corporation will first
fill in the information on the reverse
side of Form 1096 and forward this form
to the Commissioner of Internal Rev-
enue, Sorting Section, Washington, D. C.,
not later than February 1 of the fol-
lowing year. Upon receipt of this in-
formation the Commissioner will de-
termine and advise the corporation by
letter whether any portion of such dis-
tribution is subject to tax. The corpora-
tion after receiving- this letter will then
properly prepare for each shareholder a
Form 1099, which shall be forwarded
with Form 1096 to the Commissioner ot
Internal Revenue, Sorting Section,
Washington, D. C., not later than 30
days after such letter is received.

In any case in which it is impossible to
file the return within the time prescribed
in this article, the corporation may, upon
a showing of such fact, obtain a reason-
able extension of time for filing the
return. The request for the extension
of time must be forwarded to the Com-
missioner of Internal Revenue, Practice
and Procedure Division, Washington,
D. C, on or before the date prescribed
for filing the return.

ART. 148-2. Return of information re-
specting contemplated dissolution or
liquidation-(a) Making and filing of
-eturns.-Within 30 days after the adop-

tion on or after ay 28, 1938, 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, the corporation shall
-file with the Commissioner of Internal
Revenue, Washington, D. C., attention
of the Income Tax Unit, Records Di-
vision, a correct return on Form 966,
made under oath or affrmation and con-
taining the information required by
paragraph (b) of this article and by
such form. A like return shall be filed
by the corporation in the case of any
amendment of, or supplement to, a reso-
lution or plan for or in respect of the
di-olution of the corporation or the
liquidation of the whole or any part of
its capital stock adopted on, before, or
after May 28, 1938, if such amendment
or supplement was adopted on or after
May 28, 1938. A return must be filed
under section 148 (d) in respect of a
liquidation whether or not any part of
the gain or loss to the shareholders upon
the liquidation is recognized under the
provisions of section 112.

(b) Contents of return.--() Gen-
eral.-There shall be attached to and

made a part of the return required by
section 148 (d) and paragraph (a) of
this article a certified copy of the recolu-
tion or plan, together with any amend-
ments thereof or supplements thereto,
and such return shal in addition con-
tain the following information:

(i) The name and address of the cor-
poration;

(ii) 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
threto; 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 in December, 1938.-
In the event that the corporation is a
domestic corporation and the plan of
liquidation (adopted after May 28, 1938)
provides for a distribution in complete
cancellation or redemption of all the
capital stock of the corporation, and for
the transfer of all the property of the
corporation under the liquidation en-
tirely within the month of December,
1938, such return shall, in addition to the
information required by paragraph -b)
(1) of this article, contain the following
information:

(i) A statement showing the number
of shares of each class of stock outstand-
ing on the date of the adoption of the
plan of liquidation, together with a de-
scription of the voting power of each
such class;

(Il) A list of all the shareholders own-
ing stock on the date of the adoption of
the plan of liquidation, together with the
number of shares of each cl=s 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

(ill) A list of all corporate shareholders
as of April 9, 1938, 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 owner-
ship of stock by corporate shareholders
between April 9, 1938, and the date of
the adoption of the plan of liquidation,
both dates inclusive.

(3) Returns in respect of amendment-,
or supplement.-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 sun-
clent 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
article and by Form 966 which was not

given in such prior return. If no return
was filed relative to the resolution or plan
which Is being amended or -upplemented,
the return relative to the amendment
thereof or supplement thereto shall con-
tain a duly certified copy of the resolu-
tIon or plan which Is baing amended or
supplemented, together with all amend-
ments thereof and supplements thereto,
and all other Information required by
this article and by Form 966.

AnT. 143-3. Return of information re-
spccting didributions in liquidation.-
Unlezs the distribution is one in respect
of which Information Is required to be
filed pursuant to article 112 (b) (6)-5
(b), 112 (g)-6 (a), or 371-10, every cor-
poration maing any distribution in
lquidatlon of the whole or any part of
its capital stock hall file a return of
information on Forms 1096 and 1099I,
giving all the information required by
such forms and by these regulations. A
separate Form 1093L must be prepared
in duplicate for each shareholder to
whom such distribution was made, show-
Ing the name and addres of such share-
holder, the number and class of shares
owned by him in liquidation of which
such distribution was made, and the total
amount distributed to him on each class
of stock. If the amount distributed to
such shareholder 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 distributed, 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 statement of Its fair market
value at the time of the distribution.

Such duplicate forms, accompanied by
a letter of transmittal on Form 1026
showing the number of Forms 1099L filed
therewith, shall be filed with the Commis-
sloner of Internal Revenue, Sorting Sec-
tion, Washngton, D. C., on or before
February 15 of the year following the cal-
endar year in which such distribution was
made. If the distribution is in complete
liquidation of a domestic corporation pur-
suant to a plan of liquidation adopted
after My 28, 1938, in accordance with
which all the capital stock of the corpora-
tion Is canceled or redeemed and the
transfer of all the property under the
liquidation occurs in the month of De-
cember, 1938, the return on Form 1096
shall chow (1) the amount of earnings
and profits of the corporation accumu-
lated after February 28, 1913, determined
as of December 31, 1938, but without
diminution by reason of distributions
made during the month of December,
1938, (2) the ratable share of such earn-
ings and profits of each share of stock
canceled or redeemed in the liquidation,
and (3) the date and circumstances of
the acquisition by the corparation of any
stock or securities distributed to share-
holders in the liquidation.

Anr. 148-4. Informa onre.specting com-
pensation of oBicers and empoyces in ex-
cess of $75,OO.-Every corporation sub-
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ject to taxation under Title I which dur-
ing any taxable year beginning on or
after January 1, 1938, has paid to any
officer or employee of the corporation,
salary, commission, bonus, or other com-
pensation - for personal services rendered,
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, Schedule H-i, as a
part of its income tax return, in accord-
ance with the instructions contained in
the prescribed return. Such schedule
shall contain the following information:
(1) Name of officer or employee, (2)
amount of salary paid, (3) amount of
commission paid, (4) amount of bonus
paid, (5) amount of other compensation
paid, and (6) total compensation paid.

The term "paid" as used in this article
means "paid or accrued" or "paid or in-
curred" which shall be construed accord-
ing to the method of accounting upon
the basis of which the net income of the
corporation is computed.

Upon receipt of the returns by the col-
lector, the schedules will be detached and
forwarded by the collector to the Com-
missioner of Internal Revenue, Sorting
Section, Washington, D. C.

SEc. 149. Returns of brokers.--Every per-
son doing business as a broker shall, when
required by the Commissioner, render a cor-
rect return duly verified under oath, under
such rules and regulations as the Commis-
sioner, with the approval of the Secretary,
may prescribe, showing the names of cus-
tomers for whom such person has transacted
any business, with such details as to the
profits, lpsses, or other Information which the
Commissioner may require, as to each of
such customers, as will enable the Commis-
sioner to determine whether all income tax
due on profits or gains of such customers
has been paid.

ART. 149-1. Return of information by
brokers.-Every person or organization
acting as broker or other agent in stock,
bond, or commodity transactions (in-
cluding banks which handle orders for
depositors or custodian accounts) is
hereby directed to make an annual re-
turn of information on Form 1100 for
each customer, depositor, or account for
whom or which the total amount of
either the purchases or sales of securities
or commodities, for the customer, or the
total market value of the securities ex-
changed for the customer, is $25,000 or
more during the calendar year 1938 and
each subsequent calendar year, except as
provided in this article or as otherwise
specifically directed by the Commis-
sioner. The form shall show the name
and address of the customer and the
title of the account; the name and ad-
dress of the broker or agent; the names
and addresses of the guarantor of the
account and others with power to make
withdrawals of cash, securities, or com-
modities from the account; and, except
as provided in the fourth paragraph of
this article, the form shall also show the
total of the purchases, the total of the
sales, and the total market value of the

securities exchanged for the customer or
account.

The making of Form 1100 by banks
and trust companies may be confined to
cases involving sales and exchanges for
customers aggregating $25,000 or more
during the year, and the dollar totals
may be omitted from the Form 1100. It
is to be understood, however, that such
a form shall be made for each Case in-
volving sales and exchanges aggregating
$25,000 or more during each year.

Banks and trust companies will not be
required to file Form 110 covering pur-
chases, sales, or exchanges made by
them when acting for themselves or as
executor, administrator, trustee, or in
any other fiduciary capacity (not in-
cluding custodian or safe-keeping ac-
counts as fiduciary), or for other banks,
trust companies, brokers, or other fi-
nancial institutions doing business in the
United States. Banks and trust com-
panies will not be required to file returns
covering purchases and sales where they
do not actually give the orders for the
purchases and sales.

Brokers and other agents handling
purchases and sales of commodities for
customers may report on Form 1100 for
each year either the total profit or loss
of each customer on all of such transac-
tions, when $500 or more, in lieu of the
total purchases or sales of $25,000 or
more. If the profit or loss is reported
a Form 1100 should be prepared for each
customer whenever the amount of the
total profit or loss of the customer from
all such transactions is $500 or more for
the calendar year, and the form should
be noted accordingly.

Persons or organizations having do-
mestic correspondents will not report on
Form 1100 for such domestic correspon-
dents inasmuch as each correspondent
will report for his or its individual
customers.

Form 1100 is printed on white paper
and a duplicate thereof is printed on
pink paper. In each case where the ac-
count is guaranteed or others have
power to make withdrawals of cash, se-
curities, or commodities from the ac-
count, a duplicate of the form as pre-
pared on white paper shall be made on
the pink form for each name and ad-
dress, other than the customer, required
to be shown on Form 1100.

Form l100A is provided for use as a
letter of transmittal and affidavit to ac-
company Forms 1100. The Forms 1100
for each year accompanied by Forms
1100A, properly filled out and executed,
shall be forwarded to the Commissioner
of Internal Revenue, Sorting Section,
Washington, D. C., not later than Feb-
ruary 15, following the close of the
calendar year. The forms will be
distributed through the collectors of in-
ternal revenue for the various collection
districts.

Returns made by individuals must be
sworn to by the individual or his duly

authorized agent. Returns made by cor-
porations, partnerships, and other or-
ganizations must be signed and sworn to
by an officer or member of the organi-
zation.

SEc. 150. Collection of foreign Items.-All
persons undertaking as a matter of business
or for profit the collection of foreign pay-
ments of Interest or dividends by means of
coupons, checks, or bills of exchange shall
obtain a license from the Commissioner and
shall be subject to such regulations enabling
the Government to obtain the information
required under this title as the Commis-
sioner, with the approval of the Secretary,
shall prescribe; and whoever knowingly un-
dertakes to collect such payments without
having obtained a license therefor, or with-
out complying with such regulations, shall
be guilty of a misdemeanor and shall be
fined not more than $5,000 or Imprisoned
for not more than one year, or both.

ART. 150-1. License to collect forcign&
item s.-Banks or agents collecting for-
eign items, as defined In article 14'-0,
and required by article 147-7 to make
returns of information with respect
thereto, must obtain a license from the
Commissioner to engage in such busi-
ness. Application Form 1017 for such
license may be procured from collectors.
The license Is Issued without cost on
Form 1010. Any person holding a license
under the Revenue Act of 1936 or any
prior Act will not be required to renew
such license.

SEc. 151. Foreign personal holding comn-
panlcs.-For information returns by officers,
directors, and large shareholders, with re-
spect to foreign personal holding companies,
see sections 338, 339, and 340.

CHAPTER XXIIX
Estates and Trusts

Supplement E--Estates and Trusts

SEc. 161. Imposition of ta.-(a) Applica-
tion of tax.-The taxes Imposed by this title
upon individuals shall apply to the Income
of estates or of any kind of property held In
trust, Including-

(1) Income accumulated in trust for the
benefit of unborn or unascertained persons
or persons with contingent Interests, and in-
come accumulated or held for future distri-
bution under the terms of the will or trust;

(2) ncome which is to be distributed cur-
rently by the fiduciary to the beneficiaries,
and income collected by a guardian of an
infant which is to be held or distributed as
the court may direct;

(3) Income received by estates of deceased
persons during the period of administratlon
or settlement of the estate; and

(4) Income which, In the discretion of the
fiduciary, may be either distributed to the
beneficiaries or accumulated.

(b) Computation and payment,-Tho tax
shall be computed upon the net Income of
the estate or trust, and shall be paid by the
fiduciary, except as provided in section 100
(relating to revocable trusts) and section
167 (relating to income for benefit of the
grantor). For return made by fiduciary, so
section 142.

ART. 161-1. Imposition o1 t e tax-(a)
Scope. -Supplement E prescribes that
the taxes imposed upon individuals by
Title I shall be applicable to the Income
of estates or of any kind of property
held in trust. The rate of tax, the statu-
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tory provisions respecting gross income,
and, with certain exceptions, the deduc-
tions and credits allowed to individuals
apply also to estates and trusts.

The several classes enumerated and
described in the four paragraphs of sec-
tion 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.

A guardian, whether of an infant or
other person, is a fiduciary (see section
901 (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 articles 51-1
and 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.

The provisions of sections 161, 162,
and 163 (relating to estates and trusts,
fiduciaries, and beneficiaries) contem-
plate that the corpus of the trust, or the
income therefrom, is, within the meaning
of the Act, no longer to be regarded as
that of the grantor. If, by virtue of the
nature and purpose of the trust, the cor-
pus or income therefrom remains attrib-
utable to the grantor, these provisions do
not apply. Thus the provisions of sec-
tions 166 and 167 deal with certain trusts
which are excluded from the scope of
sections 161, 162, and 163. Other trusts,
not specified in sections 166 and 167,
where in contemplation of law the corpus
of the trust or the income therefrom Is
regarded as remaining in substance that
of the grantor are likewise excluded from
the scope of sections 161, 162, and 163.
Some of such trusts are dealt with in
article 166-1 and article 167-1. See sec-
tion 165 as to the exemption of em-
ployees' 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 165, 166,
and 167, and articles 166-1 and 167-1.
In determining whether there is any net
income subject to tax and the amount
thereof, consideration is to be given to
the additional deductions authorized in
section 162.

Smc. 162. Net iwome-The net income of
the estate or trust shall be computed in the
same manner and on the same basis as in
the case of an individual, except that-

(a) There shall be allowed as a deduc-
tion (in lieu of the deduction for charitable.
etc., contributions authorized by section 23
(o)) any part of the gross income, without
limitation, which pursuant to the terms of
the will or deed creating the trust, is dur-
ing the taxable year paid or permanently set
aside for the purpose and in the manner
specified in section 23 (o), or is to be used
exclusively for religious, charitable, scien-
tific, literary, or educational purposes, or for
the prevention of cruelty to children or ani-
mals, or for the establishment, acquisition,
maintenance or operation of a public ceme-
tery not operated for profit;

(b) There shall be allowed as an addi-
tional deduction in computing the net in-
come of the estate or trust the amount of
the income of the estate or trust for its tax-
able year which is to be distributed cur-

rently by the fiduciary to the bcnvflcnrleo.z
and the amount of the income collccted by
a guardian of an infant which Is to ba held
or distributed as the court may direct, but
the amount so allowed as a deduction chall
be included In computing the net income of
the beneficiaries whether distributed to them
or not. Any amount allowed as a deduction
under this paragraph shall not be allowed as
a deduction under subsctlon (c) of this
section In the same or any succeeding tax-
able year;

(c) In the case of Income received by c3-
tates of deceased perzons during the parlcd
of administration or settlement of the ez-
tate, and in the case of ncome which. In
the discretion of the fiduciary. may be either
distributed to the beneficiary or accumu-
lated, there shall be allowed as an additional
deduction in computing the net Income of
the estate or trust the amount of the in-
come of the estate or trust for It- taxable
year, which is properly paid or credited dur-
ng such year to any legatee, heir, or benc-

ficiary, but the amount so allowed as a de-
duction shall be included in computing the
net income of the legatee, heir, or bene-
ficiary.

ART. 162-1. Income of estates and
trusts.-In ascertaining the tax liability
of the estate of a deceased person or of
a trust, there is 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-
erning the right of deduction for de-
preciation and depletion in the case of
property held in trust. 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.

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 the preceding
paragraph of this article) the following:

(1) Any part of the gros income of
the estate or trust for its taxable year
which, by the terms of the will or of the
instrument creating the trust, is paid
or permanently set aside during such
year for the charitable, etc., uses or pur-
poses referred to or described in sub-
section (a) of section 162. This deduc-
tion is in lieu of that authorized by sec-
tion 23 (o) In the case of individual
taxpayers.

(2) Any income of the estate or trust
for its taxable year which Is to be dis-
tributed currently by the fiduciary to a
beneficiary, whether or not such income
is actually distributed.

(3) Any income of the estate of a
deceased person for its taxable year
which is properly paid or credited dur-
ing 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 dis-
cretion either to distribute or to ac-
cumulate such income.

Any income of the class described In
either (2) or (3) above, which is cur-
rently distributable, or paid or credited,

'So In original.

to a guardian for his ward Is likewise
deductible from the gross income of the
estate or trust.

There Is taxable to the estate or to the
trust, unless it be taxable to the grantor
of the trust (see articles 166-1 and
167-1), all income thereof accumulated
for the benefit of unborn or unazcer-
tained persons or persons with contin-
gent interests, all Income either accumu-
lated or held for future distribution
pursuant to the terms of the will or trut,
all Income of the estate or trust for its
taxable year which Is not to be distrib-
uted currently to legatees or other bene-
ficlarles (see paragraph (2) of this arti-
cle), all income of the estate for its tax-
able year not properly paid or credited
during such year to a legatee or heir, and
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
dizcreton either to distribute or to ac-
cumulate such Income (see paragraph (3)
of this article). In all such cases the tax
is payable by the fiduciary, except the tax
upon the Income which Is taxable to the
grantor of the trust.

Any amount described in paragraph
(2) or (3) above as being deductible from
the gros income of the estate or trust
shall be included in computing the net
income of the legatees, heirs, or benefi-
clarles, whether distributed to them or
not.

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 dis-
charge 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. (See, also, article
167-1.)

The income of an estate of a deceased
person, as dealt with in the Act, Is there-
in dezeribed as received by the estate
during the period of administration or
settlement thereof. The period of ad-
ministration or settlement of the estate
is the period required by the executor
or administrator to perform the ordinary
duties pertaining to administration, in
particular the collection of assets and
the payment of debts and legacies. It is
the time actually required for this pur-
pose, 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 ob-
tain his discharge as executor, the period
of administration 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 administra-
tor on the death of the decedent, even
though It may have appreciated in value
since the decedent acquired It. But see
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sections 42, 43, and 44. As to the taxable
gain realized, or the deductible loss sus-
tained, upon the sale or other disposi-
tion 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. 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.

The tax upon the net income of the
estate or trust shall be paid by the fiduci-
ary (see section 161 (b)). If the tax
has been properly paid on the net in-
come of an estate or trust, the net in-
come on which the tax is so paid is not,
in the hands of the distributee thereof
(the legatee or the beneficiary), taxable
as income to him.

Liability for the payment of the tax
attaches to the person of the executor
or administrator up to and after his dis-
charge 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 ob-
ligations 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 (paragraph 48
of the Appendix to these regulations).
Liability for the tax also follows the
assets of the estate distributed to heirs,
devisees, legatees, and distributees, who
may be required 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
considerations apply to trusts.

SEc. 163. Credits against net income.-(a)
Credits of estate or trust.-(I) For the pur-
pose of6 the normal tax and the surtax an
estate shall be allowed the same personal
exemption as is allowed to a single person
under section 25 (b)- (1), and a trust shall
be allowed (in lieu of the personal exemp-
tion under section 25 (b) (1)) a credit of
$100 against net income.

(2) If no part of the income of the es-
tate or trust is included in computing the
net Income of any legatee, heir, or bene-
ficiary, then the estate or trust shall be al-
lowed the same credits against net income
for interest as are allowed by section 25 (a).

(b) Credits of benefidiary-f any part of
the income of an estate or trust is included
In computing the net Income of any leg-
atee, heir, or beneficiary, such legatee, heir,
or beneficiary shall, for the purpose of the
normal tax, be allowed as credits against
net income, in addition to the credits al-
lowed to him under section 25, his propor-
tionate share of such amounts of interest
specified in section 25 (a) as are, under this
Supplement, required to be included in com-
puting his net income. Any remaining por-
tion of such amounts specified in section
25 (a) shall, for the purpose of the normal
tax, be allowed as credits to the estate or
trust.

ART. 163-1. Credits to estate, trust, or
beneficiary-(a) P e r s on. a l exemption
allowed estates and trusts.-An estate is
allowed for both normal tax and surtax
purposes the personal exemptiob of
$1,000 allowed a single person under sec-
tion 25 (b) (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.

(b) Credit for interest to estate or
trust.-If no part of the income of the
estate or trust is included in computing
the net income of any legatee, heir, or
beneficiary, the estate or trust shall be al-
lowed the credits provided in section
25 (a), in respect of interest upon cer-
tain obligations of the United States.

(c) Credit for interest to beneficiary.-
If any part of the income of the estate
or trust is included in computing the net
income of any legatee, heir, or 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 re-
maining 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 specified in
section 25 (a) is in excess of the net in-
come of the estate or trust, the propor-
tionate share of such interest which each
beneficiary is required to include in com-
puting his net income and for which he
is allowed a credit for normal tax pur-
poses is an amount equal to his distribu-
tive share of the net income of the estate
or trust. Each beneficiary is entitled to
but one personal exemption, no matter
from how many trusts he may receive
income. (See section 25.)

SEc. 164. Different taxable years.-If the
taxable year of a beneficiary Is different from
that of the estate or trust, the amount which
he is required, under section 162 (b), to in-
clude in computing his net income, shall be
based upon the income of the estate or trust
for any taxable year of the estate or trust
(whether beginning on, before, or after Janu-
ary 1, 1938) ending within or with his tax-
able year.

SEc. 165. Employces' trusts.-(a) Exemption
from tax-A trust forming part of a stock
bonus, pension, or profit-sharing plan of an
employer for the exclusive benefit of some
or all of his employees-

(1) If contributions are made to the trust
by such employer, or employees, or both, for
the purpose of distributing to such employees
the earnings and principal of the fund ac-
cumulated by the trust in accordance with
such plan, and

(2) If under the trust Instrument it Is
Impossible, at any time prior to the satis-
faction of all liabilities with respect to em-
ployees under the trust, for any part of the
corpus or income to be (within the taxable
year or thereafter) used for, or diverted to,
purposes other than for the exclusive bene-
fit of his employees,
shall not be taxable under section 161, but
the amount actually distributed or made
available to any distributee shall be taxable
to him in the year in which so distributed or
made available to the extent that it exceeds
the amounts paid in by him. Such dis-
tributees shall for the purpose of the nor-
mal tax be allowed as credits against net
Income such part of the amount so dis-
tributed or made available as represents the
items of interest specified In section 25 (a).

(b) Taxable year beginning before January
1, 1939.-The provisions of clause (2) of sub-

section (a) shall not apply to a taxable year
beginning before January 1, 1939.

ART. 165-1. Employees' trusts - (a)
Plans and trusts for employees.-A
"stock bonus, pension, or profit-sharing
plan of an employer for the exclusive
benefit of some or all of his employees" is
a definite written program and arrange-
ment signed by such employer and com-
municated to such employees, solely de-
signed and applied to enable all or a
large percentage of the total number of
the employer's clerks and workmen (as
distinguished from persons In positions
of authority) to share in the capital or
profits of such employer's trade or busi-
ness or to provide for the livelihood of
such employees upon their retirement
from employment. A "trust forming
part of a stock bonus, pension, or profit-
sharing plan" Is a trust formed and
availed of solely to aid in the proper exe-
cution of one of the plans defined In the
preceding sentence. This phrase does
not include devices for paying profits or
salaries to shareholders or officers, but
a trust, applied without discrimination
to all the employees and officers of an
employer as one group, may be within
its meaning.

(b) Taxable years beginning prior to
January 1, 1939.-A trust forming parmt
of a plan defined in paragraph (a) Is
exempt for taxable years beginning prior
to January 1, 1939, if: (1) contributions
are made to the trust by such employer,
such employees or both; and (2) such
contributions are made for the purpose
of distributing to such employees both
the earnings and principal of the fund
accumulated by the trust; and (3) the
fund Is accumulated by the trust In ac-
cordance with the plan of which the trust
is a part.

(c) Taxable years beginning after
December 31, 1938.-A trust forming part
of a plan defined in paragraph (a) Is
exempt for taxable years beginning after
December 31, 1938, if all three tests desig-
nated In paragraph (b) as (1), (2), and
(3) are met; and if also (4) the trust
instrument makes it Impossible (In the
taxable year and at any time thereafter
prior to the satisfaction of all liabilities
to employees covered 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 em-
ployees.

d) Impossibility of diversion,--As used
in section 165 (a) (2), the phrase "if
under the trust Instrument It Is impos-
sible" means that the trust Instrument
must definitely and affirmatively make
it impossible for the non-exempt diver-
sion 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 employees
covered by the trust, but except as stated
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in paigraph (e), it must be impossible
for trust funds to be used or diverted for
purposes other than for the exclusive
benefit of his employees. The diversion
of substantial amounts of trust funds
from one group of employees to another
group of employees is not for the "ex-
clusive" benefit of employees even though
both groups were covered by the trust,
if the employer (or other non-employee)
receives substantial indirect benefit there-
by, as, for example, through securing
greater loyalty from the favored group,
or through the shifting of expected pen-
sion benefits to a younger group and the
postponement of part of the employer's
contributions to a later date. As used in
section 165 (a) (2), the phrase "pur-
poses other than for the exclusive bene-
fit of his employees" includes all objects
or aims not solely designed for the proper
satisfaction of all liabilities to employees
covered by the trust.

(e) Mean ng of "Uaiblitias.-The re-
port of the Senate Committee on Fl-
mance states that the intent and purpose
in section 165 (a) (2) of the phrase
"prior to the satisfaction of all liabili-
ties with respect to employees under the
trust" is to permit the employer to re-
serve the right to recover only such
balance in the trust at its termination
as is "due to erroneous actuarial com-

. putations during the previous life of the
trust." An "erroneous actuarial compu-
tation" means a mistake of an actuarial
character reasonably made by a careful
person skilled in calculating the amount
necessary to satisfy pecuniary obliga-
tions depending on the average length
of life of a group of individuals, and of
such a type that the employer may re-
serve the right to recover an amount
remaining in the trust because of the
mistake without conflicting with the
purpose for which section 165 (a) (2)
was enacted. For example, if a trust
created to supply pensions of $25 a
month for 10,000 employees for the re-
mainder of their lives after age 60 has
been used to supply such pensions only
to 500 employees, an amount remaining
in the trust for this reason is not due to
such a mistake, but to a change in plan;
while if $25 a month after age 60 is
paid to the 10,000 employees during
their lives, but their average duration of
life proves less than might reasonably
have been expected, an amount remain-
ing in the trust for this reason is due to
an "erroneous actuarial computation."
Employers might recover more than
amounts resulting from such errors if
the term "liabilities" included only such
obligations to employees as are legally
fixed and certain. Hence, the term was
used in the Act in its broad common
meaning to include both fixed and con-

"tingent obligations 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 remaining 700 employees have

No. 28-9

not yet completed the required period
of service, contingent obligations to such
700 employees have nevertheless arisen
which constitute "liabilities" within the
meaning of that term. It must be im-
possible for the employer (or other non-
employee) to recover other than such
amounts as remain in the trust because
of "erroneous actuarial computations"
after the satisfaction of all such fixed
and contingent obligations, and the trust
instrument must contain a definite af-
firmative provision to that effect
whether the obligations to employees
have their source in the trust instrument
itself, in the plan of which the trust
forms a part, or in some collateral in-
strument or arrangement forming a
part of such plan, and whether such
obligations are, technically speaking,
liabilties of the employer, of the trust,
or of some other person forming a part
of the plan or connected with it.

() Portions of years; afl~ated corpo-
ratons.-Exempt status must be main-
tained throughout the entire taxable year
of the trust in order to obtain any ex-
emption for such yeWr. A trust forming
part of a plan of affiliated corporations
for their employees may be exempt If
all requirements are otherwie satisfied.

(g) Proof of cxemption-Every trust
claiming exemption must prove Its right
thereto by filing with the collector: (1)
an amtdavit showing its character, pur-
pose, activities, sources and disposition of
corpus and income, and every fact which
might affect its status for exemption, (2)
verified copies of the trust instrument
and of the employer's plan, showing all
amendments, and (3) the latest finncLal
statement, showing the a,.ets, liabilities,
receipts, and disbursements of the trust.
The financial statement must be filed
each year, but the documents mentioned
in (1) and (2) -need not be filed after
the first year except when nece..,ssary to
show changes occurring since the last
filing.

Sm. 166. Revocable trusts.-Where at any
time the power to revest In the grantor title
to any part of the corpus of the trust Is
vested-

(1) in the grantor, either alone or in con-
junction with any person not having a sub-
stantial adverse Interest n the dirpozitIon
of such part of the corpus or the ncome
therefrom, or

(2) in any person not having-a cub-tantial
adverse Interest In the di-position of such
part of the corpus or the Income thcrefrom,
then the income of such part of the trust
shall be Included In computing the net
income of the grantor.

ART. 166-1. Trusts with re pect to the
corpus of which the grantor is regardea
as remaining in substance the owner.-
(a) Scope.-If the grantor of a trust is
regarded, within the meaning of the Act,
as remaining 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 th?
grantor. This article deals with the tax-
ation of such income. As used in this

article, the term "corp.u" means any part,
or the whole of the propr:xty, real or p er-
zonal, constituting the subiact matter of
the trust.

(b) Test of taxabiNit to grantor.-
Section i0 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 purpozes of this article 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 rev-t in the grantor. A bare legal in-
terest, such as that of a trustee, is never
sub t nal 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 I- attributed and
taxable to the grantor regardless of-

(1) 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;

(2) 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 sped-
fled event;

(3) the time at which the title to the
corpus will rev t in the grantor in pos-
esf-ion and enjoyment, whether such

time Is within the taxable year or not, or
whether such time be fixed, determin-
able, or certain to come;

(4) whether the power to revert 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;

(5) when the trust was created.

But the provisions of section 166 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 purposes of
the Act, similarly regarded as remaining
In substance the owner of the corpus.
The grantor is regarded as in substance
the owner of the corpus, if, In view of
the e -ential nature and purpose of the
trust, It is apparent that the grantor
has failed to part permanently and de-
finitively with the substantial incldentr
of ownership in the corpus.

In determining whether the grantor
is in substance the owner of the corpus,
the Act has its own standard, which
s a substantial one, dependent neither
on the niceties of the particular convy-
ancing device used nor on the technical
dezcription which the law of property
gives to the estate or interest transferred
to the trustees or beneficiaries of the
trust. In that determination, 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 admin-
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istered 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 ordinarily and
naturally make; and any other circum-
stance bearing on the impermanence
and Indefiniteness with which the grant-
or has parted with the substantial inci-
dents of ownership in the corpus.

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 pe-
riod the title to, and custody or man-
agement 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 ordi-
narily 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 im-
material that, at the time of the crea-
tion of the trust an irrevocable disposi-
tion or consummated gift was made of
those property 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, inci-
dent to a definitive and permanent dis-
position of certain of his property, cre-
ates the trust in order to conserve the
property, notfor himself but for the
donees, who will ultimately enjoy it,
the provisions of sectionst 161, 162, and
163 are applicable.

For example, a grantor is regarded as
remaining 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 there-
after, but in the absence of such an ex-
tension the title is once more to revest
in the grantor in possession and enjoy-
ment; 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 ad-
verse 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 reserving, however, the right to
alter, amend, or revoke any provision of
the trust instrument, upon notice of a
year and a day.
In these typical cases the grantor is
regarded 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 inter-
ested, and in (C) upon the revocation of
the trust instrument or an alteration or
amendmentthereof, resulting in the des-
ignation of the grantor as distributee.

If, however, the grantor strips him-
self of the substantial incidents or at-
tributes of ownership in the corpus
retained by him so that he ceases to
be regarded as in substance the owner
of the corpus, the income thereof real-
ized after the effective date of such
aivesting is not taxable to the grantor
but is taxable as provided in sections 161,
162, and 163. -

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 grant-
or is vested in him in conjunction with
such person, or is vested solely in such
person, there is to be excluded in com-
puting the net income of the grantor
only the income of such part.

(c) Income and- deductions.-If the
grantor is regarded as -remaining in
substance the owner of the corpus 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.

Szc. 167. Income for benefit of grantor'-
(a) Where any part of the income of a
trust-

(1) is, or in the discretion of the grantor
or of any person not having a substantial
adverse interest In the disposition of such
part of the income may be, held or accumu-
lated for future distribution to the grantor;
or

(2) may, in the discretion- of the grantor
or of any person not.having a substantial
adverse Interest in the dSlPosition of such
part of the income, be distributed to the
grantor; or

(3) is, or in the discretion of the grantor or
of any person not having a substantial ad-
verse interest In the disposition of such part
of the income may be, applied to the pay-
ment of premiums upon policies of insur-
ance on the life of the grantor (except policies
of insurance irrevocably payable for the pur-
poses and in the manner specified in sec-
tion 23 (o), relating to the so-called "chari-
table contribution" deduction);
then such part of the income of the trust
shall be included In computing the net in-
come of the grantor.

(b) As used in this section, the term "in
the discretion of the grantor" means "in the
discretion of the grantor, either alone or in
conjunction with any person not having a
substantial adverse interest in the disposition
of the part of the income in question'.

ART. 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 article
deals with the taxation of such Income.
The term "income," as used in this

article, means any part or the whole of
the income of the trust.

(b) Test of taxability to the grantor.-
The test prescribed by the Act as to the
sufficiency of the grantor's retained In-
terest in the trust Income, resulting In
the taxation of such Income to the
grantor, Is whether he has failed to di-
vest himself, permanently and defln-
itively, 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 in
obedience to his direction or If the In-
come is applied In payment of premiums
upon policies of insurance on the
grantor's life.

For the purposes of this article, the
sufficiency of the grantor's retained In-
terest In the income is not affected by
the fact that the grantor has provided
that the right to so 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.

If the grantor has retained any such
interest In the income, such income is
taxable to the grantor regardless of-

(1) whether It may be distributed cur-
rently or accumulated for future distri-
bution;

(2) whether such distribution, either
current or subject to accumulation, is
fixed by the trust Instrument or is de-
pendent on an exercise of discretion;

(3) whether, if such distribution Is In
any way effected by or dependent on an
exercise of discretion, the person exer-
cising the discretion is the grantor or a
person not having a substantial Interest
in the Income adverse to the grantor, or
both;

(4) 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 happerljng of a specified event, or
otherwise;

(5) when the trust was created.
Thus the inclusion of any trust within

the scope of section 167 is based on the
fact that the grantor has retained an
interest in the income therefrom by
which he is, or may be enabled at some
time, to receive Its benefits. But the pro-
visions of section 167 are not to be re-
garded as excluding from taxation to
the grantor the income of other trusts,
not specified therein, In which the
grantor is, for the purposes of the Act,
similarly regarded as remaining In sub-
stance the owner of the trust Income,
If, for example, trust income Is applied
in satisfaction of the grantor's legal ob-

HeinOnline -- 4 Fed. Reg. 760 1939



FEDERAL REGISTER, Saturday, February 11, 1939

ligation whether to pay a debt, to sup-
port dependents, to pay alimony, to fur-
nish maintenance and support, or other-
wise, such income is in all cases taxable
to the grantor.

If the grantor stri s himself perma-
nently and definitely of every such in-
terest 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.,

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 excluded
in computing the net income of the
grantor only that part of the trust income
in the disposition of which such person
has a sulbstantial interest adverse to the
grantor.

(c) Income and deductions.-If, as
to any of the income, the test of tax-
ability 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 as he would have been en-
titled to had such income been distribut-
able currently to him.

SEc. 168. Tazes of foreign countries and
Poesios of United states.-The amount of
income, war-profits, and excess-profits taxes
Imposed by foreign countries or possessions of
the United States shall be allowed as credit
against the tax of the beneficiary of an estate
or trust to the extent provided in section 131.

Ssc. 169. Common trust f ,nds--(a) Deft-
7dtions -The term "common trust fund"
means a fund maintained by a bank (as de-
fined in section 10)-

(1) exclusively for the collective invest-
ment and reinvestment of moneys contrib-
uted thereto by the bank in its capacity as a
trustee, executor, administrator, or guardian;
and

-(2) in conformity with the rules and reg-
ulations, prevailing from time to time, of the
Board of Governors of the Federal Reserve
System pertaining to the collective nvest-
ment of trust funds by national banks.

(b) Taxation of common trust funds.A
common trust fund shall not be subject to
taxation under this title, Title IA, or section
105 or 106 of the Revenue Act of 1935, or
section 601 or 602 of this Act, and for the
purposes of such titles and sections shall not
be" considered a corporation.

_(c) -ncome of participants in fund-(1)
Znclu i ns in net income.-Each participant
in the common trust fund in computing its
net Income shall nclude, whether or not
distributed and whether or not distribut-
able-

(A) As apart of its short-tern capital gains
or losses, its proportionate share of the net
short-term capital gain or loss of the com-
mon trust fund;

(B) As a part of its long-term capital
gains or losses, its proportionate share of the
net long-term capital gain or loss of the com-
mon trust fund;

(C) Its proportionate share of the ordinary
net income or the ordinary net loss of the
common trust fund, computed as provided
in subsection (d).

(2) Credit for partially exempt interest.-
The proportionate share of each participant
in'the amount of interest specified in section
25 (a) received by the common trust fund
shall for the purposes of this Supplement be
considered as having been received by such
participant as such interest.

(di) Computation of common trust fund
in .=-The net Income of the common
trust fund shall be computed in the Caame
manner and on the same bazis as in the case
of an Individual, except that-

(1) There shall be segregated the short-
term capital gains and lo1scs and the long-
term captal gains and losses and the net
short-term capital gain or loss and the net
long-term capital gain or los shall be
computed;

(2) After excluding all Items of elther
short-term or long-term capital Cain or locs,
there sbl be computed-

(A) An ordinary net income which ehall
consist of the excess of the gro Incomn over
the deductions; or

(B) An ordinary net loss which shall con-
sist of the exces3 of the deductions over the
gross Income;

(3) The so-called "charitable contribution"
deduction allowed by sectlon 23 (o) shal not
be allowed.

(e) Admission. and wlthdratraL-No gain
or loss shall be realized by the common trust
fund by the admtion or withdrawal of a
participant. The withdrawal of any partIci-
pating interest by a participant shall ba
treated as a sale or exchange of such Interest
by the participant.

(I) Returns by banl-Every bank (a, de-
fined In section 104) maintaining a common
trust fund shall make a return under oath
for each taxable year, stating specifically.
with respect to such fund, the Items of grcs
Income and the deductions allowed by this
title, and shall include In the return the
names and addreses of the participants who
would be entitled to share n the net income
If distributed and the amount of the pro-
portionate share of each participant. The
return shall be sworn to as, In the casle of a
return filed by the bank under rection 5.

(g) Different taxable Iears of common trust
fund and particpat.-() Gencral rule.
If the taxable year of the common trust fund
Is different from that of a participant, the In-
clusions with respect to the net income of the
common trust fund. in computing the net In-
come of the participant for It3 taxable year
shall be based upon the net Income of the
common trust fund for any taxable year of
the common trust fund (whether blznning
on, before, or after January 1, 1038) end1.n
within or with the taxable year of the
participant.

(2) Exception.-If the taxable year of the
common trust fund begins bcfore January 1,
1938, and the taxable year of a participant
begins after December 31, 1937, the compu-
tation of the net income of the common
trust fund, and the Inclusions with re-pcet
to the common trust fund net Income, In
computing the net income of such prici-
pant, shall be made by the method provided
in section 169 of the Revenue Act of 1930,
and not by the method provided in rubsec-
tions (c) and (d) of this section.

AlT. 169-1. Common trust fund de-
fi.ne--Under section 169 two conditions
must be satisfied by a fund maintained
by a bank (as defined in section 104)
before such fund may be designated as a
"common trust fund.' These conditions
are that such -fund must be maintained
by such a bank-

(a) 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: (1) as a trustee of a trust
created by will, deed, agreement, decla-
ration of trust, or order of court, (2) as
an executor of the will of, or as an ad-
ministrtor of the estate of, a deceased
person, or (3) as a guardian (by what-

ever name known under lccal law) of
the estate of an infant, of an incompe-
tent individual or of an absent indi-
vidual and
. (b) In conformity with the rules and
regulations, prevailing fron time to time,
of the Board of Governors of the Fed-
eral RMnerve System pertaining to the
collective investment of trust funds by
national banks, whether or not the bank
maintaining such fund Is a national
bank or anmember of the FederalReserve
System.

Except as otherwise provided in this
article and articles 169-2 to 169-5, in-
clusive, the term "participant" refers to
any trust or estate, the moneys of which
have been contributed to the common
trust fund.

AnT. 169-2. Income of Participants in
common trust fund-(a) If the taxable
year of a common trust fund begins on or
after January 1, 1938, each participant
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 net
short-term capital gain or losis of the
common trust fund, computed as pro-
vided in article 169-3, as a part of its
short-term capital gains or losses;

(2) Its proportionate share of the net
long-term capital gain or loss of the com-
mon trust fund, computed as provided in
article 169-3, as a part of its long-term
capital gains or losses;

(3) Its proportionate share of the or-
dinary net income or the ordinary net
lozs of the common trust fund, computed
as provided in article 169-3.

(b) Each participant's proportionate
share in the amount of interest specified
In section 25 (a) received by the common
trust fund shall be deemed to have been
received by such participant as such in-
terest. For the purposes of the Act, any
tax withheld at the source from income
of the fund shall be deemed to have been
withheld proportionately from the par-
ticipants to whom such income is
allocated.

() he proportionate share of each
participant In the net short-term capital
gain or loss, the net long-term capital
gain or loss, the ordinary net income or
ordinary net loss, the partially exempt
interest, and the tax withheld at the
source shall be determined in accordance
with the method of accounting adopted
by the bank in accordance with the
written plan under which the common
trust fund is established and adminis-
tered. provided such method clearly re-
flects the income of each participant.

The Items of income and deductions
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 sus-
tained, and the ordinary net income or
ordinary net lo-s, the net short-term
capital gain or los, and the net long-
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term capital gain or loss computed for I
each such period. The proportionate
shares of the participants in such items;
are then to be determined. The provi-
sions of this paragraph may be illus-
trated 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 quart-
erly basis, except that there shall be no
distribution of capital gains. The par-
ticipants axe 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 com-
puted upon the quarterly basis, the ordi-
nary net income and the short-term
capital gain for the taxable year were
as follows:

First Third Fourthquar- quar- quar- Total
ter qtar ter terter

Ordinary net In-
come_ .----. $200 $300 $200 $400 $1, 100

Not short-term
capital gain (or
Io s) ..---------- 200 1100 200 1100 200

I Loss.

The participants' shares of ordinary net
income are as follows:

Participants' Shares of Ordinary Net
Income

Participant First Second Third Fourth Tota
quarter quarter quartar quarter

A ----------- $5 $75 $50 $100 $275
B------------50 75 50 100 275
C 50 75 --------- -------- 125
D --- 50------------------------50
E ........... -75----------. 75F----- -_---- ..--.------00 100 120

(W) The provisions of sections 161, 162,
166, and 167 are applicable in deternin-
ing the extent to which each partici-
pant's proportionate share of the income
of the common trust fund is taxable to
the participant, or to the beneficiaries
or the grantor of the participant.

(e) If the taxable year of the common
trust fund begins before January 1, 1938,
each participant is required to include in
its gross income for its taxable year
(even though beginning after December
31, 1937) within which or with which the
taxable year of the fund ends, its pro-
portionate share of the net income (com-
puted in accordance with the provisions
of section 169 of the Revenue Act of
1936).

ART. 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 indi-
vidual, except that:

(1) No deduction shall be allowed
under section 23 (o) for charitable con-
tributions.

(2) The short-term capital gains and
losses of the common trust fund and its
long-term capital gains and, loses are
required to be segregated and the com-
putation made of the net short-term
capital gain or loss and the net long-
term gain or loss, as the case may be
A common trust fund is not allowed the
benefit of the net short-term capital
loss carry-over provided by section
117 (e).

(3) 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 all items of either short-term or
long-term capital gain or loss.

G---- ... 50 100 . 150 ART. 169-4. Admission and withdrawal
Total ---- 200 300 200 400 1,100 of participants from the common trust

-- - fund-(a) Gain or loss.-The common
The participants' shares of net short- trust fund realizes no gain or loss by the

tern capital gain or loss are as follows: admission or withdrawal of a participant,
and the basis of the assets and the pe-

Participants' Shares of Net Short-Term riod for which they are deemed to have
Capital Gain (or Loss). been held by the common trust fund for

the purposes of section 117 (b) are unaf-
Fi fected by such an admission or with-Participant qrst nd Third Fourth Total drawal. If a participant withdraws thequarter quarter quarter quarter

-_ _ ~whole or any part of its participating

A ----- -- -- 5 $50 1$25 $50Interest from the common trust fund,B 50 125 50 125 50 such withdrawal shall be treated as ao------ ,25 ---------------- 25 sale or exchange by the participant ofD ------. 0--------------- -------- t eE ....-------- "'"25 ------------ the participating interest or portionF-------------------------50 12 2z thereof which is so withdrawn. A par-
o-------------50 125 2

- - ticipant is not deemed to have with-Total 200 100 200 1 00 drawn any part of its participating in-
, o . terest in the common trust fund so as

to have completed a closed transaction
If in the above example the common by reason of the segregation and admin-

trust fund also had long-term capital istration of an investment of the fund,
gains or losses, the treatment of such pursuant to the provisions of subdivision
gains or losses would be similar to that (c) (7) of section 17 of Regulation F of
accorded to the short-term capital gains the Board of Governors of the Federal
and losses. Reserve System, effective December 31,

1937, for the benefit of all the then par-
ticipants In the common trust fund. (Soo
paragraphs 27-30 of the Appendix to
these regulations.) Such segregated in-
vestments shall be considered as hold 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 apportionablo
among the participants for whose beneflt
the Investment was segregated.

(b) Basis for gain or loss upon with-
drawal-The participant's gain or loss
upon withdrawal of Its participating in-
terest or portion thereof shall be 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 article and minus the
reductions prescribed In paragraph ()
of this article. The amount received by
the participant shall be the sum of any
money plus the fair maret 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 fuid pursu-
ant to the provisions of subdivision ()
(7) of section 17 of Regulation F of the
Board of Governors of the Federal Re-
serve System, effective December 31,
1937. 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
pursuant to the provisions of section 180
or 167, shall be deemed to be the
participant.

(c) Additions to basis.-As prescribed
In paragraph (b) of this article, in com-
puting the gain or loss upon the with-
drawal of a participating interest or por-
tion thereof, there shall be added to the
basis of the participating Interest or por-
tion thereof withdrawn an amount equal
to the aggregate of the following Items,
to the extent that they were properly
allocated to the participant for a taxable
year of the common trust fund, and were
not distributed to the participant prior
to withdrawal:

(1) wholly exempt Income of the com-
mon 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 on or after January 1, 1938,

(4) the excess of the gains over the
losses recognized to the common trust
fund ,for each taxable year beginning on
or after January 1, 1938, upon sales or
exchanges of capital assets held for
more than 18 months, and

(5) ordinary net income of the com-
mon trust fund for each taxable year
beinning on or after January 1, 1938.

(d) Reductions in basis-As prescribed
in paragraph (b) of this article, in com-
puting the gain or loss upon the with-
drawal of a participating interest or por-
tion thereof, the basis of the participat-
ing interest or portion thereof withdrawn
shall be reduced by such portions of the
following items as were allocable to the
participant with respect to the partici-
pating interest or portion thereof with-
drawn:

(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 on or after January 1, 1938.

ART. 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-Commission-
er, in accordance with these regulations
and the instructions on the formor issued
therewith. The return of a common
trust fund shall state specifically with
respect to the fund the items of gross
income and the deductions allowed under
Title I, and shall include each partici-
pant's name and address and its propor-
tionate share of the net short-term capi-
tal gain or loss, the net long-term capi-
tal gain or loss, and the ordinary net in-
come or loss. See article 169-2. A copy
of the plan of the common trust fund
must be filed with the return. If, how-
ever, 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 ,re-
turn for the taxable year in which the
amnendment was made. Each such re-
turn shall be sworn to in the same man-
ner as the return filed by the bank under
section 52.

CHAP 0M

Partnerships

Supplement F-Partnerships
Sm. 181. Part Imip not tamblc.-Indi-

viduals carrying on busines In partnerchlp
shal be liable for Income tax only In their In-
dividual capacity.

ART. 181-1. Partnerships.--Parhr-
ships as such are not subject to taxation
under the Act, but are required to make
returns of income. (See sections 187
and 188.) For definition of what the
term "partnership" includes, Eee section
901 (a) (3).

Sm. 182. Tax of partners.
In computing the net Income of each part-

ner, he shnll include, whether or not dis
tribution Is made to him-

(a) As a part of his short-tcrm capital
gains or losse, his distributive share of the
net short-term capital gain or Ic= of the
partnership.

(b) As a part of his long-term capital gan
or losses, his distributive share of the net
long-term capital gain or loss of the partner-
ship.

(c) His distributive share of the ordinary
net income or the ordinary net los of the
partnership, cOmputed as provided In section
183 (b).

ART. 182-1. Distributive share of part-
ners.--(a) If the taxable year of the
partnership begins on or after January
1, 1938, 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 dis-
tributed:

(1) As a part of his short-term capital
gains or losses, his distributive share of
the net short-term capital gain or loss of
the partnership.

(2) As a part of his long-term capital
gains or losses, his distributive share of
the net long-term capital gain or lozs of
the partnership.

(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 the taxable year of the Partner-
ship begins before January 1, 1938, each
partner is required to include in his re-
turn for his taxable year (even though
beginning after December 31, 1937) with-
in which or with which the taxable year
of the partnership ends, his distributive
share, whether or not distributed, of the
net income of the partnership as deter-
mined by the method provided in sections
182 and 183 of the Revenue Act of 1936.
See section 188 of the Revenue Act of
1938.

(c) 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 tho
partnership's net short-term capital gain
or loss, net long-term capital gain or
loss, or 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 partner-

ship clozely related to other trades or
busncezzes, see section 45.

Sm. 183. Computatl= of partnersMi in.-
corNe.-(a) Gc=er ruZe.-e not Income
of the partnemrhip sh"l ba computed in the
cnme manner and cn the same b .- asis in
the ca3 of an Individual, excm t as prGIded
In rubcactona (b) and (c).

(b) Segre-ation. of ftem.(1) Capital
galn,- and lc-= Thsre sc11, be sgregated
the short-tarm capital gains an.1 loz-as and
the lon3-term capltal gains and lc's, and
the net chort-term capital gain or lc-- and
the net long-term capital gain or lcs shall
be computed.

(2) 0(bdl -ry nat income or lo-After
excluding all items of either short-term or
long-trm capital gain or Ice, there shall be
computed-

(A) An ordinary net Income which shal
conzost of the exces of the gr-s income over
the dctuctfo=4 or

(B) An ordinary net lo- which s7al con-
rLat of the exces of the deductios o- r the
grcss Incom2.

(c) CVzarittblc cortbiztor.-In comn-
puting the net Incom3 of the partner-shp
the-co-called "charitable contribution" de-
duction allowed by sectio 23 (o) shall not
be allowc-d: but each partner shall be con-
cidered az havlng made payment. within his
taxable year, of i distributive portion c
any contribution or gift, Payment of which
wa3 made by the partn-,rhip within its
taxable year. of the character which would
be allowed to the partnerhip a-3 a deduc-
ton under ouch --ecton if this subsection
had not baen enle.

AnT. 183-1. Computation of partnership
income.-The net income of the partner-
ship shall be computed in the same
manner and on the same basis as the net
income of an individual, except that:

(1) The partnership is required to
segr gate its short-term capital gains
and lozzez and its long-term capital
gains and losses and to compute the net
short-term capital gain or loss and the
net long-term capital gain or loss, as
the case may be. A partnerShip is not
allowed the benefit of the net short-term
capitca los7 carry-over provided by sec-
tion 117 (e).

(2) The Partnership is further re-
quired, after excluding all Items of either
short-term or long-term capital gain or
lo s, to compute (a) an ordinary net in-
come which consists of the excess of the
gross income over the deductions, or (b)
an ordinary net loz which consists of the
excess of the deductions over the gross
income. In the computation of its ordi-
nary net income or ordinary net loss, the
partnership is denied the so-called char-
itable contribution deduction allowed by
section 23 (o), but each partner is con-
sldered as having made payment, within
his taxable year, of his distributive par-
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 captal contdbutions are not
deductible in conputLng the net income
of the partnerhip, such payments being
held to represent a dlvisin of partner-
ship proi L.
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SEC. 184. Credits against net income.-The
partner shall, for the purpose of the normal
tax, be allowed as a credit against his net
income, in addition to the credits allowed
to him under section 25, his proportionate
share of such amounts (not in excess of the
net income of the partnership) of interest
specified in section 25 (a) as are received by
the partnership.

ART. 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 in-
come, in addition to the credits allowed to
him under section 25, of his proportionate
share of, such amounts (not in excess of
the net Income of the partnership) of
Interest specified in section 25 (a) as are
received by the partnership. There shall
be included in the return of the partner-
ship a statement of the amounts of such
interest and the proportionate share
thereof of each partner. -

SE. 185. Earned income.-In the case of
the members of a partnership the proper part
of each share of the net income which con-
siats of earned income shall be determined
under rules and regulations to be prescribed
by the Commissioner with the approval of
the Secretary and shall be separately shown
in the return of the partnership.

ART. 185-1. Earned income credit of
partners,-For the purpose of computing
the earned Income credit against net
Income (see section 25 (a) (3) and (4)),
a member of a, partnership is entitled to
treat a proper part of his distributive
share of the jpartnership net income as
earned Inconfe. Such part cannot exceed
a reasonable allowance as compensation
for personal services actually rendered by-
the partner in connection with the part-
nership business. In the case of a part-
nership 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 services which are material to
the earning of the partnership income,
the earned income of the partner from
the partnership is a reasonable allowance
as compensation for the personal services
actually rendered by him, but not in ex-
cess of 20 percent of his share of the net
profits of the partnership (computed
without deduction for so-called salaries
to members). In such a case, if reason-
able compensation 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
reasonable compensation is more than 20
percent of the partner's share of the net
profits, then the earned income is 20
percent of the partner's share of such
profits.

There must be included in the return
of the partnership a statement showing
the names of the members and the
amount (determined in accordance with
the first paragraph of this article) 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 prof-
its, after deduction of so-called salaries
to members. A devotes most of his time
to the business and is paid a salary 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, computed without de-
duction for so-called salaries to mem-
bers, 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 partnership 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 prof-
its. A's share of the net profits is
$13,000 ($10,000 (salary)+$3,000 (Y3 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 partnership 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 connec-
tion with the partnership business.

SEc. 186. Taxe of foreign countries and
possessions of United States.-The amount of
income, war-profits, and excess-profits taxes
imposed by foreign countries or possessions
of the United States shall be allowed as a
credit against the tax of the member of a
partnership to the extent provided in sec-
tion 131.

Sm. 187. Partnership return .- Every part-
nership shall make a return for each tax-
able year, stating specifically the items of
its gross income and the deductions allowed
by this title and such other information for
the purpose of carrying out the provisions
of this title as the Commissioner with the
approval of the Secretary may by regulations
prescribe, and shall include in the return
the names and addresses of the individuals
who would be entitled to share in the net
income if distributed and the amount of
the distributive share op' each. individual.
The return shall be sworn to by any one of
the partners.

ART. 187-1. Partnership returns.-
Every partnership shall make a return of
income, regardless of the amount of its
net income (see section 901 (a) (3) de-
fining the term "partnership"). The
return 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 re-
spect thereto; and shall be sworn to by
one of the partners. Such return shall
be made for the taxable year of the part-
nership, that is, for its annual account-
ing period (fiscal year or calendar year,
as the case may be), irrespective of the
taxable years of the partners. (See sec-
tions 182 and 183.) If the partnership
makes any change in its accounting pe-

rnod, It shall make Its return in accord-
ance with the provisions of section 47,

SEC. 188. Different taxable years o/ partner
and partnerstip-(a) General rulo.-If the
taxable year of a partner Is different from
that of the partnership, the inclusions witn
respect to the net income of the partnor-
ship, In computing the net income of tho
partner for his taxable year, shall be based
upon the net income of the partnership for
any taxable year of the partnership (whlether
beginning on, before, or after January 1.
1938) ending within or with the taxable year
of the partner.

(b) Partnership year beginning itn 1937.-
If the taxable year of the partnership begins
before January 1, 1938, and the taxable year
of a partner begins after December 31, 193',
the computation of the not income of the
partnership, aid the inclusions with respect
to the partner'ship net income, in computing
the iet income of such partner, shall be
made by the method provided in sectiona
182 and 183 of the Revenue Act of 1930 and
not by the method provided In sections 102
and 183 of this Act.

CHAPTER XXV

Insurance Companies

Supplement G-Insurance Companies
SEC. 201. Tax on life Insurance con-

panies-(a) Deflniton.-Whon used in this
title the term "life Insurance company"
means an insurance company engaged in
the business of issuing life insurance and
annuity contracts (including contracts of
combined life, health, and accident Insur-
ance), the reserve funds of which held for
the fulfillment of such contracts comprise
more than 80 per centum of Its total reserve
funds.

ART. 201 (a)-l. Life insurance com-
panies: Deflnition.-The term "life in-
surance company" as used in Title X Is
defined In section 201 (a). In determin-
ing whether an Insurance company Is a
"life Insurance company" as defined in
section 201 (a), no reserve shall be re-
garded as held for the fulfillment of an
Insurance contract unless It conforms to
the definition of "reserve" contained In
article 203 (a) (2)-1.

SEc. 201. Tax on life insurance cornpanias,
(b) Imposition of tax.-(1) In gencral-

In lieu of the tax imposed by sections 13
and 14, there shall be levied, collected, and
paid for each taxable year upon the special
class net income of every life insurance com-
pany a tax of 18G/ per centum of the amount
thereof.

(2) Special class net income of foreign lf/e
insurance companles.-In the case of a for-
elgn life insurance company, the special class
net income shall be an amount which bears
the same ratio to the special class net income,
computed without regard to this paragraph,
as the reserve funds required by law and
held by it at the end of the taxable year
upon business transacted within the United
States bear to the reserve funds hold by it
at the end of the taxable year upon 411 busi-
ness transacted.

(3) No United States insurance business,-
Foreign life insurance companies not carrying
on an insurance businem. within the United
States and holding no reserve funds upon
business transacted within the United States,
shall not be taxable under this section but
shall be taxable as other foreign corporations,

ART. 201 (b)-1. Life insurance compa-
nies: Rate of tax.-Life Insurance com-
panies are subject to the tax imposed by
section 201 (b), in lieu of the tax im-
posed by sections 13 and 14. The rate
Is 162/2 percent, and the tax Is tmpomed
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upon the special class net income as
defined in section 14. The net income
of life insurance companies differs from
the net income of other corporations.
Life insurance companies are entitled to
the credits provided in section 26 (a)
and (b) and are not subject to the pro-
visions of section 117 (capital gains and
losses) ."

All provisions of the Act and of these
regulations not inconsistent with the
specific provisions of sections 201-203
are applicable to the assessment and col-
lection of the tax imposed by section
201 (b), and life insurance companies
are subject to the same penalties as are
provided in the case of returns and pay-
ment of income tax by other corpora-
tions. The return shall be on Form
1120L.

ART. 201 (b)-2. Foreign life insurance
companies: Net income.-The special
class net income of a foreign life insur-
ance company carrying on an insurance
business within the United States or
holding reserve funds upon business
transacted within the United States con-
sists of that proportion of its net
income from all sources, within and
without the United States, computed
under the provisions of sections 202 and
203 minus the credits provided in section
26 (a) and (b), which the reserve funds
required by law and held by it at the end
of the taxable year upon business trans-
acted within the United States bear to
the reserve funds held by it at the end
of the taxable year upon all business

Aransacted. Other foreign life insur-
ance companies are not taxable under
section 201 (b), but are taxable the same
as other foreign corporations. See sec-
tion 231..
S=. 202. Gross income of life insurance

companis.--(a) In the case of a life Insur-
ance company the term "gross income"
means the gross amount of Income received
during the taxable year from interest, divi-
dends, and rents. Por inclusion in computa-
tion of tax of amount specified in share-
holder's consent, see section 28.

(b) The term 'reserve funds required by
law" Includes, in the case of assessment in-
surance, sums actually deposited by any
company or association with State or Terri-
torial officers pursuant to law as guaranty
or reserve funds, and any funds maintained
under the charter or articles of incorporation
of the company or association exclusively for
the payment of claims, arising under certifi-
cates of membership or policies issued upon
the assessment plan and not subject to any
other use.

SEC. 203. Net income of life insurance com-
panies.-(a) General rule-n the case of a
life insurance company the term "net in-
come" means the gross income less-

ART. 203 (a)-l. Limitation on deduc-
tions.-In addition to the limitations on
deductions hereinafter specifically re-
ferred to, life inkirance companies are
subject to the limitation provided in sec-
tion 24 (a) (5).

[SEc. 203. Net income of life insurance
companies.]

[(a) General rule.-In the case of a life
- Insurance company the term "net income"

means the gross income less-:]

(1) Tax-free intercst.-The am unt of In-
terest received during the taxable year which
under section 22 (b) (4) Is excluded from
gross income;

ART. 203 (a) (1)-1. Tax-free inter-
est Interest which in the case of other
taxpayers is excluded from gross income
by section 22 (b) (4) but included in the
gross income of a life insurance com-
pany by section 202 (a) is allowed as a
deduction from gross income by section
203 (a) (1).

[SEm. 203. Net income of life insurance
companies.]

[(a) Geneal rule.--n the care of a life
instrace company the term "net income"
means the gross income le..- -

(2) Reserrc funds .An amount equal to
4 per centum of the mean of the reerve
funds required by law and held at the ba-in-
ning and end of the taxable year, except that
in the case of any such reserve fund which
is computed at a lower interest a-umption
rate, the rate of 3- per centum shall be
substituted for 4 per centun. Life Insur-
ance companies Issuing poicle covering life,
health, and accident insurance combined in
one policy Issued on the wLely premium
payment plan, continuing for life and not
subject to cancellation, chall be allowed, in
addition to the above, a deduction of 3
per centum of the mean of such reerve
funds (not required. by law) held at the be-
ginning and end of the taxable year, as the
Commissioner finds to be necssary for the
protection of the holders of such pollcle
only;

ART. 203 (a) 2)-1. Reserve funds.-
In general, the reserve contemplated Is
a sum of money, variously computed or
estimated, which, with accretions from
interest, is set aside (reserved) as a fund
with which to mature or liquidate, either
by payment or reinsurance with other
companies, future unaccrued and con-
tingent claims. It must be required
either by express statutory provisions
or by rules and regulations of the insur-
ance department of a State, Territory,
or the District of Columbia when pro-
mulgated in the exercise of a power con-
ferred by statute, but such requirement,
without more, is not conclusive; for ex-
ample, It does not include reserves re-
quired to be maintained to provide for
the ordinary running expenses of a busi-
ness 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, reinsurance and
unpaid brokerage; the reserve or net
value of risks reinsured in other solvent
companies to the extent of the reinsur-
ance; reserve for premiums paid in ad-
vance; annual and deferred dividends;
accrued but unsettled policy claims;
losses incurred but unreported; liability
on supplementary contracts not involv-
ing life contingencies; estimated value
of future premiums which have been
waived on policies after proof of total
and permanent disability.

In any case where reserves are claimed,
sufficient Information must be filed with
the return to enable the Commissoner
to determine the validity of the claim.
Reference should be made to the Item
in which the reserve appears in the an-

nual statement and to the statute or
insurance department ruling requiring
that such reserves be held. Onlyrearves
which are so required, which are pe-
cullar to insurance companies, and
which are dependent upon interest
earnings for their maintenance will
be considered. A company Is pEx-
mitted to make use of the highest ag-
gregate reserve called for by any State or
Territory or the District of Columbia
in which It transacts b sin-, but the
reserve must have bean actually held.

In the case of life Insurance companies
Issuing policies covering life, health, and
accident Insurance combined in one pol-
icy Issued on the weekly premium pay-
ment plan, continuing for life and not
subject to cancellation, It Is required
that reserve funds thereon bebasedupon
recognized tables of experience covering
disability benefits of the kind contained
in policies Issued by this particular class
of companies. The deduction in respect
of such reserve funds (not required by
law) Is 3 percent of the mean of such
reserve funds held at the beginning and
end of the taxable year.

iSsc. 203. Net income of life inz-urance
comp.=iCs.]

[(a) General rule.-In the case of - life
insurance company the term "net lncoma"
mcans the gros. income lc-I-

(3) Rserre for dividenda-An amount
eqlal to 2 per centum of any sums held at
the end of the taxable year as a reserve for
dividendds (other than dividends payable dur-
Ing the year following the taxable year) the
payment of which is deferred for a pariod
of not Ies than five years from the date of
the policy contract;

(4) Inrca ment expec.-Inve-tment ex-
pen.,s paid during the taxable year: Pro-
rided, That if any general expens2s are in
part asigned to or included in the Invest-
ment exp nwse', the total deduction under
this paragraph shall not exceed one-fourth of
1 per cntum of the beok value of the mean
of the invested a-ts held at the beginning
.and end of the taxable year;,

AnT. 203 (a) (4)-1. Investment ex-
penses.-The term "general expenses"
as used in the Act means any expense
incurred for the benefit of more than one
department of the company rather than
for the benefit of a particular department
thereof. Any assignment of such ex-
pense to the investment department of
the company for which a deduction is
claimed under section 203 (a) (4) shall
operate to subject the total investment
expenses to the limitation provided in
that section.

If no general expenses are assigned to
or included in Investment expenses the
deduction may consist of investment ex-
penses actually paid during the taxable
year in which case an Itemized schedule
of such expenses must be appended to
the return.

Invested assets for the purpose of sec-
tion 203 (a) (4) and this article are those
which are owned and used, and to the ex-
tent used, for the purpose of producing
the income specified in section 202 (a).

The maximum allowance of one-fourth
of 1 percent will not be granted unless it
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is shown to the satisfaction of the Com-
missioner that such allowance is justified.

[Szc. 203. Net income of life insurance com-
panies.]

[ (a) General rule.-In the case of a life in-
surance company the term "net income"
means the gross income less-]

(5) Real estate expenses-Taxes and other
expenses paid during the taxable year ex-
clusively upon or with respect to the real
estate owned by the company, not including
taxes assessed against local benefits of a
kind tending to increase the value of the
property assessed, and, not including any
amount paid out for new buildings, or for
permanent improvements or betterments
made to increase the value of any- property.
The deduction allowed by this paragraph
shall be allowed in the case of taxes imposed
upon a shareholder of a company upon his In-
terest as shareholder, which are paid by the
company without reimbursement from the
shareholder, but in such cases no deduction
shall be allowed the shareholder for the
amount of such taxes;

ART. 203 (a) (5)-1. Taxes and expenses
with respect to real estate.-The deduc-
tion for taxes and expenses under section
203 (a) (5) includes taxes and expenses
paid during the taxable year exclusively
upon or with respect to real estate owned
by the company and any sum represent-
ing taxes imposed upon a shareholder of
the company upon his interest as share-
holder which is paid by the company
without reimbursement from the share-
holders. No deduction shall be allowed,
however, for taxes, expenses, and depre-
ciation upon or with respect to any real
estate owned by the company e*cept to
the extent used for the purpose of pro-
ducing Investment income. (See article
203 (a) (4)-1.) As to real estate owned
and occlpied by the company see article
203 (b)-l.

[SEc. 203. Net income of life insurance com-
panics.]

[(a) General rule.-In the case of a life
Insurance company the term "net income"
means the gross income less-]

(6) Dcpreciation.-A reasonable allowance,*
as provided in section 23 (1), for the ex-
haustion, wear and tear of property, including
a reasonable allowance for obsolescence; and

ART. 203 (a) (6)-1. Depreciation.-The
deduction allowed by section 203 (a) (6)
for depreciation is, except as provided in
article 203 (b)-1, identified with that al-
lowed other corporations by section 23
(1). The amount allowed by section 23
(1) in the case of life insurance com-
panies is limited to. depreciation sus-
tained on the property used, and to the
extent used, for the purpose of producing
the Income specified in section 202 (a).

[Sac. 203. Net income of life insurance
companies.]

[(a) General rule-In the case of a life
Insurance company the term "net income"
means the gross.income less-]

(7) Interest.-All interest paid within the
taxable year on its indebtedness, except on
indebtedness incurred or continued to pur-
chase or carry obligations (other than obliga-
tions of the United States issued after Sep-
tember 24, 1917, and originally subscribed for
by the taxpayer) the interest upon which is
wholly exempt from taxation under this title.

ART. 203 (a) (7)-1. Interest.-MThe de-
duction allowed by section 203 (a) (7)
for interest on indebtedness is the same

as that allowed other corpiorations by
section 23 (b) but this deduction includes
interest on dividends held on deposit and
surrendered during the taxable year.
Reserve funds as defined in article 203
(a) (2)-1 are not indebtedness. Divi-
dends left with the company to accumu-
late at interest are a debt and not a re-
serve liability.

If a life insurance company pays in-
terest on the proceeds of life insurance
policies left with it pursuant to the pro-
visions of supplementary contracts, not
involving life contingencies, or similar
contracts, the interest so paid. shall be
allowed as a deduction from gross in-
come, except that such deduction shall
not be allowed in respect of interest ac-
crued in any prior taxable year to the
extent that the company has had the
benefit of a deduction of 4 percent or
33 percent, as the case may be, of the
mean of the company's liability on such
contracts, by the inclusion of such liabil-
ity in its reserve funds.

[SEC. 203. Net income of life insurance
companies.]

(b) Rental value of real estate.-The de-
duction under subsection (a) (5) or (6) of
this section on account of any real estate
owned and occupied in whole or in part by
a 'life insurance company, shall be limited
to an amount which bears the same ratio to
such deduction (computed without regard
to this subsection) as the rental value of
the space not so occupied bears to the rental
value of the entire property.

ART. 203 (b) -1. Real estate owned and
occupied.-The amount allowable as a
deduction for taxes, expenses, and de-
preciation upon or with respect to any
real estate owned and occupied in whole
or in part by a life insurance company
is limited to an amount which bears the
same ratio to such deduction (computed
without regard to 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 deduction
is claimed as provided in this article,
the parts of the property occupied and
the parts not occupied by the company,
together with the respective rental values
thereof, must be shown in a statement
accompanying the return.

SEc. 204. Insurance companies other than
life or mutual.-(a) Jmposition of tax-
(1) In general.-In lieu of the tax imposed
by sections 13 and 14, these shall be levied,
collected, and paid for each taxable year
upon the special class net income of every in-
surance company (other than a life or
mutual insurance company) a tax of 10I/s
per centum of the amount thereof.

(2) Special class net income of foreign com-
panies.-In the case of a foreign Insurance
company (other than a life or mutual in-
surance company), the special class net in-
come shall be- the net income from sources
within the United States minus the sum of-

(A) Interest on obligations of the United
States and its instrumcntalities-The credit
provided In section 26 (a).

(B) Dividends reccved.-The credit pro.
vided in section 20 (b).

(3) No United States insurance business.-
Foreign Insurance companies not carrying on
an insurance business within the United
States shall not be taxable .under this sec-
tion but shall be taxable as other foreign cor-
porations.

ART. 204 (a)-1. Tax on insurance com-
panies other than life or mutual.-All In-
surance companies (other than life or
mutual companies or foreign insurance
companies not carrying on an Insurance
business within the United States) are
subject to the tax imposed by section
204. The term "Insutance companies" as
used In this article and In articles 204
(b)-i and 204 (c)-1 means only those
companies subject to the tax imposed by
section 204. The rate of the tax imposed
by section 204 is 16/2 percent and the
tax is imposed upon the special class net
income as defined In section 14. The net
income of Insurance companies other
than life or mutual is defined in section
204 and differs from the net Income of
other corporations. All provisions of the
Act and of these regulations not incon-
sistent with the specific provisions of sec-
tion 204 are applicable to the assessment
and collection of the tax imposed by sec-
tion 204 (a), and Insurance companies
are subject to the same penalties as are
provided in the case of returns and pay-
ment of income tax by other corpora-
tions. Since section 204 provides that
the underwriting and Investment exhibit
of the annual statement approved by
the National Convention of Insurance
Commissioners shall be the basis for com-
puting gross Income and since the an-
nual statement Is rendered on the cal-
endar year basis, the first returns under
section 204 will be for the taxable year
ending December 31, 1938, and shall be
on Form 1120. Insurance companies are
entitled to the credits provided In sec-
tion 26 (a) and (b).

Foreign insurance c o m p a n I e s 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.

[SEc. 204. Insurance companies other than
life or mutual.]

(b) Definition of income, eto.-In the case
of an Insurance company subject to the tax
imposed by this section-

(1) Gross ncome.--'ros income" moans
the sum of (A) the combined gross amount
earned during the taxable year, from In-
vestment income and from underwriting in-
come as provided In this subsection, com-
puted on the basis of the underwriting and
investment exhibit of the annual statement
approved by the National Convention o4 In-
surance Commissioners, and (B) gain during
the taxable year from the sale or other dis-
position of property, and (C) all other Items
constituting gross Income under section 221

(2) Net income.-"Net income" means the
gross income as defined in paragraph (1) of
this subsection less the deductions allowed
by subsection (c) of this section;

(3) Investment tncome.--"Investment in-
come" means the gross amount of income
earned during the taxable year from interest,
dividends, and rents, computed as follows:

To all Interest, dividends and rents received
during the taxable year. add Interest, divi-
dends and rents due and accrued at the end
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of the taxable year, and deduct all interest,
dividends and rents due and accrued at the
end of the preceding taxable year:

(4) Underwriting income.-"Underwritng
income" means the premiums earned on In-
surance contracts during the taxable year
less losses incurred and expenses incurred;

(5) Premiums earned.-Premiums earned
on insurance contracts during the taxable
year" means an amount computed as
follows:

From the amount of gross premiums writ-
ten on insurance contracts during the tax-
able year, deduct return premiums and pre-
miums paid for reinsurance. To the result
so obtained add unearned premiums on out-
standing business at the end of the preced-
ing taxable year and deduct unearned pre-
miums on outstanding business at the end
of the taxable year;

(6) Losses incurre .-- Losses incurred"
means losses incurred during the taxable
year on Insurance contracts, computed as
follows:

To losses paid during the taxable year, add
salvage and reinsurance recoverable out-
standing at the end of the preceding taxable
year, and deduct salvage and reinsurance
recoverable outstanding at the end of the
taxable year. To the result so obtained add
all unpaid losses outstanding at the end of
the taxable year and deduct unpaid losses
outstanding at the end of the preceding
taxable year;

(7) Expenses ineurred.-Bxpenses in
curred" means all expenses shown on the
annual statement approved by the National
Convention of Insurance Commissloners, and
shall be computed as follows:

To all expenses paid during the taxable
year add expenses unpaid at the end of the
taxable year and deduct expenses unpaid at
the end of the preceding taxable year. For
the purpose of computing the net Income
subject to the tax imposed by this section
there shall be deducted 'from expenses in-
curred as defined in this paragraph all ex-
penses incurred "which are not allowed as
deductions by subsection (c) of this section.

AnT. 204 (b)-1. Gross income of in-
surance companies other than life or
mutual.-Gross income as defined in sec-
tion 204 (b) means the gross amount of
income earned during the taxable year
from interest, dividends, rents, and pre-
mium income, computed on the basis
of the underwriting and investment ex-
hibit of the 'annual statement approved
by the National Convention of Insur-
ance Commissioners, as well as the gain
derived from the sale or other disposi-
tion of property, and all other items
constituting gross income under section
22. See section 22 (a), (b), and (c) and
sections 28 and 334. It does not include
increase in liabilities during the year
on account of reinsurance treaties, re-
mittances from home office of a foreign
insurance company to the United States
branch, borrowed money, gross increase
due to adjustments in book value of
capital assets, and premium on capital
stock sold. The underwriting and in-
vestment 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 Act
will be recognized and used as a basis
for that purpose. All items of the ex-
lifbit, however, do not reflect an insur-
ance company's income as defined in the
Act. By reason of the definition of in-
vestment income, -miscellaneous items

lo. 28- 10

which are intended to reflect surplus
but do not properly enter into the com-
putation of income, such as dividends
declared, 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 in-
vestment exhibit will be Ignored, except-
ing only such agency balances and bills
receivable as have been charged off the
books of the company as bad debts or,
having been previously charged off, are
recovered during the taxable year.

[SEc. 204. Insurance companies other than
life or mutual.)

(c) Deductons allotred.-In computing the
net Income of an Insurance company subject
to the tax imposed by this section there shall
be allowed as deductions:

(1) All ordinary and nccesary expenses In-
curred, as provided In cectlon 23 (a);

(2) All interest as provided in section
23 Jb);

(3) Taxes as provided in cection 23 (c);
(4) Loss Incurred as defined In subsc-

tion (b) (6) of this section;
(5) Subject to the limitation contained In

section 117 (d), losses sustained during the
taxable year from the sale or other dlspositlon
of property;

(6) Bad debts in the nature of agency bal-
ances and bills receivable azcertained to be
worthless and charged off within the taxable
year;

(7) The amount of interet earned during
the taxable year which under section 22 (b)
(4) is excluded from gross Income;

(8) A reasonable allowance for the en-
haustion, wear and tear of property, as pro-
vided In section 23 (1);

(9) Charitable, and ro forth, contribu-
tions, as provided in sectlon 23 (q);

(10) Deductions (other than those spccl-
fled In this subsection) as providedin section
23, but not in excem of the amount of the
gross income included under aubsection (b)
(1) (C) of this section.

(d) Deductions of forefgn corporations -
In the case of a foreign corporation the de-
ductions allowed In this rection shall be al-
lowed to the extent provided In Supplement I
in the case of a foreign corporation engaged
in trade or busness within the United States
or having an office or place of budne
therein.

(e) Double deductions.-Nothing in this
section shall be construed to permit the same
Item to be twice deducted.

AnT. 204 (0)-1. Deductions allowed in-
surance companies other than life or mu-
tuaL-The deductions allowable are
specified in section 204, but are subject to
the limitation provided in section 24
(a) (5).

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
signifies in its return Its desire to claim
to any extent a credit for such taxes),
taxes assessed against local benefits,
donations, 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 shareholderu,,;
remittances to the home office of a for-
eign insurance company by the United
States branch, and borrowed money re-
paid.

In computing net Income of insurance
companies other than life or mutual
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)
but the graduated percentage reduction
of gains and losses contained in section
117 (b) does not apply In the case of
Insurance (or other) corporations. In-
surance companies conducting their
business in such manner as to receive
income under section 204 (b) (1) (C)
are entitled to such deductions relating
thereto as are provided for in section
204 (c), but, In the case of deductions
referred to in section 204 c) (10), only
to the extent that the aggregate amount
thereof does not exceed the Income in-
cluded under section 204 (b) (1) (C).

Sc. 203. Taxes of foreign countrIes and
poCeslons of United States-The amount
of income, war-profito, and exce -proflts
taxes Impos-d by foregln countries or p--z-
slons of the United States shall be allo-zd
as a credit agaist the tax of a domestc in-
curanc company subject to the tax Imposed
by sectlon 201. 294. or 207, to the extent pro-
vIded In the case of a domestic corporation
In sectlon 131, and in the cas e of the tax
Imposed by ecton 201 or 2G-4"net income"
as Wed In srection 131 means the net income
as defined In this Supplement.

See, -0. Computation of gro5s income-
The gross income of insurance companies
subject to the tax imposed by section 201
or 204 Phall not be determined In the man-
ner provided In sea on 119.

S=c. 207. Mutual insurance companics
other than life--(a) Imposition of tar.-

(I) In generaZ-There shall be levied, col-
lected, and paid for each taxable year upon
the speclal la'.- net income of every mutual
insurance company (other than a life in-
murance company) a tax equal to 162, per
centum thereof.

(2) Foreign corporations-The tax im-
posed by paragraph (1) sball apply to for-
eIgn corporation as- well as dome-tic cor-
poratons; but foreign Insurance companies
not carrying on an insurance business with-
In the United States sbl be taxable as
other foreign corporation%.

(b) Gross income.-Mutual marine-Insur-
ance companies shall include In gross In-
come the gross premiums collected and re-
calved by them less amounts pald for re-
insurance.
(c) Deductfon.-In addition to the de-

ductions allowed to corporations by section
23 the follolng deductions to Insurance
companies shall also be allowed, unlezs
otherew3 allowed-

(1) Mutual insurance companfea other
than iffe i.uranc.-In the case of mutual
lnsuranca companies other than life Insur-
once companie--

(A) the net addition required by law to
be made within the taxable year to reserve
funds (including in the case of asessment
Insurance companies the actual deposit of
sums with State or Territorial offlars pur-
msant to law as additions to guarantee or
rezervo funds); and

(B) the sums other than dividends paid
within the taxable year on policy and an-
nuity contracts.

(2) Mutual marinc insurance comnpane3s-
In the c=-3 of mutual marine insurance cam-
panics, in addition to the deductions al-
lowed In pmragraph (l) of this subsection,
unless otherwise allowed, amounts repaid
to policyholders on account of premiums
prervloumly paid by them, and interest paid
upon such amounts betwee the ascertain-
ment and the payment thereof;

(3) Mutual inuranc loIn pane other
than Iff c and marine.-In. the case of mu-
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tual insurance companies (including inter-
insurers and reciprocal underwriters, but
not including mutual life or mutual marine
Insurance companies) requiring their mem-
bers to make premium deposits to provide
for losses and expenses, the amount of pre-
mium deposits returned to their policyhold-
ers and the amount of premium deposits re-
tained for the payment of losses, expenses,
and reinsurance reserves.

ART. 207-1. Tax on mutual insurance
companies other than life.-All mutual
insurance companies other than life (in-
cluding foreign insurance companies car-
rying on an insurance business within
the United States) are subject to the
tax imposed by section 207 and the rate
of tax is 16Y percent. The tax is im-
posed upon the special class" net income
as defined in section 14. The net income
of mutual insurance companies differs
from the net income of other corpora-
tions.

Foreign insurance companies not car-
rying on an insurance business within
the United States are not taxable under
section 207 but are taxable as other for-
eign corporations. See section 231.

ART. 207-3. Gross income of mutual in-
surance companies other than liie.-The
gross income of mutual insurance com-
panies (other than life) consists of their
total revenue from the operation of the
business and of their income from all
other sources within the taxable year,
except as otherwise provided by the Act.
Gross income includes net premiums
(that is, gross premiums less returned
premiums on policies canceled and pre-
miums on policies not taken), invest-
ment income, profits from the sale of
assets, and all gains, profits, and income
reported to the State insurance depart-
ments except income specifically exempt
from tax. Premiums received by mutual
marine insurance companies which are
paid out for reinsurance should be elimi-
nated from gross income and the pay-
ments for reinsurance from disburse-
ments. Deposit premiums on perpetual
risks received and returned by mutual
fire insurance companies should be
treated in the same manner, as no re-
serve will be recognized covering liability
for such deposits. The earnings on such
deposits, including such portion, if any,
of the deposits as is not returned to the
policyholders upon cancellation of the
policies, must be included in the gross
income. A net decrease in reserve funds
required by law within the taxable year
must be included in the gross income to
the extent that such funds are released
to the general uses of the company and
increase its free assets. Any net de-
crease in reserves shall be added to the
gross Income, unless the company shall
show that such decrease resulted from
the application of reserves to the pur-
poses for which they were established.

ART. 207-3. Deductions allowed mutual
insurance companies other than life in-
surance companies.-Mutual insurance
companies (other than life insurance
companies) are entitled to the same de-
ductions from gross income as other cor-

porations, and also to the deduction of
the net addition required by law to be
made within the taxable year to reserve
funds and of the sums other than divi-
dends paid within the taxable year on
policy and annuity contracts. Mutual
insurance companies are not entitled to
the deductions allowed by section 204
(c), but (except in the case of life in-
surance companies) are entitled to the
deductions allowed by section 23. 'aid"
includes "accrued" or "incurred" (con-
strued according to the method of ac-
counting upon the basis of which the
net income is computed) during the tax-
able year, but does not include any es-
timate for losses incurred but not re-
ported during the taxable year.

ART. 207-4. Required addition to re-
serve funds of mutual insurance com-
panies (other than life) .- Mutual insur-
ance companies, othe" than life insur-
ance companies, may deduct from gross
income the net addition required by law
to be made within the taxable year to
reserve funds, including in the case of
assessment insurance companies the ac-
tual deposit of sums with State or Ter-
ritorial officers pursuant to law as addi-
tions to guarantee or reserve funds. Re-
serve funds "required by law" include
not only reserves required by express
statutory provisions but also reserves re-
quired by the rules and regulations of
State insurance departments when pro-
mulgated in the exercise of an appro-
priate power conferred by statute, but
do not include assets required to be held
for the ordinary running expenses of the
business, such as taxes, salaries, rein-
surance, and unpaid brokerage. Only
reserves commonly recognized as reserve
funds in insurance accounting are to be
taken into consideration in computing
the net addition to reserve funds re-
quired by law. In the case of a fire in-
surance company the only reserve fund
commonly recognized is the "unearned-
premium" fund. For a general defini-
tion of "reserve fund" see article 203
(a) (2)-1. Mutual hail and mutual cy-
clone insurance companies are entitled
to deduct from gross income the net ad-
dition which they are required to make
to the "guarantee surplus" fund or simi-
lax fund. In the case of foreign insur-
ance companies the deductions provided
for by section 207 shall be allowed to the
extent provided in Supplement I in the
case of a foreign corporation engaged
in trade or business within the United
States or having an office or place of
business therein.

ART. 207-5. Special deduction& allowed
mutual marine insurance companies.-
Mutual marine insurance companies
should include in gross income the gross
premiums collected and received by them
less amounts paid for reinsurance. They
may deduct from gross income amounts
repaid to policyholders on account of pre-
miums previously paid by them, together
with the interest actually paid upon such
amounts between the date of ascertain-

ment and the date of payment thereof,
The remainder of the premiums accord-
Ingly forms part of the net Income of the
company, except to the extent that It Is
subject to the deductions allowed
such Insurance companies and other
corporations.

ART. 207-6. Special deductions allowed
mutual insfurance companies (other than
life or marine) .- Mutual Insurance com-
panies (including Interinsurers and re-
ciprocal underwriters, but not Including
mutual life and mutual marine Insurance
companies), which require their mem-
bers to make premium deposits to provide
for losses and expenses, are allowed to
dedut from gross Income the aggregate
amount of premium deposits returned to
their policyholders or retained for the
payment of losses, expenses, and reinsur-
ance reserves. In determining the
amount of premium deposits retained by
a mutual fire or mutual casualty Insur-
ance company for the payment of losses,
expenses, and reinsurance reserves, It
will be presumed that losses and expenses
have been paid out of earnings and profits
other than premiums to the extent of
such earnings and profits. If, however,
any portion of such amount is applied
during the taxable year to the payment
of losses, expenses, or reinsurance re-
serves, for which a separate allowance is
taken, then such portion is not deduct-
ible; and if any portion of such amount
for which an allowance Is taken Is subse-
quently applied to the payment of ex-
penses, losses, or reinsurance reserves,
then such payment cannot be separately
deducted. The amount of premium de-
posits retained for the payment of ex-
penses 'and losses, and the amount of
such expenses and losses, may not both
be deducted. A company which Invests
part of the premium deposits so retained
by it In Interest-bearing securities may
nevertheless deduct such part, but not
the interest received on such securities,
A mutual fire Insurance company which
has a guaranty capital Is taxed like other
mutual fire insurance companies. A
stock fire Insurance company, operated
on the mutual plan to the extent of pay-
ing dividends to certain elasses of policy-
holders, may make a return on the same
basis as a mutual fire Insurance company
with respect to Its business conducted on
the mutual plan.

ART. 207-7. Returns of mutual insur-
ance companies (other than life) .- Mu-
tual Insurance companies other than life
(including foreign insurance companies
carrying on an Insurance business within
the United States) are required to fleo
returns of Income. The return shall be
on Form 1120. As an aid in auditing
the returns, wherever possible a copy of
the report to the State insurance depart-
ment should be submitted with the re-
turn. Otherwise a copy of Schedule D,
parts 1, 3, and 4, of the report should be
attached to the return, showing the Fed-
eral, State, and municipal obligations
from which the Interest omitted from

HeinOnline -- 4 Fed. Reg. 768 1939



FEDERAL REGISTER, Saturday, February 11, 1939

gross income was derived, and a copy of
the complete report should be furnished
as soon as ready for filing. All pro-
visions of the Act and these regulations
not inconsistent with the specific pro-
visions of section 207 are applicable to
the assessment and collection of the tax
imposed by section 207, and mutual in-
surance companies are subject to the
same penalties as are provided in the
case of returns and payment of income
tax by other corporations.

CHAPTER XMv
Nonresident Aliens

Supplement H-Nonresident Alien
Individuals

S=c. 211 Tax on nonresident alien individ-
uals-(a) No United States business or
office-(1 General rule.-There shall bei
levied, collected, and paid for each taxable
year, in lieu of the tax imposed by sections
11 and 12, upon the amount received, by
every nonresident alien individual not en-
gaged in trade or business within the United
States and not having an office or place of
business therein, from sources within the
United States as interest (except interest on
deposits with persons carrying on the bank-
ing business), dividends, rents, salaries,
wages, premiums, annuities, compensations,
remunerations, emoluments, or other fixed
or determinable annual or periodical gains,
profits, and income, a tax of 10 per centum
of such amount, except that such rate shall
be reduced, in the case of a resident of a
contiguous country, to such rate (not less
than 5 per centum) as may be, provided by
treaty with such country. For inclusion In
computation of tax of amount specified in
shareholder's consent, see section 28.

(2) Aggregate more than $21,600.-The
tax imposed by paragraph (1) shall not apply
to any individual if the aggregate amount
received during the taxable year from the
sources therein specified is more than $21,600.

(3) Residents of contiguous countre-
Despite the provisions of paragraph (2), the
provisions of paragraph (1) shall apply to a
resident of a contiguous country so long as
there is in effect a treaty with such country
(ratified prior to August 26, 1937) under
which the rate of tax under section 211 (a)
of the Revenue Act of 1936, prior to its
amendment by section 501 (a) of the Reve-
nue Act of 1937, was reduced.

(b) United States -business or offlce.-A
nonresident alien individual engaged In
trade or business in the United States or
having an office or place of business therein
shall be taxable without regard to the pro-
visions of subsection (a). As used in this
section, section 119, section 143, section 144,
and section 231, the phrase "engaged in
trade or business within the United States"
includes the performance of personal serv-
ices within the United States at any time
within the taxable year, but does not Include
the performance of personal services for a
nonresident alien Individual, foreign part-
nership, or foreign corporation, not engaged
in trade or business within the United States,

-by a nonresident alien individual tempo-
rarily present ii the United States for a pe-
riod or periods not exceeding atotal of ninety
days during- the taxable -year and whose
compensation for such services does not ex-
ceed in the aggregate $3,000. Such phrase
does not include the effecting of transac-
tions in the United States in stocks, securi-
ties, or commodities through a resident
broker, commission agent, or custodian.

(a) No United States business or office
and gross income of more than $21,600.-A
nonresident alien individual not engaged in
trade or business within the United States
and not having an office or place of business
therein who has a gross income for any tax-
able year of more than $21,600 from the

sources specified In subsection (a) (1). chall
be taxable without regard to the pro-Uzon
of subsection (a) (1), except that-

(1) The gross Income shall Include only
ncome from the sources specifled in sub:ec-

tion (a) (1);
(2) The deductions (other than the co-

called "charitable deduction" provided in
section 213 (c)) shall be allowed only If and
to the extent that they are properly alloca-
ble to the gross Income from the courc._
specified In subsection (a) (1);

(3) The aggregate of the normal tax and
murtax under sections 11 and 12 shall, in
no case, be less than 10 per centum of the
gross ncome from the sources -pecifled In
subsection (a) (1); and

(4) This subsection shall not apply to a
resident of a contiguous country so long ea
there is In effect a treaty with -uch country
(ratified prior to August 20, 1937) under
which the rate of tax under section 211 (a)
of the Revenue Act of 1936, prior to it,
amendment by section 501 (a) of the Reve-
nue Act of 1937, was reduced.

ART. 211-1. Taxation of ali= fn gen-
eral-For the purposes of the Act alien
individuals are divided generally Into two
classes, namely, resident aliens and non-
resident aliens. Resident aliens are in
general taxable the same as citizens of
the United States, that is, a resident alien
is taxable on income derived from all
sources including sources without the
United States. Nonresident aliens are
taxable only on income from sources
within the United States. For classifica-
tion of nonresident aliens, see article
211-7.
ART. 211-2. Definition.-A "nonresi-

dent alien individual" means an individ-
ual-

(a) Whose residence .is not within the
United States; and

(b) Who is not a citizen of the United
States. -

The term includes a nonresident allen
fiduciary.

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 ta-.
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 sul-
cient to constitute him a transient. If
he lives in the United States and has no
definite intention as to his stay, he is a-
resident. One who comes to the United
States for a definite purpose which in Its
nature may be promptly accomplished
is a transient; but if his purpose is of
such a nature that an extended stay may
be necessary for Its accomplishment, and
to that end the alien makes his home
temporarily In the United States, he be-
comes a resident, though It may be his
intention at all times to return to his
domicile abroad when the purpose for
which he came has been consummated
or abondoned. An alien whore 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 article, In the ab=2nce
!of exceptional circumstances.

AnT. 211-3. Alen ceamen, when to be
regarded as r-dents.-In order to de-
termine whether an alien seaman is a
resident within the meaning of the in-
come tax law, It Is necessary to decide
whether the presumption of nonresidence
Is overcome by facts showing that he has
established a residence In the United
States. Rezidence may be established
on a vezel 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 n for-
eign trade Is not sufficient to establish
residence in the United States, even
though the vessel while carrying on for-
eign trade, touches at American ports.
An alien seaman-may acquire an actual
residence In the United States within
the rules laid down In article 211-4, al-
though the nature of his calling requires
him to be absent- for a long period from
the place where his residence is estab-
lished. An alien seaman may acquire
such a residence at a sailors' boardin-
house or hotel, but such a claim should
be carefully scrutinized In order to make
sure that such residence is bona fide.
The filing of Form 1078 or taking out
first citizenship papers is proof of resi-
dence 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 payable unless the alien who Is
entering the country is merely in transit
through the country.

ART. 211-4. Proof of reddence of
aln.--The following rules of evidence
shall govern in determining whether or
not an alien within the United States
has acquired residence therein within
the meaning of the Act. An alien, by
reason of his alienage, is presumed to be
a nonresident alien. Such presumption
may be overcome-

(1) In the case of an alien who pre-
sents himself for determination of tax
liability prior to departure for his native
country, by (a) proof that the alien, at
least di 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, (b) proof that the alien, at
least sin months prior to the date he so
precents himself, has filed Form 1078 or
its equivalent, or (c) proof of acts and
statements of the alien showing a definite
intention to acquire residence in the
United States or showing that his stay In
the United States has ben of such an
extended nature as to' constitute him a
resident;

(2) In other cases by (a) proof that
the alien has filed a declaration of his
intention to become a citizen of the
United States under the naturalization
law,, (b) proof that the alien has filed
Form 1078 or its equivalent, or (c) proof
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of acts and statements of an alien show- of business I
Ing a definite intention to acquire resi- the taxable y
dence in the United States or showing able year mo
that his stay in the United States has of fixed or d
been of such an extended nature as to odical incomconstitute him a resident. United State!

In any case in which an alien seeks individuals

to overcome the presumption of non- taxable year

residence under (1) (c) or (2) (c), if the business in t

internal-revenue officer who examines office or plac

the alien is in doubt as to the facts, such (a) No U7
officer may, to assist him in determining fce--Genera
the facts, require an affidavit or affida- individual w
vits setting forth the facts relied upon, the precedin
executed by some credible person or per- tax upon t:
sons, other than the alien and members sources withi
of his family, who have known the alien mined undei
at least six months prior to the date of 119, which I
execution of the affidavit or affidavits. nual or peric

ART. 211-5. Loss of residence by come. Fort
alien.-An alien who has acquired resi- (a), the terr
dence in the United States retains his "gross incon
status as a resident until he abandons or determine
the same and actually departs from the come are en
United States. An intention to change terest (excel
his residence does not change his status persons carr
as alresident alien to that of a nonresi- ness), divide
dent alien. Thus an alien who has ac- premiums, a
quired a residence in the United States munerations,
Is taxable as a resident for the remainder fixed or dete
bf his stay in the United States. cal gains, p

ART. 211-6. Duty of employer -to de- subject to
termine status of alien employee.-If royalties. A
wages are paid to aliens without with- fixed or dete
holding the tax, except as.permitted in cal income, s
article 143-3, in the case of a resident of of fixed or d
Canada or Mexico, the employer should odical incoir
be prepared to prove the status of the United Stat
alien as provided in the foregoing arti- France resi
cles. An employer may rely upon the emPt from
evidence of residence afforded by the under the pi
fact that an alien has filed Form 1078, tion betwee
or an equivalent certificate of the alien France signe
establishing residefice. An employer tive January
need not secure Form 1078 from the alien Appendix to
If he Is satisfied that the alien is a resi- scribed in ar
dent alien. An employer who seeks to The fixed
account for failure to withhold in the periodical ir
past, if he had not at the time secured the United S
Form 1078 or its equivalent, is permitted individual n
to prove the former status of the alien ness within
by any competent evidence. The writ- having an
ten statement of the alien employee may therein at a
ordinarily be relied upon by the employer year and di
as proof that the alien is a resident of not more tt
the United States. fixed or dete

ART. 211-7. Taxation of nonresident cal income
alien individuals.-For the purposes- of United Stats
this article and articles 212-1, 213-1, 10 percent,
214-1, and 217-2, nonresident alien indi- be reduced,
viduals are divided into three classes: a contiguous
(1) nonresident alien individuals not en- less than 5 P
gaged in trade or business within the by treaty wi
United States and not having an office article 212-1
or place of business therein at any time tax conven
during the taxable year and deriving in States and C
the taxable yea& not more than $21,600 1936, and eil
gross amount of fixed or determinable tax at the
annual or periodical income from sources by section 2:
within the United States; (2) nonresi- cent in the
dent alien individuals not engaged in individual w.
trade or business within the United (See page 66
States and not having an office or place regulations.)

;herein at any time during
ear and deriving in the tax-
*e than $21,600 gross amount
eterminable annual or per-
e from sources within the
; and (3) nonresident alien

iho at any time during the
are engaged in trade or

he United States or have an
e of business therein.

tited States business or of-
I rule.-A nonresident alien
thin crass (1) referred to in
g paragraph is liable to the
lhe amount received from
in the United States, deter-

the provisions of section
fixed or determinable an-

idical gains, profits, and in-
the purposes of section 211
a "amount received" means
re." Specific items of fixed
ble annual or periodical in-
umerated in the Act as in-
t.interest on deposits with

ying on the banking busi-
ends, rents, salaries, wages,
nnuities; compensation, re-
and emoluments, but other

rminable annual or periodi-
rofits, and income are also
the tax, as, for instance,
,s to the determination of
rrminable annual or periodi-
;ee article 143-2 .-The items
eterminable annual or peri-
ie from sources within the
is received by a citizen of
Ing in Franca which are ex-
Federal income taxation

-ovisions of the tax conven-
n the United States and
.d April 27, 1932, and effec-
1, 1936 (see page 680 of the
these regulations), are de-

ticle 143-3.
or determinable annual or
acome from sources within
tates of a nonresident alien
t engaged in trade or busi-
the United States and not
office or place of business
ny time during the taxable
riving In the taxable year
an $21,600 gross amount of
rminable annual or perlodi-
from sources within the

a, is taxable at the rate of
except that such rate stroll
in the case of a resident of

country, to such rate (not
.ercent) as may be provided
th such country. (See also
.) Under the terms of the
tion between the United
5anada, signed December 30,
lective January 1, 1936, the
rate of 10 percent imposed
11 (a) is reduced to 5 per-
case of , nonresident alien
ho is a resident of Canada.
;8 of the Appendix to these

(b) No United States business or
office.-Aggregate more than $21,600.-
A nonresident alien individual within
class (2) referred to In the first para-
graph of this article Is, under the pro-
visions of section 211 (), subject to
tax only upon his fixed or determinabla
annual or periddical Income specified In
section 211 (a) determined under the
provisions of section 119, minus (1) the
deductions properly allocable to such in-
come and (2) the so-called "charitable
contributions" deduction provided in sec-
tion 213 (c). Such nonresident alien Is
entitled to the credits against net In-
come allowable to an Individual by sec-
tion 25, subject to the limitations pro-
vided in section 214. However, the tax
thus computed under sections 11 and 12
shall in no such case be less than 10
percent of the gross amount of such
fixed or determinable annual or periodi-
cal Income from sources within the
United States. Nonresident alien Indi-
viduals, residents of Canada, are not
affected by the provisions of section 211
(c) or of this paragraph but are (under
the terms of the tax convention between
the United States and Canada) subject
to tax under the provisions of section
211 (a) and the special provisions of
paragraph (a) of this article relating to
such aliens.

(c) United States business or office.-
A nonresident alien individual within
class (3), referred to In the first para-
graph of this article, Is not taxable at
the rate of 10 percent 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 allen 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 In-
dividual by section 25, is subject to the
normal tax of 4 percent Imposed by
section 11 and the graduated surtax
imposed by section 12 (b).

As used in sections 211, 119, 143, 144,
and 231, the phrase "engaged in trade or
business within the United States" In-
cludes the performance of personal serv-
ices within the United States at any time
within the taxable year but does not in-
clude the performance of personal serv-
ices for a nonresident alien individual,
foreign partnership, or foreign corpora-
tion 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 (including hedging transac-
tions) through a resident broker, com-
mission agent, or custodian. (See also
article 212-1.)
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Whether a nonresident alien has an
"office or place of business" within the
United States depends upon the facts in
a particular case. The term "office or
place of business," however, implies a
place for the regular transaction of busf-
ness and does not include a place where
casual or incidental transactions might
be, or are, effected.

Neither the beneficiary nor the grantor
of a trust, whether revocable or irrev-
ocable, is deemed to be engaged in trade
or business in the United States or to
have an office or place of business there-
in, merely because the trustee is engaged
in trade or business in the United States
or has an office or place of business
therein.

Sac. 212. Gross =income.-(a) General rure.-
In the case of a nonresident alien indilvidual
gross Income includes only the gross income
from sources within the United States.

(b) ShiPs under foreign flag.-The ncome
-of a nonresident alien individual which con-
sists exclusively of earnings derived from the
operation of a ship or ships documented un-
der the laws of a foreign country which grants

- an equivalent exemption to citizens of the
United States and to corporations organized
In the United States shall not be included
in gross income and shall be exempt from
taxation under this title.

ART. 212-1. Gross income of nonresi-
dent individuas.-In general, in the case
of nonresident alien individuals "gross
income" means only the gross income
from sources within the United States,
determined under the provisions of sec-
tion 119. (See articles 119-1 to 119-14.)
• The items of gross income from sources
without the United States and therefore
not taxable to nonresident aliens are de-
scribed in section 119 (c). As to who
are nonresident alien individuals see
articles 211-2 to 211-6.

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 re-
ceipt and prior to the close of the taxable
year.

(a) No United States business or of-
ftce.-The gross income of a nonresident
alien individual not engaged in trade or
business within the United States and
not having an office or.place of business
therein at any time during the taxable
year, whether such alien comes within
section 211 (a) or section 211 (c), is
gross income from sources within the
United States consisting of fixed or de-
terminable 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 commodities (includ-
ing hedging transactions) through a res-
ident broker, commission agent, or cus-
todian, or profits derived from the sale

within the United States of peronal
property or real property located therein.

(b) United States business or office.-
The gross income of a nonresident allen,
individual who at any time within the
taxable year vias engaged in trade or
business within the United States or had
an office or place of busines therein Is
not limited to the items of gross income
specified in section 211 (a), but Includes
any item of gross income which is treated
as income from sources within the United
States, except those items which are 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).)

In general, any nonr-Ident alien In-
dividual who performs personal services
within the United States Is considered 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 of 4 percent
and the surtax. However, the phrase
"engaged in trade or business within the
United States" does not apply to the per-
sonal services performed within the
United States for a nonresident alien in-
dividual, foreign partnerhip, 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 nqt
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 employees of foreign govern-
ments see section 116 (h).

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 does not bring
a nonresident alien individual within the
class of nonresident alien individuals en-
gaged in trade or business within the
United States, but if a nonresident alien
individual by reason of rendering per-
sonal services in the United States, or for
other reasons, is classed as a nonreident
alien individual engaged in trade or busi-
ness within the United States or having
-an office or place of business therein,
he is taxable upon all income from
sources within the United States, includ-
ing profits derived from the effecting of
such transactions. Such a nonresident
alien individual is required to include in
gross income capital gains, gains from
hedging transactions, and profits derived
from the sale within the United States of
personal property, or of real property
located therein.

AaT. 212-2. Exclt;sion of earnings of
foreign 37zips f=o gross income.--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, or had
an office or place of business therein as
consists of earnings derived from the op-
eration of a ship or ships documented
under the laws of a foreign country which
grants an equivalent exemption to citi-
zens of the United States nonresident in
such foreign country and to corpoa-
tions organized in the United States, shall
not be included in gross income. For-
eign countries which either impose no
income tax, or, in Impo3ing such tax, ex-
empt from taxation so much of the in-
come of a citizen of the United States
nonre.Ident in such forelg 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
State: are considered as granting an
equivalent exemption within the meaning
of this article.

A nonresident alien individual not en-
gaged In trade or business within the
United States and not having an office or
place of business therein 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 de-
rived from the operation of a ship or
ships, whether or not the foreign country
under the laws of which such ships are
documented meets the equivalent ex-
emption requirements of the statute.

S=_. 213. Dcducffa=-(a) General rul.e-
In the cse of a nonresident alien individ-
ul the deduction, sha1 be allowed only If
and to th extent that they are connected
with Income from Esurca within the United
States; and the proper appartionment and
allcmation of the deductions with rezect to
rzurcea of ncome within and rthout the
United Statcs rhall be determined as po-
vided in csctlon 119, under rules- and regula-
tlions pre:Iibed by the Commi -sioner with
the approval of the S:cretary.

(b) oLse.-(1) The deduction, for lozzes
not connc4ted with the trade or businws if
incurred in transact!on3 entered Into for
profit, allowed by section 23 (e) (2) rball be
allowcd whether or not connected with in-
Come from our within the United States,
but only if the profit, If such transaction had
resulted in a profit, would be taxable undwr
this title.
. (2) The deduction for loss- of property
not connected with the trade or busi"s-u if
arizing from certain casualti s or theft, al-
lowved by sectlon 23 (e) (3), sball be allowed
whether or not connected with income from
rources within the United States, but only if
the lCs is of property within the United
States.

() Charitable, ctc, ccntrlbtforn2 -Te
so-called "charitable contribution" deduc-
tion allowed by mction 23 (o) shall be allow d
whether or not connected with Income from
sourcs within the United States, but only as
to contributlons or Gifts made to domestic
corporations, or to community chests, funds,
or foundatons. created in the United States,
or to the vccational rehabilitation fund.

AnT. 213-1. Deductions allowed non-
resident alien individuals-(a) N'o
United States business or office.-(1)
General rule.-In general, a nonresident
allen Individual not engaged in trade or
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business within the United States and not
having an office or place of business
therein 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 $21,600.-A
n6nresident alien individual (other than
a resident of Canada) not'engaged in
trade or business within the United
States and not havinfg an office or place
of business therein at any time during the
taxable year but deriving for such year
more than $21,600 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 con-
tributions or gifts made within the tax-
able year whether or not connected with
income from sources within the United
States but only if made to domestic cor-
porations or to community chests, funds,
or foundations created in the United
States of the type specified in section
23 (o), or to the vocational rehabilitation
fund, subject to the limitations provided
in section 23 (o).

(b) United States business or oflce.-
In the case of a nonresident alien indi-
vidual who at any time within the tax-
able year was engaged in trade or busi-
ness within the United States or had an
office or place of business therein the de-
ductions allowed by section 23 for busi-
ness expenses, interest, taxes, losses in
trade, bad debts, depreciation, and de-
pletion are allowed only if and to the ex-
tent that they-are connected with income
from sources within the United States.
(See also section 215.) In the case of

\ such taxpayers, however, (1) losses sus-
tained during the taxable year and not
compensated for by insurance or other-
wise, if Incurred in any transaction en-
tered Into for profit, although not con-
nected with the trade or business, are
(if otherwise allowable) deductible only if
and to the extent that the jirofit, if such
transaction had resulted in a profit,
would have been taxable as income from
sources within the United States; - (2)
losses sustained during the taxable year
,of property not connected with the trade
or business if arising from fires, storms,
shipwreck, or other casualty, or from
theft, and if not compensated for by in-
surance or otherwise, are deductible only
if the property was located within the
United States; and (3) contributions or
gifts made within the taxable year are
deductible, only if made to domestic cor-
porations or to community chests, funds,
or foundations, created in the United
States, of the type specified in section
23 (o), or to the vocational rehabilitation
fund, subject to the limitation provided
In section 23 (o).

Losses embraced under clause (2) of
the preceding pargraph 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 in-
come apportioned to sources within the
United States under the provisions of
article 119-12. Losses embraced under
clause (1) are deductible in. full (as pro-
vided in article 119-10 or article 119-11)
when the profit from the transaction, if
it had resulted in a profit,.would have
been taxable in full as income from
sources within the United States, but
should be deducted under the provisidns
of article 119-12 when the profit from
the transaction, if it had resulted in
profit, would have been taxable only in
part.

SEc. 214. Credits against net incom.
In the case of a nonresident alien indi-

vidual the personal exemption allowed by
section 25 (b) (1) of this title shall be only
$1,000. The credit for dependents allowed by
section 25 (b) (2) shall not be allowed in
the case of a nonresident alien individual
unless he is a resident of a contiguous
country.

ART. 214-1. Credits to nonresident alien
individuals.-(a) No United States busi-
itess or ofce.-(1) General rule-In gen-
eral,, a nonresident alien individual not
engaged in trade or business in the
United States and not having an office or
place of business therein at any time dur-
ing the'taxable year is not allowed any
credits under section 25, the tax being
imposed upon the amdunt of gross income
received.

(2) Aggregate more than $21,600.-In
the case of a nonresident alien individual
(other than a resident of Canada) not
engaged in trade or business within the
United States and not having an office
or place of business therein at any time
during the taxable year and deriving in
such year gross amount of fixed or de-
terminable annual or periodical Income
from sources within the United States of
more than $21,600, the credits allowed are
those applicable in the case of nonresi-
dent alien individuals engaged in trade or
business within the United States or hav-
ing an office or place of business therein.

(b) United States business or office.-
In the case of a nonresident alien indi-
vidual who at any time within the tax-
able year was engaged in trade or busi-
ness within the United States or had an
office or place of business therein, the
personal exemption allowed as a credit
against net income by section 25 (b) (1)
shall be $1,000, whether such allen Is a
single person, a married person living
with husband or wife, or the head of a
family. The credit for dependents pro-
vided by section 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 or had an office or place of
business therein only if they are resi-
dents of Canada or Mexico. If the status
of the taxpayer as to dependents changes
during the taxable year, the credit for
dependents shall be determined as pro-
vided in artible 25-7.

Sm. 215. AUowance of deductions and
credits.-(a) Return to contain informa-

tion-A nonresident alien individual ahall
receive the benefit of the deductions and
credits allowed to him In this titlo only by
filing or causing to be filed with the colleotor
a true and accurate return of his total incoma
received from all sources In the United States,
In the manner prescribed In this title: ln
eluding therein all the information which the
Commissioner may deem necessary for the
calculation of such deductions and credits,

(b) Tax 2ithheld at sourcc--Tho benefit
of the personal exemption and credit for de-
pendents may, in the discretion of the Com-
missioner and under regulations prescribed by
him with the approval of the Secretary, be
received by a nonresident alien individual
entitled thereto, by filing a claim therefor
with the withholding agent.

ART. 215-1. Allowance of deductions
and credits to nonresident alien individ-
uals-(a) No United States business or
office-(1) General rule.-In general, a
nonresident alien individual not engaged
in trade or business within the United
States and not having an office or place
of business therein at any time during
the taxable year Is not entitled to any
allowance of deductions or credits even
though he may file a return of income.

(2) Aggregate more than $21,600.-
Unless a nonresident alien Individual
(other than a resident of Canada) not
engaged in trade or business within the
United States and not having an office
or place of business therein at any time
during the taxable year and having, for
such year from sources within the
United States, fixed or determinable an-
nual or periodical income in a gross
amount of more than $21,600, shall file
or cause to be fed with the collector
a true and accurate return of his total
fixed or determinable annual or periodi-
cal income from sources within the
United States as required by paragraph
(a) (2) of article 217-2, the tax shall
be collected on the basis of gross amount
of such fixed or determinable annual or
periodical income. Where such nonresi-
dent allen has various sources of fixed
or determinable annual or periodical in.
come 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 $21,600 and a return of in-
come Is not filed by him or on his be-
half, the Commissioner will cause a re-
turn of income to be made and include
therein the fixed or determinable an-
nual or periodical Income from all
sources within the United States con-
cerning- which he has information with-
out allowance for deductions and cred-
its, and will assess the tax and collect
it from one or more of the sources of
income within the United States. Such
nonresident allen shall make or have
made a full and accurate return on
Form 1040 NB-a of all his fixed or de-
terminable annual or periodical Income
from sources within the United States.
As to the duty of the representative or
agent of such allen to file the return
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and pay the tax, see paragraph (b) of
article 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 or office. -
Unless a nonresident alien individual who
at any time within the taxable year was
engaged in trade or business within the
United States or had an office or place
of business therein shall file, or cause
to be filed, with the collector, a true
and accurate return of his total income
from sources within the United States,
as required by paragraph (b) of article
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 various 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 sourcesof in-
come of such nonresident alien within
the United States.

Sm. 216. Credits against tax-A nonresi-
dent alien individual shall not be allowed
the credits against the tax for taxes of for-
eign countries and possessions of the United
States allowed by section 131.

SEc. 217. Returns_(a) Requirement .- 1n
the case of a nonresident alien individual
the return, in lieu of the- time prescribed
in section 53 (a) (1), shall be made on or
before the fifteenth day of the sixth month
following the close of the fiscal year, or, If
the return is made on the basis of the cal-
endar year, then on or before the fifteenth
day of June.

(b) Exemption from requirement.-Sub-
ject to such conditions, limitations, and ex-
ceptions and under such regulations as may
be prescribed by the Commissioner, with the
approval of the Secretary, nonresident alien
ndividuals subject to the tax imposed by
section 211 (a) may be exempted from the
requirement of filing returns of such tax.

AnT. 217-1. Time and Place for filing
returns of nonresident alien individ-
uals.-The return in the case of a non-
resident alien individual must be made
on or before the 15th day of the sixth
month following the close of the fiscal
year or on or before the 15th day of
June, if on the basis of the calendar
year. The return must be filed with
the collector of internal revenue for the
district in which the nonresident alien
individual has his principal 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 Baltimore, Md.
For failure to make and file return within
the time prescribed see section 291. For
cases in which no return is required see
paragraph (a) of article 217-2.
ART. 217-2. Return of ineom-(a)

No United States business or office-
(1) General rule.-If the tax liability of

a nonresident alien individual, not en-
gaged in trade or business within the
United States and not having any office
or place of business therein 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 and not having
an office or place of business therein at
any time during the taxable year shall
make or have made a return on Form
1040NB with respect to that portion of
his incore received from sources within
the United States consisting of interest
on so-called tax-free covenant bands on
which a tax of only 2 percent was with-
'held at the source, and with- respect to
any other fixed or determinable annual
or periodical income upon which the tax
was not fully satisfied at the source, in-
cluding dividends received from a foreign
corporation which are treated as income
from sources within the United States
under section 119 (a) (2) 03), and shall
pay the balance of the tax shown to be
due.

(2) Aggregate more tlfMn $21,600.-A
nonresident alien individual (other than
a resident of Canada) not engaged In
trade or business within the United
States and not having an office or place
of business therein at any time during
the taxable year deriving in such year
more than $21,600 gross amount of fixed
or determinable annual or periodical In-
come from sources within the United
States, shall make or have made a full
and accurate return on Form 1040 NB-a
of all his fixed or determinable annual
or periodical 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, comml on agent, or
custodian, or profits derived from the
sale within the United States of per-
sonal property or real property located
therein. As to the duty of the repre-
sentative or agent of such alien to file
the return and pay the ta-%, see para-
graph (b) of this article, which Is here-
by made equally applicable in the case
of a nonresident alien coming within
the provisions of this paragraph.

(b) United States business or office.-
If a nonresident alien individual at any
time within the taxable year is engaged
in trade or business within the United
States or has an office or place of busi-
ness therein 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 re-
turn will not be required, however, in
the case of such a nonresident alien in-
dividual, a resident of Canada or Mex-
ico, whose sole income from sources
within the United States consists of
compensation for personal services and
does not exceed $1,000 during the tax-
able year.

The responible reprezentative or agent
within the United States of a nonresi-
dent allen individual who at any time
within the taxable year was engaged in
trade or business within the United
States or had an oflice or place of buzi-
nezs therein, shall make in behalf of
his nonresident allen principal, a return
of, and sll pay the tax on, all income
from sources within the United States
coming within his control as representa-
tive or agent. The agency appointment
will determine how completely the agent
is substituted for the principal for tax
purposes. See article 51-2. Any person
who collects interest or dividends on de-
posited securities of such a nonresident
allen, execute ownership certificates in
connection therewith and sells such se-
curities under special instructions shall
not be deemed merely by reason of.such
acts to be the responsible representative
or agent of the nonresident allen.
Where upon filing a return of income it
appear that such a nonresident alien is
not iable for tax, but nevertheless a tax
shall have been withheld at the source,
in order to obtain a refund on the basis
ofethe showing made by the return there
should be attached to It a statement
showing accurately the amounts of tax
withheld, with the names and post-
office addresses of all withholding agents.
(See article 143-4.)

Szc. 218. Payment of ta,--(a) Time of
paymincnt.-n the cace of a nonresident alien
individual the total amount of tax imposed
by this title shall be paid, In lieu of the
time prescribed in cection 56 (a), on the
fifteenth day of June following the close
of the calendar year, or, If the return should
be made on the bas"- of a fLscal year, then
on the fifteenth day of the sixth month fol-
lowing the clcre- of the fiscal year.

(b) Withh!ding at src.-For vlthhold-
ng at csurce of tax on Incom2 of nonresi-

dent ollewn, ree sect on 143.
AnT. 281-1. Date on which tax shall be

paid by nonresident alien individual.-
In the case of a nonresident alien indi-
vidual the tax is to be paid on or before
the 15th day of June followin-g the clos
of the calendar year, or, where the re-
turn Is made on the basis of a fiscal
year, on or before the 15th day of the
sixth month following the close of the
fical year. As to payment of the tax
in installments, see article 56-1.
Szc. 219. Part e hi p--For tha purpoz

of this title, a nonrcsldent alien tadivldual
chall b2 conmsd=red as bMng ongaged in a
trade or business- rthin the United States
If the partnerhip of whicha he Is a me-mber
i, o cn.a.-d and as having an oMce or
place of busines within the United States
If the p rtne bip of which he I- a m mber
ba cuch an oMc. or place of business.

AnT. 219-1. Partrership3 .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 depend on the status of the part-
nership. A nonresident alien individual
who Is a member of a partnership which
Is not engaged in trade or business
within the United States and has no
office or place of business therein Is sub-
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ject to the provisions of section 211 (a)
or 211 (c), as the case mayr be, depend-
ing on whether in the taxable year he
derives fixed or determinable annual or
periodical income from sources within
the United States of more than $21,600,
if he is not otherwise engaged in trade
or business within the United States and
has no office or place of business therein.
A nonresident alien individual who is a
member of a partnership which at any
time within the taxable year is engaged
in trade or business within the United
States or has an office or place of busi-
ness therein is considered as being en-
gaged in trade or business within' the
United States or as having an office or
place of business therein and is there-
fore taxable under section 211 (b). For
definition of what the term "partner-
ship" includes see section 901 (a) (3).
The-test of whether a partnership is en-
gaged In trade or business within the
United States, or has an office or place
of business therein, is the same as in the
case of a nonresident alien individual.
(See article 211-7.)

CHAPTER XXVII

Foreign Corporations
Supplement I-Foreign Corporations
SEC, 231. Tax on foreign corporations.-

(a) Nonresident corporations-There shall
be levied, collected, and paid for each tax-
able year, in lieu of the tax Imposed by sec-
tions 13 9nd 14, upon the amount received
by every foreign corporation not engaged
in trade or business within the United States
and not having an office or place of business
therein, from sources within the United
States as interest (except interest on de-
posits with persons carrying on the banking
business), dividends, rents, salaries, wages,
premiums, annuities, compensations, remu-
nerations, emoluments, or other fixed or de-
terminable annual or periodical gains, profits,
and income, a tax of 15 per centum of such
amount, except that in the case of dividends
the rate shall be 10 per centum, and except
that in the case of corporations organized
under the laws of a contiguous country
such rate of 10 per centum with respect to
dividends shall be reduced to such rate (not
less than 5 per centum) as may be pro-
vided by treaty with such country. 'For in-
clusion in computation of tax of amount
specified in shareholder's consent, see sec-
tion 28.

(b) Ridesnt corporationa-A foreign cor-
poration engaged in trade or business within
the United States or having an office or
place of business therein shall be taxable
as provided in section 14 (e) (1).

(a) Gross income-In the case of a for-
eign corporation gross income includes only
the gross income from sources within the
United States.

(d) Ships under foreign fia.-The income
of a foreign corporation, which consists ex-
clusively of earnings derived from the op-
eration of a ship or ships documented under
the laws of a foreign country which grants
an equivalent exemption to citizens of .the
United States and to corporations organ-
ized in the United States, shall not be in-
cluded in gross income and shall be exempt
from taxation under this title.

ART. 231-1. Taxation of foreign corpo-
Tations.-For the purposes of this article
and articles 231-2, 232-1, 235-1, 235-2,
and 236-1, foreign corporations are di-
vided into two classes: (a) foreign cor-
porations not engaged in trade or busi-
ness within the United States and not

having an office or place of business
therein at any time within the taxable
year, referred to in the regulations as
nonresident foreign corporations (see
article 901-8); and (b) foreign corpora-
tions which at any time within the tax-
able year are engaged in trade or busi-
ness within the United States or have an
office or place of business therein, re-
ferred to in the regulations as resident
foreign corporations (see article.901-8).

(a) Non-resident foreign corpora-
tions.-A nonresident foreign corpora-
tion is liable to the tax upon tle amount
received 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 23A (a), the term "amount re-
ceived" means "gross income." Specific
items of fixed or determinable annual or
periodical income are enumerated in the
Act as interest (except interest on de-
posits with persons carrying on the
banking business), dividends, rents,
salaries, wages, premiums, annuities,
compensations; remunerations, emolu-
ments, 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 defini-
tion of fixed or determinable annual or
periodical income see article 143-2. The
items of fixed or determinable annual or
periodical income from sources within
the United States received by a corpora-
tion organized under the laws of France,
which are exempt from Federal income
tax under the provisions of the conven-
tion and protocol between the United
States and France signed April 27, 1932,
and effective January 1, 1936, are de-
scribed in article 143-3.

The fixed or determinable. annual or
periodical income from sources within
the United States, including royalties,
but excluding dividends, of a nonresident
foreign corporation Is taxable at the rate
of 15 percent. Dividends which are,
treated as income from sources within
the United States are taxable at the rate
of 10 percent, except that in the case of
a nonresident foreign corporation or-
ganized under the laws of a contiguous
country, such rate of 10 percent shall be
reduced to such rate (not less than 5
percent) as may be provided by treaty
with such country.

(b) Resident foreign corporations.-
A resident foreign corporation is not
taxable at the rate of 15 percent upon
the items of fixed or determinable an-
nual or periodical income enumerated
in section 231 (a). A resident foreign
corporation is liable to a tax of 19 per-
cent upon its special class net income,
that is, its net income from sources with-
in the United States (gross income from
sources within the United States minus
the statutory deductions provided in
sections 23 and 232) less the credits
allowed against net income by section
26 (a) and (b). (See section 14 (a).)

As used in section 231, section 119, sec-
tion 143, section 144, and section 211, 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 in-
clude 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.

Whether a foreign corporation has an
"office or place of business" within the
United States depends upon the facts In
a particular case. The term "officeo or
place of business," however, implies a
place for the regular transaction of busi-
ness and does not Include a place where
casual or incidental transactions might
be, or are, effected.

ART. -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 car-
rying on an insurance' business within
the United States (see section 204 (a)
(3)) and a mutual insurance company
other than life not carrying on an insur-
ance business within the United States
(see section 207 (a)), the term "gross
income" means gross income from
sources within the United States as do.
fined and described in section 119. (See
articles 119- to 119-14.) The Items of
gross Income from sources without the
United States and therefore not taxable
to foreign corporations are described In
section 119 (c). As to the definition of
a foreign corporation see sectiOn 001 (a)
(2) and (5). As to foreign life insurance
companies, see article 201 (N)-2. As to
foreign corporations formed or availed of
to avoid surtax see article 102-4. As to
personal holding companies organized
under the laws of foreign countries, see
article 406-1. As to foreign personal
holding companies, see Chapter NXXIV,

(a) Nonresident foreign corpora-
tions.-A nonresident foreign corpora-
tion is taxable 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 transac-
tions in the United States in stocks, so-
curities, or commodities (including
hedging transactions) through a resi-
dent broker, commission agent, or cus-
todian, or profits derived from the sale
within the United States of personal
property or real property located therein,

(b) Resident foreign corporatons.-
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
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(a), but includes every item of gross
income which is treated as income from
sources within the United States, except
those items which are speificaly ex-
empt from taxation by statute or treaty
or which are not taxable by the Federal
Government' under the Constitution.
(See sections 22 (b), 119, and 231 (d).)

A foreign corporation which effects
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 wouldcause It to
be classed as a resident foreign corpo-
ration. However, a foreign corporation
which at any time within the taxable
year is otherwise- engaged in trade or
business in the United States or has an
office or place of business therein, being
a resident foreign corporation, is- taxable
upon all income derived from sources
within the United States, including the
profits realized from such transactions.
A resident foreign corporation is also
required to include in its gross income
capital gains, gains from hedging trans-
actions, and profits derived from the
sale within the United States of personal
property, or of real property located
therein.
ART. 231-3. Exclusion of earnings of

foreign ships from gross income.-A
resident foreign corporation may exclude
from gross income under section 231 (d)
so much of its income from sources
within the United States as consists of
earnings derived from the operation of
a ship or ships documented under the
laws of a foreign country, to the same
extent as provided in article 212-2 with
respect to nonresident alien individuals.

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 shij or ships, whether or
not the foreign country under the laws
of which such ships are documented
meets the equivalent exemption require-
ments of the statute.
SEc. 232. Deduwtions-(a) In generaL-In

the case of a foreign corporation the deduc-
tions shall be allowed only if and to the
extent that they are connected with income
from sources within the United States, and
the proper apportionment and allocation of
the deductions with respect to sources with-
in and without the United States shall be
determined as provided In section 119,
under rules and regulations prescribed by
the Commissioner with the approval of the
Secreta3y:

(ib) Charitable, and so fortis, cotrt-bu-
tios. -The so-called 'charitable contribu-
tion" deduction allowed by section 23 (q)
shall be allowed whether or not connected
with income from sources within the United
States.

-ART. 232-1. Deductions allowed foreign
corporctins--(a) Nonresident foreign
eorporation--A nonresident foreign cor-
poration is not allowed any deductions
from gross income from sources within

No. 28- 11

the United States, the tax being Imposed
upon the amount of gross income re-
ceived. (See article 231-L)

C) Resident foreign corporatibo.-
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 Insur-
ance companies, see article 201 (b)-2.
As to foreign corporations formed or
availed of to avoid surtax, see article
102-4. As to Personal holding compa-
nies organized under the laws of foreign
countries, see article 406-1. As to for-
eign personal holding companies, see
Chapter M =V.

S=. 233. Allowancc of deductfoan3 and
credits.-A foreign corporation Shall rcc-ive
the benefit of the deductions and credits
allowed to It in this title only by filing or
causing to be filed with the collector a true
and accurate return of Its total income
received from all cources In the United
States, in the manner prescribed in this title;
including therein all the Information which
the Commissioner may deem nce=znry for
the calculation of such deductions and
credits.

ART. 233-1. Aloance 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 non-
resident foreign corporation Is taxable
under section 231 (a) only upon fixed or
determinable annual or periodical gross
income received from sources within the
Uhited States, such foreign corporation
may not receive the benefit of the deduc-
tions and credits by filing a return of
income.

Snm. 234. Ciedit& agd t ta.--Forelgn cor-
porations shall not be allowed the credit-
against the tax for tax of forelgn countr Ies
and possessions of the United States allowed
by section 131.

Sm 235. Returns.-(a) Time of flng -
In the case of a foreign corporation not hav-
ing any office or place of busin in the
United States the return, In lieu of the time
prescribed in section 63 (a) (1). rhal be
made on or before the fifteenth day of the
sixth month following the close of the flal
year, or, If the return Is made on the b"-s
of the calendar year then on or before the
fifteenth day of June. If any foreign cor-
poration has no ofie or place of business In
the United States but has an agent in the
United States, the return rhll be made by
the agent.

(b) Examption ftn requ&Wet--Sub-
ject to such conditions, limitations; and cx-

ceptions and under such regulations cs may
be prescrimd by the Commlsor, with th2
approal of the Scret3ry. corporations rub-
ject to the tax Imposed by section 231 (a)
may be exempted from the requirement of
tiling returns of such tam.

AnT. 235-L Time and P!ace for filing
returns of foreign corporations-(a)
Nonrident foreign corporatios&The
return in the case of a nonresident for-
eign corporation must be made on or be-
fore the a5th day of the sixth month
following the close of the fiscal year, or,
if the return is made on the basis of a
calendar year then on or before the 15th
day of June. If a nonresident forei=
corporation has an agent in the Unitcd
Stat-s, the return shall be made by the
agent. The return must be filed with the
collector of Internal revenue, Baltimore
Md. (See section 53 (b) (2).) For
failure to make and file a return within
the time prescribed, see qection 291. For
cases in which no return is required see
paragraph (a) of article 235-2.

Mb) Resident foreign corporati ons.-
The return in the case of a resident for-
eign corporation, in lieu of the time
prescribed 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 bafore the 15th day of
March If on the basis of the calendar
year. (See section 53 (a) (1).) The re-
turn must be filed with the collector of
Internal revenue for the district in which
the resident foreign corporation has its
principal place of busine2s or princip a
office or agency in the United States.
(See section 53 Mb) (2).) For failure to
make and file a return within the time
prescribed see section 291.

A=r. 235-2. Return of income-(a)
Nonreaident foreign corporations.-If the
tax liability of a nonre dent foreign cor-
poration Is fully satisfied at the source a
return of income Is not required. A non-
resident foreign corporation shall make
or have made a return on Form 1120NB
with respect to that portion of its in-
come received from sources within the
United States consisting of interest on
so-called tax-free covenant bonds on
which a tax of only 2 percent was with-
held at the source, and with respect to
any other fixed or determinable annual
or periodical Income upon which the tax
was not fully satisfied at the source, in-
cluding dividends received from a for-
elgn corporation which are treated as
income from sources within the United
States under section i19 (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
corporation it shall make a full and ac-
curate return on Form 1120 of its in-
come received from sources within the
United States.

S:c. 230. Payment of tar-(a) Time of
=rn I~-n tecase of a foreignL corpo-

ration not lhavng any office or plce of
buness in the United States the total
amount of tax Impoced by this title ahal be
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paid, in lieu of the time prescribed In sec-
tion 56 (a), on the fifteenth day of June
following the close of the calendar year, or,
if the return should be made on the basis
of a fiscal year, then on the fifteenth day
of the sixth month following the close of
the fiscal year.

(b) Wfthholding at source-For with-
holding at source of tax on income of for-
eign corporations, see section 144.

ART. 236-1. Dates on which tax shall
be paid by foreign corporations-(a)
Nonresident foreign corporatzons.-In
the case of a nonresident foreign corpo-
ration the total amount of tax imposed
by section 231 (a) shall be paid on the
15th day of June following the close of
the calendar year, or if the return should
be made on the basis of a fiscal year,
then on the 15th day of the sixth month
following the close of the fiscal year.
As to payment of the tax in install-
ments, see article 56-1.

(b) Resident foreign corporations.-In
the case of a resident foreign corpora-
tion the total amount of tax provided
by sections 231 (b) and 14 (e) (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 calen-
dar year, or if the return is made on the
basis of a fiscal year, then on the 15th
day of the third month following the
close of the fiscal year. As to payment
of the tax in installments see article
56-1.

SEC. 237. Foreign Ins urance companies.-
For special provisions relating to foreign
insurance companies, see Supplement G.

SEC. 238. Affilation.-A foreign corporation
shall not be deemed to be affiliated with any
other corporation within the meaning of
section 141.

CHAPTER XXVIf

Income From Sources Within Possessions
of United States

Supplement J-Possessions of the United
States

SEc. 251. Incame from sources within pos-
sessions of United States.-(a) General
rule.-In the case of citizens of the United
States or domestic corporations, satisfying
the following conditions, gross Income means
only gross income from sources within the
United States-

(1) If 80 per centum or more of the gross
Income of such citizen or domestic corpora-
tion (computed without the benefit of this
section), for the three-year period imme-
diately preceding the close of the taxable
year (or for such part of such period imme-

ately preceding the close of such taxable
year as may be applicable) was derived from
sources within a possession of the United
States; and

(2) f, in the case of such corporation, 50
per centum or more of its gross income (com-
puted without the benefit of this section)
for, such period or such part thereof was de-
rived from the active conduct of a trade or
business within a possession of the United
States; or

(3) If, in) case of such citizen, 50 per
centum or'more of his gross income (com-
puted without the benefit of this section)
for such period or such part thereof was
derived from the active conduct of a trade
or business within a possession of the
United States either on his own account or
as an employee or agent of another.

(b) Amounts received in lrted State.-
Notwithstanding the provisions of subsec-
tion (a) there shall be included in gross in-
come all amounts received by such citizens

or corporations within the United States,
whether derived from sources within or
without the United States.

(c) Tax in case of corporations.-A do-
mestic corporation entitled to the benefits of
this section shall be taxable as provided in
section 14 (d). For inclusion In computa-
tion of tax of amount specified In share-
holder's consent, see section 28.

(d) Definition.-As used In this section
the term "possession of the United States"
does not include the Virgin Islands of the
United States.

(e) Deductions.-(1) Citizens of the
United States entitled to the benefits of this
section shall have the same deductions as
are allowed by Supplement H In the case of
a nonresident alien individual engaged in
trade or business within the United States
or having an office or place of business
therein.

(2) Domestic corporations entitled to the
benefits of this section shall have the same
deductions as are allowed by Supplement I
in the case of a foreign corporation engaged
in trade or business within the United
States or having an office or place of busi-
ness therein.

(f) Credits against net ineome.-A citi-
zen of the United States entitled to the
benefits of this section shall be allowed a
personal exemption of only $1,000 and shall
not be allowed the credit for dependents
provided in section 25 (b) (2).

(g) Allowance of deductions and credits.-
Citizens of the United States and domestic
corporations entitled to the benefits of this
section shall receive the benefit of the de-
ductions and credits allowed to them In this
title only by filing or causing to be filed with
the collector a true and accurate return of
their total income received from all sources
in the United States; in the manner pre-
scribed in this title; including therein all
the information which the Commissioner
may deem necessary for the calculation of
such deductions and credits.

(h) Credits against tax.-Persons entitled
to the benefits of this section shall not be
allowed the credits against the tax for taxes
of foreign countries and possessions of the
United States allowed by section 131.

(i) Alliation.-A corporation entitled to
the benefits of this section shall not be
deemed to be affiliated with any other cor-
poration within the meaning of section 141.

ART. 251-1. Citizens of the United
States and.domestic corporations deriv-
ing income from sources within a posses-
sion of the United States.-In the case
of a citizen of the United States or a do-
mestic corporation satisfying the follow-
ing conditions, gross income means only
gross income from sources within the
United States-

(1) If 80 percent or more of the gro~s
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. Inthe
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 corporation, does not represent In-
come derived from the active conduct of
a trade or business within the possession
of the United States, either on the tax-
payer's owm account or as an employee
or agent of another.

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
statute, but who receives earned Income
from sources within a possession of the
United States Is not deprived of the bene-
fits of the provisions of section 116 (a),
provided he Is away from thee United
States for more than six months of the
taxable year, and 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).

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
£040 A, the schedule on Form 1040 lE,
If a citizen entitled to the benefits of
section 251 has no Income from sources
within the United States or does not re-
ceive within the United States any in-
come whether derived from sources
within or without the United States, he
is not required to file a return or the
schedule on Form 1040 E.

Example: On July 1, 1938, A, who is
a citizen of the United States, went to
Puerto Rico and established a business
there which he actively conducted dur-
ing the remainder of that year. HIIs
gross income from the business during
such period was $20,000. In addition,
he Imade a profit of $12,000 from the
sale during the latter part of 1938 of
some Puerto Rican real estate not con-
nected with his trade or business. In
the first six months of 1938 he also de-
rived $8,000 gross income from rental
property located in the -United States.
He derived a like amount of gross In-
come from such property during the last
six months of 1938. Inasmuch as for
the applicable part (July 1, 1938, to De-
cember 31, 1938) of the 3-year period
immediately preceding the close of the
taxable year (the calendar year 1938),
80 percent of A's gross Income ($32,000,
or 80 percent of $40,000) was derived
from sources within a possession of the
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United States and as 50 percent or more
of his gross income ($20,000, or 50 per-
cent of $40,000) for such part of the
3-year period was derived from the ac-
tive 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 1938 only the gross in-
come derived by him from sources-within
the United States ($16,000 from the
rental property located in the United
States).

ART. 251-2. Income received within the
United - States.-Notwithstanding the
provisions of section 251 (a), there shall
be included in the gross income of citi-
zens and domestic corporations therein
specified all amounts, whether derived
from- sources within or without the
United States, which are received by
such citizens or corporations within the
United States. From the amounts so
included in gross income there shall be
deducted only the expenses properly ap-
portioned-or allocated thereto. For in-
stance, if in the example given in article
251-1, the taxpayer during the latter
pert of 1938 returned to the United
States for E few weeks and while there
received the proceeds resulting from the
sale of the Puerto Rican real estate, the
profits derived from such transaction
should be reported in gross income.
Such receipt in the United States, how-
ever, would not deprive the taxpayer of
the benefits of section 251 with respect
to other items of gross income excluded

-by that section.
ART. 251-3. Tax in case o1 corpora-

tions.-A domestic corporation entitled
to the benefits of section 251 is taxabl(
at the rate of 161 percent as provided
in sections 251 (c) and 14 (d) and i,
not subject to the tax imposed by sec-
tion 13.

ART. 251-4. Definiio- The tern
"United States" as used herein include.
only the States, the Territories of AlaskE
and Hawaii, and the District of Colum-
bia. The term "possession of the Unitec
States," as used in sections 251 and 25,
and article 251-1, this article, and articl(
252-1,.includes Puerto Rico, the Philip.
pine Islands, the Panama Canal Zone
Guam, American Samoa, Wake, Palmyra
and the Midway Islands; it does not in.
cludd the Virgin Islands. The Philippin(
Islands come within the classification o:
"possessions of the United States" fol
Federal income tax purposes, notwith
standing the establishment of the Com
monwealth of the Philippines under th,
Act of March 24, 1934 (48 Stat., 456).

ART. 251-5. Deductions allowed citizen
and domestic corporations entitled to tb
benefits of section 251.-In the case of
citizen entitled to the benefits of sectio
251, the deductions allowed by section 2
for- business expenses, interest, taxec
losses in trade, bad debts, depreciatior
and depletion are allowed only if and t
the extent-that they are connected wit'
income from sources within the Unite
States. The provisions of article 213-

relating to the allowance to nonresident t
alien individuals who at any time with- 2

in the taxable year were engaged in trade
or business within the United States or ,

had an office or place of business there-
in, of the deductions provided in para-
graphs (2) and (3) of section 23 (e) for
losses not connected with the trade or I
business are applicable in the case of
citizens entitled to the benefits of section
251. The provisions of that article per-
taining to the allowance to such nonresi-
dent alien individuals of deductions for
contributions provided in section 23 (o)
are also applicable in the cale of such
citizens. Corporations entitled to the
benefits of section 251 are allowed the
same deductions from their gross Income
arising from sources within the United
States as are allowed to domestic cor-
porations to the extent that such deduc-
tions are connected with such gros
income, except that the so-called chari-
table contribution deduction allowed by
section 23 (q) Is allowed whether or not
connected with income from sources
within the United States. The proper
apportionment and allocation of the de-
ductions with respect to sources within

* and without the United States shall be
determined as provided in section 119.

* ARr. 251-6. Allowance of deductions
and credits to citizens and domestic cor-
porations ontitlcd to the benefits of cc-
tion 25L-Unless a citizen of the United
States or a domestic corporation entitled

I 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 b as

L of the gross income (not the net income)
from sources within the United States.

. Where such a citizen or corporation has
various sources of income within the

L 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 citizens or corporation, the
Commissioner will cause a return of in-
come to be made and include therein the
income of such citizen or corporation
from all sources concerning which he has
information, and will assess the tax and
collect it from one or more of the sources
of income of such citizen or corporation
within the United States without allow-

f ance for deductions or credits.

r Sm. 252. Citizens of possessions of Unitcd
- states.
- (a) Any Individual who Is a cltizen of any
e possession of the United State- (but not

otherwise a citizen of the United States) and
who Is not a resident of the United Statez,

, shall be subject to taxation under this title
only as to income derived from rources
within the United States, and In -uch case

a the tax shall be computed and paid In tho
a same manner and subject to the same con-
3 dltions as in the caFe of other persons who

are taxable only as to Income derived from
such sources.

(b) Nothing in this Eection rhall ba con-
o strued to alter or a-mnd the provislons of

the Act entitled "An Act making appropria-
tions for the naval service for the ical year

d ending June 30. 1922, and for other pur-
1 poses". approved July 12, 1021, relating to

the Impcsiton of Income taxes in the Virgin
sland3 of the United States.

ART. 252-1. Status of citizens of United
9tates pocssion.-A citizen of a posses-
ion of the United States (except the
Virgin Islands), who Is not otherwise a
cltlzen or resident of the United States,
includlng 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 w ere a nonresident allen
ndividual. (See sections 211-219.) For
Federal income tax purposes a citizen of
a po-seoslon of the United States who is
not otherwise a citizen of the United
States, is a citizen of a possession of the
United States who has not become a citi-
zen of the United States by naturaliza-
tion. The fixed or determinable annual
or periodical Income from sources within
the United States of a citizen of a pos-
sezsion of the United States who is
treated as if he were a nonresident alien-
Individual is subject to withholding.
fSee section 143.)

For the purpoze of this article citi-
zens of the po.essons of the United
States who are not otherwise citizens of
the United States are divided into t.o
cla--s: (1) citizens of poszasons of the
United States who at any time within
the taxable year are not engaged in
trade or businezz within the United
States and have no office or place of
business therein and (2) citizens of pos-
cscons of the United States who at any
time within the taxable year are engaged
In trade or business within the United
States or have an office or place of busi-
ncs therein. The provision!; of articles
211-7 to 219-1, inclusive, ajplicable to
nonresident alien Individuals not en-
gaged in trade or business within the
United States and not having an office
or place of business therein are appli-
cable to the citizens of possassions fall-
ing within the first class, while the pro-
visions of such articles applicable to non-
resident allen individuals who at any
time within the taxable year are engaged-
in trade or business within the United
States or have an office or place of busl-
ne. therein are applicable to citizens of
po-sessions fallina within the second

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 tax=e shall be paid into the
treasury pf the Virgin Islands. Accord-
ingly, persons are taxed there under the
provisions of the Revenue Act of 1933.

cEAPTzn Mxrn

China Trade Act Corporations

Supplement H-China Trade Act
Corporations

6=. 201. Taxatioa in g ecraL-A corpora-
tion oranied under the China Trade Act,
1922, rh-U ha taxable a3 provided in sec-
tlon 14 (d). For inclusion in computation
of tax or amount specified in sh"reholdefrs

conset. ree cection 23.
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SEC. 262. Credit against net income-(a)
Allowance of credit.--For the purpose only of
the taxes imposed by sections 14 and 602
of this Act and section 106 of the Revenue
Act of 1935 there shall be allowed, in the
case of a corporation organized under the
China Trade Act, 1922, in addition to the
credits against net income otherwise al-
lowed such corporation, a credit against the
net income of an amount equal to the pro-
portion of the net income derived from
sources within China (determined In a sinai-
lar manner to that provided in section 119)
which the par value of the shares of stock
of the corporation owned on the last day
of the taxable year by (1) persons resident
In China, the United States, or possessions of
the United States, and (2) Individual citi-
zens of the United States or China wherever
resident, bears to the par value of the whole
number of shares of stock of the corpora-
tion outstanding on such date: Provided,
That in no case shall the diminution, by
reason of such credit, of the tax Imposed
by such section 14 (computed without re-
gard to this section) exceed the amount of
the special dividend certified under subsec-
tion (b) of this section; and In no case shall
the diminution, by reason of such credit, of
the tax imposed by such section 106 or 602
(computed without regard to this section)
exceed the amount by which such special
dividend exceeds the diminution permitted
by this section in the tax imposed by such
section 14.

(b) Special dividend.-Such credit shall
not be allowed unless the Secretary of Com-
merce has certified to the Commissioner-

(1) The amount which,' during the year
ending on the date fixed 5by law for filing
the return, the corporation-has distributed,
as a special 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 citizens of the United
States or China, and owned shares of stock
of the corporation;

(2) That such special dividend was In ad-
dition to all other amounts, payable or to be
payable to such persons or for their benefit,
by reason of their interest in the corpora-
tion; and

(3) That such distribution has been made
to or for the benefit of such persons In.pro-
portion to the par value of the shares of
stock of the corporation owned by each;
except that if the corporation has more
than one crass of stock, the certificates shall
contain a statement that the articles of in-
corporation provide a method for the appor-
tionment of such special dividend among
such persons, and that the amount certified
has been distributed in accordance with the
method so provided.

(e) Ownership of stock.-For the purposes
of this section shares of stock of a corpo-
ration shall be considered to be owned by
the person In whom the equitable right to
the Income from such shares is in good
faith vested.

(d) Deflnition of China-As used In this
section the term "China" shall have the
same meaning as when used in the China
Trade Act, 1922.

SEc. 263. Credits against the tax-A cor-
poration organized- under the China Trade
Act, 1922, shall not be allowed the credits
against the tax for taxes of foreIgn coun-
tries and possessions of the United States
allowed by section 131.

SEc. 264. Afflliation.-A corporation organ-
ized under the China Trade Act, 1922, shall
not be deemed to be affiliated with any
other corporation within the' meaning of
section ,141.

SEc. 265. Income of shareholders.-For ex-
clusion of dividends from gross income, see
section 116.

ART. 262-1. Income of China Trade

Act corporations.-The items of gross in-

come to be included in the-return of a
corporation organized under the China
Trade Act and the deductions allowable
are the same as in the case of other
domestic corporations.

ART. 262-2. Credits allowed China
Trade Act corporations.-In addition to
the credits allowed under section 26 (a)
and (b), a China Trade Act corporation
is, under certain conditions, allowed an
additional credit for the purpose of com-
puting the taxes imposed by sections 14
(d) and 602 of the Revenue Act of 1938
and section 106 of the Revenue Act of
1935. This credit is an amount equal
to the proportion of the net income de-
rived from sources within China (deter-
mined in a similar manner to that pro-
vided in section 119) which the par
value of the shares of stock of the cor-
poration, owned on the last day of the
taxable 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 14 (d) by reason of such
credit must not, however, exceed the
amount of the special dividend referred
to in section 262 (b), and is not allow-
able unless the special dividend has been
certified to the'Commissioner by the
Secretary of Commerce. The decrease in
the tax imposed by section 602 of the
Revenue Act of 1938 or section 106 of
the Revenue Act of 1935 by reason of
such credit must not exceed the amount
by which such special dividend exceeds
the decrease permitted by section 262 in
the tax imposed by section 14 (d). 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 cor-
porations under the provisions of sec-
tion 131.

The application of this article may be
illustrated by the-following example:

Example: The A Company, a China
Trade Act corporation, has a netincome
for the calendar year 1938 (before de-
ducting excess-profits tax) of $200,000
and receives no dividends krom domestic
corporations. All of its stock on De-
cember 31, 1938, 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 adjusted
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, 1938, is $1,500,-
000. It distributes a special dividend
amounting to $36,000 on February 15,
1939, which is certified by the Secretary
of Commerce as provided in section
262 (b)..

For the purpose of the tax imposed
by section 14 (d) it is necessary in this

example to make two computations, first,
without allowing the special credit
against net income on account of In-
come 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. .-.... $200, 000
Special class net income ---------- 200, 000
Tax as 161 percent ------------- 3 33,000
Total normal tax ---------------- 83, 000

Second Computation

Allowing Special Credit Against Net
Income

Net Income --------------------- $200,000
Since the total net Income Is do-

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) persoils
resident In China, the United
States, or possessions of the
United States, and (2) Indi-
vidual citizens of the United
States or China wherever resi-
dent, Is 100 percent of the par
value of the total number of
shares of stock of the corpora-
tion outstanding on that day, 100
percent of the net Income from
sources within China Is deduct-
ible as a special credit against
net income.

Special credit against net Income.. $200, 000

Amount of Income subject to '
tax under section 14 (d)-. None

Since the special dividend ($36,000)
exceeds the diminution of the tax
($33,000) on account of the allowance
of the special credit against not Income,
the entire amount of the special credit
is allowable and the corporation has no
Income tax liability for 1938.

For the purpose of the excess-profits
tax It Is also necessary to make two com-
putations, first, without allowing the
special credit against net Income, and,
second, allowing such credit. The com-
putations are as follows:

First computation

Without allowing the special credit
against net Income

Net income ------------------- 0200, 000
Less: 10 percent of the value de-

clared In the capital stock tax
return for the capital stock tax
year ended June 30, 1938 (10
percent of $1,600,000) --------- 160,000

Net Income subject to ex-
cess-profits tax ---------- S0, 000

Less: Amount taxable at 0 percent,
portion of net income in excess
of 10 percent and not In excess
of 15 percent of the adjusted
declared value of the capital
stock ($200,000 minus $160,000)- 0,000

Amount taxable at 12 per-
cent ------------------ None

Excess-profits tax at 6 percent (6
percent of $50,000) ------------- 8,000
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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
resident in China, the United
States, or possessions of the
United States, and (2) individ-
ual citizens of the United States
or China wherever resident, is
100 percent of the par value of
the total number of shares of
stock of the corporation out-
standing on that day, 100 per-
cent of the net income from
sources within China is deduct-
ible from net income -------- - 200,000

Amount of income subject
to excess-profits tax ..... None

Since the diminution of the excess-
profits tax ($3,000) on account of the
special credit against net income does
not exceed the ahount by which the
special dividend ($36,000) exceeds the
diminution of the income tax ($33,000)
on account of such credit, the entire
amount of the special credit ($200,000)
is allowable dnd the corporation has no
excess-profits tax liability for 1938.

ART. 262-3. Meaning of term used in
connection with China Trade Act corpo-
ratihns-A China Trade Act corporation
is one organized under the provisions of
the China Trade Act, 1922.

The term "China" means (iT China,
including Manchuria, Tibet, Mongolia,
and any territory leased by China to any
foreign government, (2) the Crown
Colony of Hongkong, and (3) the Prov-
ince of Macao.

The term "special dividend" means
the amount which during the year end-
ing on March 15 succeeding the close of
the corporation's taxable year is dis-
tributed as a special dividend to or for
the benefit of such persons as on the
last day of the taxable year were resi-
dent in China, the United States, or pos-
sessions of the United States, or were
individual citizens of the United States
or China, and owned shares of stock of
the corporation. Such special dividend
does not include any other amounts pay-
able or to be payable to such persons or
for their benefit by reason of their in-
terest in the corporation and must be
made in proportion to the par value of
the shares of stock of the corporation
owned by each.
>For the purposes of section 262 the

shares of stock of a China Trade Act
corporation are considered to be owned
by the person in whom the equitable
right to the income from such shares is
in good faith vested.

"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 comput-

ing this income is similar to that tax liability, or where the taxpayer fails
described in section 119. to make a return. Additional tax shown

ART. 262-4. Withholding by a China on an "amended return," so called, is a
Trade Act corporation.-Dlvldends dis- deficiency within the meaning of the
tributed by a corporation organized Act.
under the China Trade Act, 1922, which When a case is con-idered for the
are treated as income from sources first time, the deflclency'is the excess of
within the United States under the pro- the amount determined to be the correct
visions of section 119 of the Act are sub- amount of the tax over the amount
ject to withholding at the rate of 10 shown as the tax by the taxpayer on
percent when paid to persons (other his return, or, If it is a case where no
than residents of China) who are (1) tax was reported by the taxpayer, the
nonresident aliens, (2) nonresident part- deficiency Is the amount determined to
nerships composed in whole or in part be the correct amount of the tax. Sub-
of nonresident aliens, or (3) nonresIdent sequent information sometimes discloses
foreign corporations. The 10 percent that the amount previously determinad
rate of withholding specified in this ar- to be the correct amount of the tax is
tice with respect to dividends -hall be lecs than the correct amount, and that a
reduced in the case of shareholders who redetermination of the tax is necessary.
are (a) nonresident aliens residents of a In such a case the deficiency on redeter-
contiguous country or (b) nonresident mination is the exces of the amount de-
foreign corporations organized under the termined to be the correct amount of the
laws of a contiguous country, to such tax over the sum of the amount of tax
rate (not less than 5 percent), as may reported by the taxpayer and the def-
be provided by treaty with such country. clency azezzed in connection with the
As to reduction in rate of withholding previous determination. If it is a cas
(a) in the case of nonresident alien in- where no tax was reported by the tax-
dividuals, residents of Canada, see ar- Payer, the deficiency is the excess of
ticle 143-1; (b) in the case of nonresi- the amount determined to be the cor-
dent foreign corporations organized rect amount of the tax over the amount
under the laws of Canada, see article of the deficiency disclosed by the pre-
144-1. vious determination. If the previous de-

C A R termination resulted in a credit or re-
Assessment and Coflecton of Def0ciencles fund to the taxpayer, the deficiency upon

the second determination is the excess
Supplement L-Assessnent and Collec- of the amount determined to be the eor-

tion of Deficiencies rect amount of the tax over the amount
SEc. 271. Definition of deflc'L.cwji",A u-ed Of tax reported by the taxpayer de-

in this title in re-pect of a tax Imposed by creased by the amount of the credit or
this title "deficiency" means-. refund.

(a) The amount by which the tax Im-posed by this title excced3 the amount _. M.72. Procedure ftra re rc-(a) Peti-
shown as the tax by the taxpayer upon his 15 V to h-d. of Ta= Appa,--If in the cre
return; but the amount co Ehown on the Of ay..aYc, the Co on.r daer-return shall first be increa.ed by the mln . that th1r I- a d flicincy in re-pect
amounts previously a=--secd (or collected Of.the tax lmpo= d by thJ title, the Com-without a.se.sment) as a deficiency, and de- oner 1- asthoris-d to cend notica ofcreased by the amounts previounly bate Luch declency to the taxpayer by rcisteredcredited, refunded, e r otheris repaid In mall Wthin ninety dayd after such noticerepet oresuhdtax or rpd I. mad (not counting Sunday or a -galrespeas toe taxh byx or lidayInte1LW o Columbia as the(b) If no amount is shown as the tax by n ctleth day), the tazpayer may file a peti-the taxpayer upon his ret rn. othe Board of Tax Appeal for a
turn is made by the taxpayer, then the redeterminaton ci the dficiency. No assfor-
amount by which the tax exceds the ment or a deficiency in resoect of the tax in-
amounts previously assed (or collected p C-_d by this title and no dsl traint or pro-
without assewment) as a deflciency* but co=id i r i s olletin hlsuch amounts provioucly ==d r cl- in c. In court for its col-,Ctlon shall be
such amout pr yas-es d, or col- made. bcaun, or proe-euted until such notice
lected without ass- met shall first be de- ~b~~~~t h apyr o ni
creased by the amounts praviouy abated, n n mailed to the tneaycr nor until
credited, refunded, or otherwise repaid In nOr, If a petlton has been filed with the
respect of such tax. Board, until the decsfio of the Board has

T 7 . c- m fina. Notrithstanding the provi-
ART. 271-1. Defidcictwi d~fl7W&-Sec Cow . of rectfon 3221 of the nevL.;ed Statutes

tion 271 by its definition of the word the making of such a.zze ent or the ce-
"deficiency" provides a term which will ginning of such proceeding or distraint dur-
apply to any amount of tax determined th time such prohibition is in forceappy o ay mout f t% etemiedmay be enjol-d by a prceding in theto be due in respect of any taxble year pma, cen. In th y of a Joint nth
beginning after' December 31, 1937, in Iia by husband and wife such notice of de-
excess of the amount of tax reported by Ilncy may be a ln~le Joint notice, exceptthat if the Commis-ioner ba been notified
the taxpayer for such year; or in excLss by cther rpowa that spamrte rezid-nes
of the amount reported by the taxpayer have b en eatablisbcd then. In lieu of th3
as adjusted by way of prior ass-wments dailo joint notice, duplicate crigina of the
abatements, credits, refunds, or COlec- Joint notice muzt be cent by reaistered mallto each rpouee at his last Imown address.
tions without assessment. In defining For exceptions to the rezictons imposed
the term "deficiency" section 271 recog- by this sb:ctio n. E--
nizes two classes of cees-one, where (1) Subsectlon (d) of ths setfion relating
the taxpayer Makes a return showing to w.aivcm by the taxpayer;some tax llablli; the other, where the (2) Subsection (f) of this s-etion, relat-ing to notification of nathematical enzos
taxpayer makes a return showing no appearin: upon the face of the retun
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(3) Section 273, relating to jeopardy as- be determined according to the provisions

sesments; of section 1005 of the Revenue Act of 1926.
(4) Section 274, relating to bankruptcy (i) Prorating of deflciency to install-

and receiverships; and ments.-If the taxpayer has elected to pay
(5) Section 1001 of the Revenue Act of the tax In installments and a deficiency

1926, as amended, relating to assessment or has been assessed, thp deficiency -shall be
collection of the amount of the deficiency prorated to the four installments. Except
determined by the Board pending court as provided In section 273 (relating to jeop-
review. ardy assessments), that part of the defi-

by ciency so prorated to any installment the
(b) Collection of 1 Deficiency found b date for payment of which has not arrived,

Board.-If the taxpayer files a petition with salb olce ttesm iea nthe Board, the entire amount redeternmlned shall be collected at the same time as and
as the deficiency by the decision of the as part of such installment. That part of
Board which has become final shall be as- the deficiency so prorated to any install-sessed and shall be paid upon notice and ment the date for payment of which hasdemand from the collector. No part of arrived, shall be paid upon notice and de-demad fom he olletor Nopar ofmand from the collector.
the amount determined as a deficiency by - d fote olletor
the Commissioner but disallowed as such *()E s- o of tme i or paymh n t e safi-
by the decision of the Board which has e.-Wher it is shown to the satis-
become final shall be assessed or be col- faction of the Commissioner that the pay-
lected by distraint or by proceeding in court ment of a deficiency upon the date pre-
with or without assessment, scribe for the payment thereof will resultin undue hardship to the taxpayer the Corn-(c) Failure to file petition.-If the tax- missioner, under regulations prescribed by
payer does not file a- petition with the the -Commissioner, with the approval of the
Board within the time prescribed in sub- Secretary, may grant an extension for the
section (a) of this section, the deficiency, payment of such deficiency for a period not
notice of which has been mailed to the in excess of eighteen months, and, In ex-
taxpayer, shall be assessed, and shall be paid ceptional cases, for a further period not in
upon notice and demand from the collector, excess of twelve months. If an extension Is

(d) Waiver of restriction -The taxpayer granted, the Commissioner may require the
shall at any time, have the right, by A signed taxpayer to furnish a bond in such amount,
notice in writing filed with the Commis- not exceeding double the amount of the deft-
stoner, to waive the restrictions provided in ciency, and with such sureties, as the Coin-
subsection (a) of this section on the assess- missioner deems necessary, conditioned
ment and collection of the whole or any upon the payment of the deficiency in ac-
part of the deficiency. cordance with- the terms of the extension.

(e) Increase of deflciency after notice No extension shall be granted if the defi-
mailed.-The Board shall have jurisdiction ciency is due to, negligence, to intentional
to redetermine the correct amount of the disregard of- rules and regulations, or to
deficiency even if the amount so redeter- fraud with intent to evade tax.
mined is greater than the amount of the (k) Address for notice of deiciency.-In
deficiency, notice of which has been mailed the absence of notice to the Commissioner
to the taxpayer, and to determine whether under section 312 (a) of the existence of a
any penalty, additional amount or addition to fiduciary relationship, notice of a deficiency
the tax should be assessed-if claim therefor in respect of .a tax imposed by this title.
is asserted by the Commissioner at or before if mailed to the taxpayer at his last known
the hearing or a rehearing. - address, shall be sufficient for the purposes

(f) Further deficiency letters restricted. of this title even if such taxpayer is de-
If the Commissioner has mailed to the tax- ceased, or is under a legal disability, or, in
payer notice of a .deficiency as provided in the case of a corporation, has terminated its
subsection (a) of this section, and the tax- existence.
payer files a petition with the Board within
the time prescribed in such subsection, the ART. 272-1. Assessment of a del-
Commissioner shall have no'right to-deter- ciency.-If the Commissioner determines
-mine any additional deficiency in respect that there is a deficiency in respect of
of the same taxable year, except in the
case of fraud, and except as provided in the income tax imposed by Title I (see
subsection (e) of this section, relating to sections 57 and 271), the Commissioner
assertion of greater deficiencies before the is authorized to notify the taxpayer of
Board, or in section 273 (c), relating to the
making of jeopardy assessments. If the the deficiency by registered mail. If a
taxpayer is notified that, on account of a joint return has been filed by husband
mathematical error appearing upon the face and wife the Commissioner may, unless
of the return, an amount of tax in excess he has been .notifled by either spouse
of that shown upon the return is due, and
that an assessment ,of the tax has been that a separate residence has been
or will be made on the basis of what established, send either a joint or sepa-
would have been the correct amount of- rate notice of deficiency. If, however,
tax but for 'the mathematical error, such
notice shall not be considered (for the pur- the Commissioner has been so notified,
poses of this subsection, or of subsection a separate notice of deficiency, that' is,
(a) of this section, piohibiting assessment a duplicate original of the joint notice,
and collection until notice of deficiency must be sent by registered mail to each
has been mailed, or of. section 322 (c), pro-
hibiting credits or refunds after petition spouse at his or her last known address.
to the Board of Tax Appeals) as a notice The notic6 to the Commissioner pro-
of a deficiency, and the taxpayer shall have vided for in the first paragraph of sec-
no right to file a petition with the Board /
based on such notice, nor shall such assess- tion 272 (a), relating to separate resi-
ment or collection be prohibited -by the dences, should be addressed to the Corn-
provisions of subsection (a) of this section. missioner of Internal Revenue, Wash-

(g) Jurisdiction over other taxable ington, D. C., for the attention of the
years.-The Board in redetermining a de- Income Tax U
ficiency In respect of any taxable year shall n Unit, 'Records Division.
consider such facts with relation to the Within 90 days after notice of the deft-
taxes for other taxable years as may be ciency is miled, as provided in section
necessary correctly- to redetermine the 272 (a), a petition may be filed with the
amount of such deficiency, but in so doing
shall have no jurisdiction to, determine Board of Tax Appeals for a redetermi-
whether or not the tax for any other tax- nation of the deficiency. In determin-
able year has been overpaid or underpaid ing such 90-day period, Sunday or a

(h) Final decisions of Board.-For the
purposes of this title the date on which a legal holidy in the District of Columbia
decision of the Board becomes final shall is not to be counted as the ninetieth day.

Except as stated In paragraphs (1), (2),
(3), (4), and (5) of this article, no as-
sessment of a deficiency In respect of a
tax imposed, by Title I shall be made
until such notice has been mailed to the
taxpayer, nor until the expiration of
such 90-day period, nor, if a petition has
been filed with the Board, until the de-
cision of the Board has become final.
As to the date on which a decision of
the Board becomes final, see section 1005
of the Revenue Act of 1926 (paragraph
16 of the Appendix to these regulations).

(1) 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 a defi-
ciency, and the taxpayer has no right to
file a petition with the Board upon the
basis of such notice, nor is the assess-
ment of such additional tax prohibited
by the provisions of section 272 (a).

(2) If the Commissioner believes that
the assessment or collection of a defi-
ciency will be jeopardized by delay, such
deficiency shall be assessed immediately,
as provided In section 273. (See article
273-1.)

(3) Upon the adjudication of bank-
ruptcy of any taxpayer or the appoint-
ment of a receiver for any taxpayer in.any receivekshp proceeding beforeany
court of the United States or of any
State or Territory or of the District of
Columbia, any deficiency determined by
the Commissioner in respect of the tax
shall be assessed immediately, irrespec-
tive of the provisions of section 272 (a),
if such deficiency has not been assessed
In accordance with law prior to the ad-
judication of bankruptcy or the appoint-
ment of a receiver. (See sections 274
and 298 and articles 274-1 and 274-2.)

(4) (a) If the Board renders a deci-
sion and determines that there is a defi-
ciency, and, If the taxpayer duly flies 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 assess-
ment of any portion of the deficiency
determined by the Board unless he has
filed a bond with the Board as provided
In section 1001 (c) of the Revenue Act of
1:926, as amended (paragraph 13 of the
Appendix to these regulations). 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 Board as
the deficiency will be assessed imxnedi-
ately after the filing of such petition.

(b) If the Commnissioner files a peti-
tion for review and (1) if the taxpayer
has not filed a petition for review within
three months after the decision of the
Board is rendered, or (2) if such peti-
tion has been filed by the taxpayer, but
the necessary bond referred to In sec-
tion 1001 (c) of the Revenue Act of
1926, as amended, has not been filed with
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the Board- on or before the time his
petition for review is filed, the amount
determined by the Board as the defi-
ciency will be assessed in the case of (1),
immediately after the expiration of the
S-month period, and in the case of (2),
immediately after the filig of the peti-
tion for review by the taxpayer.

(5) The taxpayer may at any time by
a signed notice in writing filed with the
Commissioner waive the restrictions on
the assessment of the whole or any part
of the deficiency. The notice must in
all cases be filed with the Commissioner.
The filing of such notice with the Board
does not constitute filing with the Com-
missioner within the meaning of the Act,
After such waiver has been acted upon
by the Commissioner and the assess-
ment has been made in accordance
with its terms, the waiver cannot be
withdrawn.

If a petition is filed with the Board,
.the taxpayer should notify the Commis-
sioner that the petition has been filed,
in order to prevent an assessment by the
Commissioner of the amount determined
to be the deficiency. If no petition is
filed with the Board within the period
prescribed, the Commissioner shall aess
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 pre-
cluded from determining a further defi-
ciency and notifying the taxpayer
thereof by registered mail Where a pe-
tition is filed with the Board, the entire
amount redetermined as the deficiency
by the decision of the Board which has
become final shall be assessed by the
Commissioner. If the Commissioner
mails to the taxpayer notice of a defi-
ciency, and the taxpayer files a petition
with the Board within the prescribed pe-
riod, the Commissioner 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 Board
or in section 273 relating to jeopardy
assessments.
- ART. 272-2. Collction of a deftciency.-

Where a deficiency as redetermined by
a decision of the Board which has be-
come final is assessed, or where the tax-
payer has not filed a petition and the
deficiency as determined by the Com-
missioner has been assessed, the amount
so assessed shall be paid upon notice and
demand from the collector. As to cases
coming within the provisions of para-
graphs (2), (3), and (4) of article 272-1,
see sections 273 (i) and 298 of the Rev-
enue Act of 1938 and 1001 (c) of the
Revenue Act of 1926, as amended (para-
graph 13 of the Appendix to these regu-
lations). As to interest on deficiencies,
see section 292..

ART. .272-3. Extension of time for pay-
Ment of a deftcienc.-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 sub-
stantial financia loss, for example, due
to the sale of property at a sacrifice
price, will result to the taxpayer from
making payment of the deficiency at the
due date. If a market exists, the sale of
property at the current market price
is not ordinarily considered as resulting
in an undue hardship. The Act pro-
vides that no extension will be granted
where the deficiency is due to negligence
or intentional disregard of rules and
regulations or to fraud with intent to
evade tax.-

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 sup-
ported by evidence showing the undue
hardship that would result to the tax-
payer if the extension were refused. A
sworn statement of assets and labilities
of the taxpayer and an Itemized state-
ment under oath showing all receipts
and disbursements 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 ap-
plication. The application, with the evi-
dence, must be filed with the collector,
who will transmit It to the Commis-
sioner 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 deficiency unless request
therefor is made to the collector on or
before the date prescribed for payment
thereof, as shown by the notice and de-
mand from the collector, or on or before
the date or dates prescribed for payment
in any prior extension granted.

As a condition to the granting of such
an extension, the Conmiloner will
usually require the taxpayer to furnish
a bond on Form 1127B in an amount not
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 lozz 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 mreasury as
an acceptahle surety on Federal bonds,
and sbl be subject to the approval of
the Commlioner. In lieu of such a
bond. the taxpayer may fme 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, as
amended by the Act entitled "An Act to
amend the second Lberty Bond Act, as
amended, and for other purposes," ap-
proved February 4, 1935 (49 Stat. 20).
The amount of the deficiency and addi-
tions thereto shall be paid on or before
the expiration of the period of the ex-
tension without the necessity of notice
and demand from the collector. Pay-
ment of the deficiency and additions
thereto before the expiratfon of the ex-
tension will not relieve the taxpayer
from paying the entire amount of in-
terest provided for in the extension.
(Sea section 296.)

S-c. 273. JeoTardy a=ments.-(a) Au-
thaority for ina.fnq._- the CommissiIoner
belleves that the ass...ment or collection
of a deficiency Till b2 jeopardized by delay,
be Chal immediately asP- such deficiency
(tocZether with all Interest, additional
amounto, or additions to the tax provIdad
for by law) and notice and demand shal
b3 made by the colector for the payment
thereof.

(b) Deflcl"ncy lcttcrsIf the jeopardy
a::se-nc"'t I-s made before any notice in
r-pect of the tax to which the jeopardy
as=Csmnt relate- has been nailed under
ec-tion 272 (a). then the commissioner

chall mail a notice under such subsection
Within sixty days after the mnnI-ig of the
assessment.

(c) Amout ax able before deci= of
BOard-Tho Jeopardy ass.ssment may be
made In respect of a deficiency geater or
less thnn that notice of which has been
malled to the taxpayer, de pite the provi-
sions of ectIon 212 (f) prohibiting the de-
termination of additional d efciencife, and
whether or not the taxpayer has thereto-
fore filed a petition with the Board of Tox
Appacis. The Commissioner may, at any
time before the decision of the Board is
rendered, abate such asaeaemdnt, or any un-
paid portion thereif. to the extent that he
bellevCs the assent to be exces-ive in
amount. The Commissioner shall notify
the Board of the amount of such a s-
ment, or abatement, If the petition is filed
with the Board before the rakin of the
a .semnt or Is subsequently filed, and
the Board shall have Jurisdiction to rade-
termine the entire amount of the defi-
ciency and of all amounts ass-esed at the
came time in connection therewith.

(d) Amount a able af ter deciLion of
Bcr.If the jeopardy a=sanm.ent is made

alter the dccison of the Board I rendered,
such a=_s-sMent may he made only in re-
spIct of the deficlincy determined by the
Board in It- deciion.

(a Ez12iration of ri!7ht to ax=se-A jeop3-
ardy as.s:m=ent may not be made after
the daclion of the Board has become final,
or after the taxpayer ha' filed a petition
for review of the decision of the Board.

(f) BEod to ctay coZ >o2--When a jeop-
ardy asZesment ha been made the t=payer,
within 10 days alter notice -nd demand
from the collector for the payment of the
amount Of the a-_se=ment, may obtain a stay
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of collection of the whole or any part of the
amount of the assessment by filing with the
collector a bond in such amount, not exceed-
Mbg double the amount as to which the stay
Is desired, and with such sureties, as the
collector deems necessary, conditioned upon
the payment of so much of the amount, the
collection of which is stayed by the bond,
as is not abated by a decision of the Board
which has become final, together with in-
terest thereon as provided in section 297. If
any portion of the jeopardy assessment is
abated by the Commissioner before the de-
cision of the Board is rendered, the bond
shall, at the request of the taxpayer, be pro-
portionately reduced.

(g) Same-Further condition.-If the
bond is given before the taxpayer has filed
his ,petition with the Board under section
272 (a), the bond shall contain aL further
condition that if a petition is not fied
within the period provided in such subsec-
tion, then the amount the collection of
which Is stayed by the bond will be paid on
notice and demand at any time after the
expiration of such period, together with in-
terest thereon at the rate of 6 per centum
per annum from the date of the jeopardy
notice and demand to the date of notice and
demand under this subsection.

(h) Waiver of stay.-Upon the filing of the
bond the collection of so much of the
amount assessed as is covered by the bond
shall be stayed. The taxpayer shall have the
'ight to waive such stay at any time in re-
spect of the whole or any part of the amount
covered by the bond, and if as a result of
such waiver any part of the'amount covered

, by the bond is paid, then the bond shall, at
the request of the taxpayer, be proportion-
ately reduced. If the Board determines that
the amount assessed is greater then the
amount which should have been assessed,
then when the decision or the Board is ren-
dered -the bond shall, at the request of the
taxpayer, be proportionately reduced.

(i) Coucton-'of unpaid amounts.-When
the petition has been filed with the Board
and when the amount which should have
been assessed has been determined by a de.
cision of the Board which has become final,
tien any unpaid portion, the collection of
which has been stayed by the bond, shall
be collected as part of the tax upon notice
and demand from the collector, and any re-
maining portion of the assessment shall be
abated. If the ,amount -already collected ex-
ceeds the amount determined as the amount
which should have been assessed, such. excess
shall be credited or refunded to the tax-
payer as provided in section 322, without the
filing of claim therefor. If the amount de-
termined as the amount which should have
been assessed is greater than the amount
actually assessed, then the difference shall
be assessed and shall be collected as part of
the tax upon notice and demand from the
collector.

() Cla ms in abatement.-No claim in
abatement shall be filed in respect of any
assessment in respect of any tax imposed by
this title.

ART. 273-1. Jeopardy assessments.-
If the Commissioner believes that the
assessment or collection of a7 deficiency
will be jeopardized by delay, he is re-
quired to assess such deficiency imme-
diately, together With the-interest and
other additional amounts provided by
law. If a deficiency is assessed on ac-
count of jeopardy after the decision of
the Board of Tax Appeals is rendered,
the jeopardy assessment may be made
only with respect to the deficiency de-
termined by the Board. The Commis-
sioner is prohibited from making a
jeopardy assessment after a decision of
the Board has become final (see section
1005 of the Revenue Act of 1926, para-
graph 16 of the Appendix to these reg-

LL REGISTER, Saturday, February 11, 1939

ulations) or after the taxpayer has filed
a petition for review of the decision of
the Board.

If notice of a deficiency was mailed to
the taxpayer (see section 272 (a)) before
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 assess-
ment on account of jeopardy was made
without mailing the .notice required by
section 272 (a), the Commissioner must
within 60 days after the making of the
assessment send the taxpayer notice of
the deficiency by registered mail. The
taxpayer may file, a, petition .with the
Board, for a redetermination of the
amount of the deficiency within 90 days
(not counting Sunday or a legal holiday
in the District of Columbia as the nine-
tieth day) after such notice is mailed.
The Commissioner may, at any time be-
fore the decision of the Board is ren-
dered, abate such assessment, or any
unpaid portion thereof, to the extent
that he believes the assessment to be
excessive in amount. If the petition of
the taxpayer is filed with the Board,
either before or after the making of the
jeopardy assessment, the Commissioner
is required to notify the Board of such
assessment or abatement, and the Board
has jurisdiction to redetermine the
amount of the deficiency together with
all other amounts assessed at the same
time in connection therewith. (See sec-
tion 273 (c).)
I After a jeopardy assessment has been
made, the list showing such assessment
will be immediately transmitted to the
collector. Upon receipt of the list con-
tainiig the assessment, the collector is
required to send notice and demand to
the taxpayer for the amount of the
jeopardy dssessment. Regardless of
whether -the taxpayer has filed a peti-
tion with th1 Board, he is required to
make payment of the amount of such
assessment (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 col-
lector a bond on Form 1129 of the char-
acter hereinafter prescribed. The bond
must be in such amount, not exceeding
double the amount for vhich the stay is
desired, as the collector deems neces-
sary 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 Board
which has become final, together with
the interest on such amount provided for
in section 297. If the bond is given be-
fore the taxpayer has filed his petition
with the Board, it must contain a fur-
ther condition that if a petition Is not
filed before the expiration of the 90-day
period provided for the filing of such pe-
tition, the amount stayed by the bond

will be paid upon notice and demand at
any time after the expiration of such pe-
riod, together with Interest thereon at
the rate of 6 percent per annum 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
period. If a petition Is not filed with the
Board within the 90-day period, the col-
lector will be so advised, and, If collec-
tion 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
section 273 (f), and, while the collector
may in his discretion accept the bond
and stay collection of the deficiency, the
taxpayer will not be relieved from paY-
ment of interest on the amount of the
deficiency at the rate of 6 percent per
annum from the date of the jeopardy
notice and demand to the date of
payment.

Upon the filing of a bond of the char-
acter described within 10 days after the
date of notice and demand for payment
of the amount assessed, the collection of
so much thereof as Is covered by the
bond will be stayed. The taxpayer may
at any time waive the stay of collection
of the whole or any part of the amount
covered by the bond. If as a result of
such waiver any part of the amount cov-
ered by the bond Is lDaid, or If any por-
tion of the jeopardy assessment Is abated
by the Commissioner before the decision
of the Board Is rendered, then the bond
shall at the request of the taxpayer be
proportionately reduced. If the Board
determines that the amount assessed Is
greater than the correct amount of the
tax, the bond will also be proportion-
ately reduced at the request of the tax-
payer after the Board renders Its
decision.

After the Board 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 Board, the collection of which has
been stayed by the bond. The collector
is required to include in the notice and
demandfor the unpaid portion, Interest
at the rate of 6 percent per annum from
the date of the jeopardy notice and de-
mand to the date of the notice and
demand referred to In this paragraph,
If the amount of the jeopardy assess-
ment Is less than the amount deter-
mined by the Board, the difference, to-
gether with Interest as provided In sec-
tion 292, will be assessed, and collected
as part of the tax upon notice and de-
mand from the collector. If the amount
included in'the notice and demand made
after the decision of the Board Is not
paid within 10 days after such notice
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and demand, there shall be collected as Bankruptcy Act., as amended, or under
part of the tax, interest as provided in section 74, 75, 77, or 77B, or Chapters X
section 294 (b). If the amount of the to XIII, of such Act, as amended; and
jeopardy assessment is in excess of the the term "adjudication of bankruptcy"
amount determined by the Board, the includes, in addition to an adjudication
unpaid portion of such excess will be in a proceeding under Chapters I to VII,
abated. If any part of the excess the approval of a petition as properly
amount has been paid, it will be credited filed under section 77 or 77B or Chapter
or refunded to the taxpayer as provided X by a court of competent jurisdiction
in section 322. or the filing of a petition under section

As to bankruptcy, proceedings for the 74 or 75 or Chapters XI to with a
relief of debtors and receivership cases, court of competent jurisdiction.
see sections 274 and 293 and articles A trustee in bankruptcy (including a
274-1 and 274-2. trustee, receiver, debtor in possession, or

Sm. 274. Bankrzptcy and receiverships.- other person designated as in control of
(a) Immediate assessment.-Upon the ad- the assets of a debtor in any bankruptcy
judication of bankruptcy of any taxpayer in proceeding by order of the court in
any bankruptcy proceeding or the appoint-
ment of a receiver for any taxpayer in any which such proceeding is pending) or a
receivership proceeding before any court of receiver In any receivership proceeding
the United States or of any State or Terri- is required to give notice In writing to
tory or of the District of Columbia, any deft- the CommLsoner of Internal Revenue
ciency (together with all interest, additional
amounts, or additions to the tax provided in Washington, D. C., of the adjudica-
for by law) determined by the Commis- tion of bankruptcy or the appointment
sioner in respect of a tax imposed by this of a receiver. (See section 274 (a) and
title upon such taxpayer shall, despite the
restrictions imposed by section 272 (a) upon article 275-1.)
assessments.be immediately assessed If such Collectors should, promptly after no-
deficiency.has not theretofore been assessed tice of outstanding liability against a
in accordance with law. In such cases the
trustee in bankruptcy or receiver shall give taxpayer in any bankruptcy or receiver-
.notice in writing to the Commissioner of ship proceedings, and in any event with-
the adjudication of bankruptcy or the ap- in the time limited by the appropriate
pointment of the receiver, and the running
of the statute of limitations on the mang provisions of the Bankruptcy Act, as

-of assessments shall be suspended for the amended, and the orders of the court
period from the date of adjudication in in which such proceeding Is pending, file
bankruptcy or the appointment of the re- claim covering such liability in the courf
ceiver to a date 30 days after the date upon
which the notice from the trustee or re- In which such proceeding is pending.
ceiver is received by the Commissioner; but Such claim should be fled whether the
the suspension under this sentence shall in unpaid taxes involved have been a=eszed
no case be for .a period in excess of two or not, except in cases where the depart-
years. Claims for the deficiency and such
interest, additional amounts and additions mental instructions direct otherwise;
to the tax may be presented, for adjudica- for example, where the payment of the
tion in accordance with law, to the court taxes is secured by a sufficient bond.
before which the bankruptcy or receiver-
ship proceeding is pending, despite the pend- SUch claim should cover the amount rep-
ency of proceedings for the redetermination resented by the assessment, plus interest
of the deficiency in pursuance of a petition at the rate of 6 percent per annum for
to the Board; but no petition for any such
redetermination shall be filed with the the period from the date of filing claim
Board after the adjudication of bankruptcy by the collector to the date of termina-
or the appointment of the receiver. tion of the bankruptcy or receivership

(b) Unpaid claims.-Any portion of the proceeding or to the date of payment if
claim allowed in such bankruptcy or re-
ceivership proceeding which is unpaid shaU payment is diade In full prior to such
be paid by the taxpayer upon notice and termination. At the came time claim is
demand from the collector after the terml- filed with the bankruptcy or receiver-
nation of skch. proceeding, and may be col- ship court, the collectOr will send notice
lected by distraint or proceeding n court
within six years after termination of such and demand for payment to the tax-
proceeding. Extensions of time for such payer together with a copy of such
payment may be had in the same manner claim.
and subject to the same provisions and lim-
itations as are provided ln section 272 (J) Under section 3466 of the Revised
and section 296 in the case of a deficiency in Statutes and section 3467 of the Revised
a tax imposed by this title. Statutes, as amended (paragraphs 47

ART. 274-1. Bankruptcy and receiver- and 48, respectively, of the Appendix to
ship proceedings.-During a bankruptcy these regulations), and section 64 of the
proceeding, or an equity receivership Bankruptcy Act, as amended, taxes are
proceeding in either a Federal or a State entitled to the priority over other claims
court, the assets of the taxpayer are in therein stated and the trustee, receiver,
general under the control of the court debtor in possession, or other person
in which such proceeding' is pending, designated as In control of the assets of
and the collection of taxes cannot be the debtor by the court In which bank-
made by distraining upon such assets. ruptcy or receivership proceeding is
However, any assets which under appli- pending, may be held personally liable
cable provisions of law are not under the for failure on his part to protect the
control of the court may be subject to priority of the Government rzzpecting
distraint, taxes of which he has notice. Bank-

As used in these regulations the term ruptcy courts have jurisdiction under
"bankruptcy proceeding" includes pro- the Bankruptcy Act, as amended, to de-
ceedings under Chapters I to VII of the termine all disputes regarding the
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amount and validity of taxes of a bank-
rupt or of a debtor in a proceeding under
the Bankruptcy Act, as amended. A
bankruptcy or receivership proceeding
does not discharge any portion of a
claim of the United States for taxes ex-
cept in the case of a proceeding under
Chapter X of the Bankrupty Act, as
amended, and except to the extent
which may be provided in a plan or ar-
rangement duly effectuated in a bank-
ruptcy 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 termination of the
bankauptcy or receivership proceeding
shall be collected with interest as pro-
vided in section 298.

AnT. 274-2. Immediate assements in
bankruptcy and receivership cases.-If
the Commissioner has determined that a
deficiency is due in respect of income tax
and the taxpayer has filed a petition with
the Board of Tax Appeals prior to the
adjudication of bankruptcy or the ap-
pointment of a receiver, the trustee, re-
ceiver, debtor in possession, or other per-
son designated as in control of the assets
of the debtor by the court in which the
banlruptcy or receivership proceeding is
pending, may prosecute the taxpayer's
appeal before the Board as to that par-
ticular determination. No petition shall
be filed with the Board for a redetermi-
nation of the deficiency after the adjudi-
cation of bankruptcy or the appointment
of a receiver.

Claim for the amount of a deficiency,
even though pending before the Board
for consideration, may be filed with the
court In which the bankruptcy or receiv-
ership proceeding Is pending without
awaiting final decision of the Board. In
cwe of final decision of the Board before
the termination of the bankruptcy,
debtor, or receivership proceeding, a
copy of the Board's decision may be filed
by the Commissioner with the court in
which such proceeding is pending.

While the Commissioner Is required by
section 274 to make immediate assess-
ment of any deficiency, such assessment
I not made as a jeopardy assessment
within the meaning of section 273, and
consequently the provisions of that sec-
tion do not apply to any assessment made
under section 274. Therefore, the no-
tice of the deficiency provided for in sec-
tion 273 b) will not be mailed. Al-
though such notice will not be issued,
nevertheless a letter will be sent to the
taxpayer, or to the trustee, receiver,
debtor In p:)s ion, or other pevson
designated by the court in which the
bankruptcy or rcceivership proceeding is
pending as In control of the asze3ts of the
debtor, notifying him In detail how the
deficiency was computed, that he may
furnizsh evidence showing wherein the
deficiency is incorrect, and that upon re-
quc-t he will b granted a hearing with
respzct to such deficiency. If after such
evidence Is submitted and hearing held

HeinOnline -- 4 Fed. Reg. 783 1939



FEDERAL REGISTER, Saturday, February 11, 1939

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 pro-
ceeding.

If any portion of the claim allowed by
the court in a bankruptcy or receivership
proceeding remains unpaid after the ter-
mination of such proceeding, the collec-
tor will send notice and demand for
payment thereof to the taxpayer. Such
unpaid portion with interest as provided
in section 298 may be collected from the
taxpayer by distraint or proceeding in
court within six years after the termina-
tion of the bankruptcy or receivership
proceeding. Extensions of time for the
payment of such unpaid amount may be
granted in the same manner and subject
to the same provisions and limitations
as provided in sections 272 (j) and 297.
(See article 272-3.)

This article deals only with immediate
assessments provided for in section 274
and the procedure in connection with
such assessments.

SEC. 275. Period of limitation Upon assess-
ment and colction-Except as provided in
section 276-

(a) General rule-The amount of income
taxes imposed by this title shall be assessed
within three years after the return was filed,
and no proceeding in court without assess-
ment for the collection of such taxes shall
be begun after the expiration of such period.

(b) Request for ,prompt assessment-In
the case of income received during the life-
time of a decedent, or by his estate during
the period of administration, or by a cor-
poration, tlhe tax shall be assessed, and any
proceeding in court without assessment for
the collection of such tax shall be begun,
within eighteen months after written re-
quest therefor (filed after the return Is
made) by the executor, administrator, or
other fiduciary representink the estate of
such decedent, or by the corporation, but
not after the expiration of three years after
the return was filed. This subsectiof shall
not apply In the case of a corporation
unless-

(1) Such written request notifies the
Commissioner that the corporation contem-
plates dissolution at or before the expira-
tion of such 18 months' period; and

(2) The dissolution is in good faith be-
gun before the expiration of such 18 months'
period; and

(3) The dissolution is completed.

(a) Omission from gross income-If the
taxpayer omits fr6m gross income an amount
properly includible therein which is in ex-
cess of 25 per centum of the amount of
gross Income stated in the return, the tax
may be assessed, or a proceeding in court
for the collection of such tax may be begun
without assessment, at any time within 5
years after the return was filed.

(d) Sharrcolders of foreign personal hold-
ing eompanfes .- If the taxpayer omits from
gross Income an amount properly includible
therein under section 337 (b) (relating to
the inclusion in the gross income of United
States shareholders of their distributive
shares of the undistributed Supplement P
net income -of a foreign personal holding
company) the tax may be assessed, or a pro-
ceeding in court for the collection of such
tax may be begun without assessment, at
any time within seven years after the return
was filed.

(e) Distributions in liquidation to share-
Ilhders.-If the taxpayer omits from gross

income an amount properly includible there- ing dissolution, the tax shall be assessed
in under section 115 (c) as an amount dis- within 18 months after written request
tributed in liquidation of a corporation,
other than a foreign personal holding com- therefor by the fiduciary or legal repre-
pany, the tax may be assessed, or a pro- sentative of the estate of the decedent
ceeding in court for the collection of' such or by the corporation, but not after the
tax may be begun without assessment, at
any time within four years after the return expiration of 3 years after the return.
was filed. was filed. The effect of this provision iq

(f) For the purposes of subsections (a), to limit the period In which the Com-
(b), (c), (d), and (e)', a return filed before missioner may assess the tax in such
the last day prescribed by law for the filing
thereof shall be considered as filed on such cases to a period of 18 months from the
last day. date the request is filed, even though

(g) Corporation and sharehoder.-If a more than 18 months still remain of the
corporation makes no return of the tax im-
posed by this title, but each of the share- regular 3-year period In which the as-
holders includes in his return his distribu- sessment may under ordinary circum-
tive share of the net income of the corpora- stances be made. The request, in order
tion, then the tax of the corporation shall to be effective, must be made after the
be assessed within four years after the last
date on which any such shareholder's return return is filed and must be in such Ian-
was filed. guage as to make it clear to the Corn-

SEc. 276. Same-ExceptiOnS.(a) Fasere- missioner that It is desired to take ad-
turn or -no return.-In the case of a false vantage of the provisions of section 275
or fraudulent return with intent to evade (b).. In the case of a corporation the
tax or of a failure to file a return the tax
may be assessed,, or a proceeding In court 18-month period of limitation shall nob
for the collection of such tax may be begun apply Unless--
without assessment, at any time.

(b) Waiver.-Where before the expiration (a) the written request notifies the
of the time prescribed in section 275 for Commissioner that the corporation con-
the assessment of the tax, both the Corn- templates dissolution at or before the ex-
missioner and the taxpayer have consented
in writing to its assessment after such time, pifation of such period,
the tax may be assessed at any time prior (b) the dissolution Is in good faith
to the expiration of the period agreed upon. begun before the expiration of such pe-
The period so agreed upon may be extended riod, and
by subsequent agreements In writing made
before the expiration- of the period previ- (c) the dissolution so begun Is com-
ously agreed upon. pleted either before or after the oxpIra-

(c) Collection after assessment.-Where tion of such 18-month period.
the assessment of any income tax imposed
by this title has been made within the period Such a request does not have the effect
of limitation properly applicable thereto, of extending the regular period of lina-
such tax may be cbllected by distraint or by itation even though the request is made
a proceeding in court, but only If begun (I)
within six years after the assessment of the less than 18 months before the expira-
tax, or (2) prior to the expiration of any tion of the regular period of limitation.
period for collection agreed upon in writing (2) If a corporation makes *no income
by the Commissioner and the taxpayer be-
fore the expiration of such six-year period. tax return under the Act, but each of
The period so agreed upon may be extended the shareholders Includes in his personal
by subsequent agreements in writing made return his distributive share of the net
before the expiration of the period pre- income of the corporation, the tax of the
ously agreed upon.

SEc. 277. Suspension of running of statute.- corporation shall be assessed within four
The running of the statute of limitations years after the last date on which any
provided in section 275 or 276 on the making such shareholder's return was filed.
of assessments and the beginning of is-
traint or a proceeding in court for collection, (3) In the case of a false or fraudu-
in respect of any deficiency, shall (after the lent return with intent to evade tax, the
mailing of a notice under section 272 (a)) tax may be assessed at any time after
be suspended for the period during which such false or fraudulent return Is filed.
the Commissioner is prohibited from mak-
ing the assessment-or beginning distraint or (4) If there is omitted from the gross

.a proceeding in court (and in any event, if income stated in the return an amount
a proceeding in respect of the deficiency Ispcludible therein which is in
placed on the docket of- the Board, until the properly in
decision of the Board becomes final), and excess of 25 percent of the gross income
for sixty days thereafter. , so stated, the tax may be assessed at any

ART. 275-1. Period of limitatio, Upon time within five years after the return
assessment of tax.The amount of in- was filed.
come tax imposed by the Act must be (5) In the event the taxpayer fails to
assessed within three years after the re- file a return, the amount of tax due may
turn was filed. For the purposes of sub- be assessed at any time after the date
sections (a), (4 ), (c), (d), and (e) of prescribed for filing the return. (But
section 275, a return filed before the last see paragraph (2) of this article.)
day prescribed by law for the filing (6) If the taxpayer omitS from gross
thereof shall be considered as filed on income an 'amount -properly includible
such last day. Exceptions to the period therein under section 337 (b) as his dis-
of limitation stated in this paragraph tributive share of the undistributed Sup-
(other than those provided for elsewhere plement P net income of a foreign per-
than-in the internal revenue laws) are sonal holding company, the tax may be
as follows: assessed at any time within seven yearsafe th eu•wsfld

(I) In the case of income received after the return was filed.
during the lifetime of a decedent or by (7) f the taxpayer omits from gross
his estate during the period of adminis- income an amount properly ncludible
tration or by a corporation contemplat- therein under section 115 (c) as an
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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.

(8) If before the expiratioh of the
time prescribed in section 275 for the
assessment of the tax the Commissioner
and the taxpayer have consented in
writing to the assessment of the tax
after such time, the tax may be assessed
at any time prior to the expiration of
the period agreed upon. The period
agreed upon may be extended by sub-
sequent agreements in writing made be-
fore the expiration of the .period pre-
viously agreed upon.

(9) If a notice of a deficiency has
been mailed to the taxpayer under the
provisions of section 272 (a), then the
running of the statute of limitations on
assessment of any deficiency shall be
suspended for the period during which
the Commissioner is prohibited from
making the assessment (and in any
event, if a proceeding in respect of the
deficiency is placed on the docket of the
Board, until the decision of the Board
becomes final), and for 60 days there-
after. If the Commissioner mails to a
taxpayer a notice of deficiency within
the statutory period of limitation and
the taxpayer does not appeal therefrom
to the Board, the notice of deficiency so
given does not suspend the running of
the period of limitation on assessment

-for the purpose of any additional defi-
ciency shown to be due in a subsequent
deficiency notice.

(10) In a bankruptcy or receivership
proceeding the running of the statute
of limitations on the making of assess-
ments is suspended from the date of
adjudication in bankruptcy or the date
of the appointment of a receiver, as the
case may be, to a date 30 days after
the date upon which the notice pro-
vided for in section 274 (a) is received
by the Commissioner in Washington,
D. C., but intno case shall the suspen-
sion be for a period in excess of two
years. See section 274 (a) and articles
274-1 and 274-2.

With respect to the period of limita-
tion for assessing the amount of the
liability of a transferee of property, or
for assessing the amount of the liability
of a fiduciary under section 3467 of the
Revised Statutes, as amended (para-
graph 48 of the Appendix to these regu-,
lations), see section 311.

ART. 275-2. Period of limitation upon.
collection of tax In the case of the in-
come taxes imposed by the Act, a pro-
ceeding 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 with-
out assessment stated in the preceding
paragraph are as follows:

(1) 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
within 18 months after a written request
therefor by the executor, administrator,
or other fiduciary representing the
estate of the decedent or by the corpo-
ration, but not after the expiration of 3
yearg after the return was filed. Such a
request does not have the effect of ex-
tending the regular period of limitation
within which a proceeding in court
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 (a), (b) and (c) of para-
graph (1) of article 275-1 also must be
met.

(2) A proceeding in court for the col-
lection of the tax without assessment
may be begun at any time-

(a) In case the taxpayer files a false
or fraudulent rqturn with Intent to
evade tax; and

(b) In case the taxpayer failed to file
a return.

(3) If there is omitted from the gross
income stated in the return an amount
properly includible therein which Is in
excess of 25 percent of the gross income
so stated, a proceeding In court for the
collection of the tax may be begun with-
out assessment at any time within five
years after the return was filed.

(4) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his dis-
tributive share of the undistributed Sup-
plement P net income of 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 seven years after the return was
filed.

(5) If the taxpayer omits from gros
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 n 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
writing by the Commissioner and the
taxpayer 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 re-
spect of distraint, the distraint shall be
held to have been bgun, 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-
vilons of section 272 (a) (see article
272-1), then the running of the statute
of limitations on the beginning of dis-
traint after assssment, or on the be-
ginning of a proceeding in court after
asse =,Ent or without assessment, in
respect of any deficiency, shall be sus-
pended for the period during which the
Commissioner is prohibited from begin-
ning such distraint or proceeding in
court (and in any event, if a proceeding
in respect of the deficiency is placed on
the docket of the Board, until the deci-
sion of the Board becomes final), and
for 60 days thereafter.

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
article 274-2.

CHAP=E~

Interest and Additions to Tax

Supplement M-Interest and Additions
to the Tax

Sac. 231. Failure to file return.-In case
of any falure to mate and Mie return re-
quired by thi3 title, within the time pre-
acribcd by law or prcribed by the ComiaL-
aoner in pursuance of law. unle-_ it ,
shown that such failure is due to reasonable
cause and not duo to wllful neglect, there
shall be added to the t.-: 5 per centun If
the fa lure is for not more than thirty days
with an additional 5 per centum for each
additlonal thirty days or fraction thereof
during which such failure continu-n, no* ex-
cecdlng 25 par centum in the! aggreate.
The amount so added to any tax sball be col-
lected at the camo time and in the samye
manner and as a part of the tax unless the
tax has been paid bcfore the dlscovery of
the ne-ject, in which co_ the amount so
added shall be collected n the same mannsr
as the tax. The amount added to the tax
under thL r.ction 1hall be in lieu of the 25
per centum addition to the tax providd in
section 3176 of the Revized Statutes, as
amended.

AnT. 291-1. Addition to the tax in case
of failure to file return.-In case of fail-
ure to make and file a return required
by Title I within the prescribed time, a
certain percent of the amount of the
tax Is added to the tax unless the return
is later filed and failure to file the re-
turn within the prescribed time is shown
to the satisfaction of the Commissioner
to be due to reasonable cause and not
to willful neglect. The amount to be
added to the tax is 5 percent if the
falure is for not more than 30 days, with
an additional 5 percent for each addi-

HeinOnline -- 4 Fed. Reg. 785 1939



FEDERAL REGISTER, Saturday, February 11, 1939

tional 30 days or fraction thereof during
which failure continues, not to exceed 25
percent in the aggregate. Two classes of
delinquents are subject to this addition
to the tax:

(a) Those who do not file returns and
for whom returns are made by a col-
lector, a deputy collector, or the Com-
missioner, and

(b) Those who file tardy returns and
are unable to show reasonabie cause for
the delay.

A taxpayer who files a tardy return
and wishes to avoid the addition to the
tax for delinquency must make an af-
firmative showing of all facts alleged
as a reasonable cause for failure to file
the heturn on time in the form of an
affidavit which should be attached to
the return. If such an affidavit is fur-
nished with the return or upon the col-
lector's demand, the collector, unless
otherwise directed by the Commissioner,
will forward the affidavit with the re-
turn, and, if the Commissioner deter-
mines that the delinquency was due to
a reasonable cause, and not to willful
neglect, the addition to the tax will not
be assessed. If the taxpayer exercised
ordinary business care and prudence and
was nevertheless unable to file the re-
turn within the prescribed time, then
the delay is due to a reasonable cause.

If the addition, to the tax for delin-
quency in filing the return has been
added, the amount so added shall be
collected in the same manner as the
tax.

For addition to the tax in case of a
deficiency due to fraud with intefit to
evade tax, see section 293. As to the
making of returns for taxpayers by
collectors or the Commissioner in the
case of delinquency in filing a return, or
in the case of a false or fraudulent re-
turn, see section 3176 of the Revised
Statutes, as amended (paragraph 65 of
the Appendix to these regulations).

SEc. 292. Interest on deflciencies.-Interest
upon the amount determined as a deficiency
shall be assessed at the same time as the
deficiency, shall be paid upon notice and
demand from the collector, and shall be
collected as a part of the tax, at the rate
of 6 per centum per annum from the date
prescribed for the payment of the tax (or,
if the tax is paid in installments, from the
date prescribed for the payment of the first
installment) to the date the deficiency is
assessed, or. in the case of a waiver under
section 272 (d), to the thirtieth day after
the filing of such waiver or to the date the
deficiency is assessed whichever Is the earlier.

SEc. 293. Addition to the tax ihs case of
deficef-cy-(a) Negligence.-If any part of
any deficiency is due to negligence, or In-
tentional disregard of rules and regulations
but without Intent to defraud, 5 per centum
of the total amount of the deflciency*(in
addition to such deficiency) shall be as-
sessed, collected, and paid in the same man-
nr as If It were a deficiency, except that
the provisions of section 272 (1), relating to
the prorating of a deficiency, and of section
292, relating to Interest on deficiencies, shall
not be applicable.

(b) Fraud.-If any part of any deficiency
is due to fraud with Intent to evade tax,
then 50 per centum of the total amount- of
the deficiency (in addition to such defi-

clency) shall be so assessed, collected, -and
paid, in lieu of the 50 per centum addition
to the tax provided in section 3176 of the
Revised Statutes, as'amended.
. SEc. 294. Additions to the txax in case of
rzonpayment-(a) Tax shon on return.
(1) Generm .rule.-Where the amount deter-
mined by the taxpayer as the tax Imposed
by this title, or any installment thereof, or
any part of such amount or installment, is
not paid on or before the date prescribed
for its payment, there shall be collected as
a part of the tax, interest upon such unpaid
amount at the rate of 6 per centure, per
annum from the date prescribed for its pay-
ment until It is paid:

(2) If extension granted..-Where an ex-
tension of time for payment of the-amount
so determined as the tax by the taxpayer, or
any installment thereof, has been granted,
and the amount the time for payment of
which has been extended, and the interest
thereon determined under section 295, is not
paid in. full prior to the expiration of the
period of the extension, then, in lieu of the
interest provided for in paragraph (1) of
this subsection, interest at the rate of 6 per
centumr per annum shall be collected on
such unpaid amount from the date of the
.expiration of the period of the extension
until it is paid.

(b) Deflcenc.-Where a deficiency, or any
interest or additional amounts assessed in
connection therewith under section, 292, or
under section 293, or any addition to the
tax in case of delinquency provided for In
section 291, is ,not paid,n full within ten
days from the date of notice and demand
from the, collector, there shall be collected
as part of the tax, interest upon the unpaid
amount at the rate of 6 per centum per
annum from the date of such notice and
demand until it is paid. If any' part of a
deficiency prorated to, any unpaid install-
ment under section 272 (1) is not paid 'in
full on or before the date prescribed for the
payment of such installment, there shall be
collected as part of the' tax interest upon
the unpaid amount at the rate of 6 per
centum per annum from such date until
it Is paid,

(a) Filing of jeopardy bod.-If a bond is
filed, as provided in section 273, the provi-
sions of subsection (b) of this section shall
not apply to the amount covered by the bond.

SEC. 295. Time extended for payment of tax
shown ow return.-If- the time for payment
of the amount determined as the tax by the
taxpayer, or any installment thereof, is ex-
tended under the authority of section 56 (c),
there shall be collected as a part of such
amount, interest thereon at the rate of 6
per centum per annum from the date when
such payment should have been made if no
extension had been granted, until the ex-
piration of the period of the extension.

SEC. 296. Time =dtended for payment of
deflete .- If the time for the payment of
any part of a deficiency is extended, there
shall be collected, as a part of the tax, in-
terest on the part of the deficiency the time
for payment of which Is so extended, at the
rate of 6 per centum per annum for the
period of the extension, and no other inter-
est shall be collected on such part of the
deficiency for such period. If the part of
the deficiency the time for payment of which
is so extended is not paid In accordance with
the terms ofthe extension, there shall be col-
lected, as -a part of the tax, interest on such
unpaid amount at the rate of 6 per centum
per annum for the period from the time fixed
by the terms of the extension for its pay-
ment until it is paid, and no other interest
shall be collected on such unpaid amount
for such period.

SEC. 297. Interest in case of Jeopardy as-.
sessments.-In the case of the' amount col-
lected under section 273 (1). there shall be
collected at the same time as such amount,
and as a part of the tax, interest at the rate
of 6 'percentum per annum upon such
amount from the date of the jeopardy notice
and demand to the date of notice and de-
mand under section 273 (1),Ior, in the case

of the amount collected In axcess of the
amount of the jeopardy assessment, Interest
as provided in section 292. If the amount
included In the notice and demand from
the collector under section 273 (1) Is not
paid in full within ten days after such no-
tice arid demand, then there shall be col-
lected, as part of the tax, Interest upon the
unpaid amount at the rate of 6 per centum
per annum from the date of such notice and
demand until it Is paid.

SEc. 298. Bankruptcy and rcclvcrslhps.-
If the unpaid portion of the claim allowed In
a bankruptcy or receivership proceeding, as
provided in section 274, Is not paid In full
within ten days fromn the date of notice and
demrad from the collector, then there shall
be collected as a part ,of such amount Inter-
Pst upon the unpaid portion thereof at the
rate of 6 per centuni per Annum from the
date of such notice and demand until pay-
ment.

SEc. 299. Removal of Property or dpar-
ture from United Sttes.-For additions to
tax in case of leaving the United States or
concealing property in such manner as to
hinder collection of the tax, see section 140.

CHAPTER XXXII

Claims Against Transferees and

Fiduciaries

Supplement' N--Claims Against Trans-
ferees and Fiduciaries

SEC. 311. Transferred assets.-(a) Method
of collection.-The amounts of the follow-
Ing liabilities shall, except as hereinafter In
this section provided, be assessed, collected,
and paid in the same manner and subject
to the same provisions and limitations as
in the case of a deficiency In a tax Im-
posed by this title (including the provisions
in case of delinquency In payment after
notice and demand, the provisions authoriz-
tag distraint and proceedings in court for
collection, and the .provlslons prohibiting
claims and, suits for refunds):

(1) Transferees -The liability, at law 'Ot
in equity, of a transferee of property of a
taxpayer, In respect of the tax (including
Interest, additional amounts, and additions
to the tax provided by law) imposed upon
the taxpayer by this title.

(2) Fiduciaries.-The liability of a flducl-
ary under section 3467 of the Revised Stat-
utes In respect of the payment of any such
tax from the estate of the taxpayer.

Any such liability may be either as to the
amount of tax shown on the return or as
to any deficiency in tax. ,

(b) Period of limttation.-Tho period of
limitation for assessment of any such lia-
bility of a transferee or fiduciary shall be
as follows

(1) In the case of the liability of an
initial transferee of, the property of the
taxpayer,-wlthin one year after the expira-
tion of the period of limitation for asSeSS-
ment against the taxpayer;

(2) In the case of the liability of a trans-
feree of a transferee of the property of the
taxpayer,-within one year after the ex-
piration of the period of limitation for
assessment against the preceding transferee,
but only if within three years after the
expiration of the period of limitation for
assessment against the taxpayer:-

except that if before the expiration of the
period of limitation for the assessment of
the liability of the trnsfere, a court pro-
ceeding for the collection of the taX or
liability in respect thereof has been begun.
against the taxpayer or last preceding trans-
feree, respectively,r-thon the period of limi-
tation for assessment of the liability of the
transferee shall expire one year after the
return of execution in the court proceeding,

(3) In the case of the liability of a fldu-
ciary,-not later than one year after the
liability arises or not later than the expira-
tion of the period for collectiou of the tax

HeinOnline -- 4 Fed. Reg. 786 1939



FEDERAL REGISTER, Saturday, February 11, 1939

In respect of which such liability arises,
whichever is the later;

(4) Where before the expiration of the
time prescribed in paragraph (1), (2), or
(3) for the assessment of the liability, both
the Commissioner and the transferee or
fiduciary have consented in writing to its
assessment after such time, the liablity may
be assessed at any time prior to the expira-
tion of the period agreed upon. The period
so agreed upon may be extended by subse-
quent agreements in writing made before
the expiration of the period previously
agreed upon.

(C) Period for assessment against taz-
payer.-For the purposes of this section, If
the taxpayer is deceased, or n 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 death or termination of
existence not occurred.

(d) Suspension of running Of statute of
imitations-The running of the statute of

limitations upon the assessment of the lia-
bility of a transferee or fiduciary shall, after
the mailing to the transferee or fiduclary of
the notice provided for in section 272 (a),
be suspended for the period during which
the Commissioner is prohibited from mak-
Ing the assessment in respect of the liability
of the transferee or fiduciary (and in any
event, if a proceeding n respect of the lia-
bility is placed on the docket of the Board,
until the decision of the Board becomes
final), and for sixty days thereafter.

(e) Address for notice of liability.-In the
absence of notice to the Commissioner under
section 312 (b) of the existence of a fidu-
ciary relationship, notice of liability enforce-
able under this section in respect of a tax
imp sed by this title, if mailed to the per-
son subject to the liability at his last known
address, shall be sufficient for the purposes
of this title even if such person is deceased.
or is under a legal disability, or. In the case
of a corporation, has terminated its
existeice.

(f) Def nition of "transferee"As used in
this section, the term -transferee" includes
heir, legatee, devisee, and distributee.

ART. 311-1. Claims in Cases Of trana-
erred assets.-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 the Act
(paragraph 48 of the Appendix to these
regulations), whether shown on the re-
turn of the taxpayer 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 the Act, except as herein-
after provided. The provisions relating
to delinquency in payment after notice
and demand and the amount of inter-
est attaching because of such delin-
quency, the authorization of distraint
and proceedings in court for collection,
the prohibition of claims for abatement
and claims and suits for refund, the fil-
ing of a petition with the Board of Tax
Appeals, and the filing of a petition for
review of the Board's decision, are in-
cluded in the sections and articles re-
lating to deficiencies in tax imposed by
Title I.

The term "transferee" as used in this
article includes an heir, legatee, devisee,

distributee of an estate of a deceased
person, the shareholder of a dissolved
corporation, the assignee or donee of an
insolvent person, the successor of a cor-
poration, a party to a reorganization as
defined in section 112, and all other
classes of distributees.

The period of limitation for assess-
ment of the liability of a transferee or
of a fiduciary, referred to In the first
paragraph of this article, 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 assess-
ment against the taxpayer (see sections
275-277) ;

(2) In the case of the liability of a
transferee of a transferee of the prop-
erty of the taxpayer, one year after the
expiration of the period of limitation for
assessment against the preceding trans-
feree, or three years after the expiration
of the period of limitation for assess-
ment against the taxpayer, whichever of
the two periods (the 1-year period or
the 3-year period) first expires;

(3) If a court proceeding against the
taxpayer or last preceding transferee
for the collection of the tax or liability
in respect thereof, respectively, has been
begun within the period of limitation for
the bringing of such proceeding, then
within one year after the return of exe-
cution in such proceeding; 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 liability
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 Ila-
bility-of a transferee or fiduciary, both
the Commissioner and the transferee or
fiduciary have consented in writing to
the assessment of the liability after such
time, the liability may be assessed at any
time prior to the expiration of the
period agreed upon. The period so
agreed upon may be extended by subse-
quent agreements in writing made before
the expiration of the period previously
agreed upon.

For the purpose of determining the
period of limitation for asessment
against a transferee or a fiduclary, if the
taxpayer is deceased, or, in the case of a
corporation, has terminated Its exist-
ence, the period of limitation for assess-
ment against the taxpayer shall be the
period that would be In effect had the
death or termination of existence not
occurred.

If a notice of the liability of a trans-
feree 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.Commssloner Is
prohibited from rnaking the assessment

in respect of the liability of the trans-
feree or fiduciary (and in any event, if
a proceeding in respect of the Liability is
placed on the docket of the Board, until
the decision of tha Board becomes final),
and for 60 days thereafter.

6cc. 312. Z.otcie of flduc rJ rertarfalhzp.-
(a) Fiduciary of taxpayar-Up=n notice to
the Cammliloncr that any person 13 acting
in a fiduciary capacity such fiduciary h1l
Ia-ume the powers, rights, duties, and privi-
leg of the taxpayer in respect of a tax

Impczd bythistitle (except as otherwise-
p y prvidd and except that the tax

chill be collected from the estate of the tax-
payer), until notice is given that the
fiduclary capacity has terminated.

(b) Fiduciary of transferec.-Up notice
to the Comml cnar that any person i- act-
Ing In a fiduciary capacity for a person sub-
fect to the liability specifled in section 311,

the fiduciary shall azzume, on behalf of such
percon, the powms, rights, duties, and pri-
legT3 of such parcan under such s-ction
(except that the 1Lability sbMV'be colleeted
from the estate of such person), until notice
is given that the fiduciary capacity b- ter-
minated.

(c) Manner of notice.-Notico under Sub-
r-ction (a) or (b) shall be given In accord-
ance with regulations prescribed by the Com-
mLssioner with the approval of the Sacret ary-

AnT. 312-1. Fiduciaries.-As soon as
the Commisoner receives notice that a
pmon is acting in a fiduciary capacity,
such fiduciary must, except as other-
wlse specifically provided, assume the
powers, rights, duties, and privileges
of the taxpayer with respect to in-
come tax imposed by Title L If the par-
son is acting as a fiduciary for a trans-
feree or other person subject to the lia-
bility 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 tax-
payer or from the estate of the trans-
feree or other person subject to the lia-
bity specified in section 311. The "no-
tice 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 per-
son for whom the fiduciary Is acting,
and the nature of the liability of such
person; that is, whether it is a liability
for tax, and, If so, the year or years in-
volved, or a liability at law or in equity
of a transferee of property of a tax-
payer, or a liability of a fiduciary under
section 3467 of the Revised Statutes, as
amended (paragraph 48 of the Appendix
to these regulations), in respect of the
payment of any tax from the estate of
the taxpayer. Any such written notice
which has been filed with the Commis-
sloner since the enactment of the Reve-
nue Act of 1926 Ohall be considered as
sufficient notica to the Commissioner
within the meaning of section 312. Un-
less there is already on file with the
Commisioner satisfactory evidence of
the authority of the fiduciary to act for
such person In a fiduciary capacity, such
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evidence must be filed with and made a (b) Limitation on .a .low -nce-(1) Peripd
of limitation..-Unless a claim for credit orpart of the notice. If the fiduciary Ca- refund is filed by the taxpayer within three

pacity exists by order of court, a certified years from the time the return was filed by
copy of the order may be regarded as the taxpayer or within two years from the
such satisfactory evidence. When the time the tax was paid, no credit or refund
fiduciary capacity has terminated, the shall be allowed or made after the expira-

tion of whichever of such periods expires the
fiduciary in order to be relieved of any later. If no return Is filed by the taxpayer,
further duty or liability as such, must then no credit or refund shall be allowed

or made after two yeats from the time thefile with the Commissioner written no- tax was paid, unless before the expiration
tice that the fiduciary capacity has ter- of such period a claim therefor is filed by
minated as to him, accompanied by sat- .the taxpayer.
isfactory evidence of the termination of (2) Limit on amount of credit or re-

func ,-The amount of the credit or refund
the fiduciary capacity. The notice of shall not exceed the portion of the tax paid
termination should state the name and during the three years immediately preced-
address of the person, if any, who has ing the filing of the claim, or, if no claim
been substituted as fiduciary, was filed, then during the three years im-mediately preceding the allowance of the

If the notice of the fiduciary capacity credit or refund.
described in the preceding paragraph is (a) Effect of petition to Board.-If the
not filed with the Commissioner prior Commissioner has mailed to the taxpayer a
to the sending of notice of a defici notice of deficiency under section 272 (a)

teey and if the taxpayer files a petition with the
by registered mail to the last known ad- Board of Tax Appeals within the time pre-
dress of the taxpayer (see'section 272 scribed In such subsection, no credit or re-
(a)), or the last known address of the fund in respect of the tax for the taxable

year In respect of which the Commissioner
transferee or other person subject t lia- has determined the deficiency shall be al-
bility (see section 311), no notice of the lowed or made and no suit by the taxpayer
deficiency will be sent to the fiduciary. for the recovery of any part- of such tax

In such a case the sending of the notice shaU be instituted in any court except-
to the last known address of the tax- (1) As to overpayments determined by a

decision of the Board which has becomepayer, transferee, or other person, as final; and
the case may. be, will be a sufficient (2) As to any amount collected in excess
compliance with the requirements of the of an amount computed, in accordance with

the decision of the Board which has becomeAct, even though such taxpayer, "trans- final; and
feree, or other person is deceased, or is (3y As to any amount collected after the
under a legal disability, or, in the case period of limitation upon the beginning of
of a corporation, has terminated its ex- distraint or a proceeding in court for col-
istence. Under such circumstances if no lection has expired; but in any such claim

l tfor credit or refund or in any such suit for
petition Is filed with the Board of Tax refund the decislo of the Board which has
Appeals before the expiration of 90 days become final, as to whether such period has
from the sending of the notice to the expired before the notice of deficiency was

taxpayer, transferee, or other person, the mailed, shall .be conclusive.
tax, or liability under section 311, will (d.) Overpayment found by Board-If the

Board finds that there is no deficiency and
be assessed immediately upon the ex- further finds that the taxpayer has made an
piration of such 90-day period, and de- overpayment of tax in respect of the taxable
mand for payment will be'made by the year in respect of which the Commissioner
collector. Tde- determined the deficiency, the Board shallfinedtIn.sThe term "fiduciary" is e have jurisdiction to determine the amount
fined In section 901 (a) (6) to mean a of such overpayment, and such amount shall,
guardian, trustee, executor, administra- when the decision of the Board has become
tr, receiver, conservator, or any person final, be credited or fefunded to the taxpayer.ating recier, a nysiduiatry c or any No such credit or refund shall be made of
acting in any fiduciary capacity for any any portion of the tax unless the Board de-
person. termines as part of Its decision that such

This article, relating to the provisions portion was paid (1) within three years
before the filing of the claim or the filingof section 312, shall not be taken to of the petition, whichever is earlier, or (2)

abridge in any way "the Powers and after the mailing of the notice of deficiency.
duties of fiduciaries provided for in other (e) Tax witheld, at sourice .For refund
sections of the Act, or credit in case of excessive withholding at

the source, see section 143 (f).
CHAPTER mm ART. 322-1. Authority for abatement,

credit, and refund of tax.-Authority for
Overvairments the credit and refund of any overpay-

Supplement O-Overpayments ment of any income tax imposed by
Sc. 321. Overpament of installment-__ Title I is contained in section 322.

If the taxpayer has paid as an installment Section 273' (j) prohibits the filing of
of the tax more than 'the amount deter- claims fbr abatement by taxpayers with
mined to be the correct amount of such respect to assessments of income tax im-
Installment, the overpayment shall -be cred-
ited against the unpaid installments, if any. posed by Title I,
If the amount already paid, whether or not ART. 322-2. Credit and refund adjust-
on the basis of Installments, exceeds the ments.-Overassssments and overpay-
amount determined to be the correct amount
of the tax, the overpayment shall be cred- ments of income taxes will be adjusted
ited or refunded as provided in section 322. by means of certificates of overassess-

SE. 322. .?efunds and credits(a) Au- ment. Credits or refunds of overpay-
thorization--Where there has been an over-
payment of any tax imposed by this title, ments on the basis of such certificates of
the amount of such overpayment shall be overassessment may not be allowed or
credited against any income, war-profits, or made, however, after the expiration of
excess-profits tax or installment thereof then
due from the taxpayer, and any balance shall the statutory period of limitation prop-
be refunded immediately to the taxpayer. erly applicable unless prior to the expira-

tion of such period a claim therefor on
Form 843 has been filed by the taxpayer.
The claim, together with appropriate
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 withholding
agent, the credit or refund of such excess
amount shall be made to the withholding
agent unless, the amount of such tax was
actually withheld by the withholding
agent. (See section 143 (f).) As to in-
terest in case of credits or refunds, see
section 614 of the Revenue Act of 1928,
as amended by section 804 of the Reve-
nue Act of 1936 (paragraph 42 of the
Appendix to these regulations), and sec-
tion 1,77, United States Judicial Code, as
amended by section 615 of the Revenue
Act of 1928 and section 808 of the Reve-
nue Act of 1936 (paragraph 43. of the
Appendix to these regulations),

ART. 322-3. Claims for rdfund in tax-
payers.--Claims by the taxpayer for the
refunding of taxes, Interest, penalties,
and additions to tax erroneously or Ille-
gally collected shall be made on Form
843, and should be filed with the col-
lector of internal revenue. A separate
claim on such form shall be made for
each taxable year or period.

The claim must set forth in detail and
under oath each ground upon which a
refund Is claimed, and facts sufficient to
apprise the Commissioner of the exact
basis thereof. 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 ex-
piration of such period. A claim which
does not comply with this paragraph will
not be considered for any purpose as a
claim for refund. With respect to lim-
itations upon the refunding or crediting
of taxes, see article 322-7.

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 exec-
utor, administrator, or other fiduciary by
whom the claim is filed. If an exec-
utor, administrator, guardian, trustee,
receiver, or other fiduciary files a re-
turn-and thereafter a refund claim Is
filed by the same fiduciary, documentary
evidence 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 lat-
ter is still acting. In such cases, if a re-
fund or interest Is to be paid, letters
testamentary, 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 than
the one by whom the return was filed,
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the necessary documentary evidence
should accompany the claim. The affi-
davit may be made by the agent of the
person assessed, but in such case a
power of attorney must accompany the
claim.

Checks in payment of claims allowed
will be drawn in the names of the per-
sons entitled to the money and may be
sent to such persons in care of an at-
torney 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
connection, see section 3477 of the Re-
vised Statutes, which provides:
SEc. 3477. All transfers and assignments

made of any claim upon the United States,
or of any part or share thereof, or interest
therein, whether absolute or conditional.
and whatever may be the consideration
therefor, and all powers of attorney, orders,
or other authorities for receiving payment
of any such claim, or of any part or share
thereof, shall be absolutely null and void,
unless they are freely made and executed
in the presence of at least two attesting
witnesses, after the allowance of such a
claim, the ascertainment of the amount
due, and the issuing of a warrant for the
payment thereof. Such transfers, assign-
ments, and powers of attorney, must recite
the warrant for payment, and must be ac-
knowledged by the person making them,
before an officer having authority to take
acknowledgments of deeds and shall be
certified by the officer; and It must appear
by the certificate that the officer, at the
time of the acknowledgment, read and fully
explained :the transfer, assignment, or war-
rant of attorney to the person acknowledg-
ng the same.

The Commissioner has no authority
to refund on equitable grounds penalties
or other amounts legally collected, As
to claims for refund of sums recovered
by suit, see articles 322-4 to 322-6.

ART. 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
revenue for the recovery of taxes, penal-
ties, 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 ijaid, receipted by the
clerk of the court, should also accom-
pany the claim. With respect to the cer-
tificate 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 collector or other officer, or that he
acted under the directions of the Secretary
of the Treasury, or other proper officer of
the Government, no execution shall issue
against such collector or other officer, but

the amount ro recovered hnall. upon final
judgment, be provided for and paid out of
the proper appropriation from the Treasury.

If the case was appealed, two certificd
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, sgned by both par-
ties to the suit, waiving the right to ap-
peal, has been filed with the clerk of the
court, and two certified copies of such
waiver are furnished to the Com-
missioner.

(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 certified
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 sat-
isfaction, should accompany the claim.
(See further article 322-3.)

ART. 322-5. Claim for 27wjnwnt 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 cou;rt,"
should also accompany the claim. If
the case was appealed, two certified
copies of the mandate of the appellate
court should also be attached to the
claim. A judgment will not be paid
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 Com-
missioner.

ART. 322-6. Claim for Payment of
judgment obtained in the Court of
Claims against the United States.-A
claim for the payment of a judgment
rendered by the United States Court of
Claims against the United States, repre-
senting taxes, penalties, or other sums
should be made under oath, on Form
843, in duplicate, and filed directly with
the Commissioner of Internal Revenue,
Washington, D. C., accompanied by a
certificate 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.

AnT. 322-7. Limitations upon the credit-
ing and refunding of taxes paid--(a)
Unles a claim for credit or refund is
filed within three years from the time
.the return was filed by the taxpayer or
within two years from the time the tax
was paid, the Commissioner is pro-
hibited from allowing or making a credit
or refund of income tax imposed by
Title I after both periods have expired.
If no return is filed by the taxpayer, the
Commissi oner is prohibited from allow-
ing or making a credit or refund of such
tax after two years from the time the
tax was paid unless before the expira-
tion of such 2-year period a claim there-
for Is filed. The amount of the credit
or refund in any case shall not exceed
the portion of the tax paid dining the
3-year period immediately preceding the
date of the allowance of the credit or
refund, or, if the credit or refund is
based upon a claim, the amount of the
credit or refund shall not exceed the
portion of the tax paid during the 3-
year period immediately preceding the
date of filing such claim. The provi-
sons of this paragraph are subject to
the exceptions provided In paragraph
(b) of this article.

(b) In any case where a. person hav-
ing a right to file a petition with the
Board of Tax Appeals with respect to
a deficiency In Income tax imposed by
the Act fles such petition within the
prezcribed time, no credit or refund of
the tax for the year to which the defi-
clency relates ,hall be allowed or made,
and no suit for the recovery of any
part of such tax shall be instituted by
the taxpayer, except that-

(1) If the Board finds that there is
no deficiency but that the person has
overpaid his tax for the year to which
the notice of deficiency relates, and the
decision of the Board as to the amount
overpaid has become final (see section
1005 of the Revenue Act of 1926), the
overpayment shall be credited or re-
funded, but no such credit or refund
shall be made of any portion of the tax
unle3 the Board determines as part of
its decision that such portion was paid
(A) not earlier than three years before
the filing of the refund claim therefor
or the filing of the petition, whichever
event occurs first in point of time, or
if no claim is filed, not earlier than three
years before the filing of the petition,
or (B) after the mailing of the notice
of deficiency.

(2) In the case of a jeopardy assess-
ment made under section 273, if the
amount which should have been assezsed
as determined by a decision of the Board
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which has become final Is less than the
dmount already collected, the excess
payment shall be credited or refunded
subject to a determination being made
by the Board with respect to the time
of'payment as stated in (b) (1) of this

- article.
(3) If the amount of the deficiency

determined by the Board (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 Board with respect to
the time of payment as stated in (b) (1)
of this article. (See section 1001 (d) of
the Revenue Act of-1926,oas amended,
paragraph 13 of the Appendix to these
regulations.)

(4) Where the amount collected is in
excess of the amount computed in ac-
cordance with the decision of the Board
which has become final, the excess pay-
ment shall be credited or refunded with-
in 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 article 275-2), the taxpayer
may file a claim for refund of the
amount so collected within the period of
limitation provided in section 322 (b).
In any such case, the decision of the
Board as to whether the statutory period.
upon collection of the tax expired before
notice of the deficiency was mailed shall,
when the decision becomes final, be
conclusive.

ART. 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, aind 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 3218 of the Revised
Statutes, may authorize him to take
credit temporarily with respect to the
assessments not specifically paid. Such
action, however, shall not constitute an
abatement and shall not discharge the
liability of the persons concerned.

* * * *

[Chapters XXXIV-XXXVI H and the
Appendix will appear in the "Federal
Register" for Tuesday, February 14,
1939.1

[szL] Guy T. HELVERING,
Commissioner of Internal Revenue.

Approved: February 7, 1939.
H. MORGENTHAU, Jr.,

Secretary of the Treasury.

[P. R. Doc., 39-450; Piled, February 7, 1939;
4: 01 p. m.]

TILE 30-MINERAL RESOURCES
NATIONAL BITUMINOUS COAL

COMMISSION
[General Docket No. 151

EsTAnBismmNT or MNIMUM PRICES AND
MARKETING RULES AND REGULATIONS

CORRECTION OF ERRORS IN SCHEDULES OF
APPROVED MINIMUM PRICES FOR DISTRICTS
NOS. 7 AND 8

order
It appearing that in the schedule of

minimum prices approved by the Com-
mission for District No. V being the
Appendix to the Findings of the Com-
mission in the above-entitled matter,
the coal of the Carter Coal Company in
Size Group #5 produced at the Caretta"
#5 Mine, #4 Sub-district, in the War
Creek Seam, by reason of a typographi-
cal error, was classified as "A" instead of
Class "D," as originally proposed by the
Board and as found by the Commission,
and

It further appearing that in the sched-
ule of minimum prices approved ly the
Commission for District No. 8,1 being the
'Appendix to the Findings of the Com-
mission for District No. 8, the coal of the
West Virginia Coal- and Coke Corpora-
tion's Earling Mine in Size Group 26, by
reason of a typographical error, was
classified "G" instead of "J" as the same
was modified by the Commission in its
Findings entered herein, and

It further appearing that in said sched-
ule of minimum prices for District No. 8,
the coals of the Ajax Coal Company in
Size Groups 21 to 25, both inclusive, were
classified as '" instead of "L," as modi-
fied by the Commission in its Fndings,
and

It further appearing that in the said
schedule of minimum prices for District
No. 8, the coals of the Red Jacket Coal
Corporation in Size Group 26, by reason
of typographical errors, were given no
classification, although the Commission
found that these coals should be classified
as follows: Mitchell Branch Mine, "J";
Junior-Mine, "K"; # 5 Mine, "N"; # 6
Mine, 'F"; # 32 Top Mine, "M"; and #
32 Bottom Mine, "K."

Now, therefore, It is ordered that the
schedule of minimum prices approved by
the Commission for District No. '7, to
serve as the -basis for Coordination, be
and the same is hereby corrected by
changing the classification therein ap-
pearing for Size Group 5 of the Caretta
Mine of the Carter Coal Company from
Class "A" to Class "D," and

It is further ordered that the schedule
of minimum prices approved by the Com-
mission for District No. 8, to serve as a.
basis for coordination, be corrected in
the following respects:

The classification of the West Virginia
Coal and Coke Corporation's Earling
Mine in Size Group 26 be and the same
is hereby changed from "G" to "J."

141.R.307DI.24P.R.328 DL

The classification of Size Groups 21
to 25, both Inclusive, produced at the
Ajax Mine of the Ajax Coal Company,
be and the same are hereby changed
from Classification "K" to Classification
'9I.'.

The following mines of the Red Jacket
Coal Corporation In Size Group 26 are
classified as follows: Mitchell Branch
Mine, "J"; Junior Mine, "K"; #5 Mine,
I'; #6 Mine, "F"; #32 Top Mine, "M";
#32 Bottom Mine, "K."

The Secretary of the Commission is
hereby directed to cause a copy of this
Order to be included in the docket con-
taining the record of the proceedings In
the matter of the proposal of minimum
prices by the District Boards for Dis-
tricts Nos. 7 and 8 In General Docket No.
15, and shall cause a copy of this Order
to be published forthwith in the FEDERAL
REGISTER, and shall cause a copy hereof
to be mailed to the Secretary of each
District Board, to each code member In
Districts Nos. 7 and 8, to the Consumers'
Counsel, and to all parties who have
filed their appearances In the hearing
relating to the proposals submitted by
the District Boards for Districts Nos, 7
and 8, and shall cause a copy hereof to
be made available for Inspection at the
office of the Secretary of the Commis-
sion, Washington, D. C., and at the ofilco
of each Statistical Bureau of the
Commission.

By order of the Commission.
Dated this 8th day of February, 1930,
[SEAL] F. WrcHa MCCULLOUGH,

Secretary.
[F. R. Doc. 30-483; Filed, February 10, 1039

10:05 a. m.]

Notices

DEPARTMENT OF THE INTERIOR.I

National Bituminous Coal Commis.
sion.

[Docket No. 4-FD]
APPLICATION OF SMOKELESS COAL CORPO-

RATION FOR PRovIsIoNAL APPROVAL A9.
MARKETING AGENCY

PETITION FOR APPROVAL OF CHANGES IN
FORMS OF CONTRACTS BETWEEN THE Col-
PORTATION AND PRODUCERS AND SUB-
AGENTS

Notice and Order for Hearing

The petitioner above-named, having
on the 25th day of January, 1939, filed
its petition for approval of changes in
forms of contracts between the corpo-
ration and producers and sub-agents,
Notice is hereby given That the above-
entitled matter is assigned for hearing
before an Examiner of the Commission
on the 1st day of March, 1939, at ten
o'clock a. m., at the hearing room of the
Commission, Walker Building, 734 15th
Street, N. W., Washington, D. C., at
which time and place Interested parties
will be afforded an opportunity to be
heard.
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Rules, Regulations, Orders

TITLE 14-CIVIL AVIATION

CIVIL AERONAICS AUTHORITY

[Amenlment 43

A or REGur.AmrOi 601-A-I OF
T CI Am REuLAroqS REATiVE TO

Alt a session of the Civil Aeronautics
Authority held at its oEnce In Washing-
ton, D. C., on the 10th day of February
1939.

Acting pursuant to the authority vested
in it by the Civil Aeronautics Act of 1938,
particularly Sections 205 (a) and 601 (a)
of said Act, and finding that its action is
desirable in the public interest and Is
necessary to carry out the provisions of,
and to exercise and perform its powers
and duties under said Act, the Civil Aero-
nautics Authority hereby amends the
Civil Air Regulations as follows:
[Amendment No. 4 of Civil Air Regulations]

REQUI.I1UG A ZZ3ANFACTUIER'S AIRCAFT
OPERATING TAIMYAL - =N REQUIED By
TE APPROVED TYPE CERTIPIC&TE OR TYPE
CER TCATE TO BE CARRIED 3N THE AIR-
CRAFT AT ALL TIMER

Sec. 04.5 of the Civil Air Regulations
is hereby amended by adding at the end
thereof a new subsection 04.504:

"04.504 A manufacturer's aircraft op-
erating manual, when required by the
approvd type certificate, type certifi-
cate, or approved specification which is
part thereof, and when such manufac-
turer's aircraft operating manual has
been approved by the Authority, shall be

13 P. JR. 2051 DI.

carried in the pilots' compartment at all
times."

For the Authority:
[SEAL] PAUL J. FflZZrcL,

Seoretary.
[P. R. Dc. 89-535: Filed, Fcbruary 13, 1039;

11:49 a. m.

TITLE 16-CODMIERCIAL PRACTICES

FEDERAL TRADE COMMISSION
IN TBE MATTER OF PBILW MoRIs & Co.,

Lvi., 11C.
SEC. 3.99 (b) Using or seling lottery/

devicas-In mrercicndising. Selling, etc.,
in connection with offer, etc., in inter-
state commerce or in District of Colum-
bia, of cigarets or any other merchandise,
cigarets or other merchandise so packed,
etc., that sales thereof to the public are
to be, or may be, made by means of a lot-
tery, etc., as specified, prohibited. (Sec.
5b, 52 Stat. 112; 15 U. S. C., Supp. IV,
sec. 45b) [Cease and dezst order, Philip
Morris & Co., Ltd., Inc., Docket 3308, Jan-
uary 31, 1939]

SEC. 3.99 (b) Using or scling lotterv-
devices-In nterclw.ndisng. Supplying,
etc., dealers, In connection with offer,
etc., in interstate commerce or in Dis-
trict of Columbia, of cigaxets or any other
merchandise, assortments of said ciga-
rets or other merchandise, together with
punch boards or other lottery devices
which are to be, or may be, used in sell-
Ing, etc., such cigarets, etc., to the pub-
lic, prohibited. (Sec. 5b, 52 Stat. 112;
15 U. S. C., Supp. IV, sec. 45b) [Cease
and desist order, Philip Morris & Co,
Ltd., -Inc., Docket 3398, January 31,
19391

SEC. 3.99 (b) Using or -cling lotteri de-
vices-In mercliandkng. Supplying,
etc, dealers, in connection with offer, etc.,
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TITLE 26--INTERNAL REVENUE

BUREAU OF INTERNAL REVENUE
[Regulations 1011

INCO=TE TAX UNDER THE REVENUE ACT OF

1938

[The Table of Contents and Chapters
I-IX appeared in the "Federal Regis-
ter" for Friday, February 10, 1939.
Chapters X-XXXIII appeared in the
"Federal Register" for Saturday, Febru-
ary 11, 1939.]

CHAPTER XXXIV

Foreign Personal Holding Companies

Supplement P-Foreign Personal Hold-
ing Companies

SEc. 331. Definitibn of foreign personal
holding company.-(a) General rule.-
For the purposes of this title the term "for-
eign personal holding company" means any
foreign corporation if-

(1) Gross income requirement-At least
60 per centum of its gross income (as de-
fined in section 334 (a)) for the taxable
year is foreign personal holding company
income as defined in section 332; but if the
corporation is a foreign personal holding
company with respect to any taxable year
ending after August 26, 1937, then for each
subsequent taxable year, the minimum per-
centage shall be 50 per centum in lieu of
60 per centune, until a taxable year during
the whole of which the stock -ownership
required by paragraph (2) does not exist,
or until the expiration of three consecutive
taxable years in each of which less than 50
per centum of the gross income is foreign
personal holding company income. For the
purposes of this paragraph there shall be in-
cluded in the gross income the amount
Includible therein as a dividend by reason
of the application of section 334 (c) (2);
and

(2) Stock ownership requirement.-At any
time during the taxable year more than 50
per centum in value of its outstanding stock
is owned, directly or indirectly, by or for
not more than five individuals who are citi-
zens or residents of the United States, here-
inafter called "United States group".

(b) Exceptions.The term "foreign per-
sonal holding company" does not include a
corporation exempt from taxation under sec-
tion 101.

ART. 331-1. Definition of foreign per-
sonal holding company-A foreign per-
sonal 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 requirements
specified in article 331-2, and (b) the
stock ownership requirement specified
in article 331-3. Both requirements
must be satisfied and both must be met
with respect to each taxable year.

A foreign corporation which comes
within the classification of a foreign
personal holding company for any tax-
able year beginning after December 31,
1937, is not subject to taxation for such
taxable year either under section 102
or section 401 but may be subject to tax-
ation under either of those sections for
other taxable years. The fact that a
foreign corporation is a foreign: personal
holding company does not relieve the
corporation from liability for the taxes
imposed generally under section 231

upon foreign corporations, since such
taxes apply regardless of the classifica-
tion of the foreign corporation as a for-
eign personal holding company.

ART. 331-2. Gross income require-
ment.-To meet the gross income re-
quirement, it is necessary that either of
the following percentages of gross in-
come of the corporation for the taxable
year (including the additions to gross
income provided in seection 334 (b) as
required by seection 334 (c) (2)) be for-
eign 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
company income was less than 50 per-
cent 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
synonymous with gross receipts. For a
further discussion of what constitutes
"gross income," see section 22 (a) and
the regulations prescribed under that
section.

ART. 331-3. Stock ownership require-
ment.-To meet the stock ownership re-
quirement, 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,
directly or indirectly, by or for not more
than five individuals who are citizens or
residents of the United States, herein-
after referred to as "United States
group." For such purpose, the ownership
of the stock must be determined as pro-
vided in section 333 and articles 333
(a)- to 333 (a)-7 and article 333 (b)-1.

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 owner-
ship thereof, the conditions existing im-
mediately prior and subsequent to each
change must be taken into consideration,
since a corporation comes within the
classification if the statutory conditions
with respect to stock ownership are pres-
ent at any time during the taxable year.

In determining whether the statutory
conditions with respect to stock owner-
ship 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
determined upon the basis of the com-
pany's net worth, earning and dividend
paying capacity, appreciation of assets,
together with such other factors as have
a bearing 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.

SEC. 332. Foreign personal holding company
income.-For the purposes of this title the
term "foreign personal holding company In-
come" means the portion, of the gross income
determined for the purposes of section 331
(a) (1), which consists of:

(a) Dividends, Interest, royalties, annu-
ities,

(b) Stock and securities transactions.-
Except in the case of regular dealers In stock
or securities, gains from the sale or exchango
of stock or securities.

(c) Commodities transaction.-aains
from futures transactions In any commodity
on or subject to the rules of a board of trade
or commodity exchange. This subsection
shall not apply to gains by a producer, proc-
essor, merchant, or handler of the commodity
which arise out of bona fide hedging transac-
tions reasonably necessary to the conduct of
its business in the manner In which such
business is customarily and usually con-
ducted by others.

(d) Estates and trusts.-Amounts Inolud-
ible in computing the net Income of the
corporation under Supplement E; and gains
from the sale or other disposition of any in-
terest in an estate or trust.

(e) Personal service eontracts.-(1)
Amounts received under a contract under
which the corporation is to furnish personal
services; if some person other than the cor-
poration has the right to designate (by name
or by description) the Individual who Is to
perform the services, or if the individual
who Is to perform the services Is designated
(by name or by description) in the contract;
and (2) amounts received from the sale or
other disposition of such a contract. This
subsection shall apply with respect to
amounts received for services under a par-
ticular contract only if at some time during
the taxable year 25 per centum or more
in value of the outstanding stock of the
corporation Is owned, directly or 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.

(f) Use of corporation property by share-
holder.-Amounts received as compensation
(however designated and from whomsoever
received) for the use of, or right to use, prop-
erty of the corporation In any case where, at
any time during the taxable year, 26 per
centum or more In value of the outstanding
stock of the corporation Is owned, directly
or indirectly, by or for an Individual en-
titled to the use of the property, whether
such right Is obtained directly from the cor-
poration or by means of a sublease or other
arrangement.

(g) Rents.-Rents, unless constituting 50
per centum or more of the gross income, For
the purposes of this subsection the term
"rents" means compensation, however desig-
nated, for the use of, or right to use, prop-
erty; but does not include amounts constitut-
ing foreign personal holding compony in-
come under subsection (f).

ART. 332-1. Foreign personal holding
company income.-For the purposes of
Supplement P and these regulations the
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term "foreign personal holding company
income" means the portion of the gross
income determined for the purposes of
section 331 (a) (1) and article 331-2
which consists of the following:

(I) Dividetns.-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). It does not include stock dividends
(to the extent they do not constitute in-
come to the shareholders within the
meaning of the sixteenth amendment
to the Constitution), liquidating divi-
dends, or other capital distributions re-
ferred to in section 115 (c) and (d).

(2) Interest-The term "interest"
means any amounts, includible in gross
income, received for the use of money
loaned.

(3) Royalties-The term "royalties"
includes amounts received for the priv-
ilege 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.

(4) Annuities.-The term "annuities"
includes annuities only to the extent in-
cludible in the computation of gross in-
come. (See section 22 (b) (2).)

(5) 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)
applies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or
exchange of stock or securities includible
in gross income. The term "stock or
securities" as used in section 332 (b) in-
cludes shares or certificates of stock, or
interest in any corporation (including
any joint-stock company, insurance com-
pany, association, or other organization
classified as a corporation by the Act),
certificates of interest or participation
in any profit-sharing agreement, or, in
any ofi, gas, or other mineral royalty,
or lease, collateral trust certificates, vot-
ing trust certificates, stock rights or
warrants, bonds, debentures, certificates
of indebtedness, notes, car trust certifi-
cates, bills of exchange, obligations
issued by or on behalf 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 dealers in stock or securities"
as used in section 332 (b) 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.

(6) Gains from futures transactions in
commodities.-Galns 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 excange,
but do not include gains from cash
transactions or gains by a producer,
processor, merchant., or handier of the
commodity, which arise out of bona fide
hedging transactions reasonably necez-
sary to the conduct of Its busines In
the manner in which such businezs is
customarily and usually conducted by
others. In general, foreign personal
holding company income includes gains
on futures contracts which are specula-
tive. Futures contracts reprezenting
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.

(7) 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, together with the
gains derived by the corporation from
the sale or other dispostion of any inter-
est In an estate or trust.

(8) Amounts receivcd under personal
service contracts.--Amounts Includible In
foreign personal holding company in-
come as amounts received under personal
service contracts consist of amounts re-
ceived pursuant to a contract under
which the corporation is to furnish per-
sonal services, and amounts received
from a sale or other disposition of such
a contract, If-

(a) 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

(b) 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 pro-
vided in section 333 and articles 333

a)-1 to 333 (a)-7 and article 333 (b)-1.
The application of section 332 (e) may

be Illustrated by the following examples:

Example (1): A, whase profezsion Is
that of an actor, owns all of the out-
standing capital sto2 of the M Corpo-
ration, a foreign corporation. The M
Corporation entered into a contract.
with A under which A was to perform
perzonal services for the person or
persons which the M Corporation might
designate, in considemation of which A
was to receive $10,000 a year from the
M Corporation. The M Corporation en-
tered into a contract with the 0 Corpo-
ration in which A was designated to per-
form personal services for the 0 Corpo-
ration, in consideration of which the 0
Corporation was to p3y the MX Corpo-
ration $500,000 a year. The $500,000
received by the M Corporation from the
O Corporation constitutes foreign per-
sonal holding company income.

Example (2): The IN Corporation, a
foreign corporation, the entire outstand-
ing capital stcck of which is awned by
four individuals, Is engaged in engineer-
ing. The N Corporation entered into a
contract with the 0 Corporation to per-
form engineering services for the 0 Cor-
poration, in consideration of which the
0 Corporation was to pay the NT Corpo-
ration $50,000. The individual who was
to perform the services was not desig-
nated (by name or by description) in
the contract and no one but the N Cor-
poration had the right to designate (by
name or by description) such individual.
The $50,000 received by the N Corpora-
tion from the 0 Corporation does not
constitute foreign personal holding com-
pany income.

(9) Compensation for use of prop-
erty-The compensation for the use of,
or the right to use, property of the cor-
poration which is to be included in for-
eign personal holding company income
consists of amounts received as compen-
zation (however designated and from
whomsoever received) for the use of, or
the right to use, property of the corpo-
ration 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 en-
titled to the use of the property, whether
such right Is obtained directly from the
corporation or by means of a sublease or
other arrangement. The property may
consist of a yacht, a city residence, a
country house, or any other kind of
prop rty. See sections 331 (a) (2) and
333 and articles 333 (a)-I to 333 (W)-7
and article 333 (b)-l.

(10) rFent.-The rents which are to
be included in foreign personal holdfing
company income consist of compea-
tion, however designated, including
charter fees, etc., for the use of, or the
rght to uzz real property, or any other
kind of property, but do not include
amounts. constituting foreign personal
holding company income undr section
332 (W) and paragraph (9) of this arti-
cle. However, rents do not constitute
foreign personal holding company in-
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come if constituting 50 percent or more
of the gross income of the corporation.

SEc. 333. Stock ownership-(a) Construe-
tire ownershp.-For the purpose of deter-
mining whether a foreign corporation is a
foreign personal holding company, insofar
as such determination is based on stock
ownership under section 331 (a) (2), section
332 (e), or section 332 (f)-

(1) Stock not owned by individual.-
Stock owned, directly or indirectly, by or
for a corporation, partnership, estate, or
trust shall be considered as being owned
proportionately by its shareholders, partners,
or beneficiaries.

(2) Family and partnership ownership.-
An Individual shall be considered as owning
the stock owned, directly or indirectly, by or
for his family or by or for his partner. For
the purposes of this paragraph the family of
an individual Includes only his brothers and
sisters (whether by the whole or half blood),
spouse, ancestors, and lineal descendants.

(3) Options.-If any person has an op-
tion to acquire stock such stock shall be
considered as owned by such person. For
the purposes of this paragraph an option to
acquire such an option, and each one of a
series of such options, shall be considered as
an option to acquire such stock.

(4) Application of family-partnership and
option rules.-Paragraphs (2) and (3) shall
be applied-

(A) For the purposes of the stock owner-
ship requirement provided in section 331 (a)
(2), if, but only if, the effect is to make the
corporation a foreign personal holding com-
pany;

(B) For the purposes of section 332 (e)
(relating to personal service contracts), or
of section 332 (f) (relating to the use of
property by shareholders), if, but only if,
the effect is to make the amounts therein
referred to inclu'dible under such subsection
as foreign personal holding company income.

(5) Constructive ownership as actual own-
ership.-Stock constructively owned by a per-
son by reason of the application of para-
graph (1) or (3) shall, for the purpose of
applying paragraph (1) or (2), be treated as
actually owned by such person; but stock
constructively owned by an individual by
reason of the application of paragraph (2)
shall not be treated as owned by him for
the purpose of again applying such paragraph
In order to make another the constructive
owner of such stock.

(6) Option rule in lieu of family and part-
nership rulesIf stock may be considered as
owned by an individual under either para-
graph (2) or (3) it shall be considered as
owned by him under paragraph (3).

ART. 333 (a)-l. 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 requirement specified in sec-
tion 331 (a) (2) and article 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 (8) of ar-
ticle 332-1, or

(c) compensation for the use of prop-
erty constitutes foreign personal holding
company income in so far as such de-
termination is based on the stock owner-
ship requirement specified in section
332 (f) and paragraph (9) of article
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 accordance
with' the rules provided in section 333
and articles 333 (a)-2 to 333 (a)-7 and
article 333 (b)-l. All forms and classes
of stock, however denominated, which
represent the interests of shareholders,
members, or beneficiaries in the corpora-
tion shall be taken into consideration.

ART. 333 (a)-2. Stock not oumed by
individual.-In determining the owner-
ship of stock for any of the purposes set
forth in article 333 (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 ex-
clusive 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 Corporation and the N Cor-

poration shall be considered as being
owned equally by A and B as the indi-
viduals owning the beneficial interest
therein. See also article 333 (a)-6.

ART. 333 (a)-3. Family and partner-
ship ownership.-In determining the
ownership of stock for any of the pur-
poses set forth in article 333 (a)-I, 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 de-
termination 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 (a) of article 333 (a)-1 Is illus-
trated 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 partners, and the remain-
Ing 1,350 were held by 51 shareholders
as follows:

Relationships Shares Shares Shares Shares Shares

A n individual ----------------- ......... A 109 D 20 C 20 D 20 B 20
His father - AF 10 BiP 10 OF 10 DF 10 EF 10
His wife ------------------------------- AW 10 BW 40 OW 40 DW 40 EW 40
His brother ----------------------------- AD 10 1311 10 CB 10 DD 10 ED in
Hisson ----------------------- AS 10 BS 40 CS 40 DS 40 ES 41
His daughter by former marriage (son's

half-sister) ------------------- ASHS 10 SHS 40 CSHS 40 DSHS 40 ElilS 40
His brother's wife ---------------- ABW 10 BW 10 CBW 10 DBW IGO ElW 10
His wife's father ------------------------ AWF 10 BWF 10 CWF 110 DWF 10 EWF 10
His wife's brother ---------------- AWB 10 BWB 10 OWB 10 DWIB 10 EWIJ 10
His wife's brother's wife ---------------- AWBW 10 BWBW 10 OWIV 10 DWVW 10 EWDIW 110
Individual's partner -------------------- AP 10 ...................... ................

By applying the statutory rule pro-
vided in section 333 (a) (2) five indi-
viduals own more than 50 percent of the
outstanding stock as follows:
4 (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 of the family stock and natu-
rally is the head of the group. A's part-
ner owns 10 shares of the stock. Indi-
vidual 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 prepon-
derant 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 (b) and (c) of articlo
333 (a)-1.

ART. 333 (a)-4. Options.-In deter-
mining the ownership of stock for any
of the purposes set forth in article 333
(a)-1, if any person has an option to
acquire stock, such stock may be con-
sidered as owned by such person. The
term "option" as used In this article in-
cludes 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.

ART. 333 (a)-5. Application of family.
partnership and option rules.-The fam-
ily and partnership rule provided in sec-
tion 333 (a) (2) and article 333 (a)-3
and the option rule provided in section
333 (a) (3) and article 333 (a)-4 shall
be applied-

(a) for the purpose stated in (a) of
article 333 (a)-, if, but only if, the ef-
fect of such application is to make tho
foreign corporation a foreign personal
holding company, or

(b) for the purpose stated in (b) of
article 333 (a)-, if, but only if, the ef-
fect of such application Is to make the
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amounts received under a personal serv-
ice contract or from the sale of such a
contract foreign personal holding com-
pany income, or

(c) for the purpose stated in (c) of
article 333 (a)-l, if, but only if, the ef-
fect of such application is to make the
compensation for the use of property
foreign personal holding company in-
come.

The family and partnership rule and
the option rule must be applied inde-
pendently for each of the purposes
stated in article 333 (a)-1.

ART. 333 (a)-6. Constructive owner-
ship as actual owuership.-Iu determin-
ing the ownership of stock for any of
the purposes set forth in article 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 article 333 (a)-2 shall be
considered as actually owned by such
person for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section 33S
(a) (2) (see article 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 article 333 (a)-4) shall be
considered as actually owned by such
person for the purpose of applying either
the rule provided in section 333 (a) (1),
relating to stock not owned by an indi-
vidual, or the family and partnership
rule provided in section 333 (a) (2) in
order to make another person the con-
structive owner of such stock, but

(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 article 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 Cor-
poration. The 0 Corporation in turn
owns all the stock in the P Corporation.

Under the rule provided in section
333 (a) (1), relating to stock not owned
by an individual, the stock in the P
Corporation owned by the 0 Corporation
is considered to be owned constructively
by the M Corporation, the sole share-
holder of the 0 Corporation. Such
constructive ownership of the stock by
the Mr Corporation is considered as ac-
tual ownership for the purpose of again
applying such rule in order to nake AW,

No. 29-2

the sole shareholder of the M Corpora-
tion, the constructive owner of the stock
of the P Corporation. Similarly, the
constructive ownership of the stock by
AW is considered 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 con-
structive owner of the stock of the P
Corporation, if such application is neces-
sary for any of the purposes set forth
in article 333 (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 an-
other member of A's family, for example
A's father, the constructive owner of the
stock of the P Corporation.

Example (2): B is a United States cit-
izen who owns all the stock of the R
Corporation which has an option to ac-
quire all the stock of the S Corporation,
a foreign corporation, owned by C, an in-
dividual, who Is not related to B.

Under the option rule provided in sec-
tion 333 (a) (3) the R Corporation may
be considered as owning constructively
the stock of the S Corporation owned by
C. Such constructive ownership of the
stock by the R Corporation is considered
as actual ownership for the purpose of
applying the rule provided In swection 333
(a) (1), relating to stock not owned by
an individual, In order to make B, the
sole shareholder of the It Corporation,
the constructive owner of the stock of
the S Corporation. The stock thus con-
structively owned by B by reason of the
application of the rule provided in see-
tion 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 mem-
ber of B's family, for example, B's wife,
BW, the constructive owner of the stock
of the S, Corporation. However, the fam-
ily 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.

AnT. 333 (W)-7. OptiO rule in leu of
family and partnership rule.-If, in de-
termining the ownership of stcck for
any of the purposes set forth In article
333 (a-l, stock may be considered as
constructively owned by an individual by
an application of both the family-part-
nersbip rule provided in section 333 (a)
(2) (see article 333 (a)-3) and the op-
tion rule provided in section 333 (a) (3)
(see article 333 (a)-4) such stock hl
be considered as owned constructively by
the individual by reason of the applica-
tion of the option rule.

The application of this article may be
Illustrated by the following example:

Example: Two brothers, A and B, each
own 10 percent of the stock of the Md
Corporation, 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 necezsary, for one of the pur-
poses stated in article 333 (a)-!, to
determine the stock ownership of B in
the Id 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 I 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 part-
nership rule in his case is not considered
as actual ownvehp so as to make B
the constructive owner by a second ap-
plication of the'sane rule with respect
to the ownership of the stock. (See
article 333 (a)-63

However, there is more than, the
family and partnership rule involved in
this example. As the holder of an op-
tion upon the stock, A may. be con-
sidered 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 article 333 (a)-6, such
constructive ownership by A is regarded
as actual ownership for the purpose of
applying the family and partnership rule
so as to make another member of A's
family, for example, B, the constructive
owner of the stock, Hence, since A may
be considered as oin' his wife's stock
by applying both the family-partnership
rule and the option rule, the provisions
of cection 333 (a) (6) apply and ac-
cordinly A must be considered the con-
structive 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 1.1 Corporation, namely, his
own 10 percent A's 10 percent, and AWs
10 Percent constructively owned by A
as the holder of an option on the stock.
[~Cr 333. StacY:' ozzcrship.l

(b) Conrcrtb!a -wrttje.-eout_+ dan
._,cUtnta convcrtible Into stocd (rhetha- or

not canv"tiblo during the taable year)
fshall be conaidurd no outstanding stcc-

(1) For the purpa of the stock owner-
chlp rCqufrcmenb prorlded In actlon 331 (a)
(2), but only if the effcct of the inclusion
of all mch s-curitim fz to make the corpoz-
tion a for.ign. perzonal holding company;

(2) Fwr the purpoza of sectlon 332 (e) (re-
Wing to per-anal Eervice contacts), but
only If the effect of the Inclusion of all
ouch securlii Is to mae the amounts
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therein referred to includible under such
oubsection as foreign personal holding com-
pany income; and

(3) For the purpose of section 332 (f)
(relating to the use of property by share-
holders), but only if the effect of the In-
clusion of all such securities is to make the
amounts therein referred to includible under
such subsection as foreign personal holding
company income.
The requirement in paragraphs (1), (2),
and (3) that all convertible securities must
be included if any are to be included shall
be subject to the exception that, where some
of the outstanding securities are convertible
only after a later date than in the case of
others, the class having the earlier con-
version date may be included although the
others are not included, but no convertible
securities shall be included unless all out-
standing securities having a prior conversion
date are also included.

ART. 333 (b)-1. Convertible securi-
ties.-Under section 333 (b), outstanding
securities of a foreign corporation, such
as bonds, debentures, or other corporate
obligations, convertible into stock of the
corporation (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock
ownership requirement provided in sec-
tion 331 (a) (2), but only if the effect
of such consideration is to make the cor-
poration a foreign personal holding 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
company 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 con-
sidered as outstanding stock although
the others are not so considered,
but no convertible securities shall
be considered as outstanding stock
unless all outstanding securities having
a prior conversion date are also so con-
sidered. For example, if outstanding
securities are convertible in 1938, 1939,
and 1940, those convertible in 1938 can be
properly considered as outstanding stock
without so considering those convertible
In 1939 or 1940, and those convertible
In 1938 and 1939 can be properly con-
sidered as outstanding stock without so
considering tllose convertible in 1940.
However, the securities convertible in
1939 could not be properly considered
as outstanding stock without so consid-
ering those convertible in 1938 and the
securities convertible in 1940 could not be
properly considered as outstanding stock
without so considering those convertible
in 1938 and 1939.

Ssc. 334. Gross income of foreign personal
holding companles.-(a) General rule.-As
used In this Supplement with respect to a
foreign corporation the term "gross Income"

means gross income computed (without re-
gard to the provisions of Supplement I) as
if the foreign corporation were a domestic
corporation.

(b) Additions to gross income-In the case
of a foreign personal holding company
(whether or not a United States group, as
defined in section 331 (a) (2), existed with
respect to such company on the last day of
its taxable year) which was a shareholder In
another foreign personal holding company
on the day in the taxable year (whether
beginning before, on or after January 1,
1938) of the second company which was the
last day on which a United States group
existed with respect to the second company,
there shall be included, as a dividend, in the
gross income of the first company, for the
taxable year in which or with which the
taxable year of the second company ends, the
amount the first company would have re-
ceived as a dividend If on such last day there
had been distributed by the second company,
and received by the shareholders, an amount
which bears the same ratio to the undistrib-
uted 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.

(c) Application of subsection (b) .- The
rule provided in subsection (b)-

(1) shall be applied in the case of a for-
eign personal holding company for the pur-
pose of determining its undistributed Supple-
ment P net income which, or a part of which,
is to be included in the gross Income of its
shareholders, whether United States share-
holders or other foreign personal holding
companies;

(2) shall be applied in the case of every
foreign corporation with respect to which a
United States group exists on some day of its
taxable year, for the purpose of determining
whether such corporation meets the gross
Income requirements of section 331 (a) (1).

ART. 334-1. Gross income in general for
purposes of Supplement P.-For all pur-
poses of Supplement P and Chapter
XXXIV of these regulations, the gross
income of a foreign corporation shall be
computed as if the corporation were a
domestic corporation and without regard
to the provisions of Supplement I and
Chapter XXVII of these regulations, re-
lating to the taxation of foreign corpora-
tions generally. Hence, for such pur-
poses, the gross income includes income
from all sources, whether within or with-
out the United States, which is not ex-
cluded from gross income by section 22
(b) and the regulations pertaining to
that section. The gross income thus in-
cludes the interest on bonds, notes, and
certificates of indebtedness of the United
States, even though owned beneficially by
a foreign corporation not engaged in
trade or business in the United States,
and even though such interest otherwise
would come within the exemption pro-
vided for in section 3 of the Fourth Lib-
erty Bond Act of July 9, 1918, as amended
by section 4 of the Victory Liberty Loan
Act of March 3, 1919.

ART. 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
article 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 IV
shareholder In a foreign personal hold-
ing company on any day of a taxable
year (whether beginning before, on or
after January 1, 1938) 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 re-
spect to the second company,

then for the purpose of-

(c) determining whether the first
company meets the gross income re-
quirement specified In article 331-2, so
as to come within the classification of a
foreign personal holding company, and

(W) determining the undistributed
Supplement P net income of the first
company which (in the event the first
company Is a foreign personal holding
company) is to be included, in whole or
in part, in the gross Income of Its share-
holders, whether United States share-
holders or other foreign personal hold-
ing companies.

there shall be Included as a dividend
in the gross Income of the first company
for the taxable year In which or with
which the taxable year of the second
company ends, the amount the first
company would have received as a divi-
dend, if on the last day referred to in
(b) there had been distributed by the
second company, and received by the
shareholders, an amount which bears
the same ratio to the undistributed
Supplement P net Income of the second
company for Its taxable year as the por-
tion 6f such taxable year up to and in-
cluding such last day bears to the entire
taxable year. The foregoing rules apply
to any chain of foreign corporations
regardless of the number of corpora-
tions included In the chain.

The application of this article may be
Illustrated by the following examples:

Example (W): The X Corporation Is
a foreign corporation whose stocl is
owned by A, a United States oltizen,
The X Corporation owns the entire
stock of the Y Corporation, another
foreign corporation. The taxable year
of the X Corporation Is the calendar
year and the taxable year of the Y Cor-
poration is the fiscal year ending June
30. For the fiscal year ending Juno 30,
1939, more than the required percent-
age of the Y Corporation's gross Income
consists of foreign personal holding
company income and no part of the
earnings for such year is distributed as
dividends. On the basis of these facts
the Y Corporation Is a foreign personal
holding company for the fiscal year
ending June 30, 1939. The X Corpora-
tion meets the stock ownership require-
ment and constitutes a foreign personal
holding company for 1939, if it also
meets the gross income requirement,

For the purpose of determining
whether the X Corporation meets the
gross income requirement, the entire
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undistributed Supplement P net income
of the Y Corporation for the fiscal year
ending June 30, 1939, must be included
as a dividend in the gross income of the
X Corporation for 1939, since-

(a) the X Corporation was a share-
holder in the Y Corporation on a day
(June 30, 1939) in the taxable year of
the Y Corporation ending with or within
the taxable year of the X Corporation,
which day was the last day in the tax-
able 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 Corporation, and,
therefore, the portion of the undistrib-
uted Supplement P net income of the
Y Corporation ineludible in the gross in-
come of its shareholders is likewise equal
to 100 percent, and

(c) The X Corporation being the sole
shareholder of the Y Corporation must
include such portion in its gross income
for 1939, the taxable year in which or
with which the taxable year of the Y
Corporation ends.

If, after the inclusion of the presump-
tive dividend in its gross income, the X
Corporation is a foreign personal holding
company for 1939, then the undistributed
Supplement P net income of the Y Cor-
poration must also be included as a divi-
dend in the gross income of the X Cor-
poration in determining its undistributed
Supplement P net income which is to be
included in the gross income of A, the
sole shareholder in the X Corporation.
On the other hand, if, after including
such presumptive dividend, the X Corpo-
ration does not constitute a foreign per-
sonal holding company, the undistributed

. Supplement P net income of the Y Corpo-
ration is not includible in the gross in-
come of the X Corporation.

Example (2): The X Corporation re-
ferred to in example (1) sold the stock
in the Y Corporation to other interests
on September 30, 1939, so that after that
date no United States group existed with
respect to the Y Corporation. For the
fiscal year .ending June 30, 1940, more
than the required percentage of the gross
income of the Y Corporation consists of
foreign personal holding company in-
come. The net income of the Y Corpo-
ration for such fiscal year amounts to
$1,000,000, of which $900,000 is distrib-
uted in dividends after September 30,
1939. 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 Corpora-
tion is a foreign personal holding com-
pany for the fiscal year ending June 30,
1940, since at one time in such fiscal year,
or from July 1 to and including Septem-
ber 30, 1939, itimeets the stock ownership

requirement, and the gross Income re-
quirement is also Eatisfied.

In determining whether the X Corpora-
tion constitutes a foreign personal hold-
ing company for 1940, a portion of the
undistributed Supplement P net income
of the Y Corporation for the fical year
ending June 30, 1940 (3/12 of $100,000,
or $25,000), must be included as a divi-
dend in the gross income of the X Cor-
poration, since-

(a) the X Corporation was a share-
holder in the Y Corporation on Septem-
ber 30, 1939, or on a day in the taxable
year of the Y Corporation ending with
or within the taxable year of the X
Corporation which day was the last day
in the 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 includ-
inmg such day is three-twelfths of the en-
tire taxable year of the Y Corporation
and, therefore, the portion of the un-
distributed 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 Eole
shareholder of the Y Corporation at the
time the United States group with re-
spect to the Y Corporation last existed,
must include all of such portion in its
gross income for 1940, the taxable year
of the X Corporation in which or with
which the taxable year of the Y Cor-
poration ends.

It is to be observed that three-twelfths
of the undistributed Supplement P net
income of the Y Corporation for the
entire taxable year and not the earnings
realized by the Y Corporation up to
and including September 30, 1939, the
last day on which the United States
group with respect to the Y Corporation
existed, must be included in the gros
income of the X Corporation.

Example (3): The X Corporation re-
ferred to in example (1) sold the stock
in the Y Corporation to other interests
on September 30, 1939, so that after that
date a different United States group ex-
isted with respect to the Y Corporation.
Assuming that the Y Corporation Is a
foreign personal holding company for
the fiscal year ending June 30, 1940, no
part of the undistributed Supplement
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 1940, in de-
termining whether the X Corporation Is
a foreign personal holding company for
that year. In such case, the undistrib-
uted Supplement P net income of the
Y Corporation is includible in the gross
income of the other foreign personal
holding companies, if any, and of the
United States shareholders who are
shareholders in the Y Corporation the
day after September 30, 1939, which was

the last day in the taxable year of the
Y Corporation on which the United
States group with respect to the Y Cor-
poration existed.

If, however, the X Corporation l 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 undistributed Supplement
P net income allccable to the minority
interest of the X Corporation would be
includible in the gross income of the X
Corporation, even though on such Last
day the United Statw group i- not the
samne with respect to both corporations.

Example (4): If the Y Corporation in
example (1) owns all of the stock of the
Z Corporation, another foreign corpora-
tion, there would be a chain of three
foreign corporations. In such case, as-
sumln_ that the Z Corporation is a for-
eign personal holding company for a
taxable year ending with or within the
taxable year of the Y Corporation, the
undistributed Supplement P net income
of the Z Corporation would be included
in the gross income of the Y Corpora-
tion 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 Cor-
poration is a foreign personal holding
company, the undistributed Supplement
P net income of the Z Corporation would
be included in the gross income of the Y
Corporation in determining the undis-
tributed Supplement P net income of the
Y Corporation which is includible in the
grozs income of its shareholder, the X
Corporation. The same process would
be repeated with respect to determining
whether the X Corporation is a foreig
personal holding company and in deter-
mining Its undistributed Supplement P
net income. If all three corporations are
foreign personal holding comp3nies, the
undistributed Supplement P net income
of each would, in this manner, be re-
flected 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 Cor-
poration Is not a foreign persona hold-
ing Company, then no part of the in-
come of either the Z Corporation or the
Y CorporOtion would be ncludible in the
gross income of the X Corporation. In
that event, whether the X Corporation
is a foreign personal holding company,
and its undistributed Supplement P net
income, would be determined independ-
ently of the income of the Y Corporation
and the Z Corporation.

ESc 3=5 tndistribUtef CUppiement P =et
f -nen-Fr the purpas of this title tha
term " undLtrjbut-d Supplement P net in-
come' menz the Suppaememt P net Incme
(as del-n.d In uectio 336) minus the =omt
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of the basic surtax credit provided in section
27 (b) (computed without is reduction, un-
der 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 corporations).

SEC. 336. Supplement P net income--For
the purposes of this title the term "Supple-
ment P net income" means the net income
with the following adjustments:

(a) Additional deductfons.-There shall be
allowed as deductions-

(1) Federal income, war-profits, and ex-
cess-profits taxes paid or accrued during the
taxable year to the extent not allowed as a
deduction under section 23; but not includ-
ing the tax imposed by section 102, section
401, or a section of a prior income-tax law
corresponding to either of such sections.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts pay-
ment of which is made within the taxable
year to or for the use of donees described
In section 23 (q) for the purposes therein
specified, to an amount which does not ex-
ceed 15 per centum of the company's net
income, computed without the benefit of this
paragraph and section 23 (q), and without
the deduction of the amount disallowed un-
der subsection (b) of this section, and with-
out the inclusion in gross income of the
amounts includible therein as dividends by
reason of the application of the provisions of
section 334 (b) (relating to the inclusion in
the gross income of a foreign personal hold-
ing company of its distributive share of the
undistributed Supplement P net income of
another foreign personal holding company in
which it is a shareholder).

(b) Deductions not allowecl-(1) Taxes
and pension trusts.-The deductions provided
in section 23 (d), relating to taxes of a
shareholder paid by the corporation, and in
section 23 (p), relating to pension trusts,
shall not be allowed.

(2) Ezxpenses and depreciation.-The ag-
gregate of the deductions allowed under sec-
tion 23 (a), relating to expenses, and section
23 (1), relating to depreciation, which are
allocable to the operation and maintenance
of property owned or operated by the com-
pany, shall be allowed only in an amount
equal to the rent or other compensation
received for the use or right to use the
property, unless it is established (under reg-
ulations prescribed by the Commissioner with
the approval of the Secretary) to the satis-
faction of the Commissioner:

(A) That the rent or other compensation
received was the highest obtainable, or,
if none was received, that none was
obtainable;

(B) That the property was held in the
course of a business carried on bona fide
for profit; and

(0) Either that there was reasonable ex-
pectation that the operation of the property
would result in a profit, or that the prop-
erty was necessary to the conduct of the
business.

ART. 336-1. Supplement P net in-
come.-The term "Supplement P, net
income" means the gross income as de-
fined in section 334 less the deductions
provided in section 23 (computed with-
out regard to the provisions of Supple-
ment I), subject to the qualifications,
limitations, and exceptions provided in
section 336. In addition to the qualifi-
cations, limitations, and exceptions pro-
vided in section 336 (a) and section 336
(b) (1), under section 336 (b) (2) the
aggregate of the deductions allowed un-
der section 23 (a), relating to expenses,
and section 23 (1), relating to deprecia-
tion, which are allocable to the opera-
tion and maintenance of property owned
or operated by the company shall be al-

lowed only in an amount equal to the
rent or other compensation received for
the use of, or the right to use, the prop-
erty, unless it is established to the satis-
faction of the Commissioner:

(1) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was
obtainable;

(2) That the property was held in the
course of a business carried on bona fide
for profit; and

(3) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or that
the property was necessary to the con-
duct of the business.

The burden of proof will rest upon the
taxpayer to sustain the deduction
claimed. If a United States shareholder,
in computing his distributive share of
the undistributed Supplement P net in-
come of a foreign personal holding com-
pany to be included in gross income In
his individual return (see section 337
and article 337-1), claims deductions
for expenses and depreciation allocable
to the operation and maintenance of
property owned or operated by the com-
pany, in an aggregate amount in excess
of the rent or other compensation re-
ceived for the use of, or the right to
use, the property, he shall attach to his
income tax return a statement setting
forth his claim for allowance of the ad-
ditional deductions together with a com-
plete statement of the facts and circum-
stances pertinent to his claim and the
arguments on which he relies. Such
statement shall set forth:

(a) A description of the property;
(b) The cost or other basis to the

corporation and the nature and value
of the consideration paid for the
property;

(c) The name and address of the
person from whom acquired and the date
thereof;

(W) The name and address of the per-
son to whom leased or rented, or the
person permitted to use the property,
and the number of shares of stock, if
any, held by such person and the
members of his family;

(e) The nature and gross amount of
the rent or other compensation received
for the use of, or the right to use, the
property during the taxable year and
for each of the five preceding years and
the amount of the expenses incurred
with respect to, and the depreciation
sustained on, the property for such
years:

() Evidence that the rent or other
compensation was the highest obtain-
able and, if none was received, a state-
ment of the reasons therefor;

(g) A copy of the contract, lease or
rental agreement;

(h) The purpose for which the prop-
erty was used;

(i) 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 tho
taxable year and for each of the five
preceding years;

(j) 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

(M) Any other Information pertinent
to the taxpayer's claim.

ART. 336-2. Illustration of compuita-
tion of Supplement P net income and
undistributed Supplement P net In-
come.-The method of computation of
the Supplement P net Income and uli-
distributed Supplement P net Income
may be illustrated as follows:

The following facts exist with respect
to the M Corporation, a foreign per-
sonal holding company, for the calendar
year 1938:

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 holding company in
which it is a shareholder, $200,000 con-
sists of dividends, $10,000 consists of In-
terest, and the remainder ($5,000) con-
sists of rent received from the princi-
pal shareholder of the corporation for
the use of property owned by the
corporation.

The expenses of the corporation
amount to $83,000, of which $75,000 Is
allocable to the maintenance and opera-
tion of the property used by the prin-
cipal shareholder, and $8,000 consists of
ordinary and necessary office expenses
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 established as provided In section
336 (b) (2). The yearly depreciation on
the rented property 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 $22,250.

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 capi-
tal assets.

Contributions payment of which Is
made to or for the use of donees de-
scribed In section 23 (q), for the pur-
poses therein specified, 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
computing the Supplement P net incomo
of the corporation (including the dis-
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tributive share of the undistributed Sup-
plement P net income of the other for-
eign 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 sec-
tion- 23) :

Income (Sectioon 22)
Dividends $200,000
Interest 10, 000
Ptent 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 oper-
ation, of the rented prop-
erty ......... ..... $75, 000

Depreciation of the rented
property --------------- 30, 000

Ordinary and necessary ex-
penses (office) ------ 8,000

Losses (limited as provided
in sqction 117) ----- 2,000

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
undistributed Supplement P net income
of the corporation are $247,750 and
$197,750, respectively, computed as fol-
lows:
Net income for purposes of com-

puting 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 expanses
and depreciation over
amount of rent re-
ceived for use of prop-
erty($105,000-$5,000)_ 100,000

105,000
Deduct (see se-

tion 336 (a)):
Federal income

taxes . $22,250
C o n t r ibutions

(within the 15
percent limi-
tation spec-
fled in section
336 (a) (2))-- 15,000

37,250

Net additions under section 336_-_ 67,750

Supplement P net income---- 247,750
Less:

Basic surtax credit for dividends
paid (see section 335) 50,000

Undistributed Supplement P
net c 197, 750

Sxc. 337. Corporation Icome taxed to
United States shareholdra-(a) General
rule-The undistributed Supplement P net
income of a foreign personal holding com-
pany shall be included in the gross Income

of the citizens or residLnat of the United
States, domestic corporations, domesAe part-
nerships, and estates or trusts (other than
estates or trusts the gross income of which
under this title Includes only Income from
sources within the United States), who are
shareholders In such foreign personal holding
company (hereinafter called "United States
shareholders") in the manner and to the
extent set forth In this Supplement.

(b) Amount includCd In grofs incomc-
Each United States shareholder, who was a
shareholder on the day in the taxable ycar
of the company which was the last day on
which a United States group (as defined in
section 331 (a) (2)) existed with repect to
the company, shall include In his gro:3 In-
come, as a dividend, for the taxable year in
which or with which the taxable ye of the
company ends. the amount he would hae
received as a dividend if on uch l-st day
there had been distributed by the company,
and received by the shareholders, an amount
which bears the same ratio to the undis-
tributed Supplement P net Income 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) Credit for obigations of United States
and its instrumentalities--ach United
States shareholder rhall be allowed a credit
against net Income, for the purpose of the
tax imposed by sections 11, 13, 14. f!01, 20-,
207, or 302, of his proportionate share of
the Interest specified in section 23 (a) (1)
or (2) which is included in the gross Income
of the company otherwise than by the appli-
cation of the proviions of cactlon 334 (b)
(relating to the incluilon In the gro= Income
of a foreign p esonal holding company of Its
distributive share of the undistributed
Supplement P net income of another foreign
personal holding company In which It Is a
shareholder).

(d) Information in return.--lcry United
States shareholder who is required under
subsection (b) to include in his gri-" income
any amount with res:pct to the undistributed
Supplement P net Income of a foreign per-
sonal holding company and who, on the last
day on which a United States group exlztcd
with respect to the company, owncd 5 per
centum or more in value of the outstanding-
Ing stock of such company shall set forth in
his return in complete detail the gross in-
come, deductions and credits, net income,
Supplement P net income, and undstrlbut7id
Supplement P net income of such company.

(e) Effect on capital account of forcign
personal wtlding com=pny.-An amount
which bears the same ratio to the undis-
tributed Supplement P net Income of the
foreign personal holding company for Its
taxable year as the portion of cuch taxable
year up to and including the last day on
which a United States group existed with
respect to the company bears to the cntire
taxable year, shall, for the purpose of deter-
mining the effect of distributions in subze-
quent taxable years by the corporation. to
considered as paid-in surplus or as a con-
tribution to capital and the accumulated
earnings and profits as of the close of the
taxable year shall be correspondingly reduced,
If such amount or any portion thereof Is
required to be included as a dividend, directly
or indirectly, in the gross Income of United
States shareholders.

(f) Basis of stock in hands of rharehold-
er.-Thc amount required to be included
in the gross income of a United State, share-
holder under subsection (b) hIll, for the
purpose of adjusting the basis of his rtcck
with respect to which the distribution wvould
have been made (if It had bcn made), be
treated as having been reinvezted by the
shareholder as a contribution to the capital
of the corporation; but only to the cxtent to
which such amount Is included In hL gross
income in his return. Increased or dejeaed
by any adjustment of suh amount in the
last determination of the shareholder' tax
liability, made before the expiration of ccven
years after the date prescribcd by law for
filing the return.

(g) Basis of ctoe. in cacc of dcat t.--Fcr
b'_.. of ctcck or cccuritics in a foreign per-
Eonal holdlnZ company acquired from a dz-
cdent, cee rection 113 (a) (5).

(he) Liqufdatfoiror amzunt of gain
taken Into account on liquidation of foreign
personal holding company, Ese scztlon 115(c).

(I) Period of lirritatfon. or. osssssmcit and
co'!lctfoL-or parloAi of limitation on a--,
ezssrnent and collection 7ithout sesnt
In c=2 of failure to Include In gr- incoma
the amount properly inzludiblz therein undr
rub =zalon (b), cea rct~on 275 (d).

AnT. 337-1. Income of foreign Parso=a
ho .ing csmpanfes taxed to United Stafe3
si archoders-(a) Genera2 rule.-Sup-
plement P does not impose a tax on for-
eign personal holding companies. The
undistributed Supplement P net Income
of such companIes, however, must be in-
cluded in the manner and to the extent
set forth in this article, In the gross in-
come of their "United States sharehold-
ers," that is, the shareholders who are
individual cltizens- or residents of the
United States, domestic corporations, do-
mete partnerships (see section 931 (a)),
and estates or trusts other than estates
or trusts the ross income of which under
Title I Includes only income from sources
within the United States.

(b) Amount includb!e in gross in-
come.-E2ch United States sharbeholder,
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 an United States group (see section
331 (a) (2) and article 331-3) existed
with respect to the company, shall in-
clude In his ross income, as a dividend,
for the taxable year in which or with
which the taxmble yea-r of the company
ends, the amount he would have received
as a dividend if on such last day there
had been distributed by the company
and rcceived by the shareholders an
amount which bears the same ratio to the
undistributed Supplement P net income
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.

The undistrlbuted Supplement P net
income of the foreign personal holding
company is includible only in the gross
Income of the United States sharehold-
ers who were shareholders in the com-
pany on the last day of Its taxable year
on which the United States group existed
with resp-ct to the company. Such
United States shareholders, accordingly,
are determined by the stock holdings as
of such specified time. This rule applies
to evary United States shareholder who
was a shareholder In the company at the
spe3cificd time regardles of whether the
United States shareholder Is included
within the United States group. For ex-
ample, a domestic corporation which Is
a United States shareholder at the spacl-
fled time must return Its distributive
share in the undistributed Supplement P
net income even though the domestic
corporation can not be included within
the United States group since, under sec-
tion 333 (a) (1) and article 333 (a)-2,
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the stock it owns in the foreign corpora-
tion is considered as being owned propor-
tionately by its shareholders for the pur-
pose of determining whether the foreign
corporation is a foreign personal holding
company.

The United States shareholders must
include in their gross income their dis-
tributive shares of that proportion of the
undistributed Supplement P net income
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 per-
cent and in such case, the United States
shareholders would be required to return
their distributive shares in the entire un-
distributed 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 dis-
tributive shares in only nine-twelfths of
the undistributed Supplement P net
income.

The amount which each United States
shareholder must return is that amount
which he would have received as a divi-
dend If the above specified portion of the
undistributed Supplement P net income
had In fact been distributed by the for-
eign personal holding company as a div-
idend on the last day of its taxable year
on which the required United States
group existed. Such amount is deter-
mined, therefore, by the interest of the
United States shareholder in the foreign
personal holding company, that Is, by
the number of shares of stock owned by
the United States shareholder and the
relative rights of his class of stock, if
there are several classes of stock 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 distribution
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 dividend
on the common stock.

The assumed distribution of the re-
quired portion of the undistributed Sup-
plement P net income must be returned
as dividend income by the United States
shareholders for their respective taxable
years in which or with which the tax-
able year of the foreign personal holding

company ends. For example, if the M
Corporation whose taxable year is the
calendar year is a foreign personal hold-
ing company for 1938, 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 1938, and B must return
his distributive share as income for the
fiscal year ending November 30, 1939.
In applying this rule, the date as of
which the United States group last ex-
isted with respect to the company is im-
material. Thus, in the foregoing ex-
ample, if September 30, 1938, was the
last day on which the United States
group with respect to the M Corporation
existed, B would still be required to
return his assumed dividend as income
for the fiscal year ending November 30,
1939, even though September 30, 1938,
the date as of which the distribution is
assumed to have been made, does not
fall within such fiscal year.

ART. 337-2. Credit for obligations of
the United States.-Each United States
shareholder required to return his dis-
tributive share in the undistributed Sup-
plement P net income of a foreign per-
sonal holding company for any taxable
year is allowed, for purposes of the
tax imposed *by sections 11, 13, 14, 201,
-204, 207, or 362, a credit against his net
income 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 article 334-2.

For example, the M Corporation is a
foreign personal holding company which
owns all the stock of the N Corporation,
another foreign personal holding com-
pany. Both companies receive interest
on obligations of the United States or its
instrumentalities as specified in section
25 (a) 1) and (2). In applying the
credit allowable under section 337 (c),
the United States shareholders of the M
Corporation would be entitled to a credit
only for their proportionate shares of
the interest received by that company
and not for any part of the interest 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
dividend under section 334 (b).

ART. 337-3. Information in return.-
The information required by section
337 (d) in the returns of certain United
States shareholders relates only to the
taxable year of a foreign personal hold-
ing company for which is computed 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 Act
of such persons, In the form of a state-
ment attached to the return.

ART. 337-4. Efiect on capital account of
foreign personal holding company and
basis of stock 'in hands of shareholders-
Sections 337 (e) and 337 (f) are designed
to prevent double taxation with respect
to the undistributed Supplement P net
income of foreign personal holding com-
panies. The application of these sec-
tions may be Illustrated by the follow-
ing examples:

Example (1): The M Corporation is
a foreign personal holding company.
Seventy-five percent In value of its capi-
tal stock Is owned by A, a citizen of the
United States, and the remainder, or 25
per cent, of Its stock is owned by B, a
nonresident alien individual. For the
calendar year 1938 the M Corporation
has an undistributed Supplement P net
income of $100,000. A is required to In-
clude $75,000 of such income in gross
income in his return for the calendar
year 1938. The $100,000 is treated as
paid-in surplus or as a contribution to
the capital of the M Corporation and its
accumulated earnings and profits as of
the close of the calendar year 1938 are
correspondingly reduced. If after treat-
ing such $100,000 as paid-In surplus or
as a contribution to capital, the M Cor-
poration has no accumulated earnings
and profits at the close of 1938, and if
for the calendar year 1939, the MVf Cor-
poration 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 1938, the facts otherwise being
the same, the distributions In 1930 would
be taxable to A, and the taxability of
such distributions to B would depend
upon the application of section 119 (a)
(2) (B), relating to the treatment of
dividends from a foreign corporation as
income from sources within or without
the United States.

Example (2): In example (1) assumo
the basis of A's stock to be $300,000. If
A includes in gross income in his return
for the calendar year 1938, $75,000 as a
constructive dividend from the M Cor-
poration, the basis of his stock would
be $375,000. After the $75,000 is dis-
tributed 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
Act and his failure was not discovered un-
til 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
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$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 undistrib-
uted Supplement P net income of the AT
Corporation is readjusted within the
statutory period of limitations, thus in-
creasing or decreasing the amount A
would have to include in his gross in-
come, proper adjustment is required to
be made to the basis of A's stock on
account of such readjustment.

SEC. 338. Informat1on returnS by officers
ana directors-(a) Monthly returns.--On the
fifteenth day of each month which begins
after the date of the enactment of this Act
each individual who on such day is an officer
or a director of a foreign corporation which,
with respect to its taxable year (if not
beginning before August 26, 1936) preceding
the taxable year (whether beginning on. be-
fore, or after January 1, 1938) in which such
month occurs, was a foreign personal hold-
ing company, shall file with the Commls-
sioner a return setting forth with respect
to the preceding calendar month the name
and address of each shareholder, the class
and number of shares held by each, together
with any changes in stockholdlngs during
such period, the name and address of any
holder of securities convertible into stock
of such corporation, and such other informa-
tion with respect to the stock and securities
of the corporation as the Commissioner with
the approval of the Secretary shall by regula-
tions prescribe as necessary for carrying out
the provisions of this Act. The Commis-
sioner, with the approval of the Secretary.
may by regulations prescribe, as the period
with respect to which returns shall be filed.
a longer period than a month. In such case
the returns shall be due on the fifteenth
day of the succeeding period, and shall be
filed by the individuals who on such day are
officers and directors of the corporation.

(b) Annual returns.-On the sixtieth day
after the close of the taxable year of a foreign
personal holding company each individual
who on such sixtieth day is an officer or di-
rector of the corporation shall file with the
Commissioner a return setting forth-

(1) In complete detail the gross income,
deductions and credits, net income. Supple-
ment P net income, and undistributed Sup-
plement P net income of such foreign personal
holding company for such taxable year; and

(2) The same information with respect
to such taxable year as is required in sub-
section (a); except that if all the required
returns with respect to such year have been
filed under subsection (a) no information
under this paragraph need be set forth in
the return filed under this subsection.

ART. 338-1. Information returns by of-
Pcers and directors of certain foreign
corporaftons-(a) Requirement for fiUing
returns--1) Genera.--Under section
338 (a), on the 15th day of each month
which begins after May 28, 1938, each
individual who on such 15th day is an
officer or a director of a foreign corpo-
ration which, with respect to its taxable
year (if not beginning before August 26,
1936) preceding the taxable year
(whether beginning on, before, or after
January 1, 1938) in which such month
occurs, was a foreign personal holding
company, is required to file with the
Commissioner a monthly information re-
turn as provided in that section and this
article.

(2) Returns for a period exceeding
one month.-In the case of a foreign
personal holding company, which before

'the close of Its taxable year specificd in
paragraph (a) Wl) of this article and
ending on or after May 31, 1938, dis-
tributed to its shareholders 90 percent
or more of its Supplement P net income
as defined in Supplement P, added to
the Revenue Act of 1936 by section
201 of Title II of the Revenue Act of
1937 or in Supplement P of the Revenue
Act of 1938, or which has no such net
income for such taxable year, the fol-
lowing periods are prescribed with re-
spect to which Information returns on
Form 957 shall be fled during the fol-
lowing 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 following
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 rezolu-
tion or plan (including any amendments
thereof or supplements thereto) for the
dissolution of the corporation or for the
liquidation of the whole or any part
of its capital stock is adopted during
such periods, a monthly information re-
turn must also be filed on the 15th day
of the month following each month In
which the change occurs or the resolu-
tion or plan is adopted. In any ease
under this paragraph where the date
for filing a monthly return coincides with
the date for filing the return for a 6-
month period only the return for the
6-month period need be filed.

In the case of a foreign personal hold-
ing company which before the close of Its
taxable year specified in paragraph (a)
(1) of this article and ended before May
31, 1938, distributed to its shareholders
90 percent or more of its Supplement P
net income as defined In Supplement P,
added to the Revenue Act of 1936 by sec-
tion 201 of Title Ir of the Revenue Act
of 1937, or which had no such net income
for such taxable year, the following pe-
riods are prescribed with respect to which
information returns under section 338
(a) of the Revenue Act of 1933 and this
article shall be filed during the year fol-
lowing the year for which it had no such
net income or in which such distribution
occurred and after May 28, 1938:

The first information return shall be
filed on the same day an information re-
turn would have been required to be filed
under section 338 (a) of Supplement P,
added to the Revenue Act of 193G by sec-
tion 201 of Title II of the Revenue Act
of 1937, and paragraph (a) (2) of artcle
333-1 of Chapter I = added to Reg-
ulations 94 by Treasury Dcldion 4702,
approved December 7, 1937 (C. B. 1937-2,
168), had the Revenue Act of 1938 not
been enacted. Subsequent returns
be filed for each 6-month period follow-
Ing the close of the month preceding the

month in which such day occurs and
shall be filed on the 15th day of the first
month following such 6-month 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 rezolution or plan
(including any amendments thereof or
supplements thereto) for the dissolution
of the corporation or for the liquidation
of the whole or any part of its capital
stock Is adopted during such periods, a
monthly Information return must 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 coincides
with the date for filing a return for a
6-month period, only the return for the
6-month period need be filed.

(3) Returns laintly made-If two or
more officers or directors of a foreign
corporation are required to file informa-
tion returns for any period under sec-
tion 338 (a) and this article, any two or
more of such officers or directors may, in
lieu of filing separate returns for such
pericd, jointly execute and file one return.

(b) Form of return.-The return under
section 333 (a) and this article shall be
made on Form 957, copies of which, upon
request, may be procured from any col-
lector. Each officer or director should
care-fully prepare his return so as to set
forth fully and clearly the Information
callcd for therein and by the applicable
regulations. Returns which have not
baeen so prepared will not be considered
as meeting the requirements of the Act.

(a) Conten.ts of return.-The return
shall, In accordance with the provisions
of this article and the instructions on the
form, set forth with respect to the pre-
ceding paled the followin. information:

(1) Name and address of corporation;
(2) Kind of buziness in which the cor-

poration is engaged;
(3) Date of incorporation;
(4) The country under the laws of

which the corporation is incorporated;
(5) Numbar of shares and par value of

common stock of the corporation out-
standing as of the b2giJning and end of
the period;

(6) Number of shares and par value of
preferred stock of the corporation out-
standing as of the begnning and end of
the 'rlod, the rate of dividend on such
stock and whether such dividend is cumu-
lative or noncumulative;

(7) A description of the convertible
securities lszued by the corporation, in-
eluding a statement of the face value of,
and rate of interezt on, such securities;

(8) The name and address of each
shareholder, the class and number of
shares held by each, together with any
change3 in stock holdings during such
period;

(9) The name and address of each
rlder of securities convertible into
stock of the corporation, the & , hum-
ber, and face value of the securities held
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by each, together with any changes in
the holdings of such securities during
the period;

(10) A certified copy of any resolu-
tion or plan, and any amendments
thereof or supplements thereto, for or
in respect of the dissolution of the cor-
poration 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 article
with respect to more than one foreign
corporation, a separate return must be
filed with respect to each foreign cor-
poration.

(d) Verification of returns.-All re-
turns required by section 338 (a) and
this article shall be verified under oath
or affirmation in the same manner as
prescribed in article 51-4.

(e) Penalties.-For criminal penalties
for failure to file the returns required
by section 338 (a) and this article, see
section 340.

ART. 338-2. Annual in !ormation re-
turns by oflcers and directors of certain
foreign corporations--(a) Requirement
for filing returns-(1) General.-Under
section 338 (b), on the sixtieth day after
the close of the taxable year of a for-
eign personal holding company each in-
dividual who on such sixtieth day is an
officer or director of the corporation
shall file with the Commissioner an an-
nual information return as provided in
that section and this article.

(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 article 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 un-
der section 338 (b) and this article shall
be made on Form 958, copies of which,
upon request, may be procured from any
collector. 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 Act.

(c) Contents of return.-The return
shall, in accordance with the provisions
of this article and the instructions on the
form, set forth with respect to the tax-
able year of the foreign personal holding
company the following information:

(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 paragraph
(c) of article 338-1, except that if all
the required returns with respect to such
year have been filed under section 338
(a) and article 338-1, no information
under section 338 (b) (2) and this para-
graph 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.-Al re-
turns required by section 338 (b) and
this article shall be verified under oath
or affirmation in the same manner as
prescribed in article 51-4.

(e) Penalties.-For criminal penalties
for failure to file the returns required
by section 338 (b) and this article, see
section 340.

ART. 338-3. Time and place of filing
returns.Returns required by section
338 and the regulations thereunder shall
be filed with the Commissioner of In-
ternal Revenue, Washington, D. C., at-
tention Income Tax Unit, Records Divi-
sion, 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 post-
age paid, provided they are actually re-
ceived in the office of the Commissioner
of Internal Revenue, Washington, D. C.,
even though received after such time or
times.

SEc. 339. Information returns by share-
holder--(a) Monthly returns.-On the fif-
teenth day of each month which begins after
the date of the enactment of this Act each
United States shareholder, by or for whom
50 per centum or more in value of the out-
standing stock of a foreign corporation Is
owned directly or indirectly (including in
the case of an individual, stock owned by the
members of his family as defined in section
333 (a) (2)), if such foreign corporation
with respect to Its taxable year (if not begin-
ning before August 26, 1936) preceding the
taxable year (whether beginning on, before,
or after January 1, 1938) in which such
month occurs was a foreign personal holding
company, shall file with the Commissioner
a return setting forth with respect to the
preceding calendar month the name and ad-
dress of each shareholder, the class and num-
ber of shares held by each, together with
any changes in stockholdings during such
period, the name and address of any holder
of securities convertible into stock of such
corporation, and such other information
with respect to the stock and securities of
the corporation as the Commissioner with
the approval of the Secretary shall by regu-
lations prescribe as necessary for carrying
out the provisions of this Act. The Com-
missioner, with the approval of the Secre-
tary, may by regulations prescribe, as the
period with respect to which returns shall
be filed, a longer period than a month. In
such case the return shall be due on the fif-
teenth day of the succeeding period, and
shall be filed by the persons who on such
day are United States shareholders.

(b) Annual returns.-On the sixtieth day
after the close of the taxable year of a for-
eign personal holding company each United
States shareholder by or for whom on such
sixtieth day 50 per centum or more in value
of the, outstanding stock of such 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 Commis-
sioner a return setting forth the same in-

formation with respect to such taxable year
as is required in subsection (a): except that
if all the required returns with respect to
such year have been filed under subscotlon
(a) no return shall be required under this
subsection.

ART. 339-1. Information returns by
shareholders of certain foreign corpora-
tions-(a) Requirement for filing re-
turns-(1) General-On the 15th day
of each month which begins after May
28, 1938, each United States shareholder,
by or for whom 50 percent or more In
value of the outstanding stock of a for-
eign corporation 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)), if such foreign corporation with
respect to its taxable year (if not begin-
ning before August 26, 1936) preceding
the taxable year (whether beginning on,
before, or after January 1, 1938) 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
article.

(2) Returns for a period exceeding one
month.-n the case of a foreign per-
sonal holding company which before the
close of its taxable year specified In
paragraph (a) (1) of this article, dis-
tributed 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 re-
spect to which information returns un-
der section 339 (a) shall be filed shall be
the same as the periods prescribed In
paragraph (a) (2) of article 338-1,

(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 article 338-1 such returns
shall be considered as returns filed under
section 339 (a).

(b) Form of return.-The return under
section 339 (a) and this article 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 Act.

(c) Contents of return.-The return
shall, in accordance with the provisions
of this article and the instructions on the
form, set forth with respect to the pre-
ceding period the same Information as re-
quired to be shown on that form by sec-
tion 338 (a) and paragraph (c) of article
338-1.

If a person is required to file a return
under section 339 (a) and this article
with respect to more than one foreign
corporation, a separate return must be
filed with respect to each foreign
corporation.

(d) Verification of returns.-All re-
turns required by section 339 (a) and this
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article shall be verified under oath or
affirmation in the same manner as pre-
scribed in article 51-4.

(e) Penalties.-For criminal penalties
for failure to file the returns required by
section 339 (a) and this article, see sec-
tion 340.

ART. 339-2. Annual information returns
by shareholders of certain foreign corpo-
rations-(a) Requirement for fi2ing re-
turns-(1) General--Under section 339
(b), on the sixtieth day after the close of
the taxable year of a foreign personal
holding company, each United States
shareholder, by or fo 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 information return as
provided in that section and this article.

(2) Duplicate returns.-If a share-
holder in a foreign corporation files, as
an officer or director in such corporation,
the returns required by section 338 (b)
and article 338-2, such returns shall be
considered as returns filed under section
339 (b).

(b) Form of return.-The return un-
der section 339 (b)_ and this article 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 meet-
ing the requirements of the Act.

(c) Contents of return.-The return
shall, in accordance with the provisions
of this article and the instructions on
the form, set forth with respect to the
taxable year of the foreign personal
holding company the same information
which is required under section 339 (a),
paragraph (c) of article 338-1 and para-
graph (c) of article 339-1, except that if
all the required returns with respect to
such year have been filed under section
339 (a) and article 339-1, no return
under section 339 (b) and this article is
required.

If a person is required to file an annual
return under section 339 (b) and this
article with respect to more than one
foreign personal holding company, a sep-
arate return must be filed with respect
to each foreign personal holding
company.

(d) Verification of returns.-All re-
turns required by section 339 (b) and this
article shnll be verified under oath or
affirmation in the same manner as pre-
scribed in article 51-4.

(e) Penalties.-For criminal penalties
.or failure to file the returns required by
section 339 (b) and this article see sec-
tion 340.

AR. 339-3. Time and place of filing
returns.-Returns required by section 339
and the regulations thereunder shall be
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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 timcs.

SEC. 340. Penaties.-.Any person required
under section 338 or 339 to flle a return, or
to supply any Information. who willfully
falls to file such return, or supply such In-
formation, at the time or times required by
law or regulations, shall, In lieu of the ps-
altles provided In section 145 (a) for such
offense, be guilty of a misdemeanor and,
upon conviction thereof, be fined not more
than 52.000, or imprisoned for not more than
one year, or both.

CHATER "XMXV

Mutual Investment Companfes

Supplement Q-Mutual Investment
Companies

SEC. 361. Deflnflton.-(a) In genraL--For
the purposes of this title the term "mutual
investment company" means any domestic
corporation (whether chartered or created as
an investment trust, or otherwise), other
than a personal holding company as defned
in Title IA, If-

(1) It Is organlzd for the purpose of, and
substantially all Its business con it5 of,
holding, investing, or reinvesting In stock or
securities; and

(2) At least 95 per centum of it3 grc3 In-
come is derived from dividends, intere t, and
gains from sales or other disposition of
stock or securities; and

(3) Les than 30 per centum of Its grczs
Income Is derived from the sale or other dis-
position of stock or Ecurltl held for 1ess
than six months; and

(4) An amount not less than 90 per
centum of its net Income is distributed to
its shareholders as taxable dividends durina
the taxable year; and

(5) Its shareholders are, upon reasonable
notice, entitled to redemption of their stock
for their proportionate interezts in the cor-
poratlon's properties, or the cash equivalent
thereof less a discount not In esc.ss of 3
per cantum thereof.

(b) LMmitatfons.-Despite the provisons of
paragraph (1) a corporation chall not ba
considered as a mutual invetment company
if at any time during the taxable yer-

(1) More than 5 per centum of the gross
assets of the corporation, taken at cot, was
invested in stccl: or ccurltle, or both. of
any one corporation, government, or political
subdivision thereof, but this limitation shall
not apply to investment- in obligations of
the United States or In obligations of any
corporation organizd under general Act of
Congress If such corporation Is an instru-
mentality of the United States; or

(2) It owned more than 10 per centum of
the outstanding stock or securitles or both,
of any one corporation: or

(3) It had any outstanding bonds or In-
debtednes in exce of 10 per centum of Its
gross assets taken at cost: or

(4) It fails to comply wlth any rule or
regulation pr"-rlbed by the Commslsoner,
with the approval of the Eecretary, for the
purpose of ascertaining the actual owner-hilp
of its outstanding stock.

ART. 361-1. Definition of a nutual in-
vestment company.-he term !mutual
Investment company" means a domestic

corporation whsthar chr4tered or incor-
porated, or created under a trust instru-
nent or othErize, as an investment
trust, and whether of the fixed or general
management type (other than a personal
holding company as defined In section
402), which complies with all the condi-
tions prescribed by section 361. As to
definition of a corporation see section
901.

AnT. 361-2. Proof of otatus of a mutual
inrostment campany.-(a) The Act re-
quires that the corporation must have
been organized for the purpose of, and
that substantially all of its business must
have consisted of, holding, investing or
reinvEsting in, stock or securities. It is
not sufficient that the corporation is en-
gaged in holding, investing or reinvest-
ing In, stock or securities. It must have
baen organized for that purpose, and,
throughout the taxable year, operated
primarily as a medium throuzh which
contributing shareholders are offered
centralized management and diversity of
Investments. If its predominant purpose
Is to hold, invest or reinvest in, stock or
securities, and if substantially all of its
business consists of holding, Investing or
reinvesting in, such stock or securities,
the existence or exercise of incidental
powers to engage In other business will
not deprive a corporation of classifica-
tion as mutual investment company. A
finance corporation, or a corporation en-
gaged in the buziness of a dealer in stock
or securities, or of a trader in stock or
securlties for Its own account, is not a
mutual investment company.

(b) The Act provides that at least 95
percent of the corporation's gross income
for the taxable year must be derived from
dividends, interest, and gains from sales
or other disposition of stock or securities,
and that less than 30 percent of the cor-
poration's gross Income for the taxable
year must have been derived from the
sale or other disposition of stock or se-
curities held for less than six months.
(See section 361 (a) (2) and (3).) In
determining the percentage of the cor-
poration's gross income which has been
derived from such sources, a loss from
the sale or other disposition of stock or
securities does not enter into the com-
putation. The determination of the pe-
riod for which stock or securities have
been held shall be governed by the pro-
visions of section 117 (h) in so far as
applicable.

c) The Act provides that an amount
not lezs than 90 percent of the corpora-
tlion's net income for the taxable year
must have ben distributed to its share-
holders as taxable dividends during the
taxable year. The term "taxable divi-
dends" means dividends (as defined in
section 115) which are taxable in the
hands of such shareholders as are sub-
ject to taxation under Title I, and in-
cludes, for the purpose of section 361 (a)
(4), the proportionate share of the net
earnings of the current year to the date
of redemption distributed to the share-
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holder upon redemption. A taxable div-
idend Is not distributed to its sharehold-
ers during the taxable year within the
meaning of section 361 (a) (4), unless
the dividend is received by the share-
holders during the taxable year of the
company. See article 27 (b)-2, relating
to when dividends axe considered paid.

(d) The Act requires that sharehold-
ers must, upon reasonable notice, be en-
titled at all times during the taxable year
to redemption or purchase of their stock
for their proportionate interests in the
corporation's properties, or the cash
equivalent thereof, less a discount not
in excess of 3 percent thereof. Redemp-
tion within 60 days of written notice is
redemption upon reasonable notice, even
though subject to exception in case of
extraordinary crises.

ART. 361-3. Records to be kept for
purpose of ascertaining actual ownership
of outstanding stock of mutual invest-
ment companies-Every mutual invest-
ment company shall maintain In the
collection district in which it is required
to file its Income tax return permanent
records showing the information relative
to the actual owners of its stock con-
tained in the written statements required
by these regulations to be demanded
from the shareholders. The term "actual
owner of stock," as used in these regula-
tions, includes the person who is re-
quired 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 au-
thorized officer or employee of the Bu-
reau of Internal Revenue, and shall be
retained as long as the contents thereof
may become material in the administra-
tion of any internal-revenue law. *

A mutual investment company shall
demand of each of its shareholders (or
in the case of a company all or sub-
stantially all of the capital stock of
which is held by trustees for the purpose
of exercising voting rights, such com-
pany shall demand of each of the regis-
tered holders of certificates of beneficial
interest in the company) on or before
the payment of any dividend a written
statement giving (1) the name and ad-
dress of the actual owner, as of the date
the shareholder becomes entitled to the
dividend, whether payable then or later,
of the stock with respect to which the
dividend is payable, (2) the name and
address of the person who executes the
statement, and (3) the number of shares
to which the statement pertains, or if
the statement is made by the actual
owner, the total number of shares actu-
ally owned by such person.

At the time the first demand is made
as required by this article, a like state-
ment shall be demanded with respect to
any prior dividends paid within the tax-
able year, unless at the time such divi-
dends were paid ownership statements
were demanded as required by article
48 (e)-4 of Regulations 94.

ART. 361-4. Records to be kept for
purpose of determining whether a cor-
poration claiming to be a mutual invest-
ment company is a personal holding
company.-For the purpose of determin-
ing whether a domestic corporation
claiming to be a mutual investment com-
pany Is a personal holding company as
defined in section 402, the permanent
records of the corporation shall show, to
the best of the knowledge and belief of
the actual owners of its stock, the maxi-
mum number of shares of the corpora-
tion (including the number and face
value of securities convertible into stock
of the corporation) to be considered as
dctually or constructively owned by each
of the actual owners of any of its stock
at any time during the last half of the
corporation's taxable year, as provided in
section 404. Statements giving such
additional information shall be de-
manded not later than 30 days after
the close of the corporation's taxable
year, as follows:

(1) In the case of a corporation hav-
ing 2,000 or more actual owners of its
stock on any dividend payment date, as
disclosed by statements received in re-
sponse to demands made by the corpora-
tion as provided in article 361-3, from
each person so disclosed or known to the
corporation as the actual owner of 5
percent or more of its stock; or

(2) in the case of a corporation hav-
ing less than 2,000 and more than 200
actual owners of its stock as so dis-
closed, from each person so disclosed or
known to the corporation as actually
owning 1 percent or more of its stock; or

(3) in the case of a corporation hav-
ing 200 or less actual owners of its stock,
from each person who is the actual
owner of one-half of 1 percent or more
of its stock.

ART. 361-5. Additional information re-
quired in returns of shareholders Any
person who fails or refuses to comply
with the demand of a mutual invest-
ment company for the written state-
ments which articles 361-3 and 361-4
require the company to demand from
its shareholders shall submit as a part
of the income tax return required by
the Act of such person a statement
showing, to the best of his knowledge
and belief-

(1) the number of shares actually
owned by him at any and all times dur-
ing the period for which the return is
filed in any company claiming to be a
mutual investment company;

(2) the dates of acquisition of any
such stock during such period and the
names and addresses of persons from
whom it was acquired;

(3) the dates of disposition of any
such stock during such period and the
names and addresses of the transferees
thereof;

(4) the names and addresses of the
members of his family (as defined in

section 404 (a) (2)); the names and
addresses of his partners, if any, In any
partnership; and the maximum number
of shares, if any, actually owned by each
In any corporation claiming to be a
mutual investment company, at any time
during the last half of the taxable year
of such company;

(5) the names and addresses of any
corporation, partnership, association, or
trust In which he had a beneficial In-
terest 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 mutual Investment company actually
owned by each;

(6) the maximum number of shares
(including the number and face value of
securities convertible into stock of the
corporation) in any domestic corporation
claiming to be a mutual Investment com-
pany 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 404
and articles 404 (a)-1 to 404 (a)-7 and
article 404 (b)-1; and

(7) the amount and date of receipt of
each dividend received during such pe-
riod from every corporation claiming to
be a mutual 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 In-
come tax return the statements which
are required by this article 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 these
regulations. A company which fails to
keep such records to show the actual
ownership of its outstanding stock as
are required by these regulations, or
which may be required from time to time
by any rule or regulation prescribed by
the Commissioner, with the approval
of the Secretary, for such purpose, shall
not be taxable as a mutual investment
company.

Nothing In these regulations shall be
construed to relieve mutual Investment
companies or their shareholders from
the duty of filing Information returns
required by regulations prescribed under
sections 147 and 148.

SEc. 362. Tax on inutu2a investment corn-
panies-(a) SuppZement Q net itncom.-For
the purposes of this title the term "Supple-
ment Q net income" means the adjusted net
income minus the basic surtax credit com-
puted under section 27 (b) without the ap-
plication of paragraphs (2) and (3).

(b) Imposition of tax.-Thero shall be
levied, collected, and paid for each taxable
year upon the Supplement Q net Income of
every mutual investment company a tax
equal to 16/2 per centum of the amount
thereof.

ART. 362-1. Tax on mutual investment
companies.-If a corporation, as defined
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in section 901, shows to the satisfaction
of the Commissioner that it Is entitled
to the status of a mutual investment
company, as defined in section 361, it Is
taxable upon its Supplement Q net in-
come, as defined in section 362 (a), at
the rate of 161 percent. A mutual in-
vestment company is not allowed, under
section 362 (a), the credit for dividends
received provided in section 26 (b). In
all other respects, a mutual investment
company is treated, for purposes of tax-
ation, as any other corporation subject
to taxation under the Act.

CHAPTER XXXVI

Exchanges and Distributions in Obedience
to Orders of Securities and Exchange
Commission

Supplement R-Exchanges and Distribu-
tions in Obedience to Orders of Securi-
ties and Exchange Commission

SEc. 371. Nonrecognition of gain or loss-
(a) Exchanges of stock or securities only.-
No gain or loss shall be recognized to the
transferor if stock or securities in a corpora-
tion which is a registered holding company
or a majority-owned subsidiary company are
transferred to such corporation or to an asso-
ciate company thereof which is a registered
holding company or a majority-owned sub-
sidiary company solely in exchange for stock
or securities (other than stock or securities
which are nonexempt property), and the ex-
change is made by the transferee corporation
in obedience to an order of the Securities
and Exchange Commision.

(b) Exchanges of property for property by
corporations.-No gain or loss shall be recog-
nized to a transferor corporation which is a
registered holding company or an associate
company of a registered holding company, if
such corporation, in obedience to an order
of the Securities and Exchange Commission
transfers property solely in exchange for
property (other than nonexempt property),
and such order recites that such exchange by
the transferor corporation is necessary or
appropriate to the integration or simplifica-
tion of the holding company system of which
the transferor corporation is a member.

(c) Distribution of stock or securities
only.-If there is distributed, in obedience to
an order of the Securities and Exchange Com-
mission, 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 property), without the
surrender by such shareholder of stock or se-
curities in such corporation, no gain to
the distributee from the receipt of the
stock or securities so distributed shall be
recognized.

(d) Transfers within system group.-(1)
No gain or loss shall be recognized to a
corporation which is a member of a system
group (A) if such corporation transfers
property to another corporation which Is a
member of the same system group in ex-
change for other property, and the exchange
by each corporation is made in obedience
to an order of the Securities and Exchange
Commission, or (B) if there Is distributed
to such corporation as a shareholder in a
corporation which is a member of the same
system group, property, without the sur-
render by such shareholder of stock or se-
curities in the corporation making the dis-
tribution, and the distribution is made and
received in obedience to an order of the
Securities and Exchange Commission. If
an exchange by or a distribution to a cor-
portion with respect to which no gain or
loss is recognized under any of the provi-
sions of this paragraph may also be con-
sidered to be within the provisions of sub-
section (a), (b), or (c), then the provisions
of this paragraph only shall apply.

(2) If the property received upon an ex-
change which is within any of the provislons
of paragraph (1) of this subsection consists
in whole or in part of stock or securities
issued by the corporation from which such
property was received, and if in obedience
to an order of the Securities and Exchange
Commission such stock or cecuritte (other
than stock which is not preferr d as to both
dividends and assets) are cold and the pro-
ceeds derived therefrom are applied in whole
or in part In the retirement or cancellation
of stock or of securities of the recipient cor-
poration outstanding at the time of uch
exchange, no gain or lo hall b recognized
to the recipient corporation upon the sale
of the stock or securitile with respzct to
which such order was made; except that if
any part of the proceeds derived from the
sale of such stock or securities is not co ap-
plied, or if the amount of uch proceeds
is in excess of the fair marl:et value of such
stock or securities at the time of Guch ex-
change, the gain, if any. shall ha recog-
nized, but in an amount not in excess of the
proceeds which are not so applied, or in an
amount not more than the amount by which
the proceeds derived from such sale exceed
such fair market value, whichever I, the
greater.

(e) Exchanges not so!ely in .frnd.--(1) If
an exchange (not within any of the provl-
sions of subsection (d)) would he within
the provisions of subsection (a) or (b) f It
were not for the fact that property received
in exchange consists not only of property
permitted by such subsection to be received
without the recognition of gain or Ics. but
also of other property or money, then the
gain, if any, to the recipient shall be rccg-
nized, but in an amount not in exces3 of the
sum of such money and the fair mar::ct
value of such other property, and the 1cs if
any, to the recipient shall not be reco-nized.

(2) If an exchange is within the provl-
sions of paragraph (1) of this sub:ection
and if It includes a distribution which hn
the effect of the distribution of a taxable
dividend, then there shall he taxed as a
dividend to each dlztributee such an amount
of the gain recognLd under such paragraph
(1) as is not in excess of his ratable share
of the undistributed earnings and profits of
the corporation accumulated after February
28, 1913. The remainder, If any, of the gain
recognized under such paragraph (1) shall
be taxed as a gain from the exchange of
property.

(f) Applfcation of scction.-T7e provlsions
of this section shal not apply to an ex-
change or distribution unless (1) the order
of the Securities and Exchange Commision
in obedience to which such exchanme or dL-
tribution was made recites that -uch ex-
change or distribution is ncce sary or appro-
priate to effectuate the provisions of tccton
11 (b) of the Public Utility Holding Com-
pany Act of 1935. (2) such order cpecfie
and Itemizes the stock and securltie and
other property which are ordered to ho
transferred and received upon such exchange
or distribution, and (3) such exchange or
distribution was made in obedience to cuch
order and was completed within the time
prescribed therefor In such order.

(g) Non-application of othcr proL-on.---
If an exchange or distribution made in obedi-
ence to an order of the Securitic and Ex-
change CommisIon is within any of the
provisions of this section and may also be
considered to be within any of the provi-
sions of section 112 (other than the provi-
sions of paragraph (8) of subscctlon (b)),
then the provisions of this scction only shall
apply.

ART. 371-0. Terms uscd.-The follow-
ing terms are defined in section 373 and
when used in this article and articles
371-1 to 373-1 shall have the meanings
therein assigned to them: "Order of the
Securities and Exchange Commission";
"registered holding company"; "holding-
company system"; "associate company";

"majorty-owned subsidiary company";
"system group"; "nonexempt property";
and "stock or securities." Any other
term used In this article and articles
371-1 to 373-1, which is defined in the
Act, shall be given the respective def-
inition contained in the Act.

AnT. 371-1. Purpose and ccox of e-
ceptio.-The general rule is that the
entire amount of gain or loss from the
,ale or exchange of property is to be
reconized (see section 112 (a)) and
that the entire amount received as a
dividend is to be included in gross in-
come (see sections 22 (a) and 115). Ex-
ceptions to the general rule are pro-
vided in section 112, one of which is
that made by section 112 (b) (8) with
respect to exchangms, sales, and distri-
butions specifically described in section
371. Section 371 provides the extent to
which gain or loss is not to be recog-
nized on an exchange or sale, or the
receipt of a distribution, made In obedi-
ence to an order of the Securities and
Exchange Commsion, which is issued
to effectuate the provisions of section
11 0b) of the Public Utility Holding
Company Act of 1935. Section 115 (c)
provides that a distribution in liquida-
tion of a corporation shall be treated as
an exchange, and such a distribution is
to be so treated under the provisions of
Supplement R. The order of the Se-
curities and Exchange Cormson must
be one requiring or approving action
which the Commission finds to be nec-
ezzary or appropriate to effect a sim-
plification or geographical integration
of a particular public utility holding-
company system. For specific require-
ments with resp2ect to an order of the
Securities and Exchange Commission,
see section 371 (f).

The requirements for nonrecognition
of gain or lo-s 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 com-
pany or a majority-owned subsidiary
company are exchanged for stock or
securities.

12) The exchange that is provided for
in section 371 (b), in which a registered
holding company or an associate com-
pany of a registered holding company
exchanges property for property.

(3) The distribution that is provided
for in section 371 (c), in which stock
or securities are distributed to a share
holder in a corporation which is a regis-
tered 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 traiisfers property to another
member of the same system group.
Certain rules with respect to the receipt
of nonexempt property on an exchange
described in section 371 (a) or (b) are
prezcribed in section 371 (e).
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These new exceptions to the general
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 are clearly met, the recognition of
gain or loss upon the exchange, sale,
or distribution will not be postponed
under Supplement R. Moreover, even
though a taxable transaction occurs in
connection or simultaneously with a
realization of gain or loss to which non-
recognition is accorded, nevertheless, as
under the various provisions of section
112, nonrecognition 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 di-
rectly attributable to a disposition of
property as such, or the receipt of a
corporate distribution as'such, in an ex-
change, sale, or distribution specifically
described in section 371.

The application of the provisions of
Supplement R 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 the continuation of the basis
as provided in section 372 is designed to
effect this result. 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.

ART. 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 con-
stitute nonexempt property. An ex-
change is not within the provisions of
section 371 (a), unless the stock or securi-
ties transferred and those received are
stock or securities as defined by section
373 (f). The stock or securities which
may be received without the recognition
of gain or loss are not limited to stock or
securities in the corporation from which
they are received. An exchange within
the provsions of section 371 (a) may be
a transaction between the holder of stock
or securities and the corporation which
issued the stock or securities. Also the
exchange may be made by a holder of
stock or securities with an associate com-
pany (i. e., a corporation in the same
holding-company system with the issu-
ing corporation) which is a registered
holding company or a majority-owned
subsidiary company. In either case, the
nonrecognition provisions of section 371
(a) apply only to the holder of the stock
or securities. However, the transferee
corporation must be acting in obedience
to an order of the Securities and Ex-

change Commission directed to such cor-
poration, if no gain or loss is to be recog-
nized to the holder of the stock or securi-
ties who makes the exchange with such
corporation. See also section 371 (b), in
case the holder of the stock or securities
is a registered holding company or an
associate company of a registered hold-
ing company. An exchange is not 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 sec-
tion 371 (f).

ART. 371-3. Exchanges of Property for
property by corporations-The non-
recognition of gain or loss provided for
in section 371 (b) is limited to an ex-
change by a transferor corporation which
is (1) a registered holding company or
(2) an associate company of a registered
holding company. No restriction is im-
posed with respect to the class of prop-
erty which may be transferred by the
transferor corporation, but in order that
all of the transferor corporation's gain
from the exchange be nonrecognized
(see section 371 (e)), no part of the
property received by such corporation
may consist of nonexempt property,
though the receipt, in part, of nonexempt
property by the transferor corporation
does not prevent nonrecognition of all
of its loss from the exchange under sec-
tion 371 (e). It is essential to the non-
recognition either of gain or loss that
in making the exchange the transferor
corporation shall be acting in obedience
to an order of the Securities and Ex-
change Commission reciting that such
exchange by the transferor corporation
is necessary or appropriate to the in-
tegration or simplification of the holding
company system of which such corpora-
tion is a member. An exchange is not
within the provisions of section 371 (b),
if it is within the provisions of section
371 (d), relating to transfers within a
system group. For further limitations,
see section 371 (f).

Example: The A Corporation, a regis-
tered holding company, is a member of
holding-company system No. 1 which
comprises an integrated utility system in
region X, except for the fact that the A
Corporation owns all of the voting stock
of the B Corporation with transmission
lines in region Y. The transmission lines
of the B Corporation have an adjusted
basis of $300,000 and a fair market value
of $325,000. The C Corporation, a regis-
tered holding company, is a member of
holding-company system No. 2 which
comprises an integrated utility system
in region Y, except for the fact that the
C Corporation owns all of the voting
stock of the D Corporation, an operating
company with a generating plant and
transmilssion lines in region X. The
generating plant and transmission lines
of the D Corporation have an adjusted
basis of $275,000 and a fair market value
of $325,000. In obedience to an appro-
priate order of the Securities and Ex-

change Commission relative to the in-
tegration of holding-company system No.
1, the B Corporation transfers Its tranS-
mission lines In region Y to the D Corpo-
ration in exchange for the generating
plant and transmission lines of the D
Corporation in region X. Under section
371 (b), no gain Is recognized to the B
Corporation upon the exchange. How-
ever, the provisions of section 371 (b)
do not apply to the disposition by the D
Corporation of its generating plant and
transmission lines In region' X unless
such disposition Is made in obedience to
an appropriate order of the Securities
and Exchange Commission which relates
to such disposition and recites that such
disposition Is necessary or appropriate
to the integration of holding-company
system No. 2.

ART. 371-4. Distribution solely of stock
or securities. -f, 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 subsidiary
company receives stock or securities in
such corporation or owned by such cor-
poration, no gain to the shareholder will
be recognized with respect to the stock
or securities received by such shareholder
which do not constitute nonexempt
property, if the distribution to such
shareholder is made by the distributing
corporation in obedience to an order of
the Securities and Exchange Commission
directed to such corporation. A distri-
bution is not within the provisions of
section 371 (c) if it is within the provi-
sions of section 371 (d), relating to
transfers within a system group. A dis-
tribution is also not within the provisions
of section 371 () if It involves a sur-
render by the shareholder of stock or se-
curities or a transfer by the shareholder
of property in exchange for the stock
or securities received by the shareholder.
For further limitations, see section
371 (f).

ART. 371-5. Transfers within systent
group.-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 s1lch
section, all the parties to the exchange
must be corporations which are members
of the same system group. The term
"system group" Is defined In section 373
(d).

Section 371 (d) (1) also provides for
nonrecognition of gain to a corporation
which is a member of a system group if
property (including money or other non-
exempt property) s distributed to such
corporation as a shareholder in a cor-
poration which is a member of the same
system group, without the surrender by
such shareholder of stock or securities
in the distributing corporation.

As stated in article 371-1, nonrecogni-
tion of gain or loss will not be accorded
to a transaction not clearly provided for'
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in Supplement R, even though such
transaction occurs simultaneously or in
connection with an exchange, sale, or
distribution to which nonrecognition is
specifically accorded. Therefore, non-
recognition will not be accorded to any
gain or loss realized from the discharge,
or the removal of the burden, of the
pecuniary obligations of a member of a
system group, even though such obliga-
tions are acquired upon a transfer or
distribution specifically described in sec-
tion 371 (d) (1); but the fact that the
acquisition of such obligations was upon
a transfer or distribution specifically de-
scribed in section 371 (d) (1) will, be-
cause of the basis provisions of section
372 (d), affect the cost to the member of
such discharge or its equivalent. Thus,
section 371 (d) (1) does not provide for
the nonrecognition of any gain or loss
realized from the discharge of the in-
debtedness of a member of a system
group as the result of the acquisition in
exchange, sale, or distribution of its own
bonds, notes, or other evidences of in-
debtedness which were acquired by an-
other member of the same system group
for a consideration less or more than the
issuing price thereof (with proper ad-
justments for amortization of premiums
or discounts).

Example: Suppose that the A Corpora-
tion and the B Corporation are both
members 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 Corporation enter into an ex-
change subject to the provisions of sec-
tion 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
smething other than its own securities
(see article 372-4) will, in this type of
transaction, 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 re-
tirement will therefore be recognized.

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 distri-
bution are acting in obedience to an
order of the Securities and Exchange
Commission. If an exchange or distri-
bution 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 of
gain or -loss upon such exchange or dis-
tribution is by virtue of that section.

ART. 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
received upon an exchange by corpora-

tions which are members of the same
system group consists of stock or secu-
rities issued by the corporation from
which such property was received, such
stock or securities may, under certain
specifically described circumstances, be
sold to a party not a member of the
system group, without the recognition of
gain or loss to the selling corporation.
The nonrecognition of gain or loss Is
limited, in the case of stock, to a sale of
stock which Is preferred as to both divi-
dends and assets. The stock or securi-
ties must have been received upon an
exchange with respect to which section
371 (d) (1) operated to prevent recogni-
tion of gain or loss to any party to the
exchange. Nonrecognition of gain or
loss upon the sale of such stock or secu-
rities is permitted only If the proceeds
derived from the sale are applied in
retirement or cancellation 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 application of the
proceeds derived therefrom be made In
obedience to an order of the Securities
and Exchange CommisIon. If any part
of the proceeds derived from the sale Is
not applied in making the required re-
tirement or cancellation of stock or secu-
rities and If the sale Is otherwise within
the provisions of section 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
securities exceed the fair market value
of such stock or securities at the time of
the exchange through which they were
acquired by the selling corporation, the
gain resulting from the sale is to be rec-
ognized 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
provide for the nonrecognition of gain or
loss upon the sale of any stock or secur-
ities received upon a distribution or
otherwise than upon an exchange.

Example: The X Corporation and the
Y Corporation, both of which make their
income 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, 1938, 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 Corpora-
tion is $75,000. On Dccember 1, 1938,
in obedience to an appropriate order of
the Securities and Exchange Commis-
sion, the X Corporation sells all of such
stock to the public for $100,000 and

applies $95,000 of this amount to the
retirement of its own bonds, which were
outstanding on June 1, 1938. The re-
maining $5,000 is not used to retire any
of the X Corporation's stock or securi-
ties. Of the total gain of $25,000 real-
ized on the disposition of the Y Corpora-
tion 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 ap-
plied to the retirement of the X Cor-
poration'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 Corporation or If It had been
stock not preferred as to both dividends
and assets, the full amount of the gain
($25,000) realized upon Its disposition
would have been recognized, regardless
of what was done with the proceeds.

AnT. 371-7. Exchanges in which money
or other nonexempt property is re-
ceircd.-Under section 371 (e) (1), if in
any exchange (not within any of the
provisions of section 371 (d)) in which
(a) stock or securities in a corporation
which is a registered holding company
or a majority-owned subsidiary are ex-
changed for stock or securities as pro-
vided for in section 371 (a), or (b) prop-
erty of a corporation which is a regis-
tered holding company or an associate
company of a registered holding com-
pany is exchanged for other property
as provided for in section 371 (b), there
is received by the taxpayer money or
other nonexempt property (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 exce,- of the sum of the money and
the fair market value of the other non-
exempt property, but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be rec-
ognized to any extent.

If money or other nonexempt property
Is received from a corporation in an ex-
change dezcribed in this article and if
the distribution of such money or other
nonexempt property by or on behalf 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 dlstributee (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 reco-nized shall be taxed
as a gain from the exchange of property.
AnT. 371-8. Requirements with, respect

to order of Securities and Exchange
Commisson .- The term "order of the
Securities and Exchange Commission" is
defined in section 373 (a). In addition to
the requirements specified in that defmi-
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tion, section 371 (f) provides that the
provisions of section 371 shall not apply
to an exchange or distribution unless
each of the following requirements is
met:

(1) The order of the Securities and
Exchange Commission must recite that
the exchange or distribution is necessary
or appropriate to effectuate the provi-
sions of section 11 (b) of the Public
Utility Holding Company Act of 1935.

(2) The order shall specify and itemize
the stock and securities and other prop-
erty (including money) which are or-
dered to be transferred and received upon
the exchange or distribution, so as clearly
to identify such property.

(3) The exchange or distribution
shall be made in obedience to the order
and shall be completed within the time
prescribed in such order.

These requirements were not designed
merely to simplify the administration of
the provisions of section 371, and they
are not to be considered as pertaining
only to administrative matters. Each
one of the three requirements is of the
essence, and must be met if gain or
loss is not to be recognized upon the
transaction.

ART. 371-9. Nonapplication of other
provisions of the Act.-The effect of sec-
tion 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, the purpose being to prevent over-
lapping of the provisions of such supple-
ment and other provisions of the Act.
In other words, if by virtue of section
371 any portion of a person's gain or loss
on any particular exchange, sale or dis-
tribution is not to be recognized, then
the gain or loss of such person shall be
nonrecognized only to the extent pro-
vided In section 371, regardless of what
the result might have been under sec-
tion 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, re-
gardIess of what the basis of such prop-
erty might have been under section 113
if Supplement R had not been enacted.
On the other hand, if section 371 does
not provide for the nonrecognition of
any portion 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 nonrecog-
nized to the extent provided for by other
provisions of the Act 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 provi-
sions of the Act as if Supplement R had
not been enacted.

ArT. 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
exchange. The amount of each kind of
stock or securities and other property
received shall be set forth upon the basis
of the fair market value thereof at the
date of the exchange.

(b) Each corporation which is a party
to an exchange made in obedience to an
order of the Securities and Exchange
Commission directed to such corporation
shall file as a part of its income tax re-
turn for its taxable year in which the
exchange takes place a complete state-
ment of all facts pertinent to the non-
recognition of gain or loss upon such ex-
change, including-

(1) A copy of the order of the Securi-
ties and Exchange Commission directed
to such corporation, in obedience to
which the exchange was made.

(2) A certified copy of the corporate
resolution authorizing the exchange.

(3) A clear description of all prop-
erty, including all stock or securities,
transferred 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
corporation, a copy of any order of the
Securities and Exchange Commission
directed to the other corporation, in
obedience to which the exchange was
made by such other corporation.

(7) If the corporation transfers any
nonexempt property, the amount of the
undistributed earnings and profits of the
corporation accumulated after February
28, 1913, to the time of the exchange.

(8) A statement of the amount of stock
or securities and other property (includ-
ing money) received upon the exchange,

including 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 exhango,

(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 hny) as to
both dividends and assets.

(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 Commis-
sion shall me as a part of his Income tax
return for the taxable year in which
such distribution Is received a complete
statement of all facts pertinent to the
nonrecognition of gain upon such dis-
tribution, 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
received 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,

If the shareholder is a corporation, a
statement showing as to 'each class of
its stock the number of shares and per-
centage owned by a registered holding
company or a majority-owned subsidiary
company of a registered holding com-
pany, the voting rights and voting power,
and the preference (if any) as to both
dividends and assets.

(W) Every corporation making a dis-
tribution in obedience to an order of
the Securities and Exchange Commis-
sion 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 obedi-
ence to which the distribution was made.

(2) A certifled 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 aclh
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 acquistlon of the
stock or securities distributed, and, if
any of such stock or securities were
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acquired 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 ndistributed
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 complete statement of all facts per-
taining to the nonrecognition of gain or
loss upon such sale, including-

(1) A copy of the order of the Securi-
ties and Exchange Commission in obedi-
ence to which the sale was, made.

(2) A copy of the order of the 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
acquisition, and a copy of all orders of
the Securities and Exchange Commission
in obedience to which such stock or se-
curities were acquired.

(6) The amount of the proceeds de-
rived from such sale.

(7) The portion of the proceeds o1
such sale which was applied in retire-
ment or cancellation of its stock or se.
curities, together with a statement show.
ing how long such stock or securitie.,
were outstanding prior to retirement oi
cancellation.

(8) The issuing price .of its stoci
or securities which were retired o:
canceled.

() Permanent records in substantia
form shall be kept by every taxpaye:
who participates in an exchange or dis
tribution made in obedience to an orde
of the Securities and Exchange Commis
sion, showing the cost or other basis o
ihe property transferred and the amoun

of stock or securities and other property
(including money) received, in order to c
facilitate the determination of gain or t
loss from a subsequent disposition of such x
stock or securities and other property s
received on the exchange or distribution. x

Src. 372. Basts for dctcrmfnng gain or 3
loss.- (a) Exclanges generally.- If the
property was acquired upon an excban[:a
subject to the provislons of rection 371 (a),.
(b), or (), the bas s, chal be the came a t
in the case of the property exchanged. de-
creased in the amount of any money re-
ceived by the taxpayer and ncreased In the
amount of gain or decreawed In the amount
of loss to the taxpayer that was rcccjnized
upon such exchange under the law nppU-
cable to the year In which the exchanSoem s t
made. If the property Eo acquir, con- 3
sisted In part of the type of property per-
mitted by section 371 (a) or (b) to be re-
ceived without the recognition of gain or
loss, and In part of nonesempt property, the
basis provided in this subzectlon rhall be al-
located between the propertle (other than
money) received, and for the purpec of the
allocation there shall be as.eIned to cuch
nonexempt property (other than money) an ]
amount equivalent to Its fair market value
at the date of the exchange. This subcec-
tion shall not apply to property acquired
by a corporation by the laumance of It, dccl:
or securities as the consideration In whole
or in part for the transfer of the property
to it.

(b) Translers to corporation.-If. In con-
nection with a transfer subject to the pro-
visions of section 371 (a). (b), or (e). the
property was acquired by a corporation,
either as paid-in surplus or as a contribu-
tion to capital, or In consideratlon for stck
or securities issued by the corporation re-
ceiving the property (Including caze3 where
part of the consideration for the tran-,fer
of such property to the corporation con-
sisted of property or money in addition to
such stock or securities), then the ba,-"
shall be the same as it would be In the
hands of the transferor, incread n the
amount of gain or decreald In the amount
of loss recognized to the transferor upon
such transfer under the law applicable to the
year in which the transfer was mde.

(a) Distributions of stocl: or zceurf ,c.--
If the stock or securities were received in a
distribution subject to the provrlons of
section 371 (c). then the basis In the case
of the stock in respct of which the dis-
tribution was made shall be apportioned.
under rules and regulations prescribed by
the Commisioner with the approval of the
Secretary, between such stock and the tck
or securities distributed.

(d) Transfers ithin systen grp.-Ir
the property was acquired by a corporation

. which Is a member of a system group upon
a transfer or distribution dc:ribezd in scc-
tion 371 (d) (1), then the bass rhall be

- the same as it would be in the hads of
the transferor; except that If such property
is stock or securities issued by the corpora-
tion from which such ctcck or securitie
were received and they were Lssued (1) a

- the role consideration for the property tran-
. ferred to such corporation, then the bas s,

of such stock or securltis shall be either
(A) the same as n the case of the property
transferred therefor, or (B) the fair market
value of such stock or securities at the time

; of their receipt, whichever Is the lower;

or (2) as part consideration for the prop-
erty transferred to such corporation, then
the basis of such stock or recurities shall
be either (A) an amount which bears the

Ssame ratio to the basis of the property trn-
r ferred as the fair market value of such
- stock or securities at the time of their re-
r ceipt bears to the total fair marlxt value

of the entire consideration received, or (B)
the fair market value of such stck or

f securities at the time of their receipt, which-
t ever Is the lower.

AnT. 372-0. BasfS for determining Ofi
wr lo:s.-S.ctlon 113 (a) (17) provides
hat if property is acquired in any man-
ier described in section 372, the basis
hail be that preseribed in such section
vith re pect to such property. Section
172 therefore expands section 113 (a)
n order to make adequate provisions
vith respect to the basis of property
tcquired In a transfer made in obedience
:o an order of the Securities and Ex-
change commlszion 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
:o the whole or any part of the property
recelvd. In general, it is intended that
the basis for determinin- gain or lezs
pertaining to the property prior to its
transfer, as well as the basis for deter-
mining the amount of depreciation or
dc.pletion deductible and the amount of
carnings 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 bands of the same owner,
or in its transfer with the property from
one owner Into the hands of another.
See al o article 371-1.

AnT. 372-1. Basis of prop,rty acquired
up= exchanges under section 371 (a),
371 (b); or 371 (e).-In the case of an
exchange of stock or securities for stock
or securities as described in section 371
(a), or an exchange of property for prop-
erty as deseribed In section 371 (b), if no
part of the gain or loss upon such ex-
change was recognized under section 371,
the bass of the property acquired is the
m me as the basis of the property trans-
ferred by the taxpayer with proper ad-
jutmnents to the date of the exchange.

If, In an e:change of stock or securities
as described in section 371 (a), or in an
exchange of property for property as de-
scribed in section 371 (b), gain to the
taxpayer was recog=nized under sectfion
371 (e), on account of the receipt of
money, the basis of the property ac-
quired Is the basis of the property trans-
ferred (adjusted to the date of the
exchange), decreased by the amount of
money received and increased by the
amount of gain recognized upon the ex-
change. If, upon such exchange, there
were received by the taxpayer money and
other nonexempt property (not permitted
to be received without the recognition
of gain), and gain from the transaction
was recognized under section 371 (e),
the basis (adjusted to the date of the
exchange) of the property transferred
by the taxpayer, decreased by the amount
of money received and increased by the
amount of gain recognized, must be ap-
portioned to and is the basis of the prop-
erties (other than money) received on
the exchange. For the purpose of the
allocation of such basis to the properties
received, there mnust be assigned to the
nonexempt property (other than money)
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an amount equivalent to its fair market
value at the date of the exchange.

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), although the
taxpayer receives money or other non-
exempt property from the transaction.
However, the basis of the property (other
than money) received by the taxpayer is
the basis (adjusted to the date of the
exchange) of the property transferred,
decreased by the amount of money re-
ceived. This basis must be apportioned
to the properties received, and for this
purpose there must be allocated to the
nonexempt property (other than money)
an amount of such basis equivalent to the
fair market value of such nonexempt
property at the date of the exchange.

Section 372 (a) does not apply in as-
certaining the basis of property acquired
by a corporation by the issuance of its
stock or securities as the consideration
in whole or in part for the transfer of
the property to it. For the rule in such
cases, see section 372 (b).

ART. 372-2. 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 con-
nection with an exchange of stock or
securities for stock or securities as de-
scribed in section 371 (a), or an ex-
change of property for property as
described in section 371 (b), or an
exchange as described in section 371 (e),
property is acquired by a corporation by
the issuance of its stock or securities,
the basis of such property shall be de-
termined under section 372 (b). If
the corporation issued its stock or se-
curities as part or sole consideration
for the property acquired, the basis of
the property in the hands of the ac-
quiring corporation is the basis (ad-
justed to the date of the exchange)
which the property would have had in
the hands of the transferor if the trans-
fer had not been made, increased in
the amount of gain or decreased in the
amount of loss recognized under section
371 to the transferor upon the transfer.
If any property is acquired by a cor-
poration from a shareholder as paid-in
surplus, or from any person as a con-
tribution to capital, the basis of the
property to the corporation is the basis
(adjusted to the date of acquisition) of
the property in the hands of the
transferor.

ART. 372-3. Basis of stock or securi-
ties acquired by shareholder upon tax-
free distribution under section 371
(c) .- Under section 372 (c), if there was
distributed to a shareholder in a cor-
poration which is a registered holding
company or a majority-owned subsidi-
ary company stock or securities (other
than stock or securities which are non-
exempt property), and if by virtue of

section 371 (c) no gain was recognized
to the shareholder upon such distribu-
tion, then the basis of the stock in re-
spect of which the distribution was
made must be apportioned between such
stock and the stock or securities so dis-
tributed to the shareholder. The basis
of the old shares and the stock or se-
curities received upon the distribution
shall be determined in accordance with
the following rules:

(1) If the stock or securities received
upon the distribution consist solely of
stock in the distributing corporation and
the stock received is all of substantially
the same character and preference as the
stock in respect of which the distribu-
tion is made, the basis of each share will
be the quotient of the cost or other basis
of the old shares of stock divided by the
total number of the old and the new
shares.

(2) If the stock or securities received
upon the distribution are in whole or in
part stock in a corporation other than
the distributing corporation, or are in
whole or in part stock of a character or
preference materially different from the
stock 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 differ-
ence 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).

ART. 372:-4. Basis of property acquired
under section 371 (d) in transactions be-
tween corporations of the same system
group.If property was acquired by a
corporation which is a member of a sys-
tem group, from a corporation which is
a member of the same system group,
upon a transfer or distribution described
in section 371 (d) (1), then as a general
rule the basis of such property in the
hands of the acquiring corporation is the
basis which such property would have
had in the hands of the transferor if the
transfer or distribution had not been
made.

Except as otherwise Indicated In this
article, 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 income
will be obtained In all cases, notwith-
standing any peculiarities in form which
the various transactions may assume.
See the example In article 371-5.

An exception to this general rule Is
provided for in case the property ac-
quired consists of stock or securities is-
sued by the corporation from which such
stock or securities were received. If such
stock or securities -were the sole consid-
eration for the property transferred to
the corporation Issuing such stock or
securities, then the basis of the stock or
securities shall be (1) the same as the
basis (adjusted to the time of the trans-
fer) of the property transferred for such
stock or securities, or (2) the fair market
value of such stock or securities at the
time of their receipt, whichever is the
lower. If such stock or securities con-
stituted only part consideration for the
property transferred to the corporation
issuing such stock or securities, then the
basis shall be an amount which bears the
same ratio to the basis of the property
transferred as the fair market value of
such stock or securities on their receipt
bears to the total fair market value of the
entire consideration received, except that
the fair market value of such stock or
securities at the time of their receipt
shall be the basis therefor, if such value
Is lower than such amount.

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, trans-
fers such property to the B Corporation
In exchange for a total consideration of
$1,000,000, consisting of (1) cash in the
amount of $100,000, (2) tangible prop-
erty 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 it par value and a fair
market value as of the date of their
receipt In the amount of $500,000, The
basis to the B Corporation of the prop-
erty 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,-
000,00ths of $600,000.

Suppose that the property of the A
Corporation transferred to the B Corpo-
ration had an adjusted basis of $1,100,.
000 Instead of $600,000, and that all
other factors In the Illustration In the
preceding paragraph remain the same.
In such case the basis to the A Corpora-
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tion 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.

Scm. 373. Definitions.-As used in this sup-
plement-

(a) the term "order of the Securities and
Exchange Commission" means an order (1)
issued after the date of enactment of this
Act and prior to January 1, 1940, by the
Securities and Exchange Commission to ef-
fectuate the provisions of section 11 (b)
of the Public Utility Holding Company Act
of 1935, or (2) issued by the Commission
subsequent to December 31, 1939, in which
it is expressly stated that an order of the
character specified in clause (1) Is amended
or supplemented, and (3) which has become
final in accordance with law.

(b) The terms "registered holding com-
pany", "holding-company system", and "as-
sociate company" shall have the meanings
assigned to them- by section 2 of the Public
Utility Holding Company Act of 1935.

(c) The term "majority-owned subsidiary
company" of a registered holding company
means a corporation, stock of which, repre-
senting in the aggregate more than 50 per
centum of the total combined voting power
of all classes of stock of such corporation en-
titled to vote (not including stock which is
entitled to vote only upon default or non-
payment of dividends or other special cir-
cumstances) is owned wholly by such regis-
tered holding .company, or partly by such
registered holding company dnd partly by
one or more majority-owned subsidiary com-
panies thereof, or by one or more majority-
owned subsidiary companies of such regis-
tered holding company.

(d) The term "system group" means one
or more cains of corporations connected
through stock ownership with a common
parent corporation if-

(1) At least 90 per centum of each class
of the stock (other than stock which is pre-
ferred as to both dividends and assets) of
each of the corporations (except the common
parent corporation) is owned directly by one
or more of the other corporations; and

(2) The common parent corporation owns
directly at least 90 per centum of each class
of the stock (other than stock which Is pre-
ferred as to both dividends and assets) of
at least one of the other corporations; and

- (3) Each of the corporations Is either a
registered holding company or a majority-
owned subsidiary company.

(e) The term "nonexempt property"
means-

(1) Any consideration in the form of a
cancellation or assumption of debts or other
liabilities (including a continuance of en-
cumbrances subject to which the property
was transferred);

(2) Short-term obligations (including
notes, drafts, bills of exchange, and bankers'
acceptances) having a maturity at the time
of issuance of not exceeding twenty-four
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 instrumentality
of a government or subdivision thereof);

(4) Stock or securities which were ac-
quired after February 28, 1938, unless such
stock or securities (other than obligations
described as nonexempt property In para-
graph (2) or (3), were acquired in obedience
to an order of the Securities and Exchange
Commission;

(5) Money, and the right to receive money
not evidenced by a security other than an
obligation described as nonexempt property
In paragraph (2) or (3).

No. 29- 4

(f) The term "stock or securlties" mca,,
shares of stock In any corporation, ccrtlfcstc3
of stock or interest In any corporation, noso,
bonds, debentures, and evidence3 of ndebt-
edness (including any evidence of an intcrct
in or right to subscribe to or purchase any
of the foregoing).

ART. 373-1. Definitions--() "Order of
the Securities and Exchange Commis-
sion."--An order of the Securities and
Exchange Commisson 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 Izzued
under the authority of section 11 (b) or
11 (e) of the Public Utility Holding Com-
pany Act of 1935 to effectuate the provi-
sions of section 11 (b) of such Act (or
must amend or supplement an order so
Issued and expressly state that it amends
or supplements such an order). In all
cases the order must have become final
in accordance with law; i. e., It must be
valid, outstanding, and not subject to
further appeal. See further sections 373
(a) and 371 (fW. Section 11 (b) of the
Public Utility Holding Company Act of
1935 provides:

(b) It shall be the duty of the Commi-
sion, as soon as practicable after January
1, 1938:

(1) To require by order, after notice and
opportunity for hearing, that each registercd
holding company, and each cubsidlary com-
pany thereof, shall take such action as the
Commission shall find ncecesary to limit the
operations of the holding-company syztem of
which such company Is a part to a single
integrated public-utility &yctm. and to such
other businesses as are reasonably incidental.
or economically necessary or appropriate to
the operations of such intc-ratcd public-util-
ity system: Prorided, howrer, That the
Commission shall permit a rcgitercd hold-
ing 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 systcns can-
not be operated as an Independent "yztem
without the loss of suhtantlal economies
which can be secured by the retention of
control by such holding company of -uch
system;

(B) All of such additional zystems are lo-
cated In one State, or In adjoining States, or
in a contiguous foreign country; and

(C) The continued combination of such
systems under the control of ouch holdin7,
company is not so large (considering the
state of the art and the area or reglon af-
fected) as to Impair the advantagc; of lo-
calized management, e iclent operation, or
the effectiveness of regulation.
The CommisIon may permit as reasonably
incidental, or economically neccsary or ap.
proprlate to the operations of one or more
integrated public-utility oystems the reten-
tion of an Interest In any busincss (othex
than the business of a public-utility com-
pany as such) which the Commislon shall
find necessary or appropriate In the public
interest or for the protection of nve tors oi
consumers and not detrimental to the propzi
functioning of such system or systems.

(2) To require by order, after notice ant
opportunity for hearing, that each reglstercc
holding company, and each subsidiary com-
pany thereof, shall take such steps as th(
Commission shall find ncccary to ensur
that the corporate structure or continuc
existence of any company in the holding.
company system does not unduly or un,
necesarily complicate the structure, or un.
fairly or inequitably distribute voting powei

among sacurity holdEr', of such holding-
company s7stem. In carrying out the pro-
vislons of this parzraph the Commission
chall require each re;itered holding com-
pany land any company in the same hold-
ing-company sytem w.1th such holding com-
pany) to ta!e such action as the Commis-ion
shal find necezary in order that such hold-
ing company shall cecas to be a holding
company wAth respct to each of its subidi-
ary companies_ which Itcelf has a subsidiary
company which I- a holdinq company. Ex-
czpt for the purpose of fairly and equitably
distrIbuting voting power among the security
holdcr of ouch company, nothing in this
paragraph shall authorize the Commiz-zlon to
require any change In the corporate struz-
ture or existence of any company which is
not a holding company, or of any company
whose principal busine, i- that of a public-
utility company.
The Comml-on may by order revoke or
modify any order previously made under this
subezctlon, If, ofter notice and opportunity
for hearing, it find,- that the conditions upon
which the order was predicated do not exist.
Any order made under this subsection shall
be subject to Judicial revie-w as provided In
cctlon 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 CommLsslon may
dcm nccesary or appropriate in the public
intercst or for the protection of Investors or
consumers., any registered holding company
or any subsidlary company of a registered
holding company may, at any time after
January 1. 1936, =ubmit a plan to the Com-
nl1on for the divcstment of control, se-
curltics, or other ac2ts, or for other action by
ouch company or any subsidiary company
thereof for the purpose of enabling such
company or any Gubsidiary company theareof
to comply with the provisions of subzction
(b). If, ofter notice and opportunity for
hearing, the Commi=ion shall find such
plan, as submitted or _- modified, necessary
to ciectuate the proviions of subzection (b)
and fair and equtab!e to the parsons atfectae
by such plan, the Commislion shall make
an order approving such plan; and the Com-
mLison, at the rcquest of the company, may
apply to a court, In accordance with the pro-
vions of sub-ectlion (f) of section 18, to en-
forc2 and carry out the teran and provisions
of nuch plan. If, upon any ouch application,
the court, atr notice and opportunity for
hearing, chall approve such plan as fair and
equitable and as appropriate to effectuate
the provisons of ccction 11. the court as
a court of equity may. to such extent as it
deems necssary for the purpose of carrying
out the terms and provisions of such plan.
take excluslve jurizdILtion and pozzzson of
the company or companies and the azets
thereof, wherever Iccated; and the court shall
have jursdiction to appoint a trustee, and
the court may conztAtute and appoint the
Commission as sole trustee. to hold or ad-
minLtcr, under the directlon of the court

* and in accordance with the plan theretofoze
approved by the court and the Commt-son,
the = 3 so po=sessed.

(b) "Registered holding company,',
"ho lng-company sijstem," and "asso-
cIate corni~any."--Under section 5 of the
Public Utility Holding Company Act of
1935 any holding company may register
by filing with the Securities and Ex-
change Commissdon a notification of

i registration. in such form as the Corn-
mlsson may by rules and regulations
prEscribe as nece=-ary or appropriate in
the public Interest or for the protection

- of Inveztors or consumers. A holding
company shall be deemed to be regis-
tered upon receipt by the Securities and
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Exchange Commission of such notifica-
tion of registration. The term. "regis-
tered holding company" as used in these
regulations means a holding company
whose notification of registrationhasbeen
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 inves-
tors 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 to tenants or employees of the com-
pany operating such facilities for their
own use and not for resale; and a gas
utility company is defined by section 2
(a) (4) of such Act 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
company shall not be considered an elec-
tric utility company or a gas utility
company.

The term "holding-company system"
has the meaning assigned to it by sec-
tion 2 (a) (9) of the Public Utility
Holding Company Act of 1935, and
hence means any holding company, to-
gether with all its subsidiary companies
CL e, subsidiary companies within the

meaning of section 2 (a) (8) of such
Act, which in general include all com-
panies 10 percent of whose outstanding
voting securities is owned directly or in-
directly 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.

The term "associate company" has the
meaning assigned to it by section 2 (a)
(10 of the Public Utility Holding Com-
pany Act of 1935, and hence an associate
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 W) Direct ownership by a regis-
tered holding company of more than 50,
percent of the specified stock of another
corporation is not necessary to consti-
tute such corporation a majority-owned
subsidiary company. To illustrate, if the
H Corporation, a registered holding com-
pany, owns 51 percent of the common
stock of the A Corporation and 31 per-
cent of the common stock of the B Cor-
poration, and the A Corporation owns
20 percent of the common stock of the
B Corporation (the common stock in
each case being the only stock entitled
to vote), both the A Corporation and
the B Corporation are majority-owned
subsidiary companies.

CW) "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 ownership
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
corporations (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 dif-
ferent fmm 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 Cc), 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). To illustrate, if In obedience to
an order of the Securities and Exchange
Commission the X Corporation, a reg-
istered holding company, transfers prop-
erty to the Y Corporation In exchange
for property (not nonexempt property)
with a fair market value of $500,000, the
X Corporation receives $100,000 of non-
exempt property, if for example,

CA) The Y Corporation cancels $100,-
000 of indebtedness owed to It by the X
Corporation;

(B) The Y Corporation assumes an in-
debtedness of $100,000 owed by the X
Corporation to another company, the A
Corporation; or
(C) The Y Corporation takes over the

property conveyed to it by the X Corpo-
ration 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 subdi-
vision thereof).

(4) Stock or securities which were ac-
quired 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 Ca)) and are not nonex-
empt property within the meaning of
section 373 (e) (2) or (3).
(5) Money, and the right to receive

money not evidenced by a security other
than an obligation described as nonex-
empt 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.

W1) "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.

CHAPTER XXxVIX
Surtax on Personal Holding Companics

Title IA-Personal Holding Companies
Sic. 401. Surtax on crsont holding com-

panics.-There shall be levied, collected, and
paid, for each taxable year, upoA the undis-
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tributed Title IA net income of every personal
holding company (in addition to the taxes
imposed by Title I) a surtax equal to the
sum of the following:

(1) 65 per centum of the amount thereof
not in excess of $2,000; plus

(2) 75 per centum of the amount thereof
in excess of $2,000.

ART. 401-1. Surtax on personaZ holding
companie.--Section 401 imposes for each
taxable year beginning after December
31, 1937 (in addition to the taxes imposed
by Title I), a graduated income tax or
surtax upon corporations classified as
personal holding companies and, under
the circumstances specified in section
402 (c), upon an affiliated group of rail-
road corporations. Corporations so
classified are exempt from the surtax
on corporations improperly accumulat-
ing surplus imposed by section 102, but
are not exempt from the other taxes im-
posed by Title L Unlike the surtax im-
posed by section 102, the surtax imposed
by section 401 applies to all personal
holding companies defined as such in
section 402 and article 402-1, regardless
of whether or not they were formed or
availed of to accumulate earnings or
profits for the purpose of avoiding surtax
upon shareholders. The surtax imposed
by section 401 is 65 percent of the amount
of the undistributed Title IA net income
not in excess of $2,000, and 75 percent of
the amount of the undistributed Title 1A
net income in excess of $2,000.

A foreign corporation, whether resi-
dent or nonresident, which is classified
as a personal holding company under
section 402 (not including a foreign per-
sonal holding company as defined in
section 331) is subject to the tax im-
posed by section 401 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 Title IA
does not include a foreign corporation
if (1) its gross income 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 during the last
half of the taxable year is owned by
nonresident alien individuals, whether
directly or indirectly through other for-
eign corporations.

Sac. 402. Definition of personal holding
company--(a) General rule.-For the pur-
poses of this title, and Title I, the term
"personal holding company" means any cor-
poration if-

(1) Gross income requirement.-At least
80 per centum of its gross income for the
taxable year is personal holding company
income as defined in section 403; but If
the corporation is a personal holding com-
pany with respect to any taxable year be-
ginning after December 31, 1936, then, for
each subsequent taxable year, the minimum
percentage shall be 70 per centum in lieu of
80 per centum, until a taxable year during
the whole of the last half of which the stock
ownership required by paragraph (2) does
not exist, or until the expiration of three
consecutive taxable years in each of which

leIs than 70 per centum of the gros Income
Is personal holding company income; and

(2) Stock ownership rcquirement.Ikt any
time during the last half of the taxable
year more than 50 p2r centum in value of
its outstanding stock is owned, directly or
indirectly, by or for not more than live
individuals.

(b) Exceptions.-The term "personal hold-
ing company" does not Include a corporation
exempt from taxation under sEction 101. a
bank as defined in section 104. a life In ur-
ance company, a surety company, a foreign
personal holding company as defined In sec-
tion 331, or a licensed peronnal finance com-
pany, under State supervison. at least EO
per centum of the gross Income of which la
lawful Interest received from individuals
each of whose indebtednes to such company
did not at any time during the taxable year
exceed 8300 In principal amount, If cuch in-
terest Is not payable in advance or com-
pounded and Is computed only on unp:ald
balances.
(c) Corporations maing concolildat.l re-

urns.If the common parent corporation
of an affiliated group of corporations making
a consolidated return under the provisions
of section 141, catisfles the rtock ownerzhip
requirement provided In cection 402 (a) (2).
and the income of such alfillated group, de-
termined as provided In -ection 141. satiszfle
the gross income requiremcnt provided in
section 402 (a) (1), such oflillated group cball
be subject to the surtax impo:ed by this
title.

ART. 402-1. Delfnition of Personal hold-
ing company.-A personal holding com-
pany Is any corporation (other than a
corporation specified in section 402 (b))
which for the taxable year meets (a)
the gross income requirement specified
in article 402-2, and (b) the stock owner-
ship requirement specified In article
402-3. Both requirements must be satis-
fied and both must be met with respect
to each taxable year.

ART. 402-2. Gross income require-
ment--To meet the gross income re-
quirement, It Is necessary that either of
the following percentages of gross in-
come of the corporation for the taxable
year be personal holding company in-
come as defined in section 403:

(a) 80 percent or more; or
(b) 70 percent or more if the corpora-

tion has been classified as a personal
holding company for any taxable year
beginning after December 31, 1936.
unless-

(1) 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 require-
ment specified in section 402 (a) (2)
exists; or

(2) three consecutive years have inter-
vened 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 groz3
income.

In determining whether the personal
holding company income is equal to the
required percentage of the total grcs
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-
cussion of what constitutes "gross in-

come," see section 22 (a) and the regula-
tions prescribed under that section.
AnT. 402-3. Stocl ownership require-

ment.-To meet the stock ownership re-
quirement, it Is nece-ss ary 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
purpoe, the ownership of the stock must
be determined as provided in section 404
and articles 404 (a)-1 to 404 (a)-7 and
article 404 (b)-l.

In the event of any change in the stock
outstanding during the last half of the
taxable year, whether In the number of
shares or classes of stock, or whether in
the owmership thereof, the conditions ex-
isting immediately prior and subsequent
to each change must be taken into con-
sideratlon.

In determining whether the statutory
conditions with respect to stock owner-
ship are present at any time during the
last half of the taxable year, the phrase
"in value" shall, in the light of all the
circumstances, be deemed the value of
the corporate stock outstanding at such
time (not including treasury stock).
This value may he determined upon the
basis of the company's net worth, earn-
ing anddividendpaying capacity, appre-
cldtlon 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-
fleeted by the corporate bcoks, the evi-
dence of such value should be filed with
the return. In any case where there are
two or more classes of stock outstanding,
the total value of all the stock should be
allocated among the different classes ac-
cording to the relative value of each class
therein.

The rules stated in the last two pre-
ceding paragraphs are equally applicable
in determining the stock ownership re-
quirement specified in section 403 (e),
relating to personal service contracts and
in section 403 (), relating to the use of
corporation property by a shareholder.
The stock ownership requirement sped-
fled in these sections relates, however,
to the stock outstanding at any time
during the entire taxable year and not
merely during the last half thereof.
S-o. 403. Perronal holding company in-

comc.-For the purpzse of this title the
term "personal holding company income'
means the portion of the grozs income which
consisots of:

(a) Dividends, Interst (other than inter-
e-t concttuting rent as defined In sub sec-
tion (g)), royalties (other than mineral, o1,
or ga- royalt1es), annultiez.
(b) Stec:7 and couriti= trancactfona.-

lcept in the case of regular dealers in
stock or scuritic, gains- from the sale or
exchange of rtoca or c_muritle.

MC Commcditi:a transaations.-Galns from
futurs tran-eations in any commcdity on or
subject to the rules of a board of trade or
commedlty exchange. Tits subsction shall
not apply to gains by a pz-ducer, processor,
merchant, or handler of the commodity which
arlse out of bona fide hedging tranactfons
reazonably ncce ary to the conduct of its
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business In the manner in which such burs-
iness is customarily and usually conducted
by others.

(d) Estates and trusts.-Acounts in-
cludible in computing the net income of
the corporation under Supplement E of
Title I; and gains from the sale or other
disposition of any interest in an estate or
trust.

(c) Personal service contracts.-(1)
Amounts received under a contract under
which the corporation Is to furnish personal
services; if some person other than the
corporation has the right to designate (by
name or by description) the individual who
is to perform the services, or if the indi-
vidual who is to perform the services Is des-
ignated (by name or by description) in the
contract; and (2) amounts received from
the sale or other disposition of such a con-
tract. This subsection shall apply with re-
spect to amounts received for services under
a particular contract only if -at some time
during the taxable year 25 per centum or
more in value of the outstanding stock of
the corporation is owned, directly or indi-
rectly, by or for the individual who has per-
formed, is to perform, or may be designated
(by name or by description) as the one to
perform, such services.

(1) Use o1 corporation property by share-
holder.-Amounts received as compensation
(however designated and from whomsoever
received) for the use of, or right to use,
property of the corporation in any case
where, at any time during the taxable year,
25 per centum or more In value of the out-
standing 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 cor-
poration or by means of a s,.,blease or other
arrangement.

(g) ents.--Rents, unless constituting 50
per centum or more of the gross income.
For the purposes of this subsection the term
"rents" means compensation, however desig-
nated, for the use of, or right to use, prop-
erty, and the Interest on debts owed to the
corporation, to the extent such debts repre-
sent the price for which real property held
primarily for sale to customers in the ordi-
nary course of its trade or business was sold
or exchanged by the corporation; but does
not Include amounts constituting personal
holding company income under subsection
(f).

(h) Mineral, oil, or gas royalties.-Mlneral,
oil, or gas royalties, unless (1) constituting
80 per centum or more of the gross income,
and (2) the deductions allowable under sec-
tion 23 (a) (relating to expenses) other than
compensation for personal services rendered
by shareholders, constitute 15 per centum or
more of the gross Income.

ART. 403-1. Personal holding company
income.-The term "personal holding
company income" means the portion of
the gross income which consists of the
following:

(1) 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). It does not include stock dividends
(to the 'extent they do not constitute
income to the shareholders within the
meaning of the sixteenth amendment to
the Constitution), liquidating dividends,
or other capital distributions referred to
In section 115 (c) and (d).

(2) interest (other thdn interest con-
stituting rent).-The- term "interest"
means any amounts, includable in gross
income, received for the use of money
loaned except that it does not include
interest constituting rent (see subpara-
graph (10)).

(3) Royalties (other than mineral, oil,
or gas royalties) The term "royalties"
includes amounts received for the priv-
ilege 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.

(4) Annuities.-The term "annuities"
includes annuities only to the extent in-
cludible in the computation of gross
income. (See section 22 (b) (2).)

(5) 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 403 (b) ap-
plies to all gains (including gains from
liquidating dividends and other distribu-
tion from capital) from the sale or
exchange of stock or securities includible
in gross income. The term "stock or
securities" as used in section 403 (b)
includes shares or certificates of stock,
or interest in any, corporation (including
any joint-stock company, insurance com-
pany, association, or other organization
classified as a corporation by the Act),
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, obligations issued by or
on behalf of a Government, State, Terri-
tory, 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
resaleto customers, but such corporations
are not dealers With respect to stock
or securities held for speculation or
investment.

(6) 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 usuallyronducted by others.
In general, personal holding company in-
come includes gains on futures contracts

which are speculative. Futures contracts
representing true hedges against price
fluctuations In spot goods are not specu-
lative transactions, though not concur-
rent with spot transactions. Futures
contracts which are not hedges against
spot transactions are speculative unless
they are hedges against concurrent fu-
tures or forward sales or purchases.

(7) Income from estates and trusts.-
The income from estates and trusts
which is to be included 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, together with the gains de-
rived by the corporation from the sale or
other disposition of any interest in an
estate or trust.

(8) Amounts received under personal
service contracts.-Amounts Includible In
personal holding company Income as
amounts received under personal service
contracts consist of amounts received
pursuant to a contract under which the
corporation Is to furnish personal serv-
Ices, and amounts received from a sale
or other disposition of such a contract,
if-

(a) some person other than the corpo-
ration has the right to designate (by
name or by description) the Individual
who is to perform the services, or if the
individual who Is to perform the services
is designated (by name or by description)
in the contract; and

(b) 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 pro-
vided in section 404 and articles 404
(a)-l to 404 (a)47, article 404 (b)-1 and
the last paragraph of article 402-3,

The application of section 403 (a) may
be illustrated by the following examples:

Example (1): A, whose profession Is
that of an actor, owns all of the out-
standing capital stock of the M Corpora-
tion. The M Corporation entered Into
a contract with A under which A was to
perform personal services for the person
or persons whom the M Corporation
might designate, in consideration of
which A was to receive $10,000 a year
from the M Corporation. The M Corpo-
ration entered into a contract with the
O 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 M
Corporation $500,000 a year. The $500,-
000 received by" the M Corporation from
the 0 Corporation constitutes personal
holding company income,

Example (2): The N Corporation, the
entire outstanding capital stock of which
is' owned by four individuals, Is engaged
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in engineering. The N Corporation en-
tered into a contract with the 0 Corpo-
ration to perform engineering services
for the 0 Corporation, in consideration
of which the 0 Corporation was to pay
the N Corporation $50,000. The individ-
ual who was to perform the services was
not designated (by name or by descrip-
tion) in the contract and no one but the
N Corporation had the right to designate
(by name or by description) such indi-
vidual. The $50,000 received by the N
Corporation from the 0 Corporation does
not constitute personal holding company
income.

(9) Compensation for use of prop-
erty.-The compensation for the use of,
or the right to use, property of the cor-
poration which is to be included in 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 corpora-
tion 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 en-
titled to the use of the property, whether
such right is obtained directly from the
corporation or by means of a sublease
or other arrangement. The property
may consist of a yacht, a city residence,
a country house, or any other kind of
property. See section 404 and articles
404 (a)-1 to 404 (a)-7, article 404 (b)-I
and the last paragraph of article 402-3.

(10) 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 403 (f) and para-
graph (9) of this article. However, rents
do not constitute personal holding com-
pany income if constituting 50 percent
or more of the gross income of the
corporation.

(11) Mineral, oil, or gas royalties.-
The income from mineral, oil, or gas
royalties is -to be included as personal
holding company income, unless (A) the
aggregate amount of such royalties con-
stitutes 50 percent or more of the gross
income of the corporation for the tax-
able year and (B) the aggregate amount
of deductions allowable for expenses
under section 23 (a) (other than com-
pensation for personal services rendered
by the shareholders of the corporation)
equals 15 percent or more of the gross

income of the corporation for the tax-
able year.

The term "mineral, oil, or gas royal-
ties" means all royalties, except over-
riding royalties, received from any in-
terest in mineral, oil, or gas properties.
The term "mineral" includes the ores
specified in paragraph (W) of article 23
(m)-l. As used in this paragraph the
term "overriding royalties" m e an s
amounts received from the sublessee by
the operating company which originally
leased and developed the natural re-
source property in respect of which such
overriding royalties are paid.

Smc. 404. Stock ouzorship.-(a) Construc-
tire omncrship.-For the purpose of deter-
mining whcther a corporation is a perconal
holding company, Insofar as such determina-
tion Is based on stock ownerhip under
section 402 (a) (2), section 403 (e), or rec-
tIon 403 (f)-

(1) Stocd not ooned by indr idual-Stccl
owned, directly or Indirectly, by or far a cor-
poration, partnership, estate, or trust shall
be considered as being owned proportlionately
by its shareholders, partners, or benellclarlca.

(2) Family and partnerMp ownervh p-
An individual shall be considered as owning
the stock owned, directly or indirectly, by or
for his family or by or for his partner.
For the purposes of this paragraph the
the family of an individual nclude3 only
his brothers and sisters (whether by the
whole or half blood), spouse, ancestors, and
lineal descendants.

(3) Options-If any person hp-' an option
to acquire stock such stock shall be con-
sidered as owned by such percon. For the
purposes of this paragraph an option to
acquire such an option, and each one of a
series of such options. shall be considered as
an option to acquire such stcck.

(4) Application of famiZy-partnerrhip and
option rules.-Paragraphs (2) and (3) shal
be applied-

(A) For the purposes of the stock owner-
ship requirement provided In section 402 (a)
(2), If, but only If, the effect Is to mak the
corporation a personal holding company;

(B) For the purposes of rcction 403 (e)
(relating to personal service contracts), or of
section 403 (f) (relating to the us of prop-
erty by shareholders). If, but only if. the
effect is to make the amounts therein re-
ferred to includible under such sub -ction
as personal holding company income.

(5) Constructivc owncrshp as actual
owners7a.-Stock constructively owned by a
person by reason of the application of par-
agraph (1) or (3) zhall, for the purpose of
applying paragraph (1) or (2), be treated as
actually owned by such percon! but stock
constructively owned by an individual by
reason of the application of paragraph (2)
shall not be treated as owned by him for
the purpose of again applying such para-
graph in order to make another the con-
structive owner of such stock.

(6) option rule in licu of familyj and part-
nersip rule.-If stock may be conzidered as
owned by an individual under either para-
graph (2) or (3) it shall be considered as
owned hy him under paragraph (3).

ART. 404 (a)-1. StooLs ownership.-For
the purpose of determining whether-

(a) a corporation is a personal holding
company, in so far as such determination
is based on the stock ownership require-
ment specified in section 402 (a) (2) and
article 402-3, or

(b) amounts received under a personal
service contract or from the sale of such

a contract constitute personal holding
company income in so far as such deter-
minatlon Is based on the stock owner-
ship requirement specified in section
403 (e) and param ph (8) of article
403-1, or

(c) compensation for the use of prop-
erty constitutes personal holding com-
pany income in so far as such deter-
mination is based on the stock owner-
ship requirement specified in section
403 (f) and paragraph (9) of article
403-1,

stock owned by an individual includes
stock constructively owned by him as
provided in section 404. For such pur-
pose constructive ownership of stock
shall be determined and applied in ac-
cordance with the rules provided in sec-
tion 404 and artIclez 404 (a)-2 to
404 (a)-7 and article 404 (b)-!. All
forms and classes of stock, however de-
nominated, which represent the interests
of shareholders, members, or benefici-
aries In the corporation shall be taken
into consideration.

AnT. 404 a)-2. Stck not owned by
indildu L.-In determining the owner-
ship of stock for any of the purposes set
forth In article 404 (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 AT Corporation and the N Corpora-
tion shall be considered as being owned
equally by A and B as the individuals
owning the beneficial Interest therein.
See also article 404 (a)-6.

Anu. 404 (a)-3. Family and partner-
ship ownership.-In determining the
ownership of stock for any of the pur-
posze set forth in article 404 (a)-l, 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 purpozes 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 (a) of article 404 (a)-I 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 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:
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Relationships Shares Shares Shares Shares Shares

Anidivdudl ..... A 100 B 20 0 20 D 20 E 20
His father --------------------------- AF 10 BF 10 OF 10 DF 10 EF 10
Hiswife- . .-------------------- AW 10 BW 40 CW 40 DW 40 EW 40
His brother ......-------------------- A 10 BB 10 CB 10 DB 10 EB 10
Hisson --------------------------------- 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
Ills brother's wife -. . . . ABW 10 BRW 10 OBW 10 DBW 160 EBW 10
His wife's father ----------- - - .... AWF 10 BWF 10 CWF 110 DWF 10 EWF 10
Ills wife's brother -------------- AWB 10 BWB, 10 OWB 10 DWB 10 EWB 10
His wife's brother's wife.-- AWBW 10 BWBW 10 OWBW 10 DWBW 10 EWBW 110
Individual's partner .... AP 10 F .-----------

By applying the statutory rule .provided
in section 404 (a) (2) five individuals
own more than 50 percent of the out-
standing 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
EW (including EW, EWV', 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. ndividual
B represents the case where he is still
head of the group because of the owner-
ship 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 pre-
ponderance of holdings on the part of
relatives by marriage. Individual E
represents the case where the preponder-
ant holdings of others eliminate that in-
dividual 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 (b) and (c) of article
404 (a)-L

AIr. 404 (a)-4. Options.-In deter-
mining the ownership of stock for any
of the purposes set forth in article 404
(a)-1, if any person has an option to ac-
quire stock, such stock may be considered
as owned by such persdn. The term "op-
tion" as used in this article 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.

ART. 404 (a)-5. Application of famiy-
partnership and option rule.-The fam-
Ily and partnership rule-provided in sec-
tion 404 (a) (2) and article 404 (a)-3
and the option rule provided in section
404 (a) (3) and article 404 (a)-4 shall be
applied-

(a) for the purpose stated in (a) of
article 404 (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 () of
article 404 (a)-1, if, but only if, the effeit
of such application is to make the

amounts received under a personal serv-
ice contract or from the sale of such a
contract personal holding company in-
come, or

() for the purpose stated in (c) of
article 404 (a)-1, if, but only if, the
effect of such application is to make the
compensation for the use of property
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
article 404 (a)-l.

ART. 404 (a)-6. Constructive owner-
ship as actual owners ip.-In determin-
ing the ownership of stock for any of the
purposes set forth in article 404 (a)-1-

(a) -stock constructively owxted by a
person by reason of the application of
the rule provided in section 404 (a) (1),
relating to stock not owned by an Indi-
vidual (gee article 404 (a)-2) shall be
considered as actually owned by such
person for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section 404
(a) (2) (see article 404 (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 404
(a) (3) (see article 404 (a)-4) shall be
considered as actually owned by such
person for the purpose of applying either
the rule provided in section 404 (a) (1),
relating to stock not owned by an indi-
vidual, or the family and partnership rule
provided in section 404 (a) (2) in order
to make another person the constructive
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 404 (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 article may
be illustrated by the following examples:

Example (I) : A's wife, AW, owns all
of 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 404
(a) (1), relating to stock not owned by
an individual, the stock In the P Cor-

poration owned by the 0 Corporation
is considered to be owned constructively
by the M Corporation, the sole share-
holder of the 0 Corporation. 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 Corporation, Simi-
larly, the constructive ownership of the
stock by AW is considered as actual
ownership for the purpose of applying
the family and partnership rule pro-
vided In section 404 (a) (2) In order to
make A the constructive owner of the
stock of the P Corporation, If such ap-
plication is necessary for any of the
purposes set forth in article 404 (a)-1.
But the stock thus constructively owned
by A may not be considered as actual
ownership for the purpose of again ap-
plying the family and partnership rule in
order to make another member of A's
family, for example, A's father, the con-
structive 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 Corporation, owned by C, an In-
dividual, who is not related to B.

Under the option rule provided In sec-
tion 404 (a) (3) the R. Corporation may
be considered as owning constructively
the stock of the S Corporation owned by
C. Such constructive ownership of the
stock by the R Corporation Is considered
as actual ownership for the purpose of
applying the rule provided in section
404 (a) (1), relating to stock not owned
by an individual, In order to make B,
the sole shareholder of the . Corpora-
tion, 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 404 (a) (1) likewise is con-
sidered as actual ownership for the pur-
pose, if necessary, of applying the family
and partnership rule provided in section
404 (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 considgwed as actu-
ally 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.

ART. 404 (a)-7. Option rule in lieu of
family and partnership rule.-f, in de-
termining the ownership of stock for
any of the purposes set forth In article
404 (a)-1 stock may be considered as
constructively owned by an Individual by
an application of both the family-part-
nership rule provided In section 404 (a)
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(2) (see article 404 (a)-3) and the op-
tion rule provided in section 404 (a) (3)
(see article 404 (a)-4) such stock shall
be considered as owned constructively by
the individual by reason of the applica-
tion of the option rule.

The application of this article may be
illustrated by the following example:

Example: Two brothers, A and B, each
own 10 percent of the stock of the AT
Corporation, and A's wife, AW, also owns
10 percent of the stock of such corpora-
tion. 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 article 404 (a)-1,
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
Corporation, namely, his own stock plus
the stock owned by his brother. In that
event, B could not be considered as own-
ing 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 sec-
ond application of the same rule with
respect to the ownership of the stock.
(See article 404 (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 con-
structive owner of his wife's stock by the
application of the option rule and with-
out reference to the family relationship
between A and AW. If A is considered as
owning the stock of his wife by applica-
tion of the option rule, then under article
404 (a)-6, such constructive ownership
by A is regarded as actual ownership for
the purpose of applying the family and
partnership rule so as to make another
member of A's family, for example B, the
constructive owner of the stock. Hence,
since A may be considered as owning his
wife's stock by applying both the family-
partnership rule and the option rule, the
provisions of section 404 (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 be-
comes the constructive owner of 30 per-
cent of the stock of the M Corporation,
namely, his own 10 percent, A's 10 per-
cent, and AW's 10 percent constructively
owned by A as the holder of an option on
the stock.

I Ec. 404. Stock ownership.]
(b) Convertible secrities.-Outstanding

securities convertible into stock (whether
or not convertible during the taxable year)
shall be considered as outstanding stock-

(1) For the purpose of the stock ownership
requirement provided in section 402 (a) (2),
but only if the effect of the inclusion of all
such securities is to make the corporation
a personal holding company;

(2) For the purpose of ELction 403 (e) (re-
lating to personal service contracts), but only
if the effect of the Inclusion of all Luch se-
curities Is to make the amounts therein re-
ferred to includible under such sub--ction as
personal holding company Income: and

(3) For the purpose of section 403 (f) (re-
lating to the use of property by shaehold-
ers), but only if the effect of the inclusion
of all such securitl3 is to nake the amount
therein referred to includible under such cub-
section as personal holding company Income.

The requirement in paragraphs (1), (2), and
(3) that all convertible recurlitie mus h. In-
cluded if any are to be included chall b
subject to the exception that. where tome of
the outstanding securltle are convertible
only after a later date than In the cas of
others, the class having the cariler conversion
date may be Included although the othcrs are
not included, but no convertible cecuritlea
shall be Included unless all outstanding se-
curitles having a prior converdon date are
also included.

ART. 404 (b)-1. Convertible securl-
ties.-Under section 404 (b), outstand-
ing securities of a corporation, such as
bonds, debentUres, or other corporate
obligations, convertible into stock of the
corporation (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock
ownership requirement provided in sec-
tion 402 (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 pur-
pose of section 403 (e), relating to
amounts received under personal service
contracts, or of section 403 W, 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 outstand-
ing 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 con-
sidered, but no convertible securities shall
be considered as outstanding stock unless
all outstanding securities having a prior
conversion date are also so considered.
For example, if outstanding securities
are convertible in 1938, 1939, and 1940,
those convertible in 1938 can be properly
considered as outstanding stock without
so considering those convertible in 1039
or 1940, and those convertible in 1938
and 1939 can be properly considered as
outstanding stock without so consider-
ing those convertible in 1940. However,
the securities convertible in 1939 could
not be properly considered as outstand-
ing stock without so considering thoze
convertible in 1938 and the securities
convertible in 1940 could not be properly
considered as outstanding stock without
so considering those convertible in 1938
and 1939.

Smc. 405. Undistributcd title IA net in-
come.-For the purpo= of this title the

term "undistributed Title IA net Income"
means the Title IA net Income (as defined
In sectlon 406) minus-

(a) The amounat of the divldends paid
Credit provided In s-ctIon 27 (a) without;
the benefit of para;raphs (3) and (4)
thcr (computed without It, reduction.
under section 27 (b) (1), by the amount
of the credit provided In section 26 (a),
relating to interert on certain obligations
of the United States and Government ccr-
poratlons); but, In the computation of the
dividends pald credit for the purposes of
this title, the amount allowed under sub-
section (c) of this sction In the computa-
tion of the tax under this title for any
preczding taxable year shall be considered
as a dividend paid in such preceding taxable
year and not in the year of dlstributlon;

(b) Amount- used or Irrevocably set aside
to pay or to retire Indebtedness of any kind
Incurred prior to January 1, 1934, if such
amountr are reasonable with reference to
the dz2 and terms of such Indebtedness;

(c) Dividends paid after the close of the
taxble year and before the 15th day of
the third month following the close of the
taxable year. if claimed under this subsoc-
t1on in the return, but only to the extent
to which such dividends are includible, for
the purpos=3 of Title I, in the computation
of the b-ic surtax credit for the year of
d1stributlon; but the amount allowed under
thi subsection rhall not exceed either:

(1) The accumulated earningp and profits
as of the clos of the taxable year;, or

(2) T undlstrlbuted Title IA net income
for the taxable year computed without re-
gard to this sub ectlon: or

(3) 10 per centum of the sum of-
(A) The dividends paid during the taxable

year (reduced by the amount allowed under
this subsection In the computation of the
tax under this title for the taxable year
preceding the taxable year): and

(B) The con-ent dividends credit for the
taxable year.

AnT. 405-1. UndcLstrlbuted Title IA net
income.--The term "undistributed Title
IA net income" means the Title IA net
income (as defined in section 406 and
article 406-1) minus (A) the amount of
the dividends paid credit provided in
section 27 (a) without the benefit of
paragraphs (3), relating to the deficit
credit, and (4) relating to the debt credit,
thereof (computed without its reduc-
tion, 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 gov-
ernment corporations), (B) amounts
used or Irrevocably set aside to pay or
to retire Indebtednezs of any kind in-
curred prior to January 1, 1934, If such
amounts are reasonable with reference
to the size and the terms of such Indebt-
ednes (see article 405-2) and (C) divi-
dends paid after the close of the taxable
year and before the fifteenth day of the
third month thereafter, if claimed under
subsection (c) of section 405 in the re-
turn, but only to the extent and subject
to the limitations contained in that sub-
section. In computing the dividends
paid credit for the purposes of Title IA,
the amount allowed under subsection (c)
In the computation of the tax under Title
IA for any preceding taxable year is con-
sidered a dividend paid In such preceding
ta:able year and not in the year of
distribution.
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ART. 405-2. Amounts used or irrevoca-
bly set aside to pay or to retire indebted-
ness of any kind incurred prior to Jan-
uary 1, 1934-(a) Indebtedness.-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 include
the obligation of a corporation on its
capital stock.

The Indebtedness must have been in-
curred (or, if incurred by assumption,
assumed) by the taxpayer prior to Jan-
uary 1, 1934. An Indebtedness evidenced
by bonds, notes or other obligations is-
sued by a corporation is ordinarily in-
curred as of the date such obligations
are issued and the amount of such in-
debtedness is the amount represented by
the face value of the obligations. In the
case of renewal or other changes in the
form of an indebtedness, so long as the
relationship of debtor and creditor con-
tinues between the taxpayer and his
creditor, the giving of a new promise to
pay by the taxpayLT will not have the
effect of changing the date the indebted-
ness was incurred.

(b) Amounts used or irrevocably set
aside.-The deduction is allowable, in any
taxable year, only for amaunts used or
irrevocably set aside in that year. The
use or irrevocable -setting aside must be
to effect the extinguishment or discharge
of indebtedness. Since, therefore, in the
case of renewal and other changes in the
form of an indebtedness, the relationship
of debtor and creditor continues between
the taxpayer and his creditor, the mere
giving of a new promise to pay by the
taxpayer will not result in an allowable
deduction. If amounts are set aside in
one year, no deduction is allowable for
such amounts for a later year in which
actually paid. As long as all other con-
ditions are satisfied, the aggregate
amount allowable as a deduction for any
taxable year includes all amounts (from
whatever source) used and, as well, all
amounts (from whatever source) irrev-
ocably set aside, irrespective of whether
in cash or other medium. Double de-
ductions were not permitted.
(c) Reasonableness of the amounts

with reference to the size and terms of
the indebtedness.-The reasonableness of
the amounts used or irrevocably set aside
must be determined by reference to the
size and terms of the particular indebted-
ness. Hence, all the facts and circum-
stances with respect to the nature, scope,
conditions, amount, maturity, and other
terms of the particular indebtedness must
be shown in each case.

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
required by reason of an amount set
aside in a prior year for payment or
2etirement of the same indebtedness.

All amounts irrevocably set aside for
the payment or retirement of an indebt-
edness in accordance with and pursuant
to the terms of the obligation, for ex-
ample, 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 vol-
untary 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 deduction claimed. Therefore, the
taxpayer must furnish the information
required by the return, and such other
information as the Commissioner may
require in substantiation of the deduc-
tion claimed.

SEc. 406. Title IA net income-For the
purposes of this title the term "Title IA net
income" means the net income with the
following adjustments:

(a) Additional decductions.-There shall be
allowed as deductions-

(1) Federal income, war-profits, and ex-
cess-profits taxes paid or accrued during the
taxable year to the extent not allowed as a
deduction under section 23; but not includ-
ing the tax imposed by section 102, section
401, or a section of a prior income-tax law
corresponding to either of such sections.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts pay-
ment of which is made within the taxable
year to or for the use of donees described in
section 23 (q) for the purposes therein speci-
fied, to an amount which does not exceed
15 per centum of the taxpayer's net income,
computed without the benefit of this para-
graph and section 23 (q), and without the
deduction of the amount disallowed under
subsection (b) of this section.

(3) In the case of a corporation organized
prior to January 1, 1936. to take over the
assets and liabilities of the estate of a dece-
dent. amounts paid in liquidation of any
liability of the corporation based on the
liability of the decedent to make contribu-
tions or gifts to or for the use of donees
described in section 23 (o)"for the purposes
therein specified, to the extent such liability
of the decedent existed prior to January 1.
1934. No deduction shall be allowed under
paragraph (2) of this subsection for a tax-
able year for which a deduction is allowed
under this paragraph.

(b) Deductions not allowed.-The aggre-
gate of the deductions allowed under sec-
tion 23 (a), relating to expenses, and section
23 (1), relating to depreciation, which are
allocable to the operation and maintenance
of property owned or operated by the cor-
poration, shall be allowed only in an amount
equal to the rent or other compensation re-
ceived for the use of, or the right to use, the
property, unless it is established (under regu-
lations prescribed by the Commissioner with
the approval of the Secretary) to the satis-
faction of the Commissioner:

(1) That the rent or other compensation
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 ex-
pectation that the operation of the property

would result in a profit, or that the property
was necessary to the conduct of the business,

ART. 406-1. Title IA net incomc.-Tho
term "Title IA net Income" means, in
the case of a domestic corporation, the
gross Income as defined In section 22 less
the deductions provided In section 23
subject to the qualifications, limitations,
and exceptions provided In section 406,
In the case of a foreign corporation,
whether resident or nonresident, which
files or causes a return to be filed, the
"Title IA net Income" means the net in-
come from sources within the United
States (gross income from sources with-
in the United States as defined In sec-
tion 119 and the regulations thereunder
less statutory deductions) subject to the
qualifications, limitations and exceptione
provided in section 406. In the case of
a foreign corporation, whether resident
or nonresident, which files no return the
"Title IA 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 406 (a) but
without the benefit of any deductions
under Title I (see section 233),

The "Title IA net Income" Includes in-
terest 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 "Title IA net in-
come" does not include Interest on
obligations of States or Territories of the
United States or any political subdi-
vision thereof or of the District of Colum-
bia or of the possessions of the United
States.

The foreign tax credit permitted by
section 131 with respect to the taxes im-
posed by Title I Is not allowed with re-
spect to the surtax imposed by section
401. 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 Im-
posed by Title I a credit for such taxes
Is taken.

In addition to the qualifications, limi-
tations, and exceptions provided In sec-
tion 406 (a), under section 406 (b) the
aggregate of the deductions allowed un-
der section 23 (a), relating to expenses,
and section 23 (1), relating to deprecia-
tion, which are allocable to the operation
and maintenance of property owned or
operated by the company shall be allowed
only in an amount equal to the rent or
other compensation received for the use
of, or the right to use, the property, un-
less 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
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(3) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or that
the property was necessary to the con-
duct of the business.

The burden of proof will rest upon the
taxpayer to sustain the deduction
claimed. If, in computing its Title IA net
income, a personal holding company
claims deductions for expenses and depre-
ciation allocable to the operation and
maintenance of property owned or oper-
ated by the company, in an aggregate
amount in excess of the rent or other
compensation received for the use of, or
the right to use, the property, it shall at-
tach to its income tax return a statement
setting forth its claim for allowance of the
additional deductions together with a
complete statement of the facts and cir-
cumstances pertinent to its claim and
the arguments on which it relies. Such
statement shall set forth:

(a) A description of the property;
b) The cost or other basis to the cor-

poration and the nature and value of the
consideration paid for the property;

(c) The name and address of the per-
son from whom acquired and the date
thereof;

(d) The name and address of the per-
son to whom leased or rented, or the
person permitted to use the property,
and the number of shares of stock, if any,
held by such person and the members of
his family;

(e) 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;

CW Evidence that the rent or other
compensation was the highest obtainable
and, if none was received, a statement
of the reasons therefor;

(g) A copy of the contract, lease or
-rental agreement;

(7) The purpose for which the prop-
erty was used;

Ci) 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;

() 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

CQ) Any other information pertinent
to the taxpayer's claim.

ART. 406-2. Illustratio of computation
of Title IA net income, undistributed
Title IA net income, and surt.-The
method of computation of the Title IA
net income, the undistributed Title IA

No. 29- 5

net income, and the surtax under Title
IA may be illustrated as follows:

The following facts exist with rezpct
to the 0 Corporation, a personal holding
company which Is on the cash receipts
and disbursements basis, for the calen-
dar year 1938:

The net income, as computed under
Title I, amounts to $190,000.

Federal income tax for the year 1937
paid March 15, 1938, aggregates $17,500.
This amount includes the surtax under
section 14 of the Revenue Act of 193G
but does not include excess-profits tax
imposed by section 106 of the Revenue
Act of 1935, surtax Imposed by section
102 of the Revenue Act of 1936, or sec-
tion 351 of the latter Act as amended
by the Revenue Act of 1937, or a section
of a prior income-tax law corresponding
to either of such sections 102 or 351.

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 Title I.

Rent in the amount of $10,000 was re-
ceived from the principal shareholder of
the corporation for the use of a country
estate which had been previously ac-
quired from such shareholder in ex-
change for its capital stock. The expenses
of the corporation allocable to the main-
tenance and operation of the country
estate amount to $30,000. The yearly
depreciation on the depreciable property
of the estate amounts to $5,000. The
corporation has not established Its right
to claim the entire amount of the ex-
penses and depreciation applicable to the
estate as provided in section 406 (b) and
article 406-1.

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.

The amount used during the year to
pay indebtedness incurred by the corpo-
ration prior to January 1,1934, is $31,750.

On March 1, 1939, the corporation paid
its shareholders a taxable dividend of
$15,000 and in its return, on Form 1120H,
claimed a deduction for that amount
under section 405 (c). Its accumulated
earnings and profits as of the close of the
taxable year 1938 weremorethan$15,000.

The Title IA net income, the undis-
tributed Title IA net income, and the
surtax are computed as follows:
Net income under Title L ..... $190,000
Add:

Contributions deductible in com-
puting net income under cec-
tIon 21 ----------- 10,000

Aggregate of expenses and depre-
ciation relating to the country
estate In exce-s of the income
derived therefrm .. ... 25,000

Net Income computed with-
out the benefit of a deduc-
tion for contributions and
without the beneflt of the
amount disaowed under
section 406 (b) _ _ .5, 000

Fcdfe-a1 income taxe_. $17,500
Contributlons deductible

under eton 406 (a)
(2) (15 percent of
6±15,0J00) 23,75O

$51,250

Title 1A net Income-___ 173. 730

Dividends paid credit-- $125,000
Amount u.mad to pay In-

debtedn ne ...... 31, 750

Undlstributed Title IA net income
(before applying section 405(c}) .. . .

Dividend- paid March 1. 1939
(subjcct to limitation in section

156,730

17,0

405 (c) (3))- - -- 12,5oo

Undl:ArIbuted Title LA net
Income_ 4,500

Amount taxable at 65 percent (not
In eXces3 of $2.000) 2,003

Amount taxable at 75 percent
(84.,100 minus $2,000)_ 2.,5g:2

Surtax on $2.000 at 63 percent-.._. 1,30
Surtax on $2500 at 75 percent-_ 1,375

Total zurt ... 3,175
Sr_. 407. Dc-flcf'-.- dirdend--Credits ard

refunds.-(a) Credit cgains-t unpaid clel'le
cWJ.-If the ammmt of a deflfcency with
respect to the tax lmpesed by this title for
aMy taxable year h-. been establlzhed-

(1) by a decision of the Board of Tax
Appeals which has be ome final; or

(2) by a closing agreement made under
ractlon COO of the Revenue Act of 1923, 2s
amended: or

(3) by a final jud_ment in a suit to w-ich
the Unlcd Statea i a party;
then a dell ency dividend credit shall be
allowdcl a-ainSt the amount of the deficiency
co established and all Interzt, additiona
amnounts. and additions to the tax providad
by law not paid on or before the date when
claim for a deficincy dividend credit i- fied
under aLubctlon (d). The amount of -u=h
credit shall be 65 per centum of the amount
of defil ncy divldends, -, defined In cub-
sectlon (c), not In cxcess of $2.000, plus 75
per centum of the amount of Such dividends
In c of C2.003; but such credit shall nat
excee-d the p=Uton of the deficiency so a-
tablahLd which is not paid on or before the
date of the clding agreemEnt, or the date
the decison of the Board or the judgment
becomc final, a the cae may be. Such
credit r.all b2 cl oWed a of the date the
claim for deilcncy dividend credit Is fIlad.

(b) Credit or refund of def.7ciey Vafef.
When the CommIlsioner h2a determined that
there 13 a defciency with rezpect to the tax
Imposd by this title and the crupertion
has paid any portion of such asserted defi-
clency and it h- been cztabllad-

(1) by a deaclion of the Board of Tax Ap-
pals which has become final; or

(2) by a clo:ing a8reem nt made under
c.ctlon C06 of the Revenue Act of 1923, as
amended: or

(3) by a final judrment in a sult agalnst
the Unltcd State for refund-

(A) if such suit L3 bzought within six
months after the corporation bwcame entitled
to bring suit. and

(B) If claim for refund w- filed within
six months after the payment of such
amount;
that any portion of the amount so paid ms
the whole or a part of a deficlency at the
time when paid. then thee sbal be credited
or refunded to the c rpzration an amount
equal to 65 per centum of the amsunt of
deflciency dlivid n not in ezcess of 30.
plus 75 par centum of the amount of mch
dLvidends in exccs of C2,00. but such credit
or refund shall not cxce-ed the portion so
paid by the corporation. Such credit or
refund shall be made ax provided in section
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322 but without regard to subsection (b) or
subsection (c) thereof. No interest shall be
allowed on such credit or refund. No credit
or refund shall be made under this subsec-
tion with respect to any amount of tax paid
after the date of the closing agreement, or
the date the decision of the Board or the
judgment becomes final, as the case may be.

(c) Deficiency dividends.(1) Definition.-
For the purpose of this title, the term "defi-
ciency dividends" means the amount of the
dividends paid, on or after the date of the
closing agreement or on or after the date
the decision of the Board or the judgment
becomes final, as the case may be, and prior
to filing claim under subsection (d), which
are includible, for the purposes of Title I,
In the computation of the basic surtax credit
for the year of distribution. No dividends
shall be considered as deficiency dividends
for the purposes of allowance of credit under
subsection (a) unless (under regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary) the corporation files,
within thirty days after the date of the
closing agreement, or the date upon which
the decision of the Board or judgment be-
comes final, as the case may be, notification
(which specifies the amount of the credit
intended to be claimed) of its Intention to
have the dividends so considered.

(2) Effect on dividends paid credit.--(A)
For taxable year in which paid.-Deficlency
dividends paid in any taxable year (to the
extent of the portion thereof with respect
to which the credit under subsection (a),
or the credit or refund under subsection (b),
or both, are allowed) shall be subtracted
from the basic surtax credit for such year,
but only for the purpose of computing the
tax under this title for such year and succeed-
ing years.

(B) For prior taxable yeor.-Deficiency
dividends paid in any taxable year (to the
extent of the portion thereof with respect
to which the credit under subsection (a),
or the credit or refund under subsection (b),
or both, are allowed) shall not be allowed
under section 405 (c) in the computation of
the tax under this title for any taxable year
preceding the taxable year in which paid.

(d) Claim required.-No deficiency divi-
dends credit shall be allowed under sub-
section (a) and no credit or refund shall be
made under subsection (b) unless (under
regulations prescribed by the Commissioner
with the approval of the Secretary) claim
therefor Is filed within sixty days after the
date of the closing agreement, or the date
upon which the decision of the Board or
judgment becomes final, as the case may be.

(e) Suspension of statute of limitations and
stay of coUectio.M-(1) Suspension of running
of statute.-If the corporation files a notifi-
cation, as provided In subsection (c), to have
dividends considered as deficiency dividends,
the running of the statute of limitations
provided in section 275 or 276 on the making
of assessments and the bringing of distraint
or a proceeding in court for collection, in
respect of the deficiency and all interest,
additional amounts, and additions to the
tax provided by law, shall be suspended for
a period of two years after the date of the
filing of such notification.

(2) Stay of collection.-In the case of
any deficiency with respect to the tax im-
posed by this title established as provided
In subsection (a)-

(A) The collection of the deficiency and
all interest, additional amounts, and addi-
tions to the tax provided for by law shall,
except in cases of jeopardy, be stayed until
the expiration of thirty days after the date
of the closing agreement, or the date upon
which the decision of the Board or judg-
ment becomes final, as the case may be.

(B) If notification has been filed as pro-
vided In subsection (c) the collection of
such part of the deficiency as Is not in
excess of either the credit allowable under
subsection (a) or the amount which in
the notification is specified as intended to be
claimed as credit shall, except in cases of

jeopardy, be stayed until the expiration of
sixty days after the date of the closing
agreement, or the date upon which the de-
cision of the Board or judgment becomes
final, as the case may be.

(C) If claim for deficiency dividend credit
is filed under subsection (d), the collection
of such part of the deficiency as is not in
excess of either the credit allowable under
subsection (a) or the amount claimed, shall
be stayed until the date the claim for credit
Is disallowed (in whole or in part), and If
disallowed in part collection shall be made
only of the part disallowed.

No distraint or proceeding in court shall be
begun for the collection of an amount the
collection of which is stayed under subpara-
graph (A), (B), or (C), during the period
for which the collection of such amount is
stayed.

(f) Credit or refund denied if fraud, etc.-
No deficiency dividend credit shall be al-

-lowed under subsection (a) and no credit or
refund shall be made under subsection (b)
if the closing agreement, decision of the
Board, or judgment contains a finding that
any part of the deficiency is due to fraud
with intent to evade tax, or to failure to file
the return under this title within the time
prescribed by law or prescribed by the Com-
missioner in pursuance of law, unless it Is
shown that such failure to file Is due to
reasonable cause and not due to willful
neglect.

ART. 407-1. Purpose and scope of de-
ftciencv dividend credit.-Section 407
provides a method under which, by vir-
tue of dividend distributions, a corpora-
tion may, under certain conditions (see
article 407-3), be relieved from the pay-
ment of a deficiency in the surtax im-
posed by Title IA with respect to any
taxable year beginning after December
31, 1937, or, if any portion of such de-
ficiency has been paid, may be entitled,
under certain conditions (see article
407-4), to a credit or refund of such
portion. The deficiency must be estab-
lished in the manner specified in sec-
tion 407 (a) (1), (2), or (3) or section
407 (b) (1), (2), or (3) and the divi-
dends must be paid on the date so es-
tablished or within 60 days thereafter.
For what constitutes payment of a divi-
dend, see article 27 (b)-2.

The benefit of section 407 is not ex-
tended 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 re-
main payable as if that section had not
been enacted. The benefit is denied to
any deficiency attributable, in whole or
in part, 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 407 (f).

ART. 407-2. Date when decision by
Board or court becomes ftnazl-The
date upon which a decision by the
Board of Tax Appeals becomes final is
prescribed in section 1005 of the Rev-
enue Act of 1926, as amended. See
paragraph 16 of the Appendix to these
regulations.

The date upon which a judgment of
a court becomes final must be deter-
mined upon the basis of the facts in the
particular case. Ordinarily, a judgment
of a United States district court becomes
final upon the expiration of the time al-

lowed for taking an appeal, if no such
appeal is duly taken, within such time;
and a judgment of the United States
Court of Claims becomes final upon the
expiration of the time allowed for filing
a petition for certiorari if no such peti-
tion is duly filed within such time.

ART. 407-3. Credit against unpaid de-
ficiency-(a) GeneraL-If the amount
of a deficiency with respect to the tax
imposed by Title IA for any taxable year
beginning after December 31, 1937, has
been established as provided in section
407 (a) (1), (2), or (3), the corpora-
tion, under certain circumstances, Is en-
titled 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 407 (d). The
amount of the deficiency dividends credit
is 65 percent of the amount of "de-
ficiency dividends" (as defined in section
407 (c)) not In excess of $2,000 plus
75 percent of the amount of such
dividends in excess of $2,000, and the
allowance of the credit is subject to the
following conditions, qualifications and
limitations:

(1) The corporation is required under
section 407 (c), within 30 days after
the date of the closing agreement or
the date upon which the decision of the
Board or the judgment becomes final,
to file a notice of its Intention to claim
a deficiency dividends credit, which no-
tice shall specify the amount of the
credit intended to be claimed;

(2) The corporation is required under
section 407 (d), within 60 days after the
date of the closing agreement or the date
upon which the decision of the Board
or judgment becomes final, to file a claim
with respect to the credit for deficiency
dividends;

(3) The deficiency dividends are re-
quired under section 407 (c) to be paid
prior to the filing of the claim for a
deficiency dividends credit and such
dividends must be of such a nature as
to constitute taxable dividends in the
hands of such of the shareholders as are
subject to taxation under Title I for the
year in which paid (see section 27 (1),
and must be nonpreferential (see section
27 (h)); and

(4) Under section 407 (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 Board or the Judgment
becomes final, as the case may be.

(b) Form of notiflcatlon.-The notice
of intention to have dividends considered
as deficiency dividends for the purposes
of the allowance of credit under section
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407 (a) shall be made, under oath or
afrmation, on Form 975, copies of
which, upon request, may be procured
from any collector.

(c) Contents of notification.-The no-
tification shall, in accordance with the
provisions of this article 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 de-
ficiency with respect to the tax imposed
by Title IA.; how it was established
(closing agreement, Board 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 407 (c) (1) and this article 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 Board or judg-
ment becomes fina, as the case may be.

(e) Claim for deficiency diidends
credit.-For claims for deficiency divi-
dends credits, see article 407-5.

ART. 407-4. Credit or refund of deft-
ciency paid-If the Commissionerhas de-
termined that there is a deficiency with
respect to the tax imposed by Title IA
for any taxable year beginning after De-
cember 31, 1937, and the corporation has
paid any portion of such asserted defi-
ciency, the corporation, under certain
circumstances, is entitled to a credit or
refund of such deficiency. The amount
of the credit or refund is 65 percent of
the amount of "deficiency dividends" (as
defined in section 407 (c)) not in ex-
cess of $2,000, plus 75 percent of the
amount of such dividends in excess of
$2,000, and the allowance of the credit
or refund is subject to the following con-
ditions, qualifications and limitations:

(1) It must be established that the
amount for which credit or refund is
sought was the whole or a part of a
deficiency at the time when paid, and
such fact must be established as pro-
vided in section 407 (b) (1), (2) or (3) ;

(2) The corporation is required under
section 407 (d), within 60 days after the
date of the closing agreement or the
date upon which the decision of the
Board or the judgment becomes final to
file a claim for credit or refund;

(3) The "deficiency dividends" are re-
quired under section 407 (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 constitue taxable
dividends in the hands of such of the

shareholders as are subject to taxation J
under Title I for the year in which paid
(see section 27 (1)), and must be non-
preferential (see section 27 (1h)),

(4) The credit or refund shall not
exceed the portion of the deficiency (not
counting the intercst, additional
amounts, and additionz to the tax, pro-
vided by law) which was paid by the
corporation;

(5) The credit or refund shall be
made as provided in section 322, but
without regard to section 322 (b) (re-
lating to the limitations on the allow-
ance of refunds or credits), or section
322 (c) (relating to the effect of peti-
tions to the Board on refunds or
credits) ;

(6) No credit or refund shall be made
under section 407 Cb) with respect to any
amount of tax paid after the date of the
closing agreement, or the date the deci-
sion of the Board or the Judgment be-
comes final, as the case may be; and

(7) No interest shall be allowed on
the credit or refund.

ART. 407-5. Claim for deficIency diei-
dends credit or credit or refund-Ca)
Genera!.-A claim for a deficiency divi-
dends credit under section 407 (a), re-
lating to credit against unpaid deft-
ciency, and under section 407 (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
Board 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 97G, copies
of which, upon request, may be procured
from any collector.

(e) Contents of clam.-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 article and the Instructions on
the form1 , set forth the following
information:

(1) The name and address of the cor-
poration;

(2) The place and date of incorpora-
tion;

(3) The amount of the deficiency de-
termined with respect to the tax imposed
by Title IA and the taxable year or years
involved; the amount of the unpaid de-
ficiency or, if the deficiency has been
paid in whole or in part, the date of pay-
ment and the amount thereof; a state-
ment as to how the deficiency was estab-
lished, if unpaid, ,or if paid in whole or
in part, how it was established that any
portion of the amount paid was a defi-
ciency at the time when paid and in
either case whether It was by closing
agreement, Board decision or court

Iud=ent and the date thereof; if estab-
Ished by a final judgment in a suit
agalnst- the United States for refund, the
date of payment of the deficiency, the
date clainm for refund was filed and the
date the suit was brought; if established
by a Board 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 ith respect to which the
claim for deficiency dividends credit, or
credit or refund, is filed;

(5) A statement setting forth the vari-
ous clas-es of stock outstanding, the
name and address of each shareholder,
the clazs 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 deficiency
dividends credit; and

(7) Such other information as may be
required by the claim form.

Md Time and Place of Xing claim.-
The claim required by section 407 (d)
and this article shall be filed with the
CommLssioner of Internal Revenue
Washington, D. C., attention Income Tax
Unit, Records Division, within 60 days
after the date of the closing agreement.,
or the date upon which the decision of
the Board or Judgnent becomes final, as
the case may be.

AnT. 407-6. Effect of deficiency dii-
dends on didends paid credft.-lo du-
plication of credit allowances with re-
spect to any "deficlency dividends" is
permitted. If a corporation claims and
receives the benefit of the provisions of
section 407 based upon a distribution of
"deficiency dividends1 " that distribution
doeo not become a part of the basic sur-
tax credit for the purpozes of Title IA;
nor Is It made the basis of the 2%-
month carry-back credit provided for in
section 405 (c).

ART. 407-7. S ndsiOn of statute of
limitations and stay of co!Zection-(a)
suspension. of running of statute.-If a
corporation files a notification of its in-
tent to have certain dividends con-
sidered as "deficiency dividends" as pro-
vided in section 407 (c), then the run-
ning of the statute of limitations upon
the "asesment and collection of the
established deficiency and all Interest.
additional amounts, and additions to the
tax provided by law, is suspended for a
period of two years after the date of
the filing of such notification.

(b) Stay of collection-The Act pro-
vides that, except in case of jeopardy,
the collection of the established defici-
ency and all interest, additional amounts,
and additions to the tax provided by law,
is stayed for a period of 30 days sub--e-
quent to the final determination of the
amount thereof. If within such 30-day
period the corporation files with the
CommsLsoner the prescrlbed notification
of intention to seek the benefit of section
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407, the collection of the established de-
ficiency, 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 407
(a), Is, except in cases of jeopardy,
stayed for a period of 60 days subsequent
to the final determination of the amount
thereof. The filing of a claim for a defi-
ciency dividends credit under section 407
(d) effects a further stay of collection of
that portion of the established deficiency
covered by the claim if not in excess of
the amount allowable under section 407
(a), until the date the claim is disal-
lowed (in whole or in part) .by the Com-
missioner. The Act 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 sec-
tion 272 (b), may refrain from assessing
the Title IA deficiency (plus interest, ad-
ditional amounts, and additions to the
tax) until 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 deficiency (plus interest, additional
amounts, and additions to the tax) will
be assessed, if not already assessed. The
amount of the claim for the deficiency
dividends credit to the extent allowed
will be credited against the amount so
assessed, and the remainder of the
amount assessed will be collected in the
usual manner.

SEC. 408. Meaning of terms used.-The
terms used in this title shall have the same
meaning as when used in Title I.

SEC. 409. Administrative provisions.-All
provisions of law (including penalties) ap-
plicable in respect of the taxes imposed by
Title I, shall insofar as not inconsistent with
this title, be applicable In respect of the tax
Imposed by this title, except that the provi-
sions of section 131 shall not be applicable.

ART. 409-1. Return and payment of
tax.-A separate return is required for
the surtax imposed by section 401. 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
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 Title I also apply
to the surtax imposed under Title IA.
However, since the surtax imposed under
Title IA is a distinct and separate tax
from those imposed under Title I, the
making of a return under Title I will not
start the period of limitations for assess-
ment of the surtax imposed under Title
IA. If the corporation subject to sec-

tion 401 fails to file a return the tax may
be assessed at any time. If the Com-
missioner finds a deficiency in respect of
the tax imposed by section 401 of Title IA,
he is required to follow the same pro-
cedure which applies to deficiencies in
income tax under Title I. The penalties
applicable to the income taxes imposed
under Title I, as well as the provisions of
Title I relating to interest and additions
to the tax, also apply to the surtax im-
posed by section 401. The administrative
provisions applicable to the surtax Im-
posed by section 401 are not confined to
those contained in Title I but embrace
all administrative provisions of law which
have any application to income taxes.

ART. 409-2. Determination of tax,
assessment, collection.-The determina-
tion, assessment and-collection of the tax
imposed by section 401 and the examina-
tion of returns and claims in connec-
tion therewith, will be made under such
procedure as may be prescribed from
time to time by the Commissioner.

SEC. 410. Improper accumulation of sur-
plus.-For surtax on corporations which
accumulate surplus to avoid surtax on share-
holders, see section 102.

SEC. 411. Foreign personal holding con-
panies.-For provisions relating to foreign
personal holding companies and their share-
holders, see Supplement P of Title I.

CHAPTER xxxviii
Title VI-General Provisions

SEC. 901. Definitions.-(a) When used in
this Act-

(1) The term "person" means an indi-
vidual, a trust or estate, a partnership, or
a corporation.

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

(3) The term "partnership" Includes a
syndicate, group, pool, joint venture, or
other unincorporated organization, through
or by means of which any business, finan-
cial operations, or venture is carried on,
and which is not, within the meaning of this
Act, a trust or estate or a corporation; and
the term "partner" includes a member In
such a syndicate, group, pool, joint venture,
or organization.

(4) The term "domestic" when applied
to a corporation or partnership means cre-
ated or organized in the United States or
under the law of the United States or of
any State or Territory.

(5) The term "foreign" when applied to a
corporation or partnership means a corpora-
tion or partnership which Is not domestic.

(6) The term "fiduciary" means a guard-
ian, trustee, executor, administrator, re-
ceiver, conservator, or any person acting in
any fiduciary capacity for any person.

(7) The term "withholding agent" means
any person required to deduct and withhold
any tax under the provisions of section 143
or 144.

(8) The term "stock" includes the share
in an association, Joint-stock company, or in-
surance company.

(9) The term "shareholder" includes a
member in an association, Joint-stock com-
pany, or insurance company.

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

(11) The term "Secretary" means the Sec-
retary of the Treasury.

(12) The term "Commissioner"' means the
Commissioner of Internal Revenue.

(13) The term "collector" means collector
of internal revenue.

(14) The term 'taxpayer" means any per.
son subject to a tax Imposed by this Act,

(b) The terms "includes" and "Including"
when used In a definition contained in this
Act shall not be deemed to exclude other
things otherwise within the meaning of the
term defined.

ART. 901-1. Classification of taxables.-
For the purpose of taxation the Act
makes Its own classification and pro-
scribes its own standards of classifica-
tion. Local law Is of no importance in
this connection. Thus a trust may be
classed as a trust or as an association
(and, therefore, as a corporation), de-
pending upon its nature or its activities,
(See article 901-3.) The term "partner-
ship" is not limited to the common law
meaning of partnership, but is broader
In its scope and Includes groups not com-
monly called partnerships. (See article
901-4.) The term "corporation" is not
limited to the artificial entity usually
known as a corporation, but Includes also
an association, a trust classed as an asso-
ciation because of Its nature or Its activ-
ities, a joint-stock company, an Insur-
ance company, and certain kinds of part-
nerships. (See articles 901-2 and 901-4,)
The definitions, terms, and classifica-
tions, as set forth In section 901, shall
have the same respective meaning and
scope in these regulations.

ART. 901-2. Association.-The term
"association" is not used In the Act In
any narrow or technical sense. It in-
cludes any organization, created for the
transaction of designated affairs, or the
attainment of some object, which, like a
corporation, continues notwithstanding
that its members or participants change,
and the affairs of which, like corporate
affairs, are conducted by a single indl-
vidual, a committee, a board, or some
other group, acting in a representative
capacity. It Is immaterial whether such
organization Is created by an agreement,
a declaration of trust, a statute, or other-
wise. It includes a voluntary association,
a joint-stock association or company, a
"business" trust, a "Massachusetts" trust,
a "common law" trust, an "Investment"
trust (whether of the fixed or the man-
agement type), an interinsurance ex-
change operating through an attorney in
fact, a partnership association, and any
other type of organization (by whatever
name known) which Is not, within the
meaning of the Act, a trust or an estate,
or a partnership. If the conduct of the
affairs of a corporation continues after
the expiration of its charter, or the term-
ination of its existence, it becomes an
association.

ART. 901-3. Association distinguished
from trust.-The term "trust," as used
in the Act, refers to an ordinary trust,
namely, one created by will or by declara-
tion of the trustees or the grantor, the
trustees of which take title to the prop-
erty for the purpose of protecting or
conserving it as customarily required un-
der the ordinary rules applied In chan-
cery and probate courts. The benefici-
aries of such a trust generally do no more
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than accept the benefits thereof and are
not the voluntary planners or creators
of the trust arrangement. Even though
the beneficiaries do create such a trust,
it is ordinarily done to conserve the trust
property without undertaking any activ-
ity not strictly necessary to the attain-
ment of that object.

As distinguished from the ordinary
trust described in the preceding para-
graph is an arrangement whereby the
legal title to the property is conveyed to
trustees (or a trustee) who, under a
declaration or agreement of trust, hold
and manage the property with a view to
income or profit for the benefit of bene-
ficiaries. Such an arrangement is de-
signed (whether expressly or otherwise)
to afford a medium whereby an income or
profit-seeking activity may be carried on
through a substitute for an organization
such as a voluntary association or a
joint-stock company or a corporation,
thus obtaining the advantages of those
forms of organization without their dis-
advantages. The nature and purpose of
a cooperative undertaking will differen-
tiate it from an ordinary trust. The pur-
pose will not be considered narrower than
that which is formally set forth in the
instrument under which the activities of
the trust are conducted.

If a trust is an undertaking or arrange-
ment 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 undertak-
ing or arrangement, whether the bene-
ficiaries do or do not appoint or control
them, the beneficiaries are to be treated
as voluntarily joining or cooperating
with each other in the trust, just as do
members of an association, and the un-
dertaking or arrangement is deemed to
be an association classified by the Act
as a coiporation. However, the fact that
the capital or property of the trust is not
supplied by the beneficiaries is not suffi-
cient reason in itself for classifying the
arrangement as an ordinary trust rather
than as an association.

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 charac-
teristic 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 corpo-
ration, or as "quasi-corporate form."
The effectiveness in action in the case of
a trust or of a corporation does not

depend upon technical arrangements or
devices such as the appointment or elec-
tion of a president, secretary, treasuirer,
or other "officer," the use of a "seal,"
the issuance of certificates to the bene-
ficiaries, the holding of meetings by man-
agers or beneficiaries, the use of a
"charter" or "by-laws," the existence of
"control" by the benficlarles over the
affairs of the organization, or upon other
minor elements. They serve to empha-
size the fact that an organization pozzes-
ing them should be treated as a corpora-
tion, but they are not essential to such
classification, for the fundamental bene-
fits enjoyed by a corporation, as outlined
above, are attained, in the case of a trust,
by the use of the trust form itself. The
Act disregards the technical distinction
between a trust agreement (or declara-
tion) and ordinary articles of oclation
or a corporate charter, and all other
differences of detail. It treats such a
trust according to its essential nature,
namely, as an association. This is true
whether the beneficiaries form the trust
or, by purchase or otherwise, acquire an
interest in an existing trust.

The mere size or amount of capital
invested in the trust is of no importance.
Sometimes the activity of the trust is a
small venture or enterprise, such as the
division and sale of a parcel of land,
the erection of a building, or the care
and rental of an office building or apart-
ment house; sometimes the activity is
a trade or business on a much larger
scale. The distinction Is that between
the activity or purpose for which an or-
dinary strict trust of the traditional type
would be created, and the activity or
purpose for which a corporation for
profit might have been formed.

ART. 901-4. Partnersiips.-The Act
provides its own concept of a partner-
ship. Under the term "partnership" it
includes not only a partnership as
known at common law but, as well, a
syndicate, group, pool, joint venture, or
other unincorporated organization which
carries on any business, financial opera-
tion, or venture, and which is not, within
the meaning of the Act, a trust, estate,
or a corporation. On the other hand
the Act classifies under the term "cor-
poration" an association or Joint-stock
company, the members of which may be
subject to the personal liability of part-
ners. If an organization is not inter-
rupted by the death of a member or by
a change in ownership of a participat-
ing interest during the agreed period of
its existence, and Its management is
centralized in one or more persons in
their representative capacities, such an
organization is an association, taxable
as a corporation. As to the characteris-
tics of an association, see alko articles
901-2 and 901-3. The following Ex-
amples will illustrate some phases of
these distinctions:

(1) If A and B buy some acreage for
the purpose of subdivision, they are Joint

adventurers, and the Joint venture I-
classifed by the Act as a partnership.

(2) A, B, and C contribute $10,000
each for the purpose of buying and sell-
ing real estate. If A, B, C, or D, an out-
side party (or any combination of them
as long as the approval of each partici-
pant Is not required for syndicate ac-
tion), takes control of the money, prop-
erty and businez of the enterprise, and
the s7ndicate is not terminated on the
death of any of the participants, the
syndicate is classified as an association.

AnT. 901-5. Limited partnership as
corporatio.-Limited partnerships of
the type of partnerships with limited lia-
bity or partnership associations author-
ized by the statutes of Michigan, Penn-
sylvanla, and a few other States are only
nominally partnership. Such so-called
limited partnerships, offering opportu-
nity for limiting the liability of all the
members, providing for the transferabil-
ity of partnership shares, or having other
material characteristics of corporate
form, must make returns of income and
pay the tax as corporations. In all
doubtful cases limited partnerships will
be treated as corporations unless they
submit satisfactory proof that they are
not in effect so organized.

AnT. 901-6. imited partnership as
partnership inited partnerships of
the type authorizaed by the statutes of
New York and many other States are
ordinarily partnership- and not corpora-
tions within the meaning of the Act..
Such limited partnerships, which can
not limit the liability of the general3art-
ners, although the spcial partners en-
Joy limited liability so long as they ob-
serve the statutory conditions, which
are dissolved by the death or attempted
transfer of the interEst of a general part-
ner, and which can not take real estate
or sue in the partnership name, are so
like common law partnerships as to ren-
der impracticable any differentiation in
their treatment for tax purpozes.

AnT. 901-7. Inzurancc comrny.-In-
surance companies includa both stock
and mutual companies, as well as mutual
benefit insurance companics. A volun-
tary unincorporated aociation of em-
ployees formed for the purpose of re-
lieving sick and aged members and the
dependents of deceased members is an
insurance company, whether the fund
for such purpose Is created wholly by
membership du-, or partly by contribu-
tions from the employer. A corpora-
tioa which merely sets aside a fund for
the insurance of its employees is not
required to file a separate return for
such fund, but the income therefrom
shall be included in the return of the
corporation.

Though Its name, charter powers and
subjection to State insurance laws are
significant in detmninlng the business
which a corporation is authorized and
Intends to carry on, the character of the
businesG actually done in the taxable year
determines whether it is taxable as an
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Insurance company under the Act. For
example, during the year 1938 the M
Corporation, incorporated under the in-
surance laws of the State of R, carried on
the business of lending money in addi-
tion 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 prin-
cipal 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 company
for the year 1938 within the meaning of
the Act and these regulations.
ART. 901-8. Domestic, foreign, resident,

and nonresident persons,--A domestic
corporation is one organized or created
in the United States, including only the
States, the Territories of Alaska and
Hawaii, and the District of Columbia, or
under the law of the United States or of
any State or Territory, and a foreign cor-
poration is one which is not domestic. A
domestic corporation is a resident cor-
poration even though it does no business
and owns no property in the United
States. A foreign corporation engaged in
trade or business within the United
States or having an office or place of
business therein is referred to in these
regulations as a resident foreign corpora-
tion, and a foreign corporation not en-
gaged in trade or business within the
United States and not having any office
or place of business therein, as a non-
resident foreign corporation. A partner-
ship engaged in trade or business within
the United States or having an office or
place of business therein is referred to in
these regulations as a resident partner-
ship, and a partnership not engaged in
trade or business within the United States
and not having any office or place of
business therein, as a nonresident part-
nership. Whether a partnership is to be
regarded as resident, or nonresident is not
determined by the nationality or resi-
dence of Its members or by the place in
which it was created or organized. The
term "nonresident alien," as used in these
regulations, Includes a nonresident alien
individual and a nonresident alien
fiduciary.
ART. 901-9. Fiduciary.--Fiduciary" is

a term which applies to persons that
occupy positions of peculiar confidence
toward others, such as trustees, execu-
tors, and administrators. A fiduciary for
income tax purposes is a person who
holds in trust an estate to which an-
other has the beneficial title or in which
another has a beneficial interest, or re-
ceives and controls income of another, as
in the case of receivers. A committee or
guardian of the property of an incompe-
tent person is a fiduciary.

ART. 901-10. Fiduciary distinguished
from agent.-There may be a fiduciary
relationship between an agent and a
principal, but the word "agent" does not
denote a fiduciary. An agent having en-
tire charge of property, with authority

to effect and execute leases with tenants
entirely on his own responsibility and.
without consulting his principal, merely
turning over the net profits from the
property periodically to his principal by
virtue of authority conferred upon him
by a power of attorney, is not a fiduciary
within the meaning of the Act. In cases
where no legal trust has been created
in the estate controlled by the agent and
attorney, the liability to make a return
rests with the principal.

SEc. 902. Separability clause.-If any pro-
vision of this Act, or the application thereof
to any person or circumstances, is held In-
valid, the remainder of the Act, and the
application of such provisions to other per-
sons or circumstances, shall not be affected
thereby.

SEc. 903. Effective date of act.-Except as
otherwise provided, this Act shall take effect
upon Its enactment.

[Received by the President, May 16, 1938.]
[Note by the.Department of State.-The

foregoing act having been presented to the
President of the United States for his ap-
proval, and not having been returned by him
to the House of Congress in which it orig-
inated within the time prescribed by the
Constitution of the United States, has be-
come a law without his approval.]

ART. 903-1. Effective date of Act-The
date of the enactment of the Act is May
28, 1938.

In pursuance of the Act the foregoing
regulations are hereby prescribed and
Treasury Decisions 4809, 4810, 4811, 4814,
4865, 4874, and 4875 heretofore issued
under Title I are hereby superseded.

[SEAL] Guy T. HELVERING,
Commissioner of Internal Revenue.
Approved, February 7, 1939.

H. MORGENTHAU, Jr.,
Secretary o1 the Treasury.
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